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PREFACE

This book is an essay in aggregative economices, with theory tied
close to data of the United States. The subject matter falls natu-
rally into three divisions: the measurement of income, production,
employment, and average prices; the trend and determinants of
production and productivity; and influences on and policies
toward the level of employment.

I am grateful for effective eritieism and encouragement from Pro-
fessors W. L. Crum, John T. Dunlop, Gottfried Haberler, George N.
Halm, Alvin H. Hansen, Wassily Leontief, Joseph A. Schumpeter,
and Sumner H. Slichter. Fach of them has on oeccasion given his
time and attention to special problems as they arose. I am also
indebted to Dr. Andreas Papandreou for useful discussions.  Chap-
ter XIII has been improved by the criticisms of Mr. John Greene
and Dy, David Easton. Alr. Harlan Smith read the whole manu-
seript with scrupulous care; many a page has benefited from his
comments. Dr, George Jaszi and Professor A, G. Hart also read
the entire manuseript, and influenced itz development. T am deeply
indebted to Professor Hart, who went over it at two stages. The
final draft gives evidence of his thought and stimulus in both con-
tent and style. Professor H. H. Burbank has my sincere thanks
for useful suggestions and for an arrangement of my teaching sched-
ule which give me time {o work on the book when I most needed it.
Finally, T am indebted to my brother Donald for having turned my
thoughts toward the general field in which this book lies.

T. M.
CaMBRIDGE, Mass.
Jung 9, 1947
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THE PLAN OF THE BOOK

HE nineteenth century viewed depression as Mediaeval Europe

viewed the plague—as an inevitable accompaniment of this life,
to be borne with resignation. It is unlikely that we shall in the
future retain the tolerance toward depression we showed in the past
century. There are a number of reasons. Our common sense re-
jects that some men should rust in idleness while they and others
lack goods. We have heen impressed by how completely we have
employed our labor force during wartime and by how well we have
produced as prineipal supply eenter of the United Nations. We
have seen fascist states and Soviet Russia obtaining full employ-
ment of their resources, although their productivity has been lower
than our own and their people have yielded up kinds of freedom we
prize. Qur own political parties have of course generously accepted
praise or dispensed blame for boom and collapse; and so disposed us
to look upon depression as controllable. Finally, there are co-oper-
ating sentiments of personal apprehension, humaneness, and pru-
dence at work—apprehension lest we should ourselves be impover-
ished and jobless, humane concern lest others be so, and prudent
fear lest social decay and hate rot away the foundations of our
saciety.

The question is not whether we are to seek effective action against
depression. The only question is whether we are going to have
policies set into effect after a crisis is upon us, so that the action
will be hastily planned and hastily put into action—and so rela-
tively ineffective—or whether we are going to have a program and
facilities set up ahead of time to avert or meet the day of need.
Recent advances in technical economics justify a tempered opti-
mism: We can do the job if we set about it.

The chief purpose of this book is to present plainly, but with all
important qualifieations, the problems and policy alternatives faced
by the United States economy in maintaining productive and high
employment. Chapters VI to XVI deal primarily with the main-
tenance of employment.



2 INCOME AND EMPLOYMENT

High employment is an aim in itself because of the morale and
educational values of work; but it is not the basic aim of the eco-
nomic system. The basic aim is the highest production reasonably
possible of those goods and services which best satisfy human
wants; and high emplovment is best looked on as a means to, and
a byv-produet of, this high production. Hence we are concerned
thronghout the book with produetion and productivity., As soon
as we speak of production in the whole economy (or of income
which is its money equivalent) we face the problem of measure-
ment. which is the subject of Chapters I and II. The following
chapters, IIl to V, discuss speeial aspects of total production—
changes in total production and in productivity, production and
price levels, and the behavior of certain main constituents of total
production.

We start out, therefore, with the measurement of produetion and
income; continue with a survey of changes in production and pro-
ductivity; and spend the iast part and bulk of the beok on the
problem of maintaining effective high employment.



CHAPTER ONE

THE NATIONAL INCOME

THE purpose of production is the fulfillment of human wants.
Our wants for food, clothing, shelter, amusement, medical at-
tention—for everything that ministers to us from birth to death—
are met, more or less adequately, by the goods and services pro-
duced in the economy.

It would be possible to measure the national product by making
a detailed list of the great variety of things produced: bathtubs, toy
whistles, nitric acid, beauty “facials,” spark plugs, research studies,
beefsteaks, and so forth ; but this procedure would be most awkward.
Our tabulation would require many volumes, and even so would give
no plain and compact impression to those desiring a general notion
of how well our ceconoiny was functioning. It might be possible, in-
stead, to measure much of the national output by weight (pounds,
tons) or by volume (cubic feet or cubic yards). But such measures
would badly represent the significance for human consumption of
such goods as diamonds and gravel, mercury and milk, electric mo-
tors and cotton textiles; and they would be unable to measure serv-
ices, that is, labor time, devoted to fulfilling human wants.

The most useful common measure of the vast pile of goods and
services that makes up the national output in any period of time,
say a vear, is the money value of those goods and services. We can
define the national product of a given year as the money value of
economic goods and services produced in that year—that is, the
money value of all produets of business and government activity—
of extraction (as in mining, forestry, fishing, and agriculture), man-
ufacturing, transportation, trade, and direct services to consumers.
We may sometimes feel that money value is an inadequate measure
of how well goods and services satisfy the wants of the soeiety, but it
13 much the best of the measures which we might use.

The national product can be calculated for any time period we
find convenient—for a month, a quarter year, or, most commonly,
for a year,

3



4 THE NATIONAL INCOME

Certain exclusions from the national product

We cannot in our estimate of the national ocutput include all satis-
faction-giving activities of the residents of a country. The attempt
to do so would mean attempting to measure the worthwhileness of
life as a whole, rather than of its economic aspeets only.  And as we
tried to value activities and produets that are never bought or sold,
such an attempt would also mvolve us in extremely doubtful esti-
mates. How much is the satisfaction worth which we obtain from
an afternoon of fishing or of tinkering with the car? How much are
the services of the housewife worth to her family? How much is
our work worth which we spend on the rose bed and in mowing the
lawn? With very few exceptions,! then, estimates of the national
output include only goods and services which appear for sale on
the market. Services rendered within the family and many other
satisfaction-giving activities are execluded.

But not all activities carried on for economie gain are included in
the national output. We shall need to exclude certain activities
which can be pretty clearly agreed on as unproduetive: theft, boot-
legging, smuggling, racketeering. drug peddling, gambling, and the
like, Gifts and philanthropie eontributions of all sorts will be ex-
cluded, since the recipients of gifts have presumably not made any
contribution to the national output in exchange for them. Such
contributions are simply transfers from one income reeipient to an-
other.

How shall we consider capital gains—that is, gains from selling
property at a higher figure than one paid for it? One might buy a
house for 83000 and sell it for £9000, or one might buy a share of
stock for 890 and sell it for $105. The seller is, of course. better off
(if the prices of things which he buys have not risen equallv). But
production of goods and services has not taken place: the society has
no more houses or capital equipment at its disposal than before the
transactions took place. Our figure for the national product is in-

' One major exception is the output produced by government and not sold: both
services (the army and navy, research reports, police. harbor maintenance. flood con-
trol, and so forth), and goods (highways, bridges, products of government munitions
planta, and so jorth). There are certain other exceptiuns. Dr. Kuzoets in his esti-
mate includes only three other items which are not sotd: goods retained by producers
for their own consumption {such as the portion of their crops farmers consume at
home) ; pavments made in goods or services by enterprises to ultimate consumers;
and the rental value of homes occupied by their owners (since this is a service sup-

plied by the house). National Income and Its Composition, 1919-1938, Chap. I, New
York: National Bureau of Economic Research, 1841,
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tended to measure the productive activity of the economy. Hence,
we exelude eapital gains from our ecalculation.®

In summary, estimates of national output exclude “noneconomic”
activities (especially the services of housewives), certain nonpro-
ductive activities, and certain elements outside the regular proc-
esses of production. Every statistician concerned with estimating
pational output must make deeisions with respeet to borderline
cases, His decisions will hinge partly on his own or the prevail-
ing social philosophy as to what is productive economic activity,
and partly on the kinds and reliability of data available. Hence,
a statisticlan’s estimate will not be an objective statemnent of fact,
such as a surveyor’s estimate of the acreage of a plot of ground, but
will rather be in the nature of an appraisal in which there is an ap-
preciable subjective element. Nonetheless, there is usually fairly
close agreement between different careful estimates; for example,
between Kuznets' data for the United States and Ilepartment of
Commerce data (whose concepts we are mainly following below).

It turns oui that there are not one, but several measures of pro-
duction and of income in a nation, each of them being useful for
special purposes.

Disposable Income of Individuals

A natural starting point is to notice that in any period of time—
three months, a year, or any other period for which we want to
measure income—a certain quantity of income payments are made
to individuals. Of these, roughly two thirds in an ordinary year
consist of payments to employees for mental and manual work.
The remainder is divided about equally between payments to the
self-employed (farmers and business and professional men, whose
tncomes arise both from their work, and from the use of property);
and payments made specifically for the use of property, in the form
of interest, dividends, rents, and rovalties.

The inental and manual work. the 1and, the equipment and build-
ings—even, in a sense, the money lent ocut—all these resources used
in production are often called the factors of production; and pay-
ments made to the owners of these resources are payments fo the
factors of production.

* A different decicion might be made for certain kinds of capital gains (arising from
changes in consumer tastes and externally caused changes in conditions of produc-

tion). But defining production to include these would mean introducing an uncertai
and extranecus element into the measure of output. Cf. Kuznets, op. cit,, pp. 12-15.



6 THE NATIONAL INCOME

Some of the income payments to individuals must be paid out in
income taxes and in other personal taxes and fees g the Federal,
state, and local governments. The remainder is called the dispos-
able income of individuals. Part of this disposable income is spent
on consumption goods and services; what is left is said to be saved.

The division of income payments in 1939, which is increasingly
being regarded as a typical prewar year, was as follows:

In Buuioxs or DoLLars

Totusl income payments to individuals. ... ... ... ... L. 70.8
minus personal income tuxes, and other payments. . 3.1
equals  disposable ineome of individuals, . ... ... 67.7
minis  consumer expenditures. ... L0 61.7
equals et savings of individuals. ... ... ... . ... ... .. ... .. 6.0

The Measure of Net National Production at Factor Prices: The
National Income

The total of all incomes created by persons providing services and
supplying resources used m production is called the net national in-
conie, ar simply the national income. The government, as well as
husiness, produces goods and serviees—police protection, research
reports, labor coneiliation serviees, protection by the army and navy,
and so forth—and the payments the government makes to its em-
plovees and to persons from whom it buys other factor services,
make up a part of the national income.

The total income payments to individuals which we have dis-
eusged, and income ereated (which is the national income) are two
different things. To get from the first to the second we need to
make four adjustiments:

1. Rome pavinenis are made for which no productive serviee is
rendered in return.  These are called transfer payments. Suppose
a taxpaver earns 10,000 in the course of a vear and that the govern-
ment takes 81000 in taxes from him to spend on veterans’ allow-
anees.  This means that income payments of $11.000 have now been
received by this taxpaver and some veteran. But only $10,000 of
income has been ereated through the serviee rendered to the produe-
tive process by the taxpayver in question or by his property.  To get
from ineome payvments to income created, we must, therefore, sub-
tract the amount of transfer payments. Among such payments are
not only veterans' allowances, but also pensions, relief, and social-
insuranece pavinents.

2. An adjustment must also be made for contributions to social-
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insurance funds, which have been adding up to substantial amounts
in recent years. These contributions are deductions fromn income
created in the productive process, before income payments are made.
Henee, they must. be added in as we move from income payments to
income created.

3. Part of the income created in the economy is siphoned off by
the Federal and state governments as income and excess profits
taxes on corporations, and so does not immediately become income
payments.

4. Finally, corporations will retain any remainder of income cre-
ated by, but not passed on to, suppliers of factor services, as cor-
porate net savings®

For 1939, the adjustments which must be made to income pay-
ments to individuals in order to obtain the national income are as
follows:

Ix Bu.wiovs or DoLnars

Income payments to individuals. ... oo 70.8
minus transfer pavinents. . ... .. ... ... L. 2.4
plus  contributions to social insurance funds. . ... .. 20
plus carporate income and excess profits taxes.. ... 1.5
plus  corporate metsavings. ..................... 4
equals  the met national income. . ... ... .. o L 723

We have defined the net national income as the total of incomes
created by persons supplving services or resources used in produc-
tion. But income arises in produection only when produetion is car-
ried on.  For every dollar’s worth of income paid to or accruing to
soneone, a dollar’s worth of goods or services is produced. A gap
cannot exist between value of product and incomes created.® And
so when we have caleulated the net national income, we have in the
same process calculated the value of net production in the economy,
measured at the prices paid to the resources or factors used in pro-
duction. The national income is, therefore, two things: (1) the

* The savings of partnerships and proprietary businesses are considered to be made
out of income paymenis to the individual proprietors. Likewise. the income taxes
paid by proprietors are considered like income taxes on other private individuals, a
deduction to be made out of income payments to individuals.

* The concept of net nationa! income used by the Department of Commerce prior
to 1947 excluded corporate income and profits taxes, putting them together with
tndivect bustness tazes (page 9). The 1947 revision follows the procedure given
above.

*This analysis does not imply that people necessarily receive what they deserve.
Some may be upderpaid, some overpaid. It simply is ab accounting relationship: all -
income created in production is due out to those who have claims on productive en-
terprises.
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total of payments made to or accruing to the factors of production,
and (2) the measure of net production at factor cost.

The sense in which we speak of the national income as measuring
net production at factor cost will become clearer as we discuss below
two other measures of income and production. But the central no-
tion behind nef is an everyday sort of concept.  When we speak of a
man’s income being $3000 a year, we mean that he could spend that
amount during the year, and still be as well off at the end as he had
been at the beginning. His income is the maximum he can spend
on his consumption needs without dipping into his capital {(that is,
without drawing down his savings aecount or selling some of his
stocks or bonds, or zelling other property or letting it run down).

Just so for the whole economy. The net production of the whole
economy in a year is the flow of goods and services which can be
drawn off and consumed without leaving the economy any less pro-
ductive than it had been (that 1s, without decreasing, on the whole,
the quantity of factory buildings. machinery, goods in process, and
so forth, which will be used to produce output during the next year).

If we were ealeulating this net production by taking a census of
the output of the economy, evidently we should need to make a de-
duetion fram the total ontput of all enterprises to allow for the goods
which are used up in the course of produecing other goods. Most
businesses will use up in the course of produetion some of the output
of other businesses,  An eleetrie power plant, for example, will use
up coal and other raw muaterials in the proeess of generating elec-
tricity.  [F we add into our figure for national product both the
value of the electricity produced and the value of the coal used up
(whieh is the output of a coal-mining business somewhere in the
ccononiy), we shall be counting the value of the coal twice, and so
emerge from our figuring with a mistakenly high estimate of na-
tional output,

The solution is to count in national product only the net value
added by each business.  In other words, from the value of output
of each husiness (measured at factor prices, and after an allowance
for depreciation of plant and equipment is taken out), we must sub-
tract the value of the supplies purchased from other concerns and
used up in production. But the difference between net value of out-
put of auy one business and the value of its purchases from other
businesses makes up the funds available for income payments to
individuals having claims on the firm. plus social-security taxes,
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corporate-income, and excess-profits taxes, and corporate savings®—
in other words, the main components, as we have already seen, of
the net national income. If we sum up this net value added for all
husinesses of the economy, and add in the payments made by gov-
ernment to the factors which it employs (page 6), then we have
exactly what we have already ealled the net national income. This
is an alternative way of arriving at the concept of national income.”

Net National Income (or Product) at Market Prices

The goods produced in the economy come on the market for sale®
But they are sold at prices which exceed the incomes paid to or ac-
cruing to the resources used in production. The difference is due to
the indirect taxes (sales, excise, property, and others) imposed by
government.

Suppose that the employees, individual suppliers of raw mate-
rials, and owners of a business had paid or had aceruing to them in
return for their services $100.000 at the end of a year. This is the
output of the business valued at the prieces paid to the factors. But
if the government levies a tax of $15,000 on the commodities pro-
duced. it is for $115,000 that the goods sell in the market. The out-
put of the business valued at market prices is $115,000. If we add
up market valuations of production over the whole economy, we
have net national income {(or product) at market prices. For 1939,
the figures are:

In Biuions or DoLLARS

Net national income (or product) at factor costs. ......... ... 723
plus  Indirect taxes........ ... ... 8.9
eguals Net national income (or product) at market prices. . 81.2

Gross National Income (or Product) at Market Prices

For certain purposes it is desirable to have a measure of gross in-
come or product in the economy, in contrast with the net measures
we have used up to now.

1. Suppose we add up the sales of all business enterprises, adding
in any increases in inventories, since these also represent a part of
the production of business. From this total we will make no de-

*The income taxes of unincorporated business and the savings of unincorporated
business are included within income payments to individuals.

" With only slight changes, this reasoning would hold for the gross measures of in-

come we discuss below,
* With some exceptions (page 4).
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duction for depreciation of plant and equipment or for other re-
serves. But as before we will avoid the double counting involved,
for example, in counting the coal consumed in an electric power
plant in addition to the electricity produced, by deducting for pur-
chases from other businesses in the economy. Qur resulting figure
gives us income from sales (plus inventory changes) for all busi-
nesses in the economy. It is a consolidated incame slatement, and
is identical with the total we should get if we combined all businesses
in the economy into one. and had that one present an income state-
ment for its total sales. adjusted for inventory changes. We can
think of our figure as a measure of the gross sales or income of pri-
vate businesses or as a measure of the gross expenditure for the pro-
duction of private businesses or, finally, as a measure of the grass
produetion of private businesses.

2. But production is also carried on by government agencies,
They produce, we know. goods such as munitions of war. and serv-
ices like harbor maintenance and sewage disposal. Part of the ex-
penditure of government will be for the output of private busi-
nesses, and so is already counted in above. The remainder of its
expenditure for output consists of pavments to emplovees of the
government and to other individual suppliers of resources to it—
that is. to the factors of production directly hired by government,
We can think of 1t as the cost value of government produetion.

When we add together gross business sales and the cost value of
government produetion, we have a total which is called gross na-
tional expenditure or product or income.

What relationship has this gross national produet or income at
market prices, to the uet national product or income at wmarket
prices which we arrived at above?  They are evidently alike in that
both are measured at the prices paid for eommodities on the market
(rather than at the prices paid to factors). They are also alike in
that both include all the income ereated by the services of the fae-
tors of production.

The difference lies in the depreciation and other reserves set up
by businesses® These reserves are covered by sales of businesses,
but still are not included in the constituents of net national product
at market prices: indirect taxes and the income created by the fae-
tors of production. Hence. they must be added to net national
income at market prices in order to get gross national income at
market prices as we have defined it.  In 1939, the relationship was:

® There are, in addition, certain minor sdjustments.



THE NATIONAL INCOME 11

In BiLrLions oF DoLLARS

Net national income (or product) at market prices. . ... .. .. .. 81.2
plus  depreciation and other” reserves and adjust-
ments. .. ... e 7.5
equals  gross national income (or product) at market
PIICES . ot ittt it e e 88.6
Depreciation

Amaong the reserves we have mentioned, depreciation is much the
most important. During any period in which production is going
on, the buildings and equipment of businesses are gradually wearing
out, rusting, or becoming obsolete. A country is not free to use up
all its (gross) production except at the cost of growing steadily
poorer in capital equipment: hence. at the cost of steadily lessening
effectiveness in employing its labor foree and natural resources.
The same argument holds for each of the individual businesses,
which all together produce the output of the economy. Each must
make good the loss in value of its equipment and resources that re-
sults from production, else it will eventually find its plant and equip~
ment worn out and obsolete.  On the money side, this means that
if businesses dispose of all the proceeds of sales by paying the funds
out in taxes and in incomes to the factors of production, the capital
facilities of the business will eventually be found to have become
worthless, with no funds available for replacing the lost value.

Businesses must, therefore, set aside depreciation reserves and
certain other reserves for occasional, uncertain expenses, such as bad
debts. The reasoning is plain, but the caleulations of the correct
amount of depreciation reserve to set aside turns out to be a very
difficult matter.

Evidently, capital losses ought not to be constdered a part of de-
preciation.  Catastrophes of various sorts—fire, earthquake, bomb-
ing in wartime, riots, and the like—cause destruction of the capital
equipment, of a country. Shifts in consumer demand may make
some capital equipment valueless or reduce its value. Some of
these events occur fairly regularly in the experience of thousands of
businesses, and ean be insured against. Sure insurable losses are
then a normal experience in production, and will enter our accounts
as part of the costs of production. But the remainder of these
events is not part of the regular and organized processes of pro-
duction. Just as we have above (page 4) excluded from count-
ing in the national product capital gains (which arise from events
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external to the ordinary productive activity of the economy), so

~ought we stinilarly to exclude eapital losses from being counted as
depreciation., But firms will need. to accumulate reserves against
such unecertain events, and these reserves will reduce the net funds
actually available for payment of taxes and for distribution as in-
comes.

How much depreeiation reserves proper ought a firm, for its own
purposes, to set aside? The problem in its simplest form s that of
accumulating funds just sufficient to replace capital equipment at
the end of its useful life. If the farmer’'s tractor 1s expected to last 10
vears, we could argue that he ought to set aside approximately 4
of its purchase price every year. But the estimate of the useful life
of the tractor might be wrong: it might have worn out at the end of
eight years. or after 12. Nor is the physical life of the tractor
alone a matter of doubt, The traetor may be economically obsolete
long bertore it is worn cut, If new and efficient machines become
available, the farmer may decide to replace his tractor with a new
type at the end of five vears. And the turn-in value of his old trac-
tor will have dropped sharply when better models appeared on the
market. Furthermore. is the new efficient tractor to be valued, in
view of its greater contribution to production, at 1% or 1} or some
other multiple of the older type?

Even if the type of capital equipment has not changed (so that
we need not worry over the problems of obsoleseence and the essen-
tially unsolvable problem of comparing quantities of unlike equip-
ment), there is still the possibility that prices of new eapital facili-
ties might go up or go down. The firm would then find it had
accumulated too little or too much reserve to make good deprecia-
tion.

Hence, the decisions by businesses as to the correct amount of
depreeciation and other reserves to put by involves a high degree
of judgment. and of guessing about the future. Conservative ac-
counting policy allows rather generously for depreciation and capi-
tal loss. Businessmen sometnmes set aside larger reserves still in
orcder to increase the assets of the business. On the other hand, in
depressions businessmen may often pay out more than current net
earnings (that is, eat into reserves}, especially in order to prevent
control of the business from passing into the hands of others.

There are always the unforesecable, or partly unforeseeable,
causcs of eapital loss which we have noted above. It appears, on
the whole, that the value of ecapital facilities would probably
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shrink™ if businesses did not have savings to draw on, in addition
to their depreciation and other reserves (particularly when prices
are rising, and hence the cost of replacing capital equipment is also
rising).

The depreciation and other reserves which appear in national-
income data are not necessarily those which a firm would decide was
best for its own purposes. The government assesses taxes on the
incomes of corporations, and what the income of a corporation is de-
pends in part on how much reserves it had put aside out of its earn-
ings. Hence, the government cannot permit firms to decide, for the
purpose of minimizing taxes, how much reserves to set aside. The
rules for the calculation of these reserves are laid down in the tax
laws of Congress, as these laws are interpreted by the Bureau of In-
ternal Revenue and by the courts.

During World War I, the allowance for these reserves rose much
higher than before because of the larger volume of plant and equip-
ment subject to depreciation, the rule that defense facilities could
be considered valueless after five years. and the higher level of
mining output {which meant that higher reserves against the de-
plc*ion of the mineral resources were justified ).

It is, then, the legally permitted reserves which appear in na-
tional-income statistics, as in the 1939 data given above. But
whether or not the total of these legally permitted reserves might
seemn, from an economie point of view, to be too high or too low, they
still must all together make up the gap between net national income
at market prices and gross national income at market prices. The
reserves are set aside out of total sales of businesses, and are not
included in any of the components of net national income at market
prices.

The Uses of National-Income Concepts

We have emerged from our inquiry with three measures of pro-
duection, income, or expenditure (we can use the terms interchange-
ably): (1) gross national product or expenditure at market prices,
{(2) net national product or income at market prices, and (3) net
national product or income at factor prices. Finally, we have (4)
disposable income of individuals, which is not a measure of produe-
tion.

® Cf. Fabricant, Solomon, Capital Consumption and Adjustment, New York: Na- ¢

tional Bureau of Economic Research, 1938, and Villard, H. H., Deficit Spending and
the National Income, Chap. 2, New York: Fammar & Rinehart, 1941.
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If we are concerned only with percentage changes, it often does
not matter greatly which of these measures we use, since they are
" usually highly correlated with each cther. But if we are concerned
with amounts, or amounts of change, then it is important to dis-
tinguish among them.

The gross national product

1. The gross national product has three special uses.

(a) For short-term studies of perhaps a decade or less, gross
national product is g useful, perhaps the most useful, measure of &
country’s production. In such a short period, the total of all goods
and services produced may carry the most significance. The faect
that some of this gross output must eventually go to make good
depreciation can be partly or entirely neglected. Our buildings and
equipment must be replaced eventually, but not necessarily now.

{b} The gross-national-product concept of the Department of
Commerce, which we have followed, measures the revenues from
sales of all businesses taken together (with adjustments for inven-
tory changes) plus the cost value of government produ tion.
Hence it 1s also a measure of gross or total expenditure by all spend-
ing agencies for produced goods and services: by all consumers,
businesses (which buy plant, equipment, and inventories), and
government bodies. An especial usefulness arises through ineclud-
ing in our measure of national product these gross expenditures of
business and the total expenditures of government. (Both of these
can be figured on a smaller or net basis;!! and they are both so
taken in the net-product-at-factor-prices eoncept.) It is useful to
take them “gross” if we feel—as we do—that they are, so figured,
strategically important variables for explaining short term changes
in the economy. The gross-national-product concept arises inher-
ently out of the view that these are variables of crucial importance.??

(c) We possess no acceptable measure of the total of all transac-
tions in which money figures in the economy—the total of all pay-
ments, gifts, and loans—although we know this total is several times
larger than the value of the gross national product. Nevertheless

¥ The expenditures of businesses for plant, equipment, and inveniories can be taken
pet {after an allowance for depreciation and depletion is subtracted) rather than gross
(p. 177 and the expenditures of both businesses and government can be figured at
the factor costs of goods and services purchased rather than at market prices.

Y This reasoning follows that of Dr. Simon Kuznets, Nattonal Product in Wariime,
New York. National Bureau of Economic Research, 1945, pp. 27-31; and Nalional

Income, A Summary of Findings, New York, National Bureau of Economic Research,
pp. 117-121.
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a series for all transactions, with which to compare the flow of money
in the economy, would be very useful. The gross national product
is the most significant stopping point between net national income
and total transactions, and, in reasoning about monetary matters,
can often be used as a substitute for the latter.

The net measures of income and production

The net income or product at market prices and the net income
or produet at factor prices both take into account the obvious faet
that plant and equipment are wearing out as production proceeds.
Therefore both concepts fit the basic meaning of income in an econ- .
omy as the maximum that can be used up out of production with-
out the economy’s becoming poorer in productive capacity.

2. Net inecome or product at market prices values production at
the prices confrontiing the buyer in the market place, and so best
represents the changing situation of buyers of goods. It is, there-
fore, the best measure of production to use in questions concerned
with the trend of economic welfare.!®

But net national income at market prices includes within it in-
direct taxes. And whether the government gets its revenues from
indirect taxes or from other sources bears little relation to the part
rovernment takes in production. More exactly, indirect taxes bear
little relation to the value of government services facilitating pro-
iluetion by private businesses, as compared with the value of direct
produetion by government of final goods and services.™

3. Therefore, for matters concerned with the productivity of re-
sources of the economy, net national income at factor prices is the~
preferable tool. For example, if we want to see what possibilities
exist for shifting resourees from one use to another, or to measure
the contribution of different industries, or to consider the problem
of inequality of income, we shall be concerned with aspects, or com-
ponents, of the net national income at factor prices (or simply, the
national income).'®

4. We still have to consider one measure, not indeed of produc-
tion, but of income. This is disposable income of individuals. Itis
the money income {with minor qualifications) that individuals

¥ However, nothing is said in this measure, taken by iteelf, of the proportions of
different kinds of goods and services available, nor of the distribution of purchasing
power. And, a8 we have seen, “‘noneconomic” kinds of production are excluded from
meagurement.

¥ See pages 18-19.
¥ Cf. Hicks, I. R, “The Valuation of Social Income.” Economica, 1840,
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actually receive; and so is the most s.gnificant total to use when we
want to ecarry through a psychologieal inquiry relating the incomes
‘of individuals to their consumption expenditures and their savings,

The Earning and Spending of Income

Several useful relationships arc implicit in our national-income
measures. The presence of government expenditures and taxes
in the economy introduces a complication, but this we temporarily
neglect.

The earning and spending of income,
neglecting the place of government

Expenditures for the produetion of the economy can be divided
into two classes: expenditures for goods and services which are not
used in any further production, and expenditures for goods which are
used in future production. The former we call consumption goods
and services (food, clothing, haircut, recreation equipment, and the
like). The latter are called investment, or capital, goods.

The only purpose of investment goods is to aid in the eventual
production of consumption goods and services.

1. The largest propartion among investment goods is fired capital,
which consists of buildings and equipment of various sorts—drill
presses, open-hearth furnaces, factory buildings, railroad engines
and tracks, cement mixers, caleulating machines, and so forth.

2. An addition to inventories (stocks of raw materials or goods
in proeess or finished products) is like an addition to fixed ecapital in
that labor and other resources have gone into the inventories, and
in that eventually the inventories will become available in some
form as consumption goods and services. In both cases, labor and
other resources have been employed, without obtaining any im-
mediate increase in the quantity of consumer goods and services
available.

3. Net exports, which means value of exports minus value of im-
ports, is similar to investment'® at home: we are using labor and
other resources to build up a claim on foreigners. which claim can
in the future be transformed into consumption goods and serviees.
The debt that the foreigner owes us can be turned eventually, for

*We use the word investment always to mean real, or physical, investmment—ihat is,
the purchase of the kinds of currently produced output mentioned above. It does not
mean finaneinl. or monetary, wvestment. which is the purchase of securities, or of
govds whose production was completed during some past period.
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Example, into imported woolens and wines. In somewhat the same
fashion, a miller’s inventory of wheat becomes transformed into
flour, and finally into bread; and the railroad’s locomotives become
transformed, over their life span, into ton-miles of transportation.

Since we have divided all of production into the two divisions of
consumption and investment, all the incomes earned in production
must arise from these same two sources: from consumption expendi-
ture and investment expenditure.

Income equals Consumption plus Investment.

Income ean be disposed of in two ways: it is spent on consumption
goods and services (this is the consumption expenditure we have al-
ready listed above), or else it is not spent on consumption goods.
We call that part of income whieh is not spent on consumption sav-
wings. Hence,

Income eguals Consumption plus  Savings.

Since the national income is equal both to consumption plus in-
vestment, and to consumption plus savings, it must be that savings
always equals the value of investment:

Savings equals Investment.

If we consider as investment the total production of investment
goods in the course of any period {say. a year), we have what is
called gross investment. Suppose that from this gross figure we
subtract those investment goods which serve to replace other invest-
ment goods that have completely depreciated—that is, hecome worn
out or obsolete, The remainder is net tnvestment, the net addition
to the economy’s supply of investment goods resulting fromn the
production of the year.

Our above reasoning to the effect that savings alwavs equals in-
vestment holds whether we are speaking in terms of gross invest-
ment and gross savings or in terms of net investment (gross invest-
ment minus investment goods that have become worn out and
obsolete) and net savings (gross savings minus depreciation allow-
ances).!?

We can demonstrate this equality between savings and invest-
ment in a different way. We will speak in terms of net savings and
net investment, Our savings over any period of timme consist of

¥ Gross or net investment, and gross or net savings, may have negative values as
well as positive.
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the value of the additions we have made to our property during
that time. Propertv takes three forms: money, securities, and
physieal goods.  But money is either a security (the note of a bank
or of the government), or a physical good (gold, silver, copper).
We are left with only two eategories.  Securities, in turn, are debts
owed by one person or institution to another, and for every dollar’s
asset in the form of a security which someone holds, someone else
owes a dollar.  IHence, wit/firn the economy. securities cancel out to
zero.  But if there has been trade with foreigners, and on balanee
the people of the economy are owed more (less) by foreigners, this
portion of the seeurities does not cancel out.'®

We are left with physical goods and the excess of exports over
imports.  Our net savings have turned out to be (1) the value of
the inerease in the physical goods of the country—additions to plant
andd equipinent, additions to inventories of goods, plus (2) any addi-
tion that may be made to clanns on foreigners. But the sum of
these two 1s what we have already called net investment.

The earning and spending of income—

taking account of government

The stmple equality between savings and investment, which we
have derived above. is complicated by the existence of government
taxation and government expenditure for output. We might, of
course, elass governinent taxes together with savings, since taxes are
like savings. a part of income not spent on consumption. Similarly,
we might add goverument expenditures to private (or nongovern-
ment) consumption and investment expenditure, wherever they
seem to fit best.””

There are two objections to this procedure:

1. Much of government expenditure eannot be classified under
any single oue of the possible headings:

(a} expenditure for the direct production of consumption goods
and serviees:

(b)Y expenditure for services rendered to private businesses,
thereby facilitating their production of consumption goods and
services;

¥ This reasoning follows in part that of Hicks, J. R., Value and Capital, Oxford:
Clarendon Press, 1930, p 182

" Heowever, we should nemd to exclude {from net national produet at factor prices a
part of the vipenditures of government {or production, since a part is neither for con-
sumption nhoer investment, but only serves to facilitate the production of cutput by
private businessea.
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(e) expenditure for the direct production of investment goods;
and

(d) expenditure for services rendered to private businesses,
thereby facilitating their production of investment goods.

If we were compelled to value total output at market prices as
either consumption or investment, we should logically want to add
in {a) and (b) with private consumptien, and (¢} and (d) with pri-
vate investment.

But we meet major diffieulties when we try to make such a classi-
fication. We will not have much trouble with classifving public
expenditure on park service, band concerts, and museumn guards.
This is pretty clearly consumption. And it will be reasonable to
classify expenditure on government buildings as investment. De-
partment of Agriculture research reports are a service facilitating
the produetion of (mainly) consumption goods and services by busi-
ness.  There are other fairly clear cases. But the bulk of govern-
ment expenditure for output does not fit comfortably under any one
heading.  The services of night policemen on their beats are partly
a protection to consumers, and partly a protection to stores and fac-
tories (that is, o serviee facilitating production). The administra-
tion of justiee, the maintenance of the army and navy, the activities
of the State Department, the support of education—these are also
partly services to consumers, partly public investment. and partly
services rendered to private businesses. Therefore, it appears pru-
dent to avoid the unsolvable question of how to classify government
expenditures, and instead to list them as a separate item in total
expenditure for output.

2, Furthermore, the motives of consumers who buy consumption
goods and serviees and the motives of business men who mainly do
the investing are different from the motives that lead government
bodies to make given expenditures. Similarly, taxes are a compul-
sory drain on incomes, and differ in this respect from the voluntary
savings of individuals and businesses. The logic behind the deci-
sions is different. And so for this reason also it seems bhest to list
government expenditures and taxes separately.

If we take account of government separately, the sources of earned
income become: private consumption expenditures, private invest-
ment expenditures, and government expenditures. The income so
earned is disposed on: consumption expenditures, savings. and taxes.
Properly defined, these inelude all the sources and all the channels
of spending of income. There is no room for a gap anywhere.

P
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Consumption
plus  investment
plus  government expenditure,

both sides of the equation is iden-

tically equal:

Investment
plus  government expenditure,

Savings

}n’Hﬂ

equirls
taxes

this ean be put mto the form:
Havings Investment
plus  government expenditures
minus  taxes.

equuls

Whenever the expenditures of government run ahead of tax rev-
enues. the government is {0 that extent running a deficit and must
obtain the extra funds from borrowing. Since governiment expendi-
tures minus taxes is the government deficit,*® the last equation ean
be read:

Investment
plus  government deficit.

" Savings equals

The earning and spending of income in 1939

The relationship between the earning and spending of income can
he illustrated from United States statisties. The data below are for
10349, and are given in gross terms:™

Dusposimion or INcoME SovkceEs oF INcoMmE

(In Billiens of Dollars)

Conzumption expenditures 61.7 Consumption expenditures
Dwurable goods:

(House furnishings and
equipment, automo-
biles and uccessories,
home rent and upkeep)

Nondurable poods:

{Food, beverages, tobae-
co, clothing, shoes, ac-
cessories, miscellane-
ous)

6.4 6.4

32.6 32.6

> Under gorernment 1 included not only the Federal government, but also the state
and loeal governments. The deficit. may, of course, be negative as well as positive—
that is. there may be a surplus,
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DisposiTioN oF INcoME, (Cont.) Sovrces oF INcomE, (Cont.)
(In Billions of Dollars}
227 Services: 22.7

(Transportation, recrea-
tion, medical care)

Gross Savings: 137 Private gross investment: 10.9
Net savings of individ- Construetion 3.6
uals 6.0 Producers’ durable equip-
Net savings of corpora- ment 3.5
tions 4 Inventory change .9
Depreciation and other Net exports 1.0
reserves, ete. 7.3
Government expenditures: 16.0
Taxes: 135 Federal, defense 1.4
Personal taxes, fees, ete. 3.1 Federal, nondefense 6.5
Corporate income and ex- State and local 8.1
cess profits taxes 1.5

Indirect business taxes 8.9

Adjustments: -3
less transfer payments 24
plus social-security con-
tributions 2.0
plus rounding error 1
§8.6 Gross National Product 88.6

This can be rearranged to show the relationship between savings,
investment, and the deficit of government bodies:

In BirrioNg oF DoLLagrs

Gross Savings 13.7 equals Gross Investment 10.9
plus deficit 2.5
Adjustments: Federal, state,
Trangfer payments, social- and local ex-
security eontributions, and penditures 18.0
rounding error -3 minus taxes 13.5
Adjusted pross savings 134 Grosg investment
plus deficit 13.4

7 H we subtracted from gross savings and from gross investment in 1939 an allow-
ance for depreciation and so forth (7.3 hillion dollars}, we would still have equality
between adjusted net savings and net investment minus the deficit. Both sides would
now equal 6.1 billion dollars,

Detailed items may not add up to subtotals because of rounding errors.



CHAPTER TWO

FLUCTUATIONS IN THE REAL NATIONAL
INCOME: THE PROBLEM OF INDEX
NUMBERS

THE national income (that is, net production valued at factor
prices) rose greatly from 1939 to 1944, By data of the Depart-
ment of Comuinerce. this rise was from 72.3 billion to 175 billion
dollars, or to 242 per cent of the 1939 level. Variations in the na-
tional income have, of course, gone on continuously in the past.
In 1932, output reached its low point of the great depression, 40.4
biflion dellars; in 1929, it had been 84.7 billion dollars. In the
short depression of 1921, the national income was 51.7, and in 1920
it had been (9.5 billion dollars.?

The national output consists, we have seen, of a vast collection of
goods and services whose quantity is measured by the convenient
common measure of money.  This is much the best measure obtain-
able of the mass of unlike goods and serviees produced in the econ-
omy, but it introduces problems when we compare. as above, the
national output of one year with that of another. If prices gener-
ally in the United States in 1944 had been 242 per cent of their level
in 1939, then the real. or physical, output of goods and services
would not have changed appreciably between the two years. Dut
if prices had remained the same. then real output (or income) would
have more than doubled. The two eases differ drastieally with re-
spect to standard of living or produetion for war or other purposes.

The change in the figures for national income from year to year
15, therefore, due in part to change in the quantities of goods and
serviees produced (or, as we say, a difference in real, or physiecal, in-
comw ). and in part to change in the prices of these goods and serv-
ices, If we want to compare the real incomes (or outputs) of dif-

*The svailable data exclude corporate income and excess-profite taxes from the
nationul income for the years preceding 1929.
22
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ferent years, we must try to eliminate the distortion introduced by
changes in prices.”

Another kind of complication sometimes appears: the kinds of
goods and services produced in one year may differ appreciably from
the kinds produced in other years in which we are interested. The
problem of eomparing the real incomes of different years, therefore
has three elements: (1) the kinds of goods and services produced,
(2) the outputs of individual goods and services, and (3) the prices
of the goods and sertices.

The problem would be easy if the same kinds of goods and services
were produced in one vear as in the other and if all outputs of indi-
vidual goods and services had changed in the same proportion. If,
for example, the output of every good had increased by 30 per cent,
then no matter what various price changes had taken place, we
would still say that the real national income had risen by 50 per cent.

The problem becomes somewhat less easy if the same kinds of
goods and services are produced and if outputs are changing in dif-
ferent. proportions, even though all prices change in the same pro-
portion, If all prices had doubled, we could simply divide the value
of output in the second year by 2 in order to have a figure for real
output to compare with the output of the first year. We should
need to remember, of course, that our figure simply represents an
average tendency: that probably, whereas the outputs of some goods
were increasing, outputs of others were remaining constant, and
others still were decreasing. (Despite the vastly increased output
during World War I1, we will remember that we had in 1944 precious
little gasoline for civilian use, no household refrigerators, no radios
or washing machines.)

Simple eonditions, which would make it possible to give an un-
qualified meaning to output comparisons. never in fact exist. The
kinds of goods and services are always changing to a greater or lesser
extent, and we are compelled to make a tacit or explicit decision as
to how many Farmall tractors equal one M-4 tank. Or, if we are
looking over a longer period, we must ask ourselves how many tal-
low eandles equal one 40-watt electric bulb or how many surreys

*Tileally, we might calculate a measure of outputs by figuring what the output of
two sepurate vears would be worth at the prices for each commodily of some one
vear: we shouid then eompletely eliminate the complication of price changes. Qur
calculations would give us a kind of average for the changes in output of the dif-
ferent commodities. Seidom do we have the data to carry through this sort of calru-
lation. We are uaually foreed to do the job indirectly, in a way which does involve
the measurement of price changes.
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with fringed tops equal one Plymouth coupé.® The outputs of some
goods are likely to be increasing, others remaining approximately
stable, and still others falling.  And usually the prices of some goods
will be rising while the prices of others are stationary or falling.

The further we get from simple conditions (that the same kinds
of goods and serviees are produced in one case as in the other, and
that all prices, or still better, all outputs are changing in the same
proportion) the less meaning can be attached to any figures pur-
porting to compare outputs of two periods. (1) Only a vague sig-
nificanee can be attached to a figure pretending to eompare the
yuantity of national output of 1944 with that of 1800: the goods and
services had changed too drastically for us to be able to compare
their guantities. Oue had better try to describe the differences in
words, rather than put down a figure which looks plain but in faet
carries litile meaning.  There is even much difficulty in comparing
the output of the 1930's with that of the war period, sinee the kinds
of output we produced in peacetime were considerably different from
those of the war vears,

{2} In addition. the greater the diflerence in output changes for
individual goods, the less representative is any single measure, or in-
dex, of the general change in output. Suppoese that output changes
for ditferent commoditics were 200, 160, 20, 0, —20, and G0 per cent.
A simple average of these echanges is 50 per cent. But the truth
abott the ehange lies rather in their diversities, than in any single
average figure. The average is not very representative, or typical.

(3) Rimilarly, the greater the differences in price movements, the
less representative is any single figure for the average price move-
ment, which figure we must use when we try to eliminate the influ-
ence of price changes,

Indexes of output earry the clearest significance, we conclude,
when they compare periods in which nearly the same tyvpes of goods
and serviees are produced, when all types of output are changing in
rather similar proportions, and when prices are changing in rather
shimilar proportions.  These conditions are usually met when in-
dexes are constructed for the same country, and for years not far
apart.  Output measures are in such case highly useful tools for in-
dicating the productive performance of the economy.

*This same problent arises when comparison s attempted between the outputs {or
prices) of bwo eountries which produce and use unlike commodities. How many
pounda of rice equal one bushel of wheat? How shall we value a thioly built eottage
for use in the tropics. as compared to a stout New England house, built to prevail
against winter storms?



INDEX NUMBERS 25

Construction of an Index of Qutput

The data which are available and which we ecan use in construct-
ing an index of the national output are the national income (value)
figures for different years, and measures of relative prices.

We can best illustrate the logie of constructing an output index
by speaking in terms of one commodity. We are concerned with
the years 193% and 1944. We assume we ean obtain value, but not
quantity, data for that commodity in the two years (in analogy
with available national income data). Value is equal to price (P)
tines quantity {(Q):

Value of output 1939 = P 1939 x @ 1939.
Similarly for 1944;
Value of output 1944 = P 194 x @ 1944,

A comparison of the real income (or output) of the two years ean
be made by valuing the outputs of both years at the price of some
one year. That one year (sometimes called the base year) might
be 1989 or 1944 or an average of the prices of the two years or even
some third year. Usually little difference results in the final meas-
ure if the conditions of the years in question are similar. Suppose
we use 1939 as our base year.

The outputs of 1939 and 1944 valued at the priee of 1939 would
be:

1) 2)
P 1939 X @ 1939 and 1939 X Q1944

This is the comparison which we wish to make., The first of these
figures, (1), is already given to us in the value of cutput for 1939.
The other figure. (2}, can be calculated. We have already. in the
figure for value of output in 1944, P 1944 w ) 1944. If we ecan find
a way to measure the ratio of prices of 1939 and 1944, we can cal-
culate (2). For:

P 1939

le&xPlMXQlQﬂ=P1939XQIQ44.

In the left side of the equation, the P's 1944 cancel out, leaving us
the figure we want.
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In striet analogy with this, we ¢an construet an index of national
output. Our national income (or output) data are value figures,
giving us the sum of prices times quantities for each year. We also
possess measures of average price changes in the whale economy.

The net national income of 1944, valued at prices of 1944, was
175 billion dollars.  We want to calculate what the national income
of 1944 would be worth, valued at prices of 1939. To make this ad-
justment, we should like, ideally, to have a price index of the con-
stituents of national income (consumption, net investment. and
covernment expenditure), cach valued at factor prices just as na-
tional ineomne is measured at factor prices. We lack such an index
for these vears.  As a close substitute, we use an index of consump-
tion goords (rather than of all output), valued at market prices
(rather than at the prices paid to factors).!

Consumption-goods prices rose by about 36 per cent between
1930 and 1944.° Then the ratio of prices in the two years is 100
10 136, Our caleulation i1s:

100
o .0 = 128.7.
136 X 1750 = 128

We estimate the national income for 1944, at 1939 prices, to be
1287 bhillion dellars. The real national income (or output) in-
ereased (in 1939 prices) from 72.3 to 128.7 billion dellars, or by 78
per cent. If we set 1939 equal to 100 per cent, output increased
from an index of 100 to 178,

We can summarize our calculations as follows:

Iy Broiioxns ofF DoLLARs

1939 1944
Net national income {or output) {current prices) 2.3 175
Index of prices 11039 = 1001 100 136
Real national income (or output} (1939 prices) 72.3 1287
[ndex of real income (1030 = 100} 100 78

*We eau be confident that the use of & consumplion-goods index will not lead us far
astray. though we cannot trust our final resuit to be exact, Consumption is the domi-
nantly important item i net output . nnd the adjustment for prices at which goods are
<okl ax compared with prices paid to factors, is & minor one.  Furthermore, there is
renEon ta expect that the price changes of investment goods and government services
will correlate with the price changes of consumptien goods. These are both in-
theeneed in major degree by the movement of wage rates, and back of wage rates,
Lot as eauxe and consequence, lie changes in the price of conmumption goods and
OTV IS,

* Based on the Bureau of Labor Statistics Consumers' Price Index. adjusted in ac-
carianee with the conclusions of the Mitechell Committee. . Hagen. Everett E,,
Hevow of Econpmic Statistics, p 46, Mav, 15,
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We conelude that in order to get a comparison of quantities of
real output, we divide current values of output by the index of aver-
age prices, (Above, to obtain a measure of real output, we, in ef-
fect, divided 72.3 hillion dollars by 1, and 175 billion dollars by
1.36.)

In these ealculations, we have made use of an index of prices.
Our next problem is to consider how a price index can be calculated.

Construction of an Index of Prices

Just as an output index is a measure of the average change which
takes place in outputs, so a price index, which we need in order to
construct our output index, 1s a measure of the average change which
takes place in prices.

The difficulties we face in our calculation of a price index are
these:

1. First, it 1s never possible to have in our index all the prices
which exist in the country-—prices in every hamlet, for every variety
of good, and for every day of the vear. Even when we wish to con-
struet an index for a particular elass of goods, such as cost-of-hiving
items or agricultural produects or chemieal prorluets, it is seldom pos-
sible to get all the relevant price quotations which exist in the period
of time with which we are concerned. We are foreed to take a
gsample. The sample should be as large as possible, and—onee again
we have occasion to use our best judgment—it should be as repre-
sentative as possible.  The Bureau of Labor Statisties includes, in
the calculation of its index of wholesale prices, quotations for 889
commodities taken from communities throughout the country.

2. A second difhienlty we face in constructing an index of prices is
that the commodities produced in the economy and those appearing
in our sample are not of equal importance. We must try to have
them affect our final index in aecordance with their relative im-
portance—that is, we must weight them sensibly. As an example
of the trouble we get into when we neglect to welight samples reason-
ably, consider the following: Suppose that the price of wheat had
doubled from 1939 to 1944 and that the price of wine had halved:

1939 1944

Wheat (bushel) £1.00 £2.00
Wine {quart) 1.00 0.50
Total 2.00 2.50

Price index, taking
1039 = 100 100 125
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Our price index shows a rige of 25%. . . . But suppose, instead
of measuring wine by the quart, as above, we measure it by the gal-
lon. Then our index can be ealeulated as follows:

1939 1944
Wheat (buzhel) 21.00 32.00
Wine (gallun) 4.00 2.00
Totul 5.00 4.00

Price index, taking
19349 = 10 100 820

Something has gone wrong. There has been no change in the
facts of the two situations, yet one index shows a price rise of 25
per cent. the other shows a price drop of 20 per cent.  Our two cal-
culations should lead to the same result, but they go marching off in
opposite directions.

What has happened is that we have given different relative
weights to the two commodities.  Wine, whose price fell, was less
important in the first calenlation than in the second. The differ-
cuce in the emphasis aseribed to wine was sufficient to alter the
moveinent of the whole index.

The problemnr of weighting is present, explicitly or implicitly,
whenever we construet au index. Tt is essential that it be solved
consciously, with the best judgment that we can muster. not left to
chanece.  (In 1803, the Senate Committee on Finance presented a
price index in which, among other items, wheat appeared once and
pucketknives 235 times, beeause there happened to be prices obtain-
able for those varicties of knives.  Tn consequence. price changes in
pocketknives were given 25 times as much chance as price changes in
wheat to intluenece the movement of the final price index—a result
which the compilers of the index certainly never intended.)

The two problems of construeting price indexes which we have
surveved, samuphng and weighting, are to some extent interrelated.
The inelusion of a cornmadity in the sample implies that we judge
that commodity to be of suflicient importance to be given some
weight

We illustrate below the construction of a price index of the “cost
of living.” For the sake of simplicity only three commodities are

* There are, in addition to these conecrns, other technical and mathematical prob-
Jems of caleulation, into which we do not go here. such ag the choice of a base vear or
period ; and whether the index should be constructed as a simple average, or an aver-
uge of reciprocals, or as 8 geometric mean.
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included. Before caleulating such an index, we must find out the
typical budget, or basket of provisions, for which the econsumer
gpends his income. The quantity of each item appearing in the
basket determines the weight, or relative importance, we are giving
to that item. We then caleulate how the eost of that basket would
have changed in one year (1939), as compared with some other year
(1944).

| 1939 I 1944
e e e el [ =T ==
Commedity # . ‘
I Quantity . ‘
" (weight) Price Yalue LJ Price \ Value
Potatoes. . ... ...... 1 peck $0.50 $0.50 [ $0.75 $0.75
Milk..............| 4quarts 15 60 ‘i 16 Kiz
Meat..............| 2 pounds 40 80 ‘ 50 1.00
Total....... | .........|......... 1.90 ] 2.39
Price Index (taking 1939 = 100) 100 ‘ 126

Criticism of the Consumers’ Price Index

The possible faults of a price index are illustrated by the charges
levied in 1944 against the Bureau of Labor Statisties’ Consumers’
Price Index. These charges were brought forward by the labor
representatives of the 1943 President's Committee on the Cost of
Living, and were generally supported by the national labor unions,
A F.of L., and CI.0. The arguments of the unions for higher
wages would, of course, have been strengthened by official accept-
ance of a cost-of-living index that rose steeply during the war.
The BLS index had risen 23.5 per cent between January 1941 and
December 1943. The labor report charged that the average cost
of living had in fact risen 43.5 per cent. The main faults of the
BLS index. it was said, were its neglect to consider the following:

1. Underreporting of prices by stores and a large rise in prices of
important goods not included in the index.

2. Disappearance of low grades of goods and deterioration in the
quality of goods priced.

3. Large retail-price increase in smaller cities not covered by the
index.

These criticisms are, in effect, either that the prices collected were
not a fair sample of the prices that actually existed for goods of equal

" Formerly called Index of the Cost of Living of Wage Earners and Lower-Salaried
Workers in Large Cities.
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quality. or that the weighting given to the collected prices became
unrepresentative during the war years. A technical committee,
with Wesley (. Mitchell as chairman, set up to investigate the
charges, found that they had some, but very limited. validity. The
Committee conchided that the BLS index should have risen in that
period by 3 to 3 per cent more than it did, not by the 20 per cent
more argued for 1o the labor report.



CHAPTER THREE

PRODUCTION AND EMPLOYMENT

ITE present chapter is concerned with three problems: what in

fact have been the changes in past years in total produetion in
the United States; what have been the causes of these changes; and
what are the prospects for increased produetion in the future?

The Department of Caommerce has issued estimates of the na-
tional ineotne extending back to before World War 1. The data are
given in terms of current dollars—in other words, at the prices actu-
ally existing in the successive years. We can caleulate an approxi-
mate measure, 1909-1941, of real or physical product (real income)
by dividing each of the main classes of production entering into the
national income by an index of its price level, and adding together
for each year the subtotals so achieved.!

The Fluctuations of Production and Employment

The resulting measure of total production (Chart 1), shows a
large rise during the years of World War I, a drop 1o a low in
1921, a continuous rise during the 1920°s (save for the year 1924),
until 2 maximum was reached in 1929, Thercafter, a drop was pre-
cipitous to the low of 1932, followed by a gradual inerease to 1037,
Output fell considerably in 1938, but rose thereafter to the unprece-
dented heights of World War I1.

Usually, changes in employment parallel the changes in produc-
tion. Over the course of the whole period of 35 vears. however,
production was rising relative to the quantity of emplovment—in
other words, the productity of the average worker was rizing.

The only source from which we as members of the economy obtain
goods and services is from what we produce——from the output of the
economy. These abstract figures of rise and fall conceal millions of

' For 1942-1946, see footnote, page 32.

*We should remember, in looking at this rea} product series. that the more unlike
the prices and kinds and quantities of particular goods produred in any two years. the
less meaningful will be any single figure pretending to compare their total production.

31



32 PRODUCTION AND EMPLOYMENT

180 1;}_1—1 A A O I O )
0.5 1 Y 2 I 0 A T2
150 -fLFL T i T L7 11 ARGBUETION ) i
140 |—— R :‘:J 1 [HET NATIONAL INCOME] -
— *-1— {'ﬂr AT PAICES OF 1944] K
120 H i ‘L‘_[ ‘l"“ SCALE AT LEFT 1N J :
_ ! "‘_'_-T'?ILLIEHS OF COLLARS P R
100 1 NEE LATA T NILLIOHS
BILLIONS eol 11 11 TN T / ] 1
e N Y —
OF DOLLARS P - - : kY A ! ye0
I L’ I ! ’l i 450
60-'::TT': foot

5

40

| J
‘ ' ! . L :
o ENaR 5] - Y Y el o
o, PR R L b e e ) @ 0 = T D
YEARS BT - r‘-:[.- S2SSNET m:wmwwlwm ARE AR AR PR S 7iF|T|e 7 F
A L L R N e P L R R E
fol NET NATIONAL INCOME ) mcr-or-'ltfln\o Jm'—m\mmln‘wnmv‘ao:g;mowlw | el o v|e‘|m~2
(CURRENT PRICES, $BILLONSI®. nmmﬂn:n|¢nn‘w‘w‘n|n‘wj\o MR NN o oln e bnd oD eoes Bk
iy L r o 1y :
S e 0~ o Qi m s [ D 0T M) —a _Jaud m@ = o om oM
o' oy - — o B i o —| o0 oL o) oy e o D D
{61 ARICE (NDEX (342100} f ﬁmg;n‘ﬁgwmtwg\: mlmlm\m’mmmf.mimldhhwh N IS =
W e NTENmM om0 N @O R0 NN eC ) h @ o
{IREAL NJET RaTaNaL ';wmmvt\iori‘—n.v'm‘n‘-n n\v:mio}wmwmmw,-n‘w‘qu\hwmu— -1
.gda PRICES §BILLIONS) € DN 0 @ WO g 90 0o~ @ X @ich =~ 0 )P wp-m{mcn[m Ql","‘fj 0
T wo‘*ﬁ'v’?nouﬂmga [y ] S-n,g;'g;ﬁdq:r—wwl;‘u.g :‘ﬂmr-sw ﬁ‘:‘)w
= : —i~ ahwi = mie oy e =
(CJEMPLOYMENT BB LR T F BTSN AR TSRS 5%
[t il ot S Pl

Production and Employment in the United States, 1909-1946

Sources of data: Line (a). Reproduced or calculated from Department of Commerce
data as published in Basic Facts on Employmeni and Production, Senate Committee
Print No. 4, 70th Congress, 1st Session, p. 12; and Survey of Current Business, Feb-
ruary 1946, p. 7; April 1946, p. 14; February 1947, p. 7. Corporate income tax liabili-
ties for 1946 from Economic Report of the President, House Document No. 49, 80th
Congress, 1st Session, p. 38. Due to lack of data, income and excess profits taxes on
corporations are excluded from the net national income before 1929, The difference
at the joining peoint is not great: $1.4 billivns in 1929, and $0.9 billiens in 1930.

Line (b). For 190941 this is an implicit price index resulting from comparing na-
tional income in current dollars with national income in constant dollars, deflation
being made on a product basis. From unpublished data of the Department of Com-
merce, used by permission.  For 1942-1946, an index of retail prices, based on Bureau
of Labor Statistics data but adjusted in accord with the conclusions of the Mitchell
Committee. See E. Hagen, in the Review of Economic Stalistics, May 1945, p. 45.

Line (¢). Calculated by dividing (a) by (&). This series is least accurate during
and after World Wars I and II, due to drastic changes in prices and types of products.

Line (d). Data for 1900-1944, from the Bureau of the Census of the Department
of Commerce, in Basic Facts on Employment and Production, p. 6. Data for 1045-45,
from the Economic Report ¢f the President, p. 50.
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hopes fulfilled or disappointed with respect to consumption and em-
ployment. They represent a car which could or could not be
hought ; a house that could be built or could not be afforded; medi-
cine and hospital eare which was obtained or was not available; a
suit of clothes bought or foregone; churches, jails, schools, or post
offices built—or else they portray idle men who might have heen
produecing these goods.  The figures indicate the produetivity which
enabled us to be the central arsenal of munitions and other supplies,
and a erucial foree in the winning of two world wars. They portray
an expanding sense of well-heing in numberless families through the
possession and enjoyment of goods previously beyond their reach;
and they mirror in the 1930’s the search of millions of men for work
that did not exist.

Wartime output and peacetime output

Our achievement during wartime of a net product rising in 1944
to 175 billion dollars of goods and services is sometimes presented as
a norm of what we ought to be producing in peacetime with the same
labor foree and techniecal conditions. For example, the 1944 total
is contrasted with the 72.3 billion dollars of output of 1939. This
comparison is misleading.

