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PREFACE

This book sets forth the income-creating power of taxation.
The method of taxation will be seen to be preferable to con-
tinuous government deficit spending as a means of raising the
level in income in an underemployment equilibrium. In many
cases, if not most, the former is a more powerful instrument
than the latter in creating income. In the long run the income
created per dollar of tax outlay may be, and is likely to he,
larger than that per dollar of government deficit plus interest.
To be sure, this is true only after many income periods; but
the method of taxation possesses additional advantages, It fol-
lows that government deficit spending should be an interim
and temporary solution which precedes and helps to establish
income creation by means of taxation.

These conclusions follow from the analysis, which is perhaps
the only contribution of this essay. The analysis applies the
muitiplier technique to the theory of tax incidence. There is
here little originality in either field separately. Nevertheless, as
Professor Clark writes, “good, fresh answers do not have to
wait for the discovery of some mysterious and hitherto un-
known device or principle. They are generally reworkings and
recombinations of material that is not wholly new.” (John M.
Clark, Demobtlization of Wartime Economic Controls, p. 203.)

Being a combination of the multiplier technique and the
theory of tax incidence, this essay is on a high level of abstrac-
tion. In my opinion, however, the conclusions which follow
from this approach justify the necessary effort. Income crea-
tion by means of taxation provides the missing instrument in
an inclusive general policy, the purpose of which is to meet not
only the problems of cyclical fluctuations but also the problems
of secular stagnation.

I wish to express my deep gratitude to those who took time
out of their already crowded lives to criticize my work, for it is
through criticism that one progresses. Professor Arthur E. Mon.
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roe in editing my article in the Quarterly Journal of Economics,
from which this book developed, made many stimulating sug-
gestions. Professor Seymour E. Harris has my lasting gratitude
for urging me into additional efiort and for many helpful criti-
cisms of the final draft. T am also grateful to Professor W.
Rupert Maclaurin, an old friend and classmate, for reading an
early draft of the manuscript and for suggesting many helpful
changes in its form and organization. Particular thanks go to
many Bryn Mawr students too numerous to mention for devot-
ing much of their free time for the past six years to the prepara-
tion of the manuscript. It is the better as the result of their
many helpful suggestions.

Some of the analysis in Chapters 111, IV, and VII has been
combined into an article which appeared in the Ecomomic Jour-
nal, March 1949, This article omits one whole aspect of the
problem and serves only as an introduction. I am also indebted
to Professor R. F. Harrod for helpful suggestions in the prepa-
ration of this article. In conclusion, I wish to thank especially
Miss Mary L. Terrien for her careful and skilliul reading of
the proofs. I am, of course, responsible for all remaining errors.

J.C.H.
BRYN MAWR, PENNSYLVANIA
JANUARY 1, 1930
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CHAPTER I

INTRODUCTION

RECENT LITERATURE sHows little interest in the problem of
income creation by means of taxation. This essay attempts to
fill that gap in present economic theory. The rapid recent de-
velopment of fiscal policy has concentrated mainly upon gov-
ernment deficit spending, with the result that the analytical
techniques which developed this aspect of fiscal policy have
been inadequately applied to taxation.' Had such an analysis
been made, fiscal policy might be regarded with more favor by
the orthodox and the present confusion among economists might
be less.

Although Professor Hansen admits that taxation and even
consumption taxes may be income creating, he believes that
government deficit spending is a more powerful means of in-
come creation.? He is able to reach this opinion because he
fails to state adequately the income-creating power of an in-
crease in taxation and ignores the difference in the power of a
deficit to create income in the short and in the long run. On
the other hand Sir William Beveridge® prefers taxation in the
long run, although he reaches this decision on noneconomic
grounds and on the condition that taxation and deficit spend-
ing are equally possible. He avoids the problem by assuming
the hypothesis that the two methods are alternatives. Never-
theless, both men agree that government spending is the only
means, at times, of maintaining a high level in income and em-
ployment. In contrast to this, B. M. Anderson holds the directly
opposite opinion.* His advice is to reduce government expenses
to balance the budget and to permit a reduction in taxes, This
will encourage private enterprise to expand its spending. An-
derson ignores the fact that in depression private spending is
declining, and that a reduction in government spending would
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aggravate this decline and deepen the depression. This wide
difference of opinion, which is not confined to these three men
but exists generally among economists, can be resolved by the
application of the policy of income creation by meaas of taxa-
tion, and each opinion is found to be true within a limited set-
ting.

The following facts raise interesting questions. Within the
period 1913 to 1942 in the United States the revenue of all
governments increased tenfold,” the national income tripled,®
and interest rates and bond yields were the same at the end as
at the outset.” Would income have increased more or less if
the increase in tax receipts had been less? Which way does
caunsation run, from taxation to income or vice versa? Why did
not interest rates and bond vields reflect the increase in taxa-
tion? These figures include all kinds of different taxes and the
question arises, ‘“What is the influence upon income of each of
the various kinds?” The period includes a high prosperity and
a deep depression. What difference does this make? Let us
begin by examining the views of the classical economists.

Tae OMI1S310NS OF THE CLASSICISTS

Although the classical economists® and those recent students
who still adhere to their views follow a logical analysis which
leads to consistent conclusions, their general theory is based
on the assumption of continuous full employment. The validity
of this concept rests on several underlying conditions of the
classical system: first, complete mobility of the factors of pro-
duction and the flexibility oi prices; second, the absence of
hoarding.® All money is spent either for consumers’ goods or
for producers’ goods, and the classicists believe that the rate
of interest determines the share of the national income which is
consumed on the one hand, or saved and invested on the other,
As a corollary of this condition, there could never be an insuf-
ficlency of investment opportunities, for they argued that in-
come could not remain unspent. Either the fall in the rate of
interest would open up new investment outlets for the existing
savings, or this purchasing power would be spent for consump-
tion.
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The concept of continuous full employment, which the clas-
sicists hold in their general analysis, leads them to a serious
omission in the field of taxation. Their conclusions concerning
the results of the collection and dispersal of taxes are based
entirely upon this belief.’® This first omission by classicists in
the past has contributed to the failure of students in the present
to analyze taxation as an instrument of income creation.

The second omission of the classicists concerns the influence
of the imposition of taxes upon the way in which the taxpayer
divides his income between consumption and saving. The clas-
sicists advocate any measure which increases saving and invest-
ment, and oppose any which diminishes them. They realize that
the only way to increase the output of goods and services is by
an expansion of producers’ goods, which requires saving. Of
course, there is the possibility of a new invention or the dis-
covery of a new process of production. These are developed,
however, not as the result of government policy, but rather by
unique individuals, To reduce saving and hence investment
would, they hold, diminish the real income of the economy.!

The classicists oppose taxes which reduce the community’s
willingness to save and invest, or which are paid directly out of
saving, on the ground that they contract real income. This argu-
ment, however, is true only in the case of full employment.
Once they had committed the first omission, the second was
inevitable. On the other hand, if they had seen the possibility
of secular stagnation, they might well have realized that the
payment of new taxes out of saving might raise income and
employment.

The third omission of the classicists, which also {cllows from
the first, is that they failed to foresee that the tax outlay might
be used to expand private investment. They, of course, clearly
recognized that subsidies and bounties could be used to expand
certain industries. Nevertheless, such outlays were regarded as
bringing about uneconomic use of resources. The natjonal in-
come was reduced because resources were not applied to their
most productive employments. They neglected to see that tax
outlay might be used in periods of unemployment to expand
private investment and to raise the national income.
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The failure of the classical analysis to recoguize first that
prolonged unemployment is possible, second that the payment
of taxes out of saving may increase production, and third that
the expenditure of the tax receipts may be used to encourage
private investraent and to expand production and employment
created a gap in the theory of taxation which has prevailed until
recently. It is apparent that these omissions react upon and re-
inforce ane another, so that the possibility of using taxation as
an instrument to create employment and income did not occur
to the classicists. '

ProLoxNGeED DEPRESSION

If the possibility of prolonged depression were remote, this
study would be an intellectual curiosity.’® But prolonged de-
pression, that is, a depressed period of more than two years,
has occurred many times in the history of the United States.
Following the end of the war of 1812, there was depression from
1815 to 1821. Beginning in 1837 there was depression until
1843, except for a temporary revival. The prosperity which
followed the immediate readjustment period after the Civil
War ended in 1873, and bad times lasted until 1878. Again in
the 18905 there was prolonged depression. From 1890 to 1897,
business was depressed except for a short-lived minor recov-
ery.'”® Beginning in 1930, there was unemployment until the
war orders put the idle capacity to work at the end of the dec-
ade, nor is the record confined to the United States. England,
France, and Germany have passed through such periods. Cer-
tainly this phenomenon is not unusual, and we would be over-
optimistic not to expect it to recur at some time in the future.

Prolonged depression exhibits features which are, in the main
outline, characteristic of all the periods. The first of these char-
acteristics is the general unemployment of labor. In most in-
dustries, men who are willing to work at the existing wage rate
cannot find work, and submarginal or sub-subsistence wages
are also signs of prolonged depression. In all the major depres-
sions in the United States, the statistics show a migration of
city jobless back to the farms. Such submarginal working con-
ditions provide employment and help to maintain production
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in general. Nevertheless, the living conditions of these workers
may be worse than for those who live off the dole or work on
relief. General unemployment is an important sign but not the
only criterion. The second characteristic is the unemployment
of material resources. Farms, factories, and furnaces stand un-
used and unproductive, The third characteristic is the decline
in the rate of increase in production. During prolonged depres-
sion, output fails to increase at the rate at which it was grow-
ing, or falls absolutely. Not until the depression of the 1930’s
did production in the United States fall. Americans produced
less in most of this decade than they had in the late 1920’s,
The fourth characteristic is the accumulation of idle bank re-
serves and unused loanable funds, Bankers have funds to lend
when the sound borrowers appear. With idle reserves in the
banking system an expansion of loans and deposits of several
times the available reserves is possible. To be sure, there may
be short-lived banking panics in which a growing liquidity
preference on the part of non-banking businesses and indi-
viduals causes a tightness in the money markets. Bank reserves
may be temporarily insufficient. In general, however, bankers
are willing and able to lend, but sound and solvent borrowers
are not available. The fifth characteristic is the lack of suffi-
cient business initiative to employ these economic resources.**
Profits are low, if not nonexistent. Entrepreneurs do not an-
ticipate large enough profits from new investments to make
use of them. As a result of their unwillingness or inability to
make sufficient investment, the economy is stalled.

In The General Theory of Employment, Interest, and Money,
Keynes characterizes prolonged unemployment as an under-
employment equilibrium. He holds that continuous full em-
ployment is a unique special case, just one of many possible
cases of equilibrium. The economy may be, perhaps normally
is, in an underemployment equilibrium because there is no au-
tomatic seli-regulating mechanism to raise employment and
income.

Under the Keynesian analysis, there are only two phenomena
which can lift the ecoromy to full employment and then main-
tain it there, and these lie outside the normal functioning of the
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economic process. They are, first, fiscal policy, and second, the
discovery of new capital-using improvements. An underemploy-
ment equilibrium, or prolonged unemployment, is not a static
equilibrium, and is consistent with continual technical prog-
ress.'”” New improvements of both a capital-saving and capital-
using nature are permissible. Only the capital-using improve-
ments must be neither so profitable nor so extensive as to
expand investment sufficiently to reach full employment.

Hansen refers to prolonged unemployment as stagnation.
He too believes, however, that the economy enjoys progress.
Capital-saving improvements create new and better goods even
in stagnation; there are also capital-using innovations which
may revolutionize production and develop new industries. Nev-
ertheless, these investment outlets are insufficient to make use
of all the saving which the economy would set aside at a high
income level.

Prolonged unemployment or stagnation, or an underemploy-
ment equilibrium, means that the economy is not producing the
output of which it is capable. The technical knowledge, the
man power, the material and natural resources, and the neces-
sary loanable funds are all available. Entrepreneurship, enter-
prise, is lacking. The question is how to encourage the un-
dertaking of new ventures and thereby to raise employment,
production, and income both for the present and the future.

GENERAL STATEMENT OF INCOME CREATION
BY MEANS oF Taxarion

Income creation by means of taxation operates through both
divisions of national income, consumption and investment. The
imposition of a tax causes taxpayers to consume a larger pro-
portion of their disposable income {unless of course they were
consuming 100 per cent of it before the tax). When the tax re-
ceipts are spent for consumption by the community as a whole,
total consumption increases. When the receipts are spent to ex-
pand private investment, consumption may decline at the out-
set; but this is more than offset by the increase in investment.
The national income begins to rise, and after only a few income
periods consumption is larger than before the imposition of the
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tax. The influence of higher taxes of all kinds upon consump-
tion and investment, and of the spending of the receipts for
social consumption or to expand private investment, is the sub-
ject for amalysis throughout the rest of this book. It will be
argued that, during unemployment, there is an appropriate tax-
ing and spending program which is able to achieve full employ-
ment in all situations.
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THE RESULTS OF TAXING AND
SPENDING THE RECEIPTS

THE FIRST STEP towards understanding the creation of income
by means of taxation is an analysis of the results of taxation
and of the spending of the receipts. The results depend upon
the source of tax payment and the impact of different taxes
upon investment. These results, nevertheless, may be modified
by the way in which the tax receipts are spent. This chapter
presents an analysis of these aspects in general terms. It thus
serves as a background for later chapters.

THE Sourciks oF Tax PAYMENT

During prolonged unemployment, there are four sources from
which taxes are paid. First, taxpayers may reduce their con-
sumption by the amount of the tax. The poor, who devote all
their income to consumption, may well have to reduce their
consumption by the full amount of any tax. On the other hand,
the taxpayer who normally saves a proportion of his income is
not likely to pay the tax entirely out of income which otherwise
would have gone into consumption.

The second source of tax payment is saving which would
otherwise have been invested. Instead of reducing their con-
sumption at all, the rich may prefer to meet the whole tax by
investing less. While the rich may pay for the whole of their
tax out of this source, the middle class is likely to reduce its
consumption as well as its current investment, Obviously, this
source is not available to the poor.

The first two sources of tax payment do not cause any in-
come creation directly, setting aside the influence of the spend-
ing oi the receipts and the influence of the tax upon investment.
The income which would have been devoted to either consump-
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tion or investment by the taxpayers is instead spent by the
government. Nevertheless, the greater the extent to which taxes
are paid out of saving and not out of consumption, the greater
is the income creation; because, other things being unchanged,
new funds are invested to replace the saving which is devoted
to the payment of taxes. This aspect of the problem is explained
at greater length in later pages 47-57.

The third source of tax payment is hoards of idle money ac-
cumulated in the past. During prolonged unemployment, many
individuals and corporations build up their idle balances or hold
unspent money. The imposition of a tax may cause the {axpayers
to put a portion or all of this idle money to use. Instead of re-
ducing current consumption and investment, the taxpayer may
diminish his hoard. This newly spent purchasing power becomes
a part of the income stream. It is spent and re-spent by future
income recipients. Obviously, the tax is income creating to this
extent. As long as the taxpayers draw on their hoards there is
new income being created, but this painless process can con-
tinue only until the hoards are exhausted. Idle bank reserves
which have been accumulated to satisfy the liquidity preference
of the banks cannot be directly drawn upon. The banks could
not pay their taxes with them, as they are a part of their assets
and not a part of their income. Nonbankers have no right to
them.

The fourth source of tax payment is the sale of property to
investors who thus make use of their uninvested reserves. Tax-
payers may be unwilling to reduce their current consumption or
their current investment, and instead prefer to sell an old asset
to a bank or to someone who buys it with new funds. Thus new
money is injected into the economy. The tax is income creating.

The sale of securities and other property by taxpayers may
cause their value to fall below the long-run price. The antici-
pated yield from these assets may be estimated no less accu-
rately after the tax-spending program is introduced than before.
Once the estimated future yield and the taxation program are
known, the markets are able to calculate their long-run value.
If the price of the assets falls below the long-run estimate,
bankers will be willing to part with some of their liquid reserves



i0 CREATION OF INCOME BY TAXATION

and invest. Alse speculators and other nonbanking investors
will find it profitable to borrow and buy the undervalued as-
sets. Their depreciation below their long-run price can only be
femporary.

The long-run price may or may not be influenced by the tax-
ing and spending program. The special conditions of the kind
of tax which is imposed and of the manner in which the receipts
are spent influence the value of all assets in general and of some
assets in particular. At present it is possible to say that only if
the long-run price is unaltered by the taxing and spending pro-
gram, investors should suffer no capital loss in a perfect market.
However, many markets are not perfect; shori-run expecta-
tions may diverge from the long run and dominate the markets;
and the program of taxation may depress the long-run value of
assets, in which case investors suffer a capital loss.

The two cases of income creation which are the result of the
payment of taxes out of newly created purchasing power will
receive only passing reference. Not that these cases are un-
important, but they are so simple they require no further
analysis. They are one faucet from which is drawn the new
means of payment necessary for income creation.

THE ImpracTt oF TAXATION UPON INVESTMENT

The influence upon investment of the imposition of a tax de-
pends upon the kind of tax which is levied. It is impossible to
analyze here all of the many special taxes which are common
today. We can discuss only three general kinds: consumption,
property, and income taxes. The present discussion deals with
the influences upon investment of each of these types in gen-
eral. The multitude of special consumer taxes, such as tobacco,
liquor, and gasoline taxes; sales taxes; and hidden taxes im-
posed on the consumer through higher prices; or the many
kinds of property taxes on land, buildings, personal belongings,
and securities, would require more space and effort than their
analysis warrants for the present argument. This omission sim-
plifies the discussion and in no way vitiates the conclusions.

The imposition of taxes upon certain consumers’ goods, par-
ticular kinds of property, and special sources of income, while
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exempting other consumers’ goods, property, and other sources
of income, causes a shift in investment.? The same result fol-
lows from uneven rates in taxes, Immediately after the tax, one
field of investment is relatively less profitable. Over the adjust-
ment period, investors will move saving into the more profitable
lines and out of the taxed industries, until eventually the fall
in the return, which is due to the introduction of new investment
in the less heavily taxed field, equals the net return after taxes
in the fields which are burdened. The gross return in the lat-
ter fields slowly rises during the adjustment period as invest-
ments are withdrawn, Investment may expand in one line and
contract in the other; and the net effect, whether an expansion
or a contraction, depends upon a variety of conditions of which
the more important are the following. The higher the tax, the
greater is the reduction in demand for the taxed commodity.
The more elastic the demand for the taxed commodity, the
greater is the reduction in demand which results from a given
tax. And finally, the greater the proportion of capital which is
employed in the taxed industries as compared to the nontaxed
industries, the larger is the reduction in investment. On the
other hand, the higher the profits in the nontaxed field and the
more elastic the demand for its output and the more elastic
the demand for capital in this field, the larger is the expansion
in investment. New investment may be necessary to satisfy the
increase in demand. A high tax on wooden buildings may make
them so costly that only brick ones are erected. The increase in
demand for bricks and mortar may result in so large an expan-
sion of investment in these lines that it more than offsets the
contraction in lumbering. There is income created when there
is a net increase in investment as a result of the tax. Some of
the unemployment resources of the economy are put to work.

GENERAL TAXATION ON CONSUMPTION

Although a general consumption tax is likely to cause some
shifting of investment which results from changes in cob-
sumption patterns in the main, taxation which falls on con-
sumption in general does not influence the supply price of in-
vestors. Savers do not invest unless the return is sufficient to
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pay for the risks, the costs of bringing borrower and lender
together, time preference (that is, the preference of the present
consumption over future consumption), and liquidity prefer-
ence (the preference of readily salable assets over those which
are exchanged with difficulty). If savers were always willing to
invest all they cared to save without regard to the return from
the investment, there could be no prolonged unemployment.
FEconomists have drawn a variety of supply curves for saving.
The imposition of a general consumption tax does not alter
the position of any of the curves. The schedule of the supply
ptice of saving neither rises nor falls as a whole. Its slope is
unchanged.

Nevertheless, the imposition of 2 consumption tax prohbably
causes a reduction in saving. The same lump sum spent for con-
sumption buys less after the tax than before. The same volume
of saving requires more self-denial and the foregoing of more
pleasures from the same income which is reduced by taxation.
The logical conclusion follows that the consumption tax causes
a shift of saving from investment to consumption.

This reduction of saving along the supply schedule, which is
unaltered by the consumption tax, is made up by an inflow from
hoards and bank reserves. Total investment need not decline
because the intersection of the schedule of the marginal ef-
ficiency of capital with the supply curve is at the same point.
There is income created when the receipts are spent because
of the inflow of new funds,

PropPERTY TAXES

In discussing the influence upon investment of the imposi-
tion of property taxes,® three kinds of property must be distin-
guished: consumers’, non-durable producers’, and durable pro-
ducers’ property, such as land. The case of property used for
consumption has been analyzed already in the discussion of
consumption taxes. Investors’ supply price remains unaltered
by a general tax on consumption.

In order to understand the impact of a general tax which is
imposed upon both old and new equipment, the analysis must
include the reactions in consumption and in investment. When
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the tax is levied on old equipment which is in use, the tax must
be paid in one of twa ways: either out of income which other-
wise would have been spent, or out of idle funds. When the tax
is not paid out of new money, it must come from income which
otherwise would have gone for consumption and investment. In
this case the single enterpriser or corporation has less income
available for the factors of production. Their incomes are re-
duced by the amount of the taxes and they have less income
available for consumption. In this respect the general property
tax on old equipment is not unlike the general consumption
tax, for both diminish available income. The decline in avail-
able income raises the proportion which individuals spend for
consumption. When the spending of the tax receipts is added to
the increased proportion of individual consumption, the com-
munity is spending even a larger shave of its income for con-
sumption.

In addition to this reaction, there is the influence of the tax
upon the purchase of new equipment. New equipment may be
sold both for the replacement of obsolcte and worn-out fixed
and working capital and for the expansion of capacity. In the
case of either replacement or new investment, a marginal pro-
ductivity of the equipment must cover the tax. The price to the
buyer is raised and less new equipment is bought. The decline
in replacement reduces available income. Some replacement
{funds remain idle; likewise new investment declines, The higher
cost which the tax inflicts reduces the profitable new uses to
which the equipment can be put. The fall in total investment
causes either income creation or destruction, depending upon
the extent of the decline relative to the change in consumption
including the tax outlay. The conditions in which the decline
in investment is large are as follows: {2) the higher the tax, and
(b) the more elastic the schedules of supply and demand, the
greater is the reduction,

1f the impact of the tax is to cause income destruction, the
decline in investment must exceed the change in consumption
including tax outlay. The conditions in which the change in
consumption is likely to offset the fall in investment are as fol-
lows: (a) a large amount of old equipment relative to the cur-
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rent production of new; (&) willingness of consumers to pay
the tax out of saving; and (c¢) a high tax, providing it does not
lead to the destruction of the property.

Although this observation cannot be proved until later, the
income destruction that might occur under the conditions listed
above can be more than offset by levying a difierent kind of tax
and by spending the receipts to expand private investment. The
same conditions which cause income destruction are favorable
to an expansion in private investment when the receipts are
spent as an inducement to investors. The income destruction
described above can be avoided and turned into income crea-
tion.

An inclusive tax on equipment almost certainly falls more
heavily upon some branches than on others, with the result that
there is a shifting of investment between branches, as well as
the above readjustment in total investment. A general tax on
equipment also exempts land and possibly other very durable
assets. Land is relatively more profitable; it will be substituted
for the taxed equipment when the technique makes it possible.
The extent of the movement depends upon the elasticity of sub-
stitution.

The influence of a general land tax* upon investment depends
upon the kind of tax. Where the tax varies according to the
value of the land, its marginal uses are unaliered. In agricul-
ture, for example, the extensive and intensive margins of cul-
tivation are unchanged. At these points the land as such has no
value and requires no tax payment. Agricultural cutput remains
as before the tax. The value of the land which is taxed falls as
investors capitalize the tax. Land owners suffer a capital loss.
Investors would not alter their supply price, and the supply
schedule of saving would remain as before the tax. The tax
impinges on land rent and not upon the return from capital
equipment.

In contrast to the tax which varies with the value of the
land, there is the flat tax per acre. Extensive land use is bur-
dened relatively to intensive use, and the former would give
way to the latter. Intensive use requires more investment per
unit of land. The extensive land would become waste land, out-
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put would decline, and more intensive cultivation of the fer-
tile Jand would become profitable. The increase in investment
may create more income than the withdrawal of the extensive
marginal land destroys., Some of the conditions which favor
income creation in this case are: a large reduction in output
resulting from the removal of the extensive marginal land, a
technique which requires large investment to expand output at
the intensive margin; and a small destruction of income at the
extensive margin. Although the flat land tax differs from the
land tax which is based on value, both are alike in that neither
alters the supply schedule of saving,

The process of income creation which results from a land tax
of either type is in general the same as that arising from a gen-
eral consumption tax. The supply schedule of investment is
unaltered by the tax. The payment absorbs a portion of current
saving. This gap opens up the opportunity of investing an
equivalent amount of funds which were held as hoards or idle
bank reserves. The increase in purchasing power is income cre-
ating.

IncomeE TAXES

The only remaining group of taxes is that of income taxes.
They may be based upon the income of individuals and of cor-
porations, and the tax rates may be proportional to the base,
or progressively higher as the base increases. In the case of all
such levies, they are paid out of funds which otherwise would
have been consumed or saved. In addition, all of them raise
the supply price of saving which the taxpayers are willing to
invest.5 That is, the taxpayers include the tax in the return
which is necessary to induce them to invest their saving. In gen-
eral, the impact of income taxes upon consumption, saving, and
investment is similar to that of property taxes.’ Let us, how-
ever, analyze separately in more detail personal and corporate
income taxes.*

* The difficult problem of determining personal and corporate taxable income
is not examined in this essay, first, because I have no contribution to add to those
already suggested by Harold M. Groves in Production, Jobs, and Taxes and by

the Committee on Postwar Tax Policy in A Tax Program for a Solveni America;
and second, because there will still remain, after taxable income is correctly defined,
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The personal income tax is clearly paid out of income which
would be either consumed or saved. The level in income deter-
mines the share which is taken out of consumption or out of
saving. The poor must pay the entire tax by reducing their
consumption, while the very rich may pay their entire tax out
of saving.

The impact of the personal income tax upon the taxpayers’
willingness to invest out of income is more difficult to analyze.?
The taxpayer includes the income tax in bis supply price of sav-
ing. In the case of the proportional tax, the supply prices of all
the different taxpayers are raised by the same multiple. A 50
per cent tax doubles the supply prices. In the case of the pro-
gressive personal income tax there is the same result within
each income bracket because the same tax rate is applicable.
Between taxable income brackets, however, there are different
tax rates, with the result that taxpayers include in their supply
price that tax rate which is applicable to their income. The
higher the income, the higher the tax rate, and the greater is
the increase in the supply price.®

The reaction in investment which is the result of raising the
supply price of the taxpayers depends upon a variety of con-
ditions: (¢} the more elastic the demand schedule for invest-
ment, the greater is the reduction in investment which results
from a given increase in the supply price; (&) the more elastic
the supply schedule of taxpayers, the larger is the decline in
investment; and (¢) the greater the expansion in investment of
banks and corporations which ignore the personal income tax,
the more complete is the offset to the decline in the investment
of taxpayers. In general, the more inelastic the schedules, the
smaller is the reduction in investment and the more nearly is
the reaction equal to that when the banks and corporations off-
set the decline in investment of taxpayers. On the supply side

?he more fundamental problem of the impact of income taxation upen the national
income. I do not imply that the correct definition of the taxable income does not
!nﬂuer?ce the income creation which is the result of the tax. Clearly, for example,
1f' capital gains arc taxed while capital losses are not deductible, investment is
dlsco‘u:fage{i and the income creation thereby diminished. Even after the correct
definition is determined there remains the impact of the taxation upon income
creation. This is the problem with which this essay is concerned.
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of the question there are two limiting situations which include
all others. When the supply schedule is horizontal over the
relevant range, that is, infinitely elastic, and the tax raises this
schedule, there is the largest possible reduction in investment.
On the other hand, when banks and corporations completely
offset any reduction in investment of taxpayers, there is no de-
cline in investment. Clearly, the latter situation creates more
income than the former.°®

There are sufficient reasons for the belief that the conditions
of an underemployment equilibrium conform meore nearly to the
situation which is the more income-creating of the two. These
reasons fall into two groups, those which explain why banks
and corporations may ignore the personal income tax during
prolonged unemployment, and those which explain why the
supply schedule of individual saving is less than infinitely elas-
tic. Let us present the latter group now as it pertains to the
personal income tax, leaving the former group to the discussion
of the corporation income tax.*

Two factors explain the slope of the supply schedule of in-
dividual saving out of income: (a) Every individual must give
up satisfactions of a higher order the more he saves out of a
given income. In order to be induced to do this he must be paid
a higher supply price on additional increments in saving;'® (4)
The larger his income, the more willing he is to save. This
means that the individual’s supply schedule of saving declines
and shifts to the right as his income rises. There is, of course,
a wide variety of individual reactions toward saving, Neverthe-
less, the variations are likely to have a normal distribution.
Within a large number of individuals there is certainly a typical
mental attitude toward saving, Furthermore, the greater the in-
equality in income, the larger is the share of the total supply of
saving which comes from the upper brackets. This causes the
schedule to be at once lower and farther to the right, as well as
becoming less elastic with the increase in saving.

This shape of the individual supply schedule of saving and
investment out of income is significant for income creation by
taxation. The personal income tax is paid to some extent out

* See page 18.
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of saving, and at the same time does not raise the supply sched-
ule of saving and investment very much at the margin.'* The
Jess elastic the supply schedule, the smaller is the reduction in
investment. The more progressive the personal income tax, the
more it is paid out of saving and, providing the tax rates are not
excessively high, the more the increase in the supply schedule
may take place below the old equilibrium rate. The progressive
personal income tax is thus a powerful means of income cre-
ation.*

The analysis of the impact of the corporation income tax'?
ypon income creation proceeds in the same direction as the per-
sonal income tax. The initial impact of the corporation income
tax is to reduce the net income, if any, and hence the dividends
of the stockholders, who are predominantly in the middle- and
upper-income groups. Their available income is diminished.
They reduce their consumption and their saving, but the latter
more than the former. The corporation income tax is thus paid
to some extent out of saving.

Of course, if the corporation earns no net income it pays no
tax. It may, nevertheless, continue operations, at least in the
short run. The net income tax does not fall upon maintenance
and depreciation, and the corporation can continue operations.
Of course, the investors may in the long run prefer to withdraw
their capital as the equipment wears out, and the corporation
will eventually be liguidated.

In the long run, the corporations which earn a taxable net
income try to shift the tax burden from the stockholders. They
may do so by shifting the tax forward to consumers by raising
selling prices, and backward to producers of raw materials and
to the other complementary agents of production by paying
them less. No matter how the burden is shifted, whether to
consumers in higher prices or to producers in lower incomes,
their available income is reduced. This means that their con-
sumption and their saving decline. In every instance, therefore,
the corporation net income tax is paid to some extent out of
saving.

* For diagrammatic analysis see appendix to this chapter.
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It is impossible to state in general how much of such a tax is
paid out of saving because of the multitude of possible cases.
When the corporation is a monopoly*® and owned by the rich,
a tax on its net income is likely to be paid predominantly out
of saving. On the other hand, if the tax is shifted back to the
workers by a wage reduction it falls predominantly upon con-
sumption. There is a wide variety of cases between these limits
which it is not necessary to discuss because the principle is
clear. It is certain that the impact of the corporation net in-
come tax upon consumption and saving differs from that of the
personal income tax when the rates are the same. There is a
typical reaction in the case of individuals which is lacking for
the corporation. Hence the analysis in this essay stresses the
personal income tax.

The impact of the corporation net income tax upon invest-
ment is, on the other hand, the same as that of the personal
income tax. In placing new investment, the directors of the cor-
porations include the tax in their supply price. The expected
return must be sufficient to yield net after the tax the normal
supply price which covers the risks and costs. When the same
tax rates are applicable in the case of the corporation net in-
come tax as for the personal income tax, the reaction upon the
supply price of saving and investment is the same for each.

There is this difference, however, between these two cases.
The supply schedule of individual saving has a positive slope,'*
It is not possible to state with certainty the slope of the sched-
ule of corporate net saving, which excludes maintenance and
depreciation allowances. In the long run it would seem reason-
able that the corporate schedule would conform to that of the
stockholders, as the corporation would be reinvesting undis-
tributed earnings. In the short run, however, the directors may
be more willing than the stockholders to save the profits of the
corporation. The schedule in this instance is more elastic. The
later analysis of income creation avoids this uncertainty by
assuming the most unfavorable reaction. That is, the supply
schedule of saving is assumed to be horizontal. This includes
corporate and individual saving, and the tax raises the schedule
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by the full amount throughout. This causes the largest possible
reduction in investment, and if the income tax is income creat-
ing in this situation it must be even more so in all others.

Although at this juncture it is not possible to prove that
either the personal or the corporate income tax is income cre-
ating when the result is a decline in investment, we must outline
the answer. When the schedule of the marginal efficiency of
capital has an elasticity of unity or less, the decline in invest-
ment which is the result of the increase in the supply price of
saving is more than ofiset by the change in total consumption.
In this instance, the tax receipts are devoted to social consump-
tion, and total consumption increases because the tax is paid
to some extent out of saving. The reduction in individual sav-
ing and investment out of current income is offset to some ex-
tent by the investment of idle funds. Although investment de-
clines as a result of the increased supply price of saving, it is
more than offset by an increase in consumption. There is in-
come creation. When the schedule of the marginal efficiency of
capital has an elasticity greater than unity, the reduction in
investment is larger than in the case of unity. This deflationary
reaction may, nevertheless, be more than offset by spending the
tax receipts to encourage and expand private investment. There
is income creation in this instance because the tax is paid to
some extent out of saving and because private investment is
encouraged. In this instance, likewise, the reduction in current
individual saving is offset by the investing of idle funds.

The power of income taxation to create income is clearly
greatest when the impact of the tax causes no decline in invest-
ment. This is the result when a personal progressive income tax
falls upon undistributed corporate earnings' and the corpora-
tions pay no income tax directly. The individual could not evade
his income tax by accumulating as undistributed profits the
earnings of the corporations which he controls. Such hoarding
would be deflationary. This possibility is avoided when such
undistributed profits are a part of the taxable income of the
owners. More important for income creation is the likelihood

that the corporations ignore the impact of the personal income
tax.!®
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There are several reasons why, if the corporations pay no
income tax directly, their investment plans may disregard the
results of the tax upon the incomes of the owners. First, the
managers and directors measure their success in terms of the net
income of the corporation. The larger this net income, the
greater their security and their claim for a salary. It is to their
advantage, therefore, to invest their accumulated saving up to
the point where the marginal return just covers the normal
items of supply price, excluding the tax. Second, the net income
of corporations depends upon other factors in addition to the
earnings from invested saving. The operating expenses and
changes in demand and in costs also influence net income.
Hence the income tax which the owners pay is not directly re-
lated only to the investment of available saving, Third, in the
case of the progressive personal income tax the directors may
not know the taxable income brackets of the many owners. This
is particularly true of large corporations and of those whose
stocks are widely held. The managers and directors cannot
know the result of their investment policy upon the taxable in-
come and upon the taxes of the owners. The corporate objective
is to make as large a net income before taxzes as possible. When
the corporations and banks ignore the impact of their invest-
ment policy upon the taxable income of the owners, any decline
in the supply of individual saving out of current income is com-
pletely offset by an equal increase in the saving of corporations
and banks during prolonged unemployment. There is no reduc-
tion in investment as a result of the personal income tax in this
instance. There is income creation because the tax is paid to
some extent out of saving.

In general, investors oppose taxation. They are apt to incur
a direct loss in capital value as well as a reduction in disposable
income. The initial impact of new taxation is likely to be mag-
nified beyond its actual results at the outset of income creation.
While the new legislation is under discussion and before the law
goes into operation, investors in general may anticipate losses.
If all investors expect losses, actual loss is magnified, since
through fear the investors may hoard, liquidate assets, call
loans, and set in motion income destruction. This short-run te-
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action aggravates the conditions of prolonged unemployment
which the policy is trying to overcome. This deflation can be
only temporary in the absence of outside shocks for the follow-
ing reasons: the economy is highly liquid; the uncertainty of
the legislation and the impact of the taxes must pass with time;
and finally, as the income creation which results from the tax-
ation gradually mounts, taxpayers’ incomes increase, and the
initial impact diminishes. In certain cases, taxpayers’ disposable
income is larger after the tax and spending program has been
in operation than before,

ExpENDITURE oF RECEIPTS TO EXpanp
PRIVATE INVESTMENT

While one side of the method of income creation concerns
the influence of the imposition of the new tax or taxes, the other
side concerns the spending of the receipts.’™ Both are integral
parts of the policy and must be codrdinated to achieve the
maximum income creation. Not only is it necessary to select
the tax which reduces consumption and raises the supply price
of investors the least, but also to direct the spending of the
receipts to cause the greatest expansion in private outlay, for
either consumption or invesiment. The spending of the tax re-
ceipts, as well as the impact of the tax itself, reacts upon con-
sumption and investment. When the receipts raise the consump-
tion of the economy as a whole, an increase in investment may
follow. When they cause private investment to expand, the
recipients of this income are able to consume more in later
periods. Under certain conditions, one method of spending cre-
ates more income than the other.

The tax is paid to some extent out of saving when it falls on
the middle- and upper-income groups. When the receipts are
then spent for consumption which may be socially enjoyed or
enjoyed by an underprivileged group, total consumption in-
creases.’® This increase requires some investment, if only in in-
ventories. When the policy is expected to be permanent, the
increase in consumption is also permanent, barring any outside
shocks. The expansion in consumption being permanent, inven-
tories increase because of the larger volume of business. They
are likely to be a proportion of sales which, although varying
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through time, remains approximately constant. The new mcome
created by the rise in inventories raises consumption still more.
When the growth in consumption is large enough and the pro-
ductive capacity of existing firms is at its height, investment in
equipment may follow.

The additional investment resulting from the new consump-
tion is called induced investment, in contrast to spontaneous or
dynamic investment, which is a function of techniques of pro-
duction, changes in the interest rate, or discoveries of new
sources of raw materials. The conditions which govern induced
investment are given in the acceleration principle.' These con-
ditions are: first, the confidence with which investors project
the increase in demand into the future; second, the extent of
unused capacity in the industries in question relative to the in-
crease in demand; third, the extent to which substitute means
of production are available in place of new investment; fourth,
the elasticity of supply, or the means of production for the new
investment; and fifth, the durability of the equipment in ques-
tion. Once the policy of taxation and spending for consumption
is under way, there is no inherent reason for change, so that in-
vestors may anticipate that the increase in demand will be con-
stant and not likely to collapse in the future. During prolonged
unemployment there are many unused means of production. If
investors decide to expand their activity, these resources are
available and their shift into new jobs is likely to require less of
a price rise than at any other position of increasing income.
During prolonged unemployment, not all industries exhibit the
same extent of unused capacity. There are new industries which
may be operating nearly at full capacity. New consumers’ goods
may be taking the place of the old, and such producers may be
at a high level of output. Some industries which are highly
competitive lower their selling price and maintain output in-
stead of reducing it. The industries which display the largest
excess capacity are likely to be in the investment field, such as
the steel, electric-power, and machine-tool industries. During
even prolonged unemployment, however, the increase in con-
sumer demand is likely to impinge on certain firms or industries
which are induced to expand their investment as a result.

There is a serious weakness in this method of stimulating in-
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vestment and income creation. The acceleration principle states
that induced investment continues to expand only as long as
the rate of growth in consumption increases. This means that
even though consumption is growing, induced investment begins
to fall when the rate of growth in consumption slackens. The
decline in induced investment sets the acceletation principle in
motion in the downward direction. Since it is impossible for
consumption to grow at an indefinitely increasing rate, induced
investment must decline and cause a reduction in income, unless
dynamic investment expands enough to offset the fall in induced
investment. Barring any such offset, the income destruction is
not likely to proceed to the low level which existed before the
policy of taxing and spending was started. A larger proportion
of the community’s income is spent for consumption after the
program is initiated. Although induced investment becomes
zero and disappears, there is still some dynamic investment. De-
pending upon the nature and the impact of the tax, investment,
that is dynamic investment, is the same as it was before the
tax, or less. If the same, there is income creation, and the de-
cline of induced investment to zero does not wipe out the income
increment. If dynamic investment is less, there is an offsef to
be counted.

The acceleration principle has almost always presented the
increase in induced investment as a function of the change in
consumption. The principle need not, however, be so limited.
An increase in demand for particular capital goods may induce
additional investment to enlarge the capacity to produce them.
When the receipts are spent not for consumption but for in-
vestment in public works, or socially desirable projects which
may fall outside this category, the sudden increase in demand
for the particular equipment may require an increased capacity.
For example, when a country’s foreign trade is carried in for-
eign ships, a policy which entails the purchase out of tax re-
ceipts of domestically made ships may cause private ship-
builders to expand their faciljties.

Even though the acceleration principle may be adapted to
explain an increase of investment in one field which is due to
an increase in another, it is subject in this case to the same
limiting conditions and possesses the same inherent weakness.
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Induced investment expands only as long as the tax outlay is
growing. Since receipts cannot increase indefinitely, tax outlay
must increase less rapidly and cause induced investment to fall.
Income creation diminishes, or income destruction begins.

The government may give the receipts to private producers
as a subsidy,®® on the condition that they expand output. The
subsidy may take two forms: first, a payment per unit of out-
put; and second, a payment per unit of investment. The first
enlarges output directly and the second indirectly. But both
depend upon the same general conditions, and both operate in
the same manner, so that the discussion deals with them simul-
taneously and they are differentiated only when the argument
requires it.

The subsidy lowers the cost of production and permits a
reduction of price. The increase in demand creates income. The
new output may involve additional investment if the excess ca-
pacity is slight in relation to the increased demand. This in-
crease in investment, as well as that directly due to the subsidy,
creates income and expands demand according to the accelera-
tion principle. The subsidy expands investment, which raises
the level in income and increases the tax receipts. This permits
a larger subsidy. Investment and income receive another up-
ward thrust. This cumulative process operates through three
factors: first, the income elasticity of the receipts; second, the
income elasticity in the demand for the subsidized product; and
third, the responsiveness in investment,

Once income stops rising, as it may do for one of half a dozen
reasons,* receipts and the subsidy fail to increase., No addi-
tional investment in equipment is necessary as long as the new
equipment lasts. In fact, investment in durable equipment de-
clines, which reduces income, tax receipts, and the subsidy.
Income destruction takes place unless there is new tax legisla-
tion to raise receipts. Income can be maintained, but only at the
price of a continually growing subsidy.

* (1) At full capacity, costs rise faster than selling prices. (2) The income elas-
ticity of the tax receipts is low. (3) Investment is not highly responsive to the
subsidy. {4} The initial tax is low, receipts and subsidy small, and income creation
slight. (5) There is a limit to the expansion of bank credit. (6) The ncreasing

inefficiency, as less productive factors are employed, raises costs and lowers the
effectiveness of a subsidy.
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When the subsidy causes an expansion in plant capacity, the
income creation is many times larger than the current subsidy,
although the expansion in income is only temporary. This is
particularly true where the subsidy is directly for investment.
The great expansion in income occurs during the increase in
investment, when the current subsidy payment is not a large
sum, The income which has been created begins to diminish as
soon as investment declines. However, the subsidy must con-
tinue according to the initial agreement. In fact, such payments
may continue long after the expansion in income due to the
temporary increase in investment has disappeared.

In spite of this temporary income creation, there is a net ad-
dition which may result from two conditions. First, the tax is
likely to be paid to some extent out of saving. Second, the sub-
sidy lowers the cost of production and causes an increase in
consumption, which requires more working capital to be turned
over continuously. Since more goods are produced and more
income is consumed, there must have been a permanent increase
in income.

In addition to the weakness of temporarily raising income
above its permanent level, the method of income creation by
means of subsidy exhibits a political weakness. The subsidy
beneiits directly relatively few producers. When income begins
to decline (and perhaps even before it does so) strong pressure
groups will exert their influence upon the policy authority to
grant them a subsidy. Economic and social criteria for choosing
the industry to be favored with a subsidy may yield to political
partisanship. Uneconomic producers, or perhaps an uneconomic
industry, might thus be maintained. These two weaknesses, one
economic, the other political, interact. Since the initial income
creation is only temporary, the policy authority must expand
the subsidy into new fields to prevent a fall in income. Political
pressure may force the subsidization of an uneconomic industry
or force the introduction of the policy too soon, thus aggravat-
ing the rise and subsequent fall in income. Political pressure
may cause the renewal of a subsidy agreement, even though the
method of production has become obsolete or inefficient. The
tariff is an example of how difficult it is to withdraw protection
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once it has been given; subsidies to the merchant marine are
another example.

