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PREFATORY NOTE

In 1935 the National Bureau of Economic Research invited the
Departments of Economics in six universities to join with it in
developing a program of cooperative research. The acceptance
of this invitation led to the forming of a Universities-National
Bureau Committee to consider plans and procedures. To make
a practical trial of what might be accomplished, this Committee
selected two fields of research that can be cultivated most
efficiently through the systematic cooperation of numerous
agencies. Accordingly two ‘Conferences’ were organized, one on
Price Research, the other on Research in National Income and
Wealth. Both were set up as independent bodies that should
seek to enlist the individuals and organizations, public or private,
that are contributing most to knowledge in their respective fields.

The cordial participation by many active workers in these
two experiments, the readiness with which they pooled their
several contributions, and revealed their future plans, their
eagerness to achieve a common understanding on matters con-
cerning which they had held conflicting opinions have been most
gratifying to all concerned. Among the tangible results has been
the planning of certain researches that are now in progress and
that promise to substitute definite data for guesswork on funda-
mental issues. Not less necessary for the growth of knowledge,
though perhaps less easy for laymen to grasp, have been the efforts
of the cooperating specialists to clarify the concepts with which
they work and to define their technical terms in ways that are
precise on the one hand and on the other hand are adapted to
practical work with the available materials.

This volume presents the Income Conference’s striving for
clarification of working ideas. Every candid investigator who has

vii



viii PREFATORY NOTE

tried to make, or to use properly, estimates of national income
realizes how difficult it is to know just what the results mean.
Those who have not wrestled long with the highly technical prob-
lems that crop up in such work can scarcely appreciate their in-
tricacy, or how considerable are the differences in results that
are produced by the use of slightly different definitions. No step
toward the improvement of income estimates in this country
and abroad is more important than the efforts made by the writers
of the following papers to reach a common understanding of
their concepts and their statistical operations.

WESLEY C. MITCHELL
DIRECTOR OF RESEARCH
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FOREWORD

THis volume is the first in a series of studies by the Conference
on Research in National Income and Wealth. The Conference
held its first meeting in January 1936, at the invitation of the
National Bureau of Economic Research; and became a perma-
nent body by its own decision, to pursue the following aims:

(1) Toexchange information among the various organizations
and individuals carrying on or planning studies in the field, to
prevent overlapping, to establish conditions for more intelligent
division of work, and to facilitate cooperative activity;

(2) To agree upon the most appropriate concepts, terminol-
ogy and methods of exposition;

(3) To work out plans for research, calling attention to the
particular segments of the field that demand more primary data
or more analytical study;

(4) Tostimulate cooperative research in the field by initiating
and sponsoring cooperative studies, and by using the facilities of
the Conference to assist in their prosecution.

At its first meeting the Conference included representatives
from the Departments of Economics of the following universities;
Chicago, Columbia, Harvard, Minnesota, Pennsylvania and Wis-
consin; from the Research Divisions of the United States Bureau
of Foreign and Domestic Commerce, and the United States
Bureau of Agricultural Economics; the Division of Research
and Statistics of the United States Treasury; the United States
Bureau of Labor Statistics; the Industrial Section of the National
Resources Committee; the Central Statistical Board; the Divi-
sion of Research and Statistics, Board of Governors of the Fed-
eral Reserve System; the National Industrial Conference Board;
Dun and Bradstreet; and the National Bureau of Economic Re-

xvii



xviii FOREWORD

search. The Conference was later joined by representatives from
the United States Bureau of the Census, the Brookings Institu-
tion, the Research Division of the Federal Deposit Insurance Cor-
poration, the American Statistical Association, and the Depart-
ment of Economics of the University of Cincinnati.

This volume contains the reports presented, under arrange-
ments made through the Conference, at the meetings of the
American Economic and American Statistical Associations in
December 1936 at Chicago, as well as the reports presented at the
second meeting of the Conference in January 1937 at New York.
It includes also the discussion to which these reports gave rise,
both at the Association and Conference meetings and subse-
quently by correspondence.

From time to time the Conference will probably find it advis-
able to publish the studies growing out of its activity. Such
studies may be in the nature of reports on various problems in
the field prepared by individual students; tabulations and anal-
yses of new primary data prepared at the initiative of the Con-
ference; or cooperative studies undertaken or sponsored by the
Conference.

The editing of the reports and the discussion was done by
Milton Friedman, and was reviewed by the editorial committee
of the Conference: Simon Kuznets, Chairman; M. A. Copeland
and A. W. Marget.

SIMON KUZNETS, CHAIRMAN
M. A. COPELAND G. C. MEANS
W. L. CRUM R. R. NATHAN
H. M. GROVES O. C. STINE
EXECUTIVE COMMITTEE
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CONCEPTS OF NATIONAL INCOME

M. A. COPELAND

I National Income and Social Income

THE PURPOSES of this memorandum are first, to indicate the pres-
ent status of concepts of national or other social income, and to
outline the most useful types of income breakdown; second, to
consider some of the questions that are now particularly moot
with respect to concepts of national income, and to suggest pos-
sible answers.* It should be fully recognized that this procedure
involves taking sides on issues that are necessarily controversial
and that may well continue to be controversial for some time.

In the following discussion references will be made to social
income and social wealth. For the world as a whole and for parts
of it either smaller or larger than an entire nation there may be
need for measures corresponding to those designated as national
wealth and national income. The terms ‘social wealth’ and ‘social
income’ are intended to include both these cases and cases of
national wealth and national income.

While this memorandum is focused on concepts of social in-
come, some discussion of social wealth is unavoidable. The writer
believes that several moot questions respecting concepts of social
income can be discussed adequately only when their relations to
questions concerning social wealth are recognized. Indeed, the
world’s social income may perhaps best be defined briefly as the
total value of goods and services entering ultimate human con-
sumption plus the increase in social wealth.

1 For other discussions of this general problem from somewhat different points
of view see Clark Warburton, Part Two, and Gerhard Colm, Part Five.
3



4 PART ONE

For the purposes of defining social wealth and social income
precisely a society should be conceived as consisting of two parts:
(a) a producing organization or ‘economic system’; (b) the fam-
ilies or individuals who contribute their labor or the services of
their property to the economic system, and who receive the bene-
fits of its operation. The concepts of wealth and income are
essentially accounting concepts, or more precisely, financial
statement concepts. Statements of wealth and income for an eco-
nomic system correspond closely to the balance sheet and the
revenue-income-and-profit statement for any single business en-
terprise. Indeed, existing methods of estimating social income
consist in consolidating or putting together either (a) the finan-
cia] statements for the businesses and other enterprises of which
the economic system consists, or (b) the financial statements for
families or individuals conceived as consumers, investors, savers
and workers. In estimating social wealth all balance sheets are
consolidated simultaneously.

In the consolidation of all balance sheets, assets that are in the
nature of claims by one set of parties upon another are canceled
by the corresponding liabilities of the second set of parties, so
that the vast bulk of remaining assets (or social wealth) at least
for the entire world, consists of tangible assets. It is convenient to
group these assets under two heads: (1) durable goods for which
depreciation or depletion accounts may be assumed to be main-
tained; (2) short-lived goods which are inventoried annually.
Against these assets stand the various accounts held by individuals
—bonds, stocks, mortgages, bank deposits, insurance policies, di-
rect investments, etc. The balance sheet may be set up thus:

SOCIAL (OR NATIONAL) BALANCE SHEET

ASSETS EQUITIES
(1) Durable goods (11) Bonds and mortgages
(2) Inventories held by individuals
(3) to (8) All other assets —  (12) Stocks held by individ-
(9) Total wealth uals
(18) Bank deposits of indi-
viduals

(14) Insurance pohicies for
the benefit of individ-
uals

(15) Direct investments, etc.
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SOCIAL (OR NATIONAL) BALANCE SHEET—Cont

EQUITIES

(16) to (18) All other equ:-
ties

(19) Total individual equi-
ties in social (or na-
tional) wealth

The process of consolidating income statements is more com-
plicated and calls for fuller discussion. It is well to recognize that
social income estimates may be made by attempting to consolidate
cither the income statements of the businesses and other enter-
prises of which the economic system consists, or the personal in-
come and expenditure statements of families and individuals.?

(1) The commonest method of estimating social income in this
country uses the income statements of businesses and other enter-
prises, putting them together by a process that is known as the
net value product method.

a) For most industry groups this method consists in determin-
ing and adding up those items which may be regarded as distribu-
tive shares originating in the enterprises of which the industry
group consists: [i] payroll and other labor income; [ii] interest
and cash dividends paid, less interest and cash dividends received,
plus additions to corporate surplus; [iii] entrepreneurial profits;
[iv] other distributive shares.

b) The net value product of an industry may also be esti-
mated as follows: [i] gross revenues other than interest and divi-
dends received, less [ii] the cost of those goods and services (pur-
chased from other enterprises) which have been used or sold dur-
ing the year; less [iii] depletion and depreciation.

(2) A short cut for the second form of the net value product
method is sometimes attempted. This consists: [i} in identifying
those gross revenues derived from goods and services going to
ultimate consumers, and those revenues derived from new
wealth produced, whether as replacements or as additions, and
[ii] in subtracting depreciation and depletion, as measures of
the old durable goods used up during the period under considera-
tion.

2 Cf. Warburton, Part Two, Sec. I; Colm, Part Five, Sec. I, 3.



6 PART ONE

(3) Social income may be estimated by adding together the in-
comes received by families and individuals chiefly in return for
the services of their labor and property to the economic system.

(4) Social income may be estimated by adding up the expendi-
tures of individuals for consumption goods and services and the
increase in their holdings of equities in social wealth.

It is assumed that in consolidating the accounts of families and
individuals for methods (3) and (4) transfer payments (or sec-
ondary distribution items) such as gifts are canceled out.

In the existing state of accounts it is inevitable that these dif-
ferent methods of estimating should yield different results, each
purporting to be total social income. An ideal system of keeping
the various types of income accounts can be conceived, such that
if followed, it would ensure that the measurements of social in-
come by the several methods would yield a single unambiguous
tesult. In applying the several methods of estimate to existing rec-
ords, corrections may be attempted to offset the difficulties due
to the divergence between ideal and existing accounting prac-
tices, so that the results of the different estimates may approxi-
mately agree.

The main purposes of social wealth and income estimates are
to provide a summary picture of the condition of an economic
system or an exhibit of the value of non-human resources available
for its use, to portray the changes in this stock of wealth and to set
forth the values of goods and services produced by the economic
system during the period under consideration, and to indicate the
various distributive shares going to families and individuals for
the services of their labor and property. Estimates of wealth and
income should show not only the totals for a society, but also a
variety of breakdowns that will reveal, on the one hand, the
shares derived by the various participants in the economic system
and their industrial sources, and, on the other hand, the uses to
which their respective shares are put. So far as the value of prod-
ucts or the values of consumption goods and services provide
measures of public well-being, social income estimates with ap-
propriate breakdowns afford such general measures of public
well-being.

For the economic system of the world as a whole social income
measures: (a) the value of goods and services produced or the
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value of goods and services entering into human consumption
plus the net increase in wealth; (b) the distributive shares or
the costs of operating the system under existing methods as meas-
ured by the current hire-costs of labor (including entrepreneurial
labor) and of wealth.

Because for the world as a whole total social income represents
both (a) the value of products ‘turned out’, ‘produced’ or ‘con-
tributed’ by all participants or factors of production taken to-
gether, and (b) the total of distributive shares, it is too often
assumed that the share in the social income derived through any
one industry or by any one group of laborers or property owners
represents a contribution to the output of the economic system
equal in value to the share received. Thus, Simon Kuznets tells
us: “any payment for productive services contributes just as much
to the national income total as it takes away from it”’. He also
refers repeatedly to the total income produced in the various in-
dustry groups, including all legal enterprises but excluding illegal
enterprises.® Thus, if monopolies, shyster lawyers and fly-by-night
promoters who have been careful to keep within the law are
classed together as an ‘industry group’ he would logically speak
of the share of national income produced in it. Such statements,
in their implication that our existing economic system is fair and
just, are strongly reminiscent of the productivity theory. When
applied to the shyster lawyer, the lobbyist regardless of what he
lobbies for, and the fly-by-night promoter, this view of national
income requires us to conclude that, provided these gentlemen
are careful to stay within the law, they make contributions to the
social income as valuable as the claims upon it that they derive
from the practice of their callings. In the writer’s opinion such
assumptions of equality between contribution and remuneration
are gratuitous and entirely unwarranted.

8 For such ethical implications see National Income, 1929-1932 (73d Cong., 2d
Sess., Scnate Doc. 124, 1934), especially pp. 5, 7 and 10.
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II Distinctions among Income Concepts

Before proceeding to a consideration of the chief types of break-
down used for social income and of various moot questions in the
concepts of social income, we may consider three main types of
distinction among income concepts.

1 INCOME ‘DERIVED FROM’ VS. INCOME ‘RECEIVED OR RECEIV-
ABLE IN’ AN AREA

For any area short of the entire world, it is important to distin-
guish between income ‘derived from’ the wealth and labor em-
ployed in it and income ‘received or receivable’ in it. In the
United States since the War the national income received or re-
ceivable has been larger than the national income derived from
persons and resources employed. The difference, or net income
derived from abroad, can be estimated from the balance of inter-
national payments statement and certain related information in
a manner analogous to that used in estimating the net value prod-
uct for any individual enterprise.

The distinction represented by the exclusion or inclusion of
the item ‘income derived from other areas’ is usually referred to
as ‘income produced’ vs. ‘income received’ in an area. Neither
term is entirely accurate. ‘Income produced’ by a nation is open
to the productivity theory implication just mentioned, and ‘in-
come received’ in a nation may not include all income accruing
to the inhabitants during the period. The item ‘income derived
from other areas’ may, of course, be either positive or negative.

2 THE RECEIPT AND ACCRUAL BASES FOR REPORTING INCOME

A good many items of income may be reckoned on either of
two bases, receipt or accrual. For some items, e.g., payrolls, no sub-
stantial difference is involved, at least when the social income for
a year or longer period is under consideration. For a good many
other items there is, or may be, a considerable difference. Thus,
we may consider either actual pension payments or credits to
the accounts of prospective pensioners. Again, in connection with
interest payments and receipts, allowance may or may not be made
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annually for the accumulation of bond discount or for a reserve
for bad debts.

Dr. Kuznets' distinction between ‘income produced’ and ‘in-
come paid out’ might be conceived as a partial application of the
distinction between the receipt and accrual bases, since the in-
come paid out excludes the addition to corporate surplus that
accrues to individual equity holders without being received by
them. However, ‘income paid out’ is partly on an accrual basis
because it considers banks and certain financial enterprises (e.g.,
life insurance companies) as agencies receiving incomes for the
account of individuals.* It is probably better, therefore, to con-
sider ‘income paid out’ as an item in a breakdown of ‘income
produced’.

For some income items, for example, some employee pension
and benefit items, it may be desirable to present income on both
accrual and receipt bases. For various items, for example, interest
paid, it is probably not worth while in annual estimates of income
to attempt anything but a receipt basis. For incomes derived by
corporate proprietorship equity holders some effort should surely
be made in the direction of estimating them on an accrual basis.

In general the accrual basis, where it differs appreciably from
the receipt basis, represents an increase in the accuracy of appor-
tionment of income between different accounting periods, and
the question as to which basis to use is partly one of how great a
degree of refinement is warranted and partly one of how wide a
deviation from common sense usage any given refinement re-
quires.

8 BASES OF VALUATION

Income estimates may be presented on any of several bases of
valuation for the various constituent items. Three principal
types of valuation bases may be suggested: (a) current prices;
(b) stabilized prices; (c) valuations that attempt to correct ex-
isting data for various distortions they are assumed to involve.

¢ National Income in the United States, 1929-1935 (Bureau of Foreign and Do-
mestic Commerce, 1936) overlooks these accruals. It savs, p. 1: “The National In-
come paid out may be defined as the sum of pavments to or receipts by individuals
as compensation for economic services rendered.”
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a) Currént prices and values. For most items in a social income
estimate the application of current prices and values raises few
problems. For two types of items, however, there is ambiguity
involved in the application of this basis: [i] imputed or non-
money income items, and [ii] incomes accruing to the owners’
proprietorship equities.

[i] Imputed items. When imputed items are included in an es-
timate of social income what prices should be used? Thus, in esti-
mating the value of farm produce consumed on home farms,
should realization prices at farms or retail prices in adjacent
communities be used? The latter alternative has the advantage
of facilitating geographical comparisons of income.

Another important imputed item involving a difficult valua-
tion question is that of net income derived from home owner-
ship. Should the gross rental used for such an estimate be varied
from year to year with the year-to-year fluctuation in rents? In
general it would seem that this item should be more stable than
rents.

[if] Proprietorship equity items. The ambiguity in the case
of incomes accruing to the owners of proprietorship equities may
be illustrated for owners of common stock. The owner receives
in addition to cash dividends an item represented by the increase
in the value of his equity during the year or other period. The
three bases chiefly used in determining this income are: the book
value of the equity, assuming standard accounting procedure; the
value of the equity on the security markets; and an adjusted
book value of the equity, assuming that both opening and
closing inventories are valued at an average price for the
year and that a kind of replacement accounting is used instead of
depreciation accounting. If security market value is used, the
question arises whether to use the price at a particular instant or
the average of several quotations. Even when an average is used,
variations in market values are so eccentric as to lead to bizarre
results. The use of the adjusted book value basis, in the writer’s
opinion, should properly be considered as a partial stabilization
of prices of the general type considered under (b) below.

b) Stabilized prices. Variations from period to period in social
income as measured in current prices reflect in part changes in
the physical volume of production of the economic system (or
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else in the physical volume of the wealth and labor used in pro-
duction) and in part changes in prices. For many purposes 1t 1s
desirable to attempt to correct dollar volume variations in income
measured at current prices in such a way that they shall reveal
only variations in physical volumes. This may be accomplished
by estimates of what social income would have been, had one
fixed set of prices prevailed throughout the various periods to be
compared.

Theoretically, similar corrections might be applied 1n making
comparisons of social income between communities. Practically,
differences in the physical items included in social income 1n
different communities are likely to be greater than are the cor-
responding differences in any two nearby periods of time for the
same community. Hence, such corrections for geographic com-
parisons offer difficulties so great that no comprehensive attempt
to make them has yet been offered, to the writer's knowledge.
Even corrections for time comparisons are in a very elementary
stage, and one might rightly hesitate to describe as ‘comprehen-
sive’ any existing attempt to make corrections for price changes
in the estimates of the national income of any nation for any two
years.

¢) Corrected valuations. Conceivably a great variety of cor-
rections of income estimates may be attempted through adjusting
valuations in individual items. Actually it may be easier to agree
upon the existence of difficulties in the individual income items
than upon the corrections to apply to them. Thus, some prevalent
accounting practices may be regarded as undesirable, and various
efforts might be made to estimate what would have been shown
by the records had better accounting practices been followed.
Somewhat the same thing may be said with respect to corrections
for the eccentricities of government fiscal policy. Again, existing -
prices may be felt to reflect monopoly conditions, the unequal
distribution of wealth and income, the failure to outlaw certain
socially undesirable practices, etc. Efforts might be made to make
corrections upon the assumption that each of these conditions in
turn is replaced by a condition deemed preferable. But such cor-
rections are so fraught with difficulty and so likely to prove
arbitrary that there is a strong presumption against making any
of them,
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III Main Breakdowns of Social Income

Five principal types of breakdown of social income may be con-
sidered: by type of payment, industry, area, income class, and
object of expenditure.

1 BY TYPE OF PAYMENT OR DISTRIBUTIVE SHARE

Total social income may be conceived as consisting of three main
types of income—employee labor income, property income and
entrepieneurial profits. These correspond roughly to the wages,
interest and profits of classical economic theory. For present pur-
poses pensions and certain other types of compensation may be
included under employee labor income along with payrolls. And
in addition to interest and accruals pertaining to the holding ot
bonds or other forms of indebtedness the income that accrues
to owners of corporate proprietorship equities may be considered
property income. Entrepreneurial profit 1s a hybrid type of share,
mncluding both labor and property income. These three broad
classes of income—employee labor income, property income and
profits—constitute the chief primary distributive shares in the
national dividend.

Classical economic theory would add a fourth—rent. Actually
1t is better to consider rents and royalties as gross income, since in
most cases depreciation and various expenses paid to other enter-
prises (taxes, repairs, etc.) must be deducted from rent and
royalty incomes. Moreover, interest and wage payments, as well
as payments to other enterprises, may be made out of gross rent
and royalty incomes. The residual after these deductions is more
aptly described as net entrepreneurial profit from the ownership
and management of properties than as a fourth main type of dis-
tributive share.

In addition to the primary distributive shares various redis-
tributions of social income and the ownership of wealth may be
made. The chief of these are considered below.

2 BY INDUSTRY

Social income may be broken down according to the industries
from which primary distributive shares are derived. Such a break-
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down can be made in more detail and bn a clearer basis for pay-
roll income than for some of the other distributive shares. Were
dependable basic data for entreprenecurial profits available, a de-
tailed iridustrial breakdown for this type of income could also be
mnade fairly satisfactorily. Difficulties arise, however, in the indus-
trial apportionment of property incomes, owing both to the ver-
tical integration of the large enterprises from which much of
this type of income is derived, and to the fact that property in-
come, instead of going directly to individuals, may first pass
through the hands of various equity ‘holding’ companies (includ-
ing banks and insurance companies).

It should be emphasized that the income derived from an in-
dustry does not necessarily represent the industry’s contribution
to the aggregate social income. Nor can any distributive share de-
rived from any industry be assumed necessarily to represent the
contribution of the factor of production renumerated thereby
to aggregate social income or aggregate social production. If we
question whether the contribution of monopolies to aggregate
social income is accurately measured by the income derived from
them, we question also whether the contributions of employees
and owners of and of investors in those monopolies are measured
accurately by the incomes derived from them.

$ BY AREA

When social income is apportioned geographically, we need to
distinguish between the income derived from an area and the
income received or receivable in it. Thus we may speak of the
national income derived from the wealth and people of the
United States or the national income received or receivable by
the people of the United States. Similarly, we may speak of the
income derived from farms and persons working on them, or of
the income received or receivable by the farm population. The
former is sometimes referred to as the income derived from agri-
culture and the latter as the income of the farm population.

4 BY INCOME CLASS

While existing data for the United States provide far from satis-
factory information for the allocation of social income by income
classes, the nature of this type of distribution is in some ways



14 PART ONE

simpler than that of any of the three preceding types. Classes in
the total population, or in families and single persons, or in in-
come recipients may be set up either by establishing absolute
class limits in terms of dollars of income per annum or by the
use of the quartiles, deciles or percentiles in the frequency dis-
tribution, and total social income received or receivable may
then be apportioned among the classes so set up.

5 BY OBJECT OF EXPENDITURE

The apportionment of social income by object of expenditure
may, as Dr. Warburton points out,® provide very illuminating
information concerning cyclical variations in the operation of
the economic system, particularly if the social income to be dis-
tributed is enlarged to represent what may be called the gross
value product or the net value product plus depreciation and
depletion. We would have then three main types of expenditure:
(a) replacements of wealth, (b) savings invested in new wealth,
(c) goods and service consumed by ultimate consumers.

It scarcely need be added that various crosses of the five types
of breakdown discussed above are both possible and useful.

IV Chief Items of Estimate

As a guide in discussing some of the moot questions in the defini-
tion of national income it is helpful to have before us a state-
ment of the main items of estimate, using the net value product
method.

For this purpose we may use a form of income statement that
can be applied somewhat generally to the various types of enter-
prise involved, including business corporations, farms, and con-
ceivably even governments. For simplicity we neglect several
possible debit and credit items arising in connection with the
attempt to put the items here presented upon an accrual basis.
We may distinguish six main credit or revenue items and ten
main debit items which show either expenses or distributive
shares. It is assumed, of course, that the sums of debits and of
credits will balance so that by a rearrangement of these items we

s Part Two, Segc. 1L
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may obtain two estimates of the national income derived from
the operation of the nation’s economic system. The six credit
items are:

(1) Gross revenues from operations not elsewhere specified.
For enterprises other than banks and certain other financial in-
stitutions this item will consist chiefly of operating revenues. As
noted above, all rents and royalties will be included here as the
operating revenues of businesses devoted to the ownership and
management of properties. So far as imputed or non-money in-
come items are to be included in the national income estimates,
they will presumably be included under this item unless they
can be treated directly as distributive shares. For the government,
taxes and other revenue receipts would be included under this
item.

(2) Interest income. This includes all interest income. For
banks and certain other financial institutions it will, of course,
represent the main item of operating income.

(3) Cash dividends received. This item is self-explanatory.

(4) Increase in tangible assets during the period. Increases in
tangible assets should be included as a credit item when they are
due to expenditures noted below under items (10) payrolls;
(11) purchases of materials and supplies; (13) taxes, including
special assessments. For short-lived assets that may be treated on
an inventory basis item (4) will represent a figure which, when
deducted from purchases of merchandise and materials and di-
rect labor, will give the expense figure, ‘cost of goods sold’.*
Accountants hesitate to treat item (4) as a revenue item, prefer-
ring to treat it as a deduction from purchases in order to give a
net expense item for the period, thus: purchases plus opening
inventory minus closing inventory equals cost of goods sold.
From the point of view of the economic system as a whole, how-
ever, it is important to recognize item (4) as a revenue item or
addition to the gross value product of the industry. This is true
of additions to the long-lived tangible assets as well as of addi-
tions to inventories. This item represents force-account additions

¢ It may be noted that item (4) may include income from appreciation of inven-
tories; but such an item wpuld exist if inventories were accumulating, even if
prices remained constant. With declining inventories and falling prices this item
would assume a negative value.
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. as distinguished from additions of long-lived assets purchased
complete from contractors or other separate enterprises.

(5) Subsidy revenues derved from government. This item is
self-explanatory.

(6) Valuation readjustment gans from balance sheet items
other than inventories. Such gains may be shown either (a)
through the sale of an asset at a figure above its book value or the
retirement of a liability at a figure below its book value, or (b)
by virtue of a decision to make an adjustment in the book value
other than that provided for by following the established arrange-
ment for writing off an asset or a liability during its life through
charges to depreciation or for the accumulation of bond discount,
the amortization of a bond premium, etc.

The ten debit items are:

(10y Payrolls and other forms of employee labor income. In
employee labor income should be included wages, salaries,
bonuses, commissions, etc.; also, either the employers’ contribu-
tion to employees’ pensions and other benefit funds or the pen-
sions and other benefits paid from employer-contributed funds
directly during the period. Compensation for damages should be
excluded [see item (16) below].

(11) Purchases of merchandise, matenals and supplies, and
of the services of other enterprises. Purchases will include pay-
ments for a great variety of things—freight, communication, ad-
vertising, insurance premiums not elsewhere specified, legal and
medical services, electricity, contract repairs, etc.

(12) Depletion and depreciation of tangible assets not treated
as inventonies. It is assumed that except for the short-lived tan-
gible assets depreciation and depletion accounting procedure
is followed. Item (12) may be thought of as the decrease in a
previously established valuation of any piece of tangible wealth
(other than the short-lived goods) due to its use during the years
or to the passage of time. Downward readjustments in an estab-
lished valuation, on the basis of which depreciation or depletion
is computed, are included elsewhere [see item (18)].

(18) Taxes paid, including special assessments. This item may
be thought of as a special case of item (11), but it raises peculiar
problems which merit separate discussion below. The line be-
tween those taxes paid by individual entrepreneurs which are to
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be regarded as paid by enterprises and those which are to be
regarded as paid directly by families and individuals will neces-
sarily depend in part upon the national income estimator’s deci-
sion as to what items of imputed income he will recognize. Thus,
if gross rental value of owned homes is included above under (1),
taxes on these homes may properly be included here as a business
cost.

(14) Interest paid. This item and item (15) are self-explana-
tory.

(15) Corporate cash dividends paid.

(16) Damages to employees and others. Business compensa-
tion expense for damages to all persons should be included here
either on an outlay basis or as public liability damage insurance
premiums paid. )

(17) Gifts and charitable contributions. Business contribu-
tions to charity and, in the case of the government, certain so-
called transfer payments belong here.

(18) Valuation readjustment losses. This item is the converse
of item (6). It may represent either actual realizations or adjust-
ments in established book valuations. It may arise in connection
with durable tangible assets, with receivables and investments,

-or with liabilities.

(19) Additions to corporate surplus and (for individual busi-
ness enterprises) profits. For any enterprise this item should be
equal to the balance remaining after deducting the above nine
debit items from the total of the six credit items. For corporations
this item plus item (18) minus item (6) corresponds to ‘additions
to surplus’, in Dr. Kuznets’ usage.

The above list of items is not intended to be exhaustive but
rather to indicate the main types of income statement item that
may be used to estimate the net value product derived from any
enterprise or industry group. The advantages of setting up, in
accounting form, the net value product method of estimate,
using such a list of items, include: first, the possibility where ade-
quate data are available of making two estimates that should
check with each other; second, the possibility of using different
kinds of items for estimating the net value products of different
industry groups; third, the avoidance of oversights of important
considerations in making estimates for any industry group even _
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where data are not adequate for a double estimate; fourth, the
recognition of the full logical implication of making an assump-
tion or decision respecting the handling of any one moot item.
Thus, the bearing ot the decision to include or exclude the rental
value of owned homes upon the handling of taxes has just been
noted. In the writer's opinion, 1t is not adequate to say that this
accounting form has advantages. It is wise to recognize that fail-
ure to use such a double entry approach is almost certain to lead
either to counting items twice or to important omussions, or both.

Since the net value products of all enterprises may by their very
nature be added together to give us a consolidated picture for
the entire economic system, we can rearrange the sixteen items
discussed above in such a way as to show an outline of an estimate
of national income:

(1) gross revenue from operations not elsewhere classified,

plus (4) increase 1n inventories and force-account additions to

durable goods,’

plus (b) subsidy revenues derived from government,

less (11) purchases of merchandise, materials, and supplies and

services from other enterprises, and

less (13) taxes paid, equals

(20) The gross social value product derived from the eco-
nomac system before taking into account valuation adjustments.
Dr. Warburton has called this ‘the gross national product’ or
‘value of final product’. Except for the fact that item (20) deducts
‘taxes paid’ and broadens the meaning of item (11), by analogy
to Census parlance we might also call item (20) ‘value added by
the year’s operations’. It represents a concept whose usefulness
has hitherto, in the writer’s opinion, received inadequate atten-
tion. It will be further discussed below. If from the gross social
value product, item (20), we deduct item (12) depreciation and
depletion of durable goods, we have

7 This formula does not involve any commitment on the question, raised by
Dr. Kuznets in Part Four, as to whether inventory appreciation should count as
income.

The significance of items (1), (4) and (1I) in the formula can be more easily
visualized if we consider its application to a merchandizing enterprise where
force-account additions to plant and equipment are zero: (1) 4 (4)— (11) =
gross profit. The accountant prefers to write this formula (1) — [(11) — (4)] =
graoss profit.
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(21) The net social value product derived from the operation
of the economic system before taking into account valuation re-
adjustments. In the writer's opinion, this concept should be
regarded as the basic national income concept. We have reached
it by deducting two items from the increase in inventories and
force-account additions to plant and equipment, plus the gross
revenue from general operations and from subsidies—first, inter-
enterprise purchases of goods and services, and second, the wealth
used up by the year’s operations. This may be called the credit
or revenue net value product method of estimate.

We can also reach this total by the debit or distributive-share
net-value-product method of estimate. In other words, item (21),
net social value product derived from the operations of the eco-
nomic system during the year, equals the sum of the following
items:

(10) payrolls, pensions, etc.,

plus (14) minus (2) interest paid less interest received, or
‘interest originating in’ each enterprise or industry group,
plus (15) minus (3) cash dividends paid less cash dividends
recejved, or cash dividends originating in each enterprise or
industry group,

plus (16) damages to employees and others.

plus (17) charitable contributions, transfer payments, etc.,
plus (19) minus the difference [ (6) minus (18)] i.e., additions
to corporate surplus and individual business profits before
taking account of valuation readjustment gains and losses.

For the sake of simplicity we are assuming that a consolidated
statement for the item [(19) —{ (6) — (18)}] can be accom-
plished by a simple summation. The questions raised by this as-
sumption are too involved to discuss here. Their existence is
particularly important for the income concept next considered,
item (22).

If to item (21), the total of the items just listed, or the social
income derived from the year’s operations, we add the difference
[item (6) minus item (18)], the net gain from valuation readjust-
ments, we have

(22) Total social income including net valuation readjust-
ment gains. National income may be either larger or smaller ac-
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cording to this concept than is national income as represented by
item (21) although in a sense this concept is the more inclusive
one. It is suggested, however, that this total be given a place sub-
ordinate to total (21) for two reasons: first, because the net valu-
ation readjustment gains and losses represent transactions that
are not necessarily directly attributable to the year’s operations;
and second, because the amounts involved in these transactions
are to a much greater degree matters of judgment, upon the part
either of the estimator or of those responsible for the accounting
records that constitute his basic data, than are the amounts in-
volved in other items included in the income total.

Since we have elected to treat total (21) as the basic concept
for social income derived from the operations of an economic sys-
tem, we shall use it rather than total (22) in computing the
total national income received or receivable. Thus,

(21) total national income derived from the country before

taking account of valuation readjustments,

plus (23) net income recerved from abroad, equals

(24) total national income received or receivable in the

country.

V Some Moot Questions

On the basis of the above outline we may consider several moot
questions:

1 THE GROSS VALUE PRODUCT

The concept of gross value product derived from the operations
of the economic system may for the world as a whole be thought
of as the sum of three items: (a) the value of goods and services
consumed during the year by ultimate consumers, (b) net ad-
ditions to the dollar value of inventories, and (c) the value of
new durable goods produced, including both replacements of
and additions to the stock of durable wealth. For any single
country or other area an adjustment item must be added to take
account of the fact that item (a) is a constituent of income re-
ceived or receivable, while items (b) and (c) are on the basis
of the wealth located in or the income derived from an area. In
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spite of this complication, and we need not here go fully into
the nature of the necessary adjustment, the item ‘total gross value
product’ is particularly useful in connection with a breakdown
of income by objects of expenditure, since the total new durable
goods produced, including not only the saved income invested
in new durable goods but also the new durable goods produced
to replace those used up during the year, can be presented.

Two additional features of the total gross value product may
be noted. First, it can be measured independently of the deter-
mination of the amount of depreciation and depletion. Since
determination of these two items involves an element of judg-
ment, there is a sense in which gross value product is less in-
fluenced by the diverse judgments of the several estimators than
is the concept net value product. Second, when we attempt to
correct the total gross value product for changes in prices we
shall get a result that in some respects is more nearly comparable
to existing production indexes than is the deflated net value
product, for existing production indexes include the production
of durable goods without regard to whether they are in the nature
of replacements or in the nature of additions.

2 ADDITIONS TO SURPLUS

Dr. Kuznets has made the item ‘additions to business surplus’ the
basis of establishing two income concepts: (a) ‘income produced’,
here referred to as item (21) the net value product; and (b) ‘in-
come paid out’, which is substantially the net value product less
his estimated additions to business surplus.® (If corporations only
were involved this would be (21) minus [(19) — { (6) — (18)}].) In
his tables the concept ‘income paid out’ is treated more nearly
as basic than is the concept ‘income produced’. In defense of this
procedure he notes certain difficulties in estimating satisfactorily
the item ‘additions to business surplus’. So far as there are diffi-
culties in estimating this item for non-corporate forms of enter-
prise, the argument is clearly one for including additions to
surplus in the total income item, which is regarded as basic. The
difficulties mentioned in connection with estimating additions
to business surplus for non-corporate enterprises clearly show
that the process of estimate is first, to determine individual busi-

8 National Income, 1929-1932.
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ness profits, and second, to attempt to divide this item into two
parts—entrepreneurial withdrawals and additions to surplus. In
the writer’s opinion, such a breakdown is arbitrary and should
not be attempted in basic tables either for agricultural profits or
for the profits of any other group of entrepreneurs.® The estimates
of such an item as entrepreneurial withdrawals are substantially
as subjective as are estimates of the value of housewives’ serv-
ices.

For the purpose of estimating additions to corporate surplus
there are definite available sources of information. Earlier ob-
jections to the use of this item were on the ground that actual
accounting practices deviated extensively from what was regarded
as sound and desirable. The corporate income tax has done a
good deal to prevent eccentric book valuation adjustments from
affecting the reported item ‘additions to corporate surplus’.!®
Dr. Kuznets now objects to this item because he disagrees for
purposes of national accounting with what accountants consider
good practice for the accounts of each enterprise considered
separately. The writer does not share his objection to the com-
putation of depreciation on a straight line basis. But even if he
did, the writer would feel that objections to existing practices
are not grounds for singling out the item ‘additions to corporate
surplus’ for treatment that gives it a status inferior to that of
other items which are at least as controversial (for example, in-
terest paid on government debt). If indeed a bias is present, it is
sufficiently stable so that allowance may be made for it.

In view of these considerations there seems no good reason for
a concept ‘income paid out’. It might be useful to set up a con-
cept ‘income actually received by individuals’. To estimate this
it would be necessary to allow for ‘income paid out’ by industrial
enterprises to banks and insurance companies and not passed on
to individuals in the same year. Such an estimate has not been
attempted on a serious scale for the United States, so far as the
writer is aware.

9 Cf. O. C Stine, Part Eight, Sec. 1.

10 Strictly, this item is not reported, but it can be directly computed from three
reported items.
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3 DAMAGES TO PERSONS

The item ‘damages to persons’, whether reckoned on a receipt
or on an accrual basis, occupies a somewhat paradoxical position
in income estimates. The corresponding item for tangible assets,
although not separately mentioned, represents substantially the
same kind of a deduction from the gross value product of in-
dustry as depreciation and depletion. The payment of damages to
persons, however, has been treated as a distributive share. This
implies that, other distributive shares remaining fixed, the larger
the number of people who are hurt the larger will be the national
income. One may question whether it would not be better to
treat this item in the same way as damages to property are treated.
However, since the value of the services of human beings is not
capitalized as a form of wealth, there is no capital sum to depreci-
ate. And more important, money spent for repairing such dam-
ages is ordinarily treated as a part of consumer expenditures.

If personal damages were to be regarded as a deduction from
the gross value product instead of as a distributive share, it would
be necessary to treat the ownership and management of a human
being (considered as a sum of wealth) as a business, much as the
ownership and management of an owned home may be treated.
Doctors’ bills for repairs of personal damages could then be
treated as an expense deductible from the gross value product
of this business of owning human beings. It seems simpler and
more in accordance with common sense to treat damages to per-
sons as a distributive share.

As a corollary of this position, of course, expenses for medical
care are to be treated as a consumer expenditure although such
treatment also involves a paradox; namely, the more medical
care the population requires in a given year, the larger the net
value product of the medical profession, and so, ceteris paribus,
of social income. But one may well question whether other things
could remain the same.

4 NET VALUE PRODUCTS OF FINANCIAL ENTERPRISES

According to the distributive share application of the net value
product method of estimate for national income,
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to item (10) payrolls,

item (16) damages to persons, and

item (17) charitable contributions, we should add the interest
and cash dividends originating in each business, and the net
residual item (19) minus [ (6) minus (18)], additions to cor-
porate surplus and individual profits before net valuation re-
adjustments.

For certain financial enterprises, commercial and savings
banks, holding companies, insurance companies, building and
loan associations, etc., the 1tem ‘interest originating’ will, accord-
ing to this formula, in general be negative. Two possible ob-
Jections may be lodged against adherence to the net value product
tormula in such cases. First, a negative net value product may
result, which runs counter to common sense. Second, the several
net value products may be conceived as measures of the labor
and property costs of doing the nation’s business through the
several existing units of organization of the economic system. 1f
$0, a negative cost for an industry group is not reasonable.

What is involved in the case of such financial enterprises may
be stated thus: farms and industrial enterprises have been treated
as originating interest payments, only a part of which represents
actual distributive shares. The rest of such interest payments is
properly an expense paid to financial enterprises, and should
therefore have been deducted from the gross value products of
farms and industrial enterprises, instead of being treated as a
distributive share derived from these enterprises. In order to
split the interest payments of farms and industrial enterprises
into two elements: (a) distributive shares proper; (b) expenses
paid to other enterprises, something like a cost accounting tech-
nique is required. However, if our concern is only to obtain a
correct total net value product of the economic system, such a
split in the interest payments of farms and industrial enterprises
is unnecessary. The rigid application of the net value product
formula to the item ‘interest originating’ for both savings banks
and industrials involves neither omissions nor double counting
and gives a correct total for their consolidated operations.

Following the general procedure outlined by W. 1. King, Dr.
Kuznets has attempted to make peace with common sense by
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treating various financial enterprises as ‘associations of individ-
uals’. In effect he assumes that the difference between interest
income and interest payments for these ‘associations of individ-
uals’ is equal to the net debit total for non-financial enterprises of
those interest income and expense items which he simply neglects
(chiefly short term interest and interest on non-government ob-
ligations held by industrials). Thus his net interest derived from
‘associations’ is somewhat larger than total interest originating
in these enterprises (i.e., it is zero instead of being negative)
while the interest item for industrials, farms, etc., is somewhat
smaller than interest originating in these enterprises because of
the omission of short term interest. The two errors are presumably
assumed to cancel out. This procedure eliminates some of the
double counting involved in Dr. King's earlier procedure, but
the making of assumptions is still hardly an adequate substitute
for a factual inquiry.

It is recommended that the net value product formula be
rigidly adhered to. Unless the income estimator desires to attempt
a cost-accounting reallocation of interest items, strict adherence
to the net value product formula for interest originating will
have the advantage of running counter to common sense ! at
the precise point at which common sense appears to espouse the
theory that the several distributive shares are equal to the con-
tributions made by their respective recipients to the total value
product of the economic system.

What has been said about the elimination of double counting
through strict adherence to the net value product formula for
financial enterprises of the savings bank and holding company
type needs some modification when we come to enterprises of
the investment banker type. Without going fully into the com-
plex nature of this modification the writer will attempt briefly
to indicate its nature. Such financial middlemen create a diver-
gence between the bond liability item of an industrial corpo-
ration and the cost to the original ultimate investor of acquiring
this equity. This difference may, for purposes of society’s ac-
counts, be considered a deferred promotion expense to be amor-
11 But the estimates need not be presented in a way obnoxious to common sense.

See M. A. Copeland ‘Some Problems in the Theory of National Income’, Journal
of Political Economy, Vol, XL, No. 1, February 1932,
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tized over the life of the bond, or the entire amount may be
deducted from the corporation’s net value product in the year in
which it is incurred without the attempt being made to establish
this type of item on an accrual basis. The net value product
formula outlined under (19) to (22) above did not provide for
such a deduction and unless it is made there is some double count-
ing in the total net value product determined by following it.

5 INCOME FROM ABROAD

It has been customary to estimate income from abroad as the net
receipts of cash dividends and long term interest payments into
the United States. There is no logical basis for the omission of
short term interest payments in computing this item. The omis-
sion is presumably due to the difficulties discussed above in
reconciling the item ‘interest originating’ in the financial institu-
tions with the expectations of common sense.

Both a debit and a credit estimate of income from abroad are
possible and consideration of the two methods calls attention to
three other types of items that have commonly been omitted from
estimates of net income derived from abroad.:?

a) Income may flow into or out of the country through migration
of the owners of wealth. The capital of immigrants entering the
United States during the year brings about an increase in the
wealth owned in the United States. This increase in wealth is an
income item. The ‘dowry drain’ represents an item operating in
the opposite direction.

b) Various types of secondary distribution items or transfer pay-
ments may affect the net income received from abroad; for ex-
ample, immigrants’ remittances and expenditures abroad by the
American Red Cross.

¢) Additions to corporate surplus may accumulate to the account
of American investors in foreign corporations. Conversely, down-
ward valuation readjustments may become necessary in the wealth
item ‘foreign bonds held in the United States’.

Although the balance of international payments provides most
of the data needed both for the debit and for the credit methods

12 Ibid.
Payroll income may also flow from one area to another. This possibility becomes
more important as we deal with smaller areas.
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of estimating net income received from abroad, some items that
need to be taken into account in estimating net income from
abroad do not enter into the balance of international payments;
e.g., (c) above. Other illustrations may be afforded by payments of
reparations in kind, by tied loans, etc.

6 THE GOVERNMENT NET VALUE PRODUCT

Important questions arise in determining the net value product
of government, in connection with both payroll items and items
of property income. Some have questioned the inclusion of Army
pay during the World War on the ground that the expenditure
is destructive rather than productive. More recently WPA pay-
rolls have been questioned on the ground that they represent

“transfer payments or redistributions of income rather than pri-
mary distributive shares. War pensions have been questioned on
the same ground, as has the interest on that part of government
debts which represents deficit financing.

The revenues that governments derive from taxes have not in
general been used directly in estimates of the government net
value product and so have not come in directly for much question-
ing. However, the corresponding expense items have been ques-
tioned extensively. The chief problem is the apportionment of
the total between (a) expenses paid by other enterprises, and (b)

‘consumer expenditures (i.e., between (a) deductions from the
gross value product of other enterprises, and (b) consumer ex-
penditures). In part this apportionment depends, especially in
estimating the income derived from agriculture, upon the judg-
ment of the income estimator. But this apportionment depends
also upon the judgment of legislatures in levying taxes. The total
of these two types of expenditure has been quéstioned on the
ground that levies do not necessarily fall in the period in which
the corresponding benefits are received.

In the writer’s opinion full answers to the questions concern-
ing government property income and tax revenue call for an at-
tempt to set up a business-like system of accounts for various
branches of government, and in the case of taxes, for some statisti-
cal experimentation with the benefit theory of taxation through
the application of cost accounting technique in apportioning gov-
ernment costs as between enterprise costs and consumer expendi-
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tures. It is doubtful whether such inquiries or any other device
can fully eliminate the subjective element in distinguishing be-
tween those government payrolls which are properly distributive
shares and those which are mere transfer payments.

Many writers have urged that the item ‘property income from
government’ should be so defined as to be independent of govern-
ment fiscal and financial policy. However, neither the National
Bureau of Economic Research nor the Department of Commerce
has accepted this view. Moreover, Gerhard Colm’s proposal ** to
count only state and local government interest payments in na-
tional income does not succeed in achieving independence of gov-
ernment fiscal policy in a period in which Federal debt has in
some measure come to take the place of state and local debt. In the
writer’s opinion property income derived from government
should, for purposes of estimating the social net value product, be
put on an imputed basis (e.g., a constant rate of return should be
applied to the estimated value of the tangible wealth owned by
the government). Although this proposal necessarily represents a
rough procedure in the present stage of our information, none the
less it is less arbitrary than either existing American practice or
Dr. Colm’s proposal. It is admitted that data for estimating the
value of government tangible assets are poor and that difficult
valuation problems are involved. But the possibility of making
accurate estimates of a theoretically untenable item is not an
argument for substituting it for a tenable item that can be esti-
mated only roughly. The imputed interest item here proposed is
largely independent of the eccentricities of government fiscal and
financial policy and of any particular division of functions be-
tween national and local governments. Moreover, it probably
more closely approximates what a full balance sheet and income
statement type of government accounting would show than does
either the item used in the National Bureau and Commerce De-
partment estimates or the item proposed by Dr. Colm.

Several questions respecting government income, such as those
pertaining to WPA payrolls and soldiers’ bonuses, may perhaps
18 Part Five, Sec. V.

14 Actual government interest payments might still be used in estimating income
received by individuals, if such an estimate were attempted.
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best be considered in the discussion of transfer payments below.**

7 SECONDARY DISTRIBUTION AND TRANSFER ITEMS 16

Four main types of items involving questions related to the sec-
ondary distribution of income may be distinguished:

a) those which effect a transfer of net value product from one
enterprise to another;

b) those which effect a transfer of income from one individual
or family to another individual or family;

¢) payments by an enterprise to an individual or family not on
the basis of a quid pro quo;

d) payments by an individual or family to an enterprise not
on the basis of a quid pro quo.

Strictly speaking, only items of types (a) and (b) should be
called secondary distribution items since these have no effect upon
the social net value product. The absence of a quid pro quo for
items of types (c) and (d) does not, in itself, justify any special
treatment of the items involved. Thus, items of type (c) should
be treated as a distributive share in the same manner as item (10),
payrolls and other forms of employee labor income, and items
(14) minus (2), interest originating in an enterprise (see Section
IV above).

The four types of items may be illustrated simply. If the govern-
ment pays a subsidy to a particular industry this may be regarded
as a transfer payment of type (a), decreasing the net value product
of the government by the amount of the transfer payment and
increasing the net value product of the industry subsidized.!?
When a father pays an allowance to a son at college we have an
instance of type (b). An item of type (c) occurs when a business
18In the earlier form of this paper a paragraph in this section considered Dr.
Colm’s treatment of relief payments financed by borrowing. This paragraph has
been omitted here as not fully recognizing the significance of Dr. Colm’s dis-
tinction between ‘disposable income’ and “national income . . . as the computable
part of the social product”. His distinction appears to be substantially that here
drawn between ‘social net value product’ and ‘income received by individuals®
(Part Five, Sec. I, 4; 111, 2; and IV).

16 This section has been rewritten partly in order to conform to Dr. Warburton's
suggestions.

17 Attention is once more called to the fact that ‘net value product’ is not a
dependable measure of an industry's contribution to social output.
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enterprise makes a gift to charity. Conversely, when the govern-
ment levies a direct tax that is entirely dissociated from any
benefit that the tax-paying individual receives from the govern-
ment, we have an instance of a payment of type (d).

These simple cases involve no great difficulty for the income
estimator. However, combinations of these four types of item
are possible. Thus 1f the government pays relief and supports
this payment by direct and indirect taxes upon individuals, we
have a type of item which formally is a combination of types (c)
and (d), but which may have substantially the same effect as an
item of type (b). If we treat this type of item as equivalent to a
type (b) item, the amount of the social net value product will be
smaller by the amount of the item than it would be if we were
to treat the item as a combined (c) and (d) type item. The situ-
ation may be made even more complicated if the relief payment
is supported immediately by borrowing, so that it is difficult to
tell what means of ultimate financing will be resorted to.

Unfortunately, between direct relief payments on the one
hand, and payrolls to policemen, firemen and school teachers on
the other, there are a variety of intermediate cases, including
WPA and PWA project payrolls. Since in this continuum it ap-
pears impossible to draw a sharp line that is not arbitrary, it seems
desirable to continue the Department of Commerce practice;
namely to present estimates of national income in such a way that
users may make more than one possible interpretation for them-
selves, where the more doubtful items are concerned. However,
the writer ventures the suggestion that benefits under Titles VIII
and IX of the Social Security Act, being largely on a pay-your-
own-keep basis, should be treated as distributive shares in good
standing.®

8 DEFLATION

Various suggestions have been made for methods of deflating
national income.*® In the writer’s opinion any attempt to deflate
national income should be closely tied to a definite physical
volume concept that it is desired to approximate by the deflation.
18 This assumes that the employee contribution is deducted from the distributive

share ‘wages’, so that the two items may be added without double counting.
19 See Solomon Fabricant, Part Three, Sec. V; Simon Kuznets, Part Four, Sec. IV.
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If income received, conceived of as a physical volume of con-
sumption plus a physical volume of savings, is to be deflated,
indexes of the cost of consumption goods and services should be
applied to the volume of consumed income, and wealth indexes to
the opening and closing inventories of wealth, and the difference
in the deflated valuations of wealth should be used to measure
deflated savings. Such a procedure leads to a conclusion diamet-
rically opposed to that which W. L. Crum draws with respect to
the relative magnitudes of additions to corporate surplus during
the ‘twenties and withdrawals from corporate surplus since
1929.2°.Dr. Crum has in mind the general type of deflation em-
ployed by Dr. King.

Income derived from an area may be deflated to show changes
in the physical volume of services of labor and wealth employed
by the economic system from time to time. If we may neglect net
income from abroad as relatively small, the deflated distributive
shares may be compared with the deflated consumed and saved
income to show changes in the efficiency of operation of the eco-
nomic system,

A part of the argument usually given against including valu-
ation readjustment gains in total national income in current
dollars is that such items add nothing to the physical volume of
national output. The writer has criticized elsewhere the unquali-
fied proposition “that appreciation of a fixed amount of ‘land’
due to increasing scarcity is not a real item of income”. After dis-
tinguishing scarcity appreciation from appreciation due to dis-
covery or technological change, this criticism runs:

“Even scarcity appreciation clearly is a real factor in the
distribution of wealth and income. The objection to including
itasan itemin total income appears to be valid or untenable ac-
cording to the type of total income under consideration. It
appears valid if we are considering total accrued income in de-
flated dollars; mere scarcity appreciation (as distinguished
from technological appreciation) is not properly an item of total
real or deflated income. For income in current dollars, however,
scarcity appreciation must be included, both because it is

20 *The National Income and Its Distribution’, Journal of the American Statistical
Association, March 1935, p. 41.
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needed to obtain accurate distribution estimates even for de-
flated income, and because it is an essential item if we are to
follow good accounting practice and define income so as to
make possible a check with initial and terminal balance sheets,
i.e., if saved income is to equal increase in national wealth.” #

Indeed, if a policy of refusal to incorporate such valuation re-
adjustment gains in income #* were pursued from the beginning
of time, current site valuations of real estate would necessarily all
be zero.

VI Summary

1. National income is a special case of social income.

2. Social income = the value of goods and services consumed
by ultimate consumers plus savings (or plus the increase in social
wealth).

3. Social wealth and social income are estimated by consoli-
dating balance sheets and income statements of separate enter-
prises and/or of individuals. Social wealth and income are
accounting concepts, the validity of which may be checked by ac-
counting techniques.

4. The income derived from an enterprise or calling should
not be interpreted as a measure of the contribution made by the
enterprise or calling to social income (i.e., to the value of goods
and services consumed plus the increase in social wealth). Such
a view would consider legal high finance as socially productive.

5. Social income derived from a community (inaccurately
called ‘income produced’ in it) plus the net social income derived
from elsewhere by its population equals social income received
or receivable in the community.

6. Social income may be valued either in current dollars or in
dollars reckoned at a constant set of prices. Special valuation
problems arise in connection with various items of income, par-
ticularly additions to corporate surplus, individual profits, and
imputed incomes.

7. There are five major types of breakdown of social income:

21 Journal of Political Economy, Vol. 40, p. 13.
22 Unless the refusal marks merely a proposal to substitute som¢ other term for
the word income as here used.
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by (a) type of payment or distributive share (payrolls, interest,
etc.); (b) industries; (c) areas; (d) income classes; (€) objects of
expenditure.

8. There are two ‘net value product’ methods of estimating
social income: (a) revenue from sales, etc., less payments to other
enterprises and less depreciation, etc; (b) the sum of the net dis-
tributive shares.

9. The ‘gross value product’ of a community (‘net value prod-
uct’ plus depreciation and depletion), if deflated, would give
a broad production index number.

10. Estimates of additions to corporate surplus are no less de-
pendableé than some of the other items in the social net value
product, though this view seems implied in treating as basic the
questionable concept ‘income paid out’. ‘Income actually re-
ceived by individuals’ might be a useful concept—hitherto it has
not been seriously attempted for this country.

11. Estimates of ‘entrepreneurial withdrawals’ and ‘individual
business savings’ are as subjective as are estimates of the value of
housewives' services.

12. To treat banks and other holders of ‘earning assets’ as
‘associations of individuals’ and to neglect short term interest
items is to substitute an arbitrary guess for the measurement of
important income items. For estimating ‘total social income re-
ceived or receivable’ the net value product formula should be
rigidly adhered to, even though some enterprises show negative
net value products.

13. *Social net income from abroad’ includes other items in
addition to net in-payments of interest and dividends; e.g., (a)
immigrants’ entrance capital, (b) immigrant remittances (a nega-
tive item), (c) additions to foreign corporate surpluses owned
here.

14. Under present conditions government interest, in estimat-
ing the social net value product, should be conceived as imputed
net income from government-owned tangible wealth.

15. No sharp line can be drawn between government payrolls,
which are distributive shares to be added to other shares to give
the social net value product, and those relief payments which are
mere transfer payments and are not to be added in.

16. Consumed income should be ‘deflated’ by an index of the
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costs of consumer goods and services. Saved income in current
dollars cannot be directly deflated. Instead the wealth on Jan-
uary 1 and the wealth on December 31 should be deflated by an
appropriate index of the prices of items of wealth.

17. Scarcity appreciation should be included in income meas-
ured in current dollars, because of its bearing on income distri-
bution and because it allows us to equate ‘saved income’ with the
increase in wealth in current dollars. Mere scarcity appreciation
does not affect the total of deflated social income.



Discussion

I SIMON KUZNETS

1 THE PRODUCTIVITY BASIS OF NATIONAL INCOME ESTIMATES
(see point 4 of Dr. Copeland’s Summary)

Whether national income be defined as the net value of com-
modities and services produced during the year; or the value of
commodities and services consumed during the year plus sav-
ings; or the sum of income shares received by ultimate income
recipients plus net savings of business and other enterprises, the
criterion of productivity is applied in deciding what elements
should be included in the totals just described. When national
income is defined as the net value of commodities and services
produced, this criterion is used to decide what commodities and
services are to be included. If one deals with the consumption of
commodities and services, the same question arises, i.e., we ask
whether the services rendered to individuals by shyster lawyers,
experts in high finance, or gamblers are to be included among
services consumed. Similarly, when savings are estimated—and
they have to be measured by a comparison of wealth at the begin-
ning and end of the year—what should be included in wealth?
Finally, when one deals with income receipts by individuals there
is the ever present question whether a given receipt constitutes
a genuine income share, or a mere transfer from shares of
other individuals. There is no way of escaping this productivity
basis of national income computations, and it seems to me prefer-
able to have this inescapable basis definitely recognized than to
deny it. For by recognizing it, we substitute conscious for uncon-
scious assumptions and are in a better position to state these as-
sumptions, thus allowing the user of the estimates to consider
them in his interpretation of national income measures.

The usual national income estimates are grounded upon two

35
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fundamental sets of assumptions: (a) They accept the current no-
tions of social productivity as the guide to their estimates. This
assumption is chosen from a whole set of possible alternatives;
and the justification of this choice is that national income esti-
mates, being destined for use by society at large, should be based
upon what appear to be society’s general notions of social produc-
tivity. (b) They accept market valuation as the available measure
of social productivity. Here again the investigator follows, often
unconsciously and sometimes consciously, the yardstick by which
our economic society at large tends to be guided.

With these assumptions defining productivity as the capacity
of fetching a price on the legally recognized markets of society,
income derived from an enterprise or calling is ipso facto a meas-
ure of the contribution that this enterprise or calling is con-
ceived to be making to the nation’s total income. If this were not
so, i.e,, if the enterprise or calling in question were not making a
contribution at all, or were making a smaller or larger contribu-
tion, it would not be assigned any income in the calculation, or a
smaller or larger one, with corresponding changes in total na-
tional income. This is true with one possible exception. When a
given enterprise or calling derives its income from business enter-
prises, there may be reason for including its income even when
we do not consider it productive, i.e., if we have subtracted its
income as a cost from other, productive, business enterprises. In
that case, unless we include this income, total national income is
undervalued. But in such cases it is the gross income of the enter-
prise or calling in question that is to be reincluded—and there is
the proper alternative of not showing the income of the enter-
prise or calling at all. In all other cases, the inclusion of the in-
come of a given enterprise or calling in the national income totals
is itself evidence that this income measures what is conceived to
be its contribution to the national total.

The recognition of the productivity implications of national
income estimates is important, both to prevent misuses of current
figures and as an incentive to a reinterpretation and modification
that would be in conformity with sets of assumptions different
from those currently employed. This writer, for one, would like
to see work begun on national income estimates that would not
be based upon the acceptance, prevailing heretofore, of the mar-



DISCUSSION 37

ket place as the basis of social productivity judgments. It would
be of great value to have national income estimates that would
remove from the total the elements which, from the standpoint
of a more enlightened social philosophy than that of an acquisi-
tive society, represent dis-service rather than service. Such esti-
mates would subtract from the present national income totals all
expenses on armament, most of the outlays on advertising, a great
many of the expenses involved in financial and speculative ac-
tivities, and what is perhaps most important, the outlays that have
been made necessary in order to overcome difficulties that are,
properly speaking, costs implicit in our economic civilization.
All the gigantic outlays on our urban civilization, subways, ex-
pensive housing, etc., which in our usual estimates we include at
the value of the net product they yield on the market, do not
really represent net services to the individuals comprising the na-
tion but are, from their viewpoint, an evil necessary in order to
be able to make a living (i.e., they are largely business expenses
rather than living expenses). Obviously the removal of such items
from national income estimates, difficult as it would be, would
make national income totals much better gauges of the volume
of services produced, for comparison among years and among
nations.

But to repeat, this would substitute a different productivity
concept for the one used in present estimates. And this suggestion
only affirms the point made above, viz., that the income assigned
in a national income estimate to a certain enterprise or calling
measures its contribution to national income. This contribution
is a measure of the productivity of the enterprise or calling, as
productivity is understood in the assumptions underlying the na-
tional income estimate.

2 INCOME PAID OUT, INCOME PRODUCED AND BUSINESS SAVINGS
(see points 10, 11 and 12 of Dr. Copeland’s Summary)

In the issue arising from the distinction between income pro-
duced and income paid out, we must clearly distinguish the sub-
stantive and the terminological aspects. The first question,
summarizing the substantive aspect of the issue, concerns the
significance of the distinction between the total we attempt to
measure under income produced and the total we attempt to
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measure under income paid out. The second question, referring
to the terminological issue, is whether the titles attached to those
two totals convey the correct impression or whether they tend to
mislead rather than to inform.

To begin with, the presumptive lack of reliability in measur-
ing business savings played and plays an insignificant role in our
distinction between the concepts of income produced and income
paid out. It is true that the estimates of additions to corporate sur-
plus or, as I would call them, net business savings, as now meas-
ured are subject to more distortion by the peculiarities of business
accounting than any income item of which I can at present think.
In this writer’s report on the revaluation of business inventories !
as well as in Mr. Fabricant’s paper,? it was shown what striking
changes are produced in this item when a correction is made to
bring its measure in line with a logical definition of national in-
come. Of course Dr. Copeland disagrees with the necessity for
this correction #; and to the extent that such disagreement exists,
the statement concerning the lack of reliability of our current
measures of business savings is contingent upon the viewpoint
presented in my paper.

However, this susceptibility of the item of business savings to
the vagaries of accounting procedures is of no significance from
the analytical standpoint, and is no basis for declaring income
produced a concept inferior in analytical status to that of income
paid out. Certainly no such intention was pursued in the discus-
sion and presentation of the national income estimates either in
the Senate report or in the publications of the National Bureau
of Economic Research. The worst sin that could perhaps be
charged is that the two concepts of national income were treated
as equal in analytical significance. But even this does not express
accurately my position on this question.

This position may be described briefly as follows: National in-
come produced, being the most inclusive national income total
and measuring, as it does, the net product of the economic sys-
tem, is from the standpoint of economic analysis, the basic con-
cept. On this point I agree fully with Dr. Copeland, for his report
1 Part Four, Sec. V.

2 Part Three, Sec V, 1.
8 See his comments on my paper, Part Four, Discussion 1.
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likewise makes social income (another term for what we call
national income produced) the basic concept. But national in-
come paid out, or the total that we attempt to measure under that
name, is an important subdivision of national income produced.
In estimating national income paid out we have attempted to
obtain an approximation to income shares received by the indi-
viduals who comprise the nation. The objection Dr. Copeland
raises to the treatment of the circuitous flow of income through
banks and life insurance companies is fully granted. It was a
practical compromise forced by lack of data. Were data available
so that we could, for banks and lite insurance companies, estab-
lish the income share paid to individuals, we would have treated
banks and life insurance companies in the same way that we
treated manufacturing or mining establishments. Perhaps, in the
future, data will become available that will allow a distinction
between interest payments by banks to individuals and to busi-
ness depositors; or which, for life insurance companies, will make
it possible to estimate in each year what share of the payments on
insurance policies represents a net income payment to the indi-
vidual investor and what share represents a return of payments
made in the past. For lack of such data we had to have recourse
to the practical compromise that Dr. Copeland justly condemns
as a departure from the true line of measurement. It is this writ-
er’s opinion, however, that Dr. Copeland exaggerates the ef-
fect of this departure in making our measure of income paid out
differ from the combined total of income shares received by
individuals.

1f we agree on the importance of the national income produced
concept, and if we conceive national income paid out as the ag-
gregate of income payments to individuals during any given year,
the importance of measuring those two totals separately will be
denied by few students of etonomic problems. This statement
does not imply that the component of the national income pro-
duced total designated income paid out is necessarily the only
important one, or even the most important. In agreement with
most students of the problem, I would say that the further segrega-
tion of the total amount consumed by the nation’s ultimate con-
sumers is a highly important step; and to those who are interested
in that segregation, income paid out represents only a first step



40 PART ONE

towards that ultimate objective. But recognizing the importance
of measuring 1ncome consumed does not justify denying the
importance and usefulness of national income paid out as a meas-
ure of the total income stream flowing to individuals and repre-
senting that part of the nation’s net product whose value 1s placed
in the hands of the nation’s ultimate consumers.

We can now turn to the terminological question. Calling the
two totals national income produced and national income paid
out is said to be misleading. Some objections have been raised to
the adjective ‘produced’ as indicating that the national income
total thus designated is really a measure of the social productivity
of the economic system. This point was discussed above. Other
objections were to the fact that since the two income totals are
treated conjointly, undue emphasis is laid upon the discrepancy
item, namely business savings, and an impression 1s created that
business savings, when negative, represent actual payments by
the business system undertaken to sustain the flow of incomes to
consumers.

Most of these criticisms, valid though they may be, do not ap-
pear especially weighty. However, the designation of both totals
as national income is confusing, especially as it leaves the impres-
sion that one national income total is as inclusive as the other.
In order to avoid this difficulty it may perhaps be advisable, from
the practical standpoint, to reserve the term national income for
what we have heretofore designated national income produced.
This is in line with the usage common in the economic literature
of other countries, and would properly emphasize the primary
importance of the concept of national income produced. What
we have heretofore designated national income paid out may
perhaps in the future be designated the aggregate income pay-
ments to individuals. The item business savings will of course
still appear in the functional distribution of national income,
being the element which, added to aggregate income payments to
individuals, yields national income. And of course if we do, as
we now can, correct this item for revaluation of inventories, the
difference between the cost and reproduction bases for deprecia-
tion and depletion deductions, and for gains and losses on sale
of capital assets, this item will represent an actual net draft upon
the capital of the business system in order to sustain income pay-
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ments, or an actual net addition to business capital from cur-
rent income. It is greatly to be doubted that misinterpretations
of this item, no matter how correctly measured, can be avoided.
But the danger exists for almost all national income and wealth
measurements.

3 ENTREPRENEURIAL WITHDRAWALS AND SAVINGS
(see point 11 of Dr. Copeland’s Summary)

Provided we agree about the importance of the distinction, which
Dr. Copeland emphasizes, between “a producing organization or
‘economic system’ *’ and *‘the families or individuals who contrib-
ute their labor or the services of their property to the economic
system, and who receive the benefits of its operation” (Section I)
it is obvious that the difference between what we may now call
national income and aggregate income payments to individuals
is important. If it is important, then the national income investi-
gator should make an effort to distinguish between entrepreneu-
rial withdrawals and entrepreneurial savings, namely, between
the part of entrepreneurial net profit that has been made avail-
able as means of purchasing ultimate consumers’ goods and the
part that has either been added to business capital or withdrawn
from it. The fact that in the case of the individual entrepreneur,
as distinct from the corporation, there is an identity of the ulti-
mate consumer and of the person in charge of the business unit,
while important, does not justify the removal of the distinction
between withdrawals and savings. In measuring aggregate in-
come payments to individuals we aim to gauge the flow that can
appear on the market of ultimate consumers’ goods or on the
market of investments by individual investors. If we include the
entire entrepreneurial net income in this total, we obviously
exaggerate the volume of funds which, as a result of the function-
ing of the business system, is being made currently available for
this purpose.

This discussion does not mention the difficulty of carrying
through the distinction because of lack of data. As a matter of
fact, this difficulty is present with reference to not only the dis-
tinction between entrepreneurial withdrawals and entrepreneu-
rial savings, but also the whole item of entrepreneurial net in-
come itself. In several branches of industry there is a large group
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of entrepreneurs who not only do not report on their net incomes
but are themselves vague as to what their net incomes during any
given year actually are. Nevertheless the national income estima-
tor, and, for that matter, the primary data collecting agencies,
such as the Census, make an effort to evaluate this magnitude of
which the individual entrepreneur himself is not well aware.
There is, therefore, no objection to the national income investi-
gator going farther in trying to establish a dividing line between
entrepreneurial withdrawals and savings, provided he has some
logical and reasonable basis for doing so, and provided he states
explicitly the shaky basis on which these estimates have to be
made.

It is only to the extent that such data are not available that
one could agree with Dr. Copeland in designating the estimates
of entrepreneurial withdrawals and business savings by entrepre-
neurs as subjective. They are subjective in the sense that data
are not available to make a reliable estimate, and hence another
investigator with greater ingenuity or with a more powerful
censor on his imagination might well produce substantially dif-
ferent estimates. The measures are not subjective, however, in
the sense in which estimates of the value of housewives’ services
are. Concerning the latter, the main question is whether they
represent economic activity proper or part of life in general. For
entrepreneurial withdrawals and savings, both parts are neces-
sarily income in the strictest sense of the word, and the distinction
between the two is bf quite obvious bearing upon the measure
of the flow of means of purchase to ultimate consumers and indi-
vidual investors.

4 IMMIGRANTS ENTRANCE CAPITAL AND REMITTANCES
(see point 13 of Dr. Copeland’s Summary)

Dr. Copeland suggests that social net income from abroad should
include not only the net in-payments of interest and dividends
but also (a) immigrants’ entrance capital; (b) immigrants’ remit-
tances (a negative item); (c) additions to foreign corporate sur-
pluses owned here. While one can agree to the inclusion of (c),
the suggestion to include (a) and (b) appears to obliterate the
important distinction between social income and changes in
capital. It is the purpose of social income measurements to
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cvaluate the net product of the nation’s economic activity and
not any and all additions to the stock of capital goods at the dis-
posal of the nation. Any changes in this capital stock, before
qualifying for inclusion in national income totals, should be
subjected to the test that would show that they are a result of the
net commodity and service flow resulting from the nation’s eco-
nomic activity. Neither immigrants’ remittances nor immigrants’
entrance capital qualify.

If we are to include items such as immigrants' remittances
abroad or immigrants’ entrance capital, there is no reason why
we should not include in social income from abroad many other
items; for example, the amounts brought by tourists into the
United States (positive addition) or the amounts expended by
American tourists abroad (negative item). Just as the capital
brought in by an immigrant represents an addition to the capital
stock of the nation, or, rather, to the command over capital stock
belonging to other nations, so does money brought by a foreign
tourist into this country increase the command of America’s
economic system over the capital stock of other nations. It might
be replied that the immigrant who brings in capital spends it here
and his consumption enters the total stream of domestic con-
sumption. The same is of course true of the foreign tourist. A
similar argument can be made with reference to expenditures by
American tourists abroad and any other economic transaction in
which one of the locus points is outside American territorial lim-
its. Obviously, so far as the social income of this country is a
measurement of the net product of its productive resources,
it would be inappropriate to include in it the net product of
economic resources of another country, or to exclude from it any
parts of the net product of this country that happen to be spent
abroad.