1. For one thing, there was, as we have seen, a price rise of 36
per cent between 1039 and 1944, If we valued the output of 1939
at the price level of 1944, the change is only from 98.3 to 175 billion
doilars. 2. Secondly, during the war years we were running our
cconomy under forced draft, at a level we should not destre for ordi-
nary peacetime years. (a) We attracted into the labor foree nearly
seven million emergencey workers, old people on the verge of retire-
tent or already retired, servicemen’s wives, and boys and girls who
would normally have been in school. Many of these people have
left the labor force with the conclusion of the war. (b) We in-
creased our hours of work in manufacturing from an average of 38
hours a week in 1939 to 45 in 1944, Some war plants adopted the
12-hour day. 7-day week. To retain these long hours would be to
return to the standards of a quarter century ago. (e) Some of our
war produetion was attained at the expense of future output. We
depleted our petroleum reserves, and dug deep into Lake Superior
iron-ore deposits. We also reduced specialized training for peace-
time pursuits: the postwar years are being handicapped by a defi-
cieney of doctors, scientists, engineers. and teachers. (d) Beyond
a certain point, increased production from an economy can be ob-
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tained only at the cost of multiplying controls. Over 134,000 di-
rectives, orders, and proclamations were issued during World War
II by all divisions of the government. During peacetime we have
not tolerated for long the eontrols of the Office of Price Administra-
tion, War Production Board, War Manpower Commission, and
other authorities.

The upward trend of the long run

Within this rather short period which we are surveying, the fluc-
tuations in output associated with prosperity and depression (with
high and low employment) stand out conspicuously. We note the
high points of 1917, 1929, 1937, and 1944; and the low points of
1921, 1932. and 1938. For still shorter periods (say for 1929-1937,
or 1037-1943, or 1918-1924), the dominant importance of output
fluctuations correlated with employment changes is unmistakable.

Over the whole period, there is a clear tendency for output to rise.
If we should stop our series with 1938 or 1939 (eliminating the
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boom vears of World War II), the rising trend would be much less
emphatic, because the great depression of the 1930’s would then
come at the end of our series. But even so, a line drawn through the
average of the output figures would slope upward.

Estimates covering a longer period of time show an emphatic up-
ward trend, although the figures become less reliable in the earlier
years, and, as we have seen before, there is obstinate difficulty in
comparing periods far apart, when kinds of goods produced are much
different, The qualitetive difference between the outputs of 1870
and the cutputs of today is just as important as the guantitative dif-
ference which alone is measured by an index number: 1n 1870 there
were ng radios, plastics, telephones, synthetic textiles, automobiles,
hard-surfaced roads, electric motors, mechanical refrigerators, or
airplanes.

If, however, we can neglect this qualitative difference, or hold it
in the back of our minds, we may see that the Kuznets series, 1879-
1938 (Chart 2) portrays a doubling of the real gross national prod-
uct every twenty years, or an annual rate of increase of 3.5 per cent.
The last two points on the figure, which are lower than the trend,
give evidence of the wastage of resources in idleness during the great
depression of the 1830°s.  In 1929, the gross national product (De-
partment of Commerce data, 1944 prices) measured a little over 100
billion dollars; by 1950, if the long-term trend continues, it will be
about 200 billion dollars,

Causes of Variations in Total Production

The total production of the economy is dependent on how much
work we put into productive activities and how productive our work
is. The latter depends on the intensity of effort and the average
skill of the working foree, the quantity of natural resources and of
capital equipment utilized, and the level of techniques and organi-
zation.

The initiative and general effectiveness of management (which is
one type of work) are a pervading and powerful influence in all the
above. The decisions of management are immediate determinants
both of the amount of labor hired and of the efficiency with which
that labor ean produce in cooperation with natural resources and
equipment.

1. As the population has grown in past decades through excess of
births over deaths and through immigration, more people have be-
come available for labor, However, output depends not on the
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total labor force available, but upon the amount of labor actually
used in production. This, in turn, depends on the numbers of per-
zons employed (charted above) and the average number of hours of
labor which they put in. Chart 1% shows that when employment
changes. output usnally ehanges also in the same direction and in ap-
preximately the samne proportion. Where there is divergence, the
explanation must lie either in changed hours of work put in or in
one or more of the other elements deseribed above.

2. Output depends also upon the intensity of effort, and the aver-
age skill of the working force.  Society attempts to encourage dili-
vent effort by promising higher ineome, prestige, security. more in-
teresting and varled work, and so forth, to those who produce
vifeetively.  The average skill of the working population has been
ineregsing. and this has been a persistent influence toward higher
output, lwmprovements in education for productive purposes nor-
mally have their effeet with a considerable lag, as newly trained in-
dividuals In growing numbers find their way into the working force.
The coticentrated training programs of wartime. covering millions of
persons in their wost produetive years, should have a continued
stimulating effect on output throughout the next several decades.

3. Aninerease (deerease) in the quantity of natural resources and
of capital equipment utilized will. other things being equal. lead to
an inercase (decrease) in guantity of output.  If rich mineral or
other resources are discovered. each worker has more to work with
and will tend to inercase his output.  Or if each worker has, on the
average. more tools and machinery at his disposal, he will tend to be
more productive.

4, Improvemenis in technique can be divided into two kinds: bet-
ter types of capital equipment, and better methods of organizing
production.  Spurgeon Bell, in his study Productivity, Wages, and
National Facome . coneluded that by far the most important element
in mfuencing the preductivity of labor (that is, output per man
hour) is not quantity of eapital equipiuent. but its guality. Changes
in quantity and changes iu types of capital equipinent are, mn faet,
not easy to disentangle from each other. Tt is hard to find cases
where a chiange in the quantity of equipment takes place without a
change iu its type, ar quality. Suppose one iz employing a
worker in mixing conerete and would like to raise his output eonsid-
erably. Tt would not be very useful to give him two shovels instead

*p. 32
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of one. A better stratagem would be to give him a small cement
mixer—that is, change the kind of capital equipment and add to its
guantity at the same time. One major cause of increased output
since the beginning of this eentury has been the remarkable increase
(15 per cent per year) in the quantity of electric power in use. This
can be viewed as both quantitative shange {a simple increase in the
quantity of powered equipment) and qualitative change (an in-
creased flexibility and versatility in the available power).

Qutput per worker may be increased also by improved organiza-
tion of production—for example, by installing an assembly line, or
by introducing a better bookkeeping system or a better emplovee
training program, or by increased specialization among firms.

Tt is not possible to say in general which of the above four causes
of changed output are the most important. For one reason, our
statistical methods are not able to separate with sureness four ele-
ments which are always operating jointly: and for another reason,
it is clear that their relative importance differs widely, depending on
the time and the point of view, At a time of much unemployment
{1921, 1932, and 1938}, it is evident that the most hopeful path to
higher output lies through increasing employment. In the long
run, causes which raise the produetivity of labor-—increases in incen-
tives and gkills, inereases in the quantity of capital equipment, and
advances in techniques—come into their own.

Biased explanations of increased production

It is worth while noting how speeial-interest groups look to one or
another of these causes of inereased produetivity in the effort to
emphasize their own importance.  Labor groups often are inclined
to press their case for higher pay on the grounds that higher skills
are being required or that men are being worked harder (the
speed-up). Investors, who are disposed to urge lower taxes on
higher-income groups whieh do the bulk of the saving (and so pro-
vide funds for lending to businesses with which to buy equipment},
may explain increased output by an increase in the quantity of
capital equipment. Engineers and business managers seem in-
clined to explain output rises in terms only of improved eapital in-
struments or organization.

“This is the argument in the pamphlet issued by the Committee for Constitutional
Government called Raistng the Weorkingmar's Standard of Living, and in ether pub-
lications issued by this Committee.
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Production, Per Capita and Per Worker

Over the course of past decades, the population, as well as the pro-
duction. of the United States has been growing. The increasing
output has been divided among more people.  Production per capita
is evidently a much closer measure of the standard of living than a
sitnple figure for total production. Chart 3 helow shows the ap-
praoximate trend of production (real income) per capita during the
past century and a half, though once again we caution against aserib-
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CHART 3
Rea! Income per Capita, 179%9-1946

Sources: The data for 1799-1908 are from the study by
Robert F. Martin, National Income in the United States,
1799-1938, pp. 6, 7. (New York: National Industrial
Conference Board, 1939). The data for this earlier pe-
riod are not closely comparable with those for 1909-1946,
which are calculated from Chart 1, page 32 above,
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ing much meaning to comparisons made over so long a period. The
chart is chiefly useful in showing comparisons over brief homoge-
neous periods, for example, twenty to thirty years of peace.

This rise in real Income can be exemplified by considering how
many hours of time an average factory worker had to work, in 1914
and 1938, to buy certain common articles. In 1914, he had to work
11.5 hours to earn enough to buy his felt hat; in 1938, 3.2 hours. To
buy work shoes, he formerly had to work 9.3 hours; later, 3.3 hours.

19ta 1938
DRUG g
AND
TOILET
ARTICLES

CHART 4

Hours of Average Factory Work Reguirea to Eqrn
Income Enough to Buy Certain Articles

Source: By permission, from Machinery and the
American Standard of Living, p. 47. Machinery
and Allied Products Institute, Chicago.

The real cost of a 60-watt light bulb dropped from 1.7 hours to 0.2
hours: and of a typical colleetion of drug and toilet articles, from 4
hours to 2 hours (Chart 4). A tvpical automobile would have cost
about 4500 hours of average factory work in 1914, 2000 hours in
1838, The typieal washing machine which previously cost the aver-
age worker 187 hours of work, later eost 62 hours.® and so forth.
The comparison is the more striking because light bulbs, automo-
biles. washing machines, and numberless other articles were vastly
improved in quality during this space of 24 vears.

Comparison of the real income per member of the working popu-

*Op. cit., p. 45.
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lation of the United States with that of other nations of the world,
attempted by Colin Clark from data of the middle 1930’s, suggests
that we are the second most productive nation of the world. The
data below are for some of the principal nations of the world in four
groups according to their level of productivity. The figures are
average weekly incomes in dollars, at the purchasing power of the
dollar 1925-1034.°

New Zealand 83280 per week
Unitnd States 2870
Great Britain 24 60
Australia 2340
Germany 15,90
Sweden 1550
France 12.30
Ttaly 770
USSR, 7.30
Jupan 6.50

India (roughly) 380
China (roughly) 220
The rise in United States production per ecapita which we have
illustrated above tock place side by side with a continued decline
in the length of the working day.  Before the 1830's. the hours in
manufacturing were the same as m agricalture, which set the pat-
tern: tn sumnier, 14 to 16 hours a day. with two hours or less time
out for meals; and in winter. ¢ to 12 hours, with an hour or less for
meals. By 1870, a 10-hour day was usual in the crafts, but 11 to 14
hours was the rule which prevailed iy such less skilled oceupations
as cotton milling and transportation. The hours worked per week
probably averaged a little under 70. In 1940, working hours in
factories averaged 38 per week, By that time as compared with
1870, some 20 to 30 hours had been added to the leisure time of em-
ployees.’
Further additions to real welfare have originated from compul-
sory education, which delays the beginning of full-time work for the

*CMlark. Cotin, Conditions o] Econovmic Progress, London: Macemillan and Co.,
1940, The weekly figures we give are calenlated from data on pp. 32, 37, and the
Table facing p. 143, They are of course no more than approximations. The com-
parisons are based on oa 48 hour week. and the “workirg pepulation” ineludes both
emploved and nnemploved. Henee the productive capacity of the United States 1s
mivh underestimated, beeause about one-eighth of the working force was upem-
ploved at the time the data were collected.

"womers. Harold M., "The Performance af the American Economy since 1360, in

The Growth of the American Economy, p. 778, Wilhamson, Harold F, ed. New
York: Prentice-Hall., lnc.. 1944.
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average young person until age 16 or 18; from increasing average
length of life, which had been 30 to 40 years at the beginning of the
nineteenth eentury, and by 1946 was about 65 years; and from
social-security legislation, which has diminished somewhat the men-
aces of sickness, disability, unemplovinent, and dependent old age.

The Productivity of Labor

Production per capita is a measure of the real income which is on
the average available for consumption. For some purposes, it is
more useful to look to average output per cmploved worker, or to
the productivity of labor. The productivity of labor can be meas-
ured in terms of product per worker per year or product per man
hour. The former can be ecalculated for the whole economy by
dividing the national produet by the number of employed persons
(Chart 5 below). Production is valued at the prices of 1944

$3000

2500 }— _;\‘_7‘/1,_
EOOOL—— —— t

AN = ”
1500 [— \—.7‘; \/

915 1920 1925 B30 1935 1940 1944
CHART 5
Production per Worker, 1913-1944 (prices of 1944)

Produetion per worker has followed a clear upward trend, the
rise per year averaging 1.2 per cent. During years of depression,
there is a decline owing to reduetion in hours worked per week.

Over the whole of industry. produetion per man four has in-
creased nearly without interruption since 1409,  In manufacturing,
the average rate of increase has been between 3 and 34 per cent a
vear (Chart 6).

Production per man hour in mining has risen during the last 20
years at the rate of 3 per cent per vear, almost as rapidly as in
manufacturing. Continuous improvement in mining praectices, in-
cluding increased mechanization, has more than offset the depletion
of the richest ores and the inereased difficulty of reaching ores.
Productivity inereased more rapidly than the trend around 1931,
when lowered total output diseouraged the working of any but the
richest ores. During World War 11, the necessity of working low-
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grade ores decreased productivity in lead and zine mining and in
certain other nonferrous metal-mining industries. But other min-
ing industries maintained produetivity at a high level by postpon-
ing development work {which for the time being returns no
produet ).

Productivity in railroad transportation also has risen at the rate
of nearlv 3 per cent a year. More powerful engines and better road-
beds. which in turn mean longer traing and faster schedules, have
heen a continuing influence toward this advance. During World
War I, at the same time that there was a tremendous iticrease in
traffic, produetivity jumped 50 per cent.” The main cause then was
fuller loading of cars. During the first several vears after the end
of World War II, produetivity will prebably be found to decrease,
beeause of an increased volume of maintenance and repair work.
But gradually, as equipment is modernized, productivity should
again increase,

In agriculture, output per worker varies considerably from year to
vear, but the long-term trend has been upward at the rate of 1.2 per
cent a vear.

This upward trend reflects the combined influence of increasing
capital equipment and rising techniques. The fariner has come to
possess more cultivators of specialized types, more reapers, more
tractors, and so forth, and this cquiptent has been improved in
quality. The farmer has, in addition, come to utilize better vari-
cties of plants and animals (hybrid eorn, disease-resistant types of
wheat, improved breeds of eatile) and more effective methods of
cultivating the soil (erop rotation, contour plowing. scientific fertili-
zation).

The fluetuations in agricultural productivity year by year are very
considerable.  One main cause is varving weather conditions. A
second is the tendeney of workers to migrate into unproductive sub-
sistence farming in time of depression. and to leave agriculture for
other oceupations in time of prosperity.  The farmers who remain
on the farms in good times as well as bad are on the average the more
productive group. Hence, the number of workers in agriculture
eorrelates more highly with the general state of employiment oppor-
tunities in the nation than with the total output of agricultural com-
modities,

The 24-per-cent increase of productivity during 1939-1944 is em-
phatic evidence of the extent to which farmers can be induced to

" 1939 to 1944,
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raise their production under the combined incentives of higher
prices, government guarantees, and patriotism.

The prospects for increased productivity in peacetime

Our wartime experience does not provide a clear indication of the
peacetime prospeet. Evidenece from the munitions industries is
cspeeially ambiguous.

A basie difficulty is that in the munitions industries the kind of
product changed drastically between peace and war. How many
alarm elocks equal one time fuse? How many radios equal one
radar set?

Another difficulty arises from the development of new products
and frequent revision of types in produetion. While a firm is get-
ting ready to produce a new product—that is, is getting out blue-
prints, tooling up. and overcoming bottlenecks in its production line
—productivity drops to zero. And when, as a result of war experi-
enee, the demand is for improvements of produets, productivity
sinks. The Willow Run plant turned out Liberator bombers during
World War I, but, complained Bricker of the Ford Motor Co., “The
Army wanted a change in the model every morning. How . . ..
could we get mass production?” ®

A third difficulty in trying to compare wartime productivity in the
munitions industry with its past or future peacetime productivity is
that low cost is not an object in wartime. The government sought
to keep costs down through cost-plus-fixed-fee contracts and through
renegotiation to limit profits. Nevertheless, low money cost was
not. an objective of moment compared with the overriding im-
portance of winning the war at a low cost in lizes. Atom bombs at
1 billion dollars each might turn out to be cheap from this point of
View.

The last two points we have listed suggest that wartime costs—
and man hours put in per unit of product—were relatively high in
the munitions industries. But they do not afford grounds for pre-
dicting peacetime productivity because of the incomparability of
war- and peacetime producets.

If we seek a clue to future produetivity from the nonmunitions-
manufacturing industries, we find that the data show a rise after
1939 of some 7 per cent by 1941, then a moderate decline of 4 per
cent by 1944,  But these nonmunitions industries were also subject

*Quoted from Forfune magazine, p. 178, January 1846, bv courtesy of Charles R.
Walker and the Editors of Forture.
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skilled oceupations with lower pay, or forecing them to undergo re-
training and perhaps to move to new locations. The linotype, fol-
lowing its introduction in the 1890's, made obsolete the skills of hand
type setters. ‘The Owcens automatic bottle machine replaced skilled
hand blowers. The eontinuous rolling mill introduced into the steel
industry during the 1920’s enabled a single mill to turn out with 125
men & quantity of sheet steel formerly produced by 4500 men in 96
mills. The community as a whole is more productive and has a
higher real income in consequence of the techniecal advance; but in-
dividual workmen often find the same change a disadvantage, or
even g lifelong tragedy.

The economy can minimize this human cost through establishing
retraining programs and through faeilitating the movement of labor
from surplus areas to areas where its skills are needed. DBut it can-
not altogether eliminate the human costs of progress. The ex-
istentce of such cost indicates that the optimum rate of technical
progress is not that rate which is best from an economic point of
view onlv, but a somewhat lower rate. At this lower rate, the less
rapid increase of real income is compensated for by decreased human
costs.



CHAPTER FOUR

PRODUCTION AND PRICES

THE level of total production and the rate of change of that level
have a systematic relationship to the average price level of an
economy.

Wholesale and Retail Prices

We plot in Chart 8 the data of the Bureau of Labor Statisties for
wholesale and for retail prices, together with the series we have
used before for net production in the United States. Wholesale
prices are those paid by businessmen for commodities bought in
quantity ; retail prices are those which retail sellers charge for con-
sumers’ commodities. (But the indexes do not measure the prices
of the same goods at different stages of the productive process, as
we might ideally desire. The prices are not only for different. stages,
but also for different commodities.)

Wholesale prices show a greater percentage variation than retail
prices: they rise higher and fall lower. One element in the explana-
tion of this fact is the greater extent of rigid (unchanging or slowly
changing) pricing in manufacturing, transportation, and the retail
trades, whose charges make up the difference between wholesale and
final retail prices. This rigid pricing is explained by monopolistie
factors: the prevalence of conventional prices and other forms of
monopolistic priecing in the given fields. A change in demand for
retail goods tends to force price changes back upon the more nearly
competitive suppliers of basic wholesale goods—farmers, raw ma-
terial producers, and others—rather than upon retailers, trans-
porters, or manufacturers of finished products.

Another element in the explanation of the difference in price
movements is that the demand for retail goods is relatively stable as
compared with the demand for goods at wholesale, where fluctua-
tions of demand for eapital goods are extreme. We eat bread fairly
regularly through prosperity and depression, but steel is a prince-or-
pauper industry.

49
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If we compare the levels of wholesale and retail prices over the
whole period, we notice that retail prices were higher relative to
wholesale prices after 1920 than they had been during 1914-1920,
The explanation partly lies in the price collapse of 1920-1921 in agri-
cultural commodities and other raw materials. Another element in

250
[TITTITTT l
PRODUCTION
2¢O |- [NET NATIONAL INGCOME +—=-f - = -
AT 1944 PRICES] ™~
170 | AEAQ sCALE IN BILLiONS [~ kst
ya Lt | | ¢ poitams | RETAIL PRIGES |
‘E/II' AEAD SCALE AS  INDEX NUMBERS
120 d vi ‘l*".!...::.::‘.: iy e s o 9
110 i ] i
14 Paget =3 T
90 R
2o y y= ' 5
0k <~
1 AL t_\ Y --1/|READ SCALE as wMDEX mubinEl
60 . e I N [l 13
/ \¢EIER
SnT 1 o T T
AR AR AR AR ARNAANGARAARSARARYNARA
fa} NET RATIONAL IHCOME l‘g-_wwmmwmn- ©|w| o oo ol | o o 0 ot 0|0 |afinlm 0| o | e
tmulu.rou.tsuFwtczshn312253’\‘32C353332'g3ununmﬁwszsg'igg.‘?{;:?ii
wrmetan pmces - . ( sirlelalein vlele migleluniielslsll s nlglslelslslelulsl e
i .
{c) WHOLESALE PRIGES - - lflﬁﬂff%ﬁ'ﬁgé%\;g3§3g§3$F32332{3i3f2323553&'
CHART 8

Production, Retail Prices, and Wholesale Prices in the United States, I909-1946

Line (a). Data from Chart 1, p. 32.

Line (b). This is the “Consumers’ Price Index” (formerly called the “cost of living”
index) of the Bureau of Labor Statistics. Data from Basic Facls on Employment and
Production, p. 16, and Survey of Current Business, p. S-4 of the February 1946 and
January 1047 issuyes. For 1040-1946 the index is corrected in accord with the con-
clusions of the Mitchell Committee. The index is on the basis of 1935-30 = 100,
and figures are rounded to the nearest whole number.

Line (¢). Bureau of Labor Statistics data, from Basic Facts on Employment and
Production, p. 17, and Survey of Current Business, loc. ¢it. 1926 = 100, and figures
are rounded to the nearest whole number.

the explanation can be found in the growth, in goods near consump-
tion, of more elaborate packaging, of increased services in retailing,
and of other aspects of monopolistie competition. We no longer,
for example, buy our crackers, salt, and sugar from the grocer’s bar-
rel, but i boxcs under brand names; and perhaps the store delivers
to us. But the different composition of our two indexes—the cir-
cumstance that different commodities are included in the one than
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m the other—makes it hazardous to reason closely about the cause
of their relative movements.!

Production and Prices—Description

How do prices change as production falls and rises? We look
especially at wholesale prices, since they are more sensitive. In
general, we find that production and prices move together, 2 rise in
the one being associated with a rise in the other, and a fall with a
fall. But the correlation is not nearly so close as that between pro-
duction and employment. The very great price rise of World War I
continued to its maximum after the war. Prices broke, and dropped
abruptly during the short depression of 1921. They rosc a bit as
output increased toward 1925 or 1926, and then fell a little even
though produetion kept on inereasing to 1929, The movements of
production and prices agree more closely after 1929 than before.

How We Should Expect Prices to Behave as Production Changes

The prices of individual commodities are determined by the in-
fluence of supply and demand. Neglecting the complications in-
troduced by monopolistic policies, as distinet from those of competi-
tion, we can reason as follows: (1) If the quantity of goods supplied
to the market increases (or if demand for them decreases), prices
tend to fall. If potatoes are harvested in abundance some year,
consumers will be persuaded to buy them up only if their price
drops below its previous level. (2) If, instead, the quantity de-
manded increases {or if supply decreases), prices tend to rise. If
the public comes to be convineed of the merits of those washing
machines which wash, rinse, and dry clothing automatically. the
manufacturers of the machines realize that they can charge higher
prices for them, and still sell & large volume.

In the short run, when it is difficult to introduce new resources
into a field, a rise in prices owing to an increase in demand tends to
be associated with only a moderate rise in output. In the longer
run, factories will be expanded and new factories built in such a field,
and as supply on the market grows, prices will fall helow their
previous level. The manufacturer of our automatic washing ma-
chine will soon find other manufacturers entering into competition
with him. They develop or obtain the use of an effective design and

* On the price movementa of different types of commodities, see the rlaborate study
of Millz, Frederick C., Prices tn Recession and Recovery, especially pp. 431 . New
York: National Bureau of Economic Research, 1936.
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purchase and set up the necessary machinery. Eventually as sup-
ply increases, producers are forced to lower their prices in order to
sell their outputs. In the converse case of a drop in prices due to
a fall in demand, individual producers (seeking the maximum profit
possible under the new conditions) will decrease their supply on the
market. As time goes on, some of the producers will shift over into
more attractive fields (perhaps by the hard road of bankruptey),
and output declines further. Prices will then rise somewhat from
their previous level. We can deseribe both of these situations by
saying that supply is less elastic (that is, output responds less to a
given change in price) in the short run than it is in the long run.
Prices of individual goods, then, are determined by the conditions
of supply and demand. We are now concerned with explaining
average prices—that is, prices of all goods and services in the econ-
omy. Nevertheless, the basic explapation remains the same: supply
and demand conditions still determine average prices over the whole
economy. But now we need to speak of supply as e whole and de-
mand as a whole, or of aggregate supply and aggregate demand.

An increase of demand when much
unemployment exists

Suppose that a large percentage of labor and other resources in the
economy is unemployed. (In 1932 and 1933 about one quarter of
the working foree was unemployed.) Prices are apt to be sagging
downward, especially in the more purely competitive fields of agri-
culture and raw-material production. In some areas, however,
where there is much monopolisti¢c insulation from competition and
where labor unions have been able to maintain their wage rates,
prices will be falling little or not at all.

In this situation, suppose that businessmen suddenly find that
they can sell more of their products. Aggregate effective demand,
that is, total money demand, has increased. The increased demand
might have ariginated in several possible sources. It might have
come from consumers’ deciding to save less and spend more for con-
sumption goods: they might even draw on their past savings. It
might have come from businessmen’s decisions to buy more invest-
ment goods, in the form of buildings, equipment, or inventories of
raw mnaterials. It might have come from more government spend-
ing for war or peacetime purposes? Finally, the increased demand

*In every case, we must assume that this ineressed buying is not offset by decreased
buying elsewhere in the economy. For example, the increased government epending
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might have originated in more buying by foreigners, perhaps in an-
ticipation of war abroad or because of crop failure.

Since there is heavy unemployment, it will be easy for employers
to hire more resources at approximately current prices: unemployed
labor is abundant. hours ean be lengthened for people who are work-
ing part-time, raw materials can be obtained readily, and plants
which had been running at only a fraction of capacity can expand
quickly.

Some employers may, as they expand their output, find that their
efficiency of production is diminishing, but this is not likely if they
had been operating their plants at relatively low volume. Usually,
firms will find average efficiency rising as they expand output of
their plants toward planned capacity.

Taking into account both these influences—prices of labor and
other resources, and efficiency of production—we should not expect
average costs to rise with rising output. As an over-all result, since
output (supply) can be expanded readily without higher costs,
prices are not apt to rise appreeiably.® The efiect of the increased
demand will be almost entirely to increase output, hardly at all to
increase prices.

We can find illustrations of this in the periods of the past when
uncmployment was greatest. In the years 1921-1922 when unem-
ployment was 11 and 7 per cent, respectively, of the working foree,
output rose considerably while wholesale prices were almost con-
stant. In the years 1932-1933 when about 25 per cent of the work-
ing force was unemployed and in 1938-1940 when unemployment
varied between 19 and 15 per cent, output rose considerably while
prices rose little or even fell a bit. (Unemployment of labor is
an approximate. but useful, indieation of idle equipment and abun-
dant raw materials.) It is evident that output can increase much
when there is heavy unemployment without a significant rise in
prices. This is what our reazoning leads us to expect.

An increase of demand when there is

moderate unemployment

Suppose there is only moderate unemployment of labor and other
resources, and that total demand increases. Some firms will still be
able to expand readily if they happen to be in localities where more

iust not be offset by deereased spending by consumers or businesstmen because of
taxcs on either of these groups or because businessmen have become alarmed by the
government policies or gloomy about future business prospects.

? Unless certain special influences to be discussed below happen to be important.
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unemployed labor is available than is true generally, if they have
ille equipment or ean readily intensify the use of their equipment,
and if they have easy access to more raw materials.

Other firms, however (since unemployed resources are rather
scarce ), will find it necessary to pay higher prices in order to obtain
more lahor or more raw materials: they must bid them away from
other firms who are also in the market to buy them. Many firms
will find efficieney diminishing as they try to force a larger output
out of a given factory, office, farm, or mine. They are overloading
the plant, pushing it beyond the point of maximum efficiency.
Since the costs of these two groups of firms are higher with larger
output, they will not increase their outputs unless they are induced
to do so by the offer of higher prices. Finally, firms who have a
considerable amount of monopoly power (that is, who feel them-
selves insulated against inroads of competitors in their fields) will
be encouraged by the increased demand to raise their prices.!

Henee, if demand increases in an economy where there is moder-
ate unemployment, of resources, output will rise—unemployed re-
sources will be put to work, and those already employed will be used
more intensively. And prices will rise also.

In the somewhat longer run (as we have seen above), prices are
apt to recede from the point reached shortly after demand increased.
For one reason, resources will flow inte competitive fields where out-
put is especially short and prices are especially high. Capital equip-
ment will be built and installed in such businesses; mineral resources
will be surveved further and mines extended; and workers will train
themselves for oceupations where wage offers are relatively high.
For a second reason, imitators are apt to encroach on fields where
monopolies have kept prices especially high.

In Chart 8, such periods when unemployment was moderate, and
demand, output, and prices were all increasing, appear in 1914-
1915, 1922-1923, and 1940-1941.

An increase of demand when there is

already full employment

Suppose there is approximately full employment of all resources
of the economy all the normal labor force is at work, many of them
working overtime. and we have perhaps drawn into the working
force people who ordinarily would not be working—old people,
school bovs, and housewives. We are making as full use as is rea-

* See. however, pp. 62-83.
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sonably possible of the natural resources and capital equipment of
the nation. And then demand increases still further.

The only possible effect is for prices to rise sharply. In faet, they
will rise in the same proportion as demand increases. 1f demand
rises by 20 per cent, prices must rise by 20 per cent. Output
cannot rise appreciably if we are already making full use of all our
productive resources, and people can spend more funds on the out-
put of the economy only if that output is sold at higher prices.
Manufacturers, retailers, and farmers, too, faced with such a boom-
ing demand, will raise prices with pleasure. They can sell their
entire output at higher prices as readily as at going prices. And
employees, both in and outside labor unions, will find demand for
their services urgent and will be able to secure higher wage rates.
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CBART 9
The Price Level, and the Level of Production and Employment

Graphic representation of the relation
between total production and prices

It is possibie to summarize graphically (Chart 9) what we have
just said about the relation of production and prices. It should be
remembered, however, that our graph will portray only average
changes: it will blur the details in which sometimes will lie our spe-
cial interest.

We will assume, in the chart, that the efficiency with which the
economy utilizes resources remains approximately the same during
the period of expansion we are considering. Hence, we can plot the
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movement of production and employment together: when employ-
ment rises, production rises in the same proportion.®

Prices are charted on the left, from a very low level at 0 to a very
high level as we move upward. Output and employment are at a
very low level at 0, increase to the right until all resonrces are em-
ployed {output is, therefore, at 2 maximum) at F.

As demand inereases from a very moderate guantity, we should
expect production and employment to inerease much, prices little.
As demand increases further, the effect i1s more and more on prices,
less on production and employment. Finally, at full employment
of resources, production can increase no further, and any increase of
aggregate demand will increase prices only.

The effect of a drop in total demand

A decline in demand means that businessmen cannot find buyers
for their current output at current prices. The volume of produe-
tion, prices. or both, must drop. Some asymmetry between our for-
mer case of inereasing demand and this case of declining demand is
introduced by the fact that, whereas businessmen are glad to see
prices rise and wage earners are glad to see wage rates rise, both
groups resist so far as they can the fall of prices and wage rates.
Often. the resistance is bitter, accompanied by rising social antago-
nism. Prices, therefore, tend to be more flexible in an upward,
than in a downward. direction. England had little suceess in the
attempt to deflate prices during 1925-1930; nor had France any
greater success through the middle 1930°s. The German effort in
1930-1932 heightened social conflict and helped pave the way for
the Nazis®

As demand drops. businessmen who have some degree of monopo-
listie power try to maintain their prices and reduce output instead.”
Labor unions attempt to maintain their standard rates. (But just
as businessmen may give confidential discounts, workers may, in
fact, accept less pay than they are officially supposed to receive by

* Efficiency will, however, diminish (output rises by a emaller proportion than em-
plovment of resources) if the productive equipment of the economy comes to be over-
loaded or kinds of products are changing rapidly or the effert or hours of labor
Jdiminish. This divergeuce is one cause of higher prices as full employment is ap-
proached.

* Australia, on the other hand. furnishes an exception. There, in 1932, a 25 per cent
cut in wages was accomplished successfully. The United States in 1929-1932 went
through a wholly unintended drastic price drop, paralleled only by Germany: whole-
sale prices here fell 32 per cent and retail prices, 20 per cent. We should not want to
go through the cxperience aguin, if we could avoid it.

" See below, pp. 170-172.



PRODUCTION AND PRICES a7

union rules.) Farm groups, coal-mine associations, and others
converge on Washington in pursuit of special legislation to main-
tain their prices.

The greater the amount of unemployment of resources, however,
the more difficult it is to maintain the prices of the past boom period.
Prices will tend to drop the most in those areas where there is the
greatest proportion of competitive, as opposed to monopolistie,
pricing; and where there is the greatest proportion of unemployed
labor, business managers, capital equipment, and natural resources.
These productive resources (or their owners) are willing to aceept
lower rates of return in order not to remain unemployed. And so
the level of prices of the whole group is forced downward.

Production and prices in the long run

In the longer run, an influence is operative which we have neg-
lected so far. Techniques and organization will, in a progressive
economy, improve in time: better types of equipment and more
effective ways of organizing production will come into use. Hence,
from any fixed quantity of resources, a larger output is produced.
Production, per worker, or per unit of equipment, or per acre of land,
rises. Then, with a larger supply of goods and services coming on
the market (if effective demand remains unchanged), prices wiil
decline.

In a progressive economy like our own, such improvements in
techniques may have significant effects during the course of only a
few years: they are likely to be dominantly important over the
eourse of scores of years and of centuries.

Of course, other influences than technical progress will in the long
run operate to help determine output and prices. The population
(maore exactly, the working force) may grow or decline, and its aver-
age skill and effort may change. New natural resources may be dis-
covered (and technical change may cause them to be revalued), or
existing resources may be depleted. The quantity of eapital equip-
ment used in production may increase or decrease. All these factors
will influence prices by altering supply of goods and services on the
market. Total demand may also change as a reflection of a changed
money supply available in the economy, changed buying habits of
consumers, changed prospects confronting businessmen, or changed
spending and taxing policies of government.



CHAPTER FIVE

THE MAIN CONSTITUENTS OF TOTAL
PRODUCTION

T THE time the United States became independent, agriculture
was by far the dominant mdustry. Such manufacturing as
there was seemed to Alexander Hamilton at the time a “vast scene
of household industry.” The picture has changed much since then.

The Long Trend for Major Industries .

It is conventent, following Colin Clark, to divide production into
three main divisions: primary industry, consisting of agriculture,
forestry and fishing ; secondary industry, covering manufacturing,
mining. and building ; and tertiary industry, eonsisting of commerce,
transportation, communication, and services. We do not have
trustworthy estimates of output going back many decades into the
past. but it is possible to measure the relative importance of these
industries by numbers of employees as far back as 1820 (Table 1):

Table 1

Percentage of working population in various industries*

Primary Secondary Tertiary
Agriculture Mining Commerce
Forestry Manufacturing Transport
Fishing Building Communication
Services
T %o %
1820 ............. 723 12.3 153
1840 .. ... .. .. 68.8 149 16.1
860, .. ... 60.2 19.9 198
1880 ... ... .. 194 25.5 25.0
900, . ... ... .. 374 29.0 33.5
1920 ............. 26.7 332 40.0
1935 ... ... ... 25.4 28.8 45.8

* Clark, Culin, Conditions of Economic Progress, London: Macmillan sad Co,, 1940, p. 135, From census
data presented by Wheipton, in Journal of the American Sististical Society, vol. xxi, p. 339. The data

for 1935 exclude unemployed petsons who wets attached to these industrics.

58
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The percentage decline in primary industry is found in all coun-
tries where productivity is increasing. As average output grows, a
smaller proportion of our energies needs to be put into agriculture
and like industries, which produce goods for which our demand is
rather quickly sated as supply increases. The average person in the
United States was eating about the same volume of food just before
World War II as he had in 1870, but was buying five times as much
manufactured products. During this period, the number of farmers
inereased only 60 per cent, whereas the number of factory workers
rose about 400 per cent.

The available data indicate also that every country, as its produe-
tivity rises from a low level, moves toward a point where sccondary
industry is relatively largest. Beyond this point, tertiary industry
keeps on growing until it is dominant. This point of maximum in-
dustrialization was attained in the United States by 1920; it was
reached carlier in a number of other technically advanced nations.!

The pull which over the course of decades draws men into sec-
ondary and tertiary industries is mainly the likelihood of obtaining
higher average incomes there than in primary industry, though more
attractive working conditions and living conditions may also be
factors. Colin Clark estimates the average incomes in 1935 of per-
sons employed in the three industries as follows:

Primary Secondary Tertiary®
3688 81728 $2456

Labor is more productive of value in the latter two industries;?
incomes are deetdedly higher; and labor tends to flow into them.
But men change their occupations with reluetance: noneconomic
ties and the risks of taking a leap into different work are a drag on
migration into remunerative and expanding occupations. Many of
them will simply follow in their fathers’ footsteps. Some of the
others will interpret the long-run decline of an old industry as merely
temporary bad times.

The tendency of migration away from agriculture to equalize
urban and rural wage rates is more than offset by the circumstance

! Clark, Colin, Conditions of Economic Progress, London: Macmillan and Co., 1940,
p
Op. cit. p. 342. The incomes are measured in terms of the average purchasing
price of the dollar during the period 1925-1934.
*1t is worth noticing that an increase in physical productivity in an industry (say.
agriculture) will lead to a drop in value productivity, if the increased output can be
sold only at considerably lower prices.
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that so many more children are born in the country than in the
city: the rural net reproduction rate is about double the urban
rate.*

Interrelationships of Industries in 1939—Leontief’s Input-
Output Table '

The bulk of the statisties at our disposal relating to the behavior
of the economy measure one specifie characteristic; for example, the
output of #1 Northern wheat, the price of steel channel beams,
or the hourly wages of ship fitters. Onlv in the last three decades
have there been careful attempts to measure certain totals, or ag-
gregates, which appear strategic in measuring or interpreting over-
all performance of the economy. Dr. Simon Kuznets, the De-
partment of Commerce, and other groups have, as we have seen,
estimated such aggregates as gross national income, net national in-
come, total consumption, and total investment.

Neither of these two types of data portray the interrelationships
of the individual industries and groups of the economy. But it is
possible to show in one table (a) the distribution of the outputs of
various sectors of the economy--business enterprises, households
(which supply services). government agencies, and so forth; and
correspondingly, (b) from what sources the input used by each of
these units was obtained.

Table 2 is a simplified presentation of such an input-output table
for the United States in 1939.

One may read the table in this fashion: each sector of the economy
listed on the left and reading down supplied goods and services of
the given values to the other sectors of the economy listed at the top
and reading across. For example, the agriculture and foods indus-
try produced an output valued at 17,059 million dollars. Of this
total, an amount of goods valued at 555 million dollars was bought
by the minerals and manufacturing industries; 643 million dollars
was bought by the transport and trade industries; 14.522 million
dollars was bought by consumers (households). '

We can look upon the relationships in a reversed fashion: the in-
puts of the sectors listed at the top came, in the indicated quan-
tities, from the sectors listed at the left. The Government, for
example, bought goods to the amount of 558 million dollars from the

* Looking to the balance of births and deaths, the rural population of the United
States was in 1930 tending to increase by 54 per cent in a generation ; the city popula-
tion waa tending to decline in the ratio of 14 per cent. The Problems of a Charging
Population, p. 134. National Resources Committee, 1938. .
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minerals and manufacturing industry, paid its employees (house-
holds) 7,837 million dollars, and so forth.

Of the total input of any sector the proportions which come
from each supply sector (including households, which supply la-
bor) change only slowly over time. The relations indicated among
the units of the economy by such a table, therefore, furnish a useful

Table 2
Input-Output Relationships, 1939*
In Millions of Dollars

I 1I 11 v v A’
All
Other
Min- Indus-

Agricul-| erals | Trans- | tries
ture and port and .
and Manu- and Inven- | Govern-; House- | Total

Foods |facturing| Trade | toties ment helds | Outputs

I Agriculture
and foods. .| .... 555 643 1,330 9 | 14,522 { 17,058
II Minerals and
manufaec-
turing. .. .. 1,329 2,730 | 16,265 559 | 12,152 | 33,035
IIT  Transport
and trade. .| 2,261 5,977 1,653 100 689 | 10,680
IV All other in-
dustries

tories. .. .. 9,103 | 13,410 1,817 R 7,436 | 34,562 | 66,327
V Government .| 1,073 334 32 9,712 e 2,504 | 13,765
VI Households..| 4,167 | 14,212 | 2,548 | 40,024 | 7,897 | .... | 68848

Total
imputs.....] 17,933 | 34,538 7,770 | 68,984 | 16,000 [ 64,519

* Caleulated (rom data of the Bureay of Labor Statistics, Postwar Division of the Employment and
Oecupational Outlook Branch.

guide to the relationships we should expect within the moderately
close future.® Analysis of these actual interrelationships can lead to
prediction of changed size of output and changed distribution of out~
puts and of inputs of specific industries, in response to changes in
over-all employment, or to transition from war to peacetime produe-
tion. A table showing total outputs of different industries, without

*Cf. Leontief, Wassily, “Economic Statistics and Postwar Policies,” in Poatwar Eco-
w Problems, pp. 163-64. Harris, Seymour E., Ed, New York: McGraw-Hill
k Co., 1943.
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any indieation of the channels of use of those outputs, omits the
detail of interconnections whieh an input-output table can present.

Such a table can be developed in as little or as much detail as we
like. We might class separately households, and all other “indus-
tries” including government. Or we might have 50 or 90 or more

Tahle 3
Price and Outputs by Industries, 1929-1932-1937*

Percentage Drop Percentage Rise
1929-32 Elas- 1932-37 Elas-
. tieity ticity
Induatry Group Tatal of Total 0 of
De- |Prices| Out- Supply || De- |Prices utt- Supply
mand put mand pu
1. Motor vehicles. . . . 770 12&| 749 6.2 665 2671 649 32.0
2. Agriculturul imple-
ments........... RG 14 84 6.0 101 9 84 7.6
3. Cement ........... 62 16 55 3.4 44 20 24 1.2
4. Troo und steel. .. ... 8 | 16 | 76 | 48 (b0 | 20 ) 67 3.4
5 Autotires . ........ a6 25 42 1.7 57 27 24 0.9
6. Leather products...| 43 33 18 0.6 64 29 27 0.9
7. Petroleum products.| 47 36 17 0.5 66 21 37 1.8
8. Textile produets. .. .| 56 39 28 0.7 54 24 24 1.0
9. Food products ., | .. 15 39 10 03 23 24 -1 |1-004
10. Agricultural com-
modities. . ... ... 55 5 1 0.02 47 36 ] 0.2

* The percentage changes in prices and output are from the National Resources Committee: Siructure
of the American Economy, Table XXI1I, p. 3% of Volume 1. The figures for percentage change in de-
mand are approximate. being eslrulated fram the given price and output data. Elasticity of supply is
calculated. The original sources of data are the Bureau of Labor Statistics index of wholesale prices,
and Federa] Reserve Board indexes of output., Percentage changea are calculsted on 1329 as a base.

Tt is useful to remember that whereas total real output had about recovered by 1937 to the level of
1929 (the round figures in billian dollara are (19291 93, (1932) 58, and (1937) 95), surrent money value
of net output had not recovered (the corresponding figures in billion dollats are 85, 40, and 73).
tlivisions, depending on the data available and on our purpose. We
have, therefore, in such input-output relationships a bridge between

the whole economy, and as many subdivisions as we wish.

Short Run Changes in Qutput of Particular Industries

When demand for the output of a firm or of an industry declines
(that is, when buyers are unwilling at some given price to buy as
large a quantity as they previously bought) there are, as we have
seen, two effects: price tends to decline and output tends to decline.”
But in some industries, the main effect of the decreased demand is to
reduce prices (cutput not being much affected); in other industries

' The total demand {money spent) for a eommodity is price times output. If the

price of wheat iz 81 a bushel, and 1,000,000 bushels are sold, then total expenditure on
wheat must be $1,000,000,
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the main effect of the decreased demand is to reduce cutput (prices
not being much affected). ,

The preceding table ranks ten industries approximately in order,
from those in which prices move least flexibly as demand falls and
rises to those in which prices move most flexibly.

The effect of a drop in demand tends to be least on price, and most
on output, in those industries (motor vehicles, agricultural imple-
ments, cement, iron, and steel} in which the monopolistic element is
strong—that is, where produets are highly differentiated and where
a large proportion of output is produced by only a few firms. Mo-
nopolistic policy tends to dominate the selling of geods the produc-
tion of which involves much manufacturing, and which are ready, or
nearly ready, for sale to the ultimate consumer. The price of bread
at retail, for example, tends to change very little when demand
changes; the price of wholesale bread tends to vary more; the price
of flour is still more sensitive; and the price of wheat is most sensi-
tive of all.

Among the more purely competitive industries where the effect of
the demand decline is mainly on price (in our list, agricultural and
food products, and textiles) are those which supply raw materials,
nondurable goods, and standardized commodities in general.

Parallel results usually oceur when demand is inereasing. Where
the monopolistic element is strong, the main effect is on output, and

- prices rise only moderately. Where the competitive element is
strong, output tends to rise less, prices more. We should particu-
larly notice this because it is often casually argued that monopolistic
industries hike prices upward enthusiastically when demand revives.
But the evidence is that prices tend to be inflexible in that area both
in downswing and upswing. ’

Elasticity of supply

We have calculated in Table 3 what we have called, somewhat
loosely, the elasticity of supply of each industry over the periods in-
dicated. We use this as our measure of flexibility of prices—that is,
of how much on the average output changes when we have a small
change in prices. Elasticity of supply is defined as

percentage change in quantity

percentage change in price

For example, the average elasticity of supply for motor vehicles
1929-1932 is 4, or 6.2.
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If, when there is a 1 per cent change in price, quantity of output
_changes by more than 1 per cent, supply is called elastic. If, when
there is a 1 per cent change in price, quantity changes by less than 1
per cent, supply is said to be inelastic. It will be noticed that (with
one exception) supply for the first five industries in both decline and
revival is elastic: prices change relatively little, output relatively
much. The supply of the last five industries is (with two excep-
tions) inelastic—above all for food products and agricultural com-
modities where output changes little but prices are fluctuating
widely.

It should be noticed, as we lock to the elasticities of supply of par-
ticular industries that “other things were not equal.” For example,
when demand dropped for agricultural implements, it is not true
that demand for motor vehicles remained constant. Demand was,
at this time, declining for all commodities. If demand for motor
vehicles and other commodities had been maintained, then some of
the resources used in agricultural-implement production would have
been transferred to the production of motor vehicles and other
goods. This transfer would have involved some of the labor, raw
materials, and machinery which could no longer find full time em-
ployment in the implement industry or could find it only at lower
returns. Output of agricultural implements would have contraeted
still more, and price less. In brief, elasticity of supply would have
been greater under the new conditions.

Elasticity of supply would tend, likewise, to be greater for an in-
dustry whose demand was increasing if demand for the output of
other industries remained unchanged, because resources would
transfer to some extent from the latter industries to the former.

Long-run elasticity of supply

The dates which we have been looking at are for short periods
only—three years of decline in demand, five years of rise of demand.
It is by no means sure that we should find that the industries which
in the short run have the most inflexible prices (greatest elasticity of
supply) would similarly have inflexible prices in the long runm.
Sometimes that is true. Steel rails, as an extreme example, sold for
$28 a ton from 1901 to 1916, and for $43 a ton from 1922 to 1932,
with output varying widely within these periods. But the prices
charged by other monopolistically eompetitive industries have
changed greatly over the decades. In the automobile industry, the
jalopy which we bought for $2,000 in 1920 had by 1939 been im-
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proved into the effective ear which we could buy for $900. The
chemical industry is one of the most tightly disciplined (that is,
most monopolistic) of United States industries, but prices of chemi-
cals during 1920-1939 fell 54 per cent.

The explanation probably lies mainly in a tendency we have al-
ready discussed: that the greater the number of years we are consid-
ering, the greater the extent to which resources tend to flow into a
field where prices are kept high relative to costs (where profits are
large), and away from a field where costs are rising and demand
shrinking. Eventually, as businessmen set up to produce substi-
tutes in a field or migrate away from it, the changed output of the
industry has its effect on prices.

We can, therefore, repeat a previous conelusion: that in all indus-
tries {(monopolistic as well as competitive) supply is more elastic in
the long run than in the short run.

War experience—expansion of output

in particular industries

During our recent war experience, the incentive of price rises to-
ward getting an increased supply from industry was (outside of agri-
culture and other special fields) of secondary importance. The
price of steel plate and glass plate had not, after 52 months of war,
risen at all, but output had multiplied greatly. The price of pig
iron rose only 15 per cent over a period when the output of alloy
steels was rising 433 per cent.* The main explanation of increased
production in war industries and essential civilian supply industries
lay in the controls of the War Production Board and the effective
cooperation of industry with those controls. The essential measures
were those of priorities and allocations, which channeled supplies of
raw materials to the most essential industries. Other measures
checked the building up of inventories of raw material in the ware-
houses of individual plants, mobilized idle supplies, and eneouraged
conservation procedures (such as standardization of end products
and elimination of “frills’).

The situation in 1941 of sample ecompanies in lead mining illus-
trates the diversity of obstacles to expansion, and the diversity of
possibilities of expansion. The information was given in response
to inquiries made by the Truman Committee.

“Output of 1944 compared with that of 1938. Data from Senate Hearinge on Ex~
tension of the Price Control Act, p. 1567, and Third Annual Report of the Truman
Committee. Quoted in Harris, 8. E., Prnice and Related Controls, pp. 277-27%. New
York: MeGraw-Hill Boek Co., 1945,
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1. Federal Mining and Smelting, and American Mining and Smelting: “A 1-cent
increase in price would increase production 10 to 20 per cent in 6 months.”

2. Combined Metals Reduction Co.: “Price increase would not result in higher
production because we are now working all marginal ore bodies.”

3. Shattuck Denn Mining Corp.: “Highber price would increase ore from small
mines sent to our mill. Qur own mine now operating to capacity.”

4. Silver King Coalition Mines Co.: “Mining of submarginal ores will be dis-
continued unless price rises.”

5. Dayrork Mining Co.; “By spending $20,000, we could increase production
within 30 days by 20 per cent. Within %0 days, the maximum increase
could be 4( per cent, at an expense of $75,000."

6. Sherman Lead Co.: “By spending $30,000, we would inctease production
within 60 days by 50 per cent. The mine now is being operated at its
greatest economic rate of production.  Any increase in output will involve
an inerease in cost and a lesser return to stockholders. . . . To achieve a
substantial fraction of 50 per cent possible increase, sixth- and seventh-day
weekly operation is required. Such overtime at time and one half (will
eause)} production under present prices to be obtained at a loss”

7. Shenandonh-Dives Mining Co.: “An adequate priee inerease would add 5
per ¢ent to output within 00 days; and would increase production at least
20 per cent with additional development caleuluted.”

8. Triumph Mining Co.: “No material increase possible with price increase
until new tunnel and mill are completed.” 7

Changes in Demand

In Table 3, the changes in total expenditure (demand) vary con-
siderably from one group of commodities to another. In 1929-1932
while the total expenditure on agricultural implements was drop-
ping by 86 per cent, demand for food products and leather products
was declining by only 45 per cent. And in the five following years,
while demand doubled for iron and steel and agricultural imple-
ments, it rase by about a half for textiles and agricultural coramodi-
ties, and by only a quarter for food produects.

Part of the explanation clearly lies in the rigid prices of the former
commodities in both periods. If prices of a good do not drop in
depression, buyers tend to shift away from buying that good. They
may buy more of other goods whose prices have dropped greatly.
In revival, buyers will tend to buy more of those goods whose prices
rise little.

But this is often an incomplete explanation. Will a man who is
discouraged from buying steel /-beams by their high price be in-
duced thereby to buy more wheat? It seems doubtful. The shift
of demand from one commodity to another is only one element in

T8pecial (Truman) Committee Investigating the National Defense Program, He-
port No. 480, part 5, pp. 216-19.
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explaining changing expenditures on those particular commaodities.
The other element is that total (or aggregate) demand for all com-
modities was declining in 1929-1932, and rising in 1932-1937. The
following chapters will be concerned with this basic problem of
changes in total demand.



CHAPTER SIX

THE COST OF UNEMPLOYMENT AND THE
AIM OF FULL EMPLOYMENT

N THE last several decades, there have been wide variations in

the degree to which we have utilized the resources of the nation.

In many of these vears, produetion could have been increased con-
siderably if we had made effective use of more of our resources.

The Cost of Unemployment

Over the years 1930-1939, an average of 18 per cent of our work-
ing force was unemployed, or nearly one man in five (Chart 10).
Suppose we had instead enjoyed reasonably full employment. How
much would our output have increased? We might argue that it
would have increased by less than the proportion of the newly em-
ployed to those previously emnployed, because the unemployed, with
many exceptions, were those who were less effective and less regular.
On the other hand. there was much part-time employment among
those who are listed as employed—people working half a day instead
of a whole day, or three or four days a2 week only. Also there was
much so-called concealed unemployment. This we define as a bad
allocation of labor due to general unemployment! in the society—
the employment of people in tasks requiring less skill and ability
than those for which they are fitted. Many a mechanic sought ref-
uge from depression back on a subsistence farm, and lawyers and
scholars operated filling stations. In addition, through fear of un-
employment, men slow down their work in time of depression; and
unions stipulate for “make-work” rules—for full crews, stand-by
musicians, maximum width of paint brushes, a limit on the number
of bricks to be laid a day, and for rewiring of factory-assembled
switehboards,

Setting these arguments against one another it seems conservative
to estimate that the national output might have risen by at least

' See pp. T7-78.

68
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the percentage increase in employment which was possible, At
reasonably full employment we could, during the 1930's, have made
use of the services of 49 million persens, rather than the average of
42 million, and net output might have risen by about 16 per cent, or
by 124 billion dollars of goods and servieces (valued at prices of
1944} These lost goods and serviees are nearly equal to our total
production in 1941, a year of unprecedented high output.
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Estimates of the Labor Force, Employment, and
Unemployment in the United States, 1929-1945

Sources: Through 1944, from Basic Facts on Employment
and Production, p. 2. Data for 1945, from the Economic
Report of the President (House Document 49, 80th Conpress,
1st Session), p. 50.

The unemployment data for the preceding several decades are
less reliable; and they likewise do not take account of part-time un-
employment and of concealed unemployment. But they point ta
the conclusion that the proportion of people unemployed was
usually small? Still earlier, in the nineteenth century, the United
States experienced prolonged periods of bad times (pages 116-118).

®The caleulation is as follows. The average labor force during these 10 years was,
by Bureau of Labor Statistics estimates, 51.4 million. We assume that at reasonably
full employment 5 per cent, or 26 million, of the labor force would. on the average,
have been out of work owing to personsl or frictional causes (see pp. 77-78). leaving
the average number of employed at 488 million. This is an increase of 159 per cent
over the average actnal pumber of employed, 421 million. If total output in the
decade had risen similarly, it would have been 904 instead of 780 billion dollars, or
larger by 124 billion dollars.

That this ia an extremely conservative estimate s evidenced by the rise in output
under pressure of wartime incentives. In 1944, rcal output rose 1o 175 billion doflars
{prices of 1944). or 122 per cent above the annual average for the decade of the 1930's
B'Sl%e the Economic Record, March 20, 1940, of the National Industrial Conference
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To the extent that we should, at higher levels of output, have used
up resources which are not perishable and which are available to us
in limited quantity, the loss through unemployment is not perma-
nent. The resources remain at our digposal, and {assuming they are
not made obsolete by some future technical advance) we will uti-
lize them at some future date.

But labor time gone to waste is gone forever: its output is irre-
trievably lost. Time is our ultimate scarce resource.

In addition to the plain loss of time, there is an inevitable de-
terioration of skills, as men are away from their trades for months
and years, and perhaps are forced to take other, lower-rated jobs:

“T was an apprentice engineer and during the depression (1931) I was laid off.
I got the offer of my job back but I was working then as a labourer and getting
305, a week. [ just couldn't go back to my apprentiee’s wage of 15s. I'm sorry
now that 1 didn't.” 4

“T have given up all hope of getting back to . . . my original work, T feel very
keenly the loss of my trade union positions and the pity I receive from people who
knew me. I feel sometimes like a hunted animal whose holes have been stopped
up-!! N

Training for trades and professions diminishes during depression.
Young people are discouraged from beginning a period of appren-
ticeship or schooling which will lead only to unemployment. One
may as well be unemployed without the training. And union poli-
cies reflect the opposition both of unions as a whole, and of their
unemployed members in particular, to starting new apprentices
when skilled men of long service are out of work. In union eon-
tracts with employers. the proportion of apprentices to skilled work-
men is often specified.  Of a sample of union eontracts negotiated
before 1920, 12 per cent specified one or fewer apprentices to 10
skilled workmen. but 41 per eent specified this among contracts dated
1035-1040.%  Diminished training means that the working popula-
tion has a lower average level of skill, and, hence, that the economy
will be less productive in the future owing to the lessened effective-
ness of labor.

We have not vet mentioned what is probably the most important

S Diginherited Youth. a survey made by the Carnegie United Kingdom Trustees dur-
ing 1936-1939. . 13. Quoted in Beveridge. Sir William, Full Employment in ¢ Free
Soctety, p. 246 New York: W. W, Norton and Co., 1945,

®By an unmarried mechanie, in Memaoirs of the Unemployed, p. 1564. London:
Gollanez. 1934

* Slichter, Sumner H., I'nton Pelicies and Indusirial Managemend, p. 38. Washmng-
tom: Brookings Inst., 1841,
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of all the losses brought about through unemployment: this is the
psychological cost, the cost in morale. A person who wants and
cannot find an employee suffers inconvenience. A person who
wants and cannot find a job suffers disaster—not only lack of in-
come with the privation and train of petty and major humiliations
which that may involve, but also a verdict that he has within him
no contribution which the economy values. Once he is convinced
that he is “no good,” then the verdict becomes in large measure
true: he is unlikely to show the effort and confidence which are the
first requisites of success. Lven if there is adequate unemploy-
ment insurance, idleness demoralizes,

Beyond the unemployed themselves are their families, who are
blocked from their chanee of living rounded and expanding lives,
constrained within a narrowing cirele of humiliations and priva-
{tons. It takes a very unusual person to overcome so unsympa-
thetic an environment. All too generally the individual is seized
by a deepening sense of frustration and bitterness.

“Any long spell of unemployment. leaves you with little to bhe proud of and much
to be ashamed of.  Our child is still too young to realize that it is her mother who
works. We carefully keep her from knowing it. . . . You have no life when you
have no work; therc are so many things you cannot do and so few that you may.

It is the work we want a= much as the money.” 7

“When Mr, C. lost his job at Winchester’s, his wife was successful in getting a
job there, and he did the bousework, He did not mind until the neighbors made
fun of him. They saw him working outside the house. He and she have never
quarreled over the housework, but she felt very badly when she saw how miser-
able he was, and when she is home she proteets him from the eriticisra of the neigh-
bors by making certain that he engages in no domestic duties at which they will see
him,” 8

“Even if Mr. Leventhal gets a job on WPA again, . . . he will work just to keep
the family going. They will have no opportunity to save and huild up any secu.-
rity for their old age. With the emplovment situation in his trade what it is,
there is little likelibood of his finding a job in private industry. Mrs. Leventhal
says that she worries a great deal about her children’s future.”?

“My chief trouble is the monotony of a long spell of unemployment. We are
willing to forego replacements in the home, even new clothes, although our present
ones cannot last much longer. But monotonous and msufficient food and having
nothing to do . . . kill a2 man’s interegt in life. . . . Perhaps I miss cigarettes
most and T hate being chained to home most. There is no substitute for work." 19

? By a skilled wire drawer in Memoirs of the Unemployed, p. 130-81.

* Bakke. Citizens Without Work, p. 183. New Haven: Yale University, 1040,

*Ginzberg and Associates, The Unemployed, p. 135. New York: Harper and
Brothers, 1043,

* By a skilled millwright in Memoirs of the Unemployed, p. 105.
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The Meaning of Full Employment

What is meani by the phrase full employment? We look first to
employment of resources other than labor—natural resources and
capital equipment. Ought we to set as a goal that every vein of
coal should be mined, every deposit of copper or lead exploited,
every acre of land cultivated, every machine and every tool put to
use? We know as a matter of common sense that such an objective
would be foolish.

“It doesn’t pay” to work the poorest ores; some land isn’t worth
cultivating; it's best to junk worn-out or obsolete machinery.