In addition to the methods of expanding investment by means
of the acceleration principle and subsidies, there is another
form of government spending which achieves a lasting increase
in income. The government can loan or invest the tax receipts
without charge to private investors, on the condition that they
make an investment also.”” The government does not have to
charge interest, and the earnings from its investment accrue to
the private borrowers. This increases their return, which is com-
posed of the earnings on their own investment plus those on
the government’s sum. The policy authority can fix the propor-
tion which the government’s share bears to the private invest-
ment. The larger the tax receipts, which are loaned or invested,
are in relation to the private increment, the greater is the return
to the private investors. By setting this proportion high enough,
investors make a profit by borrowing from the banks to acquire
the necessary sum with which to demand a government loan or
investment, The expansion in bank credit creates income and
increases receipts. The government can make additional loans
or investments. Private borrowers’ income may expand further,
although there is a limit to this cumulative process.

From this brief description of the government’s lending or
investing the receipts, it is apparent that the income creation
depends upon the government’s not charging interest and mak-
ing the return available to private investors.?? There are several
reasons why the government need not and should not charge
interest or any return for a loan or an investment during pro-
longed unemployment. First, the government has no time pref-
erence. Its life is perpetual and it must consider the future
well-being of the society no less than the present. Since it pos-
sesses the power to tax, it need not charge interest in the present
to accumulate receipts out of which to meet future expenses.
Furthermore, the party in power always desires to perpetuate
its position. This attitude should force it to charge no interest.
More income is thus created and the party’s control is strength-
ened.

Second, the government has no liquidity preference. It can
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borrow or tax at any time if its current expenses exceed its in-
come, It does not have to hold liquid assets or hoards to meet
unforeseen emergencies, for it can raise the necessary funds at
the time by borrowing or taxation.

The government may accumulate reserve funds to meet un-
employment, old age, and sickness, and perhaps even war. The
government cannot hoard these reserves without serious de-
flationary results, and how they are to be handled raises intri-
cate monetary problems. In no case does the government re-
quire a liquidity premium in order not to hoard. The serious
consequences of such a policy are themselves sufficient induce-
ment to prevent the government from hoarding.

Third, the government need not and should not charge the
private borrowers with the administrative cost of the lending.
The government can meet the operating costs of investing or
lending the receipts out of the general revenue. This tax outlay
would go in large part into consumption, since the salaries
which administrators and their staff earn are low. The govern-
ment should not charge such costs to the private borrowers,
because the entire economy benefits from the rise in income.
Since the benefits are widespread, the costs should be also. The
income creation would be diminished if the costs were charged
to the borrowers, because this would reduce the profitable new
investment.

Fourth, there may be some unavoidable risk of loss; but the
government ought not to charge this to private borrowers.
Insofar as it is possible for prudent business practice, the gov-
ernment should be protected against loss. The administrative
authority may require the advance of suitable assets, mort-
gages, or liens to property, and receive other gnarantees of re-
payment, All risk of loss cannot be avoided, and the government
would defeat the purpose of income creation by requiring 100
per cent collateral of the highest grade liquid assets, for many
if not most borrowers would be barred by these provisions. The
protective measures must be liberal in order to encourage bor-
rowers. Any loss can be made up out of tax receipts in the fu-
ture. Careful administration might make allowance for a small
per cent of losses in setting the tax rate at the outset. Addi-
tional funds would be available to replace the losses and con-
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tinue the program. To charge all the risk of loss to the bor-
rowers defeats the income creation by raising investors’ supply
price.®

Fifth, during prolonged unemployment there is a real loss
to the economy from inaction, and this loss exceeds by many
times the lack of interest from the invested receipts. Total out-
put is below what is perfectly possible by perhaps 10 to 20 per
cent, This is a current loss as long as prolonged unemployment
lasts; and it is gone forever. An annual loss of 10 per cent of
total output aggregates 100 per cent in ten years. There must
be added to this the loss of skill, of the will to work, and of
physical health and energy of the unemployed in particular.
Such social waste is avoided by incurring the almost insignifi-
cant loss of interest from the invested receipts.?

Society benefits in yet another way. The government’s lend-
ing or investing the receipts without charge makes it possible
for private enterprise to remove certain social costs. Slum clear-
ance and reforestation are examples in point. Slums inflict upon
society the costs of crime, illness, and ignorance, and their elim-
ination would lessen these wastes. Conservation of forest re-
sources is too costly for private producers, and hence the natu-
ral resources of lumber, land, and water are squandered in the
present, and destroyed for the future, Much of this social waste
would be avoided, for private enterprise would find that self-
interest dictated conservation.

When the government does not charge interest when loaning
or investing the receipts, this return must be made available
to private investors to induce them to expand borrowings. It is
not enough to offer to lend receipts at zero interest; for bank
credit upon which interest is charged would glut the market,
while there would be an excess demand to borrow receipts. Or,
if the government invests the receipts, it must thereby open up
opportunities for private investors. In following the one prin-
ciple of expanding private investment, the policy authority may
g0 in two directions. First, the loan of the receipts is made con-
ditional upon some additional private borrowing, and second,
the investment is made in conjunction with the demands of pri-
vate investors,

In order to carry out this principle, new financial institutions
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may be needed, or old ones changed. It is not my intention to
present an administrative schema which is inflexible and all
inclusive. It is rather to outline an administrative schema as
a working suggestion, just one of many possible alternatives.
The following may arrest the criticism that the principle is
theoretically sound but practically impossible.

There might be an independent government agency like the
Reconstruction Finance Corporation or a Federal Reserve Bank
to administer the loaning of the tax receipts. It would make
long and short loans to all sound borrowers who had made the
necessary secondary borrowing from the banks. The agency
would have the duty of supervising the carrying out of the bor-
rowing agreement and of seeing that the bank loans were not
immediately renewed as a means of borrowing additional tax
receipts. The problems of the kind and amount of collateral to
be required against a loan, and of the method of repayment,
would fall under its jurisdiction.

In placing the investment of the receipts, the policy author-
ity, which may be the same as the agency which administers
the lending operations, must follow the principle of encourag-
ing private investment. Perhaps this principle is best explained
by some examples. If the government should purchase slum
areas and demolish the tenements, the land could be leased
without cost to private enterprise to construct safe, healthy,
and inexpensive dwellings. The investment of the receipts in
the land and old buildings reduces the capital which is required
to construct a new dwelling. Because the government leases the
land without charge to the private investor, his costs are low-
ered in two respects: first, the necessary capital is less, and
second, no interest is charged on the share of the total invest-
ment which the government contributes. Private enterprise
would find it profitable to invest in the new building up to the
point where the expected return would cover the costs. Cur-
rent rentals would be expected to meet current taxes on the
dwelling, interest and insurance on the private investment, and
to pay a contractor’s profit. There is omitted from the calcula-
tions a portion of the interest which normally is an item of
cost, as the purchase price of the land is expected to yield a
return.”
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Another example might be rural electrification. Many areas
which are far from the source of production of electricity have
neither electric lights nor many conveniences of the home be-
cause electricity is too costly. If the government shared in the
investment and charged no interest, the cost of electrification of
these rural areas would be reduced. A plan of forest conserva-
tion and of reforestation may be another example. The govern-
ment might purchase the forest area and lease the lumbering
privileges to private companies without charge, in return for
conservation practices and reforestation. The private invest-
ment in the land and timber must pay a return, which comes
from the lumbering operations. The price of lumber is so low
that wasteful and destructive methods are followed because
they are less costly. By eliminating the interest charge on the
land and timber, as would be the result of the government’s
purchasing and leasing the property without charge, the private
companies can afford to follow methods which conserve the
forest resources. Many other examples are possible, but space
does not permit their description.

In determining the ratic which tax outlay bears to private
investment, the policy authority must take into consideration
the influence of the tax upon the supply price of investors. If
the tax does not raise their supply price, any ratio gives the
investors a profit at the outset. For example, one unit of re-
ceipts to two of private investment increases the return to the
private investors by 50 per cent when the total investment is
unchanged and the marginal productivity has not fallen. The
demand for the loan of tax receipts is likely to increase be-
cause investors receive a profit, and the banking system can
expand credit at the existing supply price. The growth in total
investment reduces the marginal productivity and hence the
return to private investors. It is profitable for them to increase
total investment until their return has fallen to their supply
price. Private investors do not go beyond this point. The growth
in total investment sets income creation in motion.

When the tax raises the supply price of private investors,
the policy authority must fix the ratio high enough so that pri-
vate investors receive at least their supply price. If the ratio
is so low that their return does not cover their supply price
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including the tax, total investment shrinks until the marginal
productivity has risen sufficiently to bring the necessary return.
By increasing the ratio, the policy authority can raise the re-
turn. Investors may be given a profit which is a return in excess
of their supply price. Their demand for receipts increases, and
with it their contribution, hence, total investment expands.
Again the expansion continues, until the return to private in-
vestors has fallen to their supply price including the tax, be-
cause of the decline in the marginal productivity of capital.
Once more the increase in total investment sets income creation
in motion.

The three methods of spending the receipts to expand private
investment may be understood more easily after a brief com-
parison. The principle of acceleration operates in the case of all
three; when the receipts are spent for consumption, used as a
subsidy, and loaned and invested without charge. Whenever to-
tal consumption rises, the acceleration principle begins to oper-
ate, although it is subject to certain necessary conditions. In
later periods, total consumption increases when the receipts are
used as a subsidy or loaned and invested without interest.

In the case of the acceleration principle and the subsidy, the
income creation which results from a given tax is likely to rise
and then decline, although not back to the starting level. The
former is a function of the rate of change in consumption. The
latter causes income to rise and then fall because a given sub-
sidy expands investment which later declines. If the influence
of the acceleration principle is ignored, the method of lending
and investing the receipts raises income to a higher level at
which it is constant as long as the new investment opportuni-
ties last. In this case, a given tax expands investment until the
return to private investors equals their supply price, at which
position investment is constant. This method of income creation
is the slowest of the three, although the income created is more
stable and remains longer at a high level. The income creation
rises and then levels off. Then it is constant as long as invest-
ment is constant.

There is the possibility of the policy authority desiring to
check the income creation once the program is under way. Out-
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side dynamic considerations may make the income creation un-
necessary and unwise, and the policy authority may wish to
stop its program. In the case of the acceleration principle, the
income creation may be checked or reversed by hoarding the
receipts. To hold them idle, however, may not be easy, for many
persons may be dependent upon the government payments for
their subsistence. A political pressure group may develop and
may oppose a reduction or termination of the spending. The
subsidy also should not be stopped during the life of the agree-
ment. Once the government and private producers have agreed
on the subsidy and the terms, the government cannot break the
agreement. Even at the end of the contract, political pressure
may force the continuation of the subsidy. The method of lend-
ing and investing the receipts does not have this political weak-
ness. Under this method, the program can stop without injur-
ing those who have already benefited from it. Once a borrower
of tax receipts has acquired his loan, the benefits of it to him
cannot be taken away. There may be unsatisfied new borrowers
whose requests are rejected because of the termination of the
program. This group is likely to be heterogeneous and other-
wise disunited so that its political power will be slight. Further-
more, the dynamic conditions are likely to create new invest-
ment opportunities for the unsatisfied fringe. The method of
lending and investing receipts without charge permits the pro-
gram of income creation to be turned on or off at will, while the
other two methods are less flexible.

Some ExaMmpLES

In the previous section the principle of expanding private
investment through the government’s spending the tax receipts
has been set forth. The question which naturally arises to one
who almost instinctively opposes government interference in
business is, “How unique is this principle?” In the United
States, which has advocated private enterprise throughout its
history, government has extended aid to business and stimu-
lated investment in many ways. In the development of the rail-
roads some states subscribed capital, some gave the right of
way, and others extended special privileges. The federal gov-
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ernment made many of the Western railroad companies grants
of large tracts of land as inducements for their construction.?®
The government has facilitated ocean transportation by main-
taining harbors, channels, and a system of lighthouses and
markers which are supplemented by the Coast Guard to pro-
tect shipping. More recently certain companies have been given
financial aid by granting them mail contracts, which pay them
more than the cost of handling the mail. These are hidden sub-
sidies. Many businesses have received government encourage-
ment and protection through the tariff. Agriculture was long
stimulated by a liberal homestead policy. Since the passing of
the frontier, this policy has been supplemented by easy-credit
schemes, government-operated experiment stations, and a sys-
tem of farm-to-market roads. More recently government has
paid direct subsidies to farmers to encourage them to follow
certain agricultural methods. In the development of the public
utilities, municipal and local government gave the private com-
panies valuable franchises in return for political favors. Elec-
tric light and power companies, the telephone, gas, and water
companies, use the public highway without charge. The de-
velopment of the automobile and of a system of highways
mutually stimulated one another.®* Air transportation has
been helped through government-owned airports, government
weather reporting, and a system of beacons for the planes to
follow.

Government irrigation projects are another illustration. The
government invests large sums in irrigation dams, canals,
ditches, and roads, which make the land more productive and
suitable for more intensive cultivation. Farmers invest in the
preparation of the land, in buildings, and in equipment. The
development in new rural communities stimulates private in-
vestment in retailing and wholesaling. In addition, private in-
vestment in public services is stimulated. There is finally the
municipal investment in public buildings. These opportunities
for profitable private investment are made possible by the gov-
ernment’s development of irrigation projects.

In the 1930°s the federal government encouraged private
investment in a different way. It assumed some of the risk of
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long-term investment, thereby diminishing the cost to private
investors. The Reconstruction Finance Corporation, the Federal
Farm Banks, and the Home Owners’ Loan Corporation are
characteristic of the many agencies which have been developed
for this purpose.”® During the war, the federal government
guaranteed many loans made by the banks to private industry
to expand the output for war. Similar plans were made for
reconversion to peacetime production.®

The Tennessee Valley Authority is typical of another ap-
proach to the government’s encouragement of private invest-
ment. The project was not sufficiently profitable for private
enterprise to carry out the multiple development of the region.
The government’s investment is not in place of, but in addition
to, this kind of private investment. The multiple development
of the region encourages private investment and enterprise in
many subsidiary and related industries, in and outside of the
region. -

From this brief sketch, it is apparent that the government has
helped private investment in many ways. The present sugges-
tion, that the government lend and invest tax receipts without
cost to encourage private investment, conforms to these many
practices and is not a break with the American tradition. In
fact it is hardly novel in any respect.

APPENDIX

THE IMpAcT OoF THE PErRsoNAL INcoME TAX UPON
INpIvViDUAL SAVING AND INVESTMENT oUT OF INCOME

Figures 1 and 2 indicate the reduction in individual saving and
investment which is the result of a proportional personal income tax.3°
Let CC” be the schedule of the marginal efficiency of capital. Let
85" be the composite supply schedule of individual saving and invest-
ment. For convenience, this schedule is composed of only two groups
of investors, the rich, and the middle-income groups. The supply
schedule of the rich, RR’, is steep, as it is inelastic. That of the mid-
dle-income group, MM, is mote elastic. The composite supply sched-
ule, S5, is more elastic than either component, RR’ or MM’". Let a
propertional tax of 50 per cent be imposed. This rate doubles the
supply price of each group of investors for all units of investment.
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The lines RT and HT” in Figure 1, and U'T” in Figure 2 indicate the
increase in the supply schedule which a 50 per cent tax imposes. In
each case, the new schedule is less elastic than the original. The tax
raises the supply price not by a constant sum but by a constant mul-
tiple, With a 50 per cent tax each supply price is doubled.
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Fic. 1. The Composite Schedules

The intersection of HT" {which is the composite supply price in-
cluding the tax) with CC" determines the equilibrium yield on new
investment which covers the normal supply price and the tax, In-
dividual investment declines KJ. This reduction is divided between
the two groups as follows. In each case, Figure 1 or 2, the yield must
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be ON. The points where the horizontal line through & intersects the
new supply schedules, RHT and H7", indicate the new investment of
each group. The reduction in investment of each is easily seen. RT
must be less elastic than UT” because RR’ is less elastic than MM".
A 50 per cent tax reduces the investment of the middle-income group
by a larger proportion than in the case of the rich.

This conclusion may be made general for all proportional taxes.
Every tax rate raises the supply prices of both groups by a constant
multiple. Now since the supply schedule for the rich is less elastic
than that of the middle-income groups, the new schedule which in-
cludes the tax is less elastic in the case of the former than in the case
of the latter. Any proportional tax reduces the investment of the
middle-income group by a larger proportion than in the case of the
rich.

The impact of the progressive personal income tax upon investment
is also apparent from this analysis. A lower tax rate on the middle-
income group would significantly reduce the slope of the composite
supply schedule, RHT”, at its intersection with the schedule of the
marginal efficiency of capital. On the other hand, a higher tax rate on
the rich would not greatly increase the slope of their supply schedule
from the existing position, RT, which is already nearly perpendicular,
Such a shift of RT toward the perpendicular would not greatly in-
crease the slope of the composite supply schedule, RHT', We may
conclude in general that the greater the difference in the tax rates of
the various income groups, the smaller is the increase in the composite
supply schedule of saving at the margin; and the lower and the less
elastic the schedule of the rich in comparison to the other income
groups, the higher the tax rates on the upper income groups may be
without causing a large reduction in investment, We may also con-
clude that the progressive persenal income tax reduces investment
less than the proportional personal income tax when this tax rate is
equal to the highest of the progressive rates.



CHAPTER III

INCOME CREATION BY MEANS OF TAXATION

AFTER THE GENERAL ANAYSIS of the previous chapter, a more
precise formulation of income creation by means of taxation
is desirable. By setting forth the necessary assumptions and
by indicating the reactions in particular variables it is possible
to express income creation in precise terms. In this chapter,
however, only certain cases of income creation can thus be
formulated, leaving the remainder for subsequent chapters.

It is impossible to set forth at one and the same time the
influence of the imposition of the tax and of the spending of the
receipts; but since income creation by means of taxation oper-
ates simultaneously in these directions, the variables in the
process of income creation must be put in motion all together,
although they can be explained only one at a time. The analysis
is macroscopic in that it deals with the whole economy in mo-
tion, microscopic in that it focuses attention on certain varia-
bles which are the mainsprings of the change, and telescopic in
that it examines the process through time.

THE ASSUMPTIONS

The following presentation rests upon certain assumptions,
some of which are essential to the argument, and some of which
are introduced for convenience.! All of them are qualified in
later chapters as the analysis progresses to more complicated
situations. All are consistent either with the conditions of pro-
longed unemployment or with conditions which may arise as
the economy moves towards full employment. The following
are the assumptions.

First, the supply of the factors of production is unlimited so
that their prices are constant and that no bottlenecks in produc-
tion develop as income, output, and employment rise. During
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prolonged uremployment this situation may well exist, at least
during the early stages of recovery to a bigher income level.

Second, the supply of bank credit is absolutely elastic at the
normal supply price which includes the tax. That is, the supply
price of investors (among whom are the banks) rises to inciude
the tax. This assumption is more conservative than is perhaps
warranted. During prolonged unemployment the banks may be
willing to expand credit at the existing supply price, particu-
larly when the impact of the tax does not fall upon them. It
is a conservative assumption because the income creation is
thereby restricted—and less than it otherwise would be.

Third, the supply schedule of investment is horizontal, and
the supply price of investors is a direct function of the tax.
Investors include the tax as an item which the return must
cover. This assumption is also conservative because the sched-
ule is likely to lie below the equilibrium rate, and because not
all taxes fall upon investors and act as an offset to income crea-
tion.

Fourth, the tax which is imposed as an instrument of in-
come creation is a proportional income tax. Methodology indi-
cates this assumption, for this tax is the simplest to include in
formulas and its impact is definite. This too is a conservative
assumption, because the progressive income tax raises the sup-
ply schedule of investors less than does the proportional tax
so long as the highest rate of the former is equal to the propor-
tional rate.

Fiith, the schedule of the marginal efficiency of capital* has
an elasticity of unity over the relevant range. Of course, in fact
the schedule may be more or less elastic. The assumption of
unit- elasticity has been made purely for methodology. Under
these assumptions, a given change in the supply price causes
an equal and opposite change in investment. In this way the
result of the tax upon investment is known. The tax causes a
definite change in the supply price of investors and this change

* In this schedule, net investment is a function of the rate of interest and is
spontaneous or dynamic investment. That is, it depends upon innovations, capital-
using technicues, and opening-up of new markets. Excluded from the schedule is

induceFl investment, which depends upon the acceleration principle. For further
analysis, see Chapter IV, Appendix B.
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reacts in a known manner upon investment. The case of unit
elasticity in the schedule of the marginal efficiency of capital
is unique for the principle of income creation by means of tax-
ation. Setting the operation of the acceleration principle aside,
there is no difference as to the income created, whether the re-
ceipts are spent for consumption or loaned and invested to ex-
pand private investment. This aspect, however, together with
the influence of a greater and lesser elasticity in the schedule
of the marginal efficiency of capital, must wait until the next
chapter.

Sixth, the influence of the acceleration principle upon income
creation is omitted because this process is unstable. The income
which is created is followed by income destruction. The extent
of this variation depends upon many conditions, but in all they
rest on a growth in demand. This increase is due to the pro-
longed rise in income, and it is this fundamental change which
must be explained.

Seventh, the case of the direct subsidy to production is also
omitted because it too introduces an irregular process and is
perhaps best handled as a fluctuation.

Eighth, the marginal propensity of individuals to consume is
a part of the known data. When the irregular processes of in-
come creation, which are due to the acceleration principle and
to the method of subsidies, are eliminated by hypothesis, in-
come creation is a series of income increments which reach a
definite limit. This series is the fundamental income creation
about which the deviations created by the acceleration principle
and the method of subsidies fluctuate. The marginal propensity
of individuals to consume controls the limit to which this series
rises and determines the increase in income. At any period, in-
dividuals desire to consume a certain proportion of an increase
in income. Although this proportion may change through time
with changes in income, anticipations, and the distribution of
income within the economy, some proportion or marginal pro-
pensity to consume must exist. The inclusion of this assump-
tion within the known data permits the formulation of the in-
come creation in precise terms.

Ninth, all reactions to the imposition of the tax and the
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spending program are in the correct direction, This assumption
eliminates the psychological misapprehensions which cause re-
actions to be in the opposite direction from that which the ulti-
mate adjustment requires. The following changes are eliminated
under this assumption: () buying or selling in anticipation of
shifts in demand; (&) a downward shift in the consumption
function as a result of the impact of the tax; (¢) an upward
shift in the same function as a result of an unexpected increase
in income; (d) any upward or downward shift in the schedule
of the marginal efficiency of capital as a result either of the im-
pact of the tax or of the spending of the receipts; and (e) any
errors of over-optimistic or pessimistic forecasts. If the ulti-
mate adjustment to a policy is to create income, such deviations
are in time overcome.

THE VARIABLES

The initial step in establishing the principle is to discover the
determinants. What are the factors upon which income creation
by means of taxation depends? The previous chapter ofiers the
clue to the answer, for it shows that there are mutual interac-
tions of the impact of the tax and of the spending of the re-
ceipts upon both consumption and investment, There are three
determinants or independent variables: taxation, investment,
and consumption.

As the rest of this essay is an analysis of the interaction of
these three variables, and in particular of the influence of
changes in taxation upon consumption and investment, it is de-
sirable at this point to establish their independence. Each is
determined by factors which are distinct and separate from
those which determine the other variables.

The determinants of taxation or of the proportion of tax out-
lay to total income are considered first: (¢) the willingness of
individuals to accept social responsibility for the expenditure
and to meet the cost by taxation; (5) the nature of the econ-
omy—the government is likely to provide fewer services in a
rural than in an urban economys; (¢) the size of the national in-
come—a wealthy economy is likely to demand a larger propor-
tion of government services than a poor one; {d) the course
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of technical progress—the development of the automobile re-
quired a highway system, which government furnishes more
satisfactorily than would private enterprise; (e} the kind of
taxes—political pressure and existing opinions as to the kind of
taxes to be used influence the lawmakers in choosing the kind
of levies, whether consumption, property, or income taxes, and
whether the rates are proportional or progressive; (f) the state
of employment—when there is full employment an increase of
taxation causes a shift of income, when there is an underem-
ployment equilibrium new taxation may raise income.

The factors which determine how much individuals consume
out of their available income may be listed as follows: (e) the
degree of inequality in the distribution of income (the greater
the inequality, the smaller is likely to be the proportion of in-
come consumed); (b) the size of the income relative to the
standard of living (the larger the income, the smaller is the
proportion consumed}; (c¢) the strength of the desire for pres-
ent satisfaction relative to future wants. The more intense the
desire for present enjoyment in relation to the motives for sav-
ing, the larger is the proportion of income consumed.

The conditions which determine investment over the long run
are those which govern spontaneous or dynamic investment,
and not those which cause induced investment, because the lat-
ter is only temporary. The determinants of dynamic investment
are as follows: (@) Innovations. The development of new tech-
niques of production, the discovery of new sources of raw ma-
terials, and the opening up of new markets, are all a part of the
process of innovation. (&) A decrease in the supply price of in-
vestors. When investors become willing either to invest more at
the same rate of return or to invest the same amount at a lower
rate, investment opportunities which were formerly unprofitable
become profitable. This cost reduction permits a permanent ex-
tensien of the roundabout process of production and the devel-
opment of processes formerly unprofitable.

Under the previous assumptions each of the variables is re-
stricted. The tax must be proportional. Investment must meet
the conditions of a unit elasticity, a return which includes the
tax, and a horizontal supply schedule of savings. Consumption
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increases according to a known marginal propensity of individ-
uals to consume. In all cases of income creation by means of
taxation, however, these three variables are the controlling fac-

tors.

Tue AVERAGE PROPENSITY OF INpIvipuaLs Tto CONSUME

To judge the impact of the new taxation upon consumption
it is necessary to employ the concept of the average propensity
of individuals to consume, which states the proportion of total
available income which individuals spend for consumption. It
can be written C/V, where C is the consumption which individ-
uals desire out of their available income, and ¥ is the total of
this available income.

The distinction between income and available income is worth
noting. Not all income to individuals is available for their con-
sumption. They must devote some of their income directly and
some of it indirectly to the payment of taxes. After the tax
receipts are subtracted from individual income, the remainder
is available for consumption. This distinction is not always
drawn, and sometimes tax outlay for consumption is included
as a portion of both consumption and income. This statement
of the average propensity to consume is likely to give a higher
proportion, as the impact of the tax raises consumption more
than income. In the present treatment, however, when the av-
erage propensity to consume includes the tax outlay, it is re-
ferred to as that of the community in contrast to that of individ-
uals. When the community, through its power of taxation, takes
income from some or all individuals and spends the receipts
for the consumption of others, the normal considerations which
determine the choice of individuals between consumption and
saving cannot operate on the portion of their income which is
taxed away.

The average propensity of individuals to consume is a func-
tion of income. In general, the smaller the total available in-
come, the higher is the proportion which individuals consume.
Also, the larger the income, the smaller is this proportion. The
r_elation between the total of individual income and the propor-
tion consumed at different levels may be drawn like the normal
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demand schedule and may be referred to as the consumption
function of individuals as a group. Its elasticity is probably
greater than unity. If it were unity, this would mean that as
available income increased, consumption and the standard of
living remained constant. 1f the consumption function had an
elasticity of Iess than unity, the standard of consumption would
decrease absolutely as income increased. Either situation is
unlikely under the assumptions upon which the consumption
function of individuals is based.

Asin the case of the demand schedule, the consumption func-
tion only holds true “other things being equal.” These con-
stants are: (g) the rate of interest and other prices are un-
changed as income increases; (b) the same relative distribution
of income exists although the total grows; (¢) the same variety
of consumets’ goads is on the market no matter what the varia-
tion in income; (d) the increase in income is not due to inno-
vations, for then the income distribution and the kind of con-
sumers’ goods would change in later periods; (e) the desire to
be thrifty or its opposite is constant; and (f) the prospect of
the future remains unchanged. These conditions or assumptions
are necessary to establish the consumption function for a pe-
riod, to prevent its having an upward or downward temporary
bend somewhere along it, and to isolate the influence of changes
in available income upon consumption. In reality, these condi-
tions alter through time, but they are approximately constant
for short periods. The correlation of personal income and sav-
ing bears out this theoretical approach. The lowest income
group consumes 100 per cent of its income, and sometimes
more, while the highest consumes the smallest proportion. If
there is a change in thriftiness, in the production of new con-
sumers’ goods, or in prices or interest rates, the consumption
function shifts on its axis.

The consumption function refers to a short period, one so
short that it is sometimes called an instant. It states the relation
of the proportion of income consumed to the level of income
under the given assumptions. The increase in income to which
the consumption function refers is not a historical growth. It
merely says what proportion of income is consumed if the avail-
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able income as well as the special conditions are given. The
consumption function does not lead to the faulty conclusion
that, as income increases through time, a smaller and smaller
proportion is consumed. A historical growth in income rests
upon dynamic factors which violate the necessary conditions
upon which the consumption function is based.

The average propensity of individuals to consume is func-
tionally related to the marginal propensity. The latter deter-
mines the slope of the consumption function at any point. The
marginal propensity to consume states the proportion of an
increment of available income that is consumed. The consump-
tion function is composed of a series of income increments
(changes in consumption); and the proportion is C/¥ for the
average propensity and ¢/y for the marginal propensity.

It seems logical that the two propensities move in the same
direction. When income is low and only the necessities of life
can be purchased, the average propensity is high. A small in-
crease in income permits the consumption of much needed ne-
cessities or much desired semiluxuries. It is logical for the mar-
ginal propensity to be high also. When income is so great that
the need for necessities is entirely satisfied and consumption
includes many luxuries, an income increment can add little to
consumers’ satisfaction. The average propensity is low, and it
is logical for the marginal propensity to be likewise. Thus, the
elasticity of the consumption function is greater when the av-
erage propensity is high than when it is low.

In reality, the development of new techniques of production,
new and improved consumers’ goods, cheaper sources of raw
materials, and the increase in population all contribute to the
growth in income. These dynamic factors cause the consump-
tion function to shift to the right through time. The improve-
ments in consumers’ goods and the abundance of them, as well
as the demand by each successive generation for a higher stand-
ard of living cause this shift and explain why the proportion of
income consumed has remained constant over long intervals.?
) 5Ithough the average propensity of individuals to consume
15, In certain periods, equal to that in other periods, it is not
always constant. During deep depressions it is high, while in
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periods of prosperity it is lower. There is a middle level about
which it seems to fluctuate.

In the course of dynamic events the marginal propensity
may temporarily move away from the average propensity. In a
deep depression, when the latter is high, the former may be low,
because there is a general fear or uncertainty concerning the
future, because the income increment is expected to fall in the
future, or because the income increment goes mainly to the rich
whose marginal propensity is low. When prosperity is reaching
speculative proportions, the average propensity is likely to be
Jow. Nevertheless the marginal propensity may be high. The
income increment may be received by those who have a high
marginal propensity. Individuals often consume most of their
speculative winnings.® Such divergencies between the propen-
sities cannot last long, for the marginal propensity in time al-
ters the average propensity. Since the latter has been constant
over long intervals, it is likely that the former has been con-
stant also. The marginal propensity of individuals to consume
may well have fluctuated about an historical norm. The same
dynamic forces operate in both propensities. In the long run,
individuals spend their available income so that the marginal
dollar spent for all kinds of goods yields the same satisfaction;
and this is true also in the case of the division of income be-
tween consumption and saving. Individuals will readjust their
consumption-saving pattern along their consumption function,
no matter what is the cause of the reduction in their available
income. *

Of course this analysis deals only with the initial impact
of taxation upon consumption. Although the initial result upon
the consumption of taxpayers may be the same in the case of

* This footnote may clarify the argument. The given conditions which deter-
mine the consumption function of individuals are not altered by the imposition
of consumption, property, or income tazes. None of them alter the individual’s
willingness to save, the kind of cansumers’ goods, and the long-run prospect, so
that, providing the reduction in available income is the same for the different
kinds of taxes, there is no reason why the impact of the difierent taxes upon cen-
sumption and saving is not the same, Note, however, that the argument holds

for the long run. Individuals may not react as guickly to hidden tares and to

consumption taxes as to property and income taxes, but this reaction would only
be temporary, providing other things are equal.
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consumption, property, and income taxes, when the individual
has to pay the same tax bill, nevertheless this result does not
hold for the ultimate income creation. In this case it is necessary
to take account of the different impacts of these three kinds of
taxes—consumption, property, and income—upon investment.
These various impacts cause differing amounts of income crea-
tion in the long run, and hence establish different levels in con-
sumption, according to the different kinds of taxes imposed.

TaxaTioN AND THE CoONSUMPTION FUNCTION

It is necessary to divide this topic into two distinct steps.
There is first the effect of the impact of new taxation on the
consumption-saving pattern of individuals; that is: how do the
taxpayers react to the imposition of new levies? There is, sec-
ond, the reaction of individuals to income-creating tax outlays.
Clearly, if there is to be income creation as a result of taxation,
there must be an initial income increment, which then reacts
through subsequent spending and re-spending to raise income
and consumption.

During prolonged unemployment, the average propensity of
individuals to consume is higher than during full employment.
In general, everyone’s current income is smaller and only the
more urgent needs and desires can be satisfied. Less income is
saved. The proportion consumed is higher. Some individuals,
such as those who have been unemployed for some time and
capitalists who have lost their fortunes, may consume more
than 100 per cent of their current income. They may live by
borrowing, either governmental or private, spending past sav-
ings, and selling old assets. On the other hand, there are many
persons who continue to save out of current income. Voluntary
saving, insurance payments, and corporate saving rebuild de-
pleted reserves. From the point of view of the economy, the
dissaving of one group is an offset to the saving of the other.

When the average propensity of individuals to consume is
100 per cent for the economy as a whole, there may be still the
saving of some individuals which is offset by the dissaving of
others. Even during prolonged unemployment there may be
saving by certain groups. The question arises, how will these
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individuals react in distributing the available income between
consumption and saving when they are taxed? The consump-
tion function of the individual provides the answer.

The consumption function has a negative slope, and the
average propensity of the individual to consume declines as his
available income increases. When the process is reversed, a
decline in available income raises the average propensity of the
individual. The available income falls when new taxes impinge
upon the individual. The tax has raised the individual’s average
propensity by reducing his available income.

If each individual reacts in this manner to a fall in his avail-
able income, the consumption function of all individuals is the
sum of these changes. A reduction in available income means
that only higher wants can be satisfied. Since the rate of return
to investors is constant, the inducement to investors is insuf-
ficient to maintain the same saving out of the smaller income.
Saving declines in favor of consumption and the average pro-
pensity rises.

There is, however, one qualification to reversing the con-
sumption function of individuals. When income increases there
are no contractual agreements how it is to be spent. The income
recipient is free to consume as much or as little of the incre-
ment as he wishes. When available income is reduced, there
may be, however, contracts which extend into the future and
commit one to saving. Life insurance payments, mortgage com-
mitments, and loan repayments may require the taxpayer to
meet the scame payments after the tax as before. The rise in the
average propensity may be slow and spread over a longer time.
Such centracts are eventually paid off, and many of them, par-
ticularly insurance policies, incorporate provisions for reducing
the payments. In either case, the individual is not entirely free
to reduce his saving by any amount immediately upon the
decline in available income. There is, however, a mitigating
circumstance. Not all individuals who save are under such
contracts, and many who are save more out of their current
income than the contractual payments. There is a margin of
voluntary saving which may be adjusted quickly, This circum-
stance may cause the average propensity to rise even in the
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short run. There is little doubt of its rise in the long run after
the adjustment in the contracts.

When the consumption function is reversed, some individuals
are reluctant to give up a standard of living to which they have
become accustomed. They consume only a fraction of an in-
come increment; but when an equal decrement occurs they cling
to their tastes and their consumption habits, and do not reduce
their consumption in the same manner as they increased it. For
a not insignificant group of individuals, the consumption func-
tion is more elastic when income increases than when it de-
creases.

In referring to a reduction in available income, no hint of the
kind of taxation which causes it has been given. In the long
rugn, only the amount and not the kind of tax makes a difference
in the reduction in available income.* When an individual has
an income of $5000, for example, and has to pay a tax of $500,
it makes absolutely no difference to his decision concerning con-
sumption how the tax has been computed. If it is a land tax, a
property tax, or an income tax, his available income has fallen
in any case and, providing the tax payment is the same in each,
the reductions are equal. Marshall, for example, actually sug-
gested basing the tax on the number of windows in a house as
providing a rough measure of ability to pay.®

Sales taxes and other consumption taxes which are passed on
to consumers in higher prices are no different. The same in-
come and the same distribution between consumption and sav-
ing would yield a smaller real consumption for tazpayers. A
greater total satisfaction would be received by saving a smaller
proportion of income. The tax, whether it is visible or hidden,
reduces the available income of individuals. If the consumption
tax totals $500, as in the above example, available income is
reduced by the same amount as if the tax were based on prop-
erty or income; and the average propensity of individuals to
consume is the same for every form of tax.

The present analysis has been concerned with the influence of
taxation upon the average propensity of individuals to consume.
There is also an interaction between the marginal propensity
and taxation. The marginal propensity determines the slope of
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the consumption function; the higher the former, the more elas-
tic is the latter. The more elastic the consumption function, the
smaller is the rise in the average propensity to consume which
follows a reduction in available income. The smaller the rise in
the average propensity, the less is the initial income creation.
It therefore follows that the higher the marginal propensity to
consume, the smaller is the initial income creation.

Let us now take the second step which must be based on
the hypothesis that the taxation causes income creation. Proof
must wait until the next section. The initial income increment
is permanent, since all the economic determinants are constant;
and the process of their interaction repeats itself indefinitely.
There is set in motion a succession of income increments which
extends as an infinite series through time. The ultimate size to
which the income increment grows is determined by two vari-
ables, the marginal propensity of individuals to consume and
the extent to which the tax structure impinges on the income
increment. In general, the higher these two determinants, the
larger will be the income increment, and the greater the income
creation.

If the tax structure draws some of the income increment away
from individuals, their available income is reduced. Since the
government spends the receipts, they remain in the income
stream. The sum of the increment of individual consumption
and tax outlay is larger, the higher the proportion of the income
increment which is taken as taxes. Thus, the higher the pro-
portion of the income increment which is taxed, and the higher
the marginal propensity of individuals to consume, the greater
is the ultimate income creation.

The influence of the incremental tax upon income creation
may be stated in a revised marginal propensity to consume,
which is designated as that of the community. The marginal
propensities of individuals and of the community to consume
are unequal, although the latter includes the former. The com-
munity’s desire to enjoy social consumption and its attitude
toward public welfare, together with the power to tax, are the
additional forces to the marginal propensity of individuals to
consume. Some authors fail to draw the distinction between the
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two propensities, and omit the influence of the incremental tax
upon income creation when the receipts are devoted to the com-
munity’s consumption,

Among those taxes that impinge vpon the income increment
there is a difference in degree and in timing. Under the propor-
tional income tax, a constant fraction of the increment is taken
as taxes and available income is thereby reduced. The progres-
sive income tax likewise impinges on the income increment, but
its incremental receipts are irregular through time as the income
distribution varies. The recipients of the income increments in
the first few periods are likely to have been formerly the un-
employed and wage earners who are exempt from the progres-
sive tax. In later periods a larger proportion of the increment,
which itself has increased, is distributed as profits to the middle-
and higher-income groups. Their growth in income raises their
tax payments. There is an incremental tax which impinges on
their income increment. The impact may be confined to a tax
group, in which case the tax rate for the group applies directly
as the incremental tax. The increase in income is more likely,
however, to raise some taxpayers from one group to the next
above. Such persons would pay a much larger tax. The expan-
sion in profits relative to other income shares may not, and in
fact is not likely to last indefinitely. Reductions in profit mar-
gins due to increases in factor prices, and possibly reductions
in selling prices, reduce the relative share of profit recipients
when full employment is approached. The impact of the pro-
gressive tax would then be altered again.

Consumption taxes impinge on the income increment, no mat-
ter whether they are visible or hidden through price increases;
and the available income increment is diminished.® If consumers
are rational and consistent, they readjust their spending pattern
to consumption taxes in the same way as for any other incre-
mental tax. Insofar as consumers operate under a budget, they
may be slow to readjust their consumption outlay to meet the
taxes. This causes the marginal propensity of individuals to
fall temporarily. In the long run the budget is adjusted, for
otherwise individuals would discover that they were saving
more than they intended.
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Land and property taxes may not impinge on the income in-
crement; and if they do, their reaction is retarded. Only when
the value of the tax base increases as a result of the income in-
crement does the property tax impinge on the increment. The
value of Iand and real property changes slowly in adjustment
to changes in national income. There is a lag in altering the
appraised valuation of land and property when national income
falls, When income rises, the lag may be even greater, as it is
not to the advantage of the taxpayer to initiate a revaluation.
When land and property are sold infrequently and the tax au-
thorities are lax, the appraised valuation may increase slowly
if at all. Of course, in practice the increase in income almost
certainly expands real property. The income increment may be
devoted largely to automobiles, houses, furniture, and other
durable consumers’ goods; and in this case the property tax
operates like consumption taxes, To this extent they impinge on
the income increment.

FormuLas rFor INITIAL INCOME INCREMENT

The foregoing discussion has not at all times remained within
the strict assumptions with which this chapter began. However,
the preliminary groundwork is complete, and the argument may
be stated in exact form within the initial assumptions.

Before the tax is imposed, let income be ¥, consumption C,
and investment 7. Income equals consumption plus investment:
¥ = C + I. Consumption equals the average propensity of in-
dividuals, AP, multiplied by the available income, V. In the
absence of any taxaticn and tax outlay, income is equal to
available income,

During the process of income creation, taxpayers receive in-
come increments, They react to these increases according to
their consumption function, which has remained unaltered.
Thus the average propensity of taxpayers, which rose as a re-
sult of the impact of the tax, now falls somewhat as the result
of income creation. Thus their consumption changes along the
consumption function of individuals. Note, however, the impo-
sition of taxes raises the consumption function of the com-
munity and changes its slope from that of individuals, The two
consumption functions must be distinguished.
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Let a proportional tax be imposed, which impinges on the en-
tire national income. This tax diminishes both the consumption
of taxpayers, since this reduces their available income, and in-
vestment, since it raises the supply price. The question at once
arises, is there income creation when both the consumption of
individuals and investment are reduced by the tax, even though
the tax receipts return to the income stream through the gov-
ernment spending? The answer to this question falls into two
parts: first, the reaction in investment; second, that in con-
sumption of taxpayers.

Investment before the tax, I, can be expressed in terms of in-
come and consumption, I = ¥V — APY, but there are other data
on investment which have been determined by several initial
assumptions. The supply price of investors is a direct function
of the tax; the supply schedule of investment is horizontal. The
schedule of the marginal efficiency of capital has an elasticity of
unity. The remaining assumption, which does not concern in-
vestment directly but which operates upon it through the pre-
vious two, is that the tax is a proportional income tax.

Let the supply price of investors before the tax is imposed
be j. And let the proportional tax be ¢ which states the propor-
tion of the income increment taken as taxes. The question is,
what must be the yield to investors to cover the incremental tax
in addition to the normal supply price, j? Let the necessary
yield be e. Then ¢ — te = j. (See Figure 5 in Appendix B to
this chapter.) (1 —t)e =, and e = j/(1 —¢). The yield to
investors, which has risen enough to cover the tax, is equal
to the normal supply price divided by one minus the propor-
tional tax.

Since the yield which investors demand has risen, the former
investment is unprofitable. Its marginal productivity does not
cover the tax. Investment must decline until the yield has risen
to the necessary height. The reduction in investment is con-
trolled by the schedule of the marginal efficiency of capital.
By hypothesis, this schedule has an elasticity of unity. It is an
equilateral hyperbola. The equation for this schedule can be
stated: # = a constant, where j is the normal supply price of in-
vestors and { is the equilibrium amount of investment. An in-
crease in one determinant causes an equal and opposite reaction
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in the other. The tax raises the yield which investors demand,
so that e = j/(1 — ¢). The reduction in investment must be
proportionately equal: the product of gross supply price and in-
vestment must continue to equal the constant. If the tax raises
the yield te j/{1 — ¢}, then investment must decline to #(1 —
#) in order for ji to be constant. The imposition of the propor-
tional tax, ¢, causes investment to become (1 —¢) times the
original equilibrium investment, that is: (1 —£)(¥ — APY).

When the consumption function is given, it is possible to
move along the schedule in terms of either the average or the
marginal propensity of individuals to consume. Before the im-
position of the proportional tax, consumption is the product of
the average propensity and the available income, which may
be written APY. The reduction in available income is £V, after
the tax is imposed. Consumption declines from APY because
the tax is met in part by a reduction in consumption. The mar-
ginal propensity to consume indicates the fraction of the tax
payments which are met out of consumption. Consumption of
taxpayers after the tax may be written APY — mptY.

