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INTRODUCTION.

pression and War—are not altogether unrelated. Bad

as the Treaty of Versailles was, a steady improvement
in international political relations could have been expected
had we had the vision and courage to stop the Great Depres-
sion dead in its tracks and to move forward to hxgher levels
of real income and employment.

The war now afflicting, directly and 1nd1rectly, the entire
world cannot be explained by overly simplified dogmas run-
ning in terms of competitive capitalism and imperialistic
rivalries. But it has, nonetheless, an economic basis—the in-
ability of the great industrial nations to provide full employ-
ment at rising standards of real income. The disastrous eco-
nomic breakdown of the thirties let loose forces which have
set the world in flames. The ultimate causes of the failyre to

~ achieve a world order in the political sphere must be sought
in the facts of economic frustration.

It is against the background of the past decade of economic
and political futility that this book is written. It deals with
the changing role of government, and particularly with fiscal
policy as an instrument for regulating the national income
and its distribution. . .

In June, 1939, it was my privilege to present a preliminary
report on Fiscal Policy and Business Cycles to a conference

of specialists in the fields indicated, called together under the
. vii )

THE twin scourges-that afflict the ‘modern world—De-
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auspices of the Social Science Research Council at Rye, New
York. This conference proved to be extraordinarily stimulat-
ing and helpful, and I am deeply in debt to all those who par-
ticipated. They included Roy Blough, J. M. Clark, Gerhard
Colm, Lauchlin Currie, Gottfried Haberler, C. O. Hardy,
Simeon E. Leland, Abba P. Lerner, Arthur W. Marget, Law-
rence H. Seltzer, Carl Shoup, and John H. Williams.
Especially am I under obligation to Dean Williams and
members of the Seminar on Fiscal Policy at the Graduate
School of Public Administration, Harvard University, for a
thoroughgoing, critical analysis of the report referred to
above and of oral presentations of my viéws. These, together
with the discussion at the conference referred to above, have
frequently forced me to clarify my thinking and to alter or
restate my position. I have, moreover, learned much from
conversation with, and from the writings of, my colleagues—
Professors Schumpeter, Haberler, and Harris—and from pro-
. longed discussions on many points with graduate fellows and
younger faculty members, especially J. Keith Butters, Emile
Despres, John T. Dunlop, J. K. Galbraith, R. V. Gilbert,
Benjamin H. Higgins, G. G. Johnson, Martin Krost, Richard
A. Musgrave, Kenyon E. Poole, Walter Salant, Paul A. Samuel-
son and Paul M. Sweezy.

In view of the controversial character of many of the issues
discussed, it is especially important to say that none of the
persons named above are rtesponsible for the arguments
presented or the conclusions reached in this book. With re-
spect to the basic underlying philosophy, some are, as 1 under-
stand them, in substantial agreement, while others are highly

.skeptical though splendidly gympathetic and open minded
to ideas differing from their own.

I wish also to express my deep obligation to the Graduate
School of Public Administration, Harvard University, for the
seminarand research facilities which it has provided In the
preparation of certain chapters I have had the assistance of
Willard D. Arant, Virginia Coughlan, Benjamin H. Higgins,
and Mortimer Kaplan. In addluon, David W. Lusher and Saul
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R. Srole aided in assembling basic data. In a part of Chap-
ter V, I have relied heavily upon the work of George Jaszi, pub-
lished in Public Policy, 1940 yearbook of the Graduate School
of Public Administration. I am particularly happy to include
the Appendix to Chapter XI, on “A Statistical Analysis of the
Consumption Function,” written by Assistant Professor Paul
A. Samuelson, Massachusetts Institute of Technology.

Permission has kindly been granted to use parts or all of
articles or addresses published elsewhere. These include the
following: “Economic Progress and Declining Population
Growth,” American Economic Review, Supplement, March,
1939; “Extensive Expansion and Population Growth,” Jour-
nal of Political Economy, August, 1940; ‘““The Dynamic versus
the Circular Flow Economy,” an address delivered September
17,°1940, at the Bicentennial Celebration of the Founding of
the University of Pennsylvania; “Price Flexibility and the
Full Employment of Resources,” The Structure of the Ameri-
can Economy, Part I1I: Toward Full Use of Rescurces, Na-
tional Resources Planning Board, 1940; “Monetary and Fiscal
Controls in War Time,” Yale Review, Winter, 1940; “Defense
Financing and Inflation Potentialities,” The Review of Eco-
nomic Statistics, February, 1941; “Some Aspects, Near-term
and Long-term of the International Position of the United
States” (joint author with A. R.'Upgren), American Economic
Review, Papers and Proceedings, February, 1941.

Finally, my sincere thanks and appreciation are due Miss
Virginia Coughlan for her highly efficient secretarial work in
the preparation of the manuscript and in seeing it through the
press. ’ ’




_Part One

TOWARD AN UNDERSTANDING
OF THE THIRTIES



Chapter I

THE THIRTIES VIEWED AGAINST
THE BACKGROUND OF
EARLIER CYCLES

HE Great Depression, beginning in 1929, which had

I only partially been overcome, at any rate in the United

States, by the end of the thirties, has been characterized
as something quite unique in the long history of business cy-
cles. Tobe sure,l}i_!_l a sense every cycle is unique and has special
characteristics of its ownJ When, however, it is said that the
Great Depression was a unique phenomenon, something else
is meant than the ordinary degree of variation in duration and
depth which we find from cycle to cycle.

There is not, however, unanimity of opmion among busi-
ness cycle students with respect to the uniqueness of the Great|
Depression. There are those who hold that the severity of this
depression and the difficulty of overcoming it fit quite well
into the general scheme of cycle development over the last
one hundred and fifty years.

Whether the Great Depression was indeed unique or not,
it is at any rate true that it will be much better understood if
it is set off against the background of the history of business
cycle movements. To do so, it is necessary to differentiate vari-
ous cycles or wavelike movements in the process of modern
economic development.
“Whether these movements may strictly be characterized as
cyclical is at least debatable. Some would defend the use of
the term “fluctuations” as more accurate, since the movements
of output, employment, and prices vary so greatly from time

- i
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to time and are highly irregular. On the other side, those who
run to abstract theorizing, and desire as far as possible to fit
concrete data into a mold or pattern, will be inclined to search
for greater regularity in the movements than can properly be
described under the term’ “fluctuations.” And, indeed, the
data lend a good deal of support to this point of view. It is, at
any rate, a reasonably defensible proposition that the move-
ments of industry and business run in cycles sufficiently regu-
lar so that, within limits, a period may be assigned to their
duratiog. Moreover, the analysis of the cycle gives strong
support to the view that a movement, .once started in one
direction, tends to cumulate and grow stronger and stronger
up to a certain point beyond which the generating forces
weaken until a reverse movement finally develops in the op-
posite direction. If this is true, the movement is wavelike in
character, and not merely an erratic fluctuation.

Into this discussion—on which there is an extensive litera-
ture—we shall not enter. We shall follow the view that eco- [
nomic development does run in cycles. We believe that there’
is sufficient justification in the historical and statistical record,
supported by the theoretical analysis of the cumulative proc-
ess, to warrant this assumption.

{ The upward and downward movements, which together;
make business cycles, are now commonly believed to be mamlg
associated with fluctuations in the volume of real investment, §\
We distinguish between real investment and financial invest-
ment. When one purchases a share in a corporate enterprise or
a bond or a mortgage, one is making a’financial investment.
When one, however, builds a house or a factory or a ma-
chine, one is making a real investment. Real investment may,
of course, be measured either in value terms or in quantitative
terms. *

» The fluctuations of cyclical movements may be character-
lized in terms of either money income, real income (the output
of matetial goods and services), or employment. These three
categories, to be sure, are not identical. Money income is a
function both of real income and of price movements, while
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real income or output differs from employment by reason of
changes in productivity. Cyclically, however, the three move
more or less in consonance, though the trend movement is
hkely to differ con51derably under varymg circumstances. For
certain problems it is ‘extremely 1mportant to differentiate
" sharply between them. But frequently in-discussing economic
fluctuations or cyclical movements all three may be regarded
without serious error as moving together, whether in the up-
swing or in the downswing. This is particularly true for the
short-run movements but less true for the longer-ryn devel-
opments. )

We have noted that the upswing and downswing tove-
ments of income, output, and employment are mamly char-
acterized by fluctuations in the rate of real investment. It is
true, as we shall develop later, that the fluctuations in income,
output, and employment involve more than fluctuations in:
real investment alone. Consumption also rises and falls with
the cycle movement, but less violently proportionally than
the rise and fall of real investment. Moreover, consumption
rises or falls, in large part, in response to movements in real
investment, though to some extent, as we shall see later, these
mavements are of an independent character unrelated to the
movements of real investment. - 1

We distinguish real investment from consumption in a
more or less arbitrary manner, though following conventional
terminology. By real investment we mean the purchase of
capital goods, by which is usually meant: (1) producers’ goods,
including (a) industrial, public utility, commercial and finan-
cial plant and equipment and (b) inventories of stocks of goods
in process or held for future sale; and (2) consumers; capital,
including (a) residential building and (b) public works of all
kinds, such as public buildings, roads, and the like. -

In consumption we include purchases of: (a) personal serv-
ices, (b) nondurable consumpuon goods, such as food and the,
like, (c) semidurable consumers’ goods, such as clothing, and
(d) durable consumers’ goods, such as automobiles and house-
hold equipment.
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crease se or decline, as the case may be, in the purchase of real
investment stment goods and of of durable consumers’ goods as defined
above. While the role of durable consumers’ goods plays an
increasingly important part, it is nevertheless still true, and
formerly almost exclusively so, that the causes of business fluc-
tuations are to be found mainly in thg__actors which bring
aquq a rise and fall in the rate of real investment. This analy-
sis will be developed with the necessary qualifications in subse-
quent chapters.

- - Major and Minor Cycles

Quite commonly, particularly in America, the term “busi-
ness cycle” is applied with reference both to what is called the
yminor cycle and to the major cycle. Arid with respect to the
term “depression,” equally the term is applied both to minor
recessions and to major depressions. In Europe, when the
business or trade cycle is spoken of, reference is usually made
“to what we call the major cycle.

On the whole it is, we think, preferable to concentrate at-
tention upon the major cycle in business cycle analysis. But
it is not possible in doing so to overlook the fact that, particu-
larly in the upswmg phase of the ma]or cycle, there regularly
‘occurs, especially in American experience, one or sometimes

“two interruptions to the upswing movement. In seven of the
fifteen major cycles in the period from 1807 to 1937 there
were two minor recessions, and in eight of the major upswings
there was one minor recession. Since 1883, out of six major

/cycles two were interrupted by two minor recessions and four
by one minor recession.*

The major upswing, as we have already noted, can be. char—

1 The figures given in this chapter on the number of cycles, major and minor,
are based on the data in W. C. Mitchell, Business Cycles, the Problem and Its
Setting, National Bureau of Economic Research, 1927, Chapter IV; W. M.
Persons, Forecasting Business Cycles, John Wiley and Sons, 1931; and the
Cleveland Trust Bulletin.
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acterized essentially as an expansion in the rate of real invest-

ment. For the purpose currently at hand, it is most useful to

classify real investment into_the two categories suggested

above: (a) inventories of commodity stocks and (b) real in-

vestment in fixed capital, including plant and equipment,

housing and public construction. When an upsurge in real in-

vestment occurs, it is not unusual for, the spurt in inventory .
accumulation to run ahead of the normal requirements indi-

cated by the rising trend. When this is the case, sooner or

later a temporary saturation in inventory accumulation de-

velops, leading to an inventory recession. Not infrequently

the minor setbacks experienced in the major upswings may

be characterized as inventory recessions. But sometimes other

situations may initiate or aggravate these minor recessions.

Thus, for example, in the beginning of the major upswing it*
may be that large investment in improved machinery occurs

and that after a time a temporary saturation is reached in thi$

type of investment leading to a recession. The general buoy-

ancy of the upswing, however, soon starts the economy upward

again with a further burst of real investment after the tem-
porary setback thus sustained. Sometirnes special situations

are partly responsible for minor recessions, such as critical
international developments, labor disturbances, or even spge

cial factors having to do with major industries, such as the

Ford shutdown in 192%. Regularly, however, inventory move-

ments play an important role. ‘

It is to be noted that very rarely do minor upswings inter- -
rupt the downturn of the major cycle. One notable case, how-
ever, was the temporary recovery which occurred in 1895 in
the major downswing from 1893 to 1897. Following this very
brief recovery, the economy continued downward in a deep
.and prolonged depression. There are very few other clear
cases in our history of a temporary upturn in the period of
the major downswing of the business cycle. There are, how-
ever, the brief recoveries of 1818, 1828, and 1841, all of them
coming in the period of the long, difficult readjustment after
the Napoleonic Wars. About this period we shall have more
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to say later in connection with a discussion of the so-called
“long waves.” For the most part, the minor cycle in American
experience has appeared in the form of a temporary recession
in the general upswing of the major cycle.

It has been suggested (and to some extent this view is tena-
ble) that both the Great Depression from 1929 to 1932 inclu-
sive and the recovery from 1933 to 1939 follow a pattern
which is fundamentally similar to other cycles. This 1s not
to say, however, that those who advance this view would neces-
sarily argue that there is implied in such correspondence any-
thing in the nature of inevitableness about the course of the
cycle development whether in the downswing or in the up-
swing. Indeed, it is highly probable that wiser and sounder

public ic policy could have modified very greatly the develop-
ment both in 1 the d depress1on and in the recovery phases. What
1s true is that the experiences of this decade certainly become
more undérstandable if we set them out against the back-
ground of the history of earlier American business cycles. <"

One generalization stands out very clearly from this record
—one which apparently has been lost sight of in the current
period, particularly with respect to the recovery movement
from 1933 on. The generalization referred to is the highly
important one that every prolonged ‘upswing period has been '
Interrupted by minor. recessions. From the record of past
"American experience it is clear that a continuous upswing has
rarely occurred extending without interruption beyond a

Iperiod of about four years, and usually the period is some-
what shorter. From this we may deduce that the major up-
‘swing represents a_discontinuous, jerky spurt in the rate of
r"Tvmvestrnent that the rapxd e)SEa_nsmn of real mvestmgnt
froceeds by_ﬁts and sta_rt_s_/Partxcularly, as we have noted, is it
difficult in the upswing period, when demand and prices are
rising, to hold to an appropriate pace the accumulation of in-
ventories. ‘

The American experience indicates that the major business
'wycle has had an average duration of a little over eight years.

Thus, from 1795 to 1937 there were seventeen cycles of an
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average duration of 8.5 years. In the hundred-year period
1837 to 1937 there were twelve major cycles of an average
duration of 8.33 years. In the eighty-year period from 1857 to
1937 there were ten major cycles of an average duration of
8.0 years. And in the period from 1873 to 1937 there were
eight major cycles of an average duration of 8.0 years.

Since one to two minor peaLs regularly occur between the
major peaks,_it is clear that the minor cycle is something less
than half the duration of the major cycle, In the one hundred
and thirty-year period 1807 to 1937 there were thirty-seven
minor cycles with an average duration of $.51 years. In the
eighty-year period from 1857 to 1937 there were twenty-three
minor cycles with an average duration of §.48 years. And from
18go to 1937 there were fourteen minor cycles w1th an aver-
age duration of 3.36 years. . -~

The major cycles vary in length from a minimum of six

ears to a maximum of twelve years, though with rare excep-
gmﬁj__ﬁll within the range of seven to ten yezmg;-
age being slightly over eight years.)The minor cycles have a
fange of from a minimum of two years to a maximum of six
years, though they usually fall within the range of three to
four years, w1th the average slightly over three and one-third

years. -
Building Cycles

But there are other factors, altogether aside from those
which bring about the temporary interruptions in the broad
sweeps of the major cycle, which profoundly alter the course
of its development and influence the intensity and violence
both of the upswing and of the downswing. One of the most
important is one that, strangely ‘énough,”has been greatly
neglected in the analysis of business cycles. And this factor is
of peculiar significance for us, for it has an important bear-
ing upon an understanding of the Great Depression of the
mneteen-thlrnes.

The factor to which we refer is the fluctuation i on_in building
Sgrﬁtructlon This follows, in large measure, a wavelike move-

——
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ment much longer than the major business cycle. Notable
studies have been made by Riggleman, Newman, Long, and
the Federal Reserve Bank of New York City of building con-
struction, both residential and nonresidential.* Riggleman’s
study extends over a century from 1830 to 1935 and covers, in
the earlier period, three cities and, in the later period, sixty-
five cities. Long’s study covers the period from 1864 to 1934
and includes twenty-nine cities. Newman’s study is for seven-
teen cities and covers the period 1879 to 1934, while the study
of the Federal Reserve Bank of New York City covers the
years 1877 to 1934 and is for seven of the leading cities of the
United States. All of these studies relate either directly to vol-
ume or to the value of building corrected for price changes. «

From these studies it appears, according to the American
experience, that building construction over the last hundred
years has followed a fi‘iirly regular cyclical pattern. The Rig-
gleman study reveals six building gycles from 1830 to 1934,
with an average duration of 17.33 years. The studies of Long
and Riggleman reveal four cycles from-1864 to 1934, with
an average duration of 17.5 years. All four studies cover the
period from 1848 to 1934 and reveal three cycles with an
average duration of 18.7 years, while the period from 1goo to

1987 ives two cycles of an average duration of seventeen

years; Thus, it appears that the building cycle averages some-
where~hetween seventeen and eighteen years in length, or al-
most precisely twice the length of the major business cycleJ
Question may be raised why building construction should
have a cycle of its own different in length from that of the ma-
jor business cycle. In this connection it is well to point out
that building is not the only field of economic activity which
reveals a periodicity varying from that of the major cycle.
Thus, for example, we know that there is a cycle in textile
2 See G. F. Warren and F. A. Pearson, World Prices and the Building Indus-
try, John Wiley and Sons, 1937; W. H. Newman, The Building Industry and
Business Cycles, University of Chicago Press, 1935; J. R. Riggleman, “Building
Cycdles in the United States, 1875-1932,” Journal of the American Statistical

Association, 1933; G. D. Long, Jr., Building Cycles and the Theory of Invest-
ment, Princeton University Press, 1940.
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production, which fits neither the minor cycle nor the major
business cycle, of about two years’ duration; that there is a
cycle of hog production of about three to five years; and, in-
deed, a cycle of greater or shorter duration in the production
of several of the more important domestic animals.

The corn-hog cycle, for example, has been explained by the
interrelation of the price of corn and the price of hogs. When
there is a large production of corn, and feed prices are low,
farmers find that it is desirable to produce more hogs, but it
takes some time to make the decision and some time to raise
the new hog crop. Thus, after an interval an excessively large
supply of hogs appears on the market, causing a low price of

"hogs in relation to the price of corn. Thereupon, the farmers
conclude that it is better to sell the corn in the market and
raise fewer hogs. Again, it takes some time to make the deci-
sion and to adjust the hog crop to the new price situation, and
after a lag a relative shortage appears in hog production, caus-
ing a high price of hogs in relation to the price of corn. Thus,
in the lag of reaction of producers to the market situation one
finds the explanation of the hog production cycle. .

In somewhat similar fashion one may advance a tentative
explanation of the seventeen-eighteen-year cycle of building
construction. We shall apply the argument particularly with
respect to residential building, though the same analysis holds
in large part for other kinds of construction. Let us suppose
that residential building has for a period been depressed and
that increasingly rental space is becoming scarce. Rents thus
rise. But it takes some time before the building industry is
sufficiently convinced of the permanence of .the higher rents
to be stimulated into activity. Moreover, the building indus-
try by its very nature cannot be set goirfg on a large scale sud-
denly. In a period of building depression many contractors,
particularly the smaller ones, have gone into other industrial
activities, and the same is true of the skilled workmen. It fol-
lows that it takes considerable time to recruit a sufficient num-
ber of new entrepreneurs and skilled laborers to develop con-
struction on a large scale. Once expansion is under way, the
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construction continues so long as the rents appear favorable.
Structures and plans are in process which cannot be com-
pleted for many months, and sometimes even years, after it
appears that the rent situation, owing to the increasing surplus
of available houses, is becoming less favorable. Thus, the ad-
yjustment of the supply of houses to the demand for houses,
takes place withr a very considerable lag, and this, it appears,!
accounts in part for the cyclical movement ‘in residential
building. ‘
» The fluctuation in rents resultmg from the failure of quick
adjustment of available housing space to the number of fami-
Iies seejunt7 accommodations is the major cause of the fluctua-
tion. There are, however, other factors which have a bearing
on the building cycle, including fluctuations in the cost of
building, availability of investment funds, changes in the na-
tional income, changes in the rate of urban pogulauon growth,
and general pessimism or optnmsm with respect to the long-
‘run future.®
—Some of these factors are themselves affected by the build-
ing cycle itself and, therefore, are in part caused by, as well as
causes of, the building cycle movement. Thus, as building con-
struction increases, the cost of building is advanced by reason
of activity in the industry. And the ever-mounting cost is itself
a factor causing, in part, a cessation of building operations.
Much the same may be said about the availability of real-
estate investment funds. Moreover, changes in the national
income are, in part, affected by the building cycle and often
act in a manner to reinforce and accelerate the upswing or the
‘downswing of constructional activity.
As we have already noted, the building cycle on the average
is almost exactly twice as long as the major business cycle. It is
" therefore not true, as has sometimes been suggested, that the
‘building cycle has no relation whatever to the major business
8 Cf. J. Tinbergen, Statistical Testing of Business Cycle Theories, A Method
and Its Application to Investment Activity, League of Nations, 1939; C. F. Roos,
Dynamic Economics, The Principia Press, Inc., 1934; J. B. D. Derksen, “Long

Cydles in Residential Building: An Explanation,” Econometrica, April, 1940;
see also éxtended biblipgraphy cited in C. D. Long, Jr., op. cit., pp. g-10.
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cycle. On the contrary, American experience indicates that
with a high degree of regularity every other major business
boom coincides roughly with a boom in building construc-
tion, while the succeeding major cycle recovery is forced to
buck up against a building slump. In the former case the peak
of the building boom usually antedates the peak of the major
cycle. : . 3

yThe periods of the six building cycles of the last hundrgd
years are as follows: :

TasLe 1 .