5 INTEREST ON GOVERNMENT DEBT
(see point 14 of Dr. Copeland’s Summary)

r. Copeland suggests that in estimating the social net value
product, interest on government debt should be conceived as
imputed net income from government-owned tangible wealth.
This solution raises two difficulties, one of which is partly prac-
tical and therefore could perhaps be overcome in the future. This
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practical difficulty is that we have no reliable measures of the
tangible wealth owned by the government. The absence of such
data, however, does not necessarily arise from deficient statistics.
We lack data also because it is almost impossible to evaluate a
number of tangible items owned by the government. What value
should be put on public highways, streets, etc? We deal here
with a market, if it may be so designated, in which valuation
could not be left to the free play of the forces of demand and
supply. Do we solve the difficulty by putting what is necessarily
an arbitrary value on tangible items owned by the government,
and then computing'interest on it?

The second difficulty is still more formidable. A number of
government expenditures that may be covered by borrowing are
of a type that result not in an increase of the government's tangi-
ble wealth, but rather in the preservation or increase of the
tangible wealth of business enterprises. Consider, for example,
the government’s expenditures in connection with the War. As
far as can be ascertained, no increase in the government’s tangible
wealth has resulted from them, but it might be said that they
served to preserve the tangible wealth of the nation’s economic
system—in other words, very largely the wealth of the business
system. The government is still paying interest on the debt con-
tracted during the War. Can we logically substitute for these
interest payments the imputed interest payments on government-
owned tangible wealth?

6 ADJUSTMENT FOR PRICE CHANGES
(see point 16 of Dr. Copeland’s Summary)

The suggestions that Dr. Copeland makes in connection with
adjusting income for price changes seem to me correct, except
for the statement that saved income cannot be directly deflated.
This statement is consistent with Dr. Copeland’s viewpoint,
which allows total social income to include items resulting from
changing valuation of wealth. If such items are included, saved
income cannot be deflated directly. But if we hold to the view-
point expressed in Mr. Fabricant’s and my papers, namely, that
income can include accretions and depletions of wealth only to
the extent that they result from actual income flows and not from
revaluation of assets, then, of course, saved income can be de-
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flated directly. If we have an index showing changes in prices of
investment goods, and are able to segregate income consumed
from income saved, saved income can be deflated by this price
index of investment goods.

Even if it is impossible to segregate income consumed from
income saved, this writer would still suggest that total social in-
come, provided it properly excludes any effects of revaluation of
assets, can be deflated by a combined index of the cost of con-
sumers’ goods and services and the cost of investment goods.
Such deflation, rough as it may be and neglecting as it does the
possible shifts in weights between the two component elements
of the general price index, would seem to me to be better than
leaving the income totals in current dollars.

I CLARK WARBURTON

1 USE OF TERMS ‘INCOME PAID OUT’ AND ‘INCOME PRODUCED’

Dr. Copeland is especially to be commended for his emphasis
upon the fact that the term ‘income paid out’, as used in the De-
partment of Commerce reports, is a subtotal of items included in
‘income produced’ and should be presented as such.

Dr. Copeland is to be commended also for his suggestion that
the term ‘income derived from’ an industry or area should be
substituted for the term ‘income produced by’ an industry or
area. His objection to the phrase ‘income produced’ is stated in
terms of the ethical implications as to social productivity that
may be connoted. The term is objectionable, however, not only
on this ground but also because it carries inaccurate implications
as to the process of market valuation.

The phrase ‘income produced by’ an industry carries the im-
plication that not only the product, but also the value of the prod-
uct, was brought into existence by that industry. This is not true.
The value is the result of the market situation—the fact that
someone is willing to purchase or use the product. We can speak
accurately about the value of the product of an industry, but not
about the value produced by that industry. The income derived
by participants in one industry from the production and sale of
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thatindustry’s product is equal to the value of the product merely
because one of the items in the computation of the income de-
rived from the industry is a residual between the remaining items
and the value of the product.

2 TERMINOLOGY FOR METHODS OF MEASUREMENT

The phrase ‘net value product method’ as a description of the
most common method of estimating social income seems quite
inappropriate. Any of the methods Dr. Copeland describes can
be used, with suitable treatment of depreciation and depletion
and certain other items, to obtain either the ‘net social value
product’ or the ‘gross social value product’, as these terms are
defined by him in Section IV, (20) and (21). The ineptness of the
phrase ‘net value product method’ is illustrated by the fact that
Dr. Copeland himself modifies it in (21).

One of the modifying phrases that Dr. Copeland uses, ‘distrib-
utive-share’, provides a clue to a suitable terminology for desig-
nating the various methods. Following this clue, it is suggested
that designations of the various methods be descriptive of the
items that are summed, as follows: *

Summation of distributive shares;

‘Value added’ summation;

Summation of value of final products;
Summation of income received;

Summation of consumer purchases and savings.

The summation of the value of final products, which Dr. Cope-
land considers a short cut for the summation of distributive
shares or of ‘value added’, should be considered a primary rather
than a substitute method of measuring ‘national income’. In
fact, this is the method that most closely corresponds to most defi-
nitions of ‘national income’, and measurements of national in-
come by this method would be more useful, as an aid in the
formulation of national economic policies, than the measure-
ments hitherto available. In making such measurements, as Dr.
Copeland has indicated, the ‘gross social value product’ should
be given as much emphasis as the ‘net social value product’.

1 See my paper, Part Two, Sec. L.
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3 RELIEF PAYMENTS

Further consideration may profitably be given to the character
of taxation in connection with the question whether relief pay-
ments should be treated as type (b) or type (c) secondary distribu-
tion items (Section V, 7).2 If it is assumed that relief payments
are financed from taxes levied directly upon individuals, then it
is most appropriate to consider such payments as type (b). If,
however, it is assumed that relief payments are financed from
taxes levied upon business enterprises, then it is appropriate to
consider such payments to be of type (c) and to include the taxes
paid to meet these payments among the distributive shares. The
fact that the recipients of relief, or the recipients of direct con-
tributions by business enterprises to charity or to community
chests, have made no contribution, of either labor or property, to
the enterprise is not a valid reason for failure to recognize such
taxes or contributions as distributive shares. If such a criterion
were used, some portion of dividend payments and wages should
also be excluded from consideration as distributive shares.

The financing of relief payments by borrowing introduces
further complications that need exploration. Certainly when na-
tional income is measured by either of the methods based on the
consolidation of individual income and expenditure statements
it appears necessary to consider relief payments financed by bor-
rowings to be of type (c), since there is no offsetting tax payment
by individuals. But if the accounts of individuals are combined
with the accounts of governments the net borrowings of govern-
ments for relief financing, or for any other purpose, may be
treated as negative savings.®

This line of reasoning leads to the suggestion that in national
income estimates government deficits should be treated like cor-
porate deficits (negative business savings). How would this af-
fect national income estimates for 1919-352 Also, if relief pay-
ments in cash are treated as an item in the measurement of na-
tional income, should relief in kind be treated differently? Fur-
ther, why not evaluate (perhaps at cost) education and other

2 A question may be raised concerning the propriety of including type (c) as a
secondary rather than a primary distribution item.
3 Ct. Colm, Part Five, Sec. IV,
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services furnished by governments and treat such services as in-
come drawn from governments in kind, like the rental value of
a home occupied by its owner?

III M. A. COPELAND

Dr. Kuznets’ comments on my paper have, I believe, served to
clarify a number of the issues between us. I hope that what fol-
lows will add further clarification. In one important respect I
offer a modification of my position as set forth above; viz., in
the handling of market appreciation and depreciation of inven-
tories. For convenience I shall, with two exceptions, use section
titles identical with those used by Dr. Kuznets.

1 THE PRODUCTIVITY BASIS OF NATIONAL INCOME ESTIMATES

Dr. Kuznets finds that what he calls the “criterion of produc-
tivity” is involved where the national income is conceived:

a) Asa summation of distributive shares, and

b) As a summation of the values of ultimate products (both
his “net value of commodities and services produced” and his
“the value of commodities and services consumed during the
year, plus savings” appear to employ this same concept).

As applied to the latter or ultimate products concept, his “cri-
terion of productivity” appears to be marketability, at least so far
as the issue under consideration is concerned. Thus, he includes
in the products and services turned out during a given period
marketable illth and marketable disservices to individuals. With
this inclusion I entirely concur. The productivity issue between
us does not involve any difference in what is included in national
income.

To say that shoddy goods and shoddy services are included in
the list of ultimate products whose market values are summed to
give one estimate of national income does not seem to me the
same as saying that the distributive shares accruing to various in-
come claimants are ipso facto measures either (a) of the contribu-
tions to the total income of the community made by various
income claimants, or (b) of the contributions made to total in-
come by the enterprises employing them or their capital.
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Again, one may admit (and I have elsewhere both admitted
and insisted) that for the world as a whole we may properly say
that the entire economic system operating during a given year
has produced (contributed) the world’s social income for that
year. But it does not follow that any single claimant to a distribu-
tive share in that income produced (contnibuted) a portion of
that income equal to his distributive share.

Dr. Kuznets’ “criterion of productivity” appears to have a con-
notation when applied to income conceived as a summation of
distributive shares that is different from its connotation when ap-
plied to income conceived as a summation of ultimate products;
viz,, itimplies in the former but not in the latter connotation that
a claimant's share in social income is equal to his contribution
to it.

The question here at issue between Dr. Kuznets and me is
solely one of the interpretation to be put upon the distributive
shares, which, when added together, make up the total social in-
come, and not at all one of the amount either of the total or of
any distributive share.

I agree with Dr. Kuznets that in determining whether a given
individual income item is (a) a distributive share or (b) a mere
transfer from the distributive shares of other individuals, it will
be necessary to ascertain whether the income item in question
can, without duplication, be added to other distributive shares
to make up a net value product total that will equal the total of
ultimate products. If this were all that Dr. Kuznets means by his
distributive “criterion of productivity”, I should take no issue
with him. But he chooses to call a given primary distributive
share or a given net value product a measure of the contribution
that a given income claimant or enterprise makes to social in-
come. I urge that in so doing he is using misleading language and
language that involves a gratuitous ethical implication.

2 INCOME PAID OUT, INCOME PRODUCED AND BUSINESS SAVINGS

Dr. Kuznets contends that his treatment of the flow of income
through banks and insurance companies and various other finan-
cial enterprises was forced upon him by a lack of data respecting
their operations. -

This statement I find difficult to understand, particularly as it
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applies to commercial and savings banks. It is not a lack of data
necessary to estimate total interest and cash dividends received
by individuals, but rather a lack of data necessary to make such
an estimate according to a particular formula which calls for a
break between interest paid by banks to individuals and interest
paid by banks to business depositors. Contrary to the implication
of his statement, such a break was not made by Dr. Kuznets for
manufacturing establishments, and data are not available for
such a break. I pointed out some years ago that such a break was
unnecessary in the case of banks for estimating total interest and
dividends received by individuals, and illustrated in detail how
existing data could be used to estimate total interest and divi-
dends received by individuals.

Admittedly, information on insurance companies and, a for-
tiori, on certain other financial institutions is less satisfactory
than is information on commercial and savings banks. However,
it is little worse than information on some kinds of labor income.
Surely an estimate of interest and dividends originating in each
of these groups can be so made as to decrease the error of estimate
of total social income involved in regarding these financial enter-
prises as ‘associations of individuals’. The interest- and-dividends-
originating formula should be used consistently throughout if its
results are to be valid.

Dr. Kuznets refers to business savings as the element which,
added to the aggregate of 1ncome payments to individuals, yields
the national income. In addition to raising a question whether
entrepreneurial savings are to be called “not paid out” and a fur-
ther question whether interest accruing on an insurance policy
is “paid out”, I should like to repeat the suggestion made in my
paper to the effect that the reckoning of government property in-
come as consisting exclusively of interest on outstanding govern-
ment indebtedness may be appropriate for computing aggregate
income payments to individuals, but that some type of accrual
estimate should be substituted in computing total national in-
come. Thus it is not clear that “[corporate?] business savings”
can be regarded as the one element of difference between income
payments to individuals and total national income.

1 Journal of Political Economy, Vol. XL, No. 1, February 1932,
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We may summarize suggested differences in these two concepts

as follows:

Individual Businesses:

Business Corporations:
(including banks and
insurance companies)

Net Social Value Product
(before taking into ac-
count valuation readjust-
ments)

Payroll, interest originat-
ing, profits

Payroll and interest and
dividend payments onigi-
nating

Aggregate Income
Payments to Individuals

Payroll, interest originat-
ing, profits

Payroll and interest and
dividend payments origi-
nating

Additions to surplus of
business corporations
Additions to insurance
policy holders’ reserves
Government payroll, im-
puted income on govern-
merit-owned wealth

Governments: Government payroll and

interest paid on govern-
ment debt

8 ENTREPRENEURIAL WITHDRAWALS AND SAVINGS

When I suggested that estimates of entrepreneurial withdrawals
are substantially as subjective as estimates of the value of house-
wives’ services I had in mind partly that users of the term “entre-
prencurial withdrawals” have failed to distinguish several
different concepts and partly that the problem of imputing valua-
tions in determining entrepreneurial withdrawals (in at least
some of the meanings of this term) is likely to involve as wide a
range of results as it is in the case of housewives’ services.

In order to facilitate further discussion of this term and the
corresponding term, ‘individual business savings’, I wish to ask
which of the four following definitions of ‘entrepreneurial with-
drawals’ Dr. Kuznets and others prefer:

a) Imputed entrepreneurial labor income (both wage income
per wage earner and salary income per salary earner have been
suggested as valuations appropriate to this definition);

b) Imputed entrepreneurial labor income plus ‘imputed divi-
dends’ to the entrepreneur on his proprietorship equity (divi-
dends are sometimes assumed to be at the same rate as for corpo-
rations in the same or some similar line of business);

c) Total entrepreneurial profits less the net increase during
the year in entrepreneurial proprietorship equities;
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d) Gross withdrawals from proprietorship equity accounts by
entrepreneurs during the year.

Several compromises between (c) and (d) might give rise to
additional definitions.

Dr. Kuznets appears to hold that the concept ‘individual busi-
ness savings' and the concept ‘corporate business savings' are
strictly analogous and that therefore ‘individual business savings’
as well as ‘corporate business savings’ should be excluded from
the item ‘aggregate income payments to individuals’, and simi-
larly, that ‘entrepreneurial withdrawals’ as well as ‘corporate cash
dividends’ should be included in the item ‘aggregate income pay-
ments to individuals’.

In general, the analogy between individual business savings
and additions to corporate surplus is closest if definition (b)
above is adopted for the concept ‘entrepreneurial withdrawals'.
The valuation question is particularly acute for this concept. It
does not appear to be the concept that Dr. Kuznets advocates.?

Dr. Kuznets appears to prefer definition (c) for ‘entrepre-
neurial withdrawals’. However, if it is intended that ‘entre-
preneurial withdrawals’ shall be that part of entrepreneurial
profits which should be included in ‘aggregate income payments
to individuals’, definition (c) for entrepreneurial withdrawals is
clearly inappropriate. New investments by individuals in a new
line of business in which they are starting as entrepreneurs might
make this alleged ‘income payment’ a negative quantity.

One might seek to distinguish between those ‘business savings’
in an individual enterprise which involve the actual investment
of new money and those savings which arise merely from the fail-
ure to withdraw the additions to the proprietorship equity that
are derived from profitable operations during the year. This cri-
terion would suggest that definition (c) for ‘entrepreneurial with-
drawals’ be adopted for those enterprises in each of which the
increase in proprietorship equity during the year is less than the
year’s profits and that for all other enterprises entrepreneurial
withdrawals should be assumed to be zero. While this definition
would not provide a close analogy between the concept ‘entre-
preneurial withdrawals’ and the concept ‘corporate cash divi-
dends’, the corresponding concept of ‘individual business savings’

2 However, concept (a) 1s employed in several industry groups in the 1929-32 study.



DISCUSSION 53

would, in one respect, be closely analogous to the concept ‘addi-
tions to corporate surplus’—the individual would be somewhat
passive in respect to the savings involved.

We may, however, define ‘aggregate income payments to indi-
viduals’ as consisting of those income items over which individuals
acquire a fair measure of control and discretion. If this view of
‘aggregate income payments to individuals’ is adopted, and I think
it should be, the entire item ‘entrepreneurial profits’ should be
included in the item ‘aggregate income payments to individuals’.

4 IMMIGRANTS’ ENTRANCE CAPITAL AND REMITTANCES

Dr. Kuznets suggests that in determining whether an item should
be included in the net national income received from abroad,
we should consider whether it results from the nation’s economic
activity. It is not clear to me that interest on foreign investments
owned by nationals of the United States results from economic
activity in or of the United States. I had supposed that net income
received from abroad was to be distinguished from net income
derived from the operation of a nation’s economic system as
being clearly in the class of incomes not produced by that eco-
nomic system.

So far as secondary distribution items affect the difference be-
tween income derived from wealth and labor in the United
States and income received by the United States population, it
would seem appropriate to include secondary distribution items
in the net income received from abroad.

Dr. Kuznets’ argument against so including one secondary dis-
tribution item, ‘immigrants’ entrance capital’ received during
the year, emphasizes the resemblance between ‘immigrants’ en-
trance capital’ and what by analogy we may call ‘tourists’ entrance
capital’. Whether this resemblance should lead us to treat the
two items in the same way in computing net income received from
abroad will depend upon what population we have in mind as
receiving the income. If, when we speak of the income received
by a country, we mean the income received by all persons in that
country, excluding residents of that country who are visiting
abroad, obviously we should treat the entrance capital of foreign
tourists entering the country in the same way in which we treat
the entrance capital of immigrants. However, the usual concep-
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tion of community used in defining the ‘income received by a
community’ embraces its residents, including immigrants after
their arrival and also including its own residents who may be
visiting abroad, but excluding foreign tourists within its borders.
Using this conception it is clear that ‘immigrants’ entrance capi-
tal’ should be treated in one way and ‘tourist entrance capital’ in
a quite different way. ‘Immigrants’ entrance capital’ received into
the country during the year represents a part of the income re-
ceived from abroad, while ‘tourist expenditures’ represents a
service export and therefore a deduction to be made from the
country’s gross imports of goods, services and equities in estimat-
ing the net income received from abroad by the credit or revenue-
from-sales method.

Dr. Kuznets’ argument involves a further point which is perti-
nent not only to the question of income received from abroad;
he alleges that certain items are not properly called ‘income’ but
rather ‘changes in capital’. This point is reserved for subsequent
consideration.

h INTEREST ON GOVERNMENT DEBT

Dr. Kuznets finds it difficult to estimate the item, government
property income, when defined as ‘imputed net income from
government-owned tangible wealth’. I have attempted a rough
estimate of the wealth of the country at various dates and I am
convinced that the difficulty is not appreciably greater than in
the case of a number of other items in national income. If the
theory underlying the proposal to substitute this concept for
‘interest on government debt’ in estimating total social income *
is correct, the error of a rough estimate would surely be appreci-
ably less than the error involved in using an incorrect item, how-
ever correctly estimated.

But Dr. Kuznets® first objection is theoretical as well as prac-
tical. He tells us that only an arbitrary valuation of government-
owned tangible assets is possible because their valuation “could
not be left to the free play of the forces of demand and supply”.
So far as I can see, present difficulties in valuation of government

8 Note that I do not propose to substitute ‘imputed net income from government-
owned tangible wealth’ for ‘interest on government debt’ in estimating ‘aggregate
income payments to individuals’.
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assets according to accepted accounting practices are due chiefly
to the failure of governments to install business-like accounting
systems. Whether a business-like system of government account-
ing (including balance sheet accounting) can be developed, time
alone can tell. However, I had not supposed that the free play
of economic forces was necessary to the development of such an
accounting system for a private business.

Dr. Kuznets’ second objection to the use of the item ‘imputed
net income from government-owned tangible wealth’ is that “‘a
number of government expenditures that may be covered by bor-
rowing are of a type that result not in an increase of the govern-
ment’s tangible wealth, but rather in the preservation or increase
of the tangible wealth of business enterprises”. He next simply
cites the war debt, on which interest is still being paid, as an in-
stance, and then without any mention whatever of the relevance
of these non-controversial considerations to the question at issue
between us he asks that question rhetorically. I shall be glad to
attempt an answer to this second objection to imputed interest
when it is adequately stated.

Meantime, the proposal to substitute ‘imputed net income
from government-owned tangible wealth’ for ‘interest on govern-
ment debt’ in estimating total national income may be made
more plausible if we consider two cases in which for the sake of
simplicity the amounts of government wealth and government
debt are assumed to remain constant for an entire year. If in Case
I the wealth exceeds the debt, imputed interest on the residual
equity (wealth less debt) may be thought of as an income in kind
received by the nation in addition to the money value of govern-
ment services purchased through taxation. If in Case II the debt
exceeds the wealth a proportionate amount of the interest upon
the debt, corresponding to the amount by which the debt exceeds
the wealth, and an equal amount of taxes paid during the year
may be thought of as complementary secondary distribution
items which jointly transfer so much income from tax-payers to
bond-holders.

This view of property income derived from government is in
effect the one commonly taken by economists when they urge that
a nation cannot borrow from the future of itself but that govern-
ment borrowing may effect a change in the distribution of owner-
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ship of national wealth and so in the distribution of national
income at least throughout the life of the indebtedness. By impli-
cation this view of government property income is also implicit in
the distinction between an internal and an external debt.

6 ADJUSTMENTS FOR PRICE CHANGES WITH SPECIAL REFERENCE
TO INVENTORY VALUATIONS *

In order to narrow the area of disagreement between Dr. Kuznets
and myself (which I think for the whole field of wealth and in-
come is already very small) I offer the following modification of
my position as set forth above.

First, let that part of item (4) ‘increase in tangible assets during
the period’ (Section IV), which has reference to inventories, be
called item (4a) ‘saved income invested in additions to the dollar-
value of inventories during the year’, and let item (4a) be further
broken down into (i) ‘the current value of the physical increments
in inventories’ and (ii) ‘the increments in the values of inven-
tories’ which may be measured as (4a) minus (i). Second, let
item (i) be included 1n what I have called item (21) ‘the net
social value product derived from the operation of the economic
system before taking into account valuation readjustments’, and
letitem (ii), which I have heretofore included 1n (21), be treated
as a valuation readjustment and therefore be transferred ta (22)
‘total social income including net valuation readjustment gains’
(Section IV).

The question as to what basis of valuation should logically be
applied to a physical increment in inventory to give (i) ‘the
current value of the physical increments in inventories’ probably
offers no major issue between Dr. Kuznets and myself. While 1
do not agree that logic uniquely determines the ideal valuation
basis, the actual basis is likely to be determined somewhat largely
on pragmatic grounds.

It is still, in my opinion, also important that wealth and saved
(i), item (ii) ‘the increments in the values of inventories’ is at
present a form of income important in considering both the
geographical and the personal distributions of income.

It is still, in my opinion, also important that wealth and saved

4 Thus section was added to my reply in July 1937.
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income should be defined on a consistent basis so that any year’s
saved income will equal the wealth as of December 31 of that
year minus the wealth as of January 1. Under the modification in
my position here offered this will of course continue to be true
of total saved income including net valuation readjustment gains
(item (22) minus consumed income).

Dr. Kuznets proposes, as I understand him, to substitute item
(i) alone for item (4a) in the national income statement. The
omission of item (ii) involves a criticism of now prevalent account-
ing practices which is both valid and important. In elaborating
his position, he has called attention to an alternative account-
ing technique, known as ‘the last-in, first-out’ method of inven-
tory valuation.® This method of handling inventories gives values
for the income item (i) that are identical with those yielded by
Dr. Kuznets' own proposal when the physical increment in in-
ventory is positive, and that are approximately the same for other
periods. According to this method, each year-end inventory is
conceived as the sum of all previous annual physical increments,
each positive annual increment being separately valued at a price
appropriate to the year in which it occurred and each negative
increment being conceived as a withdrawal of previous positive
increments in the order of their recency. The adoption of such
an accounting technique would probably have the effect of put-
ting gains and losses from inventory revaluations on a par with
gains and losses from the revaluations of other balance sheet
items in that losses would be promptly and gains tardily recog-
nized. Item (ii), as shown on a book value basis under these condi-
tions, would be defined as the additional net loss (or net gain)
during the year from such revaluations. Failure to recognize a
temporary gain would obviate the necessity for subsequently rec-
ognizing subsequent losses up to the amount of the unrecognized
gain. Hence (ii) would, I believe, ordinarily be small under the

8 See his reply to my comments on his paper, Part Four, Discussion IV. His
algebraic notation in his onginal presentation, Part Four, Sec. I and II, musled
me, since on the one hand this notauion necessarily imphes that in valuing a
homogeneous physical inventory as of a given date, any two units of the stock
must 1n every instance have the same value; while on the other hand the last-in,
first-out method, with fluctuating inventories and fluctuating prices, in general
requires differences in the unit-book-values as of any given date for the various
increments of which a homogencous commodity stock is assumed to consist.

Page 56, line 32, should read:
I wish still to uree that, whatever the valuation basis for item
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conditions assumed. Under present conditions, as Dr. Kuznets
himself emphasizes, (ii) is an item of considerable size.

But the theoretical desirability of reforming inventory account-
ing practices is not a reason for overlooking the importance of
the now prevalent cost-or-market rule in determining present
market values and hence income distribution in our present
society. I believe, therefore, that income estimates should for the
time being continue to provide a figure that will make it possible
to show item (4a), or (i) plus (ii), on substantially the present
book value basis.

7 INCOME AND CAPITAL CHANGES

Wealth is a2 magnitude that has an instantaneous time reference.
Income is a magnitude that has a periodical time reference. Thus
we refer to the wealth of the United States at the close of the
calendar year 1936, but to the income of the United States dur-
ing the year 1936. A change in wealth is a magnitude that has
the same kind of time reference as income. Thus we may refer
to the appreciation of real estate during the year 1936. Saved in-
come, indeed, may be defined as a change in wealth.®
Accountants draw a distinction between other income items
and credits to proprietorship equity % valuation adjustments
of various balance sheet items on the ground that the assignment
of the latter type of item to a given accounting period is on a
much less secure basis than is the assignment of the former type
of item.” Thus, accrued interest income is felt to be clearly as-
signed appropriately to the period in which it accrues, while the

8 Compare also the following definition of income in Accounting Terminology,
Preliminary Report of A Special Committee on Terminology of the American
Institute of Accountants, 1934, p. 68. “Income is increase in wealth measured in
terms of money, accruing or received during a given period. . . . It includes
earnings, gains and profits from any source.”

7 I have suggested two criteria for excluding valuation readjustment items from
the basic concept, total social income* (a) the arbitrariness of the assignment of
such transactions to a given accounting period, (b) the subjective character of
the amount of the transaction. The second criterion reinforces the first. For the
sake of brevity its consideration will be largely omitted here. The first criterion
also reinforces the second. Thus if one waits long enough to recognize an item
of appreciation, its recognition may become unnecessary by virtue of a subsequent
depreciation.
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appreciation of a tangible asset (when the accountant is prevailed
upon to recognize it) appears to be somewhat arbitrarily assigned
to the period in which the recognition takes place. This is true
whether the appreciation is purely the result of a market change
or whether it represents a definite change in the physical inven-
tory known to be the property of the enterprise involved. Thus
an accountant would ordinarily designate as an adjustment item
a credit to proprietorship % the increase in value of a piece of
real estate due either to a favorable legal decision or to the dis-
covery of previously unknown subsoil mineral deposits.

As I understand Dr. Kuznets' position, appreciation due to
discovery is an income item; appreciation due to a market change
is a capital adjustment item. Just how he construes changes in
the legal situation is not entirely clear, but apparently when an
immigrant joins the population of the United States and his prop-
erty rights are thus transferred to that population, the result is,
according to Dr. Kuznets, a capital adjustment item and not an
income item. This item should clearly not be classified as a valu-
ation readjustment item in the accountant’s sense for there is no
substantial room for doubt as to the time at which the transaction
takes place. Moreover, the item in balance of payments estimates
‘immigrants’ entrance capital’ (and this represents the bulk of
all such ‘entrance capital’) is a cash item. Accounting theory might
justify treating the entrance capital of each immigrant, on arrival,
as a ‘deferred credit’ to be apportioned over several years, but
the effect of this treatment would be substantially the same as
the effect of treating the item directly as income.

There is one type of case in which, as I understand it, Dr.
Kuznets would treat market appreciation as an income item,
namely, the case in which a realtor makes a margin on the han-
dling of real estate. This margin or gross profit would be treated
as a gross income item in the same way that the margin on the
sale of a commodity would be treated. In this treatment I con-
cur. I believe that the criterion of reasonably secure assignability
to a definite accounting period offers a logical basis for treating
this kind of market appreciation as contributing to total social
income.

Thus in excluding asset adjustments from total social income
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as a basic concept I seek to follow approximately the accounting
practice.® Accordingly, I treat the ‘immigrants’ entrance capital’
which becomes a part of our wealth during the year, and the
‘margins realized by realtors on the merchandising of real estate’
as gross items, the net items corresponding to which are included
in the total social income received by a country before taking
account of valuation readjustments.

Dr. Kuznets makes reference to “the important distinction be-
tween social income and changes in capital”. Strictly speaking he
should refer to those credit-changes in capital equities which are
by definttion saved income, and other credit-changes in capital
equities. While it may be convenient to distinguish (i) credits to
proprietorship equities % asset valuation readjustments from (ii)
saved income which is securely assignable to a given year, they
are, in my opinion, clearly like such saved income (a) in being
assignable on a periodical basis (although with less precision)
and (b) in the favorable economic effect which they specify as
accruing to the recipient. Indeed, were we to talk about income
in centuries instead of in years, they would for the most part be
as clearly a part of the income received during the century as are

payrolls.

Dr. Warburton suggests that what I have characterized as type
(c) secondary distribution 1tems are properly to be treated as
part of the primary rather than the secondary distribution. His
contention is entirely warranted and I am happy to accept this
correction.

Dr. Warburton also suggests that government deficits should
be treated like corporate deficits in national income estimates.
Asan objective towards which to work I concur in this suggestion.
But government accounts would have to be put on a thorough-
going accrual basis before one could determine a government
deficit in a sense analogous to a corporate deficit. This would in-
volve inter alia:

8 However, it is realized that accountants distinguish those valuation readjust-
ments which represent realized capital gains from those which represent mere
paper profits Ordinanly accountants do not recognize the existence of the latter
type. This distinction on the basis of reahzation may be urgent for individual
business accounts; 1ts significance for soctal income estimates 18 less fundamental.
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a) Establishment of a complete balance sheet (instead of a
mere cash balance sheet);

b) Establishment of depreciation and depletion accounting;

¢) Distinguishing between expenses for repairs, replacements,
etc., and expenditures for additions to and betterments of gov-
ernment assets;

d) Establishment of adjustment accounts for all important
inter-period revenue and expense relationships (i.e., deferred
charge, deferred credit, accrued charge and accrued credit ac-
counts).

The corollary of recognizing government deficits is, of course,
recognizing government additions to surplus.

Dr. Warburton also suggests that relief in kind should be
treated similarly to cash relief. Again I concur.

Finally, Dr. Warburton repeats the suggestion that education
and other services furnished by the government should be evalu-
ated and treated as income drawn from the government in kind.
In his earlier and fuller statement of this suggestion I understand
his view to be that all government services rendered directly to
ultimate consumers should be evaluated upon a cost basis, and
that the amount by whith the value of these services exceeds the
charges (taxes, etc.) levied directly against individuals should be
treated as an income in kind to be added to the total social income
as determined by the application of the net value product for-

‘mula.’ There is a close similarity between this suggestion and that
of Dr. Colm.** Both attempt to contrast a split of government rev-
enues into those derived from (a) businesses, and (b) individuals,
with a split in the costs of government operations as between
those serving businesses and those serving individuals. Both be-
lieve that our existing tax system, as far as this split goes, deviates
a long way from what would be called for by the principle of cost
of service or the benefit theory. Both estimate the excess charge
against businesses for a recent year at about $7,000,000,000. Both
authorities conclude from the overcharge against businesses that
we should add to national income substantially the amount of this
overcharge. (Dr. Colm makes a deduction from the seven billion-
odd dollars for subsidies.)

8 Cf, Part Two, Sec. IV.
10 Part Five, Sec. II, III and V.
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As I understand it, Dr. Colm looks upon the addition (i.e., the
taxes upon business in excess of the cost of government service to
business) as a distributive share derived from business, a share
which is on a par with interest and wage payments made by busi-
ness. Dr. Warburton would leave the estimate of income derived
from business substantially unamended and would add to gov-
ernment interest and payroll an income in kind representing free
services provided to individuals by the government out of the
profit on the government’s dealings with business enterprise. The
two resulting industry distributions differ, but total social in-
come is the same from either viewpoint.

Both Dr. Colm and Dr. Warburton recognize that the case for
making this addition to the social income total determined by
the net value product formula rests upon an assumption regard-
ing the incidence of taxation.** That assumption is that the taxes
levied upon businesses to support that part of the services to
ultimate consumers not supported by direct taxes on individuals
have the effect of decreasing the total of distributive shares rather
than the effect of increasing the charges by businesses for their
products. Presumably this means that a part only of the excess of
the value of government services to consumers over government
charges to individuals should be added to the net value product
estimate of social income, if only a part of the supporting taxes
and other charges represents a deduction from the total of dis-
tributive shares.

If it turns out that a detailed analysis of government accounts
leads unambiguously to the conclusion that, for any branch of
government, services to ultimate consumers are supported to a
given amount by taxes which have the effect of decreasing one or
more of the distributive shares by a like amount, then it seems to
me to follow that the proposal of Dr. Colm and Dr. Warburton to
add such an amount to the total social income determined by the
net value product formula should be accepted.

To my mind such a conclusion would require not only a de-
tailed study of existing data on government finances, but also an
attempt (a) to reconstruct government accounts upon a thorough-
going accrual basis, and (b) to apply cost accounting technique
on the basis of the accounts so revised.

11 Warburton, Part Two, Sec. IV, 4 and Colm, Part Five, Sec. 11, 3.
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In this connection I would urge again that interest on govern-
ment bonds as ah item of estimate in total social income be re-
placed by imputed property income on the value of government
wealth, Employment of such an imputed item for local govern-
ment might yield an increase which would serve, for purposes of
Dr. Warburton’s ultimate product approach, as a partial substi-
tute for the recognition of the income in kind proposed by Dr.
Colm and himself. (In some years recognition of an addition to
surplus might yield a further increase; in others recognition of a
deficit might yield an offsetting item.)

In January 1936 I wrote:

“May I offer some suggestions regarding possible lines of
inquiry which I believe would be profitable? Several of these
emphasize the need for studying wealth and income together,
setting up what amounts to a consistent scheme of social capital
and income accounts for each major industrial grouping in our
economic system.

(1) National resources employed by governments and the
incomes derived therefrom. This should be an experimental
study for sample years, which would attempt to work over avail-
able data into the form of a double entry system of accounts on
a rough accrual basis appropriate for use in national wealth and
income measurements. Such a study should throw light on a
number of problems—the handling of government interest,
relief payments, government budget deficits, etc., in national
income estimates; valuation bases for non-business wealth; the
part of government value-product saved and consumed, etc. It
should also provide suggestions for improving the basic data.”

I now wish to urge this proposal again.
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ACCOUNTING METHODOLOGY
IN THE MEASUREMENT OF
NATIONAL INCOME:®

CLARK WARBURTON

I Terminology and Inclusiveness of Items

1 RELATION OF TERMINOLOGY TO THE CHARACTER OF ITEMS
LISTED AND EVALUATED

A soLuTION of the vexatious problem of terminology in measure-
ment of national income may be found by applying the principle
that the terms used should be descriptive of the items listed and
evaluated rather than of the total value obtained.

Balance sheet terminology may be used as an illustration. Ac-
countants do not describe the listing and evaluation of the items
on the liability side of a balance sheet as a method of estimating
the value of the assets, or attach the title ‘total assets’ to the total
of the items on the liability side. Such a procedure would be more
confusing than the present practice of using separate terms which
are descriptive of the items listed, and of saying ‘total assets equal
total liabilities’ when the measurements have been made in such
a way as to produce equality of totals.

No less than five separate groups of items may be evaluated in

1 This paper, except for the first two sections, is an adaptation of several memo-
randa prepared in connection with the Brookings Institution's study of the
distribution of wealth and income in relation to economic progress. The first
two sections are an adaptation of comments made in connection with a meeting
of the Washington chapter of the American Statistical Association in June 1936.

For other discussions of concepts of national income sce M. A. Copeland, Part
One, and Gerhard Colm, Part Five.
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obtaining what is now commonly called ‘national income’. If in
evaluating these groups of items we use a procedure analogous to
that used in balance sheets, we have a set of terms such as those
listed in Table 1. The specific terms used in this table are unsat-
isfactory in some respects, and more appropriate terms can prob-
ably be found to substitute for some of them.

TABLE 1

METHODS AND TERMINOLOGY FOR MEASUREMENT OF

CHARACTER OF ITEMS
LISTED AND EVALUATED

Wages, salaries, divi-
dends, interest, etc,
paid by business enter-
prises, governments,
etc, to individuals

Selling value of each
industry’s output less
purchases from other
industries

Sales to ultimate con-
sumers and for capital
expansion by (a) in-
dustries, (b) types of
goods

Income received by va-
nous classes of indi-
viduals, or from vari-
ous sources, including
income received by
business and social or-
ganizations on behalf
of individuals

Expenditures for con-
sumption and savings
by families, individuals
and social groups

NATIONAL INCOME

PROPOSED DESIGNATION OF

ITEMS

Distributive
shares, or in-
come derived
from (a) indus-
tries, (b) regions,
(c) types of pay-
ment

Value added by
manufacturing,
mning, etc.

Final products
by (a) indus-

tries, (b) types
of goods

Income received
by (a) sources,
(b) classes of
reapients

Consumer pur-
chases and sav-

ings

TOTAL VALUE

METHOD

Totalincomedis- Summation of

tnbuted by, or
derived from,

business and so-
cial enterprises

Total value
added by pro-
duction

Total value of
final products 2

Total income re-
ceived

Total value of
consumer pur-
chases and sav-
ings

distnbutive
shares

Value added
summation

Summation of
value of final
products 2

Summation of
income received

Summation of
consumer pur-
chases and sav-

ings

2 The writer has at various times used the terms ‘end-products’ and ‘ultimate
products’ to designate the items here called ‘final products’. None of these terms
is entirely satisfactory, since physical and psychological satisfactions, rather than
the goods and services included in this concept, may be considered the ultimate
products of economic activity. Food, clothing, additions to capital facilities, etc.,
however, may be considered the final products of business enterprises.
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In making compilations of these five types it may be desirable
to select items in such a way that, except for errors due to inade-
quate information, the five totals are all equal. On the other
hand, the various purposes for which the compilations are de-
sired may be best served by selections of items in ways that do not
yield uniform totals. However, it should always be possible to
identify causes of differences among the totals, and thus to com-
pare them with one another and to use them as mutual checks on
the accuracy of the figures obtained.

2 USE OF TERMS ‘NATIONAL INCOME’ AND ‘NATIONAL PRODUCT'

The term ‘national income’ is not used in Table 1 to designate
any of the various totals, and it may be suggested that this term
be retained only as a general designation of a field of study with-
out specific attachment to any of the various types of aggregate.
However, attention may be called to the fact that the definitions
of national income made by various writers are such that this
term may more appropriately be applied to the total value of sales
to ultimate users by types of goods (adjusted for depreciation and
depletion) than to any of the other totals listed in the table,
though no investigation of national income in the United States
has ever been made by the process of listing and evaluating the
items constituting such ultimate sales. The term ‘national prod-
uct’ is more descriptive than ‘national income’ of the concept
described in most definitions of national income.

9§ INCLUSIVENESS OF ITEMS

It will never be possible to establish a definitive list of items of
which the total is to be regarded as the true value, or closest ap-
proximation to the true value, of national income for two reasons.
(a) At any given time certain items may or may not be desired,
depending on the purpose of the evaluation and the use to be
made of the data. (b) Evaluation of various items necessarily de-
pends in part upon the social and economic arrangements under
which goods and services are produced. As such arrangements
change, methods and totals formerly appropriate may become
inappropriate.?®

2 Further discussion of these points will be found in Sec. III; cf. also, Colm, Part
Fuve, Sec. 1, 2.
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It may be possible, nevertheless, to develop a group of modifiers
so that workers in the field of national income will have at hand
a uniform set of terms for each of the five types of total mentioned
above, each set consisting of a series of terms more or less inclusive
of the controversial items. For example, the sum of incomes re-
ceived by personal income recipients, designated above as ‘total
income received’, might be represented by several standard forms,
such as the following:

Total current cash individual income;

Total current individual income (current cash income plus
imputed value of food used by producers thereof, rental value
of owned houses, etc.);

Total realized individual income (current individual in-
come plus realized capital gains);

Total realized and accrued individual income (realized in-
come plus changes in market or book value of property owned);

Total realized individual and collective income (realized
individual income plus corporate surplus, and plus income
of governments and philanthropic institutions utilized for
the benefit of individuals);

Total realized and accrued individual and collective income
(realized individual and collective income plus changes in
market or book value of properties owned).

In developing such a set of standard terms for each of the five
types of total, careful attention should be given to those already
used, so as to cause as few conflicts as possible.

II Measurement of the Value of Final Products

1 FINAL PRODUCTS IN DEFINITIONS OF NATIONAL INCOME

The term ‘national income’ has in the past been so defined as
to suggest that the measurement of the total value of the econ-
omy’s final products has been pursued more intensively than actu-
ally has been the case.

In his book, The Wealtlh and Income of the People of the
Unated States, published in 1915, Willford 1. King made the fol-
lowing statement (p. 124):
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“From our farms and forests, out of our mines and rivers and
lakes, from our shops and factories, and from our theatres, our
schools, and our churches flows forth a constant stream of fin-
ished commodities and services ready for consumption by the
people. . . . In addition to this stream, whose annual flow
constitutes the national dividend, there is produced, each year,
a quantity of new capital goods, much greater than that used up
by the industrial processes. This additional capital represents
the savings of the nation. These savings, together with the na-
tional dividend, constitute the national income—the total
product of the efforts of the citizens.”

Simon Kuznets, in summarizing the national income study
made jointly by the National Bureau of Economic Research and
the Department of Commerce, gave a similar definition of na-
tional income produced:

“If all the commodities produced and all thé direct services
rendered during the year are added at their market value, and
from the resulting total we subtract the value of that part of
the nation’s stock of goods that was expended (both as raw
materials and as capital equipment) in producing this total,
then the remainder constitutes the net product of the economy
during the year. It is referred to as the national income pro-
duced, and may be defined briefly as that part of the economy’s
end product that results from the efforts of the individuals who
comprise a nation.” ¢

This definition of national income produced was repeated by
R. R. Nathan in presenting the estimates of the Department of
Commerce for 1934:

“The national income produced represents the aggregate
value of all commodities produced and services rendered, less
the value of raw materials depleted and capital equipment
worn out in the processes of production. More briefly it may be
defined as the net product of the national economy.” ¢

Maurice Leven, who prepared estimates of national income

¢ Bulletin 49, National Bureau of Economic Research (January 26, 1934).
& Survey of Current Business, November 1935.
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used by the Brookings Institution in America’s Capacity to Con-
sume, uses substantially the same definition:

“The national income may . . . be defined as the money
equivalent of the goods and services produced within a given
period of time.” ¢

Again, in a chapter in which Mr. Leven 1s co-author with H.
G. Moulton, it is stated:

“The national income may be defined as the net volume of
goods and services produced by a nation within a given period
—ayear.”’

From these definitions it might be supposed that the process
of measuring national income, or value of the net product of the
economy, would comprise the listing and evaluation of the vari-
ous commodities and services acquired by consumers, and of
additions to capital acquired by business concerns with allowance
for changes in inventories. In fact, however, none of the persons
whose definitions of national income I have quoted has used this
direct process. They have evaluated a different list of items.

-

2 USEFULNESS OF MEASURING THE VALUE OF FINAL PRODUCTS

Several important purposes would be served by an estimate of
the value of the national product, or amount of the national in-
come, built up by the process of listing and evaluating the vari-
ous items of consumption and of additions to capital facilities.
First, measurement of national income in terms of the items of
final products shows more clearly than any other method the
essential characteristics of business fluctuations. It reveals clearly
what segments of the economy have failed to produce their accus-
tomed quotas of commodities and services. Have we curtailed our
production of houses and furniture more or less than education
or recreation? Have we retrenched more on the making or clean-
ing of clothes?

Wedo know, in a general way, what types of industry have been
most depressed. More precise measurements, however, would lead
6 Maurice Leven, H. G. Moulton and Clark Warburton (Brookings Institution,

1934), p. 137.
7Ibid., p. 9.
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directly to the question: Have we ceased to produce these things
because we want no more than we have made, or because we have
produced them in excess relative to other final products? If the
former, to what other items should the nation’s productive efforts
be directed, and how can our productive energies be shifted to
them? If the latter, what can we do to restore production to the
pre-depression level?

Second, measurement of national income in terms of final prod-
ucts will show not only the essential characteristics of business
fluctuations but also the more gradual changes in the character of
the economy. As time goes by, what types of commodities and serv-
ices absorb larger or smaller proportions of the income of the pop-
ulation? Larger or smaller proportions of the nation’s productive
energies? Do we spend relatively more, or less, for tobacco, for
recreation, for religion, than we did a few years ago? Are expendi-
tures for these items increasing more, or less, rapidly than expend-
itures for dairy products, citrus fruits, or education?

Third, measures of the value of the various commodities and
services used by the population and of additions to productive
facilities are needed in connection with studies of productive ca-
pacity. A recent costly investigation in this field was distorted, and
its results made unreliable, because of failure to relate productive
capacity to consumption. Per se capacity to produce black pow-
der, steel or bituminous coal is of no particular importance—no
more important than capacity to blow soap bubbles or to place
pins in pin cushions. Measurements of capacity have substantial
significance only when capacity to produce is related to the end-
products that men want.

The fourth and most important reason for advocating direct
estimates of the value of the various types of final product is that
they emphasize the fundamental aspects of the economic system
and provide a coordinated view of the national economy. The
basic purpose of all economic activity is to provide commodities
and services for the use of human beings, and the chief public pur-
pose of government regulations of or interference with economic
life is to furnish the people more abundantly with the commodi-
ties and services they desire. This is especially true when produc-
tive facilities are being operated far below normal capacity.

This purpose needs emphasis. Had we kept it before us, we
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would have asked, what is the best method of providing the popu-
lation with food, shelter, education, recreation, mobility, rather
than asking, how can we save property values or how can we pro-
vide jobs for all the unemployed? Property values, money incomes
and jobs are means to an end. As a nation we have tried to make
them ends in themselves, and for this the economists and statisti-
cians must take a fair part of the responsibility. For decades
economists and statisticians have emphasized the gathering of
statistics on property values, money incomes and employment. We
need such statistics—more of them and better than we have—but
we should place the greater emphasis on the commodities and
services furnished the people of the nation. 3

9 TECHNICAL PROBLEMS

Brief mention may be made of a few of the technical problems
encountered in this type of measurement of national income, or
national product.

a) Itisapparent that estimates of retail values of most items are
difficult to make on account of the great variations in prices and
in price margins. However, from the 1929 census of distribution
and the 1933 and 1935 censuses of business, together with other
data made available in recent years, we can prepare estimates of
about the same order of accuracy as well-known estimates of na-
tional income by other methods. With respect to most items vari-
ous methods of estimation may be used to check one another. In
the case of total food costs for the nation in 1929, for example, five
methods of estimate have been used, largely independent of one
another.® Three of these methods yielded estimates between 1914
and 2014 billion dollars, and there are reasonable explanations
why the other two estimates come out respectively at about one
billion dollars above, and two billion dollars below these limits.

b) It is necessary to make arbitrary assumptions as to the pro-
portions of some items purchased by consumers and by business
enterprises. The most conspicuous case of this difficulty relates to
transportation. How much of the passenger revenue of railroads
and of other common carriers is derived from tickets purchased

8 Unpublished estimates prepared by the writer in connection with the Brookings
Institution’s study of the distribution of national income in relation to economic

progress.
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by individuals out of their personal incomes, and how much from
tickets purchased by business concerns and other organizations?
How large a proportion of new automobiles, and of the cost of
operating automobiles, is personal and how much is charged to
business costs?

¢) Peculiarly intricate problems are encountered in evaluating
the various services such as education, medical service, and relief,
provided by government agencies. These problems relate both to
the difficulty of separating government services to persons from
government services to business concerns, and to problems of
accounting in relation to taxation.

d) Illegal goods and services cannot be ignored, and such items
are especially difficult to evaluate.

¢) We must distinguish between the gross and net value of ad-
ditions to capital facilities, and segregate capital funds derived
from capital gains and depreciation allowances from those de-
rived from savings out of current income.

IIT Influence of Accounting Methods and Social
Arrangements upon the Measurement of the Income
and Expenditures of a Community

Both accounting methods and the economic and social arrange-
ments under which goods and services are produced affect meas-
urements of the money value of the total income of the people in
a given community.

To illustrate the effect of accounting methods, let us consider
first two cases from accounting practice with respect to statements
of assets and liabilities.

(1) A manufacturer’s statement of assets and liabilities may
be made up in either of the following forms:

ASSETS LIABILITIES
. Method 4
Plant and equipment (cost Capital stock and surplus $500,000
or book value) $500,000 Bonds and current liabili-
Current assets 300,000 ties 200,000
Reserve for depreciation 100,000

Total $800,000 $800,000
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ASSETS LIABILITIES
Method B

Plant and equip- Capital stock and surplus $500,000
ment (cost or book Bonds and current
value) $500,000 habilities 200,000
Less depreciation 100,000 $400,000
Current assets 300,000

Total $700,000 $700,000

(2) The statement of a Federal Reserve member bank which
has sold United States government bonds to a Federal Reserve
bank under a re-purchase agreement may be prepared in either of
the forms below.

ASSETS LIABILITIES
Method A
Loans and discounts $500,000 Deposits $700,000
United States securities (in Capital stock and surplus 350,000
own vault) 300,000 Other habilities 50,000
Other assets 300,000
Total $1,100,000 $1,100,000
Method B
Loans and discounts $500,000 Deposits $700,000
United States securities (in Capital stock and surplus 350,000
own vault) 300,000 Due Federal Reserve Bank 100,000
United States securities (at Other habilities 50,000
Federal Reserve Bank) 100,000
Other assets 300,000
Total $1,200,000 $1,200,000

In these cases the method of accounting (that is, the method of
evaluating assets and liabilities) makes a difference in the figures
obtained as the value of total assets, and of total liabilities. It can-
not be said that either method is wrong or inaccurate. For a par-
ticular purpose, however, one method may be more appropriate
than the other. It may also be noted that in either of these cases a
third figure for the value of total assets or total liabilities would
probably be obtained by an appraisal of the assets, and still an-
other by the price that could be obtained if the assets were sold.

Let us now proceed to a few illustrations of statements of
income and expenditures, taking the case of a consumers’ coopera-
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tive society operated on English lines. Many consumers’ cooper-
atives in England supply to their members various free services,
such as the use of libraries, education, recreation. Let us assume,
for the sake of clarity in the illustration, that there are no taxes to
be paid, and that the cooperative pays a separately operated com-
pany (or companies) for the various services (education, recre-
ation, etc.) that it furnishes free to its members. Under these
circumstances a statement of the receipts and disbursements of the
cooperative might be made up as follows:

RECEIPTS DISBURSEMENTS
$10,400,000 Paid to business concerns
(designated as Group X)
for supplies purchased $6,000,000
Paid to business concerns
(designated as Group Y)
for services furnished free
(V4 to employees, 24 to

Sale of goods

members) 900,000
Wages and salaries paid
to own employees 2,000,000
Interest on stock (paid to
members) 500,000

Dividends (balance of
earnings) paid to mem-
bers (stockholders) 1,000,000

Total $10,400,000

The income paid out by (drawn from) the cooperative may be
stated in more than one way. Whatever method is used with re-
spect to income, there is a corresponding method that is appro-
priate with respect to expenditures.

INCOME PAID OUT BY THR EXPENDITURES MADE FROM

COOPERATIVE THIS INCOME
Method A
Cash wages and salaries to Food, etc., paid for in cash,
employees $2,000,000 purchased by
Cash payments (interest employees $2,000,000

and dividends) to members
or stockholders

stockholders 1,500,000
1,500,000 Education, recreation, etc.,

Total

at cost to recipients

$3,500,000
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INCOME PAID OUT BY THE EXPENDITURES MADE FROM
COOPERATIVE THIS INCOME
Method B
Cash wages and salares $2,000,000 Food, etc., paid for in cash,
Cash interest and dividends 1,500,000 purchased by

Income disbursed in kind to employees $2.000,000
employees 300,000 stockholders 1,500,000
stockholders (members) 600,000 Value of [ree services utilized by

employees 300,000
members 600,000
Total $4,400,000 $4,400,000

Method A may be defended by saying that the education, rec-
reation and other services furnished free to members and em-
ployees of the cooperative are a ‘free deal’ thrown in with the
purchase of food and other commodities sold by the cooperative.
Of course, the customers pay for this ‘free deal’ while the em-
ployees and members (constituting only a part of the customers)
receive it. Method B, on the other hand, may be defended by
saying that the income received in kind by the employees and
stockholders (members) is just as truly a part of their income as
their cash wages and dividends. In fact, the employees and stock-
holders (members) may have requested payment of a part of their
income in this form instead of in cash.

Let us now assume that the employees and members of the co-
operative, together with the employees and stockholders of the
concerns designated as Group X and Group Y, constitute the en-
tire community. Further, to simplify the situation, we assume
that: (a) there are no savings or investments during the year; (b)
the receipts of Group X and Group Y business concerns are dis-
bursed wholly in salaries, wages and dividends; (c) the recipients
of these salaries, wages and dividends spend them for goods pur-
chased at the cooperative. Then we have the following statements
of the aggregate income and expenditures of all the members of
the community.
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INCOME OF COMMUNITY EXPENDITURES OF COMMUNITY

Method A
Cash income Food, etc, purchased from
Employees of cooperative $2,000,000 the cooperative $10,400,000
Stockholders of coopera- Education, recreation, etc.,
tive 1,500,000 at cost to recipients 0
Employees and stock-
holders of Group X con-
cerns 6,000,000

Employees and stock-
holders of Group Y con-

cerns 900,000
Total $10,400,000 $10,400,000
Method B
Cash income Food, etc., purchased from
Employces of cooperative $2,000,000 the cooperative $10,400,000
Stockholders of coopera- Value of free services uti-
tive 1,500,000 lized by employees and
Employees and stock- stockholders of cooperative 900,000
holders of Group X con-
cerns 6,000,000

Employees and stock-

holders ot Group Y con-

cerns 900,000
Income received in kind

Employees of coopera-

tive 300,000
Stockholders of cooper-
ative 600,000
Total $11,300,000 $11,300,000

We may now consider several variations in this situation.

(1) The cooperative eliminates the free services to employees
and stockholders, using the money thus released to increase their
wages, salaries and dividends. The employees and stockholders
use the additional cash income to purchase the education, recrea-
tion and other services they formerly received free. Then the com-
munity income and expenditures are as follows:
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INCOME EXPENDITURES
Employees of cooperative  $2,300,000 Food, etc, purchased from
Stockholders of cooperative 2,100,000 the cooperative $10,400,000
Employees and stockhold- Education, recreation, etc.,
ers of Group X concerns 6,000,000 purchased from Group Y
Employees and stockhold- concerns 900,000
ers of Group Y concerns 900,000
Total $11,300,000 $11,300,000

(2) The cooperative eliminates the free services and reduces
the prices of the goods it sells. This enables the members of the
community (including the employees and stockholders of Group
X and Group Y concerns) to purchase the education, recreation
and other services supplied by the Group Y concerns. The com-
munity income and expenditures are now as follows:

INCOME N EXPENDITURES

Employees of cooperative  $2,000,000 Food, etc., purchased from
Stockholders of cooperative 1,500,000 the cooperative $9.500,000
Employees and stockhold- Education, recreation, etc.,
ers of Group X concerns 6,000,000 purchased from Group Y
Employees and stockhold- concerns 900,000
ers of Group Y concerns 900,000

Total $10,400,000 $10,400,000

(8) Group Y business concerns are absorbed by the coopera-
tive, so that their employees and stockholders become employees
and stockholders of the cooperative. Dividends formerly paid
stockholders of the Group Y concerns are abolished and the
money used to increase the wages of their former employees.
Again we have the two methods of stating the total income and
expenditures of the community.

INCOME EXPENDITURES
Method A
Employees of cooperative, Food, etc, purchased from
in cash $2,900,000 the cooperative $10,400,000
Stockholders of coopera- Educauon, recreation, etc.,
tive, 1n cash 1,500,000 at cost to recipients 0

Employees and stockhold-
ers of Group X business
concerns 6,000,000

Total $10,400,000 $10,400,000



ACCOUNTIN‘G METHODOLOGY 81

INCOME EXPENDITURES
Method B
Employees of cooperative, Food, etc., purchased from
in cash $2,900,000 the cooperatives $10,400,000
Stockholders of coopera- Value of free services used
tive, in cash 1,500,000 by employees and stock-
Employees and stockhold- holders of cooperative 900,000

ers of Group X concerns 6,000,000
Employees and stockhold-
ers of cooperative, in kind 900,000

Total $11,300,000 $11,300,000

(4) Group Y business concerns are abolished, but instead of be-
ing absorbed by the cooperative, control over the schools, etc., is
taken over by a committee of the community elected by popular
vote. At first the cost is still met by the cooperative, but it is de-
cided to open the schools, recreation facilities, etc. to employees
and stockholders of Group X concerns as well as to those of the
cooperative, and to transfer half the cost to the Group X concerns.
Group X concerns add this sum to the prices charged the cooper-
ative for supplies. Again there are the two methods of stating the
total income and expenditures of the community.

INCOME EXPENDITURES
Method A
Employees of cooperative, Food, etc., purchased from
in cash $2,000,000 the cooperative $10,400,000
Stockholders of coopera- Education, recreation, etc,
tive, in cash 1,500,000 at cost to recipients 0

Employees and stockhold-
ers of Group X concerns,
in cash 6,000,000
Employees of government 900,000

Total $10,400,000 $10,400,000
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INCOME EXPENDITURES
Method B

Employees of cooperative, Food, etc, purchased from
in cash $2,000,000 the cooperative $10,400,000
Stockholders of coopera- Educauion, recreation, etc.,
tive, in cash 1,500,000 (evaluated at cost to the
Employees and stockhold- community in taxes) 900,000
ers of Group X concerns,
m cash 6,000,000
Employees of government 900,000

Income disbursed n kind,
through the medium of
taxes paid by

the cooperative 450,000
Group X concerns 450,000
Total $11,300,000 $11,300,000

The foregoing cases represent five different types of social ar-
rangement to provide education, recreation, etc. The total pro-
duction and income of the community, in terms of goods and
services, is the same in all; although there are some differences
in the distribution of these goods and services among the various
members of the community. In one case the appropriate method
of measuring in dollars aggregate income and aggregate ex-
penditures of the members of the community gives a figure of
$11,300,000. In another the appropriate method gives a figure of
$10,400,000. In the remaining three, however, the total may be
stated to be either $10,400,000 or $11,300,000, according to the
method of accounting.

If it is desired to choose one or another of these figures, this
must be done on the basis of which method seems the more con-
venient for the purpose for which the statement of income and
expenditures is desired. Choice cannot be made on the ground
that the larger figure involves ‘duplication’ or ‘double counting’.
It may with equal logic and accuracy be claimed that the smaller
figure omits important types of income received in kind.
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1V Treatment of Government Revenues and Services
in the Measurement of National Income®

Governments are social organizations performing various types
of function. They are business service organizations, providing
aid to business operations; personal service organizations, col-
lecting fees to meet, in whole or in part, specific services rendered
individuals; and collective agents of the population to which the
public turns over a portion of its income to provide free educa-
tion and other services.

The services rendered by governments to individuals, whether
free or for fees, are a part of the final product of economic activity.
As such, they should appear among the items of consumption.
Moreover, though provided free of charge to the public, they are
not costless; and if we wish to compare what the nation spends
for education with what it spends for communication or trans-
portation or tobacco, it is necessary to take into account the
amounts spent by public authorities. It appears reasonable, there-
fore, in listing the various types of final products and their values,
to assign to the free services of governments a value based on the
cost of rendering them. Government expenditures for buildings,
land and waterway improvements, and other capital goods must
also be included and evaluated in any list of final products. They
are as much a part of the national product as are additions to the
plant and equipment of business concerns.

However, the assignment of values to free government services,
and the inclusion of government services and capital improve-
ments among final products, lead to a number of difficult prob-
lems in national income estimating. These difficulties arise
primarily in the separation of the cost of services rendered to indi-
viduals from the cost of services rendered to business enterprises,
and in the treatment of government revenues utilized in meeting
the cost of capital improvements and of services to individuals.

1 VALUE OF FINAL PRODUCTS PROVIDED BY GOVERNMENTS

Both the character of government accounting and the nature of
government services make impossible an accurate separation of

® For a more extensive discussion of this toPic see Colm, Part Five,
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the cost of services rendered to individuals from the cost of serv-
ices rendered to business enterprises. Some services, such as edu-
cation and recreation, can be assigned completely to the former
group, and some, such as economic development, to the latter.
Others, however, notably general administration and the pro-
tection of persons and property, can be allocated only arbitrarily.

Such an allocation of government expenditures between serv-
ices to business and to persons has been made in connection with
an estimate of the value of the various constituents of the na-
tional product in 1929 and selected prior years.!® In this estimate
the total amount spent by governments for education, health
and recreation, and a part of their expenditures for sanitation,
protection and general administration were included among the
items constituting the national product. Other government ex-
penditures upon behalf of consumers, such as food and shelter
furnished to special groups in the population—aged, poor, blind,
delinquent, criminal, and the personnel of the army and navy—
and government expenditures for buildings and other capital
equipment were also included in the national product.

Government expenditures for services to persons in 1929, ac-
cording to this estimate, amounted to more than five billion dol-
lars, and for buildings and other capital goods, to more than two
billion. Governments spent approximately 7 per cent as much
for consumers’ goods as did individuals, and 20 per cent as much
for buildings and other capital goods as did business concerns
(excluding housing companies). These percentages were much
larger during the last five years than in 1929.

2 COLLECTIVE INCOME OF GOVERNMENTS

If government expenditures for consumers’ goods and for capital
goods are included in a summation of the value of final products,
then the government revenues absorbed by them must somehow
be included in a summation of incomes received. One method of
doing this, and from some points of view the most satisfactory, is
to treat certain government revenues as collective income and to
add their amount to the sum of individual incomes.

‘Collective income’ may be defined as income received by of-

10 See Clark Warburton, ‘Value of the Gross National Product and Its Compo-
nents, 1919-1929", Journal of the American Statistical Association, December 1934.
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ficers of social and business organizations on behalf of groups of
individuals and spent on their behalf. Three chief forms of col-
lective income exist in the United States: (a) part of the revenue
of governments; (b) interest and dividends received by educa-
tional and other philanthropic institutions providing services to
consumers free of cost or at less than cost; (c) corporate surplus.
Of these, the collective income of governments is the most im-
portant.

Not all government revenue is collective income as that term
is here used. In fact, government revenue may be divided, log-
ically, into four parts, of which only one part is collective income.

One part of the revenue of governments consists of specific fees
and charges made to individuals and business concerns for par-
ticular services rendered to those individuals or business con-
cerns. Payments for postal service, for water or other utilities
furnished by municipalities or local governments, for licenses,
and fees for recording deeds and other records are of this sort.
These fees and charges are essentially similar to payments made
to public utility corporations or other business concerns for the
services purchased from these concerns. As agencies providing
particular types of services, governments constitute one class of
producing concerns, like farms, mines, factories or hospitals.

A second part of government revenue consists of taxes levied
upon business to meet the cost of protecting property and of fur-
nishing other services to business enterprises. These taxes may
not be, and commonly are not, levied upon the various business
concerns in direct proportion to the amount of service rendered
to each. They are, however, essentially fees paid for services ren-
dered. They have the same essential characteristics as the advertis-
ing expenses of one corporation paid to another corporation.

The third part of government revenue consists of levies upon
individuals to meet the costs of services rendered to persons.
Here also governments are acting as producing concerns or, one
might say, as purchasing agents for consumers. Such taxes have
the same essential characteristics as postal charges, water rates
and fees for marriage licenses. In essence they are fees charged for
services rendered, even though the charge may be based, as sur-
geons’ fees are sometimes based, on the income of the individual
rather than on the service rendered to each person.
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.

In all three of these types of government revenue there is
nothing that partakes of the character of collective income. Col-
lective income arises only when levies made upon business enter-
prises, or profits obtained from government owned industries, are
utilized to furnish education or other free services to the public,
or to consumers, or for capital outlays. This is a part of the income
of the nation, just as though the amounts had been drawn by
individuals from business concerns and spent for education and
other services, or invested. In a sense, such revenue might be
regarded as a profit the government makes in furnishing protec-
tion and other services to business and disperses to the ‘owners’
of the government in kind rather than in money. This ‘profit’ of
government, or sum levied upon business in excess of the cost
of services rendered business, is what we have here termed col-
lective income.

The collective income of governments, thus understood, may
consist either of direct business taxes, such as property taxes or
corporation income taxes, or of taxes usually known as indirect
consumption taxes. True, taxes that are obviously consumption
taxes (such as the tax upon tobacco or gasoline) but for conven-
ience are collected from business enterprises may be considered
to belong to the third sort of government revenue mentioned
above, that is, revenue collected from individuals. On the other
hand, these taxes are not, from the point of view of the purchaser
of the products taxed, payments for services rendered by the gov-
ernment. While consumers may know that the tobacco or gasoline
tax is used to furnish government services, what he buys when
he pays the tax is, so far as his own choice is concerned, merely to-
bacco or gasoline. Family and individual choices as to their pur-
chases are influenced by the total cost of various articles available,
but only slightly, if at all, by the part of the total cost that is
collected by the government.

It is impossible to ascertain just how much of the revenue of
the various governments in the United States belongs in the
category of collective income as here defined. Two methods of
estimate may be used. In one the cost of services rendered busi-
ness enterprises is deducted from the total net earnings of
government enterprises and revenues collected from business en-
ter_prises, the difference being considered ‘proﬁt’ or collective in-
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come. In the other method the amount of taxes collected directly
from individuals is deducted from the total cost of capital im-
provements and of services rendered individuals. Estimates made
by both methods indicate that the collective income of govern-
ments in the United States in 1929 was at least five billion dollars,
which is 6 per cent of the income received directly by individuals
(excluding capital gains). This percentage has been greatly in-
creased in recent years, so that collective income is now a sub-
stantial part of total national income.

$ EFFECT OF METHODS OF HANDLING GOVERNMENT REVENUES
AND SERVICES UPON ESTIMATES OF TOTAL NATIONAL INCOME

It is recognized that the method of handling government services
and revenues suggested in the foregoing paragraphs differs from
the practice of economists and statisticians in measurement of
national income.!* If the capital outlays of governments and
their free services to persons are evaluated and added to the value
of goods and services purchased by individuals when measuring
national income by the method of summation of value of final
products; and if the collective income of governments is added
to the income of individuals when measuring national income by
the method of summation of individual incomes, a figure for total
national income will be obtained that is several billion dollars
larger than the figures published by the National Bureau of Eco-
nomic Research or the Department of Commerce.

The traditional method of treating government services and
revenues in measurement of national income is usually defended
on the ground that the value of free government services, as a
result of the process of taxation, is included in the value of goods
purchased by individuals. The free services of governments, and
the items taxed to provide them, may be treated as a joint market
—the government services being a ‘free deal’ thrown in with the
purchase of gasoline, tobacco and other items subject to indirect
taxation. From this point of view it may be said that the method
of treatment of such services discussed above involves duplica-

11 Simon Kuznets has recognized the vahdity of the method with respect to relief
expenditures of governments (National Income, 1929-1932, 73d Cong., 2d Sess., Sen-
ate Doc. 124, p. 12). There is no difference in principle between government cash
payments to individuals for the purchase of food and lodging, and government
provision of food, lodging, education or other services.
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tion of the value of free government services and ‘inflates’ na-
tional income.

Choosing between the two methods is not a matter of deciding
which is ‘right’ and which ‘wrong’, but rather of deciding which
of two alternative methods of accounting is the more appropriate
in view of the uses that are to be made of the estimates.

If the purpose of the estimates is to determine the value of the
various types of final products and the proportions of national
income devoted to each—and this is one of the major purposes
of estimating national income by the method of summation of
the value of final products—the traditional method is inadequate.
It may possibly be followed for commodities subject to specific
taxes, such as gasoline and tobacco, by considering their true
market value to be the actual sales receipts minus the tax. It be-
comes impossible to use, however, when the cost of education,
or other free service, is met by a general property or general busi-
ness tax. To say that the true market price of each of the various
commodities sold is the actual market price minus an unascertain-
able amount of taxation is meaningless. In fact, abolition of the
tax might not affect the market price of some commodities. To
say, under these circumstances, that the market prices of com-
modities produced by business enterprises paying taxes include
the market value of free government services is merely an inaccu-
rate way of saying that the market prices under the existing social
arrangements differ from what those market prices would become
under other social arrangements.

If, on the other hand, the purpose of preparing national in-
come estimates is to obtain a series of figures over a period of
years that may be reduced to a common price level and used as
indicators of annual changes in the ‘real income’ of the people,
serious objections may be raised to both methods—particularly
in periods when the amount of indirect taxation and of govern-
mentally furnished services fluctnate from year to year or are
gradually increasing or decreasing over long periods. When in-
direct taxes used for furnishing free services to persons and for
capital outlays are levied in such a way as to increase the market
prices of goods sold, then the traditional method of treatment
will reflect the transfer of the use of this income from goods
chosen directly by individuals to those furnished by governments,
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while the alternative method of treatment discussed above will
show an increase in value of the items taxed as well as the value
(cost) of the free services. The latter method ‘inflates’ national
income in the same way as certain other changes in the manner
of obtaining goods and services, such as the growing custom of
eating meals in restaurants rather than at home. When, however,
indirect taxes used for furnishing free services to persons, and
for capital outlays, are levied in such a way as to decrease the
income drawn by property owners or by employees of business
enterprises, the traditional method of measuring national income
will show a decline that is not a reality. Under this circumstance,
the alternative method discussed above reflects the true situation;
namely, that income formerly received by individuals has been
transferred to the government as an agent for the general popula-
tion.