It is now possible to express the initial income increment un-
der the given assumptions. The income increment is the dif-
ference between the consumption of taxpayers after the tax,
plus the tax outlay, plus the profitable investment, minus the
level in income before the tax. The expression is: APV — mptV
LtV + (1 —)(¥Y — APY) — Y. This reduces to: tY (AP
— mp)*

¢ There are two other proofs of the principle of income creation by means of
taxation which serve to check the foregoing formulation. First, if, before the tax,
the available income, ¥, equals (C + ), the increment is equal to the change
in ¥ after the tax. The consumption function indicates the average propensity to
consume before and after the tax. Let 4P be the propensity before the tax and
AP, be that after the tax when available income has been reduced by the tax
receipts. Excluding the tax outlay, consumption after the tax is AP;(¥ — ¢¥).
Investment before the tax is (¥ ~ ), or (¥ — AP,Y). Investment after the tax
is expressed (1 — (¥ — AP.Y). The initial income increment is the sum of the
tax outlay and consumption and investment after the tax, minus the income

before the tax. The initial income increment may be expressed: AP{¥ — i¥)
+¥ + (1 = )Y — AP,¥) — Y. This statement reduces to AP¥ — ¢¥) —
AR(Y — 1F]. . L

At once the question arises, is this expression equal to the foregoing formula
in the text? In the formula, AP(Y —¥) — AP|(Y — t¥), the first term is the
consumption of taxpayers after the tax, and we can substitute for this term the
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If the consumption function had an infinite elasticity, and the
average propensity equaled the marginal propensity, this ex-
pression would equal zero. If this were true, there would be no
income creation nor, for that matter, income deflation. From
the previous discussion we know, however, that the consump-
tion function has a negative slope and is »not infinitely elastic.
Thus, under these conditions the imposition of a proportional
tax creates an initial income increment. Instead of taxation be-
ing deflationary as is the popular opinion, we have proved, at
least under certain conditions, that the opposite is true.

This formulation, furthermore, is not as limited as one may
suspect, for the assumptions are as unfavorable to the principle
of income creation as ¢an be at the present stage of the argu-
ment. That is, the supply price increases by the full amount of
the tax, and the supply schedule is horizontal and thus causes
the greatest reduction in investment. For all cases in which the -
elasticity in the supply schedule is less than infinitely elastic, in-
vestment is reduced less by a given tax and the income creation
is greater.

Likewise the assumption that the schedule of the marginal
efficiency of capital has an elasticity of unity includes all those
cases of less elasticity. That is, if the schedule has an elasticity
of less than unity a given tax causes a smaller reduction in in-
vestment and hence creates a larger initial income increment.

In this way, the present formulation includes all positions of
the supply schedule and all positions of unit elasticity or less
in the demand schedule. We have not established a principle
for all cases nor for all taxes, but we are well on the way.

expression, APY — mpt¥, which is also the consumption after the tax. AP and
AP, are equal, and the two expressions are seen to be the same.

_ The sccond proof of the statement in the text of the initial income increment
s to formulate the necessary credit creation. The initial income increment is iden- .
tical with the new credit which is expanded by the banks to bring total saving to
equality with the profitable investment. Hence the new credit equals the difference
between the equilibrium investment after the tax, that is, (1 — £)(¥ — APY) and
voluntary saving out of available income. ¥ — #¥ is available income from which
individual consumption after the tax is subtracted to obtain voluntary saving.
The new credit equals (1 — (¥ — APY) — [¥ — ¥ — (APY — mpi¥)]. This

feduc% to iY{AFP — mp) which is the statement for the initial income increment
in the text.
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There is the case in which investment does not decline as a
result of the new tax. When the tax {alls upon personal income,
banks and corporations may ignore the tax. The self-interest of
these institutions may prevail over that of the common stock-
holders. In this situation, the reduction in personal saving and
investment is just offset by an increase in bank and corporate
investment. The total is unchanged.

The initial income increment may be written: APY — mpt¥
+4 t¥V -+ (V — APY) — Y, which reduces to: {¥ (1 — mp). As
is expected, this expression is larger than that for the previous
case. The two cases, ¥ (1 —mp) and t¥ (AP — mp), become
equal when AP is equal to 1. Although in the bottom of a severe
depression the average propensity may be 100 per cent, in an
underemployment equilibrium it is likely to be less.

The expression, Y {1 — myp), states the initial income incre-
ment also in the special case of consumption taxation when
there is an equal distribution in income and when all individuals
have the same consumption function. Consumption taxation
does not alter the supply price of investors and does not reduce
investment. The payment of consumption taxes causes the same
decline in available income as the payment of an equal sum of
any other kind of taxes.*

This formulation has established the limits within which fall
the initial income increments in a great many cases. The lower
limit which is set by the greatest reduction in investment is
given as ¢¥ (AP — mp) when the supply schedule is horizontal
and the demand schedule has an elasticity of unity. The up-
per limit is fixed when there is no reduction in investment, and

* The identity of the two expressions f¥{1 — mp) and (¥ (4P — mp) when AP
is 100 per cent proves the soundness of the formulation, When the average pro-
pensity to consume is 100 per cent, investment is zero and is unchanged by the
imposition of the proportional tax. This is clearly the result when every individual
consumes all his income. But it is equally true when the saving of some persons
just offsets the dissaving of others. The community consumes all its income and
investment is constant at zero. The initial income increment in this instance must
equal that when investment is positive but also unchanged by the tax.

These general observations may be proved by another approach. When income
equals consumption and investment is zero, the expression for the initial income
increment may be written just in terms of consumption, (¥ — mptl + t¥ — ¥),
which reduces to 1¥{1 — mp), because AP is 100 per cent.
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this is approached as both schedules become less elastic. In
fact, when either is absolutely inelastic investment is unchanged
by the tax. Thus for all cases between an infinitely elastic sup-
ply schedule and an absolutely inelastic one, and between unit
elasticity and absolute inelasticity in the demand schedule, the
initial creation falls within the limits tY (AP — mp) and £¥ (1
— mp). (See Appendix B to this chapter.)

In the following chapter, the analysis must proceed to estab-
lish the ultimate income creation for these foregoing cases. This
analysis must also include all the remaining cases in which the
demand schedule has an elasticity of unity or more. A general
policy of income creation cannot be established until we have
examined all degrees of elasticity. -

APPENDIX A

DiacraMmAaTIC ProorF oF INITIAL INcOoME INCREMENT

The previous argument may he proved diagrammatically. In Figure
3 income is measured along the horizontal and the components of
income along the vertical axes. The consumption function is the line
¢C and shows the relation of consumption to available income. It is
drawn as a straight line for convenience, although this is not necessary
for the argument. Added to the consumption function is the equi-
librium investment, ec, which is not a function of income. It is
determined by the demand schedule for investment and the rate of
interest. Let o5 be at a 45 degree angle irom the horizontal and the
intetsection of os with ¢b determines the underemployment equilib-
rum.

How does the imposition of the proportional income tax alter this
equilibrium? The answer requires us to draw two more lines and then
to turn te Figure 4.

Let the point P move along ¢C so that the perpendicular from P
to &f equals the tax receipts, ¢¥. P indicates the consumption of in-
dividuals out of available income aftér tax. Let a line parallel to os
be drawn through P and this must intersect &f, say at z. The triangle
zPm is small when the tax rate is low and it increases as the rate
rises. The tax receipts, £V, equal Pm, equal mz, as this triangle is a
45 degree right triangle. The extent to which m lies below the con-
sumption function indicates the amount by which individuals reduce
their consumption to pay the tax. Likewise the distance that z lies
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above C shows how much the tax is paid out of saving. Saving out of
available income after tax is zb. The question arises, “Is there any
demand for this saving?”

IO

G

F1c. 3. Income, Consumption, and Investment

The answer to this question is to be found in Figure 4. Here the
supply of saving out of available income after tax is compared to the
demand for {nvestment left after tax. Figure 4 is a double diagram.
It shows the equilibrium investment as a function of the tax under
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Fic. 4. Eifect of the Propoftional Income Tax
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the previous assumptions that the demand schedule has an elasticity
of unity and that the supply schedule is horizontal; and it shows the
schedule of saving out of available income after tax. Saving and in-
vestment are measured along the vertical while the tax and income
after the tax are measured along the horizontal in opposite directions.
This axis shows the tax rising from zero to 100 per cent and available
income falling from 100 per cent to zero per cent of the underem-
ployment equilibrium level. A 10 per cent tax correlates investment
and saving out of a 90 per cent level in income. Saving out of avail-
able income becomes positive at somewhat more than 50 per cent of
the underemployment equilibrium level, as is also shown in Figure 3,
and rises with income until at 100 per cent saving out of income
equals investment. Saving and investment are measured vertically to
& which equals &C in Figure 3. Because of the assumptions in this
chapter the investment function is written (1 — £)(V — APY).*
This is shown in Figure 4 as bt

Comparison of the investment demand schedule as a function of
the tax with the supply of saving out of available income after tax
shows that for all values of the tax above zero the demand exceeds
the supply. This must be true because saving does not become posi-
tive until available income is considerably above zero. The savings
function therefore lies below, and is steeper than, the investment
schedule. This gap is filled by the banks and the proportional tax
thereby creates income.

APPENDIX B

THE IMPACT oF THE ProporTIONAL IncoME Tax
UPON INVESTMENT IN TERMS OF A DIAGRAM

The line AB indicates an elasticity of unity in the schedule of the
marginal efficiency of capital. Point P, which is the intersection of
AB and PQ, indicates the normal supply price of investors before
the imposition of the tax. In an underemployment equilibrium there
is an equilibrium between saving and investment. The equilibrium rate
of interest is PU (that is, j) and the equilibrium investment (GU)
(that is, {). Let ST represent any schedule of the marginal efficiency
of capital the elasticity of which is Zess than unity. ST must pass
thraugh P, as PU is the normal supply price of investors in an under-
employment equilibrium. Although $7° must pass through P to fulfill

* See page 53,
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the initial condition, it may take any position from the extension of
UP, to a curve which is just less elastic than 4B.

Let M\ be drawn parallel to P(), so that the perpendicular dis-
tance from MN to the X axis equals the investors’ supply price, in-
cluding the tax, when the supply schedule is horizontal from P to Q.
When the tax is zero, M N coincides with PQ and, as the tax increases,
MX rises perpendicularly from PQ. NO increases with the increase in

*
the tax according to the formula e = , where f is the normal

supply price excluding the tax, and e is the return including the tax.
With this preliminary explanation, the essence of the diagram be-
comes clear. When MXN lies above PQ, it must intersect A5 to the
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Fic. 5. The Impact of the Proportional Income Tax upon Investment

left of its intersection with ST. For any given tax the reduction in
investment is greater when the schedule of the marginal efficiency of
capital has an elasticity of unity than when its elasticity is less than
unity. Furthermare, the reduction is less the less elastic the schedule,
until in the position UP its inelasticity is absolute and the reduction
in investment is zero. The diagram also demonstrates that ST takes
any position between 4B and the extension of UP, and if its position
is constant, the higher A the wider is the gap between the inter-
section of MV and AB and the intersection of M ¥ and ST. Thus
the difference in the reduction of investment between 4B and ST in-

* See page 33.
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creases with the increase in the tax. In other words, the higher the
tax the larger is the difference between the reductions in investment
for AB and ST.

The significance of the diagram for income creation is unmistak-
able. When the schedule of the marginal efficiency of capital has an
elasticity of less than unity, and when investors include the tax in
their supply price, the resulting income creation is greater and the
impact of the tax reduces investment less than when the elasticity is
unity. The higher the tax the more the income created exceeds that
for the case of unit elasticity. The impact of the tax upon investment
influences the income creation of the initial increment.

Figure 5 also indicates that a given tax reduces investment less
the more inelastic is the supply curve, MN is horizontal because PQ
has an infinite elasticity. As ( falls and the slope of P{? becomes less
elastic, the slope of MN becomes less elastic for two reasons. First,
the drop in ) makes X fall, and second, the given proportional tax
raises the supply price by a constant multiple, so that Q¥ is less than
PM. Hence MN and PQ are not parallel, MN having the steeper
slope. Thus the intersection of MN with ST lies more to the right the
more inelastic is PQ. When it is absolutely inelastic, investment is
unchanged by the tax. The more inelastic the supply schedule, the
smaller the reduction of investment which is the result of the tax,
and hence the larger the income creation.



CHAPTER 1V

THE METHOD, THE MULTIPLIER, AND
THE MARGINAL EFFICIENCY OF CAPITAL

ONCE THE INITIAL INCOME INCREMENT has been formulated, it
is possible to go on to the ultimate income creation. This de-
pends not only upon the tax structure but also upon the way in
which the tax receipts are spent. This chapter indicates the con-
ditions which determine the ultimate income creation, as well
as those conditions which determine how the receipts should be
spent to achieve the maximum result. It is through the tax out-
lay that the gap in the analysis of the previous chapter can be
filled, making it possible to establish a general principle.

The extent and nature of income creation through time is the
heart of the present analysis, which amplifies that of the pre-
vious chapter and is based upon the same assumptions. When-
ever the analysis deviates, the alteration in the particular
assumption is noted.

IncoMeE CREATION

Income creation by taxation has been established within cer-
tain limiting assumptions. The initial income increment depends
upon the reaction to the imposition of the tax on the part of
consumers and investors. The extent of the income created is
not, however, confined to the initial increment, for this increase
is permanent and sets in motion an infinite series of increments.
The initial income increment is not to be thought of as tax
outlay or consumption er investment, for it is the difference
between the sum of these expenditures in one period and the
income of the previous period. Whether the initial income in-
crement is called consumption, investment, or tax outlay, is un-
important. What is significant is its permanence.

Clearly, when the increment melts away in time, there is no
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lasting income creation. The initial income increment which has
been formulated in the previous topic is permanent as long as
the consumption function, the tax policy, and the schedule of
the marginal efficiency of capital, are unchanged. In each in-
come period in which the income received in the previous period
is spent, the initial income increment is passed from one group
to another, If 100 per cent of each successive income increment
were spent for consumption, income creation would increase in
each period by the full amount of the increment and would con-
tinue to infinity. This perpetnal motion toward Utopia is im-
possible because of the negative slopes in the consumption func-
tion and the schedule of the marginal efficiency of capital, and
because of the bottleneck of full employment. Although income
creation does not proceed to infinity, neither does it stop with
the initial income increment. There are several successive pe-
riods in which income creation grows before the ultimate proc-
ess ends and the income increment remains constant.

THE StMPLE MULTIPLIER

The initial income increment is the difference in the level in
income between the first period in which the policy operates and
the one before its adoption. In the second period in which it
operates, the initial increment appears in two forms: (a) it is
repeated itself, as it is a permanent addition; (&) the increment
of the first period is available income in the second. The recipi-
ents are free to spend this portion of the total increment of the
second period as they wish. Their marginal propensity to con-
sume indicates how much of this increase is consumed. In each
subsequent period the process repeats itself. There is the initial
income increment, which is no longer merely the beginning in a
temporal sense but rather in the sense of a recurring process;
and there is the available income increment which is received
from the previous period.

' This process may be expressed as follows.* If y is the initial
Income increment, y: is the income increment in the first period.
The equation for the ultimate income increment is expressed
yl.[l /(1 —mp)]. Economists call the first term, 1, the multi-
Plicand and the second, 1/(1 — mp), the multiplier. The latter
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is a function of the marginal propensity of individuals to con-
sume. The higher the marginal propensity, the larger is the
multiplier and the greater the ultimate income increment. Since
(1 —mp) is equivalent to the marginal propensity to save,
some authors prefer to express the multiplier as 1/ms, where
ms is the marginal propensity to save.

The marginal propensity of individuals to consume deter-
mines not only the ultimate increase in income but also the rate
of increase. The higher the marginal propensity of individuals
to consume, the larger is the growth in income; but the rate of
growth is slower and the time required to reach the ultimate ad-
justment is longer (if it is not ridiculous to refer to a long and
short infinite series). For example, when the marginal propen-
sity is 0.2, the multiplier is 1.23. When the initial income incre-
ment is i, the second increment is (w1 <+ 0.2y1), or 1.2y1.
There is only .05 difference between the ultimate growth (1.25
) and the income increment for the second period. Extending
the process on to infinity adds only .05y:. When the marginal
propensity is low, most of the ultimate adjustment is made in
the first few periods. When the propensity is higher, on the
other hand, the rate of change is slow and the time required is
longar. For example, when the marginal propensity is 0.8, the
second increment is (1 -+ 0.8¥1) and the multiplier is 5. In the
first example, 96 per cent of the ultimate growth in income oc-
curs in the second period, while in the second example only 36
per cent accurs. In the second example, the third increment,
2.44yy, is just less than 50 per cent of the ultimate growth, and
in the sixth period the increment is 3.6y and only 72 per cent
of the final adjustment. In the tenth period the increment is
89 per cent of the final increment.

The conclusion that the higher the marginal propensity the
longer the process of adjustment is significant for income crea-
tion. Tax-financing income may operate slowly over a number
of income periods. When the unemployment to be overcome is
relatively large, this policy may achieve full employment only
after many periods, The fact that it is not immediately success-
ful is no sign that it may not uiltimately be so.

The ultimate income creation is determined by the multiplier
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and multiplicand. The simple multiplier, which is the present
topic, is to be distinguished {rom the complex multiplier. The
analysis of the former has already been set forth; the analysis
of the latter is to come. The distinguishing feature of the two
is that the simple multiplier is not influenced by an incremental
tax. The tax structure of the economy must be composed of land
and property taxes which do not impinge on the income incre-
ment.* All the income increment of the previous period is avail-
able to individuals in the present period, and their marginal
propensity to consume operates on the entire increment. The
simple multiplier is in terms of the marginal propensity of in-
dividuals to consume where the influence of the incremental
tax is nil. The multiplicand, which is combined with the simple
multiplier, is here the result of taxation, but the nature of the
taxes must be such that they do not impinge on the income
increment.

Tue ComMpPLEX MULTIPLIER

When the impact of the tax falls upon the income increment
as well as upon the income base, which is the income level to
which the increments are added, the incremental tax must ap-
pear in the multiplier or muitiplicand;* otherwise the income
creation obscures the operation of this process.

Proportional and progressive personal and corporate income
taxes, consumption taxes, and certain property taxes, fall upon
the income increment. Only the proportional income tax and
the consumption taxes are discussed here, since they explain the
principle without unnecessarily complicating the analysis. The
incremental tax and the base tax are, of course, the same in
the case of the proportional tax and consumption taxes. A 10
per cent income tax falls equally on the base and the increment,
as does a like consumption tax. But what is the relation of an
incremental income tax to an incremental consumption tax?

The answer has already been indicated in the previous chap-
ter. When the same sum is collected in tax receipts, individuals
readjust their outlays, in the long-run, in the same way no

* For example, a flat tax per acre or per old building which is not based on
value, or a per capita tax would not impinge on the income increment,
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matter what kind of tax is imposed. The average and marginal
propensities of individuals to consume operate on available in-
come, and when the receipts from different taxes amount to the
same sum, consumption is the same for all. In terms of the mar-
ginal propensity, let ¢ be the consumption increment out of
available income. In the case of the proportional income tax,
¢ =mp(y — ty); and in the case of the consumption taxation,
¢ = mp(y — tc). When the receipts are the same sum, which
is the result of the consumption tax rate being sufficiently
greater than the income tax rate, and when the marginal pro-
pensity is also the same for each, the consumption increment is
the same for each tax. It must be remembered that the impact
of the different taxes must be upon the same persons for an
equal reaction to occur.

This conclusion enables one equation for the multiplier to be
written for these kinds of incremental taxes. The substitution
of one tax for another may be made on the basis of equal tax
receipts. The following analysis is in terms of the proportional
income tax because it is the easiest to calculate and to introduce
into formulas. The task of formulating income creation by
means of taxation becomes immeasurably more simple.

A rule of thumb may be helpful in determining the multiplier
from the marginal propensity of individuals to consume. Ex-
cluding the multiplicand (y1), the infinite series is (1 + mp -
mp* +mp® - . . . mp"). The second term produces the ex-
pression which we want because it enables us to write the mul-
tiplier. The second term is always the marginal propensity to
consume multiplied by the available income which stems from
the first term, plus any increments or decrements of additional
spending. In the case of the simple multiplier, the second term
is always equal to the marginal propensity of individuals to
consume, and this multiplier may be written 1/(1 — mp).

An assumption concerning the collection and dispersal of the
incremental tax receipts is necessary before the complex muiti-
plier can be formulated. In practice, collections and dispersals
of receipts are not always equal; one lags behind the other. For
the present analysis it is assumed that collections equal dis-
persals and that they occur in the same period. Thus in the
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second period, the incremental tax impinges on the available
income of the period (which is the increment in the first period)
and the taxes are paid and the receipts spent in the second pe-
riod. There is no inequality and time lag between collection and
dispersal of the incremental receipts. This assumption is relaxed
in a later chapter.

The complex multiplier may be formulated by using the rule
of thumb. The second term of the infinite series from which the
multiplier is derived is [mp(1 — ¢) + £], where ¢ is expressed
as a fraction. It is to be remembered that y1 does not appear in
the infinite series because it has been factored out and stands as
the muitiplicand. The multiplier may easily be written

1
1—[mp(l—2) + 41"

In this case the tax outlay has no stimulating or depressing in-
fluence on private investment. The receipts must be consumed
by the recipients; but they may be devoted to social consump-
tion, such as the expenses of armed forces, or social investment,
such as bridges and buildings, which do not influence the deci-
sions of private investors. This formula indicates that the higher
the incremental tax, the larger the multiplier. If the multipli-
cand is unchanged, the larger the multiplier the greater is the
income creation,

Chapter II demonstrated that the tax outlay may expand
private investment in three ways: by the acceleration principle,
as a subsidy, and by lending or investing the receipts without
interest, The first two methods, however, do not cause a perma-
nent increase in investment and they can be included in the
formula only when a temporary and not the permanent multi-
plier is desired. In the case of the expansion in private invest-
ment which results from the government’s lending or investing
the receipts without interest, the increase is permanent. It can
be included in the formula for the multiplier, although to do so
makes the present discussion incomplete. There are gaps to be
filled in by later analysis. The increment in private investment
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which results from the tax outlay may be related to the tax in
a strict proportion. This proportion may be called the coefficient
of expansion in private investment. For example, if a tax outlay
of $2.00 causes an increase of $1.00 in private investment, the
coefficient is . The formula for the multiplier may be written:
1
1 — [mp(l — &) + ¢+ ft]

where f is the coefficient of expansion in private investment.
It is clear that this multiplier is even larger than the previous
multiplier in which taxation alone was included. For brevity the
three multipliers may be called the simple, the tax, and the
coefficient multipliers. The last is the most powerful income
creator.

The concept of the multiplier was originally developed in
conjunction with government deficit spending. The deficit be-
came the multiplicand, and the marginal propensity of individ-
uals to consume determined the multiplier. The product of the
two gave the income creation. This approach obscured, if it
did not ignore, the income creating effect of taxation. The tax
structure with its reliance upon personal and corporate taxes
impinges on the income increment, and tax receipts increase
with income creation. The question of how to handle the addi-
ticnal receipts may be solved in either of two ways: (a) they
might be included in the marginal propensity to consume and
in the multiplier; (4) they might be made g part of the multi-
plicand, which was to be called the income-creating expenditure
of government which thus included the deficit and the additional
tax receipts. The former solution tends to obscure the influence
of taxation upon income creation because no distinction is made
between the simple multiplier and the tax multiplier. This fail-
ure is based on another. No distinction between the individual’s
and the community’s marginal propensity to consume was made.
The latter solution likewise minimized the income-creating ef-
fect of taxation because the deficit was recognized to be the
initial cause. The deficit attracted all the attention. Either ap-
proach is mathematically correct; but the emphasis was mis-




THE MULTIPLIER 69

placed.* The income created by a given deficit depends on two
factors, not one: the marginal propensity of individuals to con-
sume, and the incremental tax. The policy authority has two
instruments, the deficit and taxation.

The neglect of the income-creating effect of the incremental
taxes gave rise to a popular misconception. There was a com-
mon impression that the way to balance the budget was first to
unbalance it. Often the acceleration principle and the multiplier
were inextricably confused in such arguments. This view was
never scientifically held.

ForMULATION OF THE METHOD 0F TAXATION

The analysis has progressed to the point where formulation
of income creation by means of taxation is possible. Of course,
all assumptions are still operative except where there is a spe-
cific reference to the contrary. The expressions of the initial
income increments which result from the different kinds of
taxes can be combined as multiplicands with the multipliers,
The case of the coefficient muitiplier is postponed until later,
since it operates more effectively when the schedule of the mar-
ginal efficiency of capital has an elasticity greater than unity.
It is to be recalled that the present assumption is that of an
elasticity of unity.

The simple multiplier cannot be combined with the multipli-
cands which have been drawn previously. The tax impinges on
the income increment in the case of all three (that is, the pro-
portional tax which all investors include in their supply price,
tPe proportional tax which the bankers ignore, and the consump-
tion tax). It is no doubt possible to derive the formula for the

* Both solutions, hawever, indicate the same income creation. Let D stand for
the deficit,

. . D . . .
Solution g is S oy = y, the ultimate income increment.
Solution § is Db oy
1= {mp(1 — 5]
Solution & may be rewritten y[1 — mp(l — H] — ¢ty = D.

This may be rewritten y{1 — [mp(1 — £} + 1} = D, and the two solutions have
identical formulas.
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multiplicand when the land or property tax does not fall on the
income increment, and when the income tax specifically exempts
the increment from taxation. This formula could be combined
with the simple multiplier. Nevertheless, all the determinants
of the multiplicands being equal, the income created by the sim-
ple multiplier is less than the income created by the tax multi-
plier. Therefore the simple multiplier is omitted from the {ol-
lowing formulation.

The previous chapter set forth the formulas for the imitial
income increment which are applicable in this instance; and if
each expression is combined with the tax muitiplier, the formula
for the ultimate income increment in each situation is given.
When the proportional income tax raises the supply price of all
investors and their supply schedule is horizontal, the expression
is ty(AP —mp)/ {1 —mp)(1 —¢t).* The multiplicand con-
tains the average propensity to consume before the imposition
of the proportional tax. There is also the situation in which the
banks and corporations ignore the imposition of the proportional
personal income tax. In this instance, investment after the tax
is the same as before the tax, as the decline of the invested sav-
ing of individuals is just offset by an equal increase in bank and
corporate investments. The expression is t¥/(1 —¢).

These two expressions state the limits to income creation for
all those cases in which the schedules in demand for and supply
of investment are less elastic than under the given assumptions.
That is, in all those cases when the supply schedule is less than
infinitely elastic or the demand schedule has an elasticity less
than unity, the ultimate income creation falls within these
limits. The lower limit is given by tY(AP — mp)/(1 — mp)
(1 —¢), and the upper limit by ¥V /{1 —#).

This latter formula states the ultimate income increment also
for the instance of consumption taxation when there is an equal
distribution in income. Of course ¢ in this expression does not
represent the rate of taxation of consumption. Instead, ¢ is the
proportional income tax which raises a sum equal to the con-
sumption tax. When consumption is less than 100 per cent of
income, which is true in an underemployment equilibrium, the

* The multiplier in this formula is the same as the tax multiplier in the previous
section, the difference being only that of the way the two are expressed.
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consumption tax rate must be higher than the proportional in-
come tax rate which raises an equal amount. In the foregoing
expression £ is an equivalent or substitute for a higher consump-
tion tax. Nevertheless the expression states the ultimate income
increment for consumption taxation when there is an equal dis-
tribution in income. This is the result because consumption
taxation does not raise the supply price of investors and in-
vestment is unchanged, and because consumers readjust their
spending.

The analysis thus far has omitted the coefficient multiplier.
Let us therefore introduce it into the present case in which the
schedule of the marginal efficiency of capital has an elasticity
of unity. All the other assumptions are also operative. When the
marginal efficiency of capital has an elasticity of unity, the total
return from investments is a constant sum, no matter how large
or how small investment is. The program of the government’s
lending or investing the tax recetpts without interest makes this
return a part of the earnings of private investors. Total invest-
ment is composed of a portion of loaned or invested tax receipts
and a portion of private investments; but private investors re-
ceive the total return. When, however, the marginal efficiency
of capital has an elasticity of unity, the total return to private
investors does not increase with the increase in investment.
Private investment is constant, no matter how extensive the pro-
gram of lending or investing the tax receipts; because the total
return, which is constant, goes to private investors in any case.

Thus the above equations express the income creation no
matter how the receipts are spent, whether for social consump-
tion or loaned to expand private investment. The impact of
the tax determines the investment at the outset of the process
and, although the tax receipts are loaned or invested, private
investment is unchanged. If the tax is included in the supply
price of all investors when the tax is imposed, the private in-
vestment is fixed. If the tax is not included, the supply price
which ruled before the tax still prevails. The investment which
existed befare the tax continues after the tax. When the mar-
ginal efficiency of capital has an elasticity of unity, the coeffi-
cient of expansion in private investment is zerop.

In this situation, the coefficient multiplier equals the tax Ipﬁ?
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tiplier; and the question arises, how should the government
spend the receipts to maximize the income creation? The answer
stems from the earlier analysis of income creation by means of
government deficits, In this analysis the tax receipts were in-
cluded in either the multiplier or the multiplicand without
changing the resulting income creation. The same outcome is
demonstrable for the method of taxation when the marginal
efficiency of capital has an elasticity of unity. When the receipts
appear in the multiplier, the tax outlay is for consumption. This
interpretation is the result of the derivation of the multiplier
from the marginal propensity to consume. The multiplicand,
on the other hand, has customarily represented investment.
There is no logical justification for this classification, although
it is fast becoming accepted practice. In deference to custom,
the tax outlay appears in the multiplicand when the receipts are
spent for social investment, The multiplicand is then composed
of two terms: the initial income increment, which is the outcome
of the higher taxation, and the incremental tax receipts. The
investment item, which is one of the factors determining the
initial income increment, does not increase when the initial and
incremental tax receipts are loaned or invested without interest.
The initial income increment is, therefore, unaltered by the
policy. If the first term of the multiplicand is constant, the equa-
tions for income creation are unaltered by shifting the tax out-
lay from the multiplier to the multiplicand.*

The conclusion which follows is that there is no difference in
the income created between spending the receipts for consump-
tion or social investment, when the schedule of the marginal
efficiency of capital has an elasticity of unity. The reader may
feel that this conclusion has been reached by unnecessary labor.
The excuse is that the following analysis, which indicates when
the government should spend the receipts {or consumption and
when invest them without interest, rests upon a clear under-
standing of the present case. Although it makes no difference
for income creation how the receipts are spent when the mar-

* The equation y = E{E;{fT}_(_l’iﬂﬂ is equal to y = %Pi'g Y. The

former may be made equal to the latter by multiplying the denominater by ¥
and transposing terms.
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ginal efficiency of capital has an elasticity of unity, this con-
clusion is not true for the cases of greater or less elasticity.

THe CAsE OF INELASTICITY

When the schedule of the marginal efficiency of capital has
an elasticity less than unity, the larger the investment the
smaller is the total return which private investors receive. Like-
wise, the smaller the investment the larger is the total return
which investors receive. This condition influences the principle
of income creation by means of taxation in two ways: first,
through the reduction in investment which the impact of the
tax causes when all investors include the tax in their supply
price; and second, through the manner of spending the tax out-
lay. These influences are demonstrated by a comparison with
the type of reactions in the case of an elasticity of unity in the
marginal efficiency of capital.

When all investors include the tax in their supply price, the
supply price increases with the tax. The less elastic the marginal
efficiency of capital, the less is the reduction in investment
which results from a given tax. The truth of this statement may
be demonstrated by a glance at the diagram in Appendix B to
Chapter III.

The foregoing discussion of income creation has assumed
implicitly that the tax receipts are consumed. If the total return
received by investors declines as investment expands, the lend-
ing or investing of tax receipts without interest would lower the
return to private investors. The adoption of the lending or
investment policy would reduce private investment. The reduc-
tion in private investment would be an offset to the ultimate in-
come created. The conclusion is that to maximize income crea-
tion the lending or investment of the tax receipts should not be
followed when the schedule of the marginal efficiency of capital
has an elasticity of less than unity. The tax outlay should then
be for consumption or social investment.

ErasTiciTY GREATER THAN UNITY

Wben the schedule of the marginal efficiency of capital has an
elasticity greater than unity, the total return to investors in-
Creases with the increase in investment, even though the mar-
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ginal vield declines. As is to be expected, this case influences
this method of income creation in two ways which are the direct
opposites of the previous case. First, the impact of the tax re-
duces investment more when the elasticity is greater than unity
than when it is unity. Second, the tax outlay which the govern-
ment lends or invests without interest leads to a larger total
return to private investors and a larger private investment. The
proof of these statements is inherent in what has already been
said. When the elasticity is unity the reactions in investors are
intermediate. Private investment is unaltered, no matter in
which of the two ways the tax outlay is used. The impact of the
tax reduces investment mote than in the case of inelasticity and
less than in the case of elasticity.*

When the schedule of the marginal efficiency of capital has
an elasticity greater than unity, the government policy of lend-
ing and investing the tax receipts without interest expands pri-
vate investment. The lending or investing, without interest, of
a given tax outlay increases private investment from what it
would be if this policy were not followed. Total investment is
composed of the tax outlay and private investment which re-
ceives the total return. Since this increases with an increase in
total investment, a larger tax outlay expands private invest-
ment.t

* For proof of the case of elasticity see Figure 5 in Appendiz B to Chapter III.
Let 5'T" be any schedule of the marginal efficiency of capital, the elasticity of
which is greater than unity and just short of infinity; $'T" must pass through P
for the same reason that ST must do so. M¥ must intersect S'T to the left of
its intersection with AB for every position of MN above PQ. Thus the impact
of the tax reduces investment more when the elasticity of the marginal efficiency
of capital is greater than unity than when it is unity. Also, the higher the tax the
larger is the difference between the reduction in investment for the two cases;
and the greater the elasticity, the larger is the reduction and the larger the dif-
ference.

t Let us compare the efiectiveness of the policy in this situation with that of
an elasticity of unity. In terms of Figure 5, Appendix B to Chapter III, when
total investment is greater thar OU the total return is larger when the elasticity
is greater than unity. §'T" lies above 4B to the right of P. If total investment
is OU', private investment is larger in the case of S'T’ than in the case AB. In
each instance, the total return goes to private investors; and, since the total re-
turn in the case of 51" is larger than the total return for AB when total investment
is OU', private investment in the first case is larger than in the second case. This
comparison is made on the agsumption that private investors demand and receive

the same supply price in the two situations. Their supply price may include or
exclude the taxz.
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When the elasticity is greater than unity, the total return
which private investors receive is larger for all cases when total
investment exceeds the amount which obtains before the im-
position of the tax. This is easily recognized; because to the
right of the equilibrium point the elastic curve lies above the
curve of unit elasticity, and the total return of the former ex-
ceeds that of the latter. Since the total return is greater, private
investment is also larger in the former than in the latter for any
given tax rate, hecause private investors receive the total return.
Thus in the case of elasticity greater than unity the income
creation is larger than in the case of unity. A given tax induces
a larger private investment and creates a larger income incre-
ment. -

The question arises, may total investment decline from the
underemployment equilibrium? The answer to this question is
a simple negative in those cases when the impact of the tax
causes no reduction in private investment, What is the reaction
in total investment when all investors include the tax in their
supply price, when the supply schedule is horizontal, and when
the government loans and invests the receipts without interest?
Of course the impact of the tax taken in isolation may reduce
investment. But when the receipts are loaned or invested with-
out interest, total investment increases beyond the amount
which obtains prior to the imposition of the tax: first, because
the tax outlay is invested; and second, because private invest-
ment expands.

This conclusion may be accepted more readily after a de-
scription of how the lending and investment program works. In
an underemployment equilibrium investment is a small fraction
of the national income. A slight tax, which therefore does not
raise the supply price of investors very much, collects in tax
receipts a sum which is large relative to investment. The invest-
ment of these receipts without interest induces an amount of
private investment which is not greatly below the initial amount,
because the supply price of investors has not been raised very
much, Hence total investment, which is the result of the lending
or investing policy, is larger than the amount which exists in
the underemployment equilibrium.

This description, of course, is no proof. To present such a
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proof which covers all possible cases of elasticity greater than
unity, it is necessary to analyze the limiting case which is most
likely to be deflationary. If income creation is the result in this
case, it will then follow that all other cases are income creating.
If we can prove that the lending and investing of tax receipts
expands total investment when the schedule is infinitely elastic,
it must do so for all intermediate cases between this position
and unit elasticity.

In the limiting case of infinite elasticity in the schedule of the
marginal efficiency of capital, all other determinants remaining
the same, the imposition of a proportional tax, no matter how
slight, reduces private investment to zero. The supply curve
being horizontal the tax raises the supply price above the de-
mand curve throughout. The question is, does the lending or
investing of the tax receipts make total investment in this limit-
ing case larger than the underemployment equilibrium amount?

When all investors include the tax in their supply price, it can
be written as j/(1 — ¢}, where j is their normal supply price
before the tax. With the adoption of the government’s policy
of lending and investing without interest to private investors,
they demand this supply price. To achieve the correct supply
price, the government must determine the ratio at which it will
Iend tax receipts to private investment. If the ratio is too high,
private investors receive a return which exceeds the normal sup-
ply price including the tax, and they receive a profit. If the
ratio is too low, not all the available tax receipts will be utilized.
The correct ratio is the one which yields private investors the
normal supply price including tax. When the correct ratio is
fixed, each unit of private investment receives the marginal
yield on capital and its proportional share of the same yield
from the invested tax outlay. Or, to express this idea somewhat
differently, each unit of private investment is coupled to in-
vested tax receipts according to a fixed ratio and the total return
goes to private investors.

This idea may be expressed in symbols. Let the marginal
efficiency of capital be F * when tax receipts and private invest-
ment compose total investment. Let V be private investment,

* In terms of Figure 5, p. 60, E lies along 5'T", when the schedule is elastic.
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¢ the proportional tax, and ¥ the national income before the tax
and spending program is carried out. The total return to private
investors is E(t¥ 4 V), so the rate of return for them is
(EtY/V) + E. However we already know that the supply price
including the tax is j/(1 — ) which private investors will de-
mand, and the two expressions can be written in an equation:

EtY _
v TEEG Ty

When the marginal efficiency of capital, E, equals j, and this
marginal efficiency has an infinite elasticity, the equation boils
down to ¥V + t¥ = ¥V _* In other words, when this condition is
fulfilled, private investment and the tax outlay equal the na-
tional income, or total investment equals the national income.
When V varies with £, so that private investors receive the nor-
mal supply price, total investment always equals the national
income, no matter how high the tax.

This conclusion -— that under the given limiting conditions
total investment equals the national income prior to the imposi-
tion of the tax — proves that total investment which is the
result of a lending and investing policy is larger than the under-
employment equilibrium amount. In underemployment equi-
librium investment cannot equal the national income because
consumption would be zero, which is ridiculous and impossible.
Investment must then be a fraction of the national income and
in fact is a small fraction of it. Therefore as a result of a lend-
ing or investing policy total investment in this limiting case is
larger than the underemployment equilibrium amount.}

EtY ¥

* Method: THE=gy Ltk
Therefore trl - +v-—-vi=Vv
That is 1o say, IFl -8 — Vi=

tY(l - =1t
V—it¥ =V

tIn terms of Figure 5 when $'7" is infinitely elastic and lies along QP ex-
tended, total investment (GU’) must be larger than OU, the E(]lll[lbl'lum invest-
ment hefore the tax. This conclusion must be true because OU is only a fraction
of the national income before the tax, and total investment after the tax and
spending program is equal to the ndtlonal income.
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When the schedule of the marginal efficiency of capital has
a negative slope, it is equally clear that the marginal yield, in-
stead of being horizontal, cannot be higher than the normal
supply price before the tax. If it were, private investors would
receive a profit and try to expand investment. The marginal
efficiency of capital would be pushed by the policy below the
normal supply price, j, and total investment must exceed the
underemployment equilibrium amount. Since j is the normal
supply price before the tax and is higher than £, then invest-
ment before the tax must be less than total investment after
the adoption of the government’s lending and investing the
receipts without interest.*

Although the argument began with the case of infinite elas-
ticity, it is necessary to indicate that this case is impossible.
The schedule of the marginal efficiency of capital must have a
negative slope. Otherwise there is no inherent explanation why
the economy is in a prolonged unemployment. As long as the
marginal efficiency of capital did not fall below the normal
supply price, investors would expand investment to their ad-
vantage. For the underemployment equilibrium amount of
investment to be stable, the schedule of the marginal efficiency
of capital must have a negative slope at this point.

The argument has now reached the position where a general
conclusion is possible. When any given tax outlay is loaned
or invested without interest, private investment is larger the
greater the elasticity in the schedule of the marginal efficiency
of capital. If the application of the principle creates income in
the case of unit elasticity, the income created by a given tax
must be even greater when the elasticity is higher.

The analysis has now covered every degree of elasticity in
both the demand and supply schedules of investment, and has
found that income creation results from the proportional tax
when the tax receipts are properly spent. To maximize the in-
come created by a given tax, the tax outlay must be devoted to
consumption when the schedule of the marginal efficiency of

*In terms of Figure 5 OU must be less than total investment which results
from the policy, because the marginal efficiency of capital which moves down
along ST’ must be less than UP.
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capital has an elasticity less than unity, while the tax outlay
must be loaned and invested without interest when the elasticity
is greater than unity. Thus this policy is income creating in
every case. Of course the limiting assumptions under which the
analysis has proceeded still restrict the scope of this conclusion,

THE ForRMULATION OF THE ELasTic CASE

Thus far, the analysis of the case in which the schedule of
the marginal efficiency of capital has had an elasticity greater
than unity has been confined to the initial income increment.
Once the question of the actuality of the initial income incre-
ment under these conditions is answered in the affirmative, one
can proceed to the ultimate income creation. With a positive
multiplicand, the ultimate income increment depends upon the
multiplier. If the proportional tax is so drawn that the tax does
not impinge on the income increment, the simple multiplier is
used. If, as is the more likely situation, the tax impinges on the
income increment and the incremental tax outlay is for con-
sumption, the tax multiplier must be used; and the ultimate in-
come creation is larger as the tax multiplier is more powerful.
If, on the other hand, the policy authority desires to create the
maximum income, the incremental tax receipts may be employed
to expand private investment in the same way that the initial
tax outlay was used. The government may lend and invest the
incremental tax receipts without interest to expand private in-
vestment. In this situation, the coefficient multiplier must be
employed. The ultimate income creation which would thus re-
sult is the largest of the three cases.

It is now possible to formulate precisely the income creation
in the case where the government loans and invests the receipts
to expand private investment. The formulation of the several
varieties of this case makes possible a comparison of the income
creation in this case with that of other cases. In addition it
demonstrates which of the several varieties in this case creates
the largest ultimate income increment.

In this situation in which the schedule of the marginal effi-
ciency of capital has an elasticity greater than unity, the lend-
ing and investing of the receipts expand private investment
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beyond what it is in the case of unit elasticity. This is the con-
clusion in the earlier discussion. We know, in the case of the
elasticity of unity, how private investment reacts to the propor-
tional income tax when all investors raise their supply price
by the amount of the tax, and when the supply schedule of
investment is horizontal. The expression for private investment
in this situation is (1 — £){¥ — APY). This item can be used
as a point of reference to indicate private investment when the
elasticity in the schedule of the marginal efficiency of capital is
greater than unity. The lending and investing of the receipts
raise private investment above (1— £)(¥ — APY). The in-
crease can be definitely designated, although it may differ from
variety to variety,

There is the situation in which just the initial tax receipts are
loaned and invested to expand private investment. Let K be
the excess of private investment when the schedule is more
elastic than when it has an elasticity of unity. That is, for every
level of taxes there is a unique volume of private investment
when the receipts are loaned and invested to encourage private
investors for every position of an elastic schedule. This unique
level exceeds that in the case of an elasticity of unity by the
amount K. It is now possible to formulate the initial income
increment or the multiplicand for every position of elasticity
greater than unity. K is added to the expression of the multipli-
cand in the case of an elasticity of unity. The formula becomes
tY(AP —mp) + K.

If the elasticity in the schedule of the marginal efficiency of
capital is given, K is a function of ¢. The higher ¢, the larger are
the tax receipts, if ¥ is given. For every level in £ and in receipts
there is a unique ratio between the government outlay and pri-
vate investment, which at the same time maximizes private in-
vestment and yields a return which covers the supply price of
investors. Hence K is determined for every level in ¢, other
things being unchanged.