Low High Low
Cycle 1 - 1830 1836 1843
Cycle ¢ 1843 1853 1864
‘Cycle g | 1864 1871 1878
Cycle 4 , 1878 1890 1900
Cycle 5 1goo 1909 1918
Cycle 6. 1918 1925 1934

The major depressions which coincide with a sharp curtail-
ment in building construction following pronounced booms
are as follows: 1837, 1857, 1873, 1893, and ig29. It will be
noted that every one of these depressions was of unusual se-
verity and duration. This is precisely what one would expect.
If temporary saturation in other forms of real investment coin-
cides with a temporary saturation in investment in building
structures, it is reasonable to suppose that the total decline in
real investment will be far greater than would otherwise be
the case. Moreover, since it takes longer to overcome the tem-
porary saturation in building construction—indicated by the
average length of the downswing in the building cycle, eight to
nine years—it is not difficult to see that recovery of general in-
vestment activity is made more difficult so long as building con-
struction, which has always been such an enormously impor-
tant industry in American life, is declining or running along
on a very low level. Thus, the depressions which have fallen
in the interval of the construction downswing are typically
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deep and long. And the succeeding recovery is held back and
retarded by the unfavorable depressional influence from the

siu.mp in the building industry. .
With respect, to the Great Depression of the thirties, it is
y of note that the constructional boom of the twenties
was the greatest in our history and that the precipitate_ decline
in building after 1928 exceeded that in any earlier period] The
only earlier building construction boom which at™all ap-
proaches that of the nineteen-twenties in magnitude, relative
to the then prevailing size of the economy, was that from 1843
to 1853; the subsequent decline was, however, considerably
less serious than that experienced in the thirties.

The major depressions which have fallen in the periods
when building construction was on the upgrade, or about to
revive, are as follows: 1847, 1864, 1883, 1900, and 1g920. It is
a notable fact that each of these depressions was relatively
short in duration and did not fall to any extreme depth. This
also conforms with what one would expect. If the depression
of the ma]or business cycle occurs ata time when building con-
struction is reviving, it is reasonable to suppose that the de-
cline in general business activity will be cushioned by this
fact; and that the moment forces making for revival appear,
such forces will be powerfully reinforced and strengthened
by the upsurge of building activity. The succeeding business
boom is powerfully reinforced by a strong building boom.

There remain two major business cycle depressions which
have not been included in the above analysis—those of 1907
and 1913. The 1904 major depression coincides with a down-
turn in building activity, which, however, was quickly
checked..The succeeding level of building activity reached an
even higher point than that which had prevailed in 1906. The
major depression beginning in 1913 also coincides with a very
minor downturn of building construction. As would be ex-
pected from these facts, both of these major depressions, while
fairly sharp, were relatively short in duration. The recovery
after 1907 could not, to be sure, be characterized as a pro-
nounced boom but only as a period of moderate business
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prosperity. The recovery after the 1913 depression was, of
course, profoundly influenced by the impact of the first World
War. The generally sustained high level of building activity
during the interval of both these depression peériods, however,
doubtless helps to explain the fact that both depressions were
relatively mild and short lived. It is, of course, true that after
the war began building construction fell to a very low level,
reaching bottom in 1918. But investment expansion in other
directions, stimulated by the vast war exports, caused the pro-
nounced war boom. )

It is reasonable to suppose that the most important single
explanation for the speed of the recovery from the 1921 de-
pression was the phenomenal upturn in building construction
which began in 1921 and which rose to an unprecedented
crest in 1925 and remained at an extraordinarily high level
until 1928 when a drastic curtailment of constructional ac-
tivity set in. No explanation of the boom of the twenties or
the severity and duration of the depression of the thirties is
adequate which leaves out of account the quite extraordinary
record in building activity. Probably at no time in our history
had we reached as complete a temporary saturation in build-
ing construction, including apartment houses, residences, of-
fice buildings, and other commercial structures, as was the case
in the late twenties. Under these circumstances it was to be
expected that it would take a long time to work through this
period of oversaturation.

It is thus apparent that it is not possible to give an adequate
analysis of the major business cycle (of eight to nine years’
duration) without taking account of the impact on that cycle
of the longer cycle of building construction. This factor is one
of the most profound of the various influences which cause
one major business cycle to differ from another. And in this
factor we are able to see against the background of earlier
American experience a part ‘of the explanation of the severity
of the Great Depression startmg in 1929.

The role of the construction cycle in the boom of the twen-
ties and the depressed conditions of the thirties is strikingly
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revealed when one compares real investment in fixed capital
in the high prosperity period 1923-29 with the partial re-
covery years 1936-39. We include in fixed capital: (1) pro-
ducers’ equipment, (2) plant, (3) housing (including private
nonprofit construction), and (4) public construction. The
record is as follows: '

TapLE II

_ Average Annual Real Investment ¢
(in billions)
_ 1936-39  1923-29
. Equipment $43 = $18
Plant 1.9 39)1a - 3.
Housing (plus nonprofit) 1.9 51
Public Construction 33 2.1
N L]

Investment in producers’ equipment was $4.3 billions an-
nually in 1936—39, very nearly equal to the annual investment
of $4.8 in 1923—29. Considering the lower price level of 1936—
39, the real investment was at least equal to that of 1923-29.
The failure to achieve full recovery was not due (at least not
to any appreciable extent) to inadequate expenditures on new
equipment. . ; :

The next two categories reveal clearly where the deficiency
lay. Investment in producers’ plant amounted to only $1.9 bil-
lions annually in 1936-39, compared with $3.9 billions in
1923—29. Plant investment was down $2.0 billions per year.
Housing averaged $1.9 in 1936-39, compared with $5.1 in
1923-29. The shortage here amounts to the vast figure of $3.2
billions per annum..Together, private construction of plant
and housing ran annually $5.2 below the 192329 level. It is
in this area that one must find the explanation for the incom-
plete recovery of the thirties. ~

The building cycle which we have been considering is, of
course, nothing more or less than just the cycle in the con-

. 4Data from George Terborgh, Federal Reserve Bulletin, September, 1939,
and subsequent estimates.

o
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struction of plant and housing. According to our century-old
experience with the building cycle, we should expect a slump
in housing and in plant construction in the first recovery
period following the intense constructional boom of the twen-
ties. From this standpoint we could have expected, quite apart
from the war and the defense program, that the major recov-
ery of the forties would have made a more favorable record
than that made in the thirties.

The construction areas in which the highest saturation was-
reached in the twenties were also the areas most depressed in
the thirties. Office buildings and housing are leading exam--
ples. With respect to railroad plant, it is to be noted that ex--
penditures in this area rose progressively (with a very slight
recession in 1925 and 1927—28) to the peak of the boom, and
even continued (despite the growing encroachment of trucks)
into the depression, reaching the highest point in 1930. Simi-
larly, investment in electric power plant, after a moderate
decline from the 1924 peak, rose again in 1929 and even in
1930. Despite a sharp decline in electric power output in 1930,
plant capacity was greatly increased. Installed capacity of plant
and equipment remained far in .excess of current output re-
quirements for several years. Not until the relatively high elec-
tric power production of 1936 and 1937 was capacity suffi-
ciently utilized to justify further large capital outlays. Thus,
the thirties offer a conspicuous illustration of the prolonged
saturation following a high constructional boom—the basic
factor in the long building cycle. ~ )

4

The So-called “Long Waves” -

But there are still other factors of a long-run character
which influence the major business cycle and which help to
explain the depressed thirties. Many writers, including Kon-
dratieff, Spiethoff, Mitchell, Thorp, Schumpeter, Woytinsky,
Ciriacy Wantrup, and others, have noted the important fact
that the past experience of the Western world indicates pro-
longed periods of Telatively good timeés, extending far beyond
the boundaries of the major business cycle and even of the_

— g T
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building cycle, and similarly prolonged periods of more or
Iess chronic depression, within which, however, the swings of
the bu§ng§_gycle occur. In the long periods of good times it
has been noted that the upswing of the business cycle is vigor-
ous and reaches high levels of activity, while the downswing
phase is of relatively brief duration and comparatively easily
overcome. The long periods of good times are apparently
periods in which there is present a strong undercurrent of
buoyancy, a powerful upsurge in [nvestment activity, inter-
Tupted, to be sure, at fairly regular intervals by more or less
severe depressions. In the long periods of chronic hard times,
on the contrary, it has been found that depressmns are T Tegu-
larly deep and. Erolonor= ed and that recoveries are weak and
anemic and fall to reach a level of reasonab]y full act1v1ty

?’;&mong the characteristics which, from the statistical stand-
point, most clearly distinguish these prolonged periods of
good times and bad times are (a) secular Bilements of prices

fand (b) secular movements of interest rates.\Always in the long
periods of good times the trends of price§ and interest rates
are upward .while in the long periods of hard times the secu-
lar movements of prices and interest rates are downward.
Some writers have sought to find in these phenomena the
causal explanation. It is, however, more probable that the
movements of prices and interest rates are indicators register-
ing the impact of the deeper factors Wthh cause the periods of
good times or bad times, as the case may ‘be. They are statistical
theﬁnometers, so to speak, registering the fact of prolonged
buoyancy or chronic depression. }

Attention should be called to the fact that it is scarcely ap-
propriate, as has frequently been done, to speak of these pro-
longed periods as “upswing” and *‘downswing” periods. The
long periods of hard times, at any rate, do not reveal an abso-
lute decline in production, though they do reveal falling prices
and interest rates.{The trend of per capita output and Teal in-
come continues to rise, though probably at a somewhat re-
tarded rate

¢ The periods of prolonged hard times are regularly associ-
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ated with an exceptionally large amount of unemployment.
Indeed, much convincing data with respect to these periods
are to be found in social and labor history.* The periods of
hard times are regularly periods of profound social unrest, of
revolutionary movements designed to cure by more or less
drastic procedures the social structure which caused-or per-
mitted such vast unemployment. A part of the political turbu-
lence of these periods is, to be sure, to be explained in terms
of the increasing weight of debt in view of falling prices. To
this extent, the movement of the price level must be regarded
as, at any rate, an intermediate causal factor intensifying the
social and political disturbances commonly encountered in
these periods. It is, however, necessary to look deeper into the
underlying factors and to ascertain the fundamental causes
of the general price decline.

Within these long periods of good times, on the one side,
and bad times, on the other, there occur, modified however
as indicated above, the more or less regular swings of the major
business cycle, the temporary recessions of the minor cycles,
and also the more or less regular swings of the eighteen-year
building cycle. But since the long periods of buoyant pros-
perity or chronic depression extend beyond any of these phe-
nomena, there is reason to suppose that there are other factors
which have not been fully taken account of in the discussion
either of the major and minor business cycles or of the build-
ing cycles.

Some writers have referred to these prolonged periods of
good and bad times as “long waves.” ‘Whether or not it is ap-
propriate to do so cannot yet be established in view of the
fact that the record reveals thus far only three such “waves,”
the last of which is yet incomplete and, indeed, in some re-
spects somewhat obscure. It is a fact, however, that as high a
degree of periodicity has prevailed for these three waves as
any which we find for the major business cycle. Moreover, it

§ See John R. Commons, et al., Documentary History of American Industrial

Society, A. H. Clark Co., 1910-11; and also John R. Commons, History of Labor
in the United States, Macmillan, 1g18.
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isa tenable hypothesxs that the process of economic develop-
ment tends to run not only in terms of the regular business
‘cycle movement, butalso in terms of these long waves, Indeed,

as also'with the business cycle, each phase of these long waves’
tends, in some measure, though we think less clearly than with
respect to the business cycle, automatically to develop into the
next succeeding phase.

The dates usually assigned to these periods ® of preponder-
antly good times and bad times—or * ‘long waves,” if this term
is preferred—are approxnmately as follows: :

Good Times ) _Bad Times

~1787-1815 18151843
~ 18431873 18731897
- 1897-1920 1920- ?

It is interesting to note that in each of the long periods of’
good times there developed four ma]or recoveries and three
major dcpressmns while in each downswing there occurred
two ma]or recoveries and three major depressxons. The turn-
ing Pomt both at the € top ar and at the bottom of the “lonfr waves”
-coincides with the turning ‘point of a major busmess boom or
Jepresswn. “This may be represented schematically as follows::
1f ‘one measures the average duration of the three complete
business cycles which occurred in each of the long periods of
good times, one gets the following results: 6.67 years for the
major business cycle in the first lon g period of good times, 8.67
for the second period, and 6.67 for the third. On the other
“hand, if one measures the two complete major cycles in each of
the periods of prolonged hard times, ong gets the following

6 Sece J. A. Schumpeter, Business Cycles, McGraw-Hill, 1939; A. Splethoﬁ
“Krisen,” Handwérterbuch der Staatswissenschaften, 4th ed., 1923; N. D. Kon-
dratieff, “Die Langen Wellen der Konjunktur,” Archiv fiir Sozialwissenschalt
und Sozialpolitik, December, 1926 (translated in abridged form in Review of
Economic Statistics, November, 1935); W. C. Mitchell, Business Cycles, The
Problem and Its Setting, National Bureau of Economic Research, 1927, pp- 441~
42; S. von Ciriacy Wantrup, Agrarkrisen und Stockungsspannen, Paul Parey,
1936; and Alvin H. Hansen, Economic Stabilization in an Unbalanced World
Harcourt, Brace and Co., 1932, Chapter VI.



THE THIRTIES 31

results: eleven years for the major business cycle in the first
period, ten years for the second period, and 8.5 years for the
third perlod Thus, it is evident that on the average the major
cycle in the long penods of good times had a duratlon of 73
years, while on the average the length of the major cycle in
the long hard times was 9. 8 years.

Just a_g_;be major business cycle has not always been com-
pletely synchronous in the various mdustnal countries, so
also it is not always possibl€'to fit all countries neatly 1_n£9_t_fy; ‘
intervals designated as longpenods of buoyant expansion L or

rolonged bad _times, For r the most part, however, the experi-
ence of different countries conforms with the periods outlined
_above. With respect to the currént phase, the thesis is perhaps,
defensible that for the western European countries the eco-
nomic development from-1920 on justifies characterizing it as
the beginning of a prolonged period of hard times. With re-
spect to the United States, however, in view of the high pros-
perity of the twenties, it is difficult to justify placing the
United States in such a category. There is, however, the un-
doubted fact, of which cognizance must be taken, that the
_decade of the twenties was preponderantly a period of hard
times for agriculture. From the standpoint of employment in
urban industry as a whole, the twenties must clearly be char-
acterized as a decade of preponderantly buoyant prosperity. It
is possible that the most reasonable classification is to make
1920 the turning point for the European countries and 1929
the turning point for the United States.
 On balance, we believe it is a defensible thesis, though cer—
tamly not proven, that the basic underlying economic condi-
tions from 1920 were relatively unfavorable, but that special
factors growing out of the first World War, along with certain
technological developments especially favorable to the United
States, differentiate the experience of our country from that of
western Europe. Moreover, with respect to certain European
countries the underlying unfavorable economic factors were,
even in the period of the twenties, in some measure offset by
deliberate governmental intervention stimulating economic
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activity. Eventually, out of the depth of the Great Depression
and the heightened international tension incident thereto,
sprang the enormous military expenditures preparatory to the
1939 European War,

Whether or not the future economic development will jus-
tlfy any conunumg classification of periods into eras of good
times and bad times only the future can reveal. For one thing,
the strong impact of governmental intervention in recent dec-
ades may vitiate any such classification. On the other hand, it
is too early to say precisely what will be the impact of govern-
mental intervention upon even such long-run tendencies as we
are here discussing. After the first \Vorld War there were those
who argued that the intervention of new central bank tech-.
niques and other governmental policies made it quite impos-
sible to speak any longer of the movements of the business
cycle. This contention, thus far at any rate, appears not well
founded, and it may be that we need similarly to postpone any
hasty decision with respect to the impact of governmental
policy upon longer-run fundamental economic forces related
to eras of buoyant prosperity and chronic depression. which
transcend the shorter movement of the business cycle. -

Three major explanatlons have been offered for these long

] penods of good and bad times. One runs in terms of techr technoloo'-
ical developmems, innovations, exploitation of new resources,
and the opening of new territory. This explanation has been
advanced notably by prethoﬁ Wicksell, and Schumpeter. A
second explanation runs in terms of war. This explanation
has been advanced prominently by Ciriacy Wantrup and has
also been noted by Kondratieff and Wicksell. A third, running
in terms of gold and price movements, has been advanced
by Cassel,” Warren and Pearson,® Woytinsky,® and others.

7 Report of the Gold Delegation of the Financial Committee, Geneva, 1932;
G. Cassel, On Quantitative Thinking in Economics, Oxford, 1935; Cassel, The
Theory of Social Economy, Harcourt, Brace and Co., 1923.

8 C. F. Warren and F. A. Pearson, Gold and Prices, John Wiley and Sons,
1935-

® W. Woytinsky, Internationale Hebung der Preise als Ausweg aus der Krise,
1931.
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\/According to the first theory, the periods of prolonged good
times are periods in which there is a favorable underlying
basis for the  growth ¢ of real investment in the development of
techniology, 1 mncpzauons, and the discovery o f new resources.
In such periods, it is said, the pace of technological progress is
accelerated far beyond what may be expected from the usual
run of multitudinous inventions, each of relatively small
significance. In the long periods of good times quite revolu-
tionary new techniques are introduced which profoundly
change the character of the whole economy. In the periods
of the prolonged hard times these excepnonai—technologlcal
developments are damped down or run out. The great invest-
ment opportunities exploited in ‘the precedm period of good
times are now largely exhausted. General technological im-
provements of a less profound character are, to be sure, goina
on, gradually raising the productivity of labor and increasing
the real income. Indeed, the great technological advance and
the vast real investments completed by the end of the long
period.of good times become the foundation upon which an
advancing real income is projected into the succeeding period
of preponderantly hard times. The rise in income experienced
in this period is a function of the higher productivity of the
factors of production achieved by the technical advance of the
preceding period, but the preponderance of hard times re-
veals itself in a marked degree of unemployment and in the
failure of the upswings of the major business cycles to reach
a condition of full economic activity..

Prgf_essor Schumpeter, with his emphasm on the role of i f in-
"novations, explains the prolonged good times of the first long
wave by the emergence of the Industrial Revolution and the
first long period of hard times by the readjustments and adap-
tations necessary once this new structure had become more or
less firmly incorporated into the economic system. The second
period of buoyant good times he explains by the admittedly
new revolutionary technique which perhaps more than any-
_thing else has profoundly altered the character of modern in-
dustrial civilization, namely, the railroad. There can be no
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question that the ’development of the railroad opened up vast
real investment outlets throughout the Western world, and
that this gave a continuous upward push to the economy, mak-
ing every burst of investment associated with the major busi-
ness cycle a pronounced and strong one and tending to weaken
the forces making for depression. In the last quarter of the
nineteenth century, however, came a sharp decline in the rate
of growth of the railroad industry. The third period of pro:
longed good times Professor Schumpeter explains by the emer-
gence of the electrical, chemical, and automotive industries.
Wicksell, in his famous Chapter XI in Interest and Prices,
rpublished in 1898, emphasized fundamentally the same tech-
nological factors which are heavily relied upon in Professor
Schumpeter’s explanauon Spiethoff similarly stresses tech-
nological developments in his analysis.

The view that these periods of prolonged good times
(“Aufschwungsspanne”) and bad times (“Stockungsspanne’)
have been caused by wars has been most effectively presented
by Ciriacy Wantrup. According to this analysis, the long
periods of good times are basically caused by the vast govern-
mental expenditures relating to preparation for war and the
war itself, while on the other side the periods of chronic hard
times are caused by the difficult readjustments incident to the
sharp curtailment of war expenditures. The best case for this
thesis can probably be made out for the first so-called long
wave. The long period of the Napoleonic Wars, the vast gov-
ernmental expenditures which they entailed, and the stimulus
which these expenditures gave to the changes in the economic
system ushered in by the Industrial Revolution all indicate
that the impact of these wars played a very considerable role.
Similarly, the sharp curtailment of expendltures, together
with the difficult readjustments to a peacetime basis after the
whole of western Europe had for a quarter of a century ad-
justed itself to war conditions, goes far to explain the diffi-
culties of the long period of chronic hard times from 1815 to
the middle forties. A much poorer case can be made for this
thesis with respect to the second so-called long wave. It is true
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that in the "Aufschwungsspanne (1843-%73) there occurred a
number of important wars at var.ous intervals, including the
Crimean War, the American Civil War, the Danish- Prussmn
and the Austro-Prussian Wars of the sixties, and the Franco-
Prussian War of 1871.

For the “Aufschwungsspanne” of the third. cycle also the
case for.the war thesis seems relatively weak and would have
to rely upon the expansion of armament expenditures, since
the first World War did not come until the very end of the
long period of good times. At all events, there is much force in
the contention that the difficulties confronted by countries in
western Europe since 1920 were in large measure related to
the aftermath of the war.

On balance, it may perhaps be said that, in the “upswing‘!
phase of the first so-called long wavé, wars occupied a position
of major importance, perhaps equal to that of the innovations
introduced by the Industrial Revolution. Each reinforced the
qther, and it is dlﬂicult to. dlsentangle the relative potency of
each factor. For the second “Aufschwungsspanne it appears
‘reasonable to conclude that the major factor was the railroadi-
zationof the world and that wars played a relatively minor
part with respect to both the good times and the ensuing
period of chronic hard times which followed. For the third
period the most reasonable conclusion appears to be that the
electrification and motorization of the Western world played
by far the dominant role, reinforced toward the end of the
period by the first World War, and that for the succeeding|
perxod of economic difficulties postwar readjustments played
an important role, though it may well be that the adaptation
of the economic structure to the innovational developments
of the preceding period was of ‘equal significance.

Those who have stressed price factors in the so-called long.
waves have tended to lay great emphasis upon the effective.
supply of monetary gold, a function, on the one side, of the
annual' net additions to the gold stock from gold production
and, on the other side, of the increasing volume of trade,
Those, like Cassel, who have stressed this analysis have usually
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limited their discussion ¢~ the period from 18 50 to 191 3. Cas-
sel calculated the effective guld supply by correcting the mone-
tary gold stock by an index of an estimated rising trend of the
physical volume of trade assumed to increase at a compound
rate of g per cent per annum. He found that the effective gold
supply rose frort 1850 to the early seventies, fell from the early
seventies to the middle nineties, and rose again to 1913. This
movement correlates closely with the general movement of
commodity prices and also with the dates usually assigned for
the second so-called long wave and the first half of the third.
According to this type of analysis, the price movements are
caused by the gold movements.