Such submarginal resources will not return a product which
covers the cost of the other factors which we use with them.'* We
shall get a larger preduct by using those other factors more thickly
(or more intensively) on better quality resources. It is sensible
to leave thin and inaccessible strata of eoal unmined and obtain our
coal from richer deposits closer to market. If 100 men plus equip-
ment can extract 90.000 tons of coal per year from poor deposits,
but if these men and the equipment, used on available richer veins,
can produce 180.000 tons per year, the first deposits ean justifiably
be left unworked. Likewise, it is sensible to leave barren and
distant farm lands uncultivated; and instead get our agricultural
supplies from the richest land, close to markets. And it is reason-
able for a society to junk equipment in good working order, if new,
more efficient equipment appears which can produce a greater out-
put from a given input of labor and other resources (including in
input the resources required for building the new machines).

If, therefore, we rank in order the resources of the society other
than labor, from the best to the poorest, we shall always come to a
margin, below which it is not worth while to use them. Idleness
of such poor. or submarginal, resources is not a token that the econ-
omy is ineffective in utilizing its factors,

Does the same reasoning hold for labor? As we go down the
scale from persons who. from a combination of professional and psy-
chologieal qualities, are very effective, to those who are less and less
so, we come eventually to those who are so inefficient and unreliable
that their contribution to production is not equal to a minimum
wage. That people are so ineffective is often avoidable, and no
_’.;_'_I'most of those factors (more exactly, their opportunity cost) will be measured

by the returns they earn in the best available other uses. Hence, their returns from
being employved on submarginal resources will by definition not cover their cost.
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other investment of the economy is so well justified as that effec-
tively directed toward diminishing disease, toward nurturing phys-
ical vigor and mental balance, and toward increasing the skills of
the population. Nevertheless, seriously handicapped people are
among the population. Should such people be left unemployed
in a well-organized society?

Our social ethies, by reason of religious and other motives, re-
quire that we aim at maintaining a decent minimum standard of
life for all members of the population, whether or not they are able
to contribute effectively to the social product. The cost of main-
taining the individual is hence a fixed cost from the point of view
of the whole economy. This cost continues whether or not the
individual works; and therefore it is not relevant to the question
of whether or not he should be at work.

The issue then becomes whether the workers in question can,
in some job or other, add enything to the output of the economy.
The answer is nearly invariably “Yes.,” The blind man who weaves
baskets, the man who wipes windshiclds at the filling station, and
the man who picks up papers in the park with his spiked stick,
all add something to the social output. If we consider in addition
the educational value of congenial work toward better skills, and
its therapeutic value toward better psvchological adjustment, we
must conclude that there are few among even the drastically handi-
capped, who would not be of greater use to the society at work than
idle. Practieally all of us can through our work make some contri-
bution to the general good.

When is a person unemployed?

Some persons are idle without being unemployed. A man living
on interest from his investments is not said to be one of the unem-
ployed. Similarly, we do not eonsider as unemployed people who
are on vaeation, or who are ill, or are disabled, or are going to school.
Neither are housewives to be considered unemployed. These peo-
ple are not in “gainful work” voluntarily: they are unable to carry
on gainful work, or else do not want a job,

Our coneern is not with these, but with the involuntarily unem-
ployed: people able to work and wanting work, but still without
jobs. But just as the phrase able to work is subject to a wide range
of doubt, so also is wanting to work. Wanting work is a matter of
degree, varying in aceordance with many influences: the pay rate;
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type, and location of a job in question; working conditions; family
responsibilities; other income available to the family; state of in-
debtedness; the difficulty, expense, and embarrassment involved in
getting a job; and so forth. There evidently are blurred edges to
the conecept of “unemployed,” and possibility of varying classifica-
tions.

We might look at & particular case: Suppose a skilled mechanic
who had been working at $1.50 an hour, is offered a job in his trade
at 75 cents an hour. If he refuses to take the job, shall we con-
sider him a sluggard, voluntarily idle? Suppose our mechanic is
offered a job as soda clerk. If he refuses to give up his trade, in
which he has been trained and perhaps spent years of work, to accept
relatively unskilled work, shall we consider him lazy and not an
honest member of the unemployed? Suppose he 1s offered a job,
aceeptable in itself. but 30 miles away from his home? Shall we
insist that he move himself and his family (if he has one); or com-
mute by bus or train two or more hours a day, or perhaps buy a ear?

The decision as to whether or not a person is unemployed is, there-
fore, difficult to make in many borderline cases. The rule of reason
must apply.  If heis able to work. is seeking work, and is not offered
any job at all, we will certainly call him unemployed. And even
though he is offered a job, if the offer seems unreasonable in view
of the circumstances, we will still eall him unemployed—that is, in-
voluntarily unemployed, not merely an idler.!2

The concepts of unemployment set up by states or by unions ad-
minijstering unemployment benefits may easily go astray in special
cases. Certain Indians in northern Michigan are aecustomed to
act as guides during the summer. and hunt and fish during the win-
ter. But in the winters of the 1930’s, they fell under the legal
classification of “unemployed.” and gladly accepted unemployment
benefits. The story is told also of two farmers in Germany whose
sons worked for them. One day they became aware of the opportu-
nity offered by the law. Each hired the other’s son, and then after
a time fired him. The sons went back to work for their own fathers
as before ; but they now by legal definition were unemployed, and so
were entitled to draw benefits. Rules defining unemployment evi-
dently must be carefully drawn to minimize undesired inclusions or
exclusions.

 There are social scientists who have declared that a man is not unemployed if
there is any job available at any rate of pay, anywhere in the society. Such a view-
point defines away the problems reslly involved.
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The total working force

The number of persons unemployed is the difference between the
total working foree (the total number of persons able to work and
seeking work) and the total of employed persons.

The total working force is not necessarily any fixed proportion of
the total population. In recent years, the working force has in-
creased by more than the total population because the population
inerease has been coneentrated in the 20-to-24-vear, productive, age
groups. Nor, in any given year, is the working force a fixed number
of persons. Over 5 million persons in the United States are unde-
eided as to whether or not to look for jobs. Many of the workers
who are auxiliary earners for the family fall into this classification.
If the main income earner of the family loses his job or takes a pay
cut more of these people will want Jobs: the labor foree increases.
Professor Slichter estimates that about 10 million families in the
United States, or one in three, have more than one income earner.
Another marginal group is to be found among the 2 million young
people who enter work in normal years. Many among these must
make a doubtful decision whether to take a job or to continue in
school a bit longer. And also many of the 2 million people above
the age of sixty-five who are working must make close decisions on
whether to retire, or to continue working a year or so longer.'?

More of these hesitant people will be attracted into looking for
jobs and accepting jobs, if there are job opportunities available
where pay rates are attractive, where hours of work are convenient
(especially important for housewives), where work is clean and
light, and the loeation close at hand. Improvement in working
conditions is, therefore, an influence toward increasing the size of
the working force.

An increase in the number of jobs available has a two-fold influ-
ence: on the one hand, it induees people to look for work who pre-
viously considered their chanees too poor to justify the fatigue, em-
barrassment, and expense of job-hunting. On the other hand, some
people will withdraw from the labor force when the primary earner
of the family obtaius a job or receives an increase in wages. A
change in the demand for labor, therefore, causes offsetting move-
ments both into and out of the labor force.™

u Estimates of Slichter, Sumner H., “More Job Givers Wanted.” Fortune, p. 180,
October 1M5.

“ The argument we have given in the above two paragraphs can be reversed: there
is a reciprocal influence between jobs available and the labor force. We have mid



76 "THE AIM OF FULL EMPLOYMENT

As a consequence of these influences, the labor foree has a deeid-
edly varying total and is composed, in some measure, of different
individuals from month to month. In the course of a year, some 10
to 15 million persons join the work force at least temporarily ; hence,
if the work force averages 60 million, some 70 to 75 million people
have been at work during at least part of the year. Seasonal 8uec-
tuations are wide: 3 to 4 million more people are usually in the
work foree in midsummer than in midwinter. In January, 1945, the
civilian work force was 51 million, in July 55.2 million—a differ-
ence of over 4 million." Because of offsetting movements into and
out of the work force over the cycle, the seasonal variations are
larger than the cyelical variations.

Employment estimates and unused productive capacity

The best sources which we have for employment and unemploy-
ment data are the Census returns of 1940, 1930, and before; and the
current Monthly Report on the Labor Foree, also of the Census Bu-
reau.'® The monthly surveys obtain their data from a carefully
stratified sample of the whole population——about 25,000 households
in 123 counties throughout the nation. But all estiinates have their
particular deficiencies. The monthly reports understate the amount
of unused labor power in the country:

1. They include as employed those people who worked only part
time. Some of the farmers, businessmen, and professional men
listed as employerd hardly worked at all, but were included because
of their status—that is, because they had a business at which they

abuve, in effect, that the numbers and kinds of jobs available help o determine the
numbers {(and kind=) of persons in the work force. It is equally true that the num-
bers and kinds of johs employers are willing to offer depend on the numbers and kinds
of workera available.
% Burcau of the Census data in Survey of Current Bustness, October 1945, p. 5-9.
*In the monthly survevs, the labor foree is defined to include all persons in the
population of age I4 or over who report themselves:

{17 At work on a private or government job, including the self-emploved and
unpaid family workers:

{2) With a job but not at work because of vacation, illness, labor disputes, bad
weather, or temporary lavoffs with definite inetructions to return within 30 days of
layoff;

{3) Not at work but actively seeking work;

(4) Not at work and not actively sceking work because of indefinite layoff or
one lasting longer than 30 days, temporary illness, or the belief that no work ig avail-
able in the community or in their line of work.

Individuals hsted under {1} or (2) are classified a3 “employed.” those listed un-
der (3) or (4) as “unemploved.” All nther persons over 14 are classified as “not in
the labor force"—mainly housewives, students, and those tog old or otherwise unable
to work. (Source: Labor Force Definition and Measurement, pp. 10-11, Bulletin 56,
1947. of the Social Science Research Council.)



THE AIM OF FULL. EMPLOYMENT 77

might be working. Many of the part-time employed would wish to
work more if acceptable jobs could be obtained without too difficult
a search. Part-time work has become in our economy & main in-
stitutional device to alleviate the pressure of unemployment.

2. Some of the potential workers are not classified in the work
foree at all. These are people who are not at work, and not actively
seeking work; but who would try to find jobs if the scarch were
not so arduous, or if jobs with better wages and working conditions
were available.

3. Concealed unemployment (the employment of people in jobs
where they are less productive than in the jobs they could obtain if
employment opportunities were greater) is necessarily omitted from
the statistics.

There is a counterinfluence in that some people withdraw from
the labor force when conditions improve, but this is 2 minor factor
compared with those given above,

Kinds of unemployment

What types of unemployment exist in our society? We exclude
from our count of the total work force those people who are ‘‘unem-
ployable” by reason of drastic physical or mental handicap, though
we ought to remember that this, too, is a relative term, and that dur-
ing World War 1I, when demand for labor was intense, ways were
found to fit the blind, the deaf, and those otherwise handicapped
into jobs suiting their abilities. They were often, in the stimulus
of being found useful and needed in the society, very adequately ef-
fective in those special jobs.

However, in the labor force, as usually defined, will be people who
may not be visibly handicapped, but are so in fact. These are
people of limited mechanical ability or general intelligence, “hard to
get along with,” unreliable, spiritless or lazy, or given overmuch to
drink. These marginal workers add up to 2 per cent or more of
the work foree;'7 and though they are useful in casual and emer-
gency work, they will be unemployed a considerable proportion of
the time.

In addition there is frictional unemployment. Some indus-
tries are seasonal. Farming, canning, lumbering, construction, the
Christmas trades, and so forth, reach their seasons of maximum out-
put and then econtract during the remainder of the year. Others,

¥ Estimate of Slichter, Sumner H., in Problems of Definition and Measurement of
Employment, unpublished manuseript.
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such as the buggy and silk industries, may decline over a number of
vears, and so release workers. And a certain proportion of people
are always, for one reason or another, leaving their jobs and seeking
work elsewhere. Even in good times, it is likely that a person un-
employed for any reason will require a week or several weeks before
he finds a new job which he will accept. If a declining industry
in a given area leaves a surplus of workers unemployed and in low-
paying and subsistence work, months or even years may pass before
they gradually migrate to take jobs elsewhere, or until new indus-
tries appear in the vicinity of their homes.

People are very reluctant to move far from their homes. Labor
flows far more readily from one occupation to another than from one
location to another. If a shipbuilding plant is expanding and offer-
ing high wages, many a local clerk, barber, and janitor will take &
job there; but usually not many, even of those in ship-construction
trades, will move themselves and their families to the plant from a
long distance away.

This frictional unemployment, arising from the fact that the right
man is not in the right place at the right time, can be separated
logically from general unemployment, which is widespread unem-
ployment over most of the area of the economy and in most cccupa-
tions. Itisthe problem of general unemployment which is the chief
concern of this book.

Acceptable full employment

What should be understood by the term full employment? We
mean that business sales of goods and services plus the output of
government have attained approximately the nation’s eapacity to

" produce,

The basic determinant of the nation’s capacity to produce is its
labor supply: this is the fundamental datum on which estimates of
maximum production must be based.'® If there is much unemploy-
ment, then the economy could produce more. If, on the other hand,
the nation is making use of all the labor force reasonably available,
with adequate incentives and with appropriate allocation of all re-

™ This iz obviously true in the short run when all the factors which affect labor's
productivity (matural resources, capital instruments, techniques) are approximately
fixed. Tt iz true even in the long run if we are thinking of the maximum that could
be produced in view of given consumption needs. But it is, of course, also true that
if we had more resources, or capital instruments, or better techniques, then production
would be larger from & given labor force.
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sources including labor, then the economy is running at its maxi-
mum capacity.

We do not, however, mean by full employment that potential
sales of goods and services are so high (that is, money outlay is so
great) that there will always be more vacant jobs than unemployed
men. If money outlay for goods and services were so large that this
was usually true, inflationary pressures to raise wages and prices
wotuld be tremendous. Unions and individuals could easily obtain
higher wages or their equivalent in better ratings. Raw-materials
producers and farmers would find the prices of their produets boom-
ing: and even monopolistiec industries (where prices, we remember,
tend to be rigid) would find incentive and opportunity to keep
edging their prices upward. Average efficiency of production
would decline as firms pushed their plants beyond planned capacity.
Furthermore, with such extremely heavy demand, it would be dif-
ficult for firms to go bankrupt. If the least effective businesses are
not weeded out by bankruptey, the average effectiveness with which
the economy uses its resources falls—another cause for higher
prices,

There is even a possibility—if unions are disposed to press
strongly for higher wages, and monopolistic businesses are able to,
and do, follow inflationary pricing policies—that prices would tend
to rise sharply when employment, viewed from the standpoints of
potential cutput and the human costs of unemployment, is still un-
bearably low.

When strong inflationary pressures exist, the government can sit
on the lid of prices only precariously, with the utmost diffieulty.
We know from war and postwar experience how quickly pressure
builds up against the maintenance of price ceilings. The situation
is unstable. It is especially unstable in a democracy: legislators
want to get re-elected as much as employees and businessmen want,
to have higher incomes,

Nor is price control the only sort of control needed. When prices
are held down in competitive industries, demand is greater than
supply:'* and for important articles of consumption, the govern-
ment will be forced, in the interest of fair distribution, to institute a

*This js not necessarily true in monopolistic areas. Dr. Galbraith’s experience in
the Office of Price Administration (“Reflections on Price Control," Quarterly Journal
of Economics, August 1946), as well as theoretical reasoning, indicatea that monopo-
listic firms may be willing to supply larger quantities at gaing prices.
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rationing system. And to minimize frictional unemployment (and
also to ease the problem of price control), the government may order
production carried on in, and raw materials allocated to, areas where
there is available labor. The mobility of labor may need to be en-
couraged, and perhaps the direction of demand channeled toward
those products for which productive capacity is available.

Briefly, beyond a certain point, increased production and employ-
ment can be gained only at the cost of multiplying government con-
trols. .

In the United States, however, it is the prevailing opinion that
government controls ought to be minimized to the extent possible in
view of other major aims. With respect to prices, we should like
them to be kept down by the competition of businessmen for more
sales, rather than by a permanent OPA, and businessmen will com-
pete for more sales only if they are not producing at their full
capacity—that is, if a margin of unemployed resources is avail-
able.

To the extent, therefore, that we wish to minimize direct govern-
ment controls over our economic life, we will desire less than the
level of employment which is associated with strong upward pres-
sure on prices, and hence with the need for much government con-
trol. Our aim is to choose the best compromise possible amidst our
objectives: high produetion and employment, stable prices or no
more than moderate price rises, and minimum direct government
controls.

Where is this “best” level of employment? We follow & middle-
of-the-road judgment, and define acceptable full employment to
mean that about § per cent of the work force would on the average
be out of work. .

This implies, if we assume as a fair expectation for the postwar
years a labor force of 60 million, that unemployment will normally
run at about 3 million. If the people who are for some reason or
other out of work should on the average require one month hefore
finding another job, then in the course of a year 36 millions of the
working force will change from one job to another. (This total of
36 million includes a good deal of double counting, since some people
will change jobs more than once.)

Such job-shifting is necessary if men are to have freedom to
change work when they like, and furthermore is necessitated in some
part. by variations of demand and of supply, and the consequent de-
cline and rise of individual firms and industries.
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There is nothing sacred about such a figure. If one dislikes and
fears considerably the continuance or extension of government con-
trols, he may consider a larger figure for unemployment acceptable.
Fortune magazine has suggested 7 per cent, or over 4 million unem-
ployed in a working force of 60 millions.*” If one does not fear the
extension of government controls, is inclined to think they would be
efficient, and is humanely concerned with the psychological cost of
even temporary unemployment to the individuals concerned, he will
prefer a smaller figure. Lord Beveridge considers 3 per cent an ade-
quate allowanee for unavoidable unemployment .

Under the extreme pressure of wartime, the British have in fact
heen able to reduce the numbers of unemployed to less than 4 of 1
per cent of the total civilian working forece. In the United States,
during wartime, unemployment reached a minimum of + of 1 per
cent.??  (During most of World War 11, it ran between 2 and 5 per
cent.)

What woulid the attainment of continuing full employment mean
in the lives of the citizens of the United States? There would be,
of eourse, a larger output for all of us to share. But one may specu-
late that other effects would be deeper and more important. Men
would still lose their jobs oecasionally, but they would be assured
of finding a new one soon, and certainly before their unemployment
compensation had run out. Not only would eontinuing unemploy-
ment be gone, but the haunting fear of it would also be gone, and
perhaps this latter would be the greater boon to human happiness.
Today, each employer and employee knows that he may be im-
poverished by a general collapse of the economy in which the in-
dividual is nearly helpless.

Economies is by no means the whole of life, but it is one imiportant
part; and unemployment has proved in recent peacetime years our
most important economic problem.

* ~Transition to Peace: Business in A.D. 194Q." January 1044,

2 Full Employment in a Free Society, pp. 127-120. New York: W. W. Nortor and
Co., 1945,

8 Thia was in October 1944, Bureau of the Census estimates, in the Survey of Cur-
rent Business, October HMG.



CHAPTER SEVEN

WHAT CAUSES CHANGES IN EMPLOYMENT?

HIE maintenance of high employment and production requires

policies on: (1) total expenditure for goods and services, (2 the
level of prices, and (3) the location of industry and the mobility of
labor.

Total Expenditure

Expenditure means the spending of money for goods and services
protuced by the economy. But individuals do not spend for the
sake of spending, nor ought they. Expenditure means prudeunt
spending for the sake of obtaining wanted goods and services. It
is convenient when we are looking at influences on the volume of
expenditure for goods and services to talk in terms of gross expendi-
ture. which is made for, and equals, gross production (Chap. I).
We have already divided gross expenditure for goods and services
into three divisions:

1. Consumers' expenditures for goods and services, This is a
part of output that is not used in any further production—shirts,
haireuts, lamb chops, theatre plays, passenger automobiles, and so
forth.

2. Lxpenditures by businesses for investment goods. which is a
part of output that /s used in future production—steel rails. office
and factory buildings. bottling machines, inventories of cotton fab-
ries. and so forth,

3. The remaining part of gross output is that for which govern-
ment expenditure 1s made.

Expenditure in the private economy for consumption and invest-
ment goods, plus government expenditure for goods and services,
may be of the volume and direction which purchase the production
of the cconomy at 1ts effective full eapacity. At this point there
is what we call full employment and in addition (we assume tempo-
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rarily) a fairly stable price level. But total expenditure may m-
stead, in certain areas or over the whole economy, be excessive, lead-
ing to a continuing upward spiral of prices. Or it may be unduly
fow, leading to low production, heavy unemployment, and sagging
prices,

Our primary problem, therefore, is to investigate the causes deter-
mining total expenditure. We consider, first, influences determin-
ing the total sales of consumption goods and services (Chap. VIII),
and investment goods (Chap. IX) to private individuals and busi-
nesses. Our basic coneclusion will be that the volume of expenditure
on consumption is a passive element, depending matnly on the level
of income received in the economy; and that investment ig, in the
private economy, the active source of change in the level of income.
It is evident in advance that there are interrelations between these
two: that increased investment provides increased incomes for per-
sons working on new plant and equipment and, hence, the means for
higher eonsumption: and that, conversely, any change in consump-
tion gives cause to businessmen to increase or decrease their rate of
investiment. Chap. X is concerned with the third and last of the
constituents of total expenditure for goods and serviees, that of
government,

If total expenditure in the economy is inadequate to evoke ac-
ceptably high employment, what can be done to increase it? In
Chap. XI, we survey certain doubtful suggestions for inecreasing
total expenditure. Chaps. XIT and XIIT consider current prospeets,
and eertain basic issues of policy. Chaps. XIV and XV are con-
cerned with a number of means of stimulating private consumption
and investment. .

The expenditure of government for goods and services has not in
peacetime years been a large part of total expenditure, nor has it
been in significant degree ordered in volume or dircetion from the
point of view of its effect on total employment and production. In
hoth respects, the future is likely to differ from the past. The in-
take of money into government from taxes and loans is, of course, an
equally important concern with government expenditures, because
taxes and loans will influence private expenditures on consumption
and investment. If, despite measures to encourage them, private
consumption and investment remain inadequate, the government
budget (its revenues and expenditures) can be utilized to increase
total expenditure in the economy (Chap. XVI).
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The Level of Prices

As total money expenditures over the whole economy rise, and full
utilization of resources is approached in particular lines and over the
gceonomy, prices also will tend to rise. In fact 1t 1s possible, with
expansive wage-demand policies by unions and pricing policies by
monopolistic business, that prices may tend to rise steeply when
there is still much unemployment.  And so, efforts to increase pro-
duction and employment by increasing expenditure will, beyond
some potnt, be increasingly frustrated by a succession of price rises.
The level of prices is, therefore, a relevant matter for our considera-
tion (Chap. XVII).

The Mobility of Labor and the Location of Industry

It is possible that increases of private or public expenditure will
lead to sharp price rises in given areas or occupations, while there is
still heavy unemployment elsewhere. An increase in the hiring of
Iabor in Massachusetts will not diminish unemployment much in
California, and a road building program may not much alleviate
distress from unemployment in the local textile industry. This im-
plies that the direction of expenditure is an essential concern of pub-
lie policy.

Tt also implies that attention needs to be given to labor mobility
and industrial location. People move only after delay to new lo-
calities where jobs, or better jobs, are available, and at considerahle
psyvehwlogical and material cost. Also they undertake training
programs only after delay and at eonsiderable cost.  Public policy
may usefully give some attention, on the one hand, to locating new
industry in areas where the kinds of labor needed are relatively
abundant; and on the other hand, to facilitating the movement of
prople into localities where their services are needed, and to facili-
tating their training or retraining for occupations in which skilled
labor is needed {(Chap. XVIII).



CHAPTER EIGHT

CONSUMPTION EXPENDITURE

CCASIONALLY people have tried to explain the depression of
the 1930’s on the ground that at long last the United States’
economy had been able to produce more than enough for all of us.
“It is a glorious thing to contemplate,” runs one conelusion, “that
we can at long last produce more than we care to consume.” It is
certain that this explanation of unemployment and lowered produc-
tion is wrong. We did not have men idle because we produced more
than we wanted to consume. The average weekly income per per-
son in 1928 was about $13.40, not a munificent figure. By 1932 1t
had fallen to 36.20.!

The United States has, in many respects, the highest standard of
consumption in the world. But judged by very meoderate criteria,
there is much evidence that we are not as well off as we should like
to be, and as we can be in view of the productivity we have shown
during wartime. One kind of general evidence is that at every in-
come level, the amount spent for consumption increases when in-
come increases.? In other words, we should like to consume more if
we could afford to. The bar to increased consumption is not that
people have run out of wants, but that they have run out of money.”

But, some may argue, the criterion of wants is a doubtful one:
perhaps we want more than is good for us. Then we may bring up
more objective general evidence. Life expectancey is rather closelyr
correlated with real income. In a survey of infant mortality follow-
ing 23,000 births in eight cities, deaths occurred at the rate of 52 per
thousand in homes averaging less than one person per room, and at
the rate of 136 per thousand in homes averaging two or more persons
per room.?® Of 1077 tuberculosis cases in Hartford, Connecticut,

! In money terms. The fall in money income was cushioned by a fall in prices: the
1932 weekly income bought a quantity of goods and services which would have been
worth, at 1929 prices, about $7.80.

! Pp. 88-90.

*“Causal Factors in Infant Mortality,” Children’s Bureau, U. 8. Department of
Labor, 1925.
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over a five-year period, more than half were in a slum distriet cover-
ing less than a tenth of the eity area. In Cineinnati, 1929-1931,
deaths from four eommon children’s diseases averaged 127 per
100,000 in the poorest homes, and 29 per 100,000 in the best homes.*
Life expectaney among Negroes, whose incomes are low relative to
those of whites, is about 12 years less than the average for the white
population.  In all of these eases, other elements than income alone
are correlated with life expectaney {such as degree of knowledge of
sanitation, inherent physical resistance, specific housing deficiencies,
and so forth), but it is not possible to deny that income level is one
basically important element.

During World War 11, Selective Service found that of 22 mallion
men examined, 9 million were unfit for general military duty. Of
the unfit, Selective Service estimated that one sixth had defects
which could still be rather easily remedied. The defects of many of
the remainder could have been remedied earlier or avoided alto-
gether had there been adequate health care from birth. Better
food, housing, and medical attention woukd have been vitally useful,

The over-all food supply of the United States appears fairly ade-
quate,” though among low-income groups there are acute deficien-
cies. The diets of 25 1o 30 per eent of nonfarm families, and of 10 to
25 per cent of farm families in 1935-1936 were rated “very poor” by
the standuard of the National Research Council.® The American
public as a whele consumes less milk, fruit, and vegetables than
dietitians would recommend, and too much sugar, cereals, and meat.

With respect to housing. our situation has been chronically bad.
A survey in 1935 estimated that 11 million houses (36 per cent of
the total) were substandard. At least three quarters of farm houses
were without conveniences of any sort. In New York City alone.
there were 200.000 rooms without windows to the outside. and far
more rooms that opened only on air shafts or alleys. The 1940 Cen-
sus found nearly one quarter of all dwellings in need of repairs whose
neglect threatened the safety of the occupants, and another quarter -
in need of minor essential repairs.  With the cessation of most civil-
ian building during wartime, the housing situation worsened further

* Britten. Rollo H.. in Public Health Reports, November 2. 1934,

2 &er Vaile amd Canoyver, fncome and Consumption, p. 218. New York: Henry Holt
and Co., Ine., 1938,

* The budeetary data are from the Consumer Purchase study of 1935-38. See on
thia general subject, Garfield, Frank R., “Markets and Living Standards,” Pestwar
Ec'umr}:nic Studics, the Federal Reserve No. 1, from which some of the above data
are taken,
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and was highly critical at the end of the war with respect both to
quantity and quality. In 1945, about 8 million of 29.7 million non-
farm dwelling units were substandard, defined as needing major
repairs or {in metropolitan districts only) lacking private baths.
Even if we build at the peak rate of 1923, over a decade and a half
is required to bring us up to minimum housing standards.”

In mediecine we have made immense progress in the past century,
nearly doubling our average life expectancy. But there is still much
to do. On an average day, there are about 7,000,000 people in this
country so disabled by sickness or injuries that they cannot carry on
their usual tasks. Of these, nearly half would otherwise have been
working or looking for wark. Every year about 40 times as many
working days are lost because of sickness or injury as were lost an-
nually through strikes in the 10 years before World War 11, a figure
which is worth looking at as partial evidence on the relative im-
portance of health and labor problems.

Our medical facilities are badly distributed: the poor have more
stekness but receive less medical care, and people who live in rural
areas have less attention than those in the cities. Fifteen million
people live in counties which have no hospital, or else none that
meets minimum standards of professional associations; and 40 mil-
lion people live in communities lacking full-time public health serv-
ice. We have nearly conquered typhoid fever, smallpox, and diph-
theria, but much remains to be done with respect to maternal and
infant mortality, tuberculosis, venereal disease, cancer, and mental
iliness. Qur progress in the past century and a half 1s most impres-
sive, but this progress is encouragement toward further advance
rather than excuse for resting on our oars.

Some of these problems of the level of consumption can best be
met by private expenditures; some ean be met best by government
expenditure. In either ease these problems suggest that unemploy-
ment is not caused by “producing too much."

Consumption Expenditure by Income Groups

Particular channels of consumption expenditure

The most careful study ever made of consumption expenditure in
the United States is that of the Natural Resources Committee for
1935-1936. The data are subject to some criticism, but are without
question substantially correct. All consumers together, in 1935-

_G;—t;-ca]culated from Houstng Needs, National Housing Agency, 1944,



R8 CONSUMPTION EXPENDITURE

1936, spent on the average nearly two thirds of their consumption
outlay for the basic essentials of food, clothing, and shelter. The
following are the exact percentages for three main channels of ex-
penditure.

Food, clothing, and housing. 6357,

Household operation and furnishings, and automobile
expenditures. 21%

Mediral and personal care, education, reading, tobacco,
trangportation other than automobiles, recreation, and
other items. 1695

Consumers with higher incomes buy more than those with low in-
comes in every single one of the above 14 subdivisions of total con-
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Average Outlay of Nation’s Consumer Units for Major
Categories of Disbursements at Different Income Levels,
1935-1936.

Source: National Resources Committee: Consumer Expendi-
tures in the United States, p. 38.
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sumer expenditure. There is no indication, in broad classes of
goods and serviees, of any surfeit of wants (Chart 11).

But as incomes rise, with prices of consumer goods not. greatly dif-
ferent, the percentage increase of expenditure in different lines is not
equal. An increase of average incomes by a given percentage will
imply an inerease of expenditure on food of less than that percent-
age, and an increase of expenditure by more than that percentage
on travel, furnishings, clothing, and education.® But even with re-
speet to food, which by National Resources Committee estimate
shows the least rise in expenditure with rising income, expenditure

Table 4

Average Qutlay of American Famihes for Consumption and Savings,
by Incoine Bracket®

Consumption Savings
Income Range As | As
In Dollars | Percentage | In Dollars | Percentage
of Income of Income

Under 8300, . .............. $ 466 149.3 5 —162 —al.9
$00-750 ... 707 112.7 —92 —14.6
qIH0-1000. ... ... L. 914 104.6 -58 —-6.6
R1000-1260. . ... 1,127 100.6 —31 ~28
21250-1500. ... ............. 1,316 96.5 4 L0
$1500-1750 ... ... ... ... 1,512 93.8 96 3.5
$1750-2000. ... . ............ 1,684 €21 92 5.0
82000-2500. .. .. ........... 1,968 88.6 152 82
$2500-3000. ... ............. 2,302 84.8 315 11.6
30004000 ... ...l 2,729 804 429 15.6
$4000-5000. ... ... ....... 3,276 74.6 904 20.6
25000-10000. . ... ... ... 4,454 6+.8 2,028 29.5
FLO000-15,000 ... ... ...... 6,007 53.7 4,416 38.9
215,000-20,000. . ... ..., ..., 9,134 52.9 6,95 39.9
$20,000 and over........... 14,822 356.4 21,229 50.7

All levels. . .. ... s 1,389 85.6 164 10.1

* Nationa! Resources Committes, Censumer Erpenditures, p. 20. Consumption .and savings do not
add up to exactly 100 per cent (total income) by this classification, beeauss gifts and personal texes nre
exciuded from bhoth categories of outlay. Negative saviogs for incomes below $1250 evidences either
going intu debt or drawing down past savings.

An interesting study of the distribution of consumer incomes, consumption expenditures, and savings
was made in 1044 by the Bureau of Labar Statisties. Only urban communities were sampled. Also
warlime scarcities and aavings campaigns cast doubt on the generaliziog for peacetime years of the find-
ingx  See Family Spending and Saring in Warfime, Bulletin No. 822 of the Bureau of Labor Statistics, 1945.

® There might, however, be a drop for particular “inferior” goods, such as potatoes,
corn pone, and margarine, as people move up into higher-income brackets. That is,
they prefer to fulfill these kinds of wants by buying more expensive types of com-
modities ar services.

*Cf. Paradizo, Louis J., “Classification of Consumer Expenditures by Income Elas-
ticity.” Swrvey of Current Business, January 1945; and Structure of the American
Economy, pp. 15-16. National Resources Committee.
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would increase by 44 per cent with a rise of 56 per cent in the in-
comes of eonsumers.

Total consumption by income groups

The study by the National Resources Committee in 1935-1936 of
the budgets of sample famihes and single individuals living alone,
shows also how consumption expenditure on all items taken together
varies depending on whether the families or individuals are in low-
or in high-income groups. Table 4 contains data for expenditures
by families.

In the above table, savings increase as incomes rige, both in num-
ber of dollars and in per cent of income.

But it is possible for the quantity of savings to increase out of

Jhigher incomes without savings making up an increasing percentage
of income.  Suppose that a person with a §2000 income saves $200,
and that a person with a $4000 income saves §300. Savings were
10 per cent of income in the first case, 74 per cent of income in the
second case—a smaller percentage, but the dollars of savings in-
creased.  The assertion that quantity of savings rises, as the income

* bracket rises, 18 a more conservative statement than to argue that
the percentage of income saved rises as income rises. The data
which we have support the latter, and stronger, assertion,

The Relation of Consumption to Income—The Consumption
Function
The relntion betweetr constmpiion and ineome is given the gen-
eral name of the eonsumption function. Suppose that some person
receives an necome of 833000 and that he spends $2700 on consump-
tion. His

total consumption

total income

or as it iz called, his average propensity to consume, 1s $2700/33000,
or 910,

Suppose that his income rises to $3010 and his consumption to
32705, Then out of a change of 810 in his income, he spends a
changed amount of 85 on consumption. The praoportion

change in consumption

change in income



CONSUMPTION EXPENDITURE 91

where the change is small, is called the marginal propensity to
consume. The marginal propensity to consume of our subject is,
therefore, $5,/810, or 1.

It is possible similarly to calculate the average and marginal pro-
pensities to consume for the whole economy. These two relation-
ships between consumption and income are useful tools to explain
the fluctuations of employment. We should notice that they refer,
not to tendencies or desires only, but to actions carried out by people
when they receive a given income or a given addition to income.
The relation between consumption expenditure and income given”
by the propensity to cansume is analogous to the relation between
quantity of a good bought and price.’®

The Behavior of the Total-Consumption Function

We have briefly described above how expenditure on particular
consumption items, and how total consumption ‘expenditure vary
as we move along the scale from poorer to richer income groups.

We now progress to a topic which ean be easily confused with the
above, but which is, In fact, distinetly different. Suppose the total
national income of the United States changes. Then, many fami-
lies and individuals will move from one incorue level to another—a
higher or a lower—and we should expect thelr consumption expendi-
ture and their savings to vary in some resulting fashion. The way
in which total consumption and total savings will vary depends upon
(a) the distribution of income of the United States at the old and .
new levels of national inecome. and {b) upon how the individuals
who move from one income level to another change their habits of
consuming and saving.

The consumption-income pattern when national income

shifts from one sustained level to another

We should on the whole expect that when people become adjusted
to their new incomes (or perhaps reconciled), their consumption
spending would be much like that of people who had already been
in the income bracket. If so, at higher levels of national income,
total consumption would rise, but by not as much as income.
Hence, savings would also be greater as income rises.

*The consumption function is a relation between two quantities of money: that
spent on consumplion and that received as income. But an ordinary price-demand
schedule, or curve, is a relation between a real quantity and a money figure: quantity
of n good bought and price. Income-elasticity of demand and price-elasticity of de-
mand each relates a percentage change in a real quantity to e percentage change in a
money figure,

f
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We have reasoned thus far as if individual consumers were the
only units in the economy that make decisions as to whether to con-
sume or to save their incomes. But business corporations also make
such decisions. When their incomes are low, they pay out in costs
and in dividends more than their incomes—that is, their savings are
negative. United States corporations “dissaved” in every year of
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Disposable Income and Net Savinpgs of Individuais, 1921-1940. Real per Capita
Pata (1944 prices), calculated from estimates of the Department of Commerce in Besic
Facts on Employment and Production, p. 12.

the period 1930-1938. In 1932, they actually paid out 6.4 billion

dollars more than their earnings. When, on the other hand, the in-

comes of corporate business rise to rather high levels, their savings

hecome appreciable. In 1944 corporate savings amounted to 5.4

billion dollars.!  Corporations do not have the psychology of con-

sumers, but they behave like them in that when their incomes in-
" erease, thelr savings also increase.

1 Data of the Departmient of Commerce, Basic Fects on Employment and Produc-
tion, p. 12, Senate Committee Print No. 4. 79th Congress. 1st Session. The data
given are for net corporate savings, but on a gross basis (adding depreciation and
ather reserves), the same conclusion hblds. For cettain strategic years, the net figures
run:

Ix BiLrioxs or DoLLars

1929 1932 1933 1939 1941 1944
Net national income. . .......... 84.7 40.4 428 723 .7 1728

Nt corporate maviogs, .......... 3 =64 ~28 04 4.0 5.4



CONSUMPTION EXPENDITURE 93

In Chart 12 are portrayed the savings of individuals in the United
States during the interwar years 1921-1940. Income is taken to be
the income actually disposable by individuals.' From this, we
subtract what individuals spend on consumption goods. The re-
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Disposable Income and Consumer Expenditures, 1921-1940. Real per Capita Data
(1944 prices). For source of estimates, see Chart 12.

mainder is their saving out of disposable income. The original an-
uual data are corrected for price changes (since a rise in money in-
come counts for little if prices rise equally), and are put on a per cap-
ita basis (sinee individuals are not, on the average, better off when
the national income rises if the population is growing equally fast, or

' The national income, which is the income created by the services rendered by in-
dividuals or by their property, is subject 10 one addition (transfer payments, for
which no service is rendered), and three deductions (savings retained by corporationa
out of income, social-gecurity contributions. and income taxes paid by individuals and
sorporations) before we have a figure for disposable incoma.
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faster). Ilence, we compare real per capifa income with real per
capta savings.” The line RS is drawn to show the average rela-
tionship between savings and disposable income: a rise in income of
51 means ordinarily a rise of about 23 eents in savings, and a fall
of 81 means ordinarily a fall of about 25 cents in savings,

Chart 13 iz another convenient way of showing the relationship
between digposable income, savings of individuals, and their con-
sumption expenditures. The only change is that here consumption
15 plotted against income.  Sinee income minus consumption equals
savings, no new information is given: this is simply an alternative
way of presenting the data given in Chart 12,

The 43-degree line 8 is drawn to show how consumption would
vary if all of itneome were spentt for consumption: at 3500 of per
capita dispozable income, 8300 is spent for consumption ; at $600 of
ineome, {600 is consumed, and so forth.

The iine RS 12 as before, drawn to show the actual average rela-
tionship for the vears 1921-1940.  The distanee between any point
on PN { for exauaple, the point representing the year 1926) and the
point just ahove it on OB measures the amount of individual saving,
For example, in 1926 disposable income per capita was $671 and
consumption was 3608 saving was, therefore, $63.

On this chart, as on the previous one, we see savings becoming
considerably smaller when income declines. The average propen-
sity of individuals to consume

tatal consumption
- - 1

total income

therefore varies, depending on the level of income. It is largest at
tow levels of Income: in 1432 1t was 8477 /506, or 94 per cent. At
higher levels of income, it becomes progressively smaller: in 1929 it
wias JG43 723, or 89 per cent. The marginal propensity to con-
sune,

change in consumption

change in income

seems to be about the same for all levels of income (in other words,
RS is o straight line).  An increase in consumption expenditure of

¥ Data are of the Department of Commerce. To obtain “real” figures for disposable
ineeme and savings, the original current figures are divided by a serics based on the
Burcau of Labur Statistics consumers™ price index,

P, 90,
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about 75 ecents oceurs when disposable income rises by $1—that 1s,
the marginal propensity to consume is 75 per cent, or 2. (This
must, of course, coincide with our previous conclusion that 23 cents
of added savings occurs when disposable income rises by $1.)

If we had no other information than income, the line RS would
furnish us useful evidence from which to predict the individual sav-
ings (or consumption) of the economy. Ordinarily. the actual sav-
ings, or consumption, would not vary greatly from that indicated
by BS. Insome years, the error would be appreciable. The widest
errors are in 1923 and 1938, when our estimates of savings from RS
would go wrong by about $23 and $13, respectively, as cotnpared
with actual savings of 883 and 846. As a percentage of consump-
tion, these errors are smaller; in fact, less than 4 per cent. (1t will
turn out later that sometimes there is a special explanation for such
years.)

In summary: as income increases, consumption and savings both
increase by amounts bearing a fairly close relationship to the in-
crease in income. The data are in accord with the theory that the
fluctuations of consumption and savings can be explained, in the
main, by changes in income.

The Consumption-Income Pattern—a lag of consumption
changes behind income changes?

The symbols for individual years in Charts 12 and 13 are of three
sorts: o for years in which income rose, x for years in which income
changed little, and ¢ for vears in which income fell. There is some
rather gnestionable evidence that in the years when income was
falling, consumption was higher than we should have expected it to
be from the line RS; for example, in the years 1938, 1930, and 1921.
Conversely, in certain years when income was rising, consumption
was lower than we should have expected it to be: 1923 and 1922 are
conspicuous.' There are important exceptions.

Some economists have believed that the evidence substantiates
this general relationship of eonsumption tending to be relatively
high in years of falling income, and relatively low in years of rising

% The data of Laughlin Currie, used by Dr. Mordecai Ezekial in his “Saving. Con-
sumption. and Investment,” Amcrican Economic Revicw, March 1942, suggest this
relationship without qualification. Ezekials data, however, are uncorrected for price
rhanges and population growth.,

A lag of consumption changes behind income changes had been found by Tinbergen
to exist for noulabor incomes in the United Kingdom, 1870-1914.  The lag appears to
average aboul one year. Keview of Economic Statistics, February 1942
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income. If the fact can be accepted, the explanation is very plau-
sible: peoples’ habits of consumption change slowly. When our
incomes fall, we are loath to move to a smaller apartment, shift to
cheaper foods, to take fewer trips. Our consumption tends to per-
sist at high levels; we reduce it only slowly and painfully to a level
appropriate to our new income. When our incomes rise, again the
first effect is rather to increase savings than consumption: only grad-
ually do we come to eat more fruits, meat and vegetables, buy better
furniture, join a book club. spend more for recreation.

But the data are too ambiguous for any sure coneclusion on this
“eyclical” relation of changes in consumption to changes in income.

The Secular Consumption-Income Pattern—the relation

of consumption tc income over the course of decades

We have been looking at the relation of consumption and income
during the 1920’s and 1930’s. We have data of considerable reliabil-
ity extending as far back as 1879.'% Tt is a remarkable fact that
averages of such data by decades, 1879-1928, show that 88 or 89 per
cent of total income was consumed in every decade. As time
passed and our average real income grew, our consumption grew
also. In other words, the line showing the short-run relationship
between consumption and income (RS of Chart 13) has been shift-
g upward decade after decade. OQur average real income approxi-
mately doubled between the early 1880°s and the 1920's: if our
grandfathers had themselves experienced this income inerease, our
rough expectation is that they would have consumed only four fifths
as much as their sons and grandsons did in the 1920’s.

Our rising wants for automobiles, refrigerators, plumbing, radios,
and the like have kept pace nearly exaectly with the rising output of
the economy. Not that there is any element of chance about this
rise in consutuption; rather, what we dare to admit that we want
rises with rising income,  We want savings too, since we desire to be
able to buy things in the future. Normally, we remain in uneasy
balaiee, wondering whether we can justifiably squeeze g few more
dollars out of savings to put into consumption or whether we ought
instead to contraet consumption a bit and so heap up a little more
savings against future wants. We spend as much as we can.  Mark
Twain had the psychology of the situation right when, it is said, he
defined the cost of living as “All you've got, and then some.”

" Kuznets, ¥imon 8., [Usre of National Income in Peace and Wor, pp. 30-35. Na-
tional Bureau Qccasionsl Paper 6.
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Other Influences on Consumption

To some extent, the closeness of relationship which we have ob-
served to exist between income and consumption is misleading.

1. The close relationship was obtained by restricting the period
with which we were concerned to “ordinary’” years of peace. Dur-
ing the war and postwar years, at each end of our period. consump-
tion was much smaller compared to income than during 1921-1940.
For example, consumption in 1919 was 13 per cent less than we
should have expected, and in 1942-1944 nearly 20 per cent less.
The explanation for the latter years is plain enough: the War Pro-
duction Board did not permit the manufacture of the kinds and
quantities of eonsumption goods we should have liked to buy. Also,
some of us patriotically saved more (for war bonds); hence, we
bought fewer consumption goods than we normally do. The low
consumption of 1919, 1920, and 1921 is harder to explain. It has
been argued that there was a “buyer’s strike” against high prices.
The price level had nearly doubled since 1915. But on the other
hand, incomes had almost doubled too.

2. The data of the recent past give cause for further doubt con-
cerning the closeness with which we may always expect to predict
consumption from knowing income. Spending for durable con-
sumer goods seems to behave more like investment spending of busi-"
nesses than like the spending of consumers for nondurable consumer
goods.'?

Specifically, spending for durable consumer goods fluctuates by
a greater percentage than spending for other consumer goods, ands
the ehanges in the former precede changes in the latter by a half
year to a year. Consumers increase and decrease their spending
for durable goods before they increase or decrease their spending
for other goods.'®

One element in the explanation is that we very often buy these
goods on credit; hence, their purchase is less closely bound to the
level of disposable income than is the buying of other consumer
goods. Another element is that durability means postponability:
we can postpone buying them if we feel pessimistic about our future
prospects, or speed up our buying if we are hopeful. We can make

“ Durable goods are usually defined, following Kuznets, as those averaging o useful
life of more than three years. Comsumer durable goods would be such products as
furniture, automobiles. refrigorators, and radios.

*Kuznet’s data, graphed by Hangen. Alvin H., Fiscal Policy and Business Cycles,
pp. 52-58. New York: W, W, Norton and Co., 1941, :
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the rattling old-fashioned icebox do for another year or we can turn
1t in for a new one now.

This significant behavior of spending for durable consumption
goods is concealed in the figures for total consumption spending,
since the former makes up only 10 to 15 per cent of the latter, It
suggests that spending for durable consumption goods is not simply

% an automatic resultant of changes in consumer incomes, but has a
vitality of its own depending on consumer expectations. Therefore
it ought to be included among the causes of changes in total expendi-
ture, and so among the causes of changes in employment and out-
put.!®  Some economists prefer, therefore, to regard changes in out-
put and employment as a resultant of changes in private spending
for all kinds of durable goods, both consumer and business.”® At the
least, we should rernember that durable consumer goods is a peculiar
class of consumer goods having a dynamies of its own.

3. There are two special influences which are expected to be oper-
ative after World War 11, both of which tend toward greater con-
sumption relative to income than we should otherwise expect. One
of them arises from the decline or complete stoppage during war-
time of production of durable consumer goods: automobiles, wash-
ing machines, radios, and generally goods containing metal. There
will be, therefore, for several years after the war, an unusually heavy
demand for these goods—our deferred demand for automobiles may
not be made up until 1950, We will not buy as much additional
durable goods ag we did without during the war—the man who was
accustomed io buying a new car every vear will not buy five cars as
soon as he ean get them—but we will buy more than usual.

4. A second influence toward higher consumption after the war is
that savings of individuals rose during wartime——to about 200 bil-
lion dollars by mid-19452' (Accumulated savings were only three

¥ Although durable consumer goods make up ouly & small part of total consumer
expenditure, they comprise a large part of total expenditure for durable goods,
Houschold goods and passenger automobiles made up 36 per cent of fotal durable
goods in the period of 1919-1939, the remaining 64 per cent being producer’s durable
goods. If we include residences, the proportion rises to 51 per cent. (Terborgh's
data, summarized in Cleveland Trust Bulletin, April 15. 1940.)

* The objection agninst doing this is that it involves greater difficulty in caleulating

. the statistics and greater awkwardness in interpretation. In other words, the objec-
tion is practical, mther than fundamental.

®= In the form of cash, bank deposits, Government securities, and cash value of life
ihsurance policiea.

There wns considerable concentration in the distribution of these savings. {See
Federal Reserve Bulletin, June 1946; and Hyson, Charles D, “Savipgs in Relation to

Poteniial Markels,” Amertcan Economic Review, Decemnber 1M6). Such concentra-
tion diminishes the stimulating effect of the savings on consumption.
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eighths of this in December of 1939.) The possession of a backlog
of savings will, by giving people a sense of security against future
needs, encaurage consumption spending out of their incomes, even
though they do not spend the savings themselves.

5. Is the level of the interest rate an important influence on con-
suimption?

In the past. it was usual to argue that changes in the interest
rate would, through their incentive efiect, cause differences in con-
sumption spending {or, one could say alternatively, changes in sav-
ing, since savings are disposable income minus consumptfion). A
rise in the interest rate was supposed to decrease consumption (in-
crease savings) through offering people the reward of a higher re-
turn on their savings. A fall In the interest rate was supposed to
nerease consumption {decrease savings.) There are many reasons
why people save—provision for a rainy day, to get a house or a car,
to obtain prestige in the conununity, to secure the interest or divi-
dends obtainable on their savings, or because they can’t think what
else to do with their incomes! Interest is only one of these incen-
tives. Furthermore, its influence may work in reverse for some
people and discourage savings, because if one wants to obtain a
given income in the future from his savings, he will need to save
less if the interest rate is high. On net balance, it is not thought
icday that interest rate changes have, through their incentive effect,
any significant influence on consumption.

But interest rate changes may, in a different way, influence con-
sumption. Interest returns go mainly to the upper income groups
who do the bulk of the saving. In 1935, of incomes under $5000, 14
per cent came from property sources, among which interest is a
permeating and perhaps a dominant element; of incomes over
$5000, 47 per cent came from property sources.”* The percentage
of income originating in property sources, including interest, rises
consistently as we ascend the income scale. Hence a rise in interest
rates will increase savings by shifting income from interest payers
(mainly low income groups) to income receivers (mainly high in-
come groups). It does this, not by shifting the propensity to con-
sume of anyone, but by altering levels of income.

However ordinary changes of one or two per cent in interest rates
are not likely to have any large effect on consumption (or savings)

B Temporary National Economic Committee, Monograph No. 4, p. 48; Wallich,
H, C., “The Changing Significance of the Interest Rate,” American Economic Re-
view, December 1946, p. 771,
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through this income effeet. And such effect as does exist will be
realized gradually over the course of months and years as old loans
are paid off and funds are re-lent at the new rates.

Secular “Underconsumption’?

We have seen above that econsumption has kept increasing
through the decades as income has increased, so that the proportion
of consumption to income has remained approximately constant.
This evidence casts doubt on the contention that we will be, over
future vears, faced with the problem of persistent underconsump-
tion, if we understand this to mean a lowered proportion of con-
sumption to given incomes. It appears plausible that in the future,
as in the past, people will increase their consumption when inereased
incomes make it possible. We will return to this general matter
later {pp. 166-168).



CHAPTER NINE

INVESTMENT EXPENDITURE

THE total of private (nongovernment) expenditure on output in
any year can be divided into the private spending for consump-
tion goods and services and the private spending for investment
goods. As we have seen in the last chapter, private spending on
consumption is ordinarily, though not always, a result rather than a
cause of changes in income. In this chapter, we seek to explain
why, and to describe how, private spending on investment varies
from year to year.

Kinds of Investment (or Capital Formation)

When we speak of private investment, or capital formation, as re-
lated to the national output and to employment, we do not of course
mean financial, or monetary, investment, which is the purchase of
stocks, or bouds, or already built houses, and so forth, because the
money we spend for these may simply pass from our account or
pocket into someone else’s aceount or pocket, and not lead to any
increased produetion in the economy.

We mean by investment, real investment in the private economy
—the purchase by businesses and individuals of newly produced
capital goods. These include:

1, Producer’s capital goods:

(a) The buildings and equipment. of all sorts of business enter-
prises—manufacturing, mining, agriculture transportation, finan-
cial institutions, and wholesale and retail selling.

(b) The stocks or inventories of raw materials, or semifinished or
finished produects held by these enterprises.

2. Consumer’s capital goods, in which we include only residences.

3. The net foreign balance. This is the excess of buying by for-
eigners in this country over our buying from them. Itis, as we have
already seen, in two respects like the other kinds of private invest-
ment above, and so is usually classified with it: it represents spend-

101



102 INVESTMENT EXPENDITURE

ing for goods and cervices, with no immediate increase resulting in
the How of consunption goods within the economy; and it also rep-
resents the building up of a elaim which ean in the future be turned
into eonzumption goods and services.

Part of Government expenditure is, of course, also for such in-
vestinent goods, but in this chapter, we will in the main confine our
atiention to private investment. We can speak either in terms of
gross investment, meaning the total of these capital goods produced
in a period of time, say a year; or we can talk of net investment,
which is gross Investment minus the depreciation, and so forth, of
existing ecapital goods, and hence measures the change in the quan-
tity of capital goods in the economy,

The Incentive to Invest—The Marginal Efficiency
of Capital and the Rate of Interest

Producers’ real investinent means the buying of newly produced
buildings. equipment, and inventories of goods,  Why should busi-
nessmen buy such property, and so cause them to be produced?
The evident reason is that thev hope to add to their incomes, This
motive holds also for a part of consumer’s real investment: residence
construction by speculative builders. But house construction or-
dered by the ultimate owner is not carried on for profit. In the
reasonitg which follows immediately Lbelow, we will he concerned
with that dominant part of private investment which is carried on
by business firms,

The businessman who is considering tnvesting must weigh ad-
vantage against dizadvantage.  On the negative side, as a deterrent
to buving. there is the sinking of money into buildings, equipment,
and inventories. Of course, the businessman expects to get his
funds back some day through sale of the property or of finished
produets, but in the meanwhile the money is “tied up.”  If the busi-
nessian borrows from sone outstde source, he must pay interest on
the funds.  Tqually, if he uses his own funds, he loses the interest
he wight gain through Jending. In either case. the deterrent is
measured by the interest on the funds invested. This is the cost of
the investment.

On the positive side, as incentive to buying an asset. is the gross
profit prospect throughout the life span of the asset. 1If one buys
a house for investment, he expects to get a return (rent, plus selling
price if it is sold again) which will pay taxes and other costs of opera-
tion, pay back the original cost, and leave over some residual besides.
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Such a residual, figured as a proportion of the cost of the asset, is
the rate of return over cost, or as it 1s more often called lately, the
marginal efficiency of capital.l

A businessman will desire to buy those assets whose marginal ef-
ficiencies are greatest relative to the interest rate, because expected
net profit from the assets is the difference between their marginal ef-
ficiency and the interest rate. If the marginal cfficiency of an asset
is 7 per cent and the cost of borrowing money is 5 per cent, a 2 per
cent net profit is obtainable,

New investment means in the main an increase in the quantity of
plant and equipment. DMore plant and equipment means, in turn,
the possibility of (1) getting a previously attainable ontput at lower
cost, (2) increasing output as would gtherwise be impassible. or (3)
getting a more desired type of output. But suppose that plant and
other productive facilities are generally modern and efficient, and
that of these facilities, a large proportion is 1dle because of deficient
demand. There is. then, little room for new investment—that is,
few capital goods exist whose marginal efficiencies exceed the in-
terest rate. Businessmen will not buy, and the capital goods will
not be produeed.

Evidently it is not the current returns from eapital assets which
determine the marginal efficiency of capital, but the expected future
returns.  Current returns might he large to businessinen generally
(as in 1929). but if the future prospeets appear glum. they will not
invest., Or conversely, current returns might be miserably low; but
if future prospects seem rosy, businessmen will invest.

We may conelude briefly that the quantity of Investment is deter-
mined by the marginal cfficiency of capital and the interest rate.
The higher the marginal efficiency relative to interest, the more in-
vestment will be carried on.  The lower the marginal efficiency rela-
tive to interest, the less investment wiil be earried on. It 1s possible
that the cutlook for returns is so glum to businessmen, and hence so

7 ore exactly, since capital assets may last a considerable period of time. the
marginal efficiency of eapital is the rate of discount which would muke the present
value of the net returns from a marginal asset over all 1ts useful life just equal to its
cost, We ean caleulate it as follows: Suppose the house costs $10.000 to bwld. and
that we expeet to keep it three years, getting in a net rent of S1000 each year, and
to sell it at the end of the third year for about $9000:

$10,000 = $1060 t _$1000 + SI0,00Q,
14+ R (4R 14 HK?
where R is the marginal efficiency of the investment, and comes out to he nearly
7 per cent.
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little production of capital goods is carried on, that over the whole
economy eapital equipment wears out faster than it is replaced—
that is, net investment is negative,

Influences on the marginal efficiency of capital

Suppose a businessman is considering buying a ribbon light-bulb
machine or a spot-welding machine; or is considering building a new
open-hearth furnaee or adding a wing to the plant; or buying three
new dump trucks, a carload of coal, or a ton of 26-gauge sheet steel.
What influences the net returns he may expeet from his purchase?

The net returns expected from a capital good are the difference
between its prospective yield {over its whole life span) and its cost.
Any influence which pushes up the former or pushes down the latter
will, therefore, increase the net returns—that is, raise the marginal
efficiency of capital.

1. A major influence toward raising the marginal efficiency of
capital is the possibility of effective innovations. A businessman
innovates when he introduces new produets, utilizes new production
methods, develops a new source of raw paterial, opens up a new
market, or sets up a new organization of his industry.* In all these
cases, 1t is the wnew which should be emphasized: accomplishing
something different from what was known and practised in the in-
dustry. In many businesses, the surest way to keep out of bank-
ruptey is to keep constantly “a jump ahead of the other fellow,” to
be constantly unproving or mnovating. If a businessman has an
effective innovation at his disposal, he is justified in expanding plant
and equipment even though the national income is at low ebb and
conditions in his trade are miserable’ Some firms were expanding
In stainless-steel production, in plastics, in synthetic textiles, and so
forth. even in the pit of the 1930 depression.

2. Apother basie influence is to be found in expected demand con-
ditions. For many commodities, the level of local or national in-
come 1s the strategic determinant of how much will be sold. Gen-
eral Motors, in estimating demand for its cars in an ordinary
peacetime vear. finds this to be true. {Their price policy is not in
doubt. The prices of their cars will be kept in the usual relationship
to those of their close competitors, Ford and Chrysler.) The chief

*Behumpeter, Joseph A., The Theary of Ecomomic Development, p. 66, Cam-
hridge: Harvand, 1934; and Bustness Cycles, pp. 87 . New York: McGraw-Hill and
Ca., 1939,

* An mmnovation in the industries supplying capital goods will also generally tend to
raise the marginal efficiency of capital through lowering the cost of the capital goods.
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determinant of how many they will sell is the incomes of consumers,

For long-run types of investment, the present level of demand
may not be of much importance compared to the demand expected
in the rather remote future, and demand in that future may be de-
termined mainly by expected population change. United States
railroads in the nineteenth century expanded their tracks into areas
where the existing numbers of people could use only a fraction of the
transportation service provided. But the population, it was confi-
dently (sometimes overconfidently) thought, would grow so enor-
mously as to more than make up for any current extravagance in
track-laying. The crossroads settlement would be a county seat;
the village would be a great city; and all would be well.  So also the
laying of water mains, sewage systems, and roads; the building of
power lines; and the extension of telephone communication, may be
determined mainly by expectations of demand a decade or more in
the future, and not by today’s demand.*

In still other cases, the demand of buyers may be altered by effec-
tive advertising”® or by some innovation elsewhere in the economy.
Or a shift of custom or taste may be expanding (or contracting) de-
mand for particular goods; or expected conditions of wartime may
improve or worsen the prospects of a particular good. We can sell
more of our new liquid dentifrice if we proclaim its merits on the
radio and in the newspapers. Sheet-steel producers can expand if
the auto industry is selling more cars or if war demand will expand
the market for steel products. And if women begin to wear hats
like Hedda Hopper's, and we can produce them, we may be encour-
aged to stock up on cloth and buy new stitching machines.