There follows from the determination of the initial income
increment the expression for the ultimate income increment.
There are three possibilities: (A) one in which the proportional
tax does not impinge upon the income increment and is confined
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to the income base, and (B) and (C) in which the tax does fall
upon the base and increment alike. The simple multiplier is
applicable in the former; and the tax or coefficient multiplier
in B and C. The expression for the ultimate income increment
in the case of 4 becomes [tV (AP — mp) + K1/(1 — mp).
The expression for the ultimate income increment in the case
of B when the incremental tax receipts are devoted to consump-
tion is [¢¥V (AP —mp) + K]/(1 —mp)(1 —¢). It is clear
that B is larger than 4 because although the multiplicands are
the same for each the multiplier of B is larger than that of 4.

There remains the instance C, in which both the initial tax
receipts and the incremental receipts are loaned and invested
to expand private investment. This instance involves further
analysis because the multiplicand diifers from that in the pre-
ceding situations. The initial expansion in private investment
is less than that in the previous instances because the ratio of
the government outlay to private investment is smaller. When
just the initial tax receipts are loaned and invested, the ratio is
such that private investors receive a gross return sufficient to
meet the tax. When the incremental tax receipts are added, the
ratio must be raised. Total investment, that is private invest-
ment plus tax receipts, is larger because of the addition of the
incremental receipts. The marginal yield falls because of the
expansion in total investment. The ratio of government outlay
to private investment must be raised in order to give private
investors the same gross return. The initial expansion in pri-
vate investment per dollar of invested tax receipts is less be-
tause the ratio is higher. Therefore, the initial expansion in
private investment, which is the result of lending and investing
the initial tax receipts, is less than K when the incremental tax
receipts are also used to expand private investment in the same
ratio as the initial receipts. When this is the situation, let & be
the excess of the initial private investment when the schedule
is elastic over that when its elasticity is unity. K is larger than
% because the ratio of the initial tax outlay to private invest-
ment is smaller for the former than for the latter, and the ini-
tial expansion in private investment is therefore larger for the
former than for the latter,
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It is now possible to write the expression for the ultimate
income increment in this instance. In place of K we write &,
and instead of the simple multiplier or the tax multiplier we use
the coefficient multiplier. The expression becomes

tY(AP —mp) +h
1— [mp(1 —t) + £+ ft]

There at once arises the question of the size of the ultimate
income increment in this instance relative to the previous two
instances. Since & is smaller than XK the multiplicand of the last
expression is smaller than the multiplicand in each of the other
expressions, On the other hand, the coefficient muitiplier is
greater than either the simple or the tax multiplier. Does the
increase in the coefficient multiphier more than offset the fact
that the multiplicand in this instance is less than either of the
other multiplicands? The answer to this question would seem
to be in the affirmative, The reason is that private investment
is larger when all the tax receipts are loaned and invested to
expand private investrment than when just the initial tax re-
ceipts are employed in this manner. When the incremental tax
receipts are consumed, there is no permanent encouragement to
private investors; and in this instance just the initial receipts,
(¢t¥), are used to expand private investment. When the co-
efficient multiplier is applicable, however, both the initial and
the incremental tax receipts are loaned and invested to expand
private investment. The expression £(¥ + ») is larger than ¢Y.
Since, for a given level in £, private investment is Jarger when
all the tax receipts are used as an encouragement than when
they are not, consumption is also larger. Larger increments in
consumption and in private investment would result in a larger
ultimate income increment even if the tax increment itself were
not larger. Of course, the tax increment is larger in this instance
because the ultimate income increment is larger. There is mu-
tual interaction resulting in a larger ultimate income increment.
The lending and investing of all the tax receipts is the most
powerful method of income creation of these three instances.

It is well to end this chapter with a general statement of just
where this discussion leaves the argument. In the course of
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following the detailed formulation the reader may have lost
track of the general theme. At the end of the previous chapter
there was a large gap in the method of creating income by
taxation which has now been filled. That is, the proportional
income tax may be income creating, if spent in the proper way,
in all degrees of elasticity in the demand schedule of invest-
ment. The formulation in this chapter has been limited, how-
ever, to the limiting case of infinite elasticity in the supply
schedule. This restriction is eliminated in the next chapter.

APPENDIX A
Two APPROACHES

When the schedule of the marginal efficiency of capital has an elas-
ticity greater than unity, and when the policy authority desires to
create the maximum income increment, the policy of lending and
investing the tax receipts must be carried on continually and all the
tax receipts be used to expand private investment. As income and
incremental tax receipts increase, the receipts are loaned and invested,
and private investment expands. This expansion continues until in-
vestors receive no more than their supply price. Their return is de-
termined by the marginal efficiency of capital, and by the ratio of tax
outlay to private investment. When the policy authority determines
the carrect ratio, all tax receipts are loaned or invested, and investors
receive just their supply price® in the ultimate equilibrium.

If the ratio is too low, private investors will not find it profitable
to put all the tax receipts to use. The marginal efficiency of capital
will not cover theit supply price “as long as the same ratio is main-
tained.” Of course the tax receipts cannot be left unspent without be-
ing absolutely deflationary; the policy authority must spend them for
consumption or social investment. This method of spending, however,
is not achlevmg the maximum income creation. On the other hand, 1f
the ratio is too high the ultimate increase in income may be reached
and income become constant before the marginal efficiency of capital
has fallen to the supply price of investors. They would receive a profit
over and above their supply price, which would be higher at the out-
set of the policy but which would never entirely disappear. The exist-
ence of a profit aiter the adjustment period when income stops l‘lS‘ng
is a sign that the policy authority is not achieving the maximum in-
come creation from the given tax system. The existence of profit be-
youd the adjustment period means that private investors wish to
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borrow tax receipts which are not available, Through the setting of a
lower ratio, larger private investment per unit of tax outlay resuits
and a greater income creation is achieved.?

The problem before the policy authority is not solved merely by
its knowing the correct ratio which will leave neither profit over in-
vestors’ supply price nor unborrowed tax receipts. There are two
approaches which are open to the policy authority for achieving the
correct ultimate ratio between the tax outlay and private investment,
First, the correct ultimate ratio may be fixed at the initiation of the
policy. Second, the ratio may be fizxed at the outset so that investors
do not receive a profit, but this ratio which is below the ultimate
position, must be raised through a series of sets to the correct figure,
Both approaches center attention upon the adjustment period during
which income is rising.

The first approach introduces profits which are 2t the outset high
and then diminish gradually through the readjustment period until
they disappear in the ultimate equilibrinm. This must be the be-
havior of profits, because the ratio is determined for the lower posi-
tion of the marginal efficiency of capital to which it falls as total
investment expands. The introduction of a slowly diminishing profit
means that the early bird catches a larger worm. The initial expan-
sion in private investment is likely to be sudden and not sustained.
The unevenness in the expansion of private investment may cause
repercussions through the acceleration principle. When the policy
authority follows this approach, the course of income creation during
the adjustment period toward the ultimate increment takes on an
uncertainty and an irregularity, although the ultimate creation is not
in question.

The second approach avoids the difficulty of the introduction of
profits. The policy authority determines the ratio at which it lends
tax receipts for private investment according to the available tax
outlay and investors’ supply price. This is the initial income incre-
ment and, as income creation proceeds, the government receives in-
cremental tax receipts. ‘The policy authority may now raise the ratio
to expand private investment, or wait before doing so until the
initial income creation has brought in all the incremental tax receipts.
Of course the receipts must be spent either for consumption or for
social investment. There would be fewer, although larger, changes in
the ratio if the latter course were followed than if it were raised
in every income period as incremental tax receipts were paid in. In
general, the less frequent the changes in the ratio the better, Private
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investors are likely to hesitate to put up funds today if they believe
that the same sum will obtain a larger tax outlay tomorrow. Further-
more, the early investor, who horrows receipts at a low ratio when
the marginal efficiency of capital is high, suffers a loss when the
marginal yield falls. The second approach errs on the side of over-
caution, This approach may not encourage private investors suffi-
ciently and income creation may lag. It might even {fail to start.

In practice the policy authority may have to follow an intermediate
course between these two approaches. By introducing a small profit
at the outset of the policy the authority insures the initial income
creation, and if the ratio has to be raised in the future the needed
change may be only slight. The earliest private investors who tock
advantage of the lending program have a margin of security. In prac-
tice the policy authority can only guess at the ultimate equilibrium
ratio, for it lacks the knowledge which is here provided by hypothesis.
It may have to alter the ratio merely because it made a mistake. If,
however, the error is on the side of fixing too high a ratio, there is
less danger of the policy failing to create income and more danger
that the income creation may be too rapid.

APPENDIX B

THE SCHEDULE OF THE MARCINAL EFFICIENCY
oF CarrTal 1N A MopErN EcoNouMy

Thus far, the analysis has taken for granted a knowledge of the
schedule of the marginal efficiency of capital. A brief explanation of
this schedule is, perhaps, long overdue, as it is such an important
determinant of income creation.” To maximize the income creation
which results from a given tax, the policy authority must spend the
tax receipts for consumption when the schedule has an elasticity less
than unity and lend and invest them without interest when the
elasticity is greater than unity. What are the elements which deter-
mill;eG the elasticity of the schedule of the marginal efficiency of capi-
ta

There are several elements: (e) the marginal value product of
Capital in the sense of static theory; (&) the wider adoption of
capital-using techniques which are already known; (¢) the discovery
of new techniques which are induced by the fall in the supply price
of investors; and (d) the increase in consumer botrowing which is
due to the fall of the supply price of investors. There are absent
from this list three types of demand for investment which are ele-
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ments in the real world. First, the demand for industrial investment
which is the result of an increase in demand for output; second, the
increase in demand for consumer investment which is the result of
an increase in income; and, third, the demand of innovators who are
introducing a new technique not heretofore known. These demands
for investment do not appear in the schedule because they are not a
function of the supply price of investors. The first two depend upon
the acceleration principle and an increase in income, the third is the
outcome of the discontinuous process of invention, discovery, and
innovation, The third must be eliminated from the analysis because
our problem concerns an underemployment equilibrium in which new
techniques are relatively insufficient. Were they abundant, prolonged
unemployment would not exist. The first two are eliminated by hy-
pothesis from the present discussion.

Let us examine each of these elements which determine the elastic-
ity of the marginal efficiency of capital. The purpose of the inquiry
is to discover whether the wealthy and advanced capitalistic economy
has a more elastic schedule than the peor and noncapitalistic econ-
omy. Some economists maintain that, as an economy becomes mature
and the roundabout process of capitalist production is extended, in-
vestment opportunities dry up. If this view is correct the schedule
is likely to be inelastic; the policy authority should not lend and
invest the tax receipts without interest but instead devote them to
consumption. The present inquiry has, therefore, direct bearing upon
the power of taxation to create income,

The first element is the marginal value-product. This is the result
of multiplying the marginal physical product and the marginal reve-
nue and depends upon two conditions: () the law of diminishing
productivity in physical terms, and (b) the degree and extent of
monopoly. The latter cannot be discussed at this point, although the
assumption of pure competition is not necessary. The degree and ex-
tent of monopoly are merely assumed {0 remain constant.*

Many textbooks teach that the marginal physical product of capi-
tal, or of saving and investment, depends upon: (a) the techmique
of production; (&) the efficiency of labor; (c) the fertility of the
larid and the abundance of natural resources; and (d) the relative
supplies of the agents of production. No one can assert that the
technique of production in the modern economy is undeveloped and
unscientific; it is at times almost superhuman and miraculous. Laber
in the modern economy is highly skilled and trained. Contrary to

* See Chapter VI, p. 130.
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popular belief, many unions encourage the workers to improve their
efficiency. In the United States the land is still highly productive and,
although there are areas in which the soil has lost its fertility, they
form only a small proportion of the productive land. The natural
resources of this country are not as accessible and plentiful as they
were a century ago. Nevertheless this country is one of the few na-
tions richly endowed with natural resources. The modern economy
cannot be found lacking in three at least of the four determinants
of the physical productivity of capital.

The fourth cannot be handled in strict classical form, for full em-
ployment of all agents is there a necessary condition. This situation
is obviously incorrect, for the present analysis starts from the hy-
pothesis of prolonged unemployment. We can, however, overcome the
difficulty by approaching the prohlem from the point of view of the
individual firm which is applying units of additional investment. Even
during prolonged unemployment there are firms that undertake in-
vestment. Each unit of investment may be composed of payments to
the different agents of production in various proportions. The physi-
cal output of the firm increases even though the technique of produc-
tion remains unchanged. The old investment of the firm is increased
by another unit; and the physical output increases, but at a diminish-
ing rate, Where the technique of production is highly developed, labor
efficient, and land and natural resources relatively productive, the
decline of the physical output which follows an increase in investment
is unlikely to be great. A fall in the supply price of investment en-
ables the firm to expand its output and the expansion is likely to be
not much smaller than the increase which resulted from the previous
input of investment.*

The second determinant of the elasticity of the marginal efficiency
of capital is the adoption of existing techniques of production.” That
is, the fall of the supply price of investment makes the use of addi-
tional capital profitable, but, instead of increasing the existing capital
of the firm by another unit of the same kind, a unit which is new to
the technigue of the firm but not new to the methods of the economy
is added. For example, a large decline in the rate of interest might
make profitable the electrification of the existing steam railroads.
Electric roads are not new to the economy but they would be a new
investment for the steam railroads.

* The existence of general unemployment does not damage the argumnent be-
cause the analysis is not concerned with the distribution of the relative shares of
income.
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In the modern economy, many alternative methods of production
compete side by side. When a fall in the supply price of investment
induces a firm to expand its capacity, the input of capital is much
more likely to be an improvement rather than an increment of the
old type. An addition of the type which is new to the firm is likely
to be mote productive than an increase of the old. The directors would
not advocate the electrification of the railroad if additional steam
engines of the old model were expected to yield more profit. The fact
that the modern economy exhibits many competing methods of pro-
duction means that additional investment is usually new investment
for the firm,

Let us compate the marginal productivity of old investment with
that of this limited form of new investment. In terms of the physical
productivity of capital, the output which results from an additional
unit of old investment is not likely to be much less in the modern
economy than the output from the previous unit. If the input of an-
other unit of capital takes the form of a more productive kind of
capital, the fall in the physical product is less than if the addition is
of the old type. The conclusion follows that the more rival methods
of production there are, the more elastic is the marginal efficiency of
capital.

The third determinant is induced innovation.® An innovation is a
method of production which is new to the economy and has been only
experimentally applied. In this context it must be capital using, al-
though all innovations are by no means of this type. In any period,
the innovations may be arranged in a schedule ranging from the
highly profitable through the barely profitable to the unprofitable.
During prolonged unemployment there is a relative insufficiency of
the profitable innovations, and yet there may be many innovations
which are just unprofitable, A decline in the supply price of investors
induces entrepreneurs to undertake innovations which otherwise
would not be tried. These induced innovations are of two kinds. First,
entirely new and untried innovations are launched because of the fall
in the supply price of investors, and because entrepreneurs foresee a
profit and are induced to undertake the investment. Second, the in-
troduction of the profitable innovations is speeded up. Firms which
would not adopt the jnnovation at the existing supply price are in-
duced to try the innovation after the supply price has fallen. In the
former case, unprofitable innovations are made profitable, and, in the
latter, the introduction and adoption of innovations which are al-
ready being tried is made at a faster rate. A comparison between the
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concepts of innovation and of new investment which is a novelty to
the firm but not to the economy is advisable, since there may be some
confusion on the subject. Innovations are improved methods of pro-
duction, new goods, cheaper sources of raw materials, which are not
a part of the economic process and which have been tested only ex-
perimentally. The economy is innovating when the investment which
is necessary for the new production is taking place. New firms are
formed beside the old ones. A few old but progressive firms may
adopt the innovation. The entrepreneurs forecast a profit from the
innovation. On the other hand, the new investment which is a novelty
to the firm but not to the economy has been tested and tried in com-
petition with rival methods. In this case the investment of the firm
increases rather than the number of firms. There is not the risk of
loss and uncertainty of success, nor the need of an entrepreneur as in
innovations. The distinction between the two is perhaps more of
degree than of kind, but such a distinction is helpful in an analysis
of the elasticity of the marginal efficiency of capital.

Within the economy this twofold form of investment occurs con-
tinually, and hoth types are in general independent. Innovations may
proceed in one sector while investment in capital goods new to the
firms takes place through the rest of the economy. A helicopter in-
dustry might develop while improved steam engines were hbeing
adopted by the railroads and the automohile companies were im-
proving their models. The two occur simuitaneously. This means that
a decline in the supply price of investors induces an expansion of
both types. The increase in investment is larger when both types are
present than when only one is operative. The presence of both makes
the marginal efficiency of capital more elastic.

In the modern economy there are always innovations which stand
on the borderline of profitability. Even during prolonged unemploy-
ment there are improvements and inventions which stand on the un-
tried fringe. Certainly the modern economy, with its emphasis on
scientific techniques and experimental laboratories, does not lack new
things to try. Rather, the ahsence of the prospect of profit from these
ventures prevents their being undertaken. A reduction in the supply
P{)ilce of capital makes the fringe of unprofitable innovations profit-
able.

The fourth and final determinant of the elasticity of the marginal
efficiency of capital is the increase in consumer investment which
results from a decline in the supply price of investment. In the con-
sumption pattern of the modern economy, there is a large propor-
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tion of expensive and durable consumers’ goods, They are acquired
through saving or borrowing funds, and the supply price of investors
is an item in their cost. A decline in their cost induces consumers to
purchase these goods which are a form of investment. This type is an
addition to the foregoing three determinants and not a substitute for
them. It accounts for another item in the increase in investment which
results from a fall in the supply price. Consumer investment, which
is a more important item in the modern economy than formerly, in-
creases the elasticity of the marginal efficiency of capital.

The analysis has thus far been in terms of the elasticity of the
schedule,® whether it is greater or less than unity. In reality the
schedule may take many shapes of varying elasticity. During pro-
longed unemployment the schedule must have a negative slope at the
point of the equilibrium rate of interest, If this were not so and the
schedule were infinitely elastic, the equilibrium could not be stable,
Additional investment could be placed with profit under the present
assumptions, for there is no lack of investable funds at the equilib-
rium raie. The economy could not remain indefinitely in prolonged
unemployment. Although the schedule has a negative slope at the
equilibrium rate of interest, it may become more or less elastic as it
continues to the right,

When, below the equilibrium rate of interest, there is a change in
the elasticity of the schedule from elastic to inelastic, or vice versa,
the policy authority must gear the spending of the tax receipts ac-
cordingly. When the schedule is at first efastic and then changes to
inelastic after investment has grown, the spending of the tax outlay
must be changed at this point. At first the authority should lend and
invest receipts without interest, but, when investment has increased
to the point where the schedule becomes inelastic, the incremental
tax receipts should be spent for consumption. When the schedule is
at first inelastic and then elastic at lower interest rates, the lending
and investing of the tax receipts without interest must be followed
throughout. The policy is at first not as effective as it becomes when
investment has expanded to the change in elasticity. An exfreme €x-
ample may make this analysis clear.

Let the underemployment equilibrium rate of interest be 2 per cent
and let the marginal efficiency of capital be infinitely elastic at 1
per cent. What income creation is possible? To answer this question
additional data are necessary. Let the marginal propensity of in-
dividuals to consume be 0.8, the tax be 0.1, and let us answer the
question for the two cases: (a) in which all investors inciude the tax
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in their supply price, and (4) in which the tax is ignored by the
banks.

In case a, the 0.1 tax raises the supply price to 2.2 and, if the
correct ratio of tax receipts to private investment is fixed, the ratio
is 1.2 to 1. The coefficient of expansjon of private investment, which
is the reciprocal of this ratio, is 0.83. The coefficient multiplier is now
applicable and is 10,

In case &, the ratio is 1, the coefficient 1, and the coefficient mul-
tiplier 12.5.

Let us work out the example when the tax is doubled, 0.2, In case
" g, the ratio is 1.5, the coefficient 0.66, and the coefficient multiplier
33. In the case of 4, the ratio is 1, the coefficient is 1, and the co-
efficient multiplier is infinity. If, in case ¢, the tax is raised to 0.3,
the coefficient multiplier is also infinity. Under the assumed condi-
tions, income creation would continue indefinitely.

Whenever the coefficient multiplier is infinity, the increase in in-
come is endless, although it may be slow. This infinite process is
possible only because the marginal efficiency of capital has an infinite
elasticity. Notice that such a growth in income is possible even
though the rate of interest at which the schedule is infinitely elastic
is below, even far below, the equilibrium rate. Nevertheless, the in-
come increase may not be infinite at a low tax, although it will be so
at a sufficiently bigh tax.



CHAPTER V
BROADENING THE SCOPE

THE ANALYSIS IN THE PREVIOUS CHAPTER has reached the con-
clusion that the proportional personal income tax may be in-
come creating in all shapes of the demand curve of investment,
This argument does not establish a principle, because the
income-creating effect of other taxes must be analyzed. Further-
more there are other combinations in the demand and supply
curves of investment which also must be discussed. What re-
mains for analysis is the scope of the ultimate income creation
when there are different taxes and different reactions of inves-
tors. When this is accomplished, the method will become more
inclusive and more general and will be confined less by specific
assumptions.

As the scope of the analysis is broadened into a general prin-
ciple, it will become apparent that the initial argument began
with the case in which the ultimate income creation is the
smallest possible under the assumptions. Therefore we can pro-
ceed with confidence to those in which taxation is a more
powerful income creator. The analysis in this chapter combines
that in the previous two and rounds out the discussion.

THE SupPLY SCHEDULE WITH A POSITIVE SLOPE

The analysis of the previous chapter is in terms of a hori-
zontal supply schedule of saving and investment. Furthermore,
investors raise their supply price by the full amount of the tax.
There is the possibility, if not a probability, that the supply
schedule of saving and investment is not horizontal and has a
positive slope. In this situation, the decline in investment which
results from the imposition of any proportional income tax is
less than that when the supply schedule is horizontal. A given
proportional tax raises each position or point along the schedule
by the same percentage. A 50 per cent tax doubles each supply
price. When the supply schedule is horizontal, a given tax raises



BROADENING THE SCOPE 93

each price by the same amount, and the new schedule is also
horizontal, lying above the old by an equal amount through-
out its entire range. When the schedule has a positive slope a
given tax raises each price by the same percentage, but this is
by a different absclute amount. The slope of the new schedule
is steeper than that of the old. A comparison of the two sched-
ules, the one horizontal, the other sloped, which are the result
of the imposition of a given tax shows that they are equal at
only the old equilibrium price, and that at all supply prices
less than this the horizontal schedule lies above the sloped
one. Therefore, the decline in investment which results from
the tax is greater for the horizontal than the positively sloped
schedule.*

This conclusion is important for income creation by means of
taxation. It is generally believed that the supply schedule of
saving and investment out of a given income has a positive
slope.! The rich and well-to-do may save with little regard to
the rate of interest. Since these groups provide the bulk of in-
dividual saving, the schedule may have a rather steep incline.
This means that the income creation is larger. The formulation
of the income creation in the instances when the demand sched-

ule has an elasticity greater than unity is postponed for con-
venience to the next topic.

THE PErsoNAL ProporTioNAL INcoME Tax
WhnicH CORPORATIONS IGNORE

In the previous chapter all investors raise their supply price
sufficiently to cover the proportional income tax.? It is there
assumed implicitly that the reactions of bankers, directors of
industrial corporations, and individual savers to the imposition
of the tax are the same. This assumption is by no means neces-
sarily true. The proportional personal income tax may be en-
tirely ignored by the directors of banks and other corporate
investors even if the net earnings of corporations due the stock-
holders are subject to tax as a part of personal income. The
managers and active directors of business organizations often
govern their decisions according to the interests of the organi-

* See Appendix B to Chapter ITI.
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zation as a whole, or their personal interests as managers, with
little consideration for the earnings of stockholders. The con-
tinued existence of the organization and their active participa-
tion in it are matters which vitally concern the managers. It is
therefore necessary to analyze the operation of creating income
by taxation under the assumption that all investors other than
individuals ignore the tax.

The schedule of the marginal efficiency of capital, which is
here assumed to be elastic, is constant, although the supply of
saving and investment undergoes some readjustment. The rela-
tive share of individual saving decreases, while that of corpora-
tions and banks increases. Individuals raise their supply price
by the amount of the tax, and they reduce their investment
until the yield just covers their higher price. Since their supply
schedule has a positive slope, they do not reduce their invest-
ment to zero, Since, however, banks and corporations are will-
ing to invest at the old equilibrium rate of interest, and since
their supply is infinitely elastic in underemployment equilib-
rium, they expand their investment by the same amount by
which individuals reduce theirs. The total of saving and invest-
ment is unchanged.

In this situation, when the schedule of the marginal efficiency
of capital has an elasticity greater than unity, and when the
tax receipts are loaned and invested to expand private invest-
ment, the formulation of the ultimate income creation follows
the same technique as that in the previous chapter. However,
the banks and other corporate investors are willing to invest
at the underemployment equilibrium rate of interest. The ratio
of the government outlay to private investment has to yield a
return which is only just equal to this equilibrium rate but no
more. In the previous instances of the lending and investing of
the receipts, this ratio had to be high enough to yield a return
to private investors which compensated them for the tax on this
income. Then the increase in private investment which resulted
from this program was designated K, when just the initial tax
receipts were thus employed, and % when all the receipts, both
initial and incremental, were used to expand private invest-
ment.

These symbols are not applicable in this situation because
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the ratio need not be so high. Investors accept the old equilib-
rium rate. The ratio of the government outlay to private invest-
ment may be lowered. Thus a given gevernment outlay, t¥,
expands private investment more per unit of outlay than when
the ratio has to be high enough to cover the tax. In the situ-
ation when the ratio is just sufficient to yield the old equilibrium
rate, the expansion in private investment, which is the result
of the program, must be the excess over (¥ — APV). If the
program is not attempted, investment is (¥ — APYV). Hence,
any increase in private investment over and above the under-
employment equilibrium amount may be attributed to the lend-
ing and investing of the receipts when the program is adopted.
Let this increase be K” when just the initial tax receipts are so
used. Let #” designate the increase in private investment when
both the initial and incremental tax receipts are loaned and
invested to expand private investment. K’ is larger than %, be-
cause the marginal efficiency of capital is higher than when all
the receipts are invested.

Of course the simple and tax multipliers may be used with
K’. The coefficient multiplier, which must be altered in this
situation, must be used with £” in formulating the ultimate in-
come increment. When the ratio of the government outlay to
private investment must yield a return to private investors
sufficient to cover the tax, the coefficient multiplier is written

1
V— [mp(1 — &) 4+ ¢t 4+ ft]
In this expression, f is the reciprocal of the ratio. On the other
hand, when the ratio need not cover the tax and need yield only
the old equilibrium rate to private investors, the ratio is lower.
Hence the reciprocal of the ratio is higher. In other words, the
expansion in private investment, which is the result of lending
and investing the incremental tax receipts, is greater because
the ratio of government outlay to private investment is lower.
Let f” indicate this fact and be substituted for f in the expres-
sion for the coefficient multiplier.
The ultimate income increments may be written

V(1—mp) + K t¥(1—mp) + ¥
A=mpyd—0) " T—[mpQ—2) T ¢+ 2]
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Notice that the first term in each of the multiplicands is
t¥Y(1 —mp) instead of t¥ (AP — mp). The latter is not ap-
plicable as it was in the previous chapter because now the point
of reference is the case in which private investment is not re-
duced by the tax. That is, at the end of Chapter 1II, we saw
that when banks and corporations offset the decline in individ-
ual investment, the imitial income increment is t¥ (1 — mp).
Hence this expression must be the initial term in the multi-
plicands which are under discussion.

A moment’s reflection will indicate that taxation is more
powerful in this situation than under any of the previous condi-
tions. Here the tax does not cause a decline in investment when
the receipts are consumed. This is the correct result regardless
of the elasticity in the schedule of the marginal efficiency of
capital. It may be infinitely elastic, or less so. Likewise, if the
marginal efficiency has an elasticity greater than unity, the
lending and investing of the tax receipts expands private invest-
ment more, because the supply price of the corporate investors
is not raised by the tax. The income creation is larger because
the expansion in private investment is greater.*

This analysis is important in yet another respect. It estab-

* A brief glance at the formulas will verify these observations. When the tax
receipts are loaned and invested to expand private investment, the comparison
of the formulas indicates that when banks and corporations ignore the tax, the
income creation is at its maximum. K’ is larger than K, &’ and f" are larger than
k and f respectively. When the supply schedule is horizontal and the tax raises
the supply price, the expressions are

IY(AP —mp) + K
(A —mp)l —
and
V(AP —mp) + %
V= [mp(l — ) 4t 4 f1]
When the tax is ignored, the expressions are
V{1 — mp)+ K’
(1 —mp)(1 — 1)

A —~mp)+ 2
U= [mp(l — &) + ¢ 4 f1]

The last two expressions are the largest of all.

and
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lishes the upper and lower limits to income creation when the
lending and investing policy is carried out under different posi-
tions of the supply schedule which varies from the horizontal
to the vertical. As the supply schedule becomes less elastic the
impact of the tax reduces investment less. In the case of abso-
lute inelasticity there is no decline in private investment. Hence
the lending and investing policy causes an expansion in private
investment beyond the underemployment equilibrium amount.
The expressions in which A” and 2’ appear present the ultimate
income creation in this limiting case. The lower limit, of course,
is determined by the elasticity in the supply curve being in-
finite; and the formulas in the last topic of the previous chapter
are applicable (see the previous footnote). Thus the ultimate
income increments in all other cases of the elasticity in the
supply schedule lie within these limits.

ConsuMPTION Taxws

Although this essay has already touched on the subject of
consumption taxes, it is necessary to reopen and review the dis-
cussion, because the public in general and a good number of
economists in particular regard consumption taxation as de-
flationary. Clarity in the argument has been sacrificed for the
sake of rapid progress.

The phrase “consumption taxes,” or “consumption taxation,”
as used in this book, refers to all taxes which are based upon
consumers’ goods and all taxes which are passed on to con-
sumers in higher prices. Clearly all retail sales taxes, amuse-
ment taxes upon theater tickets, night clubs, concerts, and other
entertainments, excise taxes on tobacco, drinks, and gasoline,
and personal property taxes on such goods as autos, houses,
house furnishings, jewels, and other personal belongings, are
included in the definition. Other taxes which are more in the
nature of a hidden levy also come within the meaning of this
phrase. General property taxes and import duties for revenue,
which are passed on to consumers in higher prices and which
consumers ultimately pay out of income, are a part of consump-
tion taxes. All forms of license fees and levies which producers
charge to consumers likewise fall in this category. Pay-roll
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taxes, insofar as they are paid by consumers in higher prices,
fall within the definition; insofar as they are passed back to the
workers in lower wages, they are an income tax collected at the
SOUECe.

In contrast to this general and all-inclusive meaning, con-
sumption taxation is often used to refer to taxes which fall only
on the low-income groups. A retail sales tax which is imposed
upon the goods consumed only by the poor is a consumption
tax. The phrase is, however, often applied to a general sales
tax which falls on all kinds of consumers’ goods with the in-
ference that only the poor and lowest income group pay them.
A pay-roll tax is frequently called a consumption tax because
it falls upon the wage earners. The conclusion may be drawn
that because these taxes are paid by the poor, they are defla-
tionary. This conclusion, as it stands, is of course wrong. Dur-
ing unemployment the question of its income creation or de-
struction turns on how the government spends the receipts.
When the receipts are consumed, there is neither income cre-
ation nor destruction, only a transfer of consumption {rom one
low-income group to another. When the taxes are hoarded in a
reserve fund, as may be in the case of unemployment and old
age reserves, the result is income destruction. When the tax
receipts are used to expand private investment during an un-
employment equilibrium, there is income creation. The result
of this kind of tax is unquestionably to reduce the consumption
of the poor; but it is incorrect to conclude that national income
therefore falls. Furthermore, the fact that the taxes are based
upon consumers’ goods, as in the retail sales tax and excise tax,
is not the cause of the reduction in consumption by taxpayers.
The true cause is the fact that they fall on low incomes which
must be entirely consumed. No matter what the tax base,
whether it is income, the right to vote, or even to live, the poor
must pay it out of their consumption. As long as the sum which
the taxpayer owes the government is constant for the various
taxes, the tax base is unimportant except for the practical diffi-
culties of administration.

In the broader meaning of the phrase ‘“consumption tax-
ation,” as used in this essay, the taxes fall upon all income
groups according to their consumption. Since the middle- and
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top-income groups consume more per capita than the poor, their
tax per capita is larger. Of course, consumption taxes fall upon
the poor who do not save; but they also fall upon the upper
groups who do save, just as an all-inclusive income tax would
impinge upon the poor and rich simultaneously.

The reaction of taxpayers to consumption taxes is, of course,
to regard the payments as a reduction in available incorne. In
the long run they reduce their saving-income ratio, where it is
possible, sufficiently so that the total spending for consumption,
which includes the taxes, yields the same consumption out of
available income as if the same tax payment had been based
upon income. In other words, in the long run, taxpayers maxi-
mize their satisfactions from a given level in available income
by diminishing the ratio of their saving to their income.

It is not true, for the long run, as some authors® suggest,
that consumption taxation stimulates saving. They argue that
because individuals have to pay taxes on consumers’ goods
their desire to save increases. This is an irrational reaction un-
less the consumption taxation is believed to be temporary. A
given income would then yield a larger satisfaction by saving
more while the taxes are in effect, and after the taxes have been
removed the accumulated saving will purchase more consumers’
goods. When, however, the increase in taxes is known to be
permanent, an increase in thriftiness would be unreasonable.
Such a reaction would cause a decline in consumption. When the
taxation is known to be permanent, however, the payment of
taxes, no matter what kind, reduces the available income of
taxpayers. The normal reaction of individuals to a decline in
available income is to diminish absolutely both their consump-
tion and their saving, but to raise the ratio of their consump-
tion to their available income. Taxpayers readjust their spend-
ing pattern along their consumption function, and their average
propensity to consume rises.

There remains for analysis the influence of consumption tax-
ation upon investment. Since the present exposition is in terms
of the long-run equilibrium, the influence of changes in con-
sumption is omitted. If it were to be included, investment would
increase, because total consumption rises when the receipts are
S0 used. The impact of consumption taxes on the schedule of
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the marginal efficiency of capital is nil in the long run. The cor-
rectness of this statement rests upon the nature of the schedule
and the reactions of savers and investors. The components of
the schedule are the opening of cheaper sources of raw mate-
rials, the development of new techniques, the improvement of
products, and the rate of interest for long-term investments.
Consumption taxes do not impinge on any of these components.
The supply schedule of saving and investment in prolonged un-
employment is likewise unaltered. Its components, time and
liquidity preferences, cost and risk, are unchanged by the fact
that consumers have to pay higher taxes. The reduction in in-
dividual saving, which is the result of paying the consumption
taxes, is just made up by an equal increase in the investment of
banks and corporations. Since the two schedules are unchanged,
the consumption tax causes no decline in investment.

Although precise measurement of the ultimate income cre-
ation of consumption taxation may be impossible, some judg-
ment of its magnitude is desirable. Precise formulation may be
unwise because of the wide variety of consumption taxes and
the many readjustments which may be made to them, also be-
cause of the unequal distribution in income and the different
consumption functions of individuals. Nevertheless a judgment
of the ultimate income creation of consumption taxes as a whole
may be helpful.

We already know the impact of consumption taxation upon
the propensity to consume and the desire to invest. The average
propensity to consume changes in the same degree as an equiv-
alent reduction in available income which is the result of a
proportional income tax, when there is an equal distribution in
income, and when all individuals have the same consumption
function. There is no decline in investment. These reactions in
the consumption function and in investment are the same as
those in the previous case, when the proportional personal in-
come tax is ignored by banks and corporations.* When, how-
ever, the distribution in income is uneven, there is a discrepancy
between the proportional income tax and consumption taxation.

* Under these special conditions the ultimate income increment is equivalent

to that in two previous cases, (a) see the previous topic, and {5} the final topic in
Chapter III, particularly p. 56f.
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Even if the same sum is collected under the twe kinds of tax-
ation, the proportion of the taxes paid by the rich to the total
tax receipts is smaller for consumption taxzation than for the
proportional income tax. This is the result of the inequality in
the distribution of income which enables the rich to consume
a smaller share. For example, a 10 per cent retail sales tax is
equivalent to a 10 per cent income tax on the poor, for they
consume 100 per cent of their income. On the other hand, when
an individual receives $100,000 income and consumes $50,000,
a 10 per cent consumption tax is not equivalent to a 10 per cent
income tax, even if his consumption net after the consumption
tax is unchanged. When he pays the entire consumption tax by
reducing his saving, he pays for consumption, including the tax,
$55,600 approximately., After subtracting the 10 per cent tax,
which is $5,560, he enjoys the same absolute consumption.
However, a 10 per cent income tax would be $10,000.
Likewise, when individuals have different consumption func-
tions, although their absolute income may be the same, con-
sumption taxation will not fall on them equally. The individual
who is less willing to save has to pay a higher consumption tax
than the more thrifty individual, although each may have the
same income, When, therefore, the distribution of income is
unequal and individuals have different consumption functions,
consumption taxation does not impinge precisely upon individ-
ual saving, as does a proportional personal income tax when
the tax receipts are the same in each case. Less is paid out of
saving in the case of the former than in the case of the latter.
Since the reaction in investment is the same for consumption
taxation as for the proportional personal income tax which the
banks and corporations ignore, the ultimate income creation for
the former is less than that for the latter when the total receipts
are the same. Nevertheless, consumption taxation is a powerful
instrument for income creation because there is no reduction in
investment and because the taxes impinge upon saving.

INcoME CrEAaTION AND Tax CAPITALIZATION

In Chapter II the influence of the impact of taxation upon
the capital values of assets was outlined. That analysis must
now be brought inte harmony with the recent discussion. The
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income creation which is the outcome of new taxation may
modify the initial capital loss which would otherwise result
from the impact of the tax. When the bankers lend and invest
at the equilibrium rate irrespective of the income tax, a decline
of security prices, for example, makes them a profitable invest-
ment. Providing the banks stand ready to buy such assets, their
prices cannot fall. Such stability, however, depends upon a
perfect market.*

In the case of consumption taxation, the value of assets which
are not employed in the production of consumers’ goods is not
altered. But what of the assets which are used to produce con-
sumers’ goods? The income creation and the use of the tax
outlay for consumption together mean an increase in consump-
tion and an expanded demand for such assets. Thus they may
not fall in value.

The owners of assets such as common stocks which receive a
variable return, must take advantage of the policy of lending
without interest to expand their investments even if consump-
tion taxation is adopted or if the banks ignore the tax. The
policy expands investment and reduces the marginal yield. If
such owners should remain passive, the increase of new com-
petitors, who are encouraged by the policy, would lower their
return. The reduced yield would inflict losses of capital value.

Let us examine the case in which the proportional income tax
is combined with the lending and investing of the receipts with-
out interest. Obviously the tax impinges upon fixed income
vielding assets, like bonds. However, their value may not be
reduced if the lending and investing policy is open to all bor-
rowers. Speculators and dealers can then operate with borrowed
funds and tax receipts just as any investors. It is profitable for
them to enter the market for such assets with these borrowed
funds whenever the assets fall in value.*

* An example might be helpful. A $100 bond pays 4 per cent. A proportional
tax of 50 per cent is imposed, which reduces the net yield to 2 per cent. The gov-
ernment lends a dollar for each doltar of private lending. The supply price of
investors is 8 per cent, which includes the tax. Under these conditions, what is
the value of the bond? From the point of view of the bond owner, the bond is
worth only $50. From that of the banks and dealers who employ their own funds,
the $50 which they invest must earn 8 per cent, but the government adds $50
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It must be remembered that the purpose of this topic has not
been to exhaust the subject or to determine the price of a par-
ticular asset. It has been rather to outline the influence of the
method of income creation by taxation upon the value of capi-
tal assets. The conclusion, that there need be no capital losses
if the correct policy and taxes are adopted and if the entrepre-
neurs take advantage of the policy, is to be interpreted in this
light.

ProcrEssive Taxation

This exposition has thus far slighted the distribution in in-
come. This omission does not make the foregoing analysis in-
correct. It merely fails to present the policy under its most
favorable conditions. The great inequality in the distribution
in income has concerned economists and social reformers ever
since the development of the science. Although the classicists
believed that taxes should be kept as low as possible, they
recognized that the tax burden should be borne according to
the ability-to-pay principle. The rich should pay more than the
poor because they could afford to do so.® Progressive taxation
of incomes has long been presented as a solution to the in-
equality in the distribution in income. The Keynes and Hansen
school recommend high progressive taxes as a means of reduc-
ing individual saving and of raising the community’s average
propensity to consume.® The income creating power of such
taxation has never been formulated, although it is known to be
more powerful than the proportional income tax.

Progressive taxation is simply raising the tax rate as the tax
base increases. The progressive income tax involves an increase
in the tax rate as the taxable income rises. This kind of levy is
applied to both individual and corporate income. There is also

without charge. The $4 yield on the bond is 8 per cent for the $50 of private
lovestment, in addition to the $50 of the tax cutlay. The banks and dealers would
be ready to buy at any price below $100, while the bond owner would be ready
to sell at any price above $50. The low price of $50 depends upon a maturity
date which is far in the future, for the owner has the option of holding the bond
until maturity when he receives $100, When the life of the bonds is not far distant
and the owners do not have to liquidate their holdings, and when the banks and

gea{ftrs have abundant investable funds, the bond market need suffer little or no
ecline.
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progressive taxation of inheritance. Fisher suggests that this
principle be applied to consumption.” The tax base may be per-
sonal property and wealth. Although there are these special
situations which may be increased by the addition of various
conditions, progressive taxation reduces consumption less than
does the collection of an equal sum by means of the proportional
tax, In the case of the latter, when the tax falls upon the low-
income groups, there is no income creation if the possible ex-
pansion in private investment is disregarded. The receipts must
be paid by a reduction of consumption, and the government
outlay merely returns the same sum to the income stream.
When, however, an equal amount is collected from the high-
income groups, the tax payment reduces saving more and con-
sumption less, with the result that the government outlay raises
the income stream. The explanation lies in the slope of the
consumption functions of the rich and poor. The former is
steeper than that of the latter.

In addition to the reaction in consumption there is, of course,
the influence of progressive taxation upon investment.® As in
the case of proportional taxation, the reaction in investment
depends upon a varjely of conditions. The tax may cause no
declire in investment on the one hand, or may raise the supply
schedule by the full amount of the tax on the other. These
general observations may become clearer after an examination
of specific situations.

The foregoing analysis suggests that the many cases of in-
come creation which are possible may be combined into three,
two of which state the lower and upper limits of the principle
and one of which falls in the middle ground between the limits.
The following analysis is simplified into these three cases, and
additional assumptions are made concerning the distribution in
income and the impact of the progressive taxation. The first
case is the least income creating, because the schedule of the
marginal efficiency of capital is assumed to have an elasticity of
unity, and because the supply schedule of investment is as-
sumed to be horizontal and to be raised by the full amount of
the tax. The second case, which is more income creating than
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the first but less income creating than the third, is characteristic
of a variety of situations. The ultimate income increment of
the first case approaches that of the second case as either of the
schedules of demand for or supply of investment approaches
the absolutely inelastic. That is, as either of the two assump-
tions of the first case are removed one at a time and the elastic-
ity of the schedule in question becomes less elastic, the ultimate
income increment of the first case approaches that of the sec-
ond. There is another situation which the second case repre-
sents. In the foregoing situations all investors raise their supply
price to cover the tax. This condition is incorrect when the
personal progressive income tax is not combined with a corpo-
ration tax, although interest and dividends are taxable personal
income. The second case states the ultimate income increment
in this situation when the receipts are consumed. The third case
presents the ultimate income creation when the schedule of the
marginal efficiency of capital is elastic and the receipts are
loaned and invested to expand private investment, and when
banks and corporations ignore the operation of the personal
progressive income tax. The third case may also indicate the
approximate income creation when progressive consumption
taxation is adopted. The significance of these three cases will
hecome apparent when income creation by means of taxation is
compared, in a later chapter, with the method of government

deficit spending. Then it will be seen that the former compares
favorably with the latter.

THE First CASE

The following are the particular assumptions: (a) the sched-
ule of the marginal efficiency of capital has an elasticity of
unity; (b) the supply schedule of saving and investment is
horizontal, and is raised throughout by the full amount of the
tax; (c¢) the top income group which is subject to the high tax
rate furnishes all the saving and investment out of past accumu-
lations and current supplies; (d) the distribution in income
between the rich and the poor is discontinuous, that is, the poor
are so poor that they never can receive enough income to rise
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into the rich, taxpaying class, Further detailed assumptions
concerning the income distribution are made to exhibit its in-
fluence upon the principle,

Let the subscript r indicate that the item in question refers
to the rich. ¥, is the income of the rich. The tax falls upon the
income of the rich entirely, and not at all upon the poor who
consume 100 per cent of their income. Let us formulate the
jnitial income increment, or the multiplicand, in this situation.
Consumption before the imposition of the progressive income
tax is APY. Consumption out of available income, after the tax
is paid, is written (APY — mpt.¥,). The tax receipts are
t. V.. Investment before the tax is (¥ —APY) and, since the
rich furnish all the saving and investment, (1 —£)(Y —
APY) states the investment aflter the tax. The initial incame
increment can be written [(APY — mpt: V) + 6V, + (1 —
i)Y - APY) — V] This expression reduces to (¢ V,—
mpit ¥r — &Y + £APY).