Gold production is clearly more or less a result of accidental
Hiscoveries and. the development of new mining and refining
techniques. While these may themselves, to a certain extent,
be related to changes in the profitableness of producing gold,
they are certainly, in large part, independent developments.
In addition, it is quite clear that the fluctuation of gold pro-

gduction is, in part, related to the changes in the price level
which alter the costs of gold production and, therefore, the
profitableness of producing gold.** From this standpoint, gold
production may be looked upon as a result of price move-
ments, and not a cause. Thus, the farther prices fall the more -
profitable it becomes to produce gold, and a progressively in-
creasing stimulus to output develops, so that after prices have
fallen a certain distance, gold production increases more and
more. There is a lag in the cycle of gold production relative -
to the cycle of prices of about fifteen years. For example, in
the period from 1873 to 1920—one complete long cycle of
commodity prices from peak to peak—there is a correspond-
ing cycle of gold production, lagged fifteen years, extending
through the period from 1888 to 1935.* Thus, in the perlod of
high prices gold production was discouraged, and this in-
ﬂuence continued on for a considerable interval of time. As’

, 19 Similarly the increased market or legal price of gold in terms of most cur-
rencies in recent years has stimulated gold production.
11 Warren and Pearson, op. cit.
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prices, however, fell from 1873 on, the impact of this decline
finally revealed itself in an upturn of gold production about
fifteen years later. Similarly, as prices reached bottom in the
nineties, the continued stimulus to gold production carried
on over a considerable period after prices began to rise. Thus,
with a lag of about fifteen years gold production followed the
price movement and from this standpoint may be regarded as
a result and not a cause of the price movement.

While it is not possible at this point to go into any extended
discussion of the theory of money and prices, it may be said
that the trend of monetary thinking is in the direction of lay-
ing less stress than formerly upon-the purely monetary factors
and still less stress upon gold. It is clear that the more credit
instruments are developed the farther modern money is re
moved from gold. The development of deposit currency, and
also the development of central banking, permits a high de-
gree of variation between the volume of the means of pay-
ment and- the gold supply. There is no longer any close con-
nection between them. But more than that, the trend of
modern monetary thinking runs in the direction of emphasiz-
ing the factors which influence fluctuations in total money in-
come rather than factors influencing the constituent elements
in the total volume of money payments, namely, the amount
of money, including demand deposits (M), and the velocity
of turnover (V). If forces are present tending to cause a rise
in the money income, the possibilities under modern con-
ditions of increasing the quantity of money regardless of the
gold base, or of utilizing any given quantity of money more
efficiently through changes in turnover or velocity, are so
great that it may within broad limits safely be said that there
are no serious limits, from the side of the money supply, to
movements of money income. We must look for other factors,

.notably those affecting the prospective rate of profit, rather
than limitation or superabundance of the money supply, to
explain secular movements in income and prices.

Thus, if technological developments and innovations tend
to favor a rapid expansion in real investment, money incomes
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may be expected to rise, and the money supply and its utiliza-
tion (MV) may be expected to adjust itself to these conditions.
If, on the other hand, the underlying technological develop-
ments are unfavorable to a rapid expansion of real investment,
money income will fail to keep pace with output and the
secular trend of prices will be downward. Here again the
money supply (M) and its utilization (V) adjust themselves to
the demands of the underlying real factors. Still more obvious
is the fact that,.in periods of vast war expenditures, govern-
ments, through radical readjustments in the monetary sys-
tem, such as the abandonment of the gold standard, adapt the
money situation to their own demands. Inflation in wartime
has never encountered any limits in terms of the monetary sit-
uation. Such limits as have been imposed run mainly in terms
of direct price controls and of governmental policies with re-
spect to expenditures and the methods employed for obtain-
ing revenues, whether by taxation or by borrowing] Thus, on.
balance, we conclude that gold and monetary factors play a
isubsidiary role and that the main causes of the long periods of
good times and of chronic depression must be soutrht in tech-
nolocncal and innovational factors, and at times in greater or
less degree in the fiscal policies of governments thherto Te-
lated mainly to the conduct of war.

According to the technological and innovational thesis, the
electrification and motorization of the American economy
dominated the period from the late nineties to 1929. From
this standpoint this epoch may be compared with the period

.of rapid expansion in railroadization from the middle forties
to the decade of the seventies. Both of these innovations caused
a profound structural change in economic life and institu-
tions. Both relate mainly to speed of communication and
transportation. Both opened up enormous opportunities for
real investment, not only directly in the railroads, in auto-
mobile factories, and in roads, but also in a vast network of
underlymv and supplementary industries, including for the
last perlod glass, rubber, steel, cement, electrical appllances,
petroleum, and the like. These epochs are clear illustrations
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of the profound impact of the rise of quite new techniques
giving birth to a range of new industries and expanding and
developing old ones into new lines. Both epochs represent a
period of rapid growth and expansion. But all new develop-
ments finally reach the stage of maturity. Thus, new railroad
mileage experienced a rapidly rising trend from the middle
forties to the decade of the seventies, and thereafter flattened
out with, however, a major spurt in the middle eighties, and
eventually in the nineties sharply declined. Similarly, the pro-
duction of automobiles and the construction of roads ex-
perienced a rapid growth into the decade of the twenties.
But this rate of growth could obviously not be continued
indefinitely. Automobile production gradually reached an
asymptotic level after 1923, and the curve of the construction
of roads similarly flattened out toward the end of the twénties
and thereafter declined.

In the long sweep of technological and innovational de-
velopments the decade of the thirties is, therefore, in many
respects not unlike the fourth quarter of the nineteenth cen-

tury,'? with its deep depressions of the seventies and the nine-

i

12 It was in this period, when the railroadization of the country was increas-
ingly reaching a saturation point, that Colonel Carroll D. Wright, Commis-
sioner of Labor, made his famous declaration with respect to the exhaustion
of real investment opportunities. Up to that time the central barometer of
prosperity and economic activity, of which everyone was more or less con-
sciously aware, was activity in the railroad industry. The dedining role of the
railroad was, indeed, the most significant single fact for this period and offers
the most convincing explanation for the chronic hard times, particularly of
the decade of the nineties. Colonel Wright's analysis has attracted, particalarly
in recent years, widespread attention and received much comment. Some, in
view of the tremendous expansion ushered in by the electrificaition and motor-
ization innovation beginning at the end of the century, have been disposed
to criticize his analysis as shortsighted. But others regard his observation as
the most penetrating and valid analysis of the economic difficulties of his time
which anyone of his generation made. The investment saturation to which he
called attention is evidenced by the continued difficulties which confronted not
only the United States, but also the countries of western Europe for more than
a decade following his lucid exposition of the deep, underlying, real factors
in the situation. While others were stressing superficial aspects, Colonel Wright
placed his finger upon the really significant cause of the world-wide stagnation.
See U. 5. Commissioner of Labor, First Annual Report, Government Printing

- Office, 1886, dealing with Industrial Depressions.
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ties. Thus, against the background of earlier experience the
decade of the thirties is more understandable.
The early expansion of the railroad served to promote
vigorous booms and to cut short temporary lapses into de-
pression. But progressively the railroad reached maturity and
"eventually ceased to grow. The mere slowing down in the
rate of growth caused an absolute decline in the volume of
new investment required in the plant and equipment of sub-
sidiary industries, such as iron and steel, which manufactured
the materials that went into railroad construction. Those who
point to the high level of new railroad construction which
continued on into the eighties miss the point. It is not enough
that new railroad construction should continue at the high
level reached. New coggggctmn must continue to rise at a con-
stant'rate if new investment in t. the 1 underlxm subsndlary in-

dustries is to be maintained at t the ace set, Thus, the mere
e e ™

slowing down in the rafe of increase in‘new rallroad construc-
tion was already beginning to have a damping effect on the
economy long before there was an actual decline in the volume
of new construction. This is the important lesson which we
leam from the acceleration principle. (The sharp decline in
'railroad construction in the decade of the nineties was a signifi-
cant factor in that depressed decade.)

.~ But now a new era of buoyancy superseded the railroad era
—the era of electricity and motorcars. ,The three decades
19goo—29 witnessed the rise of four new giant industries.’®
Street cars led the ‘way in the nineties and reached its invest-
‘ment peak ($2.5) in the decade 19goo-0g. Capital outlays on
telephones iricreased rapidly after 1900 and doubled in each
of the two succeeding decades, rising to $2.5 billions in the
twenties. Electric power investment first assumed large propor-
tions in the decade 190o—og ($1.7 billions), increased 50 per
cent in the following decade, and leaped forward with a capl-

121 am indebted to John leson, former]y instructor in economics at Har-
vard Umiversity and now economist in the Department of Commerce, for the
use of data in his unpublished wmanuscript.
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tal expenditure of $8.1 billions in the twenties. Automobile
producnon from only 4,000 units in 1900, Tos€ to 187,000
units in 1910, 1,000,000 in 1915, 2,200,000 in 1920, 4,400,000
in 1925, and 5,600,000 in 1929. Garages, repair shops, and serv-
ice stations multiplied throughout the country. Thus, the
automobile industry not only fostered gigantic production
plants, largely concentrated in a single industrial area, but also
opened opportunities for thousands of small business units
located in all sections of the country roughly in proportion to
the consuming population. Major subsidiary industries were
created or expanded on the tide of the vast purchasing power
of the automobile industry, including such giants as Petro-
leum, Rubber, Glass Plate, and Steel. Finally, outlays on
public roads, largely induced by the rise of the automobile,
reached the figure of $9.9 billions in the decade 1920-29.1* *

Thus, an era of buoyant prosperity was generated by the
growth of four great industries: street railways, telephone,
electric power, and_automobile mdusans (including Petro-
leum, Rubber, and Glass Plate, largely accessory to the Auto-
mobile). Also important, but nevertheless dwarfed by the four
giants, were the movie, chemical, and electrical equipment in-
dustries.

Just as the railroad expansion came to an end, so also the
buoyant era of 19oo—29. Street railway development was.
largely completed in the first decade, telephone and auto-
mobile expansion in the third decade. Electric power alone
remains with large prospects for further growth. The great era
of expansion was over by 1930. Thus, the decade of the thirties
resembles the conditions in the nineties. Technological de-
velopments making for expansion had temporarily spent their
force. This does not mean, however, that eras of buoyant ex-
pansion are permanently a thing of the past. The progress of
technology, we can be reasonably certain, will sooner or later
open outlets for enlarged streams of investment in great new
industries. e

¢ From Temporary National Economic Committee Hearings, Part 1, p. 232.



42 FISCAL POLICY AND BUSINESS CYCLES

Structural Changes in American Economy

Thus far we have seen that the decade of the thirties is
largely understandable in terms of past experience. But our
analysis would remain incomplete if we neglected to con-
sider one important structural change in our economy for
which we have no precedent in the past. Always, in the past
century, expansion has rested not merely on intensive invest-
ment arising from technological progress, but also on exten-
sive growth—the occupation of new territory and the growth
of population. The nineteenth century was a unique era of
extensive growth.

Approximately in the period of 1915-30, the rate of ex-
tensive growth rapidly slowed down. The decennial incre-

-ment of population growth in northern and western Europe,

including the three great powers, the United Kingdom, Ger-
many, France, and the smaller northern and western countries
—-Scandinavia, Finland, Belgium, Holland, Switzerland, and
the Irish Free State—continued to rise, or at any rate did not
decline materially until the first World War. The following
table (calculated from Kuczynski's The Balance of Births and
Deaths, p. g) gives the approximate increases for the eleven
countries of northern and western Europe referred to above.
The period 1913 to 1926 is omitted, since the war abnormally
reduced the rate of population growth. The decade 192636
may be regarded as representative of postwar normal rate of
growth.,

TasLe III
Decade Increase
1883-93 ' 10,290,000
189303 14,950,000
1903-13% 14,510,000
192636 9,468,000

In the United States the decline came later, as shown in the
table which follows:
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TAsBLE IV
Decade : Increase
1900~-10 16,1 38,000;
191020 14,923,000
192050 15,901,000
1930—40 . 9,218,000

In northern and western Europe the turning point came with
the first World War. In the United States it came in 1924. .
The expansion of Europe into new territory (in terms of
both migration and foreign investments) came to an abrupt
halt in the first World War and, while resumed in the twen-
ties, did not again attain its former level. In the United States
the expansion into the great West was followed by several
decades of urbanization; and then we turned (via capital ex-
port) on a large scale to less developed countries. This move-
ment ended in the Great Depression.'Doubtless, under more
favorable political conditions, there is still room for con-
siderable foreign investment in the less industrialized parts
of the world, and it may be expected again sooner or later to
be resumed on a fairly large scale. But no one is likely to chal-

PR T e L .

lenge the statement that the era of development and settle—

ment of new territory is largely over. The role of territorial ex-
pansion is lxkely to be much less in the next half century than
was the case in the nineteenth century relative to. natlonal
income.!®
The rapid decline in population growth and the exhaustion
tof the world frontier may well have a causal interconnection.
Certainly it is true that, so long as there were great new ter-
ritories to be opened and developed, rapid population growth
was a healthy economic development. With an increasing ex-
haustion of opportunities for settlement and exploitation of
new territory, the continuation of the nineteenth-century rate

15 See Isaiah Bowman, Limits of Land Settlement, Council on Foreign Re-
lations, 1937.
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of population growth would rapidly have given rise to in-
soluble economic problems.

It is true that the sudden and drastic decline in the rate of
population growth so far has affected mainly western Europe,
and highly developed industrial countries, such as the United
States. It is also true that there are still areas which have a long
way to go in the process of industrialization. But just as the
rate of population growth in the highly industrialized coun-
tries has rapidly declined and in some is approaching zero, so
also the possibilities of large outlets for foreign investment by
these countries appear meager, in terms of national income
and wealth, in comparison with those of the nineteenth cen-
tury. While it is not possible statistically to measure the rate
of decline in investment opportunities with the precision that
is possible with respect to population growth, in general the
two movements appear to exhibit a somewhat parallel de-
velopment. _

In this connection, it is well to emphasize that the economic
frontier of any country must always be conceived of not in
terms of its own boundaries, but in terms of the possibility of
capital investment throughout the entire world. Thus, Great

- Britain, despite the fact that her own territory was, of course,
from the beginning of the modern capitalist period fully oc-
cupied, enjoyed equally with the United States a great eco-
nomic frontier throughout the nineteenth century. From this
standpoint, it is clearly a mistake to speak of the passing of
the American frontier as the end of extensive expansion, for
after this phase was over, investment abroad. played an im-
portant role in the general world expansion, and this in turn

I reacted upon the speed of our own internal development.
Moreover, of course, as far as general economic expansion is
concerned, it must always be remembered that throughout the
era of modern industrialization there are three strands to the
process—technological innovations, the development of new
territory, and the growth of population. Each has reinforced
the other, but at times, when one or the other has slackened,
another factor has taken an exceptional spurt. This was nota-
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bly true in the United States in the period of electrification
and motorization of her economy.

Population growth ¢ and territorial expansion opened vast
outlets for extensive investment of capital. But, it is argued,
may not equally favorable opportunities for intensive invest-
ment take their place? The answer appears to be that in the
past we have enjoyed opportunities for both extensive and in-
tensive investment. Now, extensive expansion is largely over,
and there remains only the possibility of intensive develop-
ments. But intensive investment is not something new. In-
tensive and extensive developments have proceeded together,
each reinforcing the other. New technological developments
underlie the nineteenth century of expansion. But popula-
tion growth and the penetration into new territory, in turn,
played an important role in the widening of the market and
the development of mass production techniques. Extensive
expansion minimized the risks of technological innovations!
and encouraged bold experimentation. Thus extensive expan-
sion stimulated intensive expansion. On the other side, the
pressure to find investment opportunities, in view of the slow-
ing down of extensive growth, will be greater in' the future.
Industrial research is now far more systematic and more gen-;
erously financed than ever before. L

The era of buoyant prosperity (1844—73), based largely on-
the railroad, was intimately linked up with extensive growth
and expansion. The next buoyant era (19oo-29), based on,
electricity and the automobile, had less to do with mere ex-
tensive growth and expansion into new territory, and in-
volved a much more radical transformation in consumption

16 It has been argued that cessation of population growth should be favor-
able to employment, since the supply of new workers in the labor market
would be reduced. But it is easy to show that population growth, if it occurs
in a period of territorial expansion, raises the demand for labor more than it
raises supply. Thus, the volume of extensive investment associated with the
net addition of one worker involves capital outlays on a house, amounting to,
say, $4.000, and outlays on plant and equipment amounting to an additional
$4.000. Eight thousand dollars of investment represents a far greater effect on

the demand for labor than the effect on supply of one additional man-year of
Labor,
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habits and ways of living. This sort of transformation, in-
volving vast investment of capital, can take place without
extensive growth, and under the progress of technology we
shall doubtless experience again far-reaching revolutionary
innovations of this sort. There is, perhaps, inherent in the
.process of innovation a cumulauve tendency_which may be
described in terms of___geometrlc ric progression, That this was
true, even of the past century, is at least in part supported by
the fact that the percentage rate of increase in per capita real
income was approximately a constant. It is, of course, always
possible that the rate of technological development may in
the future exceed the geometric rate of the past, but here ob-
viously one enters a field of speculation which can be settled
only by the actual course of future historical events. It 1s,
at any rate, a question whether intensive investment can at-
tain the buoyancy and tempo of earlier periods when tech-
Inological’ developments were stimulated by population growth
and territorial expansion.

The decline in the rate‘of extensive expansion may partly
account for the- structura,l change which we are witnessing in
economic institutions."The ¢ &conomic order is undergoing pro-
gressively changes in its 1qp‘emal organization whxch aﬂect its
functioning and operation—defense mechanisms, they may
be, which seek more or less blindly and experimentally to ad-
just the economy to an era of less rapid extensive growth.

. These changes are commonly described in terms of a shift
from a free market economy to a planned econqmy.

In' the nineteenth century an automatic price mechanism
functioned with relatively little intervention or control from
organizational influences, whether governmental or private.
Each individual unit in the process of production constituted,
so to speak, only a small atom, unable to control but instead
.controlled by the general forces inherent in the price mecha-
nism. And while, particularly from 1870 on, institutional in-
terferences with the automatic functioning of the price system
were gradually developing, it is, broadly speaking, true that
these played a relatively minor role until the first World War.
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Just as wars have frequently acted as a profound stimulus
upon technological development, so also the first World War,
enormously : accelerated the development ent of Hl§51tutlonﬂ in-
terferences thh the price mechanism. An 1 mcreasmg degree
of regimentation by both public and private organization de-
veloped with startling rapidity. Instruments of control that
had gradually beer taking shape were perfected and utilized
on a wide scale. This revealed itself in monetary and fiscal
policy and also in corporate, labor, and other pnvate control
mechanisms.

In a free market economy no single unit was sufficiently
powerful to- exert any appreciable control over the price
mechanism. In a controlled economy the government, the cor-
poration, and organized groups all exercise a direct influence
over the market mechanism. Many contend that it is just this
imperfect functioning of the price system which explains the
failure to achieve reasonably full employment, in the decade
of the thirties. Some place the blame on corporate price
policies, some on trade-union pract1ces, and some on the re-
strictions imposed by government. ..

There can be no doubt that these profound changes in in-
stitutional arrangements are significant. It is not possible to
go back to the atomisti¢ order. Corporatxons, trade-unions,
and government intervention we shall continue to have.
Moclem_d_emocracy does not mean individualism, It means
a system in_which private, voluntary organization functions
under general, and mostly indirect, govemmental control.
Dictatorship means direct and specific control. We do not
have a choice between “plan and no plan.” We have a choicel
only between democratic planning and totalitarian reg1menta-
tion.



Chapter I1

INVESTMENT AND CONSUMPTION,
1920-1939

chosen to follow the common-sense classification adopted

by Kuznets in his study of National Income and Capital
Formation, 1919-1935, and have included in real consump-
tion not only the flow of personal services, nondurable con-
sumption goods (e. g., foodstuffs), and semidurable commodi-
ties (e. g., clothing) reaching consumers’ markets, but also such
durable consumers’ goods as automobiles and household
equipment. By real investment we mean the flow of produc-
tion of (a) fixed capital goods, including plant and equip-
ment, residential housing, public construction, and (b) net
increases in inventories of commodity stocks held by business
firms, whether finished, semifinished, or raw. Real consump-
tion means the annual flow of consumers’ goods and services;
real net investment means the annual flow of additions to
stocks of plant, equipment, and inventories. Together, the
annual output of consumption and investment goods consti-
tutes the real income.

The money expenditures made on consumption and invest-
ment goods in any given period are the source of the stream
of money income received by the society as a whole for the
stream of goods and services produced. The money income
equals consumption plus investment expenditures. We shall
designate the money income (or net income) by the letter Y,
consumption expenditures by C, and investment expendi-
tures by I. Thus Y =C + L. When the terms “income,” “in-

48

IT may be well to remind the reader again that we have
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vestment,” and ‘“consumption” are used alone, it is under-
stood that they refer to money income and to-the money
expenditures on consumption and on investment.

For certain purposes it is convenient to use gross. invest-
ment (I') which includes expenditures on capital replacement
(I+) plus net additions to capital (I). When gross investment
expenditures are added to consumption expenditures, we ob-
tain gross income (Y'). Thus Y'=1'4 C.

It is characteristic of the cyclical fluctuations in the money
income that its two component parts—consumption and in-
vestment—tend to rise and fall together. But this is a very
general statement. We shall want to know more specifically
about the timing and amplitude of these movements.

With respect to timing, it appears that, while investment
and consumption fluctuate together, the movements are not
entirely synchronous. Kuznets’ data show that investment
tends to lead, with consumption following. Thus,; the recovery
of 1921 begins with an increase in investment expenditures.
‘Gross investment rose by $1.8 billions from 1921 to 1922,
while consumption continued to fall (though at a diminished
rate) by $0.7 billions. In the following year both moved
strongly upward together. Again, in ‘the recovery of the
thirties, investment started up first, rising .by $o.7 billions
from 1932 to 1933, while consumption was still falling by
$1.8 billions. In the downturn of 1929 both investment and
«consumption declined simultaneously. It should be noted,
however, that investment fell sharply from 1929 to 1930, while
consumption receded by a relatively small amount. This
would indicate that also in the downswing consumption tends
to follow. ' '

The lead of investment over consumption can be traced'
(though less clearly) not merely at the turning points of the
major business cycle, but also in the minor fluctuations. Thus,
there was a minor recession from 1923 to 1924, evidenced by a
decline in investment; while consumption continued to rise,
though at a reduced rate. In the following year investment
{eaped forward, with consumption rising but little, indicating



5o FISCAL POLICY AND BUSINESS CYCLES
L d

a lag in consumption. In the next year (from 1925 to 1926)
investment continued at the high level reached, while con-
sumption (under the stimulus of the preceding year’s upsurge
of investment) moved strongly forward. Again, it appears that
consumption followed investment. Thereafter, both re-
mained high (with some decline of investment in 1928)
through 1929.