4 INCIDENCE OF TAXATION AS A CRITERION OF METHODOLOGY
IN NATIONAL INCOME ESTIMATES

The foregoing discussion suggests that incidence of taxation may
be used as a criterion of methodology in the treatment of govern-
ment revenues and services when estimating national income, If
the cost of free government services is met from a tax levy of such
a sort that prices of certain products are thereby raised, and no
change is made in the money incomes received by people pro-
ducing and selling those products, then it is more appropriate
not to add the cost or value of the free service to the value of other
products. If, on the other hand, the cost of this free service is met
by a tax levy of such a sort that the money incomes of persons
engaged as workers or owners in the production and sale of cer-
tain products are reduced below what they otherwise would be,
and there is no change in the prices of the products they are sell-
ing, then it is more appropriate to add the cost of the free service
to the value of other products. On the income side of the com-
putation, this is done by adding the amount of the taxes collected
to the wages of workers, dividends of stockholders, etc., in cal-
culating the income drawn from industry.

When this principle, which is fairly clear in theory, is applied,
difficulties ensue because of the complexities of the incidence of
taxation. Certain types of taxes offer little difficulty. Taxes col-
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lected from individuals appear in personal and family income
accounts. In itemizing final products these taxes are merely re-
placed by the services for which they are used. Taxes paid by
business enterprises for specific services rendered do not enter
into the picture. Taxes constituting income drawn directly from
industry by government (specifically, the corporation income
tax) should be added to the sum of individuals' incomes, in esti-
mating national income.?? The services rendered to individuals
from the proceeds of these taxes then appear in the appropriate
category among final products.

General property taxes presumably affect to some extent the
prices paid by purchasers of the products sold by the enterprises
taxed. Yet there is no direct relationship between the taxation
and the prices. The taxes are merged with numerous other costs
of doing business, and have only an indirect and variable effect
upon the prices paid by consumers. It may be said, of course, that
even if this is the case, the cost of the services rendered free by
governments to individuals and paid for out of the receipts from
general property taxes has been included in the prices purchasers
pay for the commodities sold by the enterprise paying the tax.
This is not, however, wholly true, and the extent to which it is
true is unknown. It is not known, for example, how much of the
general property tax paid by railroads is included in the price
paid by consumers of railroad service. A considerable part of the
tax constitutes a reduction in the income of stockholders. This
certainly is true as long as the railroads are not earning what is
considered a fair return, and the elimination of taxes, or of any
other expense, is not considered sufficient reason, until a ‘fair’
return is reached, for rate reduction.

This same consideration also applies, though in less degree, to
consumption taxes, such as the tobacco tax, that are not specifi-
cally passed on to the consumer; and in fact, even to those, like
the gasoline tax, where the tax and the price of gasoline are
quoted separately. Of all taxes collected from business enterprises
12 Corporation income taxes, which are definitely income diverted from stock-
holders to the government, and in the author’s opinion should be included in na-
tional income under any circumstances, are not so included in the estimates of
the National Bureau of Economic Research and of the Department of Commerce.

I have never been able to learn on what grounds they are omitted. (Ed: see Dr.
Kuznets’ comments on the paper by Dr. Colm, Part Five, Discussion II, 4.)
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and used to meet the cost of free services to consumers, only a part
can be considered, theoretically, as duplicated in the prices paid
for the items sold by business enterprises. The remainder is a
collection by the government of part of the income that would
otherwise go to investors, proprietors or employees.

In theory, the appropriate evaluation of national income, for
the purpose of annual comparisons, lies somewhere between (a)
the value obtained by omitting the cost of free services met by
taxes other than direct income and poll taxes, and (b) the value
obtained by including the cost of these services (that is, the
amount of revenue other than direct taxes used in this way). Prac-
tically, however, it is not possible to apply this principle of
incidence of taxation in detail, since the two types of taxation can-
not be separated. Almost any tax falls to some extent on owners
or other income-receivers and to some extent on consumers,
though some fall predominantly on one group and some predom-
inantly on the other. Practically, therefore, it seems necessary to
use either (a) or (b), recognizing that the former will give a
figure that is smaller than the ‘true’ figure, and the latter one that
is larger than the ‘true’ or most appropriate figure.

It is possible, however, to make a crude judgment as to which
of the two figures is more nearly correct, without going into the
precise incidence of each kind of tax. The revenues of the govern-
ments (Federal, state and local) involved in the discussion ap-
proximated in 1929 the amounts indicated below (in billions of
dollars).

Rents, fees and earnings of property 1.0
Federal corporate income tax 12
Licenses (largely business) 15
Special property taxes 1.0
General property taxes 60
Customs, tobacco and other consumption taxes 15

Total 12 2

The first of these items consists mainly of income from owner-
ship, the same sort of income as that received by individuals in
the form of rents, dividends, etc. The second, Federal corporate
income tax, clearly falls on owners (stockholders) rather than on
customers. The third, licenses, probably also falls chiefly on
owners rather than on customers. These three items, totaling
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about 3 billion dollars, or one-fourth of the total, may safely be
assumed to fall chiefly on owners in the form of reduced money
incomes. The last item (customs, tobacco, etc.) is the only one
that falls almost wholly on customers, and this amounts only to
1.5 billion, or about one-eighth of the total. The remaining two
items (special and general property taxes) constitute about five-
eighths of the total. The incidence of these taxes is a matter of
considerable debate, but there are excellent grounds for believing
that a large percentage falls on owners in the form of reduced
incomes from the ownership of property rather than on customers
in the form of higher prices for the products with which the
property is associated.

About half of the twelve billion under consideration is used
to furnish services to business enterprises, according to the alloca-
tion of government expenditures, more or less arbitrary, made by
the author. This amount is a proper item of business expense,
entering into the cost of the products sold by business enterprises,
like materials and services purchased from other business enter-
prises, and should be assumed to be paid out of the taxes collected
from business enterprises.

But even after making allowance for services to business enter-
prises, it appears that at least half of the revenues used by govern-
ments in the United States in 1929 was raised by methods that
had the effect of reducing the money value of incomes drawn by
individuals from business rather than of raising the prices of
commodities purchased by consumers. Since 1929 this proportion
has increased. If the criterion of incidence of taxation is used to
decide which of the two methods gives a figure more closely ap-
proaching the ‘true’ value of national income, it may be con-
cluded that the procedure of including the ‘collective income of
governments’ yields a figure at least as close as and perhaps closer
than that given by the traditional method.
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V Available Inicome and Its Relation to National Income

National income estimates are used not only to compare from
year to year the value of the economy’s net product but also to
note changes in the flow of funds available for acquiring the final
products as they emerge from business concerns. For the latter
purpose, however, traditional concepts of national income are
inadequate, since funds derived from other sources than the items
usually included in computations of national income are regu-
larly used in purchasing final products.

The term ‘available income’ is used here to designate the total
sum actually received by or made available to individuals, and
to governments and other organizations on behalf of individuals,
during a given period, for the purpose of acquiring final products.
Thus defined, available income includes some funds that are not
considered income in modern accounting. It seems appropriate,
however, to apply this term to a concept covering the flow of
funds that ‘come in’ for disposition in the purchase of goods for
consumptive or capital purposes.

Available income should not be confused with the current in-
come of individuals, with national income defined as the value
of the net product of the economy, or with purchasing power. The
first two concepts are less inclusive than available income; the
third is an immeasurable potential, while available income is a
measurable flow.*?

While the major part of available income consists of the cur-
rent income of individuals, available income derived from other
sources is of sufficient importance to make the total substantially
larger than the total current income of individuals.**

13 Purchasing power, or ability to purchase, is as much a matter of wealth as of
income or of cash receipts. However, the term ‘purchasing power’ is often used
to designate the concept here called ‘available income”.

14 ‘Current income of individuals' is used here to include the payments of busi
ness enterprises, governments, other social organizations, to individuals for the
services of persons or property, together with the value of goods utilized by the
producers thereof and the net rental value of houses occupied by their owners.

It may be said, with accurate logic, that the money value of the use of durable
consumers’ goods, such as automobiles, clothing, household furniture and works

of art, should be included in current income along with the rental value of
owned homes. Also, it may be argued that it is as logical to include the money
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Apart from the current income received by individuals, some
income is drawn from business concerns by officers of social and
business organizations on behalf of groups of individuals and
spent on their behalf. Such institutional or collective income is
as real a part of available income as that drawn directly by indi-
viduals. The three chief forms of institutional or collective income
are: (a) a part of government revenue; (b) income from invest-
ments of educational and other philanthropic institutions; (c)
corporate surplus,

A third type of available income consists of capital gains, or
profits from the sale of securities or other property. Realized capi-
tal gains may be merged by the recipients with their current in-
comes and are, in fact, reported on income tax returns along with
current income. Capital gains realized by corporations are com-
monly added to other earnings and retained as surplus or
distributed as dividends.

A fourth type of available income consists of business allow-
ances, or charges to current operating expenses for services
rendered free to employees, for gifts and entertainment of pros-
pective customers, officers, etc. The chief items of this sort consist
of free medical service to employees, allowances for meals of sales-
men and other persons traveling for business and social organiza-
tions, and the provision of tobacco, alcoholic beverages and other
iterns to prospective customers and other persons with whom busi-
ness is transacted.*®

A fifth type of available income consists of depreciation and
depletion allowances of business concerns. Such allowances may
be set aside for use, along with those obtained from the sale of
new securities and other sources, in purchasing new buildings,

equivalent of housewives’ services, and of numerous personal services, such as the
care of clothing, which individuals perform for themselves, as the dairy products,
potatoes and other food obtained by farm famlies from their own farms. In the
absence, however, of market appraisals or of some fairly satisfactory substitute for
market apprasals of these items, they may be excluded on pragmatic grounds.
15 Expenses of salesmen other than for food—such as allowances for hotels, auto-
mobile operation, railroad, steamship and airplane fares—are not included in
these business allowances, because these items should be elimimated, so far as
possible, from estimates of the value of final products. This hine of demarcation
is not entirely satisfactory but the items here included as business allowances ap-
proach more closely the character of final products, and less that of intermediate
products, than do allowances for transportation and rooms.
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machinery or other equipment, or they may be paid to stockhold-
ers or other owners as liquidating dividends. Along with the
current income of individuals, institutional income, capital
gains, and business allowances, they constitute funds available for
the purchase of consumers’ goods or new capital facilities.

Such depreciation and depletion allowances must be taken
into consideration not only for corporations, but also for other
business concerns and for home-owners, whether or not home-
owners’ depreciation accounts are actually set up, since the funds
that would go into such accounts, if set up, are available for the
purchase of final products.!®

Assixth type of available income, somewhat similar in character
to depreciation and depletion allowances, consists of payments to
beneficiaries of life, health and accident insurance policies. Such
payments are clearly available income and in fact, when paid in
instalments, may be merged with the current income of individ-
uals and spent as though they were current income.

As final elements in available income, we must take into ac-
count the sale of assets and the extension of credit. The ability
of an individual, family, corporation, government or other social

16 In order to sce how the depreciation on a house occupied by the owner can be
spent for consumption, or invested, we may consider two families, one renting
the house in which it dwells, the other owning its house. The famuly that rents
has a cash income of $6,000 a year and pays §75 a month, or $300 a year, for
house rent. Of this arnount received by the landlord, we may assume $200 reim-
burses him for taxes, insurance and maintenance; $200 is his allowance for de-
preciation, and the remaining $500 constitutes the income he derives from his
investment. The $200 for depreciation is available to him as an individual pro-
prietor for a new investment to offset the decline in the value of his house.

The second family owns a house of the same value as that leased by the first
family, and has a cash income of $5,500. The income of this family, when the in-
come derived from home ownership §s included, is equal to that of the first fanuly.
Each family spends $900 a year for house rent, the first in the form of cash, the
second in the form of rental value. If, now, we compute the cash available for
other purposes we find a difference between the two families. The family that
rents its house has $5,100 to spend after paying rent. The family that owns its house
has to pay out $200 for taxes, insurance and maintenance. When this is deducted
from the $5,500, $5,300 remains to be spent. The $200 difference represents the
depreciation on the house, a cash realization from the depletion in its value. If the
family spends this $200 for other consumer goods, it may be s2id to be “living on
its capital”. If the $200 is invested, the capital assets of the family remain intact—
but there is no saving out of income. The $200 has not been included in estimating
the current income of the family. Yet it may be used either for consumptive or
capital purposes, and is thus a part of available income.
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or business concern to purchase final products may be far in
excess of current income, or of current income augmented by
capital gains, depreciation and depletion allowances, or insurance
benefits. The chief reason for this excess of purchasing power over
the flow of income, capital gains, depreciation and depletion al-
lowances, and insurance benefits lies in the possession of wealth
and of prospective future income. Persons and concerns with
valuable assets or with prospective future incomes may utilize
these assets or future incomes in making purchases of final prod-
ucts in either of two ways: by the sale of assets or by using credit.

It is impossible to estimate the total purchasing power of the
nation at any time, when these types of potential purchasing
power are considered. It would be necessary to include not only
what individuals, business concerns and governments actually
borrow or realize from the sale of assets, but also all that they
could have borrowed or realized. Every actual and potential line
of credit, the value of all existing wealth, and the maximum
amount of credit expansion possible under the banking system
and other credit mechanisms would all have to be considered.
It is not, however, this potential purchasing power but that
actually utilized which concerns us when we are considering
available income. )

The first of the two methods of utilizing purchasing power in-
herent in existing assets or prospective incomes—the sale of
assets—may be of great importance to many families and business
concerns. Since, however, (aside from the gains or losses incident
to the sale, taken into consideration above under the term capital
gains) the purchasing power obtained by one person, family,
business or social concern is offset by an equal reduction in the
purchasing power of another person, family or concern, the sale
of assets neither adds to nor subtracts from the real flow of avail-
able income. It does, however, greatly alter the distribution of
available income among the individuals in the population, shift-
ing it from some persons to others.

‘When, however, credit is extended, the situation is different.
The flow of available income is augmented. Two types of credit
are of special significance: credit extended by banks, and credit
extended by business concerns to individuals and other business
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concerns for the purchase of final products. Both types may ac-
count for relatively large additions to the flow of available in-
come, though both have definite limits: the former, limits set
by law and banking practice; the latter, limits set by the profits
that business concerns are willing to leave in the form of accounts
receivable.

Again, it may be emphasized that it is not the limits of credit
expansion, but the actual expansion or contraction of credit, that
constitutes an element in available income. We wish to estimate
not how much could have been added to the flow of income avail-
able for purchasing final products, but how much was actually
added to that flow by the operation of credit institutions. The
difficulties of making such an estimate are exceedingly great, with
respect both to banks and other credit institutions and to the
credit extended by business concerns.

A special type of credit expansion consists of the bad debts of
business concerns resulting from the sale of final products. The
bad debts of retail merchants are in reality an addition to the
current incomes of individuals and families, though not included
in their income accounts. The goods and services that are in this
way ‘given’ by business enterprises to persons are, however, in-
cluded in an itemization and evaluation of final products. Busi-
ness allowances for bad debts involved in the sale of final products
should therefore be included in the total flow of available income.

VI Treatment of Capital Gains in the Measurement
of National Income*’

Capital gains, whether realized or merely accrued as a result of
changes in market values, are commonly excluded from the con-
cept of national income and hence excluded from the items listed
and evaluated in its measurement. It is desirable, however, to
include realized capital gains among the items listed and evalu-

17 For discussions of this problem by other contnbutors to this volume see
Copeland, Part One, Sec. IVand V, 8, discussion by Simon Kuznets, and Dr. Cope-
land’s reply; Simon Kuznets, Part Four, discussion by M. A. Copeland, Milton
Friedman and A. W. Marget, and Dr. Kuznets’ reply.
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ated if national income is measured by a process involving the
consolidation of income and expenditure statements of families,
individuals and social groups.*®

(1) If, in the process of summation of incomes received by
individuals, it is desired to obtain subtotals of the income re-
ceived by families and individuals in various income strata, it is
necessary to include capital gains. This is because of the char-
acter of the summaries of income tax returns in Statistics of In-
come, virtually the only source of information on incomes of
individuals in the higher income strata.

The total amount of income derived from capital gains by in-
dividuals in each income class is set forth in Statistics of Income.
This does not, however, suffice for the determination of a fre-
quency distribution of income excluding capital gains among
those making income tax returns, or for estimates of changes
from year to year in the number of individuals in each income
class, because information is not given as to the distribution of
the capital gains reported for each income group. In the issue
for 1928, for example, we are informed that 68,048 individuals
reported ‘net income’ between $25,000 and $50,000, and that they
received 22.2 per cent of their total income from capital gains
(on assets held both less than and more than two years). We are
also given the total number of individuals reporting specific
amounts of income from capital gains. We do not know, how-
ever, how many of the 68,048 received part of their income from
capital gains. That is, we do not know, were capital gains ex-
cluded from the tabulations, whether there would be 50,000,
60,000, 65,000 or some other number of individuals reporting
incomes from $25,000 to $50,000. We are also informed that in
1927 there were only 60,123 individuals in this class. But, so far
as we know, there may have been as many individuals with in-

18 As Dr. Copeland has pointed out in Part One, Sec. I, the first three methods of
measuring national income listed 1n Table 1 involve the consolidation of selected
1tems from 1ncome and expense statements of business and social enterprises, while
the last two methods involve the consolidation of income and expenditure state-
ments of families, individuals and social groups.

The term ‘income of social groups’ as used in this Section may be considered
synonymous with ‘collective income’ as used in the preceding discussion. Anal-
ogously, the utilization of collective income, here called ‘expenditures of social
groups’, may also be called ‘collective expenditures’.
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comes between $25,000 and $50,000 in 1927 as in 1928, were capi-
tal gains excluded from income. In brief, the statistics in Statistics
of Income are virtually worthless for use in building up fre-
quency distributions of income for any one year or for a series of
years unless capital gains are included in income received.

(2) Unless capital gains are included, the frequency distribu-
tion curve is seriously distorted. A frequency distribution of in-
come among individuals should show their relative ability, as a
result of the operation of the nation’s productive and distributive
mechanism, to claim the products of the system. For use, either
for consumption or for fresh investment, capital gains are as sig-
nificant to the recipients as any other form of income, and stock
market speculation has in fact become one of the important
methods of distributing, or redistributing, national income. Oc-
cupancy of a strategic trading position in the security markets
and diversion into individual incomes, in the form of capital
gains, of changes in the values of capital assets is essentially the
same type of economic phenomenon as the occupancy of a river
crossing and diversion into individual income, in the form of
tolls, of changes in the values of commodities as they are moved
in space; or the occupancy of titles to natural resources and the
diversion into individual incomes, in the form of rents and
royalties, of changes in value resulting from the exploitation of
such resources.

In fact, a strategic position in the security markets and diver-
sion into individual incomes of changes in the value of capital
assets has become one of the chief sources of large incomes. In
1928, for example, 511 individuals reported incomes of $1,000,-
000 or more. Of their aggregate total income of $1,226,000,000,
$729,000,000, or approximately 60 per cent, was derived from
profits on sales of capital assets (of which part was held less and
part more than two years). In the same year 49 individuals re-
ported profits of $1,000,000 or more each from sales of capital
assets held less than two years, and 204 individuals reported capi-
tal net gains of $1,000,000 or more from sales of assets held more
than two years. That is, at least 253 individuals (the number
would certainly be larger if the two categories of such gains were
tabulated together) reported capital gains amounting to $1,000,-
000 or more each. Practically all these 253 persons must be in-
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cluded among the 511 reporting net incomes of $1,000,000 or
more, and most of the capital gains of the 253 individuals,
amounting to $568,000,000, are included in the $729,000,000 of
such gains reported by the 511 persons.* Approximately half of
those reporting net incomes of $1,000,000 or more received prac-
tically their entire income from capital gains, while the other
half received practically their entire income from other sources.
The proportion of large incomes derived chiefly from capital
gains was, of course, exceptionally large in 1928, but capital gains
would still remain one of the chief sources of large incomes if all
the years in a business cycle were considered together.

(3) In estimating the total amount spent by families and indi-
viduals for consumption, or for various types of commodities and
services, it is necessary to use samples, and apply averages derived
from such samples to the estimated number of families and indi-
viduals in each income stratum. It is reasonable to assume that a
substantial portion of capital gains is diverted to consumption;
consequently, estimates of the amounts spent for consumption
out of other forms of income understate the real totals, particu-
larly in years such as 1928 and 1929 when capital gains are large.

Virtually no data are available on the actual use to which capi-
tal gains are put by the recipients, and opinions probably differ
on the question whether capital gains are usually spent in the
same way as other income. Will a family with a $20,000 income,
of which half is derived from capital gains, spend for consump-
tion an amount similar to that spent by families with $10,000, no
part of which comes from capital gains, or similar to that spent
by families with $20,000, no part of which comes from capital
gains? My own opinion is that the latter is more likely for the
following reasons. First, capital gains are in large part either a
species of professional gain (that is, gains of persons who devote
a substantial part or most of their time and capital to speculation
rather than to other forms of business) or a species of gain closely
akin to gambling. Professional speculators presumably derive
the main part of their livelihood from capital gains, and thus

19 Because of the distribution of deductions among individuals making income tax
returns, some of the 253 reporting more than $1,000,000 total income from one
of the two categories of capital gains may not have appeared among the 511 re-
porting net incomes of $1,000,000 or more.
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presumably spend their incomes derived from capital gains much
as other persons spend similar money incomes derived from other
sources. As to capital gains approaching those of gambling in
character, I would not suppose that any unusual percentage
would be saved. Second, the only sample study of family expendi-
tures and savings with which I am acquainted covering families
having an appreciable amount of capital gains does not show that
capital gains were disposed of differently from other types of
income.

(4) Though it is both necessary and desirable to include
capital gains among the items listed and evaluated when national
income is measured by the method of summation of incomes re-
ceived, or by the method of summation of consumer purchases
and savings, an adjustment may be made, if desired, in the total
thus derived. That is, after obtaining the sum of the incomes of
families, individuals and social groups in the various income
strata by a process that includes capital gains, the total amount
of such capital gains may be deducted to obtain a value for na-
tional income comparable to that derived by other methods. If,
however, it is desired to make statements to the effect that certain
percentages of national income are received by individuals or
families in specified income strata, or that certain percentages of
all consumptive expenditures are incurred by individuals or fam-
ilies in specified income strata, the computation of such percent-
ages should be based on the relation of the incomes of the
individuals or families within the specified income strata to the
total incomes including capital gains of all families, individuals
and social groups.

VII Relation of Total Savings of Individuals and ~
Social Groups to Capital Formation

If national income, or available income as defined in Section V,
is measured by the method of summation of value of final prod-
ucts, and also by the method of summation of consumer pur-
chases and savings, and both measurements are made on a
transaction rather than an accrual basis, the total value of con-
sumers’ goods obtained by the two methods should be identical,
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except for errors due to inadequate information. However, the
value of items representing additions to wealth, or the value of
capital formation, obtained by the method of summation of value
of final products, may differ from the aggregate savings of indi-
viduals or social groups obtained by the method of summation of
consumer purchases and savings. There are at least four sources
of this difference: (1) commissions and other expenses connected
with the transmutation of savings into capital, (2) sales of fraud-
ulent securities, (3) profits on the sales of capital assets, and (4)
the handling of life insurance premiums and benefits.

1 COMMISSIONS

Let us first consider commissions on sales of securities. Assume
that of 100 men, each enjoys a current income of $10,000, spends
$9,000 for living and invests $1,000 in his own business or in the
direct purchase of stock from other business concerns. The ag-
gregate savings of the 100 men amount to $100,000, and if none
is wasted, the value of the capital assets obtained thereby may
also be assumed to amount to $100,000. But after a few years
these men have invested all they need in their own enterprises
and those of their friends. So they hire an agent to make invest-
ments for them, offering a 5 per cent commission. The agent in-
vests $95,000, takes his commission of $5,000, and spends it for
his own living. Or perhaps the agent is hired by business concerns
wishing to raise capital, and receives a commission for the stock
sold.

There are several ways of treating the situation. (a) If the 100
investors consider the commission a personal expense, like paying
a servant, the aggregate income of the 101 persons, including the
agent, is $1,005,000, of which $95,000 is ‘saved’. The same sum is
to be considered the amount of addition to capital assets. (b) If
the investors treat the commission as a business expense, they may
deduct it from their income, so that the 101 persons report
$1,000,000 income, of which $95,000 is saved and added to cap-
ital. (c) If the investors consider the commission a part of their
investment or savings, the 101 persons have an aggregate income
of $1,005,000, out of which $100,000 is saved. The increase in
capital assets on the books of business enterprises is, however,
only $95,000, and there is a permanent discrepancy between the
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two valuations of what is presumably the same property. (d) If
the commission is paid by the business concerns, it may be con-
sidered an expense of operation, or amortized, and not put into
the capital accounts. In that case the aggregate income of the 101
persons is $1,005,000, with $100,000 saved. The increase in cap-
ital assets on the books of the business enterprises is, nevertheless,
only $95,000 and there is again a permanent discrepancy between
the two valuations. (e) The business enterprises, again paying the
commission, may consider it a part of the capital assets of the con-
cern, on the ground that it is a part of the cost of obtaining the
machinery purchased with the remaining $95,000—like the cost
of delivering and setting up the machinery. Again, the aggregate
income of the 101 persons is $1,005,000, with savings of $100,000.
But the increase in capital assets on the books of the business
enterprises is also $100,000. (f) The merchandising of securities
may be treated as a separate business enterprise, especially if the
commission agent incorporates his activities. In that case the in-
vestors would very likely value their savings at $100,000, but the
business enterprises using these savings as capital would enter
only $95,000 on their books. This is especially likely to be the
situation if the intermediary acts as an investment trust or sav-
ings bank rather than as a commission merchant.

Thus, so far as the amount of saving and capital formation is
concerned, there are three possibilities. The amount of both may
be considered to be $95,000, or the amount of both may be meas-
ured as $100,000, or the aggregate savings may be $100,000 and
the value added to capital assets only $95,000. So far as the per-
centage of the aggregate income saved is concerned there are
also three possibilities: $95,000 out of an income of $1,000,000,
or 9.50 per cent; $95,000 out of incomes amounting to $1,005,000,
or 9.45 per cent; or $100,000 out of incomes amounting to $1,005,-
000, or 9.95 per cent. So far as the proportion of the aggregate
income that is devoted to capital formation is concerned, there
are the same three possible percentages.

When the percentage of both income saved and income de-
voted to capital formation are considered, there are four possi-
bilities: both may be 9.50 per cent of income, 9.45 per cent of
income, or 9.95 per cent of income, or savings may be 9.95 per
cent and capital formation only 9.45 per cent of income. In actual
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life there may be still further possibilities, for both the enterprise
selling securities and the investor purchasing them may pay com-
missions, and there are various combinations of the above ways
of handling the situation.

Further light may be thrown on the problem from the social
point of view by considering the human effort represented by the
$5,000 of commissions. The commission paid certainly Tepre-
sents human effort connected with the process of capital for-
mation, just as much as the labor that went into machinery
purchased with the net proceeds of the issue. That is, it is effort
exerted in making arrangements for the future rather than for
the present production of goods. On the other hand, if we attempt
to measure the volume of capital formation from the value of
enlargements of physical plant, that is, from the excess of build-
ing, machinery, etc. produced over replacements, we are not
likely to include the value of the services of investment bankers,
expenses of operation of savings banks, etc. Thus even from the
social or national point of view, we may wish to distinguish be-
tween the amount of ‘savings’ and the value of ‘capital formation’
resulting from those savings.

2 FRAUDULENT SECURITIES

Sums paid for fraudulent securities, like commissions on the sale
of legitimate new securities, constitute individual expenditures
for investments, or a part of individual savings, without any cor-
responding element in the value of capital formation. They may
be treated as savings completely absorbed by commissions.

§ CAPITAL GAINS

Let us suppose that A, B, C and D each has $25,000 worth of in-
vestments and $5,000 cash at the beginning of the year. Each has
a regular income of $10,000, and commonly spends $7,000 for
living expenses, and has savings of $3,000, which is placed in new
security offerings. At the end of the year each has the same
amount of cash as before, and $28,000 of investments. Both cash
receipts of this group from other persons and cash disbursements
to otheér persons total $40,000. The group of four spends $28,000
for living and $12,000 for new investments.
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Now suppose that A, instead of buying new securities, spends
his $3,000 of savings in purchasing investments from B, which
have cost B and are still carried on his books at $2,000. B thus
makes a profit of $1,000 which he can use either by spending more
on living or by increasing his annual savings. (a) Suppose he
saves it: that is, he invests not only the $3,000 from his regular
income, but also the entire $3,000 received from A. Let us assume
that he spends the entire $6,000 for new securities. This is the
condition where the stock market acts as a sieve, with the money
absorbed by speculators passing through them to the capital
market. C and D invest their $3,000 each for new stock issues as
before. It is clear that the total amount invested in new securities,
which presumably measures the volume of capital formation, is
unchanged, remaining $12,000. However, B has saved $4,000 out
of an income of $11,000, and the group of four men have saved
$13,000 out of incomes amounting to $41,000.2° B has $29,000 of
investments at the end of the year, and the others only $28,000
each as before. (b) But suppose that B spends his $1,000 profit for
living, saving $3,000 as before but spending $8,000 for consump-
tion goods. There is now $12,000 of savings, $3,000 from each of
the four men. A has bought no new securities, B purchases $5,000,
and Cand D $3,000 each of new securities, a total of only $11,000
actually reaching the new capital market. The aggregate savings
of the four men amount to $12,000 out of $41,000 income, with
$29,000 spent for consumption goods. In neither case are the in-
comes of persons other than these four affected. The four persons
still pay out to and receive from other persons $40,000. The type
of economic activity of someone else is, to be sure, affected, if B
spends his $1,000 profit for consumption goods instead of for
new securities.

To summarize this situation, the funds set aside by individuals
for the purchase of new investments, or the aggregate savings of
individuals, may include an element representing a mark-up in
the value of existing capital goods, or their representative, securi-
ties. This occurs whenever such a mark-up comes into an indi-
vidual income account through the sale of existing assets at a

20 The chief reasons for including capital gains in the sum of incomes Teceived
have been discussed in the preceding Section.
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profit, or through the raising of investment valuations on an in-
dividual’s balance sheet and the transference of the difference in
net worth resulting therefrom to his income account,

This increase in the value of existing assets also appears in the
figure for aggregate individual incomes. Moreover, it makes the
aggregate consumption expenditures plus new investments (sav-
ings) of individuals greater than the total value of current output
of consumption goods plus additions to capital. To produce an
equality between aggregate current income and aggregate current
consumption expenditures plus savings or new investments, we
must include in savings or new investments not only the value of
new capital goods, but also the increase in the value of existing in-
vestments, so far as the latter has been brought into individual
income accounts through profitable sales of investments or re-
valuation on the books of individuals.

Speculative losses and write-downs of investments may be
treated like speculative profits and write-ups of the value of in-
vestments, being negative instead of positive.

4 LIFE INSURANCE PREMIUMS AND BENEFITS

Life insurance premiums paid, at least on policies of the endow-
ment type, consist essentially of two different parts, one repre-
senting savings of policyholders and the other a redistribution of
income from policyholders to the beneficiaries of those who have
died prior to the maturity of their policies. In theory therefore,
life insurance premiums should be divided into two parts, when
estimating the aggregate savings of individuals, and only that
part which represents the net increase in the ‘equity’ of the
policyholder (perhaps measured by the change in cash surrender
value) included in savings. Practically, such a division is almost
impossible to make, at least when estimating the aggregate sav-
ings of families and individuals in the various income strata. Be-
cause of difficulties in obtaining information concerning the
character of insurance held, length of time held, cash surrender
value, or other essential information, surveys of family expendi-
tures rarely contain the necessary data for dividing life insurance
premiums paid into these two parts.

One method of handling this situation is to include all life in-
surance premiums paid in the ‘savings’ of families and individ-
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uals in the various income strata, and then adjust the aggregate
savings for benefits paid to beneficiaries.

5 GROSS VS, NET SAVINGS AND CAPITAL FORMATION

One of the chief differences between national income as ordi-
narily defined and available income as defined in Section V is
the inclusion in the latter of depreciation and depletion allow-
ances of business enterprises. It may be advantageous also to in-
clude depreciation and depletion allowances when estimating the
total funds available in any year for the acquisition of additional
investments or other forms of wealth, This procedure has the ad-
vantage, in comparisons of estimates of total savings with total
capital formation, of avoiding an estimate of actual depreciation
on capital facilities, particularly structures. When the gross total
of savings and of capital formation have been compared, the esti-
mated depreciation on structures and other capital facilities not
met by replacements charged to current operating expenses of
business enterprises may be deducted to obtain estimates of net
total savings and net capital formation for use in estimating na-
tional income.

6 SAVINGS AND CAPITAL FORMATION IN 1929

For the reasons enumerated above, the total amounts set aside
by families, unattached individuals, corporations, governments
and other business and social enterprises for the acquisition of
additional investments or other forms of wealth may in some
years exceed by a large margin the amount of capital formation,
as measured by the value of new structures and other capital
goods produced. Such was the case in 1929, and estimates relating
to that year may be given here as an illustration.

Estimates of gross savings and gross capital formation in 1929,
with the major components of each, are given in Tablé 2. Net
estimates may be obtained by omitting the depreciation and de-
pletion allowances from gross savings, and a corresponding fig-
ure from capital formation. The same figure is deducted from
both totals on the assumption that the allowances for deprecia-
tion are a moderately reliable estimate of the actual depreciation.
Total net savings in 1929 may thus be estimated at approximately
23 billion dollars, net savings available for purchase of capital
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items at 11 billion dollars, and the value of net additions to cap-
ital (net capital formation) at 10 billion dollars. The difference
between the latter two figures is small enough to be accounted for
by errors of estimate.?

The significance of the difference between total savings and
capital formation is frequently misunderstood. In fact one promi-
nent writer on economic problems has grossly misrepresented the
character of the relation between estimated total savings and the
estimated value of additions to productive plant and equipment.
In The Formation of Caputal, H. G. Moulton writes:

“What became of the money savings which did not eventuate
in new plant and equipment? The answer is that, aside from
that portion which went into foreign issues, the excess savings
were absorbed, dissipated, in bidding up the prices of out-
standing securities. Money savings were thus transferred in-
creasingly into speculative profits rather than into productive
plant and equipment” (p. 151).

“The capital gains were thus largely the result of an an-
tecedent and growing disparity between the volume of money
flowing into investment channels and the volume being cur-
rently required by corporations for productive purposes” (p.
149).

The causal relation between capital gains on the one hand and

the difference between gross savings and the volume of capital
formation on the other is exactly the reverse of that stated by Mr.
Moulton. The difference between gross savings and the value of
additions to plant and equipment is primarily the concomitant
result, and in no sense the cause, of rising security prices and
capital gains.
21 A somewhat smaller figure for net additions to capital will be obtained it
allowance is made for depreciation of government owned structures and equip-
ment. All these estimates of savings and capital formation were prepared in 1934
in connection with the Brookings Institution’s study of the distnbution of wealth
and income in relation to economic progress. Later investigations made by the
National Bureau of Economic Research provide more accurate estimates of the
value of most capital formation items. The National Bureau figure that 1s roughly
comparable in scope to the one given in Table 2 1s approximately 2.5 billion dollars
larger. The most important difference between the two estumates is in the item of
increase of business inventories, which is estimated by the National Bureau as 24
billion in contrast to the estimate of 02 billion in Table 2. See Sismon Kuznets,
National Income and Capital Formation, 1919~1935 (National! Bureau of Economic
Research, 1937), Table 10.
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TABLE 2

ESTIMATES OF GROSS SAVINGS AND CAPITAL FORMATION IN 1929

(billrons of dollars)

A. GROSS SAVINGS

Savings of families out of current income and capital gains 1

Savings of unattached individuals out of current income and
capital gainat

Savings of families and unattached individuals out of nsur-
ance benefits received 2

Corporation income reinvested 3

Depreciation and depletion allowances of corporations 4

Depreciation and depletion allowances of other business en-
terprises, including home owners 5

Government expenditures for permanent public improve-
ments made from tax receipts ¢

Estimated total gross savings

Returned directly to the income stream in
Commissions on sales of property and interest on specula-
tive loans 7
Purchase of fraudulent securities 7
Payments to life insurance beneficiaries 3
Profits on the sale of property o

Estimated gross savings available for purchase of capital items

B. VALUE OF GROSS CAPITAL FORMATION 10
Buildings
Transportation and public utility structures
Machinery and equipment
Miscellaneous improvements and construction
Increase in inventories
Increase in investment abroad
Estimated total value of additions to capital, excluding
changes in holdings of durable or nondurable con-
sumption goods by individuals

TN = e
[ I — Y -]

SO =R
NNOI=OO

15 1

26

33

19

33

18 7

178

1 Maurice Leven, H. G. Moulton and Clark Warburton, America’s Capacity to
Consume, pp. 95-7. Estimates include full amount of hfe insurance premums
paid. Since estimates of expenditures for durable consumers’ goods, except homes,
were made on a purchase rather than on an accrual basis, savings in the form of

increased holdings of such goods by individuals are not incduded.

2 Based on the assumption that insurance beneficiaries utilize life insurance bene-

fits in the same way as individuals spend current income.

# Compiled net profits minus cash dividends, Statistics of Income, 1929, p. 268.

¢ Ibid., p. 267.

8 Crude estimate on basis of: (a) estimated relative volume of non-farm corporate
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and non-corporate business; (b) Department of Agriculture estimates of deprecia-
tion on farm property, (c) 15 per cent of estimated rental value of homes.

6 Estimated total government cost payments for structures and equipment, minus
net borrowings

7 Crude estimates based on limited information, such as the volume of sales on
stock exchanges, and operations of ‘blue-sky’ laws.

8 Estimated from data reported in the Insurance Yearbook.

9 Profits from sale of real estate, bonds and stocks, and other capital assets re-
ported by corporations (Statistics of Income, 1929, p 267), and similar profits by
individuals (estimate of Maurice Leven, in America’s Capacity to Consume, p. 163)
10 Value of new capital goods acquired by business concerns, including all home-
owners as business concerns, without allowance for depreciation of existing capital
(Journal of the American Statistical Association, March 1935, Supplement, p. 179).
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I Nature of the Problem *

Our PROBLEM is part of the general problem of determining the
accuracy with which the sum of personal incomes and business
savings measures national income produced. More specifically,
we are interested in the extent to which the concepts underlying
current accounting estimates of corporate savings are congruent
with the concepts of national income. The desirability of includ-
ing any savings at all in the measurement of national income will
not be discussed here. Since our point of view will be primarily
that of national income as a measure of the productivity of an
economic system, we shall be concerned only with national in-
come produced.

One purpose of our analysis is to suggest that diverse treatment
of corporate savings in the measurement of national income is
desirable. The limitations of a general-purpose measure of na-
tional income, even of national income produced, must be recog-
nized. Further, we wish to indicate the lines that such alternatives
might take. Whether any particular modification of the account-
ing figures is desirable depends also on its relative importance and
statistical practicability, concerning neither of which can much
be said here. But the following discussion will, it is hoped, bring
into the open the characteristics of the data with which we must

113
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work, and thus the assumptions implicit in using the available
figures.

Certain characteristics of the available data on net business
savings or losses, which condition their interpretation, have al-
ready been mentioned by earlier writers.! Among these charac-
teristics are the practice of including some profits and losscs on
the sale of capital assets in business savings, the estimation of de-
preciation charges on the basis of original cost, and the valuation
of inventories at the lower of cost or market. These and other
practices will concern us here.

First, we shall be concerned with the reasons for segregating
corporate savings from other elements in national income. Sec-
ond, we shall consider the fiscal period and the manner in which
its choice is related to many of the difficulties encountered 1n the
use of business data in the measurement of national income. Next
we shall discuss in detail some of the difficulties arising from the
use of an annual accounting period. These difficulties revolve
about the time-allocation of revenue and cost, the fact of price
.changes, and the distinction between capital and revenue items.
Finally, certain incidental problems of duplication and omission
.will be examined. Throughout, the discussion will deal with
‘savings by private business only, no consideration will be given
to the savings of public and semi-public bodies.

II Segregation of Corporate Savings

Before discussing the difficulties encountered in the utilization
of business data, it is desirable to point out the characteristics that
distinguish corporate savings from other business savings and
make it worth while to present them apart from other savings.?
These are first, that corporate savings are computed on the basis
of a relatively sophisticated accounting technique; second, that
1 See Simon Kugnets, ‘Nauonal Income’, Encyclopedia of the Social Sciences, XI,
pp. 205-24. See also W. C Maitchell and Simon Kuznets, ‘Current Problems in
Measurement of National Income’, XXIle Session de L'Institut International de
Statistique, London, 1934 (La Haye, 1934)

2 R. R. Nathan has presented the two groups of savings separately in the Depart-
ment of Commerce estimates, National Income in the Unsted States, 1929-1935
(Washington, 1936)
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they are controlled by individuals only indirectly related to the
legal owners of the savings. ’

The form of corporate accounts, more than that of the records
of other activities, is dictated. State corporation laws demand the
maintenance of capital and prescribe certain records. Regula-
tions as to liability of directors induce care in accounts. The ever-
present need for arbitration among the interests of groups with
diverse rights and claims to corporate income requires adequacy
of records. The stock exchanges, and more recently the Securities
and Exchange Commission, enforce minimum accounting re-
quirements. With the resulting accounts may be contrasted the
average records kept by small business men, professional work-
ers, and farmers.

There is even reason for distinguishing between small concerns
and large, regardless of the fact of incorporation, because of the
vaguer line drawn between profits and officers’ compensation in
the small concerns.” Somewhat similar is the lack of distinction in
the accounts of single proprietorships, between personal and busi-
ness transactions.*

The point made by Simon Kuznets that net business savings or
losses *“‘can hardly be classified as a current income share of any
individual member of the various (economic) groups” ® is reason
for distinguishing all business savings from other savings. The
savings of a business are largely determined by the financial
exigencies it encounters and by the character of its assets, rather
than by any individual’s personal desire to save or consume in-
8 Even in the case of large companies, officers’ salaries and other compensation
possess certain entrepreneurial characteristics. It would be desirable to segregate
officers’ compensation in presenting data on salaries 1n estimates of national in-
come.
¢ Cf. R. F. Martin, Survey of Current Business, January 1935. The lack of such a
distinction does not mean, however, that the economist cannot or should not im-
pose one of his own. As we shall see, even in corporate accounting, where an elab-
orate body of technique is well established, it 1s necessary to make many adjust-
ments before the data that are the product of this technique are suitable for use
in estimates of national income or wealth. These and other adjustments are also
required in the case of entrepreneurial savings and income. We cannot accept,
from either corporations or individual entrepreneurs, their own estimates as to
their status. Not that these estimates are irrelevant to an analysis of the factors
affecting economic behavior. But as measures from a national point of view, they
are simply rough materials requiring adjustment.
® Bulletin 59, National Bureau of Economic Research (May 4, 1936), pp. 11-12.
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come.® The de facto separation, in corporations, of the decision to
save from the legal claim to the savings is reason for the further
step of subdividing all business savings into corporate and other
business savings. The dictated character of business savings and
the separation of ownership from control are both reflected in the
lack of stabulity of dividends during the last few years, despite the
presence in many corporations of adequate balance-sheet sur-
pluses and undivided profits.

None of these characteristics of corporate savings separates 1t
clearly from other business savings. Thus, large partnerships may
possess the attributes of corporations so far as their savings are
concerned, and logically the savings of these two groups should
be combined. The legal status of a group is not the prime con-
sideration. Certain types of trust, joint-stock companies, asso-
ciations and other ‘quasi-corporate’ bodies belong within the
category of corporations, and are so regarded by the Treasury
Department.” On the other hand, closely held corporations
should, from an economic point of view, be omitted from the
category with which we are dealing.

Nor is the characteristic of profit-making controlling. For ex-
ample, the reserves of life insurance companies are not entirely
subject to the call of individual policy holders; therefore any
changes in their volume might conceivably be included with cor-
porate savings or at least segregated from individual savings.
These considerations apply especially to the annual earnings of
these so-called ‘associations of individuals’, which are only partly
credited to the individual accounts of members. All this is true
of most of the tax-exempt corporations listed in the income tax
law.®

We now pass to a discussion of the fiscal period and its relation
to the available data on corporate savings. The distinction be-
tween corporate and other business savings raised above is not
involved in the succeeding discussion, except that a certain level
of adequacy of accounting records is taken for granted.

8 To some extent this 1s true even of individual investments, the status of which
affects further decisions to save. But a going concern is subject to a different order
of financial pressure than any individual holder of securities.

7 Regulations 86, Income Tax, Revenue Act of 1934 (Washington, 1935), pp 372-5
8 Ibid., Section 101.
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III The Fiscal Period *

The first problem in the periodic determination of income is the
appropriate allocation, over time, of revenues and costs. This
implies the selection of a fiscal period. The difficulties and prin-
ciples of allocation are dependent on the length of this period.
Thus, while actual allocations are usually made forward in time,
not backward, and involve some foresight, even current alloca-
tions may be made with the benefit of hindsight, to an extent lim-
ited of course by the length of the accounting period. The length
of the fiscal period is intimately bound up not only with the prob-
lem of allocation, but also with the problems of price changes and
of credits and charges on capital as against revenue account. Ex-
cept for certain incidental problems of duplication and omission,
the proper definition and measure of corporate (and other busi-
ness) savings is made difficult by the use of an annual fiscal period
by business men. Many of the difficulties involved in the pricing
of inventories and capital goods, in the choice of a straight line
depreciation formula as against a unit of production formula, and
in the question of capital gains and losses, vanish when a proper
accounting period is selected.’ These problems are but detailed
aspects of the general problem of the fiscal period. We therefore
turn to it first.

The difficulties involved in the selection of a suitable fiscal pe-
riod are illustrated by the apparent effect of crop variation upon
the real national income. Is an ordinary variation in size of crops
due to the usual natural elements to be considered as properly
refllecting the annual efficiency of the economic system? It is argu-
able that a better measure of the economic machine’s efficiency is
the volume of crops available for consumption. A more ‘natural’
fiscal period than the year, one long enough to smooth out or-
dinary fluctuations in yield, would seem to be called for.

The same argument applies also in the case of ‘purely’ eco-
nomic fluctuations. If business and industry are subject to sys-

® Many difficulties arising out of price changes may eventually be solved by the
process of deflation in arriving at the ‘real’ national income. In measuring income
in ‘current’ prices, however, the fiscal period must be considered. But even the
deflation process implies a consideration of the fiscal period and its related prob-
fems. See the discussion in Section V below.
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tematic fluctuations, movements that are cumulative connected
processes persisting over periods longer than a year, the efficiency
of output of the economy is most accurately measured not by
ordinary annual accounts but by accounts covering a complete
cycle. Once the cyclical movements of industry and business are
recognized as characteristic of a modern economy, national in-
come annually produced does not represent the fruit of that
year's activities any more than does the crop reaped on a farm in
a given month measure that month’s income.

It is not essential that the theory of fluctuations implied be of
the type in which depression leads to prosperity without any dis-
continuity between successive cycles. When a given cyclical proc-
ess extends over a period longer than twelve months, ordinary
annual estimates cannot be accepted as direct measures of na-
tional income. Measures related to periods shorter than the ‘nat-
ural’ economic fiscal period are merely raw material for the
appraisal of results and the analysis of processes. We can under-
stand the seasonal character of plant growth by monthly observa-
tions and thus construct a theory of crop growth from which we
can get an inkling of the size of the final crop by monthly inspec-
tion. But the results can be accurate only to the extent of the ade-
quacy of the theory. And they are always subject to correction
when the crop matures.

Owing to irregularities in the duration and amplitude of
cyclical movements, the accounting of economic processes is ex-
tremely difficult. We are never quite sure when our ‘natural’
fiscal period has ended! But despite the difficulties involved, this
view of economic accounting as related to an organic process
seems more satisfactory than any based on an arbitrary time pe-
riod. A period covering a whole cycle is a more natural economic
‘year’.

In much of what follows we shall usually assume the existence
of a single, rhythmic type of economic fluctuation. Since our con-
cepts of national income produced must be related to a theory of
economic change, it is to be expected that they will improve as
our theories gain in comprehensiveness and detail. No final defi-
nition of national income is possible in the present state of our
knowledge. Or perhaps more correctly, concepts of income may
be considered to be tools from which is selected the one best
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suited to the occasion. And like most tools, improvements in
them may be expected to arise as a consequence, to some extent,
of their own continued utilization.

Of course, business cycles do not describe the entire organic
movement of the economy. Longer cycles and secular movements
are also involved. For this reason a fiscal period based on the or-
dinary business cycle will not remove all our difficulties. Compli-
cations arising out of the longer movements remain when we cut
across long cycles. For a thoroughgoing concept of national in-
come we need a complete theory of economic development. Thus,
in judging the ultimate efficiency of capitalism in relation, for
example, to the conservation of natural resources, the business
cycle period is clearly inadequate. In this case, a measuring period
of secular length might prove more useful. Usually, however,
treating the ordinary business cycle as the unit would probably
be adequate. The longer cycles seem less relevant to most of the
purposes of our records.

A way of overcoming the difficulties associated with an annual
fiscal period would thus be to restrict our measures to those relat-
ing to entire business cycles. But the advantages of a shorter fiscal
period cannot be denied, and need not be lost. We may break
down our time unit by eliminating the cyclical fluctuations as a
whole by means of some sort of a moving average, or more ac-
curately by a correction analogous to that for seasonal move-
ments.’® Or we may so allocate revenues and costs as to take
proper account of cyclical movements. That is the point to which
we are leading. Our allocations must be based on a recognition
of the fact of business fluctuations.

Even in accounting allocations of revenue and cost there is
implicit some theory of business fluctuations. This inchoate
theory usually takes the form of a strong doubt of stability, and
manifests itself concretely in conservatism.

10 The annual output of an economic system may be judged not only in compan-
son with its average cyclical behavior, but also in terms of the annual needs of the
population. After all, the distribution of national income in time has some rele-
vance to the economic welfare derived from it. A people may starve to death,
despite a total income adequate if distributed equally over the period considered.
But it may be doubted that national income produced is the proper concept to
be used here. Rather, national income consumed or enjoyed appears to be more
relevant,
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IV The Time-Allocation of Revenue and Cost

Granted that business uses annual estimates, what time-allocation
of revenues and costs is common in accounting practice? ' How
satisfactory is it for the measurement of national income?

We shall not cover accounting practice in the detail it perhaps
deserves. Its general characteristics are fairly well known. We
shall confine our attentipn to certain outstanding and typical
practices.

With a few exceptions, gross income is admitted only in the
period when a sale is made. When the annual flow of goods and
services is steady, it matters little at which point this flow is meas-
ured. But when fluctuations occur, and with them changes in
selling prices, the point of measurement affects the measure.! It
is just because fluctuations in selling prices do occur, however,
that gross income is not recorded until a sale is made.

The exceptions in accounting practice occur in the case of long
term operations, instalment sales and certain financial accruals.
The accrual, before sale, of earnings on long term construction
jobs is defended on the ground that such operations are more
carefully figured. It is also recognized, however, that when pos-
sible deviations between production and sale become very large,
some account must be taken of them in the interests of a funda-
mental accuracy even if relatively rough estimates are needed to
do so.

The common treatment of instalment sales is to record rev-
enue when cash is collected rather than when the sale is made.
This would appear more conservative than the practice of record-
ing revenue on a long job as production proceeds and before a
sale is made. The largest expenditure, on cost of materials, is
distributed over the period of collection in accordance with the
amounts collected. In both cases, therefore, the procedure is di-
rected to the same end—as far as possible to match revenues with
the expenses to which they give rise.

11 For discussions of the relevant accounting practices, see W. A. Paton (ed),
Accountants’ Handbook, 2d ed, Section 20 (Ronald, 1933); and J. B. Canming,
Economaics of Accountancy (Ronald, 1929).

12 Measures will differ only to the extent of the net profits on increments of in-
ventory. But 1t 1s these profits with which we are dealing.
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Discount on bonds purchased is recorded as revenue with the
passage of time, despite the possibly long life of the bonds. It un-
doubtedly is so treated because of the nature of the asset and the
apparent accuracy of the computations involved in the accruals.
This appears to be the major exception to the recording of
appreciation of capital value as revenue.

Of interest income theoretically accruing on mineral re-
sources ** and on durable equipment in general no cognizance
is taken on the books of corporations. Appreciation of the value
of land and other fixed assets also remains unrecorded, except
upon realization.

It is most convenient to consider several types of costs piece-
meal. In general, it is difficult to say more than that common prac-
tice attempts to match corresponding revenues and costs. This
is done in the case of long term contracts and jobs by distributing
revenue in accordance with the time of the major (prime) costs.
The same procedure underlies the general recording of revenue
at the time of sale: ‘“the sale can be considered as the most sig-
nificant event in the whole chain of operating circumstances and
_ conditions—the climax and capstone of production and opera-
tion . . . .” ¥ Since some overhead costs arise from expenditures
on durable goods, however, it is necessary to distribute them over
the time periods during which sales are made; that is, over time
periods in which the bulk of the prime costs are incurred. But
even prime costs require care in allocation.

The first cost we shall consider is that for materials and other
items bulking large in inventories. The rather common practice
of valuing inventories at cost or market, whichever is lower, (as
well as the ordinary retail method of inventory) introduces pe-
culiarities of some importance.®® (Even in valuation at cost there
are certain implications which are considered later.) In the down-
ward phase of business cycles, inventories are valued at market.
If physical inventories are constant and prices decline at a con-
stant (arithmetic) rate, no difference between this valuation at
market and valuation at cost will appear in the income account.

13 Harold Hotelling, ‘The Economics of Exhaustible Resources’, Journal of Po-
htical Economy, April 1931, p. 170.

14 Accountants® Handbook, p. 1079.

15 For a more extensive discussion of this point see Stmon Kuznets, Part Four.
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(The balance sheet will, of course, be different from what it
would otherwise be.) If physical inventories decline, however,
profits for the period will be greater on the basis of inventories
valued at market than they would be with inventories valued at
cost. If physical inventories are constant, and prices decline at a
decreasing rate, the same will be true. During the upward move-
ment, inventories will be consistently valued at cost. At turning
points, the situation is more complicated. In a year in which
prices reach a maximum, assuming physical inventories to be
constant, recorded profits will be lower with inventories evalu-
ated at market than they would be if the cost basis were used.
When prices reach a minimum, recorded profits will be higher.

A rough computation to indicate the possible extent of the
above differences is 1n order.’®* We may assume that prices fall,
during recession, at the rate of one per cent per month,*” and that
stocks are on the average about three months old.?® Then, at the
bottom of a depression when prices turn up (for example, in
1933), something like 360 million dollars will be written off in-
ventories at the end of the preceding year and added to profits of
the bottom year.?* While this difference appears rather small,
compared with total national income or even with corporate sav-
ings alone, it is concentrated in certain industries. In an analysis
of the industrial distribution of national income these differences
take on weight.

Difficulties in accounting for fixed assets also arise out of fluc-
tuations in the flow of goods and services. If output is steady and
the volume of capital used to produce it is also steady it does not
matter what treatment is accorded capital equipment. Expendi-

16 Cf. Colin Clark, The National Income, 1924-1931 (London: Macmillan, 1932),
Appendix I.

17 The figure for wholesale prices, 1929-33, is 1.1 per cent. See F. C. Mills, Prices
in Recession and Recovery (National Bureau of Economic Research, 1936), p. 9,
footnote 3. During the recession of 1921 the decline was at the rate of 3 0 per cent
per month.

18 The inventory turnover of corporations as a whole was about 5 times in 1929
and 35 times in 1932; see the figures in Statistics of Income.

19 Market (end of year) values will be about 3 per cent less than cost, on the
assumption of a three month old inventory and a rate of price decline equal to
one per cent per month With corporate inventories equal to about 12 billion
(as in 1932), this will mean about 360 million dollars difference between cost and
market.
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tures upon durable goods may be charged immediately to cur-
rent output, or they may be capitalized. If capitalized, it does not
matter whether depreciation upon them is charged to current
costs or whether costs of maintenance (replacements and repairs)
are so charged. If depreciated, any depreciation formula may be
used with the same results. But output does vary, and the volume
of capital goods in existence does not remain constant. Replace-
ments, repairs, use made of old fixed assets, depreciation, do not
occur simultaneously. As a consequence, accounting difficulties
arise which are met in various ways on the books of business enter-
prises. Some investments (on intangibles * and developments in
mining) are charged immediately to current costs, simultaneously
with expenditures upon them. In some industries (e.g., steam
railroads) the chief measure of capital consumption is the current
expenditure upon repairs and replacements; in other industries
it is only a supplementary measure covering minor expendi-
tures.”? In most industries expenditures upon durable goods are
distributed among various time periods by some depreciation
formula, usually the straight line formula. In some businesses
depreciation charges are calculated upon a per unit of output
basis; or the straight line formula may be supplemented by a
segregation of depreciation on idle facilities. Depletion of forests,
mines, quarries and wells are also calculated on a per unit basis.*
The probable consequences of these diverse treatments may be

20 Thus, a firm that advertises regularly may cut down its approprnation in a
given year without immediately feeling 2 commensurate disadvantage in its busi-
ness, Yet this disinvestment—and it is clearly a form of capital consumption—will
not be indicated as such on the books. Like other types of under-maintenance, 1t
will be hidden. (Unlike other types, however, the extent of under-maintenance
will be influenced by factors external to the particular concern—by the advertis-
ing appropriations of other concerns in the same industry and of other industries )
81 Another supplementary item found in many industries, not discussed here in
detail, is included in ‘deferred charges’. This account includes small tools, dies,
forms, and other similar types of capital goods. The use of deferred charges in
accounts amounts to using an inventory basis for these types of goods. That is,
they are not capitalized and then written off, but instead are evaluated at the end
of each year and the net change in value treated as a cost if negative, or as a deduc-
tion from cost if positive. There are interesting industrial differences in the
treatment of deferred charges, but these cannot be discussed here.

3% The complications introduced by the tax law provisions governing deductions
for depletion are considered in detail by Carl Shoup, Part Six, Sec. 1I, 3, and Ap-
pendix B.
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summarized briefly: capital chaiges to immediate operations, and
charges for repairs, replacements and maintenance may tend to
fluctuate more violently than prime costs, sales or output as
ordinarily measured. Depreciation charges based upon a straight
line or similar formula may fluctuate less violently than output
as ordinarily measured. Depreciation charges on the per unit
basis, as well as depletion charges, will naturally move with out-
put.

TABLE 1

RATIOS INDICATING RELATIVE MOVEMENTS OF OUTPUT AND
OF CERTAIN COSTS

INTANGIBLE DEVELOPMENT MAN-HOURS OF MAIN-
COSTS AS A PERCENTAGE TFNANCE EMPLOYEES PIR

OF VALUE OF OIL 100 CAR-MILES,
AND GAS SALES 1 STEAM RAILROADS 2
1929 50 64
1930 36 59
1931 23 53
1932 23 50
1933 22 4.7
1934 1.7 4.8

1 Based on the annual reports of eight large o1l and natural gas mining companies
2 Based on data compiled by the Interstate Commerce Commission, see Bulletin
60, National Bureau of Economic Research (June 30, 1936), Table 2

Some of the few available figures bearing on these differences
in range of fluctuation are presented in Table 1. The relative
declines of capital charges to operations (intangible development
costs) in the case of petroleum wells, and maintenance in the
case of steam railroads, are striking. It is of course highly doubtful
that these changes are typical of short recessions. The figures
shown relate to a very severe recession and to only one in any
case. But they do raise a question concerning the general validity
of corporate accounts for our purposes. The small cyclical ampli-
tude in depreciation charges is fairly well known and need not
be illustrated here in detail. The shorter cycles between 1921 and
1929 are barely discernible, and even the 1920-21 recession made
but a slight impression on these charges. Only between 1930 and
1933 was there an important decline (11 per cent).”

28 ‘Measures of Capital Consumption, 1919-1933", Bulletin 60, National Bureau
of Economic Research (June 30, 1936), p. 8.
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There are important implications'in the various methods of
handling fixed assets that bear on accounting over periods exceed-
ing a business cyclé in length. Secular movements are also in-
volved. For example, if maintenance accounting is used instead
of depreciation accounting, computed current costs will be lower
in an expanding industry, and (theoretically at least) higher in
a declining industry. The far-reaching influence of this fact in
an industry such as steam railroads has been commented upon.*

What modifications in these accounting practices are suggested
by theoretical considerations? One point must be mentioned be-
fore we proceed. Illogical and inconsistent accounting practices
may simply be due, as suggested by J. M. Clark, to the fact that
greater logic and consistency are obtainable at a price at which
it does not pay to buy. This may be true also of some theoretical
corrections or modifications that may be offered.

The fact that there are alternative methods of pro-rating rev-
enues and costs suggests that there is no sure or sufficient basis
in accounting technique itself for a selection among these meth-
ods, even accepting such rules of thumb as conservatism. Account-
ing—private accounting as well as social accounting—rnust derive
its criteria of selection from economic concepts of income and
business fluctuations and the derivative concept of a fiscal period.

The economist has the advantage in his estimation of business
facts in that he need not have the scruples of the accountant. The
accuracy he strives for is related to a wider vision. With the ac-
countant he can admit, for example, that the valuation of inven-
tory at the lower of cost or market is inconsistent. But he can do
more. He can restore consistency to the accountant’s figures.

Values accrue concomitantly with production in the widest
sense of the word—that is, including selling. We need not wait
for the moment of realization to record profits, or for the moment
of loss to record losses. We can be consistent and record them as
they arise, adopting either market price or cost as our measure
of value. The two are not identical; whence arises the dilemma
and inconsistency of the accountant, who swings from one to
the other, selecting the more conservative, and thus ordinarily
omitting accrued profits but retaining losses. The economist may

24 Cf. Robert Schultz, Depreciation and the American Rairoads (Philadelphia,
1934).
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choose cost plus ‘normal’ profits, or market value (already includ-
ing normal profits). The former would mean accruing normal
profits during the period of manufacture or display, and post-
pomng ‘speculative’ profits (or losses) to the moment of realiza-
tion. The latter would amount to including both normal and
speculative profits when they occur. Since even speculative profits
are only realized, rather than made, at the time of sale, it seems
more reasonable to include them 1n the fiscal period in which
they become apparent. Speculative profits may be considered as
arising out of the assumption of nisk and the exercise of business
judgment; these productive operations are not confined to the
moment of sale. We avoid, also, the necessity-of distinguishing
between ‘normal’ and ‘speculative’ profits.

If the accrual basis is the logical one to use in the economic
accounting of revenue, costs must be distributed equitably 1n
proportion to the concomitant revenue. But not all costs are
attached to specific units moving through the plant or shop. The
productive assistance implied by economic risk and business
judgment are related to volume of investment and time, as well
as to volume of output. A plant may depreciate merely as time
passes, regardless of the amount of use made of it. Some of the
risk mentioned attaches to the fact that the use to be made of
given equipment is itself a matter of forecast, not always char-
acterized by measurable probabilities. The extent to which
straight line depreciation, for example, may be modified in our
measures thus hinges on the extent to which we wish to or can
distinguish between costs correlated with output (in the ordinary
sense) and costs correlated with time. The mere fact that a given
productive service is a function of time and not of output does
not, of course, mean that we must distribute the concomitant
costs evenly over time. The method of distribution depends on
what we wish to show. To that extent, the determination of net
income for periods shorter than a business cycle—the ‘natural’
fiscal period—is arbitrary. Distributing fixed costs in accordance
with gross income would tend to impose, upon net income, the
cyclical pattern of gross income. It is difficult to say that the re-
sulting measure of net income is in general less suitable than
one showing a greater cyclical amplitude. Nor need there be an
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exclusive choice: depreciation may be charged on both a time
and a unit basis. It is here especially that a theory of cyclical
movements in business is implicit in any decision made. If it is
felt, for example, that the errors of prosperity, which result in
increases in capacity that prove excessive in the light of depres-
sion, are sui generis, to charge to that period all the costs incurred
by this excessive investment may be justifiable.’® On the other
hand, if the errors of prosperity are conceived of as arising out
of the entire cyclical process and as related to errors in other
phases of the cycle, such allocation is less justifiable.

An equitable time distribution of costs arising from durable
equipment and other assets that are prorated over long periods
involves consideration of the interest discount implied in the
cost of these assets. If the price of a given capital good be looked
upon as the price paid for the present value of a series of future
services, we must recognize the existence of the element of dis-
count. One way of doing this would be to base the annual charges
for use of equipment on the implicit annual values of the ex-
pected services at the time they are enjoyed, rather than on their
values at the time purchased. Periods early in the life of the
asset would be credited with interest income to be charged to
later periods in the form of depreciation or interest. They would
not be burdened with the full capital investment, made partly
for the benefit of later periods, unless they were at the same time
credited with some income derived from this investment. It is
this idea that is at the basis of the annuity method of apportion-
ing depreciation.

While straight line depreciation methods tend to undercharge
the burden in the later years of use of a durable good, the error
involved may be compensated, more or less, by the usually in-
creasing burden of repairs and maintenance. Compensation of
a sort may occur also in the cyclical movements of industry, when
depreciation charges remain rigid, to the extent that repairs and
maintenance rise and fall more than output. However, it must
be remembered that the latter compensation, even if complete, is
true chiefly of industry as a whole. For particular industries the

28 Cf. the discussion by J. B. Canning, ‘A Certain Erratic Tendency in Account-
ants’ Income Procedure’, Econometrica, January 1933.
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degree of compensation is only partial, since there is some tend-
ency to record capital consumption by the one or the other type
of book entry rather than by both.

V' Price Changes

One of the outstanding characteristics of business accounting is
the reluctance to admit price changes to the records, especially
those affecting fixed assets. Except when turnovers are made,
either directly by sale of capital assets or indirectly by consolida-
tion or reorganization, capital assets are usually valued at origi-
nal cost. Depreciation and depletion charges are therefore not
based on contemporary price levels. In essence this means that
discrepancies between original cost and current values are, as in
the case also of inventories, taken into account as part of profit
or loss. Changes in the prices of assets therefore affect the amount
of corporate savings.

From the viewpoint of the economy as a whole, corporate sav-
ings so measured are not quite suitable for estimates of national
income. Modification is called for. We may (1) replace original
cost prices by current market prices; (2) express our measures
entirely in terms of constant prices; (3) in adjusting for price
changes, take some account of relative movements of prices.

1 CURRENT PRICES

As accountants recognize, business records are based on what may
be called hetero-temporal prices. The prices implicit in deprecia-
tion charges and in changes in inventory values do not refer to the
market situation at the time depreciation is charged and changes
in inventory values are added to or subtracted from cost of ma-
terials. For a sound definition of national income produced it is
necessary to use contemporary market prices throughout our
measures.

In the case of depreciation charges, adjustment for price
changes (from original cost to current production cost) may run
into a half billion dollars; and in a period of rapidly changing
prices may exceed a billion. The measures for 1919-35 are
presented in Table 2.
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TABLE 2

DEPRECIATION CHARGES EXPRESSED IN TERMS OF ORIGINAL COST
AND REPRODUCTION COST, 1919-19351

All corporations in the United States
(millions of dollars)

0] @ )
DIFFERENCE BETWEEN
DEPRECIATION AT
YEAR DEPRECIATION CHARGE,  DEPRECIATION CHARGE,  ORIGINAL COST PRICES
EXPRESSED IN TERMS OF  EXPRESSED IN TERMS OF  AND AT CURRENT PRICES
ORIGINAL COST REPRODUCTION COST hH— @
1919 1,620 2,620 —1,000
1920 1,940 3,330 —1,390
1921 2,200 2,770 —570
1922 2,490 2,780 —290
1923 2,620 3.260 —610
1924 2,700 3,190 —490
1925 2,860 3,250 —390
1926 3,270 3,670 —400
1927 3,350 3,740 —390
1928 3,600 3,890 —290
1929 3,870 4,250 —380
1930 3,990 4,180 —190
1931 4,000 3,920 80
1932 3,690 3,240 450
1933 3,500 3,110 390
1934 3,360 3,300 60
1935 3,420 3,410 10

t The figures for 1919-33 have appeared in Bulletin 60, National Bureau of Eco-
nomic Research (June 30, 1936).

Much more important is the adjustment for inventories. For
the United States we present in Table 3 Simon Kuznets' figures,
discussed by him below in Part Four.

The 4,963 million dollar change in inventory values in 1931
was the net result of a decline in the physical volume of inven-
tories (equal in value to 1,655 million dollars at 1931 average
prices and to 1,940 million dollars at 1929 average prices) and a
drop in prices (evaluated here at 3,308 million dollars, using the
average 1931 physical volume).** That is, revaluation of inven-
tories affected the computation of net income for the year to the

26 The change in value (v), price (p) being held constant at its average amount
during any short period (ta,s—t.), that is at the value 14 (pa . +p.); plus
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extent of 3,308 mullion dollars. The magnitudes for some other
years are even greater.

2 CONSTANT PRICES

Corporate savings as a whole cannot easily be adjusted for price
changes; certainly not by a simple division by a single price index.
Thus, the elimination of losses arising from declines in inventory
values may change corporate savings from a negative to a positive
quantity. No ordinary correction of total corporate savings for
price changes can yield this result.” The adjustment must be

the change 1n v, quantity (q) being held constant in a similar manner, equals the
total change in v. This statement 1s quite general, whether p or q nse or fall
with the passage of time, and whatever the manner Thus, let po, qo, v, be the
respective values of p, q and v, at time t,, and p,, q,, V,, at ime t, It can then
casily be shown that

(Ps+po) Q+q.)
Vi—Vo = P1 Gi—Pe Go = (4:—qo) : +(Ps—Ppo) 12 .

The figures in the last column of Table 3 include not only the last term in this
equation but also the revaluations involved in the use of the lower of cost or
market price, previously discussed (see also Kuznets, Part Four)

It should be emphasized that the inventory (and depreciation) adjustments do
not entail the use of a constant price during a given year The process 1s not
correctly described as a partial deflation Dr. Kuznets' statement that he multiphies
the physical change 1n stocks of goods during the year by the average weighted
price prevailing during the year may be phrased in another, equivalent, fashion.
That 1s, instead of saying that we multiply the total net change during the year
by some average price, we may say that we are priang each nct change during
the year at the price prevailing at the time the net change occurs Or, if we wish
to think 1n quasi-mathematical terms, we may say that the year 1s broken up
into a number of sufficiently small time units (infinitesimal units at the limit)
and that we simply multiply the net change during each small period by the
sumple arthmetic mean of the prices at the beginming and end of the period
This, 1n fact, 1s what we do 1n measuning other terms of the national income
formula, such as wages for the year 1n substance, we multiply the number of
man-hours of work during a week or day by the wage-rate prevailing in that
week or day All this 1s what 1s imphed 1n the phrase “properly weighted annual
average price”. Thus, it is clear that even the measures in terms of current
market prices involve muxing together in the figures for a given year all the
different price levels prevailing during the year. In order to carry through an
accurate adjustment for price changes, 1t 1s necessary to unscramble this mix-
ture by getung back to each of the original, infinitesimal or near-infinitesimal
sections of the flows and the prices at which they are evaluated.