This general expression can convey more meaning for the
income-creating power of taxation if numerical assumptions are
made concerning the distribution in income. The principle will
stand out after a series of instances. Let the income be so di-
vided that one half goes to the poor and the other to the rich.
Then Y. is equal to ¥, and the latter can be substituted for
the former in the above expression. The following is the result:
£V (AP — imp- — %), Let us change the assumption con-
cerning the distribution in income and make the distribution
more unequal. Let the poor receive one third of the income.
Then Y. equals ¥, and the initial income increment can be
written &Y (AP — fmp. — §). Comparison of these two initial
income increments is a dangerous procedure, because the mar-
ginal propensities to consume are not likely to be the same in
each instance. In the latter, where the distribution in income is
more unequal, the income per rich person is likely to be larger
and the marginal propensity to consume is likely to be lower.
Nevertheless this likelihood merely emphasizes and magnifies
the difference which already exists. If the same marginal pro-
pensity {0 consume is substituted in each expression, the latter
is larger than the former. The lower the marginal propensity
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of the latter expression to consume below that of the former,
the greater the difference between the two. In other words, the
more unequal the distribution in income, the larger is the initial
income increment which is the result of a given tax falling only
upon the rich under the given assumptions.*

Now that we know the expression for the initial income in-
crement, the next step toward the formulation of the ultimate
income increment is to analyze the multiplier. The distribution
of the income increment between the rich and poor obviously
influences the multiplier, which is smaller the larger the pro-
portion of the increment received by the rich. The marginal
propensity of the rich is lower than that of the poor, so that the
concentration of income in favor of the rich reduces the com-
munity’s marginal propensity to consume.

These general observations may become clear after the mul-
tiplier is worked out for each of the previous instances. It is
logically sound to assume that the distribution in income is
based upon fundamental principles which operate equally upon
the income base and the income increment, Historically, the
distribution in income has remained remarkably constant, That
is, the proportion of the total income which the property own-
ing class has received before the payment of taxes has been the
same after the lapse of long intervals.® The causes which de-
termine a given distribution in income are likely to persist, at
least over relatively long periods, with the result that the dis-

* The analysis of the foregoing paragraph may easily be integrated with the
earlier analysis of the similar problem of the proportional income tax. The expres-
sion for the initial income increment for that case, which has the same underlying
conditions, is {¥ (AP — mp). This expression is equal to the above two expressions
when mp is the average marginal propensity to consume of the rich and the poor
together; £, of course, is equal to & and the other items are identical. The above
analysis is based on the assumption that the poor consume 100 per cent of their
lncome and, since, by hypothesis, they can never rise into the class of the rich,
thel‘r marginal propensity to consume is 1. In the first instance, when the distri-
bution in income js assumed to be one half to the poor and the other half to the
1 "‘2”‘" or (4mp. -+ 4). This last ex-
pression may he substituted for mp in (¥ (AP — mp), and the result equals the
fapression in the first instance above. A similar substitution is possible in the
cast of the second instance above. The average of the marginal propensities to
consume is (1 + Zmp,)/3. The analysis of the inequality in the distribution in
income is thus integrated with the earlier analysis.

rich, the average of these two propensities is
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tribution of the income increment is the same as that of the
income base. If, for the sake of the argument, the period is
assumed to be very long, that is, infinitely long, the determina-
tion of the multiplier is possible.’® In order to make the analysis
concise, only the tax multiplier is developed. The simple multi-
plier may easily be established by substituting zero for ¢ in the
tax multiplier.

The marginal propensity of the poor is 1 by hypothesis, and
the incremental tax falls only on the rich. In the first instance,
the poor receive one hali of the income increment and, in the
second instance, only one third, the remainder in each case go-
ing to the rich.'! The rule of thumb which establishes the mul-
tiplier is helpful at this point. When the distribution in income
is one half to the rich and the other to the poor, the second
income increment may be expressed as follows: [§+ mp-(3
— 3ty + 14]. The first item is the consumption increment of
the poor, whose marginal propensity ta consume is 1. The sec-
ond item is the consumption increment of the rich, who receive
one half of the first income increment and whose available in-
come increment after taxes is the expression within the paren-
thesis. Their marginal propensity impinges upon this increment
in available income, The third and last item indicates the ex-
penditure of the incremental tax receipts. By substituting this
expression for mp in the simple multiplier and reducing, the
tax multiplier in this instance becomes 2/(1 — mp-) (1 — £;).
In the instance when the distribution in income is more uneven,
as when the poor receive one third and the rich two thirds, the
tax multiplier is 3/[2(1 — mp,) (1 — ¢-)].* The multiplier in
the first instance is obviously larger than that of the second,
the relevant items being the same. Thus, the relative size of the
multipliers stands in reverse order to that of their multipli-
cands.

The expressions for the ultimate income increments in these
two situations may easily be written by combining the correct
multiplicands and multipliers. When the distribution in income
is in halves, the ultimate income increment is

* The second income increment may be written [§ 4 mp(§ — 26 + 4]



BROADENING THE SCOPE 109
WY (AP — smp, — %)

When the distribution in income is one third to the poor, the
ultimate income increment is

2, V(AP —~ $mp, — %)
(1 —mp) (1 — )

A comparison of these two expressions is enlightening. When
AP is given the value of 90 per cent in each expression and the
marginal propensity of the rich is the same in each, the second
expression is larger than the first for every value of mp. from
zero to a figure just smaller than .8, A similar difference might
be established for other higher values of AP short of 100 per
cent. Since, however, the marginal propensity of the rich to
consume is likely to be lower the greater the inequality in the
distribution in income, mp; is less in the latter expression than
in the former. The result of this difference is that the second
expression becomes even greater in relation to the first. The
gain in the multiplicand which results from the reduction in the
marginal propensity of the rich more than offsets the loss in
the multiplier which is due to the same charge. ‘The above con-
clusion, that the greater the inequality in income the larger is
the income creation, is verified within the given assumptions.

The operation of tax-financed income may be demonstrated
by a comparison of the ultimate income increments which are
the resuit of proportional and progressive income taxation re-
spectively, all other determinants remaining the same. Let us
substitute given values for AP, 90 per cent, and for mp, in the
expressions, and compare each with the expression for the pro-
portional tax, all other things being equal. When the distribu-
tion in income is in halves, marginal propensity of the rich is
%, and AP is 90 per cent, the ultimate income increment is
0.66¥/(1 — ¢t,). In the case of the proportional income tax,
Whpn AP is 90 per cent and mp is the average of 1 and 4, the
ultimate income increment is the same: 0.6¢Y/(1 — £). When
the distribution in income is one third to the poor, AP is 90 per
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cent, and mp, is 4, the ultimate income increment is 0.774 Y/
(1 — ¢). In the case of the proportional income tax, when AP
is 90 per cent and mp is the average of 1 and mp:, the ultimate
income increment is 0.77¢¥/(1 — ¢). The largest income incre-
ment occurs when the distribution in income is the most un-
equal. Because, in the comparisons, the ultimate income incre-
ments are the same, it does not follow that the proportional
income tax is as powerful in creating income as the progressive
tax.

The power of a tax to create income may be measured by the
ratio of its ultimate income increment to the total tax receipts.
The larger the ultimate income increment in relation to the total
tax receipts, the more powerful is the tax in creating income.
Let us apply this measure to the above comparisons.

In both instances, the income increments are the same,
0.6t ¥/(1 — t,) and 0.6¢¥/(1 — ¢). The measure of the power
of a tax to create income may be expressed in general as
(income increment )/ {total receipts or tax outlay). If this meas-
ure is applied to the foregoing income increments, the following
are the results. The measure of the power of the proportional
income tax under the above assumed conditions is 0.6/(1 —
0.4¢), while that for the progressive income tax is 2[0.6/(1
— 0.4¢,)]. The latter is twice the former, and this comparison
shows that, under the given conditions, the progressive income
tax is exactly twice as powerful as the proportional income tax.
In the second instance above, when the comparison between the
proportional and the progressive income taxes is made on the
assumption that one third of the income goes to the poor,
the ultimate income increments were the same. They were re-
spectively 0.77¢¥/(1 — ¢) and 0.77£.Y/(1 — £). The measure
of the income creating power of the former is 0.7/(1 — 0.3¢£),
while that of the latter is

o)

The latter measure is larger than the former. The general con-
clusion follows from these examples that the progressive income



BROADENING THE SCOPE 111

tax is a much more powerful means of income creation than the
proportional income tax,

Perhaps this operation is made clearer by working out a
somewhat similar situation. One may feel that the progressive
income tax is thus far merely an adaptation of the proportional
income tax. Let us, therefore, introduce a second tax bracket,
the middle-income group. The assumptions are that the distri-
bution in income is in thirds, one to the poor, one to the middle-
income group, and one to the rich, that no group receives sui-
ficient additional income to raise it into a higher class, and that
the tax rate on the middle group is one half that on the rich,
while the marginal propensity of the former is twice that of the
latter. There is an additional assumption that investment is a
function of the tax rate on the rich rather than of the lower
rate, This assumption causes investment to decline to the same
extent as if a proportional tax were imposed at the highest of
the progressive rates, The investors from the middle group fol-
low the advice of the rich investors who base their decisions
upon the highest tax rate.

In this situation the ultimate income increment is

[V (34P — 2mp. — 1.5)] «
(2 _ 3mpr + zmprtr - l.Str)

Perhaps additional light may be thrown on the subject by giv-
ing values to some of the determinants. Let AP be 90 per cent
and mp, be 0.25. The following is the result: 0.7V /(1.25 — ¢.).
The power of the progressive income tax to create income under
these assumptions is given by the ratio of this ultimate income
increment to the total tax receipts. The ratio in this situation is
2(0.7)/(1.25 — 0.3t,). When ¢, is infinitely small, the ratio is
1.12. When ¢, is 100 per cent, the ratio is 1.47.}

* The vitimate income increment may be written at the outset
APY — 2’"’?’(%‘71”1') - ﬂfr‘fyr + %‘rYr + LY. —+ (1 - tf)(y - APY) - Y_
1=+ 2moe (3 — 340D + madd — 360 + 3G6) + 3]

By hypothesis, the marginal propensity of the middle group is 2mpe and the tax

sate ig 4. Yo is equal to }¥. After substitution and reduction this expression
equals that in the text.

tFor an analysis of the second and third cases, see Appendix to this chapter.
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ProPERTY AND CORPORATE INcoME TAxXES

Except for Chapter 1I, this analysis has been made entirely
in terms of the personal income tax and consumption taxes.
There remain general property and corporate income taxes,
which must be fitted into the foregoing treatment to complete
the argument. The question is, do these two kinds of general
taxes fall within the previous analysis? The answer is likely to
be in the affirmative although certain reservations are necessary
for each. '

The personal property tax, whether it is proportional or pro-
gressive, may have an initial impact which is distinct from that
of the personal income tax. Many kinds of property do not
yield money income to the owners and the general property
tax would fall more heavily on such individuals than would the
income tax, other things being equal. This difference is likely
to develop particularly in underemployment equilibrium, when
such individuals might have to pay property taxes while exempt
from income taxes, or they might have to pay more under the
former than the latter. Some taxpayers may sell assets to raise
the funds; and if these are purchased directly or indirectly by
the investment of idle credit, there is income creation when the
tax outlay is correctly employed. The sale of such property is
likely to attract new funds, since its value falls sufficiently to
raise the expectation of income in excess of the tax. This sum,
of course, declines with the fall in the sales value, because the
appraised value for taxation is apt to be equal to or less than
the market value. In a perfect market, new spending would
flow rapidly into these assets, and no deflationary reactions in
addition to the equilibrium decline in investment are to be ex-
pected. Nevertheless the market is not perfect, and policy de-
cisions must be based on this fact.

In underemployment equilibrium, the sale of property to pay
taxes may create deflation by causing investors to postpone
commitments in anticipation of lower prices on these assets.
This reaction might worsen conditions through its impact on
the banks, who would be less willing to lend if loans became
less secure. It is easy to continue snowballing such reactions
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into a deflationary catastrophe, but our present task is to ap-
praise the likelihood of such a cumulative process being started.

There are two reasons why such a deflationary process is not
likely to follow from the imposition of a general property tax.
First, the tax base is broader than for the personal income tax,
50 that the rate on the former is less than on the latter. Hence
the decline in new investment which results from the property
tax is less than for the income tax. This conclusion follows from
the fact that property which yields no monetary income would
be taxable under one and not under the other. If the tax rate
on new investment is lower for the property tax than for the
income tax, then the offset to the income creation is less for
the former, other things being equal.

The second reason is that the ownership of property is closely
related to income. In general, and providing the tax is reason-
able, the individual is able to pay the property tax out of cur-
rent income, It is uncommon for taxpayers to sell property
to raise the necessary funds, since their incomes are generally
large enough. The imposition of a property tax may not, there-
fore, force the liquidation of large amounts of property, and the
strength of this deflationary action is thereby mitigated.

Notwithstanding these two reasons, the property tax does im-
pose at the outset deflationary stresses which exceed those of
the personal income tax and to this extent the latter is prefer-
able to the former. In Chapter VIII, however, it will be shown
that deficit spending may be used to supplement the principle
for the short run and that these disadvantages of the property
tax can be overcome.

In contrast to the short run, the long-run results of the per-
sanal property tax as regards income creation are likely to be
the same as those of the personal income tax. The tax, which
is based upon the market value of property, falls upon the in-
come, either monetary or psychic, which flows from it. There
is little difference whether the tax is calculated on the market
value of the property and the owner deducts it currently from
the income, or whether it is based upon income and the tax
capitalized, In either case the taxpayer’s available income is re-
duced equally, and he makes the same adjustment along his



114 CREATION OF INCOME BY TAXATION

consumption function and in his supply price of investment.
The conclusion follows that in the long run the power of the
two taxes to create income is likely to be the same.

This conclusion gives us a part of the answer to the question
with which this topic began. That is, the part of a general prop-
erty tax which falls upon personal property fits into the pre-
vious analysis. No alterations in those findings are necessary.
Let us now turn to the business property tax.

From the point of view of income creation, business taxes
fall at the outset upon a sensitive locus. Business investment
accounts for a large fraction of private investment; and until
the tazes are shifted in the long run, private investment may
be reduced, not only because businessmen anticipate the tax-
ation, but also because its burden is magnified. In general a
business property tax is less desirable than the personal income
tax.'? It is, in fact, taxation of individual incomes without the
fiscal authorities knowing whose incomes are diminished.

There may be the forced liquidation of business property as
the result of the tax, just as in the previous case of the personal
property tax; and what was said in this connection earlier in
this topic is equally applicable to the taxation of busimess prop-
erty. There is little doubt that in the short run the imperfec-
tions of the investment market are such that an adequate flow
of new funds into the purchase of old assets is not assured. The
imposition of general business property tax in underemploy-
ment equilibrium may easily be excessive. Nevertheless the two
mitigating circumstances, which applied to the personal prop-
erty tax, are applicable also to the taxation of business property.
Providing the increase is slight, the deflationary reactions are
likely to be of a magnitude which the investment market as a
whole can absorb. Also income and property are closely related
in the case of business. Many firms can meet the additional tax
burden at the outset out of income and do not have to sell as-
sets. In addition, the short-run deflationary reactions, which are
not thus offset, can be mitigated by a temporary governmental
deficit. Hence in the short run the taxation of business property
may not be very deflationary.

In contrast to this similarity, the long-run adjustments to the
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business property tax differ from those of the personal prop-
erty tax. In the long run the taxation of business is almost
always shifted either to consumers or back to the factors of
production. While this impact is still upon somebody’s income,
it does not fall upon that of the taxpayer directly; hence the
previous analysis in terms of the proportional and progressive
income taxes is not strictly applicable.

If the entire tax on business property is passed on to con-
sumers, the results are the same as those of consumption taxes.
In the long run individuals find that their available income is
diminished by the increase in prices, and they adjust their con-
sumption saving pattern. To some extent the taxes are paid out
of saving. At the same time taxes which are passed on to con-
sumners do not reduce the demand for investment. Income crea-
tion results.

It is impossible, however, to predict accurately the impact
of forward tax shifting. The more capitalistic processes of pro-
duction would require the largest price rise. Hence the prices
of consumers’ goods would not all rise equally. This would hit
some income groups harder than others. It is impossible to say
whether the main impact would fall upon thase income groups
who save, and hence to give an exact statement of the income
creation.

I the entire tax is shifted back to the workers in lower wages
and the labor force is unchanged, the tax is paid mainly out of
consumption and there is little or no income creation. Many
workers can save nothing and would have to pay the tax en-
tirely out of consumption. The supply price of investment would
be unaltered and, barring the use of the tax outlay to expand
private investment, there would be little or no income creation.

The actual course of events is likely to be a mixture of these
extremes of tax shifting. Prices of consumers’ goods are likely
to rise somewhat, and certain unprotected income groups are
likely to receive less. The former shift is income creating while
the latter is only neutral so that the combined result is positive,
although an exact statement of the income creation is impos-
sible,

The business property tax is income creating in the long run



116 CREATION OF INCOME BY TAXATION

to the extent that it is passed on to consumers who pay it out
of saving. To the extent that it is shifted back to workers in
lower wages it is paid out of consumption and there is no income
creation, unless the tax outlay stimulates private investment.
Which of these two reactions is more likely to occur in reality?
The answer to this question is not easy; nevertheless, it is im-
portant because if the business property tax is not income creat-
ing in the long run, the argument will have failed to establish
a general principle,

Support of the unemployed either through unemployment
insurance or government relief, which is probably financed by
borrowing but which may be met by taxation, is an accepted
policy today. Hence it is impossible to shift the burden of the
business property tax on to the workers in lower wages. There
comes a point when they prefer unemployment to any further
reduction in income and then no additional burden can he
placed on the workers. Instead the tax can be passed on in
higher prices, since output has decreased, to consumers who
meet the increase to some extent out of saving. Income creation
is set in motion and, as output expands, more of the tax is
shifted to consumers, which raises the consumption function
and removes the discouraging influence of the tax from private
investment. The workers’ real income is diminished, of course,
because they are paying higher prices for consumers’ goods.
Nevertheless, there is income creation as the higher-income
groups meet the higher prices by moving up their consumption
function. It should be noted that as this is the long-run adjust-
ment it is a slow process. More time is necessary before the ul-
timate income creation is reached in the case of the business
property tax than for the personal property tax.

In this roundabout way the business property tax fits into
the analysis of the earlier chapters. What was said then may
be applied in this instance within the proper qualifications.

Much more could be written about the influence of the cor-
poration income tax upon income creation than there is room
for here. The immediate question concerns whether this tax is
in general an exception to the previous analysis. The foregoing
analysis of the general property tax is applicable to the corpora-
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tion income tax both as regards the short run and when the
latter is shifted in the long run, so that this ground may be
covered rapidly and more space can be devoted to the new
ground which lies ahead. The initial impact of the corporation
income tax is more deflationary the larger the amount of assets
which are sold as a result and the larger the size and number
of corporations which pass through bankruptcy. If the tax is
light and confined to net income, the deflationary shock should
be absorbed by the flow of new funds into investment.

In the long run the corporation income tax may be shifted
either to consumers or back to the factors of production. As in
the case of the business property tax it is likely that some of
the tax is passed on to consumers, and if the taxation is spread
through all fields, it is bound to impinge upon individual sav-
ing. Also when the tax is shifted, there need be no decline in
investment in the long run. Hence under these conditions there
is income creation as the previous analysis indicates.

There is the possibility, however, that this tax cannot be
shifted and that it impinges upon investment. Under certain
conditions this leakage may be so great that the corporation in-
come tax causes income destruction. What are these conditions?
First, corporations produce only a small fraction of consumers’
goods, so that they cannot pass on their taxes to consumers,
and the tax receipts from these corporations are small. Second,
corporations carry out all the investment and they raise their
supply price to cover the tax. Under these conditions the tax
falls heavily upon investment and only slightly upon saving,
with the result that the tax outlay is insufficient to offset the
decline in investment. There is income destruction. It is only
necessary to verify this statement and the analysis of the excep-
tions may be omitted. The verification must be consistent with
the methodology of previous chapters so that the deflationary
possibilities can be seen as an exception.,

According to this method let us assume that the schedule of
the marginal efficiency of capital has an elasticity of unity, that
the tax is proportional and falls upon all expected income from
investment, and that the supply curve is horizontal and raised
by the full amount of the tax. Under these conditions the de-
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cline in investment which is the result of the tax exceeds the
tax outlay which is paid by all the producers of investment.
Hence, unless the tax receipts from the corporations which pro-
duce consumers’ goods are large enough and paid sufficiently
out of saving to close this gap, there is income destruction.*

This possibility is a grave weakness of the corporation income
tax as an instrument of income creation. If this is a likely pos-
sibility and if the method rests only on the corporation income
tax, the foregoing argument is nullified. In my opinion, how-
ever, these two conditions do not vitiate the argument.

The first condition is not likely to arise. The corporation is
common in ali fields and not confined mainly to investment. A
corporation income tax does not, therefore, fall predominantly
upon investment but impinges also on saving.

The second condition is likewise unnecessary. The foregoing
analysis demonstrates that this policy includes several other
kinds of taxes so that this admitted weakness in the corporate
income tax can be circumvented. What is even more significant,
however, is that this possibility has in part been included in the
argument of chapters III and IV. There it was proved that
if all investors, which includes corporations, raise their supply
price to cover the tax, when the supply schedule is in the most
unfavarable position, income creation results when the tax re-
ceipts are properly spent. Thus, providing the taxation of in-
come is general and equitable, it may include corporate income
along with that of individuals. In fact the corporate income
must be taxed equally with individual income, by either count-
ing the latter as taxable income of the former or permitting
deductions to the personal income tax for the tax paid by the
corporations. The two income taxes must be integrated in order
to prevent either tax evasion or excessive tax burdens from fall-
ing on stockholders who receive small taxable incomes. To be
most effective there must be careful codrdination between these
taxes.

* The underemployment equilibrium investment before the tax is #, and the
equilibrium investment after the tax is (I — £)¢. The tax receipts from all these
peoducers is ¢, and the decline in investment is ¢ ~ {1 — £)i. For all values of !
the former is less than the latter, and unless the corperation tax causes a sufficient

fall of saving elsewhere there is income destruction. See Appendix B to Chapter
I
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INTRODUCTION TO THE SCOPE OF
IncomE CrEATION BY TAXATION

The argument thus far is that taxation may be used as an
instrument of income creation in all positions of the demand and
supply curves of investment. Tt has furthermore demonstrated
that this conclusion holds not only for the proportional personal
income tax but also for consumption, property, and corporate
taxes. Thus it is possible to speak of the principle of income
creation by means of taxation because this conclusion follows
for a wide variety of cases. Care however should be taken to
make the proper qualifications in applying this method, as in
the case of any broad generality.

In spite of the fact that the analysis has proceeded under
certain limiting conditions, they are not sufficiently restrictive
to eliminate the benefits which come from a general examina-
tion. Every economic analysis which is in terms of the long-run
adjustments toward a new equilibrium is subject to qualifica-
tions which arise in the short run. Nevertheless, few economists
argue that general economic laws are not useful. There is, fur-
thermore, a practical advantage of examining taxation as an
instrument of income creation at this time before many of the
short-run qualifications are introduced. The advantage is that
the outline is sharper and the qualifications remain as subsidi-
ary and subordinate fo it instead of obscuring it. Before we
modify the analysis in the next chapter by removing the remain-
ing underlying assumptions, it is well to indicate the scope of
the analysis in two directions, first budget balancing, and sec-
ond the nature of government spending.

The government can balance its budget and, at the same time,
raise income sufficiently to achieve full employment. There is no
theoretical difficulty in solving the underemployment equilib-
rium by means of income creation through taxation. The gov-
ernment’s method of balancing the budget is not to reduce its
expenditures until they equal the diminished tax receipts, but
instead to raise taxes and spend the receipts to create income.
There is no dilemma confronting the government when unem-
ployment is chronic, and the government must maintain the idle
and provide jobs at a time when its tax receipts are low. The
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dictates of humanity conform with the sound principle of eco-
nomics of creating income to support the unemployed by means
of higher taxes. The conservative, who does not accept the solu-
tion of an ever growing debt and who would not accept equally
the sohution of a reduction in government expenditures to bal-
ance the budget, may now champion both a balanced budget
and a government policy to achieve full employment. The de-
bate whether the budget should be balanced annually or over
a period of vears concerns the business cycle strictly and not
the long-run problem of secular unemployment. Only if the
long-run level about which the cyclical fluctuations occur is
sufficiently high, can the budget be balanced in either sense.
The pseudo-mechanical approach is to assume that the periods
above normal equal the periods below normal, and that a period
of prolonged unemployment and low income will be followed by
a long period of prosperity. In my opinion this reasoning is solv-
ing the problem by hypothesis, for the problem before the gov-
ernment is how to raise the long-run level in income.

The remaining direction in which the analysis is significant
concerns the nature of government spending. The Keynes and
Hansen approach is to change the modern economy from a high
saving to a high consumption society.'® Their method is to tax
and spend for consumption; where this method is inapplicable
the government should incur a deficit. The foregoing chapters
indicate that this approach is half correct. When the schedule
of the marginal efficiency of capital has an elasticity less than
unity, social consumption financed from higher taxes is desir-
able. On the other hand, it is a different matter when the sched-
ule has an elasticity greater than unity. Tax-financed social
consumption is a less powerful method of income creation than
the lending and investing of the receipts to expand private in-
vestment. Furthermore, the method of taxation for community
consumption is income destroying under certain conditions, as
when the tax falls upon investment and the schedule is very
elastic. Of course, under these conditions Keynes and Hansen
would prefer government deficit spending. Under these same
conditions, however, the power of taxation to create income in
the long run is likely to exceed that of deficit spending, as will
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be seen in a later chapter. Under taxation, furthermore, the
consumption increment may be even larger than under deficit
spending.’* The increase in investment under the former is
bound to expand the flow of consumers’ goods at lower .but
profitable prices, whereas the latter neither expands capacity
nor lowers costs of production.

The difference between the two methods concerning the na-
ture of spending should not obscure the similarities. The defi-
nition of social consumption may overlap private investment,
Hansen’s projects of slum clearance, rural electrification, ero-
sion control, low-cost housing, and others are all possible under
income creation by means of taxation, when the receipts are
loaned and invested to expand private investment. Using the
former method it is a government project, using the latter it
is a private-enterprise project sponsored by the government.
Many, if not all, social investment projects which Hansen would
carry out by government deficit spending could be accomplished
by taxation.

The method of income creation by means of taxation bears
upon certain of the proposed social reforms. The redistribution
in income to diminish the inequality is one. This objective it-
self is incompatible with the maximum income creation when
the schedule of the marginal efficiency of capital has an elastic-
ity greater than unity. If the government should tax the rich
and give the receipts to the poor, the inequality would be re-
duced at the price of either an absolutely or a relatively lower
total income which otherwise might prevail.'® Certainly the
more desirable solution is to raise income to the maximum
which is possible within full employment, and to distribute the
income increment according to the laws of distribution. When
progressive income taxes are imposed, the low income groups
would enjoy the largest income increment net after taxes, which
in itself reduces the inequality. There is also the suggested re-
form of increasing all kinds of social services: social insurance
from the cradle to the grave, educational opportunities for
young and old, and a government supported standard of nutri-
tion. One may accept the need for and desirability of such re-
forms and yet limit them to the situation when the schedule of
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the marginal efficiency of capital is inelastic. The foregoing
argument is still applicable, and these reforms may be achieved
more qguickly through taxing to create income,.

APPENDIX

THuE SEcOND AND THIRD CASES
The Second Case

There is only one special assumption for this case, which is that
investment remains unaltered by the progressive tax. There are three
conditions, any one of which maintains the same level in investment
after the tax as before. The conditions are: (@) when the schedule of
the marginal efficiency of capital is absolutely inelastic; (&) when
the supply schedule of investment is absolutely inelastic; and (c)
when the personal progressive income tax is ignored by banks and
corporations and the receipts are consumed. If any one of these con-
ditions exists, the situation fits the second case. There is, of course,
the specific assumption concerning the distribution in income. This
case thus establishes the upper limit which income creation ap-
proaches as either the demand curve for investment takes an elasticity
less than unity or the supply curve becomes mare steeply sloped.

The expression for the ultimate income increment when income is
divided into halves between the rich and poor is 2¢,¥,/(1 — t,).* The
income-creating power of the progressive personal income tax in this
instance is the ratio of the ultimate income increment to the total
tax receipts, which is 2. For every dollar collected in taxes, in this
instance, there are two dollars of new income created. The propor-
tional income tax under these assumptions creates the same ultimate
income increment, but its power to create income is merely in the
ratio of one to one.

There is the situation when the distribution in income is more
uneven, Let us assume one third to the poor and two thirds to the
rich.t The final expression of the ultimate income increment is
34Y,./2(1 — t). In this instance, the power of the progressive tax

* The formulation of the ultimate income increment when income is divided in
halves between the rich and poor is easy. The expression is

APY — mpu Vo + £V + ¥V — APY — ¥
L 1+ mpe(d ~ 38 + 36}

1 The multiplicand is unchanged from the initial expression above because
there is no change in the symbols. The multiplier, however, is in terms of thirds
instead of halves.
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to create income is in the ratio 3 to 2, while the proportional income
tax is still 1 to L.

A comparison of this instance with the previous one in which in-
come is divided in halves indicates two conclusions: (2) when the
distribution in income is more uneven, the power of a given progtes-
sive tax to create income is less than when the income distribution
is more even, under these given conditions; (b) a given tax rate
creates the same ultimate income increment in each instance, This is
the result of converting ¥, into the appropriate fraction of ¥ in each
of the above expressions for the ultimate income increments. Never-
theless, the share of income taken as taxes is noi the same in each
instance. The taxpayers receive an income increment which just
equals their total taxes in each instance. Their available income after
taxes is the same as before the imposition of the tax. The poor are the
beneficiaries, for they receive an income increment without having
to pay any taxes. The entire increase is an addition to their availabie
income. The rich lose nothing while the poor gain.

There remains the instance in which the distribution of income is
in three groups, each receiving a third of the income. As before, let
us assume that the marginal propensity of the middle income group
is twice that of the rich, while the tax rate of the former group is one
half that of the latter.

The ultimate income increment is:

3[4V, (1.5 — 2mp.)] *
2 = 3mp, + 2mp,t, — 1.5,

Unfortunately the expression cannot be simplified any further.
The power of the progressive tax to create income in this instance
is the ratjo of this ultimate income increment to the total tax receipts.
The ratio of the ultimate income increment to the total receipts or
tax outlay when % is substituted for mp, in the above expression
i£2t0 1. When mp, is given the value of zero in the above expression,
the ratio is 3 to 2. These findings merely verify what has already been
indicated. The power of the progressive income tax as an income
creator is different under various conditions, and its power is greater
than that of the proportional income tax,

*In this instance, the ultimate income increment is written,
APY — 2mp (36Y)) — mpt Ve S+ 3.V, + 4,¥, + ¥ —~ APY — ¥

U= 34 2mp(3 = 31361 + mpe(d — 46) + 330 + 33
This reduces to the expression in the text.
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The Third Case

There are two particular assumptions which distinguish the third
case from the previous two cases. The schedule of the marginal effi-
ciency of capital has an elasticity greater than unity, which brings
the lending and investing of the receipts into the analysis, and the
imposition of the progressive tax does not raise the supply price of
investors as a whole. The supply schedule does not shift. Either the
banks and corporations ignore the tax or, as in the case of Fisher’s
progressive consumption tax, the tax does not impinge upon the in-
come from investment, There are, of course, specific assumptions
concerning the distribution in income, which are comparable to the
earlier cases,

The expansion in private investment, which is the result of the
lending and investing program, depends upon three conditions: (z)
the degree of elasticity in the marginal efficiency of capital over and
above unity; () the tax receipts which are the result of the tax rate
and the tax base: and {c) the reaction of the supply price of inves-
tors as a whole to the imposition of the tax. Under the foregoing
assumptions of this case, the last of these conditions is already de-
termined by hypothesis. In the third case, the power of the progres-
sive tax to create income rests upon an indefinite number of special
circumstances which determine the degree of elasticity in the marginal
efficiency of capital and the tax receipts. A clear judgment of this
income-creating power is not possible without analyzing this variety
of details,

In general, the greater the elasticity in the marginal efficiency of
capital and the smaller the tax receipts, the larger is the income-
creating power of the progressive tax in this instance. The more
elastic the schedule, the lower can be the ratio of the tax outlay to
private investment, The lower this ratio, the greater is the expansion
in private investment which is the result of a given tax outlay. The
larger the expansion in private investment from a given tax outlay,
the larger the ultimate income creation, and the more powerful is the
given tax. There is the influence of the changes in the tax receipts
when the schedule of the marginal efficiency of capital is given. When
the given data include the schedule, which is elastic throughout, an
inctease in investment causes a decline in the marginal yield of capi-
tal. Under the lending and investing program, total investment is
composed of private investment and the tax outlay. The ratio of the
tax outlay to private investment must yield a return which covers
the supply price of investors; and the larger the total investment, the
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higher must be this ratio because of the fall in the marginal yield,
The smaller the tax receipts, the smaller is total investment, and the
larger can be the ratio of the tax outlay to private investment. The
smaliler the ratio, the larger is the expansion in private investment
per unit of tax outlay. Finally, the smaller the tax receipts, the lower
is the rate, given the tax base.

This paragraph may be stated in more general terms. The resist-
ance to income creation in this case is due to the fall in the marginal
efficiency of capital, The resistance is, therefore, less the more elastic
is the schedule and the smaller the tax receipts. When the income
creation which is necessary to achieve the goal of the objective is
relatively slight, the power of the progressive tax in this instance is
relatively high.

The measurement of the income-creating power of the progressive
tax in this instance is complicated because the formula does not re-
solve to a manageable form. The wide variety of circumstances which
determine the expansion in private investment makes a final judg-
ment on this question needless. Nevertheless, a comparison between
the second and third cases is helpful to the argument. If the same
assumption concerning the distribution in income is made in each
case, the formula for the ultimate income increment which is ap-
plicable in the second case is also applicable in the third case if K’
is added to the initial income increment, A given tax rate under a
given income distribution is obviously more powerful in the third
case than in the second. The initial tax receipts are the same in each,
but when they are loaned and invested there is an increment in pri-
vate investment which increases both the initial income increment
and the ultimate income creation. Each unit of the initial tax receipts
plays a part in the expansion in private investment. If the coefficient
multiplier is applicable, &’ is added to the multiplicand to indicate the
smaller initial expansion in private investment. In this instance, the
same tax tate is a more powerful income creator than in the previous
instance where the incremental receipts were consumed. The con-
l_:lusion that the progressive tax is more powerful in creating income
in every instance of the third case than in the second case is possible.
The significance of this conclusion becomes apparent when the power
of taxation to create income is compared to that of government deficit
spending in a later chapter. Certainly the lending and investing of
thf_e tax receipts to expand private investment encourages free enter-
prise. The achievement of full employment by raising the income of
the poor as well as the rich encourages the individual in the freedom
of choice of occupation and of the spending of his income,



CHAPTER VI
APPROACHING REALITY

CHAPTERS 111, 1v, AND V HAVE PRESENTED the method of creat-
ing income by taxation on a high level of abstraction. The prin-
ciple has been verified under certain assumptions, but if it is
to have any practical meaning these assumptions must be re-
moved one by one. In this way the discussion approaches real-
ny.

The assumptions have held the framework of the analysis
rigid and their elimination introduces some uncertainty and less
predictability into the analysis. Such alteration is to be ex-
pected, but the question remains: Do the conditions of reality
vitiate the power of taxation to create income and make it use-
less as a practical policy? The purpoese of this chapter is to
answer this question rather than to work out in detail the theo-
retical ramifications of the many cases which are possible when
the assumptions are removed. The chapter, therefore, has 2
limited scope and objective.

STABLE SELLING PRICES

Taxation as an instrument of income creation influences the
stability of selling prices in two ways: (a) through income crea-
tion, and (&) through lending and investing tax receipts without
interest. The assumption of stable selling prices is not far from
the truth as long as there is an abundance of unemployed re-
sources, for then output increases with the expansion in in-
come, As full employment is approached, however, the situation
changes.'

During the period of adjustment income increases, but the
more efficient workers and agents of production are employed
first, and, as full utilization of resources becomes an approxi-
mation, relatively inefficient workers and agents must be em-
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ployed.? The initial expansion in output tends to slow up, with
the result that the price level of output as a whole may rise.
The increase may inject speculative buying in advance of an
anticipated price rise, which influences income creation in two
ways. The rate of increase in the adjustment period is stepped
up, and the speculative income creation ends when prices no
longer rise. This speculative unevenness places the policy au-
thority in a dilemma. If it carries on the policy which it started,
the initial speculation, which is followed by liquidation, causes
a relapse in income. The policy authority is likely to be con-
demned for not achieving full employment. On the other hand,
if it discontinues the policy and avoids the speculative cycle,
full employment may not be reached.

In theory a middle course is possible in which the policy is
diminished just enough to offset the increase in speculation. One
should, however, be skeptical of resolving this dilemma because,
as the remaining assumptions are removed, conditions appear
which intensify the irregularity of the income creation.

The second way in which the policy of taxation influences the
stability of selling prices is through the program of lending and
investing without interest. The cost conditions of the typical
firm in competitive industries are reduced. The cost reduction
may be one of two types. First, the capacity of the typical firm
is unchanged while the interest charges are lowered. The gov-
ernment’s ratio of tax outlay to private investment diminishes
the capital charge which the selling price must cover. Second,
the size of the typical firm may expand. The technique of pro-
duction may allow an increase of durable equipment relative to
the other agents of production, because of the ease of obtain-
ing long-term capital at a lower cost. The increase in capacity
permits a lower cost per unit of output, and, in competition, the
reduction is passed on in a lower price.

In either case, the price decline is not deflationary. It is due
to cost reductions which are themselves not deflationary be-
cause they set in motion income creation. Whether the influ-
ence of income creation and the decreasing efficiency of the
agents is offset by the cost reductions, so that the general price
level of output as a whole is constant, is impossible to say. One
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cannot deny that the tendencies are counteracting. If the price
level falls because of the increase in output which is due to the
expanded employment of improved capital, the rate of income
creation is likely to be reduced. Speculative buying is post-
poned, and selling may occur. Nevertheless, commodity stocks
are eventually liquidated, and the influence of speculative buy-
ing may well be more harmful than beneficial to income crea-
tion.

STABLE PRICES OF THE AGENTS OF PRODUCTION

The assumption of constant price of the agents of produc-
tion is perhaps even more unrealistic than that of stable selling
prices. The former is subject to all the same forces of the free
market which influence the Iatter, but, in addition, unions in-
fluence wages, and banks the rate of interest. Both are likely to
change in the adjustment period when income is increasing.
Unions and banks are institutional factors which are particu-
larly prominent in the modern economy, and they have their
own course of development due to their own causes. Although
prediction may therefore be impossible, certain observations
are necessary. .

During the adjustment period income and the demand for
labor increase. As union wage policy is traditionally to increase
wages in expansion, unions would probably follow the same
course. The wage increase raises costs and offsets the income
creation which would otherwise result from a given tax and ex-
penditure program. The wider the control of unions in the wage
market, the more extensive is the increase in costs, and the
greater the offset to the income creation of a specific program.’

The policy authority has two courses of action. First, it may
expand the tax and spending policy sufficiently to counteract
the increase in labor cost. We have seen that, other things be-
ing equal, an increase of the program is income creating and so
a given rise of wages may be ofiset. Nevertheless, a series of
widespread wage increases which were followed by tax increases
might defeat the policy by causing hoarding and the holding of
idle investment balances.

The second course open to the policy authority is to obtair
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the cooperation of labor leaders. The spread of unions increases
not only the power but also the responsibilities of their leaders.
The income creation benefits the unions by raising membership
and therefore the amount paid in dues, even though there is no
increase in wages. The leaders might be induced to demand no
more thap these benefits in return for carrying out the program,
with the increase in taxation confined to the middle- and higher-
income groups. The program could thus operate freely.

The liquidity of the banking system which has been assumed
depends in reality upon many institutional factors. The relative
size of the monetary reserve, the operations of the central bank
and treasury, the existence of secondary reserves, and the posi-
tion of the foreign balance on current account are some of the
items. Any combination of these factors may cause a decline in
the liquidity of the banks which may have detrimental results
upon tncome creation. During the period of adjustment, while
income is rising, new credit must be continually created in each
income period. This new credit may come {rom hoarding of
individuals, corporations, and government, or from new bank
loans which are apt to be the more important source. Once in-
come stops rising and levels off, no new credit is needed unless
to offset some spontaneous credit destruction. When income re-
mains constant, there is just enough voluntary saving in the
current period to finance investment in the next period. Once
the income creation has become constant at full employment
it is self-perpetuating, and some deflationary impact on the
banks is necessary to cause income destruction. During the pe-
riod of adjustment, however, no deflationary juncture is neces-
sary. Income creation is checked if the limit of credit expansion
is reached before income levels off. There are two courses open
to the policy authority.

First, the appropriate central bank action may be sought to
keep money easy and rates low. The efficacy of this solution,
of course, depends upon the fundamental monetary position.
A prolonged unfavorable balance of payments is difficult to
remedy by central bank action alone. Nevertheless, the mere
absence of sufficient metal reserves, or the lack of enough mem-
ber bank deposits with the Federal Reserve, could be overcome
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by monetary measures. Income creation by means of taxation
must then be integrated with monetary policy.

The second course which may be open to the policy authority
arises under a program of lending and investing without inter-
est. The authority may set the ratio between the tax outlay and
private investment high enough to attract foreign funds. In gen-
eral, the supply price of foreign investors is likely to be higher
than that of domestic investors, but, to induce them to invest,
a higher ratio is necessary. The loss of metal reserves abroad
may be offset, or new reserves attracted from abroad.

MoworoLisTIC COMPETITION

The scope of monopolistic competition is so broad that it em-
braces a predominant sector of the modern economy. Pure mo-
nopoly is limited to so few instances in the dynamic economy
that a more inclusive analysis is desirable. Space, however, does
not permit the discussion of the many combinations which are
possible under menopolistic competition. Since the immediate
problem is to learn the influence of monopolistic competition
upon income creation by taxation, the depression and deflation
aspect of the general problem is omitted.* This means that the
monopolistic practice of price maintenance over long periods
requires only brief treatment. The deflationary reactions of this
practice are not a part of this immediate problem.

When the apalysis starts with prolonged unemployment, the
progressive self-reeénforcing deflation is over (by hypothesis).
The depressing influence of monopolistic price maintepance
either has been worked off in time or is offset by opposite forces.
This condition must exist, because income is assumed to remain
constant in underemployment equilibrium. These observations
do not deny that in this situation a reduction of the moncpo-
listic prices would increase output, employment, and income, if
there were no secondary repercussions.” This deflationary aspect
of price maintenance is present in prolonged unemployment.
What is the influence of price maintenance during the income
creation? Monopolistic output must increase as fast as competi-
tive production or faster. As long as there are efficient resources
of all kinds available to all producers, the rate of expansion of
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production is the same in both monopolistic and in competitive
industries. In the former, output must increase proportionally
to the growth in income to maintain selling prices. In the latter,
the available supplies of idle agents permit output to increase
equally with income. Not until less efficient resources are tapped
need prices rise in competitive industries, which indicates that
output is no longer expanding as rapidly as income. In the
monopolistic field, however, the growth in production must still
keep pace with the increase in income. The conclusion is in-
escapable that the monopolistic price maintenance is no deter-
rent to income creation.

While price maintenance is possible only under monopolistic
competition, not all monopolistic combinations follow such a
rule of thumb in maximizing their profits. Let us analyze the
impact of any monopolistic practice which does maximize profit.
Such an inquiry has two aspects: {2) determination of monopo-
listic price after the income creation; and (b) the reaction of
the monopolistic competitor to the program of lending and in-
vesting tax receipts, without interest, to all borrowers,

When income increases, there is an expansion in demand and
the schedule shifts to the right. What price now maximizes the
monopolist’s profit? Many answers are possible, because the in-
trease in demand may involve a change in the elasticity of
the schedute, There is only one situation in which the monop-
olist benefits by reducing his output. When the income creation
causes shift in the demand schedule to be only slight, and the
new demand schedule to be less elastic than the old, it may pay
the monopolist to diminish his production from the old amount.
}‘,’hen the new schedule is more elastic than the old, or if the
Increase in demand is large, the monopolist benefits by expand-
ing his output, although the special conditions may cause the
price to rise or to fall.