Thus, the statistical data during the last two decades tend
-to support the thesis that the active dynamic factor in the
cycle is investment, with consumption assuming a passive,
lagging role. .

The problem is further illuminated if investment and con-
sumption are broken up into various constituent elements.
With respect to investment, this involves a number of com-
ponents, which we shall presently consider. We shall first con-
sider the consumpt1on components.

Consumption is divided by Kuznets into four parts as fol-
lows: (a) durable! consumers’ commodities (automobiles,
household equipment), (b) semidurable? consumers’ com-
modities (shoes, clothing, etc.), (c) perishable?® consumers’
commodities (food, etc.), and (d) services. In general, it is pos-
sible to discern a sequence in the expenditures on these four
categories in the order mentioned. But the most pronounced
lead is that of durable consumers’ commodities over the other
three combined. Because of this definite lead it will be useful
for our purposes to concentrate upon a twofold classification
of consumption expenditures: (a) durable consumers’ com-
modities, and (b) “all other” consumers’ goods (commodities
and services).

Expenditures on durable consumers’ goods increased over
$600 millions from 1921 to 1922, while the outlay on “all
other” consumers’ goods decreased nearly $1,400 millions. In

1 “Durable commodities” indude those whose use ordinarily extends over
three years.

2 “Semidurable commodities” include those ordinarily used less than three
years, but more than six months.

8 “Perishable commodities” include those whose use ordinarily extends over
less than six months.
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1923 expenditures for both rapidly increased. In 1924 ex-
penditures for “durables” remained at the level of 1923, while
“all other” moved strongly upward. In 1925 “durables” moved
up, while “all other” remained about stationary. In 1926 “dur-
ables” held the new level, while “all other” again shot up.
Thereafter, the fluctuations around the high level reached
were relatively small through 1929. Thereafter “durables” be-'
gan a sharp decline, with “all other” responding more slug-
gishly to the general downswing. In 1933 “durables” made a
small step toward recovery, while “all other” continued to de-
cline. Thereafter, both rose until 193%. The lead of ““durables”
over “all other” can be seen in Chart 1 (Kuznets’ data).

In general (see Chart 2), the turning points in the fluctua-
tions of durable consumers’ goods expenditures synchronize
fairly closely with outlays on producers’ equipment. Durable
consumers’ commodities bear a resemblance to producers’
equipment in several important respects. They require an in-
‘vestment of funds during the interval in which they are used.
Moreover, since they have a durability which is not rigorously
fixed, it is possible to postpone the purchase of a new unit, if
necessary, beyond the normal period of use. On the other
hand, the purchase of perishable commodities * cannot readily
be postponed without great inconvenience and a serious de-
cline in consumption standards. Further, durable consumers’
goods, like producers’ equipment, are subject to obsolescence
in the event that new innovations are introduced. Finally,
since they are durable, it is possible to buy them on credit by
permitting the seller to retain title until the last installment is
paid. :

In all these respects, durable consumers’ gobds resemble
producers’ equipment, and, indeed, investment goods in gen-
eral; and, from a strictly logical standpoint, they might well
be included in the investment category.* This procedure,

¢ This, however, does not apply to luxuries, the purchase of which is also
postponable.

8 This Kuznets has, indeed, done in his Variant II classification. See pp. 84~

39 in National Income and Capital Formation, 1919-1935, National Bureau of
Economic Research, 1937.
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however, would require the calculation of an imputed “rent”
from these goods, to be included as a part of consumers’ out-
lay, just as is done with respect to housing. But such procedure
is rather artificial and is contrary to actual practice. It is there-
fore preferable, everything considered, to follow a common-
sense classification and include the durable consumers’ goods
in consumptidn, recognizing, nonetheless, that they do con-
stitute a peculiar category resembling, in many respects, in-
vestment goods. : ‘

We turn now to an examination of the various categories
of investment goods and the timing of expenditures on each
of these in the different phases of the cycle. We shall discover
that, while investment as a whole leads consumption in both
recovery and recession, this is not true of each of the com-
ponents; and, indeed, some components do not exhibit a con-
sistent behavior from one cycle to another.

Inventories play an important role, especially in the lower
turning point. Thus, if we consider producers’ goods (plant,
equipment, and inventories) as a whole, we find that this series
regularly leads consumption. But if we divide producers’ in-
vestment goods into two categories: (a) fixed capital (plant
and equipment) and (b) inventories, we discover some diver-
sity of movement from cycle to cycle. Thus, in the upswing of
the twenties there was an increase in both fixed capital out-
lays and inventory outlays from 1921 to 1g22. In the thirties’
upswing, however, the outlays on plant and equipment from
1932 to 1933 remained approximately stable. The large liqui-
dation which had been going on in inventories since 1930
reached the maximum in 1932 and declined sharply in 1933.
Thus, the $3.1 billions investment (gross) in plant and equip-
ment in 1932 was offset by $2.4 billions disinvestment in
inventories, while in 1933 the $3.0 billions fixed capital in-
vestment was offset by only $1.1 billions disinvestment in in-
ventories. Total producers’ investment, therefore, was only
$o.7 billions in 1932, but increased to $1.g billions in 1933. It
was the diminished disinvestment in inventories which ac-
counted for the increase in total producers’ investment and
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which gave the upward stimulus, as far as business expansion
was concerned, to the revival of 1933. Thus, the mere cessation
of inventory liquidation (or indeed slowing down of the rate)
may initiate the revival, provided other investment expendi—
tures streams have reached substantial stability.

Inventories regularly play an 1mportant role in helping to
initiate the ‘upturn. But inventories, as we have already seen,
do not continue to accumulate through the whole ma]or cycle
upswing. At intervals of from three to four years’ disinvest-
ment of inventories takes place, and the ensuing temporary
damping 6f the upswing constitutes the so-¢alled minor reces~
sion. During this interval investment in plant and equipment
frequently holds approximately the level reached but fails
to advance further. After this temporary “pause,” inventory
stocks again rise, and investment in plant and equipment
moves on to still higher levels. These interrelations may be
seen in detail in Chart 3- :

We have already noted that investment in producers’ fixed
capltal contributed to the upswing in the 1921-22 turning
point, but scarcely maintained itself in 19 32-33. We must now
consider the constituent parts of producers’ investment goods
(1) equipment and (2) plant.

From 1921 to 1922 outlays on equipment decreased from
$3,926 millions to $3,848 millions. From 1932 to 1933, how-
ever, there was a slight increase from $2,019 millions to $2,051
millions. Thus, equipment expenditures contributed to the
revival in the 1932-33 turning point, but not in 1921-22. The
changes are small and Terborgh’s data are somewhat at vari-
ance with those of Kuznets. On balance, investment in equip-
ment appears to play no 51gn1ﬁcant role in the turning pomts

Outlays on producers’ plant in all forms of enterprise as a
whole contributed $597 millions to revival in the 1921-22
turning point, but declined $161 millions from 1932 to 1933.
With respect to the various fields,® investment in manufactur-
mg and mmmg plant moved sideways (declined very shtrhtly)
in both turning points. Railroad plant outlays declined in

® See Terborgh's data, Federal Reserve Bulletin, September, 1939.
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both, while for other public utilities combined investment in
plant contributed $173 millions to revival in the ‘1921-22
turning point, but declined by $166 millions from 1932 to
1933. Commercial and miscellaneous plant outlays contrib-
uted $45 millions to revival in 192122, but declined by $133
millions from 1932 to 1933. Investment in agricultural plant
aided revival (about $30 millions) in both turning points.

Investment in housing (Chart 4) played by far the most con-
spicuous role in the upturn from 1921 to 1922, the increase
being $1.3 billions over the 1921 level. Outlays on housing
rose year by year, until a peak was reached in 1925 at $5.2 bil-
lions. Receding slowly from this high point, the volume of
capital expenditures on housing continued annually above
the $4.0 billion level through 1928. The drastic decline from
1928 to 1929 of $1.2 billions undoubtedly exerted a heavy
downward pressure upon the whole economy and contributed
largely to the general collapse which started in 1929.

But, while investment in housing led the recovery in 1921-
22, it lagged far behind in 1932-33. This behavior accords
with a long experience already discussed with respect to the
cyclical behavior of residential building. In view of the fa-
miliar eighteen-year construction cycle, every other major re-

-

covery is usually led and reinforced by housing construction, '

while the intervening major recovery is compelled to move
forward under the handicap of a slump in residential build-
ing. A similar analysis applies to the construction of producers’
plant, the second main constituent (the third being public
construction) in the building cycle. As will be seen in Chart s,
outlays on producers’ plant led (though far less vigorously
than housing) in the 1921-22 turning point and strongly sup-
ported the recovery clear up through 1929. Plant investment,
however, lagged behind and continued depressed throughout
the recovery of the thirties in a manner closely corresponding
to the behavior of housing.

Chart 6 discloses the role of construction as a whole (includ-
ing producers’ plant, residential construction, and public con-
struction) in the two major cycles 1921 to 1938 relative to that
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played by investment in producers’ equipment. It will be seen
that construction led in 1921-22 and lagged in 1932-33.
Equipment outlays recovered in 1937 to a point higher than
any of the years 1923 to 1928, and only slightly below that of
1929. Substantially, it is correct to say that equipment made
its full contribution to recovery in the thirties, while construc-
tion failed. It is reasonable to suppose that the eighteen-year
building cycle accounts in considerable measure for the differ-
ential behavior of construction in the twenties compared with
the thirties. In addition, the decline in the rate of population
growth was an important contributing factor. The increment
of growth in urban populatlon was about two million per
annum in the twentfes, while it was well below one million in
the last half of the thirties.

We are now prepared to make a general survey of the rela-
tive cyclical movements of the various components of invest-
ment and consumption, which together determine the flow
of income. First, it must be noted that construction may or
may not lead the way to revival. It may promote recovery, as
in the twenties, or act as a drag upon full recovery, as in the
thirties. Secondly, outlays on equipment synchronize, quite
closely with the fluctuations in national income. Thirdly, in-
ventory investment plays consistently an important role in the
initiation of revival. Unlike investment in plant and equip-
ment, however, invéntory investment does not progressively
sustain the recovery during an entire major upswing. On the
contrary, the upswing is checked, at intervals of three to four
years, by disinvestment in inventories, or a decline in the rate
of accumulation. It is this ebb and flow of inventories which
apparently dominates the so-called minor cycle. Fourthly, with
respect to consumption components, durable consumers’ goods
alone appear to play an active role in the cycle. Next to in-
ventories—construction is here disregarded, since it does not
play a consistent role in all cycles—consumers durables, espe-
dially automobiles, are of major importance in initiating re-
vival. Depreciation and obsolescence doubtless are important
factors in the behavior of outlays on durable consumers’ goods.
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Moreover, the progressive retirement of consumers’ install-
ment debt releases a stream of purchasing power which now
becomes available for expenditure on new automobiles, ra-
dios, electrical appliances, and other household equipment.

Thus, in the absence of the construction stimulus, which
frequently, but not always, plays an important initiating role,
inventories and consumeérs’ durables initiate the revival. The
upward movement is heavily reinforced by outlays on equip-
ment and (to a greater or less degree, according to the position
of the building cycle) construction. These expenditures com-
bined generate new income, and rising incomes in turn induce
an increase in consumption expenditures. Such, in broad out-
lines, is the sequence. :

Expenditures on investment goods and on durable con-
sumers’ goods lead, and all other consumption expendi-
tures follow. The former is active, the latter passive. Neverthe-
Iess, the relationship is more complex than is indicated in this
statement. There is continuous interaction between invest-
ment and consumption. This interaction is known as the

“cumulatiye process, A rise in investment induces an increase
in consumption, and this in turn tends to induce an increase
in investment. Thus, once an initiating impulse has started
the income stream in an upward or downward direction, the
movement tends to continue for a time, until the cumulative
process has spent itself.

While much investment is spontaneous, a considerable part
is induced by the increased draft on plant and equipment inci-

ent to a rise in income. And while the increase in consump-
tion (especially the nondurable part) from the bottom of a
depression follows the lead of investment and is for the most
part\i duced, common experience makes it clear that some
increases in consumption are doubtless spontaneous, or, in
other words, not caused by an increase in income. Thus, new
types of products, even in perishable commodities, and new
types of services may cause some increase in consumption,
even though there has been no prior increase in income. But
this is relatively unimportant. For the most part, spontafieous
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expenditures—expenditures not caused by a prior rise in in-
come—are likely to be made on investment goods or upon'
durable consumers’ goods, but not upon other forms of con-
sumption. ' '

It does not follow, however, that all investment is spon-
taneous. Much of it is, in fact, induced. It is, however, quite
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impossible to determine statistically what part is spontaneous
and what part is induced. : ,

Chart 7 compares the absolute increments of fluctuations
from the 1921 level of (1) investment and (2) consumption for
the period 1921 to 1931. The lag of consumption behind in-
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vestment we have already referred to above.” The chart indi-
cates that a continuous flow of investment progressively in-
duces an advancmg volume of consumption, until the upper
turning point is reached. The more technical aspects of the
interconnection between investment and consumption are
treated in Chapter XII, dealing with the “leverage” of spon-
taneous investment, induced consumption (multlpher prin-
ciple), and induced investment (principle of acceleration).
Percentage—wise investment fluctuates very much more than
consumption. But since mvestmer;t is a very much smaller
part of the total income, the rise and fall in absolute terms is
less. From the bottom of the depression in 1921 to 1929 gross
investment expenditures rose by $8.8 billions, while consump-
tion expenditures (including durables) rose $18.7 billions.
The ratio of increase in investment to increase in consump-
tion was as 1.0 to 2.2. From the 1929 peak to 1932 investment
expenditures fell by $17.2 billions, while consumption fell by
$29.3 billions, the ratio being 1.0 to 1.7. From 1932 to 1937
investment rose by $14.4 billions, while consumption rose by
$18.4 billions—a ratio of 1.0 to 1.3.
The extraordinary increase in investment relative to the in-
crease in consumption from 1932 to 1987 was, however, in
large part due to the extreme fluctuation in inventory hold-
-ings. Inventories had been heavily deflated by 1932 and had
accumulated to high levels by 193%. More significance attaches,
probably, to the absolute increments or decrements of invest-
ment in fixed capital relative to absolute changes in con-
sumption. Gross investment in producers’ equipment, plant,
housing, and public construction combined increased by $7.4
billions ($7.3 according to Terborgh) from 1921 to 1929, and
by $8.8 billions ($7.0 according to Terborgh) from 1932 to
1987. Thus, we may conclude that the ratio of the increase in
' fixed investment to consumption was approximately the same
in the two upswing periods. The increase in producers’ plant
and equipment from 1921 to 1929 was $5.4 billions according

7 This lag would be all the more pronounced, as we have seen, if we had
excluded “durables” from consumption and induded them with investment.
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to Kuznets, and $4.9 according to Terborgh. For 1932 to 1937
the figures are $6.3 billions (Kuznets) and $4.8 billions (Ter-
borgh). Thus, again, the ratio of increase in producers’ capital
outlays to increases in.consumption was approximately the
same in the twenties and in the thirties. When all forms of
investment are included, however, it is clear that the increase
in consumption was relatively smaller in relation to increases
in investment from 1932 to 1937 than had been the case from
1921 to 1929.° .

8 Throughout this chapter, including the charts, the data used are Kuznets’,
unless otherwise stated. - .



Chapter 111

MONETARY POLICY IN THE
_DEPRESSION

NCREASING use of the term “Public Policy” indicates a

- change in the role of government in modern economic
life. It is, of course, nothing new that a governmental pol-

icy is more and more coming to the fore. The tradition of
laissez faire—never, in fact, fully applied—so dominant in the
first half of the nineteenth century increasingly gave way to an
ever-expanding measure of governmental control and inter-
vention. But governmental control in the last half of the nine-
teenth century, and indeed up to the first World War, assumed
almost exclusively the form of (a) regulation of the competi-
tive process under which it was sought to check monopoly
tendencies and to maintain, to the utmost possible degree, pro-
tection, on the one side, to consumers and, on the other side, -
to free and independent producers from organizational inter-
ferences with the functioning of the price system; (b) protec-
tion to labor in the form of minimum standards of work, in-
cluding regulations with respect to hours, working conditions,
and to a much lesser extent wages; (c) general efforts at social
betterment, including protection to the public health, provi-
sion for recreation principally through parks and playgrounds,
and a broad extension of public education; and (d) minimum
provision for relief of poverty and old age. The latter, to be
sure, just before the first World War was rapidly being ex-
tended in England through the development of old-age, un-
employment, and health insurance, and it had for several

decades past become an accepted part of social policy in vari-
66
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ous continental countries, notably Germany, Denmark, Bel-
gium, and Holland. Only in the United States was this ex-
pansion of public welfare activities of the state postponed and
delayed until the exigencies of the Great Depression forced
upon a reluctant public the necessity of these measures.

With respect to the business cycle, not until the postwar
period was there any serious thought of governmental inter-
vention and control. Indeed, not until the publication of
Wesley Mitchell’s Business Cycles in 1913 was there any gen-
erzﬂﬁzreness of the business cycle problem as such. Busx—
nessmen, of course, had experienced crises and depressions,
some of them, as in the seventies and nineties, long and deep.
But these were always regarded as disasters, something quite
pathological—interruptions to a normal state of business
prosperity. Some indeed, like Veblen, impressed by the
chronic depressed conditions of the last quarter of the nine-
teenth century, had come to regard depressmns as the normal
condition of the modern economy. But this view was an ex-
ception to the rule. That the cycle of prosperity and depres-
sion was something which normally could be expected to re-
cur with more or less regularity, each phase containing within
itself the seeds of the succeeding phase of the cycle, was no-
where generally accepted by the publlc, nor even for the most
part by economists, until the advent of Mitchell’s great book.
Rarely, indeed, has the central thesis of any book become so
much an accepted part of the thinking of an entire society.
Henceforth, neither prosperity nor depression was regarded
as normal in the modern economy, but instead the cyclical
progression from one phase to another was accepted in a quasi-
fatalistic manner as a characteristic feature of the functlomng
of the modern economy. :

Monetary Control Inadequate

Attention was at once centered, however, upon the possi-
bility of minimizing the fluctuations of the cycle. A number of
more or less accidental developments directed this type of
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thinking, notably in the United States, toward monetary con-
trol as the means to that end. In the first place, the United
States had just before the war instituted for the first time in its
history a centralized control over the money and credit supply
through the establishment of the Federal Reserve System. In
the second place, traditional economic thinking in the Anglo-
Saxon world, both England and America, had laid large,
though not exclusive, emphasis upon money and credit as a
fundamental cause, or at least a controlling factor, in the busi-
ness cycle. Already in England as far back as the eighteen-

i forties it had been thought that a reform in the Banking Act
would eliminate the disrupting crises which periodically shook
the financial and industrial structure. Disillusionment, to be
sure, quickly followed this experiment and the problem was
superseded by others which proved more pressing during the
remainder of the century.

English economic literature, with notable exceptions, such
as the writings of D. H. Robertson, had mainly stressed mone-
tary aspects of the cycle. Not-until the postwar period was the
Anglo-Saxon world impressed with the penetrating analysis
running in terms of investment and saving, which had long
been current on the Continent, starting with the great work of
Tougan-Baranousky and Spiethoff.

The Continental writers who had found the deeper causes
of cyclical development in the factors underlying economic
progress—technical innovations, the discovery of new re-
sources, the opening up of new territory, and the growth of
population—had tended to minimize the role of msmutlonal
factors, including money and credit. The investment theories
of the cycle had an essential kinship with the doctrine of natu-
ral law in economic life and economic development. Institu-

| tions were regarded as results and not causes of the process of
economic change, rooted essentially in the progress of tech-
nology. If the violence of the cycle were to be toned down,
this it was thought would, if it ever came, be the result of a
damping down of the extensive expansion of the economy in
terms of growth of population and the occupation of new ter-



MONETARY POLICY IN THE DEPRESSION 69

ritory. Thus, Spiethoff believed that the violence of the cycle
was a function of the highly dynamic nineteenth century, with
its rapid rate of extensive expansion and of economic prog-
ress. The cycle was regarded as a manifestation of the extraor-
dinarily rapid growth and transition from a rural economy tol
an urban, industrialized economy and of the expansion of
‘modern industry into all parts of the globe. Once the process
of industrialization and territorial expansion was completed,
it was thought that the powerful ground swells throwing up
the periodic tidal waves of economic activity would increas-
ingly come to rest and the fluctuations of economic life would
approach greater and greater stability.

Robertson’s views especially bear, in many respects, a re-
semblance to those of Spiethoff. But, in general, considera-
tions such as these were not incorporated in Anglo-Saxon
thinking. In the Englishspeaking world the monetary and
financial institutions were stressed, and from this point of view
it was not unnatural that the fluctuations of the cycle should
be regarded by many as easily amenable to control.

Preoccupation with fluctuations in prices and the mone-
tary causes of these fluctuations contributed to this approach
to the problem. The work of Irving Fisher and Kemmerer on
the quantity theory of money and prices and the attempt at
statistical verification of this theory had attracted widespread
interest and attention. Moreover, the war upheaval and’ the
price disturbances to which it gave rise concentrated atten-
tion upon the problem of price stabilization. The fluctuation
of prices and the business cycle became almost synonymous.
The establishment of the Federal Reserve System, the unique
position occupied by the United States with respect to the
world’s gold supply, and the postwar uncertainties with re-
spect to price movements inevitably pointed to monetary sta-
bility as the problem par excellence of the postwar period.

The relative success of price stabilization in the decade of:
the twenties, in view of the importance attached to this prob-
lem, diverted attention away from the more deeply signifi-
cant developments of the decade—the developments in the
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field of real investment. Because of this diversion of interest
and attention and the importance attached to monetary and
price factors, the coming of the Great Depression was not
only not anticipated but appeared to be quite inexplicable. In-
deed, from the monetary and price standpoint, no satisfactory
explanauon of the depression was possible, and as the depres-
sion deepened the more ardent adherents of the monetary
school persisted in the view that the mere multiplication of
currency by the central banks would have prevented the de-
pression,.and that even then all that was required to restore
full economic activity was vigorous monetary expansion and
price reflation. That the prosperity of the twenties was, at
bottom, an investment boom, and that the depression was in-
tevitable once the investment outlets of the postwar period
"had temporarily become saturated, was in general not recog-
nized by monetary theorists,! though many businessmen close
to the facts saw quite clearly the real nature of both the boom
and the depression.