27 There 1s some danger, therefore, in presenuing in the same table an index of
prices (cost of hiving or wholesale prices), and measures of components of national



CORPORATE SAVINGS 131

TABLE 3
INVENTORY REVALUATIONS, 1919-1935
All Business Enterprises, Excluding Farms

(millions of dollars)
) @ ® )
CHANGE IN INVEN- CHANGE IN INVEN-  CHANGE IN BOOK REVALUATION
TORIES, EXPRESSED  TORIES, EXPRESSED  VALUE OF INVEN- INCLUDED IN
IN CONSTANT IN CURRENT TORIES YEAR'S INCOME
YEAR (1929) pricEs PRICES 33—
1919 2,852 3,888 5,986 2,098
1920 3,507 5,908 1,708 —4,200
1921 522 568 —6,185 —6,753
1922 388 581 1,552 971
1923 2,802 3,001 3219 218
1924 —218 —222 —396 —174
1925 1,068 1,075 1,469 394
1926 1,687 1,901 114 —1,787
1927 387 391 —454 —845
1928 —482 —460 —508 —48
1929 2,484 2,484 1,772 —712
1930 —978 —982 ~5,313 —4,331
1931 —1,940 —1,655 —4,963 —3,308
1932 —3,614 —2,586 —4,106 —1,520
1933 ~1,255 —874 1,566 2,440
1934 —994 —862 1,269 2,130
1935 —813 —630 155 785

piecemeal. An essential step in the complete adjustment of cor-
porate savings is the substitution of current market prices for
original cost prices.*®

The use of constant prices cannot be considered a departure
from the use of market values. Quantities of different goods are
still combined on the basis of market value. All that is done is to
substitute a constant for a fluctuating market price.

Changes in rates of interest may be handled in the same way,
since they also may be looked upon as prices. Difficulties due to
changes in capitalization rates may be avoided by keeping them

income produced, implying that correction of the latter by the price index will
yield an adequate approximation to real income.
28 Only in this sense can this substitution be considered a “partial deflation™.
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constant, at the rate in the base year, or in the given year, or some
combination of the two.?®

$ RELATIVE PRICE CHANGES

In discussing the elimination of price changes no mention was
made of difficulties arising from relative price changes, of which
discrepancies between reproduction cost (less accumulated de-
preciation) and current market values are an important group.
These are best considered here in a discussion of obsolescence.

Temporary disparities of prices arise during business cycles
and are characteristic features of these cycles. The problems
of measurement of corporate savings to which they lead reflect
the shortness of the accepted annual fiscal period and can be
handled, as already suggested, by the process of adjusting for
price changes or by the recognition of their essentially temporary
character.®

Obsolescence is essentially a secular or long cycle phenomenon.
Obsolescence during the business cycle has little meaning, since
capital goods apparently obsolescent in the downturn and depres-
sion phases are brought back into the former sphere or level of
production when business turns upward. It is relative price
changes persisting over a period longer than a business cycle with
which we shall be concerned in this section.

‘Normal’ obsolescence, obsolescence that can be foreseen even
if only dimly, is written off on the books of corporations to reve-
nue, inseparably from charges arising from physical depreciation.
Unforeseen obsolescence is ignored, if the good remains in use
for the length of its anticipated life. If the good is discarded
earlier, a write-down is made, and charged against capital if of
sufficient importance.

There are some situations in which, while the equipment or

29 It would seem that capitahization rate changes would be reflected in ordinary
price changes, and would not require separate treatment. This is true of eternally
durable goods. But in the case of goods with limited lives, it would be difficult to
compare those in one period with those in another, unless they were identical in
number of years of remaining life, as well as in kind.

30 Here again it is necessary to emphasize that the temporary character of these
disparities, so far as business cycles are concerned, means only that they are ir-
relevant to the measurement of national income, and not to the factors determin
ing the amount of national income,
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structure may still be profitably used, greater profit may be ob-
tained by substituting for it a larger or faster unit. In such a case
the capital cost of the displaced asset may be added to the cost of
the displacing asset, in accordance with best accounting practice.
Thus, if a rentable building is torn down and replaced by an im-
proved structure, the book value of the old structure is not a
proper deduction.”* How satisfactory are these computations for
the measurement of national income?

It can be shown that anticipated obsolescence is a legitimate
charge against income,** and if the straight line depreciation
formula is used, should be expressed in terms of cost.>*

If obsolescence is not foreseen, the question whether it is a
social charge is more difficult. More or less compensating changes
within the capital structure, such as those rising out of shifts in
demand, may be ignored. Since increases in capital value arising
out of demand changes in a part of the system will not be recorded
on the books there, it seems best not to write down capital values
elsewhere, but to continue to charge depreciation at book value.
If the equipment is discarded, however, a write-off will be neces-
sary. This may be charged against income (if discards are dis-
tributed fairly uniformly in time), otherwise against capital.*

Unforeseen obsolescence due to invention and other tech-
nological improvement would seem to be a valid social charge, as
a cost underlying and offsetting the advance in technique. Since

31 CE., however, Regulations 86, Article 23 (c)-2, which seems to approve such a
deduction except when a taxpayer deliberately buys real estate with a view to re-
placing an old building with a new one

32 Cf., for example, R. F. Fowler, The Depreciation of Capital (London- King,
1931), pp. 11-12

8% Strictly speaking, of course, obsolescence should be written off as it occurs. If
1t is, earlier years of the life of the equipment or other goods will be charged a
greater amount than later years, even though straight line physical depreciation
is assumed.

3¢ Obsolescence may be uncovered in certain phases of the cycle (presumably de-
pression), and may be the consequence of a progress that is pulsating—as in J. A.
Schumpeter’s conception. But obsolescence uncovered in depression must be con-
firmed in the succeeding phases of the cycle and it is therefore doubtful whether
it should be associated with other than secular movements. For this reason, write-
downs (which appear to be more abundant in recession and depression), repre-
sent declines in capital values accumulated in earlier periods, and should not be
charged to the operations of any one phase of the cycle. This is recognized in the
inclusion of write-downs among surplus (or tapi(al) adjustmems, rather than in
the income account,
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an increased flow of goods will result and be reflected in an in-
crease in the gross product, it seems reasonable to charge such
obsolescence as an offset. If, for the economic system as a whole,
areasonable sort of guess could be made as to its occurrence, even
if it were not possible to do so for any individual part of the sys-
tem, the charge would be against income, rather than against
capital. That is, obsolescence unforeseen by any individual or
group of entrepreneurs might be foreseen by an economist taking
the broad view. Here also the short length of the fiscal period
complicates the problem. For if the history of an industry be con-
sidered in its entirety, any unforeseen obsolescence is clearly a
charge against its income.

The complete elimination of price changes as irrelevant to the
measurement of national income, suggested above as one way out
of the difficulties arising from changes in price levels, also elimi-
nates from our figures the valid social cost involved in the invest-
ment of resources in capital goods which become obsolete.
Difficulties arise, however, when we try to discriminate between
different kinds of price changes. Certainly it would seem desir-
able to eliminate at least changes in the general price level. But
the concept of a general price level has lost much of the sharpness
it seemed once to possess. Perhaps the simplest procedure, in the
present state of our knowledge, is to eliminate all price changes,
with a realization of the assumptions this procedure involves. It
must be remembered that one of our goals is to account for the
entire flow of real resources into capital goods. The loss in the
value of these resources should be accounted for by a deduction
somewhere, whether as a current charge on revenue account, or
as an extraordinary charge on capital account.

VI Capital vs. Revenue Items

Corporate savings, as available to us in accounting reports, con-
sist of revenue items applicable to the current period, less cost
items applicable to the current period, less cash dividends and
income taxes. Other items and changes in position are added to
or deducted from capital assets, and if not conversions of assets,
are credited or charged on capital account.
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These other items, which may be conveniently grouped to-
gether as surplus adjustments,” arise out of discrepancies be-
tween recorded anticipation and actuality, and out of price
changes.

Discrepancies between the records and the facts are often due
to the conservative nature of accounting practice with respect,
tor example, to intangible assets and unrealized profits. Or they
may be due, as indicated above, to the mere expense of account-
ing.

Discrepancies between anticipations and actuality arise out of
errors. The useful life of durable goods may be incorrectly est1-
mated. Or, no measurement may be made: accounts may be in-
adequate, as in the case of the records of many small proprietors,
farmers and professional workers. Or, finally, the probabilities
of certain occurrences may be unmeasurable.

The longer the accounting period, the fewer will be the cap-
ital charges (or credits), for those arising out of errors in the
allocation of revenues and costs to different time intervals will
decrease in number. Here again we must distinguish between
the discrepancies characteristic of business cycles, which cancel
out if the cycle as a whole is considered, and those persisting over
periods longer than a business cycle.

Probably the major portion of surplus adjustments represent,
concretely, changes in general price levels, unanticipated obso-
lescence, and uninsured accidents.*® As already suggested, mere
revaluations—whether expressed in write-ups or write-downs, or
profits and losses on sale of capital assets—may be ignored in the
social accounts, unless they affect later charges for depletion and
depreciation. An important type of upward revaluation occurs
after the discovery of valuable mineral properties. Since expendi-
tures for exploration and development are usually charged to
current expense, whether or not the venture is successful, there
are good grounds for considering these discoveries as represent-
ing capital formation and part of national income. Entries for
unanticipated obsolescence, already discussed, appear to be valid

88 Most upward revaluations appear to take the form of profits on sales of capital
assets (including consolidations), while most negative revaluations enter business
accounts as write-downs.

36 Cf. ‘Revaluations of Fixed Assets, 1925-1934", Bulletin 62, National Bureau of
Economic Research (December 7, 1936).
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social charges, if they can be separated from corrections for gen-
eral price movements. Damages due to uninsured accidents, like
unforeseen obsolescence, are definitely social charges, even if
only on capital account, since there can be no question of their
effect on economic welfare in general, and on the status of busi-
ness corporations in particular. Such losses have been discussed
1n recent papers where they are treated as losses on capital ac-
count.®” Here also, if from a broad social standpoint reasonable
estimates could be made—whether or not entrepreneurs take
into account the possibility of their occurrence—it would be
preferable to place such losses in the income account. Practically
speaking, however, it is probably simplest to treat them as losses
on capital account, and supplement our measures of national in-
come by entries for charges and credits on capital account. These
entries are vital in the measurement of annual changes in na-
tional wealth, but difficult to consider as affecting the measure-
ment of the income of the specific year in which they are made.
Such surplus adjustments as charges on 1dle facilities are essen-
tially applications of the per unit depreciation charge, rather
than the straight line method. They can hardly be considered as
proper capital charges so far as national income is concerned.
General non-specific reserves for ‘contingencies’ offer a knotty
problem, and raise the question of the extent to which the sur-
plus account itself is a reserve for possible future losses.*® The
creation of these reserves should ordinarily not be considered
charges on capital account. Only when specific entries are made
debiting these reserves and crediting capital assets does it appear
reasonable to treat the items as capital charges. However, if the
fact of loss is indeed clearly established, and only its exact amount
is still to be determined, there would seem to be more reason to
consider the entries as relevant to our measures. The distinction
37 A. C. Pigou, ‘Net Income and Capital Depletion’, The Economic Journal, June
1935, p. 240; F. A. Hayek, “The Maintenance of Capital’, Economica, August 1935,
58. ::SM C. Rorty, ‘A National Money Accounting as the Basis for Studies of In-
come Distnbution’, Journal of the American Statistical Association, March 1921,
O. W. Knauth, ‘The Place of Corporate Surplus in the National Income’, Jour-
nal of the American Statistical Association, June 1922, and W. R. Ingalls, Wealth
and Income of the American People, 2d ed. (York: Merlin, 1923), pp. 207-14, also

Dr. Knauth’s discussion in Income in the United States, Vol. 11, Ch. 25 (National
Bureau of Economic Research, 1922).
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is a clouded one, and superlative accuracy is not to be expected.

The whole question of anticipation is involved in these con-
siderations. Should the economist accept, for use in his measures,
whatever anticipations are offered to him, or should he correct
them? And if he attempts to correct them, should he accept the
average anticipation as the criterion, or the most accurate antici-
pation, or impose one of his own? No clear answer is possible. In
an analysis of economic processes the actual distribution of an-
ticipations constitutes vital data. But in the estimation of na-
tional income as a measure of the ‘end-product’ of economic
processes some manipulation appears necessary. We cannot ac-
cept as measures of income, except as first approximations, what
individuals believe to be their incomes. In measuring economic
welfare the economist must impose and use criteria of his own.
Thus the changing anticipations related to the waves of pes-
simism and optimism characteristic of the trade cycle may be
handled as implied above in the discussion of the fiscal period.

The path of the estimator of national income is thorny in any
case. He is forced to accept accounting data to which, in many
cases, only a few rough corrections can be applied. Where ob-
viously inadequate accounts are kept—those of farmers, for in-
stance—some estimate must be supplied by him. And he must
allow for capital charges and credits as a complement to his meas-
ures of national income, even though he may feel that many of
these entries properly belong in the revenue account.

VII Problems of Duplication and Omission

We turn, finally, to a few questions of duplication and omission
raised during the examination of the various items entering into
corporate income accounts. With respect to the expense items,
there is the problem raised by taxes.*® It is easy to consider cor-
porate taxes as a whole a legitimate expense, paid for services ren-
dered by the state.* But for individual industries this way out
seems less proper. Taxes paid by tobacco and liquor corporations
can hardly be considered anything but transfers. For a proper

89 Cf. Mitchell and Kuznets, op. cit., p. 10.
40 See, however, Gerhard Colm, Part Five, Sec. II and II1,
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industrial distribution of national income produced, it seems
legitimate to deduct only those taxes paid for services rendered to
the industry. This statement applies to all taxes, including in-
come taxes, property taxes, import duties and excise taxes on
such products as liquor and tobacco. The portion of taxes not re-
quired for services can be considered either as forced transfers, or
as analogous to monopoly profits. In either case, it represents in-
come produced in the industry. Probably the simplest way of
handling this problem statistically is to segregate all taxes paid
by corporations and other business enterprises and show the fig-
ures in conjunction with the income data by industry. The dis-
tinction between government services to business and other
government expenditures would then be made in a detailed
analysis of the government’s budget, the portion taken to repre-
sent services to business being deducted from the total amount
of taxes paid by industry. It would be difficult to attempt so to
break down tax payments of individual industries. This could
be done only on an arbitrary basis, such as assuming that all prop-
erty taxes are for services rendered and deductible as costs, and
that excise and income taxes represent income originating in the
industry.

The theoretical basis for this method of treatment of taxes lies
in the assumption of market price as the unit of value. A different
treatment of taxes implies a deviation from this basic assump-
tion.** It may be doubted whether in the present state of economic
and statistical knowledge a step can be taken away from market
valuations, although such a step is ultimately necessary.* Since
the economy is characterized by change and growth, the equilib-
rium theory apparatus so far seems to aid us little in this eventual
step. Even well established taxes vary in weight and incidence,
owing to changes in total income and prices. In any case, the
underlying criticism of market prices applies with equal force to
the vast group of monopoly prices, and cannot be confined to the
effect of taxes on prices.

An extreme instance of the importance of taxes in measures of

41 Reduction of income to constant dollars does not rid us of market valuations, of
course.

42 An approach has been made in this direction by Professor Colm. The kind of
assumptions that must be made to do so is indicated in his paper (sce Part Five).
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national income produced is found in the tobacco manufactures
industry (Table 4). In this group, taxes were more than twice the
amount of national income produced as measured by a method
similar to that of Messrs. Kuznets and Nathan.** If we include
taxes in national income produced we have figures that indicate
a degree of change between 1931 and 1933 (—12 per cent) con-
siderably different from the figure excluding taxes (—23 per
cent). And of course the relative importance of the industry, so
far as income produced is concerned, is considerably enhanced by
including taxes.* For all corporations, taxes other than Federal
income taxes (property and other taxes, but not including excise
and import duties) amounted to over two billion dollars in each
of the years 1927-33. These are not only huge amounts, but also
amounts characterized by little flexibility.

TABLE 4

NATIONAL INCOME ORIGINATING IN THE TOBACCO MANUFACTURES
INDUSTRY, 1931 and 1933

(millions of dollars)

1931 1933
National income produced, as ordinarily measured 216 3 165.6
Taxes paid
Excise 422.0 400.8
Property, etc. 95 10.2
Federal income and profits (corporate) 17.1 90
Total taxes 448.6 420 0
National income produced, plus taxes 664 9 585 6

Sources: Wages and salaries—Census of Manufactures (1929, 1931, 1933). Salaries
for 1931 estimated on basis of wages paid. Interest—estimated interest on long
term debt, less interest reccived on tax-exempt investments, Statistics of Income,
stepped up to include non-corporate data by ratio of total value of product to
corporate value of product, Census of Manufactures, 1929. Dividends, entrepre-
neurial withdrawals and business savings—Statistics of Income, stepped up. Taxes
—excise taxes from Census of Manufactures, 1931 and 1933, other taxes from
Statistics of Income, stepped up.

48 National Income, 1929-1932, 73d Cong., 2d Sess., Senate Doc. 124 (1934); Na-
tional Income in the United States, 1929-1935 (U. S. Department of Commerce,
1936).

44 Various taxes on liquors collected by the Bureau of Internal Revenue also reach
a huge amount; 411 mullion dollars for the fiscal year ending June 30, 1935 (Annual
Report of the Commissioner of Internal Revenue, Fiscal Year Ended June 30,
1935, p. 83).
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Bad debts represent a rather large item, as indicated in Table 5.
Here too there is some question whether those losses incurred
through credit extended to individuals should be considered as
transfers or as expenses. The criterion by means of which the in-
come derived from illegal pursuits is commonly excluded from
national income is generally applied in this case. Another, per-
haps more satisfactory, method is to segregate the figures. Bad
debts incurred on accounts due from other corporations are not
necessarily recorded as income by the defaulters.

TABLE 3

BAD DEBTS REPORTED BY CORPORATIONS, 1929-1931
(mullions of dollars)

1929 1930 1931
Total 9420 9795 1,1827
Retail industries 1 2000 202 3 2398

1 Including all bad debts reported by retail trade, domestic service and amusements,
and one-half of bad debts reported by corporations in the following industries
telephone and telegraph, gas, electric light, wholesale and retail, ‘all other trade’,
professional, stock and bond brokers, real estate, loan and financng The oniginal
data appear 1n National Income, 1929-1932, Appendix B, and in the annual vol-
umes of Statistics of Income.

The same point arises in connection with losses, by corpora-
tions, on investments in other corporations. Duplication of losses
occurs when the losses of a subsidiary are repeated in the loss on
sale or writing-off of the stock holdings of the parent company.
The elimination of duplication of corporate profits is quite easy.
Profits must be reported to the Bureau of Internal Revenue
for tax purposes, and income derived from dividends and gain on
sale of investments are segregated 1n the published statistics. The
elimination of duplication of losses would be just as easy if the
figures were reliable. However, there is some question as to the
accuracy of the reports, particularly of corporations that are
dissolved or in process of dissolution. Naturally, when there is no
tax to be yielded by insisting on more accurate reports, and when
any losses reported will most probably not be used in the future
to reduce taxable income, the Treasury Department is less likely
to scrutinize with care the reports of companies in obvious dif-
ficulty and on the way out. Evidence bearing on the importance
of any discrepancies that may arise in this connection is obviously
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lacking. It is possible that an appreciable sum of losses is omitted
from our aggregates on this account.

One further possible discrepancy must be mentioned. Cash
dividends declared by a corporation as of one year may be re-
corded as received by the stockholders in the following year. Since
we obtain our figures from the payers, rather than the receivers,
any resulting difficulty will arise only in the analysis of income
by size.

VIII Conclusion

The definition of national income should have some relation to
the economic world as we have learned to know it. The organiza-
tion of modern business involves, integrally, the corporate struc-
ture and the complex of interests and controls this structure
implies. It is essentially for this reason that the old division of
income shares must be modified to make a place for corporate
savings.

Difficulties in the definition of national income arise, as Pro-
fessor Pigou has indicated, out of the fact of economic change. It
is extremely difficult to compose an unambiguous definition of
capital consumption—of what is meant by keeping capital intact
—for an economy characterized by cyclical movements and secu-
lar trends in its every element. We cannot assume that the ac-
counting concept of corporate savings provides us with this
unambiguous definition. Accounting estimates of corporate sav-
ings cannot be accepted as more than the raw material which the
statistician must shape into bricks for his structure. The charac-
teristics of accounting practice—conservatism, inconsistency, va-
riability from one concern to another (as in the treatment of
intangibles, depreciation and maintenance), the reflection of ex-
traneous elements (as legal requirements, division of interests
within the enterprise, need for credit), mold the accounting fig-
ures into shapes not altogether fitted for our purpose.

Nor is it likely that we can make such a definition of our own
before we commence our labor of building up a theory of eco-
nomics. Economics is a continuing science. It must learn from
experience, its own experience. For this reason we feel that na-
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tional income must be defined with reference to what we already
know of economic development and fluctuation. If we are to get
back of the ‘nominal’ calculations and evaluations of business
men and accountants, we must consider the ‘law’ of their specula-
tions and valuations.

We must recognize the utility of several parallel measures of
national income, supplemented by measures of capital charges
and credits, and broken down in detail. When such a plurality of
measures is not possible, when modifications of the available data
are not practicable, we must remember the assumptions implicit
in these data when we draw conclusions from them.*

45 Much of the above discussion has relevance also to problems 1n the measure-
ment of national wealth. Thus, the remarks on the relation between a theory ot
cyclical movements 1n business and the measurement of income also apply to the
measurement of wealth 1n connection with, for example, the question of fluctuat-
ing prices and their bearing on capital evaluation
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CHANGING INVENTORY VALUATIONS
AND THEIR EFFECT ON BUSINESS
SAVINGS AND ON NATIONAL
INCOME PRODUCED

SIMON KUZNETS

THE coMMENTs submitted below reiterate and amplify one of
the points brought out in Mr. Fabricant’s paper.! The distorting
influence of business accounting practices on any measure of
business savings, and hence of national income produced, is con-
siderable, and the need for adjusting figures taken from business
accounts must be clearly recognized. Of the various sources of
distortion, the changing valuation of inventories appears, for
recent years, to have had the largest quantitative effect on busi-
ness savings and national income produced. It would, therefore,
seem advisable to discuss the various aspects of this particular in-
fluence in some detail, even at the danger of stressing the obvious.

I National Income Produced, in Current Prices

National income produced may be defined briefly as the value of
all commeodities and services produced, minus the value of com-
modity wealth consumed in this production. Within commodity
wealth consumed it appears advisable to distinguish between
inventory commodities, i.e., raw and semifinished materials, fin-
ished nondurable commodities, and all finished durable com-
modities before they reach the hands of their ultimate consumers;

t Part Three, Sec. IVand V, 1.
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and fixed capital, i.e., all finished durable commodities that are

in the hands of their business users.

Let us adopt the following designations:

q.P., = national income produced, in current prices, q, being
commodity volume and p, being the corresponding price
level,

q; = quantity volume of all commodities and services produced,

pe = current prices of all commodities and services,

gm = quantity volume of inventory commodities consumed in the

process of production (production being most broadly de-
fined),

Pn = current prices of inventory commodities consumed in the

productive process,

q. = quantity volume of fixed capital consumed in the produc-

tive process,

p. = current prices of fixed capital consumed in the productive

Pprocess.
Then, obviously,
9sPn = qsPs—uPm—qePe- )
In the discussion below, we deal chiefly with national income
produced, in current prices. The problem of adjusting it for
changes in the price level will be mentioned only briefly in Sec-
tion IV.

II The Inventory Valuation Problem

In connection with q,p, the first point to be noted is that p,,
designates the current price level of inventory commodities con-
sumed in the productive process. If we deal, as we usually do in
national income estimating, with annual magnitudes, p,, is the
annual average price, weighted by quantities consumed in each
distinguishable subdivision of the year (quarter, month, etc.).
The quantity of these inventory commodities consumed is
properly expressed for business enterprises by the following equa-
tion:
qm = Qbi+Qp—qet (2)

where:
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qu = quantity volume of inventory commodities in stock at the
beginning of the year,
q, = quantity volume of inventory commodities purchased dur-
ing the year,
qu = quantity volume of inventory commodities in stock at the
end of the year. *
Hence:
QuPm = (951—=qe1+9p)Pn = GuiPu—GerPat-QoPu- &
Actually, from the accounting records we obtain the following
value, which we designate as A, for the cost of inventory com-
modities consumed:

Aump = QuiPi—qe1Ps+oPs (4)

where:

p: == prices in which commodity stocks are reported at the be-
ginning of the year,

p; = prices in which commodity stocks are reported at the end of
the year,

ps = prices at which commodities are purchased during the year.

None of these three is likely to be equal to p,,, when prices of
the commodities in question move up or down during the year.
Since inventories are valued at cost or market whichever lower,
if prices rise during the year and the immediately preceding pe-
riod, p, will be lower than January 1 prices and hence decidedly
lower than p,, the average price for the year; and p, is likely to
be higher than p,, if the age of the closing inventory is under six
months. Similarly, when prices decline, p, will be higher.than
Pm» and p,, is likely to be higher than p,. The average price of
inventory commodities purchased during the year, p,, will differ
from p,, in so far as the distribution of purchases within the year
differs from the distribution of actual consumption in the pro-
ductive process.

For practical purposes we may assume that p, = p,,. There is
no way of ascertaining properly, in estimating national income,
the distribution within the year of quantities of inventory com-
modities consumed and of those purchased. And it may be
reasonably suggested that even when differences between the
intra-annual consumption and purchase patterns are substantial,
the resulting disparity between p, and p, is likely to be of much
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smaller importance than the difference between p, and p,, on the
one hand, and p,, on the other.

If p; = pm, then

Amp—qmpm = QuiP1—qe1P:—Qb1Pm+Get P
= Qo1 (Pr—Pm)+qet (Pu—P2)- )

When prices of inventory commodities consumed in the pro-
ductive process rise, and the average age of stocks is under six
months (which, for the business system as a whole, is quite
definitely the case) both (p, —p,) and (p, — p.) are negative
quantities. Hence, in such a case, the value of inventory com-
modities consumed as reported by business accounts is too low
as compared with the true one; and correspondingly, net income
(in equation 1) is exaggerated by an amount exactly equal to that
on each side of equation (5), signs disregarded. When prices of
the commodities in question decline, the value of these com-
modities consumed in the productive process is exaggerated in
the business account, the value on each side of equation (5) being
positive; and hence net income is underestimated by a corre-
sponding quantity.

It is thus quite clear that whether prices rise or decline, and
inventories are reported at cost, or at cost or market whichever
lower, the values of inventory commodities consumed, as re-
ported in business accounts, differ from the value required for
a proper estimate of national income.?

III Factors Determining the Size of Discrepancy
Resulting from Changing Inventory Valuation

The discrepancy in question, the value of which was established
in equation (5), may for the purposes of analysis be expressed
somewhat differently:

2 It 15 surprising to note 1n this connection that Colin Clark, in his The National
Income, 1924-31 (London® Macmillan, 1932), finds 1t necessary to correct for
this peculiarity of business accounting only in years of declining prices and fails to
correct for the influence of rising prices. The fact that accounting practices
demand reporting 1nventories at cost or market, whichever lower, does not mean
that in years of nsing prices the valuation of the closing inventory is the same
as that of the opeming inventory, or that either 1s the same as the price level
of inventory commodities consumed in the productive process,
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Amp_qmpm = qbipx_qoipz+ (qel—qbl)pm- (6)
If we ask ourselves now what determines the absolute size of this
discrepancy, its sign being disregarded, it becomes obvious that:
a) Other factors held constant, the discrepancy is larger the larger
the difference between p, and p,, i.e., the larger the change in the
price level. )

b) If qui = qe1 = q the discrepancy is larger the larger q, is. The
same is true if q,, 34 q,,. The discrepancy is proportional to the
magnitude common to both q,, and q,.

c) If both prices and the quantity volume of commodity stocks
change the absolute size of the discrepancy will tend to be larger
if the quantity volume of commodity stocks increases; and will
tend to be smaller, if the quantity volume of commodity stocks
declines.

Proof:

When g = q1, the discrepancy is

Qs (P1—Ps); (7
when commodity stocks increase, qvs = qei—a (a = positive con-
stant) and the discrepancy becomes:

Qb1 (Pr—P:2)+2 (Pm—p2)- (8)

When prices rise p,—p; is invariably negative; and p,—p. is
likely to be negative if the average age of closing commodity
stocks is under six months. Under such conditions, expression
(8) will be of larger absolute size than expression’(7).

When prices decline, p,~p, will be positive, and p,—p, is
also likely to be positive. Hence expression (8) will be larger than
expression (7), both arithmetically and algebraically.

Obviously, if commodity inventories decline the discrepancy
will be:

Qo1 (Pr—P2)—2 (Pu—P2)- ©
which will, for either rising or declining prices, tend to be of
smaller absolute size than expression (7). Thus, secular and
cyclical rises in commodity volume of inventories will, other con-
ditions being equal, magnify the effect of changes in inventory
valuation upon the discrepancy, and hence upon business sav-
ings and national income produced. Secular and cyclical declines
in the commodity volume of inventories will have the opposite
effect.

d) If the commodity volume of inventories and prices both
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change, the discrepancy may vanish if, when commodity stocks
increase:

1~ P2/ 10
Qb1 (pl—Pz) —=-a (Pm_'Pz) or(-it_l- = —8;2—5“‘)7. ( )

Since both a and q,; are positive.k_—gimust be positive in
—

order that equation (10) be satisfied. But this can be the case
only if the price movements change their direction at some point
from p, to p,.

When commodity stocks decrease:

— = — __a'___. (pl—pZ).'_ (l l)
Qoi (P—P2) = a (pu—P2) Or Qi (Po—P:)

In this case it would appear at first as if price movements do
not have to change their direction within the year. But unless
they do, p,—p. will be larger than p,—p,, and hence a would
have to be larger than g,—obviously an impossibility. In the
extreme case (a = q,), P, would have to be equal to p,—again
an impossibility under conditions of prices changing within the
year in one direction only.

Hence, the effect of a change in commodity volume of stocks
is not such as to allow cancellation of the discrepancy, unless
prices both rise and decline within the year. But under such
conditions, the discrepancy may vanish even if the commodity
volume of stocks remains constant throughout the year.

TV National Income Produced, in Constant Prices

A brief consideration will show that the usual adjustment of na-
tional income produced for changes in price level does not cor-
rect for the discrepancy discussed above.

If we designate the constant price level in which income and
its elements are to be expressed by P, with corresponding sub-
scripts, then national income produced, in constant prices, is
described by the following equation:

ann = qug_qum—qcPc- ( 1 2)
Hence
Pn = qug_qum—’qcPc,
qa
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9sPs—9uPm— qcpe

P.="",
and
Pa _ 9Pe—9uPn—9.P: (13)

P, qul_qum—que

The price index p,/P, is obviously a ratio of two price meas-
ures, both constructed similarly but for two different years, the
base year and the given year. In both, the price measure is ob-
tained by taking the prices of all commodities and services pro-
duced, allowing all possible duplication (p, and P,); subtracting
the prices of all inventory commodities and of all services con-
sumed in the process of production (p, and P,), and again sub-
tracting the prices of all fixed capital goods consumed in the
productive process (p. and P,). In short, both p, and P, are
largely measures of the prices of finished commodities and serv-
ices produced and available for ultimate consumers and in-
vestors. Prices of unfinished commodities and services enter them
only in so far as they represent net additions to or subtractions
from inventories.

It is clear now that having both p, and P, no correction can
be made for the discrepancy by any usual adjustment for price
changes. Indeed, the correct expression for national income pro-
duced, in constant prices, is:

QP2 = G.ps / &
But if instead of q,,p,,_q,pll 9QuwPn—9.P We have 2 magnitude
A,,=q,p;—A.,—q.P. then when we adjust for price changes, we
obtain the following magnitudes:

A, P "-[qnpn Qo (Ps=Pw)—9et (Pn—P2) 1/ (Po/Ps)

=quPa— (Po/Pu) [Qu (Pi—Pu)+qu (Pa—Ps) ] (14)

The discrepancy in this case may be absolutely smaller or

larger as compared with that in income produced in current

prices, depending upon whether P,/p, is smaller or larger than 1.

But its relative magnitude, i.e., its ratio to the correct value of

national income produced, will be the same whether measured
in current or in constant prices.
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V' Magnitude and Effect of the Adjustment for Recent Years

It is of interest to consider the magnitude of the discrepancy dis-
cussed above and the effect of the adjustment for such discrepancy
on the current estimates of national income produced and of
that income element which reflects the discrepancy fully, viz., net
business savings (Table 1).

TABLE 1

ADJUSTMENT OF CURRENT ESTIMATES OF BUSINESS SAVINGS,
PROFITS OR LOSSES AND NATIONAL INCOMFE PRODUCED
FOR EFFECTS OF CHANGING INVENTORY VALUATIONS

RE-

VALUATION
OF INVEN- NFT BUSINESS BUSINESS 'ROFITS
TORIES IN- INCOME PRODUCED SAVINGS OR 1 OSSFS
CLUDED IN PRESENT PRESENT PRESENT

YEAR ESTIMATE  ESTIMATE ADJUSTED ESTIMATE ADJUSTED ESTIMATT ADJUSTED
(mallions of dollars)

1) 2 (3 1) ) (6) (7) (8)

1929 -712 80,757 81,469 2,583 3.295 8552 9.264
1930 -4,331 67,969 72,300 —4,903 -572 912 . 5,213
1931 -3,308 53,499 56,807 -8,052 4,744  -3,718 —410
1932 -1,520 39,545 41,065 -8,942  -7,422 -6,193 —4.673
1933 2,440 41,813 39,373  -3,094 -5531 -881 -3,321
1934 2,131 49,575 47,444 1,429 -3,560 1257 -8714
1935 785 54,955 54,170 310 —475 3,382 2,597

Col 3, National Income, 1929-36, prepared by the Division of Economic Research,
U S. Bureau of Foreign and Domestic Commerce (Washington, 1937), Table
1,p. 11

Col. 5, 1bed , Table 8, p. 24

Col 7 = Col 5 + dividends paid out, see sbtd , Table 24, p 31

Col. 4 =Col. 3-Col.2  Col. 8 = Col. 7—Col. 2

Col 6 == Col 5—Col 2  For derivation of Col 2 sce text

The estimates of income produced, net business savings and
business profits and losses (i.c., savings before payment of divi-
dends) are taken from the most recent publication on the subject
by the Department of Commerce, and need no further explana-
tion. But the derivation of the measures of the discrepancy, given
in column 2, needs to be stated briefly. /

For years prior to 1936, we have estimated in the National
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Bureau’s study of capital formation the volume of commodity
stocks held at the end of each year by the business system, i.e.,
farmers, all business enterprises in mining, manufacturing, con-
struction and trade, and all corporations in the fields of public
utilities, service and finance. These commodity stocks were meas-
ured in both 1929 prices and current valuation as reported in
the accounts of the business firms; in addition we had price in-
dexes measuring the average annual price level of the commodi-
ties in question.

We were thus able to estimate for every year the following
magnitudes: (Qe1—qu1) Pms and (Qe1p,—quiP,). These magnitudes
appear in columns (2) and (3) of Table 3 in Mr. Fabricant’s
paper,® and refer to all inventories except those in the hands of
farmers. Farmers’ stocks were excluded because the procedures
used to estimate income produced from farming take no account
of changes in current inventories.

The revaluation of inventories included in present estimates
of national income produced and net business savings is obvious
from equation (6) which can be rewritten as follows:

qwPm = Amp—qmp,+q.|p,— (qel—qbl) Pm
= Awt [ (QeiPs—QoiPy) — (qu1—Qot) Pul-
It can now be seen why Mr. Fabricant estimates the revaluation of
inventories included in the current estimates as
((QePs—=quiP.) = (Ger—qe) Pal;
and it is this magnitude that is entered in column (2) of our table.

It may be observed that the adjustment thus made possible
affects materially the estimates of national income produced,
raising them in years of contraction and lowering them in years
of recovery. It also changes somewhat the year-to-year movement
of income totals, bringing them into what seems to us better con-
formity with our general notions of the course of depressian and
recovery in this country. The unadjusted totals of income.pro-
duced show almost as great an absolute decline from 1929 to 1930
as from 1930 to 1931, or from 1931 to 1932. The adjusted
totals show that the contraction from 1929 to 1930 was much less
appreciable than during the two years following. The unadjusted
total shows a rise from 1932 to 1933; the adjusted one shows a

3 Part Three, Sec. V, 1.
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decline from 1932 to 1933, thus exhibiting a movement similar
to that of income paid out.

The effect of the adjustment on business savings is, naturally,
the most marked. From 1929 to 1932 inclusive, the cumulative
total of business savings is reduced from —19,314 million dollars
to —9,443, or by more than one-half. For the entire period,
1929-35, the cumulative total of net savings in the unadjusted
figures is —23,527 million; in the adjusted, —19,012. The adjust-
ment serves to bring out the fact that revaluation of inventories
tends to intensify greatly the otherwise sensitive element of busi-
ness savings or business profits—reducing them still further dur-
ing the years of declining prices that usually accompany depres-
sion, and raising them still further during the years of rising
prices that usually accompany recovery.

VI Broader Aspects of the Problem

The correction for the effects of changing valuation of inven-
tories, as well as the adjustment for the difference between origi-
nal cost and reproduction value bases of depreciation deductions
(discussed by Mr. Fabricant), serves to raise some broad questions
concerning national income concepts. The introduction of these
corrections means that our measure of national income produced,
and especially of business savings or business profits and losses
(if we treat dividends as a residual rather than as a cost share),
departs from what the business system as a whole considers its
net profit or loss or its contribution to net income produced. In
effect, the adjustments for the inconsistencies of the accounting
system are analogous to the distinction the estimator makes be-
tween entrepreneurial withdrawals and business savings for
individual entrepreneurs, most of whom make no such sharp
distinction in reality; or to the attempt of the national income
estimator to place a precise figure upon entrepreneurial incomes
in such branches as farming, retail trade or construction, in which
a large number of the entrepreneurs have but a vague notion as
to the amount of their net incomes.

Such consistency on the part of the national income estimator
in his attempt to measure what the net income actually is, rather
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than what people think their net incomes are, seems to me fully
justified. It is of importance for us to know the total net output
of commodities and services during given periods, measured in
terms of both current and constant prices. How else can we gauge
the success of the economic system in providing commodities and
services for ultimate consumption and for increase of the capital
stock? True, the global measure of national income produced is
i itself insufficient for such purposes; it must be supplemented
by the various significant allocations, such as by industrial source,
by functional type of income share, by regions, by social groups,
by size among consuming units. But the properly measured total
is obviously indispensable, either as the first or as the last step in
this sequence of national income measurements.

On the other hand, we do lose a valuable aspect of national
income measurements by making them depart from what the
income recipients in the nation believe their incomes to be. For
what consumers or entrepreneurs think their net incomes to be
provides at least a partial explanation as to why they act as they
do as consumers or entrepreneurs. An increase in the net profit
of an enterprise, even though it is but a reflection of revaluation
of inventories of the kind discussed above, is nevertheless real so
far as it may stimulate the enterprise to further expansion or to a
more generous dividend policy. And if a farmer thinks that his
net income has increased, even though this increase is due only to
his failure to tdke proper account of the depreciation of land or
equipment, he may still be impelled to expand his activity.
Whether such expansion will actually follow depends, of course,
upon the enterprise’s or farmer’s ability to find the means for it;
but the stimulus, provided by an increase in apparent net income,
is present nevertheless.*

The discussion above suggests a definite choice among the sev-
eral alternative approaches to national income measurements
that appear in any discussion of national income concepts. One
can either attempt to measure national income produced as a
sum total of what income producers think their incomes are, or

¢ It is perhaps not an overstatement to say that the dispanty between real and
apparent net income constitutes an important factor in business cycles. A similar
point, obviously suggested by the experience in Germany during the inflation
years, was elaborated by F. Schmidt (see his ‘Die Industriekonjunktur—ein Rech-
enfehlerl’, Zeitschrift fir Betriebswirtschaft, 2 Sonderheft, 1927).



156 PART FOUR

as the value of the net output of commodities and services. Both
approaches cannot be satisfied by one estimate, but demand two
distinct totals. Perhaps we should estimate both real income pro-
duced and apparent income produced. And if we do, we should
probably distinguish and measure real income paid out and ap-
parent income paid out; or any other pair of real and apparent
national income totals.

The purpose of these remarks is not to indicate and justify a
definite choice. Although if a choice is to be made, it seems to me
more important, in the present state of our knowledge, to meas-
ure real national income produced as a basis for observing funda-
mental changes over substantial time periods than to measure
apparent income produced, which is useful only as a factor in
explaining some short term changes in economic behavior. But
then there is nothing, except labor, to bar a simultaneous meas-
urement of real and apparent income. However, the important
point is that the two approaches are incompatible in one estimate.
Such incompatibility is also true of the uses to which the net in-
come measures may be put.



Discussion

I M, A. COPELAND

The nature ot the correction for changing inventory valuations
that Dr. Kuznets proposes to apply in estimating social income
may be conveniently understood for an isolated community, if
we divide its total net value product into three parts according
to objects of expenditure during the year, thus:

a) Total value of goods and services consumed;

b) Saved income invested in additions to the stock of durable
goods;

c) Saved income invested in additions to inventories.

Neither (a) nor (b) is relevant. Item (c), which may be either
positive or negative, is precisely what Dr. Kuznets proposes to
correct. When it is on a book-value basis * it is p,q, minus p,q,,-
Dr. Kuznets would apply p, or p,,, an average price for the year, to
both physical inventories, q,, and q, in lieu of using respectively
the year's opening and closing prices, p, and p,. Thus, in effect, he
applies a deflation technique, but applies it separately for each
year. His correction therefore eliminates the effects of price
change within each year but does not eliminate the effects of price
change as between any two years. We may refer to his technique
as ‘partial deflation’.

Dr. Kuznets' argument for this correction begins with an equa-
tion, equation (1), as a premise. He tells us that this equation is
obviously true. Its truth was not obvious to me. Indeed, when I
first read his equation I thought it was obviously false. I now
think it is his definition of ‘national income produced at current
prices’, or q.pa. If 50, it becomes true by definition. I therefore

1For the usual estimates of ‘net value product’ for agriculture, which do not
employ the accountants' inventory-purchases formula for cost of goods sold or used,
this statement needs some qualification.
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do not wish to question 1ts validity as an equation. I do urge that
other definitions of ‘net value product at current prices’ may
properly be held and that this particular definition involves an
incorrect usage of statistical terms.

As I have elsewhere repeatedly pointed out,? the expression
‘net value product at current prices’ is ambiguous for several
items unless the valuation basis is specified. The item here under
consideration is a case in point, and book valuation is one pos-
sible basis for it. Thus, we may properly estimate ‘net value prod-
uct at current prices, inventories being on a book-value basis’.
This is the concept of social income at current prices that I have
urged as the basic concept. Dr. Kuznets has not questioned the
accuracy of existing estimates for this concept as he seems to tell
us he has; rather he has offered us a different concept of social
income.

Before considering the merits of his proposed concept I wish to
question the correctness of designating it as “income . . . in cur-
rent prices”. The main purpose of setting up a concept ‘income at
current prices’ would seem to be to carry us as far as possible to-
wards income in stable dollars without attempting to correct the
data of estimate for changing prices or other changing valuations.
The chief advantage in adhering to current prices is that one
avoids the subjectivity inherent in possible alternative methods
of deflation. Clearly Dr. Kuznets’ concept starts the process of
correction for price changes * and therefore is not properly called
income at current or uncorrected prices.

Dr. Kuznets urges that when and only when his partial defla-
tion technique has been applied to the type of saved income un-
der consideration, the job of correcting for price changes may be
finished by applying the usual deflation technique as a comple-
mentary process. I concur.

While Dr. Kuznets’ correction enables us to deflate saved in-
come by subsequent use of the time-honored deflation technique,
I feel bound to repeat my statement of a simpler deflation tech-
nique for saved income that is open to us. The year-end inven-

2 See, for example, Part One, Sec. II, 3

3 Another income estimator, less concerned with algebra, might have used either
P1 OF p, instead of p. This makes clear the subjectivity involved in Dr. Kuznets’
partial deflation.
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tories rather than the annual increments in inventories may be
fully deflated by the time-honored technique, and the annual in-
crements may then be computed from these deflated figures.

Although the problem of deflating saved income invested in
durable goods is in theory similar to that of deflating saved in-
come invested in inventories, Dr. Kuznets' discussion has the
great advantage of breaking saved income into these two parts,
and of making clear that practically the part he deals with is easier
to handle alone and also is much the more important part of the
whole for the income estimator to handle.

An inconvenient corollary of Dr. Kuznets’ concept of partially
deflated book-value income may be noted. Unlike income at cur-
rent’ prices and fully deflated income, this partially deflated in-
come does not correspond to a single clear-cut concept of social
wealth. Indeed, by hypothesis, Dr. Kuznets applies two valuations
to each year-end inventory, one for the preceding year and one
for the following year.

I1 MILTON FRIEDMAN

Whether revaluations of inventories should be included in or
excluded from ‘national income in current prices’ can best be
considered in connection with the broader problem of the treat-
ment of changes in the capital structure in general.

The capital structure of a national economy—expressed in
monetary terms—can be changed through:

(1) Utilization of the available productive resources, i.e.,
through ‘physical’ additions to the stock of capital;

(2) ‘Real’ consumption of capital, i.e., through under-mainte-
nance;

(3) Changes in the demand structure and consequent shifts in
the relative valuation of capital goods;

(4) Technological developments making for obsolescence;

(5) ‘Non-produced’ additions to or subtractions from capital,
e.g., the gold mine discovered by chance, or the capital brought in
by immigrants;

(6) Changes in monetary conditions bringing about general
price revaluations.
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If we adhere strictly to a monetary definition of income as
equal to the value of the goods and services consumed during the
year, plus the wealth at the end of the year, minus the wealth at
the beginning of the year, then estimates of national income will
include changes arising from all these sources. The net effect of
these six factors will represent the ‘savings’ during the year. This,
I take it, is Dr. Copeland’s position.

It seems to me, however, that our tendency to accept the above
definition of national income is a result of a tendency to think in
static terms, Of the six possible modes of change in the capital
structure, only the first two are relevant to static analysis. For
under conditions of unchanging tastes and preferences of con-
sumers, of constant technology, of given resources, and of a stable
money system, none of the other types of change could arise. The
remaining four modes of changing the capital structure repre-
sent the effect of dynamic factors, the effect of fundamental
changes in the economic structure.

The definition of national income given above implies that, at
one time or another, all changes in capital structure pass, as it
were, through income. In a static state satisfying the conditions
listed above this is indeed the only way in which the capital struc-
ture can be enlarged or reduced. In a dynamic state, however, it
seems better to conceive of the capital structure as subject to al-
teration in other ways than through the utilization of some part
of the income stream.

By following this procedure we depart from the stationary state
fiction that all changes in the capital structure represent more or
less deliberate decisions to ‘save’ rather than to ‘spend’, and we
approach what seems to me a more realistic notion; namely, that
changes in the underlying factors of our economy result in similar
dynamic changes in the capital structure.

I am suggesting, therefore, that we define income as the value
of the commodities and services consumed during the year, plus
changes in the capital structure of the first two types listed above.
By so doing we admit the possibility that the capital structure may
be changed other than through the utilization of the income
stream. The dynamic changes in the capital structure will affect
the stream of income available in future years, but they will not

1 Part One, Sec. V, 8
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be allowed to affect the current income stream. This procedure
does not, of course, attempt to insulate income from the effect of
all 'dynamic’ or accidental changes. Factors affecting the stream of
commodities and services directly—as, for example, factors mak-
ing for a bumper crop of strawberries—are not, and should not
be, abstracted from.

It is, of course, impossible to declare one of the two definitions
of income outlined above ‘valid’ and the other ‘invalid’. Funda-
mentally, the choice between them rests upon one’s personal
opinion as to the relative significance of the concepts, and their
usefulness in analyzing the economic system.

Application of the definition of income suggested would lead
to the following treatment of some of the debatable items: Re-
valuations of assets, whether arising from changes in the general
price level, shifts in relative prices, or obsolescence would be ex-
cluded trom income. (Mr. Copeland favors, it would seem, the
inclusion of all three; Mr. Fabricant favors the exclusion of the
first but the inclusion of the second and third.?) Capital brought
in by immigrants, losses from floods, earthquakes, etc., would
likewise be excluded. (Mr. Copeland again favors their inclu-
sion,® while Mr. Fabricant favors their exclusion.*)

If the principles suggested above were followed, it would be
well, of course, to present along with estimates of national income,
estimates of changes in the capital structure arising from various
dynamic changes in the economic system.

It is recognized, of course, that hard and fast lines cannot be
drawn separating the six types of change listed above; that, con-
sequently, the present suggestion does not provide as simple and
clearcut a solution as might, on the surface, appear. Thus, Mr.
Fabricant has indicated the difficulties in distinguishing ‘unfore-
seen’ obsolescence from depreciation, and in deciding which ad-
ditions to productive resources analogous to the discovery of
gold mines should be considered as ‘produced’ by expenditures
on exploration. But the lack of hard and fast dividing lines is, of
course, not peculiar to the present problem, and offers little ex-
cuse for accepting a less satisfactory concept. The borderline

2 Part Three, Sec. V, 1 and 3.
8 Part One, Sec. V, 5.
4 Part Three, Sec. VI.
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cases are, after all, relatively unimportant; the great bulk of the
changes in the dollar value of the capital structure offers little
difficulty.

The decision as to which of the six types of capital change shall
be included in ‘income’ seems to me entirely distinct from the
problem of the prices in terms of which the commodities and
services making up the income stream are to be valued.

II1I ARTHUR W. MARGET

1 do not understand Dr. Kuznets’ argument to be concerned with
the problem of how to treat such ‘profits’ (or additions to ‘busi-
ness savings’) as result from the appreciation in value of invento-
ries still unused in the productive process between the time they
were purchased and the time an estimate is made of the addition
to ‘profits’ or to ‘business savings’ constituted by this apprecia-
tion. This 1s a matter that deserves discussion both on its own ac-
count and for the light it might throw on the treatment of
additions to ‘wealth’ in estimates of income. It is, however, not
directly involved in what I take to be Dr. Kuznets’ specific prob-
lem; namely, the computation of ‘profits’ on commodities ac-
tually ‘consumed’ in the productive process, in the sense of being
used in the process of manufacture.

The question, then, has to do with the prices assigned to the
mnventory commodities that are used in the productive process
during the period under examination. As I understand Dr. Kuz-
nets’ contention, it is that the prevalent practice of valuing goods
at cost or market, whichever lower, results, during periods of
price change, in an overestimation or underestimation of the
profits ‘actually’ made; and that the only way of correcting this
distortion is to value goods used in the productive process not at
the prices they bear in the inventory valuation as affected by cur-
rent accounting practice, but at the prices they bear in the market
at the time they are being used.

The underlying theoretical justification for Dr. Kuznets’
method is the general doctrine of opportunity cost; since what he
argues, in effect, is that the true measure of the ‘cost’ of a given
commodity used in production is what that commodity would
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obtain in the market. This is a solM foundation; and the method
has the further advantage that it proposes to treat symmetrically
the ‘costs’ of materials used in manufacturing and the imputed
‘costs’ of certain types of material and labor used in the estimate
of ‘profits’ in such lines of activity as agriculture. I cannot believe,
however, that Dr. Kuznets’ method, properly applied, would give
results for the measurement of ‘income produced’, when the lat-
ter is understood to include all gains or losses from entrepreneur-
ial activity over a given period, which differ in any essential
respect from the results obtained by the methods now employed.

The reason for this conclusion constitutes at the same time a
specification of what is involved in a ‘proper’ application of the
proposed method. In essence, the point simply amounts to a
warning against supposing that the measurement provided by
Dr. Kuznets’ formula for ‘income produced’ through the use in
production of accumulated inventories, presents a complete
measure of the total gain or loss accruing to the entrepreneur as
the result of the process in question. For this gain or loss should
include also the gain or loss accruing to the entrepreneur because
he purchased his inventory at a price different from that which he
charges himself when he uses the materials in question.

I cannot believe that Dr. Kuznets proposes to regard gains or
losses of the latter type as of no importance for an estimate of the
‘real’ gains of entrepreneurs. The lags between the rise in costs—
including the costs of materials—and the rise in selling prices are
very ‘real’ phenomena, in the sense that it is precisely these lags
that are instrumental in changing the proportions in which the
different sectors of the economic system are in a position to exer-
cise command over ‘real’ resources. This is a commonplace of
monetary theory, which has insisted for generations upon the fact
that price lags may be the means whereby a ‘redistribution of
wealth’ is effected during periods of price change. To disregard
the differences in the amount of pecuniary profits as between en-
trepreneurs who have shown different degrees of foresight in ac-
cumulating inventories at low ‘cost” would be to disregard the
differences in the command over real wealth that these differences
in pecuniary profits are certain to bring.

This granted, then the choice between Dr. Kuznets’ method
and current methods will turn largely upon the extent to which
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1t is felt to be desirable to segtegate gains of the type indicated
from the gains that would accrue if all entrepreneurs had no
gains on inventories and charged themselves for materials of pro-
duction at the prices prevailing when these materials are used.
Some might prefer to regard the ‘income produced’ that is meas-
ured by Dr. Kuznets’ formula as the only true ‘income’, the gain
on inventory being regarded as an addition to ‘business savings’
comparable to that which would result from an appreciation in
the value of fixed assets. Others might argue that the gains in in-
ventories are really gains accruing to entrepreneurs in their ca-
pacity as dealers in the materials in question, and therefore as
truly ‘income’ as the gains of those who are solely traders in com-
modities and make their profit by selling at a price above cost.
The important thing, in any case, is that any measure of ‘income
produced’ that is not to result in a distortion of the ‘real’ facts of
the situation must include both types of gain, and not merely
‘income produced’ as measured by Dr. Kuznets’ formula.

Hence the difference between the results obtained from the
use of Dr. Kuznets’ formula and those obtained from the use of
current accounting methods, instead of affecting the total entre-
preneurial gain from the productive process, merely affects the
allocation of the two parts of this gain as between the gain on in-
ventories, on the one hand, and the gain from the productive
process when inventories used in that process are charged at the
market prices prevailing at the time of use, on the other.

It will be seen, also, that the questions raised by Dr. Kuznets
with respect to the ‘true’ and ‘apparent’ gains of entrepreneurs
during periods of price change are really concerned with much
broader problems than those covered by his formula. At bottom,
what is involved is the general position expressed in Mr. Fabri-
cant’s paper,? and concurred in by the writer, to the effect that, in
order to estimate what ‘actual’ profits are being made, attention
must be paid to the relevant ‘period’, and that in many cases we
are warranted in characterizing profits computed over a fraction
of such a period as ‘unreal’, in the sense that they do not reflect
what the sober second judgment of the market will decide these
profits ‘actually’ should have been thought of as being. T agree

1 Part Three,
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entirely that we must be prepared to consider methods designed
to correct the estimates of ‘profits’ in such a way as to bring them
more nearly in accord with the ‘realities’ of the situation. I cannot
believe, however, that Dr. Kuznets would assert that the particu-
lar method he proposes will accomplish this purpose.

He would certainly not argue, for example, that gains on in-
ventories are entirely illusory. These gains remain ‘real’ so long as
entrepreneurs fail to make subsequent losses that cancel their
gains; and I cannot see that the method under discussion provides
us in advance with knowledge as to the degree of wisdom with
which different entrepreneurs will husband their respective
gains. On the other hand, I am sure that Dr. Kuznets would not
argue that the mere fact that gains are calculated on the basis of
imputing market prices to inventories will guarantee that these
gains will not be canceled by subsequent losses. ‘Market’ prices
represent the result of entrepreneurial judgments of the moment;
they, and the gains computed on the basis of them, are therefore
as much subject to a more sober second judgment as are valua-
tions of fixed capital, which are also the result of market judg-
ments. Given the unfortunate tendency, in boom times, to regard
a temporarily favorable profit situation as permanent in charac-
ter, any device that will tend to undeceive over-optimistic
producers as to the extent of their probable ‘profit’ over a ‘period’
of sufficient length is to be welcomed. Such devices should, how-
ever, be presented for what they are, and not as devices for repre-
senting the ‘true’ condition of affairs, as that condition will be
revealed by subsequent market events.

IV SIMON KUZNETS

The adjustment for the effects of changing inventory valuations
is a single operation the results of which may be set forth in a
three-fold fashion: (a) it serves to evaluate the inventories con-
sumed in the process of production at their market price at the
time of their consumption, rather than at their book value; (b) it
excludes from national income gains or losses arising from the
rise or decline in prices of commodities held in stock; (c) it im-
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plicitly includes changes in inventories only in so far as they
represent accretions to or depletions from the stock of commodi-
ties comprising the inventories.

Each result of the adjustment (all are closely related of course)
suggests some aspect of the basic argument for such an adjust-
ment. (a) If national income in current prices is to have any
consistent meaning, the characteristics of current market valua-
tion should obviously apply both to the gross national product
and to the commodities consumed in its production. Hence, both
fixed capital and other commodities consumed in the productive
process should be evaluated at the market price prevailing at the
time of consumption, just as the finished product is taken at its
current market price. (b) If national income is to represent the
net current value of commodities and services produced, it can-
not and should not include any appreciation or depreciation of
the existing stock of wealth, except as such appreciation or depre-
ciation results from diverting commodities to and from this stock.
Just as we exclude from national income gains and losses on sales
of assets by individuals, so we should exclude gains and losses
arising from the holding of commodity stocks. (c) Finally, the
assumption that in an income study changes in inventories should
be confined to those representing actual inflow or outflow of
commodities is the only one consistent with the statements under
(a) and (b).

In the light of these considerations, the objections raised by
Dr. Copeland and Dr. Marget do not appear valid. As I under-
stand them, these objections are: (1) That income in current
prices should “carry us as far as possible towards income in stable
dollars without attempting to correct the data of estimate for
changing prices or other changing valuations”. But the income in
current prices, as defined here, i.e., inclusive of the adjustment
for the effect of changing inventory valuations, “starts the process
of correction for price changes and therefore is not properly
called income at current or uncorrected prices” (Dr. Copeland).
(2) That the adjustment suggested has the inconvenient corollary
of applying “two valuations to each year-end inventory, one for
the preceding and one for the following year” (Dr. Copeland).
(3) That the adjustment proposed eliminates gains or losses sus-
tained by the entrepreneurs on inventories actually consumed in
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the productive process, these gains and losses arising because of a
lapse of time between the purchase of the commodities by the
entrepreneur and the sale of the finished product in which the
consumed inventory is embodied. And these differential gains
and losses of entrepreneurs are of crucial importance and should
not be neglected in any computation of national income (Dr.
Marget).

(1) This writer must confess an inability to appreciate clearly
the meaning of Dr. Copeland’s first objection. It cannot very well
mean that national income in current prices can be obtained
only if the investigator adds indiscriminately whatever data are
reported by various economic agents on what they consider their
income receipts or income earnings to be. Let us assume that en-
trepreneurs, in reporting their net income, fail to deduct depre-
ciation of fixed capital, a practice that was quite prevalent before
the corporate income tax law taught the business community the
benefits of such a deduction. Under these circumstances, would
Dr. Copeland claim that national income at current prices should
be governed by the income reported, without allowance for de-
preciation, on the ground that costs should be taken at the book
values reported by concerns and that any attempt to correct for
them initiates the process of price correction? And if the answer
to this question is negative, as it obviously would be, why should
we not correct for the omission by entrepreneurs, in their cal-
culation of costs, of the disparity between the book value of fixed
capital and inventories and their current market value at the time
of consumption? Whether this correction is to be designated as
‘deflation’ depends upon definition. But, surely, income in cur-
rent prices is not synonymous with a concept of income in which
the data are left uncorrected from the viewpoint of a consistent
definition, and hence are a mechanical total of heterogeneous
parts, at the mercy of the diverse accounting practices of business
and other enterprises.

Another aspect of the same objection is perhaps revealed by
Dr. Copeland’s statement that “the chief advantage in adhering
to current prices is that one avoids the subjectivity inherent in
possible alternative methods of deflation”; which he illustrates
in a footnote by saying *“another worker, less concerned with
algebra, might have used either p, or p, instead of p,”. But it is
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obvious that “subjecuvity” in this case cannot mean freedom of
choice resulting from an uncertainty of a theoretical character,
but rather that resulting from the possibility of choice among
various practical means, i.e., among various price series. And the
illustration of the subjectivity is 1ll chosen. The other worker, if
he at all wishes to measure national income at current prices
prevailing throughout each year, must use p,; he cannot use p,
or p,. The only freedom he has is in choosing series to represent
P=» 1n which choice, owing to the pauaty of price series, his
1magination or restraint may operate differently from those of
another worker.

(2) Dr. Copeland’s second objection, viz., that the adjustment
suggested implies two valuations for each year-end inventory,
seems to be based upon a misunderstanding of the argument pre-
sented in my paper. This argument attempted to show the sig-
nificance and necessity of the correction for a single year; for this
reason p,, was stated in terms of a single year. But, obviously, if
we deal with a series of years, there is nothing to prevent us from
expressing the inventories at each year-end in terms of a single,
constant price level; obtain for each year the changes in inven-
tories, in terms of that single, constant price level; convert these
changes to current prices prevailing through each year; and then
obtain the adjustment for each year by subtracting from these
changes the differences within each year between the beginning
and end-year inventories in terms of their changing book valua-
tions. As a matter of fact, it is in this fashion that the adjustment
has been computed for the tables in both Mr. Fabricant's and my
own papers—the constant price level used being that for 1929.

To express the same point in algrebraic terms, let us denote
P, as the constant price level; q’, q”, etc. and p’, p”, etc. as the
quantities and prices for the single years. Then equation (3) can
be rewritten as the following series of equations, each for a single
year:
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The adjustments for each single year would then be:
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Thus, in a series of years the most effective way in which the ad-
justment could be made would be to translate inventories for all
year-ends in terms of a single constant price level—a step that
would be apparent in the argument were it developed for a series
longer than a single year.

(3) Dr. Marget emphasizes the importance of differential
gains and losses arising from the time-disparity between purchase
of inventories and their eventual sale in the form of a finished
product, not so much as an objection to the adjustment sug-
gested as a warning that national income obtained after this
adjustment excludes these important differential incomes of en-
trepreneurs. With this viewpoint this writer is in complete agree-
ment; and far from denying the importance of entrepreneurial
gains and losses arising from this source, I have stressed in the
concluding section of my paper the importance of measuring
them. But it is my opinion, which need not be elaborated further
here, that it is advisable to confine national income to the flow of
commodities and services; and to prevent confusion by excluding
from it all elements of capital appreciation and depreciation as a
subject for separate study and measurement.

Some comments are, however, in order with reference to the
success of the adjustment suggested in eliminating all the entre-
prenecurial gains and losses arising from the lags that Dr. Marget
discussed. The time span between the date of inventory purchase
and of its sale in the form of a finished product consists of two
periods: (a) the period of inventory holding, elapsing between
purchase and the beginning of the process of consumption; (b)
the period of production, extending from the moment the inven-
tory enters the productive process to the moment it is sold. The
adjustment suggested would fully eliminate gains and losses aris-
ing from price changes extending over both periods only if: first,
Pw rather than p, is used in the adjustment; second, p, is taken
to designate the market price of the inventories consumed at the
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point where this process of consumption finally matures, i.e., at
the point of sale. But actually the adjustment as applied in both
Mr. Fabricant’s paper and my own uses p, and not p,.

As a matter of theoretical necessity, it is quite obvious that p,,
rather than p, should be used in the adjustment; and that p,
should be understood in the specific meaning given to it above.
For once a decision is made that national income should exclude
all elements of tevaluation of assets, a complete elimination of
such elements in connection with inventories is realized only
under the conditions stated.

But in actual practice it is impossible to obtain p,_, since cost
of materials is usually reported in accounting records as indicated
in equation (4) above.! We are therefore forced to use p,
rather than p,, in the adjustment. This means that while, theo-
retically, we would wish to exclude the type of entrepreneur-
ial gains and losses that Dr. Marget emphasizes, the practical
exigencies of the situation force us to leave them in. The prac-
ticable adjustment succeeds in eliminating largely those gains and
losses which arise from holding inventories that have not yet
reached the point at which p,, becomes a reality.

(4) With reference to the difference between p, and p,,, and
to the statement in my paper suggesting that this difference is
likely to be small as compared with that between p, and p, or
p2» I would like to enter a qualification suggested by Milton Fried-
man. In a letter discussing this point, Mr. Friedman writes:

“I was troubled by your assumption that equating p, to
ps would make little difference. If this is not done, then to your
equation (5) must be added the term q, (p;—Pa.). Now the dif-
ference between p, and p,, will tend to be considerably smaller
than the difference between p,, and p, or p,. But will not q,
tend to be considerably larger than q,, or q.? If, as you say, the
average age of inventories is considerably less than six months,
then the inventory will be considerably less than the quantity
purchased during the year.”

1 This is subject to exceptions, which will become especially important if the ap-
parent tendencies among the more advanced members of the accounting pro-
fession to change the treatment of inventories gain in extent. On the bearing of
these changes on the present topic, see below.
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With this comment I am in complete agreement; and now that
it has been indicated above that p,, should refer to market prices
current at the very end of the process of consumption, the possi-
bility of a disparity between p, and p,, ig greater than it would
have been were p,, to refer to a point of time closer to thie date of
purchase. But as indicated above, the use of p, rather than of p,
is forced by practical exigencies.?

This discussion may be concluded by an indication that the
recent developments in accounting practice point to an increasing
dissatisfaction of accountants and of the business community with
the practice of valuing inventories at changing book valuation;
and constitute attempts to modify inventory valuation and in-
come computation in a direction approaching that discussed
above. Of the three methods that have developed recently in ac-
counting practice, one is identical with the adjustment indicated:
the procedure designated as the ‘last-in, first-out’ method (as
contrasted with the traditional ‘first-in, first-out’ method) in which
inventory entering the finished product is calculated on the basis
of current market prices rather than on the basis of original cost
or other book values. The other two methods also tend in the
same direction. The base or normal-stock method involves the
setting of a given commodity volume of inventories as the base -
or normal stock, to be treated as indispensable equipment and
kept intact at fixed prices. The result is that when prices rise, a
larger dollar volume is drawn out of current income to cover the
cost of the basic inventory, and net current income is reduced
accordingly; and corresponding changes occur during periods of
declining prices. Thus, the enterprise does not count in its net
income the gains and losses on its base or normal inventory accru-
ing from price rises or declines; although gains and losses sus-
tained on excesses or deficiencies over the base inventory are
included. The third method, the reserve procedure, calls for a

2 However, the use of p, instead of pa has the pragmatic value that it assures the
identity of the national income total obtained by adding income payments to in-
dividuals and net savings of enterprises with the total obtained by adding con-
sumers’ outlay on finished consumers’ goods with net capital formation. The use
of pa would disturb this identity. For a more detailed discussion of the compara-
bility of the national income totals obtained by these two methods, and the effect
on this comparability of the adjustment for changes in inventory valuations, see
the author’s National Income and Capital Formation, 1919-1935, A Preliminary
Report, Appendix D (National Bureau of Economic Research, 1937).



172 PART FOUR

systematic, periodic reservation, in years of rising prices, of an
amount out of net income to cover increased cost of inventory
holding; these reserves being turned back into net income in
periods of declining prices. Several important business concerns
have adopted one or the other of these new procedures.® These
developments impress one as an effort by business firms and the
accounting profession to look behind the monetary form to the
more lasting real processes—and it is for this reason that they
result in a closer agreement between accounting and business
procedures and the basic concept of national income.

8 For an 1interesting review see Ross G Walker, ‘The Base-Stock Principle 1n In

come Accounting’, Harvard Business Review, Vol. XI, no. 1 (Autumn 1936), pp
76-94.
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PUBLIC REVENUE AND
PUBLIC EXPENDITURE IN
NATIONAL INCOME"*

GERHARD COLM

I Concept and Measurement of National Income*

As A statistical concept national income is defined in this paper
as the measurable part of the social product. The concept of
national income is derived from notions of a pure exchange
economy. It is usually discussed as if we lived in such an economy,
that is, an economy ruled exclusively by the interplay of prices
and costs. The economic system in reality, however, comprises
other types of organization as well: the household, the non-profit
institution and the governmental unit, the behavior of none of
which is determined exclusively by price-cost relationships. The
concept of ‘social product’ embraces the results of all the various
kinds of work done, and at the disposal of the social group. On
the other hand, it is plainly impossible to include the whole social
product; the statistician must be content to include that part of
the product which is measurable.

1 The writer is grateful to Harold Barger for exceedingly valuable aid in revising
the original manuscript. M. A. Copeland, Simon Kuznets, Fritz Lehmann and R.R.
Nathan also made critical suggestions as a result of which the first draft of this paper
was thoroughly revised. He wishes to thank Martha Anderson for help in bringing
his manuscript into readable form.

2 For more extensive discussions from somewhat different points of view see M. A.
Copeland, Part One, and Clark Warburton, Part Two.
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1 THE SOCIAL PRODUCT

How can we define the social product? By saying that this term
denotes the results of all work done and at the disposal of the
social group we merely shift the problem. It now becomes neces-
sary to define ‘work’ in a social-economic sense. Not every human
activity is ‘work’. The effort put forth is not the proper criterion.
Physical exercise taken for recreation may involve the same ef-
fort as the ‘work’ of a professional sportsman. Yet we do not
regard the former, and we do regard the latter, as a part of the
work to be measured by national income. Nor can usefulness
serve as a criterion. There are many useful activities, like phys-
ical exercise, which it is not appropriate to include in national
income; on the other hand, the usefulness of certain types of
production and service which cannot be eliminated from na-
tional income might be questioned. If the criterion of usefulness
were applied the calculation would lose its social-economic char-
acter and become a moral evaluation.

Or, is there perhaps some social relationship involved in the
activity of our professional sportsman that distinguishes his exer-
cise from that of an individual? This cannot be the criterion
either. Writing a letter to a friend certainly involves a social
relationship, yet it is not ‘work’, as the writing of a business
letter is.

Dr. Kuznets suggests the ““dominance of economic motives”.*
This criterion leads us into psychological difficulties similar to
those that Dr. Kuznets wished to avoid when he rejected the
concept of ‘income enjoyed’ suggested by Irving Fisher. One
man may conduct his business for the same psychological motives
that induce someone else to pursue a hobby. In its literal sense
the ‘income enjoyed’ can be measured only in psychic terms. The
practical result of Irving Fisher's concept of income is that he
excludes from income the part of the receipts that is saved. This
part may become income, but only at a later stage.* The person
who saves certainly gives up the enjoyment of services he could
buy at present. But does the thrifty person really abandon all

8 ‘National Income’, Encyclopaedia of the Social Sciences, XI, 208-9
4 Cf. especially Irving Fisher’s recent paper, ‘Income in Theory and Income Tax-
ation in Practice,’ Econometrica, V (January 1937).
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enjoyment until the moment he consumes his savings or the
yield from them? Does he not ‘enjoy’ meanwhile a feeling of
security or prestige, derived from possession of this capital? In
any ‘case, no clear economic definition of national ‘income’ or
‘work’ can be based on a psychological concept.® To come back
to our example, it may well be asked whether the decisive differ-
ence lies in the fact that the professional sportsman draws re-
muneration for his activity. This certainly has something to do
with the very essence of ‘work’ in a social-economic sense and
yet it cannot be accepted as a general criterion, because we in-
clude in the social product many types of activity for which no
monetary compensation is received.