In this case, the explanation of the monopolist’s reaction is
not difficult. If he has set his maximum profit, the new demand
schedule which les to the right of the old approaches it as the
schedules fall together, when the elasticity of the new is less
Ihﬁn that of the old. If the increase in demand is small, the
point of intersection of the new marginal revenue curve with
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the curve of marginal cost may thus be to the left of the old
equilibrium. The monopolist maximizes his profit by reducing
his output. On the other hand, when the new schedule is more
elastic than the old it pays the monopolist to enlarge his output,
because the two schedules separate more and more to the right
of the old price. Likewise, if the increase in demand is large
enough, the shift in the marginal revenue curve to the right
more than offsets its lower elasticity, and the monopolist in-
creases his profit by expanding his cutput, even though the new
demand schedule is less elastic than the old.®

The question arises, is the income creation likely to make
the new schedule more or less elastic than the old? The answer
would seem to be that the new schedule is more elastic. Income
creation raises the purchasing power of the wage earners pre-
dominantly. The unemployed and the lowest income group,
whom poverty excludes from most markets, are able to enter
new markets with thejr new income. To be sure, the demand
for potatoes, salt, and other basic necessities of poverty de-
clines as income increases. Nevertheless, these goods are not
likely to be produced under monopolistic competition. Semi-
luxuries, when they are branded, and style goods are produced
under monopolistic competition, and it is this class of commod-
ity which is likely to feel the greatest increase in demand. If
this line of reasoning is correct, the existence of monopolistic
competition with its monopolistic price-fixing is not likely to
hamper fatally the process of income creation.

The second way in which the monopolist may influence the
income-creating power of taxation arises when the government
lends and invests tax receipts without interest. If the monopo-
list’s self-interest directs him to abstain from the program, its
efficacy is reduced. The coefficient of expansion in private in-
vestment would be lowered by the existence of monopoly. The
policy authority might, however, raise the ratio of tax outlay to
private investment until the monopolist would increase his
profit by participation in the program. No such abnormal in-
ducement may be necessary.

In the dynamic economy the monopolistic competitor is not
isolated. The buyer’s dollar may shift to another commodity be-
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cause of changes in selling outlay, product-improvement, tech-
niques of production with price reductions, and in consumer
taste. The individual monopolist cannot follow a static policy,
although his dynamic course may not be that of the pure com-
petitor. The firm’s monopeolistic position and its monopoly reve-
nue would disappear in time from external dynamic changes.
Those monopolists who adopted the program first might in-
crease their earnings substantially because of the excess of the
marginal efficiency of capital over the supply price of invest-
ment during the adjustment period. If it is to the immediate ad-
vantage of the monopolist to participate in the program, as well
as to his long-run self-interest to do so, the operation of the
program is not fatally hampered.”

This conclusion does not go so far as to suggest that the ex-
istence of monopoly has no influence upon income creation,
Where the cost conditions are the same as between monopoly
and competition the former produces less than the latter, The
real income and employment are diminished from what they
otherwise might be®

Tue Suort RUN

The analysis in earlier chapters has been in terms of the
long run, partially because short-run complications had to be
avoided, and partially because taxation must create income in
the long run if short-run deviations are to be overcome. Since
the success of this policy has been demonstrated for the long
run, the short-run qualifications must be introduced. The proof
that the program is successful in the long run is no justification
for omitting the immediate reactions, because a new course of
events may set in motion changes which lead away from the
former long-run equilibrium. The policy authority cannot ignore
the immediate reactions to its program; because a succession
of short runs may interevene before the beneficial results ap-
pear.

_ The short-run reactions to the initiation of the tax and spend-
Ing program fall into two general divisions: (¢) reactions in the
Consumption function; and (&) those in the schedule of the
marginal efficiency of capital. All are due to the same cause:
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the inability to foresee precisely the influence of taxation. Con-
sumers and investors cannot predict the impact of the new tax-
ation and income creation, and optimistic and pessimistic errors
occur which do not cancel out. The course of income creation
is likely to be altered, by the initial reaction of consumers and
investors, from that which it otherwise would be.

The consumption function may shift up or down. The pros-
pect of income creation and the establishment of a high level
of employment remove one of the motives for thrift. The indi-
vidual may no longer feel the necessity for saving to meet pro-
longed unemployment. A general reduction of thrift raises the
consumption function. On the other hand, the prospect of higher
taxation which is to extend indefinitely into the future may
cause taxpayers to become more thrifty. They save more in the
present to pay future taxes. There is a downward shift in the
consumption function,

The guestion may arise how a change of thrift can be consid-
ered a short-run influence. Its effect may extend through many
income periods and may never disappear entirely. Such a change
in thrift is classified as short run because it breaks the continu-
ity of the consumption function as it was originally drawn. A
new force or change in underlying conditions is necessary to the
explanation. Such a shift in the consumption function appears
suddenly in the short run as a result of the impact of new taxa-
tion.

When the consumption function shifts downward, the decline
is likely to be only temporary. Since the increase in thrift is to
accumulate a fund out of which to meet future taxes, this motive
is satisfied when the fund equals the current tax payment. Af-
ter this point the higher rate of saving is unnecessary, and the
consumption pattern can return to normal. If the consumption
function should not shift back, some new motive for saving
must have developed,

When the consumption function shifts downward as a result
of the application of the program, the policy authority can ofi-
set this deflation by imposing a higher tax at the outset. Chap-
ters IV and V demonstrated that when the consumption func-
tion is constant, the higher the taxation the greater is the income
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creation. The question arises, does the consumption function
shift downward in direct proportion to the tax? That is, if it
declines a given amount for one tax, is the decline twice as much
when the tax is doubled? The answer is in the negative. It may
be relatively easy to save a small sum, but may involve a real
sacrifice to save twice as much. Consumers are likely to resist
a lowering of the standard of consumption to which they are
accustomed. Habit, tastes, social position, are all sources of
strong resistance to an easy increase of saving, even for the
rich.? If the consumption function does not decline proportion-
ately to the increase in taxation, sufficiently high tax can set
in motion income creation and offset the deflationary reduction
in consumption.

Let us turn to the reactions in the schedule of the marginal
efficiency of capital. These reactions are of two types. First, the
acceleration principle shifts the schedule upward (this type is
explained under the next topic). Second, the schedule may shift
downward because of incorrect expectations as to the impact
of the new taxation. There are several factors which may ex-
plain why the application of the program may cause investors
to lower their anticipations of profit. All these factors tend to
shift the schedule downward.

There is, first of all, the popular belief that taxation is defla-
tionary, The people feel that there is a loss of purchasing power
when the government forces them to pay taxes. Elected govern-
ment representatives make many statements which give the
same impression, because it is an axiom of politics to avoid tax-
ation in an election year. If it is generally believed that new
ta>§e§ are deflationary, investors are likely to reflect the same
opinion,

Second, investors believe that all kinds of taxes impinge on
them because they receive the impact of certain taxes. Individ-
uals may fail to discriminate between those taxes which do and
thqse which do not fall on the income from new investment.
'Ijhls opinion may be due partially to the first factor and par-
tially to the difficulty of determining the incidence of taxation.

Third, the impact of the new taxation may be overestimated.
Every businessman and investor may know of the new taxation
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and yet be uncertain of its incidence, with the result that each
acts as though it would fall on him. The impact of the tax is
magnified beyond what it otherwise would be. Of course, in time
the pessimistic forecasts are seen to have been exaggerations;
investors discover that they have received an unexpected gain,

Fourth, the practical procedure of levying new taxes and
spending the receipts creates uncertainties and lags. There is the
interval between the proposal of a new tax and its enactment
into law. There is the period between the passage of the new law
and the collection of the new receipts.

There is likely to be a lag between the receipt of taxes and
their expenditure; and when the government lends and invests
the receipts, private investors may be slow to take advantage
of the program. Thus, the practical carrying-out of income crea-
tion by means of taxation may at first create so much uncer-
tainty and so many lags that investors’ expectations for profit
fall.

These four factors operate only in the short run. In time the
new law is operative and tax receipts and outlays are synchro-
nized. The pessimistic forecasts prove incorrect. The failure to
judge the tax incidence and the popular expectation of deflation
disappear as income creation gathers momentum. The pro-
gram is still seen to operate, albeit slowly. Nevertheless, this
slowness is a weakness which the policy authority can avoid by
employing government deficit spending over the short run.

THE AcCELERATION PRINCIPLE

The acceleration principle explains the interaction between
consumption and investment. A small increase in consumer de-
mand may require an increase of the durable goods which are
necessary to the production of the consumers’ goods. The in-
crease in demand for producers’ goods depends upon several
conditions: (a) the extent of excess capacity in these industries,
(&) available supplies of the agents of production, (¢) the dura-
bility of the producers’ goods, and (d) the availability of sub-
stitutes. When the increase in consumer outlay impinges upon
an industry which is operating at capacity, which requires fong-
lived equipment for which there are no substitutes, and when
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there are abundant supplies of the agents, the expansion in in-
vestment is several times larger than the growth in consumption.
When the reverse situation exists, little or no increase in invest-
ment occurs. These conditions may appear in combinations
varying from one prolonged unemployment to the next, so that
no general rules can be laid down.

Certain observations are, however, possible. It is likely, al-
though not necessary, that during prolonged unemployment the
stocks of working capital are reduced from the high level of full
employment. The liquidation of inventories and commodity
stocks is apt to occur during the severe deflation prior to the
underemployment eguilibrium. Some of this liquidation removes
the speculative excess of the previous boom; but some of it is
also a readjustment of working capital to the lower require-
ments. This interpretation does not imply that all excess stocks
have been worked off during prolonged unemployment. Some
may exist in particular lines to a greater or less degree. What
this interpretation does imply is that inventories in general are
smaller, and in many fields may be in the normal proportion to
sales.'?

Another observation is possible. As income rises away from
prolonged unemployment, the conditions which govern the ac-
celeration principle become more and more suited to an expan-
sion in investment. Excess capacity disappears in some indus-
tries ahead of others. As long as there is excess capacity and no
praspect of improvement, the maintenance and replacement of
equipment can be postponed. As income increases, it becomes
more profitable to make repairs and replacements. Prospects of
profit improve with rising income and larger plants become
desirable. Thus, as the economy moves away from prolonged
unemployment, the leverage which consumption exerts upon
Investment grows.

_ The inclusion of the acceleration principle with income crea-
tion by means of taxation makes the process uneven and wave-
like"* We have already seen that two forces have this same
}nﬂuence. They are the general rise of prices as full employment
15 approached, and the inrush of investors when there is a profit
from the lending and investing program. The wave which the
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acceleration principle injects aggravates a condition which is
already inherent, and this wave operates upon income creation
in two ways.

First, as income rises, consumption increases. This is clearly
the result when the government devotes the tax outlay to con-
sumption. The sum of individual consumption and the tax out-
lay must exceed consumption before the tax was imposed. When,
however, the government carries out the policy of lending and
investing, several income periods must elapse after the program
is begun before consumption rises above its original figure.
Consumption must increase as soon as available income is larger
than total income before the program. As consumption increases,
induced investment expands through the acceleration principle.
Tax outlay, consumption, induced investment, and income, mu-
tually enlarge one another until the inevitable reversion occurs.

The second way in which the acceleration principle influences
income creation by taxation is to counteract and even to reverse
the process in the early stages when the lending and investing
program is carried out. During the first few income periods, con-
sumption lies below the base period; because available income
has been reduced as the tax outlay is loaned and invested, al-
though total income is increasing. Since consumption declines
in the earliest periods, induced investment also declines. In
other words, there is negative investment which is induced by
the acceleration principle. This deflation counteracts the income
creation of the taxation and may more than offset it, in which
case there is income destruction. If income creation is slow to
get started because private investors are reluctant to take ad-
vantage of the government program, and if the leverage which
the fall in consumption exerts upon induced investment is rela-
tively high, income destruction is the result. It is impossible to
estimate a priori what combination of conditions is likely to
obtain; and therefore no judgment can be presented for the
general case,

If in practice the policy authority could not avoid the possi-
bility of deflation when it initiated the lending and investing
program, the efficacy of taxation to create income would be
sericusly threatened. The policy authority can, however, avoid
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income destruction through the acceleration principle by main-
taining consumption out of tax receipts. There are two courses
open which have this result. {(¢) The policy authority may raise
the taxes sufficiently so that the extra tax outlay plus individual
consumption is enough to maintain consumption constant dur-
ing the first few income periods when the lending and investing
program is carried out. As soon as consumption begins to in-
crease as a result of the income creation, the extra tax increase,
which was necessary to keep consumption constant, can be done
away with; taxes can be reduced. (&) The policy authority can
maintain consumption out of the existing tax receipts and not
increase taxes. There is, however, a smaller tax outlay available
to lend and invest to private enterprise. The rate of expansion
in private investment is slowed up, as is the rate of income crea-
tion. As consumption begins to grow under the belated impact
of income creation, tax receipts can be diverted {rom consump-
tion to the lending and investing program. The rate of income
creation speeds up and finally reaches the rate which obtained
before. The possibility of income destruction may thus be
avoided by keeping consumption constant. Perhaps the easiest
way for the policy authority to maintain consumption would be
to ran a temporary deficit which can be eliminated as the lend-
ing and investing program gets under way. The program is still
valid.

Although the policy authority can avoid the negative wave
which the acceleration principle injects into income creation, it
cannot avoid the positive wave. Income and consumption must
rise when the acceleration principle begins to operate in con-
junction with the method of creating income by taxation. The
combined process increases the rate of income creation from
what it would be without the acceleration principle, because the
growth of investment and hence the growth of consumption are
both speeded up. Nevertheless, this rate of increase in income
inevitably diminishes for any one of many reasons. These in-
clude the decline in the rate of increase in consumption, the rise
of costs faster than selling prices, the realization that income
increases only during the adjustment period, the completion of
the durable equipment which is constructed under the accelera-
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tion principle, and the decline in profit prospects as full em-
ployment is approached.

As the rate of increase in consumption slows up, the influence
of the acceleration principle upon income creation diminishes.
One of two courses may be the result. First, the influence of the
acceleration principle may gradually disappear; its power to
influence income creation may dwindle away withont altering
the ultimate income increment. In this case, the acceleration
principle causes only a speed-up in income creation during the
adjustment period. The acceleration principle does not alter the
general pattern of income creation in this case.

Second, the course of income creation may be reversed. In-
duced investment falls suddenly and the decline is large relative
to spontaneous or dynamic investment when the acceleration
leverage is high, as in the case of durable equipment. Its
construction is confined to a short time and starts and stops
abruptly, involving large sums, and injecting a large increment
into the income stream. The sharp fall in induced investment
may cause consumption to decline in the following income pe-
riods, which makes the acceleration principle work in the nega-
tive direction.

The policy authority may ignore this income destruction. The
method of taxation to create income is still operative, although
for the time being it is more than offset by more powerful forces;
and providing the correct tax increase and spending program
were adopted at the outset, the power of taxation must eventu-
ally predominate. In this situation, the downward pressure
which the acceleration principle exerts cannot exceed its upward
action in previous periods unless new dynamic conditions have
been introduced. Its deflationary action comes to an end, and
the method of taxation is free to raise income.!* Of course, the
policy authority may prefer to offset the temporary income de-
struction. It may temporarily increase taxzes to maintain con-
sumption. This would tend to check the downward pressure of
the acceleration principle. When income creation is once more
resumned, the extra increase in taxes should be removed. Which-
ever course the policy authority chooses to follow, the power
of taxation to create income still holds true for the long run,
although it may operate with less certainty and precision.
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THE SCHEDULE OF THE MARGINAL EFFICIENCY
oF CAPITAL THROUGH TIME

There is inherent in the previous analysis the assumption that
the schedule of the marginal efficiency of capital remains un-
changed through time. This assumption arises out of the nature
of the multiplier analysis, and is in addition to the previous as-
sumption which eliminated the acceleration principle.

Each multiplier, whether it be the simple, the taxation, or the
coefficient multiplier, is an infinite series of increments.'® The
conditions of the series must remain constant through time; and
one of the conditions is that the investment increment is un-
changed indefinitely. For this to be true, the schedule of the
marginal efficiency of capital must remain constant. After the
adjustment period each income period is exactly a replica of
the next. The question arises, is this permanence possible?

The answer is in the affirmative; it is possible although it is
not always and inevitably so. The schedule of the marginal
efficiency of capital indicates how much investment is profitable
at different supply prices for each income period. For example,
at 2 per cent, 50,000 new buildings may be profitable in each
income period, and the investment aggregates $500,000,000
if the average outlay is $10,000. This periodic investment might
continue for fifty years before this opportunity disappeared.
Nevertheless, if the life of the buildings is fifty years, the first
group must be replaced. In the next period the second group
must be replaced. In each period there is a replacement invest-
ment which is equal to the original sum, The demand for invest-
ment goods remains unchanged.

There is no a priori reason why the replacement investment
should coincide either in amount with the original investment
or in timing with the disappearance of this investment oppor-
tunity. Some investments require no replacement, some only a
periodic amount which is small relative to the initial investment,
some involve an equal replacement. Investments in extractive
industries like mining, forestry, and oil may necessitate a larger
replacement investment than the original sum, when less pro-
ductive resources must be resorted to. There is no necessary cor-
relation between the extent of an investment opportunity and
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the length of life of the equipment. Replacement of the original
investment may become necessary either before or after the
investment opportunity is satisfied. If more of the investment
opportunity remains, the possibility that the replacement is less
than the original outlay is unimportant. On the other hand if
the replacement outlay is less than the original investment, and
if the investment opportunities vanish before the replacement
is necessary, total expenditure declines.!* There is income de-
struction. The assumption that the schedule in the marginal
efficiency of capital remains constant indefinitely is not tenable.
Does this conclusion make the policy of income creation invalid
and impracticable?

The answer on both counts is in the negative. The policy au-
thority can apply the method of taxation under the new position
of the schedule just as it did in the first place. Of course, taxes
must be increased to offset the income destruction. In fact the
policy authority applies the program according to the same
rules as before the change, except that the schedule of marginal
efficiency of capital has a lower position., Income creation by
taxation is no less useful because it may have to be reapplied at
some time in the future. The policy authority cannot adopt the
policy and expect one application to solve unemployment for
eternity. It may have to adapt the program to changing condi-
tions. In the dynamic world, innovations may appear which
make the policy unnecessary, in which case the policy authority
should abandon it. The possibility, nay the probability, that the
marginal efficiency of capital may shift, does not so much in-
validate the method of taxation as make its operation uncertain
and unpredictable.'®

THE ForrIcN BALANCE oF PAYMENTS

The entire foregoing analysis has ignored a certain group of
relevant problems. This group includes the interactions of taxa-
tion to create income and the foreign balance of payments. If
the international repercussions were omitted, the analysis would
be incomplete. The reactions in the foreign balance alter the
operation of the policy. Only in an absolutely closed economy
would the foregoing analysis apply.
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There are so many different conditions between countries,
which may be combined in so many different ways, that it is
impossible to make any complete analysis here. Instead, the re-
actions in the foreign balance of the country adopting the pro-
gram are classified in two groups: first, those which make the
balance unfavorable; and second, those which make it favor-
able. In any specific case the policy authority would have to
estimate the relative strength of the opposing reactions, if any.
Of course the two groups may work to offset each other because
they occur simultaneously. On the other hand, one group may
predominate at one time, while its supremacy may give way to
the other group at a later time, with the result that the foreign
balance may show a wave. One combination of the foreign re-
actions may cause the tax outlay to create a larger ultimate in-
come increment at home, while another combination may create
a smaller ultimate income increment at home and raise the level
of income abroad. The classification of the reactions in the for-
eign balance into the two groups makes the revision easier. In
brief, an unfavorable balance causes the income creation at
home to be smaller and raises income abroad. A faverable bal-
ance enlarges the income creation at home. These reactions may
operate in the short run during the adjustment period only, and
may not alter the ultimate income increment at home; or they
may work over the long run.

The reactions which make the foreign balance unfavorable
are the following. First, the imposition of new taxes may cause
a flight of capital. The consumption function and the marginal
efficiency of capital may shift downward at the outset. There is
a flight of capital because of domestic uncertainty, hesitation,
and delay. This situation is, however, only temporary. When
the income creation is under way at home, the advantages of
holding funds abroad may disappear. Not unless the flight of
capital creates a shortage of loanable funds daes it influence the
ultimate income increment.

Second, the income tax may discriminate in favor of foreign
m\estmentq and of investments which are held by foreigners.
If the income from foreign investments is taxed less than the
income from home investments, there will be a shift of capital
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abroad. The foreign balance may be made unfavorable by a re-
duction of capital imports, which is caused by the new taxation.
When the income from investments in the home country which
levies the taxes is paid to foreigners, and when this income is
taxed by the home country, the advantage to foreigners of con-
tinuing to invest in the country may disappear.'® In this situa-
tion, capital imports decline, Of course this income which is
paid to foreigners may be exempted from taxation, in which case
the inflow of investments is unaltered.

Third, the imposition of taxes on commodities and property
in the home country without equivalent import duties would
cause an unfavorable foreign balance. The cost-diiferential
would increase imports, and the home country would lose pur-
chasing power. The country whose exports increase would en-
joy income creation, provided the conditions were favorable.

Fourth, the domestic income creation, which is the result of
the income-creating power of taxation, may increase imports.
The expansion of output at home may necessitate the importa-
tion of raw materials and semimanufactures. The increase in
income at home enables consumers to purchase luxuries and
semiluxuries, as well as to import a larger volume of normal
consumers’ goods from abroad. This concept is that of the mar-
ginal propensity to import; it may remain a constant propor-
tion of the domestic income increment, or it may increase with
the growth in the income increment. In either case the countries
whose exports are expanded are likely to enjoy income creation
unless new offsetting factors arise.!”

Fifth, the domestic income creation may diminish the coun-
try’s exports. The increase in income may raise home consump-
tion of goods formerly exported. This transfer may reduce the
supply available for export or raise the domestic price, which
diminishes foreign purchases. The foreign balance is made un-
favorable. The foreign buyers are likely to seek other markets
in which to buy instead of hoarding this purchasing power.
These other markets, therefore, enjoy income creation as a re-
sult of their expanded sales.

Sixth, the income creation abroad which is the result of the
fourth or fifth reaction may cause a capital export. The income
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expansion abroad may open up new investment opportunities
through the acceleration principle of derived demand, and loan-
able funds in the home country may be attracted abroad. The
foreign balance becomes unfavorable.

In contrast to the foregoing reactions are the following ones,
which operate to make the foreign balance favorable.’® First,
the income creation abroad which is the result of the above
fourth and fifth reactions may cause foreigners to increase their
imports from the home country. Either of two situations could
create this reaction. (2) Foreigners may have a high marginal
propensity to import from the home country, and as their in-
come rises they may buy more in this country. This adjustment
may only diminish the unfavorable balance which is the out-
come of the fourth, fifth, and sixth reactions above, On the other
hand, if the income creation abroad is large as the result of the
acceleration principle, the foreign balance may become favor-
able. (#) The export of capital goods from the home country
may be necessary to the expansion in production of the foreign
countries, and these exports may be purchased with idle invest-
ible foreign funds. This adjustment also may only lessen an
unfavorable balance, instead of creating a favorable one.

Second, during the period of adjustment, while domestic in-
come is rising, there are opportunities of speculative profits
which may attract funds from abroad. The possibilities of do-
mestic price increases and of profits, as marginal costs rise
above the optimum, may attract foreign investment. This inflow
will disappear as soon as the domestic income increment fails to
increase. The foreign balance will be favorable only during the
adjustment period.

Third, the lending of the tax receipts in the home country
may attract foreign investment. This reaction may result from
one of several situations. (@) During the adjustment period the
marginal efficiency of capital exceeds the supply price of invest-
ment, for the ratio of the tax outlay to private investment is cor-
rect only in the ultimate equilibrium. This differential creates
a temporary profit. () The policy authority may fix the ratio
of the tax outlay to private investment so high that the yield to
private investors in the home country is higher than that abroad.
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(¢) When the policy authority determines the correct ultimate
ratio, so that domestic investors receive just the normal supply
price, foreign funds may still be attracted, During prolonged
unemployment there are likely to be idle funds abroad, and
foreign investors may prefer to accept the normal supply price
in the home country rather than to receive no return at all.

Fourth, the policy in the home country of lending tax receipts
may stimulate exports sufficiently to make the foreign balance
favorable, (a) This policy may lower the domestic costs of pro-
duction by increasing the size of the typical firm and reducing
its average cost curve. These cost reductions may cause the
prices of exports to fall; and if the foreign demand is elastic the
value of exports increases, making the foreign balance favor-
able. (&) The lending policy may diminish the costs of produc-
tion and the prices of capital goods which enter the export mar-
ket for the first time. The situation in a is different from that
in &, for in the former no new commeodities enter the export
market. There is merely an expansion in demand for the old
exports.

In concluding this topic, certain general ohservations are
necessary. The foreign balance cannot remain either favorable
or unfavorable indefinitely, The ultimate equilibrium under the
method of taxation is influenced by the state of the foreign bal-
ance. An unfavorable balance means either a loss of purchasing
power, which is taken out of the domestic income stream and
which reduces the domestic income increment, or else a loss of
idle funds from which income creation might have occurred. A
favorable balance increases the domestic income increment. The
foreign balance is more likely to be favorable when the home
country lends the tax receipts than when it devotes them to
consumption. Of the favorable reactions above all but one de-
pend upon the lending program. In the case of all the reactions,
favorable and unfavorable, the ultimate income increment is
altered in its height, stability, and timing.



CHAPTER VII

A COMPARISON OF POLICIES

ALTHOUGH TAXATION CAN RAISE the long-run level in income,
the conclusion does not follow that this is the best method of
achieving full employment. The advocates of a particular policy
are inclined too often to neglect possible alternatives, with the
result that there are professional fashions in policies. We must
compare income creation by means of taxation with the methods
of central bank policy, government deficit spending, and a pol-
icy to remove restrictions and limitations upon output.

Space does not permit, nor does the argument require, a com-
plete comparison of these policies. The present purpose is to
evaluate the income creating power of taxation by comparing it
with these other policies and thus to discover the situation in
which this method is the most effective.

Tue Bases For COMPARISON

Doubtless there are many bases for such a comparison; but
the present analysis is restricted to four, which may be com-
bined in two groups. One group contains two practical aspects
of these policies which concern the administrative difficulties
and the opposition to the policy. The other group contains the
two aspects of the short and long run. These four bases for
tomparison may be presented in the form of four questions
which must be answered for each of the four policies. What are
the administrative difficulties in initiating and carrying out
the policy? Does the policy generate opposition and does the
apposition, if any, increase or diminish? Is the policy effective
in overcoming short-run cyclical unemployment? Is the policy
tffective in overcoming long-run secular unemployment? It is
secessary not only to answer these questions but also to rank
the several policies in the order of their answers. In each re-
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spect we must judge which is the best and which is the worst.
Only in this way is it possible to achieve an over-all policy which
integrates the best features of all.!

THE PrOBLEM OF ADMINISTRATION

Monetary policy would be impossible without a central bank
or some institution, perhaps the treasury, to carry out monetary
functions. Once the central bank and its instruments of policy
have been established, there are no additional administrative
difficulties created by the initiating and carrying out of mone-
tary policy. The central bank exercises most of its controls in
the course of its normal functioning to meet seasonal demands
and major and minor cycles, Monetary policy which is directed
at curing prolonged unemployment uses these same instruments
of policy; but to a greater degree, so that there are no new ad-
ministrative difficulties.

The administrative problem of government deficit spending
varies with the nature of the program. When it is for the main-
tenance of the unemployed as in the case of the dole, there are
the eligibility requirements and the payments to the unem-
ployed which must be administered. When the program is for
public works which private contractors are to construct, the
government must carefully draw up blueprints out of a wide
variety of proposals and see that the private contractors carry
them out. To be effective the government should maintain a
shelf of public works which are planned for prompt execution,
or months, if not a year, may be spent in preparation of desir-
able plans. When the government itself is to construct the pub-
lic works, the administrative problem before it is clearly larger
than in either of the previous instances. The purchase of mate-
rials and equipment, the determination of wage rates, and the
active supervision of construction are now added to the govern-
ment’s problem of preparing the blueprints.?

The financing of the government deficit in and of itself should
create no difficulties, provided there is no crisis in the govern-
ment’s credit and the banking system has not broken down.
Modern governments frequently float bond issues; the neces-
sary institutions already exist and have a working connection
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with the treasury, The financing of a larger current deficit dur-
ing a major depression is merely the expansion of a common
practice.

The administrative difficulties of an antitrust policy arise in
the nature of legal procedures. The policy attempts to create a
flexible economic system by prosecuting illegal restrictions of
trade, Evidence must be collected, cases tried, adverse decisions
appealed to higher courts, and an attemnpt made to prevent fu-
ture violations. Of course the Justice Department and the legal
procedure already exist; but all too often the antitrust division
has been understaffed because the administration in office did
not wish to carry on an active policy of prosecutions. In this
situation even the staff would have to be built up with the loss
of time, An antitrust policy does not require a large and costly
administrative staff, and one may say without contradiction
that its administrative difficulties are not its main weakness.

In the case of creating income by taxation, the administrative
difficulties vary not only with the kinds of taxes but also with
the manner of spending the receipts. Some taxes are more easily
administered than others, depending upon the ease of collection
and of evasion, and upon metheds of supervision. In general,
higher taxes increase the difficulties of administration, On the
side of the tax outlay the administrative problem grows more
difficult with the complexity of the government spending. When
the tax outlay is for the relief of the unemployed the administra-
tion is not difficult. When the receipts pay for public works and
social improvements constructed under private contract, the
supervision is somewhat more complex. When the government
constructs its own public works, the administrative problem is
the largest of the three instances. Nevertheless, the administra-
tive difficulties of supervising the tax outlay are exactly the
same as when the same purpose is carried out through deficit
spending. When the receipts are loaned and invested to expand
private investment through the existing banking and financial
channels, the problem of administration might be left entirely
to the private companies in return for a fee or commission. In
general, however, the supervision of income creation by means
of taxation is likely to be more difficult than deficit spending
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because the passage of a new tax law and the collection of the
receipts is more of a problem than floating a government bond
issue,?

A comparison of these four policies — monetary policy, gov-
ernment deficit spending, anti-restrictionist policy, and the
method of creating income by taxation — indicates that mone-
tary policy has the least difficult administrative problem and
that the taxation has the most difficult one. It is likely that an
anti-restrictionist policy is more easily administered than a pro-
gram of deficit spending.

OPPOSITION TO THE POLICY

There is, in general, little or no opposition to a monetary
policy which attempts to smooth the cycle. In depression an
easy money policy is accepted by all groups, although there are
a few economists who might object. The popular criticism of
easy money conditions is more likely to be that the policy is not
carried on vigorously enough. In boom conditions a tight money
policy may incur the opposition of speculators on margin and
those member banks which were forced to contract loans. A few
economists might feel that brakes were applied too soon; while
a few would argue that the action was too late. Such criticisms
are, however, too insignificant to influence policy decisions. The
conclusion that there is no significant opposition to monetary
policy seems justified.

In the case of government deficit spending, the criticism
stems from the fact of the deficit and the purposes of spending;
and the criticism is likely to increase the longer the policy is
continued. As a short-run emergency policy, deficit spending
incurs little or no opposition. During depression all economic
groups welcome deficit spending as a means of lessening their
own ills. The real opposition to the policy comes when the defi-
cit lasts longer than is expected and there is every prospect of
its continuing. There is the popular belief that government must
balance its budget just as all businesses must; and when there
is talk in high places of the deficit continuing, the people become
uneasy in mind. The growing national debt raises the problem
of increasing future taxes to retire the debt. The prospect of
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higher taxes may discourage the desire to invest; and these mis-
givings are aggravated by the growing interest burden on the
expanding debt. There is little wonder that this popular un-
easiness is expressed in legislatures and administrative offices as
opposition to the policy. One may mention that not all econo-
mists agree on the merits of an ever growing debt. There may be
added to this group special interests which fear the govern-
ment’s competition through its public works. Business is apt to
regard any government construction as a threat to private
enterprise because the government sphere of activity might be
enlarged. In addition there is a small group of businessmen who
may find their costs higher than those of their competitors. They
too are likely to object to the method of spending and, without
discrimination, to oppose the policy in general. Thus the oppo-
sition is likely to grow the longer the policy continues,

The individuals and firms who are prosecuted under the law
naturally oppose an antitrust policy. They stand to lose special
legal privileges and monopoly power which they have enjoyed in
the past. Their objections rightly or wrongly will be presented
in the daily press, and as the antitrust prosecutions spread into
an increasing number of fields there may develop uncertainty
and misgivings as to how far the government is going to go. This
uneasiness adds support to the existing opposition. Since the
antitrust policy must be prosecuted vigorously in underemploy-
ment equilibrium to remove such restrictions, the policy will be
criticized for weakening business confidence and for deepening
the depression gloom. The objections of special interest, of un-
easy businessmen, and of a popular misunderstanding, create
a formidable opposition which cannot be ignored.

These three sources are also likely to be the basis of the
criticism of income creation by taxation. The opinion is general
that higher taxes are deflationary during prolonged unemploy-
ment. The special interests upon which the higher taxes may
fall can be expected to oppose the program. Analysis of this
problem cannot be concluded in such summary fashion because
the operation of the method of taxation includes so many differ-
ent cases. In some of these instances there are advantages to
offset, to some degree, the opposition.*
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In general, when the tax is imposed upon the well-to~do and
the receipts are devoted to social improvements enjoyed by the
many, those favoring the policy may greatly outhumber the
critics. When the receipts are devoted to encouraging private
investment, the opposition of some of the critics may disappear.
Under the operation of the instrument of taxation, furthermore,
available income rises from the level of underemployment equi-
librium. After the initial shock even taxpayers’ available income
increases, and in certain instances may return to or exceed the
income level before the tax. These resuits are exactly the oppo-
site to those of the popular expectation. The initial opposition
is likely to diminish somewhat with this unforeseen increase in
income.

A comparison of the four policies indicates that monetary
policy creates the least opposition of them all. Next, with slightly
more objection, is government deficit spending over the short
run. It may be said that these two policies have little or no
opposition. Comparison of deficit spending for the long run, of
antitrust policy, and of taxation, is impossible for the gen-
eral situation because there are so many special cases within
each, Nevertheless, important observations are possible. The
opposition to government deficit spending is likely to grow the
longer the policy is continued; whereas under the method of
taxation, the opposite is more likely to follow. The objections
to an antitrust policy are weaker and less significant during a
sustained high level in income than during prolonged unemploy-
ment. Although these comparisons may seem of no importance
as they stand, they fit nicely into an integrated policy.®

THE SHORT-RUN ProBLEM

The purpose of this and the following topic is to discover
which policies are applicable to the short run and which to the
long run. Since these terms are so vague, let us define them. The
short-run problem of policy as it is used in the following pages
is concerned with smoothing the shorter cyclical fiuctuations.
In contrast, the long-run problem is to raise the level in income.
The former considers the income level satisfactory but attempts
to lessen the deviations, while the latter is not concerned with
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the fluctuations about a norm but does indicate how to raise the
norm itself. The distinction may be made in other terms. If the
policy authority is confronted with an underemployment equi-
librium, it may define the situation as a temporary cyclical de-
pression or as a secular break in the investment trend. Under
the former diagnosis the correct policy is to alleviate the im-
mediate condition. Under the latter diagnosis the policy must be
to raise the level in income over time.?

Monetary policy is designed for the short-run problem. Open
market operations, changes in rediscount rates, and alterations
in reserve requirements, can be achieved quickly. The influence
of the instruments of policy upon the member banks is im-
mediate. The reactions of the money markets and of borrowers
in particular are slower and more uncertain. Nevertheless if the
situation has been correctly diagnosed as cyclical and tempo-
rary, monetary policy vigorously carried out does influence the
decisions of borrowers. A restrictionist policy can diminish bor-
rowing in a boom, and an easy money policy does reduce inter-
est rates and improve the liquidity of the member banks in de-
pression, both of which encourage recovery. Without the policy
the boom might last longer, which in itself would tend to deepen
the depression; and by easing monetary conditions the banks
become ready to make loans at low rates sooner than if they
had to continue the deflation to achieve this liquidity; hence
the cycle is smoothed.

Budget-balancing over the cycle instead of annually is the
fiscal approach to smoothing the cycle. The policy may be to
accumulate in prosperous times a reserve out of taxes which is
used in depression to support the unemployed, or a deficit may
be incurred in depression which is paid off in the following
prosperity. Whichever course is adopted, the program must
be based upon a certain cyclical fluctuation as normal. The tax
rates must be set so as to collect a given sum over a period which
must be estimated in advance. Likewise the rate of government
net spending in depression must be determined at the outset,
so that its total net spending over the depression will not exceed
tl_]is given sum. When the course of economic development coin-
cides with the normal cycle assumed by this cyclical budget



154 CREATION OF INCOME BY TAXATION

balancing, the peaks of the deviations are reduced. Purchasing
power is withdrawn during prosperity and injected during de-
pression, which dampens the fluctuations.

The appearance or disappearance of a strong innovation wave
would alter the previous relation of prosperity and depression.
Either the tax collections are excessive, which is hard on the
taxpayers, or the government net spending in depression is not
accounted for in the subsequent prosperity, and the debt grows.
In both instances the intrusion of the long-run problem neces-
sitates a change in the short-run policy, but the integration of
the short and the long runs must wait until the next chapter.

The essence of a policy to smooth out the cycle is that it
starts and stops easily or that it can be turned on and off at will.
An antitrust policy cannot be manipulated in this way, and its
influence upon the business cycle must operate through its ef-
fectiveness in achieving a more flexible price structure. The lag
of costs behind selling prices in the upswing and the downswing,
and the rigid prices of many monopolistic producers, magnify
the fluctuations. The removal of monopolistic price rigidity and
bottlenecks in general is unquestionably a step in the right
direction and would tend to smooth the cycle. Even to approach
this objective, however, an antitrust policy should be carried
out in all phases.” There is likely to be political pressure to relax
the policy in prosperity, whereas in depression popular resent-
ment against big business may initiate proceedings. This course
would concentrate the deflationary influences of the policy dur-
ing depression, which is just the wrong time. The reverse policy,
of prosecutions in prosperity and relaxzation in depression, would
be little better; for the downswing in the absence of an antitrust
policy creates its own rigidities and monopolistic restrictions.
Hence such a policy must be carried on continually if it is to
attempt to smooth the cycle.

There are two main grounds for doubting the effectiveness of
an antitrust policy to reach any substantial success in this direc-
tion. First, there are many price rigidities which are within the
law and cannot be removed by legal procedures. The prices of
many durable goods are inflexible. Public utility rates are an-
other group. Railroad rates are inflexible and transportation
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costs are a large item in the total cost of many products. Union
wage rates are another cost element which is inflexible, at least
in the downward direction. A large section of the price structure
would still remain rigid, Second, the two basic conditions which
are at the foundation of the cycle would be unaltered. The bank-
ing system’s capacity to create and destroy credit and the in-
stability over time in the demand for durable investment goods
would still combine and cause cyclical fluctuations.

We have seen that taxation as an instrument of income crea-
tion is likely to operate in a cyclical fashion. This aspect in
itself makes this method an unsatisfactory instrument for
smoothing the cycle. The deviations induced by the operation
of the policy might actually aggravate the normal cycle. But
there are additional reasons why it does not meet the short-run
problem. First, the power of taxation to create income cannot
be put into operation quickly. Time is required for the passage
of the necessary legislation and for the collection and dispersal
of the tax receipts.® Second, the initial impact of taxation may
be deflationary. Third, the income increments increase slowly
from period to period. The conclusion seems justified that the
policy is not suitable as a method of smoothing the cycle.

A comparison of the four policies on the basis of their effec-
tiveness in solving the short-run problem indicates that two are
applicable and two are not. Monetary policy and budget-balanc-
ing over the minor cycles are suitable insttuments of control.
Antitrust policy and the method of taxation are not adapted to
meet this problem.

TaE Long-RUuN PrROBLEM

The distinction between the short-run and long-run problems
lies in the level in income. The former assumes the level to be
given, while the essence of the latter concerns raising this level,
The objective in the short run is to cure a temporary unemploy-
ment, while that in the long run is to remove chronic and con-
tinuing unemployment. This distinction is necessary in order to
make a comparison of the four policies, hence to formulate an
Integrated policy.

The solution of the long-run problem involves not only raising
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the level in income but also supporting the unemployed until
full employment is reached. A policy which raises income in the
long run, but which in the interim cannot maintain the unem-
ployed, is inadequate. The importance of this additional condi-
tion is apparent when it is realized that the solution rests upon
current policy and not upon previous action. The starting point
of the long-run problem is an underemployment equilibrium
in which the unemployment reserves built up in the previous
upswing are, or soon will be, exhausted. The policy authority
must raise the national income and support the unemployed. We
must see how well each of the four policies meets these two tests,
that of creating income and that of supporting the unemployed.

In order to raise the level in income from an underemploy-
ment equilibrium, monetary policy must achieve either an in-
crease in the average propensity to consume through a shift
in the schedule, or an expansion in investment through a reduc-
tion in the rate of interest. Easy money measures, which include
not only the normal central bank techniques but also raising the
price of gold, and the government’s guarantee of loans to private
borrowers at low rates, improve the member banks’ willingness
to lend. They would become increasingly liquid and in the long
run would prefer to invest instead of building up their idle
funds. At least the short-term rates of interest would decline;
although the reduction below the underemployment figure would
not be large, since the handling costs of the banks must be cov-
ered. A larger proportion of total investments are likely to be
short term, which would lower the average interest rate. The
equilibrium rate or system of rates must be permanently re-
duced to lift the level in income to full employment.

There are several reasons why a reduction in the rate of in-
terest is likely to increase the average propensity to consume in
the long run: (e) the monetary inducement to save is less and
the satisfaction from current consumption is relatively higher;
(&) insurance premiums become more expensive, interest on
savings accounts lower, and charges on checking accounts
higher; (c) the lower rate means that the income from invest-
ment is smaller, and since this is concentrated in the upper in-
come groups their available income and hence their saving is
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reduced; (d) it is more difficult for a corporation to accumulate
an undistributed surplus, because the earnings from such in-
vested funds mount less rapidly; (e) although a rate reduction
may cause an increase in saving in the short run in anticipation
of a definite expenditure or annuity, there is no permanent in-
crease in the long run for two reasons. In time, when the ex-
penditures fall due, dissaving increases and may exceed the
current saving. Also, as long as the increase in saving is in-
vested, there is no loss of income. Individuals are not likely
to build their idle saving indefinitely if there are sufficient
investment outlets at the reduced interest rate. These reasons
indicate why a permanent decline in the equilibrium rate causes
an upward shift in the consumption function in the long run.

There are several reasons why a decline in the rate of inter-
est in an underemployment equilibrium expands investment in
the long run: (e) innovations become profitable and there is
a widening of investment into new fields; (&) the deepening of
capital per unit of output can be extended profitably — that is,
more roundabout processes of production are worth while; (¢)
the cost of consumer borrowing is lower, and individual and
government borrowing increases in the long run. For these rea-
sons investment expands.

The long-run rise in the consumption function and in invest-
ment raises the income level through the multiplier process. Full
employment would thus be the eventual result, provided there
were no interruptions to the working out of the readjustments.”

‘The working out of this process requires certain necessary
conditions. They may be included in the phrase “general con-
fidence” and classified under three specific types. First, individ-
uals must anticipate the future with the same degree of opti-
mism or pessimism as they had prior to the change. If the future
appears less hopeful, the consumption function may remain con-
stant instead of rising. Second, investors will not undertake
more roundabout processes and bring about a deepening of
capital, unless the additional risk which is involved is offset by
favorable prospects. Deepening of capital subjects the investor
to a greater risk from progress in technique and shifts in de-
mand. Such dynamic changes must be absent from the anticipa-
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tions of the future to permit the deepening of capital to take
place in the long run.*® Third, the political horizon cannot be
troubled with social reform which heralds greater government
interference.!!

These conditions do not conform to the reality of an under-
employment equilibrium and to the course of economic develop-
ment. Social unrest grows in a period of prolonged unemploy-
ment. The future may not appear even as bright as the present.
Cost-saving techniques are developed in order to avoid the wide-
spread losses and shifts in consumer tastes occurring as the
result of the fall in income. In a word, general confidence does
not exist. There is, furthermore, the abstraction from the long-
run analysis that there are no cyclical fluctuations. In reality
the working out of the long-run process is almost certain to
proceed in waves. In the course of the long-run adjustment a
depression is almost certain to occur, which temporarily shatters
the existing confidence and prolongs the period of adjustment.