The monetary theory of the cycle held that the road to sta-
bility lay mainly through price stabilization. If a price-inflated
boom could be prevented, the succeeding depression, it was
believed, could be averted. When the boom manifested no
price inflation, as in.the twenties, other monetary and finan-
cial factors, such as the rise of debt, were introduced to ex-
plain the initiation of the deflationary process which, it was
believed, could alone be stopped by monetary measures. And
when monetary action was at long last undertaken, it was al-
ways charged that either it had been undertaken too late or
that it had not been pursued with sufficient vigor.

It is, moreover, of interest to note that the monetary ap-
proach, so popular in the twenties, invaded even the camp of
the investment cycle theorists, or, at any rate, one section of
this school—the Viennese group led by Mises and Hayek.

] Granied that the expansion of investment was the underlying

1 My own book, Busmess-CycIe Theory, published in 1927, emphasized non-
monetary aspects of the cycle, and stressed the rate of investment, especially
in Chapten IV and vxu
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basis of the prosperity phase, it was argued that if the invest-
ment boom were held in check by monetary methods and were
restrained within the limits of such investment as could be
financed from the flow of voluntary saving, the subsequent
collapse could be averted. Others, agreeing that the important
thing was to slow down the spurt of investment, argued that
if you lop off the top of the investment bulge, the investment
thus abstracted from the boom would subsequently fill up,
in part, the succeeding depression gulch. Thus, stabilization
meant a leveling out of investment activity. It was not ex-
‘pected that the high activity of a boom period could for long
be maintained, but rather that stabilization would involve
an averaging process, leaving the level of activity somewhere
between the peak of the boom and the bottom of the de-
pression. It was suggested that this leveling process could be
accomplished by monetary action which would knock an ex-
cessive investment boom in the head. Thus,luntil the Great De-
pression, attention was peculiarly centered on the boom phase
as the period which required restrictive action.) The central
basis of stabilization policy rested upon the firin belief that
the boom was the progenitor of the depression and, if it
could be controlled, stability would result. It would not do to
wait until depression was already upon: us to introduce con-
trol measures. The time for action was in the preceding phase
of the cycle. Once the boom had been allowed to run its.
course, depression was regarded as inevitable and it, in turn,
would perforce have to be permitted to run its course. Pre-
ventive, not remedial, measures were required.

The events of the Great Depression have profoundly shaken
the foundations of this type of analysis. Question is raised
whether the monetary weapons designed to check an excessive
boom do not inevitably, once they are applied with sufficient
vigor to become effective, start a cumulative downward spiral.
Lopping off the boom will not automatically fill up the de-
pression gulleys. The monetary weapons can, indeed, be ap-
plied effectively to check an expansion. But if the factors
making for expansion of investment are vigorous, the mone-
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tary brhkes have to be applied with great rigor in order to
choke off the highly alluring speculative ventures which are
dr1v1ng the economy on toward the boom. If the discount
rate is to be raised sufficiently high to choke off the new de-
velopments which are the driving force of the investment
boom, the more stable segments of the economy will be choked
off by a degree of contraction quite incompatible with the aim
to level off and stabilize.

Elsewhere, the view gained ground that there was nothing
inherently wrong about the boom itself; indeed, the boom
was regarded as highly desirable per se, not only because it
offered full employment and a high level of income but also
because it equipped society with new productive forces. The
aim of public policy should be, it was now argued, not to choke
off the boom but to-maintain it at its high level. Obviously,
to do so would require, as the continued investment in more
and more capital facilities progressively brought nearer the
prospective fall in the marginal efficiency of capital, either a
lifting of consumption expenditures to fill the gap of the re-
ceding investment expenditures or else the expansion of in-
vestment expenditures through governmental measures or
by a public investment program.

The feasibility of such action would obviously depend in
large measure, upon the magnitude of the gap to be filled. If
the propensity to consume is high, the gap to be filled by
investment expendltures to secure full employment and to
maintain activity at a full-income level would be relatively
small. Attention was accordingly shifted away from leveling
down the top to leveling up at the bottom of industrial fluc:
tuations. The problem became essentially not one of cracking
the boom but of fitting a fairly high bottom to the depression.
What was to be feared was not the boom, but the terrific shock
of a drastic fall in income and employment from which the
economic organization could only with the greatest difficulty

_Tecover.
. All through the decade of the twenties economic policy was
directed at the dangers of an excessive boom characterized
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mainly in terms of price and credit inflation. Preventive meas-
ures of a2 monetary character were deemed adequate. Thus,
countries all over the world were caught unprepared to deal
with the problem of checking the cumulative fall of invest-
ment and income once the decline set in. Had great industrial
nations in the twenties concerned themselves not so much
with the alleged dangers of a boom, but rather with instru-
ments of control designed to check the depression at a rela-
tively high income and employment level, the history of the
decade of the thirties in terms of both economics and world
i politics might have been very different. The decade of the
. thirties has taught us the lesson that we cannot afford at what-
“ever cost to permit the national income and the volume of
.employment to fall below a tolerable level.

With respect to this central conclusion there can probably
be little difference of opinion. Opinion will diverge as to what
the tolerable level is, below which at all costs the economy
must not be permitted to fall. Some will wish to set the goal
high and will wish to achieve continuously an approach
toward full employment. Others will wish to minimize the
role of government policy to the more modest aim, not of
achieving continuously full employment, but of preventing
the economy from falling below the assigned level.

The less ambitious goal has much to recommend it. In the
first place, it fixes a limit to the role of govemmental policy.
In view of the magnitude of the problem involved, it is clearly
a more manageable and realizable goal. It interferes less with
established institutional arrangements and leaves to the func-
tioning of free enterpfise itself the problem of fuller employ-
ment beyond the minimum level. In a manner, it thus divides
the field between governmental activity and the activity of pri-
vate enterpnse It becomes the function of government to
establrsh 2 minimum below which the health, continuity, and
workability of the economic system is endangered, and indeed
the workability of government itself and particularly of in-
ternational political relations. If a reasonable bottom had
been put to the Great Depression throughout the world, either
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by the action of each of the more important industrial coun-
tries separately, or by international co-operation, there might
very probably have developed no successful Hitler movement
and no new outbreak of warfare.

We are familiar in the history of social reform with the con-
cept of the minimum. Governmental policy has, in large part,
in this area been directed not at regularizing the whole of
economic life, but merely at establishing minimum standards
below which the automatic functioning of the price sys-
tem and the system of free enterprise is not permitted on
|grounds of social policy to fall. This is the theory of the mini-
mum wage, of maximum hours, and of minimum require-
ments with respect to working standards. This is the theory
back of the minimum standards set by government for educa-
tion, health, and sanitation regulations.

It is at this point that depression policy emerges in a new
role as an important element in a positive governmental pro-
gram. But an economic minimum cannot be insured by reli-
ance exclusively upon monetary policy.

Federal Reserve Policy

In the decade of the twenties the Federal Reserve System
experimented with various tools of monetary control.? An
unwarranted optimism prevailed with respect to the efficacy
of monetary action to stabilize prosperity. Emphasis on the
forty-month cycle had the unfortunate effect of slurring over
the essential difference between inventory recessions and ma-
jor depressions caused by the sharp curtailment of fixed capi-
tal investment. Thus, the mild depressions of 1924 and 1927
were not clearly recognized as minor ebbs in a great tidal wave
of investment activity. Relatively minor open-market opera-
tions in both these periods were given more credit than was
warranted for the resumption of recovery to still higher levels.
" 2See C. O. Hardy, Credit Policies of the Federal Reserve System, Brookings
Institution, 1932; S. E. Harris, Twenty Years of Federal Reserve Policy, Har-

vard University Press, 1933; Arthur Hersey, “Historical Revicw of Objectives of
Federal Reserve Policy,” Federal Reserve Bulletin, April, 1940.
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The apparent success of these measures distracted attention:

away from the deeper causes of the sustained prosperity of the.:

twenties—the powerful upsurge of investment activity in-
building and in a half-dozen growing industries especially re-
lated to the automobile and electrical industries. Like Ros-.
tand’s Chantecler (with his faith in the causal connection be-
tween his morning crowing and the rising sun), monetary
enthusiasts watched with satisfaction the apparently favorable
results ‘of monetary policy. But most economists, while not
overlooking the usefulness of open-market operations, re-
mained skeptical of far-reaching business-cycle consequences,
and some stressed the deeper factors of technical progress and
investment opportunities. Central bankers themselves, while
studying the new monetary experiments, were not too sure
what results might with confidence be expected. On the whole,
however, hopes ran high that a large measure of stablhty could
be achieved by purely monetary devices.

The Reserve System had been established on the commer-

banking theory. The member banks ideally were to ex-
tend credit only on the basis of self-liquidating loans. They
were to “monetize” the credit of producing and marketing
units. Bank loans were to finance goods during the process of .
production or marketing. And when the process was com-
pleted, the sale of the goods would supply the funds to repay
the loans. Thus, the process of productlon would be facili-
tated by bink credit accommodation/But investment in plant
and equipment ought to be financtd, it was believed, from
savings and not by the banking system. Unlike the neutral
money proposal of Hayek, the commercial credit theory held
that bank credit might legitimately finance the current pro-
duction and mlght expand as such production expanded. The
“neutral money” theory, however, held that bank credit ought

not to be permitted to finance inventories any more than ﬁxed
capital. Both theories, however, agreed that fixed capital i in-
vestment should be financed from savings and not from bank '
credit.

In practice, however, the member banks were not able to
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live up to the rigid standards imposed by the commercial
banking theory. Commercial loans of the self-liquidating type
were not available in sufficient quantity. Hence, banks turned
increasingly to other assets. Thus, the investments of member
banks increased from about six billions of dollars in 1920 to
about ten billions in 1929. The exigencies of war finance
more or less forced this development not long after the Re-
serve System was established. Loans on government securities
and bank purchases of governments and industrials thus be--
came established practices. After the war was over, the policy
of the Board was at first directed toward achieving a return
to purely commercial banking practice. But this policy failed,
simply because it did not square with the facts. Business was
" increasingly so organized that bank loans were less necessary.
Banks were forced to employ an increasing part of these funds
in long-term investments or in loans based on securities. §Vhile
the Federal Reserve Banks were forbidden by law to redis
count investment paper, the law did not prohibit member
banks from acquiring security loans and investments. Thus,
regardless of what mlght be regarded as desirable practice, the
Board recognized that it had no power to hold the banks to
self-liquidating loans.)
In the famous 1923 Report of the Board, it was argued that
open-market operations of the System should be managed with
‘an eye to the general credit situation. Concern was felt not
only for the quantity of credit, but also for the uses to which
it was put. Especially, it was felt that “speculative” uses should
not be encouraged [Speculative activities were broadly con-
l ceived to include not merely stock market operations, but also
excessive accumulation of inventories and abnormal spurts
in capital expenditures, foreign exports, and consumer in-
stallment credit.JThe wave of speculative activity in the stock
market in the date twenties became the occasion of grave
concern. Brokers’ loans reached extravagant proportions. The
Board wished to direct adequate funds toward production
and to check speculation. But it had no effective power to deal
with the situation. The ease of capital flotations undoubtedly
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carried the investment boom farther than was economically
justified. Errors of optimism played 4 role in pushing invest-
ment to a higher degree of saturation than would otherwise
have occurred. This much may bt granted to those who stress
the importance of monetary policy. But, on the other side, it
should be underscored that had banking policy successfully
stopped investment plans short of the errors engendered by
the monetary situation, a true investment saturation would
nevertheless have been reached, leading to a deep depression.

The failure to check the speculative movement revealed the
essential weakness of monetary policy, even as a device to
check the boom. It was not possible, by means of Central Bank
control over credit, to ensure adequate funds for productive.
uses and to choke off funds for speculative uses. The general-
ized controls were not adequate. Tightening the money mar-
ket only meant that the stable run of industries were checked,
while the speculative parts of the economy forged ahead, lured
by prospects of profits far in excess of the cost of money. Thus,
the conviction grew that more direct methods—such as the
control of margin requirements on collateral loans—were
necessary if the speculative sector were to be brought under
control.

With the coming of the Great Depression, attention was
necessarily directed toward the problem of checking the de-
flation and promoting recovery. Toward this end, discount
rates were reduced. But this availed but little, since, under the
process of liquidation and debt cancellation, banks strove to
reduce their borrowings at the Reserve Barnks. Federal Reserve
credit declined from around $1.5 billion in 1928-29 to around
$1.0 billion in 1930-31. This contraction occurred despite
the fact that the sharp reduction in rediscounted paper was
in considerable measure offset by open-market operations in
early 1930. This purchase of United States securities helped
(a) to cushion the stock market crash, (b) to supply the increas-
ing demand for currency and gold, and (c) to enable'the banks
to reduce their indebtedness to the Reserve Banks without
effecting too drastic a decline in member bank reserves.
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” With the British abandonment of the gold standard in
1931, member bank borrowing at the Reserve Banks sharply
increased. Moreover, after the Glass-Steagall Act of February,
1932 had freed the gold (in excess of the minimum 40 per
cent requirement) formerly held to secure the Federal Reserve
notes, the System was able to extend greatly its open-market
operations. Over a billion dollars of government securities
were purchased in 1932. Thus, the total Federal Reserve credit
was increased from less than one billion dollars to about $2.2
billions, thereby creating for the first time a large volume of
excess member bank reserves. This action helped the banks
to weather for some time the successive liquidation crises.
Eventually, however, the terrific decline in security and real-
estate values, the increasing volume of frozen loans, together.
with the continued withdrawals of deposits, forced the tem-
porary closing of all the banksand the liquidation or reorgani-
zation of the weaker members.

By the end of 1933 the banks had repaid most of their bor-
rowings at the Reserve Banks. Federal Reserve holdings of
government securities were now increased to nearly $2.5 bil-
lions and these constituted from now on almost the whole of

,the earning assets of the Reserve Banks. In consequence of
these open-market purchases, member bank excess reserves
increased to nearly one billion dollars. Beginning with 1934
the excess reserves were progressively augmented by gold im-
ports, until at the beginning of 1936 they amounted to about
three billion dollars. The combined program of gold steriliza-
tion and raising the reserve requirements cut the excess back
to well under a billion in midyear 1937. The reversal of this
program, in the form of approximately a one-eighth reduction
in the reserve requirements, and especially in the release of

-the sterilized gold, together with additional gold imports, shot
excess reserves back to three billions by the midyear 1938. The
accelerated gold inflow after the Munich crisis raised excess
reserves to'six billions by the middle of 1940.

This unprecedented development was mainly the result
of gold imports into the United States. While deliberate Cen-
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tral Bank action would doubtless never have pushed an easy
money policy to such extremes as we have recently experi-
enced, the outcome, more or less accidental, has given us a
striking laboratory experiment. We have been privileged to
observe what contribution can be made by the utmost limit
of Central Bank action toward economic recovery.

Cheap Money

The result is very illuminating. The rate of interest on
Treasury bills has fallen close to zero from the level of 414 to
5 per cent in 1929. Short-term commercial paper and trade
acceptance rates would have followed a similar course had
not the banks, by collective agreement, fixed the rate at 1 per-
cent. The yield on Treasury notes fell from around 3 per cent
in 1933 to one half of 1 per cent in 1939. Commercial loan
rates of city banks fell from 414 to 5 per cent in 1932 to 214
per cent in 1938. United States Government long-term rates
fell from 4 per cent in 1929 to 214 per cent in 1939 and just
over 2 per cent in 1940. High-grade corporate bond rates fell
from 43/ per cent in 1929 to g per cent in 1939.

A characteristic of what may be regarded as a normal, cycli-
cal interest-rate pattern is the narrowing of the spread be-
tween short-term and long-term yields as recovery develops.
In an intense boom the short-term rate may even rise above
the long-term rate, while in deep depressions the short-term
rate is normally far below the long-term rate, and, indeed, in
extraordinary depressions approaches the zero limit. Thus,
the intensity of a boom can be measured, in a degree, by the
relation of the short-term rate to the long-term rate, and simi-
larly the intensity of a depression.

But this pattern is by no means fixed, since humerous fac-
tors operate to modify and distort it. Under certain conditions
it is not impossible that a fairly high level of prosperity may
be reached with short-term rates rising scarcely at all. This,
indeed, was the case in 1937 and again in 1939—40 There was
no strong, surging investment boom adequate to absorb all
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of the funds available in the long-term capital market. Thus,
borrowers were not compelled to go to the banks for funds on
a scale adequate to mop up all, or even any appreciable frac-
tion, of the surplus funds available in the banking system.
This condition was caused: (1) partly by the meagerness of
private investment outlets, particularly in residential housing
and in public utility and manufacturing plants; and (2) partly
by the abnormally large banking resources created: (a) by the
vast inflow of gold, and (b) by the new money created by the
issue of silver certificates.

The extraordinary willingness to hold cash in recent years
—a function partly-of the greatly increased supply of money,
partly of increased risk and uncertainty throughout the world,
and partly of inadequate investment outlets—has affected
profoundly the short-term rate and the rate on gilt-edged se-
curities.

The areas in the interest-rate structure that can be reached
by Central Bank policy are the short-term rates and the gilt-
edged, long-term rates. But they are not the only areas, very
probably not even the most important ones. Low interest-
rates in these areas do indeed “spill over,” in a measure, into
other areas, but not very effectively. The interest-rate struc-
ture is not as fluid and flexible, nor are the various parts in as
sensitive interconnection as has frequently been supposed, or
-as one-might wish for. The flooding of the banking system with
excess reserves can bring the rates down in the areas enumer-
ated above, but it has little effect on real-estate mortgage rates,
the more speculative securities, or on commercial or personal
loans in the smaller cities and rural communities. Six and
even 8 per cent remains the traditional rate for small borrow-
ers outside of the larger cities. “In 1938 about one-fifth of all
member banks received on the average more than 4 per cent
on their loans, and the proportion must be larger for non-
member banks.” *

8 Woodlief Thomas: “The Banks and Idle Money,” Federal Reserve Bulletin,
March, 1940, p. 197. See also E. A. Goldenweiser, “Cheap Money and the Fed-
eral Reserve System,” Federal Reserve Bulletin, May, 1940.



MONETARY POLICY IN THE DEPRESSION 81

Thus, for the extremely important area of residential build-
ing, for the general run of intermediate and small-scale enter-
prise, for the more risky ventures, and for small cities and com-
munities, cheap money in the banking system offers no ade-
quate remedy. For these areas fantastically high excess reserves
and a high degree of bank liquidity are apparently of little
avail.

The inadequacy of Central Bank action in these important
areas forced the development of other types of institutions
designed to cope directly with the problem. To this end,
scores of governmental corporations have been organized.
These include the various lending agencies now grouped
under the Federal Loan Agency. The R.F. C., from February.
2, 1932, to December 31, 1939, poured altogether $4,075,000,-
000 into the banking system, including loans to open and
closed banks to meet depositors’ claims and purchase of pre-
ferred stock to bolster up weakened bank capital structures.
To railroads with weakened credit it has made loans aggre-
gating $1,372,000,000. In addition, $2,443,000,000 was ad-
vanced for the benefit of agriculture, including loans on
cotton, corn, tobacco, and other commodities, loans to agri-
cultural and livestock credit corporations, and other aids to
agriculture. Loans to business enterprises amounted to $519,-
000,000, and $1,032,000,000 was advanced to self-liquidating
public projects.t Altogether, $10,62%,000,000 has been loaned
or invested by action of the Directors of the Corporation and,
in addition, §2,921,000,000 by direction of Congress in allo-
cations and loans to various governmental agencies and for
relief. The Federal Farm Mortgage Corporation and the Fed-
eral Land Banks have refinanced about two billion dollars of
farm mortgages. This action had the combined effect of low-
ering the debt charges to overburdened borrowers and of pro-
tecting the lenders—banks, insurance companies, and other .
mvestors—who were caught with sour mortgages on their
hands. In a similar manner, the Home Owners’ Loan Corpora-

¢ See article by Emil Schram, Chairman of the Board, Reconstruction Finance
Corporation, in Britannica, 1940 Yearbook. p. 574.
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tion refinanced abouﬁ three billion dollars of frozen urban
mortgages. All these,salvaging operations were important in
order to start againya, flow of expenditures on current pro-
duction, whether o consumpuon or investment goods.

In addition, certain lending agencies, such as the Rural
Electrification Administration, made funds available directly
for new investment. Further, the Federal Housing Adminis-
tration, by guaranteeing loans on residential construction,
encouraged banks, insurance and other financial companies
to enter a field-where, without a guarantee, they would not
venture without demanding rates so high as to preclude will-
ingness to borrow.

These lending agencies supplement in an important man-
ner the Central Bank devices, effective only in restricted areas,
to reduce the rate of interest. Both of these mechanisms—
Central Banks and government lending agencies—aim to
stimulate investment and consumption expendltures by mak-
ing the terms of borrowing favorable. Some of the agencies
offer government funds d1rectly to the borrower. Others, like
the F.H.A., tempt private funds into the field at rates that
can be borne by the borrowers through guaranteed financing
on the principle of insurance. Thus, we have witnessed in
the thirties a very broad supplementation of Central Bank
policy designed to supply funds at low cost to the borrower.

But the decade of the thirties offers abundant evidence
that cheap money alone is not adequate. Cheap money will
not tempt borrowers if there are not available reasonably
satisfactory outlets for profitable investment. Cheap money
can encourage investment if conditions are favorable. But it
will not of itself produce an adequate volume of investment
and consumption. This is the lesson which we have learned,
'or which has at least been heavily reinforced, from the ex-
perience of the thirties.



Chapter w
FISCAL POLICY IN THE RECOVERY

ECOVERY from the deep depression of 1932-33 pro-
R ceeded by fits and starts, but on the whole at a fairly

satisfactory rate, until 1937. The speed of the recovery,
up to this point, was clearly one of the most rapid in our his-
tory, and probably about as rapid as the economic organism
could digest. The recovery was, moreover, one of the longest
in American experience. '

In 1937, bowever, the recovery was checked at a point
barely exceeding the 1929 total output level, but about 7 per
cent below 1929 in terms of per capita output, and far below
1929 in terms of the degree of full employment reached. Thus,
before a full recovery was reached, a major depression was
allowed to develop until well into 1938. In the second quarter
of that year the tide was turned by a positive program of fed-
eral expenditures, and by late 1939, stimulated by the war,
the 1937 level was recovered, but no new ground conquered.
In broad outlines, the recovery made satisfactory progress un-
til August, 1937, and since then has been operating at about
70 to 8o per cent of reasonably full employment.