What we need is a general institutional criterion, not a psycho-
logical or moral one; we need in fact a criterion that emerges
from the economic organization of society. If someone receives
compensation for any activity, whatever his motives in working
or whatever the usefulness of his work, his activity is always re-
garded as a contribution to the social product by those who
are ready to pay a price for his product or servicé. Thé market has
stamped his activity as socially desired, even if not socially de-
sirable. But the market is not the only device for deciding what
activities are required in a society. As long as the family was the
basis of social existence, and the family farm was the main unit
of production and consumption, the head of the family ordered
what was to be produced and consumed, and his commands de-
cided what was play, and what, work. All work performed ac-
cording to his orders, or according to a traditional household
plan, was a contribution to the social product. Today fragments
of a family economy are still interwoven with the market econ-
omy. And there is further a public sphere—the sphere of gov-
ernmental activities. Here again it is not the market but decisions
made by the politically responsible organs of the society that
s In order to avoid psychological implications, I define individual income as the
acquisition of the right to dispose of a share in the outcome of production. (This
definition is quahified further in subsection 4 (d) of this Section.) This disposal
may take the form of either saving or consumption. In consumption it is the pur-
chase as such, not the ultimate act of enjoyment, that is decisive. From the view-
point of the exchange economy the purchasof a commodity may be regarded as
a final act by which it is transferred from [ e sphere of business to the sphere of

the household. (A durable good, of course, may reenter the sphere of business
when sold at second hand or when forfeited in favor of a creditor.)
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stamp an activity as socially desired. The training of a soldier
may not be compensated by money payments, it may not be re-
lated to so-called ‘economic motives’, yet it is a contribution to
the social product if the legislative authorities decree that a part
of the nation’s human and material resources shall be devoted
to national defense.® In a communistic society all contributions
to the social product may be organized in this way. Since our
economy is a mixture of various forms of economic organization,
we may distinguish various sectors of the social product—those
\related to (a) the exchange economy; (b) the economy of the
household; (c) the sphere of government.?

Each sector makes its contribution to the social product with
the help of certain material equipment. We shall see later that
one of the problems in the calculation of national income arises
from the necessity of distinguishing contribution to the social
product from transformation of material equipment into parts
of the disposable income (‘capital consumption’).

Here we merely point out that to each of these sectors corre-
sponds not only a share 1n the social product, but also a share 1n
the material equipment, the social wealth of a nation. The im-
plements of a selfsufficient farmer, the house owned by the
occupant, may be considered examples of household capital;
industrial equipment belongs to the capital of the exchange
economy; and roads, administrative buildings, or dams are ex-
amples of government capital equipment. Although these various
sectors of our social economy may be distinguished, they are
closely interlocked in the economic system as a whole.

6]. M Clark, The Costs of the World War to the American People (Yale Univer-
sity Press, 1931), p. 127, admuts that the governmental personnel renders ‘a valuable
service’ He does not include these services, however, as contributions to the social
product and the incomes received for them as parts of the national income, for
these services are not ‘self-sustaining’ Should all activities that are not self-sustain-
ing be excluded from the social product? Is the work done, for instance, 1n the
construction of a factory that will add to the production of consumable goods only
in a later period ‘self-sustaining’ for the period in question? If not, must these
incomes, too, be deducted from national income? My discussion of some of Dr.
Clark’s general formulations does not, of course, imply a criticism of his estimates

of the war costs

7 Thus classification is not exhaustive. I have already mentioned another economy,
that of private institutions such as churches and philanthropic foundations. These.
though under private ownership, are administered according to what may be

called the budget principle.
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2 THE MEASURABLE PART OF THE SOCIAL PRODUCT

We defined national income as that part of the social product
which is measurable. No calculation of national income can
include every activity covered by the broad concept of the social
product. But it would be erroneous to confine our measurement
to the exchange economy, for the line of demarcation between
the sectors regulated by the market and the other sectors changes
from period to period and from country to country.
Intertemporal and international comparisons of national in-
come would be distorted, if the measurement included the
exchange economy alone. To include all elements not subject
to exchange, on the other hand, is impracticable. Where shall
we draw the line? We wish to measure the social product with
a common denominator: money. Therefore we rely on money
estimates. Such monetary standards exist over the whole range
of the exchange economy. They exist also in the spheres of pub-
lic and institutional operation, for in these spheres economic
activities are in the main paid for by means of money. So, for
practical reasons, we include in the calculation all contributions
to the social product that are compensated with money. When,
however, in one country farmers consume a large part of their
output in their own households, and in another country they sell
the entire output on the market and buy the things they need,
we must obviously evaluate the ‘household-production’ of the
first country in monetary terms in order to make our totals for
the social product comparable. The same holds good for a com-
parison between two countries, in one of which a large number
of houses are occupied by their owners, while in the other, most
of the houses are occupied by tenants. Or again, for a comparison
of countries, one of which has a mercenary and the other a con-
script army, a money income must be imputed to the home-
owner in the former country, to the conscript in the latter.®
The decision as to which of the non-exchangeable elements
shall be included in our national income calculation depends
y n the social-economic structure of the countries and periods

8 For such a fictitious comparison, cf. G. Colm, ‘Der Finanzwirtschaftliche Gesichts-
punkt des Abruestungsproblems’, Handbuch des Abruestungsproblems, ed. by
Niemeyer (Berlin, 1927).



180 PART FIVE

for which comparisons are made, and on the statistical material
that is available for the money evaluations that are necessary.
Thus I would exclude, for instance, the regular work of house-
wives or the services of members of juries as non-computable for
national income calculations. We shall later find other non-com-
putable elements in the government sphere. This distinction is,
however, a distinction of expediency, not of principle. It is quite
conceivable that for different purposes a different procedure
would be feasible.

3 THE MEASUREMENT OF NATIONAL INCOME

The methods of measuring national income are, like the con-
cept of national income, derived from the notion of an exchange
economy. The exchange economy will be used as a starting point;
other elements and modifications will be included later.

In a pure exchange economy in its simplest form individuals
furnish factors of production (as labor, land, patent rights, cap-
ital) and individuals (business men) use these factors to produce
commodities and render services according to the demand of
the market. On these contributions to production the claim of
individuals to draw remuneration and the opportunity for busi-
ness men to make a profit are based. Remuneration and profits
in turn give the right to dispose of a corresponding part of the
outcome of production. According to this simplified scheme
‘national income is equal to: (a) the sum of all individual in-
comes; (b) the sum of profits and of disbursements to the in-
dividual agents of production; (c) the sum of the values of
consumers’ commodities and services and goods for additional
investment produced or rendered within a certain territory and
a certain period.?

In view of this fundamental equation in the economic circuit
three methods of measuring national income have been devised:

a) ‘Income sum’—the sum of all individual incomes.

b) ‘Value added’—the sum of business disbursements and
profits. This sum can be calculated by deducting from the gross
value of all sales (services included) those costs which are paid
to othergbusiness units (costs for replacement included). The
residual is equal to the sum of wages, interest and rents (in so

9 Cf Copeland, Part One, Sec. I; Warburton, Part Two, Sec. 1.
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far as the last two are paid to individuals and not to other business
units).

¢) ‘Social heap’—the total sales value of all goods and
services at_the final stage, i.e., when they are handed over to
consumers or invested as additional equipment.

Each of these methods, if carried out completely, would lead
to the same result. And yet each method has its own merits if
both the calculation of total national income and its breakdown
into divisions are desired. The ‘income sum’ approach must be
used if we desire to obtain a breakdown of total income accord-
ing to income groups, or according to the geographical distribu-
tion of income receivers. The ‘value added’ method provides
information concerning the industrial sources from which the
income is derived, as agriculture, industry, commerce. The ‘social
heap’ calculation allows a division of national income into income
consumed and income invested.

The statistician following any one of these methods faces tech-
nical difficulties because the statistical information available is
seldom sufficient and must be supplemented by estimates, even
by guesses. There would be no great difficulties if the real
economy corresponded to the simplified scheme of an exchange
economy. But in fact, as suggested above, it consists of various
kinds of economic organization, interlocked in the most per-
plexing fashion. Only a few of the difficulties met in the actual
measurement of national income will be discussed here.

4 SOME SPECIAL PROBLEMS IN MEASURING NATIONAL INCOME

a) Individual income was defined above as the acquisition of
the right to dispose of a share in the outcome of production. The
sum of all individual incomes is equal to national income only
if every income recipient makes use of the right to dispose of
his share either by consuming or by saving. Actually, income
recipients can also transfer their rights to other persons or insti-
tutions either voluntarily (e.g., by gifts to charity) or compul-
vsorily (e.g., by taxes or fines).*

10Sir Josiah Stamp suggested the term ‘national heap® in Wealth and Taxable
Capacity (London: King, 1922), p. 42.
11 Cf. Copeland, Part One, Sec. V, 7.
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These persons or institutions thereby receive income without
having contributed anything to production in order to acquire
it. Thus we get the distinction between genuine incomes and
transferred or derived incomes—a distinction that would not
exist in a pure exchange economy. In calculating national in-
come according to the ‘income sum’ approach, there are two
possible procedures. The amounts voluntarily or compulsorily
transferred may either be deducted from the genuine incomes;
or their receipt may be neglected in summing up individual
incomes. When income taxes are used for relief payments, for
instance, we can either deduct the taxes from the income of
the taxpayer and include the relief income in the income sum;
or we can count the entire income of the taxpayer but omit the
income of the relief recipient. The former method seems to be
more consistent with the income sum approach, especially when
a breakdown of the total income according to income groups is
intended. The distribution of actual purchasing power can be
shown accurately only when the income is counted in the hands
of those who can ultimately dispose of it. We may call income
disposable (as distinguished from income acquired) the income
after deduction of those parts which are voluntarily or com-
pulsorily transferred from the individuals who acquired them
to other individuals, the government or private institutions.
The sum of income acquired and income disposable must be
identical,*? the difference being in the manner of distribution.

b) Not only individuals but also corporations, institutions
and the government are income recipients. If a corporation does
not distribute all its profits, it retains the right to dispose of a
share in the outcome of production (for instance, for investment),
which means that it has an income. Undistributed profits of cor-
porations are therefore considered as income.

As will be shown later, charitable or philanthropic founda-
tions, universities, churches, scientific associations likewise re-
ceive incomes. If they derive revenue from funds invested, they
acquire genuine income. If they receive grants and gifts from
the income of individuals, these amounts can be counted as
income disposable by institutions, provided they are deducted

12 This identity exists only if the possibility of a negative income disposable is
considered.
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from the incomes of the donors. In like fashion governments may
also acquire genuine income or receive derived income. Thus,
in addition to individual incomes, we have also corporate, institu-
tional and government incomes.

¢) International affiliations necessitate further modifications
of the simple formula suggested at the beginning.'* If residents
of a creditor country receive interest from abroad, the ‘income
sum’ may become larger than the ‘value added’ by production
in the same territory and period. In the debtor country the op-
posite occurs. Net values produced by, and at the disposal of,
the people do not necessarily coincide within the same area and
time, e.g., when war contributions are paid by the people of one
country to those of another. Since the production of goods pro-
vides the means for their disposal, I consider the latter as the
crucial question in deciding where this income ought to be
counted. (Thus it is usual to consider income derived from
foreign investments or interest from war debts, etc., as income
in the country where these payments are received.

d) A puzzling problem arises from the distinction between
income and property. Money obtained by an individual through
withdrawals from his bank account is not income. The income
concept must be further qualified. The right of the recipient to
dispose of a share in the outcome of production must be acquired
without touching his property. Even if a business firm does not
provide for the necessary replacements for the upkeep of its
equipment, the disbursements it makes nevertheless constitute
income in the hands of its wage earners or creditors. In calculat-
ing national income, however, a cross entry ‘negative business
savings’ ** must be made; otherwise national income would be
larger than the ‘net product’. A whole group of problems emerges
from this distinction between income and property with which
I cannot deal here, as for instance the appreciation or deprecia-
tion of property values, and gains from speculation.!®

13 Cf. Copeland, Part One, Sec. 11, 1,and V, 5.

14 Cf. Simon Kuznets, National Income, 1929-1932, 73d Cong , 2d Sess., Senate Doc.
124 (1934), and Survey of Current Business, Vol. 16, No. 7 (July 1936), p. 14.

18 I cannot discuss here the question whether capital gains are to be considered a
part of national income. I wish to emphasize only that this question is not identical
with the problem whether capital gains should be taxed. The economist deals
with three concepts of income, which are related but not identical. One, used in
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€) The last difficulty I wish to mention concerns the mean-
ing of ‘value’ in our national income definition. Money valua-
tions do not have the same significance in the various sectors of
the social product. In the exchange sector they are determined
by prices that represent the supply-demand relationship. In the
realm of public activity they are determined by costs. Here we
assume that the political bodies that appropriate the money
consider government services at least worth their cost. For calcu-
lations based on imputed values (as suggested in the case of a
conscript army) we act on the assumption that the public services
of the conscripts have the same value as if the latter were to earn a
minimum wage.!® To the extent that we include income arising
within the economy of the household we have to rely entirely on
fictitious values, transferred from the exchange sector to this
sector from which exchange is absent. For example, we rate farm
products raised for the consumption of the producer at the value
for which the same products would sell on the market; and the
rental value of a house owned by the occupant as equal to the
rent that a landlord would receive for it. This use of market and
cost prices as a basis for calculating national income prevents
us from regarding the national income total so obtained as a
direct measure of the ‘social value’ of the social product. Its ‘social
value’ is not a measurable quantity. As J. M. Clark says: “We
shall presumably never discover a definite yardstick of social

economic theory, is a functional concept. The second is that of taxable income
through which the individual’s capacity to pay is measured. The third, a statstical
concept, 1s used 1n order to avoid omissions and duplications 1n a national income
total. If, for reasons of tax policy, capital gains are included as taxable income, or
certain parts of income, such as those spent on life insurance premiums, excluded,
this affords no presumption as to the correct method of calculating national 1n-
come. The argument, for instance, that in certain cases the gain made by A was
possible only through a corresponding loss by B is an argument for excluding
this gain from the national income calculation but it is no argument for exclud-
ing it from taxaton.

For discussions of the treatment of capital gains by other contributors to thus
volume see Copeland, Part One, Sec. IV and V, 8, discussion by Simon Kuznets,
and Dr. Copeland’s reply, Warburton, Part Two, Sec. VI, Sumon Kuznets, Part
Four, discussion by M. A. Copeland, Milton Friedman and A. W Marget, and
Dr Kuznets® reply.

16 Service in a conscript army can be considered as a taxation in kind equal to a
wage that the conscripts are prevented from earning by reason of their military
service,
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value comparable to the dollar yardstick of exchange values.” **
In view of this important qualification what remains of the
uscfulness of national income calculations? National income
totals can be used for comparative purposes only if we can assume
that the distortions due to differences between exchange value
and social value are approximately the same in the countries or
periods compared. In such comparisons, however, we must elimi-
nate differences in the purchasing power of the money that is
used as the common denominator. This again involves an im-
portant limitation in the use of national income totals, for dif-
ferences in price levels can be eliminated only if the habits of
consumption in the countries or periods in question are at least
somewhat comparable. Otherwise no index number applicable
to both countries, or both periods, can be constructed. These
limitations have less importance if the national income calcula-
tions are used merely to analyze the composition of the totals.

II Public Revenue in National Income*®

1 INCOME VS. NON-INCOME TAXES

The treatment of government activities in national income
measurement depends upon: (a) the purposes for which the
government spends money; (b) the types of revenue by which
the expenditures are met. It is difficult to isolate the discussion
of these two factors. We shall start with the assumption that all
taxes are spent for financing some type of activity whose result
forms a part of the social product, and therefore must be added
to the net product of the exchange economy. We shall then
discuss the treatment of this amount under various assumptions
as to the type of tax imposed to meet these expenditures. In the
next section we shall examine the types of expenditure actually
incurred by governments, and the modifications that result from
the fact that not all such expenditures are for services that in-
crease the social product. No definite conclusion as to the treat-
ment of government activities in the calculation of national

17 Preface to Social Economics (Farrar and Rinehart, 1936), p. 44.
18 For a briefer discussion of the problems covered in this and the following sec-
tions see Warburton, Part Two, Sec. IV.
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income is possible, until the type of revenue as well as the type
of expenditure involved have been analyzed.

We may start with a schematic example (cf. diagram, Ap-
pendix C, 1) in which we assume that all government expendi-
tures are made for teachers’ salaries and that all government
revenue is raised by a personal income tax. Assume that the
sum of the incomes of all private persons is 90, out of which 10
is paid in income taxes, this revenue being paid to teachers (who
are, for simplicity’s sake, assumed to be tax-exempt). How large
is the national income if the teachers’ services are considered a
contribution to the social product? We may say that it is 90 plus
10 equals 100. Someone might object that we have been guilty
of double counting; that the teachers’ income is counted twice
—once as part of the income of the tax-paying individuals, once
as the income of the teachers. But obviously this sort of double
counting originates from the very essence of the economic ex-
change process. In my income the portion that I spend for bread
is calculated; and the same amount appears once more in the
income of the producers of bread. The only criterion involved
is whether I make a genuine contribution to the social product.
The 100 in our example corresponds to a production for the
market of 90 and to a value for educational services of 10. The
income sum must be equal to the ‘social heap’ of market and
government services or commodities. But is it correct to calculate
the 90 as the income of private individuals, since these individ-
uals are deprived by the government of the disposal of 10 of this
income? If the ‘income sum’ approach is considered a device for
answering not only the question what the total income is, but
also who can dispose of it, we might better say, as suggested above:
national income is composed of 80 at the disposal of private
agents of production, 10 at the disposal of teachers, 10 at the
disposal of the government. And again we must emphasize that
the inclusion of the same amount twice, once as the income of
the teachers and once as the income of the government, does not
involve double counting.

It is questionable whether we should call this item government
income. Income has two features: that it is acquired as a com-
pensation for a contribution to the social product, and that its
receiver can dispose of it as he pleases. These two features are



PUBLIC REVENUE AND EXPENDITURE 187

separated in the case of tax revenue. The taxpayer acquires the
money and the government disposes of it. If we wish to examine
what value the market places on the productive contributions
of various groups of individuals, we should still consider the part
of private incomes that is taxed away as the income of these
taxpayers. If, however, we wish to study the purchasing power of
various groups of the population, this part of the income should
then be deducted and the tax should be considered as income
at the disposal of the government. Since ‘income sum’ calcula-
tions are widely used to analyze the distribution of income
disposable, I suggest the adoption in general of this procedure:
that is, the calculation of private income after deducting personal
income taxes, and the inclusion in the income total of a corre-
sponding item for government revenue.

Now let us modify our assumption and replace the personal
income tax by a sales tax or any other business tax. Further we
assume that this tax cannot be shifted by raising prices to the
consumer, but that entrepreneurs are compelled to curtail pay-
ments to the factors of production (cf. diagram, Appendix C, 2).
Then, using our old example, total individual private income
drops to 80, the teachers’ income is again 10, and the total is 90.
But how does it happen that in this case, identical with the former
except for a different method of taxation, we find a smaller na-
tional income total; and that this national income total is smaller
than the amount of goods produced for the market plus the
teachers’ services? The answer, of course, is that we omitted the
10 units of taxes. They must be added, so that we get again the
same total national income: 80 of private incomes disposable, plus
10 of income disposable by teachers, plus 10 of taxes not included
in the private incomes.

But how should these taxes be treated in our calculation?
Again, there are two possibilities. First, looking at national in-
come from the production viewpoint, we may say that the
amounts paid as business taxes were earned by business, but
could not be distributed by business. We should consequently
add the business taxes to the total of individual incomes as ‘busi-
ness income’. Second, it seems more accurate to interpret these
business taxes also as government income, because this amount,
although it is earned by business, is not at the disposal of the



188 PART FIVE

agents who produce for the market. In the case of income taxes
the problem was how they should be allocated, whether as income
of taxpayers or of government.** All other taxes and other forms
of government revenue that curtail private income are to be
added to the sum of private incomes. Income taxes take away
a certain part of income already created; business taxes (under
these assumptions) prevent the formation of a corresponding
amount of income. As J. M. Clark says: “Taxes paid by business
do not appear in the figures of national income, though they
represent a division of the income of the business in which the
Government gets funds which might otherwise have been divided
between stockholders.” ? This refers to corporate income taxes
or taxes on surplus which reduce profits. Other business taxes
may be shifted back to the wage earners and thereby may reduce
the wage income. In both cases, if such taxes are used for financing
government services of the kind assumed up to now, they must
be added as government income to the income sum of individuals.

2 SHIFTING OF NON-INCOME TAXES

The assumption we made in this example, and which seems ta
be implied also by Dr. Clark, is that taxes on business cannot be
shifted to consumers. We assumed that they result in a curtail-
ment of the nominal income of entrepreneurs or wage earners.
Our next task is to test this assumption and to ask what conclu-
sions for the calculation of national income follow if we find
that under certain conditions such taxes may result in higher
prices.

Some economists * take it for granted that business taxes can-
not be shifted to prices. They say, for instance, that in general
a sales tax cannot affect the price level. An increase in the prices
of all products due to a shifting of the tax could be assumed only
if other factors—monetary influences—are supposed to change

19 It is assumed here that all income taxes are included in the sum of private in-

comes.

20 The Costs of the World War to the American People, p. 121.

21 Cf. eg., J. S. Mill, Principles; Josef Schumpeter, ‘Wen trifft die Umsatzsteuer?’,
Der Deutsche Volksunrt, Vol. 111 (1928). Three dissertations by graduates of Kiel
University deal with this subject cntically: P. Braess, Steuersystem und Press-
niweau (Leipzig, 1933); F. Mombert, Die Wirkungen der Kosten-Steuern im Kon-
junktur-Zyklus (1935); O. Pfleiderer, Die Staatswirtschaft und das Soualprodukt
(Jena, 1930). Cf. also H. Neisser, Der Tauschwert des Geldes (Jena, 1928).
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simultaneously. This proposition seems to be warranted if we
consider the following example. A sales tax is imposed for old
age relicf. Simultaneously with the first payment of the tax, busi-
ness men raise their prices. But, at the higher prices they cannot
find customers for all their products. Consequently, sales drop
and production decreases; workers are dismissed, and unemploy-
ment forces wages down until a new equilibrium is reached at
lower wages but at the old price level. Purchasing power of the
money unit in terms of goods (but not labor) is the same as pre-
viously. Through the sales tax a part of the former wages of labor
has been transferred to those who receive old age relief. The tax
has been shifted back to wages. But this is not our case. The ex-
ample just mentioned implied no government services but merely
a transfer of purchasing power from the taxpayer, or from those
who ultimately must bear the tax burden, to those who benefit
from the payments.

The situation is quite different if we think, e.g., of a sales tax
financing an increase in government personnel. Again, we as-
sume that business men try to raise prices, that sales and produc-
tion drop in quantity, that unemployment develops. But here
the difference between the two assumptions becomes significant.
In the case of transfer expenditures the increasing unemployment
pushes wages and thereby prices downwards until the former level
of prices and employment is restored. In the present case the
dismissal of workers from private employment is offset by the
hiring of government personnel. A new equilibrium is restored
with a reduced quantity of products on the market at higher
prices; wages remain unchanged; the temporarily unemployed
are absorbed into government employment. In the ‘social heap’
a part of the goods produced for the market is replaced by a cor-
responding value of government services. The tax has been
shifted through higher prices.**

Our reasoning concerning the shifting of a sales tax the pro-

2 It might be argued that this case does not involve a real increase in prices be-
cause the increase in market prices is compensated by an increase in the gratis
services of the government. I think that this is 2 rather artificial and impractical
construction. No one would include in a price index the prices paid by the gov-
ernment for defense and attack. The price index can refer only to goods and
services at the disposal of individuals. Some kinds of government service may be
included, but others should decidedly not be.
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ceeds of which are used to increase government personnel may
be 1llustrated by a schematic example (cf. diagram, Appendix
C, 3). We assume a national income of 100 before taxation begins.
‘This income corresponds to a ‘social heap’ of goods produced for
the market of 100. The government starts to collect 10 as a sales
tax and begins to hire workers. Prices rise because of the tax,
until the price index reaches about 111 per cent. The entire
output cannot be sold at these high prices. The volume of output
(measured at the old prices) drops from 100 to about 90 but the
sales value remains 100. The workers who formerly produced 10
units are dismissed by private enterprises, are hired by the gov-
ernment and are now rendering government service. The private
income sum is 90 income from marketable products, plus 10
income of government personnel, equals 100. The nominal 1n-
come remains the same. If this income is, however, adjusted for
price changes by the price index of 111 per cent, a reduction
of the real income from 100 to 90 seems to have occurred although
the same amount of work has been done. The only difference
is that a part of the production for the market has been shifted to
government service.

This result was reached through a simplification of reasoning
which can be only the first step in any analysis. We assumed a
flexible labor market, no differences in the quality of labor, a
monetary system reacting to the needs of the market and the
absence of international competition. Also, we were concerned
with the general level of market prices only, neglecting changes
in the relationship among various prices that follow the imposi-
tion of the tax in question. Taking international competition
into account, we must distinguish between competitive and non-
competitive prices. Considering all these necessary modifications,
I think we must at least assume it probable that sales taxes used
for an increase in government personnel and likewise in govern-
ment purchases will result in a general increase in market prices.

The example above referred to sales taxes. A similar result
would follow from an examination of payroll taxes, and of excise
or real estate taxes. A tobacco tax, for example, will increase the
price of tobacco. The question, however, is whether this increase
in one single price may not be offset by a slight decline in all
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other prices. Under our assumptions such a decline must be
expected with transfer expenditures but not with expenditures
for increasing government personnel or government purchases.

The conclusion to be drawn from these examples is important
for our problem. In the case of income taxes, government services
are paid for by the income receivers who are taxed. The addition
of these taxes as government income is needed only if the income
taxes have previously been deducted from the income of the
taxpayers. In the case of non-income taxes inducing a curtailment
of private incomes, the government services are paid, for instance,
by the entrepreneurs or by the workers whose profits or wages are
reduced as a result of these taxes. Here an item government in-
come must be added to individual income; otherwise national
income would be underestimated. When non-income taxes are
shifted to prices every consumer pays indirectly for government
services in the prices he pays for the products that he buys on
the market. In this case, therefore, not the nominal but only the
real private income is reduced by the taxes.

The theoretical reasoning suggested that non-income taxes
spent for financing government services will probably be shifted
to prices, so that this becomes the most important case for our
problem. We should, however, not forget that we proceeded in a
rather abstract way and that whether such non-income taxes will
affect the nominal or the real income can be ascertained only
after the credit and business conditions of the period in question
have been examined. But we must accept as a theoretical pre-
sumption that such taxation will probably increase the price
level.

§ TAX INCIDENCE AND THE CALCULATION OF REAL NATIONAL
INCOME

What bearing has this analysis of the incidence of non-income
taxes upon the calculation of national income? If we assume
that the taxes result in a higher price level, they need not be
added to individual incomes as long as we wish to measure only
nominal national income, i.e., income in current prices. The
nominal incomes of entrepreneurs, investors or workers are not
reduced by tax payments of business firms that are offset by higher
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prices. Such nominal figures may be used, for instance, if it is
intended to express certain parts of the national income as per-
centages of the whole.

If we wish to calculate national income for comparisons from
period to period or from country to country the situation is quite
different. A comparison of nominal figures has no meaning unless
differences in the purchasing power of money are eliminated.
In making comparisons between different periods such differences
are usually eliminated by deflating the nominal figures with the
help of a price index. We may resort to an example that compares
national income in two periods. Of an income of 100 in the first
period the government raises 10 by taxes on personal incomes,
and uses the yield to finance educational services. In the second
period everything remains the same, except that the personal
income tax is replaced by a general sales tax. This sales tax does
not force a reduction of nominal private income but results in an
increase in market prices of 11 per cent. In the comparison of real
income the price index is applied to nominal income of the two
periods yielding 100 for the first and about 90 for the second.
This result shows a decrease in the real income from the first
to the second period, although nothing changed except the
method of taxation. This certainly cannot be right. The increase
in market prices in this case is the fund from which government
services are financed, and this increase should not be eliminated
if these government services are considered a contribution to the
social product. Since it is, however, practically impossible to
distinguish an increase in prices due to such taxes from an in-
crease in prices due to other causes, the only solution is to add
to the income reduced by the price index the amounts collected
from such taxes and used for government services (cf. Appendix
C, 3).

However, a further difficulty is involved. Actually, we very
seldom have to compare, as we did in our example, a period in
which business taxes are collected with a period that is entirely
free from such taxes. Changes in taxation may have occurred
from one period to the other, but most of the taxes probably
existed in both periods. The same holds true when comparing
income for various countries. There will be perhaps more taxes in
one period than in another, or in one country than in another, but
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the price level of all periods and all countries will be influenced
by some amount of non-income taxes used to finance government
services. Someone might suggest that we therefore add to na-
tional income only such an amount of taxes of this kind as has
been added during the period under consideration. But this
procedure does not seem practical for two reasons. First, the na-
tional income computation would have to be on a different basis
when comparing 1935 with 1929 than would be appropriate in
comparing 1929 with 1913. Second, it would not be sufficient to
consider only changes in taxation; we should have to examine
also what use was made of the tax yield. Our whole reasoning
assumed that such taxes were used to finance public services.
But we found that the same taxes used to finance old age pensions,
for example, probably do not increase prices. The puzzling ques-
tion what part of additional taxation has been used to finance
public services must be answered.

Two practical solutions seem possible: either to omit these
taxes and thereby get an underestimate, if the increase in prices
resulting from these taxes is eliminated by a price index; or to
add the taxes to the real income and so get an overestimate, if
a part of these taxes already existed in the base year to which the
price index refers, or if such taxes exist also in the countries the
price level of which is used as a basis for international compari-
sons. I am inclined to choose the latter procedure for the follow-
ing reason. All nominal figures are understood to represent a
certain quantity of commodities and services. If we hear that
national income in the United States in 1929 was 83 billion
dollars we think of the purchasing power of the dollar in that
year even if no index is applied. And the purchasing power of
the dollar is understood as the quantity of commodities and serv-
ices that could be bought on the market in that year with a cer-
tain number of dollars. Since dollars represent nothing but
commodities and services I suggest that non-income taxes used
to finance government services be added to the sum of private
incomes.

Thus, for practical calculation we do not need to ascertain
whether the non-income taxes are shifted forward to prices, back-
ward to wages, or remain as an inroad on profits; and whether
they affect real or only nominal income. If we think of national
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income in terms of commodities and services we should add the
non-income ‘taxes, if they are spent for government services of
the type assumed in the discussion above.

IIT Public Expenditure in National Income

1 GOVERNMENT COST SERVICES

The treatment of taxes was discussed under the assumption that
the funds derived from taxes were used to finance government
services. We must now qualify our statements by examining more
closely the importance for our problem of differing types of ex-
penditure. The statement that non-income taxes should be added
to personal 1ncomes plus undistributed profits in a real income
calculation is valid only if the government services are, so to
speak, at a final stage. But there are government services that
should be interpreted rather as producers’ goods. For 1nstance, a
government builds roads that are used mainly by trucks to carry
raw material to factories. The manufacturer pays for these roads
by means of some form of automobile taxation. In calculating the
‘social heap’ it would be a mistake to add to the value of the goods
produced for the market the value of this government service, as
we did in preceding examples. These government services are ab-
sorbed in the production of goods and do not represent a part of
the ‘social heap’ in addition to the goods produced for the market.
Ina ‘value added’ calculation these taxes are to be considered cost
payments like those for raw materials or fuel. We may use an ex-
ample that considers only such activities (cf. Appendix C, 4). Let
goods produced for the market be 100; let government services,
which we may consider means of production for these goods, be
10, financed by business taxes. Business distributes to workers,
capitalists and entrepreneurs (or keeps as undistributed reserve)
90. Ten is the income of government employees (disregarding
the fact that material also is used for roads). Then the national in-
come is 100, equal to the final value of the goods produced for
the market. If the same expenditures were made on, let us say,
education, we should calculate according to our preceding exam-
ple: private income 90, plus income of teachers 10, plus taxes 10,
equals 110 (cf. Appendix C, 3). And this income sum would be
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equal to the value added by private production plus value added
by government services, and also equal to the value of the ‘social
heap’, consisting of 100 goods produced for the market plus 10
government services.”® We conclude that government services,
which represent means of production for the private sector of the
economy and are financed by non-income taxes, should be de-
ducted from government income.*

In calculating the amount spent for these cost services a dif-
ficulty arises. Direct expenditures for a certain purpose do not
represent the entire cost. The expenses of tax administration, for
instance, pay for a service that must be interpreted as a means for
carrying on the other services of the government. The value of
the government services rendered to business or to the citizens or
to the community as such should include a portion of these serv-
ices, which represent ‘cost services for the government’.

2 TRANSFER EXPENDITURES IN GENERAL

Not all expenditures by the government are for public services.
Here we meet the problem of socalled ‘transfer expenditures’.”®
Relief payments, for instance, provide income to individuals who
do not contribute to the social product. Two ways of handling
this problem were mentioned above. We can either exclude all
relief incomes and other incomes derived from ‘transfer’ expendi-
tures from the computation of the sum of personal incomes; or
we can first include them in the income disposable by individuals
and later deduct them from the government income. The for-
mer seems simpler, yet, as we remarked above, the latter is a more
adequate treatment for theoretical and practical reasons. The
theoretical reason is that the income sum method should show
every income at the point where it is disposable. Beyond doubt
the relief income is disposable in the hands of its recipients. For
22 It we assume that the educational services consist of 5 costs for material and 5
expenditures for salaries, then the value added method would include the 5 units
for material among the value added by private industry, and only 5 would repre-
sent value added by government. In the ‘social heap’ calculation the 5 costs for
material used for government services must be deducted from the ‘heap’ of goods
produced for the market, because they are not available to the consumers of these
goods and are included in the value of government services.

24 CL. A. C. Pigou, 4 Study in Public Finance (London: Macmillan, 1928), p. 43,

footnote 1.
8 Ibid,, Ch. 1I1.
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instance, relief income that is raised by a personal income tax is
disposable not by the taxpayer but by the destitute. If we include
the tax revenue as government income we must deduct the
amounts that are not used by the government for administrative
government service, but that are transferred to the recipients of
relief, etc., who in turn are enabled to buy in the market. The
practical reason for preferring the latter treatment is that, while
it would be easy to exclude relief income from the compilation
of the sum of all private incomes, there are other forms of trans-
fer incomes that it would be more difficult to identify among per-
sonal incomes. Business subsidies may flow into the hands of
wage earners or capitalists, or may become a part of corporate
profits. Thus the calculation of national income by the income
sum approach is simplified if the following formula is used: 2
National income equals (I) the sum of all personal incomes (in-
cluding incomes derived from government transfer expenditures)
munus (1) taxes pard from personal incomes plus (I1I) undistrib-
uted profits ** minus (IV) taxes from corporate profits plus (V)
government revenue (including surpluses of public enterprises)
munus (VI) government cost services minus (VII) government
transfer expenditures.

To determine in detail what expenditures are transfer ex-
penditures involves theoretical difficulties. All kinds of relief and
soldiers’ pensions are obviously transfer expenditures. The latter
might be included as compensation for war services. However,
these services belong to a different period. Since they are not
regularly recurrent they do not represent a contribution to the
period under consideration. The situation is different with re-
spect to officials’ pensions. They also are paid for services ren-
dered in the past. But here we must take into account the fact
that pensions, where they exist, are a part of total compensation.
Therefore to include only the salaries of officials who have the
right to draw a pension later, would lead to an underestimate of
their compensation. By including the normal pensions that are
paid to former officials we make up for the underestimate of
remuneration paid to officials in active service. This method in-

26 This formu)a is not complete We disregard items such as institutional incomes,
the discussion of which does not belong to the topic of this paper.
27 Or minus negative business savings.
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volves mistakes only if the number of officials who claim a pen-
sion changes greatly from one period to another.2®

§ DEBT SERVICE

A very moot question is the treatment of expenditures for the
debt service. Service for debts incurred for self-liquidating proj-
ects need not be treated differently from private debt services.
The net product of a government-owned power plant is divided
among labor, entrepreneur and investor exactly as is the net
product of a privately-owned factory. The only difference is that
the profit becomes government revenue and must be added to
national income exactly as business taxes that result in a reduc-
tion of individual incomes. And interest for debts incurred for
the construction of such public enterprises must also be consid-
ered genuine income. Interest on such debts will be paid from
the proceeds of these self-liquidating projects.

How about debts incurred for non-liquidating but ‘produc-
tive’ purposes, such as the construction of roads? We may find the
answer if we imagine the following situation. Let us assume that
a road is built as a self-liquidating project, as a toll road. Capital
invested is ten million dollars, annual collections amount to one
million, one-half of which is used for current expenditures (such
as maintenance and administration) and one-half for interest
payments. Income derived from this source is 0.5 million for
workers employed in maintaining the bridge or in producing
material used for its maintenance; 0.5 million as interest to in-
vestors. One day the policy is changed. The community discon-
tinues the levy of a toll and raises the million through business
taxes. This change in the fiscal policy should certainly not change
total national income. What has happened is merely a shifting
of the burden from those persons who use the bridge to those
who pay taxes. For the economy as a whole the situation does not
differ from that of a self-liquidating project. The additional in-
terest payments correspond to the services available through the
use of the bridge. Under the original policy of levying a toll the
relevant portion of national income is calculated as 0.5 wages plus
0.5 interest plus 1.0 government revenue from the toll equals

28 The Department of Commerce, in its recent publication, included both veterans®
pensions and disbursements of the avil service retirement fund.
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1.0 goods consumed or invested by the receivers of these in-
comes plus 1.0 value of the government service. Under the new
policy the equation is exactly the same: 0.5 wages plus 0.5 in-
terest plus 1.0 tax income of the government equals 1.0 con-
sumers’ and investors’ goods plus 1.0 government service. The
conclusion is: interest payments for debts that were incurred
for government investment are a genuine part of national in-
come. If all additions to ‘government capital’ were financed by
borrowing it would be relatively easy to distinguish between
expenditures for investment and for current items, the latter
including costs for the administration and maintenance of
this investment and the service of the debt incurred in the con-
struction of government equipment. Since actually much gov-
ernment investment is financed by current revenue, it seems in
practice difficult to distinguish between government investment
and current expenditure. If roads are built from current revenue
in one period, then in the succeeding period the people enjoy a
government service for which no item appears in national in-
come (as when no rent is imputed to the owner, who is also the
occupant of a house). I consider these government services ob-
tained from former investments out of current income one of
the instances where the inclusion of estimates would be too vague
on the basis of statistics at present available. But a certain incom-
parability remains if we compare two countries, one of which
financed road construction by borrowing, the other by current
taxation.?

The third instance that should be examined relates to interest
payments on war debts. Corresponding to the income derived
from the payment of interest on war debts there exists no com-
pensating item in the social product of the same period. If we
include these interest incomes as genuine incomes, then the sum
of incomes will be greater than the sum of consumers’ and in-
vestors’ goods plus government services. These services were
rendered in the past and belong to a different accounting period.
The current costs of a war must certainly be calculated as the
sum of all expenses, whether they are met by taxation or by bor-

29M A. Copeland (Journal of Political Economy, XL, 1932, p. 31) says: “The
great difficulty with government property income is due to the deplorable and thor-
oughly unbusinesslike methods of keeping government acocounts.”
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rowing, but the later interest payments can be considered only
as a transfer of purchasing power from the taxpayers to the hold-
ers of war securities.*® If we.include interest receipts of this type
in the calculation of the sum of all personal incomes, then we
must later deduct this item, together with the other transfer ex-
penditures, from government revenue.

The same holds true for debts incurred for financing any cur-
rent deficit unless the deficit was caused by additions to ‘govern-
ment capital’ which render services corresponding to the cost of
the debt service.

4 SUBSIDIES

Current subsidies paid to business (other than capital subsidies)
induce an increase in private incomes through an increase in
wages or profits (or prevent a drop in wages or profits that would
otherwise be expected), or bring about a reduction in prices and
thereby increase real incomes. They must be considered transfer

80 If a country wipes out its war debt by inflation after the war the total war costs
are not diminished. They are merely distributed 1n another way by being im-
posed definitely upon the holders of securities instead of the taxpayers. Whether
such a method increases or decreases total national income depends upon whether
the economuic frictions resulting from heavy taxation or from inflation are worse.
The comparison of the national income of Great Britain and Germany, eg,
would be entirely misleading, 1f interest on war debts were included in the na-
tional income of the former.

Dr. Kuznets, in commenting upon the first draft of this paper, made an interest-
1ng observation. He suggested that ordinarily only the defeated countries wipe out
war debts after a war; consequently war debt service 1s paid only in victorious
countries. He takes this as an indication that war investments are productive for
these countries, but unproductive for the defeated countries which eliminate the
debt by inflation.

The productivity of the World War was certainly not material. It can be counted
as a gain in national prestige alone To the extent that the War resulted for some
countries in better economic conditions (eg, better markets) the effect is al-
ready included in other items of the national income, and the taxes for meeting
the war debt services must be treated as cost payments. If the value is in the im-
material capital of prestige, then we must interpret the tax paid for war debt
service in victorious countries as a compensation for the enjoyment of living in a
victorious country, One objection to this viewpoint, ingenious as 1t is, is presented
by France, Italy and Belgium which, although victorious, depreciated their war
debt about 80 per cent. Why was their investment in the War so much less produc-
tive than that of Great Britain? I think that it is much more natural to regard this
national prestige, which certainly exists, as one of the ‘unpaid costs and unap-
propriated services’ (J. M. Clark), and to continue the usual treatment of war debt
interest payments as transfer expenditures.
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expenditures since they correspond to no contribution to the
social product. If we assume that they appear in the sum of per-
sonal (or corporate) incomes in one way or the other, they must
be deducted from the total, as must relief expenditures and in-
terest on public borrowing for consumption.

R. F. Martin * believes that whether agricultural benefit pay-
ments are to be regarded as compensation for a contribution to
the social product depends upon the statistician’s attitude to the
Agricultural Adjustment program. He suggests that the Depart-
ment of Agriculture includes these receipts as a part of national
income because it considers them payments made in return for
cooperation with the government. It might be argued, according
to Mr. Martin, that these payments should be deducted because
they are made not for production but for the curtailment of pro-
duction. Similarly it could be suggested that relief payments also
are not transfer expenditures but are made as a compensation for
a service. The service performed by the unemployed would be
that of keeping quiet. These expenditures would probably have
to be listed among the other expenditures for law and order. And
yet there remains a difference. The difference between police ex-
penditure and relief payments as a means of maintaining law and
order is that the police are occupied and a certain part of the labor
force is used up; the recipients of relief, on the contrary, are still
available for employment. The main significance of the cate-
gory ‘transfer expenditures’ is that no nattonal factors of produc-
tion are exhausted. That transfers of income from the taxpayer
to the unemployed may have the best social effects is one of the
many instances where a policy results in certain ‘social values’
that find no direct expression in any item of national income
when it is based on exchange values. I consider benefit payments
as subsidies to those farmers who agree to reduce their produc-
tion. The subsidies are intended to make up for a part of the loss.
They belong to the income disposable by farmers but they are
transfers and must therefore be deducted from government
Tevenue.'

The treatment of farm benefit payments in the same manner
as other farm income might be urged for another reason. It might

81 National Income and Its Elements (National Industnial Conference Board,
1936), p. 58.
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be said that these subsidies are designed to make up for an ex-
‘tremely low market price, and that farm income plus subsidies
represents an income corresponding to the real contribution of
farmeis to the social product.®* To accept such a fictitious price
as the basis for the calculation is logically possible only if the
index of agricultural prices is also constructed on the basis of
market prices increased by the amount of the subsidy.

The application of an index of market prices to an income that
has been increased by subsidies would distort the result of a real
income calculation. This statement allows a certain generaliza-
tion. Some may find it inconsistent that we do not consider the
income the farmers derive from subsidies a genuine part of na-
tional income, while we do include in the calculation the income
teachers derive from payments by the government to schools.
Why do we not call these payments subsidies, too? The market
value of the farmer’s product is low, the market value of the
teacher’s service is lower, indeed it is zero, so that there seems to
be a quantitative difference only. But there is actually also a
qualitative difference. Farming belongs to the market section of
the economy. Public education does not. In no price index is
public education included with a zero price. But the low prices
of farm products are included. This gives us a criterion for dis-
tinguishing between subsidies and government expenditures for
services. A difficulty is presented by subsidies to public service
enterprises. If these enterprises belong to the market sphere
covered or supposed to be covered by price indices, then the pay-
ments are to be regarded as subsidies—transfer expenditures. If
they belong, however, to the administrative sector not usually
represented in price indices, then the payments must be regarded
as expenditures for government services.

32 The calculation of the Department of Commerce seems to be based on similar
considerations (National Income in the United States, 1929-1935, Washington,
D. C,, 1986, p. 64). The inclusion of benefit payments as farm income is not ob-
jectionable in itself, since the processing taxes are not counted as government in-
come. But the authors of this document do not profess to include non-income tax
revenue in government income whether the proceeds are used for finmncing gov-
ernment services or making transfer payments. Thus the farm benefit receipts are
counted in this calculation exactly like the income of teachers or other government
employees if financed by non-income tax revenue. And this seems to me objection-
able.



202 PART FIVE

5 DEBT REDEMPTION AND CAPITAL TRANSACTIONS

In discussing transfer expenditures we referred to interest pay-
ments alone. How about debt redemption? We examine first
private debt redemption in general. A business enterprise may
amortize its debt out of current receipts from the sale of its prod-
ucts. (Whether an enterprise distributes higher profits or in-
creases its debt redemption is irrelevant; the current national
income remains the same.) If we assume that every investor who
receives back a part of his former capital outlay reinvests it, then
such a policy of debt redemption is a form of compulsory saving.
This amount is certainly not income to the investor; it is ‘positive
business saving’ by the debtor. Similar is the situation of a state
that uses a surplus of taxes or fees to amortize its public debt. Let
us use our example of the toll bridge again, assuming that inter-
est amounts to 0.3 million dollars, debt redemption to 0.2 mil-
lion, while 0.5 million is used as maintenance expenditures for
wages. The national income, as far as these items are concerned,
must be calculated in the following way: 0.5 wages plus 0.3 in-
terest plus 1.0 government income plus 0.2 government ‘saving’
(debt reduction) equals 1.0 production of consumers’ and invest-
ment goods plus 1.0 government service.

The assumption underlying the above conclusion is that the
value of the service, measured by the actual toll collection, is
such that, besides meeting current expenditures, it allows a sur-
plus for debt redemption. The moment we pass to nop-profitable
but productive government investment the calculation becomes
highly artificial. Let us assume that the government invested one
billion dollars in road construction and pays in a certain year not
only 400 million in interest but also 600 million as an extraor-
dinary debt redemption, in addition to one billion maintenance
costs—the sums being derived from taxation. Since we have no
method of measuring the value of the service rendered by roads
other than by its cost we cannot say that the value of this public
service in the current year is two billion dollars; and that this
two billion service equals the two billion taxes raised which al-
low not only for paying the current maintenance costs and inter-
est but also for the extraordinary debt redemption. We have no
way of dealing with this case other than to measure the value of
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public services by their own costs which may be regarded as a
minimum evaluation. The legislative bodies that appropriate a
certain sum for a certain purpose consider it worth the expendi-
ture. Among the costs could be included, besides interest, a nor-
mal rate of amortization; but beyond this, arbitrariness begins.

Therefore I suggest as a practical solution that we interpret
every extraordinary debt redemption as a transfer of purchasing
power from the taxpayer to the investor.*® Since repayments of
investments are not considered personal incomes, no double
counting occurs. We do not need to deduct the amounts from
government revenue. An extreme example may illustrate this
situation, Let"total private income be 90. A business tax is raised
for an extraordinary debt redemption amounting to 10. Then
national income should be calculated as 90 private incomes plus
10 business taxes equals 90 consumers’ goods and investment plus
10 additional investment (reinvested debt amortization). In the
case of extraordinary amortization the government transforms
income into capital. It is a form of compulsory saving that affects
consumed and income invested (or in certain situations, income
not the size of the national income but its division into income
hoarded).

There is a further group of expenditures that has one peculiar-
ity in common with debt amortization, namely, that the receipt
of the government payment does not create income in the hands
of the recipient. I refer to government purchases of private prop-
erty, e.g., of land; or indemnities paid to the owners on the con-
demnation or nationalization of private property. Subsidies to
existing capital paid, for example, to enable the debtor to pay off
his debts, also belong to this category.

How shall these transactions be treated in the calculation of
the income sum? We may consider first purchases of land by the
government. Assume that the income arising from production
for the market is 50 and is spent entirely for consumers’ goods.
The government raises 10 from a business tax and uses it for the
purchase of land. Then the income is 50 private incomes plus 10
tax receipts of the government equals 50 consumers’ goods plus
10 investment goods, assuming that the former owner of the

33 This whole problem may become of great importance if the reserve provisions
of the Social Security Act of 1935 are maintained.
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land uses the entire proceeds from the sale of his land for invest-
ment in a new factory, or whatever it may be. If the same amount
were raised by the issue of a loan, financed from private saving,
the calculation would be simpler; 50 private incomes equals 40
consumers’ commodities (because less is consumed now that
more is saved) plus 10 investment by the former owner of the
property.

Thus we need not modify the formula of our income sum cal-
culations (cf. Section 111, 2 above) because of these items. When
we include, as suggested, taxes that are not already included in
the private income sum, but exclude receipts from borrowing
financed by personal savings, then no omission or duplication oc-
curs under the conditions assumed in our example.*¢

6 GOVERNMENT EXPENDITURES IN THE ‘VALUE ADDED’ AND
‘SOCIAL HEAP' APPROACH

Our conclusion is that if the whole government revenue is
added to the income sum, we must deduct from it government
expenditures for cost services and transfer expenditures. The
main difficulties are, first, to determine ‘cost services’, second, to
segregate that part of interest payments which represents trans-
fer expenditures. But we cannot avoid these difficulties by start-
ing from the ‘value added’ or the ‘social heap’ calculation. The

34 One further type of expenditure, tax refunds, should be mentioned. They must
be regarded in some cases as transfer expenditures; 1n some cases they are more
nearly similar to debt redemption. Since an individual who receives such refunds
does not declare them as income, they will not be included 1n the estimate of per-
sonal incomes Hence they do not need to be deducted as transfer expenditures
from government revenue.

The case 1s different, however, i1f a corporation receives such refunds. Here
again two possibilities must be distinguished. If the corporation was certain that
the taxes would be refunded, then the transaction 1s similar to a loan to the gov-
ernment while the tax question is pending and its later redemption. If the corpora-
tion did not expect the refund and regarded the tax payment either as a cost
element or as a curtailment of its profit, then the refund 13 similar to windfall
revenue. The amount will appear as profit or will enable the corporation to make
greater disbursements for wages or for other purposes. In this instance the receipts
will be transformed 1nto personal or corporate income like business subsidies and
must be deducted with the other transfer expenditures from government revenue.

Since these distinctions could not be made statistically, all tax refunds were re-
garded as transfer expenditures in the statistical estimates given below (.
Table 1).
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former requires that we add to the value added by all kinds of
business and private services the value added by government.

When measuring the value added by business we come up
against the problem of how to treat taxes. Does government par-
ticipate in the value added as do workers, capitalists and entre-
preneurs? Or are business taxes to be understood as cost payments
similar to the payments for raw materials or fuel which must be
deducted from the gross value to calculate the value added? Sev-
eral writers assume that the taxes paid by business are equal to
the amount spent by the government for the ‘cost services’ of the
goods produced for the market.”* But we have no right to make
this assumption. The amount of cost services may be larger or
smaller than business taxes; under modern conditions all non-
income taxes are larger than the amount spent on cost services.
In any event, the value added method does not avoid the dif-
ficulty of measuring government cost services encountered in the
‘income sum’ approach.

Further difficulties are involved in measuring the value added
by government service. Dr. Kuznets includes ** compensation of
government employees and interest payments. He does not dis-
tinguish between interest payments for productive and consump-
tive purposes. Our reasons for including only part of the interest
payments also hold true for the value added approach.

The ‘social heap’ approach also involves corresponding prob-
lems as far as the public sector is concerned. This method requires
the evaluation of the government services that must be added to
the goods produced for market at their final stage—when bought
by consumers or invested in additional equipment. Two prob-
lems arise: First, what are government services at the final stage?
Here again we meet the problem of the type of service that we
called ‘cost services’, which are means of production either for
the exchange economy or for the government. Second, how shall
government services be evaluated? There is no other possibility
than to evaluate them in terms of costs. But here again the prob-
88 If it happened lby chance that income taxes were equal to the whole amount
spent by the Federal and local governments for ‘consumptive’ and ‘political’ serv-
ices and all the non-income tax revenues were equal to ‘cost services’, then it
would be justifiable to neglect the non-income tax revenues in the alculation of

national income,
s8 National Income, 1929-1932.
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lem arises whether costs include the debt service. Thus the same
difficulties arise whichever of the three methods of calculation
we apply in measuring national income.

IV Public Borrowing in National Income

If public borrowing is financed by saving, then the government
funds are derived from private incomes already included in na-
tional income. If such funds are spent for ‘transfer’ expenditures
and if the incomes of the recipients are included in the calcula-
tion (as we suggested), then transfer expenditures must be de-
ducted in order to avoid double counting. We must make a
minus entry under government income.

But is not the situation different when public borrowing is
met by credit expansion? J. M. Clark says: “When credit institu-
tions lend to the government funds to prosecute war, by expand-
ing the total volume of credit, they give the government
command over part of the social income which has not previously
appeared in the incomes of individuals and did not come out of
taxes of any kind. This affords another reason for supposing that
the true social income may have been somewhat larger during the
period of credit expansion than the reported figures show.” *
According to this opinion we ought to add the amounts procured
by expansionary borrowing to the sum of private incomes, just
as we suggested the addition of non-income taxes as government
income. This point is of great importance for the calculation of
national income not only during the War but also during the
depression.

We should distinguish two kinds of expansionary borrowing:
‘inflationary’ borrowing causing an increase in prices—and ‘addi-
tional’ borrowing causing an increase in production. The first
is typical of war financing, if we assume that expansionary bor-
rowing occurs in a period of full employment; the latter is
common in financing depression deficits when idle plants, unem-
ployment and credit reserves exist. In practice most ‘inflationary’
borrowing also stimulates production to a certain extent; and

87 The Costs of the World War, p 128.
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‘additional’ borrowing causes some increase in prices. The pre-
vailing tendency, however, is different in the two.

From the viewpoint of national income an inflationary rise in
prices is not comparable with a rise due to shifting of taxes. If
the general price level rises because of the effect of cost taxes, the
increment of prices does not result in a corresponding increase in
the incomes of the agents of production. In ‘inflationary’ borrow-
ing the government can dispose of an amount that did not appear
previously, as Dr. Clark correctly says, in the incomes of individ-
uals. It does appear in the incomes of individuals, however,
simultaneously with government spending. Here the increment
of prices is not appropriated by the government as taxes but
causes in the same period either (nominally) increased disburse-
ments of wages, etc., or higher (nominal) profits. The nominal
national income, therefore, is increased first by the new incomes
of the government employees, second by the incomes derived
from the inflationary increase in prices. The ‘real’ national in-
come, calculated by correcting the nominal income by means of
a price index, will represent, therefore, the incomes received as
compensation for the goods produced for the market as well as
the incomes received as compensation for government services.
The application of the price index involves a difficulty because
the costs of government services will not increase exactly in the
same proportion as the costs (or prices) of the goods produced for
the market.

‘Additional’ borrowing is not different from ‘inflationary’ bor-
rowing as far as the nominal income calculation is concerned.
When, for instance, people engaged on public works spend their
incomes, which are derived from expansionary borrowing—these
incomes are, of course, included in the income sum of individuals
—demand for goods on the market increases. An increase in pro-
duction, not an increase in prices, follows. But this means
(exactly as in the case of inflation) a simultaneous increase in in-
comes derived from the market, be it an increase in wages or in
profits. If we calculate, therefore, as national income the sum of
all private incomes derived from the market and the income of
all public employees, no further addition is needed. This income
sum represents the value of the goods produced for the market
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plus the value of the government services financed by the ‘addi-
tional’ borrowing.

The case of relief expenditures financed, e.g., by ‘additional’
borrowing is disputable. Can we apply our general suggestion of
deducting these expenditures to avoid double counting? If we
wish to analyze the income ‘disposable’ we must include the in-
comes of those on relief as individual incomes. Because these
incomes are received at the cost of no one else—at least as far as
direct costs are concerned—they represent a net addition to the
national income disposable by individuals. But they do not rep-
Tesent a compensation for production or for services rendered.
Therefore we need again a minus entry before we can express
the national income as a whole.*®

If expansionary borrowing is used for financing subsidies to,
or compensation for the taking over of, existing capital, the whole
transaction may not affect national income. Let us assume that
the French government issues loans of one billion francs to
indemnify the owners of nationalized armament industries. The
amount required may be advanced by the banks without impair-
ing the normal investment of current savings. Let us further
assume that the former owners use the billion francs received for
the immediate purchase of a billion of government loans. This
enables the government to pay off the bank advances. The whole
transaction does not affect the circuit of incomes; it affects only
the ownership of capital and the types of assets that individuals
possess. The case is similar to that of capital subsidies paid to
home owners or farmers in the United States during the depres-
sion. Private debts were replaced by public debts but incomes
were not affected, at least not directly.

The indemnity in the first example may contain an element of
profit for the owner of the enterprise; the subsidy for the home
owner or farmer may reduce the interest burden. These frac-
tions of the capital transaction are similar to current business
subsidies and therefore must be deducted, together with the

38 In this respect the statement (G. Colm and F. Lehmann, ‘Public Spending and
Recovery in the United States’, Social Research, May 1936, p. 136, footnote a)
that relief income should be included in the national income total if it is financed
by additional borrowing should be qualified. This statement is correct only with
respect to the calculation of the income disposable by individuals.
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other ‘transfer’ expenditures, in calculating the income pro-
duced.

From this analysis of the effects of borrowing it appears that we
do not need to modify the formula for the national income cal-
culation (Section 111, 2). Public borrowing, whether it is financed
by private savings, by inflation or by additional credit, and no
matter whether it is used for ‘exhaustive’ expenditures, ‘transfer’
expenditures or capital subsidies does not affect the formula.

V The Estimate of the National Income Sum

This Section illustrates the methodological argument given
above with some actual figures. The calculations are confined to
those items which belong to the subject of this paper.*® As a
starting point I shall use Dr. Kuznets’ estimates of national in-
come for 1932. The only purpose of these calculations is to make
the theoretical considerations clearer, and to examine the quanti-
ties involved, rather than to present any definite suggestions for
a corrected estimate of national income. I choose 1932 because
this is the latest year for which comprehensive statistics of state
and local public finances have been published. The national in-
come estimates refer to the calendar year, the budget figures to
the fiscal year.

We shall discuss the various items as they are indicated in the
formula in Section 111, 2.

(1) To the sum of genuine individual incomes as calculated in
the usual estimates we add incomes derived from transfer ex-
penditures. I assume that incomes derived from business sub-
sidies are already included in the sum of personal incomes, as
profits, wages or interest. Likewise, interest paid for the Federal
debt, which we considered a transfer item, is already included

39 I neglect, for instance, institutional incomes. An income calculation that fol-
lows rather closely the suggestions made in this paper has been made by the
German statistical office; cf. Das deutsche Volksesnkommen vor und nach dem
Kriege (Einzelschriften zur Statistik des Deutschen Reichs, Nr. 24, Berlin, 1932).
Colin Clark, National Income and Outlay (London: Macmillan, 1937) also adds,
as we suggested, the non-income taxation and other revenue of the government
to the individual and corporate incomes and excludes transfer incomes. He does
not, however, deduct ‘cost services’ of the government.
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with the other interest incomes in Dr. Kuznets' estimate. He
also included veterans’ pensions. Thus we have to add only relief
expenditures. For relief income in 1932 the several estimates dif-
fer greatly. In calculating income disposable by individuals, per-
sonal income taxes and poll taxes are deducted. The amounts
paid as inheritance taxes, which in other respects have an effect
similar to 1income taxes, do not usually constitute an element of
personal income. They will do so only if they are anticipated, as
they sometimes are in England, by insurance premiums; or dis-
charged by subsequent annuities paid out of the income of the
heir, as in some Continental countries.

(2) Ido not discuss here the problems involved in the calcula-
tion of ‘business savings’ or ‘negative business savings’, but use
the figures published by Dr. Kuznets without taking account of
the corrections that he has recently proposed.*°

(3) The figures for total government revenue include tax
revenue as well as other types of current revenue.

(4) The greatest difficulties arise in classifying government
expenditures in such a way that expenditures for ‘cost services’
can be kept separate. On the basis of the figures in Table 1, a very
rough estimate of this sort has been made, adding to each group
of ‘cost services’, ‘political services’ and ‘consumption services’ a
proportional share of the costs for general administration. The
total amount spent for government services (excluding transfer
expenditures, capital subsidies, expenditures for debt retirement
and miscellaneous) of 8,898 million dollars can be classified ten-
tatively as:

‘Cost services’ $3.182 million
Political services 1,755 mullion
Consumption services 3,961 million

(5) Since we included incomes derived from government
transfer expenditures in the income disposable by individuals, we
must deduct these amounts from the revenue of the government
in order to avoid duplication. Among the transfer expenditures
are included business subsidies. Deficits of public enterprises
covered by the general budget are considered business subsidies.
But as we saw above, we cannot consider all municipal services as

40 Cf. Part Four.
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public enterprises proper. Therefore we add a part of the costs
for meeting their deficits to the expenditures of the government
for consumption services.

TABLE 1

PUBLIC EXPENDITURES IN THE UNITED STATES, 1932
(millions of dollars)

STATE

FEDERAL AND LOCAL TOTAL

General administration t 511 674 1,185
Economic activities 3 (‘cost services’) 567 2,191 2,758
Political services s 809 712 1,521
Consumption services ¢ 50 3,384 3434
Transfer expenditures & 1,639 556 2,195
Capital subsidies ¢ 893 . 893
Debt retirement 413 492 905
Miscellancous 274 161 435
Total 5,156 8,170 13,326

Source: For state and local expenditures the classification published by Paul
Studenski in Taxation and Public Policy (R. R Smith, 1936) has been used. The
expenditures of states and local administrations are about one billion dollars
smaller according to this source than according to the Statistical Abstract, 1935,
p- 204, although the latter source excludes debt redemption, which is included in
the estimate in Mr. Studenski’s compilation.

1 Including expenditures for the Treasury.

% Including part of state and local interest.

8 National defense and protection; justice; Department of Interior (part).

¢ Education, culture, social welfare, public service enterprises (part of deficit),
Department of Interior (part); state and local interest (part).

8 Veterans' pensions; agricultural marketing, tax refunding, postal deficiency;
public service enterprises (part of deficit); Federal interest.

8 Federal Land Bank; farm credit; R.F.C.

A difficulty arises from the necessity of distinguishing between
interest for productive and unproductive debts. A definite solu-
tion of the problem of services rendered by government assets
and the debt service requires statistical material not yet available

(cf. above). Therefore 1 propose a very crude preliminary solu-
tion. I suggest that the entire Federal debt for 1932 be considered
unproductive, incurred either for war purposes or to meet a cur-
rent deficit; and that interest for state and local debts be con-
sidered as paid for productive 4 investments, part of the sum

4t I must remind the reader here of the rather broad sense in which I am using
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being added to the expenditures for ‘cost services’ for the market
economy (e.g., debts contracted for road construction), and the
remainder to the expenditures for ‘consumption services’. Debt
amortization has not been included in the amount of transfer
expenditures to be deducted from the government gross income;
it was assumed that since the receipts from this source are not in-
cluded among private incomes no duplication exists.

In estimating national income for later depression years the
question will have to be faced as to where the line ought to be
drawn between straight relief on the one hand and work relief on
the other. Construction of roads, dams, government buildings,
etc., which represent useful work, should be considered as gov-
ernment services whether performed by regular departments or
emergency agencies. Expenditures for work that is done merely
to employ people (some of the former CWA projects may have
belonged to this category) should be considered as relief, and
therefore as transfer income, without any corresponding contri-
bution to the ‘social heap’.

Starting from Dr. Kuznets’ figures for personal income (‘in-
come paid out’ in his terminology) and negative business savings,
we get the modifications for 1932 that are given in Table 2 (the
figures in parentheses refer to the various links of the formula in
Section I1I, 2).

The national income total of our calculation is about 5 billion
higher than Dr. Kuznets’ estimate, which we took as a point of
departure. Let us summarize the main reasons for this difference.
The only taxes included in Dr. Kuznets' figures are individual
income taxes. We added the non-income taxes but deducted from
them the ‘cost services’ rendered by the government because the
taxes paid by business (or by any other taxpayer) for these means
of production are cost payments and not expenditures of income.
We deducted also transfer expenditures to avoid double count-
ing. So the difference consists mainly of those non-income tax
revenues that are used to meet expenditures for all purposes ex-
cept for ‘cost services’ and ‘transfer expenditures’. Here we may

the term ‘productive’ (cf. above). Mabel Newcomer uses the term (cf. “The Nature
of American Public Debt’, American Economic Review, Supplement, Vol. XXVII,
No. 1, March, 1937, p. 54) in a much narrower sense, identifying productive debts
with self-liquidating debts.
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summarize what we found concerning this item which constitutes
the real difference between the method applied by Dr. Kuznets
and the Department of Commerce on the one hand and the

TABLE 2
ADJUSTED ESTIMATE OF NATIONAL INCOME, 1932
(mullions of dollars)

Personal income (income paid out) according to Kuznets 48,8941

Income from government relief 2003
Total personal income () 49,094

Personal income and poll taxes (II) 42
A. Income disposable by individuals (I minus II) 48,652
Negative business savings according to Kuznets (III) 9,529

Corporation tax (IV) 631
B. Income distnibuted from negative savings (III plus IV) 10,160
Government revenue (V) 11,477
Government expenditures for

Cost services (VI) 3,182

Transfer of income (VII) 2,195 5377
C. Income disposable by government (V minus VI minus VII) 6,100
Total national income (A minus B plus C) 44,592
National income produced according to Kuznets 39,365

1 Includes incomes from subsidies and veterans' pensions
3 Estimate.

method suggested in this paper on the other. If we intend to cal-
culate national income merely in nominal terms, these types of
government revenue ought to be included only if we assume that
they result in a curtailment of nominal incomes, either by re-
ducing profits or by being shifted backwards to wages. We found,
however, that non-income taxes, if they are spent for government
services, may result in increased prices. In that case it would not
be necessary to add them in a nominal income calculation. If,
however, we interpret the nominal amount of the national in-
come as representing certain quantities of goods and services
measured by their market or (in the case of government services)
their cost price, viz., if we think or calculate in terms of real
income, then we must add these revenues to individual corporate
and institutional incomes. Nor is it necessary, if we are measuring
real income, to inquire whether these taxes are shifted or not.
Then we must follow the method as it has been illustrated in
Table 2.
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A further modification of the method used by Dr. Kuznets
results from our determination of transfer expenditures. Dr.
Kuznets included veterans’ pensions but not the revenue drawn
from the civil retirement funds, while we wish to exclude the
former but include the latter as part of national income. He in-
cluded all incomes received from government debt service, while
we suggested that the interest on unproductive debt be treated as
a transfer expenditure. These items explain the difference of
about 5 billion dollars between the estimates reached by the two
methods.

VI The Relationship between Public and Private Spheres
in the Economy

The proper treatment of public expenditure and revenue is
important not only as a means of measuring the national income
total without omissions and duplications, but also as a means of
measuring the share of public activity in national income. The
latter requires a theoretical consideration of the relationship be-
tween the spheres of public and private activity in the economy.
We must distinguish among various types of relation which en-
able us to use the concepts applied in the preceding sections, but
this time from another viewpoint.

(1) Public enterprises belong to the exchange sector of the
economy; in the main they follow the rules of the market al-
though the management of public enterprises may differ in many
respects from the management of private. They do not follow the
profit motive alone but are often influenced also by social or
political considerations. If they render services that would not be
rendered by private enterprises or if they are managed more effi-
ciently, then they enrich the quantity and variety of goods pro-
curable on the market. If they are less efficient than private
enterprise would be in the same field, they diminish the real
national income. The income produced by public enterprises is
measured best by the ‘value added’ in production in relation to
total income produced.

(2) Public services require men, material and capital that,
under conditions of full employment, would have been employed
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by market enterprises. That is the reason why Professor Pigou
calls the costs for these purposes ‘exhaustive expenditures’. Since
the value of these services cannot be gauged except by the costs
appropriated for them, we measured it by the sum of wages and
salaries paid to public employees, the material bought on the
market from other enterprises and the interest paid on the debt
incurred in the construction of the capital needed for these serv-
ices. The total ‘value’ of these services is, therefore, equal to the
‘value added’ by government plus the material bought on the
market from other enterprises ** for administrative use. (

For a closer examination of these government services two
further classifications are useful. First, a distinction must be
drawn between investment in capital equipment and current
expenditure. Appendix A gives an estimate according to which 2
per cent of the national income is invested in ‘administrative
capital’ (especially in all kinds of public construction) in various
countries. Since the entire share of private investment is usually
estimated at between 12 and 15 per cent of the national income
in these countries, the importance of this item relative to the
entire addition to their material equipment becomes clearer. I
have not found statistical data for a corresponding estimate for
the United States.

A second classification of public services has already been used
in our attempt to estimate the ‘cost services’ (cf. Table 1). Such a
functional classification ought to distinguish between:

a) Consumption services that add to the individual comfort
and standard of life of the citizens, as for instance, expenditures
for education, for providing recreational facilities, or for social
hygiene and welfare (estimated for 1932 as 3,961 million dollars).

b) Political services that are rendered for the political organi-
zation’s own sake, for national prestige and power or for the pro-
tection of the social order (estimated for 1932 as 1,755 million
dollars).

¢) Cost services that provide means of production either to
produce for the market or to carry on the public enterprise itself

43 We say ‘other’, not merely ‘private’ enterprises, because in some instances the
administration may buy also from public enterprises (for instance, a municipality
may buy current for streét lighting from a publicly-owned power plant).
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(for the discussion of this group cf. Section I1I above) (estimated
for 1932 as 3,182 mullion dollars).*

Such classifications would allow us to analyze the ‘social heap’
in greater detail. The ‘social heap’ indicates the purposes to
which a nation devotes its entire economic activity. The follow-
ing classification might be suggested:

A. Consumers’ commodities and services (non-durable) pro-
vided according to:

(a) market demand

(b) political decision
(aa) for voluntary use (e.g., recreational facilities)
(bb) for compulsory use (e.g., elementary education)

B. Additions to material equipment:

(a) investments in enterprises producing for the market
(aa) private enterprises
(bb) public enterprises

(b) investment in administrative equipment (e.g., road

construction)

(c) investment in household equipment (e.g., houses,
motor-cars, and other durable consumers’ goods)

(d) investments abroad

C. Political services (e.g., military services).

On the basis of such a classification it would be useful to divide
total income produced into: (A) income consumed; (B) income
invested; (C) income devoted to political purposes.