The conclusion is unavoidable that at best monetary policy
is a slow and uncertain means of overcoming prolonged unem-
ployment. This conclusion bears upon the second test of such a
policy, that is, its capacity to maintain the unemployed. Since
the income created through monetary policy rises slowly and
uncertainly, this policy is entirely incapable of supporting the
unemployed during the adjustment back to full employment.
To be sure, the income creation alleviales the conditions of
some of the idle workers, but many are likely to receive no help.
This is the real reason why monetary policy is an unsatisfactory
means of overcoming an underemployment equilibrium.

In estimating the long-run efiectiveness of an antitrust policy
it is imperative to appreciate the limitations of the policy. Set-
ting aside the legal aspects, there remains the fact that many
causes of price inflexibility are beyond the reach of this policy.
Such prices as public utility rates, government-administered
prices, those of durable producers’ and consumers’ goods, fees
and salaries which are fixed by custom, union-administered wage
rates, prices of patented and branded products, and the prices
of those imports which are controlled by the foreign producers,
are inflexible prices which antitrust pelicy cannot alter. Only
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when there has been a violation of the law does this policy re-
move price restrictions in question. Such illegal price restrictions
may be characterized as bottlenecks,'? but their complete re-
moval would not create a perfectly flexible price system, for
the above inflexibilities would still remain.

The question at once arises, can an antitrust policy in this
limited sense achieve full employment from an underemploy-
ment equilibrium? The answer to this question depends upon
the econemic extent of the bottlenecks. If they are relatively
insignificant in the price system, their removal can raise income
but little. On the other hand, if the bottlenecks are numerous
and strategically placed in the costs of production, their re-
moval may raise income to full employment. Clearly the eco-
nomic extent of price rigidities is different in various economies,
and no general rule is possible as long as the policy in this lim-
ited sense cannot create a genuinely flexible price system.
Nevertheless, it is worth while to indicate the tendencies of this
policy concerning income creation, even though in a specific
situation it may not achieve full employment. Furthermore,
such an analysis points the way to a broader policy to create a
completely flexible price system.'®

The results upon the level in income in the long run of the
elimination of monopoly prices may be indicated most clearly
in terms of three cases. In all three the reduction in the monop-
oly price as the result of antitrust action influences the con-
sumption function and the schedule of the marginal efficiency
of capital.

The following are the three different cases of monopoly price:
first, when the fixed prices are confined to finished consumers’
goods; second, when the price fixing is on producers’ goods;
and third, when labor racketeering monopolizes the wage rate in
a particular field. Of course, all three or any two are likely to
otcur simultaneously. The analysis of each must, however, be
distinct because the results of the policy are different.

The elimination of the monopoly price in the first case in the
long run increases consumption and does not alter investment.
The policy raises consumption for two reasons. (¢) Monopoly
profits are eliminated and, since they are a source of saving,
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their removal raises the average propensity to consume. (&)
The lower prices of consumers’ goods increase consumption,
In the long run real income consumed increases because the
consumption function has an elasticity which is greater than
unity, and because there is no reason for individuals to become
more liquid. On the side of investment there is no change in the
long run. In the short run, additional equipment may be invested
in or outside of the monopolized fields, but this increase disap-
pears from the ultimate income equilibrium. The level in income
rises during the adjustment period through the operation of the
multiplier because of the permanent expansion in consumption,
investment remaining constant.

The elimination of monopoly prices for producers’ goods in
the second case is income-creating in the long run as regards
both consumption and investment. The reduction in producers’
prices lowers the prices of consumers’ goods, which expands
consumption along the consumption function; and the removal
of monopoly profits raises the average propensity to consume
as in the first case. Investment expands because the cost of new
investment is lowered. This increase may come about in one of
two ways. If the demand for the monopolized capital goods is
elastic, the lowered price induces a larger investment. If the
demand is inelastic, the lower price for the equipment causes
a smaller sum to be invested in this field. This releases saving
to be invested elsewhere. There is no reason for an increase of
liquidity on the part of individuals, banks, and corporations in
the long run as they are already highly liquid. The investment
of the released saving lowers the rate of interest, which has the
same reactions upon consumption and investment as in the first
case, Thus in the second case there is income creation, which
raises the level in income through the operation of the multi-
plier.

The third case, in which the monopolized price is that of
labor, is the same as the second except for an offsetting condi-
tion in the initial instance. The reduction in the wage rate low-
ers the income of the workers in question. This loss occurs as
soon as the wage reduction is effective, while the income-creat-
ing forces operate only slowly to expand consumption and in-
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vestment. The cost reduction may not be passed on promptly
to consumers, and entrepreneurs may be slow to increase in-
vestment through either the decline in the rate of interest or the
lowered prices of producers’ goods. The income creation does
not offset the income loss at the outset of the policy. Either of
two results may follow. The economy may reach a new under-
employment equilibrium at a lower level of income, or the period
of adjustment to the higher ultimate income level may be greatly
prolonged. In either event, the antitrust policy is less effective
in this case than in the previous two.!*

The income creation in the first and second cases is more
rapid than in the third case. The question nevertheless arises, is
this rapid enough to support the unemployed? The answer is
certainly in the negative, if they have no other means of main-
tenance. It takes time for the price reduction to achieve an in-
crease in consumption and/or in investment. Buyers must be-
come aware of the price decline and no further fall can be
anticipated. Consumption patterns and investment plans must
undergo change. And lastly, the conditions of general confidence
must exist before income creation begins. There follows the
period in which the level in income rises to the new equilibrium.
This may be, or may fall short of, full employment. In any
case, time is required to shiit the spending patterns and to re-
allocate the factors of production which are immobile in the
short run,

An antitrust policy, whether in the narrow or the broad sense,
has the same weakness as monetary policy. The process is 100
slow to support the unemployed. Neither policy is satisfactory
in this respect, and, in an economy in which the government has
this responsibility, neither can be the only policy.

In the case of government deficit spending it is sufficient to
recall that, provided the government is willing to incur a large
enough current deficit, the level in income rises in the long run
to full employment. Furthermore, the longer the policy con-
tinues, the larger the debt and the more likely is a political and
economic crisis to develop as the result of the policy. The opin-
ion that the policy is subject to political breakdown is strength-
ened by the knowledge that the course of economic develop-
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ment in reality combines short-run cyclical fluctuations about
the long-run adjustment. A depression may create a political
storm in which the policy of government deficit spending is
questioned.™ If an alternative policy were available, the deficit
spending need not be continued indefinitely and the possibility
of breakdown could be avoided.

A ComMparisoN oF THE PoLICIES 1N THE LoNe Ruw

Monetary policy and antitrust policy are both weak in that
they do not support the unemployed, while both government
deficit spending and income creation through taxation do so
directly. Under the proper conditions each of the four policies
raises the level in income to full employment. Nevertheless, an
antitrust policy in the narrow sense may not achieve this ob-
jective, and both this and monetary policy are slow and uncer-
tain means of overcoming an underemployment equilibrium.
Government deficit spending and the method of income creation
through taxation are comparatively more rapid, because they
create income initially instead of relying upon the reaction of
private initiative to favorable conditions. Additional compari-
son of these two policies is necessary to discover which is the
more powerful income creator.

Taxation vERSUS DEFICIT SPENDING

The basis of measuring the income-creating power of the two
policies and of comparing their long-run effectiveness is the
ratio of the ultimate income increment to the total government
outlay which must be ascribed to the policy. This ratio indicates
the power of these two methods to create income, and which-
ever policy has the higher ratio is the more powerful. There is,
however, not one single ratio for each policy but rather a group.
Each policy is more or less effective depending upon the en-
vironing conditions which may be favorable or unfavorable.
There is possible, of course, a large number of combinations of
these conditions, and each combination has a ratio. Only a few
of the more typical and useful combinations and ratios are set
forth in the case of each policy for their comparison. Let us turn
to government deficit spending.
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Many textbooks set forth the ultimate income increment as
the current deficit divided by one minus the marginal propensity
of individuals to consume.*® This statement is an oversimplifica-
tion for all but elementary students. Although carrect, it is too
inclusive because the numerator ignores the influence of the
interest on the ever growing national debt, and the denominator
omits the impact of the tax structure upon the income incre-
ment and upon the ultimate income creation. This expression,
D/{1 —mp), is perhaps more applicable to the government’s
spending printing-press money which bears no interest, or of
the spending of the gold miner's new pay dirt, and if the im-
pact of the tax structure is ignored. In this instance the ratio
of the ultimate income increment to the government outlay is
1:(1 — mp).

The influence of the tax structure upon the ultimate income
increment which results from a given current government deficit
may be made explicit by substituting the tax multiplier for the
simple multiplier. Both are numerically equal when the latter
is based on the community’s marginal propensity to consume.
The greater the impact of the tax structure upon the income
increment, the higher is the community’s marginal propensity
to consume and the larger is the income increment which results
from a given deficit. In this situation the ratio of the ultimate
income increment to the government outlay, which includes not
only the current deficit but also the tax increment, is expressed
as 1/(1 — mp 4 tmp). In this expression ¢ is the fraction of the
income increment taken by the government from all varieties of
incremental taxes. It indicates the impact of the tax structure,
which is composed of many taxes. Let us compare the ratios in
this instance with those of the previous instance when the items
are identical. That is, m# is the marginal propensity of individ-
uals to consume. When ¢ is zero, the ratios are the same. When
tis a fraction, the ratio 1/(1 — mp -+ tmp) is smaller than the
ratio 1/(1 — mp), and as ¢ approaches 1 the ratio approaches
unity. Thus, when the government spending includes not only a
current deficit but also a tax increment, it is a less powerful
means of income creation than when there is no incremental tax.

When the government deficit spending causes a decline in
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private investment, the textbooks indicate it as a leakage which
lowers the multiplier through a reduction in the marginal pro-
pensity to consume. While this presentation is not incorrect, in
my opinion a more effective statement is to indicate the decline
in private investment as an offset to the deficit in the multipli-
cand. A decline in private investment is not really a leakage
through the consumption function as through an offset to the
deficit. In this situation the ratio may be made comparable to
those of the previous instance by expressing the reduction in
private investment as a fraction of the current deficit and by
using the marginal propensity of individuals to consume. The
decline in private investment may be written BD, and the
ratio is (1 — B)/{1l — mp). This ratio is clearly smaller than
1/{1 — mp). When the tax multiplier is substituted in the de-
nominator of the fraction, the ratio in this instance is still
smaller.

There are reasons why government deficit spending which is
to continue indefinitely is likely to dampen the incentive t¢ in-
vest and to diminish spontaneous investment: (z) maladjust-
ments in the cost price structure may be maintained; (b) the
ever growing national debt may create the expectation of higher
taxes either to retire the debt or to meet the interest charges."
The longer this policy continues, and it must continue indefi-
nitely as future development is ruled out of the long run, the
larger the national debt. This prospect is almost certain to
develop sooner or later in reality, perhaps when a cyclical reces-
slon occurs.

While it may not be an error to omit the influence of the in-
terest charges on the growing debt from the short-run analysis
of the income creation, it is a gross error to ignore the problem
for the long run. An ever recurring deficit entails an ever grow-
ing debt and hence a continually increasing interest charge. The
interest cost to the government per period exceeds in time the
initial current deficit. There are two ways in which the govern-
ment may meet this growing interest charge: either by borrow-
ing or by taxation. In either instance the power of deficit spend-
ing to create income is diminished. Let us explain.

If the initial deficit, D, is kept constant, and if the growing
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interest charge is paid out of borrowing, an ever increasing
proportion of the government’s current spending is paid to the
bondholders as interest. Their marginal propensity to consume
is lower than that of individuals as a whole when the income
increment is distributed normally.*® A diminishing share of the
current deficit goes to the formerly unemployed whose marginal
propensity is high. An increasing share goes to the rich whose
propensity is low, and to trusts, insurance companies, banks,
and corporations which may not pay out the interest. If they
do, the rich are likely to receive a large proportion as dividends.
This practice also reduces the propensity to consume. Eventu-
ally the entire current deficit is paid to the bondholders as inter-
est. In this instance the ratio is {1 + mps — mp)/(1 — mp),
where mps is the marginal propensity of the bondholders, and
mp is the marginal propensity of individuals as above. The
ratio is smaller than in the initial instance and the income-creat-
ing power of the deficit is reduced.

There is an even more fundamental weakness to a policy of
ever increasing deficit spending to meet the interest charge on
the growing debt: that is, inflation.'® After the current deficit is
paid entirely as interest to the bondholders, there may be a con-
stant income level at full employment. But the interest charge
will continue to increase; and since this is paid out of new bor-
rowing, prices must rise indefinitely. This result condemns such
a policy where the real income grows less rapidly than the in-
terest payment.

There remains the instance in which the interest charge is
met with higher taxation. A complete analysis would include the
imposition of many different kinds of taxes as well as the influ-
ence of the deficit. Such an analysis would be complicated and
is essentially unnecessary for the present purpose.? Let us con-
fine the discussion to the unique case in which the recipients of
interest pay the higher taxes. This is the ideal objective which
is often suggested but which is as often held to be impossible.
Let us assume also that the increasing taxation causes no reduc-
tion in private investment, and that the interest payment is paid
initially by borrowing, The initial deficit, which includes no in-
terest payment, raises the available income through the multi-
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plier, and the additional borrowing to meet the mounting inter-
est charge merely creates the income for financing the taxation,
The additional borrowing merely finances the excess in the
interest due over the tax receipts from the previous period,
which is because the interest charge is continually rising while
the tax receipts lag by one period. Income increases indefinitely,
but there is no danger of inflation, because the increase merely
finances the growing debt. Available income is constant after
the ultimate increment in available income is reached, which is
the result of the initial deficit and the multiplier. If y states the
available income increment, D the initial deficit which continues
indefinitely, and R the interest due in the period, the power to
create income is written y/( D 4 R). This ratio slowly declines
as R increases because y and D are constant. The longer the
policy continues, the smaller is the ratio. The power to create
available income falls. If the numerator includes the increase
in financial income to meet the interest as well as the available
income increment, the ratio becomes (y 4+ R)/(D + R); and
as K increases, the ratio declines toward one. In the long run
both of these ratios are smaller than 1/(1 — mp) because the
latter is larger than one.

A series of examples may be helpful in explaining the fore-
going discussion of government deficit spending. If the marginal
propensity of individuals to consume is 2/3 and the gold miners
spend in each successive period $1 billion of newly mined gold,
the ultimate income increment is $3 billion. If the initial gov-
ernment deficit is $1 billion, and if the interest payment is ig-
nored, the ultimate income increment is the same and the power
of the deficit to create income is in the ratio of 3 to 1. This result
is approximately correct at the end of a few years of deficits,
but what of the interest charge at the end of twenty-five years
when the government has to pay 4 per cent? If there has been
an annual deficit of $1 billion, the debt is $25 billion and the
current interest payment amounts to $1 billion. The entire defi-
cit is paid to the bondholders as interest. Let us assume that
their marginal propensity to consume is 1/3. In this situation,
only 1/3 of each billion which the government spends in every
period becomes available income and is subject to the operation
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of the average marginal propensity to consume, 2/3. In this
sitvation the ultimate income increment may be expressed as

1/3
Y123
which becomes 2. The ratic of the income increment to the
deficit is now 2 to 1 instead of 3 to 1. In addition, it is impossi-
ble for the government to limit its deficit to $1 billion from now
on, since 4 per cent of any debt larger than $25 billion amounts
to more than $1 billion.

Let us assume that the initial government borrowing is main-
tained at $1 billion and that the growing interest payment is
met by raising the deficit. At the end of twenty-five years, with
interest at 4 per cent, the government’s deficit is $2 billion, one
of which goes directly into the income stream and one of which
goes first to the bondholders, who spend only 1/3 of it. There
are two income-creating streams: the initial deficit, $1 billion,
and the other, the interest payment of an equal amount. The
ultimate income increment for the former is 3 and for the latter
is 2. The income-creating power of the total deficit is in the
ratio 2.5 to 1. This is, however, an overstatement, because the
total debt at the end of twenty-five years is more than $25 bil-
lion because of the inclusion of the interest charge. In addition,
the longer the policy is continued, the lower is the ratio, because
a larger share of the deficit goes to the bondholders who have a
low marginal propensity to consume. The longer the long run,
the less powerful is the deficit to create income.

Let us assume that the bondholders have to pay increasing
taxes which just equal their growing interest payment. With a
marginal propensity of individuals to consume of 2/3 and an
initial deficit of $1 billion, the ultimate available income in-
crement is $3 billion. It is to be remembered that the interest
payment is initially met by a creation of income. The ratio is
3/(1 + R). The denominator is the deficit plus the growing tax
receipts, R, which are paid to bondholders. This ratic slowly
declines as R increases with the growing debt, the longer the
policy is continued. At the end of twenty-five years the ratio is
down to 1.5 to 1,
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The longer the policy of deficit spending continues, the
greater is the influence of the interest charge upon the income
creation, and the weaker is the policy. It becomes a less power-
ful instrument to create income. There is 2 growing possibility
that private investment may be discouraged; and a political and
banking crisis may develop.?! Of course if either or both of
these contingencies should develop, the income-creating power
of the deficit would be greatly reduced.

The question now arises, is income creation through taxation
a more powerful instrument? There is no need to repeat what
has already been said, and it is not necessary to include all of
the cases which fall under this policy. The single instance of
progressive taxation of a mild variety is sofficient.

In order to make the comparison between deficit spending
and taxation, the same marginal propensity of individuals is
assumed for each, and numerical examples are worked out as
a basis of comparison. In all examples, the income distribution
is in halves and the income tax confined to the upper group. The
income level before the policy is $120 billion, the average pro-
pensity 90 per cent, the average marginal propensity 2/3, and
the marginal propensity of the upper group 1/3.

In the first instance, the schedule of the marginal efficiency
of capital has an elasticity of unity and the supply schedule is
horizontal. The ratio which indicates the power to create in-
come is 1.4/(1 — 0.3¢). As £ increases, the ratio rises and ap-
proaches 2 to 1 as an upper limit.2®

In the second instance, when there is no change in investment
as a result of the tax, the ratio is 2 to 1 no matter how high the
tax.

In the third instance, when the tax receipts are loaned to ex-
pand private investment, some value for K must be assumed.
Let it be 2 for all values of ¢, although this is unrealistic. In
this instance the ratio is 13.5/(1 + 5.75¢). The smaller ¢, the
higher is the ratio, which rises to 13.5 when £ is zero, As ¢ rises,
the ratio approaches 2 te 1 when ¢ is 100 per cent.

An important conclusion follows from this analysis. When
the rate of technical progress is less than the rate of interest
on the government debt, income creation by taxation is an in-
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strument preferable to government deficit spending. When the
deficit spending is to pay the interest on the growing debt, the
result is an indefinite rise in prices; and before the price rise
sets in, the ratio of the income increment to the current deficit
declines and may become less than the ratio which is the result
of taxation. When the interest is paid out of taxes which in turn
are paid from the creation of financial income, the ratio either
approaches one as a limit or a figure less than one, zero. The
method of taxation in contrast, avoids rising prices on the one
hand, and is a more powerful means of creating income on the
other when the taxation takes only a mild form of progression.
In addition, this program avoids the possibility of an economic
and political crisis developing as a result of the policy.®

Although we conclude that taxation to create income is to
be preferred to government deficit spending in the long run
when there is insufficient technological progress, the conclusion
that deficit spending has no place in an integrated policy is un-
warranted. Deficit spending in the short run which gives way
to taxation in the long run is an integral part of an inclusive
policy.



CHAPTER VIII
AN OVER-ALL POLICY

ALTHOUGH ALL ECONOMISTS do not agree upon the emphasis
which should be placed on the various policies of income cre-
ation, many agree that careful integration of two or more is
necessary to achieve full employment. The purpose of this
chapter is to formulate an over-all policy which combines the
best features of each of the specific programs. Such a policy
must meet the problems which arise in the course not only of
the minor and the major cycles but also in the course of a rising
income. Nevertheless, economic development creates such un-
certain and unpredictable situations that an over-all policy can
only be outlined. Economists would agree that it must be ilexi-
ble. There would also be a high degree of unanimity upon the
reasons why it is needed. There are three main reasons for this
opinion : one historical, one practical, and one theoretical.

THE NEED FOR AN QVER-ALL Poricy

Economic history indicates that economic development pro-
ceeds in waves of differing duration and amplitude. The busi-
ness cycle is an irregular and uneven phenomenon which cannot
be forecast with accuracy. If it could be, the profit motive
would drive private enterprise to counter-speculation and the
cycle would be smoothed out.! History indicates short and long
waves, mild and severe depressions. It is obvious that a policy
which is satisfactory to meet a short period of unemployment,
for perhaps a year in which no one individual is out of work for
more than six months, would be less satisfactory for a period of
five to eight years, There should be distinct policies for minor
and major depressions.

The practical reason why an over-all policy is necessary to
achieve full employment is that neither monetary policy, anti-
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trust measures, deficit spending, nor taxation is alone satis-
factory. An integrated combination of all four is necessary in
the modern economy with its reliance upon deposit banking,
with its monopolistic and oligopolistic competition, with its
large proportion of industrial workers wha cannot maintain
themselves when unemployed, and with its periods of prolonged
unemployment. Central bank policy and antitrust measures do
not support the unemployed and must be supplemented with
either deficit spending or income creation through taxation, or
both. Likewise the latter two are dependent upon the former
twe. Extensive monopolistic restrictions reduce the effective-
ness of both types of fiscal policy, and neither type can create
income without the cotiperation of both the central bank and
the member banks. These observations should be clear, and the
previous chapter has indicated that no one policy is supreme.
It remains for this chapter to integrate them into a whole which
meets the contingencies of the modern economy.

The last reason for an over-all policy stems from the theory
of economic development and concerns encouraging innovation
during depression.? Full employment rests upon a high level of
consumption and investment, and the latter, being composed in
part of dynamic investment, draws the former after it. Dy-
namic investment rests upon the entrepreneurs’ willingness to
undertake innovation. Policy must encourage the entrepreneur
during depression. The prospects for profit must warrant his
assumption of the risks of investment, and no one of the four
policies is able to brighten the profit prospects in all depressions
as well as an integration of the four.

Monetary policy and antitrust measures fail in depression to
support the unemployed who naturally turn to political expedi-
ents. The political horizon may rapidly develop wildcat cures
which obscure the entrepreneurs’ economic forecasts. In addi-
tion, antitrust measures are likely to raise legal uncertainties
which increase the risks of innovation. Such measures cannot
easily be turned on or off, and the illegal acts should be made as
clear and obvious as possible. Prolonged and continued deficit
spending raises uncertainties about the future. Creating income
by taxation is subject to questioning, at least for the short run.
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These uncertainties, which are the result of specific policies and
which discourage the undertaking of new investments, may be
diminished and perhaps eliminated through an integrated over-
all policy.

A REASONABLE OBJECTIVE

The objective as set forth at the outset of this essay is the
cure of prolonged unemployment. This objective must now be
related to the general problem of controlling the business cycle,
Too often the former is confused with the latter, the elimina-
tion of prolonged unemployment being made synonymous with
the removal of the business cycle.

There are two reasons why these objectives should be dis-
tinguished. The first reason is that, in the private enterprise
economy, government policy must lag behind events in the pri-
vate sector. The mere accumulation and processing of the nec-
essary data upon which policy decisions depend take time. The
influence of monetary policy and of those semiautomatic fiscal
measures, temporary deficits and unemployment reserve funds,
upon the decisions of entrepreneurs and income recipients is
slow, and as time elapses the process may become cumulative.
The correct diagnosis of unfolding events upon which rest the
decisions to increase, to reverse, to leave unchanged existing
measures may lag weeks or months behind the private sector.
There is also the self-generating reaction of the credit system,
the principle of acceleration, innovation waves, and psychologi-
cal interdependence which cause the private sector at times to
gather momentum and make strict control of production, prices,
and employment difficult if not impossible. There is virtual cer-
tainty that the government policies cannot control the cycle to
the extent of eliminating it.

The second reason is that, even if government policy could
eliminate the business cycle, it would be unwise to do so. The
elimination of prolonged unemployment does not restrict, and
may promote, economic development, while complete elimina-
tion of the cycle is likely to retard progress.

Changes in techniques of production, in skills of the labor
force, in kinds and qualities of natural resources, in tastes and
spending propensities, and in the age distribution of the popula-
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tion, all introduce shifts in the price structure, in production,
and in employment. Firms, industries, and regions may suffer
profit reductions and losses as the result of such dynamic
changes, while the innovators receive abnormally high profits.
When the profits and losses appear simultaneously, workers
and capitalists shift from the less to the more profitable fields.
Gradually the new equilibrium is established by the fall in
profits and wages in the one and their rise in the other. The
shift is slow and takes time because labor and capital are
immobile.

This is not the only course for economic development, and
perhaps it is the more unlikely. Instead of the profits and losses
being simultaneous they are successive. The discovery of the
new technique, skill, raw material, and precious metals, or the
increase in consumer demand, initiates a local prosperity which
is transmitted to the whole economy through the credit system,
the principle of acceleration, and the spread of optimism, all
of which raise the propensities to consume and invest. During
the expansion, the old prospers with the new because of the
increase in income. The end of the period of gestation concludes
the expansion which may have been temporarily interrupted by
one of many causes. Investment falls and reduces income. The
general profits of the upswing give way to general losses. The
depression in the outmoded sector is relatively more severe
than in the sector of innovation. Labor and capital must shift
over from the old to the new, which requires time. This shift is
made more rapidly and the depression is less severe the sooner
another innovation develops or the consumption function rises.
The introduction of the new necessitates the reallocation of
economic resources. This necessity cannot be eliminated with-
out retarding economic development. Instead of eliminating the
business cycle, a more reasonable objective is to reduce the
suffering which results from it and to facilitate the mobility of
labor and capital.®

Poricy ror THE MiNor CYCLES

Although minor business cycles are inevitable and serve a
useful function, the policy authority must adopt an over-‘all
program which falls into two parts. The first is monetary policy



174 CREATION OF INCOME BY TAXATION

which is designed to smooth the upper and lower turning points
of the cycle. The second is an unemployment reserve fund to
accumulate reserves in prosperity out of which to support the
unemployed during depression. In general, this policy is a
smoothing of adjustments and does not attempt to eliminate
the business cycle or to raise the level in income over time.

If the upswing approaches inflationary proportions, the cen-
tral bank may raise the rediscount rate and reserve require-
ments, sell securities on the open market, and use indirect
means of restricting borrowing. Once the downswing sets in,
the central bank should take the opposite measures to ease the
money markets and to satisfy the member banks’ liquidity
preference. The banks may become willing to expand loans as
soon as sound borrowers appear.

The unemployment insurance fund should be based upon the
minor cycle. The contributions of workers, employers, and of
government, the latter being met out of general tax revenue,
should accumulate a large enough fund during the average
prosperity so that all insured idle workers may receive a stand-
ard allowance during the average period of unemployment. The
allowance must clearly lie between the wage in prosperity and
subsistence. The allowance should last for the average period
of unemployment during which the typical worker is idle. The
contributions of government, business, and labor may be ap-
proximately equal and must not, as a unit, reduce the average
propensity to consume with the result that the prosperity is
shortened. This may be easier said than done. The government
should not handle the reserve fund so that it operates like large
open market dealings of the central bank. A possible solution
is to hold the unemployed reserve funds as deposits in the mem-
ber banks, which would be idle during prosperity and whose
velocity would increase during depression. This proposal might
require the coiperation of the monetary authority as the with-
drawal of the deposits in depression might increase the liquidity
preference of banks. Such countervailing action is in the course
of normal central bank policy.

The question may arise, why cannot this combined policy,
which is here applied only to the minor cycle, be relied upon
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to control the major cycle as well? In other words, why is this
combined policy incomplete? There are several reasons why a
more inclusive policy is necessary. First, an unemployment in-
surance program which is adequate to meet a major depression
would certainly impose a heavy deflationary burden during the
foregoing high level in income. The 1920’s would not have been
as prosperous in this country if there had been accumulated a
reserve fund sufficiently large to meet the relief needs during
the 1930’s. Second, the nature of the economy changes and
with it the extent of the unemployment. The economy may de-
velop from a self-sufficient agriculture into a specialized indus-
trial pattern. Conditions which influence employment change,
such as the rate of population increase, the state of the foreign
balance, the extent of the financial system to absorb debt liqui-
dation, the degree of monopolistic restrictions, and general re-
sistance to labor and capital mobility. Third, the insurance
principle rests upon the prosperities balancing out the depres-
sions. Economic development is not regular to this degree. Dur-
ing the upswing of long waves the prosperities of the minor
cycle are on the average longer than the minor depressions.
During the downswing of a long wave the reverse is true. In
addition, relatively severe depressions do not always follow
prolonged prosperities, witness the depression of the 1890's.
Fourth, depressions are the result of not only economic de-
velopment but also wars and revolutions, and irregular political
and natural disturbances. The reciprocal interaction of pros-
perity and depression may be suddenly broken. Fifth, mone-
tary policy is not sufficiently effective in all depressions to
initiate recovery, and the unemployment reserve is likely to be
exhausted. If monetary policy could bring revival with cer-
tainty, then this combination would be complete in all cycles.*

PoLicy ror THE Majyor CycrLE AND THE Lonc Ruw

There are three aspects to an inclusive long-run policy. One
pertains to the course of economic development, one to the
need for a continuous antirestrictionist program, and one to the
major depression. Each is an integral part of a general policy,
the objective of which is to cure prolonged unemployment. To-
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gether they form a complete policy which meets the contingen-
cies of economic development.

Economic development progresses in waves which are inter-
locked, Several minor cycles may occur during one phase of a
major cycle. In other words, the minor cycles may occur in a
period of high or low level in income. Minor fluctuations must
be expected, and therefore monetary policy and unemployment
insurance as regards the minor cycle must be ever present as-
pects of an over-all policy. It is no more possible to forego
these two policies than to place entire reliance upon them.

Antirestrictionist measures form the second aspect of the
over-all policy. Although this essay is not the place for a com-
plete discussion of all aspects of the policy, a general outline is
necessary. Its purpose is to maintain a flexible price system, so
that there are no legal and artificial restrictions upon produc-
tion. The policy should be followed throughout all phases of
economic development, and should not be carried out more
vigorously by one political party or administration than an-
other. The law and its administration should be as unambigu-
ous as possible. The risks of innovation should not be increased
by the possibility of frequent and costly legal battles. Within
these general conditions the policy should branch in three di-
rections. The first is along the lines of the Sherman Antitrust
Law and its amendments, together with the Supreme Court
decisions. No more need here be added concerning this familiar
approach.

Secondly, the policy authority should prevent, if possible,
the passage of new laws which act as restrictions upon produc-
tion, and should make recommendations concerning existing
laws which have the same result, Particularly during depres-
sion, but to a considerable extent at all times, there are at-
tempts to legalize restrictions of output. The N.1.R.A. and the
first A.A.A. are cases of restrictive legislation which were for-
tunately declared unconstitutional. The operation of the patent
law is sometimes to restrict production, as when the control of
a few patents creates a monopoly which eliminates rival com-
petitors and products. The granting of a patent might be made
contingent upon the production of the patented good or upon
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further research and experimentation with the process. There
is room in the entire field of this second direction for examina-
tion of old and new legislation from this point of view.’

The third direction in which antirestrictionist measures
might move is to induce the public utilities to time their invest-
ment during depression. The public utility field is at present
under government regulation as to earnings. The general prin-
ciple is that a private utility company, which is, by its very
nature, 2 monopoely and which also furmishes a public serv-
ice, is allowed to fix its selling price so that the company earns
the competitive rate of return, that is, a fair return on the fair
value of the company. There might be added to this principle
the proposition that if the private utilities would place their
investment when the policy authority asked them to, the gov-
ernment would match the private investment on a fifty-fifty-
basis without charge, all earnings going to the companies. The
private companies would be induced to postpone at least some
of their investment from boom to depression. The growth in
income, and hence in demand for their services, and the ease
of new financing together cause such investment to be placed
in prosperity. By applying the method of taxation to transfer
some of this investment to depression, the cycle would be
smoothed. Of course, not all investment of the private utilities
could so be transferred because it is induced rather than
dynamic investment. Whatever investment might be shifted
would, however, be a smoothing operation. This shifting would,
of course, not occur unless the proposition were made to the
companies years in advance of the depression. The agreement
would have to be made during prosperity. Once the policy au-
thority makes some such offer, the decision, the uncertainty
of profit or loss, and the details remain with each private com-
pany. This proposition can be offered the private utilities be-
Cause they are already under government regulation which
impinges upon their monopolistic earnings.’

The third and final aspect of an over-all policy concerns
raising the level in income throughout a minor cycle, or in
other words curing prolonged unemployment during the major
depression. Specifically, this aspect of the problem develops
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when the depression of a minor cycle lasts so long that the un-
employment reserve plan breaks down. The previous prosper-
ity may have been unexpectedly short, with the result that the
unemployment reserve is not built up to normal; the existing
depression may be so widespread that the normal reserve is
insufficient; or it may last so long that workers are unable to
find employment before the period for which they receive un-
employment insurance is over. In each instance the unemployed
are virtually helpless and the policy authority is forced to act.

Deficit spending should at once be initiated to finance the
relief of the unemployed and to finance a limited public works
program which does not compete with the field of true private
enterprise outside the sector of public utilities. As rapidly as is
administratively possible, public works should replace relief.
The current deficit grows because the former is more expensive
than the latter. Weekly wages are higher than relief payments,
and there is the added cost of materials, equipment, and sala-
ries to workers not on relief. The growing deficit increases the
liguidity of banks and corporations’ and raises income, pro-
vided the growing debt has no discouraging reactions upon
private investors. This result may be minimized by limiting the
public works to those fields in which government has tradi-
tionally placed investment, and by making public the plan to
replace deficit spending by means of income creation through
taxation. Thus the debt grows for only a short period. During
the year or two of rising income, the transition from deficit
spending to taxation should be politically and administratively
easier than if the deficit spending were not resorted to. The
previous chapter indicated that the former is a better policy
than the latter for the short run. The former helps to bridge
over the weaknesses of the latter by initiating the rising in-
come. The previous chapter also indicated that the method of
tazation is better in the long run than continuing deficit spend-
ing. Thus, by changing from deficit spending as soon as is prac-
tical, the best attribute of each is used.®

This transfer to income creation by taxation stimulates a
normal revival by encouraging economic development. Once
the shift is an accomplished fact, entrepreneurs are more will-
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ing to innovate than if deficit spending were to continue until
an innovation wave made it unnecessary. The method of taxa-
tion encourages entrepreneurs in two directions.

'The policy authority cannot know in advance the elasticity
of the marginal efficiency of capital and therefore must carry
on both aspects of this principle simultaneously. The policy au-
thority must allocate some of the tax receipts to pay for the
public works program which, in the main, represents individual
and social consumption, and the remainder to expand private
investment by its lending program. The provision of capital
without interest together with a policy of easy money is almost
certain to encourage entrepreneurs.’ Some of the innovations
thus started are likely to be unprofitable; but the attempt to
introduce them is income-creating, and a few will be profitable.
Their success will attract additional investment into the field.
There is even the possibility that economic development, which
otherwise might not take place until a distant date, may be
hurried forward in time;** and the innovation wave might need
no further government encouragement. Taxes could then be re-
duced together with the lending program. Whether such op-
timistic results might follow or not, the lending program is cer-
tain to encourage innovation.

The second direction through which the principle stimulates
economic development is in the field of psychology. Long-
continued deficit spending raises uncertainties about the future.
As long as the debt continues to grow, doubts will remain. Once
the tramsition to income creation through taxation has been
accomplished, these uncertainties disappear. The tax incidence
may be an uncertainty at the outset of the policy; but this too
becomes definite. General misgiving gives way to a specific tax
incidence. Entrepreneurs can once more make their investment
plans in the knowledge that the economic horizon is as clear as
it is likely to be. Entrepreneurs may be more optimistic.

This combination of temporary deficit spending and income
Creation through taxation causes a periodic increment in the
debt. There are several minor cycles in the course of a major
one; and the increase in the debt need not occur more often
than at eight- or ten-year intervals, and then the deficit is
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limited to two or three years. The increment in the debt might
approximate $20 to 325 billion each decade. This increment
should not create a “debt problem” in an economy with a rising
real and money income,'" which increases at between 2 and 3
per cent a year. The increment in real income might exceed the
increment in the debt, with the result that the ratio of the debt
to the national income would decline. If this should be the re-
sult there would be no “debt problem.” 2

A RisiNncg INCOME

To achieve the objective of full employment, an over-all
policy must not only lift the level in income but also maintain
a rising trend in the long run. The population and the labor
force are increasing not in all national economies but in several.
Improvements in capital-saving and capital-using technigues
cause an increasing output per capita. If money income should
remain constant, the growing labor supply and output would
cause a downward trend in prices and wages. Unless the econ-
omy is flexible, there is likely to be frictional unemployment
and a retardation in economic development. The demand of
unions for higher money wages; the extent of fixed prices for
public utility services; the common practice of rigid prices in
monopolistic competition, which lies beyond the reach of anti-
trust measures; and the inflexibility of rents and interest;
would all cause a lag in the fall of costs behind selling prices.
The result would be a reduction in profits which would bring
about a slowing-up in economic development. Thus, not only
some of the old workers but also some of the increment might
become unemployed. To avoid this result, the policy authority
should bring about a rising income so that money wages may
be constant and real wages rising through the fall in commodity
prices. The objective is perhaps a basic minimum, as there are
many economists who recommend a rising wage rate sufficient
to offset the fall in prices so that an inclusive index remains
constant."® How is the policy authority to accomplish a rising
income?

In general terms, the answer rests upon the nature of the
monetary system, for there cannot be income creation without
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new money; nevertheless, a flexible price structure is impor-
tant. Inilexibilities in the cost-price relation would create spe-
cific maladjustments which might cause unemployment. A ris-
ing income requires an effective antitrust policy as well as the
creation of new money. The problem before the policy au-
thority is to achieve a steady flow in new money and in income
sufficient to equal the increase in the labor supply.*®

There are three criticisms of the effectiveness of the gold
standard to create sufficient income to achieve full employment
at constant wages for the long run. Barring the discovery of
new techniques and new gold resources, which are unreliable
and unpredictable sources of monetary gold, the supply of
monetary gold is not very elastic. Gold production has a low,
almast insignificant, effectiveness in directly providing work.
The final criticism, which is important because of the existence
of the others, is that newly mined gold enters the income
stream predominantly through the loan market. The income
increment which the gold miners receive is insignificant in com-
parison with the increment which results from the credit ex-
pansion. This expansion, however, depends upon new bor-
rowing which in normal times is composed mainly of private
borrowers. When the course of economic development ap-
proaches the end of an innovation wave, such borrowers are
unresponsive to reductions in interest rates and easing of credit
terms. The government is forced either to run a current deficit
or to apply income creation through taxation. A prolonged
government deficit is subject to all the criticisms which have
previously been indicated.

To avoid these weaknesses of the gold standard other com-
modity standards have been suggested — the silver standard,
bimetalism, a combination of gold and silver, and recently a
group of raw materials combined in fixed proportions.” In the
case of such commodity standards the output of the monetary
base and likewise the income of the miners are determined by
the same factors as in the gold standard. Also if there is a
credit superstructure built above the commodity base, the ex-
pansion of new credit is a more important source of income
creation than is the income of the miners. In the case of the
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paper standard, the government may print new money to pay
some of its expenses, which would he generally considered un-
sound financial policy, or there would have to be a credit ex-
pansion. The 100 per cent reserve plan depends entirely upon
the ability of the banking system to lend new money; but this
plan relies upon the appearance of new borrowing at all times,
even more than does the present gold standard with its small
outlet through the income of the miners.” In the final analysis,
all of these proposals rest to some extent upon credit creation
for the new income necessary to maintain wages constant with
a growing labor force.

Over the long run the method of creating income by taxation
is a helpful instrument for achieving this credit expansion.
When econcmic development slows up and prolonged unem-
ployment becomes a reality, the policy authority may resort to
periodic higher taxation to bring about a rising income. The
method operates upon both the demand for and supply of in-
vestment; and by keeping the demand in excess of voluntary
saving by the necessary credit increment, the desired rise in
income is possible. The policy authority, it is to be remembered,
conducts both branches of the method of taxation at the same
time. Some of the tax increment is devoted to consumption and
the remainder to expanding private investment. Out of the tax
receipts collected fram the middle- and upper-income brackets,
a certain fraction, which may be large, is paid out of saving.
To devote a part of these receipts for social consumption
clearly diminishes voluntary saving; and to lend the remainder
without interest increases the demand for investment without
altering the supply. Let us examine this feature in more detail.

In an economy with a rising income' there are two sources
of demand for investment, induced and dynamic investment.
The rising income necessarily involves a rising consumption,
and an increasing consumption requires additional investment
at least in working capital and perhaps in fixed capital as well.
Economic progress requires the discovery of new techniques,
the application of which may in many instances involve invest-
ment. Clearly some induced investment embodies any new tech-
niques which are applicable, and equally clearly much induced
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investment involves no new techniques. The two sources of in-
vestment may overlap at times and yet be distinct at others.
Likewise the proportion which induced investment bears to the
total will vary, which is, of course, also true of dynamic invest-
ment. In periods of rapid economic development and rising
income, dynamic investment is a large share of the {otal.

The long-run objective of the policy authority is to keep in-
vestment in excess of voluntary saving by the credit increment
which is necessary for full employment with a growing labor
force. In periods of rapid economic development, the taxation
should be adapted to restrict induced investment; and on the
other hand, when dynamic investment lags induced investment
should be encouraged. In the former, there is no danger of an
insufficient demand for investment, and the difficulty may be to
avoid inflation. Then the policy authority should reduce taxes
and withdraw any encouragement to private investment. When
dynamic investment lags, the tax rates should be raised and the
receipts used for consumption and for expanding private in-
vestment. The increase in consumption expands induced invest-
ment; and both induced and dynamic investment may be en-
larged by lending some of the receipts without interest, There
is an increase in demand: first, through the acceleration prin-
ciple, and second, through income creation by taxation. There
is a decline in the supply of voluntary saving when some of the
receipts are used to raise consumption above what it was before
the tax. Thus the desired excess of investment over voluntary
saving may be achieved, When the leverage through the ac-
celeration principle is high, a large fraction of the receipts
should be devoted to social consumption. When the demand
for dynamic investment is highly elastic, a large fraction of the
receipts should be loaned and invested to expand private in-
vestment. However, neither branch should be followed to the
exclusion of the other. Over the long run, consumption must
increase together with the population; and there is always
some leverage through the acceleration principle, if only to
increase working capital. In the dynamic economy, there is
always some invention ready to be tried as an innovation; and
without the encouragement of the lending policy, economic de-
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velopment might be slower. There may not be a perfect com-
bination of the two branches, but some balance between them
is desirable. If by chance the leverage through the acceleration
principle and the elasticity in the demand for investment are
both high, only a small increase in tax receipts would be neces-
sary and any combination of the two branches would work
well enough.

QOver the long run, the policy authority should maintain the
community’s average propensity to consume high and constant,
In the short run the consumption function of individuals has a
negative slope. Over the long run this consumption function
shifts to the right with the development of better products and
higher standards of living. Nevertheless, the average propen-
sity of individuals to consume may tend to fall in an economy
with a rising income. In such a case, full employment and a
rising income depend upon a more rapid growth in dynamic
than in induced investment. Although consumption is increas-
ing, saving increases faster. The rising consumption merely
keeps induced investment approximately constant, which leaves
a growing gap between the supply and demand for investment
to be filled by dynamic investment. Thus full employment may
become more difficult to achieve with the passage of time. 1If,
however, the average propensity of individuals is constant over
time, due to the upward thrust of economic development, the
problem is less difficult. The growth in consumption is greater,
and hence induced investment is larger. With a constant aver-
age propensity, voluntary saving does not increase more rap-
idly than consumption, and dynamic investment need not grow
more rapidly than induced investment. If the consumption
function of individuals does not shift sufficiently to keep the
average propensity constant, the policy authority may maintain
the community’s average propensity constant by means of tax-
ation.’

The policy authority should not attempt a rising trend in the
community’s average propensity. This propensity cannot reach
100 per cent in an economy with a rising income which requires
new investment. There is the credit increment which must en-
ter investment, unless the government runs an indefinite deficit
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or the banks make consumption loans; nor should the com-
munity consume 100 per cent of the available income. There is
the induced investment which is almost certain to exceed the
necessary credit increment. The growth in consumption re-
quires an equal growth in working capital, and in an economy
with much fixed capital there must be some increment in equip-
ment also. If, when the community wishes to consume 100
per cent of the available income, induced investment exceeds
the credit increment necessary for full employment, voluntary
saving should be increased. The policy authority should lower
the community’s average propensity by the appropriate tax re-
vision. Thus over the long run the community’s average pro-
pensity should be high, but less than 100 per cent and constant
aver time.