A combination of circumstances produced the depression
of 1937. A part of these could have been avoided, but in' part
it was a normal reaction from a prolonged upswing. With re-
spect to the mistakes made, careful account should be taken
of them for future guidance,! and every effort made to avoid
them. Some (for example, the labor difficulties) were related

1See my discussion of the causes of the 1937 depression in Full Recovery or
Stagnation?, W. W. Norton and Co., 1938, Part IV.

83
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to fundamental changes which the American economy was
undergoing. But whatever the causes, once the downturn was
started, it was a mistake to permit an acceleration of the re-
cession and to countenance contraction at just the point when
vigorous expansion should have been undertaken. If a bold
program of federal expenditures had been undertaken in
September, 1937, when danger signals were sufficiently in evi-
dence, the precipitous stock market crash of October could
have been largely averted, and the recovery pushed forward
after a moderate and wholesome (in terms of the cost-price situ-
ation) setback. Federal expenditures on useful public projects
should have been shot up, in fiscal 1938, $2 to $3 billions in
excess of the 1937 level—or, in other words, to $10 or $11 bil-
lions. We may remind ourselves that $13.5 billions is the figure
contemplated for the fiscal year 1941. Had the defense pro-
gram, or something equivalent, been started in the autumn
of 1937, the national income could have been lifted to $85 or
$90 billions by 1940.

Expansionist Program vs. Salvaging Operation

Despite the fairly good showing made in the recovery up
to 1937, the fact is that neither before nor since has the ad-
ministration pursued a really positive expansionist program.
Until 1936, public works outlays 2 fell far short of the level of
the twenties, and since then have only slightly exceeded that
level. For the most part, the federal government engaged in a
salvaging program and not in a program of positive expan-
sion. The salvaging program took the form of refinancing
urban and rural debt, rebuilding the weakened capital struc-
ture of the banks, and supporting railroads at or near bank-
ruptcy. As we have seen, the Reconstruction Finance Corpora-
tion, the Home Owners’ Loan Corporation, and the Farm
Credit Administration poured $18 billions into these salvag-
ing operations. The federal government stepped into the

2 Account is here taken of all public works, federal, state, and local. Federal
public works, of course, ran much higher than in the twenties.
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breach and supported the hard-pressed state and local govern-
ments—again a salvaging operation. One has only to consider
the items accounting for the increase in recent years in the
federal budget to see how true this is. Unable to carry the re-
lief burden and to continue a normal program of public works,
the local units turned to the federal government. From 1934—
39 inclusive, $13.8 billions of the federal deficit of $18.7 bil-
lions is accounted for by the single item ‘of unemployment
relief. Other items which greatly relieved the fiscal position
of local governments were the Agricultural Adjustment pro-
gram, involving expenditures of $3.2 billions, and public
works (largely as grants-in-aid or as substitutes for diminish-
“ing local, outlays), amounting to $5.4 billions in the same
period. : :

That a salvaging program of this magnitude was necessary
was, of course, due to the unprecedented depth of the depres-
sion reached by early .1933. An important lesson that we can
learn from this experience is the waste of funds for salvaging
purposes which must be incurred if a depression is allowed to
cumulate until the national income is cut in two. Under such
circumstances the economy dries up like a sponge. Vast gov-
ernmental expenditures, designed to float the “sponge” to a
high level of prosperity, are instead absorbed by the sponge

_itself. The expenditures seemingly run to waste. This is the
salvaging process. Only when the economy has become thor-
oughly liquid can further funds float it to higher income lev-
els. A deep depression requires vast salvaging expenditures
before a vigorous expansionist process can develop. .

It is evident that governmental expenditures during the
thirties were not of a character well calculated to take the
place of private investment as a means to stimulate employ-
ment expansion. The deficit was not the result of a long-
range program to fill the gap left by the receding tide of
private investment. The spending was rather of an emergency
type forced upon the government by reason of (1) the distress
of unemployed urban workers, (2) the distress of farmers with
declining income and overburdened with debt, (3) the weak-
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ened capital position of banks, railroads, and other industries,
and (4) the weakened fiscal position of state and local govern-
ments.

In the early stages of the depression the local governments
were forced to bear the brunt of the onrushing deflationary
movement. In 1930-31 they made considerable loan expendi-
tures for relief and public works. State and local outlays for
construction and maintenance of government plant averaged
over $3 billions in 1930-31. By 1932, however, the resources
of the local governments were largely exhausted, and a sharp
curtailment set in. Federal expenditures on construction and
maintenance did not, however, take up this slack until as late
as 1936. ‘ : . '

TABLE V

Outlays for Construction and Maintenance of Public Works?®
(millions of dollars)

State and local  Federal public works
Total gov't ~ funds expended and federal aid

Year  public works  on public works to local units
1929 3,309 2,952 357
1930 . 3733 3,288 445
1931 3424 2,884 540
1932 . . 2,539 1,949 590
1933 1,918 1,133 785
1934 2,474 1,208 1,266
1935 2,548 1,125 1,433
1936 3496 1,316 2,180
1937 . 8329 1,391 1,938
1938 3,711 , 1,612 2,099

From the above table it is evident that the rising federal
outlays were quite inadequate until 1936 to hold total gov-
ernment construction to the predepression’level. Total out-
lays were $1.4 billions short of the 1929 level in 1933, and
$800 millions in 1934 and 1935. Before one makes a judgment
of the efficacy of the federal public works program in the

8 T.N.E.C. Hearings, Part g, Savings and Investment, p. 4064.
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years 1933—35, one must take cognizance of what was hap-
pening to state and local outlays on construction. The federal
government only helped to hold back the receding tide. Gov-
ernment as a whole made no positive contnbuuon, through
public works, toward recovery.

Had it been possible to maintain private fixed capltal in-
vestment, including producers’ plant and equipment, resi-
dential and private nonproﬁt construction, at the $14 billion
level of the period 1925-29, it is reasonable to suppose that’
state and local construction would have remained high and
that the total national income could have been sustdined. The
measure of the decline in private investment in the thirties
indicates the magnitude of the task confronting the govern-
ment.

The following table gives the deficiency of private invest-
ment expenditures below the $14 billion level, together with
the induced deficiency of consumption, in each year of the
decade in terms of current dollars.

TAsBLE VI
" (Billions of dollars)

Private Investment Consumption

Deficiency below the Deficiency below the
Year 1925~29 level of f14 billion  1925-29 level of $70 billion 4
1930 $34 . Yog
1931 7.1 18.7
1932 10.5 : 25.5
1933 11.1 2749
1934 - 10.1 20.3
1935 8.7 17.8
1936 - 6.8 11.1
1937 4.5 79
1938 6.8 12.4
1039 5.6 8.6
Total $74.6 T $145.9

It should be noted, of course, that in real terms the dcﬁcnency was much
smaller than this—indeed, had been wiped out by 1937.
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Over against this deficiency of private investment and con-
sumption,. let us consider the record of the federal budget
during the decade. The following table gives the expendi-
tures, tax receipts, and deficits in each fiscal year in the decade.

TAsLE VII
Fiscal year Federal Budget, 1931—40 (billions)

ending June 30 Expenditures Tax Receipts Deficit
1931 _ $37 $3.2 $o5
1932 . 4.5 . 2.0 2.5
1933 " 3.9 L2 1.8
1934 . 6o 31 2.9
1935 . 7.0 3.8 3.2
1936 8.4 4.1 4.6
1937 8.2 5.0 32
1938 N 5.9 1.3
1939 8.7 . b2 35

- 1940 9.0 54 3.6
Total : $66.9 $30.8 $27a
Annual average 1931—
40 (10 fiscal years) § 6.7 $ 40 $ 27
Annual average 1926— :
80 (5 fiscal years) $ 32 $ 41 $ o.9 (surplus)

During the first three years of the depression, federal ex-
penditures continued, for the most part, along traditional
lines at approximately the usual rate to which they had set-
tled down in the twenties. It is true that in the fiscal year
1931 public works had increased to $421 millions, and loans
amounted to $263 millions. In the fiscal year 1932, owing es-

_pecially to the financial difficulties encountered by the banks
and the railroads, loans increased to nearly $873 millions. In
addition, federal public works were expanded to half a billion
dollars, about double the level of the late twenties. In the next
fiscal year total expenditures were reduced by $700,000,000
and, except for public works amounting to $472,000,000 and
loans of $181,000,000, were close to the predepression level.
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Thus, during the first three years of the depression there oc-
curred an average increase in public works and loans of nearly
$700 millions per annum. These items account almost wholly
for the increase in total expenditures to $4.0 billions, com-
pared with $3.2 billions in 1926-30. '

From 1933 on, the picture is changed, mainly by: (1) an in-
crease in public works expenditures from an average of $464
millions in 1930-33 to $940 millions per annum in 1934—
40; ® (2) relief expenditures (including direct relief, work re-
lief, W.P.A,, C.C.C,, etc.) which had grown from zero in 1930-
32, and $360 millions in 1933, to $2,243 millions per annum
in 1934—40; and (3) the Agricultural Adjustment program,
averaging $592 millions per year. Together, these three items
account for $3.8 billions, or a half of the $7.8 billions annual
expenditures in the period 1934—40. They account for prac-
tically all of the excess expenditures of this period over the
average of the period 1926-30.

It is evident that the major effort was dxrected toward sal-
vaging human and capital resources. Altogether, for this pur-
pose, direct federal expenditures amounted to $26 billions
during 1934~40, while indirect expenditures through govern-
mental agencies account for some $18 billions.

Tax receipts averaged in the thirties almost exactly the same
as in the fiscal years 1926-30, while expenditures averaged
$3.5 billions more per annum. Thus, the federal government
poured $6.7 billions per year into the income stream and took
back $4.0 in the form of taxes, the “net contribution” meas-
ured in this crude manner being $2.7 billions per annum. A
somewhat more refined, but still. not wholly satisfactory,
method of measuring the net contribution of the federal gov-
ernment to the money flow has been attempted by Martin
Krost. According to this calculation, the net annual contribu-
tion of the federal government in 1g31~40 was $2.66 billions.®

® Loans declined from $439 millions per annum in 193033 to $304 millions
in 1934—40.

¢ An effort was made to eliminate from expenditures items which did not
enlarge the income stream, and from the tax receipts items which did not
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While there are important differences from year to year, the
average for the entire decade scarcely varies at all from the
average excess of all expenditures over all tax receipts. -

The so-called “net contribution” of the government may
be regarded as similar to private investment expenditures
in so far as both are ofsets to saving. It is important, however,
to take the “net” figure rather than total expenditures, for
the. reason that a part of government expenditures are
financed from funds which are taken from the consumption
and not from the savings stream. In contrast, private invest-
ment expenditures are in the usual case financed from the
savings stream or from new bank funds. These funds ordi-
narily are not abstracted from consumpnon But the statisti-
cal materials necessary to get the ideal “net contribution™ of
government are not available. The calculation as currently
made is an understatement. It is, at any rate, clear that we
have no right to take all of the governmental expenditures
and regard them (along with private investment) as income-
producing expenditures that offset saving. Nor can we take
as a satisfactory measure the capital expendltures (public con-

struction) of the government. This is true for the reason that
such expenditures may be financed from consumption taxes
and, therefore, may not form an outlet for saving as private
construction does.”

‘There is, moreover, a very important difference between
various kinds of governmental expenditures with respect to
their potency in generating employment and income. As we
have already indicated, the major new expenditure by the
federal government was made in the form of relief. Such ex-
penditures, espeaally in a perlod of general depression, are
likely to be less effective in raising income and employment

abstract from the income stream. Thus, the “net income-creating expendi-
tures,” so called, are total expenditures that make a positive contribution to
the income stream minus total taxes which abstract from the income stream.

1 It is, of course, a coincidence that, when one takes all governmental bodies
into consideration—federal, state, and local—the so-called “net contribution™

- ($20.5 billions per annum) was not very different in 1933-39 from the average

annual volume of public construction of §18.5 billions.
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than expenditures on public works. This thesis, to be sure, is
often denied. It has been argued by some that relief expendi-
tyres are more potent because the funds are paid out to very
needy individuals who will at once spend all, or nearly all, of
it in the consumers’ market and thereby at once, and to the
fullest extent, stimulate employment and output. It is also
said that, in the case of public works, the money is paid out to
contractors who will use some considerable part of the money
to pay off debts at the banks, or liquidate other indebtedness,
and, in part, will simply hold the funds idle. Thus, it is said
that the commodity market and employment are stimulated
less in the case of public works.

Some comments with respect to this controversy are perti-
nent. In the first place, it should be noted that, while the utili-
zation of the funds paid out in the commodity market is, in the
first instance, quicker and more active in the case of relief
payments than in the case of public works, this fact is true only
for the first round of expenditures. Once the reliefers have
bought goods at the stores, the storekeepers will use the money
in the second round of expenditures, partly to liquidate debt
and, in part, to hold funds idle. In the second and subsequent
rounds of expenditurés there is no clear presumption that one
case is different from the other. Thus, this part of the argu-
ment, while valid up to a certain point, can easily be greatly
exaggerated. On the other hand, more important, I think, is
the difference in the induced consequences of the two kinds
of expenditures upon investment and employment. In the
case of relief expenditures, the additional purchases by re-
liefers is relatively small compared to the large volume of con-
sumption expenditures made by the community as a whole,
even in periods of deep depression. The additional purchases
are spread very thinly over the vast consumption industries,
thus giving very little stimulus to increased output, and are,
therefore, likely to induce hardly any increase in employ-
ment. This is true because there is sufficient slack in the con-
sumption industries to permit the additional output without
taking on additional workers, and frequently even without-



92 FISCAL POLICY AND BUSINESS CYCLES

increasing part-time employment. Thus, the induced em-
ployment from relief expenditures is likely to be very insig-
nificant. .

On the other hand, public works expenditures are likely to
have a much greater induced effect on employment, for the
following reasons. In a period of serious depression, it is the
constructional and heavy industries—those relating to fixed
capital production—which are seriously depressed. Employ-
ment has fallen to a mere fraction of the level reached in the
boom, and construction and heavy industries output is at a -
low capacity level. Many constructional companies have gone
into bankruptcy and passed out of the picture. Many heavy
goods industries are largely shut down, and in these even re-
placement capital expenditures are likely to be running at a
low level. But when orders come in for construction projects,
workers are re-employed and the plant is.reconditioned.
Public works expenditures of $4 billions or $5 billions would
have a tremendous effect upon re-employment and upoﬁ
capital expenditures. It should be noted that an expenditure
of the magnitude of $4 billions to $5 billions is fairly large,
even in relation to total fixed capital construction in boom
times. From 1925 to 1929, private fixed tapital investment, in-
cluding plant, equipment, housing, and nonprofit construc-
tion, amounted to §14 billions per annum. Thus, an injection
of from $4 billions to $5 billions of public works would repre-
sent a really large figure in relation to even prosperity levels
of activity in the capital goods industries. On the other hand,
as noted above, a similar amount spent on relief is a very small
proportion of the total consumption expenditures A public
works program of relatlvely moderate proportions will, there-
fore, induce a very large increase in employment in the con-
struction and heavy goods industries. Thus, the leverage effect
of a public works program on employment, taking account
of both consumption and investment repercussions, is rela-
tively large.

The magnitude of public expenditures, whether for govern-
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mental capital projects or for community consumption, re-
quired to counteract a depression as intense as that of the early
thirties is enormous. If we underestimate the task to be per-
formed; we are prone to disappointment over quite inade-
quate efforts from which too much was expected. The task con-
fronting any government intent on a vigorous antidepression
policy in 1930-35 can be gleaned from Table VI on page 87,
giving the decline in private outlays on plant, equipment, and
housing, including private, nonprofit construction.

It would not have been necessary for the government to fill .
the entire gap left by the receding tide of private investment.
Yet in the earlier years—1930 and 1931—it is probable that, in
order to have prevented any considerable decline, the outlays
would have had to be approximately equal to the decline in
private investment. It is a great mistake to assume, as some
have, that a mere announcement by the government that it
will fll the gap if private enterprise failed to do so would

ne be sufficient, and that therefore very small expenditures
would, in fact, be necessary. This overly optimistic view fails
to take cognizance of the high degree of saturation reached by
private investment at the end of a major boom. Private in-
vestment, on the scaleof the late twenties, could not uninter-
ruptedly have been maintained, even on the basis of favor-
able expectations with respect to vigorous government action
and reasonably satisfactory maintenance of the national in-
come. Not until depreciation, obsolescence, growth of popula-
tion, and new technological developments had again enlarged
the outlet for private investment could the government safely
assume that private investment would again become reason-
ably adequate. ;

But one can also exaggerate the government’s load. This is
true for the reason that vigorous governmental action (for
example, in 1930 and 1931) could have stopped the secondary
cumulation of the deflation. While large private outlays on
new investment could not have been expected in the early
thirties, the disinvestment which occurred could have been
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largely prevented. Had the government stepped into the
breach and maintained the national income on a moderately
high scale, private capital expenditures would not have fallen
anywhere near as low as they actually did. For these reasons,
had the government decided to take vigorous action, the gap
left by the declining private investment in 1930-35 would
have had to be filled only in part by the governmental out-
lays.

It is in the first years of a depression that especially vigorous
governmental policy is necessary.® Bold action at that stage can
prevent the drastic disinvestment which the cumulative
secondary deflation will surely bring if it is allowed to run its
course. Moreover, if the secondary deflation can be prevented,
it will not be necessary later to engage in large salvaging opera-
tions, which, valuable and necessary though they be, must
nevertheless yield disappointing results from the standpoint
of the goal of a positive recovery.

Not only are the timing, magnitude, and character of ex-
penditures important; equally significant is the manner of
financing. New and burdensome consumption taxes were im-
posed both by the federal government and by state and local
units in the thirties. Federal consumption-tax receipts in-
creased from $1.1 billions in 1933 to $2.2 billions in 1935. To
this was subsequently added the social security payroll taxes.
The local governmental units resorted more and more to con-
sumption taxes, until by 1938 they were collecting $2.5 bil-
lions from these sources, not including the unemployment in-

\surance payroll taxes. Consumption taxes are repressive in
character and tend to place a drag on recovery.

Thus, to sum up, various factors tended to reduce the ef-
fectiveness of the fiscal recovery program as it actually de-
veloped. Large expenditures of a purely salvaging character

8 There were, of course, peculiar difficulties in the early thirties. Tied, as
the leading countries were, to the gold standard, expansionist policy would
have had to have been engaged in simultaneously by many countries to be
really effective. Separate action by one country alone on a large scale would

have necessitated abandonment of the gold standard. In the state of public
opinion in the early thirties, this was clearly impossible in the United States.
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had to be made, especially in 1933-35. The gross inadequacy
of public works expenditures forced undue reliance on the
less stimulating relief expenditures. And, finally, a drag was
placed upgn recovery by reason of the increase in consump-
tion taxes. |



Chapter V
RECOVERY.IN GREAT BRITAIN

role it is somewhat astounding that two large trading
countries could have had experiences so diverse as those
of the United States and Great Britain in the two decades be-
tween the two World Wars. In the twenties Great Britain suf-
Vfered from chronic unemployment and lagged behind the
general world postwar recovery. The United States, on the
other hand, enjoyed a prolonged boom. In the early thirties
Britain escaped with only a moderate decline in income and
, employment, while the United States had her national in-
come cut to one half its former level. In the middle and late
thirties Britain made a very satisfactory recovery, reaching a
level of employment and production considerably better than
that of the late twenties. The United States made a more
| rapid recovery percentage-wise, but, having fallen to a much -
lower level in the depression, did not achieve, in the first re-
covery movement culminating in 1937, as high a per capita
output as that of the late twenties and continued to face a
vast unemployment problem.

And just as the unfolding of events was different, so also
were the public policies pursued. Throughout the depression,
with relatively unimportant exceptions, the British balanced
their national budget, while the United States throughout the
depression and the recovery ran a large deficit.

IN a world in which international factors play so large a.
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Depression in England Relatively Mild

In considering England’s budgetary position ? during the
depression, it is especially important to remember that her
national income fell by only 15 per cent.? Moreover, Eng-
land’s income and employment ceased to fall as early as 1931,
remaining at substantially that level through the following
two years. Owing to the comparative mildness of the depres-
sion, she was able to balance her budget without making any
important changes in expenditures and tax receipts. It is true
that in the financial year 19§1-32 additional income taxes and
unemployment insurance contributions * were imposed, net-
ting nearly £70 millions, while economies of about £60 mil-
lions were achieved through reduction in unemployment
benefits and other economies. These are, however, relatively
small figures in a budget of £725 millions. Broadly speaking,
the budget was balanced without making any substantial re-
ductions in the regular services and functions of government
and without raising the tax rates on ordinary sources of reve-
nue,

Unique Measures and Circumstances

Without resorting to any drastic measures either of economy
or of taxation, two measures, deliberately undertaken, helped
to ease the budget problem. On the one side, the service on
the public debt was greatly reduced owing to the conversion
operations. A reduction in the rate of interest in a country
having a large public debt can yield huge savings.-The con-
version operations contributed very greatly toward balancing

1 See George J4szi, “The Budgetary Experience of Great Britain in the Great
Depression,” pp. 176-211 in Public Policy, Harvard University Press, 1939, a
model of careful analysis. I have drawn heavily upon Mr. J4szi's work, under-
taken at my suggestion, for materials in this chapter. The reader is urged to
turn to his illuminating statement. ’

t See Colin Clark, “Determination of the Multiplier from National Income
Statistics,” Economic Journal, September, 1938,

# The Unemployment Insurance Fund was incorporated into the Budget
in order to save it from financial disaster.
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the budget. But it is necessary to note that this sort of measure
is, of necessity, nonrecurring in character, and that, moreover,
it cannot be used effectively in a country unless its public debt
is so large that the service on this debt constitutes an im-
portant fraction of the total budget.

On the other side, the imposition of high customs duties
in 1932 brought in additional revenues and, at the same time,
stimulated investment in the protected industries. This also is
ameasure, like the conversion, which can be applied only once,
and was, moreover, not open to a country like the United
States, which already had high tariff rates.