For ‘consumption’ services it is possible to estimate, at least
crudely, the income groups to which the people who benefit from
these services belong. Such a breakdown of expenditures, espe-
cially for public education, social welfare and public service
enterprises would result in an improved statement of the real
distribution of income.**

48 Thus classification necessarily entails a certain degree of arbitrariness. Education
certainly raises individual standards and yet it also provides an important ‘factor
of production’: skill of labor. Costs for providing camping grounds in forests cer-
tainly are to be regarded as additions to the personal comfort of the population,
and yet they may be more important as a means of reducing the expenses of fight-
ing forest fires, and therefore as a means of conserving national resources.

44 Cf. H. Dalton, Principles of Public Finance (8th ed., London, 1934), Ch. XIX;
U. Hicks, ‘Some Effects of Finanaal Policy on the Distnbution of Income in Great
Britain since the War’, International Labor Review, November 1936; Colin Clark,
op. cit., pp. 146 ff.
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(3) Transfer expenditures were distinguished from the costs
of government services. We eliminated them to avoid double
counting. But these items are also interesting in themselves. We
wish to know what portion of national income is transferred from
taxpayers to the recipients of transfer payments. Such a transfer
does not diminish the total income at the disposal of individuals.
But it does affect the distribution of income and thereby also the
relation between income consumed and income invested. It will
reduce the total income only if the transfer becomes so large that
frictions occur that hamper the process of exchange.

(4) The depression experience brought two classes of govern-
ment activity into the foreground. Government services or relief
payments financed by ‘additional borrowing’ neither ‘exhaust’
nor ‘transfer’ but create incomes. If this income creation is not
balanced by an offsetting deflationary process the secondary and
tertiary effects of this spending result in an addition to national
income even larger than the money actually spent. This is a net
addition to national income not only for the time being but also
permanently, since the later interest payments for the increment
of debt do not diminish the later national income but merely
transfer a portion of it from the taxpayers to the recipients of
such interest payments.

(5) A second category of depression expenditures mentioned
above are subsidies to existing capital. They do not enter the
income circuit. They result merely in the replacement of private
by government debts. The government disburses $1,000 to an
over-indebted farmer or home owner who uses the money to
pay off his mortgage to, let us say, an insurance corporation. If
the insurance corporation then invests the money in a govern-
ment security of $1,000, no addition has been made either to
national income or to capital equipment directly; a private loan
has been replaced by a public loan.

Summarizing, we may say that the government may (1) partici-
pate in production for the market, or (2) divert labor, materials
or capital from production for the market for the purpose of
rendering public services, or (3) transfer incomes, or (4) create
incomes, or (5) transform private loans into public loans. The
economic impact in each of these cases of government activity is
so different that any attempt to measure the relation between



218 PART FIVE

public activity and national income, or between public activity
and total production for the market, by any single percentage
figure has no scientific value. For instance, the statement that an
amount equal to a quarter or a half * of national income flows
through public hands does not mean anything unless attention is
paid to these various types of relation between public activity and
national income.

Again we may try to make some estimates to illustrate these five
types of relationship between public and private activity in the
national income total. Here I choose first a pre-depression year,
1929, because I wish to add some international comparisons for
which depression figures are not yet available in the classification
needed for this purpose (cf. Appendix A). For expenditures typi-
cal of the depression, we must use, of course, more recent figures.

(1) There are, as far as I know, no statistics of the ‘value added’
by public enterprises in the United States. We can only guess, on
the basis of statistics for public service enterprises and the Post
Office, that the value added by public enterprises certainly did
not exceed one billion dollars or 1 per cent of national income
in 1929. The corresponding percentage has been estimated for
Germany at 9 per cent for the same year.®

(2) The costs of all government services in the United States in
1929 can be estimated at 9.7 billion dollars or 11.7 per cent of
national income. In this figure are included:

Compensation to government employees $50 billion
Interest on state and local debts 47 0.7 billion
Purchase of material 40 billion 42

45 E. Wagemann, then president of the Statistisches Reichsamt, wrote in an official
publication in 1930 (Finanzen und Steuern im In— und Ausland; ein statistisches
Handbuch, Berlin 1930): “The structural development in Germany has reached
the point where the public economy controls more than one-half of the social
product.” This statement referred to public expenditure and revenue only, not
to the indirect regulation of prices, wages, etc; but the transactions to which Dr.
Wagemann referred included indiscriminately expenditures for government serv-
ices, income transfers and costs of public enterprises

46 In Germany the railways, most public utilities and some mining and industrial
corporations were government-owned at that date.

47 The reason why only state and local debts are considered here has already been
explained in Section V.

48 This is 2 very vague guess, reached indirectly by deducting from total expendi-
ture all the other items.
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Appendix A shows that expenditures of this kind do not vary
from country to country so much as do other types of expendi-
ture. This table differs from our calculatjon for the United States
in that the debt service for the other countries is not divided into
interest for war debts, interest for productive debts and debt
redemption.

(3) We estimate the transfer expenditures in the United States
for 1929 at 1.5 billion dollars, including veterans’ pensions (0.5),
relief, subsidies, and deficits of public enterprises (0.2) and Fed-
eral interest payments (0.7). This sum is 1.8 per cent of national
income, a percentage strikingly low in comparison with the per-
centage of income transferred by European governments.

In 1929, 1.8 per cent of national income was collected by taxes
for debt redemption, which we interpreted above as a kind of
compulsory saving.

(4) Inastudy on ‘Public Spending and Recovery in the United
States’ *° an attempt has been made to estimate the amount of
income created through Federal spending, 1933-35. The amolnt
was estimated to be 7,270 million for the period July 1933
through December 1935—5.6 per cent of the national income
paid out during this period.* If the secondary effects of this pub-
lic spending are included, the income created by the Federal
government is between 10.8 and 13.2 per cent 3 of the national
income of this period. These are expenditures which involved
neither a direct diversion of funds from private use nor a transfer
of income; they belong to a special category of income creation.

(5) The Treasury spent about 2 billion dollars in the same de-
pression period for subsidies to existing capital as described
above. To this figure should be added some 4 billion dollars paid
out by Federal agencies and financed by loans guaranteed by the
Federal government.

These 6 billion dollars cannot be related in any way to na-
tional income, for they are neither derived from income nor did
they enter the flow of income directly. They represent a trans-

48 G. Colm and F. Lehmann in Social Research (May 1936).

80 On the basis of the monthly ﬁgures of national income compiled by the Cleve-
land Trust Company.

8t The two figures result from two methods of calculating the secondary effects
applied in the article cited above,
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formation of private into public obligation, partly only tempo-
rary, because the process of repayment of some of these loans
started very soon. There is no point in expressing this item as a
percentage of national income. To illustrate the quantity in-
volved, these 6 billion dollars may be compared with total long
term private debts—78 billion dollars in 1933; %2 moreover, ap-
proximately one-sixth of the total home mortgage loans came
into the hands of the Federal government.®

Summarizing, we may measure the relation between govern-
ment transactions and national income by the following per-
centages:

Production for the market by public enterprises less than 19],

Exhaustive expenditures (1929) 1179,
Transfer expenditures (1929) 189,
Compulsory saving (1929) 1.89,

Subsidies to existing capital (about 6 billion dollars, 1933-35)
Income creation, including secondary effects (1933-35) 108-1329,

For specific purposes-still further classifications may be re-
quired. If the government uses public purchases as a means of
influencing private business (for instance through specific code
requirements), it is interesting to know how strong the position
of all government agencies, public administration as well as
public enterprises, is in its effect on the market. Total purchases
by Federal, state and local administrative agencies and enter-
prises probably amounted to 10 billion marks or 13 per cent of
national income in Germany in 1929. A corresponding figure for
the United States is not available, as far as I know. It may have
been between 4 and 4.5 billion dollars, about 5 per cent of na-
tional income.

Another subject, 2 more detailed analysis of which would be
very interesting, is the relation of government transactions to the
process of capital formation and capital investment. The use of
tax surpluses for debt redemption was mentioned as an example
of compulsory capital formation. Investments in administrative
equipment (roads, administrative buildings, etc.) provide an ex-

52 L. Kuvin, Private Long-Term Debt and Interest in the United States (National
Industrial Conference Board, 1936). /

53 A. Braunthal, ‘Residential Building in the United States and Great Britain, Social
Research, 1V, 1 (February 1937), p. 58.
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ample of government influence upon capital investment. But
also in important instances the government merely modifies the
flow of capital that has been formed and invested privately; e.g.,
if the government borrows from and lends to private individuals,
as in the case of an instalment plan for electric refrigeration or
for housing construction.

These few examples show that the really interesting problems
require a more detailed analysis of special groups of government
activities. But to measure the quantities involved it is necessary
to have total national income computed on a comparable basis in
such a way that it can be used to express the relative importance
of these activities. With this object in view two improvements
should first be accomplished: the improvement of national in-
come calculations so that periods and countries may be compared;
and the improvement of statistics of such elements in national
income as government expenditures and revenues, so that recent
figures would become available in a classification relevant to
economic analysis.
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Appendix A

PART FIVE

GOVERNMENT EXPENDITURES (FEDERAL, STATE AND LOCAL),
INCLUDING SOCIAL SECURITY INSURANCE

ECONOMIC DIVISION

Government services

Salaries and wages

Purchases
Investments (included in government
services)
War pensions, relief, social insurance pay-
ments
Subsidies to business and associations
Debt service, including debt reduction
Reparation payments
Money investments
Miscellaneous

Total

PERCENTAGE OF NATIONAL INCOME

U S A,
1929

6.0
48

35

6

15.7

UNITED
KINGDOM
1928-29

60
67

24
36
4
108
04

279

FRANCE

65 75
60 78
14 22
2.7 44
261 6
86 16
29

24
0 2

264 273

This compilation is based for the United States upon the esti-

mate given in the text, for the other countries, upon official
German sources. It must be noted that in Germany and England

economic conditions were depressed during 1928-29.

1 Including subsidies for reconstruction.

GERMANY
1928 1928-29
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Appendix B

GOVERNMENT EXPENDITURES (FEDERAL, STATE AND LOCAL),
INCLUDING SOCIAL SECURITY INSURANCE BUT EXCLUDING WAR
LIQUIDATION, INTEREST ON THE PUBLIC DEBT, AND COLONIAL

SERVICE
PERCENTACE OF NATIONAL INCOME
UNITED

U.8.A. KINGDOM FRANCE CERMANY  TTALY

FUNCTIONAL DIVISION 1926-27 1928-29 1928 1928-29 1928
General administration 18 20 3.1 4.5 7.0
Protection 9 31 38 12 5.1
Education 27 26 19 42 27
Social service 12 6.4 13 110 40
Housing .es 2.7 0 20 1
Industry and commerce 2 4 A 7 3
Highways 20 20 24 22 31
Total 88 192 126 258 223

Expenditures for war liquidation, interest on the public debt, and
for colonial purposes are excluded; these items depend so much
on the particular political and historical situation of the coun-
tries in question that they do not seem to be comparable.

This compilation is based on official German sources. It must
be noted that in Germany and England economic conditions
were depressed during 1928-29.
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Appendix C

DIAGRAMS ILLUSTRATING VARIOUS THEORETICAL POINTS
1. Government Service Financed by Income Tax
(government employees tax exempt)

government
production for the market service
‘valye added’® ‘value added®
90 10
90
private spending
and investment
government
spending

50 20
wages tnferes!

v

90

income derived from
production for the market

10
income of governmeni employees

100 income sum of indimduals

90 income disposable
national income: 90 income disposable by individuals + 10
income disposable by the government = 100
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2. Government Service Financed by a Business Tax,

not Shifted
government
preduction for the market service
/ulu added*
90 10
\ '

90
private spesding
and investment

43 18
vages interest prefat
v
L1

income derived from
produchion for the market

income of government employees

90 incoms sum of individuals
{income disposable)

national income: 90 income disposable by individuals 4 10
income disposable by the government = 100
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3. Government Service Financed by a Business Tax, Shifted

{ goverament
production for the market service
'value added’ “ralue added”
100 10
100 fazes
privale spending
and invesiment
50 20 20
vages inferest profit
4
90

ncome derived from
production for the market

10
income of government employees

100 sncome of indinduals
{income disposable)

nominal national income: 100 income disposable by individ-
uals - 10 income disposable by the government = 110
real national income: 100
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4. Government Service (‘Cost Servite’)
Financed by a Business Tax
The tax is regarded as a cost payment, deducted from gross value
of production like cost payments for material

gross value of

market produchion ey 10
fases \
government

production for the marke! service
*value added’® *value added’
90 10
100
private spending
and invesimeni
v
50 20 20
wages interast profu
A
90

income dorived from
produchion for the market

10
income of government employess
100 ncome of ndwduals

national income: 100 income of individuals




Discussion
I J.M. CLARK

My own very limited contact with this problem was made in a
way that may be somewhat typical. In attempting to measure the
costs of the World War it became pertinent to guess at the effects
of the War on the national income out of which these costs had to
come. That purpose determined how I must treat income, with-
out prejudice to other treatments that might be pertinent for
other purposes. Income of soldiers was a part of the cost of the
War, not a part of the income out of which that cost was defrayed.
Moreover, for this purpose the important thing was not total
income but changes in it. Almost any kind of a total estimate
would serve the purpose if it were so broken down that one could
find and eliminate those changes which were irrelevant for the
purpose in hand. These included not only a great increase in
incomes representing war expenditure, but also absolute and
relative changes in the amounts of taxes which were, and those
which were not, deducted before reporting private incomes.
These produced distortions in the net change of total income
reported for the War years; and the removal of the chief of these
distortions was something that could be done regardless of one’s
ideas or of whether one had any ideas on the theoretical correct-
ness of the total figure in which one was making adjustments. I
suspect many persons may come to figures of national income
with some such specific problem in view, and may need not so
much an eternally correct total as a record of changes in the
measurable parts, so broken down that the student is able to
make his own adjustments.

Dr. Colm’s concept of income includes a social dividend and
private claims to parts of it. These claims may pass from hand to
hand without any measurable increase in the social total; hence

228
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there is duplication. Dr. Colm’s method seems to be to include
everything and then subtract duplications. Sometimes the same
item is in effect included twice and then subtracted once. This
may have a confusing effect on the student, and it might be worth
considering the separate reporting of transfer items where practi-
cable, without lumping them in the total and then subtracting
them.

Some features of Dr. Colm's treatment puzzle me. He seems at
points to imply that a correct reporting of national income hinges
on: (a) determining just what public expenses are financed by
just what revenues; (b) which taxes or loans act to raise prices
and how much. If that is true, the problem seems hopeless. But 1
venture tentatively to doubt whether such tracings are necessary.
They do not seem to appear in his own final illustrative table. If
a tax or a loan raises prices, theoretically that should be automati-
cally taken care of when we deflate money incomes by a price
index (though of course our actual index number may or may not
include the commodity whose price has been raised). And the net
changes of different classes of income and outgo would seem to be
sufficient, without earmarking.

To conclude: (1) Any social-dividend estimate runs into the
dilemma of either setting a value on non-marketed services or
omitting them where similar items are elsewhere included and
thereby losing consistency and comparability. The result is a
choice of evils at best. Where most of a given item (like services
of government-owned property) is bound to be excluded in any
case, there seems no real loss in excluding it all. (2) Such estimates
should not be affected by any change in purely fiscal policy (such
as the retirement or non-retirement of a public debt). (3) Esti-
mates in different countries are not likely soon to be reduced to
uniformity, but if their breakdowns are as complete as possible,
students may be able to minimize (though probably not remove)
the lack of comparability.

I feel that Dr. Colm has made a significant contribution, but
do not feel competent to evaluate it point by point.
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I1 SIMON KUZNETS

The comments submitted below fail in two respects to do justice
to Dr. Colm’s thoughtful paper. Some of them refer to points that
are not cardinal to his argument and express disagreement in a
manner, which, for the sake of clarity, perhaps exaggerates the
magnitude of the issue. And they do not reveal the number of
points in Dr. Colm’s discussion that appear to me to be helpful
guides in answering the numerous questions arising in the treat-
ment of government income and expenditures in the measure-
ment of national income.

1 THE MEASURABLE PART OF THE SOCIAL PRODUCT

Dr. Colm defines national income as the measurable part of
the social product. And the social product is described as the re-
sult of work performed in accordance with the provisions laid
down by the several institutions that co-exist in our economic
system, to wit: (a) the exchange economy; (b) the economy of the
household; (c) the sphere of the government.

If this formulation correctly expresses Dr. Colm'’s concept of
national income, then doubts arise as to its serviceability as a tool
of analysis. The first doubt refers to the adjective ‘measurable’,
whose precise meaning is unfortunately not given in the paper.
It surely cannot be interpreted as meaning ‘being susceptible to
an acceptable measurement with the available data’; for this
would leave the magnitude of national income subject to vagaries
in the supply of data and the varying limits of statistical imagina-
tion and/or caution. Does it then mean ‘theoretically susceptible
to measurement’? But then surely the limited effect of the adjec-
tive is barely sufficient for a working definition of national in-
come. For, theoretically, all work performed, inclusive of one’s
efforts at a daily shave or at vocal accomplishments under a shower
could be evaluated at the current market price, e.g., at those for
barbers’ services and for performances of fifth-rate singers.

But perhaps this second question is answered by Dr. Colm’s
definition of the social product, in accordance with which this
concept includes only activity that is recognized as socially desired
by the institutional mechanism of society—the market, the family
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or the body public. I found it rather difficult to guide myself by
this concept. The orders of the head of the family “decided what
was play, and what, work™; ‘“‘decisions made by the politically
responsible organs of the society” stamp an activity as socially
desired; and last, with reference to the market mechanism, “if
someone receives compensation for any activity . . . the market
has stamped his activity as socially desired, even if not socially de-
sirable”. This appears to provide no selective criterion at all, for
it would obviously admit into social product the result of activi-
ties such as murder (paid for by some anxious purchaser), any
and all activities that are expected as a matter of course in family
life, and all activities undertaken by the state.

It seems to me that Dr. Colm himself, in subsequent dxscussmn,
employs a concept of national income much more rigorously de-
fined than is suggested by its description as the measurable part
of the social product. How otherwise can he distinguish between
transfer expenditures and productive expenditures? Or rule out
of account such items as payments of interest on war debts?

In stressing this point, I hope I do not overemphasize the im-
portance of a clear-cut definition of national income in discussions
that deal with the controversial problems of exclusion and inclu-
sion. True, there is a fairly close consensus of opinion among the
students in the field with refefence to many broad groups of ac-
tivities whose results would be included by anyone under national
income; and to that extent a rigorously defined concept is not
needed. But it is at the borderlines that such a concept is indis-
pensable; and it so happens that the whole field of government
activity within the economic system lies largely across one of the
borderlines. Vagueness in the concept of national income is,
therefore, likely to lead either to ambiguity or to arbitrariness
in the analysis of the problems arising in the treatment of govern-
ment revenues and expenditures.

2 DISPOSABLE INCOME

Dr. Colm distinguishes between income acquired and income
disposable, the latter being defined as “income after deduction of
those parts which are voluntarily or compulsorily transferred
from the individuals who acquired them to other individuals, the
government or private institutions”. And “the sum of income ac-
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quired and income disposable must be identical, the difference
being in the manner of distribution” (Section I, 4 (a) ).

This distinction calls for two comments. First, there is a car-
dinal difference between income acquired and disposable in-
come, in that the former is uniquely determined and the latter is
not. We observe income acquired at the line that divides the
economic system from the mass of households and consumers
who are the individual recipients of income shares distributed by
the former. So far as this dividing line is clear, there is only one
distribution of income acquired, i.e., only one configuration of
the apportionment of income paid out among the various indi-
viduals who receive it. But of disposable income there are as many
distributions as there are links that one wishes to distinguish in
the circulation of incomes once acquired. We may be interested
in the distribution of disposable income after the individuals
have indulged their propensity to speculation by buying and
selling on the stock market and on markets for other assets (and
thus consider capital gains); or after the individuals have paid
their taxes, a link that appears most important to Dr. Colm; or
after the expenditures on food have been made. All these variants
of the definition of disposable income are, abstractly, of equal
validity; and as Dr. Colm points out, the sum of income they will
yield will be identical, the variation being confined to the dis-
tribution among individual recipients. It appears obvious that
the only way to set up a definite concept of disposable income is
to specify the stage in the circulation of income to which it refers;
and that only on condition that one of these stages is, for some
reason, declared to be basic, can there be a single basic concept of
disposable income.

This being the case, the second comment follows in the nature
of a query. Why is it important to create the concept of disposable
income for the treatment of government revenues and expendi-
tures? Why do we not employ this concept in discussing the treat-
ment of revenues and expenditures of the steel industry or the
steam railroads in the measurement of national income? Obvi-
ously, the concept could be used in these examples just as easily
as in the case of government; only here it would mean income
disposable after payments by individuals for the products of the
steel industry or after payment by them to railroads for services
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in transporting the payors or the products that these payors con-
sume. The superficial differences between these cases and the gov-
ernment do not stand up under scrutiny. The legal coercive
power of the government is, from the standpoint of economic
analysis, not much different from the coercive power wielded by
a public utility or any other monopolist supplying essential prod-
ucts: in either case the individual can abstain from payment, but
at the cost of dispensing with an essential service. In common
with many other industries the government supplies the demand
of both business firms and ultimate consumers. What is then the
distinctive feature of government activity that necessitates the
use of the income disposable concept, whereas it is not employed
in the treatment of other monopolistic industries? This question
seems to me to require further elucidation.

8 FUNCTIONS OF GOVERNMENT AND THE CLASSIFICATION OF
EXPENDITURES

In treating the problems raised by Dr. Colm the crucial point
appears to me to lie in the evaluation of government activity
from the standpoint of productivity and the direction of imputa-
tion. If we can answer two questions: (a) Are government services
productive? (b)What part of them is a net service to individuals
and what part is a service to business establishments>—then we
are in a position to solve most of the problems ranging about the
treatment, first, of government expenditures, and second, of rev-
enues, in the measurement of national income.!

As to the generally productive character of government ex-
penditures, my disagreement with Dr. Colm is perhaps minor. I
am still not convinced that interest on war debts should be
treated as unproductive, while interest on debt contracted by the
government in order to finance the rearmament program would
presumably be treated as productive (or, for that matter, inter-
est on bonds paid by the armament-producing firms who supply
the government). The argument that the services of the proceeds
of the war debts “were rendered in the past and belong to a dif-
ferent accounting period” is not effective, since the same argu-

11t seems to me that were Dr. Colm to begin his analysis with this evaluation of
government functions, and then proceed to treat government revenues, the
concept of disposable income could be dispensed with.
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ment may be applied to interest payments on all long term capital
investments. The services (or disservices) were in the past, but
their effects continue into the present—a statement which in the
case of war debts has unfortunately been demonstrated all too con-
vincingly during the last decade and a half. However, this prob-
lem of productivity of government expenditures is part of the
broad problem of productivity as criterion of the elements enter-
ing into national income; and it would be out of place here to dis-
cuss it further, except to refer back to the comments made above
under 1 in connection with Dr. Colm’s definition of national
income.

We turn now to the second question, viz., to what extent may
one distinguish between government services rendered the busi-
ness system and those rendered individuals qua individuals. On
this point I must confess myself more pessimistic than Dr. Colm,
in that I consider such a distinction much more tenuous and re-
mote than Dr. Colm conceives it to be. True, where government
engages in purely commodity producing or handling functions
(such as those of railroad transportation or of communication)
it is easily possible to distinguish between services rendered busi-
ness establishments and those rendered individuals. But if we
consider activities that constitute the government’s most distinc-
tive functions, i.e., those performed by the army and navy, by the
judiciary, by civil servants, etc., the distinction indicated above
becomes next to impossible. These functions have such a broad
reference to the needs of society at large that it is difficult to say
that they serve business or that they serve individuals as members
of the community. If a definite answer is provided it usually re-
sults from the application of some clear-cut position in social
philosophy but one that does not necessarily have general validity.
Thus some interpreters will contend that the government is a
monopolist primarily engaged in supplying services to the busi-
ness system of the nation and using its coercive power to supply
these services at as low cost as possible. Others will contend that
the government’s main function is to regulate the business sys-
tem so as to make it compatible with the basic needs and demands
of the individual members of the nation. In either case, the only
statement that can be safely made is this: so far as the function
of any government is to preserve the smooth and successful oper-
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ation of the existing social system, and so far as the business sys-
tem is an integral part of the social system, the activity of the gov-
ernment will be an indissoluble amalgam of efforts to preserve
the business system (which may be classified as service to it) and
to modify it for the benefit of non-business groups (which may
be classified as service to individuals).

The indissoluble character of this amalgam is clearly shown by
the fact that any specific government activity may be so inter-
preted as to put it either in the one class or in the other. Public
education or relief, which appears to be so clearly in the nature
of direct service to individuals, may be and has been interpreted
as essentially a service to the business system, a necessary cost in
permitting the business system to operate efficiently and without
disturbance. Tariffs, which appear to be so directly in the nature
of service to business, may and have been interpreted, as a service
rendered the broad masses of wage earners in this country. A
scrutiny of Dr. Colm’s own classification of government expend-
itures raises several doubts. In what sense are the economic
activities, which appear to be dominated by road and street con-
struction, any more in the nature of direct services to business
than the administrative expenditures, the political, or for that
matter, the consumptive? Roads are used by ultimate consumers
qua individuals, and a great deal of the consumption expendi-
tures may be interpreted as an essential cost of the business
system in this country.

In short, no classification of government activities and ex-
penditures by business or ultimate destination can properly be
made.? But there are two other classifications of government ex-
penditures that appear both possible and necessary in the meas-
urement of national income. First, there is the distinction be-
tween expenditures on commodities consumed, and on services
of people or of property. As in all other industries, the amount
of net income originating in government is exclusive of the vol-
ume of commaodities consumed in the process of production. Sec-
ond, there is the distinction between expenditures representing
services and those representing transfers of property rights. In
the current work on national income we have attempted to make

t This fusion of interests is perhaps a more essential distinctive characteristic of
government activity than is the coercive character of its power.
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both distinctions: the first by including under income originat-
ing in government only payments for personal services or inter-
est payments on debt (to individuals); the second by adjusting
income paid out by government for government net savings or
losses. The latter item was computed roughly by comparing the
net change in the tangible assets owned by the government with
the net change in its outstanding debt.

4 ALTERNATIVE TREATMENTS OF GOVERNMENT REVENUE AND
EXPENDITURES

The discussion above suggests the impossibility of classifying
government activities and hence expenditures between those
characterized as service to business and those characterized as
service to individuals. It is accordingly impossible to say that the
payments to government made by business firms are larger or
smaller than the cost of services rendered by the government to
these firms, the positive and negative residue being accountable
as the net balance in favor of the individual payors of govern-
ment revenues. (Note a similar treatment of a public utlity
monopolist who charges discriminatory rates to business units
and to ultimate consumers.) Consequently, the treatment in na-
tional income measurement of the activity of the government in
collecting its revenue must depend upon assumptions, neces-
sarily arbitrary in character, as to what these payments to govern-
ment represent.

As we vary these assumptions, we obtain different formulae for
the treatment of government revenues and expenditures in na-
tional income. The simplest alternatives are as follows:

a) On the assumption that all government activities are serv-
ices to the business system proper:

National income = (sum of individual incomes derived from

private production minus individual income taxes) 4- (undis-

tributed savings of business firms, after payment of business
taxes) -}- (all government expenditures minus expenditures on
commodities consumed plus net savings of government).

b) On the assumption that all government activities are serv-
ices to individuals:

National income = (sum of individual incomes derived from

private production) 4- (taxes paid by business firms) 4 (undis-
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tributed savings of business firms, after payment of business

taxes) + (government expenditure item adjusted as under a).

¢) On the assumption that the payments made to govern-
ment by business firms represent approximately the value of
government services to business; and that payments made to gov-
ernment by individuals represent approximately the value of
government services to individuals:

National income = (sum of individual incomes derived from

private production) + (undistributed savings of business firms,

after payment of business taxes) 4 (government expenditures

adjusted as under a).

The most recent computations by the National Bureau of Eco-
nomic Research follow formula (c), as being the simplest and most
plausible solution of the problem. It is arbitrary, but the arbi-
trariness results from the nature of the problem. And the assump-
tion that the government’s distribution of charges reflects the
value of its services to the payors is more plausible than the as-
sumption that no connection exists between the locus of pay-
ments to government and the locus of benefits by the government.
The latter assumption of a complete separation between the place
where government payments arise and the place where govern-
ment benefits fall appears to me to reduce greatly the significance
of the conundrums that are so often found in the discussion
of these problems in national income and taxation literature.
These conundrums usually ask what happens to the calculation
of national income when, e.g., the government decides to replace
an individual income tax by a business tax, the tacit assump-
tion being that national income should not be affected by the
government's action. But if this action represents, as it often
does, a recognition of the change in value of government services
to the business system as over against its value to individuals, the
national income total should be affected. If this implication is
true, it bears directly upon Dr. Colm’s use of this conundrum
argument in his report.

To conclude, the incidence of government activity as between
the business system and the individuals comprising the nation
cannot be distinguished, except with the assistance of a definite
position in social philosophy. If the latter is not acceptable, only
an arbitrary solution of the question whether to deduct or not to
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deduct business or individual income taxes is possible. The arbi-
trariness of the solution adopted by the National Bureau in its
treatment of the problem is recognized. But it seems a more prac-
ticable solution than Dr. Colm’s; and I am not convinced that
on theoretical grounds 1t is inferior to Dr. Colm's procedure
which appears to rely too much upon the possibility of actually
establishing the effective incidence of government activities.

111 MABEL NEWCOMER

I'have been very much impressed with Dr. Colm’s analysis of pub-
lic revenue and expenditures in national income. The impor-
tance of this problem increases each year as the public share in
national income increases. Many of those who have been work-
ing in the field of public finance have been aware of the error
involved in estimating the tax burden as a percentage of income
when a large part of the taxes in question has been deducted, as
a business cost, before the figure of national income has been
reached. Dr. Colm has gone much farther than this, however. He
not only points to the problem. He offers a solution for it.

I foresee increasing difficulties, as the public sector of our econ-
omy grows, with the attempt to find a common measure for
goods and services produced both for this public economy and
for a private market economy. For the time being, however, the
two are sufficiently interrelated that Dr. Colm’s procedure seems
to be amply justified. I find myself in complete agreement with
the principal factors of his formula. I am not sure that 1 follow
him, however, in all details. In this connection I should like to
discuss two points briefly.

The second step in the formula is the deduction of “taxes paid
from personal incomes”. In discussing these, Dr. Colm mentions
personal income taxes and poll taxes. I am wondering if he would
include real estate taxes on owned homes in this category, also.
It seems to me that these should likewise be deducted in order
to determine “income disposable by individuals”. The exact
amount of such taxes is not readily estimated, but they prob-
ably came to at least twice the sum of personal income and poll
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taxes deducted in 1932. The arguments for including them are
that they are not a business cost, and so far as they are ability
taxes they seem to be strictly comparable to the personal income
taxes. So far as they are benefit taxes it may be contended that the
home owner is buying services in much the same fashion as he
might buy them from private owners, but in any event these serv-
ices have been included, I believe, elsewhere in the formula.

It can, of course, be argued that the tax paid by the home
owner is comparable to the rent paid by the tenant—a payment
for the use of the house itself. Since no valuation has been placed
on the income of services from these homes in the estimate of na-
tional income (they have been excluded as not computable) there
would be no double counting from this point of view. Since, how-
ever, taxes on homes presumably do not measure with any exact-
ness the value of the services of such homes to home owners, this
tends to confuse issues. Compensating errors of this kind may re-
sult in a final estimate not far from the truth; and if both the
annual value of homes to their owners and that part of the prop-
erty taxes falling on home owners are too uncertain to be esti-
mated, it may be wisest to attempt neither. In view of the
importance of real estate taxes in our system, however, I should
like some discussion of this problem.

The second point I should like to consider deals with govern-
mental expenditures—specifically, debt redemption. Dr. Colm
classifies extraordinary debt redemption as a transfer expendi-
ture and deducts it from government revenues before these are
added to national income. With this I agree. If I understand Dr.
Colm’s procedure correctly, however, he is including in national
income the regular amortization of productive debts as govern-
ment saving. With this, too, I should agree if depreciation has
been deducted elsewhere, but I am not sure that it has been. And
in any event, with the present status of government accounting, it
might be simpler to assume that debt amortization equals depre-
ciation than to attempt to ascertain the amount of depreciation
in question.

I realize that in the time and space available it has been im-
possible for Dr. Colm to cover all the points involved in this
problem in detail. He has given far more thought to this problem
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than I have and he probably has answers for both the questions I
have raised. I only hope that he will later develop this whole
problem at greater length.

IV GERHARD COLM

I am grateful to have the opportunity of discussing the interest-
ing comments of Roy Blough,* J. M. Clark, Simon Kuznets and
Mabel Newcomer on my paper. On some points I am convinced
that the critics are right and I must correct my statements; on
some I feel that a misunderstanding is due to not expressing my-
self clearly enough—and in this respect I am especially glad that
I can clarify my position; on a few points I feel that I ought to de-
fend my thesis by proposing additional arguments.

(1) Dr. Kuznets criticizes the statistical definition of national
income—the measurable part of the social product—as vague.
He is entirely right. But I think that the definition must be as
vague as the concept itself. Who can offer a clear-cut principle
according to which it can be decided whether the work of house-
wives or the imputed rent value of houses owned by the occupant
ought to be included in or excluded from national income calcu-
lations? I see no logical reason why these elements of the social
product should be omitted, except a practical regard for the task
and the limits of the statistics of national income. The term
‘measurable’ does not accurately describe the criterion I had
in mind, and needs further definition. If the probable mistake
resulting from the inclusion of an element is greater than the
probable mistake resulting from the omission, then I regard this
specific element of the social product as ‘unmeasurable’. If the
error resulting from an omission is greater than the error that may
be caused through the inclusion, then it is ‘measurable’ and must
be included. Do we shift hereby the test to the technical question
of whether or not certain statistics are available? Not quite.
Whether a smaller or larger mistake originates from the omis-
sion of an item in the national income computation depends not
only upon the statistical material but also upon the question that

1 Professor Blough's comments refer to both Dr. Colm’s and Dr. Shoup’s papers;
see Part Six, Discussion I.
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is to be answered by the estimates. We may wish to compare the
national income of two countries. In one all household work
may have been shifted to corporations (apartment houses with
service, restaurants, laundries, etc.) and most of the married
women may have gainful occupations. In the other country all
the household work is done by the married women who have no
other occupation. Any comparison that neglects the service of
the housewives in the latter country would give a distorted pic-
ture—the error resulting from an omission of this element in
the social product would certainly be greater than that result-
ing from including imputed values for these services. If, however,
we are to compare countries with similar conditions in this re-
spect or if we compare the national income of the same country
over a period during which no substantial changes occurred in
this respect, it would be wrong to include this item which can
be measured only with such difficulties.

Thus J. M. Clark contends in his discussion that for measuring
the war costs, the task for which he was using the national income
estimates, he did not need to include imputed values for the
soldiers’ services. The omission of this item may be misleading,
however, if countries with armies of a different size and organiza-
tion are to be compared. Many ‘definitions’ of national income
are merely attempts to rationalize in a general way a choice that
was justified only for a specific task and based upon specific statis-
tical material that was available. The definition I have suggested
is vague; but it is not supposed to offer a general criterion, for
the line of demarcation must be determined with a view to the
specific question under consideration and to the statistical mate-
rial available.

Dr. Kuznets asks how such a definition enables us to distin-
guish between transfer expenditures and productive expenditures
of the government, and to say that the first category does not,
while the latter does, constitute an element in national income.
The answer is that national income was defined as the measurable
part of the social product. Every item in national income must
correspond to an element of the social product, i.e., the work
done by and at the disposal of the social group. The relief recipi-
ent is paid not for a contribution to the social product but be-
‘cause he is unable to earn his living by such a contribution.
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Therefore, his income is regarded as an income derived from
transfer expenditures of the government, while a judge or a
teacher receives his salary for a service that is regarded as neces-
sary by those members of the legislative bodies who have to decide
about the public services for which funds are to be appropriated.

And how about the murderer who may receive a payment for
his ‘service’? Dr. Kuznets asks how we decide according to our
definition whether we regard this payment as compensation for
a contribution to the ‘social product’. I suggested that in the
whole sphere of the exchange economy the market decides what
services are regarded as productive. If 1n a society murder 1s re-
garded as a service supplied and demanded like the service of the
butcher or barber, then I do not see how the statistician may ex-
clude these services because he does not share the moral habits
of the country with which he is dealing. I do not believe that in
our civilization murder usually belongs to the services acknowl-
edged by the market, although it is quite debatable whether the
handling of bootleg liquor did not belong to the social product
in the period of prohibition. I did not intend to rule out produc-
tivity as a criterion of national income by the definition that I
suggested. In this respect I do not agree with Dr. Copeland who
tries to avoid reference to the contribution that enables a person
to claim an income.? In view of his approach, Dr. Kuznets’ ques-
tion seems to be justified, namely, how transfer payments can be
determined and eliminated from the income computation. The
definition that refers to the social product entails the acceptance
of productivity as a criterion and meets thereby the question of
evaluation. I suggested applying the evaluations of the society
with which the statistician is dealing and not the evaluations of
the statistician. The evaluations of a social group are expressed
in various institutions—the family, the market, the political sys-
tem. Here the people determine what they regard as socially de-
sired; the statistician may have quite other ideas concerning
what is socially desirable.

(2) Dr. Kuznets attacks the distinction between income ac-
quired and income disposable. Evidently I did not succeed in
making clear what is meant by this distinction. Let us assume that
a person A earns $10,000 per year, and a person B is unemployed

2 See Part One, Sec. I
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and receives $500 as relief. The relief payment is financed by an
income tax which A has to pay. A and B together have an income
of $10,000. How is this income distributed? If the distribution
is measured in terms of income acquired, A has $10,000 and B
has nothing. This is a true picture if the calculation is designed
to describe the distribution of earning power in a society. The
result is worthless, however, if the study is made to draw con-
clusions concerning the distribution of purchasing power. Then
the income must be measured in the hands of those who can
finally dispose of a share in the social product, who influence the
demand for and thereby the production of goods and services. A
transfers $500 as a tax to the government. But the legislative
authorities decide to pass on the money as relief to the beneficiary
who finally can dispose of it. Thus the distribution of the income
disposable is calculated in this way: A’s income acquired $10,000
— tax $500 = $9,500; government tax revenues $500 — transfer
expenditures $500 = 0; B’s relief income $500. A disposes of
$9,500 for consumption or savings, B can buy $500 worth of
goods and his demand schedule exerts an influence upon the
market and production to this extent. If the government uses
the money not for relief but for employing a teacher, then the
purchasing power is not passed on by transfer. The government
disposes of a part of the social product, diverting productive fac-
tors for purposes determined by the legislative bodies. In this
case A can dispose of $9,500; the government of $500 and the
teacher of $500, the combined income being $10,500. In volun-
tary transfers the benefactor decides to dispose of his income him-
self by making a contribution to charity. This is, however, not a
final disposition of a share of the social product. The benefactor
waives this right to the beneficiary whose demand decides finally
what goods and services will be bought with the money.

The difficulty that puzzles Dr. Kuznets may be phrased as fol-
lows: if I buy food I also ‘transfer’ my money to somebody else,
for instance to the baker. Why not deduct also food expenditures
from the income acquired? The baker’s income is not derived
from the customer’s income by a transfer, but it is acquired
through the sale of his product. The customer disposes of a part
of his income by buying bread. The baker acquires income by sell-
ing bread. Both have an independent original income acquired.
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The deduction would distort the estimates because something
would be deducted and nothing added—the baker’s income being
an element in the national income anyway. And the total of in-
come acquired and income disposable must always be identical
(except for certain international transactions).®

Dr. Kuznets asks further why we deduct taxes from the income
acquired and not the burden imposed upon individuals by a
monopolistic price policy, for instance, of railways or public
utilities. This case seems to be more like excise taxes than in-
come taxes. Excise taxes were not deducted from the nominal
incomes but were eliminated by applying a price index in calcu-
lating the 7eal income. The same reduction of real individual
incomes results automatically from a monopolistic price policy.
The difference is, however, that the revenue from excise taxes
must be added as government revenue to the individual and cor-
porate incomes, while the incomes derived from a monopolistic
price policy already appear in the individual or corporate in-
comes, for instance as dividends or as undistributed profits of
the monopolistic corporations. Thus the ‘transfer’ of incomes
through a monopolistic price policy is already expressed in the
usual calculation of real income and does not need any special
operation, as is required in taxation.

(3) While Dr. Kuznets discussed the concept of income dis-
posable in general, Professors Blough and Newcomer dealt with
the question of what taxes are already included in the income
acquired and must be deducted to calculate the personal income
disposable. I suggested that personal income and poll taxes are
already included in personal incomes. Professor Blough added
inheritance, estate and gift taxes, motor vehicle license taxes and
taxes on intangible property. Professor Newcomer held that real
estate taxes on owned houses are also paid from personal incomes,

8 This equation will be maintained only if a minus entry is made when property
is transformed into 1ncome, as happens, for instance, in realized capital gains.
Dr. Kuznets alludes to speculative transactions on the stock exchange as transfers
of income. Here we have either the disposition of income (if current savings are
mvested in new 1ssues the proceeds of which are used to expand productive facils-
ties) or a transformation of property of one form into another form, or a transfor-
mation of property into income, but no transfers of income 1n the sense I used this
term. Capital gains are not a genuine element of national income; but the rea-
sons for their exclusion are different from those proposed for transfer incomes.
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an opinion to which Professor Blough consented under certain
conditions.

I agree that taxes on intangible personal property, gift taxes
and motor vehicle license taxes,* and also some further fees, are
paid direct]y from personal incomes and are already included in
the sum of personal incomes. I said in my paper that death taxes
belong to this category only if they are anticipated by insurance
premiums or discharged by subsequent annuities paid out of the
income of the heir (cf. Sec. V, (1) ). In the other cases I held that
the inheritance and estate taxes reduce the income of the heir
(by an amount equal to the yield of the capital that was to be
paid as tax). Therefore, I meant that death taxes should not be
treated in the same manner as income taxes and I added them to
the government revenue without deducting them from the indi-
vidual incomes in calculating the income disposable. This was
wrong, Collecting death taxes to meet current government ex-
penditures presupposes that assets of the deceased’s property must
be sold. Then somebody else must acquire them and will draw
the yield from them in the future. Therefore a fraction of the
savings cannot be used for additional investments but are needed
to meet the property loss due to the tax. If the tax yield is used
to finance current expenditures (and not to create government
capital), dissaving results. If the revenue from these taxes is re-
garded as government income, then a minus item of the same
amount, representing a property loss of individuals, must be in-
serted into the calculation. If, therefore, all government revenue
is regarded as a basis for calculating income disposable by gov-
ernment (Sec. V, (5)), death taxes must be deducted from the
income disposable by individuals exactly as has been done in the
case of income and poll taxes. Thus I conclude that Professor
Blough’s objection to this point is correct. Death taxes must be
treated like personal income taxes, but for entirely different rea-
sons. ’

In dealing with real estate taxes on owned houses, two cases
must be distinguished, as Professor Blough emphasized: first, the
rental values of owned houses are added to national income
(English type); second, the services of such property are not re-

4 Except, of course, taxes attributable to the use of the motor car for business
purposes,
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garded as an income element (as in the United States). In the
first case the owner of a house, in which he himself resides, de-
clares as income in addition to other income the fictitious rental
value of his property, but deducts interest and taxes, together
with other expenditures he has to make for his property. Here
the real estate tax is like a business tax not included in the per-
sonal income sum—it must be added as government income, as
Professor Blough correctly stated. But what is to be done when,
as in the United States, no imputed values for owned houses are
included in personal incomes? In the United States the income
tax laws permit the deduction of interest and taxes for real
estate without requiring the declaration of a fictitious income
derived from this property.® If and as far as the personal incomes
are computed on the basis of the net income of the income tax
statistics, the real estate taxes are not included in the personal
incomes and must be added as a separate item. But even assuming
that these taxes would not be deducted in computing net in-
comes, the result would be the same for an estimate of the real
national income. We must assume that real estate taxes on resi-
dential buildings will be shifted to rents in the long run. Rents
certainly constitute an element in the cost of living index that is
used to deflate nominal incomes. This index is applied to in-
comes of people who live in owned or rented houses equally.
Therefore, even if these taxes were paid out of personal net in-
comes, their increase or decrease would be eliminated by the real
income calculations. If these taxes, following the suggestions of
Professors Blough and Newcomer, were regarded as already in-
cluded in personal incomes, total national income would be un-
derestimated. Increases in these taxes would reduce the real
national income without a compensating item.

(4) I suggested calculating the income disposable by govern-
ment through deducting from the total government revenue:
(a) government transfer expenditures; (b) expenditures for the
‘cost services’ of the government. This income disposable by gov-
ernment, then, is added to the income disposable by individuals,
corporations, and private institutions.

Dr. Kuznets is not quite convinced that the interest on war

5 Thus the American income tax laws grants a certain tax privilege to the home
owner that is not open to the person living in a rented house.



DISCUSSION 247

debts (as on all ather deficit debts) should be treated as unpro-
ductive, i.e., as transfer expenditures. He does not recognize the
difference between war debts and debts for long term invest-
ments. I meant that war services belonged to another period,
while long term investments (like roads), for which money was
likewise spent in an earlier period, still render service in the
period during which interest has to be paid on the debts in-
curred for their construction.

Professor Newcomer suggested that the regular amortization
for such productive debts should be regarded as ‘compulsory sav-
- ings’ only if depreciation of government investments is deducted.
This is correct and I agree with her also in her contention that
the simplest procedure would be to regard the regular amortiza-
tion as compensating the depreciation charge because the meth-
ods applied in public bookkeeping do not allow a reasonable
direct estimate of the public depreciation.

Dr. Kuznets has strong objections to deducting expenditures
for ‘cost services’ in estimating the income disposable by the gov-
ernment. He denies that the ‘cost services’ of the government
can be separated statistically from the other public expenditures.
Two main points of my paper were to explain that the non-
income tax revenue of the government ought to be added to na-
tional income and the expenditures for ‘cost services’ ought to be
deducted. Do we avoid, by following Dr. Kuznets’ formula, both
difficulties at the same time, if we assume that the two are equal?
Then we would neither add nor deduct these items (cf. foot-
note 35). This would be indeed much simpler than the compli-
cated additions and subtractions that I suggested.

If Dr. Kuznets holds that no classification of the ‘indissoluble
amalgam’ of government services is possible, then he violates this
principle himself. He classifies government expenditures im-
plicitly himself by assuming that the non-income tax revenue
represents approximately the value of government services to
business. By the principle of the ‘indissoluble amalgam’ a serious
question is raised which in the last analysis would lead to the con-
clusion that no adequate treatment of the government sphere in
national income is possible. Quantification usually requires a
certain arbitrariness in forcing phenomena of life into a rigid
classification. The test again is whether the distortions resulting
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from an omission of this whole field in the national income esti-
mate are greater than the mistakes possibly resulting from its
inclusion. If we include it, the best possible classification is re-
quired.

I agree with Dr. Kuznets that the classification I suggested en-
tails a substantial degree of arbitrariness (cf. footnote 43). I am
afraid, however, that Dr. Kuznets’ assumption is much more arbi-
trary and involves possibly greater errors. Dr. Kuznets contends
that business taxes may tend to become approximately equal to
the benefits rendered to business by the government. This argu-
ment refers to business taxes. But how about excise taxes, such
as taxes on liquor and tobacco, which also belong to the non-
income tax revenues? The taxes paid from incomes in the United
States are not more than about three billion dollars, less than 20
per cent of all government expenditures. If Dr. Kuznets’ formula
is correct, then this 20 per cent must include all expenditures for
‘political services’ (which are made for the sake of the nation or
the community as such) and ‘consumption services’ (which are
rendered for the sake of the individual citizens), while all other
expenditures are regarded as ‘cost services’ which are rendered
for business and absorbed by business, as are other cost factors.
The taxes paid from incomes that amount to less than 25 per cent
of all tax revenue in the United States amount to more than
40 per cent in Great Britain. Is the share of political and con-
sumptive services so much greater there than in America? This
comparison proves to my mind that countries may have funda-
mentally different tax structures despite similar expenditures.
Consequently it is not valid to draw conclusions concerning the
structure of expenditures from the tax structure. The mistakes
that result from our direct classification of expenditures may
amount to hundreds of millions—the mistakes resulting from
Dr. Kuznets’ indirect classification probably run into billions;
and statisticians must choose the lesser evil.
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THE DISTINCTION BETWEEN
‘NET’ AND ‘GROSS’
IN INCOME TAXATION®

CARL SHOUP

I Topic Selected for Discussion

THE pEFINITION of income for purposes of taxation is of concern
to students of national income for several reasons. One of the
most important is that in the measurement of national income
dependence must be placed upon statements of income that have
been drawn up in conformity with the requirements of the tax
law. Ordinarily these statements are used in the aggregate form
in which they appear in the Federal government’s Statistics of
Income and in similar publications by some states.

From the many topics that might be chosen for a discussion of
the relation of taxable income to national income, this paper
selects the distinction between gross and net income. The Fed-
eral income tax law and all the state comprehensive income tax
laws require certain inflows to be taken into account; the aggre-
1 This paper as printed here differs from that read at the American Economic
Association meetings, in December 1936, and which formed the basis for the com-
ments by Professors Blough and Hewett, in’the following respects: the material
now in Appendix A was in footnote 11; the material now in Appendix B was in
the text, following the paragraph numbered (f) in Sec. II, 3; and the last two
paragraphs in Sec. 11, 3 are new; two sentences dealing with a lower court decision
have been deleted as inadequate for a subject that would require more extended
treatment than can be given here; the exception to the rule of deductibulity of in-
terest payments has been added, footnote 2, except for the first sentence, is new;

a sentence has been added to footnote 50, a few minor corrections in style have
been made.
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gate is here called gross income. From this, they allow certain
outflows to be deducted; the result is net taxable income.? Tak-
ing the inflows more or less as given, the observer may inquire
into the principles that guide the allowance of deductions for
outflows, and thus work towards a concept of ‘net’ as opposed to
‘gross’ income.

So far as gross taxable income arises from a transfer of money
or money’s worth—and this covers practically all instances—the
existence of net taxable income for taxpayers in the aggregate
depends upon the relation between the tax status of each payor
and the tax status of each payee as affected by each transfer. The
possible relations are, of course, four; the amount involved may
be: ®

(1) not deductible by the payor, and not taxable to the payee
(e.g., a gift);

(2) not deductible by the payor, but taxable to the payee (e.g.,
wages of a housemaid); )

(3) deductible by the payor, and taxable to the payee .(e.g.,
wages of a factory employee);

(4) deductible by the payor, but not taxable to the payee (no
example important enough to cite here).

If only items (1) and (3) were found in the law, no aggregate
net taxable income would result, since every receipt either would
not be included in gross income (case 1) or would be offset by an
equivalent deduction from someone else’s gross income (case 3).
It is the existence of item (2) that results in an aggregate net
taxable income. Item {4), wlglich produces a negative net taxable

2 The matter of outflows is not so simple, technically, as may appear from this
statement; sometimes the allowance is made in the form of a ‘credit’ against the
technical ‘net income’, and sometimes as a credit against the tax otherwise due.
Moreover, in defining gross income, the tax law in some cases requires that against
a certain inflow there be offset 4 certain outflow in order to arnve at the technical
‘gross mcome’; (further offsets for ‘tertain other outflows are allowed in amving
at ‘net income”). In this paper, however, taxable gross income refers to any inflow,
such as proceeds from the sale of a stock of goods, that must be taken into account
for tax purposes—any inflow, that is, part of which may prove to be included in
net income, depending on the size of the offsets made. On the other hand, gross
income will not here include inflows, such as completely exempt bond interest,
that can give rise to no tax liability, regardless of what the same taxpayer's outflows
may be in nature or amount.

3 The illustrations in parentheses are drawn from the existing Federal law
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income in the aggregate, is of course rare. Item (1) is important
because it includes gifts and inheritances.

Payments falling under item (2) are commonly described as
‘personal expenses’, while payments falling under item (3) are
usually, but not always, ‘business expenses’. These terms suggest
in a general way why the distinction is drawn—why some receipts
that are taxable to the payee are deductible by the payor and why
some are not. The implication is that deduction should be al-
lowed if the payment is in some way connected with an attempt
by the payor to obtain for himself some taxable receipt. If, on
the contrary, the payor’s outflow has no connection with an ac-
tual or potential taxable inflow to him, the expense is personal
and is not deductible (as with the¢ other grouping, exceptions can
be found). The existence of taxable net income for any individ-
ual depends of course upon the taxable inflow’s being greater
than the deductible outflow.

The connection between the actual outflow and the actual or
potential inflow thus determines whether a given outflow falls
under item (2) and is not deductible, or falls under item (3) and
is deductible. About the only kind of outflow that raises no ques-
tions is an extreme case of item (3), such as an outlay for a stock
of goods that can be of absolutely no use to the buyer except as he
can make a trading profit by it. Practically all instances of per-
sonal expense have, from certain points of view, at least a tenuous
connection with an actual or potential taxable receipt.

In the paragraphs immediately following, the discussion is
concerned with cases falling under iterf (3)—the business ex-
pense. Subsequently, the problem?raised by item (2)—the per-
sonal expense—will be considered.

Il Business l::xpgzses

The ‘actual or potential’;, nature of the taxable receipt has been
emphasized to avoid any emisunderstanding. The business ex-
pense may in fact result in no gross income at all, yet it remains a
deductible item, at least under the Federal law. Conversely, an
expense may result in taxable income, yet not be deductible, as
when a gentleman farmer, in the business purely for the pleasure
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of it, spends $100 to receive $50. In other words, the tax law pays
little or no attention to cause and effect, or association. The
guiding factor seems to be intent. The question is: was the outlay
made entirely in the hope that it would result in a (taxable) re-
ceipt?

These general statements may be given point by specific refer-
ence to the Revenue Act of 1936, containing the Federal income
tax law, and to the Treasury Department’s Regulations 86, inter-
preting the income tax under the Revenue Act of 1934.¢ The law
states that deductions shall be allowed for “all the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business . . .”,*and adds that deduction
shall also be allowed, in the case of an individual, for “losses sus-
tained during the taxable year and not compensated for by insur-
ance or otherwise— (1) if incurred in trade or business; or (2) if
incurred in any transaction entered into for profit, though not
connected with the trade or business. . . .” * A sweeping provi-
sion allows deduction “in the case of a corporation, [for] losses
sustained during the taxable year and not compensated for by
insurance or otherwise.” 7

The only place in these phrases where the law specifically uses
the test of intent is for “‘any transaction entered into for profit”,
but the words “ordinary and necessary” in the first quotation and
the implicit reliance on the scope of corporate activities 1n the
third quotation also serve to indicate that the legislator is much
more concerned with intent than with the actual outcome. A busi-
ness man may spend $100,000 and fail so badly that in retrospect
the expenditure seems difficult to understand, but the legislator,
if he thinks about it at all, probably contemplates letting the
$100,000 stand as a deduction against such income as there may
be from other sources. Perhaps a limiting case may be conceived
where an individual’s expense, though it is sincerely made for
profit alone, is so utterly mad as to be excluded from the category
of “incurred in trade or business” or “incurred in any transac-

4 As this is wnitten, the regulations covening the 1936 Act have not been issued.
5 Sec. 23 (a)

8Sec 23 (e).

78Sec. 23 (f)
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tion entered into for profit”. The exclusion is easier, of course, if
the item has to pass the test of “ordinary and necessary™.*

Whatever the interpretation may be on some of the finer
points, it seems evident that the legislator does not wish to insist
on a causal connection between a given expense and a given re-
ceipt before allowing the expense as a deductible item. In other
words, he does not insist that a given expense be proved to have
produced a taxable income at least as large if it is to be allowed
as a deduction. Capital loss deductions are limited to capital
gains of the same year, plus $2,000, but it appears unlikely that
the legislators enacted this provision with an idea that a capital
loss is an expense that has a causal connection with capital gains.?
Perhaps a stronger case for the existence of some such idea can be
made for the provision that limits deductions for gambling losses
to gains from gambling.°

The net income that results from this doctrine represents
ability to pay as it in fact exists rather than as it might have ex-
isted if the mistaken expenditure had not been made. So far as
the resulting figure of net income enters into national income
estimates, the national income figure tends to become net-after-
mistakes. This may be the most desirable, and indeed the only
practicable, concept, but it may be slightly misleading, since it
contributes to the deduction of certain business expenses that
carry a large element of personal satisfaction. Persons with suf-
ficient wealth to indulge their business fancies may make ex-
penditures that indubitably carry an intent to obtain profit, but
that are nevertheless peculiarly apt to result in a business mistake
because they are made with the same lightheartedness and the
same joy in spending for spending’s sake that characterizes the
gentleman farmer who counts on a net loss, or the estate owner
who builds a private golf course. If the purpose of the national
income estimate is to indicate the size of the income available to
supply the personal wants of the ultimate consumer, there are

8 It is to be noted that the discussion in the text above does not turn on whether
the item is so ‘extraordinary’ that it must be charged as a capital item and then
amortized.

¢ Sec. 117 (d).

10 Sec. 23 (g).
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some disadvantages to a concept that, relying on intent instead
of on a strict construction of ‘necessary’, tends to include in de-
ductions some expenses that carry a strong personal satisfaction
element.’

Some of the subdivisions of business expense will now be
considered. The treatment will not be exhaustive, but will con-
centrate on the items that raise controversial questions of prin-
ciple, either in statute or in administration.

1 CAPITAL LOSSES

Capital gains and losses are far too complex to be adequately
dealt with at this point; detailed consideration would be beyond
the scope of this paper.’? However, it must at least be noted that
the present Federal statistics reflect neither a deduction of all
capital losses nor a refusal to allow deduction of any. A com-
promise course is followed that will undoubtedly prove trouble-
some to students of national income, whatever their views may
be on the place of capital losses. For individuals the percentage
of the loss taken into account varies with the length of time the
asset has been held,’® and losses on sales between members of a
family are not deductible at all; ** for almost all taxpayers, losses
are not deductible in excess of the amount of capital gains plus
$2,000; ** and still other provisions add to the difficulty of de-
ciphering the significance of the capital loss data in the statistics.

2 DEPRECIATION

The student of national income will obtain almost no useful de-

11 See Appendix A.

12 Capital gains or losses arise from the sale of a capital asset, and a capital asset
is property held by the taxpayer, whether or not it is connected with his trade or
business, excdluding stock in trade or other property that would be included in
inventory, or property held primarily for sale to customers in the ordinary course
of trade or business (Sec. 117 (b)).

For discussions of the general problem of the treatment of capital gains or losses
in estimates of national income by other contributors to this volume, see M. A.
Copeland, Part One, Sec IV and V, 8, discussion by Simon Kuznets, and Dr. Cope-
land’s reply, Clark Warburton, Part Two, Sec VI, Simon Kuznets, Part Four, dis-
cussion by A. W Marget, Milton Friedman and M. A. Copeland, and Dr. Kuznets’
reply.

13 Sec 117 (d).
14 Sec. 24 (a) (6) (A).
15 Sec. 117 (a).



‘NET’ AND ‘GROSS’ IN TAXATION 257

tails on depreciation from the Federal income tax law. The stat-
ute is exceedingly vague, and in effect leaves the matter up to
the accountants, in the first instance, and, finally, to the Treasury
and the courts. The wording of the basic provision for deprecia-
tion has remained unchanged from the Revenue Act of 1918
through the Revenue Act of 1936: “'A reasonable allowance for
the exhaustion, wear and tear of property used in the trade or
business, including a reasonable allowance for obsolescence.” **

On the other hand, administrative practice regarding deprecia-
tion allowances has been of considerable significance in its effect
on the net income figure in returns where depreciation is an im-
portant item. Recent history is instructive on this point. In 1933
a subcommittee of the Committee on Ways and Means reported
its concern over the amount of depreciation that was being taken
as a deduction, and, while “recognizing the soundness from an
accounting standpoint of these deductions”, recommended that
“for the years 1934, 1935 and 1936 these allowances be reduced
by 25 per cent. . . .” The subcommittee added that “no per-
manent injustice will be done individuals or corporations, as the
basis [for determining gain or loss on the sale of the asset] of the

16 See secs, 214 (a) (8) and 234 (a) (7) in the Revenue Acts of 1918, 1921, 1924 and
1926; sec. 23 (k) in the Revenue Acts of 1928 and 1932, and sec. 23 (1) in the Rev-
enue Acts of 1934 and 1936. The special provision for “mines, o1l and gas wells,
other natural deposits, and timber” similarly remained unchanged at “‘a reasonable
allowance for . . . depreciation of improvements, according to the pecuhar con-
ditions in each case”, in secs. 214 (a) (10) and 234 (a) (9) of the Revenue Acts of
1918 and 1921; secs. 214 (a) (9) and 234 (a) (8) of the Revenue Acts of 1924 and
1926; sec. 23 (1) of the Revenue Acts of 1928 and 1932; and sec. 23 (m) of the
Revenue Acts of 1934 and 1936; except that the Revenue Acts of 1918 and 1921
added a phrase, “based upon cost including cost of development not other-
wise deducted”, that was dropped in the subsequent Acts. Some changes were
made, not important for purposes of the present discussion, in the wording of the
provisions stating how the allowance should be divided between persons having
different interests in the property.

The Revenue Act of 1913, sec. 11, phrased the basic provision “a reasonable al-
lowance for depreciation by use, wear and tear of property, if any”, for corpora-
tions [G (b)]. For individuals it was: “A reasonable allowance for the exhaustion,
wear and tear of property arising out of its use or employment in the business. . .
(B), with a proviso hmiting the allowance for mines to 5 per cent of the gross
value of the year’s output. The Revenue Act of 1916, secs. 5 (a) and 12 (a),
dropped the mine provision (concerning depreciation) and rephrased the allow-
ance: “a reasonable allowance for the exhaustion, wear and tear of property aris-
ing out of its use or employment in the business or trade. . .” The Revenue Act
of 1918, as shown above, expanded the allowance to include obsolescence.
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depreciable . . . property will only be reduced by the amount
of these items allowable after the 25 per cent reduction.” '

The Treasury objected, noting that, even if the reduction were
made good in a later year, the distribution of the income among
the years would be distorted.’® Shortly thereafter, the Secretary
of the Treasury informed the Committee on Ways and Means
that the Bureau of Internal Revenue had found that *“through
past depreciation deductions many taxpayers have . . . built up
reserves for depreciation which are out of proportion to the prior
exhaustion, wear, and tear of the depreciable assets”. The Bu-
reau proposed, therefore, *“‘to reduce substantially the deductions
for depreciation with respect to many taxpayers in various indus-
tries”, by “requiring taxpayers to furnish the detailed schedules
of depreciation (heretofore prepared by the Bureau)”, and by
“amending the Treasury regulations to place the burden of sus-
taining the deductions squarely upon the taxpayers so that it will
no longer be necessary for the Bureau to show by clear and con-
vincing evidence that the taxpayers’ deductions are unreason-
able” @ )

The Committee gave up the 25 per cent reduction plan in the
belief that the Bureau's administrative change would “‘give
greater equity and increase the revenue by as great an amount as

17 Prevention of Tax Avoidance Preliminary Report of a Subcommittee of the
Committee on Ways and Means, 1933, pp. 4-5. Certain qualifications, not impor-
tant for purposes of the present discussion, would have to be made to the sub-
commuittee’s ‘basis’ argument.
18 Statement of the Acting Secretary of the Treasury Regarding the Preliminary
Report of a Subcommuttee of the Commuttee on Ways and Means, 1933, p 31
19 Report . from the Commuittee on Ways and Means . (on) the Revenue
Bill of 1934, pp 8-9. The Bureau also proposed to make specific a2 hmitation of
subsequent aggregate depreciation to the unrecovered basis of the asset, but this
appears to have been considered already 1n a fairly specific manner 1n Regula-
tions 77, art 205, last sentence

So far as the taxpayer’s own practices were not altered by the new attitude of
the Bureau, the published figures on income might remain unchanged, since the
published statistics are based on “the taxpayers’ returns as filed, unaudited ex-
cept for a prehiminary examination to insure proper execution of the returns, and
include amended returns showing net income of $100,000 and over, but do not
include amended returns with net income under $100,000" (Statistics of Income,
1933, p. 2) It seems reasonable to suppose, however, that many taxpayers would
actually show in their returns, as mually filed, less depreciation than they would
have shown 1n the absence of the new regulations on burden and manner of proof.
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the subcon;mittcc plan”.? In its next published Regulations, the
Treasury fulfilled its promise.*

3 DEPLETION

In contrast to its treatment of depreciation, the Federal income
tax statute has for many years specified in some detail the manner
in which depletion shall be taken. Likewise, the regulations con-
cerning depletion have been much more detailed than those on
depreciation. 2 The total amount of money involved, either as
income base or income tax, is small compared with depreciation,
but the points involved are instructive in showing how the in-
come tax statute may on occasion prescribe a highly artificial
‘net’ income through the artificiality of its provisions concerning
deductions from gross income. The subject is discussed at some
length in Appendix B.

The artificiality of the deductions allowed for depletion re-
flects a combination of diverse desires: to subsidize some of the
extractive industries; to achieve simplicity in administration;
and to consider an industry as an industry rather than as a collec-
tion of discrete entrepreneurs.

The Federal income tax law allows depletion on several bases,
as follows: *

a) For oil and gas wells, 2714 per cent of the gross income from
the property, with certain limitations.

b) For coal mines, 5 per cent of the gross income from the
property, with certain limitations.

¢) For metal mines, 15 per cent of the gross income from the
property, with certain limitations.

d) For sulphur mines or deposits, 23 per cent of the gross in-
come from the property, with certain limitations.

20 Ibud., p. 9

21 Cf. Treasury Department, Bureau of Internal Revenue, Regulations 77, art. 205,
last four sentences, and Regulations 86, art. 23 (1)-5, all after the second sentence.
32 Cf,, e g., pp. 55~60 (depreciation) and 61-88 (depletion) in Regulations 86.

28 Revenue Act of 1936, sec. 114 (b) (3). (4) For a prease statement, useful to the
taxpayer or to the statistician who wishes to know exactly what elements may be
reflected in Statistics of Income for each of the past years, the brief statement of
the six methods listed here would have to be appreciably expanded to note cer-
tain qualifications and changes from jear to year. The purpose here is to give a

general idea of the extent and nature of the artificiality of the net income figure
m so far as it results from deductions for depletion.
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e) For new deposits of minerals (deposits discovered by the
taxpayer after February 28, 1913), not included in (a) to (d)
above, the value—not the cost—of the discovery, prorated over
the estimated future units of output, with certain limitations.

f) For old deposits of minerals (‘old’ in relation to (e) above),
the cost, or the value at the time of the latest transfer where gain
or loss was recognized for purposes of the tax on capital gains, or
the value as of March 1, 1913.

The development of the percentage-of-gross methods [ (a) to
(d) above] and the discovery-value method (e) is a result of cer-
tain pressures briefly described at the opening of this Section.
They may be conveniently discussed as they affect: [i] properties
that do not represent discoveries made since the income tax law
took effect; [ii] properties that do represent such discoveries.

Properties in the former group do not raise the question of
discovery value, but they do create pressure for the use of some
method of computing depletion that will not involve estimating
their value. Unless such a method—for example, the percentage-
of-gross method—is devised,?* an estimate of value to serve as a
base for depletion must be made as of the date when the income
tax law took effect and, more important for the present point at
issue, when the property changes hands in a transfer where a tax-
able capital gain or a deductible capital loss is realized.

Properties in the latter group raise the question whether it is
not fairer to the discoverer of the property to allow him deple-
tion on a discovery rather than a cost basis. But since a discovery
basis necessitates valuation, pressure develops to put even new
properties on a percentage basis or something analogous to it. If
it is difficult to find a percentage formula that will perform the
same functions as a cost basis or a basic-date valuation basis, it
is also difficult to find such a formula as a substitute for a discov-
ery value basis. In practice the result is likely to be an artificial
method of determining the deductible amount, far removed
from what most students of national income would probably
wish for their purposes.

24 Unless capital gains and losses are i1gnored, however, the necessity for estimat-
tng values 1s not escaped even by this method, see Appendix B.
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III Personal Expenses

Section 11, ‘Business Expenses’, has considered the kind of outlay
that is made with practically the sole intent of getting some sort
of taxable receipt. Other categories of outlay (e.g., food, cloth-
ing, shelter) may be grouped under the heading ‘Personal Ex-
penses’, if that term is given a somewhat broader meaning than
usual so that it includes, for example, gifts.

A general characteristic of these personal expense outlays is
that, under existing income tax laws in the United States, they
are not deductible from gross income in arriving at net income.
Some personal expense outlays—for example, gifts—are not tax-
able to the recipient and therefore do not contribute towards the
aggregate net income of society as shown by Statistics of Income.
These will not be considered in the following discussion.

Each broad category of personal expense can be divided into
two groups: (a) personal expenses that are made with an intent
to contribute towards the acquisition of taxable gross income;
(b) personal expenses that contain none——or practically none—
of this intent. Group (a), it will be recalled, may be distinguished
from business expenses by the fact that in the latter the intent to
acquire gross receipts is the sole intent. The chief point at issue
under the income tax law is the extent to which allowance might
be made for the expenses in group (a). For example, a taxpayer
must eat a certain minimum amount if he is to be able to operate
his business and get taxable profits from it. To this extent there
is a connection between outgo and income that might justify
allowance of the outgo as a deduction. However, the taxpayer
does not eat even this minimum amount solely in order to oper-
ate his business and make a profit in the sense that he buys goods
solely in order to sell them and make a profit. As to expenses in
group (b), probably no one would urge that they should be
deductible, for, if they were, all items in group (a) would log-
ically be deductible, and the community in the aggregate would
show no net income at all.
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1 FOOD

In most cases, taxpayers must eat if the gross income that is en-
tered on their tax returns is to be maintained. A few, living ex-
clusively on investment income, can fast without destroying the
tax base: the gross income lives on without them.

The primary difficulty in allowing any deduction at all for
food is the intimate way in which the business of living and the
business of earning a living are intermixed in food consumption.
A start might be made by disallowing any deduction for food
that is almost certainly not necessary to the acquisition of a tax-
able gross income. Those who receive no income from current
earnings of their own, but live on investment income and gifts,
might be granted no deduction at all.?» Those who clearly eat
more than they need to keep themselves fit for work might be dis-
allowed a part of the food expenses. With adequate technical
assistance from dietitians and others, a roughly satisfactory scale
of absolute allowances in money terms might be made. In fixing
these allowances, recognition might be taken of differences in oc-
cupation (eg., a ditch-digger vs. a bookkeeper) and location
(e.g., cold vs. warm climates), but refinement could scarcely ever
be pushed to the point of recognizing individual differences in
physical constitution.