In all of these cases. a heavy demand may lead to rising prices
(rather than to larger sales at current prices). Needless to say, the
expectation of rising prices also will raise the expected yield from
capital goods.

3. A third influence on marginal efficiency of capital is the rate of
investment currently going on in the relevant field. If the demand
for machines or raw materials of a given type rises sharply, the pres-
sure on the facilities available for producing them will be consider-
able, and costs of production are likely to rise in the overburdened
factories and mines. Monopolistic influences may also be present

*Isard, Walter, “Transport Development and Building Cyeles.” Quarterly Journal
of Economics, November, 1942; especially p. 106.

* We assume that advertising is & way of altering denand for a given product, rather
than {as it might equally well be interpreted) a way of producing a new product.
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to encourage 4 price rise in the field beyond the rise in costs. A rise
in the price of the machine or material will diminish 1ts marginal
efficiency, because expected returns are now smaller relative to this
price.

4. The greater the quantity of any particular kind of capital good
already in existence (assuming some given guantity of labor and
other cooperating resources), the more the supply (potential or ac-
tual) on the market of those products in whose making it figures;
and hence the lower their price and the less the yield to be expected
from an additional unit of that kind of eapital good. If there is
already a large supply of trucks or of store buildings in our town, we
are Lo that extent discouraged from setting up in the trucking busi-
ness or from building more stores.

5. We have seen above that the quantity of population in any
area is relevant to the ealeulation of the demand to be expected for
a commodity. and henee is relevant to the estimation of the marginal
efficieney of the capital goods entering into the production of the
commodity.

The size of the population is also relevant to the estimation of the
marginal efficieney of capital for a different reason.  An inerease in
the working population in any area means that existing capital
equipment will be used In production with more labor. Total pro-
duetion will be inereased. It is also probable, though not certain,
that the marginal produet of eapital (the increase in production as-
sociated with the use of one more unit of real capital} will be larger
than hefore.  If so, investinent will be encouraged because of the
greater fruitfulness of capital.

6. There 15 an intangible influence—the state of business confi-
dence—which businessmen themselves are inelined to thik very
important. and which economists have in recent years eome to em-
phasize increasingly.  None of us can foresee with much sureness
the worth, in the future, of an office butlding. a special lathe, silver-
mining equipment, a bottle-making machine, or a display counter.
We have [ittle or no grounds for judgment as to the worth of these
capital goods 7. 10, 15, or more years in the future—if they will then
be in existence at all.  Should we buy them—that ig, invest? Itis
reasoned that, in view of this substantial ignoranee of the future,
the general sentiment in the business community of pessimism or
optimism will be of signifieant influence on the volume of invest-
ment.

This same ignorance of the future leads firms to include in their
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calculations of the marginal efficiency of assets a heavy allowance
for adverse events. Some large companies will not make an Invest-
ment unless they expeet “it will pay itself out” w1 two or three years,
even though the asset will last much longer. During wartime our
governiment encouraged firms to invest in capital equipment for war
production by permitting them to write down its value and consider
it valueless for tax-reporting purposes at the end of five years, even
though much of the equipment might still be valuable for peacetime
uses.

The general optimism or pessimism of the egmmunity with re-
spect: to prices on the Stock Exchange will also profoundly affect the
amount of new investment which goes on. Suppose buyers and
sellers of stocks on the Exchange are pessimistic about the future,
and value at a low level the shares of certain corporations, A busi-
nessman who wishes to expand his plant and equipment. {that is, he
is eonfident about the future of his own business) would be foolish
to have new plant and equipment built, if he can buy up at a low
price the controlling shares of a business already possessing the
needed kind of plant and equipment. In brief, the pessimism of the
exchange has caused real investment sharply to decrease, even
though some individual businesses are expanding eonsiderably.

Alternatively, suppose that investors on the Lxchange are opti-
mistic about the future, and stocks can be easily sold at high figures.
A corporation may now be induced to spend what would be ordi-
narily extravagant sums on investment projects, if the requisite
money can be obtained immediately and at a profit by selling stocks
or bonds on the Exchange. Real investment is, therefore, boomed
by the optimism of the market.

But the judgment of people who buy and sell on the Stock Ex-
change is often unsound. Many or most of them have inade no ade-
nuate study either of short-run or long-run prospects of firmis (even
if any evidence for this latter is available). Without foundation of
reasoned convietion for their decisions, they are apt to be subject to
the fashions and winds of opinion. In the optimism of a 1929, they
are apt to believe that firms which, under normal expectation, could
earn 4 per cent will in faet earn 12 per cent. In the midst of the
gloom of a 1933, people still in the market are apt to judge that firms
which under normal expectation would earn 2 per cent will in fact
lose 10 per cent.

Furthermore,. the bulk of more expert professional buying and
selling in the market is done by people who do not care very much
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what the earnings of particular companies are likely to be over the
course of the next few months or years. What they are concerned
with is whether particular stocks will rise or fall in price in the next
few days or weeks; in other words, they are concerned with esti-
mating better than the average speculator, what the average specu-
lator will think next about the stocks. For it 1s foolish to buy a
stock for $100 with the intention of selling it again in a few weeks,
cven if you are soundly convinced it is really worth $120, if you also
think it is going to drop to $90 in those next weeks.?

In summary, investment is influenced profoundly by the state of
business confidence. Investment because of this is apt to fluctuate
considerably. Not only does general business optimism or pes-
simism have a direct effect on the volume of investment, it also has
an indirect effect through changes in the prices of securities on the
Stock Iixchange. These price changes, in turn, reflect in large part
the opinions of persons whose knowledge of long-run values is slight,
or whose interest lies in foreeasting short-run swings of prices.

7. Finally. there is the very important matter of taxation. The
only significant way to figure expected returns from investment proj-
eets is to figure them affer tares.  Costs are raised and revenues are
lowered by execise, sales, and similar taxes. The incomes earned by
individuals and by corporations have come to be subject to very high
rates of taxation. During wartime, rates rose to about 23 per cent
on the lowest taxable incomes, and to about 0 per cent on the high-
est taxable incomes (above 8200,000) of individuals. All but the
smallest corporations paid 40 per cent tax on their inecomes, and in
addition, an excess profits tax of 95 per cent.” The excess profits
tax has been eliminated sinee the war, and other rates have been
somewhat reduced. But it remains evident that taxes are a erucial
influence on the net returns to be expected from investment.

All together we have surveyed seven influences on the marginal
efficiency of capital: (1) innovatory changes, (2) expected demand
conditions, (3) the rate at which investment is currently going on,
(4) the quantity of eapital goods of relevant types already in ex-
istence, (3) the size of the population, (6) the state of business con-
fidence, and (7) tax rates,

*The foregoing reasoning follows in considerable measure-the analysie of Keynes,
Fo M. i General Theory of Employment, Interest, and Money, Chap. 12. New
York: Harcoust, Brare and Co.. 1936.

T There was an overall limitation on the proportion of income to be taxed away,
and 10 per cent of the excess profits tax was to be credited against postwar tax obli-
gations.
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The rate of interest

Interest is a deterrent to investment since it is a cost which busi-
nessmen must pay when they invest. The higher the interest rate,
the sharper the deterrent. But when the interest rate falls toward
zero, investment is not always increased. A businessman will not in-
vest if, in the best opportunity open to him, he expects to lose 20
per cent, even though interest were zero. Interest, therefore, has a
one-cided effect: if the rate of interest rises extremely high—-10, or
30 per cent & year—investment will certainly be choked off. But
lowering the rate of interest to zero will not necessarily stimulate
investment.

Interest is a payment made to lenders: a payment which induces
them to give up their command over ready eash and aceept. instead,
a security or promise of repayment in the future. The higher the
interest rate {assuming a given pattern of expectations about mar-
ket conditions), the more money will be given up in loans by poten-
tial lenders of money; the lower the interest rate, the more will
potential lenders be inclined to hold to cash in hope of a better
chanee turning up later. When the interest rate seems low, the risk
to them from investing now is greater, since if the rate does rise an
investor is likely to lose part of his capital. (A perpetual bond pay-
ing $2 a year when the interest rate is 2 per eent can be bought for
$100. If the interest rate rises to 4 per cent, then® an investor can
gain $2 a year by paying $50 for some other security; hence, no one
will pay more than 350 for this particular bond. A doubling of the
interest rate has led to a halving of its value, and the unfortunate
man who first bought it has, in the effort to gain 2 per cent a year,
lost half his capital.)

If the banking system, perhaps as a consequence of Treasury and
Federal Reserve policies, is flooding the country with cash. then the
desire of individuals and institutions to invest in cash will be in-
creasingly satiated. They will tend eventually to lend out increas-
ing amounts at low interest rates rather than to keep on expanding
their holdings of cash, and so continue to keep on losing the interest
that is obtainable. (Even so, as our experience of the 1930's indi-
cates, fear of higher rates may be for years an important influence on
the decisions of potential lenders.) A general expectation of low
interest rates will tend to bring about their realization by increasing
the willingness of holders of cash to lend. The Treasury and Fed-

* Assuming that risk of default and cost of lending can be neglected.
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eral Reserve, by conspicuously standing ready to lend at low rates on
certain strategic securities,® can diminish the fear of rising rates, and
so assist in bringing about generally low rates.

It is possible for the Treasury and Federal Reserve between them
to push the interest rate downward even in a time of unexampled
demand for loans. Average rates on United States Government
securitieg fell, for example, from 2.3 per cent in 1942 to 1.9 per cent
in 1944, despite an immense inerease in borrowing for war purposes.

Between the 1920's and 1930°s, interest rates on all kinds of loans
decreased. Loans by banks to their customers fell from a level aver-
aging about 5 per cent in the middle of the 1920’s to between 2 and 3
per cent in the late 1930’s. This fall reflected in part government
monetary policies, and in part it reflected outside influences which
increased the ability of the banking system to lend at a time when
demand for their loans from trustworthy borrowers was at low ebb.

How important is the rate of interest?

A low rate of interest, we have said, i1s a stimulant to investment
sinee it reduces the cost of the funds which businessmen must use in
investment. A high rate iz a discouragement to investiment. But
how important an influence is the interest rate?

The marginal efficiency of capital, or the gross profit expectation
of businessmen, does not reflect only slow changes in the produe-
tivity of capital. It is specifically, we remember, an expectation,
and so vartes not only with the facts of the objective situation, but
also with the confidence of the business manager. When the flow
of investment spending is abruptly shriveled at the onset of depres-
sion, the explanation appears to be a general eollapse of the marginal
efficienicy of capital. not a change in the interest rate. Suppose as
is easily possible, the marginal efficiency of investment falls to nega-
tive levels: businessmen expeet to lose money even on the best pos-
sibilities open to them. To offset the gloomy sentiments of business
managers. one would have to charge negative rates to induce them to
invest—that is, subsidize them by letting them pay back less than
they originally borrowed. This might conceivably be done, but it
means loss to the lender, and so could not be done by any private
banking system.

The marginal efficiency of new investment to a businessman is
likely to vary widely, from perhaps 100 per cent per year or more in

* In other words, by stauding ready io buy these securities at high prices.
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the warmth of optimism about a wew process, new synthetic. new
market, and so forth (and probably, on the average, human beings
are more hopeful than events bear out),' to minus 30 per cent from
the best investment open, in the gloom of deep depression.

For short-run investments in inventories and machinery, the eal-
culations of businessmen are apt to be rough and ready: if a safe
margin is not obtainable on inventories and if machinery is not ex-
peeted to pay for itself in three or four years, the investment will not
be undertaken. A fluctuation of interest rates within the ranges
we have experienced in recent decades, say 6 to 2 per cent, is of
secondary importance. For long-run investments, such as build-
ings, public utilities, ships, and railroads, where interest might he
expected to bulk more largely in the mind of the businessman (since
the interest will have to be paid over many years), the effeet of vary-
ing rates is still likely to be moderate because of the dominating in-
fluence of the uncertainties of the future.

Statistical studies carried on by Professor Tinbergen for the pe-
riod 1919-1932 in the United States, indicate that the influence of
interest rates was very small on changes in inventories and other
short-term investments. The influence of interest rates on long-
term investment was found moderate, “the influence of profits and,
in the case of residential building, of the shortage and abundance of
houses being much larger.”

What we have said minimizes, but does not deny, the influence of
the interest rate. Some hesitant decisions will be influenced favor-
ably toward investing by a fall in interest rates, and some will be in-
fluenced unfavorably by a rise in interest rates.

Investment in the Interwar Years

We now look at the actual investment carried on in the United
States during the 1920°s and 1930’s. We can use estimates either for
gross investment (total outlay for business plant and equipment,
for housing, inventories, and net exports) or for net investment {the
formier, minus an allowance for depreciation, depletion, obsolescence,
and so forth).

However, our present concern is to look in some detail at the chief

“ Tt ja estimated that more has been invested in prospeeting for gold in our West
and in Alaska than has been taken out of productive mines.

" RBusiness ('yeles in the United States of America, p. 184. Geneva: League of
Nations, Economic Inteiligence Series, 1939,
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constituents of investment. (Gross-investment figures are the basic
data which are collected (in other words, statisties on the output of
capital goods). Net investment is calculated only as a residual,
after subtracting estimates for depreciation, and so forth. Since de-
preciation allowanees are especially subject to wide error, it seems
preferable to usc the more reliable figures for gross investment.
Total gross investment and four main subdivisions are shown in
Chart 14,
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Gross Investment and Its Constituents

Sources: Data for 1010 through 1943, Department of Commerce and Federal Reserve
Board, in Basic Facts on Emploument and Preduction, p. 12. Data for 1944 and 1945,
from the Survev of Current Business, February 1946, p. 8. The data for 1946 are
preliminary estimates, from the Economic Report of the President, January 1947,
p- 38. The figures for producers’ durable equipment in 1945 and 1946 are based on
new sources and are not precisely comparable to earlier years.

Total gross investment ig evidently a highly variable quantity.
The changes by billions of current dollars, and by percentages be-
tween major peaks and valleys are given below, the year 1920 being
taken as the starting point:

Changes in 1921 1929 1932 1937 1938 1941 1944
Billions of dollars -93 +84 -—154 494 -39 +11.7 176
Percentages —-50  +9 -8 +430 -3 +152 —91
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With these we can compare the changes for the same years in con-
sumption expenditures: '

Changes in 1921 1929 1932 1937 1938 1941 1944
Billions of dollars —~7.0 4181 -278 <4195 —4 4181 +23
Percentages —17 +34 —~38 445 -6 +28 -+31

Changes in consumption, by billions of dollars, are usually larger
than changes in investment, but often not much larger, and for 1921
not at all.  In terms of percentage changes, the evidence is almost
without qualification: percentage changes in investment are gen-
erally far greater than percentage changes in consumption. (The
vear 1944 is anomalous, since wartime controls restricted drastically
in that year the volume of resources going into private investment
uses.)

Of the four constituents of total investment, the most important
are construction and producers’ durable equipment.

1. Construction, both residential and business, has over the past
hundred years experienced fairly regularly recurring periods of high
and low activity. The building “cycle” has varied from 13 to 22
years, averaging a bit over 17 years.

Why should building have these fluctuations? Two important
reasons are (a) the long life of buildings and (b) the slowness with
which builders and suppliers of construction equipment respond to
growing scareity or abundance of buildings. Suppose that construe-
tion has been proceeding at a rather high level and that buildings are
rather plentiful, Vacancies will appear in business structures,
apartments, and houses. Rents and the prices of buildings will
gradually decline. But some time will be required to convince
builders, through their persisting losses, that the business has taken
a chronic turn for the worse, and that they should enter other lines of
work.

As time goes on, buildings gradually grow older, become obsolete,
fit new needs badly. Families increase in numbers and (in recent
decades) shrink in average size, and demand quarters adapted to
their needs. But if building contractors are few, some time will be
required before new entrepreneurs are convineed that building pros-
pects have taken a continued turn for the better, and that they have
a good chanee of success in entering or returning to the field. Some
time is required, too, before skilled men can be trained or assembled,
and new or used equipment collected. The main influence on resi-
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dence building, concludes one careful survey for the United States,*
is the relative abundance or scareity of houses some four years back.

There are other elements in the explanation of building fluctua-
tions. Among these elements are innovations in transportation
(the eanal, the railroad, the automobile) which have led to a redis-
tribution of industry and of population; contractions of civilian
building during wartime (especially during World Wars I and II),
which have left behind a backlog of deferred demand; and the drops
during depression in incomes of consumers, which force them to
postpone buving new homes.'®

The 1920's were a high and the 1930's a low, period of the building
eycle. This ig true both for construction of business plants and for
residence construction. If we take averages for the periods 1921-
1929, and 1930-1938, we find the former dropped 50 per cent, the
latter 74 per eent.’® Just as construetion sustained employment
and the level of total production by its own high level in the 1920,
g0 it deepened the depression by its collapse in the 1930's.15

2. Investment in producers’ durable sguipment bulks about as
large, on the average. as construction. From the decade of the
1920's to the decade of the 1930's, investment in business equipment
dropped only about one fifth, whereas investment in plant, construe-
tion was dropping one half.

If we shoutd add together business investment in plant construc-
tion (excluding residence construetion for consumers) and in equip-

® Tinbergen, J., Business Cycles in the United Stetes, pp, 162, 164.

2 Interest rates have not been an important influenee on the fluctuations of build-
ing. Relevant interest rates have been very rigid over the past—there arc some
banks whirh have charged 6 per ecnt on mortgages ever since the Civil War. And
even a drastic drop in the interest rate from 6 to 3 per cent would. in n sample case.
reduce the vearly pavment for interest and on the prineips) enly from $422 to $310.
If we add taxes and meurance, the yearly total cost drops only from 8579 to $467.
(For a $6000 house in Queens, New York City. on which a 55400 FHA loan is amor-
tized over 25 vears)  See Long, C. D, Building Cycles and the Theory of Investment,
pp. 26-30. Princeton: Princeton University, 1940,

Also, for langer-term investments, like bwnlding, the importance of the risk element
grows much more mpidly than does the importanee of the interest charge. Hicks,
J. R.. Value and Capital, p. 226, Oxford: Clarendon Press, 1939,

* Kuznets' data.

= Pyhblic construction {not included in the above private investment) ig remarkably
constant over these years, varying between extremes of 14 and 3.5 billion dollar?
snnually. Countrary to genernl opinion, it was very little larger in the 1930's than it
the 1920%: the inerease averages 5 per cent. It was only after 1933 that Federal gov-
ernment cxpenditure for construction (both direct and throygh feders! aid to state
and loral units) expanded to large dimensions. Decline in state and local construc-
tion over the 1930 almost compensates for the increase which took place in federal
ronstruction in the Jate 1930°s.
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ment, we have a total which usually bulks larger than all the other
elements of private investment put together. Investment in busi-
ness. plant and equipment was still dominantly important all
through the 1930’s when, it is sometimes argued, the government
was spending heavily for construetion and other purposes.

3. Inventory accumulation rises and falls sharply over a period
some three to four years in length, as businessmen expect price rises
or increased demand or fear the reverse. Years of maximum in-
crease of these stocks of raw materials and semifinished and finished
goods, are 1920, 1923, 1926, 1929, 1936, and 1941. Years of lowest
inventory accumulation are 1921, 1924, 1928, 1931, 1932, 1938, 1942,
and 1944, Difference in spending for inventories from year to year
may be as much as 3 or 4 billion dollars.

Apparently, changes in spending for inventories are the main ex-
planation of the minor fluctuations in output and employment
which we have experienced at intervals of generally three or four
years: perhaps (counting peak to peak) 1920, 1923, 1926, 1929, 1934,
and 1937. (The distortions of heavy defense and war expenditures
by government followed hard after 1939.)

A boom which rests upon inventory accumulation in any im-
portant degree (1923, 1929, and 1937) is one which promises to col-
lapse promptly, because obviously businessmen will not continue
indefinitely to pile up rapidly increasing stocks of materials and fin-
ished products. When they stop inereasing their inventories (unless
rising consumption spending or other investment spending or gov-
ernment expenditure takes up the slack)} the boomn is over., Con-
versely, when inventories are shrinking rapidly, as in 1932, there is
hope that times will soon be better when businessmen decide not to
reduce their stocks further or decide to increase them from a low level.

4. Our last kind of private investment, groups together net ex-
porte of goods and services, and the accumulation of gold and silver
bullion for monetary uses.’® Of these two, net exports of goods and
services is much the more important. But both together are ordi-
narily of slight significance in explaining the fluctuations of total
investment.

If we block out years immediately affected by war, we note that at
the most (1920) these contributed 2.2 billion dollars, or 2.6 per cent
of gross national expenditure; and at the least (1936), dirainished

¥ Net exports of gold and silver bullion are counted together with accumulation of
bullion.,
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national expenditure by 0.3 billion dollars, or 0.4 per eent. And
1920 and 1936 were in this respect very unusual years.

A few indusiries are completely dependent on foreign trade, and
if their particular foreign markets collapsed, they would themselves
stagnate, with resulting repercussions throughout the economy.
But though foreign trade may have strategic and disloeating ef-
feets, it is not, during ordinary peacetimce years, one of the impor-
tant influences on over-all output and employment of the United
States. Foreign trade can be a help toward greater efficiency of
production and a few special commodity imports are much needed.
but this country is not significantly dependent on foreign trade for
the maintenance of emplovment, despite the allegations of some
that capitalisin cannot live without exports.

“Long waves” in prices—the Kondratieff Cycle

There 1s convineing evidence that over the past 150 years, in the
United States and in certain countries of western Europe, there have
been long waves in the level of average prices, including interest
rates—long periods of rising prices, followed by long periods of fall-
ing prices, followed in turn by rising prices, and so forth. There is
also some evidence (the inadequacy of data bars a firmer state-
ment) that there may have been parallel waves in rates of indus-
trial growth and geographie expansion. During these upswings of
prices. business contractions tend to be relatively short; during
downswings, business contractions are Jonger and perhaps more se-
vere.l”

¥ The basie study on this matter available in English is that of the Soviet economist
Kondratietf, Nikolai D.. "The Long Waves in Economic Life,” Revicw of Econonic
Stalistics, Novemher 1935.

Violent attacks were muade by other Soviet economists on Kondratiefl's work. The
tain reason lay in the implication that capitalism would revive from its epochs of
“bad times." since the Kondratieff eveles were temporary deviations from the con-
timuous course of capitalist evolution. The leaders of Soviet Russia anticipated the
periad folfowing 1914-1920 to be one of wars and revolutions preceding the final col-
Inpse of “capitalism.” But if the period were only the downswing of a Kondratieff
long wave, there would be an upward turning point and better times ahead. The
official Russian Fneyelopedia published in 1929 referred to Kondratieff s views in one
sentenee: “This theory is wrong and reactionary.”

In the fall of 1930 Kondratieff was arrested and deported to Siberia without trial.
The outside world has not heard of him since.

An execellent survey of the controversy (the source of the above note) and a
critivism of Kondratiefl’s findings is given in Garvy, George, “Kondratieff’s Theory
of Long Cveles” Revicw of Econemic Statistics. November 1943, Other useful
erittvism iz in Tsard. Walter, “A Neglected Cvele. the Transport Building Cycle.”
Reviow of Eeanomic Statistics, pp. 155-156, November 1942; and in Burns and
Mitchell, Weasuring Business Cycles, pp. 431-440. New York: National Bureau of
Econowic Rescarch, 1946.
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Approximate dates for these periods or long waves in the United
States appear to be:

Loxc WavE Rising Prices Farving PrRICES
1 1790-1514 1814-1544
2 1844-1873 1873-1896
3 1896-1529 1929- 7

During the rising-prices phase of the first long wave, the major
influences appear to be (a) repercussions in this country of the
heavy expenditures of European governments during the Napo-
leonic warg and (b) the industrial opportunities afforded by expan-
sion in the use of Watt’s steam engine, by improvements in textile
machinery and by other innovations of what has come to be known
as the Indusirial Revolution.  After 1815, government expenditures
dwindled off, and the increased flow of products from the new ma-
chinery and processes depressed prices. In consequence production
had to be adapted to worsened cost-price conditions, and resources
shifted from unprogressive to progressive industries.

The good times following the middle 1840’s are dominated in
the United States by heavy investment in railroads and by govern-
ment expenditures incident on the Civil War. The discovery of
gold in California in 1849 was an influence toward expanding the
money supply; hence toward higher prices, hence toward heavier
business investment.

After the 1870’s, rallroad investment slackened toward a steady
level, and declined in the 1890°s. A fall in the rate of addition to the
monetary gold supply from the early 1870s to the 1890's furnished a
depressing influence on demand and prieces, and s0 also on the mar-
ginal efficiency of investment.

The price upswing and general prosperity of 1900-1929 seems in
large part identified with the rise of four major industries. (a) The
automobile industry is the most important of the four. A negligible
infant in 1900, with a production of 4000 cars, it had expanded to an
annual output of 5.6 million cars by 1924, carrying along in its
wake the auxiliary industries of road construction {(a govermment-
directed industry), petroleum, steel, glass, and rubber—until, it is
argued, there is no business in the United States which does not con-
tribute goods or services, directly or indirectly, toward the making
of cars. (b} Electric power, in which investment was likewise negli-

“ Hansen, A. H., Fizcal Policy and Bustness Cycles, pp. 40-41.
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gible in 1900, expanding rapidly thereafter {0 a maximum invest-
ment expenditure of over 8 billion dollars in the 1920°s.  (¢) Street,
railways were expanding most rapidly in the decade of 1900-1909,
It was the most importani of these four industries In that decade,
and also in the previous decade. (d) Investment in the telephone
industry rose gharply after 1900, reaching its maximum also in the
1920's.  Aside from these four industries, we should include in our
list of stimulating factors the very important effects of heavy gov-
ernment expenditures during World War I, and in the 1920's, the
housing boom and some stimulus from exports.

Throughout this century and a half, some injustice is done by
concentrating attention on the few “major” industries, because
sometimes the total investment in “minor” industries was increasing
at just as fast a pace. The major industries are the most eonspicu-
ous, but not the only ones of importance.

The onset of the Great Depression of the 1930's

Why was there a collapse of output and employment after 19297
This is a 64-dollar question that has been repeatedly asked in the
19307s. and answered as often with varying degrees of profoundness
and positiveness.  And there Is vahid ground for difference of opin-
ion, since there 1s no sure criterton for degree of emphasis that ought
to be put on each element, and since one may speak in terms of im-
mediate. of more general and removed, or of quite distant and ab-
stract causes.

Our answer is brief, and in terms of immediate causes. The de-
pression of the 1930’'s came upon us when and because private ex-
penditure on investment dropped. There was an accumulation of
causes for lowered private expenditure.

1. A conzpteuous cause lies in the speculative fevers of 1927-20
afflieting real estate and the stock market. Such speculation was
bound to lead to reaction, even to collapse, onee the people gambling
in these markets—innocent of serious knowledge of long run values,
and hence of stable convictions—came to doubt whether prices
would move upward forever.

Ouce the decline began. the vulnerable mortgage situation of
farmers and of urban holders of real estate piled despair upon dis-
tress. Collapsing real estate values, as foreclosed properties were
unloaded on the market. directly foreced a further contraction of con-
struction expenditures and undermined the position of banks hold-
ing mortgage loans. More important, and with continuing reper-
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cussions, was the crushing psychological effect of the loss of farms
and homes.

2. Faults of structure and of policy in the banking system had
their share in converting recession into catastrophe. 1In the early
years of depression, our monetary authorities permitted to take
place, despite some eountermeasures, an unexampled contraction
of the money supply. In three years, 1929 to 1932, the quantity of
money dropped by nearly one-quarter.”® This wasin large measure
aresult of lessening desire by businessmen to borrow from banks for
investment purposes. But it was also a cause of their lessened in-
vestment, in that banks generally, hard hit by shrinking reserves
and {alling value of assets (in part results of monetary contraction),
were less able to lend even to those businessmen who still wanted to
borrow,

As the depression deepened, three waves of bank failures spread
economic paralysis, and intensified the growing sentiment that all
was lost. These failures were in the main avoidable had salvaging
operations been undertaken in time, But the banking system of
the United States is peculiarly subject to distress: it is characterized
by the existence of multitudes of small banks—in contrast with
those of Canada, England, and other indusirial countries. This
may have its advantage In dispersing finaneial power. It certainly
has had its disadvaniage in the weakness of the small bank, due to
its substantial dependence on the fortunes of a particular commu-
nity, and to its often low level of management ability.*

3. The speculative and banking {actors we have mentioned would
have had their effects postponed and diminished had there been
strong meentives for investment inherent in the situations of a num-
ber of major industries. But it appears likely that the automobile
industry, and perhaps several others, had exhausted, at least tem-
porarily, their possibilities of expansion. (The construetion indus-
try. following ite own peculiar pattern of behavior, had been de-
clintng since 1927.)

When technieal advance, population growth, and the like, stimu-
late the development of a new industry, that development takes
place over the course of some years or decades. The rate of expan-
sion is limited by the often gradual expansion of demand and by the

*Nloney is taken as demand deposits adjusted plus currency outside of banks, on
-él;lﬁ:rgo of these years. The uctual figures are, respectively, 26.2 and 20.2 billion

= (f. Joseph A. Schumpeter, “The Decade of the Twenties,” American Economic
Review, May 1946,
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competition of other industries for raw materials, labor, and man-
agers, Dut as the industry grows beyond a certain point, it comes
upon an inereasing obstacle: that the wants of consumers for its
product arc becoming more and more nearly satisfied. An increased
output per capita can be sold only at a lower real price. For some
kinds of products, price will drop drastically with only a moderate
increase of output.

If, for example, two thirds of American families have a new or
used car. automobile manufaeturers may well find that they can
inerease appreciably the numbers of cars in the hands of the publie
only by reducing prices considerably. And costs may be high
enough so that they are unwilling or unable to cut prices much.*
If this is their situation, autemobile manufacturers will not want to
expand plant and equipment by further investing.

If a number of dominant industries have shrunken their invest-
ment outlays, one or several industries that are in a better position
will be unable to stem the general tide of contraction. The latter
industries must expeet now, not the demand of normal times, but
the dwindled demand of depression, and they will view this lessened
demand through the grav-green spectacles of loss of confidence.

4. Ax fourth among the influences causing the 1929 collapse one
mayv list 1 number of foreign policies and events, which had both
real and psvchological repercussions in this country.  After 1925,
many of the developed countries of Western Europe raised their
tariffs skyward, blocking imports from agricultural countries and
foreing the latter off the gold standard in 1928, 1929, and after. The
gathering ecollapse of the gold standard had its effect on confidence
abroad and in the United States; and with other causes. led to a
sharp decline in our foreign lending after the middle of 1928, and
induced a change in type of lending, from long term to short term.
This in turn. coupled with other causes, led eventually toward a de-
eline in our exports and also toward the later collapse of the banking
svstem of eentral Europe. set off by the failure of the Credit Anstalt
bank of Vienna in 1931,

We could give further details of the causes of the 1929 debacle,
and of the recession into deep depression that followed. No two
students of the subject would, in a detailed list, include quite the

# Coste often will not fall greatly even though raw materials are in abundant supply,
and a good deal of labor is unemploved. beesuse of rigid monopotlistic pricing—that is,
monopolistie policies on the part of raw-material supphiers, and union stipulations on
the part of labor.
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same items or emphasize them in the same way. But we can bring
the strategie causes together under the heading “What caused in-
vestment spending to decline.”

A More Detailed Explanation of Booms and Depressions

We can now explain much more completely than we have hefore,
what determines the level of incomes and employment in a country.
The more complete explanation is also more difficult.

The difficulty arises because (pp. 19-20) the savings made in a
country are always equal to the private investrment made in the
country plus the deficit of the government,* and yet it is obviously
possible that people might want to save more, or less, than the total
of private investment plus (any) government defieit.

The deficit of government may of course be negative—that is, the
government may be spending on goods and services less than it re-
ceives in taxes; or the deficit may be positive. In any case, its ex-
istence furnishes an unnecessary complication in our reasoning.
Suppose we assume that the government budget is balanced ¥ and
remains balanced no matter what happens to the relationship of
savings and investment: the government always levies enough taxes
just to cover its expenditures. Then the deficit is zero. We can
say without qualification that savings always equal investment.
But the difficulty still remains because people might want to save
more or less than is being invested.

Of course, some people save in order to invest personally: we may
save in order to buy a house. In such cases, though investment
spending may tend to lag behind savings, it will not. on the average,
be higher or lower. But in general, different people save thap in-
vest, and for different reasons. We save for a rainy day, because
we want to buy some expensive article in the future, for prestige, or
because we should like to receive the interest and dividends our
savings might earn, and s0 on.  On the other hand, individuals and
business firms invest mainly because they hope to add to their in-
comes—that 1s, because the marginal efficiency of investment op-
portunities open to them is higher than the interest rate.

The question which we face is: How does it happen that, although
people in a society may want to save imnore than others want to in-

¥'This iz true whether we are defining saving and investment on a net or on & gross
basis, since the same correction (for depreciation and other reserves) will be made
ta hoth.

® The possibility of an unbalanced budget is taken into account in Chap. X (pp.
137-138) and in Chap. XVI.
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vest, it always turns out that the total savings made are identically
equal with the total investment made?

If all (and no more than all) income were regularly and promptly
spent, then the stream of income in the economy would continue at
a given level, neither swelling to a flood nor dwindling off to a trickle.

1. Suppose that some person A decides to save $10 more than
usual (that is, he withdraws $10 more than usual from the income
stream). Then, if someone else happens to invest 310 more than
before (that is. injects $10 additional into the income stream),
all is still well. The income stream continues as before, neither
shrunken nor swollen.

2. But suppose instead, that when 4 saves his additional $10, ne
one else invests additionally. Then incomes received in the econ-
omy immediately drop by $10. Some other person (or persons},
B, does not receive the $10 which A has decided to save.

If B continues his consumption expenditure as usual, despite the
fact that his income has dropped. then he has saved less by $10
compared with the preceding period. The net result of 4’s saving
is that the national income has dropped, and that B has canceled
A’s saving by saving less. Saving over the whole economy has not
changed, and investment has not changed. They remain equal, just
as before.

On the other hand, if B reduces his consumption expenditure as
his income drops, and ¢ (whose income derives in part from B)
finds his income eut and reduces his expenditure, and so forth, we
have a series of falling incomnes initiated by A’s original saving.
(But at anv point of time, some person or persons have suffered a
cut in income of $10 while still spending as before, and therefore
have termporarily saved less by 810 compared with the original situ-
ation.) Incomesof R, C, D, E, . . . successively drop.

There is reason to expect this series of decreases in incomes even-
tually to come to an end hecause. as we remember, lower incomes are
correlated with lessened savings. Suppose that when the income
of F drops, he permanently reduces his savings by $5. G then re-
ceives an income drop not of 810, but of 5.  The series of decreases
in income ends when total decreased (permanent) saving has can-
celed out A's original saving. No additional investments being
made, savings over the whole economy continue to equal investment
st the old level. The only difference from the original situation is
that incomes have been lowered.
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3. There 15 a third and last possibility, parallel with the above.
Suppose that 4 now upsets the applecart of the stable economy by
deciding to invest $10 more than usual at a time when no one else
happens to save $10 additional. Then some other person B finds
his income raised by $10.

B might decide to consume as usual, despite the fact that his in-
come has risen: then he has saved $10 additional compared with the
preceding period. The net effect of A’s investment is that the na-
tional income has risen, and that investment and saving are both
higher by $10; hence, investment still equals saving.

If B spends his additional $10 of income, and others down the
line also, then we have a series of rising incomes initiated by B’s
original investing: €, D, F, . . . receive successively $10 of extra
incorme. {(But at any moment of timne some person or persons have
the extra $10, which has not been spent and which is, therefore,
temporarily savings.)

This series of inereased incomes ig not to be expected to continue
indefinitely because, as we also remember, higher incomes are cor-
related with higher savings. Suppose that when F receives his in-
come rise he permanently saves an additional 8. Then G receives
an income increase not of $10, but of 83,  The series of rises in in-
comes ends when total increased (permanent) saving has canceled
out A's original investment. Over the whole economy, incomes
have risen. and investment and savings are both $10 higher and,
therefore, are still equal.

Suppose we restate this reasoning in terms of the whole economy.
When the national income is high. people spend on consumption
consitderably less than their incomes. The gap hetween income
(after taxes) and consumption is what we call savings. Since sav-
ings are large at a high level of income, investment must be equally
high in order for that high level of income to be realized at all. This
is what happens in a boom.

But investment spending may not be so large as this. Then in-
come realized is smaller. Consumption is smaller, and savings are
smaller also. Income has shrunken to the level where the smaller
sums that people wish to save at that level are equaled by the
smaller sums which are being spent for investment. If the decline
in investment and consumption is moderate, the economy will run
along at some level of employment moderately below the level cor-
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responding to full employment and maximum output—nperhaps, in
the United States, with 5 to 10 million unemployed. The economy
may be fairly stable at this level.

The fall in investiment may, however, be drastic down to negative
levels where present plant and equipment are not being maintained.
Income falls, also, to a level where people are so imgpverished that
they spend for consumption a sum which exceeds their incomes
{they use up their savings or go into debt) by the amount of the
negative investrnent. The economy is then in deep depression, with
10 to 15 million or more unemployed.

We may conclude, then, that the sums which people decide to save
must he matched by investment spending, else incownes, output, and
employment fall until the community is so poverty-stricken as to
save 110 more than is being invested. Since people and firms save
less when their incomes are low, at some lower level of income the
savings which they try to make are equaled by the investment ex-
penditure which is going on.  Income falls no further,

If less ts being invested than people try to save, there is a drop in
incoines downward toward stagnation, bankrupteies, and soup lines.
If more is being invested than people try to save, there is a boom
in incomes up toward high emplovment, or past this into inflation-
ary price rises.  Incomes rise or fall over the whole economy as
people carry out their decisions to consume or not to consume, and
the total saving aceomplished remains equal to the total investment
actually made.

Fluctuations within a range of relatively high
and relatively low employment

The reasoning we have just followed states that an expansion of
production and emplovment is brought to a close, and reversed, by
investment falling below what people wish to save; and that a con-
traction is brought to a close, and reversed, by investment rising
above what people wish to save {the government budget being as-
sumed in balanee). The fact that people wish to save more when
their ineotnes rise (less when they are poorer) explains how any ex-
pansion {contraction) of emplovment and production tends to be
choked off befare it has gone very far. We have, then, a picture of
fluetuations within some range of levels of employment and produc-
tion. This range need not, of course, be close to a full-employment
level. It might be considerably below.

It is worth adding that no “normal” level of unemployment equi-
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librium is implied by this reasoning. It is only that employment
and produetion may persist within a range somewhere below full
employment.

The cumulative process

Back of these aggregates of total production and total employ-
ment. and total saving and total investment, lie the details and com-
plexities of actual economic life. Certain of these details make it
easy to understand why an expansion or contraction tends to be
cumulative for a time (that is, to continue itself) once it has gotten
started.

An expansion process is set off by a change in some underlying
condition: perhaps new methods of production have been devel-
oped; perhaps there has been a change in consumer tastes. In a
large proportion of upswings, we will have put our finger on the
strategic cause when we have answered the question: Why are busi-
nessmen more willing to invest than before?

Any increase of demand will set off favorable repercussions: an
increase in investment increases incomes, and so stimulates con-
sumption: and a rise in econsumption, in turn, gives businessmen
cause to invest more. If the banking system has become liquid at
the end of a previous period of depression, then interest rates have
tended to fall: to some extent this encourages investment, especially
in relatively durable investinent goods. Prices tend to rise as de-
mand grows, with favorable psvchological effects toward still more
investment and anticipatory buying generally. Output of invest-
ment, goods and durable goods rises faster than that of consumer
and perishable goods. The improved prospects make banks and
other lenders more ready to give up cash (either newly created
money or past savings) for lending in investment channels. And
50 the boom feeds on itself.

But as production and employment keep on rising, investment
will eventually become less attractive: production bottlenecks ap-
pear in supply lines whose full capacity is being approached, costs
of factors and materials rise, and perhaps doubts arise about the
continuation of the boom. In addition, the savings that people
wish to make keep swelling in volume.

The contraection is likely to be set off rather suddenly by a drop in
investment below the now large volume of savings which people
wish to make. A ‘“eollapse of the marginal efficiency of capital,”
which we associate with the mushroom growth of pessimistic ex-
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pectations, may have found its origin in a speculative down flurry
in the stock market, in econspicuous business failures, in foreign
events, or elsewere. Once the contraction is under way, pessimism
has reason to deepen. With a decline in investment, consumption
also declines; and declining consumption justifies still further de-
cline in investment. As demand falls, prices sag, losses are experi-
enced, buving is postponed. The output of eapital and durable
goods drops more than that of consumer goods and perishable goods.
Alarmed ereditors hound debtors for payment, and debtors engage
in forced sales to pay off debts, thus pushing prices lower still.
Banks decide not to lend out again as old loans are paid off, and
individuals wish to hold cash: so purchasing power drops further,
A stop to this dismal process comes only when people are sufficiently
impoverished so that they diminish their savings to the level of the
trickle of investment still going on. (At this point, we remember,
both investment and savings may be negative rather than positive
-—that is, the economy may be letting its equipment wear out and
may be using up its inventories of goods faster than it is replacing
them.) If innovations or some other specific encouragement to in-
vestment appears, the bottom of the contraction will be reached
sponer—that is, at a higher level of income.

~The Leverage Effect of Changes in Spending

Any change in expenditure for output is apt to have a magni-
fied effect on incomes and employment. This is true whether we
have decided to classify the original expenditure as investment, con-
sumption. or government spending. There usually is a magnified
effect on incomes and employment because the criginal outlay
stimulates a series of changed respendings. These effects will con-
tinue over a considerable period of time. If A spends more than
before, and hence B finds his income up, B is likely to increase his
consumption spending, which, in turn, will cause (s income and
then his consumption spending to rise, and so forth. Meanwhile,
business managers may decide that in view of the increased con-
sumier buving, they had better carry larger stoeks of goods, and per-
haps add additional machines to their plants.  If so, investment also
nereases,

We might find, in the end, when all these effects have worked
themselves out, that an original inereased expenditure of $100 has
led to a total increased (consumption and investment) expenditure
in the economy of $400. We will say in this case that the leverage
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of the original expenditure was 4. Leverage, in other words, is the
number by which we multiply an original expenditure in order to
obtain the total changed expenditures which it brings about.*

That a leverage greater than 1 is likely will be clearer if we look,
first, to the effect of the original expenditure on consumption out-
lays, and second, to the effect of the original expenditure on invest-
ment outlays.

The Multiplier Effect '

The effect of a change in spending on consumption expenditure is
called the multiplier effect. Suppose that A4 spends 3100 more than
usual, drawing down his savings for the purpose or perhaps borrow-
ing the money from his bank. Suppose also that people in the
economy, as an average, spend on consumption % of any increase in
their net incomes, saving or payving off debts with the remainder.
In other words, the marginal propensity to consume is 4. This Is,
in fact, the rough estimate for the United States given by J. M.
Clark and Lord Keynes.®

When A spends the $100, the person (or persons) to whom he
pays the money, B, finds that his income is up by $100. B spends
on eonsumption $66.67, which becontes income to a person {or per-
sons) C. C,in turn, spends on consumption % of $66.67, or $44.45;
and so forth. The series runs as follows:

AppiTioNAL INCOMES TO

B 4 D E F & 14 I J
$100  $66.67  $44.45 $2063  $19.75  $13.17  $8.TE §385  $3.90

The effect of the original spending evidently goeés on and on, but
since some remains in the hands of each person in the series as a
“leakage,” the amount passed on steadily becomes smaller. At the
point when J receives his $3.90, the total of all the additional in-
comes received is $292.20. If we followed this series of income in-
creases further, we should find that the total of all additional
incomes received approaches closer and closer to $8300. This is the
limit of the increases of incomes which were started by A's original
expenditure of $100, if people spend on consumption % of their mar-
ginal incomes.
* This concept appears to be slightly different from Professor Hansen's leverage .

coeffictent, which scems to imply that the original expenditure is investment expend-
iture. Fiscal Policy and Business Cycles, pp. 264-65.

= “Tncome™ here is 1o be ithought of as pet income created, not as disposable income
{for which we calculated a marginal propensity to consume of 1, pp. 94-85).



128 INVESTMENT EXPENDITURE

The multiplier, which relates the original change in spending to
the total increase in incomes eventually resulting from the induced
consumption, is in this case 3. The larger the marginal propensity
to consume, the larger is the multiplier.®®

The time required for multiplier effects

Of course, it takes time for the spending of the original $100 to
affect successively these incomes. How long on the average is re-
quired for income of one person to become income for another?
Estimates of this income period for the United States run between
3 and 3} months® Suppose we assume that the former estimate
is about right. Then, after B in our example above receives his
$100, 3 months go by on the average before C receives $66.67; and
6 months go by before D receives 844.43; and so forth. An in-
finitely long period of time (an infinite number of income periods)
1s required before the full effect of the original expenditure is
worked out, and additional incomes resulting from it actually total
2300.  Ou the other hand, at ihe end of a vear, 87 per cent ($260.50)
of the full rise in income has been received; and at the end of two
years, when J has received his increase of income, 97 per cent.  The
bulk of the stimulating effect on income and employment of
changed expenditures oecurs rather soon.

The t;tal of leakages

It is worth while noticing that when at the end of an infinite
number of timie periods the effect of the original new expenditure has
completely worn off, the total of “leakages” all down along the
linc—of savings or debt payments—equals the original expenditure.

2 The multiplier can be caleulated in this fashion: Of each original dellar spent in
our example, § was respent an consumption by the first income receiver, 2 of this §
by the next, and so on.  [n other words the total rise in incomes 8 1 + 3+ (§)*
+ {3 4. . . Buch a series (when the fraction involved is less than 1) is algebraically

equal to f_l_a' or 3, which, as we know, is the value of the multiplier.
-3
In the above example, the {raction  is the marginal propensity to consume, which
we have before defined (p. 94) as
change in consumption . symbols ac
change in income ayY
N S
1 - AC/AY
= Cf. Machlup, Fritz, “Period Analvsis and Multiplier Theory.” in Readings in
Bustness Cyele Theory, pp. 214-215.  Philadelpbia: Blakiston and Co., 1944. Proies-
sor Villard thinks 3} months is a minimum estimate, and that the period might well
be o hit longer. Deficit Spending and the National Income, p. 256, New York:
Farrar and Rioehart, 1941.

In general, therefore, the multiplier equals
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As much has been withdrawn from expenditure as was originally
expended, and when this is true, the original stimulus is canceled
out. For example, B withdrew from further spending $33.33, C
withdrew $22.22, and so forth. When J received his income in-
crease, 396,10 had leaked out from the income series. If we fol-
lowed the series further, we should find leakages approaching $100,
and as this occurs, the original injection of $100 is canceled out, and
the total of additional incomes approaches $300.

$100
80
60
40

20

Q 3 6 9 2 15 1B 20 29 27 30 MONTHS
OF TIME

CHART 15
The Simple Multiplier Process

We can graph the expansion of this multiplier process as shown
in Chart 15. The shaded area is the original expenditure. The
areas numbered 1, 2,3 . . . are the sccondary expenditures on eon-
sumption which are realized at the end of 3, 6, 9 months, and so
forth. All of these represent changes above some basic level of
ineome.

The multiplier effect of a continued

injection of new expenditure

In the sbove example, we have traced out over the course of
months the effect of a single additional expenditure. Suppose that
instead repeated additional expenditures are made. Then, each one
of them will have its series of secondary expenditures. In Chart
16, we show the cumulative effect of such repeated additional ex-
penditures, assuming as above that the marginal propensity to con-
sume remains 4, and that the average income period is 3 months.

Nine injections of new expenditure into the economy are repre-
sented. one at the beginning of each income pericd. In each case
the original expenditure is shown by the dark rectangles 1A, 2A,
. . . and the series of consumption expenditures derivative from i
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by the light rectangles labeled 1B, 1C, 1D .. . and 2B, 2C, 2D

. ., and so on.

As these successive new expenditures are made, the total of addi-
tional incomes received in any period mounts rapidly toward a limit
of $300, or three times the new expenditure made every period. At
the end of a year, 87 per cent of this maximum rise has been
achieved. So long as the injection of 3100 every period continues,
incomes will approach closer and closer to the limit of $300 above
the original level, assuming that the consumption and investment
behavior of the economy remains otherwise unchanged.

But if the injection of $100 every period is stopped, then incomes
rapidly fall back toward their old level. Chart 16 shows the effect
of stopping the injection of new expenditure at the end of 24
months. One year afterward, incomes have fallen 80 per cent of
the way back to their original level. There is, in brief, a multiple
effect from a fall in expenditure, just as there is from a rise in ex-
penditure.

The stability of the multiplier

The above example is based on rough estimates for the United
States. It would appear, then, that it shows us approximately what
we could expeet out of the stimulus to eonsumption from g single
new expenditure or repeated new expenditures. These expendi-
tures might be made by the government, by foreign buyers, by busi-
nessmen who are investing, or by consumers who are splurging on a
new consumption good. We might just as well think of the ex-
penditure as 100 million dollars every three months, rather than
2100 only, and thereby magnify all our figures by a million.

It is on the basis of reasoning like that we have given that Lord
Kevnes, on a visit to this country in June 1934, predicted that if the
[nited States Government spent only 200 million dollars more every
month than it took in through taxes, we should slump back to deep-
ost depression; that if we spent 300 million dollars a month, we
would stay at the same level; and that the spending of 400 million
dollars would bring us full recovery.®®

But there are a number of considerations which make it hazardous
to predict closely just how large the multiplier effect will be. (1)

"Re;rtpd in Williams, John H., Postwar Monetary Plons, p. 64, New York:
Alfred A. Knopf, Inc., 1944.
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We have assumed that previous consumption and investment ex-
penditure remained unchanged, but there might be outside causes
of a change In consumption. And the derivative consumption ex-
penditures illustrated above are rather likely to have an influence
toward increasing investment. (This we discuss below.) On the
other hand, it is possible that certain kinds of new expenditure—
perhaps the government is increasing its debt or is thought to be
gpending ineffectively-—may diminish business confidence, and so
diminish also private investment. (2) The value of the multiplier
is not a stable and unchanging figure. If people who receive the
flows of new income have been unemployed before and have run up
debts, they are apt to use & part of their new income to pay off these
debts rather than spend on consumption. The multiplier is lower
than it will be later on: the new funds are being soaked up in liqui-
dating debts rather than having their full effect in inereasing con-
sumption. There is also reason to think that changing distribution
of income as incomes rise, the possible lag of consumption-habit
changes behind income changes, and varying expectations of future
income changes, will affeet the marginal propensity to consume, and
so affect the value of the multiplier.

For these reasons, we cannot prediet closely what the stimulating
effect on consumption from any given expenditure will be.

The Acceleration Effect

Changes in the demand for goods relatively close to consumption
may give rise to much larger changes in the demand for {and output
of) the capital goods used in their production. This relationship
is known as the aceeleration effect.

Suppose that 80 metal-forging machines are used in the produc-
tion of lathes, and that 8 of these machines need to be replaced every
vear—that is, these machines last on the average 10 years.

1. If demand for lathes remains unchanged, then the capital-
goods industry producing the machines will produce 8 per year.

2. But if demand for lathes should in some year rise by 10 per
cent. then 88 forging machines would be required (assuming no
change in techniques takes plaee which would allow greater output
from the existing machines). The capital-goods industry must,
therefore, produce 16 machines in that year: 8 for replacement and
R for additions. A 10 per cent increase in demand for lathes has
given rise to a 100 per cent rise in demand for the forging machines
which make lathes.
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3. Suppose that through the next year demand stops rising. re-
maining constant at 10 per cent above its original level. Then a
total of 88 forging machines are needed, of which 8 wear out in the
course of the year and must be replaced.®® The output of the forg-
ing-machine industry has fallen from 16 to 8, a decline of 50 per cent,
merely because consumption is no longer rising.

4. Suppose, finally, that in the following vear demand for lathes
itself falls to the original level. Then, 8 machines are required.
Since there were 88 at the beginning of the vear and 8 wear out
during the year, none need be produced. A decline of 9 per cent
() in demand for the product nearer to consumption (lathes) has
led to a complete shutdown in production of the product further
from consumption (forging machines).

The above example evidences that a small change in demand for
goods relatively close to consumption ean transmit itself with ae-
celerated force to capital-goods industries,® Here iz the basic ele-
ment in explaining why the main capital-goods industries, such as
steel, are prinee or pauper industrics. While consumption is falling
relatively moderately, capital-goods output collapses. (Over the
vears 1029-1932, consumption-goods output fell 23 per cent; eapi-
tal-goods output fell 78 per cent.) And when consumption output
is rising moderately, the capital-goods indusiries are booming.
(Over the years 1932-1938 when consumption-goods output was
rising 29 per cent, capital-goods output was rising 240 per cent.)

Types of acceleration effects

The acceleration effect ean be seen operative in three cases.

1. If the demand for the services of durable consumers goods
(automobiles, washing machines, radios, refrigerators) varies, then
dernand for the eapital instruments which make them is apt to vary
in an accelerated fashion. 1If refrigerators last 14 years on the aver-
age then if demand for them drops by about one seventh, none
need be manufactured. But if demand rises a bit, then not only
must those that wear out be replaced, but also an additional num-
ber must be produced in accord with the increased demand.

% In this vear v,y of the original 80 will wear out. The 8 new machines produced
the yvear before will not wear out.

* 1t ia only & change in consumption which influences the volume of net investment
(which we define as a change in the total quantity of capital goods}. The level of
consumption (that is, any continued level ¢! consumption) has no influence on net
inveatment; it determines only the normal level of replacemerit investment.

® And their age distribution is random.
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2. 1f demand for capital instruments changes, then demand for
the capital equipment which makes these eapital instruments can
vary in an accelerated degree {that is, the aceeleration effect moves
in a direction away from the final consumption goods which will
ultimately be produced). This was our example above of the forg-
ing machines which were used in making lathes.

3. Finally, if the demand changes for any good which is carried
in stock, there may be an aceeleration effeet. Suppose that demand
for a good is running at the rate of 1000 units a week and that dealers
are, on the average. accustomed to keeping an equal quantity in
their inventories. Then their orders run also at the rate of 1000 a
week. Suppose demand rises to 1100 a week; then the dealers, if
they wish to retain the old proportion between inventories and de-
mand, must purchase not only 1100 to equal their sales, but also 100
more for the increase in inventories, or 1200 in all. A 10 per cent
rise in sales by the dealers has led to a 20 per cent rise in purchases
by dealers, A similar acceleration effect follows from a downswing
in sales.®

The stability of the acceleration effect

As with the multiplier, we also have reason to believe that ac-
celeration is not a reliable staff to lean on. Usually, we shall be
uncertain how much acceleration to expect.

1. We have assumed above a fixed ratio between capital instru-
ments or inventories and output. But if there is excess capacity of
capital cquipment or excessive inventories. as often there will be
during depression, an inerease of consumer demand will not have
any acceleration effect, but merely cause some of the excess capacity
or inventories to be absorbed. Or, if the capital equipment is 1mn-
proving in quality, so that productive efficiency 1s rising, then an
inerease In demand for its products need not stimulate any increase
in its quantity. '

2. We have assumed fixed durability of capital instruments, that
they are worn out a given number of vears after they were con-
structed.  But the date when a eapital instrument is worn out is, in
faet. very uncertain. depending as it does on the care it receives.
availability and cost of repair parts, the technical change going on,
the cost of a new instruinent, the interest rate, and so forth.,

3. Finally. we have assumed that investment depends closely on

= Thix clussification is used by Haberler, Gottfried, Prosperity and Depression, 3rd
ed., pp. $5-98. Geneva: League of Nations, 1941.
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current consumption. But much investment depends only on long-
run prospects of returns. In the United States, canals, railroads,
and electric railways have persistently been constructed far ahead
of effective demand, almost independent of existing need.

In all that we have said about the acceleration principle, we were
relating changes in demand for goods relatively elose to consumption
to the magnified (new) investment to which they may lead® The
new investment might be thought to lead (through the multiplier
effect) to further enlarged consumption changes, and so on indefi-
nitely, But it turns out, in fact, that in ordinary stable situations,
the acceleration effect does not alter the ultimate result which the
multiplier effect alone leads to. It only causes fluctuations around
the path to that result. In the longer run, therefore, we are jus-
tified in minimizing acceleration and in emphasizing the multiplier,

The accelerstion principle is probably most useful in helping us
to understand how the expansion (or slowing up of expansion) and
contraction {or slowing up of eontraction) of a major industry can
have a magnified effect on supplying industries. As examples, we
might take the expansion of railroads in the middle of the nineteenth
century and the slackening of expansion toward the close of that
century in their effects on steel production and fabrication; or we
might take the rise of the automobile industry in the 1920°s and its
slackening in the 1930’s in their effects on steel, rubher, plate glass,
and other contributing industries,

Conclusion

The leverage of any new expenditure is, we have seen, the total
increase in investinent and consumption outlay which results per
dollar of that new expenditure. Leverage is the total of the multi-
plier and acceleration effects which work themselves out over time,
though in ordinary cases, acceleration only modifies the path taken
to the same final level of income as would have been achieved by
the multiplier acting alone.

Leverage tends to magnify significantly the ultimate total effect
of any dollar of new expenditure. But the relevant influences are
too complex and uncertain for us to have confidence that we can
predict the exact magnitude of that total effect.

¥ Page 133, footnote 30.



CHAPTER TEN

GOVERNMENT EXPENDITURE

HE total amount of emiployment and produetion in an economy

is dependent on the total amount of spending for goods and
services produced.  In faet, the total incomes received are the total
spendings in the economy: you can’t have income without spending.
In the last two chapers, we have discussed consumer expenditure
for goods and services, and private-investment expenditures. We
now comne to the third and last kind of expenditure for the goods
and services produced in the economy: the expenditures of govern-
ment for goods and services.! When we add these three elements
together, we have the total expenditure for goods and services pro-
dueed in the economy, and in the same figure we have valued total
national income and total national produetion.

The earning and spending of income

It 15 ugeful to look at two charts illustrating the sourees of income
and the disposition of that income.

We may speak either in terms of gross ineome or net income.
Sinee the data usually presented are in gross terms, it appears most
convenient to use gross concepts here.  In Chart 17B, total income
1s plotted against the sources of that income. In Chart 17A, total
ineome s plotted against the disposition, or uses, of income. The
45-degree line OB at every point measures the aggregate of sources,
or of disposition, of income; and so it measures total income. For
exanple, the gross national income in 1939 was 88.6 billion dollars.
We can think of this as measured by OL in both fizures. The
sources from which this income came must total 88.6 billion dollars,
and when we add up all the uses of that income, we must also have

**Governmment” ineludes Federal, state, and local governments; but “government
expemiliture for goods and services™ excludes that part of government expenditure
which 1= not for currently produced goods and services: relief payments, veterans’ al-
lowances, food starps, pensions, loans, payments from social-security funds, and pur-
chuse of existing assets.

136
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$8.6 billion dollars. LT in both figures, therefore, equals 88.6 bil-
lion dollars.

In 1939 (as we have seen on pp. 19-21), the values of the main
subdivisions of the sources of income, and of the channels in which
that income was disposed were as follows:

DisrosiTioN OF IncoME SoUuRrces oF INCOME

In Billions of Dollars

Savings 2 13.4 Private investment 10.9
Taxes 13.5 Government expenditures 16.0
Consumption expenditures 61.7 Consumption expenditures 617
(iross natienal income (or Gross national income (or
product) 88.6 produet) 88.6
DISPOSITION SOURCES
QF oF
INCOME INCOME
T, T
| { PRIVATE
| pSAVINGS | P INVESTMENT
N j JEXPENDITURE
1 TAXES
|
HiconsumpTION
: EXPENDITURE
o ) L
TOTAL
17A INGOME INGOME

CHART 17

Total Income: Its Sources end Ifs Disposition

The lines separating the elements which make up the sources and
disposition of income are drawn (with one exception) to show the
qualitative ehanges that are to be expected; they are not quantita-
tive estimates. Savings, taxes, and consumption usually all become
larger with higher income. The dividing line between private -
vestment and government expenditure iz shown as dashed to in-
dicate that there is no sure basis on which to predict how these will
share the gap between consumption and income as income rises: in
an ordinary business boom the main expansion will be in private in-
vestment, but during wartime, government expenditure rises hugely,

? Adjusted for transfer payments, social-sccurity taxes, and rounding error.
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and may do so at the expense of investment, and even of con-
sumption.

An inerepse in any one of the sources of income: consumption,
government expenditure, or private investinent, means that total in-
come rises, and ordinarily by a magnified amount corresponding to
the action of the multiplier and acceleration principles. An in-
crease in private investment will swell income not only directly, but
also by tending to expand consumption. A rise in government ex-
penditure will inerease income direetly, and will usually also induce
increased consumption and more private investment.® An increase
in consumption (whieh is the same thing as saying that there is a
decreased disposition to save out of eurrent income) increases in-
come directly, and also through encouraging private investment.