Yet despite the contribution made by the conversion opera-
tions and the new protective tariff, the budget could not have
been balanced had England suffered a really serious depres-
sion. Had the national income declined heavily after 1931,
there can be little question that the balanced budget program
would have failed. And even had the national income con-
tinued for several years at the moderately low 1931-33 level, it
is doubtful whether a rigorous balancing of the budget could
have been achieved w1thout growing publlc criticism. But by
1934 recovery was under way, larger governmental expendi-
tures were thereby made possible, and so the strain was eased.

In April 1933, the London Economist, commenting on the
budget situatien, remarked that the Chancellor had been com-
pelled

to abandon budgetary purism—only to be inhibited by innate con-
servative caution from the “expansionism” which is the only al-
ternative to a ruthlessly logical, but politically impracticable de-
flation of expenditure. . . . To us the most disquieting aspect of
Mr. Chamberlain's speech was the absence of any sign that the gov-
ernment even now appreciates that, unless the national income
expands, a balanced budget on a £700 millions scale—and that too
after realizing all the possible savings from conversions and low
interest rates—becomes a patent impossibility. [The Chancellor]
gave no indication that the Government are even thinking seri-
ously of any bold scheme of housing or other productive “works.”
« « » A Government which lacks the will or the courage to stimu-
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late economic activity by a bold loan policy outside the Budget
gives the Budget-maker an impossible task.*

It is important to inquire into the circumstances that ex-
‘plain why the deflation stopped short at a decline of only 15
per cent in the national income and why subsequently a
strong recovery developed. It is generally agreed by English
economists that the depreciation of the foreign exchange
value of the pound in 1931, vis-a-vis the United States and the
gold countries in Europe,® was an important factor in stopping
the further fall in prices and income. The firm adherence to
the gold standard-in these countries protected England from
the danger of competitive currency depreciation. This enabled
England to achieve an advantage in the world markets over
her leading export competitors. On the other side, countries
complementary to Britain—Canada, Australia, New Zealand,
Argentina, and Scandinavia—depreciated their currencies and
joined the so-called sterling bloc. This also was an advantage
to England. Thus, England achieved the best of two worlds:
(1) an export advantage over competitors, and (2) an improve-
ment of trade through exchange stability with countriés com-
plementary to her economy. In this respect England occupied
a quite unique position. No other country in the world was in
so favorable a position to profit, on the one side, from the un-
favorable trade position of the gold standard countries and,
on the other side, from the improved trading position of the
agricultural and primary producing countries which had de-
preciated their currencies.

An important result of the depreciation of sterling was the
easing of the money rates. Cheap money undoubtedly contrib-
uted materially to the British recovery. Cheap money, as the
American experience demonstrates, cannot of itself produce
a strong revival. If a country has just experienced a vigorous
investment boom and the depression largely reflects a tem-
porary saturation in plant, equipment, and housing, low

¢ Quoted from J4szi op. cit., pp. 18081, :
§ Mainly France, Belgium, Holland, and Switzerland.
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money rates will not avail. But England’s situation was dif-
ferent. The prolonged chronic depression of the decade of the
twenties left England, by 1931, with a large backlog of un-
satisfied housing requirements. Moreover, for many reasons
which we cannot here go into, British industry had not under-
gone any such extensive “rationalization” as that experienced
by American and German industries. Thus, England was ripe,
by 1932-33, for a considerable investment boom. In the
twenties England had been starved, while the United States
had been surfeited with capital or investment goods.

The United States had ridden to high prosperity in the
twenties on the tidal wave of rising new industries centering
in and around the automobile. In the twenties England ceuld
see no solution for her troubles except the recovery of her old
position in the world market. She was looking to the revival of
her old export industries. This proved a forlorn hope. In the
thirties she turned to her home market. The Tariff Act of
1932 gave an impetus to important domestic industries. A
free trade'country like England was in a peculiarly favorable
position to introduce a general protective tariff as a recovery
measure. But, obviously, this remedy is of a nonrecurring
character and could not be repeated as a regular recovery
policy. Aided by a new protective tariff, England was able
to build new industries—the automobile, electrical equip-
ment, electric power, and the chemical industries. In view of
the quite different investment possibilities, it is no mystery
that cheap money worked in England but'not in the United
States.

When British total output is segregated into (a) output for
the home market and (b) output for the foreign market, it will
be seen that output for the home market was well sustained
throughout the depression and increased by 50 per cent dur-
ing the recovery. Output for the foreign market, however, de-
clined heavily in the depression and never recovered the pre-
depression level. Investment in industries catering to the
home markef and in residential structures constituted the
core of British recovery. In this development the protective
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tariff, as we have just noted, played a role. But it was also
greatly encouraged by the quite phenomenally favorable
terms of trade which the depression brought to England’s
doorstep. England, as a great importer of foodstuffs and raw
‘materials, profited from the drastic world-wide decline in the
prices of these commodities in relation to the prices of in-
dustrial products. *“The wage and salary earners of the nation,
after buying their food, drink, tobacco, and clothes, had some-
thing like £250 millions a year more left over in 1932 than in
1924—27.” ¢ In other words, the depressional decline in total
payrolls was far more than offset by the decline in cost of liv-
ing. Thus, the wage and salaried classes actually enjoyed col-
lectively a larger purchasing power at the bottom of the de-
pression than they had had in the twenties, and this increased
sum was available for the purchase of domestic products. No
other fact is more basic to an understanding of the causes of
the British boom in housing and the new domestic industries.

Thus, various favorable factors—some accidental, others
of a character which' in the usual case could not be imple-
mented as recovery measures—combined to bring the bal-
anced budget program through to a successful conclusion.
The depreaanon of the pound, the conversion operations, the
cheap money rates, the protective tariff, the backlog of capital
goods shortages inherited from the depressed twenties, the
favorable terms of trade must all be chalked down mote or less
to good fortune. In other circumstances the results mlght‘
have been very different.

British Budget Large

Finally, and of special significance for fiscal policy, is the
role of the British budget in the maintenance of purchasing
power during the depression and in the recovery which fol-
lowed. The important fact about the British budget is not
that it was balanced, but rather that it is a large budget—the
fact that a

¢ The Economist (London), October 26, 1935,
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very lurge percentage of national income is taxed away and spent
by the government. . . . It is clear that the taxing away of such a
large part of national income will have profound effects on the
economic system—effects which will depend on the manner of tax-
ation and on the way in which these funds are spent. . . . We are
broadly aware of the fact that the system of British public finance
is characterized by heavy progressive taxation and large expendi-
tures on social services. The tendency of such a system would be to
increase the share of consumption in national income and to de-
crease the share of investment, thus adding to the stability of the
economic system.?

A profound shift has occurred, compared with the prewar
period, in the ratio of consumption to income, at correspond-
ing levels ofiemployment. The Colwyn Committee found that
prewar savings amounted to £350 to £400 millions. Taking
account of the rise in prices and the increased population,
an equivalent volume in the middle twenties would have
amounted to £650 millions. Yet the estimates of savings for
the middle twenties suggested a figure of only £450 millions,
or at most £500 millions. Thus, at the prevailing value of
money, savings had declined by some £150 millions to £200
millions.® Professor Pigou,® summarizing the data available in
1927, found that “‘as against 1911, total savings fell from about
sixteen per cent to twelve or thirteen per cent of the total
social income. . . .” Colin Clark’s study of net investment,
based on more adequate data, arrives at broadly similar re-
sults. In 1go7 net investment was 12.2 per cent of national in-
come, 8.1 per cent in 1924, and 7.3 per cent in 1937.* Accord-
ing to the Report on Economic Conditions, issued by the Royal
Economic Society, new capital issues declined from £308 mil-
lions in 192829 to £194 millions in 1936-37.

These figures disclose a remarkable shift in the ratio of sav-

1 J4szi, op. cit., pp. 185-87.

8 Report of the Committee on National. Debt and Taxation (Colwyn Com-
mittee), Cmd. 2800, 1927, p. 17. :

9 A, C. Pigou, The Economic Position of Great Britain, Royal Economic So-
ciety, 1927, p. 22. ' :

10 Colin Clark, National Income and Outlay, Macmillan, 1938, p. 185; and
Economic Journal, September, 1938.
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ings to income, or, otherwise stated, in the ratio of consump-
tion to income. It is striking how the mere manner of
stating this shift—as a consumption-income ratio or as a
savings-income ratio—affects one’s judgment about whether
the shift can be regarded as a favorable or an unfavorable
one. When stated as an increase in the consumption-income
ratio, an optimistic note is struck; when stated as a savings-
income ratio, traditional instinctive reaction suggests a pes-
simistic conclusion. So long as one could feel assured that sav-
ings would always find an embodiment in real investment, a
high ratio of savings to income indicated a high rate of eco-
nomic progress, but also at the same time, because of the
cyclical variability in investment expenditures, a condition
of instability. A high ratio of consumption to income indi-
cates a probable gain in stability and a possibility also of fuller
employment at the peak of the cycle movements. At any rate,
such a ratio makes possible full employment at a relatively
low level of new investment. Thus, if investment outlets are
relatively meager, a high consumption-income ratio makes it
easier to achieve full employment. Obviously, one encounters
here a matter of great significance, of which due account must
be taken if one wishes to compare the recovery of the thirties
in England and in the United States. :
The increased consumption-income ratio can apparently
be accounted for mainly by reference to the changed tax
structure and the growth of social service expenditures. In
1913~-14, of incomes wholly earned, only 6.7 per cent of in-
comes of £5,000 were taken in taxes, only 8.4 per cent of in-
comes of £50,000, while for incomes half earned and half de-
rived from investrhent the respective figures were 9.6 and 13.6
per cent. By 1925-26 taxes took from the £5,000 income class
23.2 per cent (when earned) and 29.5 per cent (when half
earned), while for the £50,000 class the figures are 44.4 and
57.7- On the other hand, the percentage taken in taxes from
the lower income classes had increased little, if at all. The

relevant data are given below. Both direct and indirect taxes’
are included.
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TasLe VIII
Total Taxation: Percentage of Income 1t
Income Half Earned,
Income Income Wholly Earned  Half Investment
I913~14 Per Cent- Per Cent
£ 5o 80 - 838
100 54 6.6
150 4-4 5.6
200 4.0 ) : 53
500 4-4 . 71
1,000 R 83
2,000 4.9 84
5,000 6.7 : 96
10,000 8.0 118
20,000 8.4 13.6
192 5—26 )
£ 100 119 130
150 11.6 . 12.
200 10.2 11.3
. koo 6.2 84
1,000 11.0 14.4
2,000 15.2 19.3
5,000 232 295
10,000 g1.2 40.1
20,000 375 487
50,000 444 577

Pigou noted that the drop in savings was very nearly equal
to the excess of social service expenditures ih 1924 over 1911.2*
In 191112 only 3.1 per cent of the national income was spent
on social services, while 12.0 per cent was so expended in
1934-35.** In 191314, according to Colin Clark,** expendi-

11 Report of the Committee on National Debt and Taxatiou, p. g5.
12 A. C. Pigon, The Economic Position of Great Britain (1427), p. 22.
13 A. L. Bowley, Wages and Income in the United Kingdom Since 1860

{1937); Annual Return of Social Services.
14 Colin Qlark, National Income and Outlay, Macmillan, 1938.
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tures benefiting the working classes amounted to £76 millions,
and in 1985~36 to £429 millions. On the other hand, the total
taxes borne by the well to do in 1913—14 amounted to £1%2
millions, and in 1935-36 to £685 millions. Clark estimates
that before the war the taxation of the lower classes actually
exceeded the social benefits derived from governmental ex-
penditures. By 1929, however, they were taxed for only 85
per cent of the social benefits received, and by 1935 for only
79 per cent. According to his calculations the sum redis-
tributed from the well to do to the lower income groups
amounted to £91 millions in 1935-36, while Ursula Hicks,®
on the basis of later data, puts the figure at £110 to £115 mil-
lions. _ :
In addition to the high level of consumption, including
community consumption expenditures, social services, and
the like, local governmental units in England have made im-
portant capital outlays on public projects and low-cost hous-
ing, financed in large part by borrowing. The gross debt of
the local authorities in England and Wales increased from
£800 millions in 1923 to £1,400 millions in 1934.2¢ Taking ac-
count of our greater population, this rise in local debt is very
comparable with the annual rise in state and local debt in the
United States in the decade of the twenties. In the thirties,
however, state and local bodies in the United States, sup-
ported by federal aid, were able to reduce their net-debt ob-
ligations.” » :

18 U. K. Hicks, The Finance of British Government, 1920-1936, Oxford Uni-
versity Press, 1938, p. 59.

16 Hicks, op. cit., p. 130.

17 According to a computation (derived from the Statistical Abstract for the
United Kingdom) made by the National Industrial Conference Board, Studies
in Enterprise and Social Progress, p. 282, the total debt, national and local,
increased from £8,965 billions in 1930 to £9,972 billions in 1938. At the normal
rate of exchange, the increase in debt in eight years thus amounted to over
$4 billions. Translated into American magnitudes, our population being three
times larger, this would be an increase in debt of $12 billions. The low percent-
age increase in total public debt in Great Britain is often referred to, but the

percent is low only because the total debt upon which the increase is cal-
culated is very large.
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A Chapter VI
FISCAL POLICY, NEW AND OLD

credit, from ancient times through the early modern

period, constitute a fascinating chapter in the history
of thought. Scholastic theologians, like Thomas Aquinas, were
bitterly opposed to loans.! This attitude was due not merely
to the official church opposition to the payment of interest,
but to a belief that public debt was jtself immoral. Political
philosophers of the early modern period continued to regard
the prior _acgumulatjgg_ of treasures as superior to borrowing.
Jean Bodin, for example, approved only six sources of state
revenue: the public domain, conquest, gifts (which are “rare”),
annual contributions of allies, customs, and taxes. Traffic in
rights and titles he considered pernicious, and borrowing at
high interest rates_“the ruin of princes.” Emergencies should
be met by accumulated hoards, and only war provided justifi-
cation for extraordinary levies or loans.?

Thomas Hobbes was more realistic in his approach. He
recognized the limitations of revenue from the public domain
alone. In view of the widening scope of governmental ex-
penditures, the monarch must resort to taxation, and oc-
casionally even to public credit.* Adam Smith reverted to the

THE changing ideas about the nature and use of public

1 CE. E. R. A. Scligman, article on “Public Finance,” in the Em‘yclo'pedia of
the Social Sciences, Vol. 12, p. 641.

t Six livres de la Republique, Book VI. Chapter 2, especiall . 6 6,
661, 671, 680-83, 6go—g2. p P 7 PP 75575

$ English Works of Thomas Hobbes, ed. Molesworth; Volume V1, Chapter 1.
A Dialogue Between a Philosopher and a Student of the Common Laws of
England, pp. 10~22.
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older tradition, parting company on this point with Hobbes.
He maintained that only “the want of parsimony in time of
peace imposes the necessity of contracting debt in time of
war.” He observed that with the growth of commerce ard
manufactures European monarchs have unfortunately lost
their “disposition to save,” while the upkeep of standing
armies and needless luxuries absorb ordinary revenue. Indi-
viduals follow the example of the state by running into debt,
1,and “the enormous debts . . . will in the long-run probably
$tuin all the great nations of Europe.” 4
Hume likewise compared contemporary financing with the
,ancient practice of accumulating hoards, much to the disad-
.vantage of contemporary methods. “Our modern expedient,”
he wrote, “is to mortgage the public revenues . . . a practice
which appedrs ruinous.” In former times the “opening of the
public treasure” in wartime at least *“served as a temporary
encouragement to industry, and atoned, in some degree, for
the inevitable calamities of war.” Loan-financed wars are
doubly calamitous, for the similarity between the *circula-
tion” of “stocks” and the “circulation” of goods and money is
illusory. The taxes raised to pay interest on the loans are a
- check on industry.)Government securities have all the disad-
vantages of paper credit, give rise to speculation, confer ad-
vantages on the city at the expense of the nation, make the
. country dependent upon foreign financiers, and encourage
“a useless and inactive life.” ®

Wars and the Rise of Credit Institutions

Whatever the ideas of the political philosophers, the ex-
pansion of commerce and the undertaking of wars were from
the very beginning of the Middle Ages closely associated with
loan financing, both public and private. Through several
centuries credit institutions were slowly developing to meet

& The Wealth of Nations, Book V, Chapter 3, Stuart Edition, pp. 724-27.
8 Essays and Treatises on Several Subjects, Volume II, London, 1760. Essay
“Of Public Credit,” especially pp. 134—42.
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growing needs, leading ultimately to an organized capital
market dominated by the stock exchanges and by large banks,
operating on a fractional reserve basis. Through the deve10p-
ment of these institutions it became p0551b1e to engage in
extraordmary expendltures, such as those incurred in war,
without imposing confiscatory taxes. The development of
credit institutions made possible the financing of wars in a
manner which added stimulus to the economy through the net
additions of purchasing power injected into the community
through the use of credit. To be sure, the dose of credit was
f{equently excessive, leading to price inflation. At any rate,
public borrowing for 'war purposes removed the necessity for-
unduly severe and quasi-confiscatory exactions upon private
wealth and income, and instead furnished a powerful stimu-
lant to trade and enterprise. In so far as they were fought on
foreign soil and with hired mercenaries, wars came to be 1¢-
garded as by no means an unmixed evil. Indeed, the whole
history from the late seventeenth century to the end of the
Napoleonic Wars indicates a high correlation between: (a) the
expenditures and use of public credit to which war gave
rise, and (b) l‘)_rls‘k trade, rising economic activity, and busi-
ness prosperity. From the standpomt of the sovereign, wars’
were usually fought for dynasuc reasons, for glory of empire.
and frequently for acquisition of territory. The secondary.
consequences of wars during this earlier period in the history
of capitalism are such as to give, much support to the thesis
that in this period in history wars stimulated the development
of industrialism. This relatively complacent view of war was,
however, shattered by the terrible _experience of the first
World War. Only in consequence of the disastrous effect on
the economic system as a whole, and the revolutionary changes
which emerged from the first World War, did there at last arise
a conviction, in at least a large part of the Western world, that
under modern conditions wars must be regarded as an eco-
nomic, no less than a moral and social, disaster. T
Thus, the emergence of pnvate and espeaally pubhc credit
msutunons aided the waging of expensive wars, and these, in

e
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turn, powerfully r.__eigf’qg;d the development of the modern
credit economy. '
+ In 1691 the entlre national debt in England was only £3
millions. By 1815°it amounted to over £80o millions. This
enormous ir increase in the public debt created a haven of refuge
'Zfor. capitahsts both in England and abroad—for the invest--
ment of funds in a period of risk_and uncertainty created by
the international upheaval. “The buying and selling of govern-
_nent. obligations led to the development of the stock ex-
change, and throughout the eighteenth century dealings on
the exchange were confined almost entirely to government
securities. As late as 1843, 70 per cent of the securities listed on
the London Stock Exchange consisted of securities of the
English government, while an additional 10 per cent was com-
posed of the debt obligations of foreign governments. Even as
late as 1875 slightly over two thirds of the securities listed on
the London Stock Exchange con51sted of governmental se-
curities.®
¥ Moreover, in the very early stages of the development of
modern industrialism public investments financed by public
borrowing played a quite extraordinary role. In the case
of the United States, internal improvements, such as turn-
ikes, canals, and, at the very beginning, railroads, were fi-
nanced by lavish state expenditures. These wildly specu-
lative promotional activities based on excessive optimism

spread defaults. But it must not be forgotten that, Whlle indi-
vidual investors—in very large part foreigners—lost their
savings in these defaults, from a social standpoint these pro-
gence of the rapidly expanding industrialism. On the Conti-
nent of Europe the enormous financial needs incident to the
development of modern systems of transportatlon, in partic-
ular the railroad, could not be financed from private sources
under the prevailing state of financial institutional develop-

6 G. W. Edwards, The Evolution of Finance Capitalism, Longmans, 1938.
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ment. The great transportation undertakings, therefore, in
contrast with the smaller requirements of manufacturing,
were almost everywhere on the Continent financed by public
borrowing and became established state enterprises The tradi-
tion of an efficient bureaucratic civil service doubtless played
an important role in the success of these ventures in contrast
with the financially disastrous public ventures undertaken in
America. clana_
~—In England and the United States, however, and in the sub-
sequent emergence of the manufacturing phases_of modern
industrialism on the Continent, governmenta] securities were
mcreasmcrly supplantcd relanvely speaking, by the emer-
gence of the corporation and the issuance of private securities.
Thus, the nineteenth century, particularly the last half, wit-
nessed a prodigious growth of private [corporate securities and
the development (almost to the point of the exclusion of
governmental credit as a factor in economic life) of_pp;vatg_
capitalism. In consequence of the first World War and its
aftermath, and particularly as a result of the unprecedented
unemployment incident to the Great Depression, public credit
as an instrument of economic policy has again come power-
fully to the fore. Thus, we witness a cycle in the role of public
credit in the history of modern industrialism. Starting with
public credit playing a major role in the period of the early
rise of private capitalism, we now again see a re-emergence of
the role of public credit in economic life.