The next step, and much the more difficult and dubious, might
be to attempt some division of the remainder of the food expense
into deductible and non-deductible on the grounds that, while
all was essential to the production of the income, much of it, if
not all, also contributed to the taxpayer’s enjoyment.

In any case, it would probably be impracticable to base a de-
duction on amounts actually spent. The bother of keeping rec-
ords and the difficulties of allocating certain expenses (e.g., de-
preciation on the kitchen in the home) would be forceful reasons
for using a scale of flat allowances. As has been suggested, various
25 However, some difficulty anses with investment incomes 1f 2 long penod, in-
stead of one year, is considered. It might be argued that the investment income is
a result of savings that the taxpayer has made on the assumption that a certain
amount of expense would have to be incurred later in keeping him or someone
else alive so that the investment income could be enjoyed. In other words, the

prospect of sufficient food would be a necessary part of the complex of factors
that induced him to save and thus made possible the investment income
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degrees of refinement could be given to the allowances, and they
would of course have to be reexamined every so often in the light
of changing price levels.

The present Federal law gives no help in suggesting ways of
constructing a deduction for food. As interpreted by the Treas-
ury, the law disallows as deductions all expenditures for food, ex-
cept meals purchased on a purely business trip.?® This deduction
is specifically permitted by the law: “traveling expenses (includ-
ing the entire amount expended for meals and lodging) while
away from home in the pursuit of a trade or business.” ** This de-
parture from the general principle probably represents nothing
more than a concession to administrative difficulties.

2 CLOTHING

The remarks made about food may be applied to clothing, with
this difference, however: the possibility of using actual expendi-
tures rather than a flat allowance is not so slight. In certain cases
it might appear reasonable to deduct the entire cost of clothes
purchased especially for work. This possibility is illustrated by a
Treasury ruling of a narrow scope: “The cost of equipment of an
Army officer to the extent only that it is especially required by his
profession and does not merely take the place of articles required
in civilian life is deductible. Accordingly, the cost of a sword is
an allowable deduction, but the cost of a uniform is not.” **

3§ SHELTER

For shelter a still better case exists for trying to use actual ex-
penditures instead of a flat allowance if any deduction at all is to
be allowed. The annual amounts involved are fairly large but,
unlike those for food, they are not composed of several small
items that make record-keeping so tedious. There is probably
much more variation among taxpayers in the expense traceable
to the business element than in the expense for either food or
clothing. This makes the matter more important from the point
of view of equity.

The problem is not, as in food or clothing, one that is conceiv-
20 Art, 23 (a)-2.

27 Sec. 23 (a).
28 Regulations 86, Art. 24-1.
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able largely in terms of so many units at certain prices. Rather, it
15 one of a gross differential—chiefly a differential based on loca-
tion. The problem is not so much ‘How many rooms (or cubic
feet) represent shelter necessitated by the business?’ as it is ‘“To
what extent does the cost of living here, rather than elsewhere,
represent a cost of business?” If a man’s job requires that he be
within, say, an hour’s time of an office in the heart of a crowded
city, he must undergo the expense of high rental (or high land
prices, if he buys a house) or of transportation. Compared with a
man in a small town who walks to work from a house located on
land that has slight value, the worker in the large city definitely
incurs a certain part of his dwelling expense as a means of obtain-
g income. If he can command a larger income only because of
this, a refusal to allow deduction of any part of the dwelling or
commutation expense places him at a disadvantage.*

Sometimes business considerations determine the size and ap-
pearance of the dwelling. The doctor who has his office in his
home is an illustration of the former—and the doctor with a
lucrative practice in the upper social strata may claim, with rea-
son, that the appearance of his dwelling is a vital factor in his
success.

Ascertainment of the deduction by a method that will not ap-
pear irrational at one time or another is, however, extremely dif-
ficult. If location is the factor in question, what other location is
to be used as the standard? A city worker who lives in an apart-
ment costing $120 a month might conceivably live in innumer-
able places at less cost. In some he would be so located that he
could get a job that would keep him alive, and in others he would
be unable to get any job. Where the size of the house is the point
at issue, the solution seems easier.

The distinction between location and size is carried out in the
Treasury's interpretation of the Federal income tax law. Except
for lodging expenses incurred while away from home on a busi-
ness trip, which it explicitly allows as a deduction, the law is
silent on the question of shelter as a personal expense versus a
business expense. However, the Treasury has allowed a deduc-
29 The expense not only of shelter, but also of clothing, food, etc., may be mark-

edly higher 1n some places (eg., a remote mining camp) than in others, thus
raising the kind of question discussed above.
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tion for depreciation on that part of a dwelling used as an office.*
On the other hand, it makes no allowance for expenses incurred
on account of location, and it expressly denies the right to deduct
commuting fares as a business expense.*

4 MEDICAL EXPENSES

The treatment of medical expenses under the income tax is in
some respects ‘more important than the treatment of expendi-
tures for food, clothing and shelter. The incidence of medical
expense is more uneven. Failure to treat the item properly is
therefore likely to cause more instances of severe injustice. For
national income estimates the unevenness is not so important.

Sometimes a2 medical expense is obviously connected with a
person’s occupation. It may take the form of payments on a
health or accident insurance policy, or of bills for medicine and
travel and for the services of doctors, nurses and hospitals. Of
course the sick or injured person spends money to get well, not
merely in order to work but also to enjoy life generally. The ex-
pense might therefore be considered similar to the expense for a
minimum of food, from the point of view of intent. In a broad
sense, however, the medical expense is incurred solely with an
intent to obtain taxable gross receipts, and therefore falls en-
tirely outside the category ‘personal expense’ and becomes in
principle fully deductible as a business expense. That is, the tax-
payer enters the occupation realizing the special risks of accident
or illness. Standing at the point of time before the disaster oc-
curs, the prospective, or possible, medical cost is seen to be purely
a business cost.

Whether deduction should be allowed for medical expenses
arising out of a clearly non-occupational situation—for example,
an accident occurring on a week-end pleasure trip—depends on
the general attitude taken towards expenses of mixed intent. If
deduction were allowed for the minimum of food necessary for
work, a deduction presumably would also be allowed for an oper-
ation for acute appendicitis.

It is often difficult, if not impossible, to ascertain whether
30 Robert H. Montgomery, Federal Tax Handbook, 1934-35 (Ronald, 1934), p.

518,
81 Regulations 86, Art. 23 (a)-3.
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medical expenses are really expenses to maintain health and
ability to work or luxuries with an opposite effect. Of course the
same type of difficulty is found with all other kinds of expense,
but it seems to be especially acute with medical expenses. For
example, the determination of a reasonable deductible expense
would be difficult for a wealthy patient who enjoyed the luxury
of obviating a future crisis by having his appendix extracted be-
fore it had given him any trouble, or for a patent medicine hypo-
chondriac. Probably many medical expenses are clearly deducti-
ble, if any deduction at all is to be granted; the practical difficulty
would lie in singling out the non-deductible instances.

The amount of medical expense would not be difficult for
most taxpayers to record if an estimate were permitted for minor
medicines purchased more or less regularly. Considerable im-
portance would attach to a fairly precise record because of the
wide variation in expense from one taxpayer to another and
from one year to another for a given taxpayer. For the same rea-
sons a flat deduction applicable to all taxpayers alike would not
be much improvement over the present situation.

Extremely heavy medical expenses, if deductible at all, might
properly be capitalized and spread over several years. A provision
for carrying over to succeeding years any negative net income
would in most instances serve the purpose of allowing the entire
expenditure to be utilized effectively as a deduction, but it
would not necessarily be an adequate solution. It might result in
too great a fluctuation in net income, compared with what would
result if the expense were amortized over several years. With shel-
ter, for example, few persons would advocate charging off the en-
tire cost of a house (if a deduction were allowed at all) in one
year and then relying simply on a carry-over provision to get the
total amount effectively deducted. Some medical expenses—for
a major operation, for example—might be considered as suited
to amortization as expense for shelter.

If the expense could be regarded as affecting the income of all
the remaining years of the taxpayer’s life, it might simply be de-
preciated, by any one of several systems, on the basis of the prob-
able remaining life span of the individual. The treatment of the
undepreciated balance upon the individual’s death would pre-
sent a difficulty, however. Unless some arrangement could be
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worked out for allowing it as 2 deduction from the income of the
estate or from the tax base of the death duties, the life-span
method might better be abandoned in favor of some fairly arbi-
trary means of wiping the amount off the tax books within a few
years. For example, for purposes of deduction, the capitalized ex-
pense might be divided equally over the first three or four years
after the expense had been incurred, with allowance for unequal
division of a further carry-over if such an allowance were needed
in order to absorb the entire amount.

The present United States Federal law does not mention med-
ical expenses specifically. The state income tax laws, with the
sole exception of the Minnesota law, also do not mention med-
ical expenses, and they presumably consider them personal ex-
penses and non-deductible. Minnesota’s provision is: “Payments
of the necessary expenses of sickness and accidents to the tax-
payer or his dependents during the taxable year shall be allowed
as deductions”.*? A state official informs the writer that this pro-
vision has been abused and should be repealed.

5 EXPENSES OF TRAINING FOR A PROFESSION

Certain occupations, particularly those known as ‘professions’,
require training that often costs an appreciable sum. The ex-
penses ordinarily take the form of tuition fees and outlays for
books and equipment. They seldom cause difficulties of alloca-
tion or record-keeping. Perhaps the only reason that they are not
now deducted from gross professional income is that usually they
are not incurred in the same year in which the income is earned;
moreover, little consideration has been given to capitalizing
them.

If personal exemptions are high and rates in the lower brackets
are not very substantial, the possible deduction of training ex-
penses will concern chiefly lawyers, doctors, architects, engineers
and teachers. Otherwise, it will also be important for bookkeep-
ers, cashiers, designers, draftsmen and stenographers.

A technical question that assumes more importance here than
in the consideration of food, clothing, shelter and medical ex-
pense arises when the taxpayer does not, after all, utilize the
expense to obtain income. A training expense is highly specific,
32 Income Tax Law of 1933, Sec. 13 (K).
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and frequently no connection is evident between the expense
and the income of later years. Probably the intent is obvious
enough in most instances to justify deduction, if intent is to be
the test, but the occasional dilettante presents a problem anal-
ogous to that of the gentlemen farmer.

6 INTEREST

Oddly enough, the Federal tax law, while refusing deduction in
many cases of mixed intent (e.g., 2 minimum of food), and even
in cases that are probably to be classed as business expenses (e.g.,
certain medical expenses), grants deductions to certain kinds of
outflow even though they are purely personal—that is, made
without any intent whatsoever of getting taxable gross receipts.
Interest paid by the taxpayer is an example. Under the present
provisions of the Federal law, the net income figure is after de-
duction of all interest payments, no matter for what purpose, ex-
cept interest on loans contracted to finance the purchase of
tax-free bonds.*® Instalment buying of consumption goods must
account for an appreciable interest charge of a kind that logically
has no place as a deduction in arriving at either individual or
national net income so long as expenses for food, clothing, shel-
ter and medical care are not deductible.

7 TAXES

Outflows in the form of taxes present somewhat the same situa-
tion as interest payments. Not all tax payments are deductible;
but the dividing line between deductible and non-deductible
tax payments, whatever it may be, has nothing to do with intent
or lack of intent to acquire a taxable gross receipt. The Federal
income tax allows deduction of all tax payments except: (a) Fed-
eral income taxes; (b) Federal, state or local death taxes or gift
taxes; (c) local special assessments.*

8 BAD DEBTS

Like interest and tax payments, outflows in the shape of bad
debts do not, under the existing Federal law, depend for their
deductibility upon any business or profit-seeking connection.

83 Sec. 23 (b).
s34 For munor qualifications to this list, see sec. 23 (c).
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Moreover, the net income statistics are likely to be distorted, par-
ticularly when a supposedly bad debt turns out not to be bad
after all and the amount recovered is entered as an item of gross
income in the year of recovery instead of as a rectification of the
deduction item of the earlier year.?®

Q CASUALTY AND THEFT LOSSES

Even if the property in question is not connected with a trade
or business, the Federal law allows a deduction for a loss arising
from fire, storm, shipwreck or other casualty, or from theft, if
the loss has not been compensated for by insurance or otherwise.
If the national net income figure is to represent a sort of dispos-
able income, it may be a close question whether the national
gross income should or should not be diminished by the amount
of such losses,*® but the lack of any intent to incur the risk or
repair the loss in order to acquire taxable gross receipts is evi-
dent.

10 CHARITABLE CONTRIBUTIONS

Contributions to non-profit organizations of various types and,
in the case of individuals, to governments are deductible under
the Federal law up to a certain percentage of the net income as
computed without the benefit of the deduction. This percentage
is 15 for individuals and 5 for corporations. The nature of the
intent of the average taxpayer in making such gifts is not en-
tirely clear. Possibly some of these contributions have a strong
business expense element, so that if no deduction were allowed
the statistics would show a net income figure too large, as they
may now show one too small.

IV Summary

In the use of statistics compiled from income tax returns, stu-
dents of national income must, among other things, take account

83 A change to a policy of reopening the return would usually make no difference
in the statistics for the year of reopening (see note 19), but would make a differ
ence for the year of recovery.

86 On this point see Solomon Fabricant, Part Three, Sec. VI.
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of the deductions that the tax laws allow from gross income in
arriving at net income.

The distinction usually drawn by the income tax laws be-
tween business expenses in general and personal expenses in
general may not be satisfactory for the purpose of national in-
come estimates that are designed to indicate in some way the
changes in national or social welfare.

Within each of the two broad categories more specific matters
may be noted. Depreciation allowances may change in amount
simply by changes in administrative practice. Depletion deduc-
tions under the Federal income tax are allowed on grounds that
have little in common with the concepts that guide the student of
national income.

The customary refusal to allow any deduction for food, cloth-
ing, shelter and medical expenses, and the restrictions upon de-
ductions for training expenses may give too large a figure for
national income. Some parts of some of these expenses are clearly
connected with certain streams of gross income. Their proper
treatment depends largely, of course, upon the weight that should
be given the accompanying personal element. The present treat-
ment of interest, taxes, bad debts, casualty and theft losses, and
charitable contributions, on the other hand, tends to minimize
the net income total.
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PERSONAL EXPENSE AND UNWISE BUSINESS EXPENSE: EFFECT ON

THE NATIONAL INCOME TOTAL

THE EFFECT on total national income when a business expense
results in a loss, compared with the effect when an equivalent
amount is spent for personal enjoyment, can be illustrated by a

simple hypothetical instance.

1. Assume an economy of four men—A, B, M and N, starting with zero assets
CATEGORY IN WHICH PAY-
MENT FALLS (SEE SEC 1)

2. Suppose A, using free raw materials, pays M $100
for extractive labor
3. A then sells the product to B for $110
4. B pays N $100 for manufacturing and selling labor
5. B sells the product for $225 to: M (who contributes
$100), N ($100), A ($10) and to himself (B) ($15)
The situation can then be summarized as follows:

PERSON RECEIPTS EXPENSES
DEDUCTIBLE NON-DEDUCTIBLE
A $110 $100 $10
B 225 210 15
M 100 100
N 100 100

National Income

6. Now assume that A, as before, pays M $100 for labor

7. A, as before, sells to B for §110

8. B hires N to work on the product, but the result
is 30 unsuitable that the article will sell for no
more than if N had never worked on it. B owes
N $100.

9. B sells the product for $125 to: M ($100), A ($10),
and to himself (B) (§15)

The situation is then as follows:

nN L ]

NET
INCOME

3 (in usual
method of
accounting)
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PERSON RECEIPTS EXPENSLS NET
DEDUCTIBLE NON-DEDUCTIBLE INCOME

A $110 $100 $10 $10

B 125 210 15 -85

M 100 100 100

N 100 100

National Income $125

10. If B had hired N not to work on the material but
to do a song and dance for B's personal pleasure,
national income would have been increased to

$225. .
A $110 $100 $10 $10
B 125 110 115 15
M 100 100 100
N 100 100
National Income $225

11. That 1s, the shifting of $100 of B's expenses from the deductible to the non-
deductible class represents the fact that, in contrast to the former situation,
he is now getting a personal satisfaction out of N's labor

12. Another way to compute the last two examples would be to reduce B's deduct-
1ble expenses in No 9 and his non-deductible expenses 1n No 10 by $100 and
eliminate N's income of $100 This procedure assumes that B never pays N.
‘The result in No 10 is, however, a national income of only $125 unless $100
15 added to B’s income (but not to his taxable income, note) as a gift.

Appendix B

DEDUCTIONS FOR DEPLETION

1 Properties not Representing Discoveries Made since the
Income Tax Law Took Effect

Unless some special provision, such as the percentage-of-gross
method, is made, the generally accepted way to compute deple-
tion is to find a capital value and then in some way prorate it
over the units of output. For deposits already in existence when
the income tax law takes effect, the usual practice is to use as the
depletion base the value of the property at that time. No further
valuation is necessary unless the property changes hands in a
transfer where a taxable capital gain or a deductible capital loss
is recognized.’” When such a transfer occurs the problem of valu-

37 Where the property passes by gift or by death, however, a valuation must be
made for purposes of the gift or death tax.
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ation may, however, be difficult. Properties that are subject to
depletion are often bought and sold with no definite price set in
monetary terms. Instead, the seller receives stock in the purchas-
ing company or a right to a certain proportion of future profits,
or in some other way avoids the troublesome task of setting a
money value on the property. In these cases, a valuation of the
property must be made by the tax officials (or made by the tax-
payer and checked by the officials) if a certain aggregate allowable
amount of depletion is to be ascertained. If the property is sold
to a going concern whose stock is listed on an exchange or is
otherwise readily valued, the task of setting a value on the prop-
erty is relatively easy. In any other case it is difficult. It is particu-
larly difficult for metal mines, where data on royalties from, and
money sales of, similar properties are scanty or non-existent.*
The degree of difficulty is indicated by the wide variations in
valuations of the same property at the same time by experts; a
variation of 400 or 500 per cent is apparently not uncommon.*

One of the results of this difficulty is likely to be a pressure,
both by taxpayers and by tax administrators, to introduce meth-
ods for calculating depletion as a fixed percentage of gross or net
income. In this way a depletion allowance can be fixed without
reliance on any capital value. Unless capital gains and losses are
eliminated, however, there must be a valuation at date of transfer,
for tax purposes, no matter what method of depletion is used.
The valuation must be made in order to ascertain both the im-
mediate taxable gain or loss of the recent owner and the basis for
the future gain or loss to be realized by the new owner.*®

38 For evidence on this point, see Preliminary Report on Depletion, Reports to the
Joint Committee on Internal Revenue Taxation from Its Staff (Washington, 1929),
Vol, 1, Part 8, pp. 6-7. .

39 Ibid., p. 7. A table of valuations of ten copper compames, including some of the
smallest and some of the largest, shows one engineer reaching an aggregate valua-
tion of 951 million dollars, and a second engineer reaching a figure of 168 mitlion
dollars. Presumably these are engineers in the Burcau of Internal Revenue. For a
description of the ‘analytic appraisal method’, the method used by the Bureau in
most cases, see Depletion of Mines, Hearings before the Joint Committee on In-
ternal Revenue Taxation, 1930, pp. 32-3, 44-6, and Preliminary Report on Deple-
tion, pp. 5-6.

0 A possible method of minimizing this difficulty is to eliminate the taxation of
capital gains and losses on such properties, with the provision that the onginal
depletion base shall follow the property——that is, the buyer would have to use as
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2 Properties Representing Discoveries Made since the
Income Tax Law Took Effect

As to properties that represent discoveries made since the in-
come tax law took effect, an important matter to settle is whether
the value (not merely the cost) of the discovery should be allowed
to be returned tax free through depletion. For instance, if a
miner spends $50,000 developing a claim and then finds he has
a mine worth not $50,000 but $1,000,000, should the total

depletion allowed through the life of the mine be $50,000 or
$1,000,000?

3 Discovery Depletion

First, the term ‘discovery’ must be examined. Many definitions
are possible. Near one extreme, the term may be restricted to
veins or deposits that are physically separate from other veins or
deposits and whose existence was highly uncertain when the de-
veloping expenses were incurred.**

Near the other extreme, ‘discovery’ might mean any ore not
included when the last preceding valuation was made because its
presence was not then known.*? In a still more extreme form it

his depletion base not the price he paid for the property but the basic-date deple-
tion base that would go with che property.

A simular valuation problem arises with depreciation, since the amount to be
depreaiated 1s: (1) the cost or other basis as determined in sec 113 (b) for ascertain-
ing gain or loss, less (u1) the salvage value
41 This 1s approximately the meaning givep the term in the present United States
Federal income tax. “Discoveries shall include minerals in commercial quantities
contained within a vein or deposit discovered in an existing mine or mining tract
by the taxpayer after February 28, 1913, 1f the vein or deposit thus discovered was
not merely the uninterrupted extension of a continuing commeraal vein or deposit
already known to exist, and if the discovered minerals are of suffiaent value and
quantity that they could be separately mined and marketed at a profit * Moreover,
discovery depletion 1s granted only if “such mines were not acquired as the result
of purchase of a proven tract or lease . . ."” Revenue Act of 1936, sec. 114 (b) (2)
42 This broad interpretation has been advanced by mining representatives. “. . . the
whole of his [the miner’s] possession in mineral consists of capital [that should be
recoverable tax-free through depletion], and the measure or value of that capital
1s the value of the whole of the mineral . . . regardless of whether it be an un-
wnterrupted part of a deposit he may be working or may otherwise know, or
whether, on the contrary, 1t comprehends wholly independent masses and bodies
of mineral; and, further, regardless of whether, at any time, he may or may not
be aware of its existence” (L. C. Graton, Depletion of Mines, p. 5).
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may mean any ore yalue that was not foreseen—value, for ex-
ample, arising from an unexpected increase in selling price.

If the latter extreme is not adopted, some provision must be
made to care for such newly discovered ore as does not come under
the discovery rule. The procedure followed in the United States
is to retain the old valuatiorr in dollars, but to increase the num-
ber of physical units to which it applies, thus getting a smaller
amount of dollar depletion per physical unit of subsequent out-
put.*

The most obvious reason for allowing any discovery depletion
at all is a desire to encourage exploration for minerals. The
strength of this encouragement will of course depend upon the
height of the tax rate applicable to the part of the mine’s pro-
ceeds that is otherwise taxable. Contrast with 2 mining enterprise
carried on by a corporation subject only to a moderate flat-rate
tax, a mining enterprise carried on by an individual who would
pay a high rate under a personal income tax progressive rate
scale on that part of the mine’s proceeds that would be taxable
were it not for discovery depletion. In the latter enterprise the
subsidy represented by the tax exemption granted under the
discovery clause may be substantial enough to result in certain
exploratory work and a consequent production of minerals that
would not otherwise occur, at least within the same time period.
In the former enterprise, the hidden bounty may be so slight in
relation to the risk involved as to lead to no added production.
The incentive may be made stronger for a corporation if some
means is devised for passing on the exemption to its stockhold-
ers,* but even this device may not make the exemption seem
worth much to the managers of a large, widely-owned concern.

48 For critical observations on this process of ‘dilution’, see ibid., pp. 8-9.

44 This has not been done in the United States. In interpreting sec. 115 (a),
Revenue Act of 1934, since unchanged ("The term ‘dividend’ . . . means any dis-
tribution made by a corporation . . . out of its earnings or profits . . . {not out
of ‘income’ as defined by the statute]™), art. 115-6 of Regulations 86 says: “A dis-
tribution from a depletion reserve based upon discovery value to the extent that
such reserve represents the excess of the discovery value over cost or March 1, 1913,
value, is, when received by the shareholders, taxable as an ordinary dividend.”
In Canada, however, where depletion in certain cases is at a flat rate of 3314 per
cent on net income, the stockholders get the benefit, since the stockholder is al-
lowed to take 3314 per cent of his dividends as return of capital, hence tax-free
(Ramstedt, Depletion of Mines, p. 41).
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Consequently, the effectiveness of discovery depletion in increas-
ing output probably depends more on the character of the owner-
ship interest than on any other factor.*

Allowance of at least some discovery depletion has been sup-
ported on the ground that some allowance should be made for
money that has been spent by the same taxpayer in other years,*
or by other persons in the same general line of activity.

Additional grounds are advanced to support allowance of dis-
covery depletion on a broad basis so that practically all units not
previously taken into account in setting a value may, as soon as
they are discovered, add their value to the existing depletion
base. One of the arguments of special interest from the point of
view of national income estimates is that put forward by certain
mining representatives who emphasize that, whether or not the
owner of a mining property is aware of the actual extent of the
mineral in his property, all is his property or ‘capital’, as is shown
in cases involving theft.*” “To deny an owner’s property right in
this extra [i.e., lately discovered] mineral by denying his right to
compensation or depletion for its removal would be to deny him
what, as a legitimate mine operator, would be granted to him as
the victim of theft from his property by another.” ** Another
phase of the same argument contends that, even though the
physical content is found to be the same as estimated, additional
depletion is justified if the mineral is in fact sold for more than
was anticipated.*® In essence, then, this argument would set, as

45 “In enacting the discovery clause 1n the Revenue Act of 1918, Congress doubtles
intended to grant relief chiefly to the individual prospector This has not turned
out to be the case The greater part of the benefit from discovery depletion has gone
to corporations having full opportunity to charge exploration expenses of years
prior to discovery against their income” (Preliminary Report on Depletion, p. 12)
46 This was one of the reasons for the enactment of the discovery clause in the
Unuted States Revenue Act of 1918 (Preltminary Report on Depletion, p. 11).

47 Ramstedt, Depletion of Mines, pp. 14 ff

48 Ibid , pp 18-19. “The [mine] value exists by gift of nature, and its value is not
dimimished by the fact that full count of it cannot be made at any given and
arbitrary time, but only as the inherent conditions of mineral occurrence allow
the value to be disclosed” (sbid., p. 17).

49 Cf a crittasm advanced against the (narrow-concept) discovery depletion allowed
under the United States Federal income tax act: “For example, taxpayers who
make discoveries in periods of prospenty are allowed large deductions for deple-
tion, whereas those who are so unfortunate as to make discoveries in years of
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the capital value that might be depleted, the value that an ob-
server would set on the property at the beginning were he able to
foresee perfectly all the relevant events that do in fact occur
throughout the life of the property. The income tax statistics
would then never reflect, as net income, the value of discoveries.

If the income tax law is one that taxes capital gains, care must
be taken to make some provision for special treatment of the sale
of natural deposits if the purpose of discovery depletion provi-
sions is not to be partly negated. If a prospector discovers, at a
cost of $100,000, a deposit worth $1,000,000, the $900,000 profit
can be returned to him tax free under a discovery depletion pro-
vision if he retains the deposit and works it himself. If he sells it
for $1,000,000 instead of operating it, however, he has a profit of
$900,000, which will be subject to tax unless some special provi-
sion is made. To be completely uniform with the discovery deple-
tion provision, the capital gains provision should entirely exempt
this profit by using the $1,000,000 instead of the $100,000 as the
basis. However, various reasons of policy such as a desire to aid
the prospector-operator rather than the pure wildcatter, may
dictate a somewhat restricted exemption.*

4 Percentage Depletion

Discovery depletion necessitates valuation, and valuation of
mining properties on a large scale leads to pressure from certain
mining groups to substitute some method that promises greater
simplicity.®* The most obvious suggestion seems to be a flat

depression are required throughout the life of the property to take a lower rate”
(Preliminary Report on Depletion, p. 2).

80 Thus the United States Revenue Act of 1918 restricted the maximum surtax rate
1n such cases to 20 per cent (the ordinary maximum rate was 65 per cent), and
placed a similar limitation on the corporation war excess profits tax. For 1922-33
the rate limit was 16 per cent. The limit was then dropped until the 1936 Act
revived it at 30 per cent for oil and gas properties. The basis in case of sales is
cost, not discovery value; and in recent years this basis is adjusted by the actual
depletion allowed (the same provisions apply with respect to percentage depletion);
see Revenue Act of 1936, Scc. 113 (b) (1) (B).

81 It is significant that the first industry in the United States to be brought under
a percentage depletion plan was an industry (oil and gas) that at the time of the
change was apparently about 90 per cent under discovery depletion, in contrast
with basic-date depletion or cost depletion (Depletion of Mines, p. 110).
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percentage applied to gross income or to net income,’* or a
specific amount in cents per pound or ton.*

Under neither the gross method nor the net method is any
limit set to the aggregate amount of depletion that may be
claimed through a period of years by a given concern.

The advantage of the percentage-of-net method, from the tax-
payer’s viewpoint, is that it allows him to take the depletion
when it counts, and (assuming the rate has been judiciously set
in the manner explained below) does not force him to take it
when it does not count. That is, if he has a bad year and has no
tax to pay even without the depletion allowance, he is better off
if he can save up the allowance for that year and apply it to a
subsequent, profitable year. This argument applies only if the
law does not allow an indefinite carrying forward or carrying
back of losses from one year to another. In no year is the income
entirely wiped out by depletion, and therefore the great fluctua-
tions in taxable income from year to year that are sometimes
found when depletion is based on cost, or basic-date value, or dis-
covery value (or on gross receipts) cannot obtain under the per-
centage-of-net method.

Of the two, the percentage-of-net method has certain modest
logical advantages over the percentage-of-gross method, under
particular restricted conditions. Let it be assumed that the owner
of a newly discovered mine has practically no means of knowing
even roughly how much profit he will get from it. If he assumes,
however, that in any case it will be spread more or less evenly
over a more or less certain time-span (say, twenty years), it be-
comes possible to express the capital value ** (whatever it may be

52 Canada has adopted the percentage-of-net method for gold and silver mines
(50 per cent), copper, lead and zinc mines (25 per cent), and oil and gas wells
(25 per cent) (Preliminary Report on Depletion, p 22) Note, however, that Canada
does not tax capital gains to the same extent as the United States (Depletion of
Mines, p. 112). The United States, as already indicated, uses the percentage-of-gross
method for certain kinds of deposits.

53 This method is used in Canada for coal mines. At 2 uniform rate it 13 obviously
inapplicable to a wide range of different kinds of mine (e.g., the various metal
raines); see Preliminary Report on Depletion, p. 13.

54 There are of course some difficult problems invelved in distinguishing between
the capital value of the ore, subject to depletion, and the capital value of the
plant, subject to depreciation. The existence of these problems, however, does
not invalidate the general thesis set forth above. The staff of the joint committee,
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in dollars) as a percentage of total income (whatever it may be in
dollars)—assuming too, of course, a certain rate of interest.>
Whether these assumptions can be reasonably made without a
considerable amount of information on the dollar amount of
capital value may be questioned. However, if the percentage rate
soderived is applied to the annual income, it will have yielded by
the end of the period an aggregate amount equal to the capital
value that would have been estimated at the beginning of opera-
tions if the estimator had been able to foresee the exact absolute
amount involved. A different percentage would be required,
however, for every mine differing in expected life.

If an unsuspected extension of a deposit or vein is found in the
mine some years after operation has started, the percentage-of-net
method has a tendency to bring the value of this extension into
the capital value aggregate that is to be recovered tax-free through
depletion. The action may not be precisely the same as if the ex-
tension were valued without error, since the life of the extension
may not, and probably will not, be the same as the life of the main
body of the mine. Therefore, it actually requires a different per-
centage from that applied to the net income from the main body.
Evidently, however, the percentage-of-net method tends to ac-
complish the same result that is sought under the broadest use of
the discovery-depletion method.

The percentage-of-gross method, the method used in the
United States Federal law, is still further removed from capital
value, that is, from the only concept that gives depletion meaning.
Such validity as this method may have must depend upon some
in recommending use of a percentage-of-net method, specifies a particular variant
of this method that allocates a reasonable amount of the net income to plant
investment (Preliminary Report on Depletion, p. 3).

88 For example, L. C. Graton has testified with reference to the Hoskold formula,
which has been used in the Internal Revenue Bureau of the Treasury in valuing
mines: “For instance, on a mine with an estimated life of 20 years, and for which
it is deemed that an 8 per cent (in all these cases the ‘secunty’ rate on sinking
fund is taken at the usual 4 per cent) true profit on the value of the mine is appro-
priate, the Hoskold reciprocal is 44 per cent. This means that the total operating
profits expected from that mine during its 20 years of estimated operation, when
multiplied by 44 per cent, gives the value of the mine according to the estimates
assumed. Similarly, for a mine of estimated hfe of 35 years with a 7 per cent return
of true profit on mine value, the Hoskold reciprocal is about 34 per cent. For a

mine of, say, 8 years of Life valued 50 as to yield a true profit of 10 per cent, the
Hoskold reciprocal is about 60 per cent” (Depletion of Mines, p. 67).
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ascertained or assumed relation between gross and net income.
In this way a tenuous connection with capital value may be estab-
lished. Otherwise, there is no basis whatsoever upon which to fix
the percentage rate. Of course it is possible to examine records
of depletion allowances that have been granted on the basis of
genuine attempts to estimate capital values in dollars, and then
ascertain the ratio that, when applied to gross income, would
have given the same results. Obviously, however, the ratio will be
different for practically every company for practically every year.
Averaging the results to obtain a representative percentage is a
procedure that has no logic to support it.*® The process of averag-
ing and, in general, the desire to obtain uniformity of percentage
(whether of gross or of net) among all units in an industry and
among industries 5" negate the philosophy according to which the
depletion should vary with the capital value. If firm X has been
receiving depletion that, translated to a percentage of net in-
come, equals 40 per cent, while for firm Y the corresponding per-
centage is 60 per cent, an average of 50 per cent written into the
law and thenceforth applied to both X and Y accomplishes noth-
ing that can be logically linked to the prior situation.

If percentage depletion is allowed as a substitute for discovery
depletion, the problems of capital gains and corporate sharehold-
ers are still relevant. If the desire is to benefit prospectors who sell
before developing as well as those who discover and develop, the
percentage provisions must be supplemented by suitable exemp-
tion of part of or all the profit gained by sale of the property.
Likewise, if the desire is to benefit corporate investors as well as
individual investors, provision must be made for exempting a
suitable amount of the dividends received by the shareholders.**

56 Thus procedure has been followed, however, 1n arnving at the percentages now
in use in the United States Federal income tax law. The logical confusion is par-
ticularly marked when depletion values representing various kinds of method are
lumped together for the averaging—when, for example, cost-depletion allowances,
basic-date depletion allowances, and discovery-depletion allowances are included
in the total that is divided by the aggregate gross income to get a percentage to
put in the law; cf. Preliminary Report on Depletion, pp. 61-67.

57 See, e g., the disapproval of non-umformity of percentages expressed in Prelim-
snary Report on Depletion, pp. 7-11.

58 A provision of the former type (see note 50 above) but not of the latter, exists
n the present United States Federal income tax law. As to corporate dividends,
sec. 115 as interpreted by Regulations 86, art. 115-6, is as follows: “The amount
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Indeed, if this provision is not made, the simplicity claimed for
the percentage method will be lost when it is necessary to discover
the excess of percentage depletion over ordinary depletion in
order to ascertain how much of a given dividend is taxable. In-
stead of avoiding capital valuation, the law will then require
both it and the percentage calculation.

by which a corporation’s percentage depletion allowance for any year exceeds
depletion sustained on the basis of cost or March 1, 1913, value, computed without
regard to discovery or percentage depletion allowances for the year of distribution
or prior years, constitutes a part of the corporation’s earnings or profits accumu-

lated after February 28, 1913, within the meaning of section 115, and, upon
distribution to shareholders, is taxable to them as a dividend.”



Discussion

I ROY BLOUGH

THE purpose of this note is to compare the deductions of taxes
from gross income allowed in the Federal income tax law and
reflected in Federal income tax statistics with the deductions of
taxes from gross income appropriate in the estimation of national
income. The note thus endeavors to link the results of the papers
of Professors Shoup and Colm.

1 TAX DEDUCTIONS IN COMPUTING TAXABLE INCOME

In general, taxes paid or accrued are deductible in computing
taxable income. However, the exceptions are very important.
Non-deductible taxes include: Federal income taxes (together
with war-profits and excess-profits taxes); estate, inheritance,
legacy, succession and gift taxes; and taxes assessed against local
benefits of a kind tending to increase the value of the property
assessed—that is, special assessments—except those allocable to
maintenance and interest charges.! With certain minor excep-
tions all other taxes are deductible.

Professor Shoup observes (Sec. III, 7) that the difference be-
tween deductible and non-deductible tax payments, whatever it
may be, has nothing to do with intent or lack of intent to produce
taxable gross receipts. It will be noted that if the intent to pro-
duce taxable gross receipts were the criterion of deductibility
personal taxes should not be deducted while business taxes should
be deducted. This, however, is not the rule. Federal income taxes,
whether personal or business, are not deductible. State income
taxes, whether personal or business, are deductible, as are also
property taxes and other taxes generally.

1 Revenue Act, 1936, sec. 23 (c).
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The provisions for deductibility of taxes are not, however,
without logical basis. The principle that seems to be followed is
that of ability to pay the tax. The non-deductible special assess-
ments finance government services that directly add to the value
of the property, and are treated for taxation in the same manner
as are other investments. When the benefited property is sold the
special assessment is allowed as a deduction in determining capital
gain ? in the same way as other costs. Estate, inheritance, legacy,
succession and gift taxes are logically not deductible since the
receipts from which they are paid are not part of taxable income
and thus not a measure of ability to pay. The Federal income tax
is logically not deductible since the ability to pay a tax should be
measured before, not after, its payment.

Making the other taxes deductible is also in line with the
ability to pay principle. While, in general, taxes pay for services
to persons as other expenditures do, there are important differ-
ences. Taxes are payments largely outside the control of the
payor; whether or not he desires the services of government he
must pay. The services that he receives do not ordinarily increase
his money income, and they bear no necessary relation to the
amount he pays. From the viewpoint of ability to pay, taxes
should, with the exceptions mentioned, be generally deductible,
otherwise an income tax may be imposed for which the individual
does not have the means of payment—a paradox in a personal tax.

2 TAX DEDUCTIONS IN COMPUTING NATIONAL INCOME

Income Sum Method. In discussing the treatment of taxes for
computing national income by the ‘income sum’ method, Pro-
fessor Colm divides taxes into three classes.® The first class in-
cludes taxes paid directly from incomes that have been received
by individuals and are already included in the income sum. In
this class he places personal income taxes and poll taxes; and also
taxes on those undistributed business profits that are added—
presumably before tax deduction—to incomes received.* Other
taxes imposed on individuals that he does not specifically include
but that appear properly to belong in this class are inheritance,

2 Revenue Act, 1936, sec. 113 (b) (1) (A).
8 Part Five, Sec. I, 1 and 2.
4 Ibid., Sec. 111, 2,
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estate and gift taxes; * motor vehicle license taxes; and taxes on
intangible property. All these are paid directly from income al-
ready counted and it is believed none is shifted beyond the payor
so as to enter into the value of any good or service. Whether taxes
on owner-occupied land, buildings, and personal effects should
be included in this class depends on whether the services of such
property are added separately to the income sum. If so, they fall
n the second or third class, if not, in the first class.

The second class includes taxes that are imposed on industry
and that diminish the amount of income received by individuals.
Examples are taxes on employers shifted to employees in lower
wages, and taxes absorbed as a reduction of corporate profits.
The third class includes taxes on industry that are shifted and
thereby increase the value product of industry. Taxes belong in
this class only when shifted to the consumer; if absorbed at some
point before reaching the final consumer or if shifted backward
the tax would fall in the second class. Taxes of the third class are
paid by the individual out of income already recorded in the
national income sum; they are paid not directly but in the form
of price.

Professor Colm shows that these three classes of tax should be
treated differently in computing national income. Taxes paid
directly by the individual from income already recorded—the
first class—need not be added to the sum of personal income since
they have already been recorded. Taxes that reduce the incomes
received by individuals—the second class—should be added, since
they have not been recorded. Taxes that are shifted to consumers
in higher prices—the third class—should be added when ‘real
income’ is being computed but not when ‘nominal income’ is
being computed.®
5 In the case of inhentance, estate and gift taxes this statement is made on the
assumption that changes in property inventory from year to year will not be used
as elements of national income. Professor Colm apparently excludes inhentance
and estate taxes from the class of taxes on income (see Ibid, Sec. V, (1)) Contrast
in connection with the inclusion of changes in property values W. L. King, The
National Income and Its Purchasing Power (National Bureau of Economic Re-
search, 1930), p. 38; Simon Kuznets, National Income, 1929-1932, 73d Cong,
2d Sess., Senate Doc. 124 (Washington, 1934), p. 5; and Maurice Leven, Income in
the Various States, Its Sources and Distribution, 1919, 1920, 1921 (National Bureau

of Economic Research, 1925), pp. 19-38.
¢ Part Five, Sec. II. Professor Colm adds all government revenues to the income
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Nominal national income, as he uses the term, is the actual
sum of dollars of income received.” When computing nominal
income, changes in the forms of taxes not accompanied by changes
in the ‘social heap’ should not have any effect on the number of
dollars of income received. For this reason taxes that are shifted
to consumers should not be added to the sum of personal incomes
since they are paid indirectly by the individual out of income
already received by him. If they are added, the number of dollars
of income is increased whenever taxes that are shifted to con-
sumers are substituted for taxes that are not shifted.

Real national income is income corrected for differences in the
purchasing power of the dollar from time to time and from place
to place.®* When computing real income, changes in the forms of
taxes should not have any effect on the amount of income after
deflation by an appropriate price index. When taxes are shifted
to consumers in higher prices the price index rises. When this
higher price index is applied, the resulting income figure is re-
duced although no real reduction has occurred. To avoid this, in
computing real income the amount of the taxes that are shifted
to the consumer should be added to the income sum.

The real income figure thus computed is, Professor Colm
points out, not very satisfactory. When shifted taxes replace per-
sonal taxes they must be added to the income sum. However, if
the higher price index resulting from their use is applied to the
amount of taxes to be added the result is a diminution of the
figure of real income where no diminution has occurred. Ac-
cordingly, the amount of such taxes must be added to the income
sum without being deflated by a price index. This presents a
serious practical problem because, as Professor Colm points out,
it is difficult, perhaps impossible, to compute changes in the
amounts of such shifted taxes for different periods of time.
Furthermore, adding the undeflated taxes to a deflated income
sum results in part of the income being included at one price level
and part at another and possibly much different price level, which
might cause substantial error.

sum and then deducts certain taxes. For the present purpose the direct addition
of taxes scems to be a clearer approach.

* Ibid., Sec. 11,2,

8 Ibid., Sec. I1, 3.
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In computing real income, Professor Colm deducts from the
income sum those government expenditures that represent ‘cost
services’ to industry.” He does not suggest a proper treatment in
computing nominal income. It would appear, however, that in
computing nominal income they should not be deducted as they
do not ordinarily increase the value product of industry and thus
are not counted twice. In computing real income they should be
deducted since they are used up in producing other income.
When the price index is applied there is double counting unless
they have been deducted.*

Value Added Method. The treatment ot taxes in computing
nominal and real income may be analyzed further by passing
from the ‘income sum’ method to the ‘value added’ method of
computing national income. In this method the expenditures of
government have been combined with the value added by differ-
ent industries. Accordingly, all income has been included at
least once. The question here 1s not what taxes should be added
but what taxes should be deducted to avoid double counting.
Personal taxes paid out of income and taxes on businesses that
are absorbed by reducing personal incomes do not cause duplica-
tion and should not be deducted. Taxes imposed on industry and
shifted to consumers are treated differently in computing nomi-
nal and real income.

In computing a nominal income figure consistent with nomi-
nal income derived by the income sum method, taxes imposed on
industry and shifted to consumers should be deducted. These
taxes appear in income twice, once in income produced by gov-
ernment and a second time in the higher prices of goods sold by
industry.

8 Ibid , Sec. 111, 1.

10 See Example 2 below.

11 The proper treatment of taxes in estimating national icome by the value added
method (estimate of income produced) was discussed in Volumes I and II of
Income in the United States (National Bureau of Economic Research, 1921, 1922)
In Volume I the treatment proposed was to deduct taxes imposed on business
that are shifted and not to deduct taxes on business that are not shifted (pp. 51-55).
In Volume II the proposed treatment of taxes is that taxes paying for services to
mdustry should be deducted while taxes paying for services direct to persons
should not (p. 5) While no disunction was made between nominal and real
income it appears that the treatment proposed in Volume I is correct for comput-

ng nominal income while that proposed in Volume II is correct for computing
real income.
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Government cost services to industry should not be deducted
in computing nominal income for they do not increase the num-
ber of dollars of value product of industry and thus do not dupli-
cate any value product.

In computing real income, however, a.different procedure is
consistent with Professor Colm’s income sum method. If the
nominal income is divided by the price level the result will not be
areal income figure that tan be compared with that for countries
or periods in which other price levels prevail. To produce a com-
parable teal income figure shifted taxes should not be deducted
and cost services should be. The following example—referred to
below as Example 1—may help to clarify the point. Suppose that
government services of a purely personal and non-business char-
acter are being financed by personal taxes, no tax being imposed
on industry. Obviously there should be no deduction of taxes in
arriving at either nominal or real national income any more than
if the services were being performed by private industry and sold
at a price. Suppose, now, that the financing of this service is
transferred from the personal tax to an excise tax imposed on the
manufacturers of a specific commodity. The tax would probably
be shifted in whole or in part to consumers, thus enlarging the
value product of the industry. The national income, however,
has not been increased. To fail to deduct the taxes would record
an increase in nominal national income where none has occurred.
However, if the price index number is computed it will be found
to be higher because of the shifted taxes. Applying this increased
price index number to the nominal income, the taxes not having
been deducted, will reduce the real income to the same figure as
before. If the taxes are deducted the real income will be less than
before. Accordingly, when computing real income by the value
added method to reach a figure consistent with that computed by
the income sum method, taxes, whether shifted or not, should
not be deducted from the combined value product of industry
and government.

A second example—referred to below as Example 2—may
clarify another aspect of the problem. Assume a situation where
all concerns of an industry have been obliged to pay the cost of
private policing and fire control services. These costs, being borne
by all concerns in the industry, enter into price and enlarge the



288 PART SIX

value product of the industry. Now suppose that the government
starts to supply these services free, financing them by a general net
income tax on individuals. In the case of a competitive industry
the removal of these costs will result in a decrease in price and a
decline in the value product of the industry.'? Yet there has been
no real decrease in national income, only a change in its distribu-
tion and price labeling. If the cost of the government services
received by the industry is deducted from the value product of
the industry a non-existent decrease in the dollars of national
income will be recorded. Accordingly, to compute nominal in-
come government services to industry should not be deducted.
However, the price level will have fallen and when nominal
income is deflated a non-existent increase in income is shown.
Toarrive at real income government cost services to industry must
be deducted.

Some may suggest that since the comparison of national income
in different times and places requires a real income figure, nomi-
nal income may be omitted from consideration. However, one
defect of real income as computed by the methods described
above is that parts of the national income cannot be compared
accurately to the whole.!® Changes in taxing methods or methods
of rendering services may result in recording important internal
changes in the makeup of income. An example is seen in the com-
putation of ratios of taxes to net income. In Example 1, the effect
of substituting shifted for non-shifted taxes was to increase the
number of dollars of nominal national income before deflation
without changing the dollars of total taxes. The computed ratio
of taxes to national income is decreased although no change has
taken place in the true ratio.

Another reason for not abandoning nominal income is that
there are possibilities of using it in arriving at a real income
figure. The reason nominal income fails to measure relative real
income when divided by the price index is due to difficulties with
the price index used rather than with any fundamental inaccu-
racy in the nominal income figure. The indexes used for elimi-

12 In case of cost services to only a few concerns or to a monopoly the savings
might not be passed on to consumers. In such cases the expenditure should be
deducted even in the computation of nominal income.

18 See Colm, Part Five, Sec. 11, 3.
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nating differences in dollar purchasing power have included only
privately produced goods and services. They do not take into ac-
count that part of such goods may be paid for partly through
taxation or that their prices may contain taxes going to finance
government services to persons. It is seen that in Example 1 the
taxes imposed directly on individuals were reduced by the change
in taxing methods, but this reduction did not affect the deflating
index. Likewise, in Example 2 taxes to individuals were in-
creased but this increase did not in itself affect the deflating price
index. If the deflating index took into account the change in the
tax burden on individuals the nominal income figures when de-
flated would become comparable real income figures. The price
index needs to be adjusted by adding in some way the ‘cost
services’ of government to industry that are financed by non-
shifted taxes and by deducting in some way the government serv-
ices to persons financed by shifted taxes.

This adjustment of the deflating price index cannot be made
for individual prices. It can apparently be done for the price in-
dex as a whole in the following manner for income computed by
the ‘value added’ method. (a) Determine the total amount of the
taxes that are shifted. (b) Determine the total amount of govern-
ment cost services to industry. (c) Subtract the total of shifted
taxes from the total of cost services, retaining the algebraic sign
of the result. (d) Find the ratio of this result to total nominal
income excluding the value of all government services. (e) Multi-
ply the usual deflating price index by this ratio. (f) Add (signs
considered) the resulting percentage adjustment to the price
index. (g) Deflate the total ‘nominal income’ with the adjusted
price index. The result is a national income figure, which, while
not the same in amount as the ‘real income’ described above,
appears to be consistent with changes in price levels due to
changes in taxation or government services. A basic assumption
of the procedure is that changes in the ‘price level’ of government
services are proportional to the changes in the price level of other
goods and services, which, while probably not correct, is perhaps
the most reasonable assumption that can be made.

The real income computed in this way appears to avoid the
difficulties mentioned above for real income figures. However,
the method is perhaps of only theoretical significance since no
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adequate measurement of tax incidence or of government serv-
ices to industy has been made.

3 TAXABLE INCOME AND NATIONAL INCOME

A remaining task is to compare the treatment of taxes in comput-
ing taxable income with the treatment in computing national
mcome. Since statistics from income tax returns are chiefly of
value m the ‘income sum’ method and are not widely useful in
the ‘value added’ method, the comparison will be made only
for the former.** The treatment of taxes for national income will
be that presented by Professor Colm with the revisions suggested
above in the case of personal taxes other than income taxes.

It is apparent that the treatments for national income and for
taxable income are not the same. National income theory requires
that personal taxes should not be deducted. Income tax treat-
ment does not allow deduction of Federal income taxes but al-
lows deduction of state income taxes, motor vehicle license taxes,
poll taxes, intangible property taxes, and so forth. National in-
come theory requires that non-shifted business taxes be added to
the sum of personal incomes. Income tax treatment allows, for
example, the deduction of land taxes on business property in
arriving at an individual’s income. National income theory re-
quires that shifted business taxes be added to the sum of personal
incomes in computing real income. Such taxes are deducted
under the income tax and should be added back to correct the

14 A survey of the actual use that has been made of statistics from income tax
returns i computation of national income may be helpful. W. I King's Wealth
and Income of the People of the United States (Macmullan, 1915) was published
before statistics from Federal income tax returns were available In the National
Bureau’s Income in the United States statistics from income tax returns were used
hittle if any in the estimates of income by source In the estimates of income
recerved they were used for incomes of over $2,000 per year and for corporate
surplus. They were relied on very heavily for determimng the distnbution of
incomes. The Federal Trade Commussion report of 1926 also relied on income tax
statistics for distribution of incomes They do not appear to have been used largely
in computing the amounts of mncome In Dr King's National Income and Its
Purchasing Power statistics from income tax returns are not used for wages and
salaries but are used for dividends 1n the case of a very few industries They are
also used 1n figures of income distribution and to determine the part played by
corporations in collecting and disbursing national income. In National Income,
1929-1932, by Simon Kuznets, statistics of income were used largely for interest,
dividends, corporate savings and at times for interpolating figures for which other
data were not available in all years.
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figures. In computing nominal income, however, the income tax
deductions of this class of taxes are proper.

In some respects income tax deductions correspond to national
income theory. Special assessments for capital improvements do
not increase the value product in the year in which paid, if at all,
and are properly not deductible. Likewise, estate, inheritance
and gift taxes are not deductible either for taxable income or
national income.

It thus appears that the effect of income tax deductions is to
reduce national income below its true level. To correct this,
taxes deducted in computing individual taxable income should
in general be added to the reported income, although shifted
taxes should not be added in the computation of nominal income.
Adding back the individual taxes will not complete the correc-
tion since certain corporation taxes must also be added to the
income sum.

If only those taxes that were imposed on property owned or
transactions carried on with the intention of producing taxable
income were deductible for income taxation the national income
figure would likewise be reduced below its correct level if the
income sum were based on income tax returns, since no business
taxes should be deducted in computing real income and only
part of the business taxes should be deducted in computing
nominal income.

I WILLIAM W. HEWETT

The definition of income and its application to specific prob-
lems has for many years given rise to vigorous controversy. There
are very few corners in the entire field of economics so infested
with tricky, intricate problems whose solutions seem to appear
just ahead of the student, but have the unhappy faculty of dis-
appearing into thin air, after the manner of a mirage. Professor
Shoup has probed deeply into one small section of this broad sub-
ject and I shall await with great interest the final product of the
larger study, of which I understand this paper to be a small frag-
ment. I confess some misgivings in discussing Professor Shoup’s
paper for I am not at all sure as to the exact question, or ques-
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tions, to which he has directed his attention. He appears to have
in mind, at least in some measure, three distinct questions: (a) To
what extent does the Federal income tax law, in distinguishing
between gross and net income, involve theoretical inconsisten-
cies that should be eliminated? The analysis of depletion, for ex-
ample, considers various alternatives for the solution of this prob-
lem (discovery value, discovery cost, percentage-of-gross) and goes
so far as to make such definite suggestions as, “to be completely
uniform with the discovery depletion provision, the capital gains
provision should entirely exempt this profit”.! (b) To what ex-
tent does the distinction between gross and net income encourage
production, stimulate efficiency, and achieve a rough approxima-
tion to social justice? Numerous interesting and pointed com-
ments are made with this question in mind. In the depletion
analysis Professor Shoup informs us that, “the most obvious rea-
son for allowing any discovery depletion at all is a desire to en-
courage exploration for minerals”. In discussing the incidence of
medical expenses he asserts that, ““failure to treat the item prop-
erly is therefore likely to cause more instances of severe injus-
tice”. This discussion of problems of justice, equity and social
policy opens the door wide for a broad analysis of the whole
problem of income taxation. (c) To what extent does the distinc-
tion between gross and net income lead to reported taxable in-
comes that are unreliable as data for estimating the size of the
national income? If I understand Professor Shoup correctly, it is
this question he had primarily in mind and the material dealing
with my first two questions should be considered interesting
digressions. Unfortunately, a statement is rarely made as to the
plus or minus effect upon the size of national income of the de-
ductions considered, and certainly the conclusions of the paper
do not grow out of the material presented without considerable
interpolation by a reader.

I shall confine my remarks to the problem of utilizing income
tax returns as data for the measurement of national income. At
the start a serious difficulty arises from the fact that Professor
Shoup does not state the definition of income within which he
is working when he argues the case for or against each deduction

1 See Appendix B. The profit is that secured by selling a2 mine for more than dis-
covery and exploration costs.
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allowable under the Federal law. This procedure makes it impos-
sible to trace the overstatement or understatement of national
income as evidenced by taxable income returns. Obviously, a stu-
dent who held the position of Irving Fisher, that income is a flow
of services, would arrive at very different conclusions as to the
merits of a given deduction, than those which would be reached
by a student who accepted a standard commodity and service defi-
nition of income of the type adopted by the National Bureau of
Economic Research. The treatment of depreciation, for example,
is quite different in the two definitions. Professor Fisher's defi-
nition does not allow a deduction for depreciation, while the
National Bureau definition insists most emphatically upon such
a deduction to arrive at net income. What Professor Fisher ap-
plauds, the National Bureau severely condemns. If Professor
Shoup means to accomplish something more than a demonstra-
tion of the dangers of inconsistencies in the construction of the
law (a demonstration unnecessary to anyone at all conversant
with the Federal income tax law), then some standard, or norm,
must be adopted that will enable one to say ‘this provision over-
states, while that provision understates, the correct size of na-
tional income’.

1 THE DISTINCTION BETWEEN THEORETICAL, LEGAL AND TAX-
ABLE INCOME

Considerable confusion can be avoided in studies that must
utilize the concept of income, if a sharp distinction is made be-
tween ‘taxable income’ and what I have called elsewhere the ‘legal
definition of income’.? An income tax law is not designed to sup-
ply economists with data; the only reason for its enactment is the
necessity of obtaining government revenue. A tax law must there-
fore carry water on two shoulders—it must satisfy in a reasonable
manner the demands of sound income theory and at the same
time adjust the tax burden with efficiency and equity. It is this
dual requirement that leads Professor Shoup from equity to
measurement and back again in such a confusing manner. Now
the men who are charged with the formulation of an income tax
law must begin with some preconceived theoretical concept of

2 W. W. Hewett, The Definition of Income and Its Application in Federal Taxation
(Philadelphia: Westbrook Publishing Co., 1925), pp. 78-88.



294 PART SIX

income in mind—at least vaguely. This concept I shall call the
theoretical definition of income. Faced with the problems of tax-
ation, the theoretical definition must be modified to conform
with the requirements of efficient, economical, tax administra-
tion; the law must provide certainty and convenience as to the
time and manner of payment and it must be economical to col-
lect. The experience of the legislature and, the decisions of the
courts have gradually evolved principles that allow a definition
of income for purposes of taxation; a legal definition of income.
These principles, in my opinion, are reasonably clear and have
been followed with very commendable consistency. (a) The Fed-
eral law is concerned only with receipts of money or money’s
worth. Food raised by the taxpayer for his own consumption, the
services of a housewife, or the rental value of a house occupied by
the owner are all items that most income definitions would in-
clude, but since they do not ‘come in’ as receipts or payments,
they are not a part of legal income. (b) The Federal law is con-
cerned only with realized gains; realizability is not sufficient.
This is the principle that gives rise to so many cases of confusion
in the treatment of fluctuating property values. Suppose A, B and
C each bought one hundred shares of United States Steel at $80
a share and that the market value of the stock increased over a
period of years to $95 a share. A sells, realizing a gain of $1500
with which he purchases an automobile. B likewise sells, but at
once purchases the equivalent in United States bonds. C, satis-
fied with his steel stock, does not sell, but continues to hold it.
An income tax levied on a realized basis taxes both A and B on
the $1500 addition to income. C, having realized no gain, would
not be taxed; he would report no taxable income gain. Yet it is
clear that these three individuals have an equal gain in economic
strength. Realizability would appear to measure the improved
position of the taxpayer much more consistently than the test of
realization. The same difficulty exists for all forms of property
such as real estate, stocks, bonds, and even durable household
equipment. But a tax law formulated on the principle of realiza-
bility would be almost impossible to administer with the present
level of control over accounting practices. Every change in the
value of an item of property would have to be reported as a
gain or loss during the entire period in which the property was
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held by the taxpayer. The inconvenience in time of tax payment
would also be serious, for a taxpayer might find it necessary to
sell his property in order to make tax payments on an accrued,
but unrealized, gain. Therefore, with but few exceptions, the
Federal income tax law restricts its definition of income to real-
ized gains.® (c) The Federal law is directed towards the output
of the productive pfocess, what Sir Josiah Stamp has called the
‘national heap’. Gains that are not part of the productive process,
but are simply transfers of the rights to wealth or income, are
excluded from the law. In a famous court case, Gould vs. Gould,*
it was declared that alimony, or an allowance based on a separa-
tion agreement, was not to be included in gross income and was
not deductible as an expense in the computation of net income.
Gifts and inheritances fall within this same category; they are not
additions to the national heap, but are transfers of rights to wealth
or income.

Here are three definite principles implicit in the Federal in-
come tax law that make possible a formulation of a legal defi-
nition of income. Legal income is the receipt of money or money’s
worth, growing out of the productive process and actually real-
ized.

Taxable income is this legal income modified to secure special
political or social objectives. These objectives have nothing what-
ever to do with the theory of income and only confusion results
from any attempt to deduce such implication. A few illustrations
may be helpful. Under the present law only 30 per cent of the
gain in value of a capital asset is included in computing taxable
income if the asset has been held by the taxpayer for ten years.
This provision does not tamper with the theory that a realized
gain is legal income; it has entirely different objectives and does
not give aid and comfort to those who hold to the theory that
capital gains are not income. The discovery value provision re-
ferred to by Professor Shoup belongs to this group of items, as
do also the provisions permitting partial deductions of contribu-
tions and donations. Many of the exemptions from gross income

3 Some income-determining factors are recognized that are on an accrual basis, as
for example, inventories, accounts receivable, accounts payable and depreciation.
These exceptions are made because they are necessary deductions if the realized
gross income is to be reduced to a net figure.

4245 U. S. 151,



296 PART S1X

and the credits allowed have social or political objectives. All
these provisions tend to understate, in reported taxable income,
the correct legal income. Taxable income is a residual sum after
diverse inconsistent exceptions have been made to the general
principles set up in the law in defining income.

My personal interest in the theory of income may have caused
me to exaggerate the importance of the distinctions I have just
drawn, but I believe they furnish a useful method of analysis,
especially when some of the broader aspects of the income tax
law pass under review. But the distinction can be of assistance
in simplifying the problem faced by Professor Shoup, that of
measuring national income. If his paper is to be interpreted as
an appraisal of the effect upon the size of national income of each
specific deduction he has presented, and if other provisions of the
law such as those concerned with exemptions and credits are later
to be brought within his purview, then it is necessary that a direct
comparison of the theoretical definition of income he believes
most acceptable be made with the definition that underlies the
law. Once basic differences of principle are understood and ap-
praised, the additional problem of specific inconsistencies grow-
ing out of political, social or other objectives will appear in their
proper perspective. The difficulty I encountered in following
Professor Shoup’s thread of thought was in no small measure due
to the absence of any norms that might be used as yardsticks in
evaluating the effects of the various points he raised. Inconsisten-
cies have been demonstrated, but their meaning in terms of na-
tional income has not been indicated.

2 BUSINESS EXPENSES AS DEDUCTIONS FROM GROSS

Turning now to a more direct discussion of the deductions from
gross income, I wish to comment on business expenses, depletion,
and the effects of price level changes. Business expenses are de-
ductible items under the Federal income tax law. To draw a line
between business and personal expenses, Professor Shoup be-
lieves the law applies a test of intent. Deduction as a business
expense is allowable if the expenditure is for the purpose of ob-
taining additional taxable income. From this it follows that a
consistent policy would require that all business expenses made
for the purpose of securing direct personal satisfaction rather
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than additional income should be denied deductible status. A
wasteful or spendthrift expenditure made for the ‘joy of spend-
ing’, and carrying with it a large element of personal satisfaction
has been compared with the expenditure of the same sum of
money for the hire of someone to do a ‘song and dance’ for the
entertainment of the taxpayer. The intriguing theoretical issue
here raised has far-reaching implications, for consistency would
demand a new deduction from gross income to allow for dissatis-
factions beyond the normal expectations of a given expenditure.
The employer who finds it necessary to attend all the funerals of
deceased employees suffers a loss in satisfaction just as real as the
gain in satisfaction by spendthrift activity. That rich man who
spent for the joy of spending may have a son whom he requires to
work his way upward through the plant and who at the moment
of the wasteful payment is suffering the agonies of the damned
down in the stockroom for $12 a week! The implications are
equally disconcerting when the test of intent is applied to per-
sonal expenses. The food, clothing and shelter necessary as a
minimum to keep the taxpayer in sufficiently good health to
carry on his employment and produce gross incomes becomes a
deductible business expense. At the end of this road is a concept
of income that requires a nice balancing of utility against dis-
utility. J. A. Hobson actually attempted such an evaluation of
human costs and human utilities in relation to the size of national
income in his interesting book, IWork and Wealth.® Irving
Fisher’s theory comes rather close to this concept of income, but
even he draws the line between services and psychic satisfac-
tion. A definition of income that is to be usable as a statistical
tool must rigidly rule out satisfaction and dissatisfaction. We can-
not trace down a measure of apples to learn the outcome in satis-
faction; was a poor man saved from incipient starvation or did a
small boy get an unfortunate case of indigestion? The legal defi-
nition of income I formulated above does not involve the subjec-
tive question of intent. The receipt of money or money’s worth
growing out of the productive process is as far as the law goes.
The test is the objective act of the taxpayer, not his state of mind.
Professor Shoup admits that in only one place does the law use
a phraseology that might be labeled ‘intent’. But the words trade,

8 Macmillan, 1921. Ch. III is of special interest to the point here at issue.
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business, profession appear throughout the law, and, I might add,
the court cases dealing with the law. Where it is obvious that an
item that normally is a personal expense shades into an expense
in trade, business or profession, the law does permit a deduction.
As 1 see it, this policy is in the interest of consistency; it is not
an evidence of inconsistency. Misguided, wasteful business ex-
penses must be deducted regardless of intent, or national income
will be overestimated in terms of goods and services produced.
The food purchased on a business trip, the sword of an army
officer, and the space used as a professional office by a physician
in his own home should be deducted for exactly the same rea-
son. The degree of inconsistency involved depends upon the defi-
nition of income selected as a standard. The National Bureau of
Economic Research in its publication, Income in the United
States, Volume I, found it necessary to define income in a manner
open in many ways to the same criticism Professor Shoup makes
of the tax law.

8 DEDUCTIONS FOR DEPLETION

The analysis of the deductions for depletion I found the most
interesting and useful section of Professor Shoup’s paper. The
British law has simply refused to grapple with this problem, and
generally speaking does not permit any deduction at all for wast-
ing assets. The entire return for annuities is taxable as income
without allowance for the capital sum invested.® In a case deal-
ing with timber lands it was clearly declared that, “It has long
been the law of the United Kingdom that exhaustion of capital,
however it might be treated in strict actuarial principles or ac-
cording to certain principles of economics, may for purposes of
taxation be treated as a profit.” ? The opposite extreme was pre-
sented to the United States Supreme Court in a case growing out
of the Corporation Excise Tax of 1909. The plaintiff, Strattons
Independence Limited, a gold mining concern, claimed it had
no net income. The difference between the market value of the
gold extracted and the costs of extraction was declared to be the
value of the gold in place in the mine. All the apparent gain was
only depletion of capital. The American income tax law position

6 Coltness Iron Co. vs. Black, 1 Tax Cases 305.
7 Kauri Lumber Co. Ltd vs Comm. of Taxes, 1913 A. C. 771.
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is a very unsatisfactory compromise between these two extreme
cases, in the hope that at least some approximation of equity be-
tween the government and the taxpayer may be assured.

If the definition of income is agreed to be a net flow of com-
modities and services, it would seem that net income in a case of
wasting assets should be equal to the difference between actual
costs (discovery, extraction and marketing) and gross return. In
the case of assets acquired by purchase, the purchase price should
be included. This procedure would credit national income with
the net gain in commodities and services. The method of pro-
rating the total cost over a period of years should be selected in
the light of ease of administration. Professor Shoup’s analysis
of this problem is very suggestive.

4 SHIFTING PRICE LEVELS

As a final comment I should like to call attention to the absence
of discussion of the effect of shifting price levels upon the taxable
income. At no point does the law permit deductions for price
level increases. Depreciation accounts are placed on a cost basis,
and capital gains and losses are reportable as of the price level
at the time of realization. A taxpayer who bought a machine for
$1000 may find that the same machine costs $1500 when he is
forced to replace it. An increase in the price level results in his
replacement fund being insufficient to secure a new machine;
his real net income has been overstated in his reported taxable
income. The same error is involved when capital gains reflect an
increase in the price level; an increase in the money value of an
item of property is not an increase in real income; reported tax-
able income is inflated by rising prices and deflated by falling
prices. This error cannot be removed by reducing money income
to a base year, without induding in the calculation the entire
value of the capital asset on which the gain or loss was reported.
If a share of stock increased in market value from $100 to $150 °
because of a 50 per cent increase in the level of prices, the entire
$50 must be deducted; you cannot deduct 50 per cent of $50,
or $25. The method of reducing capital gains to a base year will
not give an accurate estimate of net real income.

In conclusion, I wish again to express great interest in the ulti-
mate product of Professor Shoup’s study. He is breaking new
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ground and the results should be of real value both to the the-
oretical economist and to the tax expert.

ITI CARL SHOUP

Professor Blough agrees that the present Federal income tax
provisions regarding the deductibility of taxes are not consistent
with the general principle that would allow deduction of an
outgo only when it was made with an intent to produce taxable
gross receipts. He says, however, that these provisions follow the
principle of ability to pay. This conclusion may be questioned
if the significance of the ‘intent’ principle is that it acts as a guide
to determining relative personal ability to pay. If two men, A
and B, have equal incomes and equal outgoes in all respects except
that A spends $20 a year on admissions to amusements, and B
saves the $20, it is generally conceded that both should pay the
same income tax (assuming that savings are not deductible in any
case). If the government levies a 10 per cent tax on purchasers
of tickets to amusements, and A then spends $18.20 on admis-
sions plus $1.82 tax, should he now pay less income tax than B?
If the following year A has to spend the $20 buying a set of techni-
cal books that he intends to use as 2 means of maintaining his
income—that is, he fears that without the books he will suffer
a decrease in gross income—deduction of the $20 would be gen-
erally accepted.

Deductibility of state personal income taxes raises an addi-
tional question of priority of rights of the Federal and the state
governments. The present provision of the Federal law acts as
a hidden form of Federal aid to states that impose income taxes
rather than, for example, sales taxes. Part of the amount the tax-
payer pays to the state in income tax represents money that would

‘be available, not to the taxpayer, but to the Federal government,
if the state had no income tax.

Professor Hewett expresses uncertainty over the exact ques-
tion or questions to which attention is directed, but is correct
in assuming that the main point was intended to be, in his words,
“To what extent does the distinction between gross and net in-
come lead to reported taxable incomes that are unreliable as data
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for estimating the size of the national income?” The chief pur-
pose of the paper was to call these problems to the attention of
students of national income, without offering specific advice in
each case on how to adjust the final national income figures. Al-
though a demonstration of the mere existence of the dangers may
not be necessary, a listing of the dangers with some background
material on their history and the arguments relevant to them
(which account for the first two questions noted by Professor
Hewett) may be helpful to those who must decide where and by
how much to adjust their computations of national income.

The test of intent, for determining whether an item is de-
ductible, is opposed to the test of results. Hence the test of intent
rules out satisfaction and dissatisfaction, instead of depending on
them, Professor Hewett’s legal definition of income does not, of
course, involve the subjective question of intent, since it does not
deal with the question of what items can be deducted from the
receipt of money or money’s worth in order to arrive at a net in-
come figure. The point seems to be that business itself must be
defined ultimately in terms of either results or intent, and since
the tax law does not use the test of results, it must be assumed to
use the test of intent. Thus the objection to such a phrase as “mis-
guided, wasteful business expenses must be deducted regardless
of intent” is that, in order to determine whether they are business
expenses, some assumption has to be made about the intent of the
spender at the time he made the outlay.
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SOME PROBLEMS IN MEASURING
PER CAPITA LABOR INCOME

SOLOMON KUZNETS

NumErous problems are connected with the estimation of labor
income as such. In recent years particular interest has been
aroused by work relief wages and in years to come some atten-
tion must be devoted to taxes and benefits under the social secu-
rity system. These issues are, however, beyond the scope of this
paper. Here we shall attempt to discuss per capita labor income
figures mainly in the light of the employment estimates by which
total income figures are divided.