On the other hand, an inerease in taxes will ordinarily absorb some
funds which otherwise would have gone into consumption; and is
likely also to dizcourage private investment, both because consump-
tion expenditure is less and because businessmen will anticipate
higher taxes to be added to their costs or subtracted from their re-
ceipts.

Consumption is, of course, the same In both figures: just to the
extent, at any level of income, that people spend on econsumption,
inrome 18 derived from consumption spending. This means, as we
have seen on p. 20, that savings plus taxes always equal invest-
ment plus government expenditure. This equality ean be rear-
ranged mto the form: savings equals investment plus (government
expenditure minus taxes). Since the expression within the paren-
theses is the government deficit, we can say, alternatively,

Savings equals Investment plus Government defieit

An inereased desire to save. if not offset, will lead to lower national
income by means of a drop in consumption. But this decline in in-
comie will not pecur if the inereased saving is offset by an inerease in
private investment and ‘or the government deficit.

These quantitative relationships will underlie mueh of what we
say in later chapters, but they do not themselves offer much of a

*This assumes that there are no (wartime) controls imposed on the economy to
restriet conswmption and investment, It 1= also possildle under peacetime conditions
that eertain inereases in government expenditure might on net balance decrease pri-
vate investinent, xo that the multiplier is less than one. or even negative, (A nega-
tive multipher would mean that total income declines when the government increases
its experncditure.)
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guide with respect to detailed issues of policy. Suppose that our
problem is that of deficient total expenditure,

1. One range of issues, on which no light is shed above, is con-
cerned with the possibilities of expanding consumption and private
investment by policies not making use of the government budget.
There are many activities of government which affect total income
and employment, other than its budgetary practices. Among them
are such specific policies as those concerned with the control of
monopoly, job guarantees, security issues, even the general tone of
unrelated government policies. To be included also are the gen-
eral powers of government over money and credit.

2. Qualitative matters of the budget are neglected above, but
these may be crueial: the indirect effects of government spending on
consumption and private investment may be more important than
the direct stimulus to inecome, and the indirect effects depend, in
large degree, on where the government does the spending and from
what kinds of taxes and loans it secures its funds.

3. Expansion of government expenditures may change the divid-
ing line between public and private enterprise. The choice of this
dividing line need not, and should not, be the accidental by-product
of policies directed toward increasing employment and production.

We will return to these matters below.

The trend of expenditures for goods and services, 1909-1946

Chart 18 shows the three sources of income over 1909-1946, to-
gether with their total, gross national produet or income. Con-
sumer expenditures are much the largest of the three, usually about
two thirds of the total, and present the close relationship to gross in-
come which we have previously seen to exist with disposable income.
Private investment (capital formation} shows the pronounced vari-
ability which our reasoning has led us to expect.

Government expenditures include state and local expenditures, as
well as Federal expenditures, The over-all trend of government ex-
penditures is upward within the interwar period at roughly the same
rate as the national income. But this trend conceals sharp diver-
gences within the individual units of government.

Local expenditures (which are larger than state expenditures)
varied approximately in accord with the level of gross production.
Expenditures rose continuously during the 1920's to a peak in 1929.
They fell to 1933, and thereafter rose somewhat to a level about
three quarters of the 1929 peak. State expenditures, on the other
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hand, expanded consistently throughout the period. In no year of
the 1930°s did state expenditures fall below the level of 1929, though
there was a modest and temporary decline below the levels reached
in 1931 and 1932. The largest item in state and local expenditures
taken together is for schools—about a quarter of the total in 1941.
Some of the next most important expenditures are for highways,
welfare, general administration, police and fire, and health and hos-
pitals.
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CHART 18
Gross National Product and Its Constituenis, 1909-1946

Source: Data through 1044, Basic Facts on Employment and
Production, p. 13. For 1945, Survey of Currenf Business,
February 1646, p. 8. The data for 1046 are preliminary esti-
mates from the Economic Report of the President, (Houge
Document 49, 80th Congress, 1st Session), p. 7-

Federal expenditures, in contrast to both the above, have followed
a pattern generally counter to that of production and employment
in the cconomy.  Following World War 1, Federal expenditures de-
chined sharply to a low point in 1923.  Afterward, they rose moder-
ately to 1432, dropped somewhat for one year, and then rose more
rapidly into the later 1930's and the war period. Txeept in the late
1930°s and during World War 11, Federal expenditures were smaller
thau the total of local and state expenditures. The major item in
Federal government expenditures just before World War 11'was for
military purposes, including veterans’ benefits. Aid to agriculture
and expenditure for work relief were also large, followed by outlays
to maintain the civilian divisions of the government and to carry on
general public works.?

It is worth mentioning here that the ability of state and local gov-

*Certain of these itema are transfer payments, and so do not enter into the national
product.
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ernments to spend in excess of their tax revenues is sharply limited,
in contrast with that of the Federal government. The capacity of
the former to borrow is restricted in accord with their long-run
ability to obtain tax revenue from the sometimes scanty local re-
sources. Often they have bad eredit standing as a legacy from past
poor administration. Alore important are legal prohibitions and
restrictions which may impose arbitrary limits on the use of gov-
erhment eredit.  Furthermore, the Federal government has the con-
siderable advantage of control of the currency and credit system of
the nation.’

How the United States met the problem

of unemployment, 1930-40

In addition to certain specific measures which we shall consider
later, a government has two general means of comhating depres-
sion and unemployment: monetary policy, and fiscal policy.

1. Monetary policy is concerned with the supply of money in the
economy. In the 1920's, there was rather general confidence among
economists and goverminent officials concerned with the matter that
menetary policy was sufficient to control the business cycle.  Atten-
tion was centered mainly on the movement of prices: if prices should
threaten to rise drastically in the boom, it was argued that the
Treasury and Federal Reserve should through their powers raise
the interest rate, and so discourage busginessinen from borrowing and
investing. If one could only cut the top off the boom, then a
suceeeding depression might be avoided or mitigated. Conversely,
in time of threatened depression, the interest rate should be lowered
to encourage investment.

We have reasoned that a lower interest rate {even if interest rates
on all kinds of loans could be controlled by the monetary authorities,
which they cannot) is an inadequate stimulus to greater investment.
This is the current view, and emerges out of the experience of the
1930's as well as from abstract reasoning,.

When the recession got under way in 1929 and 1930, the Federal
Reserve followed the orthodox preseription and lowered its discount
rate sharply, from 6 per cent in 1929 to below 2 per cent in 1931,
The rates on other kinds of loans also fell in these first years, but

* A u=eful brief survey of state and local finance is given in Mitehell, G. W.. Lit-
terer. 0. F., and Domar, E. D)., “State and Lorsl Finance,” in Public Finmice and Full
Employment, Postwar Economue Studics, No. 3, of the Federal Reserve Board of
Gavernors.
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(with the exception of bankers’ aceeptances) not so sharply. More
important, government bonds were bought by the Federal Reserve
on the open market in some quantity in early 1930 in the cffort to
increase the quantity of money at the disposal of individuals, busi-
nesses, and banks. These measures were too weak to withstand the
contractionary process under way of canceling debt, reduction of
bank loans, and shrinkage of the money supply, By 1933, the quan-
tity of money had dropped 25 per cent below its 1929 level. (But
of course this does not imply that a monetary policy which succeeded
in maintaining the supply of money would have averted a depres-
sion, though it doubtless would have made the depression less
severe. )

During the 1930's, interest rates continued to fall. The rates
charged by banks in large cities on loans to customers fell from 6 per
cent in 1929 to between 3 and 24 per cent in 1935 and afterward.
Bankers’ acceptances fell from their general level of 3 to 5 per cent
in the 1920’s to less than 1 per cent. Treasury bills, close to 5 per
cent in 1929, fell also to less than 1 per cent, with three-month bills
attaining a rate of 1/100 of 1 per cent. High-quality corporate
bonds fell from their range of 44 to 6 per cent in the 1920’s to under
3 per cent by the end of the 1930%.

Such a fall in Interest rates had never been experienced before in
this or any other country. It was the policy of our monetary
authorities to drive down interest rates, but it is not likely that they
would thémselves have had-—shall we sav the courage?—to push
their policy so far. There were outside factors involved.

Interest rates, Jike other prices, fall when there is excess supply:
an excess of money available for lending at the current rate over the
quantity of money which is wanted for borrowing at that rate. The
great increase in money supply during the 1930’s gradually came to
satisfy the anxiety of people and institutions to “invest in eash’ for
the sake of security. They became inereasingly willing to lend at
lower interest rates. The swollen supply of available money flowed
partly from (a) action of the monetary authorities: open-market
operations and other policies of the Federal Reserve which increased
the reserves of member banks, and so made them able to lend. In
part, it carne also from (b) an increased legal rate of issuance of
silver certificates, and from (¢) the huge inflow of gold (about 15
billion dollars by the beginning of World War 11) which increased
bank reserves, and so made them more able to lend. Finally, (d)
there were the funds supplied by lending agencies of the Federal
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government, especially the RFC, which by the end of the decade had
loaned or invested 13.5 billion dollars.® These agencies increased
the supply of funds, and o tended to depress interest rates for kinds
of loans whose rates the Federal Reserve could not directly afiect.

This large supply of funds available can be contrasted with the
meager demand for investment funds from glum businessmen and
apprehensive potential home builders. Excess reserves, which meas-
ure the unused lending power of banks, rose to peaks of 5 billion
dollars at the end of 1935, and 7 billion dollars at the end of 1940,
as interest rates fell.

Though such a thoroughgoing test of “easy money” had no prece-
dent, the recovery record was not very satisfactory. We experi-
enced an uneven, but rapid, recovery from the pit of the depression
in 1932-1933 up 10 1937. But in that year (when interest rates had
fallen to a level much lower than in 1932), we suffered a sharp set-
back, and thereafter to the defense and war periods endured a level
of some 8 10 10 millions of unemplgved., Tnsofar as our subsequent
employment experience can be said to be the result of “‘easy money,”
it wag not, very encouraging,

2. The use of Federal government revenues and expenditures as
an antidepression weapon was hot a measure firgt thought out care-
fully, then applied. We did not “plan it that way.” The Hoover
administration, in office until 1933, wanted to balance the budget—
that is, make tax and other revenues at least equal to expenditure,
and it made efforts to economize to that end. But as the national
income dropped by one half from 1929 to 1932, the revenues of the
Federal government also declined by about the same proportion.
In addition, growing necessary relief expenditures offset the at-
tempted cconomies, and so the deficit grew, made up by borrowing
from banks and from the public. It iz curious to remember, in view
of later expenditures from the Federal treasury, that the main
charge of the Democratic campaign of 1932 against the Republican
administration was extravagance. Budget deficits and the loans of
the RFC were the particular targets of attack.

After the Roosevelt administration came into office in March
1933, the deficits continued, but during the next several years, there
was hardly any evidence that influential administrators, research

¢ Agencies which made loans or direct investments, or refinanced or guaranteed old
loans, include the Reronstruction Finance Corporation, the Federal Farm Mortgage
Corporation, the Federal Land Buanks, the Home Owner'’s Loan Corporation, the
Rural Electrification Administration, and the Federal Housing Administration.
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men, legislators, and so forth, of the government had any thought
that recovery might be effected through a higher rate of government
expenditures into the economy. than of taxation out of it. The defi-
cits continued and grew because of apparent necessity, not because
of policy: tax yields continued low, and relief and other emergency
expenditures grew. Emphasis remained for a time on monetary
policy. The aim of raising prices to their 1926 level was repeat-
cdly stated, the two prineipal means being devaluation of the dollar
(by making our money cheaper to foreigners we would encourage
thetr buying in this country) and the NRA {whose codes of fair
competition encouraged monopolistic,price fixing). The early pub-
liec-works program was a relief measure, not & means of recovery.
In the meantime, state and local governments over the nation were
shrinking their expenditures as their incomes collapsed. State and
loeal public works declined steadily from nearly 3 billion dollars in
1929 to a little over 1 billion dollars in 1935,

In the summer of 1934, there was the visit of J. M. Keynes to this
country during which he said, as we have already mentioned, that
if the Federal governinent spent in excess of revenue only 200 mil-
tion dollars a mouth, we should deeline to the bottom of the depres-
ston of 1932, that 300 million dollars would hold us where we were,
and that spending 400 million dollars a month would bring us to
complete recovery. Many influential government economists and
administrators agreed in general with this prognosis (even if not
with its preeision). But such was not the official administration
view. The official view continued hopeful that a balanced budget
might induce such confidence in businessmen and consumers as to
gause them to expand their own expenditures sufficiently to bring
about high employvment and output.” The annual budget messages
sent to Congress by the President repeatedly promised that the
budget would soon be balanced.

There was considerable unofficial advoecacy from 1933 to 1935 of
“pump-priming.”” If a well pump on the farm does not work, one
can generally get it to working by pouring a little water into it,
which wets and swells the leather valve, thereby eausing better suc-
tion. So with the economy. It was argued that a bit of additional

"In Epgland. Winston Churchill, when Chaneelior of the Exchequer in 1929, had put
tlis conviction firmiy: “It is the orthodox Treasury dogma steadfastly held that,
whatever mught be the political and social advantages, very little employment and no
pernubent additional employment van . . . be crested by State borrowing and State
expemditure.”  Beveridge, Sir William, “The Government's Employment Policy,”
Ecunvmic Journal, pp. 161-162, June-September, 1944,
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spending by the government would expand consumer buying, neces-
sitate more investment expenditure, and thereby increase confidence
in the future. Businessmen would be encouraged to invest more
heavily. and we should soon find ourselves well on the road to a re-
covery in which government deficits would no longer be necessary,
but would instead turn into surpluses. The government budget
would, it was thought, be balanced in the long run, with deficits in
depression just about equaling the surpluses which would accumu-
late in prosperity.

The official administration view did not seek to make use of the
stimulating effects of an unbalanced budget until the sharp down-
swing of 1937-1938. The budget had temporarily come into bal-
ance, partly through the rige in Federal revenues as business con-
ditions were improving, and partly through the building up of a
social-security reserve. A new spending program was put together
hurriedly in the spring of 1938, and was passed by Congress. The
Federal government’s net contribution to income, which had fallen
from 4.3 billion dollars in 1936 to 1.1 billion dollars in 1937, rose in
1938 to 2.4 billion dollars®

After 1937, there was little heard of pump-priming. Obviously,
the pump had not been primed: the deficits of government had not
started a cumulative upward movement of private consumption and
investment spending which would continue under its own momen-
tum. It was best to let the matter drop in an embarrassed silence.

Instead, discussions grew as to whether we were not in for “secu-
lar stagnation”—a continuing, decades-long era of such inadequate
investment and consumption as would lead to continuing heavy
unemployment unless government expenditures should fill the gap.
And if the government should, for this purpose, tax less than it
spent, its debt would continue to rise—a prospect alarming to many
people who were already worried by the growth of the debt from
14.8 billion dollars in 1930 to 31.4 billion dollars by 1937.2

Such discussion soon became academie, as defense and later war
expenditures of the Federal government boomed our national in-
come and output to heights which no economist had seriously
thought possible. All predictions turned out to be too low.
Money income expanded from (in round billions) 40 in 1932, to 72

" Revised data of Cuwrrie, Laughlin, in Ezeckiel, Mordecai, “Saving, Consumption,
and Investment, 1.” American Economic Review, p. 27, March 1942,

® These figures are for Federal debt only, data of the end of the year, State and

local debt would add another 14.7 billion dollars in 1930, and 158 billioz dollars in
1937.
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in 1939, to 175 in 1944. Even when we allow for the rise in prices,
the comparison of real output still shows a very large rise: from 56
billion dollars in 1932, to 98 billion dollars in 1939, and 175 billion in
1644 The over-all rise in real output, from pit of depression to
peak of war boom, is ahout 210 per cent. Evidently, the extent of
concealed unemployment, and the degree to which we could stretch
ourselves to produce more when our hearts were in the job, were
uniformly underestimated.

Meanwhile, the national debt was expanding vastly, passing 263
billion dollars by the end of World War II. But less was heard dur-
ing the war about the menace of public debt. The booming pros-
perity of the United States and its immense produectivity gave re-
newed confidence to that wing of business and economic thought
which urged that a freely operating economy could be irusted to
solve the problem of unemployment itself.’

At averuge priees of 1944,
YA fuller statement of the policies of the 1930% is in Williams, John H., Postwar
Mond tary £Tnvs, Chap. IV, New York: Alfced A, Knopf, Ioce., 1944,



CHAPTER ELEVEN

SOME DOUBTFUL ANALYSES AND
PROPOSALS

OT all analyses of employment run in terms of the consomption-
savings-investment reasoning given above. Today, the dif-
ference among trained economists is usually one of emphasis and
wording, and so is not substantial. Sometimes, especially as we go
back to the past, the difference is real. It is helpful in understand-
ing the problem of employment to look at several questionable
analyses, to see where they are partial or wrong,

Special Views on the Cause of Unemployment

Say's law

Many of the economists of the nineteenth century denied that it
is possible for general unemployment ever to appear, on the grounds
that so long as human wants are not completely filled—and when
have they ever been?—a demand for labor exists. This reasoning
was in the background of the extreme doctrine of the early French
economist, J. B. Say. He was willing to grant that a glut of goods
would appear, and hence unemployment, “if we lived on bread and
water and did not employ our savings,” * but that men should refuse
to buy as much of commodities as their means allowed seemed as
unlikely to him as that the moon should fall upon the earth. More
exactly, he wrote:

. . a product is no sooner created, than it, from that instant, affords a market
for other produets to the full extent of its own value. When the producer has
put the finishing hand to his product, he is most anxious o sell it immediately,
lest. 1ts value should vamish in his bands. Nor is he less anxious to dispose of
the money he may get for it; for the ya!ue of meney is also perishable.  But the

! Letters to Malthus, London, 1821. Reprinted 1936, George Harding's Bookshop,
Ltd, p. 37.
147
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only way of getting rid of money is in the purchase of some product or other.
Thus the mere circumstance of the creation of one product immediately opens
a vent for other products.?

One may agree with Say that few of us are misers, and want
money for its own sake. We want money in order to spend. But it
is also evident that we may decide to postpone the spending of part
of our incomes (that is, save), and such postponement does not nee-
essarily imply that other people and organizations in the economy
are spending an equal amount in excess of their incomes, which is
necessary if total expenditure remains unchanged.? In other words,
money may be kept idle (hoarded), or it may be destroved by con-
traction of the banking svstem—and so purchasing power falls.

Qur statistics suggest what our reasoning predicts: that one kind
of private expenditure—consumption expenditure—depends closely
on inecome created, hut that the other kind—investment expendi-
ture—has a dynamies of its own. And government expenditure
does not neeessarily vary in an appropriately offsetting way.
Hence the total of these three kinds of expenditure cannot be
trusted to remain at a stable and adequately high level.

But Say’s kind of thinking was not unrealistic in view of the kind
of world he lived in.

1. To accuse Say of neglecting the peculiarities of money is a less
serious charge than if we made it against a present-day economist.
Money was less important in 1820: the Western world was closer to
a barter economy. In the United States of 1840, quantity of money
was 10 per eent of the value of the national income; by 1900, 55 per
cent: by 1940, 85 per eent.  There has been a growing possibility of
“investing in eash,” and so of withdrawing money from purchasing.

2. In Ray's time a much larger proportion of total output was
made up of consumption goods and nondurable goods. Consump-
tion goods tend to be bought in relatively sustained volume, and
nondurables, once produced, must be promptly sold.

3. The greater proportion of simple, direct processes of produc-
tion in Say's time bloeked the operation of the acceleration prinei-
ple, with its influence toward magnifying changes in consumer
demand.

Y A Treatise on Political Econamy, pp. 78-79, 4th edition, translated from the French
by C. R. Prinsep. Philadelphia: John Grigg. 1530.

I 8ay appears to assume that prices are rising: “the value of monev is also perish-
ahle.” H people expect prices to continue to rise, their buyving now will be stimu-
lated. But by the sume token, il they expect prices to fall, their buying now is
curtailed.
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4, The rise in real income in the last century is a source of in-
stability. As the most urgent wants have been more fully satisfied,
wants have tended to become increasingly peripheral and postpon-
able; and so saving competes more strongly against current wants.

5. In the small shops and on the farms of Say’s time variable
costs (costs whose total changes when output changes) were a
smaller proportion of total costs, and strong monopolistic situations
were prohably fewer. In consequence, there was a general tend-
ency, in times of slackened demand, toward sustaining output at
lower prices, rather than toward cutting output and maintaining
prices. Consider the small farmer, as a type of the produeer of Say’s
period. His running costs consist mainly of his labor and that of his
family (that is, they are negligible in terms of money). His chief
money costs of production are likely to be taxes and the payment on
the mortgage—fixed costs which do not change with changing out-
put. Hence, in times of low prices he may well work all the harder
and produce all the more to meet his fixed payments. In contrast,
producers with high variable costs and monopolistic sellers tend in
tunes of low demand to cut output and maintain price, rather than
the reverse.?

6. Finally, in Say’s time government expenditure was usually a
very small part of total expenditure. This is no longer true. As
government. expenditures grow in relative size. they must be taken
into account, either as a possible source of instahility, or as a possi-
ble means to offset the instability of private expenditure.

Say’s analysis fitted his world fairly well. But despite the fact
that the world was changing in the nineteenth century, many classi-
cal economists repeated his reasoning without change.

The argument that general unemployment

is caused by rigid wages

The long line of classical economists who accepted Say’s doctrine
in one formulation or another agreed that the problem of unemploy-
ment ie not important. The economy constantly tends, they rea-
soned, toward full employment. If we do not have it, it is because
of temporary, frictional causes which the natural working of the
economy tends steadily to eliminate.® In one evolved form, the

* Bee pp. 62-63.,

®Ray likewise admitted that there might be a temporary overproduction of a
particular kind of commodity or service, above what would be bought at the usual
price. In other words, he granted that there might be temporary usemployment (of
a sort we have called frictional) because the right man i3 pot in the right place at the
right time.
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reasoning runs that general unemployment in the society can only
be explained by excessively high wages.

It is important to notice that the effect of lowered wages in some
one firm, industry, or occupation is not in question. Agreement is
unanimous that the effect of such a local wage drop is to increase
employment in that firm, industry, or oceupation. There is a favor-
able substitution effect, and a favorable expansion effect: (1) More
labor will be used because it i1s now relatively cheaper than the
machinery and materials used in produetion, and hence will be sub-
stituted where possible for these other resources. (2) More labor
will be used also hecause the lowered costs in the area where wages
have dropped tend toward lowered prices, and hence expanded
output, which, in turn, requires more of all resources, including
labor. If wage rates drop 20 per cent in the rubber-produets in-
dustry, there is no doubt that the effect will be to increase the
quantity of labor hired there,

But this is not the issue. The issue is what would happen if
wages dropped 10, 20, or 30 per cent for all employees in the nation.
Would emiployment increase?

Tt is easy to find businessmen arguing that employment would in-
crease, that the way out of depression is through reduetion of wage
rates, Professor Taussig presented the businessman’s reasoning
(and the view of many classical economists) in this way. He as-
gsumedl. to begin with, that total demand can be relied on to continue
undiminished: :

[Et is un erroncous notion] that lavish expenditure ereates a demand for labor,
and 15 gowl for laborers. On this ground luxury and extravagunee of all sorts
have been commnewded. 0 The fallacy that underlies it has often heen pointed
vut.  That which ix saved 1s spent quite a3 much 22 that whick i3 not saved. . . .
The money which i= put by iz turned over to some one el=e, u=ually to a person
engared in aperations af production. Tt 1= simply =pent in a different way ®

It our savings (what we do not spend on consuwmption otit of our
net incomes) promptly flows through a bank or other intermediary
tuto the hands of someone who does spend it. then of course (as we
have reasoned above), there is no chance for total spending in a
society to fall below its current level, and hence no chance for unem-
plovment to grow.” But, awkwardly enough. heavy unemployment

* Toussig. F. W.. Principics of Economirs, 2nd ed. rev., vol. II, pp. 182-193. New
York: Macmillan, 1915

T Assuming that the government budget is balanced; that is, that there is no direct
stimulating or depressing infAuence from the government budget.
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often exists. How can Professor Taussig and the classical econo-
mists explain 1t?

The essential answer 15 that it is explained just as any other sur-
plus of unsold goods is explained: the price of labor is too high. If
vou lower the wage rate enough, employers will buy more labor, and
unemployment will shrink, If it were not for the “frictions™ of
time and place that we have mentioned—seasonal fluctuations,
changes in consumer tastes, technological changes, the slowness of
labor and industry to move, and the like-——unemployment would
quite disappear.

Taussig’s reasoning is plausible enough. If we accepted it we
should feel, like others of the older economists, that there exists no
problem of deep unemployment unless unions and government regu-
lations prevent wages from falling, as is their healthy tendency when
there is a large amount of unemplovment.

But if we are tempted to follow this doctrine, let us reflect that
although classieal economists and businessmen often recommend a
drop in wage rates as a cure for depression, they never urge in time
of inflation—of booming prices and high employment—that a rise
in wage rates is the cure.  On the contrary, they seem confident that
this would be adding fuel to the flame. We may wonder suddenly
whether a selfish interest is not, econsciously or uneonsciously, in-
valved: that since wages are a cost to businessmen, theyv are nor-
mally disposed to regard lower wages as a hlessing, and secize upon
the eatastrophe of depression as 2 convenient exeusce for empha-
sizing what is their chronic preference.  This would not explain the
view of Taussig, who was a conscientious scientist, but it certainly is
in the background of many similar analyses.

Our distrust of the above reasoning is apt to grow when we re-
member that emplovees and union leaders argue frequently and em-
phatically that the way out of depression and unemployment is to
raise wage rates. For, they reason, wages are purchasing power,
and unless consumption spending is maintained at a high level, de-
pression must follow. The Steel Workers’ Union during the 1946
strike for higher wage rates broadeast over the radio a tune whose
plausible refrain was: “Money in the pucket is money to spend.”

But what if employers hire decidedly fewer workmen when the
cost of labor is raised? Then total labor incomes and spending by
labor would be less.®

*The wage rate (pay per hour, week, and so forth) is distinetly different from fotal
wages, which equals the wage rate times the hours (weeks, and so forth) of labor em-
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Tt looks as if these two arguments cancel each other, or, more ae-
curately, that neither one is satisfactory.

We return, then, to the reasoning we have developed in earlier
chapters. The effect of lowered wage rates must be found in their
influence on consumption and investment spending. (Of course,
lower wages and prices would lead to higher employment if total
money demand remains unchanged, but the precise question is
whether total demand remains unchanged.)

What will be the effects of lowered wage rates on consumption and
investment spending?

1. The most important consequenece is probably to be found in
people’s expectations of future prices. Lower wages mean lower
costs and (if monopolistic policies do not prevent) lower prices.
Will people expect wages and prices to keep on falling?  If so, they
have reason to postpone their consumption and investment to a
later date. (Why should you buy today a gadget for $10 which
later on vou can get for $87) This means that the wage cut has
tenided toward more unemployment. But on the other hand, if
people think that wages and prices have now reached bottom and
later on will rise, their consumption and investment buying will be
encouraged.  Our wage cut will then have had its intended effect
toward stimulating employment.

2 If. when we lower wages, prices fall, the worth in terms of
goods of such quantities of money as people have at their disposal®
will be increased. If their cash balances are worth more in real
terms, they may be encouraged to spend more on consumption out
of current incomes—that is, their consumption has increased. Also,
people may be encouraged to lend out more readily if the real value
of their cash balances has increased. This will tend to lower the
interest rate, and to some extent to encourage investment—though,
as we have secen, the interest rate is probably not a very important
mfluence on mvestiment.

3. The fall in wage rates and prices will affect the distribution of
real income. If, as a net result, income is diverted from low- to
high-income groups, eonsumption spending will be diminished.

ploved. [t is, therefore, possible for the wage rate to be increasing while total wages
are decreasing: and viee versa, Suppose that when the wage rate is $6 a day, 1000
workers are employed in a given plant. Total wages are $6000. . when the wage
rate falls to 85, the management decides to hire 1500 workers, total wages rise to $7500.
It i= total wages, not the wage rate, which ix to be cloeely id nt'fwed with purchasing
OWE)”
: *Thi= would include, not only pocket mouey but also deposits in the bank and
claimis on cash, such as insurance policies and loany outstanding.
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4. We should notice finally that, if when costs fall prices also fall,
a given consumption and investment expenditure will bring about a
larger volume of production and employment than if prices had been
maintained. Also, there will be some degree of stimulus from an
increased volume of net exports (p. 250).1¢

In view of these consequences of lowered wage rates (and the
ramifieations may be very complex) we are forced to conclude that
the net effect is uncertain. There are certain favorable conse-
quences, but it is quite possible that these would be completely over-
come by others, especially adverse expectations of further price
changes. This is not a trustworthy road out of depression and un-
employment.

Do savings inevitably cause unemployment?

We have surveyed briefly two parallel views on unemployment:
first, that it could not exist unless caused by temporary frictions, and
second, that one kiud of frietion might be permanent: wages might
be kept “too high,” and so lead to chronic unemployment. We have
found reason to reject both doctrines. A third doctrine is worth
looking at—namely, that savings inevitably cause unemployment.
With this doctrine, one may associate such names as those of Marx,
Foster and Catchings, and Major Douglas, though these gentlemen
would be surprised to find themselves in the same company, and
although grouping them together involves violence to the details of
their thoughts. Marx holds that inevitably consumers cannot buy
as much as the capitalist machine can produce.’” Foster and
Catchings find that the existence of savings inevitably causes pur-
chasing power to be less than the total value of goods coming on the
market for sale.”® Douglas thinks that part of the value of goods
coming on the market goes into certain B payments made to other
businesses rather than to individuals, and hence the total purchasing
power of individuals is always less than the total value of goods com-

® The effect will be more important to the extent that exports and imports are
large relative to home production, and to the extent that the physical volume of ex-
ports and imports are strongly affected by the change in prices.

On this whole matter, see Haherler, G.. Prosperity and Depression, 3rd edition,
Chap. XIII. Genevas League of Nations, 1942; and Lange, O., Price Flezibility and
Employment, esp. Chap. X1I1. Bloomington, Indiana: Principia Press, 1944,

1 &ce for example Das Kapital, volume IIT, part L, p. 231; or the account of Marx's
theory in Dobb. M., Political Economy and Capitalism, Chap. IV. New York: Inter-
national Publishers, 1937

“ Foster. W. T.. and Catchings, W.. Money, Boston: Houghton Mifflin, 1923; and
Profits, Boston, Houghton Mifflin, 1925,
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ing on the market.®* (These B payments we might term the sa-
ings of business.)

Our analysis has already undermined these doctrines. Of course,
it is true that consumers do not receive enough income 1o buy all the
output of the economy. But the output of the economy does not
cotigist only of consumer goods: it consists also of investment {or
capital) goods and the goods and services purchased by govern-
ment. The real question is whether the buying of consumption
goods plus the buving of investment goods and the purchases of
government bodies are all together sufficient to absorb the output
of the economy at full emplovinent. The fact that savings exist or
that they tend to be large doves not necessarily lead to unemploy-
ment—not if the sum of investment spending and the government
deficit is equally large.  And neither the investment spending of
businesses nor government spending is limited by the current level
of consumption. Investinent spending is determined mainly by
expeetations of returns in the future, and perhaps the distant fu-
ture. Government spending is determined in large part by non-
eeonomic—that is, political and soeial—considerations.

In conclusion: savings, or large savings, are perfectly compatible
with full employvment. They simply mean that the economy is ae-
cumulating eapital plant and equipment and/or that the govern-
ment is running a deficit.  The former may go on indefinitely, as
it has already gone on for centuries; and the latter, as we shall see,
has no close imit.

Proposed Remedies for Unemployment

Stamped money

One of the stmplest propousals for increasing total spending, and
hence employment, is that of introducing stamped money. During
a time of falling prices and deepening depression, people are often
disposed to postpone expenditure until priees are lower and to save
up against the rainy day which is visibly approaching. Suppose.
then. that we replace the ordinary paper money in existence with
imoney which deteriorates in value as time goes on, Each dollar
bill might, for example, be worth 99 cents a week after original
issue, 98 eents in two weeks, and so forth. There might be pro-
vision that the dollar bill could be kept up to its full value by the

® Douglas, C. H., The Control and Distribution of Production, pp. 10-20, London:
Palwer, 1922,
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weekly purchase of a 1-cent stamp to be pasted on the back of the
hill in its proper square. Every individual, therefore, has cogent
reason for spending his dollar bills promptly. The veloeity of eir-
culation of moncy, it is argued, will rise, and purchasing power will
expand; and this is what we want.

This plan for expanding total expenditure was originated by the
warm-hearted Silvie Gesell, a German businessman who migrated
to Argentina in 1887, and whose experiencee with prolonged depres-
sion there led him to think seriously about measures for economic
reform. The plan has been tried in the towns of Schwanerkirchen
in Bavarig, and Worgl in Austria, and in at least 19 towns of the
United States. The most extensive trial was made in the province
of Alberta, Canada, under Premier Aberhart. In August 1936, the
issue of stumped money was commenced by the Provinee, through
pavinents to the unemployed and to government employees. The
provisions were as we have indicated: On the back of each of 262,000
dollar bills issued was space for 104 one-cent stamps. One stamp
was to be attached every week. At the end of two years, when 104
statups would have been pasted on the back, the bills were to be re-
deemed at face value. The provineial treasury would have a 4-cent
margin, most of which would be clear profit.

In order to keep the bills eireulating at full value, the provineial
treasury pledged itself to accept them in payment for taxes and
other obligations, whether the two years were up or not.

In consequence, the bills did not circulate rapidly from hand to
hand among the general public as was hoped, but instead flowed
rather promptly in the channel of least resistance back to the treas-
ury. The treasury was the only willing receiver of the money: all
other individuals and firms preferred to receive and hold assets
which did not cost them 1 ecent per dollar per week. Within seven
weeks of the first issue, almost half of the money issued had been
returned to the treasury; within fourteen weeks 86 per cent.
Within eight months, 95 per ecent had returned, and the scheme was
abandoned.'

Could a stamped-money scheme serve as an effective remedy
against depression? We may perhaps neglect the nuisance and loss
of time involved in buying stamps every week and sticking them on.
More important is the consideration that people would in various
wavs avoid the use of stamped money, and hence the need for buying

¥ Mpyers, Margaret, Monetary Proposals for Social Reform, pp. 157-163. New
York: Columbia University Press, 1940,
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the stamps. They would barter goods so far as that was con-
venient or simply put down credits or debits on aceount books, and
so avoid the use of the money. And, most important, they would
ftee to the use of any unstamped kinds of money or money substi-
tutes, such as checks and money orders. (One element in the fail-
ure of the Alberta experiment was that Dominion currency, which
required no stamps, circulated side by side with the Provincial
stamped money.)  People would to some extent also put their as-
sets into the form of inventories of real goods (four, metal prod-
ucts, cloth), which, though it might be thought to some extent
desirable because 1t encourages the production of these, is a real
cost since these excessive inventories are not necessary for con-
sumption purposes and since they are subject to deterioration over
time.

Suppose, therefore, we tax all money and money substitutes: all
banking accounts will be subjeet to a weekly or monthly tax; all
common money, paper money as well as coins, will be subject to
stamping or taxing.” The mechanics of the matter will be difficult.
especially the taxing of fractional currency, but suppose we manage
todeit. We meet a further objection that this stimulus to the rate
of spending (velocity of cireutation) of money is an inflexible stimu-
lus. Inflation (that is, a crastie rise in prices) is hardly less men-
acing an evil in the economy than depression and unemployment.
("an we be sure our measures will not push us into a violent inflation,
and that our last state is not worse than our first? We might per-
haps. to meet this danger, try to arrange for flexible taxes or stamp
values—raising them when we fear depression, lowering them when
we fear inflation—though these measures would add further to our
acdministrative problems, and might anyway be inadequate to offset
an inflation or collapse which is well under way.

[t is clear that the difficulties of this method are so considerable
that we should do well to investigate further, and see whether some
better depression remedy iz not available.

A social dividend

Major Douglas. pursuant to his contention that purchasing power
is alwayvs less than the value of output,'” suggests that a fixed pay-

“To be complete, all barter and bookkeeping arrangements would have to come
under the tax rules.

Y The Major has shown much uncertainty as to the proportion which purchasing
power, us he conreives it, bears to value of output. The proportion of the former to
the latter hus been variously given by him as 40, 20, 25, 75, and 35 to 45 per cent.
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ment (a social credit, or national dividend) should be paid every
week to each individual. Similarly, the Townsend Plan has advo-
cated fixed pensions to aged persons. The “Thirty-Dollars-Every-
Thursday” or “Ham-and-Eggs” plan was a California version of
the Townsend Plan. It was expertly promoted, and came up for
vote twice, in 1938 and 1939, only to be rejected both times. The
scheme provided that a 830 weekly payment be made to aged per-
sons in bills which should be receivable in trade and for state taxes.
These bills were to be stamped money: a 2-cent stamp was to be
afixed every week, so that by the end of one year the state would
acquire a retirement fund of $1.04, with 4 cents extra for its trouble.

Most social dividend plans are subject to:

1. The criticism of rigidity. It might be, from the viewpoint of
increasing purchasing power, acceptable to give everyone or certain
favored persons $30 a week 1n time of deep depression, but it would
be foolish to do so at a time when the country was already at full
employment or threatened with inflation.  And if, as might be read
into some of Major Douglas’ statements, one should plan to vary the
dividend in accordance with business conditions, there is still room
for doubt as to whether the recipients would be sure to vary their
expenditures promptly and by the same amounts,

2. If we are going to increase the incomes of people in the society,
ought we to give the same weekly bonusg to everyone (the Douglas
Plan) or to all oldsters (the Townsend Plan)? All countries, in-
cluding the Soviet Union, seek to encourage people to train them-
selves for skilled tasks and to work zealously by offering them the
hope of higher money returns. (There are of course qualifications
to this: we try also to set a floor beneath living standards, and we
make it diffieult for people to inecrease their incomes into the very
high levels.) Is it necessary to desert this principle of incentive
payments in order to expand purchasing power in time of depres-
sion? We shall see later that it is not necessary.

3. The taxation proposal of the California Ham-and-Eggs plan
was fantastiec. If all the older people eligible claiined their pen-
sions, a sum would have needed to be collected through sale of
stamps equal to nearly half the total incomes of all Californians in
1937. And since the stamp taxes would have been absorbed out of
the ordinary flow of consumer incomes, the expansionary effect of
the weekly dividend would have been approximately canceled. It
was, therefore, rather a scheme to give pensions to old people than
to expand ernployment and output.
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Hundred per cent reserves

The 100-per-cent-reserve plan has attained considerable academic
respectability in the United States.  Its best known advoeates have
probabty been Professors Fisher of Yale.' Graham of Prineeton, An-
gell of Columbia, and Simons and Douglas of Chicago. According
to Fisher, the chief screw loose 1n our monetary system Is fractional
rescrves: the ability of our commereial banks to expand loans (and
depostts) 35 or more for every 31 of reserves; and their possible need
to contract loans {and deposits) by $5 or more for every $1 with-
drawn from reserves.’® The fractional-reserve system is said to
make uncontrollable the upward and downward swings of price and
employment. The remedy. in a formulation recently proposed by
Professor Fisher, is to require all banks to keep as reserves against
their demand deposits 100 per cent in cash plus government bonds.
To enable banks to fulfill the new requirement, the government
woull lend to any banks so desiring enough newly printed paper
money to bring their reserves up to the required 100 per cent. No
bank would be permitted thereafter to increase its reserve 1n bonds.
but the government would always stand ready to purchase from any
bank its reserve bonds at par.

If in the future, prices should fall, the Federal Reserve (or per-
haps the Treasury) would print and issue new money, buying with
it government bonds in the hands of the public. And, if prices
should rise. the Federal Reserve would sell government bonds and
so withdraw money from the economy.

There is an interesting contrast between this proposal and the
stamped-money proposal.  The quantity of mouey in the economy,
M. times the number of times in a year that an average dollar be-
cones ihcome to someone {or the income velocity of money), V,
equals total expenditure or income.  We can, therefore, use MV as
a svmbol for total expenditure or income. The stamped-money
propos=al tries to inercase total expenditure by increasing V. The
LO0-per-cent-reserve plan tries to increase or decrease the level of
expensditure by controlling 1,

This point suggests a vital weakness of the 100-per-cent-reserve
plan.

WO 1 per Cont Money., New York: Adelphi. 1935.

WAt present. banks of the Federal Reserve System are required to keep 14 to 20
per eont, depending on the size of (he cities where they are situated. in legal eash re-
secves aguinst demand deposits (cheeking aceountsy. That s, for each dollar of
reserves, there may be up to 85 to 87 of demand depasits,
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1. It has no means of controlling V, the rate at which money is
nsed. If the profit prospects are so glum that businesses do not
want to borrow and invest nor holders of cash to lend, much of the
new money pumped info the economy by the Iederal Reserve
would simply flow into idle balances, and not raise emplovment or
prices at all. The income velocity of money fell 39 per cent from
1929 to 1932, and still further during World War II. There scems
no convineing reason to believe that this change in V would have
been affected by the 100-per-cent-reserve proposals.

2. The plan as formulated by Fisher looks to the level of prices as
the criterion of policy. But this is misleading. Some economists
argue that it is healthy for average prices to fall gradually as produe-
tivity increases, as in fact they did during the prosperous late 192¢s.
{Professor Fisher. in fact. preferred this.) Other economists ar-
gne that it is healthy for prices to rise gradually. The valid aim
is high production and employment, not any particular level or rate
of change of the price level. Even an ideal stability or ideal
trend of the price level might fail to counteract a tendeney toward
prolonged low production and employment,

On the positive side, we can readily admit that stability of prices
{or no more than a moderate rate of change) would tend to diminish
Auctuations n production and employment, and that in so far as
the 10{-per-cent plan helps toward price stability, it 1s also a help
toward the latter and more important goal. Its prineipal contribu-
tion in this respeet lies in its avaiding the forced deflation of the
money supply during business downswings characteristic of our
present system. Under present rules, when $1 is withdrawn from
commercial banks or when $§1 of debt owed to commercial banks is
paid off, those banks must (if they were lent up to the maxiimum
that their reserves permit) contract their deposits by 85 to 837, The
Fisher Plan would permit only a dollar-for-doliar contraction, not
this multiple effect. But the plan’s effect is one-way only: it has no
means of foreing banks to lend or businessmen to borrow when husi-
ness prospects are dismal (even if bank reserves should be very high.
say 120 per cent of deposits}, nor, as we saw above, has it anv means
of foreing individuals to spend on output the money which is put

® The extreme change in the tweaty years preerding 1929 was 23 per cont,  (James
W. Angell. The Behavior of Moncy, pp. 175.180.  New York: MeGraw-Hill Book Co..
1936.} Professor Fisher in a letter to me has stated his conviction that the ineome
velocity of money would be nearly constant if his 100-per-cent plan were in opera-
tion, but the uncomfortable recollection of its behavior during depression remains.
See pp. 141-143, 200-201.
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into their hands by open-market operations, Qur experience of
1930-45 gives clear evidence of the large extent to which banks may
heap up excess reserves, and individuals invest in cash.

The advantage of the Fisher Plan in avoiding a forced contraction
of the money supply suggests that it might be well for us to move
gradually toward the higher-reserve requirements it advocates.
Another advantage of the plan is a provision for eliminating the
national debt over the course of years by monetizing it. But its
weaknesses are very considerable. above all its negiect of the ques-
tion whether total expenditure on output normally will be sufii-
ciently large.

There is virtue even in the poorest erank plans: they dramatize
the fact that something is wrong, and they propose t6 do something
exciting about it. Specifically, they continue preaching that total
demand can be insufficient, until more careful students are stirred to
develop analyses and policies which are in closer accord with current
probleins, and cease paraphraging a Say's law which was relatively
valid a eentury and a half ago but does not fit the facts today.

The usual fault of the maverick plans is that they present one-
track cures, ignoring the complexities of the economy and the pos-
gibility of using alternative and complementary remedies. It is
hard to make a serious proposal which does not have some merit in
it. The important question to ask is, Can we obtain this good in
greater tueasure and with less disadvantage in some other way?

The policies which are proposed in Chapters X111 to XVI below
are not uncontroversial. They do not exclude other measures which
may well be used. but which seem to us relatively minor and which,
therefore, we do not detail.  Different economists would emphasize
individual aspeets differently. But the program as a whole com-
mands a general and a growing agreement among students of the
problem.



CHAPTER TWELVE

THE EMPLOYMENT PROSPECT FOR 1950

IS THERE going to be any important problem of unemplovment
a few years hence? For the rather near future, it is possible to
make estimates of moderate usefulness, and a number have heen
made. The method is simply to compare (1) what we could pro-
duce under conditions of aceeptably full employment of all our
resources with (2) the private consumption and investment ex-
penditures, together with ordinary government expenditures, which
we may reasonably expect to be made. If (2} isless than (1), then
a problem of unemployment and low production will exist. If {2)
is greater than (1), then a problem of control of inflationary tend-
encies will exist: we will have generally adequate employment, but
will face a problem of control of steeply rising prices.!

We choose 1950 as our sample year beeause, on the one hand. it is
not too distant for us to be able to say something about it. and on
the other hand, 1950 is sufficiently distant from the end of World
War 11 for the deferred demand of wartime—our hunger for refrig-
erators, washers, radios, cars, and the like—to have been satisfied.

Our Capacity to Produce in 1950

The output which we can produce depends on how much work we
put into produetive activities and how productive our work is.

1. How mueh work we put in depends in turn on {a) the work
force, or number of people willing to work, (b) the allowance we
think reasonable for frictional unemployment, and (c) the length of
the work day and week.

(a) The “normal” work force, as estimated by the Burean of the
Census and adjusted for certain omissions? is for 1950, 60.5 mil-

{ We neglect the complication that prices might rise when unemployment is still un-
bearably large. Pp. 254, 256.
* National Planning Association, National Budgets for Full Employment, Appendix
A. Washmgton: 1945
161
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lions. From this, about 0.5 million needs to be subtracted for war
casualtics. To it should be added an allowance for that portion of
the 7 millions of people—-the old, the young, and women—who have
not been part of the “normal” labor force, but who entered work
during wartime and will not wish to leave it afterward. Some of
these people did not, before World War II, care to take jobs of the
types and at the rates of pay then available, but took jobs later for
natriotic reasons and beeause better job offers were made to them.
Some others have been impelled into work because of the breaking
up of homes by war casualties. Suppose that we rather arbitrarily
put down a figure of 2 million as our estimate of the portion of the 7
million which will. for one reason or another, remain permanently in
lhe labor forece. This gives us a total actual work foree in 1950 of
G2 million.

(b) For frictional unemployment we allow our 5 per cent, or
about 3 million. At reasonably full employment, we should then
expect to find 39 million (60.5 — 0.5 4 2 -— 3) at work.

{e) We assume that hours of work are about the same as in 1940,
about 40 scheduled hours & week in manufacturing, and a bit over 38
hours actually worked.

2. We have made our estimate of the amount of work time avail-
able—39 million employed at the hours of 1940. Our remaining
question is, Iow productive will this work be? We will suppose
that the inerease in productivity which we have experienced from
1900 to 1940 continues through 1950. The war has brought about
sharply improved techniques in certain lines of production. But
. not all of these lmprovements can be carried over to peacctime pro-
duetion, and some improvements which normally would have been
made in peacetime production have not been made because of con-
centration on war problems. We make the conservative assump-
tion that the stimulating and retarding effects of war cancel each
other. This assumption would mean that gross output per eivilian
worker would be (in 1944 prices) $3600 by 1950, as compared with
33000 in 1941,

Finally, we multiply the numbers of emploved by the value of
their gross output. Some 2.5 million persons are estimated to be in
the armed forces in 1930, with an output (valued at cost) of 3 billion
dollars. The remaining 56.5 millions of civilian ecmploved, with an
average output of 83600. would produce 203.4 billion dollars. The
total gross national product, in 1944 prices, is then approximately
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206 billion dollars® This is equivalent to a net national income of
about 179 billion dollars.,
Qur ealculations ean be summarized as follows:

Estimate of gross national product at full employment in 1850

{prices of 1944}

Work force:

“Normal” work foree. . ... oL 6.5 million
minus war casualties. ... ... .. ... L. .5
plus the portion of war additions who will

stay in the work force. .. ... .. ... 2.0

minus frictional unemployment. ... ... .. 3.0

equnls total available work joree. ... ... .. ... 29.0
Civilian work force . .. ................ an.5
Amed forees. ... ... L 2.5

Average product per vear of the civilian work
fOrCe. . .. e 23600

Total produetion:
Total production of civilian work force

{56.5 million > 83600). ... ... .. ... ... ... ... 8203.4 hillion
Total production of armed forees (valued at
COSbY. o 3.0
Estimated gross national produet at full em-
ployment.. ... ... oL L i 206.4
minus allowance for business reserves
and indirect taxes. ........ ... ... 27.0
Estimated net national income. .. ... ... . ... .. 179.4

This figure of 59 millions of people employed, producing a gross
national output of 206 billion dollars at 1944 prices is in line with
other estimates of national output at full employment.* In round
figures, we should not be too far wrong if we spoke. as several writers
have, of 60 million jobs and 200 billion dollars of gross product.
The estimates indicate that by 1950 we should have a little more
than regained the peak war output of 1944, six years before,

If, therefore, we are to have high emplovment in the years ahead,
we must attain a volume of output greater than we have ever
achieved in the peacetime years before the war. If we should pro-

3 This estimate is based essentially on National Planning Association data, op. cil.;
and that, in turth, on Hagen-Kirkpatrnek, “National Qutput at Full Employment in
1950,” American Economic Review, September 1944, Cf. E. E. Hagen, “Postwar Out-
put in the United States at Full Employment,” Review of Economic Statisiics, May
lj}:f;i\'e of seven estimates compared by Hagen (op. cit., p. 50) are within 4 per cent
[a] 13,
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duce in 1950 no more than we produced in 1939, we should have be-
tween 16 and 22 million unemployed.?

Purchasing Power in 1950

Will consumer plus business plus government expenditure in 1950
be sufficient to buy 200 billion dollars of output? An estimate on
this matter will be more doubtful than our above estimmate of full
output. The nunibers of the [abor foree and ehanges in produectiv-
ity are more stable than investment or government expenditure,
and even perhaps more stable than consumption expenditure. But
it 15 worthwhile to illustrate the process of calenlation.

At a fevel of gross national income of 206 billion dollars, dis-
posable income to individuals will be about 155 billion dollars. Of
this, they may spend on consumption as mueh as 135 billion dollars.”

Business investinent might, by decidedly optimistic estimate, be
as large as 22 hillion dollars. This total is divided as follows: con-
struction 10 billion dollars, producers’ durable equipment @ billion
dollars, inerease in inventories 1 billion dollars, and exeess of ex-
ports abroad over imports. 2 billion dollars.

Finally. we add the normal outlay of all government bodies, Fed-
eral, state. and local. The Federal government will have much
heavier obligations than before World War II (as also after the
Civil War and World War I).  There will be some 12 billion dollars
of services 1o veterans and supplies and pay to the armed forees
even if a tolerable peace prevails.  We may have 11 billion dollars
or more additional for the ordinary peacetime services of govern-
ment: the regular Departments. aid to housing, education, public
health, and so forth. State and local governments may be put
down at 11 billion dollars, somewhat more than their prewar level.
This gives us totals for the Federal government of 23 billion dol-
lars” and for all government bodies, of 34 billion dollars.

S Caleutated from Goldenweiser, E. A. and Hagen, E. E, “Jobs after the War,”
Federal Beseree Bulli fin, Mav 1944,

*The caleulation i= on the bazis of the 87 per cent of disposable income which in-
dividuals spent on consumption in 1946. This iz at the level rorresponding to pre-
war expericnce, 1929-1840.  (Survey of Current Business, February 1847, p. 8). Some
decresse i eomsumption will result from the gradual satisfaction of deferred demand
for durable ronsumer goods. On the other hand. as individuals get used to an un-
precedentedly high lovel of incomes, their consumption may increase. €f. Hagen.
L. E. “Ontput and Demand after the War.” in Postuwar Economic Studies No. 1,
pp. 3235, 45 Board of Governors. Federal Reserve System, August 145, See aiso
pp. 97-100 above.

"We ure counting here only those expenditures of government which make up part
+f gross national praduet—rthat is. expenditures for currently produced goods and
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If these estimates hold, the situation looks like this:

Ix Bnirions oF DoLLARs

Value of gross national product at

full employment 206
Consumption expenditure 135
Business gross investment 22
Government expenditure 34

Total expenditure 191

Deficiency of expenditure i5

The estimates of eonsumption and investment above are based on
the assumption that the economy as a whole is at full employment.
If demand should be insufficient to buy the national output at full
cmiployment, then that output will fall.  As output falls, consumer
incomes fall also, and consumer expenditures will fall. Also, busi-
ness investment will shrink as consumer sales shrink and ne louger
justify the level of gross investment suggested here, All these re-
ductions mean that the national output might be at 160 billion dol-
lars or even lower, instead of the 191 billion dollars estimated above.
We should at the 160 billions level be producing about one fifth less
outpui than we might, and a quarter {15 million} of our working
force would be unemployed.®

No great reliance should be put in our figures: they seem an opti-
mistic estimate of the situation that we may expect. But it is hard
to see in advance what investment channels will open up. Perhaps
there will be opportunity for heavier investment than now seems
conceivable; perhaps government spending will be heavier; perhaps
there will be less savings than now seems possible.  However, so far
as past experience can guide us, it suggests that as soon as the effects
of war have worn off (and if we do not have heavy government ex-
penditure called forth by the threat of a new war), our problem is
going to be one of insufficient demand.

services. Expenditures of government which do not purchase current output, but are
simply transfer payments, are excluded. Among these are part or all of the follow-
ing: veterans' pensions and benefits, agricultural aid, social security, civil-service re-
tirernent funds, refunds. loans and grants.

The Federal data are based in part on unpublished estimates of Dr. R. A. Musgrave
of the Federal Reserve Board of Governors, and in part on President Truman's pro-
pced budget for the fiscal vear 1947-198. 1If in 1950 the international situation i
‘ense, outlays for the armed forces might he far greater than here estimated; con-
versely, a peaceful world would permwi appreciable economies in this area.

*That is, a fifth (20 per cent) plus the 5 per cent of frictional unemployment.
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Secular Stagnation?

At the end of the 1930's, when after much thought and govern-
ment effort we still had not attained high employment, muech dis-
cussion developed over the question of secular stagnation—whether
. or not the United States and the Western world generally would ex-
perience chronically insufficient demand during the rest of the een-
tury and beyond so far as one could see.

The argument that the U. 8. economy is faced with secular stagna-
tion ecan be briefly formulated as follows. We have never in peace-
time years experienced satisfactory levels of employment and output
except when investment was heavy. Now, investment is called
forth by a rise in the marginal efficieney of ecapital, which in turn is
induced mainly by factors associated with (1)} population growth
and geographic expansion, and (2) inventions. Population growth
13 argued to be favorable to investment beeause it leads to demand
for increased housing.” government and business buildings, railroads
and roads. water and sewage systems, and so forth; and for equip-
ment for the larger number of workmen. Inventions give profitable
opportunity to individual businessmen to Inerease output from a
given work foree,

As output has increased in the past half century, the quantity of
capital equipment has increased by about the same proportion as
output. This is a rather surprising conclusion, but the statistics
leave no doubt of its approximate truth: over recent decades in the
Tnited States we have retained about the same amount of eapital
equipment. for each unit of output.’ )

The argument eontinues to the effect that the ending of the first
kind of stimulus to investinent is close upon us. Population in the
United States is still increasing, but at a steadily declining rate.
The rate of population increase began to decline after the middle of
the nineteenth eentury, and has continued to decline since.  In the
deeade of the 1020°s, our population rose by 17 millions; in the dee-
ade of the 1930's the inerease was about 9 millions. Qur popula-
tion will be stationary or falling before the end of the century.
This is, from an economice point of view, a basically optimistic pros-

* More aceurately, an increased number of familics is closely correfated with a de-
mand for more housing, and this is not the same thing as an increase in population.
Cf. below, p. 168,

¥ The fisures of Paul Douglas are that the quantity of real capital in the United
States (18%0-1922) rose ut the mte of 4 per cent & year.  The rise in output appears to
have been stightlv less than this. Theory of Wages, pp. 464-465. New York: Mac-
millan and Co., 1934,
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peet. We are not faced, as Malthus feared, with a multiplication
of mouths until our average standard of living falls to a minimum
of subsistence. But there may be disadvantage from the viewpoint
of the effect on employment. Furthermore, ever since the passing
of the western frontier a half century ago, opportunities for the
kinds of investment occasioned by people living over a wider geo-
graphical area--new roads and railroads, buildings, and utilities—
have been narrowing,.

Professor Hansen estimates that population increase and geo-
graphical expansion taken together were responsible for something
like half of the real investment of the nineteenth century.!!

The question, therefore, confronts us as to whether, in the fu-
ture, investment stimulated by inventions will expand additionaliy
enough to make up for the ending of population growth and geo-
eraphical expansion. One ean think of inventions which in the near
future will lead to much investment, among them electronics, plas-
ties, atomic energy, and synthetic textiles. But, of eourse, we have
also had in the past hugely expanding industries, such as railroads,
canals, and the electrieal and automobile industries. If one is pes-
simistic about the chance that innovatory investment can fill the
gap. then he will expect “secular stagnation.” and anticipate that
our primary problem is not going to be that of controlling the ups
and downs of the business cycle, but of lifting ourselves above a
persisting level of heavy unemployment and inadequate output.

There is reason to question the secular-stagnation theqls We
mention four sources of doubt.

1. As our population ceases to grow, it will be composed to a
greater extent of older people, to a smaller extent of younger people.
In 1850, there were about 80 people over sixty-five years of age for
each thousand people in our working force; by 1980 there will be
about 260. Now, older people are to a considerable extent dissavers
rather than savers: many of them are using up the savings of their
youth, either directly or by using up annuities they have bought.
Few of them are trying to accumulate savings as people do when
they are vounger. In brief. an older soctety is likely to want to save
less,'? and to this extent our problem of finding investment outlets
for savings is lessened.

2. To some extent, savings are made for specific purposes—to buy

U Piscal Policy and Business Cycles, pp. 358-60.
2 On the other hand. individuals in a growing society may be able to save little,
because of the expense of rearing children.
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a house or & ear or to obtain eollege education for children. Some
of these purposes will be less important when the population is no
longer growing, and to that extent, savings will be diminished also.

3. The extent of demand for housing is a special problem—and a
very important one. Residence construction made up from one
tenth to three tenths of total (gross) investment between 1919-
1935.2% The demand for housing units depends not so much on
total population as on numbers of families. The family is ordi-
narily the buying unit. How much a family is willing to spend for
housing accommodation depends mainly on two factors: its incorce
and the size of the family. The size of the family has been shrink-
ing in the United States in recent deeades, and the interesting ques-
tion arises as to what effect this will have on demand for housing.
Smaller families “need” less housing; on the other hand {at any
given income level), they are able to afford more. Data from the
census of 1940 gives evidence that the latter dominates: within
any given mcome level, the smaller the size of the family, the
ereater the expenditure on housing.!* This conclusion is com-
forting: increased expenditure per family for housing will tend to
offset other depressing influences on investment from a stationary
or declining population.

4. Finally, there is the appeal to experience.  Certain European
countries are much farther along the road to population stability or
decline than we are.  England and Wales. Bweden, and Austria, for
example, now have net reproduction rates so low that their popula-
tions are tending to fall by 50 per cent within sixty years.”  And yet
such countries have not in peacetime been uniformly depressed.
Seme of them have gotten along very well, and where there has been
low investment, it seems more obviously explained by other causes
than population decline. Feonomies seem to be able to adapt
themselves to declining numbers,

It appears, therefore, that although the argument that our econ-
omy confronts secular stagnation is impressive, it is much less than
conelusive.