Tue TrEND IN THE Tax QUTLAY

Since income creation by taxation is to be an integral part of
an over-all policy of an income rising sufficiently to employ a
growing labor force at constant wages, the question arises, does
this necessitate a trend in the total tax outlay which rises more
rapidly than the growth in income? The answer is important,
for the ultimate success of the policy is at stake. If the trend
in the total tax outlay should have to rise more rapidly than
that of income, the program would finally break down. At some
point the increasing fraction of total income spent as taxes
would become so large that private enterprise would collapse.™
Hence if the method of taxation is to encourage private enter-
prise and to achieve an income rising sufficiently to keep wages
constant, the answer to this question must be in the negative.

There are three reasons why the trend in the tax outlay need
not be steeper than that in income. (2) The success of a rising
income with full employment which an over-all policy can
achieve in the long run removes some of the causes of volun-
tary saving and shifts the consumption function to the right.*
(8) Repeated increases in taxes may be made unnecessary by
substituting antirestrictionist measures and low interest rates
for taxation. (¢) A rising trend in income depends fundamen-
tally upon continuing technology which the method of taxation
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itself can stimulate and which may cause innovation. Let us
examine each reason in more detail,

The assurance of a rising real and money income means that
the future may be less uncertain. The fear of prolonged un-
employment may be removed and the fear of cyclical idleness
lessened. If the government’s budget makes some provision for
the insecurities of old age and illness, there is less necessity
for the individual to save. The consumption function receives
an upward thrust through time.

A high and rising level in income which an over-all policy
assures makes antirestrictionist measures and low interest rates
effective. When effective demand is maintained, a reduction in
money rates stimulates new borrowing on the part of either
consumers or producers. Likewise when the demand for output
as a whole is assured, the removal of restrictions stimulates
employment and production. The success of both of these poli-
cies rests upon the condition that income is not falling. The
reason that they cannot be relied upon to overcome prolonged
unemployment is that effective demand is either declining or
reduced, and that at such a time the lowering of interest rates
and the removal of restrictions do not at once offset uncertain-
ties and risks. If prolonged unemployment were not econom-
ically and politically unstable, these policies would in time be
effective. Since the method of taxation assures over the long
run a high and rising income, low interest rates and anti-
restrictionist measures become effective; and these policies can
be substituted for ever increasing taxes. In fact, taxes should
be reduced as these policies expand income and employment.
The trend in the fraction of income taken as taxes need not be
upward and may at times fall.

A rising trend in both real and money income fundamentally
rests upon continuing technology. New and improved con-
surers’ goods help to raise the consumption function and to
sustain a growing income. Likewise, continuing technology,
even of the capital saving type which in itself involves no in-
vestment, is certain to bring about periods of investment in
subordinate fields. The specialization of capital equipment, the
growth in production, and the increase in population, mean
that improvements which are in themselves capital saving may
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necessitate periods of investment: witness the investment
brought by the wireless and aviation. Over the long run, fur-
thermore, continuing technology means periods of innovation.?
A fair share of capital-using improvements is to be expected.
Under both of these conditions periods of high level in invest-
ment would result. Hence income creation by taxation need
not be applied continually. Taxes need be raised only period-
ically; in periods of expanding private investment they may
even be reduced. The trend in the tax outlay does not have to
be steeper than that in income.

Although there are these three reasons why the ratio of the tax
outlay to income need not increase continually, it may in fact
do so for long periods because either monetary and antirestric-
tionist measures are not substituted for taxation, or because
there are other dominant reasons, among which are the follow-
ing. (¢) With a rising per capita real income, the demand for
certain functions of government, such as the provision of roads
and free public education, may increase more rapidly than the
demand for privately produced goods. (#) There may be a
rising trend in the government’s participation in production;
the government may operate an increasing amount of public
utilities and social insurance. {¢) Government expenses for
regulation and supervision of an increasing sector of the econ-
omy may rise rapidly as the result of social pressures. (d) Cer-
tain indispensable government expenses, such as the direct cost
of national defense and the service charge on the national debt,
may expand suddenly.*

Such additions to the budget, which may be financed by an
increasing tax outlay, are important to the principle of income
creation by taxation. The growth in the tax outlay is almost
certainly not neutral as concerns income. Insofar as is possible,
increases in tax outlay should be neutral in periods of high and
rising income, and income-creating in prolonged unemploy-
ment. Deflationary increases should be avoided except in true
inflation, Increases should be concentrated in prolonged un-
employment where such changes are income creating. To state
these objectives is not to imply, however, that they can be
easily achieved.



CHAPTER IX
CERTAIN MAXIMS OF PUBLIC FINANCE

ALTHOUGH THE ANALYSIS of this entire essay has been con-
cerned with the problem of achieving and maintaining full em-
ployment, and particularly with the role which taxation might
play, this principle sheds new light on other aspects of public
finance, Certain generally accepted maxims, which were de-
veloped before the advent of fiscal policy, must be modified as
the result of the new findings.

This chapter examines the following maxims. A balanced
budget means that the government’s outlay is neutral as re-
gards the level in income. Taxes should be levied to some ex-
tent according to the ability-to-pay principle, and also the nor-
mal running expenses of the government should always be met
out of taxes. The way to stop a wartime inflation is to tax away
the excess of purchasing power. Since it is sound business prac-
tice to borrow for capital formation, it is equally sound for
government to borrow to construct durable public works. This
maxim leads naturally into the theory of government deficit
spending as a cure for prolonged depression. In the course of
the analysis of these maxims, more complete answers are to be
found to the following questions. When is the balanced budget
neutral as regards income? Does the policy of progressive tax-
ation together with a balanced budget stabilize, or amplify,
cyclical fluctuations? Can taxation prevent a wartime inflation,
and if so, how? Should the government borrow for the con-
struction of public works, and is government deficit spending
preferable to the method of taxation as a means of raising in-
come over the long run? The answers to these questions are
not as simple as these maxims would suggest.
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NEUTRALITY IN THE GOVERNMENT'S BUDGET

The maxim states that when the government’s budget is bal-
anced, the government’s outlay is neutral as regards the level
in income. The reasoning behind the maxim is that the govern-
ment is taking no more and no less from the income stream
through taxation than it is returning through its expenditures.
Hence a balanced budget does not raise or lower total income.?
Only when the government receives in taxes more or less than
it pays out, is the budget not neutral. It is deflationary when
tax receipts exceed expenditures, and inflationary in the re-
Verse case.

The analysis of the first five chapters suggests how inaccu-
rate this line of reasoning is likely to be. A definition of the
neutrality in the budget might be that the government’s tax re-
ceipts equal its total outlay and the level in and course of the
national income are not altered from what they otherwise
would be if the receipts and outlay were zero. Within this
definition there are two necessary conditions, not including the
obvious one that receipts balance expenditures. (z) The total
effect upon income of all the different taxes and outlays must
be nil. All the various separate impacts of the items in both
sides of the budget must cancel out so that there is no final
change. And (&) the course of the business cycle cannot be
changed as a result of the tax structure and the pattern of ex-
penditures. There can be no checking of the upswing or down-
swing as the result of unemployment insurance and other re-
serve funds. The cyclical fluctuations in tax receipts must be
properly balanced with the correct outlays so that the cyclical
pattern of consumption and investment is unchanged. While
it is possible that these two necessary conditions may exist,
still it is a fortuitous and unique outcome of the interaction of
many forces,

There are several observations to he made concerning the
first of these conditions. The act of balancing the budget may
be neutral as regards income while the budget itself is not neu-
tral. For example, the tax structure may be progressive and the
receipts used to support the consumption of the needy, and yet
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dynamic investment is unaltered. Hence the propensity of the
community to consume is higher, there is no reduction in invest-
ment, and income is created.® If in this situation the interest
rate on the national debt rises and demands an increase in the
budget, it can be met by taxation without income creation.
If the budget is balanced by taxing the class who are the bond-
holders and if they pay the tax out of saving, there is likewise
no change in income provided there is no reduction in invest-
ment. Also, if the budget balancing is at the expense of high-
salaried officials, the community’s consumption function may
remain constant and there be no change in income. In this ex-
ample the act of balancing the budget may be neutral while
the receipts and outlays of the budget itself are peositive.

The budget of the federal government, if balanced, is not
likely to be neutral, Many economists have believed that the
way to raise income is to remove the taxes which repressed in-
vestment.® They argue that progressive corporation income
taxes, the double taxation of dividends, the high rates on cap-
ital gains, on high personal incomes and on winnings which are
really only offsets to previous losses, not to mention other con-
ditions, all discourage private investment. Such a tax system is
hardly neutral.

There is also in the recent budgets provision for unemploy-
ment insurance and old age benefits. If the combined effect of
the entire budget were neutral, the purpose of these provisions
would be defeated.* The purpose of unemployment insurance
is not merely to take care of the unemployed but also to stabi-
lize the cycle. Besides supporting the aged, old age insurance
means 4 shift in income. As the population grows older the con-
sumption function rises and hence income increases. In these
cases the budget is not supposed to be neutral.

In this connection it should be noted that when the reserves
of these insurance programs are being either built up or drawn
down, the fiscal operations of the government may show un-
expected results. When the reserves are being accumulated out
of tax receipts, they may be invested in government bonds
which are newly issued by the treasury, or debited to the treas-

v
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ury insurance reserve and the receipts then devoted to general
expenses. The budget is balanced in the sense that current re-
ceipts equal current expenses; and yet the debt, or bookkeeping
indebtedness of the government is increasing. The growing debt
is clearly neutral as regards income. When the payments out of
the insurance reserve exceed the specific tax receipts and the
reserve fund is being drawn upon, the sale of the government’s
bonds to banks does not increase the debt. Nevertheless, it is
income creating even when the remainder of the budget is cov-
ered by receipts. Careful examination of the operations of such
insurance funds is thus needed.’

One may be an equal skeptic about the second necessary
condition of neutrality in the budget. The income stream is
likely to be altered in the course of the business cycle by the
impact of the tax structure and the government outlay. Tax
receipts vary more over the cycle than the cycle itself. This is
due to proportional and progressive taxation and to the high
income elasticity of many excise and property taxes. Unless the
tax outlay returns to consumption just the same sum which
the payment of taxes has withdrawn, there is a change in the
community’s consumption function. This change is magnified
through the acceleration principle; and if there is not an equal
and opposite change in dynamic investment, the income stream
is altered. If the impact of the budget was to reduce consump-
tion from what it otherwise would be, it is not likely that dy-
namic investment would increase sufficiently to offset this rela-
tive reduction together with the change in induced investment.
If dynamic investment did make the necessary change during
the upswing, the downswing would almost inevitably be altered.
The gestation period and the innovation wave would have ma-
tured more rapidly; and the recession would thereby be differ-
ent. Of course there is a wide variation in budgets, from those
which rest mainly on excise taxes to those which are composed
of progressive income taxes, and their repercussions upon the
income stream are different. At present it would be difficult to
set up a tax structure together with a pattern of outlay such
that the budget would not influence the cycle.®
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A BarLancED NorMAaL BUDGET
AND PROGRESSIVE TAXATION

The discussion of this topic extends the analysis of the pre-
vious paragraphs, for it is the interaction of these two maxims
that influences the course of the cycle. There is general agree-
ment on grounds of equity that the tax structure should be
progressive at least to some extent. This maxim stems from the
ability-to-pay principle,” which has long been accepted. There
is also the maxim that the current running expenses of the
government should be met currently out of taxation.® This
leaves cyclical unemployment and relief in time of emergency
as well as war to be paid for by borrowing. These maxims are
apt to be stated separately in different sections of the texts
on public finance. The problem which is of immediate concern
is, what influence would those two maxims have upon the op-
eration of the economy if both of them were followed? This
matter is not one of merely academic interest. When the run-
ning expenses of government are from 20 to 30 per cent of the
national income, the course of the income stream is likely to be
altered if these maxims are followed.

Let us begin the discussion with the simplest case, in which
the progressive tax rates are not so high nor so progressive as
to change the decisions of investors, and in which the budget
is balanced through changes in expenses rather than through
changes in the tax rates. These assumptions are not unrealistic
for the personal progressive income tax, if not excessive, and
if it does not significantly alter investment. Also, the budget is
likely to be kept in balance through variations in outlays.

In this case, starting at the bottom of the depression, tax
receipts and .outlays increase rapidly and the community’s con-
sumption function rises more rapidly. Receipts grow because
the number of taxpayers increases with the rise in income, be-
cause taxpayers move up the scale of progression, and because
profits grow relatively to other income groups and are concen-
trated in the hands of a few taxpayers who are subject to high
rates. Hence it is likely that as the upswing continues, a grow-
ing amount of taxes are paid out of saving. The outlay is de-
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voted predominantly to consumption. Government employees
are notoriously low-paid; and as the outlay increases, the gov-
ernment services grow through the employment of more work-
ers at prevailing rates. Thus this fiscal pelicy causes the com-
munity’s consumption function to rise. This magnifies the rise
in induced investment, which reacts again on consumption with
the result that the upswing becomes more rapid. The upper
turning point may be reached sooner for several reasons. The
elasticity in the supply of credit and other factors of produc-
tion may have been surpassed. The more rapid rate of progress
may react through bottlenecks and inefficiencies, Cost-price
changes may be an aggravating factor which brings on the up-
per turning point sooner.

What has just been said about the upswing may be applied
in teverse for the downswing. In general the rapid fall in re-
ceipts, met by the reduction of outlay, either by discharging
government employees or by cutting their salaries, aggravates
the deflation. Thus when the fiscal policy is based upon these
two maxims, it intensifies the cycle under these conditions.

Let us examine the other cases which are possible when the
assumptions of the previous one are lifted. When the tax rates
are so high and of such a nature that investors include them in
the supply price, the rate of growth in investment is checked.
This tends to smooth down the cycle; for investment is reduced
at the upper turning point and encouraged at the lower one.
The danger in this situation is that the impact of the tax struc-
ture upon investment is so discouraging that the upswing is
checked before it reaches full employment. There is also the
case in which the tax structure does not impinge upon the sup-
ply price of investors, and in which tax rates are changed
enough to balance the budget rather than letting the tax out-
lay vary. This, too, tends to smooth out the cycle; for the
consumption function is more stable and the variations in in-
duced invéstment are less. There is the remaining case, in which
the tax outlay is kept constant by offsetting changes in rates,
and in which they impinge upon the supply price of investors.
In this situation the reactions tend to offset one another. While
the rate reduction in the upswing stabilizes the consumption
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function, it encourages investment, and vice versa in the down-
swing.

There are several aspects of the general conclusion to which
thic discussion leads. These two maxims cannot be followed
blindly and independently without producing undesirable re-
sults. One way leads to an intensification of the cycle, another
toward stagnation; and the remaining two solutions require
raising tax rates during the downswing, which is applying a
secular cure to a cyclical problem, with uncertain results.

Whether both maxims should be followed at once depends
on the nature of the budget. The important factors are the
size of the normal budget relative to the national income, and
the extent by which the propensity to consume of the recipients
of the budget outlay differs from that of the taxpayers. If the
budget is small relative to the national income, and if the pro-
gressive taxation causes no substantial rise in the community’s
consumption function, it is safe to adhere to both maxims in
any of the above forms. As the budget grows relatively larger,
it becomes more difficult to keep the progressive schedule of
tax rates from impinging upon the supply price of investors.
Thus it becomes necessary to forego some of the progression,
and to bring lower income groups into the class of taxpayers
when the budget reaches a certain relative size, Additions to
the normal budget are of two general kinds: those which are
mainly consumed, like welfare expenditures; and those that
are largely saved, like interest on the debt. The former are
likely to be income creating, while the latter are probably neu-
tral or income destroying, If the budget is predominantly of
the former type of outlay, and is not so large that investment
is diminished, this type of outlay should be added during de-
pression. To make such additions during prosperity would ag-
gravate the inflationary tendency. In this instance the budget
would be balanced by offsetting changes in tax rates so that
the cumulative reaction is minimized. The other type of pay-
ments, of which the interest on the national debt is character-
istic, require a more extensive discussion.

When the debt is so large that the interest is a relatively
large item in the normal budget, it may be undesirable to fol-
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low both maxims. Interest is a fixed item which can be reduced
only through reconversion of the debt. Thus higher taxes in
depression may be necessary to collect the same sum out of the
smaller income. Since this interest is likely to be saved during
the downswing, because the debt is held mainly by businesses
and the well-to-do, the new taxation is likely to be neutral or
deflationary. There may be no rise in the community’s con-
sumption function, and the higher rates may discourage in-
vestors. To avert this undesirable result the budget must be
unbalanced currently. The normal budget may show a deficit
in depression, provided the surplus in prosperity is sufficient not
merely to maintain the ratio of the debt to the national income
constant but also to cause the ratio to {all. In this way there is a
secular decline in the debt, and in the interest charge as well,
which places the normal budget in a more favorable position.
Of course the worst of all cases would be a normal budget
which was so large that real progression in the tax structure
was insufficient, and which impinged upon the supply price of
investors. The policy authority should do all in its power to
prevent the debt from reaching such a large fraction of the
normal budget. Hence it may be undesirable to cling rigidly to
these two maxims alter a long war, for war is the single most

important cause of the great relative increase in the national
debt.?

PREVENTING WAR INFLATION BY TAXATION

Wars are usually financed through either an increased issue
of paper money, or an expansion in the public debt, which
Treates new money. At the outset the sale of the bonds may be
to individuals and corporations who resell them to the banks
or borrow against them to a considerable extent. Also, banks
expand their loans to industries to finance the growth in their
working capital. There is the creation of bank deposits and
the increase in cash in circulation. Thus inflation of prices is
the result, because the growth in the money supply impinges
tpon a dwindling output of consumers’ goods. The inflationary
pressure builds up with the growth in the war expenses which
ire due to the price rise and to the spread of total war, and
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with the disappearance of more and more consumers’ goods
from the markets.

The way to avoid this war inflation is, according to this
maxim, to finance the war through increased taxation. If the
increase in income were taxed away, so runs the argument, con-
sumers would have no mare purchasing power and, in truth,
even more could be taken in taxes so that demand for con-
sumers’ goods could be made equal to the supply at prevailing
prices. In this way the government does not increase the money
supply, and the two sides of the market for consumers’ goods
are maintained in balance at the old prices.’

The maxim is the wartime counterpart of the universally
popular idea that the payment of taxes takes money cut of cir-
culation and reduces purchasing power. It must be clear al-
ready how imaccurate this general concept is, Let us confine
the discussion to the case of war inflation.

There are several errors in this maxim. First, the employ-
ment of an increased number of war workers necessitates a
rise of wage rates to induce the shift of workers out of civilian
production. This increase in income to war workers, even if
met by general taxation, is paid to some extent out of saving.
Hence there is a rise in the community’s consumption function.
This expansion in consumer demand will in time impinge upon
a dwindling supply; and if unchecked, prices rise. Second, the
government must pay the marginal supply price of firms pro-
ducing war supplies in order to get the maximum output. This
gives profits to intramarginal firms, who become sound bor-
rowers. Bank loans expand with the appearance of profitable
borrowers, both in consumers’ goods and war industries, for
working capital and perhaps for short-lived fixed capital. There
is thus the necessary credit creation which is indispensable to
income creation. Third, the withdrawal from civilian employ-
ment of workers into war work and the armed services raises
wages in civilian employment. This is passed on to consumers
in higher prices either through a reduction of output or through
an expansion of money income. The increase in wages is
financed in the initial stage either by increased bank loans for
working capital or through a reduction in idle deposits which
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creates an opportunity for bank loans elsewhere in the invest-
ment market. Fourth, the higher wartime taxes do not cause a
reduction in investment. In total war most investment is in
war industries which can pass the taxes on to the government
in higher prices. Hence such investors are not discouraged.
Needless to say, these four interact and reéniorce one another.
Taxation alone cannot prevent war inflation.

There is one respect in which this maxim is correct. The
process of inflation which is the result of taxation is likely to
be slower than that which follows financing the war by bor-
rowing. To the extent that the former is slower, it is likely
also to be less extensive than the latter. The conclusion does
not follow that there is little or no choice between the two.
Taxation is decidedly preferable. Nevertheless, the government
should not rely upon taxation as the only check to war infla-
tion. All the various kinds of direct controls to reallocate re-
sources, including credit, are an integral part; and it is likely
that substantial borrowing of voluntary saving is desirable.

This discussion does not lead to the general conclusion that
borrowing is the better means of financing war. There are
other reasons which tip the balance in favor of taxation insofar
as is possible, and in spite of the previous conclusion. Large
personal incomes should pay high progressive rates to make
more equitable the real burden of the war. War profiteering
should be eliminated by taxation. War borrowing creates mone-
tary and fiscal difficulties for the postwar period of readjust-
ment. A large national debt is brought into being, which is
readily convertible into cash and remains as a potential source
of inflation, and which requires a considerable tax levy merely
to service the debt. The proper use of taxation can keep the
war debt within manageable proportions and avoid these dif-
ficulties,

GoverRNMENT BORROWING Tor CAPITAL FORMATION

There is also the opinion that war borrowing is unsound gov-
ernment finance because there is no profitable durable asset
back of the debt. During a war the government devotes its
credit to noneconomic destructive purposes. This position is
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based upon the maxim of public finance that the government
should conduct its afiairs according to sound business practice.

This maxim holds that it is sound orthodox finance for gov-
ernment to borrow for capital formation. There is no intention
te question here the soundness of this maxim, or to imply that
borrowing which is not for this purpose may not be sound. The
intention is rather to present the case for taxation as a more
economical method. The construction of roads, buildings, and
other durable public works, according to this maxim, can be
financed through borrowing for several reasons. The people
who enjoy the use of the finished public capital should, and
can, be taxed to pay the interest and principal. There is the
backing of useful durable assets behind the government bos-
rowing. The cost can be spread over many years; whereas {ax-
financing would require either postponed construction, greater
foresight, or a heavier tax burden per annum.

This maxim and these supporting reasons are based upon the
point of view of the single project. Nowadays a more or less
steady stream of public works is a part of the economic process,
and to look at each project in isolation is to mistake the opet-
ation of the program. When the government borrows, it in-
creases the necessary tax collection by the interest. It can raise
the required capital by taxzation and avoid this cost. When a
recurring public works program is financed by borrowing, the
current tax collections not only are unnecessarily large, but
also their impact is likely to destroy income or to be neutral
To have a tax-financed program means smaller current tax re-
ceipts, which are income creating, What now of the arguments
in favor of borrowing?

As to the argument that the persons who enjoy the use of
the capital should pay for it, the reply is that they have to pay
an unnecessarily large amount and the taxation is a relative
burden. As regards the idea that the assets behind the borrow-
ing are sound, the answer is that they could scarcely ever be
sold to cover the borrowing. There is no market for public
works. As to the view that taxation would concentrate the tax
burden within a few years, the reply is that a continuing pro-
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gram which resorts to borrowing imposes an even heavier tax
burden in the future.

This maxim which propounds the case for legitimate govern-
ment borrowing for normal capital formation has given rise
to another which justifies borrowing for abnormal conditions.
Perhaps these are variations of a single maxim, but they are
treated here as separate for convenience.'?

GovERNMENT DEFICIT SPENDING

1f it is sound public finance for the government to borrow
for capital formation in normal times, the same is even more
true in depressions, when the government is employing idle re-
sources. Thus the previous maxim leads logically into the pres-
ent one, government deficit spending. The latter has become
more inclusive than the former, because many hold that the
deficit need not be devoted exclusively to capital formation.
The timing of public works to smooth down the cycle is the
generally accepted form in which the previous maxim is applied
to fiscal policy. The maxim that the government should incur a
deficit sufficiently large to achieve full employment is less gen-
erally held. But it is given such importance in high places in
academic and government circles that additional treatment is
necessary here.

According to this maxim the government should run a tem-
porary or a continuing deficit, whichever is necessary to achieve
full employment; and the debt should be permitted to increase
steadily. To be sure, if in the course of economic development
private spending is able to achieve full employment and to per-
mit debt retirement, so much the better for the subsequent de-
pression, when the current deficit could be that much larger.
This maxim refers primarily to the secular problem of stag-
nation rather than to the cycle.

There are certain additional comments which should be of-
fered concerning this maxim; and for the sake of completeness
those comments which have been presented previously will be
fepeated. Let us state the old material at the outset.

A continually recurring deficit necessitates a rising debt and
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hence an increasing interest charge. When this current charge
is financed through borrowing, the income-creating power of
the current deficit falls. When the entire deficit goes as interest
to the bondholders, the expression which states its power to
create income is

1+ mpr — me,
1—mp

where the subscript b refers to the marginal propensity of the
bondholders and mp is the marginal propensity of all groups.
The lower the propensity of the bondholders below the average,
the less is the power of the deficit to create income, At the same
time, the more the ineqguality in income, the more powerful is
income creation by means of taxation. There must be a point,
therefore, when the latter is more powerful than the former.

When the growing interest charge is paid by increasing taxes,
there are two possible cases. When money income is constant,
a growing proportion is transferred to bondholders until they
receive all the income. In this case the power of the government
outlay to create income steadily diminishes. When money in-
come is made to rise equally with the interest charge, leaving
available income constant, the power of the government out-
lay approaches unity. In both of these cases the impact of the
growing taxation is assumed to be neutral. When the rich hold
the bonds, which is the usual situation, the increasing taxation
may be at the outset neutral; although this may be doubted,
for as the taxation grows relatively to national income, it may
discourage enterprise.!®

In addition to these aspects of the income-creating power of
the current deficit, there remains the impact of the deficit it-
self, which further diminishes its effectiveness. Private inves-
tors are likely to postpone long-term commitments from either
fear of higher taxes to repay the debt, or the prospect that the
deficit cannot continue indefinitely and that income will fall
when the government outlay is reduced. Private investors may
hold back also from fear of government competition, or because
the government spending maintains price and cost rigidities and
other maladjustments. Such depressing results upon the will-
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ingness to invest as follow from an increase in government
spending, tax rates being held constant, can be avoided by in-
curring the deficit through a reduction in tax rates. Neverthe-
less there is still likely to remain another offset to the income-
creating power of the deficit. The tax reduction must result in
an equal increase in the consumption of taxpayers, if this off-
set is to be avoided; and it is more likely that the tax reduction
is saved in part by the taxpayers. In this situation the pro-
pensity to consume has been reduced.™

The method of tazation, on the other hand, eliminates these
offsets. There is no mounting debt to create fear of high taxes.
The investing program encourages private investment, and can
be used to remove maladjustments, The taxing and spending
program raises the community’s marginal propensity to con-
sume.

An ever growing national debt, the necessary result of con-
tinuing deficit spending, becomes in time a factor which may
aggravate too rapid changes in income both as regards inflation
and deflation. As we have seen, minor depressions are unavoid-
able, and when one coincides with a banking and political crisis
the treasury may have difficulty in financing the growing deficit
without resorting to higher interest rates, which tends to lower
the prices of government bonds. This is likely to aggravate the
crisis and deepen the depression. When the central bank buys
government honds in the open market to prevent the fall in
price, new money is created. The power of the central bank to
prevent such a fall is, itself, to be questioned, unless the bank’s
reserves are keeping pace with the debt or the reserve require-
ments are frequently changed.

An ever growing debt may also be inflationary. Deficit spend-
ing cah maintain the level in income at full employment, but
it cannot itself maintain a rising income per capita without a
rise in prices. Even when prices do not rise, the debt may grow
more rapidly than income increases as the resuit of technical
progress. In this situation the debt would become a multiple of
the income. If exogenous factors should in the future cause
prices to rise, the debt may operate to aggravate this inflation.
Only a small fraction of the total debt need be converted into
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money through the banking system to increase significantly the
demand for current output. The elimination of the current defi-
cit may be insufficient to ofiset this increase. This growth in the
money supply is likely to be accompanied by a rise in the veloc-
ity of the total stock. If the central bank holds a large fraction
of the debt, it may offset this expansion by the sale of govern-
ment bonds. This would almost certainly lower their prices,
The central bank may be unable or unwilling to go far enough,
with the result that the debt augments the inflation.'®

These monetary and fiscal weaknesses of an ever growing
debt can, of course, be avoided by limiting the relative size of
the debt. The application of income creation by taxation per-
mits the policy authority to do this. While under an integrated
policy the debt increases absolutely, it does so only periodically
and infrequently. Its absolute size is kept within Yimits because
the method of taxation is a preferable substitute'®

This discussion of the maxim of government deficit spend-
ing completes the review of the criticisms which have already
been presented in previous chapters. The additional material
follows.

In its revised form this maxim exhibits three features. The
debt cannot exceed twice the national income; the long-run
growth in the debt cannot exceed the rate of increase in the
income; and there is to be only a periodic deficit to fill in the
bottoms of prolonged depressions. When the debt is less than
twice the national income, the government’s deficit can be
larger than twice the growth in income. Thus by balancing the
budget in normal times, the government is able to increase its
debt rapidly during abnormal depressions. Of course, if the
upward thrust of economic development is so strong and so pro-
longed that some of the debt can be retired without dampening
the prosperity, so much the better for the subsequent major
depression when the debt could grow, if necessary, that much
more.'

There seems to be some historical precedent for these fea-
tures. As a result of the Napoleonic War, the British debt grew
to twice the national income; and in the following century the
debt was allowed to remain constant while income rose.® There
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is a long-run upward trend in the rea] income of the United
States of between 2 and 3 per cent annually. The record also
indicates that preceding the prolonged depressions there were
long periods of good times. These sets of facts suggest that dur-
ing these good times, while income steadily rises, the govern-
ment debt need not increase and its debt income ratio steadily
improves. When the prolonged depression sets in, the debt can
grow more rapidly than the real income, which may continue to
increase until the debt-income ratio of two to one is reached.

There are certain questions concerning this form of the
maxim which have not yet been answered. What should the
correct policy be, if the debt limit of twice the national income
has been reached, and if the rate of increase in the debt which
is necessary for full employment exceeds that in income? Are
not the economic conditions of our time so different from those
of the post-Napoleonic War period as to alter the debt limit?
What is the analysis that permits the assumption that a 2 or 3
per cent growth in money income follows from the same in-
crease in real income? What happens to the maxim in those
countries whose rate of increase in income is less than ours? *°
Since these questions have not been answered, Iet us confine our
criticism to the maxim as stated.

The question becomes, is government deficit spending under
these conditions a better instrument of policy than taxation?
The answer is in two parts: the one concerns their relative
power to create income, and the other deals with their monetary
aspects,

Under this form of the maxim the deficit is only periodic,
and hence the interest on the debt, which grows periodically, is
paid out of taxes during good times. The impact of this taxation
and expenditure may be income creating, neutral as regards
income, or income destroying, depending upon the given cir-
cumstances. There is less likelihood of the first of these results
than of the last, with the best that it is reasonable to expect be-
ing the neutrality in the taxation.* This impact of the taxation

* In arder for the interest charge which is tax financed to be income creating,
the tazation does not reduce investment, is paid out of saving, and the tax outlay
in part is consumed by the interest recipients. The bondholders are likely to be
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is also the most reasonable for the sake of the argument. The
case for the method of taxation would already have a favorable
bias if the taxation which is necessary to pay the interest on the
debt were to be income destroying, which is perhaps the most
probable outcome.

In order to estimate the income-creating power of this form
of deficit spending, it is necessary to examine its strength as
though the policy were continuous over the entire cycle. To be
sure, the deficit which occurs is only temporary, but if it is to
have a lasting result upon the level in income, the debt must
grow on the average. Thus at its maximum effectiveness this
policy permits an average increase in the debt which is equal

the well-to-do, and if the correlation between their investment in government
securities and their inceme is high, it may be impassible to cause the taxation to
raise the consumption function. Interest recipients are likely to save as much out
of their additional income as taxpayers reduce their saving.

One can imagine a situation where this transfer from tazpayers to bondholders
is income creating even though one regards the situation as unrealistic. Govern-
ment bonds might be concentrated in the hands of the middle and low income
groups. Their marginal propensity to censume might be higher than that of the
taxpayers who are in the high income brackets. The transfer from the latter to
the former would raise income.

There are two reasons why the interest charge is not likely to be income creating.
Tke necessary concentration of the taxation upon the upper income group increases
the likelihaod that investment may declinc as a result. Also a large proportion
of the government debt is probably held by barks, insurance and trust companies,
and corporations, and only a small fraction of their receipts of interest is likely
to get into consumption.

In order for the interest charge to be neutral as regards income, the tazation
must cause no fall in investment and no change in the consumption function.
When the national income is assumed to rise slowly but steadily from economic
progress, investment may not decline even though tax receipts to meet the growing
charge are increasing. When the marginal propensities of taxpayers and interest
recipients are the same, the interest charge causes no change in the community's
consumption. When the ownership of government bonds is closely correlated with
individua! income and the taxation is equally distributed, the transfer of income
is likely to be neutral. To assume this much for the basis of the argument is going
farther than seme deficit spenders who believe that the interest on the debt is in
part a leakage,

It is mare likely that the tax structure impinges on the middle- and low-income
groups and that the debt is held by the middle and upper groups, so that the
transfer is incomne destroying. In addition the rate of increase in income in some
countries may not keep pace with the growing interest charge, so that an increase
in taxativn is necessary. Since this is a continuing necessity, sooner or later the
taxation is likely to reduce investment. Hence the interest charge may well be
incore destroying.
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to twice the assumed growth in income. A growing debt also
means a growing tax charge to finance the interest, unless the
interest rate is falling fast enough, which is impossible for the
long run. Thus we can gauge the income-creating power of this
policy by means of the average deficit and the current tax
charge.

Since the taxation which is necessary to pay the interest on
the debt is taken to be neutral as regards income creation, the
income increment which is the result of this policy is determined
by the current deficit and the marginal propensity to consume.
The power of this policy to create income is measured as the
ratio of the income increment to the government outlay.

We can substitute specific values for the marginal propensity
to consume and for the interest on the debt and make this ratio
more significant. By hypothesis the debt is twice the national
income; the increase in the debt, which is identical with the
current deficit, is equal to twice the assumed increase in in-
come; that is, the rate of increase is the same for each. When
the assumed rate of increase in income equals the rate of inter-
est on the debt, the current deficit equals the interest charge.
Thus if the income increment which is the result of the policy
is two to four times the current deficit, the ratio is from unity
to two to one. If the rate of interest on the debt is more than the
assumed increase in income, the ratio becomes smaller, and vice
versa. If the rate of interest on the debt is one half the assumed
rate of increase in income, the ratio is from 1.33 to 2.66, as-
suming the multiplier still to be from 2 to 4. The conclusion
foliows that this policy is only moderately powerful.

As an instrument of income creation, taxation is equal in
most cases to the deficit under these conditions. When the rate
of interest on the debt equals the rate of increase in the debt,
the same volume of tax receipts as would be necessary to pay
the interest on the debt under the program of deficit spending,
and which would have been neutral as regards income, may
under the method of taxation create an income increment two
or more times itself. We have already seen that when there is
inequality in income, and there is the imposition of progressive
taxation of a mild form, the policy of taxation creates approx-
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imately twice as much income as the tax receipts which are de-
voted to consumption. The income increment would be even
larger when in the course of economic development the receipts
are loaned to expand private investment. In this situation the
tax receipts which are collected under the method of taxation
can be less than those collected under the deficit spending,
when both policies achieve full employment. When the rate of
interest on the debt is less than the rate of increase in the debt
and in income, taxation is somewhat less effective. Nevertheless
it compares favorably to deficit spending under these condi-
tions. The tax receipts might have to be larger under the taxing
policy than under the deficit spending; but the former might
still remain the more powerful income creator of the two.
There are, furthermore, two considerations which favor tax-
ation to create income over deficit spending. While a debt twice
the national income may not discourage the steady progress of
technology which is at the basis of the assumed rate of increase
in income, still this policy does not encourage it directly. The
method of taxation, on the other hand, facilitates economic de-
velopment through its lending and investing program. There is
also the consideration that the debt is a potential source of new
money and carries the threat of inflation. If prices should rise
for other reasons, bondholders might convert some of these
issues into cash which is promptly spent, thus adding to the
inflation. While this is less likely to occur with a debt twice the
national income than with a debt many times larger, still such
a debt is a potential aggravation of inflation. Furthermore, such
a conversion of bonds into goods is more likely to occur the
lower the rate of interest on the bonds. Investors may accept
low rates on government securities only on condition that they
are short-term issues and hence soon exchangeable into cash. If
the central bank stabilizes the government bond market to
induce investors to accept lower rates on long-term securities,
the bank may find itself participating directly in the inflation-
ary process. Whatever the inflationary potential of such a debt
is, clearly income creation by means of taxation avoids it.
The analysis of this maxim and the comparison of deficit
spending with the method of taxation are concerned with the
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problem of raising available income to the level of full employ-
ment. The foregoing argument becomes clearer when the prob-
lem which these two policies must solve is changed to that of
preventing a fall in income. This time we start from a satisfac-
tory level in income and assume a deftationary gap which is to
be filled either by deficit spending or the policy of taxation.
The question is, which is the more powerful policy in the long
run’?

The analysis of deficit spending again is in terms of the same
special cases as those just discussed. It is not possible to com-
pare these two alternatives on any other terms, since there is so
wide a variety of possibilities within each method. The basis of
comparison is the amount of the government outlay which is
necessary in the long run. This outlay will vary with the given
conditions.

When deficit spending fills the gap, the government outlay
is at first the initial gap. But as the current deficit continues
indefinitely into the long run, the debt grows, and with it the
interest. This charge must be met by taxation or additional bor-
rowing. In either case the government outlay grows indefinitely;
and sooner or later, depending upon the various conditions in
each case, this outlay must exceed that which is necessary
under taxation. Whatever the outlay under this method, in the
long run it is fixed and need not grow. Let us turn to specific
cases.

The initial deficit is equal to the deflationary gap; but not
very long thereafter, new taxation is necessary to meet the
growing interest, which means that the government outlay is
increasing. The new taxation may be at the outset neutral as
regards income. That is, the new taxes do not alter the con-
sumption function and investment; they are merely a transfer
from one pocket to the other of the bondholders. As the policy
continues indefinitely, the growing taxation may impinge upon
consumption and investment. This causes private spending to
fall and widens the deflationary gap, which enlarges the current
deficit and raises the rate of growth in the debt, again magnify-
ing the tax burden in the future. If the national income is as-
sumed to be constant, this policy will in time break down.
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Let us turn to the case in which the policy achieves a rising
income which keeps pace with the growing tax burden. If this
could be accomplished by monetary policy, deficit spending
would be unnecessary, but deficit spending is required by hy-
pothesis. The initial deficit, which is sufficient to close the gap,
is not enough to raise income; hence the deficit must grow.
This causes the debt to accumulate at a faster rate, and the
necessary taxation to mount faster, too, than at the outset. This
taxation may be itself neutral as regards income, although this
may be only wishful thinking. Clearly the government outlay
grows rapidly.

There is the case in which the government meets the growing
interest charge by deficit spending. This spending is not in itself
inflationary if real income increases sufficiently, At the outset
the interest charge is negligible, but it grows with the debt. The
current deficit must almost certainly increase, because the mar-
ginal propensity to consume of the bondholders is less than
unity. The deficit could not be kept constant and close the
deflationary gap. Slowly the interest charge is augmented
until it absorbs the entire current deficit. At this point the cur-
rent deficit is larger than the deilationary gap; and some of the
deficit is a leakage. The lower the marginal propensity of
the bondholders, the larger is this leakage. The more unequal
the distribution in income, the lower their marginal propensity
is likely to be below that of the average. In these circumstances
the current deficit grows more rapidly once the policy is ini-
tiated, and the government outlay exceeds in a shorter space of
time that which the method of taxation requires. The same
reasons which cause the deficit to increase permit taxation to
close the gap with a relatively small government outlay.

In each of these cases, there is the possibility that the gov-
ernment outlay may have to grow even more rapidly in order
to close the gap. This possibility arises as the result of the way
the government spends the current deficit, and of the expecta-
tion of higher taxes to service the growing debt.?® When the
government deficit spending competes with private enterprise,
private investment may decline and widen the gap, which in-
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creases the government outlay. Also the government spend-
ing may aggravate maladjustments in the cost-price structure
which themselves reduce private investment with the same re-
sult.?> These aggravations may of course be avoided by the
government’s reducing taxes® and keeping its outlay constant,
instead of increasing its total outlay through deficit spending.
On the side of the ever growing debt, private investors may
anticipate higher taxes either to meet the growing interest or to
retire the debt. This might at once decrease the demand and
increase the supply of investment funds, and thus widen the
gap. In these circumstances the government outlay which is
the result of deficit spending will become equal after a shorter
lapse of time to that which taxation requires.

There remains the special case of deficit spending in which
the debt is limited to twice the national income and the income
grows at a steady rate. Without questioning these two condi-
tions again, let us turn at once to the relative size of the gov-
ernment outlay under this policy and under the method of tax-
ation. For simplicity it is assumed that the rate of interest on
the debt is equal to the rate of increase in income. Then the
long-run current deficit, which is equivalent to the increase in
the debt, equals the current tax outlay to meet the interest on
the debt when this taxation is neutral as regards income.* The
long-run government outlay which is necessary to close the gap
is thus equal to twice the current deficit. If the rate of interest
on the debt is higher than the assumed rate of increase in in-
come, the government outlay grows more rapidly, and when the
relation between these rates of change is reversed, the conclu-
sion is likewise reversed. For example, when the rate of interest

* This assumption is crucial for the advocates of deficit spending because the
stability of their system rests upon it. When there is no leakage through the pay-
ment of interest, the current deficit can remain a constant percentage of the rising
income, and the debt incame ratic can also remain constant. When any leakage
exists through the payment of interest, and this is the more likely result, the
current deficit must increase to offset this leakage. Hence the deficit grows more
rapidly than income, and since the debt is merely the sum of the deficits, the debt-
income ratio grows indefinitely. With a leakage through the payment of intcrest

only the lapse of time is necessary for the government outlay under deficit spend-
Ing to exceed the tax outlay under income creation by taxation.
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is one half that of the increase in income, the government out-
lay is on the average one and a half times the current deficit in
the Jong run.

The question is, how does this compare with income creation
by taxation?

As the reader knows, there is a wide variety of cases, and for
comparison let us choose the most unfavorable. In this case the
initial income increment is given as t¥ (AP — mp). Of course
the multiplier does not operate when the purpose is to fill a gap
and prevent a fall in income. This expression states the gov-
ernment outlay which is necessary under taxation, and must be
compared with the government outlay under deficit spending.

The current deficit may be written 2V, where r is the as-
sumed raie of increase in income. This also states the gap
which is to be filled. When the two rates of change are the
same, the government outlay under these conditions is 4rY.
Let us compare the twa methods.

In order to close the gap, t¥Y (AP — mp) must equal 2rV.
When (AP — mp) equals one half, the government outlay
under taxation eguals 47¥, which is the same outlay as in
the case of deficit spending. Therefore as respects all values of
(AP — mp) greater than one half, the government outlay under
the method of taxation is less than under deficit spending under
these conditions.

This conclusion should be restated and broadened. The less
elastic is the consumption function of individuals, the more
likely it becomes that the government outlay which is neces-
sary to close the gap for the long run is less under taxation than
under deficit spending. This is particularly true the more un-
equal the distribution in income and the more progressive the
taxation, when the schedule in the marginal efficiency of capital
has an elasticity of unity or less, The chances that taxation is
the better policy improve with taxes which do not reduce pri-
vate investment, and with the lending of the receipts to expand
private investment. The chances that deficit spending in this
special case is the better policy are poorer, the more the gap
is widened as a result of the way in which the current deficit is
spent and as a result of fear of the growing debt. This pelicy
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is weaker, the higher the rate of interest on the debt and the
larger the leakages. It would be incorrect to reach a general
conclusion that either method is always able to close the gap
in the long run with a smaller government outlay than the
other.2® The given conditions in each instance determine which
is the better method.

Nevertheless even when the two outlays are the same under
the two methods, a comparison on the basis of real costs shows
that the method of taxation may be preferable. Several bases
for such a comparison are possible. 4. What does the govern-
ment obtain for the respective outlays? In the case of the tax
outlay the government purchases real goods and services, while
under deficit spending a substantial fraction of the total outlay
is a mere transfer payment on interest account. This amount
cannot be devoted to real goods and services. B. On the basis
of opportunity costs the method of taxation requires taxpayers
to forego some consumption and investors to forego some out-
lets for saving. Under deficit spending the government cannot
employ the tax receipts which it must devote to the payment of
interest for real goods and services. When the rate of interest
is relatively high and the debt relatively large the opportunity
cost under deficit spending is likely to exceed that required
under the method of tazation. C. It may be argued whether the
government outlay is productive. Clearly the method of taxa-
tion has the advantage because the entire outlay may so be
employed whereas under deficit spending only the current defi-
cit may be so used. Thus even though the total government out-
lays may be the same under each method of income creation,
the advantage may lie on the side of taxation.
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