For purposes of the following discussion we shall assume that
the total labor income figures are as perfect as they can be and
that moreover they include only those items which correspond
to items included in the employment estimate. Thus we shall not
concern ourselves with the validity of the theoretical grounds for
the inclusion, in total labor income for a particular year, of re-
tirement pensions, compensation for injuries and similar in-
comes received in that year.! Obviously much the greater portion
of such items is not paid to people who have been employed or
have any claim to employment in the year in which the payment
is made. To simplify the argument we shall assume therefore that
per capita labor income includes only wages and /or salaries.

Furthermore in most of this paper we shall be dealing with
labor income figures as they are compiled and estimated in this
country. Income may be measured at the point at which it is paid
out or received. In measuring income paid out we also get some
measure of the service for which income is paid. A by-product
1 On this point see M. A. Copeland, Part One, Sec. V, 3.

207



306 PART SEVEN

of measuring income received is a count of the number of income
recipients and their distribution with reference to certain charac-
teristics. Obviously the questions raised in connection with per
capita income in the two cases will be different. For income paid
out the fundamental problem is to get at the number of indi-
viduals who receive it; the composition of the income figure is
automatically given by the method of estimation. For income re-
ceived the emphasis will fall on the attempt to separate receipts
into income and non-income and to segregate within income what
may properly be called labor income. In this country the data
so far available practically compel estimating most of the labor
income at the point at which it is paid. This approach is assumed
in our discussion.

With these limitations in mind it is clear that the significance
of a particular per capita labor income figure is conditioned by
the nature of the divisor used in connection with total labor in-
come. Three different divisors are conceivable: (1) a figure meas-
uring the amount of work performed in exchange for the income
received, probably expressed in labor time units; (2) the number
of individuals who worked to obtain the income; (3) a figure
measuring the normal labor supply of the industry that paid out
the labor income. The corresponding per capita quotients would
then represent an average wage rate, average annual earnings of
persons employed and average annual earnings of employees
attached to the industry.

I Average Wage Rate

Each of the above sets of divisors and ratios has a significance of
its own.The amount of work performed is a measure in physical
terms of the contribution of labor to the production of income
for a particular year. It is as important in connection with income
as a physical quantity measure of the capital equipment utilized
in a particular year or as a physical quantity measure of the net
production of goods and services. When compared with the avail-
able supply of labor it indicates the degree of utilization of this
most important productive resource. Figures of this type have also
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been widely used in analyses of productivity and in discussions of
proposals for shorter hours.

The average wage rate measures, of course, the price of labor.
It is doubtful, however, whether for broad industry groups of
the kind used in national income estimates and for annual periods
a wage rate is of much value. The limitations of a wage rate as an
index of income, even for a particular occupation, are well
known. It tends to rigidity. With an adverse change in business
conditions the income of employee groups is reduced by under-
employment and unemployment long before wage rates are cut;
and the converse is usually true of revivals. Moreover a wage
rate tends to be inversely correlated with the expected duration
of the job and the security of its tenure. A weighted average of
occupational wage rates for an industry is even less reliable. It
may and does change with a shift in weights due to heavier rela-
tive employment or unemployment in the lower paid occupa-
tions.

The per capita labor income figures in the Department of Com-
merce estimate of national income for 1929-35, described as
annual rates of pay, represent approximations to the average
wage rates. This is true with one important qualification, viz.,
that the standard for a full time job is set in terms of the particu-
lar industry group and year in question. Therefore the wage rates
are not comparable. For instance, it is of some relevance to the 27
per cent decline of the per capita wage in manufacturing from
1929 to 1934 that the length of a full time week also dropped
from about 48 to 40 hours. Similarly it may be important to know
that whereas the average annual compensation in manufacturing
and trade in 1929 was about the same, the difference in normal
full time hours may have been as much as 15 per cent.

The lack of comparability in the full time standard between
industry groups and between years is even more important for
the employment figure used as a divisor. For example, it is be-
lieved that one reason for the lag between the increase in pro-
duction and in employment in 1934-36 is the lengthening of
scheduled full time hours in certain industries. Would it not be
proper to have this change in hours (as well as the reduction in
hours introduced in 1933) reflected in a figure that purports to
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measure full time employment? The change in full time weekly
hours is as much a characteristic of the industrial history of the
last six years as the change in the distribution of employment
over the twelve months of each year. Why allow the latter to
influence the employment figure and neglect the effect of the
former? If the full time equivalent number of employees re-
flected even indirectly the actual number of employees there
would be good reason for adjusting it to changing industrial
practice. The figure, however, is not meant to and does not serve
this purpose.

Certainly no justification for a varying full time standard is
to be found in the assumption that the resulting per capita fig-
ure approximates the income of a more or less regular employee
of the industry. For of the total employees only a portion, varying
from year to year and from industry to industry, would, on the
most generous assumption concerning mobility, have an oppor-
tunity for full time employment. Thus while the average wage
in construction and the average compensation on street rail-
roads in 1929 were about the same ($1763 and $1718) the rela-
tion of the lowest to the highest number employed in 1929
in the two industries was very different, 56 and 95 per cent re-
spectively. Similarly, if we compare two manufacturing groups,
such as food and tobacco on the one hand, with furniture and
construction materials on the other, we find that the average
wage in 1929 was about $1150 in both, but that the relation of
minimum to maximum employment was 76 per cent in the
first and 89 per cent in the second. Similarly the decline in the
average wage from 1929 to 1933 of about 25 per cent in the chemi-
cals manufacturing group does not tell the whole story; for at the
same time the opportunity for full time employment for those
employed declined about 14 per cent.

II Average Annual Earnings

Let us pass now to the second type of per capita figure—the aver-
age annual earnings of the individuals employed during a year.
The number would include, of course, not only those who worked
the full twelve months but also others with a shorter emplovment



PER CAPITA LABOR INCOME 309

record. The presence of the latter is due to fluctuations in the
employment offered by the industry as well as to turnover. It
is obviously important to know not only the average number of
jobs in an industry but also their distribution over time and
their association with individual persons. In terms of per capita
income received from the industry, two industries with the same
outlay for wages and salaries and the same average number of jobs
may present a remarkable contrast depending upon the seasonal
regularity of employment and the rate of turnover.

The significance of the average annual earnings derived in this
manner would naturally depend upon the closeness of the figure
to the total income of the persons involved. The individuals in
question may derive additional income, first, from property or
from self-employment, and second, from employment during the
same year in another industry. Such material as is available from
family budget studies indicates that the first source of supple-
mentary income may be safely ignored for purposes of the pres-
ent discussion. The importance of employment in more than one
industry depends to an appreciable extent upon how fine an in-
dustrial classification is used; the broader the industry or indus-
try group, the smaller in general the relative number of such
cases. More will be said on this point later.

There is also some question about the significance of the
average as related to the range of income distribution that it
represents or disguises. By introducing into the distribution indi-
viduals who were employed only a short time the range is of course
enlarged. Whether under these conditions two averages should
be calculated, one for the more or less full time employees and
the other for short time employees, is just as legitimate a question
as whether to separate wage earners into skilled, semiskilled and
unskilled. The answer depends largely upon the availability of
data. In any case the average is not an effective substitute for an
income distribution. It is but a rough measure of the welfare of
persons employed in an industry. Whether the remedy for low
annual earnings lies in eliminating seasonal irregularity or high
turnover or in raising wage rates no average can disclose.-

Can average annual earnings or the number of individuals em-
ployed be estimated with a reasonable degree of accuracy on the
basis of available data? The most important single source for both
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labor income and the divisor is what might be broadly termed
employment and payroll statistics either of the census or the
current reporting type. Next in importance is the heterogeneous
collection of estimates that give some approximation to the em-
ployment statistics. They usually involve an employment figure
or figures covering a portion of the field, a raising factor and
some index of activity used for interpolation and extrapolation.
A review of the Department of Commerce figures shows that
roughly 90 per cent of the employment for 1929 is estimated by
using these two types of data. The rest is measured by two other
methods—estimates based on the amount of work performed
and estimates obtained by dividing the amount of payroll by a
full time wage arrived at independently.

An important feature of employment statistics is that they
measure only the number of persons employed either on a par-
ticular day or, more commonly, during a particular pay period
—in most cases a week, in some, two weeks or half a month and
only in relatively few cases as long as a month. They do not show
how many different persons were employed during a period that
involves two or more time units used in the measurement, say two
months, a quarter or a year. They do not indicate whether a series
showing an unchanging employment of 100 from January
through December relates to 100 individuals or 1200 individ-
uals. This is one reason why it is easier to calculate full time
equivalent employment—essentially a hypothetical number of
full time jobs—than to estimate the number of individual per-
sons employed.

This aspect of employment statistics usually attracts little
attention because they are used mainly to measure employment
in a particular month. Thus in order to establish the recovery in
employment from the trough of the depression to the present
all we need know is the number of persons employed say in
March 1933 and at present. The employment statistics tell us
this; but they do not provide sufficient information for the
assertion, for example, that one of every two persons unemployed
in March 1933 has been reemployed. It is possible that all those
unemployed in March 1933 have been reemployed. In other
words employment statistics cannot be used directly to measure
the duration of unemployment.
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In connection with annual earnings we are interested not in
the average number employed month by month but in the num-
ber employed in the course of the year. If we confine attention
to a single industry it is obvious that the number cannot be less
than the highest number employed at any time during the year,
or the highest reading of the monthly employment index for the
year. This, however, is only a minimum. The maximum would
be the sum of the number employed in each pay period com-
prised in the year. Where the true number falls between these
limits depends upon the amount of job-to-job shifting.

A vivid illustration of the difference between annual earn-
ings based on average employment and on actual employment is
offered by a study of fourteen railroads made by the Federal
Coordinator of Transportation.? For 1924, 1929 and 1933 annual
earnings calculated on the basis of records for individual em-
ployees were compared with the quotient of the total payroll
by the average of the mid-monthly counts of employees. Although
the earnings figures used in this study have a distinct upward bias
because they are calculated from records kept for income tax pur-
poses and exclude new entrants as well as final separations, they
were 3.3 per cent lower than the payroll-employment quotient
(for all employees excluding executives) in 1924, 4.6 per cent in
1929 and 9.0 per cent in 1933.

A study of the automobile industry for 1934 made by the Bu-
reau of Labor Statistics * exemplifies the fact that the highest
reading of the employment index offers only a minimum esti-
mate of the actual number of individuals employed in the course
of a year. The material obtained in this study is used in the con-
struction of Table 1, where we compare the employment record
of individuals employed in the peak month of 1934 with a hypo-
thetical employment record calculated from the employment
index on the assumption that the index covered an unchanging
group of individuals over the year.

2 Annual Earnings of Railroad Employees, 1924-1933 (Federal Coordinator of
Transportation, Section of Labor Relations, May 1935), particularly p. 92.
8 Monthly Labor Review, March 1936, particularly pp. 529, 535 and 542.
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TABLE 1

CUMULATIVE PERCENTAGE DISTRIBUTION OF PERSONS EMPLOYED
IN THE PEAK MONTH BY DURATION OF EMPLOYMENT

AUTOMOBILE PLANTS AUTOMOBILE PARTS PLANTS
Duration of Based on Based on

employment employment actual employment actual

in 1934 index records sndex records
3 months or more 940 94.1 88.3 92.5
6 months or more 84.2 78.0 75.1 720
9 months or more 69.3 604 67.6 556
10 months or more 61.4 536 629 492
11 months or more 54 4 449 572 426
12 months 52.5 35.5 56.2 342

Table 1 shows that if the duration of employment of individ-
uals who constitute the labor force of the industry could be
judged by the length of time jobs are filled, 525 of every 1,000
persons would have been employed throughout the entire year
in the automobile manufacturing plants, and 562 of every 1,000
in automobile parts plants. In actual fact only 355 and 342 re-
spectively were so employed. Upon whom did the industry draw
to fill the remaining jobs? In part upon the very same individuals
included in the table, some of whom were apparently employed
longer than the employment series would indicate (see the first
line of the table). A large number, however, must have come from
the outside, that is, from among persons who were not employed
even in the month when employment was highest.

The table is illustrative only. The year 1934 was unusual in
the irregularity of employment in the industry. The calculation
based on records for individual employees covers only a sample of
the industry and is limited to their employment in the plants
studied. There is, however, reason to believe that the employ-
ment obtained by them in other plants of the industry was rela-
tively insignificant. Moreover an artificial element of stability
is introduced by the inclusion of office employees in the sample
group; these are excluded from the employment index underly-
ing the first and third columns.

As stated above, the difference between the number of persons
employed in the course of the year and the highest reading of the
monthly employment index in that year is directly related to the
amount of job-to-job shifting by the individuals concerned. This
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shifting may for present purposes be described as due to: (1)
change in character of job; (2) change in location of job; (3) per-
sonal reasons. .

By the first we refer to the intermittent character of certain
work, such as inventory taking and repairs, even in a plant oper-
ating at a constant rate from week to week. The variation will
naturally be greater in plants with even a moderate seasonal
cycle in production. In these, some jobs will be filled during the
slack season that are not filled during the active season. Conse-
quently, the number of different jobs filled during the year will
be greater than the highest number of jobs filled on any one day.

The most extreme illustration is what happens in the construc-
tion of a building. The various phases of the work following
one another in a regular sequence with some overlapping in time
—cexcavation, erection of the structure, roofing, flooring, plumb-
ing, interior finishing, etc.—require the employment of persons
with different skills using different equipment. The highest num-
ber of jobs filled at any one time is far less than the sum of the
maxima of separately identifiable jobs. Thus in a United States
Bureau of Labor Statistics study ¢ of the labor engaged in the
construction of an apartment house in Washington, D. C. that
was begun in September 1931 and completed by the end of
March 1932, employment was found to be as follows:

Average employment per day (excluding Sundays and holidays) 1075°%

Highest employment on any day 230
Average employment in weeks ending nearest 15 of month 126
Average employment when classes of work are kept distinct 335
Highest employment when classes of work are kept distinct 504¢

Employment on the basis of full time equivalents was less than
110 when calculated by a daily record, and about 125 when de-
rived from reports for so-called representative weeks. This is only
half of the largest number of jobs filled on any one day and there-
fore of the highest reading of the employment series, which was
230. But even the latter minimizes the actual number employed
¢ See Handbook of Labor Statistics (1936), pp. 229-34. .

8 This figure works out to about 113 if Saturdays are excluded in addition to
Sundays and holidays.
¢ Calculated from man-hour data on the assumption of a 48-hour week for all

classes of work. Because the work-week for some crafts is shorter and because of
the inclusion of incomplete weeks, this figure is clearly an underestimate.
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during the duration of the constructian project which was at
least 500.

Except in construction and perhaps a few manufacturing in-
dustries this phenomenon is probably of little importance. Jobs
of the sort that are available only for a very limited time are
likely to be filled by the employees temporarily taken off their
regular tasks. In some cases casual labor is hired. When such jobs
demand considerable skill they may be contracted out, as they
undoubtedly were in the case of the apartment house.

By change in location of the job we refer to the fact that while
the number of jobs in an industry may remain fairly constant the
apparent stability may be the result of an increase in the num-
ber of jobs in some plants accompanied by a decline in others.
For many reasons usually grouped as imperfect mobulity of labor
not all the individuals separated from the payroll in the plants
that contract employment are transferred to plants that expand
employment. Imperfect mobility is particularly important in an
industry with pronounced regional differences in structure and
seasonal fluctuations in employment.”

For statistical purposes the significance of this factor is great or
small depending upon the homogeneity of the industry for which
the employment index is compiled. For instance, the index for
the iron and steel industry is a much safer basis for estimating
the number of individuals employed than the index for the cot-
ton goods industry, which shows marked differences between
New England and the South, or the index for sawmills which in
effect covers two or three distinct industries. Certainly the index
of employment for all manufacturing industries combined is a
poor guide to the number employed more than one month; for it
offsets the losses in one industry by gains in another. Thus, ac-
cording to J. Parker Bursk ® the true range of seasonal variation
in manufacturing employment before 1929, if the experience of
each industry is kept distinct, was 14 per cent rather than the 4
per cent indicated by the composite seasonal index of the Federal
Reserve Board.

7 For an extended discussion of this point, with reference primanly to production
series, see Simon Kuznets, Seasonal Variations in Industry and Trade (National
Bureau of Economic Research, 1933), Ch. VIII and IX.

8 Seasonal Variations in Employment in Manufactuning Industnies, 1971 (Univer-
sity of Pennsylvania Press, 1931), Ch VIIL
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Shifting due to causes other than changes in the character or
location of jobs may best be presented by mentioning the rea-
sons usually given in connection with the quitting or discharge
of a worker: dissatisfaction with working conditions, opportu-
nity to get a better position, desire not to work, invalidity or
death, incompetence, insubordination, dishonesty, etc. A shift
of this type may occur also in the case of a lay-off if with the re-
sumption of the job it is filled by some one other than its former
occupant.

The magnitude of the phenomenon of job-to-job shifting can-
not be measured by the turnover rate even in those few industries
where data on turnover are compiled. The fundamental limita-
tion of the turnover figures for our purposes is that, like em-
ployment, they are reported on a2 monthly rather than an annual
basis. If the sample of turnover reports is not too heavily weighted
by plants with a progressive personnel and employment policy,
the turnover figure for a particular month, after adjustment for
the change in the number of jobs, would indicate the difference
between the number of individuals employed and the number of
jobs filled. It would be impossible however to ascertain whether
and to what extent a similar figure calculated for the following
month relates to the same individuals. In manufacturing, for
example, in January 1935, for every 10,000 wage earners 304
were separated from the payroll and 633 hired. The difference
between these two figures represents a gain in the number of jobs
and should be reflected in the employment index. But each of the
304 out of the 10,000 jobs was apparently held in the course of
the month by two individuals, whereas in the employment index
these jobs were counted as if they had been held by a single per-
son.* The question is how many of these 304 individuals are
included in the comparable figure for February 1935, which hap-
pens to be 279? Since it is known that voluntary or involuntary
shifts from job to job are more likely during the first few months
of an individual's service with a particular employer*® the

® Unless the job was held by two individuals in the course of the same pay period;
if this was the case, two employed persons are included in the employment and
payroll report.

10 See, for example, the Bureau of Labor Statistics study for 1930, ‘Hiring and
Separation Methods in American Factories’, Monthly Labor Review, vol. 35 (1932),
pp. 1005-17, particularly Table 11; or a study of 8,800 hirings by the Atlantic
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chances are excellent that a goodly proportion of the 304 indi-
viduals will also enter into the turnover rate in February or the
following few months. Once again we know only that a monthly
figure represents an underestimate of the magnitude of the phe-
nomenon while the sum of the twelve monthly figures un-
doubtedly overshoots the mark.

So far the discussion has related to one industry, however
broadly or narrowly defined. As soon as we take more than one
industry into account the minimum limit fixed above loses its
significance. Although the number employed in one industry
in the course of a year cannot be less than the largest number em-
ployed during a particular pay period, the number employed in
two or more industries may be less than the sum of the highest
readings of the corresponding employment indexes. The reason
is the possibility of industry-to-industry shifting.

Offhand it would seem that industry-to-industry shifts would
not be unusual. An analysis of the occupational composition of
the working population shows that it includes a large proportion
of unskilled occupations and of occupations entering in some
measure into nearly every industry. Thus, according to the Cen-
sus of Occupations for 1930, nearly 16 per cent of the non-
agricultural employees consist of unskilled laborers. Persons in
clerical occupations, for many of whom there is little industrial
specialization, constitute another 16 per cent.!* Such shifting is
made easier by the geographic concentration of industrial ac-
tivity. According to the Census of Manufactures about 55 per
cent of the wage jobs in manufacturing are in 95 counties out of
a total of over 8,000.2 The concentration of wholesale distribu-
tion and financial activities in cities of 500,000 population or over
is also a generally accepted fact.*®
Refining Company, reproduced in J D. Hackett, Labor Management (New York,
1929), p. 305.

11 For a defintion of the unskilled and clerical occupational groups and a retabu-
lation of the Census figures relating to them, see W. S. Woytinsky, The Labor
Supply in the United States (Commuttee on Social Secunty, 1936), pp. 28, 30, 42.
12 See Daniel B. Creamer, Is Industry Decentralizing? {University of Pennsylvania
Press, 1935), p. 10.

18 For a comprehensive picture of the geographic concentration of employment in
private business see U. S. Bureau of the Census, Census of Business 1935, Per-

sonnel and Pay Roll in Industry and Business, and Farm Personnel by Counties
(June, 1937).
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The information available on actual shifts is limited. There
are in the first place census data indicating major trends in the
shifting of broad industrial-occupational groups, such as the de-
cline in basic industries including agriculture, mining, manufac-
turing and construction, and the increase in the distribution and
service industries, such as trade, transportation, finance, the pro-
fessions and domestic and personal service. It is not clear, how-
ever, to what extent these changes are brought about by the
transfer of individuals as compared with a change in the indus-
trial attachment of persons first entering a gainful occupation.

We know also of the rise of new industries, such as automobile,
aircraft, radio, air conditioning. These draw for their labor in
part upon the related industries, some of which they have been
displacing, and in part upon an undifferentiated labor supply
much of which comes from agriculture.

Our data are most abundant with reference to agriculture,
partly because we are able to identify shifts to and from agricul-
ture with migration to and from farms. According to Department
of Agriculture estimates, about three and a quarter million per-
sons moved annually from farms to cities or cities to farms in
1920-32; in the following years (to and including 1936) such
movements have involved less than 2,000,000 persons annually.
After those not in gainful occupations have been eliminated, ap-
parently something like 1,300,000 persons in 1920-32 and 750,-
000 in the following years were shifting annually from or to
employment in agriculture.

There is finally fragmentary information on shifting by indi-
viduals. A study of applicants for jobs with private firms in
Philadelphia,** made in 1929 and covering mainly their experi-
ence for the preceding three years, shows that about 65 per cent
had more than one job and that about 46 per cent had jobs in
more than one industry. The industries involved in the shifts
bear no apparent relation or similarity to one another. Another
study,’® covering approximately the year 1928, of separations

14 Burton R. Morley, Occupational Experience of Applicants for Work in Phila-
delphia (Philadelphia, 1930), p. 150.

18 Isador Lubin, The Absorption of the Unemployed by American Industry
(Brookings Institution, 1929). It is interesting to observe that occupational shifts
are less frequent than industrial, according to data assembled by both Lubin and
Morley.
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from about 20 industries in Baltimore, Chicago and Worcester,
Massachusetts, shows that of those who found steady jobs only
about one-third did not shift their industrial afhiliation. A study
of the highly skilled cutters in the men’s clothing industry in
Chicago in 1926-28 *¢ is less significant for our purposes because
the conditions for retaining their industrial attachment were
highly unfavorable; about 70 per cent of those covered shifted to
other industries.

Related to the subject of shifting is what might be called dual
industry affiliation, that is, the regular combination of jobs in
two industries held by the same individual year after year. Here
again information of a mass character is scanty. The latest two
Censuses of Agriculture have furnished data on work off farms by
farm operators; in the Census covering 1934 an attempt was
made to separate agricultural from non-agricultural work. This
shows that nearly 2,100,000 farm operators spent some time off
their farms in working for pay or income, of whom at least 70
per cent were engaged mainly in non-agricultural pursuits. Some
of this work may have been of a temporary emergency nature, but
if so, emergency employment was largely a substitute for regular
employment available in normal years, for the 1934 ratios check
fairly well with the 1929. These censuses do not disclose how
prevalent such a combination of agriculture with other indus-
tries is for family labor or for wage workers attached primarily
to agriculture. From other sources, however, it is evident that
such a combination must be fairly common, particularly in rural
industries such as lumbering and wood working, food processing,
the manufacture of fertilizer, road building."

On the other hand, for many seasonal industries, primarily
urban in character, the dovetailing of employment appears to be
impracticable. Workers in the apparel trades or in building con-
struction do not as a rule find employment in other industries in
the slack seasons, partly because of the coincidence of seasonal
peaks and partly because it would appear to detract from their
chance of reemployment at their primary occupation. Students

16 Robert, J. Myers, ‘Occupational Readjustment of Displaced Skilled Workmen®,
Journal of Political Economy, Vol. XXXVII (1929), pp. 473-89.

17 Interesting evidence of recent date on the dovetailing of seasonal rural indus-
tries with agriculture is found in Blair Stewart, Seasonal Employment and Un-
employment Compensation in Oregon (Reed College, January 1937), pp. 38-9.
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of seasonal unemployment in the 1920’s, when this was the im-
portant aspect of unemployment, used to place much more em-
phasis on the necessity for regularization of employment in the
seasonal industries than on the possibility of adjustment through
systematic combination of jobs in two industries.*® That a worker
in a seasonal industry can get along with employment only in
that industry is partly explained by the fact that industries in
which the season is very short, such as canning and symmer hotels,
or industries with a sharp seasonal peak, such as retail trade with
its November and December peak, draw usually upon the sec-
ondary labor supply-—persons who are not entirely dependent
upon employment, such as housewives and students in school,
and who do not pursue a gainful occupation for more than two
or three months in the year.

An overall assessment of the quantitative importance of all
these limitations of employment statistics for our purposes can-
not be made on the basis of the available data. It would have been
feasible were it possible to compare the Census of Occupations,
which classifies the gainfully occupied population by their usual
occupation and industry, with employment statistics for the pre-
ceding year. Such a comparison is extremely difficult. One reason
is the lack of comparability in the industrial classifications, ex-
plained in part by the inevitable differences in procedure be-
tween enumerations in one of which the unit is a person and in
the other a business establishment.’® Another difficulty arises be-
cause not all types of economic activity are covered by industrial
censuses or current employment series; this limits the possibility
of combining classifications to ensure greater comparability.

The limitations of employment statistics stressed above make
it necessary to resort to all kinds of detailed adjustments industry
by industry, on the basis of a vast collection of miscellaneous data
plus the unavoidably arbitrary use of judgment. The aim of this
estimating job would be an approximate segregation of those
counting upon full employment from the voluntary part-timers
and the allocation of the former by industries. Even for years of

18 See, for example, H. Feldman, The Regularization of Employment (Harper,
1925), Ch. XIV, Sec. II.

19 For an attempt to compare the Census of Occupations data for 1930 with the
reports of the Census of Manufactures for 1929 see W. S. Woytinsky, op. cit.,
pp. 18-23.
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high employment the results would be of varying reliability de-
pending upon the information it is possible to uncover. For de-
pression years, when a large labor reserve is piled up in every
important industry, adjustments of this sort would necessarily
become more difficult and more speculative.

111 Average Annual Earnings of Persons Attached to Industry

It is for the depression years that the concept of attachment to
industry, mentioned at the beginning of this paper, acquires a
special significance. When business is good and employment is at
a normal level there is in general no appreciable difference be-
tween the number attached and the number regularly employed
in the course of a year. For in such periods cyclical unemploy-
ment is not large. On the other hand unemployment of a sea-
sonal nature, unemployment connected with the shift of jobs, and
unemployment due to sickness and similar causes, have already
been included in the number employed; it is this ‘normal unem-
ployment’ that accounts for the difference between the number
employed and the average of a monthly employment series.

The primary source for data on attachment is the Census of
Occupations which, as mentioned before, presents classification
difficulties if its information is to be used in connection with la-
bor income series derived primarily from industry censuses or
sample enumeratons. In intercensal years the estimate would of
course rely upon the occupations census merely as a starting
point. The method used in the best known estimate of attach-
ment in this country, the one by W. I. King adopted with some
modifications by M. B. Givens and covering the period 1920-27,
is best described as follows:

“Substantially his (King’s) estimates of the numbers attached
to industry are made wherever possible by discovering the
highest month of employment for each year of prosperity and
by inflating this figure by an arbitrary percentage to allow for
illness and other known factors. As the number of persons re-
quired in any group declines, as evidenced by lower maximum
employment during a given year than in some preceding year,



PER CAPITA LABOR INCOME 321

the estimated number attached to such a group is decreased
only when increases in other groups may be made, sufficient to
account for the estimated total gainfully occupied popula-
tion,” %

Of the problems peculiar to an estimate of attachment one of
most general interest is as follows: Are first-job seekers, re-
entry seekers or unemployed with a long duration of unemploy-
ment to be regarded as attached to industry? These persons have
not developed an attachment to any industry, even such a loose
one as would be evidenced by short-time employment; or their
attachment to industry may have been broken long ago by mar-
riage, voluntary retirement on savings or involuntary prolonged
unemployment. On the other hand, they are apparently indis-
tinguishable from any other unemployed in that their economic
circumstances are such that they must work and their physical
and mental make-up presumably qualify them for work of some
kind.

No guidance on this problem is to be derived from census ex-
perience. The practice of the Census of Occupations has been to
rule out persons who do not have a gainful occupation, that is,
*an occupation by which the person who pursues it earns money
or amoney equivalent, or in which he assists in the production of
marketable goods”.** This practice, which tends to eliminate
from the category of gainful workers, or those attached to indus-
try, most of the persons falling into the groups enumerated
above,® is understandable in the light of two considerations: (I)
the primarily occupational orientation of the Census of Occupa-
tions; (2) the numerical insignificance of the above groups be-
fore April 1930 when plans were perfected for taking the Census.
On the other hand, the several employment and occupation cen-
suses taken since 1931 have departed from this tradition. They
have counted as ‘employable persons’ or ‘workers’ all persons
20 American Statistical Association, Proceedings, March 1929, pp. 34-5.

21 U, S. Bureau of the Census, Fifteenth Census of the United States: 1930, Popu-
lation, Vol. V, p. 29.

22 Thus, according to the Massachusetts Unemployment Census as of January 2,
1934, at most only one-third of the first-job seekers had any vocational training
and could be said therefore to have a gainful occupation; see Massachusetts De-

partment of Labor and Industries, Report on the Census of Unemployment ...
(Labor Bulletin 171), pp. 26 and 29.
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within certain age limits who were either employed or able to
work and seeking work, although the crucial tests of ‘ability to
work’ and ‘search for employment’ were of course applied differ-
ently in the different censuses.*

The answer to the problem of first-job and re-entry scekers de-
pends upon the purpose for which a figure of labor income per
person attached is calculated. Does it purport to measure the
average compensation of an employee in industry, taking ac-
count of unemployment that industry forces on him? In that case
the King-Givens method of accepting the highest employment
figure reached in a month of prosperity as the figure of attach-
ment should be adequate. According to all conservative estimates
employment in no major industry group, with the possible excep-
tion of agriculture and government, has as yet exceeded 1929
levels. By the King-Givens method, consequently, the number
attached to industry has remained practically unchanged since
1929, despite the increase in population. By implication, the net
addition to the employable population since 1929, which is cur-
rently estimated at a minimum of 3,500,000 persons, is barred by
technological changes, lowering of the plane of living and other
forces from becoming attached to industry.

The above solution of the problem is not satisfactory if the fig-
ure of labor income per person attached is used as a measure of

23 Cf. the definitions 1n the following censuses (1) Massachusetts. “Employable
persons—Included all persons 14 years of age or over who were employed or who
were able to work and seeking employment” (see Massachusetts Department of
Labor and Industries, op. cit., p 6). (2) Michigan. “Employable persons—It in-
cludes all persons 15 years of age or over who were working or were able to work
and seeking employment on the census date. . . Persons without previous work
experience were considered gainful workers only if they had made verbal or writ-
ten apphcation for employment within the past month” (see Michigan, State
Emergency Welfare Rehief Commussion, Michigan Census of Population and Un-
employment, First Senies, nos. 1-10, Lansing, Michigan, July 1936-April 1937).
(3) Census of Relief Employables “Worker—Any person, 16 through 61 years of
age, inclusive, who at the time of this census was a member of a relief household
and who was working or seeking work, except an adult . . . needed at home to
care for dependents under 16 years of age. . . . Persons seeking work who per-
formed no gainful work of any kind during the 10 years preceding this census are
reported as ‘inexpenienced’ ** (see U. S. Works Progress Administration, Division of
Social Research, Workers on Relief in the U. S., March 1935: A Census of Usual
Occupations, January 1937). For a similar definition see also Pennsylvania, State
Emergency Relief Admunistration, Census of Employable Workers in Urban and
Rural Non-Farm Areas of Pennsylvania: 1934 (Harrisburg, Pa., 1936), p. V.
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the welfare of the population attached to industry in the capacity
of cmployees. for any measure of welfare, however crude, must
reflect the fact that under present conditions the same income is
made to support a larger number of dependents.. The 3,500,000
or more persons who under other circumstances would have been
partially or fully self-supporting (and conceivably supporting
their own dependents) are now in the status of dependents.
Therefore if the figure of labor income per person attached is to
be used as a measure of welfare the divisor underlying it must be
calculated as a more or less constant proportion of the total popu-
lation. First-job seekers, re-entry seekers and unemployed of long
duration must for this purpose be regarded as attached to indus-
try, provided care is taken to exclude the exaggeration in these
figures due to the unemployment of the regular family bread-
winners,

This easy solution cannot, of course, be made to apply to any
single industry or industry group. With the absorption of first-
job and re-entry seekers in an industry while its total employment
is contracting,® the total labor force of an industry (including its
reserve of unemployed) may be greatly in excess of its prosperity
employment or of its labor requirements in the foreseeable fu-
ture. Under these conditions it is not quite certain whether all
persons with recent employment experience in an industry should
necessarily be regarded as attached to it; for many of them there
may be no hope of reemployment in this industry. It is clear,
moreover, that the use of prosperity employment figures may seri-
ously misrepresent the relation between the numbers attached to
different industries.

This brief review of the problems presented by per capita la-
bor income figures cannot be complete without mention of the
new type of data that may become available as the social security
system begins to operate. Since both old age and unemployment
benefits are calculated on the basis of income earned, and the
funds for both purposes are accumulated by taxation of wages
and salaries, it appears that for administrative purposes it would

241t may be estimated that between 1930 and 1935 at least 6,000,000 first-job
seekers entered the labor market. In 1933, with unemployment hovering about
the 10,000,000 mark, at most only 2,000,000 of the first- ]Ob seekers were still unem-

ployed.
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be necessary to obtain data on the earnings of individual em-
ployees as well as on total payrolls. The social security system
thus furnishes for the lower income groups a device for obtaining
information similar to that which would become available for
the higher income groups through the systematic tabulation of
personal income tax returns. In fact it would seem that the social
security data should be more readily usable to estimate per capita
labor income. The reason is that the information will be fur-
nished by employers so that the classification of individual em-
ployees by industry and of their earnings by industrial source
should be more accurate than is possible under the income tax
system. There will, of course, be many difficulties due to exclu-
sions from the Social Security Act of certain industries, occupa-
tions and incomes above a certain maximum as well as to possible
changes in the scope of the system.?® These difficulties, however,
appear to be minor indeed when compared with those encoun-
tered in using statistics available at present.

25 For a discussion of these and other difficulties see Ewan Clague, ‘Statistical
Problems in the Administration of Social Securnity’, Journal of the American
Statistical Association, vol. 32 (1937), pp. 509-16.
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INCOME PARITY FOR AGRICULTURE

O. C. STINE

THE PrROBLEM of estimating income parity for agriculture is
presented in the Soil Conservation and Domestic Allotment Act
of Congress approved February 29, 1936, the declared purpose
of which is the

. reestablishment, at as rapid a rate as the Secretary of
Agriculture determines to be practicable and in the general
public interest, of the ratio between the purchasing power of
the net income per person on farms and that of the income per
person not on farms that prevailed during the five-year period
August 1909-July 1914, inclusive, as determined from statis-
tics available in the United States Department of Agriculture,
and the maintenance of such ratio.” *

The question is, how shall we determine the ratio between the
purchasing power of the net income per person on farms and
that of the income per person not on farms that prevailed from
August 1909 to July 19142

I propose to leave aside questions concerning the fairness of the
pre-War ratio, or the validity of any such ratio as a yardstick for
guidance in government action. These are proper questions, but
to answer them is not our immediate responsibility. Accepting
the obligation as now prescribed by law, what should we do?

1 Soil Conservation and Domestic Allotment Act, an amendment to the Soil Con-
servation Act, Public No. 461, 74th Cong., 2d Sess., Sec. 7 (a), (5).
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I Interpretation of the Pertinent Text of the Soil
Conservation and Domestic Allotment Act

First let us try to arrive at a common understanding or interpreta-
tion of the pertinent text of the Act. What is meant by “the ratio
between the purchasing power . . . that prevailed during the
five-year period”? In accordance with recent and current usage
of the term ‘purchasing power’ we are interpreting this text to
require that estimates of current income per person be divided
by appropriate index numbers of prices of goods and services
constructed on the prescribed pre-War base, and that the results
for the current year be compared with the per capita incomes in
the base period. Stated concretely, in computing the purchasing
power ratio for 1936, income per capita for persons on farms
would be divided by an index number (1909-14=100) of the
cost of living on farms; the income per person not on farms would
be divided by an index number (1909-14=100) of the cost of
living elsewhere. Parity would require that the results for 1936
in terms of purchasing power have the same ratio as the incomes
per person on farms and not on farms during the pre-War period.

One suggestion is to use simply the dollar income ratio as the
purchasing power ratio. This would of course greatly simplify
matters. Could it be interpreted as a fulfillment of the legal re-
quirements? If the cost of living on farms and in towns were
parallel, this simpler procedure might be approved as being
equivalent to that understood to be required by the language of
the Act. Can we assume that they are? Are the errors of repre-
sentation in cost of living index numbers likely to be greater than
the errors of comparing the unadjusted per capita incomes? If
so, we might be warranted in interpreting the law to allow such
a procedure, but we might be compelled to demonstrate the
validity of such assumptions.

How shall we interpret the phrase “of the net income per per-
son on farms”? This is a troublesome prescription involving
many controversial points, but I shall try to deal with it briefly.
Obviously it requires a departure from the practice of estimating
income from agriculture per farm operator. The significant dif-
ferences between the income per person on farms and the income
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from agriculture per farm operator cannot be disregarded. The
only available statistical measure of the number on farms is the
Census of Farm Population. As a practical matter it is necessary
to accept Census definitions of farms and of farm population.
Persons living on farms include farm labor families and some
persons engaged primarily or entirely in nonagricultural pur-
suits. Apparently the income from sources other than agriculture
accruing to those living on farms must be added to their income
from agriculture to estimate the income per person on farms.
Conversely, the income from agriculture accruing to persons not
living on farms, whether they be farm operators or laborers, must
be transferred to the nonfarm side of the balance of national in-
come.

At this point we must take notice that in the Act the word
‘net’ qualifies the returns to those on farms, and does not apply
to the income of others. It is commonly understood that net in-
come from agriculture is gross income less payments for produc-
tion goods and services provided by persons not operating farms.
Presumably the net should be computed also for income accruing
to farmers from sources other than agriculture. That is, a farmer
who works in a quarry is entitled to have costs of transportation
and of any equipment that he must supply deducted from his
income from that source.

“Income per person not on farms” may be defined as what re-
mains of national income per capita after net income to persons
living on farms is deducted from national income. Thus it would
not appear that the use of the word ‘net’ has any significance pro-
vided income per person not on farms or national income is esti-
mated in a manner comparable with that used in estimating
national income from agriculture.

If the payrolls of street car operators are added, without any
adjustment, to the payrolls of clerks, the income of one group
becomes in part an actual cost of the other, and adding the two
tends to pad the income for the nonfarm group. It will be neces-
sary to scrutinize carefully the procedures used in estimating
nonfarm income of both those living on farms and those not liv-
ing on farms.

Another phrase that deserves notice is “as determined by
statistics available in the United States Department of Agricul-
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ture”. I interpret this to mean that the Secretary of Agricuiture
has the legal responsibility of deciding what data and statistical
procedures may be satisfactory or adequate for determining the
per capita purchasing power ratio between the farm and non-
farm population. There are no absolute tests of adequacy and
the results are to carry no burden of precise yardstick determina-
tion, such as the use of parity price in determining processing
taxes. These findings in the Department are to be used with
other facts in determining agricultural policy.

Perhaps the language of the Act could be interpreted to allow
the Secretary to use the data now available. We are estimating
income from agriculture and could simply divide this by the farm
population. We could take one of the national income series of
estimates, subtract the income from agriculture, and divide the
remainder by the remainder of the population. The per capita
income results could be divided by existing index numbers of
cost of living to determine purchasing power ratios. This has
been done.? Is this a reasonable and satisfactory interpretation of
the law?

To me it seems doubtful and I believe that those interested in
the improvement of social conditions should accept this respon-
sibility as an opportunity to improve statistical estimates to be
used as guides in social policy, and endeavor to comply with the
spirit and not merely the letter of the legal formula.

How shall we define ‘income’? Let me repeat what we have
urged upon a previous occasion, that we should have current
only one official estimate of national income. We now have two.
Shall we produce a third for our special purpose? I believe fairly
good technical reasons could be found for constructing a national
income estimate for this special purpose, but I hope that it will
not be necessary. I hope that we can prevail upon the Department
of Commerce to join us in cooperation with the Central Statis-
tical Board to develop a definition and procedure that can be
used in both the farm and nonfarm fields and that will give the
official estimate of national income.

The real income of the nation is its annual product of com-
modities and services. Our first step is to estimate the annual

2 Agriculture’s Share in the National Income, Agncultural Adjustment Admin-
istration (U.S.D.A., October 1935).
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value of the product. Dividing the annual values by an appro-
priate series of price index numbers provides a measure of
changes in real income which, converted to a per capita basis and
related to the pre-War average, indicates the degree of parity as
prescribed by the Soil Conservation and Domestic Allotment Act.
This is easier said than done; the really difficult problems arise
in developing the procedure for making such estimates.

Before we begin to discuss procedure, you may ask, why not
build on the concept ‘income paid out’? This suggests distribu-
tion of income although its meaning is not entirely clear. All in-
come of the year accrues to some person or corporate body of
persons. We find that the concept is used to set aside corporate
savings, and there we find ‘negative savings’ or ‘losses’. But the
latter do not describe real savings or real losses in the ordinary
sense of these terms in economics. Applied to agriculture the re-
sults are absurd. An allowance is set up for wages to the farmer
and his family and this is included in the items paid out. It is a
large item and has a very significant effect upon the total. When
the farmer’s income is large enough to pay himself something
more than this wage allowance, there is a ‘business saving’; when
the farmer’s income is insufficient, there is a loss or ‘negative sav-
ing'. This is purely an ‘if’ or hypothetical computation and pro-
vides no real measure of anything. Furthermore, rent is not
included in the ‘income paid out’ although in agriculture this is
an important item, more important than dividends.

‘Income paid out’ seems to me to have a misleading connota-
tion, even for corporations, in that the payments during a given
year are not necessarily from the operations of the year. To the
extent that an enterprise makes payments from accumulated cash
balances, from liquidation of capital or borrowings against future
income, there is no contribution to the national volume of goods
and services. It is merely a matter of distribution, a transfer of
ownership or conversion of use. The annual flow of payments to
individuals has great significance, of course, but this should not
be confused with national income.?

For a basic definition of national annual net income I propose
to adopt that used by Simon Kuznets: “the total volume of com-

3 See M. A. Copeland, Part One, Sec. V, 2, discussion by Stmon Kuznets and Clark
Warburton, and Dr. Copeland’s reply.
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modities and services produced during the year minus raw mate-
rial, capital equipment, and other economic goods consumed in
this production”.* Perhaps as a practical matter, the word ‘value’
should be inserted in this definition because we commonly ex-
press income in terms of value. This definition corresponds to
what has been attempted in the Bureau of Agricultural Eco-
nomics. Our present efforts are directed towards improving the
estimates of goods and services produced and of the annual ex-
penditures for raw materials, capital equipment, and other eco-
nomic goods consumed in production. This would give the
contribution of agriculture to national income. To avoid con-
fusion it may be desirable at this point to refer again to the terms
of the Act. As I understand it, compliance with the Act would
require the computation of an estimate that is different by being
a division of incomes on the basis of where the recipient lives. In
other words, we shall have an estimate of the contribution of
agriculture to national net income and of the share of national
income received by those living on farms.

II Special Problems in Estimating Purchasing Power of
Per Capita Income to Persons on Farms

The Bureau of Agricultural Economics is now undertaking to
improve the estimates of income from agriculture, to calculate
the income of persons living on farms from sources other than
agriculture, and to improve the index number of cost of living
on farms for use in determining the relative purchasing power of
per capita income to persons on farms. I shall not undertake to
present the plans or review the many problems in detail, but shall
mention a few in order to invite suggestions for solutions.

(1) What shall be done with inventories? Changes in inven-
tory are often due merely to changes in valuations, price levels,
and not to real changes in goods and services. The problem is
found in concrete form in dealing with livestock. The product of
the year may or may not be marketed that year. In some years the
breeding stock are sold short and in others they are built up.

4 Bulletin 59, National Bureau of Economic Research (May 4, 1936); National In-
come, 1929-1932, Senate Doc. 124, 73d Cong., 2d Sess.
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Marked changes in prices may result in a low stock for breeding
and feeding at the beginning of the year being valued more
highly than a much larger stock at the end of the year. One device
is to estimate the change in physical volume; apply to this change
the average price for the season and add the result to or subtract
it from the value of the sales for the year to obtain the value of
the production or the net contribution. To many this seems
preferable to taking the difference in inventory values as a modifi-
cation of the value of sales.

(2) Farm machinery presents several problems. In the first
place, annual valuations comparable to those of livestock do not
exist. But both depreciation and the extent to which deprecia-
tion is offset by the purchase of new machinery can be estimated.
Logically in years when machinery purchases exceed deprecia-
tion, the additional expenditures should be treated as capital in-
vestments and in years when purchases are insufficient the deficit
should be treated as a decline in capital equipment. In addition
to the problems of constructing reasonably dependable estimates
of actual depreciation and replacement, we have to decide what
is the best method of handling these estimates of deficits and ex-
cessive expenditures in the income account.

(3) A publicutility charge may be treated as a service cost, but
many of the irrigation and drainage enterprises are owned and
operated by farmers individually or cooperatively as nonprofit
enterprises, the annual assessments or charges varying with mate-
rial and service costs. Shall we handle the farmer-owned enter-
prises in a manner similar to farm equipment, as if they were part
of the farm?

Estimating water costs where irrigation and drainage are in use
involves several problems similar to those of farm machinery, and
others in addition. Estimates of annual replacements and real
depreciation of drainage and irrigation are complicated by the
fact that costs of operation and of maintenance or replacement
are sometimes not kept in separate accounts. Furthermore, some
forms of depreciation, such as the silting of reservoirs and the
lowering of water tables, are very difficult to estimate. Opera-
tions, replacements and additions to plant may be made in part
by the farmer’s own labor. The latter may at times be a significant
contribution to income in the form of investment. Likewise the



334 PART EIGHT

annual assessments for water may be used in part for additions to
the plant, that is, for investment.

(4) Insurance has not been handled satisfactorily in the farm
income account. There ought to be annual estimates of losses
from fire, flood, tornadoes and other such destructive forces. Re-
placements are necessary for the maintenance of the production
plant. Insurance paid to farmers on this account should be de-
ducted to determine the net loss and to this should be added in-
surance premium payments by farmers. This proposal applies
particularly to such items as barns, granaries and pumping sta-
tions. Should erosion be taken into account as a production cost?
To what extent is the coverage of such costs practicable?

(5) Shall the direct taxes the farmer pays be deducted from
gross income in determining net income? These taxes are pay-
ments to others for services, but only a part of these services are
direct contributions to production. The individual farmer may
consider all taxes a cost but the services furnished in return for
taxes to all farmers as a group are personal benefits or services. It
is important to segregate the payments for services that may be
considered personal from those that may be considered contribu-
tions to production because of the significant changes that have
taken place over a period of years. To illustrate, not many years
ago many roads in the country were maintained by farmers
through labor or poll taxes contributed directly for the purpose.
Not many years ago the children who went to high school from
the farm had to pay tuition, and all school books were furnished
directly out of the pockets of farmers. Today county or state tax
funds maintain the roads and pay the tuition of the high school
pupils from the farms as well as from the city, and in many states
even textbooks are free. It seems reasonable therefore to divide
the farmer’s direct tax bill into two parts, the one to be deducted
from gross income in determining net, and the other to be recog-
nized as a portion of the farmer’s net income paid to nonfarmers
for services. Suggestions are invited as to principles to be fol-
lowed in making this division in taxes.®

Turning to a consideration of a few problems in estimating
gross income, let us ask, how shall we value: (a) farm products
consumed on the farm; (b) the farmhouse as a place to live? In

6 See Gerhard Colm, Part Five, Sec. II, 1 and I1I, 1.



INCOME PARITY FOR AGRICULTURE 835

the Bureau we have seen no satisfactory alternative to valuing
food consumed on the farm at the prices farmers could obtain for
the same products marketed in the village. The significance of the
difference between the cost of the same foods on the farm at these
prices and their cost to families not on farms should be recog-
nized in the use of such data. What procedure would satisfy the
critics and at the same time avoid other serious defects in making
comparisons? Direct comparisons in other respects are also dif-
ficult, and the disadvantageous position of farmers in obtaining
other goods and services offsets to a considerable extent the dis-
advantageous position of nonfarmers in obtaining their food.

We recognize that some income valuation should be placed
upon the use of the farm dwelling. As with food, to undertake
to compare the dwelling with a dwelling in town and credit it
with the rent that would be charged for it in the city seems un-
reasonable. Many services and comforts are associated with city
residences that do not exist or can be had only by additional ex-
penditures in the country. I am introducing these two subjects to
encourage discussion of both points in the hope that we may re-
ceive some practical suggestions.

The index number of cost of living on farms is being recon-
structed with additional data to improve its dependability and
make it more inclusive. The data used to establish the base of
the index number series now current seem so scant that we feel
that we must collect additional data for this period. It also seems
desirable to include some additional items to make it more truly
representative of the cost of living. Heretofore the index has been
constructed entirely of commodity prices. Some service charges,
including telephone and electric light charges, are being added.
It is recognized that the weights must be revised and a few ad-
ditional price items added in order to construct a series that will
include and give due weight to commodities produced on the
farm. We may be led to construct three index number series:
(a) cost of living, including service charges, price of food fur-
nished by the farm and commodities bought for use in the family
living; (b) cost of living constructed from items weighted ac-
cording to purchases; (c) costs or prices and service charges re-
lated to production. It has been suggested that we should have
a price index number series related to investment. I find it dif-
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ficult to visualize the construction of such an index number for
farmers owing to the irregularity of investment and the difficulty
of distinguishing between expenditures for investment and for
maintenance.

To make comparable index numbers of cost of living on the
farm and in the city presents an interesting and difficult problem.
It seems to me that the best procedure is to aim first at obtaining
representative index numbers without undertaking to match
items or weighting. It should be recognized that the commodities
and services consumed on the farm differ in kind, quality and
quantity combinations. Any attempt to match them leads only
to confusion. House rent, however, presents a peculiar problem
that may deserve further consideration as probably requiring
different treatment. Perhaps house rent or allowance should be
omitted from the index numbers on both sides, omitting from
the farm income any allowance for the value of the residence as
a place to live and subtracting house rents from the income avail-
able to persons not on farms. What procedure would be best?

IIT The Distribution of Income

The distribution of income and of purchasing power among
those living on farms is of course also important. While no dis-
tribution is required by the Act, the development of policies with
reference to agriculture should take into consideration the effect
of economic changes and programs or plans upon the position
and well-being of farm laborers, tenants, subsistence farmers,
commercial farmers and part-time farmers, as these may be af-
fected differently to a significant extent. Is it feasible to classify
persons living on farms and to estimate changes in income and
in purchasing power by such a classification? One can see at once
many problems in drawing classification lines for the population
and obtaining satisfactory estimates of income distribution by
this classification. The construction of index numbers of cost of
living might not be so difficult, as this could be done simply by
the use of budgets and the selection of items or commodities
to be priced. The cost of savings for this classification, if such
were considered, would be much more difficult. Distributions
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by size of income in the nonfarm and farm populations would
also be very valuable information for an understanding of the
significance of economic changes in production and distribution
and of the effects of specific programs upon both the welfare of
the people as 2 whole and the several groups of the population.

IV Sampling Personal Incomes

In view of the many difficult problems in arriving at a compre-
hensive estimate of national income, and at a division of income
between farm and nonfarm population and in view of the im-
portance of knowing the distribution of income for these two
sections of the population, I submit the question, would it be
better to approach the problem through sampling personal in-
comes?

Data could be obtained annually from representative agri-
cultural producers, storekeepers, and from other large occupa-
tional groups. They could be collected by a sample census by the
United States Bureau of the Census, or by the several govern-
ment agencies that ordinarily have contacts with and offer some
services to occupational groups. A special sample census could be
supplemented by the state and Federal income tax returns. It
would be possible to obtain more measures of real income through
such a sample census schedule than can be obtained now from
available data. The data collected would show significant year-
to-year changes in the incomes of individuals and changes in the
size distribution of incomes in the several occupational groups.
Of course it would be difficult to develop a pre-War base with
which to compare data collected for the present. We ought,
however, to be considering the future as well as the past. If we
believe this is the best procedure for obtaining such data we
should now make plans.



Discussion
I M.R.BENEDICT

Dr. STINE specifically disclaims consideration of the validity of a
parity mmcome yardstick for guidance in government action. Thus
1s undoubtedly a wise limitation in view of the scope of the sub-
ject and the fact that the Bureau of Agricultural Economics
must for the present center its attention on the specific provisions
of the Act. He has drawn attention in a very excellent way to the
problems presented and to some of the possible lines of attack.

It seems only fair to Dr. Stine and his associates to state what
he has merely implied, that this phase of the Act seems to be
loosely drawn and ambiguous. As it now stands one can grant it
little merit in clarifying objectives in national policy. It is no
doubt an improvement over the old price parity concept in that it
gets away from the extreme rigidity in price relationships which
that criterion provided. It does not, however, segregate any rea-
sonably homogeneous and distinguishable group which should
be considered separately in national policy. The term ‘per per-
son on farms’ throws into this category a very miscellaneous
group. Some are commercial operating farmers on something that
approximates the family-size farm, or the family-size farm with
some small amount of hired labor. This is the group about which
the public usually thinks most in considering policy with re-
spect to farm problems. The provision as drawn, however, in-
cludes also a very considerable number of people who live on
farms but work in cities, the large scale corporate farmers, and
the large number of itinerant agricultural laborers, croppers and
other groups which have a very low level of income. To put the
matter briefly, it brings into the picture practically all the de-
grees of prosperity and lack of prosperity that exist in society as
a whole, except that agriculture includes few, if any, of those

338



DISCUSSION 339

with extremely large incomes. Nevertheless some even of these
may be brought into the picture if the provision is interpreted
literally, since some of the wealthiest people live on country es-
tates.

No program oriented specifically to crops and land is likely to
affect in the same way or even in the same direction the various
members of such a diverse group as that included in the category
‘per person on farms’. So far as the agricultural program is strictly
a soil conservation program, it is proper that payments be related
directly to land. To the extent that it is an income-transferring
device, it should not be related directly to land held, since this
means giving most to those who have most. Instead it would
seem that it should be related to human groups in terms of needs
or of merits, or both.

We should by now be thinking more precisely about the make-
up and homogeneity of the groups we are dealing with in income
and policy considerations. This means developing some sort of
breakdown of the nation’s population into groups that have some
reasonable degree of homogeneity. We can then study income
changes in terms of such groups whether they live in rural or in
urban areas.

These comments are not presented in criticism of Dr. Stine’s
approach. They imply rather the need for a new outlook farther
back than in the specific Federal agencies charged with develop-
ing income estimates. The new approach to the problem of parity
for agriculture, handled along the lines that Dr. Stine’s division
is developing, will no doubt contribute materially to a better
understanding of the income and expense situation of nonurban
people. Unfortunately it will not throw much new light on the
urban income situation and it still leaves us far short of an ade-
quate approach to the problem of income estimates for the various
important groups in nonurban areas.

There are few tasks that the Central Statistical Board might
undertake with better reason than to develop either a centralized
or a well-coordinated program of income estimates for the various
significant and recognizable economic groups in society. Until
some such procedure is developed, such a ratio as that called for
in this Act will have little meaning scientifically. By any rules
of statistical computation an average for groups so diverse as
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people on farms and people not on farms can have little signifi-
cance. The maladjustments within the groups must necessarily
be far greater than the differences between the two groups so
defined.

If, however, we follow Dr. Stine’s lead and think specifically
of the provision set up in the Act, there are still several problems
that seem not to be met adequately in any approach thus far
developed. Ideally the comparison of groups such as those the
framers of the Act had in mind would be in terms of the content
of living in the different lines of activity. Unfortunately there has
been as yet no satisfactory method devised for measuring this.
The only thing that can be done is to get as many indicators of
it as possible, and undertake to appraise relationships in living
content in terms of these indicators. Direct money income is
only one of them. As an example, let us take the change in the
comforts of farm life within the last twenty years. A vast network
of improved hard-surfaced highways has been spread over the
country, most of it at public expense. This has improved condi-
tions for both city and country residents but almost certainly has
been a greater boon to the latter, since the former already had
relatively easy access to stores, theaters, churches, etc. Such a
change cannot be measured, nevertheless it is of great importance.
Another widespread change is the improvement in the rural
school situation. Less obvious and perhaps less directly a result
of public action are the changes in availability of electric light
and power, of telephone and mail service. Most of these improve-
ments have come in since the base period indicated but will not
be measured in a computation of direct money income. Yet they
cannot well be disregarded as having accrued more or less equally
to farm and nonfarm groups. Many were already available to city
residents as early as 1910, though of course they have since be-
come much more general.

Referring to the problem indicated by Dr. Stine with respect
to possible double counting of income paid out for transporta-
tion, etc., it would seem that the ideal to strive for would be the
income available for consumption goods, services and savings.
Wherever possible it would seem desirable to follow the proce-
dure he has mentioned, namely, to offset against one another
items considered nonmeasurable or difficult to measure that are



DISCUSSION 341

substantially the same in both groups. For example, if housing
conditions could be regarded as substantially similar, a deduction
of house rental from the income of the man in the city and its
omission in considering farm income would seem justifiable.
Unfortunately this can hardly be defended owing to the differ-
ences in qualities of housing. Here it is very easy to give unwar-
ranted values to rather superficial qualities. The tendency is to
compare the city worker’s house, with its electric lights, running
water and sewage disposal, with farm homes, most of which
probably lack these conveniences. On the other hand, the farm
home may have spaciousness, privacy and often attractive sur-
roundings for which many a city dweller would gladly trade his
modern conveniences if he could still be within reach of his
work. If we consider the worst of the city dwellings and the
worst of the farm dwellings, there probably is not much to choose
between them.

Is it justifiable to divide estimates of income by ‘appropriate’
index numbers of prices of goods and services when part of such
income would be in savings accumulations, which presumably
are as valuable in the one place as in the other? It would seem to
me more logical to try to evaluate on a comparable basis the
consumption goods and services and add to these values the
estimated savings, both in money and in such items as land value
accruals. A ratio might then be established between the incomes
thus indicated. Although this would undoubtedly be more dif-
ficult, the data now being gathered could be used in part for this
purpose. Land value increases and decreases, even for farm lands,
accrue, of course, to both city and country dwellers; so a com-
putation of this kind would necessarily be extremely rough. Yet
this is the form that most farmers’ savings have taken in the past.

In 1910-14 farm land value accruals were an important source
of income to landowners. In recent years this item has been in
the main either small or negative. It seems now to be again
positive.

The omission or the term ‘net’ before nonfarm income seems
unwarranted though defended by some of those who participated
in drafting the Act. Certainly to be justifiable in policy making
the computations must seek to reflect the relative well-being of
the two groups. This can be accomplished only by using net in-



342 PART EIGHT

come for both groups, and by including both tangible and in-
tangible items. Values of intangible items can be deduced only
in terms of recognizable reactions to them. Of course, if the
various intangible items can be assumed to have changed about
equally in the two groups, the relatives of changes in cash items
may afford a fairly acceptable rough yardstick. Certainly it would
be a far more accurate measure of relative well-being than would
a direct comparison of money incomes in the two groups, which
has been presented from time to time and widely misinterpreted.
There is considerable danger in using for the purposes here con-
sidered values of farm products sold plus inventory changes, be-
cause many crop and livestock sales are from one farmer to an-
other. Much study has been given to this problem in the Bureau
of Agricultural Economics, but it is sure to arise more sharply
in these attempts to get at net returns in terms of goods sold
minus production expenses.

For public utility and mutual service agencies it would seem
to me that no great error would arise if farmers’ cash outlay for
these purposes were used. Inputs of farmers’ own labor would
not usually affect the situation materially, and except for large
new capital ventures the ordinary ups and downs of inventory
change, as in irrigation reservoir conditions and water-table
levels, are probably reflected in land values as accurately as they
can be appraised in any other way. Unless they are major changes
continuing in given directions, they will tend to equalize over
a period of years. The problem of losses and expense from fire,
floods and tornadoes mentioned by Dr. Stine represents an im-
portant gap in the data but one for which there would seem
fairly good possibilities of obtaining estimates. These, however,
will present a difficult problem in avoiding double counting of
values of new investments.

Since taxes are in part used as a means of transferring income
from group to group and from area to area, the most feasible
procedure would appear to be to attempt segregation of those
public expenditures which contribute to local welfare and to
regard these as income, but to treat all other taxes as expense.

In valuing contributions to family living, I am unable to find
any suitable basis for direct comparison except to use urban
prices or at least urban total budgets for both places. The point
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is made that the farm resident is put to greater expense in pro-
viding nonfarm items. This, however, is allowed for in the gen-
eral expense of farm operation. It is largely a matter of time
input; moreover it is offset partly by quantity buying at quantity
prices. Without this provision the large decrease in self-sufficiency
on farms since the base period may introduce a significant error.

It must be recognized that service charges, as for electric hights
and telephones, were very minor items in the base period.

In general the rather lightly stressed proposal for studies of
sample budgets would seem to me to offer the greatest promise
of real contribution, especially if recognizably different groups are
carefully sampled. The studies now being undertaken in lieu
of this approach seem likely to add to our knowledge of the
situation, but they are at best a makeshift.

In conclusion, it seems unfortunate that the effort now being
expended must be directed so specifically to a relatively meaning-
less comparison with conditions of a quarter of a century ago.
We should look now to significant studies of the incomes and
living conditions of the various social groups, seeking bases for
ameliorative programs wherever these are most needed, and
should abandon the present approach, which is based on illogical
groupings and on relationships in periods long past, as soon as
Congress permits.

I JOHN D. BLACK

Dr. Stine has made a very careful analysis of the problem of de-
termining income parity for agriculture under the latest version
of the Agricultural Adjustment Act. I shall concentrate my atten-
tion upon a few issues that he did not develop.

From the standpoint of administration, I am inclined to agree
with Dr. Stine’s suggestion that income parity could have been
determined more satisfactorily if it had been defined in terms
of net income with purchasing power omitted. This could have
been done very easily, simply by omission of the term ‘purchas-
ing power’ before ‘net income per person’, in the language of the
Act. If the Act had been so written, it would have been necessary
merely to take the ratio between net income per person of the
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entire population and net income per person of those living
on farms during 1910-14 and the current year.

There are good reasons for believing that the inclusion of
purchasing power in the definition will not bring us any closer
to the measure of change sought than a mere comparison of net
incomes per person. In the first place, the index of purchasing
power that 1s applied to total net income to adjust it to a content-
of-living basis should relate to all classes of the nation’s popula-
tion. It is not satisfactory to have a cost of living index referring
solely to the laboring classes or solely to low-income groups, as
will be the case with the indexes based on the budget data now
being collected. Cost of living indexes based on budgets of low-
income groups are certain to overweight foods and other necessi-
ties and underweight such items as automobile costs which in-
crease rapidly with increasing income. It may be that, for the
purposes in hand, what we want is an index in terms of foods
and other necessities. But if so we should not call it-a purchasing
power index for the entire population; it will be an index for
the low-income groups alone.

Perhaps more important is the fact that the net income figures
take account of changes in the quantities of goods produced as
well as in the prices received for them, whereas an index of pur-
chasing power measures price changes only; that is, does not
include changes in quantities of goods consumed. As the content
of living of the population rises, the quantities rise also. If it is
in general true that all goods produced are consumed, except
for temporary irregularities arising from varying proportions
of producer and consumer goods production and the like, then
it is important that the quantities on the consuming side be
included along with the quantities on the producing side.

Finally, the content of living includes many intangibles that
are difficult to reduce to a value basis. Their number may even
be increasing along with the increasing expenditures of public
funds on education, roads, health, sanitation, police protection,
and also with the great increase in the amenities of life that
come with modern inventions such as the telephone, radio and
cinema. Who is ready to say that the changes since the base
period have affected country and city alike?

Do not the foregoing considerations make one really doubt
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whether we shall get any closer to a comparison of per capita
farm and nonfarm incomes after we have fooled around with
an adjustment in terms of a purchasing power index than if
we had been content with per capita net incomes alone?

Perhaps, however, introducing purchasing power into the
measure of parity may prove in the end to have been worth
while if only it leads to putting the entire comparison on an
index basis, that is, the net incomes as well as the purchasing
power. If that were done, then our comparison of parities would
be in terms of ratios of index numbers, pre-War and current.
The principal advantage of a comparison on an index basis is
that it avoids statements in terms of absolute amounts, which
the layman is bound to compare with one another, when in fact
these absolute amounts are not really comparable. From this
point of view, the statement of parity in the Act is a long step
forward in that it recognizes that the ratio of farm to national
income per capita need not be 100, but something perhaps much
less than 100—perhaps as low as 60 to 70 in some sections of the
country. These two income figures cannot be comparable, for
they are in terms of sets of values in localities as different as Eu-
rope and the United States. I doubt, for example, if there is any
more difference between the content of living of farm families
in Denmark and the United States than there is between farm
families and urban families in the United States generally. When
we take into account geographic variations within the United
States, the comparison becomes even less satisfactory. This is well
illustrated by the circumstance that in the New England states
the difference between farm wages with and without board, esti-
mated by crop reporters most of whom are farmers, is about $25
per month whereas in the southern states it is about $10 per
month. This large difference arises in part, it is true, from dif-
ferences in the content of living in these two areas, but in large
measure it arises from differences in the valuation of approxi-
mately equivalent utilities.

If this whole comparison were on an index basis, there would
be a quantity index to go with the price index in the net income
part of the equation. It would be at once apparent that we needed
the two to make the income index. I do not mean that we would
need price and quantity indexes calculated according to Dr.
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Fisher's ‘ideal’ formula. For a few years, price and quantity in-
dexes independently derived come very close to making excellent
income indexes if based upon any good formula.

It would then be obvious that we needed both quantity and
price indexes for the expenditure or living part of the analysis.
Dr. Stine’s presentation so far as I can see has overlooked the need
for measuring quantity changes.

If this comparison were on an index basis, the choice of a base
year or period would become important. It would be necessary
to have such periods not too far apart if changes in production
and living proceed at the pace of the last twenty-five years. This
difficulty could be met by shifting to a new base period and a
new weighting period at roughly ten-year intervals. It is not likely
that the break in index numbers from the old series to the new
would be at all abrupt. If it were, certain smoothing devices could
be used.

The base is important for the purchasing power index even if
income is not put on an index basis. Certainly it is not satisfac-
tory to use weights of the 1910-14 period in a purchasing power
index to be applied now. Using weights of a recent period makes
comparison with 1910-14 also wide of the mark.

I note that Dr. Stine does not wish a comparison of farm and
nonfarm purchasing power in terms of indexes using matched
items; he wishes each index series to stand on its own feet. It
seems rather strange for Dr. Stine to take this position in view
of his insistence in the past that we need a special index number
for each purpose. Here we have a situation in which separate in-
dexes each made in terms of its own regimen produce results that
are useful for comparisons of change in their own universes, but
are not suitable for comparison between universes. If there is
any solution at all, it must take the form of a regimen made up
of items common to both, and as for the rest, of the best equiva-
lents that can be found. The resulting comparison will by no
means be precise, but it will come nearer to serving this special
purpose than the two series each standing on its own feet. It is
interesting to note, in this connection, Dr. Stine’s insistence also
on one agricultural income series that will serve all purposes.

Dr. Stine has suggested that the critics of the present agricul-
tural income series, in which farm-produced commodities con-
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sumed by farm families are valued at the farm, should offer an-
other solution if they do not like the present one. Here is a case
where there can be no real solution, unless it is to have two sepa-
rate index series, one in which all the commodities included are
valued at the farm and another in which they are all valued in
the city. The only possible approach to a single series is to match
the two regimens as nearly as possible, as was suggested above
for index numbers.

Dr. Stine has questioned whether rents should be included.
Obviously if as the years pass housing becomes a significantly
more or less important part of family living in the country as
compared with the city, or vice versa, it will not do to omit rents
in making up either an income or an index series.

The principal omission in Dr. Stine’s paper is his failure to
present the need for regional income parity comparisons. It seems
to me that these are needed for major type-of-farming regions,
for example, for the cotton states as a unit, the tobacco states,
the dairy states. I see no reason why for index purposes some
states should not be included in more than one region. The need
for index series rather than income series becomes particularly
evident when we conceive the comparison in terms of regions.
Thus expressed it is possible to measure relative changes between
regions from year to year and at various points in cycles of pros-
perity and depression. Of course the choice of the base period in
which all the index numbers are made 100 becomes very im-
portant.

The final question that Dr. Stine raises is whether income
parity comparisons should be based on totals as at present or
should be based upon sample data collected for this purpose.
A much larger sample would be needed than any that the De-
partment of Agriculture has thus far developed; and it would
not be safe to rely upon mailed questionnaires—there would be
altogether too much selectivity in the results. We can also feel
assured that we would need the total estimates as a check on the
sample. No doubt, however, some details of the total estimate
could be omitted.

Dr. Stine began his paper by saying that the Act had deter-
mined the choice of a base period for the income parity com-
parison. I have a letter from Robert Martin, the author of a
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recent National Industrial Conference Board book on farm in-
comes, in which he takes the position that Dr. Stine, or at least
the Bureau of Agricultural Economics, is by no means free from
responsibility for the choice of this base period; that the work
of the Bureau of Agricultural Economics furnished the founda-
tion for this choice, and that it no doubt participated in the
working out of the price parity policy. Whether or not Dr. Stine
is properly subject to this judgment, we can be assured that L. H.
Bean must be, since he helped develop the income index series
while in Dr. Stine’s department and later helped devise the in-
come parity comparison in the drafting of the latest version of
the Adjustment Act.

II1I O. C. STINE

I find myself in accord with many of the points presented by
Doctors Benedict and Black. Their discussions make material
contributions to the development of the subject. Their answers
to several questions proposed by me will be helpful in carrying
out our plans for estimating purchasing power per person on
farms. Perhaps one point deserves specific comment—the omis-
sion of the need for regional income parity comparisons. I quite
agree with all that has been said on this point. My failure to
present it is due to the fact that the Act does not prescribe it,
and we failed to persuade those upon whom we are dependent
for funds to consider the development of regional estimates and
price indexes as being required under the Act and necessary at
present.
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