T Iuznets' data.,

"SR Erie. cFamily Size and Residence Consiruclion,” dmercan Economic Re-
e, March 1046,

B Carsuunders, AL M. World Populnfion, p. 14 Oxford: Oxiord University
Press, 14936



CHAPTER THIRTEEN

BASIC PROBLEMS OF EMPLOYMENT

A Summary

TR reasoning has carried us to the conclusion that whether we
have low or high employment depends strategically on whether
total expenditure for goods and services is small or large; and that
the private consumption and investment expenditures plus the ex-
penditures of government, which all together make up total expendi-
ture, Auetiate for reasons which no one business or individual can
forestall. Consumers may or may not have accumulated deferred
demand for durable consumption geods (though in ordinary times
we can feel sure that their total consumption will remain m fairly
stable relation to their incomes). DBusinessmen may or may not
have exploited the possibilities of existing industries, may or may
not have a swarm of new innovations to develop, and may be in-
clined toward optimism or pessimisin with respect fo the general
situattion. The volume of government expenditures depends in
large measure on political and social factors external to the econ-
omy. Any increase or decrease in total expenditure will have jts
leverage and psychological effects, tending toward a cumulative
expansion or contraction. The magnitude of these eumulative re-
actions tends to become greater as we grow more productive and
raise the standard of living (wants are more unstable), and as we
increase the proportion of output which consists of investment
goods and durable consumer goods (whose purchase can be post-
poned). The cumulative reactions are further exaggerated by ex-
pansion and contraction in the banking system.
In brief, a tendency to boom and bust is inherent in our economy.
To set the responsibility for atfaining and maintaining full em-
ployment on the shoulders of individual consuiners or individual
businessmen, is absurd. Each is caught in the upward spiral of
inflation or the downward spiral of deflation and. although each
adjusts himself as best he can, buys and sells too little to affect the
sweep of events over the whole economy.
169
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We can phrase this in our alternative form. Take, for example,
the downswing: if the savings which people wish to make are greater
than the investment which is going on, the economy contracts in the
cumulative process of successively falling incomes, employment.
output, and gloomy expectations. The consumption and savings
habits of the nation are deep-seated in the psychologies of millions
of people, and slow fo ehange. Will investment expenditures (plus
any deficit of the government) be large enough to offset the savings
people wish to make? Once again it is elear that no investment
expenditure on the part of individual businesses can do much to off-
set the billions of dollars of savings of the whole economy. Itis not
sensible to “worry the mill-owners” with the responsibility for main-
taining emplovment. If we ask whether the total investment ex-
penditures of all businesses taken together will be large enough to
offset savings, the answer 1s “maybe.” The answer depends on the
profit. prospects facing businessmen; and these, in turn, depend
on the possibilities of expanding old industries and of developing
new ones. and on the confidence of businessmen. These profit
prospects evidently will improve and deteriorate over the course of
time, and hence business investinent will swell and dwindle,

Fluctuations in total spending are, therefore, inevitable. Nor
are these fluctuations in themselves all undesirable.  When new
inventions or other opportunities for increasing the productivity
of the ceonomy present themselves to businessmen, it is desirable
for the general good that they should promptly be taken advantage
of. And this means a surge upward in investment,

Qur usual problem in the past has not, however, been that of too
much investinent (and total) expenditure: we have not during ordi-
nary peacetime vears' experienced the over-employment and boom-
ing prices which are the evidence of exeessive expenditure. Our
problem has rather been that of insufficient expenditure. At in-
tervals over the past we have fallen into periods of acutely low out-
put and employvment-—with the deterioration of human morale and
gkills and of capital asscts which these invelve. We have also
over long periods carriedd on in a state of lower employment and
lower output than was easily possible to us. This implies the pro-
longed existenece of what we have called concealed unemployment,
which escapes the statistics because it is hidden in movements out of

? Thongh during war. when government expenditure was heavy, and just after war
when deferred private demand was heavy, we have faced the problem of excessive
spending.
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preferred kinds of work to the household and school, to mekeshift
jobs, to part-time work, to subsistence farming.

The evidence iz emphatie that the problem of fluctuating output
and employment will be with us in the future just as it has been in
the past, and there is appreciable evidenee that the tendeney is fo-
ward more chroniec underemployment (secular stagnation) than
we have had before. But our weapons against depression have
also been growing sharper. We know more than we did in the
1930's about the problem of productive employment. Full em-
ployment ean be maintained in a free soctety and a free enterprise
economy. But only through a run of luck that we have no reason
to expect can it be maintained without effort and aetion.

Democratic Freedoms and Full Employment

The future of demoecracy depends in large measure on 1ts guecess
in solving the problem of unemployment. 1t is far from sure that
all the major demoeratic nations of the world could survive even
one more depression as deep and prolonged as that of the 1930's.
Many of the weaker democracies certainly could not. The personal
freedoms of thought and action which a democracy offers to its citi-
zens arc guperior to any that can be hoped for from a despotic re-
gime. But if the democracies of the world again permit continued
and widespread unemplovment, then the desperate among their citi-
zens arc apt to accept desperate remedies, and trade in the liberties
which mean little in the midst of poverty and idleness to the dema-
gogues who promise them a mission and work.

It is in the next depression that the Gerald Smiths and Father
Coughlins will preach hatred and multiply their followers, that the
Huey Longs will promise “Every man a King.” Then the Com-
munist party expeets to gather in a bonanza harvest of new corm-
rades from among the frustrate. The dictator group in Moseow
alzo anticipates the next depression with mingled hope and fear. It
is a basje article in Marxist dogma that capitalism can never escape
its fated spiral of increasingly violent depressions and boems?  TFu-
ture depressions will afford Soviet Russia both opportunities for
further expansion. and threats of aggressive war as capitalist na-
tions seek desperately a way out of economic troubjes.  The Kremn-
lin will modify the official creed only when it is proved hy fact to

?&ee the interesting collection of quotations from the Soviet press in the Chraslien
Seicnee Moniter, p. 11, January 23, 1947, Also nearly any issue of the New York
Worker, or New Masses.
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have gone wrong somewhere: that the United States and other na-
tions of the Western world ean stabilize their free economtes. The
next United States depression 1s also a chief fear of the British® and
other demoeratic nations, as tending to broadcast the seeds of de-
pression and disorder elsewhere in the world.

It will be obvious below that the relatively minor central policies
required to obtain acceptably full employment are compatible with
democracy. Deinocracy is menaced by the hate and decay which
will corrupt our society if general unemployment is allowed to per-
sist, not by measures to avert depression. The use of the powers of
government in this kind of serviee for the general good is of the es-
sence of democracy.

Freedoms and Free Enterprise

The word capifalism has become increasingly useless. Al mod-
ern economies, without exception, consist of mixiures of government,
and private enterprise.  The only question is where the dividing
line had best be put, and too much heat is evolved out of discussions
as to whether that line ought to be moved a trifle one way or the
other. The carrying of mail and the school system were once among
United States private enterprises. Many of our highways were
once privately owned. In Western Europe, in recent decades, the
telephone and telegraph, electric power, and the railroads have gen-
erally been state enterprises.  Furthermore, there are all varieties
and all degrees of government control of privately owned enter-
prises. A large number of these deviations are gathered under the
blanket label of capitalism or free enterprise or private enterprise.
and so evoke our habitual personal responses of approval or dis-
approval. It is at some indefinite and subjectively determined
point that the proportion of public enterprise becomes so large that
we are inelined to call the resulting mixture a socialist system.
(When the British Labor Government completes the socialization
program underway in 1946 and 1947, some 80 per cent of national
production will still be in private hands, only 20 per cent in the
hands of government.)

Tt is conceivable for political democracy to exist either with a free-
enterprise or socialist economy. and likewise free enterprise may co-
exist either with democracy or dictatorship. It is easy to think of

*Hee for example in RBritish Speeches of the Day, issue of January, 1946. Lord
Kevnes, page 798 Sir John Anderson. page 769 Sir Staford Cripps, pages 773, 776.
In the izsue of July. 1946. Mr. Hevbort Morrizon, page 439; and in the issue of
December, 1846, Mr. R. H. 5. Crossman, page 709.
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examples of all of these. Nevertheless in the United States and a
number of other techniecally advanced countries, demoeracy and free
enterprise do exist together. That is, the freedom to set up and run
one’s own business is one of the freedoms which we enjoy.

The word freedom is a conditioned word, and often ought to be
looked at with suspicious scrutiny. It carries a different context of
meaning in every historical period: we are always implying freedom
from some particular menace or foward some particular goal. The
continuing problem is to maximize the area of freedoms. to accept no
curtailment that is not overbalanced by expansion elsewhere.

Employment policy and the division between

free enterprise and public enterprise

There is no necessary relation between the employment policies
carried on by government and the proportion of the economy’s eco-
nomic life administered by government. (Though advocates of
government action to increase employment have often carelessly
recommended policies which carried with them as a by-produet
the shrinking of the private or free-market sector of the economy.
Thereby they have brought down upon themselves the justified
wrath of conservatives.) The choice by the people of an economy
of a dividing line between private and public enterprise—a choice
continuously being made through successive decisions on particular
issues—need not depend and, therefore, should not depend, on the
level of employment toward which the economy is naturally tend-
ing,

Suppose that a higher total of demand for goods and services is
needed in the economy. (We anticipate some of the discussion of
Chapters X1V to XVI1.) This might be obtained through methods
which expand the private sector of the economy. A wide range of
indirect measures might be used to encourage private-consumption
and investment spending. Tax rates might be lowered or the tax
structure altered so as to bear less heavily on private spending.
Social-securtty payments might be increased (which means that
private individuals spend for goods and services, not the govern-
ment).

Or the higher demand for goods and services might be attained
through measures which expand the relative size of the government
sector in the economy. Special controls might be used to constrict
private-consumption and investment spending (as in wartime).
The government might increase its expenditures for goods and serv-
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ices, meanwhile perhaps levying heavier taxes or requiring heavier
social-security contributions or altering the tax structure to bear
more heavily on private spending. In its spending for goods and
gervices, the government always hag the choice of hiring its own
employees for the purpose, or engaging a private contractor,

We should notice that all government expenditures will tend to
encourage consumpiion expenditures (through inereasing incomes
recetved); but the eftect of government expenditure on private in-
vestment varles depending on its tvpe.  The development and con-
servation of natural resources, road construction. and the like tend
to stimulate private investment. Low-cost housing projects, health
measures, and edueation grants might not appreciably stimulate or
contract private investment. But should the government buy out
and operate the coal industry, insurance compaunies, utilities, and
the like, the area available for private investment is narrowed.

Certain monetary problems of public debt and liquidity in the
economy may or mayv not follow on the heels of a government em-
ployment poliecy. But such probletus are on the whole, as we shall
see, of moderate importance. Of course government policies di-
rected toward higlher employment and production can affect the
division between the private and public sectors of the economy.
And sometimes one poliey rather than another will be chosen be-
cause of its implications with respect to that division.?

The social values of free enterprise

We vught to face explieitly, even though very briefly, the question
of whether it is worth while. as we have assumed heretofore, to re-
tain i wide grea of free enterprise.  Are there human values serving
the general good involved i its existence?

In the short run-——sayv, for the next decade—the policies and prob-
emg implied by the need for continued high employvment and pro-
Juction remain essentially the same no matter where we should like
the eventual boundary hetween the free seetor and the government
2¢eetor.

1. Even if we desired to avoid any use of the powers of govern-
ment toward higher produetion and employment, the issue of gov-
ernment policy would nevertheless arise. because Federal govern-

: ThisTogiml separation hetween emplovment poliey, and pelies on the srhere: of
private and public enterprize, i= fllusteated in the views of English political parties.
The Labor Party advoeates nulimalization of certain basie indusiriex.  But all parties

—Labwr, Liberal, and Conservatives—agree, whatever their views on nationalization,
that the state 1= responsible for maintaining steady employment.
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ment expenditures in the postwar years will, by reason of the costs
of the armed forces, of veterans benefits, and ordinary department
expense, be at least three times higher than any previous peacetime
level. If Federal expenditures are 25 billion dollars or more an-
nually, the effect, on the eeconomy of the government budget forees
itself on our attention.

2. Or if we had, instead. set our face against private enterprise,
still we should need to confront the fact that any realizable alterna-
tive to our present setup must for a long time to come contain a
strong admixture of this same private enterprise, merely because it
takes so long to organize anything. One could be a socialist in
principle, have no doubt that the United States would be eom-
pletely socialized eventually, and still feel that the great problem
of the 1950’s was making private enterprise work.

But the Jonger run should also be considered. Probably, majority
opinion agrees with our own national policy that the right of a man
to engage mm business for himself is not a basie freedom, like freedom
from fear, from want, of speech, and of worship. It is a right which
only about one in five of our working force finds himself able, or
finds it worth while, to aceept.

If free enterprise is not a basic freedom, then it must be justified
as a central prineiple of organizing produetion. or fail to be justified,
primnarily on the grounds of whether it has “delivered the goods.”
Has it proved an efficient mechanism for getting produced the goods
and services we want?

1. It is a restrained and moderate conclusion that private enter-
prise has delivered the goods.  Over the course of the last two cen-
turies it has been correlated with a rise in. and it seems valid to con-
clude. has lifted, the general standard of life of the Western world
to an extent never before achieved. We have already surveyed
some data on this for the United States.®

This does not deny the existence of evils of inequality and unem-
plovment. With respect to the subject of inequality, we should
note that it is no part of the logic of private enterprise that family
dynasties should exist and continue parasitically over the gen-
erations to draw iribute from the flow of production. The logic of
private enterprise is. indeed, that high money returns should be
available to individuals, but only as inducement and reward for
performing services of high social value. Constant vigilance is

"Chayp. 111, especially pp. 38-41.
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demanded to plug up loopholes where returns are obtained without
services being performed.

Nor does our reasoning deny that the selfish principle in human
action can be pushed too far. But the drive in human heings for
power and prestige can, as we have seen in dictatorship societies,
take far more malignant forms than pursuit of the dollar. And
rising real income offers increasing facilities for softening the com-
petitive struggle.

Casual reasoning in this ficld often suffers from the illusion that
redistribution of income from the rich to the poor would appreciably
raise the living standards of the poor. Thisis not true. There are
too few of the rieh, and too many people of moderate and low m-
comes for this deviece to work.* It is increased production alone
which can significantly raise the living standards of the poor and of
middle-income groups as well.  And eapitalist, or dominantly free-
enterptise, cconomnies have succeeded very well in the Western world
in raising tremendously the volume of produetion. Where numer-
ous independent businesses exist, there is wide opportunity for per-
sonal initiative: the self-interest of individuals is harnessed in the
service of increased production—that ig, in the service of the general
welfare, We too easily forget how far and fast our real incomes
have risen in the course of the past two centuries and more; and
with them the wide range of personal freedoms directly involved
in higher real income.

2. Private-enterprise cconomies have achieved this result without
resort to concentration camps. mass purges and executions, secret
police. and slave labor.  And so our second point is that free enter-
prige has seemied to many students a central causative factor in the
growth of political liberties and the rise-of social conscience of recent
centuries.  The logical argument here Is that liberty is correlated
with decentralization of authority just as tyranny is implied in the
unchecked power of the state, and to a lesser degree, of the huge-
scale business. In the economic sphere, decentralization exists
when econoinie decisions are made by thousands of small firms.

‘ Buppose that, in 1942, we had deeided to skim off all incomes above the 5000
level and divide the praoceeds equally among the members of our working poputation
who received less than 85000, Each of them would have gotten a bonus of only $146.
I we had restricted our share-the-wealth benefits to those earning less than $1500, the
bonus would rise to roughly 8330,

The togic of thiz reasouing i= even plainer when we remember that it is not money
but goods and serviees which low-income groups need-—cars, washing machines, re-
trigerators, and the like. These are not in the atties of the Rockefellers. Astors, or
Mclloas. They must be produced if the poor, or anybody, is to have them.
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Alternative opportunities are abundant in such an economy. These
alternatives spell liberty and independence to the individual, and
the practices and traditions of freedom grow on this basis.

3. Finally, there is the matter of the publiec will. Obviously, the
American public does not want a nationalized economy or a totali-
tarian unity. We want to give up no segment of our area of free-
doms unless there is clear justification. To many of us, there is
profound psychological sacrifice involved in giving up working for
ourselves to be an employee of someone else, to give up running our
own garage, operating our own contracting business, having our own
medical practice, administering our own typing agency, writing our
own book. We may be glad to work 14 hours a day for ourselves
with a confident sense of fulfilling the promise of our talent and
energy. whereas we would be miserable working eight hours a day
under someone else’s direction, subject to his judgment and caprice.

As we have said before, only about one fifth of our working force
are in business for themselves. But of the remainder, another siz-
able proportion—an additional one fifth or even one third—oprize
the status and independence and “chance to get ahead” which their
particular jobs in private business give to them. And most of the
rest of us evidently, as we look to the voting reeords, like to live in
the environment of a free-enterprise economy.

Huge scale business, monopoly, and free enterprise

The American public wants a dominantly free-enterprise ccon-
omy. But after all. is the United States economy a free-enterprise
economy, even outside the area of government ownership and sub-
stantial government controls? There is a wide range of situations
where the freedom of an individual to carry on his own enterprise is
hindered or blocked by the policies and conspiracies of existing busi-
nesses, The monopolistic power of the latter concerns comes from
two sources: they donunate either because of the relatively large
voluine of sutput which they produce of their particular product or
because their product seems “different” and superior to buyers (be-
cause it is really superior or because of advertising or other sources
of consumer goodwill).

In other words, monopoly is a more inclusive term than largeness
of size. All huge-scale enterprises have a large degree of monopoly
power. but not all monopolies are huge. The huge enterprise has a
considerable degree of monopoly power because it has an impor-
tantly large volume of sales in certain markets, whether or not its
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product. is differentiated from competing produets. But many small
enterprises have a considerable degree of monopolistic power also:
they may provide a considerable proportion of the products sold in
their own small markets or their products may also seem different
and superior to some buyers.

Mammoth-scale businesses, say the 200 largest nonfinancial cor-
porations and perhaps an additional two score of financial corpora-
tious,® are suspect in a political democracy and 1n a free-enterprise
economy. They are suspect (a) because of the concentration of
private political and economic power which they develop, and
which has increased menacingly in recent vears;® (b) because of
the separation which exists in them between ownership (the stock-
holders) and control (the management), and the opportunity given
thereby to an unserupulous management to do well for themselves
at the expense of owners, the publie, and employees; and {¢) because
they may hinder expansion of employment and output by blocking
the flow of new funds, new techniques, and new management into
their monopolized markets.

The price rigidity which huge businesses and other monopolistic
firtms show may. however, not be a disadvantage when depression is
tending to spread in the economy. [t offsets the tendency toward
an expectation of continued price declines, and offers competitive
opportunity to other firms whose prices have dropped.  Price rigid-
ity may be an advantage in recovery, because inecreasing expendi-
ture then tends to go more into output increages than price rises.

Also, many mmenopolistic firms, some of them very large. have
given an excinplary level of performance in private hands, through
improvement of product and lowering of price in the long run, since
this iz compatible with rigid prices in the shorter run. A good ecase
could be made for Dupont, Firestone, Ford., and many others on
these grounds.  (Some people who praise “pure” competition seem-
ingly would prefer the old icebox to a Frigidaire, and a cheap horse
and buggy to a modern car as improved and priced by “monopolis-

*Fucts and iraplivations concerning the former group huve been notably discussed
by Berle, Adolph and Means, Goavdner C., The Modern Corporation and Privale
Properiy. New York: Macenllan Co., 1930, A very competent and more up-to-
date studs of this ficld has been made by Papandreou. Andreas, The Location of the
Eultreprosoeral Funetion, unpublished dissertation in the Harvard University Library.

* The Temporary National Feonoie Comimittee found that in 1937 the 200 largest
oonfinaneisl corporations owned one quarter of the assets of all corporations. Con-
centration grow further during wartime: twa thivds of the 200 Gillion dollars of pri-
mary-supphv war contracts went to 100 corporations. and 30 per cent of the eontracts
to 10 sizut corporations.
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tic” enterprise.) It is elear that in many fields a certain monopo-
listic insulation against the “strong wind of competition™ is the con-
dition for investment and entrepreneurship which will eventually
bring forth better produets at lower prices.

It is worth recalling again that even the well-reputed village store
and loeal bakery have their share of monopoly power. In such
cases, the society has neither the wish nor the power to eliminate
“monopoly.”

We have, therefore, two problems, partly distinct and partly over-
lapping: that of huge-scale enterprise and that of monopoly. Huge
private enterprises are obviously on trial.  They have lost their case
in the current general opinion of Furope and of Fngland. The
decades to come will show whether in the United States the mana-
gers of large business can convince the public that the privileges
they enjoy are justified by the service they render to the public good.
Monopolistic business, which is a more inclusive classifieation, also
presentis a more complex problem. Some “monopolies” are effec-
tive servants of the general good, others are clearly not.

Our aim of maximizing the area of freedoms unplies the general
rule that increasing public control or public ownership, or both, are
needed as we go up the scale from small to large enterprises, and
from pure competitors to those whose monopoly power or whose
particular monopolistic practices are more and more hostile to the
public interest. The aim is that on net balance freedom in the
economy shall be as great as possible.

The objectives of high productivity and emplovment. attained in
part through specific measures of government policy. are not in con-
flict with this rule. (In fact, the prospects for small enterprises are
rocky and uncertain unrless we maintain aceeptably full employ-
ment.: it is mainly small enterprises which go bankrupt in depres-
sion.) The policies which are needed for maintaining high produe-
tion and employment are those which affeet the environment in
which husiness decisions are made. They need not, unless we want
them to, invelve direct controls aver individual businesses.

In summary, we want to attain full employment and high living
standards. but we should like to attain them by following a certain
road. We want to attain them through the means of free enter-
prise, by which we mean an economy whose dominant tone is set by
numerous small enterprises. It is not reasonable to include under
the term firms with much monopelistic power, including huge busi-
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nesses: these furnish a field for the application of sophisticated pub-
lic policy. Numerous small enterprises help to provide economic
values which we prize, such as equality of opportunity, incentive for
personal initiative, freedom of choice {including the choice of being
our own boss) ; and as many of us think, noneconomic values as well.
The policies we may choose to follow with respeet to the division
hetween public and private enterprise and with respect to specific
conttrols on monopolistic and huge private businesses, are not rele-
vant, unless for reasons of conventence we want to associate them,
to the policies we follow toward higher employment.

The Formation of Policy

The problem of effective government decision and administration
is a major one in any matter of employment and production policy.
All too often in recent years, bills of general concern have become
stalemated in the midst of conflict between President and Congress.
It is eruecial, therefore, that employment policy be lifted as far as
possible above partisan politics, and be made as efficient as possible.

A major landmark in United States government policy toward
emplovment is represented in the Employment Act of 1946, The
Act is an explieit acceptance by the Federal governiment of responsi-
bility to aid “in ereating and maintaining, in a manner calculated to
foster and promote free competition and free enterprise and the
general welfare, conditions under which there will be afforded useful
employment opportunitics, including self-employment, for those
able. willing, and seeking work; and to promote maximum employ-
ment, produetion, and purchasing power,”

Au Economie Council of three economic advisers is established
under the Act, with the task of considering all Federal activities
which have a bearing on employment and production matters. The
Council makes recommendations to Congress. and issues annual re-
ports. The first came out early in 1947. The Couneil is appointed
by the President, and is to maintain close liaison with Congress,
a vital matter, through a Congressional Joint Committec.

The Council has no means of cusuring the prompt action which
may oceasionally be desirable to offset the gathering momentuim of a
downswing or of a speculative boom. But the mere existence of
the Council is a long step forward: we now have a body whose func-
tion is to oversee government policy as a whole, and consider how it
intermeshes with the particular state of the private economy. Some
=ieh distinguished coordinating and recommending agency is needed
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to lift employment policy above partial views and above special
political and econoinie interest—an ageney intelligently and ob-
viously devoted to the general good.

In addition, and probably equally important, Congress is obli-
gated by the Act for the first time to consider Federal revenues and
expenditures as a unit, rather than pieccemeal. There are provisions
which will draw publicity to any later divergences fromn the origi-
nally aceepted budget.

Special Policy Considerations

1. It is evident that for many months after the end of World War
I, our problem was that of excessive (not of deficient) demand.
Demobilization took place without the heavy unemployment that
was feared: from the end of the war through May, 1546, unemploy-
ment varied between 0.8 and 2.7 million.” The first half of 1946
showed civilian production above the highest previous peacetime
level, and consumer buying at the highest level ever recorded.
Searcities continued on every hand, and there was a corresponding
strong upward pressure on prices.

Without controls, the price rises would continue, and perhaps
aceelerate, with speculative fevers adding their fuel to the fire.
Rapidly rising prices bring, in turn, strikes for higher wages, and
hence interruption of produetion, the heaping up of inventories and
speculative buying. and the dissipation of consumer incomes and
savings in the purchase of food, shelter, and other necessities. At
some point, the inability of consumers to buy nonnecessities, plus
worsened expectations on the part of speculative buyers, tends
toward a collapse of produetion and employment.

In such conditions of excessive total demand. there is obvious need
for a program of redueing demand. Among important policies
aimed at this goal are {a) reduction of public expenditures by de-
ferring or dropping all projects which are not urgently needed; (b)
heavy taxation to the extent that equity permits, accumulating
funds to pay off the public debt, and refinancing the old debt (to the
extent that i neeessary) by borrowing from public rather than from
connmereial banks; (c¢) discouragement of Iending by commereial
bhanks and other lending institutions, especially through policies

“This is better than full employment as we have defined it. A 5 per cent allowance
for frietional unemployment would mean about 2.8 million unemployed during this
period.
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aimed at reducing reserves or requiring higher reserve ratios; and
(d) price ceilings, rationing, and allocations.®

Of course politics, “the art of the possible,” may conflict with the
recommendations which economists are at various times inclined to
make. The 79th and 80th Congresses were of various minds in
1946 and 1947 about the emphasis to be laid on these different poli-
cies, and the rate at which they might be laid aside as no longer
needed.

In view of our history and our prospects, it is unlikely that exces-
sive demand will arise after the deferred demand accumulated dur-
ing wartime is satisfied.

2. At intervals in the future, and perhaps chroniecally, the prob-
lem to be faced will be that of deficient demand. As we consider
policies to meet that problem, it is well to recall that although high
eraployment is an aim in itself because of the psychological and loss-
of-skills cost of unemployment. in the main it should be looked upon
as a by-product. The chief objective of the economy is the highest
output reasonably possible of those goods and services which we
want most. Nevertheless, even from the point of view of output, it
is better to employ men in digging holes and filling them up than not
to employ them at all; it is better to employ men to make products
which we thereupon dump in the middle of the ocean® than to leave
them idle. For these men will spend their pay on food, shelter, and
clothing, which in turn gives useful employment to others, and so
the leverage effect cumulates.

Pyramid-building, earthquakes, even wars mayv serve to increase wealth, if the
eduention of our statesmen on the principles of the clussical economics stands m
the way of anything better. . . .

If the Treasury were to fill old bottles with hanknotes, bury them at suitable
depths in disused coul mines, whieh are then filled up to the surface with town
rulihish, and leave it to private enterprise on well-tried principles of laissez faire
to dig the notes up again {the right to do so being obtained, of course, by tendering
for leases of the note-bearing territory), there need be no more unemployvment
and, with the help of the repercussiong, the real income of the community, and its
capital wealth also, would probably become a good denl greater than it actually is.
It would, indeed, be more sensible to Luild houses and the Iike; but if there are
political and practical difficubties in the way of this, the above would be better
than nathing.

The analogy between this expedient and the gold mines of the real world is
complete. . , . Just as wars have been the only form of large-scale loan expendi-
ture which statesmen have thought justifiable, so gold mining is the only pretext
for digging holes in the ground which has recommended itself to bankers as sound

* Policies in use during wartiree are summarized on pages 256-258.
*If eritically scarce natural resources are not used up on the process.
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finance; and each of these activities has played its part in progress—failing some-
thing better. . . 2¢

What is mainly wrong with useless “make-work” projects is not that
they cannot make us richer than we should have been without them:
it is that there are other, and useful, projects on which the unem-
ployed can and should be used.

In addition, the psychological worth of employment is in large
part Jost if men realize they are being employed on worthless proj-
ects. People want to feel effective and needed: they erave the right
to respect themselves through their effective participation in the life
of the society, The man who is doing useless work has little cause
to feel content within himself or to respect the society which so em-
ploys him.,

We return to a statement of the basic goal of the economy: the
fulfilling of our needs for food, clothing, shelter, education, health
conservation, recreation, and so forth, to the full extent that we
have resources available. We will push our utilization of labor
and other resources further in those areas where the needs are larger,
We obviously want to use all our resources, but the full utilization of
them should be looked upon basically as the means to the goal of
fulfilling our present and future wants.

In such a context of thinking, one has gotten away from the de-
moralizing make-work notion and secs the unemployment problem
as what it really is—a problem implied by the success of the econ-
omy, not proof of fatlure. That is, unemployment is evidence of
unutilized productive power. It is the abundance of our productive
power (which means high saving, which in a specialized economy
need not lead to high real investment) that is in a basic senge at the
root of the trouble. But there is no need to let the nation’s produc-
tivity be the cause of its poverty.

In the suggestions made below, guiding principles (in addition to
the major aims of high living standards and full employment) are to
move in the direction of lessening inequalities of wealth and income,
and to maximize the area of freedom of the individual. These are
not necessary concomitants of a full employment policy: it would be
possible to attain full employment with greater inequality of wealth
and (still more readily) with less freedom. But the former (within
limits) facilitates higher employment, and both are generally ac-
cepted objeetives. It would be foolish to pretend a strict neutrality

¥ Keynes, J. M., General Theory of Employment, Interest and Money, pp. 129-131.
New York: Harcourt, Brace & Company, Inc., 1936.
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with respect to every social issue save higher output and employ-
ment,

With respect to the second prineiple, the maximizing of the area
of individual freedom, it is our general assumption that government
should not do anything which individuals or voluntary associations
can more efficiently do for themselves. (On the other hand, it
should do whatever cannot be done by private individuals, or what
can be done by them only with clearly lower effeetiveness.)  In con-
nection with the unemployment problem proper, it is our postulate
that government extend even its indirect controls no further than is
necessary to secure efficient full employment. That extension is
moderate-—on net balanee, probably a retraction from the level of
governinent action which would be necessitated by an economic
collapse.

Any economie poliey implies elements of gocial judgment. There
will be little disagreement with the major outlines of the kinds of
policy suggested below. But there may be much difference of
opirion on the advisability of particular ineasures, on the emphasis
which should be placed on them, and on the possibilities of other
measures. Time and experience will serve to correct our earlier
judgments, and any progratn embarked upon by Congress will be
subject to those continuous modifications which all living things
undergo.

The following three chapters consider what can be done toward
maintaining adequate total expenditure in the economy. This is
the most important single element in maintaining high employment
and output. The outline of the solution is simple. Government
and strategic private groups must do what they ean to encourage
(1) private consumption expenditure (Chap. XIV) and effective
(2) private investment expenditure (Chap. XV). If total expend:-
ture is still insufficient, (3) government must through use of its
budget make up the difference (Chap. XVI).



CHAPTER FOURTEEN

THE ENCOURAGEMENT OF CONSUMPTION

THE problem of the volume of private expenditure on goods and
services is twofold: the encouragement of a higher average
level (if there is a secular deficiency of expenditure} and the dis-
couragement of fluctuations (to the extent we are troubled with
eyelical upswings and downswings).

Many economists see the problem of increasing consumption as
the central problem of high postwar employment, since ordinarily
about two thirds of gross expenditure is consumption expenditure.
It is certainly a major problem. If our ordinary peacetime increcase
in productivity is approximately continued in the postwar years, our
resources will by 1950 make possible a rise in consumption of some
60 per cent above 1939. A rise of less than 50 per cent will mean
heavy unemployment.

Is it possible that consumption can be expanded so much? If
incomes rise considerably above prewar levels, will people not with-
hold from eonsumption expenditure, or save, much larger amounts?
That is what we should expect from our interwar experience (Chap.
VIIT). Andin faet during World War II, when income was rapidiy
rising, savings of individuals increased from 9 to 28 per cent of dis-
posable income.! There were, of course, shortages of particular con-
sumer goods and other pressures toward lowered consumption.
Nevertheless, the evidence is disquieting.

The bulk of consumption, we remember, is done by lower-incomne
groups.  {In 1942 only one eighth of the national income went to
persons receiving over $5000 a year; only one twenty-fifth to those
receiving over $25,000.) It is also in the lower-income groups that
consuniption needs press most urgently on the heels of income. In
order to conserve our human resources, and for humanitarian and
democratic considerations, we should concentrate any program di-

b 1939 to 1544, Commerce data. The savings of businesses also increased percent-
age wise,

185
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rected toward expansion of total consumption on raising the con-
sumption of the poor rather than of the rich.?

The methods by which consumption can be increased fall into two
groups. The first group seeks higher consumption by getting a
larger share of the national income into the hands of lower-income
groups; the second group seeks to encourage higher consumption out
of a given pattern of income distribution.

Lessened inequality of income tends toward increased consump-
tion: a larger share of the national incorme then flows to the lower-
income groups who spend on consumption the bulk of their incomes.

1. One way to achieve this is to increase the productivity and pur-
chasing power of the lower-income groups, without taking funds
from the richer groups. The basic, though not the only, means is
to diminish the abundance of those kinds of labor which are poorly
paid (so raising their absolute and relative wage rate) and to in-
crease the supply of people with highly paid skills (s0 lowering
their relative wage rate).? Any policy which spreads economic op-
portunity works in this direction: better educational facilities, espe-
cially in the poorer areas of the country which need them most;
more scholarships, so that advanced training is given in proportion
to ability to make use of it rather than in proportion to incomes of
parents; improved public-health measures; better housing condi-
tions; and so forth. (These policies are mentioned again later in
another connection, since they have relevance in another way to the
problem of employment.) The real income of lower-income groups
will also be raised by any measures which increase the efficiency of
production or distribution of basic necessities. Such improvements,
by tending toward lower prices, increase the real value of the con-
sumer dollar.

The above method of diminishing inequality of incomes hag the
distinet advantage that it not only tends toward higher employment,
but also toward higher produetivity through increasing the average
efficiency of labor.

*Tn general, in the discussion below, we concentrate our attention on Federal
policy and say little about state and local policies. Frequently, the argument with
respect 1o Foedera] action can be substantially carried over to the smaller subdivisions
of government. As full cooperation as possible is, of course, to be sought between
Federal and state and loeal governments, so that their policies may reinforce, rather
than oppose, one another. Cf. Hansen, Alvin H., and Perloff, Harvey 3., State and
Local Finance in the National Economy. New York: W. W. Norton and Co., 1944.
Also pp. 218-219 below. .

¥ The average {and also the marginal) propensity to consume i3 increased by thi?

method. sinee a larger share of the national income flows to those people who spend
on consumption nearly the whole oi their incomes.
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2. A second method seeks higher consumption through diverting
income by taxation from high to low income groups. It has the
disadvantage that, when carried beyond a certain point, it discour-
ages investment expenditure (by reducing the proceeds from invest-
ment) more than it expands consumption expenditure. But up to
this point it 18 justified, and even somewhat beyond, since greater
equality of wealth brings noneconomic advantage in greater social
and political democracy.

Taxation is a major instrument of government for influencing the
amount of disposable income of individuals, and the channels in
which individuals spend their incomes. The tax system as a whole
ought to encourage high levels of production and employment, and
ought to appeal to the American public as being fair and well-bal-
anced. The merit of particular taxes can be judged by the basic
criteria of (a) their effeet on income and employment, (b) their ef-
fect in causing greater or less inequality of wealth and incomne and
the extent to which they otherwise seem fair or unfair, (¢) the extent
to which they interfere with the most effective allocation of re-
sources and products (by causing price changes}, and (d) their
political and administrative feasibility. The problem of developing
an optimum system of taxes is, therefore, one of getting together a
group of taxes which complement and balance one another so as to
have the best possible combined effect, as judged by these eriteria.

Tax considerations are obviously important and complex. We
ought logically to examine each possible tax from the point of view
of these four eriteria, and then from the standpoint of how it would
fit together with an optimum group of other taxes. We do not have
space to make such an elaborate analysis.* The tax emphasis and
changes which we recommend appear to be consonant with {c) and
(d) above. But we will mainly and explicitly consider certain taxes
from the point of view of (a), and to a lesser degree, from the point
of view of the related criterion (b). Tax questions will come to our
attention three times in this and the following chapter: onee from
the standpoint of their effeet on consumption expenditure, once
from the standpoint of their effect on investment expenditure, and
finally when we consider qualitative aspeets of the Federal budget.

All taxes are depressing. No one likes to pay them. From the

‘8ee Groves, H. M., Postwar Tazxation and Economic Progress, New York:
MeGraw-Hill. 1946, This is n research study of the Committee for Economic De-
velopment. Also Hamsen, A, H., and Perloff, H. 8., State and Local Finance in the
National Economy, pp. 243-284. New York: W. W. Norton and Co., 1944,
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point of view of their effect on income and employment, our problem
is to obtain government tax revenues from those sources where the
taxes are least depressing on private expenditure. Excise or sales
taxes (on tobacco, gasoline, alcoholic beverages, leather products,
automobiles, watches, radios, and so forth) are by the criterion of
their effect on consuraptior expenditure, bad taxes. They siphon
off to the government funds which would otherwise be alinost en-
tirely spent for consumption, because the bulk of these taxes fall on
moderate- or low-income groups—that is, on those whose consump-
tion is a high proportion of their marginal incomes.? In addition
these taxes are, by our usual standards, unfair because they absorb
in taxes a higher proportion of the incomes of the poor than of the
rich. Certain taxes on consumption, it is true, may be justified be-
cause of equity considerations (the gasoline tax which goes for high-
way upkeep) or because of the desire to discourage consumption of
supposedly harmful commodities (taxes on liquor and tobaceo) ; but
they are in general undesirable.

The balance of considerations points toward the personal income
tax as the major single source of Federal government revenues.
The Commnittee for Economic Development, for example, recom-
mends that shout 60 per cent of Federal revenues come from that
source,® The income tax is less depressing on consumption thawn
excise and sales taxes because its weight is heavier on those whose
incoimes are larger, and hence whose consumption 1s a smaller pro-
portion of their incomes. More of the funds absorbed by the in-
come tax would otherwise have been saved, and so would not have
gone into consumption spending in any event. In addition, the
income tax 1s “fair.” being the only tax which ean be closely adjusted
to ability to pay: and unlike taxes on individual commodities, 1t
distorts little the consumer’s choice as to how he would like to allo-
cate his expenditure.

The consumption expenditures which take place out of given in-
comes reflect habits that are slow to change. It may be possible to

*We are concerned in this connection not with the arérage propensity to consume
(the proportion of total consumption to total income), but with the marginal propen-
sity o vonsume (the change in consumption which results from a change in income).

*The incomne tax levied on corporations accounts for only 11 per cent, and excise
taxes on tobaceo, liquor and ga=oline for only 16 per cent. These two are the most
importaut ather Federal taxes in the CED recommendation.

The Federsl government actually received under the revenue act of 1944 about 46
per eont of it: tax reveuue from the personal income tax, 28 per cent from taxes oh
curpotations, and 17 per cent from excize taxes.
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encourage private-consumption expenditure somewhat by publiely
emphasizing the higher level of consurmption now possible and de-
sirable. But on the whole, such publicity is doubtless a weak
device.

Appreciable reliance can be placed on various kinds of social-
consumption expenditures, which either provide services for general
public use or put products or purchasing power directly into the
hands of consumers. Some types of these are described below and
in Chap. XVI.

3. Such social-consumption expenditures should be directed to-
ward the effective establishment of a new and higher mmimum
standard of living. That standard expresses in concrete terms the
level of consumption of food, shelter, education, medical care, and
recreation opportunity (ineluding leisure) below which it is the na-
tional aim that no one shall fall. There exists a vague notion in the
United States today of such a minimum: no one is supposed to
starve, freeze, or go without shelter. But the minimum can be far
higher. The formulation and steady raising of such a minimum
standard of life is a measure of the economie progress of a people; it
is also a test of their spiritual progress.

4. A simple and direct measure for increasing private consump-
tion is a guarantee by the Federal government, in cooperation with
the states, to employ anyone who cannot get a job elsewhere. The
work so offered should be adapted to the types of skills available and
to local needs, with pay rate and other conditions less attractive than
the other employment usually available. The proposal puts a floor
beneath wage rates, but there is no reason why it should diminish in-
centive to find better jobs and earn higher income. Guaranteed
employment is a last resort, and little application would be made for
it if the other proposals listed below were effective.  Such a policy
keeps incomes from falling below a moderate level so long as people
are able to work, and so it provides funds for consumption. But the
psychological effect may well be 1ts most important aspect, encour-
aging as it does consumption out of people’s ordinary incomes by
assuring that they will always be able to find work, and encour-
aging investment by business through assurance of greater stability
of consumption.’

3. People may lose their incotnes, and so their ability to consume,
through sickness, aceident, and old age, as well as through unem-

"E. A. Goldenweiser makes this suggestion in his “Johs,” Posxtwar Econoniic Studics
Xo. 1, Board of Governors, Federal Reserve System.
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ployment. Our present social-security program covered in 1940,
out of 54 million in the working force, only 21 million under unem-
ployment compensation laws,® and 23 to 25 million under Federal
old-age insurance. The benefits are not high. Under the old-age
insurance provistons, a rarried man who had received through
twenty years of coverage a wage of $100 a month would obtain 345
a month as his old-age benefit; a single man would obtain $30.
Under the unemployment-insurance program an average pavment
of $10 per week was made to each recipient in 1940. The payments
are, in most cases, limited to 14 to 16 weeks. There is no general
Federal law for workman's compensation for industrial accidents,
and existing state laws vary widely in their provisions.

Evidently, we have made only a good start toward the obvious
target of proteeting everyone against all the hazards that might
leave him without minimum necessities and comforts. Our produc-
tivity indicates that the floor beneath living standards can be much
higher than ever before. Our social conscience is coming over the
course of the years to demand it; a full employment policy would
automatically include it.

The social-security program, with the cooperation of state and
local governments, should, therefore, be made universal in coverage.
and its benefits increased to the end of assuring at least the new
higher minimum standard of living.

6. Consumer expenditure, especially on durable consumers goods.
may be increased also by Federal Reserve measures to encourage the
extension of consumer eredit (that is, to encourage installment buy-
ing).

7. Another proposal which has the tendency to maintain con-
sumption is worth listing. This i3 separation wages, a lump pay-
ment made to anyone who is discharged. The amount of the pay-
ment is proportioned to the number of months or years the worker
had been employed by the given firm. Such separation wages are
justified not. only from their effect on eonsumption expenditure, but
also because they require the firm to enter into its caleulations a sum
representative in some measure of the social cost of discharges—the
psychological cost of losing a job, the searching for a new one, the
possible necessity of moving. Thusg, it helps to improve the utiliza-
tion of the nation’s work foree.

In summary, we have looked at seven methods of encouraging

* Unemployment compensation law= would not be necessary if proposal (4) above
were adopted.
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consumption expenditure: (1) increasing the produetivity and pur-
chasing power of lower-income groups without taking funds from
richer groups, (2) transfers of income from richer to poorer groups
by taxation, (3) the formulation of a higher minimum standard of
living, (4) a job guarantee by government for those who cannot find
private employment, (5) social security, (6) consumer credit, and
(7) separation wages,

Secular and Cyclical Policy

As we have seen, it is possible that the United States is faced with
a long-run, or secular, problem of deficient production and employ-
ment. All of the above seven measures for encouraging consump-
tion are useful against this contingency. But suppose, instead, we
normally make full use of our resources, and only occasionally come
into the downswing of the business eycle. To meet this kind of
need, we want, if we can find them, measures which through their
strueture automatically stimulate consumption when private ex-
penditure is falling off—that is, which have a built-in counter-
cyclical effect.  Of the above suggestions, (2), (4), (5), (6), and (7)
fall under this heading. For example: the siphoning off of income
by a progressive tax system automatically falls sharply when iun-
comes are declining; unemployment insurance benefits then rise in
volume; consumer credit may be applied for more freely; and sep--
aration wages will be paid in greater quantity.

But all of these measures for stimulaiing consumption put to-
gether may be of only very moderate effectiveness, especially when
we consider what is actually feasible within a span of a few years.
1t is likely that we shall need to do much mare.



CHAPTER FIFTEEN

THE ENCOURAGEMENT OF INVESTMENT

The Social Atmosphere

IT I8 a pervading and subtle faet that the social atmosphere of

our society has become, in some real degree, hostile to the capi-
talist. or free-enterprise, machine; and consequent laws and the
spirit in which the laws are conceived and administered have be-
come in some neasure antipathetic to itz functioning. It is not
even so much that existing measures—increased personal and busi-
ness surtaxes on income, heavier estate and gift taxes, govern-
ment-supported unionism which restricts the freedom of action of
management, antitrust action, public-utility legislation, special re-
quiremnents with respeet to security issues, and the like—are in
themselves definitively discouraging to business enterprise. Some
or all of these measures are obviously in the general interest when
taken by themselves, and some we ourselves specifically recom-
mend. .

Ti 15 rather that these measures, coupled with the tone and slo-
gans with which they are advoeated, the spirit with which the laws
are administered (which is more important than the laws them-
selves), and the general trend of public opinion toward business,
seem to the businessiman to prophesy menacingly with respect to the
future. *If,” he reasons, “these trends continue and grow, 1 should
he foolish to make heavy Investments which can be realized only
over a term of vears.”

If profit seeking, the essential drive in the ecapitalist machine,
meets inereasingly with political obloquy and moral disapproval; if
the businessman, from whom the society wants effective and abun-
dant investment expenditures, is increasingly hampered by heavier
taxes and more legal restrictions, then it is clear that the free-enter-
prise machine will gradually run down. Its worsening performance

192
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will increasingly justify its bad repute, and the latter will in turn
lead to still more hostile measures.!

But, as we have argued above, there are both economic and non-
economic reasons for preserving a dominantly wide area of free en-
terprise. Is it possible for such a downward spiral of continuing
collapse, feared by Professor Schumpeter and other students, to be
broken? '

Tt is probable that over future decades, the area of government
will continue to expand somewhat in the economy, as it did in the
19th century and the first third of the 20th century. Formerly,
postal service, roads, and general education were private enter-
prises, run for profit. There came a time when it seemed better. in
the common interest, to have them administered by government.
But whether or not this trend continues into the future, it is not
wise for us to carry through measures hostile to private enterprise,
which prevent it from functioning, while we continue to reject any
general socialist system of production. We must not paralyze one
system of production at a time when we are unwilling to accept any
other.

A clue to the solution of the problem may lie in the recognition of
when and why antiprivate-enterprise sentiments have appeared.
They were not important in times like the 1920’s, when the capi-
talist machine was working well. The Greenback, Populist. and
Free Silver movements of the late nineteenth century were mainly
a reflection of three decades of falling prices and hence of pressure on
debtor groups. The Interstate Commerce Act of 1887 and the Sher-
man Antitrust Act of 1890 eame only after abuses were flagrant,
Trust busting of 1901-1911 coincided with mueckraking and revela-
tion of abuses. Similarly, the reforms and anti-free-enterprise sen-
timentg of the 1930's followed the major economie collapse of which
we have statistical record.

The reasonable suggestion emerges from this that perhaps private
enterprise will retain our allegiance and respect if it deserves it;
that perhaps we are overquick to imagine a long-term movement of
disaffection suddenly come to flower. Specific evils have evoked
attack and measures of reform. And to reform is to preserve,
though the medicine may not be pleasant to take.

! Arguments of this tenor have been developed mest impressively by Schumpeter,
Jozeph A., Business Cycles, Vol. II, pp. 1038-1050, New York: MeGraw-Hill Book
Ca., 1939; and Capitalism, Socialism and Demucracy. pp. 131-163. New York: Harger
and Brothers, 1942
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With respect to the major disaster of depression, private enter-
prise will not be blamed for depression if depression does not oceur,
and its avoidance is the purpose of all our suggested policies in this
section. With respect to the evil of concentration of wealth and
power, the taxation and other policies to diminish it should be
carried through gradually and in such ways as interfere least with
ineentives to expand businesses and to produce, and so earn in-
come. With respect to a social attitude of hostility toward profit
and profit makers, an effort should be made to direct that hostility
toward unearned income (income from monopolies of the antisocial
sort, and from inheritances). Respect should be inculeated for the
earning of high incomes through the efficient directing of businesses
serving the publie good.

The conflict between our desire for incentives to encourage effi-
ciency and larger output, and our degire for no-more-than-moderate
inequality of income and wealth is a conflict which exists in all so-
cieties, that of the Soviet Union included, and its solution les in
compromise,

It is the threat of future, unpredictable antiprivate-enterprise
policies which is a vital deterrent to investment. To minimize it.
the policies which government will follow with respect to business
should be clear and adjusted only gradually—*a government of laws
and not of men.” Anti-monopoly measures should be firm, plain,
and as predietable as possible: once again there is a call for sophis-
ticated measures. The policy of noninterference, unless the public
interest clearly requires it. should be an obviously established one.
If there is an extension of public ownership-—and it may often be
more econcinic to own “monopoelies” than to carry on a running
warfare of regulation and suits—present owners should be gen-
erously recompensed. In general and emphatically, the spirt of
democratic cooperativeness should prevail; men in business are
presumed to be serving the common good unless, in specific cases,
they are clearly proved to be acting otherwise.

A spirit of general good will is likely to exist if, a8 a result of
measures like those we are suggesting, the society attains reason-
ably full employment. high and increasing productivity, and dimin-
ishing inequality of income and wealth.

Taxes

Qur second proposal is more specifie—namely, taxr changes to en-
courage investment are of the utmost importance. Qur present
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tax laws give a premium to investment of funds in safe channels
where they are not effective in creating jobs and increasing produe-
tivity-—away from risk investinent and into idle balances and
bonded indebtedness.

1. It is dangerous for corporations to finance themselves by issu-
ing bonds, since bondholders have a fixed claim against the business.
This is espeeially true of risky projects, some of which offer the
greatest promise of increased jobs and productivity. But the alter-
native, that of issuing stocks, is at present discouraged because in-
come belonging to stockholders is taxed twice, once when the
corporation pays a tax on its earnings, and once when the stock-
holder pays an income tax on the dividends he receives. In addi-
tion, the poor stockholder is at present discriminated against, since
his share of the total earnings of the corporation is subject o a
corporate income tax at just the same rate as that paid by the rich
stockholder. .

In partial defense of the corporate tax, we should mention that
it is in the main flat-rate® rather than progressive, and loss-carry-
over provisions permit considerable offsetting of losses in one year
against profits in another. The depressing effect on investment
is mitigated, but it is not cured.

One proposal, made repeatedly in recent years, to correct these
and other faults of the present corporate- and income-tax relation-
ships, is that the United States should follow its own former, and
the current British, practice. Tach corporation is to pay a tax on all
its earnings at the lowest-bracket personal-incotne-tax rate (in 1946
this was 20 per cent). For any part of the earnings distributed in
dividends, this acts as a withholding tax: the stockholder owes
nothing in personal income tax unless his tota! income is high
enough to subject him to the surtax rates. Stockholders with very
low incames or many dependents get rebates. For the rest of the
earnings of the eorporation, which it retains, eredit for the tax paid
will be realized by stockhoiders only when dividends are actually
distributed.?

Proposals to diminish the burden of corporate income taxes (and
emphasize personal income taxes more) have the greater signifi-
cance because a larger proportion of funds for investment comes

3 But flat rates do not give the preferential treatment to amall corporations which
is desirable. See below, p. 198.

* Groves, Harold M., Production, Jobe, and Toxes, pages 35-51. New York:
McGraw-Hill Book Co., 194.
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from retained earnings of corporations than from outside investors.*

2. It is possible to diminish greatly the burden of taxes on small
and growing businesses without substantially reducing Federal gov-
crnment revenues, It appears desirable that, no matter in what
way or to what degree corporations are taxed in the future, small
corporations should have a tax advantage—the purpose being, for
economic and for social reasons, to diminish the concentration of
production and of econemic power.

(iiven rates of Income and excess-profits taxes tend to discourage
investment by small corporations more than by the large. Large
enterprises can offset the loss, when an investment goes sour, against
profits made in the remainder of the business, and so reduce their
total tax bill. Small enterprises have less chance to do this.

It has been caleulated that if there were an over-all corporate tax
of 40 per cent, but that corporate income of under $100,000 were
taxed at only 20 per cent, Federal revenue would fall less than one
sixth under that from a general 40 per cent rate.®

However, the attainment of continuing general prosperity prob-
ably would do more toward encouraging small enterprises than any
speeifle tax measures we could suggest, since small firms are at spe-
cial disadvantage, espeecially in connection with getting capital in
titne of depression.

3. With respect to personal income taxes, it is discouraging and
unjust to risky euterprises that individuals who have fluctuating
incomes should not have credit for years of loss or low income to
set against vears of high income. Returns from risky investment
are usually fluctuating: a period of loss usually must be faced be-
fore positive returns can be hoped for. Qur personal income taxes
do not permit such early loss to be set against the later possible gain.

We have urgent reason to favor persons with fluctuating incomes,
instead of penalizing them, as is the case at present. Tax burdens
on these people should be equalized by a liberal loss-carry-over, or
averaging provision.

Realized eapital gains and losses—that is, a rise or fall in the value
of property realized through sale, or transfer at death. or by gift-—

. During an average yeat of the period 1925-1929, 2.4 billion dollars were available
for investment by nonfinancial corporations out of their retained earnings, but only
1.7 biilion dollars were derived from outside investors. In addition, 5.5 billion dollars
more were available for gross investment from depreciation and depletion allowances,
but these are not affected by corporate income taxes. Data from Hegrings, Tem-
porary Natioual Evonomic Committee, Part 9, page 4041,

“ Butters, J. K., and Lintner, J.. Effect of Federal Tazes on Growing Enterprises,
page 133, Cambridge: Harvard University Press, 1945,
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should be treated like any other income. They should. similarly,
be subject to a generous carrv-over privilege, and losses should be
fully deductible (now they are only partly deductible).®

4. A basic prineiple of fairness in taxing is that individuals with
high incomes should pay high percentage taxes on those incomes.
But the principie can be pushed too far. The risk, work, and re-
sponsibility which investment in new business requires will not be
undertaken unless there is hope of a considerable return. This
leads us to the coneclusion that tax rates should rise only moderately
through the range of moderately high incomes (say $20.000 to
$100,000 a year) from which come a strategic portion of funds for
risk investment. Above this range, since the total quantity of in-
vestment funds forthcoming will in any case be small (because so
few people receive incomes above $100,000), the rate can again rise
steeply for equalitarian reasons. The marginal tax rate of 75 per
cent on $50,000 incomes in 1946, and the 87 per cent on $90,000 in-
comes was probably too high, though we can justify the 90 per cent
on incomes over $200,000. The Committee for Economic Develop-
ment has proposed taxes of 42 to 49 per cent on incomes in the $20,-
000 to 2100,000 bracket. This seems more reasonable as a com-
promise between the basie aims of discouraging investment as little
as possible, on the one hand, and less inequality of wealth, on the
other hand.

In the past, the Income tax has been criticized on the ground that
it 1s an unreliable source of revenue: returng shrink far more in
depression and swell far more in prosperity than, say, the returns
from consumption taxes. This variability is, in faet, as we have
seen, a prineipal virtue of the income tax, and helps to justify our
choosing the personal income tax as the chief single souree of gov-
ernment revenue. We want a tax system with built-in flexibility,
a system that automatically absorbs more funds away from private
investment and consumption in time of high boom, and less in time
of depression, and so lessens the violence of fluctuations of total
expenditure.”

5. Finally, we may note that one cause of the housing problem,
and a source of declining property values and local blight, is the
heavy and mmequitable real estate taxation of loeal governments.

* At present, a major loophole exists in the taxation of capital gains. See p. 199
be’!%‘;.me economists have gone so far as to suggest that taxes should become negatwe

in time of depression—that is, turn into subsidies ie order to shore up consumption
and investment expenditure.
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The great bulk of the revenues of cities, towns, and counties comes
from this source. But the local property tax has been abused.
Part of the trouble comes from the excessive reliance placed on it.
One major improvement would, therefore, be for the burden of the
real estate tax to be lightened through greater support by state and
Federal governments of continuously growing municipal responsi-
bilities. In addition, reform is needed in administration, to the
end that sssessments may be more equitable and frequently re-
viewed, that there should not be liberal tax exemptions, and so
forth.®

There is much to be said, from the point of view of economy of
administration and avoidance of evasion, for a eonsolidated tax
system for Federal, state, and local governments being ultimately
set up, with all taxes collected through one agency.

A note on equality

What we have suggested above with respeet to lowering personal-
income-tax rates in the moderately high brackets, and to eliminat-
ing double taxation of corporate income suggests that in pursuit of
the goal of increased incentive, perhaps we are losing sight of the
goal which a healthy democratic society must keep in view—namely,
avoidance of great inequality of wealth and income. In our de-
sire to encourage investment, we have been encouraging accumula-
tion.

We should try to make the best both of incentive and equality.
Men do not live forever, and the huge fortunes which can be accu-
mulated from seratch within the lifetime of a single individual are,
even with future surtaxes considerably lower, not going to be
numerous or dangerous. As for inheritances, the preseription is
Pplain.

Estate taxes (on the entire property of the deceased) and inherit-
ance taxes (on the amount bequeathed to individual heirs) should
be consciously aimed at the goal of ending transmissions of hered-
itary fortunes. Beyond the modest aims of securing to the widow
and dependents unable to work a sum adequate to maintain them
and of completing the full education of all children, the justification
for bequests tapers off rapidly. 1t is not allowable in a democracy
to set up the goal of establishing a family dynasty.

At present, an exemption of $60,000 is permitted by Federal law

*(i. Haneen and Perloff, op. cit,, pp. 274-282.
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to all estates. Above this, the rates begin at 3 per cent and rise
to 77 per cent on the portion in excess of 10 million dollars. The
exemption of $60,000 should be lowered, and rates of taxation on
larger estates should be raised further. But the main defects of
death taxes lie in the existence of notorious loopholes through which
part or all 6f the tax can be avoided.

1. The most important of the loopholes results from the possi-
bilities of disposing the estate before death through gifts. For ex-
ample, the owner of a $100,000 estate can obtain a 90 per cent tax
saving by giving it away to his beneficiary before death.?

2. Capital gains can remain untaxed from generation to genera-
tion so long as the gains are unrealized. Furthermore, each suc-
cessive heir gets a new base price from which to figure.

3. It is possible to eseape some of the death taxes through chang-
ing residence from one state to another.

These loopholes should be plugged. There is no reason why we
should not achieve at least the level of success of the British in
inereasing the productivity of death taxes.

An additional suggestion to end family dynasties is to tax at
increasingly higher rates fortunes which are passed on to successive
heirs—for example, the first inheritor might be taxed at the rate
of 50 per cent; at his death the tax might be at the rate of 80 per
cent on the portion he had inherited; the next death tax on the
remainder of the original estate might be 100 per cent.

Estate taxes are relatively easily borne by the heirs, to whom the
bequests are a windfall; they are not easily evaded,'® since large
estates are probated in the courts; and they are a much milder dis-
couragement to enterprise than taxes paid during the lifetime of the
income receiver. They are unimportant as revenue producers,
having as justification only our desire for less inequality of income
and wealth. Toward this aim they can be, over the course of time,
very effective. In 1035, 14 per cent of incomes below $5000 came
from property sources, but 45 per cent of incomes over $§5000. Of
incomes over 1 million dollars, 98.5 per cent came from property
sources.’! In brief, high incomes arise mainly from property, much

® Groves, Production, Jobs and Tazes, page 90. The gift must be made “in the fuli-
ness of life"—that is, not in contemplation of death. Trusts set up to manage the
property being given away, when the gift is irrevocable and income from it goes im-
mediately to the beneficiary, seeure exemption both from the Federal death tax and
most state death taxes.

" If specific loopholes are climinated.

8 Temporary National Economic Commitiee, Monograph No. 4, p. 48.
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of which is inherited. With heavy taxes on inheritance, a main
source of inequality of incomes disappears.

Monetary policy

Under thig heading we inciude all matters of policy relating to
the money supply of the country. AXonetary policy will, therefore,
be concerned with encouraging a high and stable level of income
through varying the supply of money. But we meet the immediate
difficulty that the quantity of money does not bear a close relation-
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ship to (either the net or gross) national income. Money and
national income usually vary in the same direction, but one cannot
be closely predicted from the other.

In Chart 19, money is plotted against gross national income (or
product) for the years 1909-1946. Money is here defined as the
total of money in circulation plus eheeking accounts. In the 1930's
and 1940’z the volume of money was much larger relative to income
than it had been in the previous two decades.

1. If money were used only for the purchase of newly produced
goods and services, then we should expect money and income to
vary in close proportions to each other. The amount of money
needed to transact a given volume of production is probably quite
stable: it depends on the average interval between the receipt of
income and its payment out again as income, and thig, in turn. de-
pends on such slow changing matters in the economy as the average
frequency with which businesses and consumers make payments,
the organization of industry, transportation facilities, and the like.

2. But not all money is used for the purchase of newly produced
goods and services. Some money is held instead for use in finan-
cial transactions, for buying bonds, stocks, real estate, or other pre-
viougly produced goods.

3. More important still, people may decide to “invest in cash.”—
that is, to hold part of their wealth in the form of curreney and
checking deposits, and not to buy anything at all."*

This last use of money furnishes the chief explanation of why
money expanded relative to income in the 1930's and during World
War II. An inereased volume of money was available in the econ-
omy—in the 1930's owing to inflows of gold from abroad, to open
market operations, and other banking policies; and during World
War I1, to ereation of money through government borrowing from
the banking system. But the money flowed into the hands of
people who decided to holtl a large part of it idle, to use it neither
for investment or consumption. During the 1930's, investment
possibilities were not attractive, and during the War, private in-
vestment and eonsumption were constricted by special government
controls.

This looseness of relationship between money and income does
not mean that monetary policy is to be negleeted. Perhaps econ-
omists are at the present time unduly pessimistic about what can
he done in the monetary field.

 Page 100




202 THE ENCOURAGEMENT OF INVESTMENT

Wartime financing has brought major changes to our monetary
and banking system. A principal legacy is that the quantity of
money has gotten out of hand. By the middle of 1946 about 216
billion dollars of United States Government securities had come
into the hands of the public and of commercial banks. The holders
of these may, if they wish, exchange them for money at the prices
for these securities guaranteed by Federal Reserve policy; and the
volume of money st the disposal of the public can expand far be-
yond this, since bank reserves would be increased, making possible
& further multiple rise in deposits. The ultimate increase in the
money supply which might take place is therefore several times 216
billion dollars. This possible increase in the volume of money is
staggering: the existing money supply at the middle of 1946 was
only 108 billion dollars.®

The continuance of the Federal Reserve and Treasury policy of
low and stable interest rates on government securities—that is, the
continuance of the policy of standing ready to buy Federal secu-
rities at fixed rates—is incompatible with effective use of the tradi-
tional powers over the money supply (open market operations,
changes in discount rates, changes in reserve requirements, and the
like). Within a moderate period of time in the future, the most
important determinant by far of the volume of money is the form
in which the public wish to hold their liquid assets. If they are
content to continue to hold Federal securities, the money supply
will not inerease; but if they unload them, then the Federal Re-
serve will support the market by buying them up, and so place ad-
ditional funds in the hands of the public.

Official statements following the end of World War II have indi-
cated that the poliey of low and stable rates is to continue. The
level of interest rates, following the huge rise in government debt
during the war, too closely affects the credit of the government (be-
cause the price of government bonds fluctuates inversely to the in-
terest rate), the interest burden faced by the Treasury, the solvency
of banks. and the incomes of endowed institutions and private indi-
viduals, for it to be raised or lowered in the hope of discouraging or
encouraging private investment expenditure.

New measures are required. and will eventually be evolved, to

" Data from the Survey of Current Bustness. December. 1946, p. 8-17.

“&rp Abbott, Charles C.. Manage ment of the Federal Debt, New York: McGraw-
Hill Book Co., 1%6; Wallich, Henry .. “The Changing Significance of the Interest
Rate.” American Economie Review, December. 1946; and Thomas, Woodlief, lecture
delivered at the University of Indiana, July 12, 1946.
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regain for the Federal Reserve some degree of control over the vol-
ume of money. Present proposals focus their attention on the pos-
sibility of an enormous expansion of bank lending; and endeavor
to put such expansion under contrel by increasing reserve require-
ments—in cash or in special government securities—to a sufficient
extent.'”

Our alarm over the present lack of check reins on the quantity of
money should be mitigated by our remembering again that the vol-
ume of money is not necessarily closely related to the volume of
spending in an economy.

The interest rate, therefore, i5 no longer an instrument for the
control of fluctuations in private investment. The war has left as
a legacy one more rigidity in the economic system.

As we have reasoned before, the level of interest rates, even in
past vears when the public debt was small, was not of first impor-
tance among antidepression measures. The profit prospect faced
by businessmen (the marginal efficiency of capital) fluctuates far
more than does interest rates. In addition, the rates on certain
kinds of loans are inflexible, or inversely flexible; or else were not
subject to control by the monetary authorities. But'it would al-
ways have heen possible, by raising intercst rates enough, to dis-
courage investinent, even though we are not sure that lowering
them (to any point above zero} would encourage investment much.

The long-run policy suggested by the post-war situation is to
keep general interest rates somewhere near their present low level.
certainly avoiding any drastic changes up or down. The means is
chiefly the continuance of the Federal Reserve’s guarantee of the
prices of Federal securities.

There are, however, certain special measures which might be un-
dertaken to reduce interest rates and make funds more abundant in
strategic areas. Through the RFC, the National Housing Ageney,
and other Federal agencies including the Federal Reserve, funds
can be made available (or guaranteed) at especially low rates in
loans for residence construction and to industry.

Housing is an especially favorable area for such activity. Be-
fore World War 11, 70 per cent of privately financed home building
was supported under programs of the Federal Housing and Home

® Two such proposals are made by Simeon E. Leland, Chairman of the Federal Re-
serve Bank of Chicago, in The American Banker, February 4, 1046. Woodlief Thomas
also makes certain suggestions, loc. cit.
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Loan Bank Administrations. It might be possible to lower in-
terest rates and down-payment requirements in order to stimulate
construction during times when building activity and general busi-
ness activity were declining.’* With respeet to Joans to industry,
the RFC and other agencies might make loans at favorable rates
during time of recession, especially to small businesses, which are
handicapped compared to large businesses by their inability to bor-
row at low interest rates.

Special Measures

There are a number of special measures which can be a help
toward increasing investment, and some of them. toward increasing
produetivity.

1. The Federal and state governments have for many years car-
ried on research work in experiment stations and universities for
the benefit of agriculture. The individual farm is typilcally too
small to carry on effective research for itself. There appears to be
every reason for expanding government supported research into the
fields of industrial problems of production and guality of product.
as well as into basie fields of physical. chemieal, medieal, and other
research which will have their inevitable by-products at the prac-
tical level. The extraordinary success of government-inspired re-
search during the recent war makes 1t likely that some such pro-
gram will, in fact, be adopted.” Dr. Bush’s recommendations for
continuing into peacetime the research which perfected radar and
unlocked the atom would cost every year, at its full development,
less than the cost of half a day of war. The results of such re-
search would be available to all industry and would. therefore,
help to redress the advantage which large enterprises now have
in this respect, since they alone can support the speeialized fune-
tion of large seale research. And 1t would lead toward a more rapid
growth in technical efficiency, and hence in volume of national out-
put.

2. At the close of World War I1, something over 15 billion dollars
of industrial plant and equipment of the United States were owned
by the Federal government. This is now, in the main, being leased
and sold to private concerns. It can be leased or sold. perhaps

Y This suggestion is made by Leo Grebler, Pabst Postwar Employment Awards,
]\pl; %?l;ftusio report recommending such a program for peacetime iz Dr. Vannevar

Bush's Serence, the Endless Frontier, a report of the Office of Scientific Research and
Development, July 1945,
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at specially advantageous rates, to firms not exceeding a certain
size, and so stimulate the appearance and expansion of such firms.
The War Assets Administration has disposed of some textile sur-
pluses in heavy civilian demand in this way, and has made a major
step toward establishing a competitive aluminum industry by giving
competitors of the Aluminum Company of America first choice in
aequiring surplus Government-owned aluminum plants. The share
of ALCOA in alumina and ingot aluminum capacity has dropped
from 100 per eent in both in 1939, to 44 and 54 per cent, respec-
tively, in early 1947,

3. Any method of reducing the cost of housing would increase
output in this vast field where our need will inevitably be. for years,
far in excess of our ability to produce—and to pay-—unless effective
measures are taken. One needed reform is the modernization of
building codes and building methods, which in city after city are
far behind the times, enforeing obsolete and wasteful construction
practices. A study in some 100 cities showed all of them specify-
ing masonry walls 8 to 17 inches thick, although it is now possible
to construet sturdy 4-inch masonry walls, and there are many new
wall materials available which do not depend on thickness for
strength., Chieago has distinguished itself by its blockade against
modern practices: provisions in the code have in effect banned the
use of anvthing but plaster in interior walls, a requirement. which
bars experimentation in prefabricated, dry-wall construction.
Steel buildings have been prohibited. The hod-carriers’ union has
prohibited the use of centrally mixed concrete.

The Department of Justice has charged that plumbing manu-
facturers with four fifths of total output sell only to approved dis-
tributors, who in turn sell only to approved master plumbers, with
prices fixed all along the line. A manufacturer who wishes to cut
prices may find it impossible to get his fixtures installed.

Obviously, the expansion of low-cost home construetion can be
encouraged by efficient factory assembly of kitchens, bathrooms,
and other structural units, by standardization of parts, and modi-
fication of some of the habitual construction methods. The need
is urgent. Part of the resistance to change originates in the habit-
ual efforts of building-supply producers to defend their share of a
formerly compressed and shrinking market, and in the effort of
unions to defend their members against unemployment. The re-
sistance of city councils to better codes, and back of them, the resist-
ance of material syppliers and unions to more effective materials
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and practices, will be lessened if, from policies like those we are sug-
gesting, the economy succeeds in attaining a high and stable level
of output and employment.

International Monetary and Financial Cooperation

The United States is the only major industrial nation whose pro-
duective abiiity has been expanded rather than disrupted by World
War II. Many of the countries engaged in the war have been or
are in need, first, of consumption goods to tide them over the early
postwar years of hunger and want of clothing and shelter, and sec-
ond, of industrial raw materials and equiptent to replace what the
war has destroyed, and to get them started in peacetime production.
Other parts of the world—China. India, and South America among
them-—still wish to industrialize their agrarian economies. The
United States in its good fortune has a moral obligation to help its
neighbors; it has also a vital interest in continued peace, and hence
in stable economie prosperity.

The adherence of the United States to the Bretton Woods plan
for the establishment of an International Fund and. probably more
important, an International Bank for Reconstruction and Develop-
ment, will help to stabilize the relation of world currencies, and to
factlitate and guarantee the flow of funds for rebuilding and rais-
ing productivity elsewhere in the world. Our cooperation will pro-
mote international responsibility and good will and the establish-
ment of stable trading relationships, to the common benefit of the
countries of the world.

If a country exports more than it imports, the level of domestic
production and employment is of course raised (assuming the ex-
istence of a margin of available unemploved resources). Neverthe-
less, the attainment of a large net export balance by the United
States is not an important route to higher employment. There
are twao reasons. First, our foreign trade is small relative to our in-
ternal trade (p. 112). Second, any efforts to export without im-
porting will bring deflationary influence on foreign countries and
pressure on their reserves of gold and dollars. They will attempt
to defend themselves by tariffs, quotas. embargoes. exchange con-
trols, and bilateral agreements, which will vitiate our efforts and in
addition break up the international division of labor and so worsen
the economie condition of the whole world.

Our foreign trade balance is best looked on as a consequence,
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rather than a cause, of any given level of employment. Any coun-
try which expands its production and employment—in consequence
either of an ordinary business boom or of government fiscal policy
measures—will tend to experience an adverse balance in its inter-
national payments. That is, its imports will rise, and its exports
will lag behind. This is the result of an income effect, and a price
effect: as incomes rise, demand rises both for home-produced and
for foreign-produced goods; and if prices rise. as it is likely they
will to some extent, imports will be further encouraged and exports
will be discouraged.

An adverse balance of payments can be met for a limited time by
a gold outflow, by drawing down balances of foreign currencies, or
by loans from abroad. If the adverse balance continues, more de-
cisive adjustments must be undertaken: cooperative international
action to expand production and employment abroad, devaluation
of the eurrency, or specific measures to expand exports or contract
imports (such as export subsidies, and tariffs and other blocks to
imports).

International trade matters are not of primary economic impor-
tance for the United States, though the political implications are far
reaching, and though the economic stability of many other countries
depends considerably on our internal employment and our trade
policies.*®

Measures to Combat Monopolistic Restriction of Output

We have suggested before that the general problem of monopoly is
a complicated one, having both good and bad aspects. This is still
true when we look to the restricted question of the effect of monop-
oly on emplovment. We have seen that greater short-run price
flexibility would not necessarily increase employment and that the
longer run shifts of relative prices. which are desirable, are not in-
compatible with monopoly.

The effect of monopoly on total expenditure is twofold: Up to a
point, monopoly induces investment by giving innovators a better
prospect of gaining from their improvements. It is, in part, for
guch a purpose that our patent law gives a monopoly to inventors

*See Hoover, Calvin B., International Trade and Domestic Employment, New
York: McGraw-Hill, 1945; Haberler. Gottfried. Prosperity and Dcepression, 3rd Ed.,
Ch. 12. Geneva: League of Nations, 1941, and Economic Stabilily in the Postwar
Woarld. Chs. 6. 13, 17. 20. Geneva: League of Nations. 1945,
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for a term of 17 years. But beyond a certain point, monopolistic
policies discourage investment (and so diminish output and em-
ployment) by hindering or blocking the entry of management, cap-
ital equipment, and labor into the monopolized area. It is such
monopolistic restriction of cutput and of investment that we do not
want.

If price-cutting competitors in the insurance business are
boycatted (South-Eastern Underwriters’ Association), if patents
are misused in the glass-container industry to divide the market and
restrict output (Hartford Empire). if national loan-shark syndi-
cates can block competition and exact extravagant interest rates
on small loans, if the Railway Express agrees to pick up and deliver
packages for airline shipment only on condition the airlines keep
their rates high—if such policies exist, evidently competitive in-
vestment is choked off, and employment and output diminished.

There are a large number of policies which have the effect of com-
bating the power of monopoly to restrict output and employment.
Some of the policies we have already mentioned would have that
effect, and the success of a full-employment program would dimin-
ish some of the defense incentives and some of the opportunities for
monopolistic policy.  Measures specially directed toward this prob-
lem would inelude some or all of the following.

1. Strengthening of the antitrust agencies of government. The
mere knowledge—following Thurman Arnold’s suggestion—that
one or two representatives of the Antitrust Division of the Depart-
ment of Justice are in every state to receive complaints and to give
publicity to antisocial business practices can have an effective in-
fluence toward toning up business morals. For the men who vio-
late the antitrust laws are respectable, prominent in the community.
and therefore sensitive to public opinion.

2. A Federal incorporation law to replace the “competition in
laxity” of state laws might also be desirable to this end.

3. Government ownership and operation is desirable for those
monopolies which are for one reason or another difficult to regulate,
and cannot be broken up into eflicient competing units. The aim
again js to replace restriction with expansion. Present owners
should be liberally compensated to avoid what would otherwise be
a discouraging effect on private investment in those and bordering
fields.

4. Undesirable legal support now given to monopolies should be
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withdrawn. Lowering of tariffs would introduce more effective
foreign competition.? Reform of our patent laws is long overdue.
Though they retain their original purpose of stimulating innova-
tion, it is also true that patent monopolies have been, since 1890, a
chief resort of big business seeking legally to control its market.
Perhaps compulsory licensing of patents at reasonable rates to all
applicants is necessary. The administrative difficulty of this sug-
gests that other measures of reform should be tried first or in addi-
tion: the judicial evietion of monopolistic practices from patent
protection (as in Hartford Empire): the beginning of the term of
the patent at the time of application (so that applications cannot
be deliberately kept “pending,” and so protected, for many ycars);
and perhaps the development of a second elass of “petty patents”
to run for a brief time, five or seven ycars*' Finally, there has
grown up In recent years an ominous tangle of barriers to trade
between the states. The motive behind these is generally the pro-
tection of local producers. Public policy should clearly be directed
toward their removal. As with other problems we have looked at.
the resistance to their removal would he less if high employment is
attained in the United States. Under full einployment, incentive
would be lessened for loeal business and labor to try desperately to
proteet their share of a shrinking market.

Secular and cyclical policy

All the above measures for eneouraging private investment are
useful for the purpose of encouraging a continued. secular increase
in investment expenditure. If our problem is that occasionally
private investment expenditure is inadequately low, tax meas-
ures of the general character suggested above will be found espe-
cially useful. A progressive tax system with averaging or loss-
carrv-over provisions diminishes its burden sharply when business
activity and incomes fall—in other words, the taxes are not only
levied on lower incomes, but also at a lower rate. In addition,
policies affecting monetary matters (especially direct lending in
strategic areas) may be of some use in the eycle, though measures
affecting the cash position or liquidity of lenders are of greater effec-

® This has a short-run depressing effect on investment in the home industries which
compete with foreign products. In the longer run, this negative effect will be offwet
by expansion of relatively efficient industries,

2 These last two are suggested by Fortune Mogazine, Supplement to the issue of
December, 1844,
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tiveness toward choking off a speculative boom,” and toward main-
taining demand at the onset, rather than toward stimulating de-
mand at the bottom, of a depression.

The above measures for stimulating investment, like the previous
ones for encouraging consumption, are relevant to other social val-
ues than those of high production and employment. We have
tried to choose measures with the best possible over-all effect.

= Even in the boam, monetary policies will often be less useful than specific con-
trols: direct attecks upon localized booms and upon labor monopolies and other
monopolistic sellers  And general monetary policies are now in abeyance until the
meonetary authorities again regain control over the money supply.



CHAPTER SIXTEEN

FISCAL POLICY

WE HAVE now surveyed a list of measures directed toward en-
couraging private consumption expenditure and private invest-
ment expenditure. Though there is obviously room for difference
of opinion as to what measures should be included and what meas-
ures emphasized, some such items as those we have listed must find
a place in any policy directed toward full employment.

There is no certainty that even an ideal group of measures for
encouraging consumption and investment will suffice to maintain
a full-employment level of expenditure. The profit prospect may
still be too dismal, for many diverse reasons, to allow businessmen
to invest, heavily—even with all the measures of encouragement in
effect which central policy can devise. What further action can be
taken? —Specifically, what use can be made of fiscal policy; that
is, of the government’s revenues and expenditures?

In past deeades the tasks of government have been seen as es-
sentially those of maintaining internal order and external defense.
Hence, in ordinary peacetime years, Federal government expendi-
tures have been only a small proportion of the gross national pro-
duct: 2.0 per cent in 1909, 1.9 per cent in 1913, 3.6 per cent in 1926.
Under such conditions there could be little influence on the volume
of national production and employment from the side of the gov-
ernment budget. Government revenues and expenditures were not
in a range of size where they could significantly affect costs or in-
comes over the whole economy.

Nor was any stimulus to expenditure in the economy felt to be
needed. It was argued, in accord with Say’s law, that the private
cconomy naturally tends toward full employment levels of produc-
tion. The plausible conclusion followed that the government
budget should be as neutral as possible in its effect on the alloca-
tion of resources as determined by private expenditure. A use-
ful rule of thumb on the totals of government revenue and ex-
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penditure was developed: the budget should be balanced annu-
ally. The rule was often violated—in the 154 years from 1792
through 1945 we have had 93 years of surplus and 61 years of defi-
cit in the federal budget; but it remained as a convenient check
on the propensity of legislators to vote new expenditures (generally
politically popular) without voting new taxes (politically unpop-
ular).

In recent years the pereentage which government expenditures
hear to the gross national product has been rising -from an unim-
portant less-than-3 per cent to a significant 10 per eent or more.
In 1932 it was 7.1 per cent, in 1939 10.6 per cent; in 1047 roughly 18
per cent." The reasons for this rise are several: outlays on defense
have grown (about 5.5 per cent of the gross national product in
1947) : the national debt has expanded during depression and above
all during World War I1 (interest charges are about 1.7 per cent
of the 1947 gross national product); and finally, outlays for agri-
culture. social welfare. international affairs, veterans, national re-
sources and the like, are larger than before {about 7.4 per ecent of
the 1047 grose national produet).® There is no likelihood that in
the visible future government expenditures will shrink back to the
pre-1930°s level. Hence, whether we like it or not, the relationship
of the government budget to production and employment in the
economy forces itself upon our attention.

The new relationship implies the need for a higher level of ad-
ministrative responsibility to replace the old rule of thumb. We
can hope that the reports and procedures of the Employment Act
of 1046 will work toward this end, Equally important, the new re-
lationship requires public understanding of the purposes and means
of fiseal policy, since this is the condition of the necessary public
cooperation.

The fundamental rule of government finance, to which only minor
qualifications exist, is that nothing shall be decided on finaneial
erounds.? The basie realities of the economy are resources (labor,
management. raw materials. plant. and equipment), and the wants
of the people of the economy (for a high standard of living
and for useful employment, gained with freedom of choice and

"The percentage always rises during wartime vears: in 1918 it was about 20 per
retrt, in (944 and 1945 about 50 per cent.

?The figures are caleulated from President Truman's estimates in his budget mes-
sage of January 14. 1945, They apply to the calendar vear. not to the government’s
gecotnting or fiseal vear, which ends on Jure 30. A gross national praduct of about
190 billions 15 assumed.

"TFla rule 1> atttibuted to the London Econamist.
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equal opportunity). Money is simply a tool for the effective util-
ization of these resources toward fulfilling wants. Like other lools,
money may get out of order, and can be used skillfully or badly.
Government can, through its monetary authority and through its
revenue and expenditure policy, exert a considerable influence on
the flow of money in the econotny. and so upon the allocation of
resources to one use or another and upon how many of them are
used and how many left unemployed.

Basic Reasoning on Government Finance, and Employment

1. First, we look to the flow of purchasing power in the economy
as related to the government budget. Suppose unemployment ex-
ists. Then, any government expenditure increases production and
employment {unless there are indirect effects, to be considered be-
low, toward contracting private consumption or investment expend-
iture). This stimulating efiect exists whether the expenditure is
directly for output, or whether it is only a transfer payment which
inereases the money incomes of people who will subsequently spend
on output. On the other hand, taxation withdraws money from
the economy, and by contracting private expenditure diminishes
production and employment. Therefore, if budgetary policy goes
too far in the direction of heavy taxing and light spending—that 1s,
in the direction of avoiding deficits or generating surpluses,* total
expenditure, production, and employment will be inadequate.

Evidently production and employment can be stimulated either
through increased government expenditure or through decreased
taxation. (Also and rather surprisingly, it is possible, as we shall
see below, to secure a net stimulating effect through increasing
equally both expenditure and taxes.)

2. But reasoning on this monetary level is less significant than
reasoning about the utilization of real resources in the economy.
If any government expenditure is justified, the gain to the economy
must exceed the loss which results, directly or indirectly, from the
process of getting the funds.

The real gain is the increased production which results from the
expenditure. Sometimes it is easy to measure this real gaim in
value terms: when a toll bridge is built with government funds, we

* Tke surpluses will ordinarnly be devoted to reducing government debt. But if an
investment boom is in progress. then the best Treasury policy may be not to place
more moncy in the possession of private investors, but ipstead to accumulate idle
balances in the Federal Reserve.
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can find out how much people are willing to pay for the privilege
of using the bridge. But often it is very difficult to measure the
gain: new roads, new school buildings, public health work do not
come on the market for sale, and we shall have to give our own very
subjective estimate of their social value. Some such projects have
a very high social value and cannot be effectively performed by any
agency other than the government. (The mere fact that the gov-
ernment does not charge us for facilities and services does not, as
some journalists claim, indicate that they may not be completely
justified by inereased social productivity and social welfare,) Other
projects are of slight value or can be performed better by private
individuals. Logically, we should set up a scale of social priority
for possible projects, and direct government expenditure into proj-
ects of highest social value.

The real cost to offset against the above real gain is the loss of
possibility of private use of the resources in question, plus the “bur-
den of public debt” which results if the expenditure is financed by
aloan. (We shall see later that this “burden” is mild.)

It is, therefore, true that if the resources made use of through
government policy would otherwise have been left idle and if those
resources are either abundant (like air, water, and perhaps coal)
or perishable (labor time), there is no reafl cost to the expansion,
though there will be a money cost. The increased production and
employment are pure gain.  The newly employed workers will cer-
tainly not think themselves worse off because they now have jobs.
The whole economy is better off now through the higher production,
and will not be worse off in the future.

3. Suppese that we are facing the problem of setting up a budget
policy for the government. We start out by assuming for the mo-
ment that the problem of adequate produetion and employment is
solved. Then, the relevant question is: how far and into what
channels should government expenditures be pushed, assuming that
the resources which the government uses would otherwise go into
private consumption or investment or into desired leisure. We
must ask ourselves such a question about every specific project for
government expenditure which is proposed, and assent to the ex-
penditure only when its gain (by our estimate of social values)
overhalances the loss it involves. We assume, first, that the budget
18 balanced. The tax structure is set up without reference to em-
ployment effects, being based on such criteria as equity, nondis-
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turbance of private allocation of resources, and administrative
feasibility.

But consider now that this happy situation is upset by the ap-
pearance of unemployment. We must now ask ourselves additional
questions: How far is it justifiable because of the unemployment
(a} to inerease government expenditures {according to the scale of
social priority), (b) to mold the tax system into one that is less
depressing on private consumption and investment, and/or (c) to
reduce the average rates of taxation. The effects of each of these
need to be evaluated in turn, according to each one’s net benefit or
burden, including its influence on the division between the spheres
of government and the private economy.® It is likely that we shall
decide to follow all three of these possibilities up to a certain point.

Allocation of Resources, and Government Expenditures

There is always room for doubt as to whether demand, expressed
in offers of money on the market for the purchase of goods and
services, rightly measures the social usefulness of the goods and serv-
ices which are bought. The rich man’s purchase of a yacht means
that labor and other resources are used up which could otherwise
have gone into the building of perhaps 10 houses, and we may feel
sure that the houses would econtribute more to human welfare than
the yacht. (Even though they are entered in the national product
at the same figure.)

Our doubts on this matter are less pressing if there is heavy un-
employment, beeause if the resources used in a doubtful channel
would otherwise have been idle, the society is still ordinarily better
off as a consequence of the expenditure. But there is reason for
special qualms when we look to the effect of government expendi-
tures at a time of nearly full employment.

1. Suppose the economy is approaching full employment of its
resources as a result, in part, of the expansion of government ex-
penditures. There is increasing danger that the government ex-
penditures will bid resources away from private uses where they
contribute more effectively to the fulfillinent of human wants. Few
resources are then idle, and of those which are idle, many are rel-
atively timmobile, being attached to their old location or occupation.
Henee, the government’s expenditures will bid some resources away
from private uses where, conceivably, their social value is higher.

‘ See pp. 173-174.
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The government might build a dam, in part through the use of
labor and materials which would otherwise have gone into house
construction, and houses might be needed much more than the dam.

Government expenditures must always be made in some local
arca, and loecal intercsts compete strenuously for grants. Their
representatives, moreover, want to be re-elected. And so the na-
tional interest must endure the sharp eompetition of many local
interests; ancd national and local interests are often, to some extent,
m conflict. Point is given to this fear of worsened allocation of
resources by the reeollection that in the fall of 1946 some 2 billion
dollars of Federal funds were alloeated to public-works projects at
a time when employment was at higher than “full employment”
level and inflationary pressures on prices were the chief economic
problem.

When we are considering the concrete possibilities of expanding
employment and production through government expenditures, we
must take into account thig political danger. The higher the ex-
isting level of emplovment, the greater the risk that increased gov-
ernment expenditures will lead to worsened allocation of resources.

2. Over the ecourse of the years major changes in the strueture of
the economy are graduaily taking place. Among such structural
changes are the following.

{a) Agriculture in a progressive economy absorbs, over the dec-
ades, a shrinking proportion of the working force, and urban occu-
pations a rising proportion. It is the pressure of relatively low
ineomes in agriculture which furnishes a main incentive for farm-
ers, and espeecially for farm children, to seek jobs in town. In the
shorter run there have heen acute dislocations in agriculture: in
each of the world wars, farm output in the U. 8. has expanded
greatly: after World War 1 our agriculture suffered acutely as
European areas again ecame into cultivation, as European countries
after 1926 raised tariffs. and as produetivity rose both in this coun-
try and abroad. This source of distress to U. 8. agriculture will
doubtless appear again.  Also, technological advance may have its
specialized effects: wool and cotton are inereasingly subject to the
competition of synthetic fibers. There are, in addition, shifts in
consumer preferences. Espeeially important are long run shifts in
demand resulting from rising average incores: as people grow bet-
ter off over the course of decades. they consume less cereals and
more meat, vegetables, and fruit. This means relative distress in
cereal producing areas.
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(b) Other industries than agriculture experience pressures to
expand or contract from technological change and from changing
conditions of supply and demand. Magnesium, aluminum, and
specialized steels tend to supplant ordinary steel, cast iron, and
other metals. The plastics and glass products industries are ex-
panding, in part at the expense of other producers.

Our declining rate of population growth tends toward less invest-
ment in publie utilities and perhaps in housing. There is a gen-
eral tendency for the relatively undeveloped parts of the country to
show more rapid industrial growth than the older parts: the South
and West are expanding more than the Northeast. Over the
course of the decades increasing average real income means, as basie
wants are more adequately filled. that consumer demand tends to
become unstable and fickle, more subject to the whims of fashion.

The struectural changes resulting from these causes are in the main
inevitable and desirable in a healthy economy. Thev suggest a
politieal danger, however, for a program of government cxpendi-
tures directed toward higher emiployment: that the relatively poor
showing and distress which are the means by which resources are
allocated from less to more useful purposes, may be seized upon by
the politician as justifieation for largess from the publie purse.

Relief of special distress is of course in order, but it should be
directed toward emergency needs and toward f{acilitating adjust-
ments, rather than toward shoring up lost causes. Publie grants
can merely delay and frustrate the healthy shifting of resources
from arcas and occupations where they serve the wants of con-
sumers badly to where they serve them well.

The two points we have mentioned-—the danger that public ex-
penditures may lead to worsened alloeation of resources when full
employment is being approached, and where significant structural
changes are taking place—suggest that perhaps there is a general
advantage in having the stimulus from the government budget
arise from lower taxes rather than from higher expenditure. But
there are counter arguments,

1. Government expenditures can be directed toward specific
areas and occupations where there is unemployment (and where the
structural-change argument we have just given is not relevant},
whereas the effects of reduced taxes are much less subjeet to control.

2. There are deep social needs for social security measures, health
services, educational support, low cost housing, and other public
works—for meeting what Sir William Beveridge calls “the giant
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social evils of Want, Disease, Ignorance, and Squalor,” A wide
area of social needs cannot be adequately met by private expendi-
ture.

It appears better not to come to any over-all conclusion. but to
return to our earlier pattern of arguriient: the specifie social advan-
tages and disadvantages of given types and volumes of increased
expenditure must be weighed against the specific social advantages
and disadvantages of given types and volumes of decreased taxes.

Quantitative Aspects of the Budget

We have said that, if the budgetary policy of government goes
too far in the direction of avoiding deficits or generating surpluses,
total expenditure in the economy, and hence production and em-
ployment, will be inadequately low. Let us suppose that a group
of favorable policies to encourage private consumption and invest-
ment of the sort we recommended (Chaps. XIV and XV) have, in
fact, been carried through, and that, with the Federal budget bal-
anced, there is still a considerable deficiency of expenditure below
the value of gross output at full employment. It is possible to
show rather simply how government taxes and expenditures can be
used to bring about full employment if we can make the assumption
that private investment is not affected by the government policies.
(We will consider this assnmption later.)

We neglect below the budgetary possibilities of state and local
governments. despite the fact that their total expenditures, 1920-
1940, have on the average been larger than that of the Federal
government. (In the middle 1930’s and afterward, Federal ex-
penditure grew much larger.} Our reasons for this omission are
two: (a) Their taxing and borrowing capacity is strietly limited by
local revenue resources, whereas the Federal government has not
only country-wice tax resources but also control of the banking and
currency system of the nation. Only the Federal government has
the resources to maintain its expenditure nearly irrespective of
revenues, or to vary its budget countercyclically. (b) It is not
likely that state and local governments could be induced to inte-
grate their policies fully with the fiscal program of the Federal
government. In fact. through many of the interwar years, the
expenditure practices of state and local governments were directly
contrary to those of the Federal government. It is to be hoped
that, in the future, effective forms of co-operation will be devised
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between them and the Federal government—for example, Federal
expenditures may be channeled through state and local units.
There are three routes to full employment through use of the
Federal budget, illustrated in Table 5. The figures are illustrative
only, but are in accord with the general magnitudes to be expected.
The year is taken as 1950, when in accord with our earlier esti-
mate (pp. 161-163), gross production at full employment would be
valued at 206 billion dollars (prices of 1944). We assume as
our original situation that the government budget is balanced at
30 billion dollars of tax revenues and expenditures,® and that after
all acceptable non-budgetary policies to encourage private con-
sumption and Investment have been carried into effect, gross pro-

Table 5
FepEraL Bupcers
(In Billions of Dollars)

Expendi- .
Tazes fures Deficit
Original situation with =ome § million unemployed,
and a gross output of about 183 billion dollars (at.
1944 prices). 30 30 0
Route I to full employment: expenditure is increased
sufficiently, with the rates of taxes unchanged, 32 38 6
Route I to full employment: expenditure is increased,
taxes are increased equally. 48 48 0
Rowte [T to full employment: expenditures are kept
unchanged, with taxes reduced sufficiently. 21 30 9

duction is running at about 188 billion dolars,? with some 8 million
of the work force unemployed. The deficiency of gross expenditure
is therefore 18 billion dollars.

Route I shows the kind of result which would follow an inerease in
government spending for goods and services, with the present tax
schedule unchanged. The government spending raises national ex-

* This is in accord with our previous estimate for Federal expenditures in 1950 (p.
164). The 30 billion dollars inciudes about 7 billion dollars of transfer payments not
made for current production. and therefore not to be considered part of the gross
national product.

*In other wards, policies carried into effect to encourage private consumption and

investment have succeeded in raising the gross national product from some 160 bil-
lion dollars (p. 165) to 188 hillion dollars.
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penditure both directly, through the immediate market it provides
for idle resources and men, and indirectly, through the multiplier
effect.8 This effect will be larger to the extent that people spend
more of their increased incomes for consumption. But the multi-
plier effect is checked in Route I by the cireumstance that people
have to pay heavier taxes out of their larger incomes (even with un-
changed rafes of taxation).?

Route II leads to full employment through an equal increase in
both taxes and expenditure. The stimulating effect of this comes
from the fact that some of the funds which are taxed away would
otherwise have been saved. And so a dollar taxed may reduce ex-
penditure in the society by less than a dollar, whereas the spending
of the dollar by government adds one full dollar to total demand in
the economy." The increase in government expenditure required
hy this route is very large, since part of the taxes levied will reduce
consumption expenditure (rather than saving), and so will offset the
stimulating effect of the government expenditure.’*  Taxes will re-
duee consumption spending more when they are levied on the poor
(who spend on consumption about ali their incomes) rather than on
the rich {(who save much of their incomes).*?

*Route I iz assumed to lead to full production and employment in the following
way: the immediate stimulus from the government budget is (38 billion dollars of
expenditurez, minus 32 billion dollars of taxes), or 6 billion dollars. We assume a
multiplier of 3. Henee, the eventual effect of the continued defieit of 6 billion dollars
iz a rise in total expenditure in the economy by 18 hillion dollars.

The data are designed to show the ultimate effects of given policies, when the
multiplier effect has worked itself out to its ultimate level, rather than the lesser in-
termediate effect.

* Taxes are sssutned to tise by 3 billion dollars when government expenditure rises
by @ billion dollars.

¥ We assume the canceling out of the negative multiplier effect resulting {from the
reduced spending of the person who is taxed, against the positive muitsplier effect of
the additional gavernment cxpenditure. In other words. 4 whoe is taxed, now tends
to reduce his consumption expenditure to B, whe reduces his consumption expendi-
ture to ¢, and o forth, But at the same time M, who sells an additional dollar's
worth of goods and services to government. tends to spend more on consumption o
N, who spends more on consumption to (), and so ferth.

M The caleulution follows: When taxes are increased by 18 billion dollers, saving
is assumed to be 6 billion dollars less, consumption 12 bitlion dollars less. The gov-
crament spends 18 billion dollars more.  Henere, the immediate increase in expendi-
ture is (18 — 123, or 6 billion dollars. We assume a multplier of 3 to give our de-
sired vise in total expenditure of 15 billion dollars. .

M Bimidar snalyses have been presented by Sic Willism Beveridge in Full Employ-
ment anoa Froe Socivty. pp. 142-46 and Appendix C; Wallich, Henry C., “Income
Giencrating Effects of i Balanced Budget,” Quarterfy Journal of Economics, pp. 78-91.
November 1944; Machhup, F., Financing American Prosperity, pp. 442-47. New
York: Twentivth Centwry Fund, 1945; and elsewhere.

It should be noticed that there is a second wery of incressing total expenditure in
the economy by use of a balanced government budget. Suppose the government in-
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Route IIT leads to full employment by way of reduction of taxes
only, expenditure remaining the same. The reduction of taxes will
be stimulating fo the extent that it frees funds which will then be
spent on consumption. But the reduction in taxes must be large,
since some of the funds on which taxation is remitted will go into
savings, and so not expand consumption expenditure.'®

What choice (we still continue our assumption that private in-
vestment is unchanged) should be made among these Routes?
Those who most fear government expenditures—on the grounds
that they are made inefficiently on make-work projects for which
the public would not themselves choose to spend their own money,
and that they tend to push into areas best handled by private busi-
ness-——will have cause to reject Route I and (especially) Route 11.
On the other hand, those who are afraid of deficits and growing gov-
ernment debt will prefer Route 11, since it alone provides for a bal-
anced budget.

Route IIT will be most shunned by those who fear increasing gov-
ernment debt, but on the other hand. will be preferred by those who
are concerned to avoid an increase in government expenditure.

The assumption that private investment is unchanged

Our reasoning so far has been very limited by the assumption we
have made that private investment remains unchanged, no matter
which Route is pursued.

ereases its useful expenditure, financing it initially by borrowing. Then it imposes
a consumption tax, which leads to no decrease in saving. Private expenditure re-
mains, we assume, exacily {he same, but in addition there is the new government
expenditure. Total expenditure is up, even though the budget i1s bulanced.

The original borrowing of the Treasury is nonrecurrent. and need not lead to a
permanent increase in governmentt debt. If. in the {future, the additional expenditure
and then the additional taxes of government are eliminated, the excess of revenues
over expenditures at the last will just equal the original borrowing. The government.
debt returns to its first level, at the same time that the national income falls to its
first level. (Interest payments are neglected in this rrasoniog.)

The process can he portrayed by time periods. Suppose 100 million dollars is
the quantity in question.

(In Millions of Dolars) Twme PeErioDs

1 2 3....n
Government borrowing 100
Taxing i00 100 100
Expenditure 100 100 100
Paying off debt 100

" When taxes are reduced by 9 billion dollars, private savings are assumed to in-
creaxe by 3 billion dollars, and private consumption by 6 billion dollars. This in-
crease of consumption, with a multiplier of 3, gives the 18 billion dollars increase in
total expenditure which we want.
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An increase in tax rates (Route 11) will tend to discourage private
investment; a deerease (Route III}, to encourage it. A rise in con-
sumption expenditure (all Routes) will induce more investment ex-
penditure. A rise in the public debt {Routes I, and, especially, I1I)
mnay. if businessmen retain their present attitudes, tend to discour-
age private investment. A large rise in government expenditure
(Route I1) may discourage private investment.

All these Routes, therefore, have opposed effects on investment.
Route I combines higher consumption (stimulating) with a defi-
cit (probably somewhat depressing). Route II combines higher
consumption (stimulating) with inecreased taxes and heavy govern-
ment expenditures {(depressing). Route IIl combines higher con-
sumption and lower taxes (stimulating) with a very large deficit
(prabably depressing).

Our first reasoning, which took into account only the effect of
these three Routes on consumption, must, therefore, be considerably
qualified by consideration of the uncertain effects of each of them on
private investment. If the net effect on Investment of a given
Route is stimulating, smaller changes in government fax rates
and/or expenditure are needed. If the net effect on investment of
a given Route is depressing, larger changes in government tax rates
anc/or expenditure are needed to achieve full employment.

Of course it i3 even conceivable that the depressing effect on
private investment might more than offset the direct stimulus of the
given Route, so that its over-all influence is depressing! It is cer-
tainly possible that a badly conceived set of timid measures might
have such a result. But our war experience, and certain other
reasoning' strongly evidences that this is a fringe-end possibility
only, that any reasonable set of measures, vigorously undertaken.
will not lead to a reduction of private investment. Assurance of
sustained markets gives an overriding incentive nof to reduce pri-
vate mvestment.

Tovidently, different kinds of revenue sources (both taxing and
borrowing). and different kinds of expenditure will have various ef-
feats both on consumption expenditure in the economy and on In-
vestment.  The kinds of taxes and expenditures and the kinds of
other polieies carried on by the government may be more important
than the balance struck on the books: more important than whether
the government is balancing its budget or running a deficit.

N See pp. 230-241.
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The national budget

No matter what quantitative and qualitative measures are taken,
the total expenditures of consumers, investiment expenditures, and
expenditures of governmeut must be able to buy the (gross) output
which we produce at full employinent, if we are to have that full
employment at all. We have assumed (p. 219) that with the gov-
ernment budget balanced, and with non-budgetary policies favoring
private consumption and investment, gross production in 13850
might be 188 hillion dollars (at prices of 1944). In Table 6, Line 0
portrays plausible subdivizions of this total.

Table 6

IN BiLLioNs ofF DoLLaRrs

| Private Government, 1
. . . Estimated
d !
| Expen |f:ure “ Expenditure Total Full.
Con- Invest- Federa] State and Expenditure Emg‘ll(;_\'umtent
sumption | ment era Laocal put
Line 0 133 21 23 11 188 206
Line 1 142 22 31 11 206 206

To attain full employment, total expenditure from all sources must
rise to 206 billion dollars. Route I would lead to something like the
national budget of Line 1 above.

Different kinds of taxes, borrowing, and expenditures of the Fed-
eral government will, within limits, alter the relative quantities of
private consumption, private investment, and government output in
the economy.

Qualitative Aspects of the Budget

We have said that the qualitative aspects of the budget (where
and when the government obtains its revenue, and where and when
it spends) may be more important than the quantitative aspects
{the volume of taxes and expenditures).

1. Government Revenues. The government can obtain funds in
two ways: it can tax and it can borrow. It Is possible to arrange
four sources of funds in order, from that which is the most depressing
to private expenditure, to that which is the least depressing:
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Most depressing (8} Consumption taxes

l'
Taxing
(b} Personal income taxes
gJ {¢) From individuals
. Borrowin
Least depressing | (4) From commercial banks

(a) Consumptlion tares. Taxes levied on consumer goods, as we
have seen, are depressing because they lead in the main to higher
costs of commodities and to lower wages; and so they cut the con-
sumption buying of the poorer groups of the community who spend
the bulk of their incomes on consumption. In a terminology we
have learned before: such taxes absorb funds from people whose
average and marginal propensities to consume are high.

(b) Personal income tazes. Such taxes are depressing to the ex-
tent that they absorb funds which would otherwise have been spent
for consumption, and to the extent that they discourage investment.
The more progressive they are (that is, the more sharply the per-
centage rates of taxes rise for larger incomes), the less effect they
will have toward reducing consumption, Instead. they will mainly
cause well-off people to reduce their savings.'* But it is also true
that the more progressive they are, the more they discourage in-
vestment.’®  For the potential investor is faced with the choice of :
“Heads the government gains. tails you lose.” If the investment is
profitable. the government taxes away much of the profits; if it is
unprofitable, the investor bears the loss. '

[t would be possible to devise personal income taxes so heavy both
on low and high incomes that they sharply cut both consumption
and investment and so reduce expenditure as much as do eonsump-
tion taxes. But with moderate rates, the personal income tax ap-
pears less depressing than the consumption tax,

“Rut increased progressiveness of taxation i= not hkely to achieve more than a
moderate reduction in saving, f. Colm. Gerhard, “Full Employment through Tax
Poliey.” Socfnl Research, November 1940: and Bergson. Abram, “The Incidence of
an Income Tax on Savings,” Quarterly Journal of Economics, February 1942.

¥ On the other hand. if the individnal is alreadyv subject to high tax rates because
of his large income, the government subsidizes part of any loss incurred on a project
throueh reduring part of the taxes he must pay.

¥ Reeent corporate plus personal income taxes have been very high. Tax rates
for 1945 on the carnings of stock held in a tvpical corporation by an investor with
one depemlent whose income from other spurces was $51,000, reduced his return to
13 per cent if the corporation earned before taxes 10 per cent; and to 3 per cent if
the corporation earned before taxes an extraordinary 50 per cent. (Data of L. Robert
Driver. in The Cleveland Trust Company Bulletin, October 15, 1945.)
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The corporate inecome tax and the excess profits tax are usually
thought to be more depressing to expenditure than the personal in-
come tax. They especially discourage the risky investments of
small enterprises in new processes and products—a kind of invest-
ment which is very useful toward increased employment and produe-
tivity, and toward diminished concentration of produection and eco-
nomic power. The Jack of progressiveness of the ecorporate income
tax and loss-carry-over provisions.”® diminish but do not eliminate
the depressing effect on investmept.

(¢) Borrowing from individuals. This is hardly at all depressing
to private expenditure. People lend to the government out of sav-
ings which they have made. Ordinarity, they will not lend to the
government at the low interest rates which the government pays,®
unless they had been unable to make investments elsewhere paying
higher rates. In other words, their funds would otherwise have
been idle.

There is only minor qualification to be made to this reasoning.
During wartime the government has carried on savings-bond cam-
paigns to induce people to cut their consumption expenditure and
to “buy bonds till it hurts.” These campaigns have probably sue-
ceeded in persuading patriotic people to diminish their consump-
tion; but such a depressing effect on eonsumption expenditure is
unlikely during peacetime.

(d) Borrowing from commercial banks. Such borrowing is not
depressing on private expenditure, assuming that the Federal Re-
serve by its open-market operations and other policies supplies
member banks with sufficient reserves so that they can continue to
lend to the government. In other words, if the Federal Reserve
does this, the member banks will not be faced with a choice between
lending to private business or to the government, but wil] be able
to do both. There ig, therefore, no reason to expect any decrease in
private investment,

Before leaving this topic of government revenues, we should em-
phasize that we have, in the foregoing paragraphs, been making a
survey of the sources of government funds from one point of view
only—the extent to which obtaining funds from the given source
will contract private consumption and investment expenditure.

»P. 195,
" Serieg E savinge bonds pay 29 per cent if held to maturity. This is the highest
rate paid om any government security.
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The merits and demerits of a given taxing or borrowing policy are
not exhausted by this kind of analysis.®

2. Government Expenditures. The main principle we follow is
that any government expenditure must be justified on the grounds
that the government can use the resources in guestion more effec-
tively for the general good than could private individuals. If this
is not true, then stimulus to employment must, instead, be sought
through reduced taxation and other measures to stimulate private
consumption and investment expenditure.

Government expenditure should be for socially useful goals—the
most useful goals attainable—and should be administered with the
utmost efficiency to obtain the maximum of output from each dollar.
This does not imply that the output made available through gov-
ernmert spending must be sold for money: it may well be that addi-
tional schools will contribute more to social incomne and welfare than
additicnal toll bridges. But it does mean that the government
should spend its funds in channels of the highest existing social need,
and that the management and production methods utilized should,
in general, be the most efficient possible.  Men should not dig with
hand shovels if steam shovels are obtainable.

Sometines a compromise is necessary with the aim of efficiency,
implied by “immobilities” and by the morale objective of employ-
ment.  If the skills of the men who are unemployed are not usable
toward goals which the community needs most, then it may be best
to have these men use their skills in second-best channels. If musi-
cians are unemploved, it may be best to use them to give concerts,
even though the community needs new houses more than concerts.
How far such compromise should go will depend on the individual
situation,

A second principle follows from the policy of retaining and en-
couraging free, private enterprise. It is that government expendi-
tures should not compete with private enterprise, unless for special
purposes such as the control of monopotly or the avoidance of private
control of eritical social activities (uranium processing. military re-
search, and so forth). The government should not set up its own
retail groceries and clothing stores. Instead, the government ex-
penditure should so far as possible be in channels which will induce
more private expenditure, Among such “complementary” expendi-
tures are river-valley development ; research on industrial problems.
available free or at moderate cost to businesses, especially to small
T EPp 213-215.
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businesses; road building and airfield construetion; and subsidy of
cohstruetion projects whose risk would not otherwise be undertaken
by private contractors.

(a) Housing, general comstruction, and other public works.
(1) The construction industry is one which so far has eonspicuously
failed to use extensively the mass-production techniques which have
cut costs and expanded output in other industries. It is also con-
spicuously a prey to racketeering and to monopolistic extortions.
In no other basic industry is government research, which we have
above recommended, apt to be so richly rewarding as in construction,
and in no other industry is vigorous antitrust action apt so effec-
tively to serve the publie interest. The lumbering auto which De-
troit sold for $2000 in 1920 had been developed by 1939 into a far
better car that sold for $900. But the house which sold for 35000 in
1920 was not much improved by 1939, and sold at about the same
price. Construction costs rose 50 to 60 per cent during World War
II, and still more afterward. Any measures that can improve the
poor record of the industry and so get a better product to the con-
sumer at a lower price will be aids toward the potential vast expan-
sion of investment in construction.

The 1930’s coincided with a low period of the 17-year building
cycle, and World War I1 still further postponed private consiruc-
tion. To replace the houses which, at the end of World War 11
were substandard would require at least ten years of a building
boom sappreciably higher than the highest peak of the 1920Ys*
(The minimum standard is moderate: inside water, a bath or
shower, inside toilet, refrigeration of some kind, eleetricity if pos-
sible, adequate light and air, and about one room per person of
space.) During this decade, the labor of 24 to 33 million men could
be effectively employed in housing construetion and repair.

Though private demand for construction will unquestionably be
large, it will not suffice to meet the need for housing of low-income
groups. Full employment, if attained, will raise postwar incomes
and so diminish the problem; but even with higher levels of incomes,
some 20 per cent of families will have incomes of less than $1000 a
vear.”? Such families can afford only substandard housing which
menaces the health, morals, and morale of themselves and others.

A The volume of construction will be Jarger if costs are kept from rising. This is
consistent with a larger total of wages and profits in the industry, resulting from
larger volume.

“ Prices of 1944, calculated approximately from data in Housing Needs, p. 20
National Housing Agency, 1944,
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Thus there is a continuing need for direct government construe-
tion or government subsidy to private construetion. Over a 10-year
period, 3 million or more homes must be constructed with govern-
ment aid if an equal number of families are to have deeent housing.
A construction programn for such housing and for the other public
works mentioned below might require 7 or 8 billion dollars a year.

(2) Aside from housing, there are other kinds of public works
which would rank high on a priority list of soecial needs. Among
them are hospitals and schools, which might be financed hy Federal
granis to state and loeal governments, especially to those in poor
aregs which cannot support adequate facilities. Good medical and
educational facilities are an investment in the health and ability of
a people. The full return does not come immediately, but it is
eventually richly rewarding. '

(3) Further river and valley development on the Tennessee Val-
ley Authority model directed toward cheap power production, flood
control and irrigation, waterway improvement, and erosion control
appears Justified. Four times between 1941 and 1944 the Mis-
souri and its sister rivers have jumped their banks; and people,
houses, barns, hogs. eattle, and topsoil have tumbled down their
muddy torrents, Before, during the 1930, three quarters of a mil-
lion people fled from drought within its drainage basin (the Dust
Bowl). Under the Pick-Sloan plan now being undertaken to tame
the Missouri system. 107 dams and reservoirs are scheduled to be
huilt by 1066, regulating river flow, irrigating farms in seven states
(Montana, Wyoming. Colorado, the Dakotas, Nebraska, and Kan-
sas), providing navigation on new waters, and producing one and a
half million kilowatts of hydroelectric power. Further develop-
ment is possible in the Colorado and Columbia river systems and
elsewhere,

(4) The carrying of electricity to as many as possible of the over
¢ million farm homes now without eleetrie current is an important
need for lghtening drudgery and bringing fuller living to the eoun-
try. Where farm homes are far apart, the returns would not justify
private investiment, but many new power lines are justified from
the public point of view by the nonfinancial return of better rural
living.

Both (3) and (4) above have the special merit of stimulating
additional private investment. =

(5) Land conservation and forest improvement will find a place
in Federal expenditure. Erosion contrel, land reclamation, drain-
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age, and irrigation are matters of the first importance. In addition,
our forest resources will demand more and more attention as we
come to realize increasingly that their quantity is limited. They
require thinning to favor the growth of sound timber, and control
of blight; and are available for development of recreational areas.

(b} Education, Medicine, Social Securtty. Here we are thinking
of the running expenses of education and medical eare, as distinet
from construction mentioned above. It is to the interest of the
United States to move toward equal opportunities for education and
medical care to all its citizens. But the ability of poor communities
to provide the facilities is much less than that of rich communities,
even though some of the formmer tax their citizens heavily. Addi-
tional argument for equalizing of such opportunities by Federal ac-
tion comes from the fact that some of the residents of rich loealities
and states draw their incomes from property and businesses in the
poor areas. Professor Hansen suggests a program to pay educa-
tional grants-in-sid to all states to cover a minimum outlay per
student of $80, at an annual cost of $2.5 billions.?®* An effective
medical program would involve means of diminishing the cost of
medical care to those middle- and low-inecome groups who find a
serious illness a finanecial catastrophe, and of giving access to such
care to rural areas now without it. We have mentioned before the
extension of social security as an essential element in expanding con-
sumption. Such extension is an essential aid toward a new higher
minimum standard of living.

(e) Subsidy of Consumption. We have seen that about two
thirds of United States gross expenditure is ordinarily for consump-
tion. The large volume and wide range of consumer goods suggests
the possibility of using consumer subsidies on a larger scale—they
were running at the rate of about 1.8 billion dollars a year in 1945—
to reduce the cost of consumption items basic to our standard of
living.

The War Food Administration estimated, for the winter of 1943-
1944 that nearly 60 million people in the United States were spend-
ing less on food than would purchase a “good minimum diet.” A
moderate program developed under the provisions of the Aiken-
LaFollette bill of that time would have substantially raised the food
consumption of 16 million of the lowest-income groups (whe aver-
age $275 or less per person per year on food expenditure), at an

*In Financing Amenican Prosperity, pp. 237-238.
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annual cost to the Federal government of 420 miilion dollars®
The school-lunch program of the winter of 1946 proposed Federal
grants of about 50 million dollars a year under a program for Fed-
eral-state co-operation. During World War 11, the British empha-
sized the production of subsidized, and hence very cheap, “utility
grades” of food, elothing, and other consumption goods.

The stamp-plan type of proposal—stamps valid for purchasing
being issued to low-income gronps—makes the price of such goods
low only to those particular income groups. The subsidy of “utility
grades” of commodities increases the real income of all persons who
decide to buy those grades.™  Any kind of consumer subsidy has the
result of helping further to put a floor beneath the standard of living
by making less expensive the food, clothing, or shelter entering into
the consumer’s budget.

Secular and Cyclical Policy

The basic pattern of the government budget—the quantitative
and qualitative character of revenue and expenditure—turns on the
question of to what extent there is a secular problem of low produc-
tion and employment.

With respeet to cyclical fluctuations, so far as is possible, the fiscal
system should have an automatic, built-in flexibility, and not require
special policy decisions to be made. A principal argument for bas-
ing government support primarily on income taxes is, as we have
seen, their automatice countereyclical variability: they absorb much
less money ineome out of the economy in time of depression than in
time of prosperity. Consumption taxes do not have this merit:
their take is more nearly stable. Among government expenditures,
social-security benefits also have this desired built-in variability:
unemployment compensation and other payments grow much larger

* This assumes o goal of 60 per cent of the “minimum diet,” and applications for
benefits by 70 per cent of those eligible. {(Hearings oo 8. 1331, 78th Congress, 2nd
Session, pp. 2, 10-11.} The bill praposed that food stamps be issued to families in
income ranges whose average expenditure for food was below the minimum. Hence,
it is in effect a proposal for a revival of the prewar foed-stamp plan. A revised ver-
sion designed to increase food consumption of households which spent more than 40
per cent of income on food, was presented June 15, 1945. (3. 1151, 79th Cong., 1st
Bession.)

As indication of the effect of rising nationa) income ou food consuraption, it ig in-
teresting to note that food conzumption per capita was, in 1944, 11 per cent above that
of 1935-39.

* But commoditics ought not. in general. to be completely free: buyers must have

incentive to economize in their use. The lower the price of goods, the more waste-
fully they will be used.
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in time of depression. Many other government expenditures do
not vary appreciably: expenditure on defense, internal order, veter-
ans, education, public health, interest on the debt, and the like, can
not or should not be subordinated to countereyelical policy.*® But
most public works are postponable, and it is possible to vary the
amount of support given through loans or subsidies to private hous-
ing construetion, private consumption, and the like.

Often, the timing of poliey decisions will be most important. It
is erucial whether a countercyelical policy is introduced before a
cumulative downswing or upswing has gathered momentum. In
the former case, if action 1s delayed and distress deepens, the task
will be greater: expenditure must go first for relief and for shoring
up tottering strategic businesses and banks (that is, for offsetting
the effects of contraction). rather than directly for expanded pro-
duction.

The Burden of Public Debt

The government can obtain its funds either from borrowing or from
taxing. The former, we know, has direct effects on private expendi-
ture much less depressing than the latter. The conclusion easily
follows that, when more expenditure for output is wanted in the
economy (more production and employment), the emphasis should
be shifted toward getting a larger proportion of government rev-
enues from borrowing, rather than from taxing. But perhaps such
a plain conclusion is upset by the consideration that borrowing
means more public debt, and that public debt may have such real
and psychological “burden” that the indirect effects of public bor-
rowing on private expenditure may more than offset the stimulating
direct effects.

This would be, of course, a melancholy convietion, if it needs to be
accepted. For it means that our socicty has no major weapons
against depression except those which encourage private expendi-
ture without government borrowing. And these have disadvan-
tages of their own,? or are so weak that we can be certain of suffer-
ing heavy unemployment oceasionally or chronieally. A free-

*President Truman's proposed Federal budget for fiscal 1948 allocated the bulk
of total expenditures to such channels. Veterans' benefits took 19.5 per cent of total
expenditures, interest on the national debt 13 per cent, tax refunds 5 per cent. and
natiopal defense 30 per cent.  Education and research were allotted 2.5 per cent, na-
tional resources 3 per cent, social welfare 4 per cent.

* Route II, pp. 220. 222
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enterprise system will not survive long if it tolerates heavy unem-
ployment.

We now consider the real and psychological burden of public debt.
We spend more time on the matter than its logical importance mer-
its. But the emphasis given to the matter in current newspapers
and magazines seems to demand considerable attention.

Views on Public Debt

The fear of a large public debt is ancient among scholars and bust-
nessmen. Soime perspective is given on our present problem by see-
ing what has been thought in the past.

Opinions on the British debt

Lord Macaulay wrote as follows of the publie debt owed by
Britain through the Napoleonic wars:

At every stage in the growth of that debt it has been seriously asserted by wise
men that bankruptey and ruin were at hand. Yet still the debt went on growing;
and sUll bankruptey and ruin were as remote as ever. When the great contest
with Louis XIV was finally terminated in the peace of Utrecht, the nation owed
about fifty millions [of pounds sterling]; and that debt was considered . . . by
acute and profound thinkers as an incumberance which would permanently eripple
the body politic. Nevertheless, trade flourished; wealth increased; the nation
hecame richer and richer. Then came the War of the Austrian Succession; and
the debt rose to eighty millions.

Pamphleteers, historians, and orators pronounced that now, at all events, our
eaze was desperate. . . . Soon war broke forth again; and under the cnergetic
administration of William Pitt, the debt rapidly swelled to a hundred and forty
millions. . . . George Grenville, a minister eminent]y diligent and practical,
[conceived] that the nation must . . . siok under 2 debt of a hundred and forty
millions, unless 2 portion of the load were borne by the American Colonies, The
atteupt o lay a portion of the load on the Ameriean Colonies produced another
war, That war left us with an additional hundred millions of debt, and without
the Colonies whose help had been represented as indispensable. Soon, however,
the wars which sprang from the French Revolution tasked the powers of public
credit to the utmost. When the world was again at rest the funded debt of Eng-
land amounted to eight hundred millions. . . . It was in truth a gigantic, a fabu-
lous debt; and we can hardly wonder that the cry of despair should have been
lowder than ever. But again that ery was found to have been as unreasonable as
ever.  After a few vears of exhaustion, England recovered hercelf.  Yet like Addi-
som's valetudmarinn, who continued to whimper that he wus dving of consumption
till he Lecame zo fat that he wus ashamed into silence, she went on complaining
that she was sunk in poverty titl her wealth showed itself by tokens which made
her complaints ridiculous.

The British national debt at the end of the Napoleonic Wars was
about twice the national income of the time. The federal debt of
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the United States at the end of World War 1I would have had to
grow nearly a quarter larger to bear that same proportion to the
TUnited States national inecome of 1945. But this stmple compari-
son underemphasizes the magnitude of the British debt: interest
rates were much lower in the United States of 1945 than they had
been in the England of 1818, and so the sums required to pay inter-
est on a given debt were smaller. Despite this huge debt, the Brit-
ish economy led the world in the nineteenth century. A large debt
is evidently compatible with rapid economic progress.

United States views on the public debt

Businessmen are inclined to blame depressions on government ae-
tivities which they dislike. Among causes cited by businessmen
have been: extravagance in government expenditure, enormous tax-
ation, the level of the national debt, depreciation of the currency,
uncertainty as to the future monetary standard, the disturbed value
of gold and silver, undue influence of agitators, class legislation, un-
favorable and reckless legislation in Congress, want of confidence in
the government, and possession of power by the Democratic party.
Corresponding to this diagnosis, they have recommended: reduce
the salarics of officers of the government, abolish all unnecessary of-
fices of the government, introduce rigid economy in government,
maintain local self-government with no Federal interference, check
legislative derangement of the currency, make use of good judgment
and hard work, restrict the power of the President, and enact laws
against communistic schemes.

The above sounds much like a diagnosis of the depression of the
1930’s, but it was, in fact, collected in the 1880's,* as explanations
of the depression of 1874-1879! This does not disprove the validity
of the explanations, but it does suggest that the psychological re-
sponses of businessmen have remained the same whether or not the
causes of the two depressions were the same.

Senator Sheridan Downey in 1939 (when the Federal debt was 40
billion dollars, or under one sixth of its value at the end of World
War II} expressed the average man’s alarm at a constantly rising
public debt:

. where will this process end? Are we to increase our government deficit
several billions each year—indefinitely? We know that is out of the guestion.

= From the First Annual Report of 1the Commissioner of Labor, 1886. Quoted from
the testimony of Theodore J. ISreps before the Temporary National Economic Com-
mitiee, April 8, 1940; in the Verbatim Record of the Proceedings, vol. 13, pp. 2-3.
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Our public debt would mount to astronomical heights, and as it did, confidence in
public credit would sink to lowest depths. Before long government finances
would collapse, dragging down with them our banks and insurance compaagies,
already Joaded with Federal bonds.2®

At a lower level of analysis, John T. Flynn, at the end of World
War I1, was apprehensive over the size of the debt: “Now we are at
the end of our rope. . . . We must realize that the federal govern-
ment is soon going to be broke.” 3

On the other hand, the authors of An Economic Program for
American Democracy argue that there is no burden at all to a public
debt:

1f we look at the whole nation as a going coneern, we see that its internal debts,
husiness sud governnental, ate merely anaother aspeet of its assets. Debt in the
broad sen=e is the obverse of investment. . . .

Indivirlual debtors do, of conrse, get into ircuble by improvident borrowing.
But for the eeonomy ax a whole, trouble comes only when the nation falters in
the course of its economic expansion. . . . The expansion of debt at a rate suf-
ficient to abgorh the nation’s suvings is both sound and necessary. This rate could
be excessive only in the sense that the rate of saving itself was excessive. . . .

Tt i+ ridicn]ous to maintain that debt m general must be repaid. The mere at-

tempt to repay debts all around . . . would result in complete economic paral-
vals 4l

And Professor Harris of Harvard University at the American Eco-
nomic Association meeting of 1041 reasoned that a public debt of
4000 billion dollars could be carried if the national income were 100
billion dollars. 'This is equivalent to saying that the debt could be
25 times higher than it actually was at the end of World War II.

The Trend of Public and Private Debt

At the end of the revolutionary period the United States Federal
debt was over 79 million dollars, which seems high compared to the
national income of the time, perhaps relatively higher than the debt
of the middle 1030's. By 1836, this was all paid off out of large cus-
toms and land-sales revenue, and the Federal government, embar-
rassedd by large surpluses, distributed its surplus funds to the states
ou three separate occasions. At the beginning of the Civil War, the

> Prousions or Pewwry, p.o 810 New York: Harper and Brothers. 1939; quoted in
Wright. David McC., “The Economic Limit and Fconomic Burden of an Internally
Held National Debt” Quarteriy Journal of Economics, November, 1940, p. 117,

* Rewde s Digest, Jannary. 1946, pp. 10-14. Henry Hazlitts Feonomics in One Les-
son {New York: Harper and Brothers, 1946) furnishes stimulating—and untrust
worthv—reasotung on the debt und related economic matters.

M Githeri. ot ql., pp. 83-65. New York: Vanguard Press, 1938.
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Federal debt was under 100 million dollars, but at the end of the
Civil War it had risen to the seemingly large figure of 2.3 billion dol-
lars. By 1914, the debt had fallen to under 1 billion dollars, It
rose during World War I to 25 billion dollars (a little over one third
of the national income of 1919). Eleven years of surpluses there-
after reduced the debt to under 16 billion dollars by 1930. Since
that time, its rise had been persistent: to 40 billion dollars in 1939,
and 263 billion dollars at the end of World War II (about 1.6 times
the national income). War expenditures have been the main cause
of increase of our Federal debt; the Great Depression of the 1930's
is the second element.

The debt of state and local government owes its rise in recent
years mainly to expenditures undertaken in the 1920’s on highways,
sewage disposal and water supply, and educational buildings. Its
total was 4.6 billion dollars in 1916, 13.7 billion dellars by 1929, and
16 billion dollars by 1938, During World War 11, it fell in conse-
quence of lessened relief needs, and higher state and loeal tax rev-
enues (both results of high Federal war expenditures). By 1944,
the total was 14.1 billion dollars.**

Until recently the total private debt of the nation was larger than
total government debt. Private debt is classified as short-term
debt, corporation debt, farm mortgages, and city real estate mort-
gages. These altogether totaled 75.3 billion dollars in 1916, 158.2
billion dollars by 1929, and 142.6 billion dollars by 1944

The Nature of the Burden of Public Debt

The man in the sireet is inelined te be alanned at the growth of
public debt because of the analogy he draws between private and
public debt. He thinks of the spot ke would be in if he were faced
with an ever-inereasing quantity of bills to be paid by a certain date.
But it is evident that we ought to go a step further and ask whether
the individual’s means of paving off his debts are increasing as fast
as his debts are growing. If so. he is no worse off; and he 1s better
off if his ability to pay is increasing faster than his debt obligation is
growing. We do not necessarily condemn a student who borrows to
finance his education, or a corporation that borrows to expand its
plant.

2TNEC Monograph No. 37, Sating, Invesiment, and Natioral Income, p. §1;
Survey of Current Business, September 1945, p. 14. The figures for debt are for the
end of the year.

& Survey of Current Business, tbid.
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The same sort of gquestion holds for government borrowing. We
should ask whether the national income (on which taxes are levied)
is increasing as rapidly as interest payments due on the debt are in-
creasing. And, in considering policy for the future, we should re-
menber that well advised government expenditures may cause an
annual rise in the national income much exceeding the annual rise
in interest payments due on the debt which is financing those ex-
penditures.

i
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CHART 20

Interest on the Federal Debt Shown as a Per Cent of the National Income

Source: Committee on Public Debt Poticy: Our National Debt after Great Wars,
New York, 1946, p. 9.

Chart 20 presents this more significant kind of comparison: in-
terest pavments are shown as percentages of the national income.
By this measurement. also, the weight of debt is larger than ever
hefore. But it is only 37 per cent above the Civil War peak, whereas
the siinple and misleading dollar comparison shows a 11,100 per cent
rise,

There is another matter which the man in the street is apt to
overlook: the major difference which exists between private and
publie debt.  If A comes to owe B 85, then . is to that extent worse
off; but if the government debt rises by 5 billion dollars. the whole
eeononwy is not worse off by that amount. For though it is true
that the government (or the people whom the government repre-
sents) owes 5 billion dollars, it is also true that people within the
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same economy are owed 5 billion dollars. The people owe the
money to themselves through their agent the government. For
every dollar of debt, there is a dollar of credit.

It is, therefore, true that from the point of view of government—
that is, from the point of view of the whole society whose agent is the
government—the public debt is entirely** a fransfer problem.

It is often argued that borrowing shifts the cost of war or of de-
pression to the shoulders of a future generation. Qur above reason-
ing shows this cannot basteally be true. 1If public debt is accumu-
lated during a war, it is owed by members of the postwar generation
to others of their own generation. It cannot be owed to those who
lived during the war. The transfer of interest or prineipal is always
from present taxpayers to present bondholders.

To say that a publie debt is essentially unlike a private debt (in
that it is owed by the people of an economy to themselves, and so
involves only a transfer problem among the members of an econ-
omy) is not to say that it is a matter of indifference to a society as
to whether or not it has a large public debt. Sometimes it may
actually be advantageous for an economy to have a large public
debt*® In the United Staies at the present time, the balance of
considerations suggests that a large debt is undesirable.

The rate of increase of public debt

First of all, we should notice that there are limits on the rate of
ncrease of a public debt (no matter what its absolute height). The
government should not increase its debt so rapidly as to cause infla-
tion (through spending money newly created by the banking system,
ar money which otherwise would have been saved). The govern-
ment’s borrowing policy is one part only, not an inevitably necessary
part, of a full-employment program. But so far as this goes, the
extreme limitation on the rate of borrowing is that it should be no
greater than will secure full employment. It should not overstep
this into the range where an excessive price rise results.®  (Or, if
excessive demand exists, funds should be accumulated to pay off the

¥ Save for an insignificantly small proportion which is held abroad.

*See Hansen, Alvin H., Fiscal Policy and Business Cycles, pp. 153-55; 162-67.

® The fear that any increase in pational debt threatens inflation is evidently a non-
sepeical one. A high enough rate of increase of debl will lead to price rises as the
government spends the borrowed funds, even if unemplovment exists generally.
Prices will rise primarily in bottleneck areas where resources are inadequate to meet
the increased demand., But a moderate rate of increase of debt, when general unem-
ployment exists, will lead muinly o higher output rather thes to higher prices.
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public debt, but not at so fast a rate as will cause unemployment.)

Second, as a possible limit in the rate of increase of debt (and also
on the height of the debt), the public might be reluctant to buy
more government bonds. Perhaps they have come to distrust the
government. This is, however, very unlikely so long as the govern-
ment continues to pay interest on its already issued bonds, and this
it will certainly do,” above all, if it is attempting to sell more bonds
to the public. In any case, the banking system could be coerced,
whether or not we like the idea, into buying more government bonds.
Or the Treasury could, under a new law,* sell bonds directly to the
¥ederal Reserve banks. This limit, therefore, is not of first im-
portance.

The burden of a large public debt

The disadvantages, or “‘burden,” of a large public debt arise out of
the circumstance that, though the debt is owed by and to people
within the same economy, different people owe (that is, pay taxes)
from those who are owed (that is, own government bonds). The
burden is of the nature of frictions.

1. The tax system must be expanded in order to provide money
for interest payments on the debt, and perhaps also payments on
the principal. The Internal Revenue Division of the Treasury
must hire tens of thousands of personnel to mail forms, keep the
records. and pursue delinquents. Furthermore, businesses which
pay taxes find that the cost of the necessary record keeping may add
up to 3 or 10 per cent of the tax paid. If the people occupied by tax
administration were not so engaged, they would be available to pro-
duce other services or goods for the economy. The larger the debt,
the greater is this real cost of tax collection.

2. No tax structure is ideal, but moderate faults do not matter
very much so long as the taxes collected are small. As the taxes
grow larger, the deficiencies become more onerous. (a) For ad-
ministrative reasons, there must inevitably be restrictions on the
allowable averaging of income, or carry-over of losses, for purpose of
tax calculation. But such restrictions mean that capital-goods in-
dustries are burdened more by taxes than the more stable consump-
tion-goods industries. This effect can be very undesirable. Simi-
larly, individuals with fluctuating incomes will be taxed more

" Pp. 242
® The Second War Powers Act of 1042 guthorized the Federal Regerve Lo purchase
bonda directly from the Tressury up to & limit of 5 billion dollars.
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heavily. (b) The larger the absolute volume of taxes, the less the
possibility of altering the structure of the taxes. The system be-
comes more unwieldy and rigid, and is unable to adapt itself to
changing objectives of taxation. But from time to time, the society
will wish to tax private expenditure more or less relative to savings,
and will wish to influence the allocation of resources differently.

3. A large volume of debt tends toward a rigid inequality of dis-
tribution of income, because fixed interest payments are due to in-
dividual holders of the bonds who are, on the whole, the richer part
of the population.

4. At the end of World War II about 40 per cent of the Federal
debt was held in commercial banks, The larger the debt, the more
our banking system tends to become an agency for the holding of
government bonds rather than a system concerned with lending
funds to business. It thereby becomes increasingly dependent on
Treasury policies with respect to the management of the debt.
Some economists are doubtful about the implications of this chang-
ing character of the banking system.®®

3. Finally, we come to the political effects of large public debt.
The existence of the debt gives incentive to the formation both of
rentter pressure groups (whose advantage lies in higher interest
rates on the bonds. and stable or falling prices in the economy) and
of inflationary pressure groups who will push for a higher price
level, and so a lower “real” volume of debt.

The effect of a large public debt on private investment

What we have listed above with respect to the “burden” of a pub-
lic debt has implied that that burden is moderate. It consists of
frictional problems of transfer. These frictions increase as the debt
grows, but no definite limit is implied beyond which the debt can-
not rise. Rather the increasing frictions will at some point bring
sufficient political pressure on the government to cause it to alter its
policy so as to diminish the relative size of the debt.** It is risky to
prophesy where that psyehological point would be: at present na-
tional-income levels, cne may hesitantly suggest it is probably many
times higher than our present debt. Such an altered policy would
not necessarily carry any indirect disadvantage to the economy.

But suppose businessmen do not believe the reasoning we have

* (. Willlams. John H., Postwar Monetary Plans, pp. 87-111. New York: Alfred
A. Kuopi, Inc., 1944,
© Pp. 242244,
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surveyed; and on ill-founded grounds are afraid of debt, and so
afraid to invest. They may prophesy gloomily that a “day of
reckoning” is at hand, and succeed, as John Flynn does, in fearing
hoth inflation and deflation at the same time.*? If so, the stimu-
lating effect of government fiscal policy will be offset and nullified
by the contraction of private-investment expenditure,

It is on this psychologieal ground that the use of the government
budget. to increase expenditure, output, and employment in the
economy 1is often opposed.

What can be said about the argument? First, in so far as the
fear of large public debt is exaggerated and superstitious, origi-
nating in a wrong analogy drawn between private and public debt
or in other false reasoning, it would appear that the best preserip-
tion is education. When the Millerites predicted that the world
would come to an end on October 22, 1843, business was paralyzed
in many a county and town of the United States (save for a brisk
traffic in white-cotton sheets to be used as ascension robes). And
likewise, business iz injured by any other belief, whether well-
founded or ill-founded, which induces apprehension and alarm,

It s right for the spokesmen of busincss to present their objee-
tions strongly before the forum of public opinion when government
loan expenditure is s0 managed in direetion and timing as to intro-
duce obstructions to private business activity. But it is regrettable
if ohjections are advanced out of a misunderstanding of the simple
truth that the whole community benefits when resources going to
waste 1n idleness beeause of deficient private spending are set to
work through government fiscal policy. When objections do arise
out of misunderstanding, the remedy is evident: clear information
to the end that the whole community—bhusiness managers, labor,
and consumers—ean know what is going on and so ean cooperate
intelligently in policies directed toward the general good.

Second, if we look te statistics of the 1930°s, there Is no particular
evidence that government deficit spending as such has had any de-
pressing effect on business investinent, Such an effect would tend
to show itself in a uniform declime in business investment. But al-
though by 1937 railroads and public utilities had recovered to a
Tevel of only 56 per cent of their 1929 plant and equipment invest-

“Ihid. Notice that the fear of inflation (of continuously rising prices) will lead
people to buy more real property, and so tend to stimulate employment and produe-
tton. There is also lesser influence tending toward lower production. to the ex-
tent that some businessmen are dismayed bv the prospect of unpredictable rises in
voslg,
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ment, mining and manufacturing had achieved an 81 per cent, and
agriculture a 93 per cent, recovery.** The data suggest that special
industries have special problems,*® not that business was suffering
from any pervading lack of confidence as a result of government
action.™

If these two lines of argument are correct, we are justified in giv-
ing only passing attention to the argument that a large public debt
will curtail private Investment.

Policy toward a huge and increasing public debt

1. The frictional disadvantages of a large public debt are, as we
have seen, not 10 be indicated by the size of the debt, but by the
proportion of the debt to the national income, or if we wish to be
more precise, by the proportion of interest payable on the debt to
the national income. It is well worth emphasizing that a timid
government policy—fearful of debt, spending mainly for necessary
relief, acting late and weakly to offset declines of national income—
may well lead to persistently low levels of income and employment.
Under such eircumstances, the debt will grow but the national in-
come will expand slowly or not at all. Hence, the frictional “bur-
den” of debt will increase.

One of the best methods for encouraging private investment
(and so minimizing the task of government) is to give assurance to
business of a Jarge national income continuously rising as popula-
tion and productivity inercase. Even if the government must con-
tinuously go in debt in order to maintain full employment output,
the “burden” of debt may not increase. Under plausible assump-
tions,* the debt will increase only at the same rate that the nattonal
income increases.

“ Data. of Laughlin Currie, reproduced in Villard, Deficit Spending and the National
Income, p. 317. The above follows hi= analysis of pp. 355-357.

“The poor showing of utilities may partly reflect the special depressing effect of
the Tennessee Valley Authority, and the Public Utilities Holding Act, and the good
showing of agriculture partly reflects the influence of the Agricultural Adjustment
Act. But these are specific policies affecting specific industries.

“ Professor Schumpeter comments on the contention that government deficita in
themselves might have impeded business expansion : “Some of the arguments adduced
for this possibility fully merit the shrugging of shoulders with which they are usually
met, for ibstance the argument that the unbalanced budget destroyed confidence.”
{Businesy Cycles, New York, MeGraw-Hill, 1939, p. 1005.)

“ Domar, Evsey D., “The Burden of the Debt,” American Economic Review, De-
cember 1944 ; and “Rejoinder,” June 1945. The critical assumptions are {a8) that the
average proportion of the national income saved is a constant and (b) that the gov-
ernment borrows on the average a constant percentage, g, of national income. If the
national income grows at a constant percentage rate, r, then the debt will approach a
proportion of the national income equal to g/r.
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And so, paradoxically, the burden of public debt may very likely
be smaller with a vigorous government loan-expenditure policy di-
rected toward full employment than it would be with a timid policy
which tries to balance the budget and tolerates considerable unem-
ployment.

2. Suppose that through bad luck or bad policies or a mischievous
combination of the two, the size of the Federal debt should over the
next decades grow rapidly relative to the national income. This is
the specter which haunts those who most fear a rising debt. What
then would happen?

The frictional burdens of debt would increase steadily, and at
some point political pressure would foree into action some policy to
reduce those burdens.

(a) The debt might be reduced by achieving an excess of taxes
over government expenditures. But presumably, this plain way
out is blocked by a continuing deficiency of private consumption
and investment expenditure in the economy, despite all the indirect
means of encouraging such expenditure that ean be mustered. The
attempt toward a budget surplus would then push the economy into
a low level of employment and output, which it is the prime objec-
tive to avoid.

{(b) The debt might be repudiated. The Federal government
might announce some morning that it will no longer redeem or pay
interest on its bonds and other securities. But such action is so
extremely unlikely that we need not give it any serious considera-
tion. The government would not repudiate its debt because of the
catastrophic blow it would bring to precisely those people and in-
stitutions which had trusted the government most and so bought its
securities in quantity. The commerecial banking system, which
holds about 40 per eent of the debt, would collapse immediately.
There would be drastic political repercussions. In addition, the
government would ruin its own credit and make difficult or impos-
sible any fresh borrowing. Finally, there are other and better ways
to diminish the burden of debt.

{¢) The debt is expressed in terms of dollars. Hence, monetary
and other policies aimed at higher price levels in the economy
would diminish its relative size. If average prices rise by 25 per
cent, then the holder of a bond (or other obligation expressed in
dollars) can buy only four fifths as much as he could if prices had
not risen.*® The real debt, in terms of goods and services, has ob-

* 1§ prices rise by 25 per cent, then $80 of goods at the old prices will now cost $100.
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viously diminished in size. There is much to be said in favor of a
gradually rising price level, say 1 or 2 per cent & year. It stimulates
business investment, since the worth in dollars of property is con-
stantly increasing. It facilitates price adjustments within the econ-
omy, since price rises are psychologically easier to adjust to than
price declines. It may have some influence toward a more equal di-
vision of wealth: monopolies have lower returns in so far as they
carry on rigid priee policies, and the wealthy have lower real assets in
so far as they hold their assets in dollar obligations. But on the
other hand, persons of moderate means are apt to protect them-
selves less adequately against rising prices than the wealthy:
they will have much of their funds in the form of bank accounts,
insurance, and bonds, rather than in the form of real property.
And older persons who are living on annuities and others with fixed
salaries will be injured by rising prices. For these and other rea-
sons, if government policy is directed toward rising prices, the rate
of price rise should be very moderate. It is, therefore, still possible
for a rising burden of debt to exist.

{d} Finally, it 1s quite possible for the Treasury to pay off part
or all of the debt through funds obtained by sale of its securities
to the Reserve Banks. We have mentioned that the Second War
Powers Act authorized such direct borrowing from the Reserve
Banks up to 5 billion dollars. The suggestion is that that himit be
raised. The interest paid by the Treasury to the Federal Reserve
for the purpose could be only a service fee to cover the expense of
the Banks.

The manufacture of money by banks is a cheap and simple
process; it consists essentially of an entry in the books, giving a
claim on the bank to the person for whom the entry is made. These
entries, or deposits, on which checks are drawn, make up the domi-
nant part of our money supply, and are the medium by which over
nine tenths of payments are effected. There is no adequate justi-
fication for paying extravagantly for the service of bank manufac-
ture of money, as we are now certainly doing. It is estimated that
in 1948 over half the total income of commercial banks was aris-
ing from government bonds: interest on such bonds will soon more
than eover all bank expenses.

The proposal that the government borrow directly from the Fed-
eral Reserve (or for that matter issue new currency itself) is not
very radical, if by radical we mean that reputable specialists in the
field are all opposed. Professors Fisher of Yale, Angell of Colum-
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bia, and Simons of Chicago have recently supported a similar pro-
posal for issuing “new money” to buy up the debt, and a bill in-
volving this principle has been before Congress.*” Simeon Leland **
concludes the case against the proposal is weak, and Philip Wer-
nette'® has made it the mainstay of his full-employment proposal.®

The disadvantage of the proposal is that it makes the central
banking system subservient to the borrowing needs of government.
To recommend it, therefore, implies trust in the Federal government
to use its fiscal powers wisely. The very great advantage of the
proposal is that it frees the government once and for all from the
bogy that in peacetimme we may not be able to “afford” full employ-
ment. It underlines the basic truth that money is the servant and
tool of the economy, not 1ts master.

We conclude, therefore, that serious worry over the ominous im-
plications of large public debt is unfounded. A more sensible worry
is whether the loan-financed money was spent more effectively to-
ward the general good by government than it could have been by
private individuals. The objective of a balanced budget is a very
secondary matter compared to the objective of full employment and
high output. And the latter objective may often suggest that part
of the expenditures of government should be loan-financed.

But nothing that we have said denies that management of the
publie deht is likely to be a major concern and problem of the Treas-
ury and Federal Reserve during the next several decades. One
eritical element in the problem is the possibility that the public
might unpredictably and in large volume sell bonds to obtain cash,
and viee versa. Such “flight” between bonds and cash would imply
rapid fluctuation in the volume of total demand, and cause dis-
turbanees in the banking system.

“ Introduced in the House by Representative Vaorhis, July 2, 1945. See pp. 158-160.
* Chairman of thc Board, Federal Reserve Bank of Chicago.

“ Formerly Professor at the Harvard Business School.

" Fivancig Full Emplogment. Cambridge: Harvard University Press, 1945,



CHAPTER SEVENTEEN

THE STABILITY OF PRICES AND WAGES

E BAVE seen that the closer the economy moves to a full-

employment level of output. the more the tendency for aver-
age prices to rise. As total money expenditure grows and demand
swells for various kinds of goods and services, sellers are in an in-
creasingly favorable position. Businessmen become conscious that
they can raise prices and still sell their outputs, and labor unions
and individual laborers find their bargaining power to extraect higher
wages increased. Employees have less fear of the unemployment
which might follow a strike or unsuccessful collective bargaining,
and they know that the withdrawal of their labor will cause more
loss to the empioyer than if demand were slack.

Price rises occur first in “bottleneck” lines of goods, where de-
mand is especially heavy relative to supplies, owing to some combi-
nation of large increase in money demand, and small increase or
none in supplies. If demand continues to grow. the bottlenecks
multiply, and price rises become general through the economy.
{But prices may also tend to rise sharply when unemployment is
still heavy. This will be true if labor unions are strongly en-
trenched 1n strategic industries and press urgently for higher rates
even when many are unemployed in their industries, and if monopo-
listic businesses are inclined to advance prices on slight encourage-
ment., )

The problems of labor mobility and industrial loeation, discussed
in Chap. XY1III, are closely associated with the problem of the price
level. The more readily labor can move into bottleneck occupa-
tions and the more readily businesses can be set up and expanded to
produce goods in special demand, the more price rises will be smoth-
ered by a flow of inereased production. A higher level of produe-
tion and employment can then be attained without price rises.

245
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The Harmfulness of Inflation

Why should prices not be allowed to rise rather freely as they did,
for example, during and after World War I?* In other words, why
is inflation® an evit?

One might be inclined to talk in terms of the money saved by
government and private buyers if prices were kept low. The OPA
estimated that, if priees had risen in World War II as they did in
World War I, by the end of 1943 the government and ecivilians
would have spent 101 billion dollars more than they did for supplies.
The government had actually saved half its expenditures® But
such an answer is superficial.  The loss to government and civilians
cannot be measured in this way, because if prices had risen freely in
World War II, incomes to civilians would have risen, and tax re-
ceipts of the government would also have risen.

1. A fundamental objection emerges from the fact that price rises
and income rises would have been uneven. During inflation, some
people and firms are able to obtain high prices for their products or
services, Prices of raw materials, of farm products, and of certain
kinds of labor will probably rise most. Other people find their
money incomes unchanged or even reduced.  Firms selling goods in
backwater districts do badly. People on annuities or pensions, and
those working in many kinds of white collar jobs find their money
incomes at the same level as in peacetime or, at best, only a little
higher. But people dependent on these sources of money income,
like anyone else. face higher prices when they come to buy. Ther
real incomes are, therefore, cut. In addition, any savings held in
the form of cash or of claims on cash shrink in real value as the infla-
tioh progresses.

The net result is that some people do very well indeed as the infla-
tion continues, but others are forced inte poverty. A deep sense
of untairness pervades the economy; bitterness grows., Such a so-
ciety ig being divided and weakened on the rack of internal dis-
sension and hostility.

2. The falling purchasing power of labor incomes which have not
risen appreciably, coupled with a growing general sense of unfair-

TP257.

Y We use inflation to mean a continued rise in prices, resulting from an excess of
money demand for goods and services over supply, the supply being valued at the
prices of a base period.

*QPA, Price Contre! Report 12,
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ness, is likely to lead to work stoppages and strikes. These are apt
to be unequally successful, depending on the situation of particular
employers and the bargaining power of particular unions; and so
the sense of unfairness continues. If strikes are numerous in stra-
tegic industries, industrial production as a whole will be held back,
with a consequent tendency toward still higher prices.

3. Continued price rises in any area stimulate the hoarding of in-
ventories by manufaecturers, wholesalers, retailers, and econsumers:
some of these people decide it is better to buy now rather than later,
regardless of whether the commodities are to be consumed or
processed or resold. To the extent that the output of the economy
is lying idle in excessive inventories, it is being used ineffectively,
And as supplies dwindle because of hoarding, more of the time of
businessmen and consumers must be taken up by the search for as-
sured supplies. This is an inefficient use of their time.

4. Uncertainty about cost-price relationships to be expected in
the future will discourage some lines of preduction, and so duminish
output there.

5. In wartime, a fifth undegirable result will be especially im-
portant. Some of the goods and services which rise most in price
will be luxury items, those not essential either to war purposes or
civilian welfare. High prices will attract into the produetion of
such goods labor and resources which ought to go toward necessary
purposes, and so will lower output of the necessary goods. This
effect suggests that if the controls are to be loose anywhere, it should
be in the area of essential goods.

6. If the price rise is eonsiderable, it will tend to lead toward a
subsequent depression. The incomes and savings of people whose
incomes have risen little or not: at all will be dissipated in the buying
of food, housing, and other necessities, and so there is an influence
toward the eventual drying up of the market for other goods. The
market for these latter may also shrink because the prices seem “un-
reasonable.” In addition, the speculative buying and producing
arrangements set under way by the price rise are unstable: they are
apt to change suddenly into selling and bankruptey when the speeu-
lators become fearful of the future and the producers find that
prices are no longer rising and windfall gains no longer obtainable.

7. Finally, if higher output and employment is an objective of
the economy, then rising prices are undesirable because they mean
that poliey directed toward that end is being hindered or frustrated.
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The added money outlay by private buyers or by the government is
partly “going to waste” in higher prices rather than having its full
effect in increased output and employment.

Catastrophic Inflation

A rapid price rise or price decline can set into action expectations
which lead to an accelerated rate of rise or decline. This is em-
phatically true of a price rise. If the rate of rise of prices is mod-
erate, people do not change their buying habits drastically. Al-
though some people. as we have seen above, anticipate a continued
vrice rise and decide to hold their assets in the form of goods rather
than money, most people continue to use their incomes to purchase
goods or to hold in the form of cash in the same patterns they had
followed before. The expectation of continued price rises does not
dominate their thinking,.

But once the rate of price inerease per year exceeds a certain fig-
ure the expectation of continued price rises becomes the dominant
influence in the economy. Everyone is convinced that prices will
be higher next year, next month, even next week, than they are
today. Therefore, everyone has incentive to spend on goods any
money he receives, and to spend at the earliest possible moment.
The person who keeps eash on hand or elaims on cash is considered
idiotic: he should spend his money now, before prices have risen
further. (In the German inflation of 1923, it is reported that wives
were accustomed to form in line at the stores at the time when their
husbands received their weekly pay. The men eame running to
them with the money as soon as they received it, and the wives
bhought goods they wanted—or didn’t want—before prices rose fur-
ther in the following hours and days.)

The choice open to an economy under inflationary pressure is,
therefore. not between, say. a 3. 30, or 50 per cent vearly increase in
prices, but between a manageable and an unmanageable degree of
inflation. The point at which the inflationary psychology takes
hold is not precisely predictable. Perhaps it will be at 20 or 30 per
eent, perhaps at a still higher figure. Nor is the degree to which it
takes hold predictable. Beyond some moderate rate of price rises,
more and more people decide to get rid of their cash and obtan
coods instead (that is, the velocity of money increases), and there
ix growing danger of an overwhelming mass movement to doso. If
and when people come to make bargains not on the basis of present
prices, but on the basts of what they expect prices to be a week or a
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month henee, the rate of rise of prices can be astronomically great.

Once this inflationary psychology is firmly established in the
population, all attempt to control the rate of price rises collapses.
No laws can thwart the overwhelming impulse present in every in-
dividual to save himself by spending now.

When during past wars and revolutions the quantity of money
issued by hard-pressed governments has greatly increased, prices
have generally risen by a much higher percentage, because of the
increased velocity (rate of use) of money. During the period of
the French Revolution, 1790-1796, the government increased the
supply of money (by issues of paper assignats} 20 times, but prices
rose 200 times. (For a time the government tried to keep down the
price rise by threat of the guillotine for violations of price and ra-
tioning controls.) In Germany, by the end of 1923, living costs
had risen about 1200 times above their 1913 level. In the last two
vears of the inflation, the quantity of money increased 10 times;
prices rose 90 times.

The inflations in Germany and France following 1914 severely
damaged the middle elasses who held savings in the form of cash,
bank deposits, or securities payable in marks or franes. The inter-
nal political divisions of France in 1940 and the growth of totali-
tarianism in Germany in the 1930°s appear siguificantly associated
with the previous history of war and postwar inflation.

At the end of World War II, inflationary processes were under
way among warring nations and neutrals alike: in Latin America,
and especially in the Far East and the Balkans where the most ex-
travagant records of the past may possibly be matehed.

The Aim of Short-Run Stability of Average Prices

The decline of average prices in time of depression is the conse-
quence of a drop in demand. Faced with shrinking demand, busi-
nessmen in search of markets and laborers in search of jobs com-
pete prices down to a lower level. The price decline is greatest in
those areas where prices are set by competition rather than by ad-
ministrative decision.

A government anti-depression policy which aims at pushing the
price level lower is, therefore, a policy which mistakes one discase
for another. The basic trouble is a collapse of demand, not the
failure of prices to fall rapidly enough.

But no soconer have we made this staternent than we ought to
qualify it: (1) There may be in certain areas and at certain times
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strategic prices, in which a moderate decline would encourage
increased investroent. It is sometimes argued that housing is
such a field. (2) A dictatorship or a democracy possessing strongly
supported price and wage boards could lower internal prices by
fiat,* and so, by giving foreigners a better bargain, increase foreign
buying. This is mainly a policy for a small country, whose for-
eign trade is large relative to its internal trade (so that the in-
ternal stimulating effect is significant), but whose foreign trade
is small relative to international trade generally (so that there are
no important repercussions from other countries who now face
stiffer competition). And for any country, a simpler way of giv-
ing the foreigner a better bargain would be through judicious cur-
rency depreciation. Apart from these moderate qualifications, the
reasoning holds: antidepression policy will find small advantage
from aiming at a lower price level. MNluch of what we have said
above® against thinking that lowered average wage rates would al-
leviate depression is directly applicable here.

Is the converse policy desirable? Should an antidepression
policy aim at higher prices?® The ending of price declines will, of
course, have its favorable effect on business expectations; and price
rises (as under the NRA codes) may have a still further favorable
effect through encouraging anticipatory buying.? But price rises
aleo have their negative aspect because, as we have seen, any given
money demand will now purchase a smaller guantity of output,
and so lead to a lower level of employment than if prices had not
Tisen.

In all cases. rapid price movements will have disadvantages of
the sort we have listed above.

We conclude that central policy directed toward averting or
alleviating depression should not rely on major price changes as
a means®

*An ordinary deflationary policy would achieve lower prices {1ie open market
aperations, higher interest rates, fiscal policy measures, and so farth) through forcing
wnemployment., Hence it is not a cure for unemployment.

“Pp, 149-153.

M course, inereased expenditure on output will to some extent lead toward higher
prices as an indirect result. )

* Professor Schumpeter feels that the NRA appreciably favored recovery: “. . . 1t
pegged weak spots within industries, stopped spirals in many places, mended dis-
organized markets . . . even Blue Eagles do count for something when, objective
conditions for revival being given, it is broken morale that is the matter” (Schum-
petor, Joseph A, Business Cyeles, pp. 992, 993, New York: MeGraw-Hill, 1939.)

*If in depression. price discrepancics are objected to (some prices having fallen
much more than others), an increaze of general demand will usually tend to correct
them through raising most those prices which had fallen most.
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Interrelationships of Prices

This conclusion does not mean that an economy should aim at
stability of individual prices. From the point of view of the whole
economy, the funetion of individual prices is to attract resources
(through higher pay) into those uses where they contribute most
to the social output, and to apportion the output of the economy
among its members. If the pay of welders in Detroit rises, more
welders tend to move to Detroit, and more people train themselves
to the trade; or if the price of tobacco rises, farm land and labor
shift over from growing other crops to growing tobaceo. If shirts
are scarce, their prices rise and consumers buy fewer. Since there
are continual changes in consumer demand, frequent changes in
techniques of production, and some underlying changes in the re-
sources available in the economy, we should expect repeated changes
likewise in the prices of finished products and in the prices paid for
resources. {The alternative mechanism to shift resources is more
drastic: loealized unemployment or excess demand.)

But sinee at the best we can hope for only a rough approximation
to an ideal balance in our use of resources, daily, or even monthly,
changes in the prices of commodities are not necessary. For some
rather perishable commodities, which suffer a considerable annual
variation in supply or demand, it is reasonable to expect a dozen
or more significant price changes in the course of a year. Many
food products fall under this heading: fluctuations in the price of
eggs, for example, are plotted in Chart 21.  For other commodities
on which the dominant influence is decrease in cost of produection
(rayon in Chart 21), and /or decline in demand (coal) it is desirable
and to be expected that there should be a considerable fall in price
over the course of the years. Such a fall in price is consistent with
a rather high degree of short-run monopolistic power.

On the other hand, we should not leave the impression, with
respect to individual prices, that “whatever is, is right.” We have
already spoken at some length about the complex problem of mo-
nopoly® We may notice the striking movement in the price of
shoes in Chart 21: price changes have been rather few; price de-
clined hardly at all in depression and rose rapidly during recovery.
The evidence is strong that monopolistic pricing 18 a major explana-
tory element. The rigidity of prices through the recession might be
justified from the point of view of its influence on the general

*Pp. 177-180.
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economy,’® but the drastie rise in recovery seems definitely unde-
sirable. It appears not to reflect hasie supply-demand conditions,
nor to be justified by encouragement of technical improvement over
a longer span, but simply to evidence the power of monopolistic
sellers to exact high prices.

9 See p. 178
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Another kind of undesirable price movement is the wide “de-
stabilizing” kind of fluctuation which exists in the prices of basic
raw materials and agricultural products:!!

Table 7
Percentage Changes

1936 Low to 1937 High | 1937 High to 1938 Low
Wheat (Liverpool). ... ............ +75 —60
Com (Chicago).................... +133 —77
Sugar (Londonm). .. ................ +48 —24
Coffec (New York) ... ............. 449 —49
Cocoa {(New York)................. +129 —62
Wool, Merino {Tondon). .. ......... +45 —42
Cotton (New York) ............... +27 —45*
Rubber (London}.................. +91 —60
Copper (Tondon}. ................. <+ 100 —48
Lead (Iondon)...........cvvvivnn. +99 —53

* Low in November 1937,

These drastic price changes seem to be, in large part, a result of
speculative buying when prices are rising in the upswing of the
business eycle, and of speculative selling when prices are falling in
the downswing of the business eyele. Such changes are disruptive
of production and eonsumption relationships, rather than a guide
to their efficient functioning.

The Long-Run Movement of Average Prices

Should we desire to have in the long run—that is, over periods
of a decade or more—(1) constancy of average prices, (2) a move-
ment upward, or (3) a movement downward? We have seen
that if there is to be any upward or downward trend, it should
be moderate. Drastic price level rises or declines bring drastic
windfall gains or losses to particular groups within the economy,
and are a cause of inefficiency through disrupting business planning.
And any considerable price change carries with it the danger of its
own continuance and acceleration through arousing speculative
anticipations of continuing change in the same direction.

Some economists argue for a secular gently falling level of prices,
on the grounds that this is the most effective way of sharing the
gains of technical progress throughout the economy. Wages are
supposed to remain fairly stable. There will be a short-run rise in

* Data from Economic Stability in the Postwar World, page 83. Geneva: League
of Nations, 1945.
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profits in the progressive industries, but in the longer run, manage-
ment and capital will be attracied into those areas, and with rising
output prices will decline. The effect is to make the more abun-
dant produets increasingly available among all members of the
populiation, including those with fixed incomes.

Alternately, other economists have reasoned ‘that a gently rising
price level is desirable. There will be some injury to persons
whose incomes remain fixed. But this is seen to be offset by the
encouragement to investinent and business enterprise generally
which rising prices would give (it is assumed that this encourage-
ment is needed) and by the greater ease of making economic adjust-
ment which is thought to result from an environment of rising
prices.'?

Employment and the Control of the Price Level

It 1s unlikely that any plan for a stable, gently rising or gently
falling price level will actually be realized over the course of the
years. Rather the price level is apt to be a by-product of the level
of employment and output which is achieved, and of the reactions
of firms and individuals of the economy to that level. The sig-
nificant questions to ask are these: as the level of effective demand
rises, sales expand, and unemployment shrinks, to what extent
will business entrepreneurs strive for higher prices, either through
administrative price decisions (for monopolistic concerns} or
through bringing pressure on Washington? And to what extent
will labor uniong strike for higher wages? These are questions of
human psychology. on which we may be optimistic or pessimistic,
but to which we are not able to give precise answer.

We desire an economy in which prices are kept down by the com-
petition of producers for markets and of workers for jobs, rather
than by significant use of price controls and rationing and priorities
for secarce items.'* When we defined “full emplovment” as em-
plovient of all but a margin of 5 per cent of the frictionally unem-
ploved,™ we were making a guess about the amount of surplus ca-
pacity and labor which must necessarily exist in order for their
competition to keep prices approximately stable.

Within a range. therefore. unemployment can be looked on as
" Py, 36, 105,

® Pp, 78-81.

"*This, of course, did not mean that 5 per cent of the individuals in the working

foree would be permanently out of work. but only that at any one time 5 per cent
wanld be chunging jobs or for ather reasons be temporarily unemployed.
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a eost which the economy pays for the self-seeking of groups within
it. The greater the sense of social responsibility on the part of
management and labor, the smaller, within limits, the quantity of
unemployment needs to be.

Price Control in Wartime

Every major United States war except World War II has been
not only followed but also accompanied by a drastic rise of prices.
The accompanying chart portrays the course of wholesale prices,
which in the Revolutionary War rose 202 per cent; in the War of
1812, 47 per cent ; in the Civil War, 117 per cent; and in World War
1. 127 per cent.® The basic explanation, of course, is that govern-
ment has found itself impelled during wartime to an expansion of
purchasing power beyond the value of the maximum output of the
ceononiy, priced at prewar levels. This is done by borrowing from
the hanking system (which in effect sets up new checking accounts
for the use of the government), the borrowing of “idle funds” of
individuals, and, in earlier wars, simply the printing of new paper
money,

A striking contrast is evident in Chart 23 between the price move-
mwents of World War 1 and those of World War II. It is fairest
to exclude the price rise which took place after the end of World
War I. and so to compare 1914-1918 with 1939-1944. During
World War I, retai] prices rose 50 per cent and wholesale prices, 93
per cent. In World War II, retail prices rose 36 per cent, and
wholesale prices, 35 per cent.’®  During World War 11, prices hardly
rose at all after 1943.

The much smaller price rise in World War 1T existed despite the
fact that this was a relatively “bigger” war for the United States.
A larger proportion of our total production went to war, leaving
& smaller increase in goods available to consumers; and purchasing
power in the hands of consumers increased by a much greater pro-
portion.' In other words, supply to civilians increased less in

" The prreentuges are caleulated from the averuge of the year of low prices just
preceding the war, to the yeur of highest prices during or just after the war.

¥ Az we have seen above, miuch of the price rise incident on World War I took place
after the Arunstice.  Retail price data for World War IT include corrections based
on the Mitehell report.

The proportion of total output going to war purposes was, in World War I, 25
per vent; in World War 1T, 44 per cent. Checking aceounts rose 43 per cent in World
War I. 105 per cent in World War I1. From Senate Hearings on Extension of the
Emuryency Pricc Contral Act, pp. 1558-1567; revised in Hamis, S. E., Price and Re-
lated Controls, p. 13. New York: McGraw-Hill Book Co., 1945
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World War II than in World War I, and potential eivilian demand
increased more.

Iovidently, during World War 11 our priece-control measures were
more effective than during World War I. Three kinds of policies
cooperated to moderate the rate of price inereases.

1. One set of measures was designed to increase supply. We
increased the number of workers and the length of the average
work week: we sought to simplify and standardize produects, to
concentrate production in a few efficient plants; we tried to reduce
exports not for war purposes and to increase imports. These meas-
ures and others had a considerable measure of success: civilian
supplies had increased by about 26 per cent during the last half of
1944 as compared with the average for 1939.

2. We tried also to limit demand. We rationed goods to con-
sumers, and we controlled the flow of materials and labor to husi-
nesemen through priorities. allocations, and manpower contrels.
All these tended to eheck demand through making the attempt to
buy more than specified quantities illegal. If our ration stamp
ealled for only 5 pounds of sugar, we could not (legally) seek to
buy the 10 pounds we should have liked. We further checked de-
mand by taking money away from the public: through drastic in-
creases in taxes and through bond-buying campaigns. Controls on
wage and salary increases checked the rise of incomes, which would
have tended to flow promptly into spending on the market.

Surh etforts to increase supply and to check the increase of de-
mand were helpful, in fact essential; but they would not in them-
selves have been sufficlent to prevent a drastic price rise.

3. As a direct measure to control price rises, the OPA (Office of
Price Administration) established legal price ceilings. Price ceil-
ings were established under one of two principles: (&) they were
set in aecord with some formula which related them to costs in a
particilar husiness, or {b) they were set on the historical prin-
ciple. This meant that prices were frozen at some previous
level or at some maximum percentage above that level. Such
ceilings were adjusted (usually upward) from time to time as
changing costs and political pressures made advisable.!*

“Over 60.000 regulations. rules, price lists, and directives were issued by the OPA

during the war, nearly half the 134,248 directives, orders, and proclamations issued by
all divisions of the government,



CHAPTER EIGHTEEN

THE MOBILITY OF LABOR AND THE
LOCATION OF INDUSTRY

SUPPOSE that a policy of increased expenditures in the economy

has been undertaken, for the aim of increased employment and
production. To the extent that productive facilities—land, equip-
ment, and especially labor—are not distributed by location and by
industry in accord with the direction of demand, there will be pock-
ets of unemployed resources in some places at the same time there
are scarcities of resources and rising prices elsewhere. The con-
struction of a dam in the state of Washington will not much relieve
the burden of unemployment in New York, and public works con-
struetion may not do much to alleviate the distress from unem-
ployment of local textile workers, writers, and artists.

In time, equipment and plant can be adapted or built to meet
the demand, and—aoften with still more delay-—labor will move and
be trained to the needed skills. But in the meantime the localized
scarcities and price inflations persist. Qur program is threatened
with failure on two counts: unemployment continues, and prices
are rising.

What can be done? Where the increased total expenditure is
obtained in part through government expenditure, some moderate
comprormise is desirable with the prineciple of publie spending only
in channels where there is the greaiest social need for output.
Some small proportion of expenditure can be justified because it
makes use of resources which would otherwise be idle, even though
the product is not of first social importance. We have spoken of
this before, and say no more of it here.

If we assume the direction of demand is given, then we are left
to see what can be done to improve the location of industry. and
increasing the mobility of labor.?

'The term labor mobility as ueed here refers not only to movement from one geo-
graphical area to agother, but alzo “movement” from one eceupation or skill to an-
other.

259
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The basic economic logic is simple. Local unemployment can
be reduced in either of two ways: by moving surplus labor to where
the jobs are, and by training and retraining labor for skills in de-
mand; or by moving industry from areas where it is scarce to areas
where it is in surplus. (If the populition is growing, new indus-
try may be established in greater quantity in the labor-surplus areas
than in the areas where labor is relatively searce.) The problem
is, therefore, how to get the right balance between the movement of
labor away from, and the movement of capital and management
into, the surplus area or occupation.

If the labor in question can, in the main, move easily to where
its services are in demand, while loeal resources are so seanty that
new industry there would operate under a eontinuing cost disad-
vantage, then the bulk of the adjustment should take place through
an outflow of labor. But if most of the labor is firmly attached to
the locality and if the local area is suitable for further development
but only happens to have been the site of some declining business,
then the adjustment should take place mainly by an inflow of
industry. (This reasoning can be transferred without change to
the question of whether labor should be moved occupationally—
that is, trained in the skills of another oecupation, or whether in-
dustry using the old skills should be developed.) Whether industry
or labor should move depends on whose social cost of movement 1s
less. When the best adjustment is reached. the social cost of
moving (say) an extra 100 workers and their families away from
the surplus area equals the social cost of moving into or originating
in the area a business employing 100 workers.

The difficulty in evaluating the importance of each element in
soeial cost® is great, and the room for disagreecinent therefore con-
silerable.  There is also considerable danger of delaying or block-
ing necessary struetural adjustments in the economy.? So far as
reliance is placed on government dectsions and subsidies we should
be wise to fear pressures brought to bear for sectional zad private
advantage. To the extent that we fear such pressures, we will want
to restrict the extent and the detail of the political intervention we
judge desirable.

The Mobility of Labor

In general, people move more readily from one occupation to
another than from one place to another. It is true that a substan-

'P, 262,
VP 218y,
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tial fraction of the labor force consists of unspecialized workers who
can find better jobs rather easily when a near-by mdustry expands.
Young men and women just beginning their working lives and little
attached to particular jobs are especially mobile. The store clerk
and the farm hand cheerfully and promptly throw up their jobs
when the near-by shipyard expands.

But specialized workers and older people are less likely to find
other near-by tasks which their skills “fit”’ and which are attractive
enough to induce them to leave their present jobs.* And even
voung people are often reluctant to leave home and friends to look
for jobs in distant places. There is less of a tradition of moving
among manual and elerical workers than among the professional
classes. Immobility increases when people marry and acquire fam-
ilies and furniture which must also be moved. Finally, there is a
“hard core” among the work foree of older people who are nearly
totally immobile. They have put their roots down in a given lo-
cality, bought property, and have made friends and a place for them-
selves, No economie change short of complete collapse will divorce
them from the community.

In England and other countries of western Eurcpe, immobilities
have been sufficient to-allow continuing wide divergences of wages
between near-by locations, in some cases divergences persisting for
centuries.” In the United States, average monthly wages for farm
labor varied in 1927-1929 from $24.61 in southeastern states to
$58.14 in far western states® Per-capita yearly income varied in
1939 from $297 or under for seven southeastern states, to $719 or
over for six states in the Northeast, Middle West, and Far West.?

Such variations do not, of course, mean that there is no migra-
tion from low-income to high-inecome areas, but only that such mi-
gration as occurs is not sufficient to compensate for the eontinuing
advantages in resources. equipment, and techniques of the latter
areas. There has been in recent years a continuing outflow of

*The census of 1940 classifies less than half of the working foree as unspecialized.
Of the 49.5 million in the warking force, 262 million are listed as possessing special
skills. A large proportion of the remainder also possess skills which they value.

®Leslie, V. Cliff, Essays, 2nd edition, page 379, 1888; and comments on this and
other studies in John H. Williams, Postwar Moeretary Plans and Other Essays, pp.
136-145. New York: Alfred A. Knopf, Ine. 1944, Cf. Sir William Beveridge, Full
Employment in a Free Society, pp. 85-89, 170-171.

* National Resources Committee, Problems of @ Changing Population, pp. 63, 79-81,
Washington: 1838. To some extent, parallel variation in prices compensated for
thesa differences in money income.

*Survey of Current Busingss, page 13, Auguat 1045,
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people from the Southeast to the West and North, but not in suf-
ficient numbers to offset the birth rate: and so population has in-
creased in spite of migration.?

The total social cost of the geographical movement of labor in-
cludes the loss in value of social facilities now no longer needed:
housing. streets, schools, shops, water systems, and so forth. It
also includes the cost of movement of household goods and the psy-
chological cost of breaking ties with home, friends, and kindred
(sometimes offset, or more than offset, by the education and stimu-
lus of new scenes). The social cost per person of such movement
evidently is slight if a few only of the more mobile workers are
involved. The cost rises rapidly as increasing numbers of rela-
tivelv immobile workers are moved.

Similarly, movement from one occupation te another requires
one to become accustomed, physically and psyehologically, to the
new situation; and may involve the time and expense of retraining.

Measures to Increase Labor Mobility

1. So far as is possible, a soeciety ought to encourage the occupa-
tional and geographical mobility made necessary by expanding or
coutracting industry through directing of young people inte “jobs
with a future.” rather than into blind-alley work in contracting
fields., The labor supply in declining industry ought to be fur-
nished by older workers, who will gradually retire from work at
about the rate the industry shrinks. (Kmployment in the coal in-
dustry has been shrinking in peacetime years. That the average
age of coal miners is over fifty is desirable: less displacement of
existing workers is in prospect.) No compulsion is implied by this
recommencdation: it is only that there should be available to young
people full information on the prospeects of various occupations,
good advice on their own abilities, and effective training toward the
occupation of their choice. Increasing labor mobility in this way
involves no ‘“cost” to the individuals concerned: rather it means
opening the door of advancement to them.

2. The labor market ought not to consist of the haphazard
hawking of labor services from one shop door or factory door to
another. Obviously, this kind of procedure is wasteful of time and

®During wartime. the attractions of jobs in the expanding war industries were
sufficient to increase factory wage earners of San Diego and Wichita in late 1942 to
& times their 1937 numbers. In Norfolk, Seattle, and Portland (Oregon) the increase
was 2 to 2} times.
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morale. The supply of and demand for labor should be matched
with each other in one agency, or in cooperating agencies which
have widespread coverage by occupations and areas. The present
state employment services are evidently less effective than the
United States Employment Service of wartime, unless they main-
fain complete cooperation.

3. The unemployment-insurance program should be formulated
and administered with the aim in view of encouraging labor mo-
bility. Our Federal-State unemployment-insurance progratn now
operates under provisions which vary from state to state. Modern
systems disqualify fromn benefits workers who refuse suitable work
—that is, suitable in view of the skill the job requires, the rate of
pay it carries, and, finally, its distance from the worker’s home
considered together with his ability to commute or move. In some
cases, disqualification from benefits should follow refusal to take
training for jobs which are available. The rights of the individual
can be safeguarded through his retaining the right of appeal to
higher boards.

The longer the period of unemployment, the greater the pre-
sumption that the employee’s former work no longer needs him,
and the more the justification to the administrative ageney of de-
nying benefits unless the worker aceepts a job elsewhere or in a new
occupation, The existence of generally full employment would
add sanction to this policy: encouragement of idleness is no part of
the aim of social insurance.

4. Retraining programs should be readily available, with full
information about the current and anticipated demands of the
labor market available to the worker. It is essential that retrain-
ing be undertaken promptly when it has become clear that demand
for the worker’s old skill has permanently declined. Otherwise, the
graduates of retraining will be discredited in the minds of em-
ployers, since only those will have gone through it who could not
easily be placed.

The British White Paper on Employment favors planned train-
ing programs earried on, o far as possible, in the factory or shop,
where the trainee can szee ahead the job for which he is preparing.
There would be clear distinction between the position of a person on
unemployment pay and one who had embarked on a training pro-
gram, so that the latter should feel he was no longer unemployed,
but had started on a new job. The allowances paid to trainees is
to be larger than the unemployment henefit, but smaller than the
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wage he 18 likely to receive during his first subsequent employment.?

5. Trade unions may restrict entrance of workers into new trades,
and so reduce labor mobility. The restrictions take the form of
(a) rules limiting the number of apprentices and helpers permitted,
(b) support of license laws which require the possession of a license
or certificate of competency as a condition of practicing a given
trade, and (c) high admission fees to members of the union or
simple refusal to admit new members. This latter restriction is
significant only where there is a closed shop, union shop, or prefer-
ential-shop agreement with particular employers: otherwise new-
comers can obtain work without joining the union.** Licensing
rules may have some or complete justification. Usually, the public
interest is injured by the other restrictive rules, sinee they hinder
the adjustment of labor supply to changes in demand for labor.
They ordinarily evidence a psychology arising from continued job
scarcity. If the United States succeeds in maintaining full employ-
ment over the future years, the incentive for such restrictions will
diminish. Pressure for the removal of restrictions, brought by
workers who have been diseriminated against, will then stand a
better chance of suceess.

(. Some advantage may be gained from a earefully designed pro-
gram to grant removal and traveling expenses to people for whom
jobs are available in distant areas, But there is doubt whether the

‘results of such an effort would justify the administrative cost.
The Tudustrial Transference Board, set up in England in 1928 to
assist movement to other areas, found that a considerable propor-
tion of those moved through its help returned soon. The attrac-
tions of the family unit and of the old location were strong. The
bulk of the permanent transferring which took place was voluntary.

If attractive jobs are available elsewhere and people know about
them, there will be a substantial volume of voluntary migration.
The migration will be by those who judge their chances of success
in the new job wreatest relative to their chances at home, and who
are best able to move. These are precisely the people who, from the
soclal point of view, ought to move.

fCommund Paper 6527, “Employment Policy.” p. 14.

" Spmetimes umions require emplovers to show preference in hiring to local union
members belfure hiring union men from any other area.  This rule demands that em-
plovers employ the least effective loral men before they hire any outsiders. On
these restrictions see Slichter, Sumner H., Union Policies and Industrial Management,
pp. 97, Washingte.,: Brookings Institution. 1M1,
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The Location of Industry

Where ought an industry to be located? (1) From an economic
point of view industries should be where they can most efficiently
utilize the resources of the economy. (2) Social considerations
suggest that some weight be given to avoidance of concentra-
tion in one area of industries subject to wide parallel fluctua-
tions of output. The steel industry and other heavy indusiries
furnish examples. Industries dependent on foreign markeis are
also vulnerable. To avoid the growth of blighted areas of heavy
local unemployment, it is desirable to favor the complementary
growth of the more stable consumer-goods industries. Also there
is social advantage in decentralizing areas of extreme concentration
of population. (3) Finally, in a world which has not yet convine-
ingly renounced war as an instrument of national poliey. strategie
considerations will have some voice—even in such a relatively se-
cure nation as the United States. Industries basic to defense
should be dispersed, and distant from likely channels of attack.

The interest of the whole society is best served when all three of
these considerations are taken into account and balanced against
one ancother. OQur special concern of reducing frictional unems-
ployment suggests, where social and strategic considerations do not
oppose and where there is not signtficant difference of efficiency
between possible locations. that industries should be located where
there are continuing pools of unemployed people. The argumnent
is stronger in so far as the unemployed are unable to move to
other areas and/or have skills which are needed in the industry in
question.

The importance of industrial relocation as a means toward di-
minishing pools of unemployment is lessened by two considera-
tions: (1) A considerable amount of time is often required for
establishing new industries. If this is true, temporaridy unem-
ployed people will not be helped by an industrial-relocation policy.
(2) When there is long-continued local unemployment, people have
greater mobility-—that is. more opportunity and incentive to search
for new situations elsewhere. But there remain many interme-
diate and special cases where a location policy for industry is worth
considering.

Such a policy would need to be carried into effect through use
of the powers of government. We should notice that continued
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subsidy for an industry must be justified on noneconomiec grounds
(social or strategic considerations) if it is to be justified at all.
And once again, if we fear that government decision and action on
location matters will be biased by the logrolling of local pressure
groups, we will conclude that such action should be restricted to a
very limited sphere.

During the interwar period, the British Government carried
through several policies to attract industry to what were then De-
pressed Areas. Firms were circularized to ascertain whether they
might not be willing to establish plants in the Areas; after 1936
lIoans up to 10,000 pounds were offered at low interest rates to
firms establishing plants in these Areas; payment, in part or whole,
of local taxes, income taxes, and rent was offered to such firms for
a limited number of years; and finally Trading Estates were estab-
lished, which built factories for sale or lease to small manufacturers,
and managed the industrial community which later grew up.!?

More recently, the Planning Room of the Board of Trade in
London has made available to businessmen who are considering
expansion of their plants or the Iocating of new ones, information
on labor supply, transportation, rates, gas, water, electricity, and
factory space available. No power of compulsion is held by the
Board of Trade, but nearly all the 400 firms who came there in its
first half year took the advice offered to them.

The White Paper on Employment contemplates forbidding es-
tablishment of new factories in areas where serious disadvantages
would result, and of encouraging, by a number of inducements, the
establishment of new factories in suitable areas. Priorities are
to be given for building and extending factories in those areas; con-
sideration will be given to the needs of special areas in the placing
of government contracts; the Trading Estates are to be continued;
facilities for long- and short-term-loan capital, and even share cap-
ital are to be provided promising firms which establish themselves
in accord with government policy; and finally, munitions factories
alrearly in the areas are to be retained in munitions production, or
promptly leased or sold for eivilian production.’®

We do not suggest that the above policies are necessarily de-
sirable for the United States. Some of those tried in England
before World War 1I were ineffective—namely, the circularizing

B Beanomic Stabilify in the Postwar World, pp. 220-221. Geneva: League of Na-
tiona, 1945.
*Command Paper 6527, pp. 11-12,
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of firms, and even the offer to pay rents and taxes for a limited
time for firms establishing themselves in the Special Areas. Thev
do suggest the possibilities open to us if the need should be con-
siderable, and if we trust that the pressure of local interests will not
sighificantly distort government policy. As a minimum, the Fed-
eral government should maintain a bureau of information on mat-
ters relevant to industrial location, whose adviee will take into
account the three relevant considerations: not only the economic,
but also the social and strategic. This funection appears to be a
logical extension of the present business-information service of the
Bureau of Foreign and Domestie Commerce of the Department of
Commerce. No local agency—no state or city bureau—can pre-
sent information and advice free from suspicion of bias.
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