We have noted how the emergence of public credit was
related to the rise of war expendltures Historically, this has
been, and still remains, by far the ma]or cause of the rise of
public debt}The enormous increase in public revenues.de-
rived from taxes is, however, mamly a function of the w1de_n-\
ing scope of governmental activities, though in part it is a re-
sult of the growing necessity of ﬁnancmo from _taxes the
necessary interest payments on the pubhc debt created mainly
by harJ Government services, starting from the limited func-
tion of giving protection to life and | property, expanded under
the requirements of a growing industrial system, the rapid
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agglomeration of population in huge cities, and the increasing
problems of organization incident to these developmenty Col-
lective action had to be taken to protect against disastet from
fire and flood; to provide for sanitation and hospxtahzatxon to
protect the public health and prevent the spread of contagious
diseases; to provide methods of communication in the develop-
ment of roads, postal services, and, in many countries, tele-
graph and telephone; to o provide for protection. against crime;
and, increasingly with the rise of democracy, to prov1 eonan
ever more lavish scale for the education of the entire popula-
tion. Services which, in large part, had formerly been pro-
vided by private agencies eventually had to be taken over by
the government. Thus, provision for self-protection was trans-
-Tormed into a public police force. Settlement of private dis-
putes through mutual arbitration or dueling was transferred
to public courts, private education was transferred to public
schools, prlvate hospitals to public hospitals, and increasingly,
partlcularly since the Great Depression, private charity has
given way to enormous expenditures on public relief and
social insurance. Moreover jthe development of modern stand-
ards of living and a huge urban population have made neces-
sary large expendxtures on cofmunity consumers® capital in
the form of playgrounds, recreational facilities, public schools,
and public buildings of various types. Public activities have,
therefore, spread from current services to the development
of large expensive capital projects devoted to community con-
sumption.i)

Public Fmance Under Early Capitalism

~ The nineteenth century was preoccupied with'the problem
' of attaining a volume of savings adequate for the require-
ments of a rapidly_expanding economy. The dynamics of
populatlon growth and technological progress p]aced a pre-
mium upon freedom of enterprise and private initiative. Fiscal
, pohcy aimed at the lggg possible mterference with the func-
tioning of the private, capitalistic economy The Jeffersonian
ideal in America and the Gladstonian in England alike sought
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to minimize to the utmost the functions of governments so
that, as far as possible, the entire disposable income might be
expended by the individual citizen, whether for consumption
or investment, for such ends as he mlght deem advisable\The
productive resources of the community, it was believed, would'
be utilized most effectively if guided by a market responsive to
the choices of ipdividuals free to use as they wished their pers’
sonal incomes) Public functions per se were regarded as a
necessary evil [Taxes were “‘unproductive” expenditures, >rep-
resenting an unfortunate waste in the process of productmn

of goods and services which the citizenry might enjoy
could always be increased by tax reduction. Sound fiscal policy
called for two things: (1) the reduction of public expenditures
to the utmost p0551b1e limit, and (2) a tax structure which dis-
turbed the pricing §ystem as little as possible, including the
pricing of the factors of production, thereby leaving intact the
relative distribution of income as it would be in a tax-free
society.

Such was the ideal of public ﬁnance in the heyday of private
capitalism._The ideal was, of course, never fully realized/As
the “high™ capitalistic period receded before the advance of
state interventionism, taxation was seized upon as a conven-
ient and highly effective instrument for the regulation and
control of economic life fAlready in the mercantilist period
taxation had been used-as a police measure designed to pro-
hibit certain activities regarded as undesuable, whether in the
field of consumption or producnon.

\'ﬁging Role of Fiscal Policy _

\ A far more revolutionary aim of social policy now appeared
above the horizon, the full lmpllcatlons of which were at first
not wholly visible. Indeed, it was introduced at first largely
as a by-preduct of the 1mperlou35necessuy ecessity of Anancing great
wars and not in response to a wellmmﬁ'ﬂ—j)pﬁﬁ::)so-
phy ]thlc avowed socialists had their eyes fixed on the goal
of social ownership of the means of production, the course of
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events had unexpectedly forged a powerful instrument for
the socialization of income. The severe requirements—of
national defense had demonstrated the extraordinary possi-
bilities of progressive income and inheritance taxation and
had thus- prepared the ground for_the utilization of tax
measures to accomplish far-reaching social ends, such as the
uch as
more equal distribution of income and thé €Xpansion of col-

lective consumption by the commumityasa whote:

In the meantime, devastating depressions brought to the
foreground as never before the problem of business instabjlity.
Whereas it had been the concern of economic policy to raise
-the standard of living, now attention was centered on the
promonon of security and stability. At first, main reliance
was placed upon monetary polic /s but the exigencies of the
Great Depression compelled (or, at any rate, led to) enormous
expendltures for the rel_lig_f_me_unﬂnplo;md;'fhese-were

more tﬂl,l_ingly in the belief that they served the double
purpose of giving relief and also of “curing” the depression.
Tﬁlglls,’ﬁ;cal policy was forced into service as a’ com) ensatory
"device more by accident than by design. It was, therefore, not
surprising that experience in the 1mplementation of this pol-
icy turned up some rather ,s_l_lgaljgr}g results) Part of the con-
sequences, it appears, were due to the applications of ortho-
dox canons of fiscal policy to a situation for which they were
totally unsuited. It was the old story of pu tting new wine into

ol ttles. .

Back of the menacing unfolding of violent industrial fluctu-
ations there now appeared the specter of chronic unemploy-
ment, Many, perhaps most, competent observers professed to
doubt its reality and conceived it to be an illusion springing
from the distracted psychological atmosphere created by the
Great Depression. Discussions with respect to the phenomena
of “long waves” and of structural changes in the economy,
together with the increasing development of the theoretical
tools of dynamic analysis, produced challenging hypotheses in
explanation of chronic or secular underemployment. And
while the d¢bate progressed, all the leading governments of
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the world were continuing to pour out vast funds for arma-
ments or for the relief of depressmn—whatever its character,
whether temporary or seculary, Government debt was every-
where mounting and fiscal policy was being drafted willy-

ni Hy to serve as an instrument to 1Increase the volume of em-
ployment \

"\ There is thus emerging a new aim of fiscal policy, v1gorously

assailed by some and staunchly'ﬁefended by others—the aim

of ensuring the full employment of the factors of production.

tlowewk_m\,c\igwﬂ-
budget.” Others would-finance €

ance f\/‘ldsﬁ\__’,\p]a’r}y\c? a
proww he possible Timits of this
development are certainly far wider than is usually supposed,

owing partly to the low rates of interest which, under an ap-

propriate Central Bank policy, are adequate to tempt idle
funds into short-term government obligations, and partly to
the fact that taxes raised to pay interest on a public debt
domestically held flow back again to the community as a part
of the income receipts of individuals. The larger aspects of
this problem and its implications in terms of the distribution
of income and the price structure will be discussed subse-
quently in this volume: :



L Chapter VII

THE CHANGING CHARACTER OF
GOVERNMENTAL EXPENDITURES

the economic life of the twentieth century, particu-

larly after 1914, are to a large extent merely continua-

tions of trends which were already present in the nineteenth

century and which differentiate the industrial-capitalist era

from the old regime. But the differential rate of change in the

various areas of economic life is itself sufficient to yield us a

new kind of world qualitatively different from that of the last

" century. And, in this respect, the rapidly growing role of gov-

ernment throughout the Western world above all challenges
attention. -

The growing activities of government could not fail to
result in a great increase in governmental expenditures. And
the changing character of expenditures is equally significant.
In this connection some illuminating contrasts are evident
between the prewar decade, the decade of the twenties, and
the decade of the thirties.

In the United States there are three levels of government:

‘federal, state, and local. The changing fiscal importance of
each of these levels of government, as indicated in the size of
expenditures, is stated in the table on page 119.

From this table it is evident that some significant changes
have occurred. In 1929 state expenditures had increased rela-
nvely more than federal or local, compared with 1913. In
1937 increases of federal and state expenditures over 1913

were not slgmﬁcantly different. but both had far outstripped
18 -

THE major developments which peculiarly characterize



GOVERNMENTAL EXPENDITURES 119

TasLe IX
Governmental Expenditures in the United States?

: <o 1929 as 1937 as
‘millions of dollars multiple ~ multiple

1913 - 1929 1937 ofrg9r3 - of1913

Federal 2 964 3,735 9,080 40 9.3

Federal (Post-office
expenditures, ex-
cept postal defi- : :
cit, omitted) 703 %047 8,349 4.3 119

[

State ® 379 1,955 3§,068 5.2 8.1
Local ¢ 1 846 6,719 6,340 8.6 © 34

the increase in local expendlcures In absolute figures, local
expenditures in 1913 were twice as large as federal, while
the federal outlays, in turn, were more than twice as large as
the state expenditures. But, by 1937, the ratio ran approxi-
mately g for the federal, 2 for the local umts. and 1 for the
states.

Highways and Education,

The large relative growth of state expenditures from 1913
to 1929 is the result mainly of increased outlays on highways
and on education. The development of highways and of edu-
cation had a unique history in the three decades ending in
1930. As late as 1913, state governments were spending only
$28 millions on highways, whlle, in 1929, $669 millions were

1 Sources: Annual Report of the Secrctary of the Treasury; U.S. Bureau of
the Census, Wealth, Public Debt, and Taxation, 1913; Financial Statistics of
States, 1915; U.S. Bureau of the Census,' Press Releases, Summary of Finances
of State Governments, 1937, Nos. 1 and 17; Report of the Commissioner of Edu-
cation, 1914; National Industrial Conference Board, Cost of Government in theé
United States; Statistical Abstract of the United States.

2 Federal expenditures include all post-office expenditures, but exclude debt
retirement, refunds of receipts, and District of Columbia expenditures.

8 State expenditures exclude federal grants received, but include state grants
to local governments.

¢ Local government expenditures exclude subsidies and grants received,



120 FISCAL POLICY AND BUSINESS CYCLES

expended. State expenditures for education were only $61
millions in 1902, $129 millions in 1913, and had risen to $349
millions in 1929. In this thirty-year span a revolution had oc-
curred in methods of transportation and also in education.

The coming of the automobile compelled the construction
of an entirely new and extremely expensive system of high-
ways, the building of which is comparable in magnitude with
the gigantic task in an earlier period of covering the entire
country with a network of-railroads. In a like manner, these
three decades witnessed a profound revolution in the system
of secondary education. In 1goo the total attendance in sec-
ondary schools in America was only 696,000 boys and girls;
by 1930 it was 4,800,000, and, by 1934, 6,088,000. Whereas in
1900 only 10.2 per cent of the boys and girls from fourteen to
seventeen years of age inclusive were in high school, by 1930,
'47.7 per cent, and by 1934, 56.2 per cent, attended.® This re-
markable development bears testimony, perhaps more than
any other single fact, to the prodigious rise in the American
standard of living from 1900 to 1930.

Whereas formerly the local governments provided almost
exclusively for highways and education, the tasks imposed by
the development of these decades made the burden too heavy.
Property taxes, the-main source of local revenue, were not
adequaté. Hence the increasing sharing of the burden by
the states, and also, especially with respect to highways, by
the federal government. Altogether, expenditures on high-
ways by all governments increased from $182 millions in 1go2
to $1,936 millions in 1929, more than a tenfold increase.
Meanwhile, expenditures on education increased from $281
millions to $2,490 mllhons, approximately a ninefold in-
crease.

)—’ Social Welfare and _Unemployment Relief

A third category of growing importance is that of social
welfare, including relief for the poor, aged, blind, and sick;
mothers' and widows’ pensions; care of “children; pubhc

s Statistical Abstract of the United States, 1936, p. 108.
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health; hospitals; sanitation (including sewerage dispc:sal,'
refuse collection and disposal); institutions for the care of
the handicapped; recreation (including parks and play-
grounds); pensions to civil employees; and workmen’s com-
pensation. Expenditures on these items amounted to only
$170 millions in 1902, but had risen to §1,360 millions by
1929. But as late as 1929 most of these outlays were by local
governments. :

A fourth category disclosing an enormous expansion of gov-
ernmental expenditures is that of public service enterprises.
These include water, electricity, gas, rapid transit and other
transportation, and all other enterprises operated on a com-
mercial basis. Expenditures by all governments for these pur-
poses increased from $199 millions in 1902 to $1,461 millions
in 1929. : )

A summary view of the four categories discussed above—
categories which peculiarly reveal the shift in government
functions during the current century—is given for four in-
tervals, covering nearly four decades, in Table X.

TaBLE X

n
Governmental Expenditures ® (Federal, State, and Local)
} (millions of dollars)

Expenditure category 1902 913 1929 1937

Highways 182 426 1,936 1,818
Education 282 565 2,490 2,372
Social Welfare 170 342 1,360 5,098

Public Service Enterprises 199 489 1,461 1,778

One, and only one, of these categories léaped to a sharply
higher level during the last decade—social welfare. And this
illustrates the characteristic shift in the decade of the thirties.

¢ Sources: U.S. Bureau of the Census, Wealth, Public Debt and Taxation,
1902; Report of the US. Commissioner of Education, 1903; M. O. Eldridge,
Public Roads Mileage, Revenues and Expenditures in the US. in 1904 (US.
Office of Public Roads Bulletin no. g2, 1907); Financial Statistics of Cities, 1905;
and references cited on p. 119.
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While highways, education, social welfare, and public service
.enter gsgﬁggﬁf-th‘égr‘afﬁéﬂfdfﬁ@th ﬁp to the end
of the twenties, the extraordinary relief load—both urban
and rural—growing out of the Great Depression offers the
main explanation for the great rise of governmental expendi-
tures during the thirties. .

But the new burden had to be carried almost exclusively
by the federal government. The financial incapacity of the
state and local governments, resulting from the fall of the
national income in the early thirties to half its former level,
compelled retrenchment. Local governments can carry on'
their fiscal obligations quite well when the national income
is high and rising. But only the federal government—and, to
a lesser degree, state governments—with its vastly greater
taxing powers (especially with respect to income taxation)
and its capacity for borrowing, can carry on and even expand
its expenditures in the face of a low and falling national in-
come. . ‘

State and local expenditures for education declined from
$2.5 billions in 1929 to $2.3 in 1937, while expenditures on
highways declined from $1.8 billions in 1929 to §1.4 billions
in 1937. State and local capital outlays of all sorts (including
those on education and highways) declined from $3.0 billions
to $1.4 billions.”

Total governmental expenditures increased from $12.4 bil-
lions in 1929 to $18.5 billions in 1937. But the expenditures
of local governments fell from $6.7 billions in 1929 to $6.3
billions in 1937. Federal expenditures, however, increased
from $3.7 billions to $g.1 billions in 1937, while those of state
governments increased from $2.0 in 1929 to $3.1 billions in
1937.

9%‘Zom January, 1933, to July, 1938, total federal contribu-
tions to various relief and assistance measures amounted to
$11,120,000,000, while state and local contributions amounted

7 Hearings before the Temporary National Economic Committee, Part g, p.
4064. ’
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to $4,195,000,000. The data for each year are as follows, in mil-
lions of dollars: ® '

TasLE XI
- (in millions of dollars)
Year Federal State and Local
1933 907 401
1934 2,087 577
1935 2,108 624
1936 2,664 895
1937 ' 2,170 1,048
1938 (six months) 1,184 646

therefore, almost exclusively to federal expenditures spring-
ing from the necessity of coping with the problems arising
from unemployment and related recovery measures. The
~emergency made it necessary for the federal government to
come to the aid of state and local governments to provide for
relief for the unemployed; and the unprecedented economic
difficulties confronting industry and agriculture alike led the
government into a vast range of experiments intended to re-
store the national income. Unemployment relief expenditures
of the federal government leaped to $1.8 billions in 1934, av-
eraged $2.4 billions in the years 1935-37, and amounted to
$2.0 billions in 1938, $2.7 in 1939, and $2.0 billions in 1940.
The Agricultural Adjustment program rose from $289 mil-
lions in 1934 to $712 millions in 1935, $782 millions in 1939,
and $1,017 millions in 1940. These are the major develop-
ments in federal expenditures growing out of the depression
emergency. Public works expenditures, including grants to
state and local bodies, rose from $388 millions in 1931 to $719
millions in 1935 and $1,062 millions in 1937. Loans and sub-
scriptions to the capital stock of governmental agencies (made

An analysis of the growth of expenditures since 1930 relates,l

8 Works Progress Administration, Report on Progress of the W.P.A. Program,
June 30. 1938, p. 113.
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directly from the federal budget) amounted to $885 millions
in 1932 and $882 millions in 1934. These lending agencies,
largely from their own funds obtained by issuing their own
obligations (guaranteed by the federal government), in turn
poured billions of dollars into the work of rehabilitation.
Two major shifts in expenditures may thus be noted from
Ithe decade of the twenties to that of the thirties. The first
rhas to do with a large relative increase in federal expendi-
{lures in relation to state and local expenditures. The second
as to do with a change in the underlying reasons for in-
creased expenditures. In the twenties the rise in expenditures
was due largely to certain demands incident to a changing or
rising standard of living, notably expenditures for roads and
education. In the thirties the increased expenditures grew
out of an effort to overcome the Great Depression or to miti-
gate its ravaging effects on the standard of living, especially of
the unemployed.
- Unemployment relief constitutes the biggest single item
f expenditure under the New Deal, with a total for the seven
years 1934—40 of $15.8 billi ons~Public works of all sorts ab-
sorbed $6.0 billions, the Agricultural Adjustment program
$4.2 billions. Unemployment relief, aid to agriculture, and
public works designed to promote employment together ac-
count for $26.0 billions, or nearly 50 per cent of the total
federal expenditures in 1934—4o0.
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Chapter VIII
THE TAX STRUCTURE

quite revolutionary changes during the last quarter of .

a century. Until 1914 tax revenue was derived almost
wholly from property taxes and from customs duties and ex-
cises.

The burden of taxes was, accordingly, distributed with:
little relation to ability to pay. Customs and excises consti-
tuted in 1go2 nearly one half of total tax receipts of all gov-
ernments in the United States, and nearly 40 per centin 1913.
In so far as such taxes affect the prices of commodities of gen-
eral consumption, the tax burden represents a diminishingi
percentage of income the farther one moves into the upper-
income ranges. And even property taxes—and this applies par-
ticularly to rented residences—are, in large part, shifted by
property owners to the general public. Thus, a tax structure '
based upon property and consumption taxes is likely to be:
heavily regressive and burdensome upon the low-income
groups of the community. - ;

THE tax structure in the United States has undergone

Progressive vs. Regressive Taxation

The federal income tax was introduced in 1914. During
the war surtax rates on upper-bracket incomes were sharply
raised, and this helped to diminish the regressive character of
the general tax structure. But indirect taxes weighing largely
on consumption continued to be levied, and, moreover, the
rates on the moderately well-to-do and lower rich class were

comparatively low. Accordingly, the tax structure as a whole
125
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did not reveal any great progressivity over the entire income
range, even though high surtax rates were imposed on the
highest brackets. The introduction of the federal income tax
—a reform which came astoundingly late in American history
—did, nevertheless, shift the burden of taxation much more
largely upon those most able to bear it. ~

In the postwar decade the high surtax rates were drastically
reduced. The rates were again raised in 1932, and in 1935
the high surtax rates of the war period were restored and even
exceeded. In Table XII the effective rates applicable to each
income level in the three years 1918, 1929, and 1937 are given.
This table reveals the extremely low rates which prevailed in
1929 in contrast to those of 1918 and 1937. The 1937 rates
were relatively lighter on all incomes below $25,000 than
those of 1918, but slightly higher for incomes above this level.

TasLE XII
Effective Tax Rate on Individual Net Incomes?

Net Income Classes (Per cent)

(Thousands of dollars) 1918 1929 1937
Under 1 eeee | 0.02 . 0.23
1 under g ) 1.19 .04 48
2underg . .98 .07 .39
g under 5 2.35 .05, 84
5 under 10 4-34 .21 2.63
10 under 25 8.20 1.49 6.66
25 under 50 13.32 . 5.24 13.60
so under 100 21.69 9.77 23.60
100 under 150. - 33.68 12.92 $7.49
150 under goo ' 44.64 14.64 48.06
300 under 500 5477 1549 57-45
500 under 1,000 58.65 15.86 64.82
1,000 and over 64.65 15.76 71.95

Even the 1935 rates were relatively low on the so-called
middle brackets, from $5,000 to $100,000. In view gf ‘gl_x_e‘

1 US. Treasury Department, Statistics of Income for 1937, Part 1, pp- 40-41.

.
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greatly increased need for revenue resulting from the growth
of governmental expenditures, and in view of the Social Se-
curity program, higher rates in this income range might have
been expected. Increases were made, but in large part resort
was had to consumption and payroll taxes. On balance, this
tended to make the tax structure, as a whole, weigh more’
heavily on consumption than had been the case even in the
“twenties. B
MThis fact can be strikingly shown from a table published
in the Annual Report of the Secretary of the Treasury for the
fiscal year 1940. An estimate is made of the federal tax liabili-
ties for the calendar year 1941 based on the tax structures pre-
vailing: (a) under the laws of May, 1932, and (b) under the
laws of December, 1940. On the basis of the Tevenue acts in
force in early 1932, it is estimated that $1,871 millions might
be collected in taxes on individual incomes, estates, and gifts,
and on corporate incomes and profits, assuming a national in-
come equal to that expected in calendar 1941. On the same
basis, $991 millions might be expected from consumption
taxes, including liquor, tobacco, miscellaneous internal reve-
nue, and customs duties. Thus, the tax structure as of 1932
would yield a revenue (based on the expected 1941 income)
of which g5 per cent was consumption taxes. Considering the
sharp increase in the rates on individual incomes, estates, and
gifts, and on corporate incomes and excess profits, notably in
the Revenue Acts of 1935 and of 1940, one might have ex-
pected a drastic reduction in the ratio of consumption to
total taxes. This, however, is not the case. Based on the tax
law in effect on December 31, 1940, it is estimated that $5,953
millions could be collected in corporate income and profits
taxes and in individual income, estate, and gift taxes, while
$3.660 millions might be collected in consumption taxes (in-
cluding those listed above) and taxes on payrolls. Thus, on the
basis of the revenue laws in force at the end of 1940, 38 per
cent of total federal taxes could be regarded as mainly con-
sumption taxes. This fact is all the more striking in view of
the relatively high income—the anticipated income of 1941—
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on which the estimates are based. The higher the income, the
greater the potency of a progressive income tax structure.

_- To offset so effectively the greater progressivity of the in-
come tax in 1940 compared with 1932 it is evident that the
taxes burdening consumption must have been very sharply in-
creased. The repeal of the Eighteenth Amendment, together
with increases in liquor tax rates, accounts for about $800 mil-

"lions of the increase in the consumption taxes estimated in
the hypothetical case referred to above. Miscellaneous internal
revenue items, including gasoline taxes and manufacturers’
excises, account for another $800 millions, while payroll taxes,
including old age and railroad unemployment insurance, ac-
.count for $950 millions.? ’

Turning from the comparison of the tax structure of early
1932 with that of late 1940, as revealed in the estimated tax
liabilities of these two structures applied to a high national
income, such as that expected in calendar 1941, it is of inter-
est to consider the actual tax collections in the fiscal years
1933—40. The following table shows the relation, year by
year, of consumption taxes (as defined above, including pay-

)

TasLe XIII
(in millions)

Consumption and

Fiscal Year Payroll Taxes Total Tax Revenues
1933 $1.075 $2,080
1934 1,889 - %ub
1935 2,211 8,800
1936 2,000 : 4,116
1937 - 2,478 5:294
1938 : 2,837 6,242
1939 _ 2,804 5,668
1940 3,039 : 5:925

2 Equally striking is the great strength of the tax structure in 1940 compared
with that of 1932. On the basis of the anticipated national income of 1941, the
tax strucure of 1932 would yield only $2,862 millions, while the tax structure of
1940 would yield $9,613 millions.
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toll taxes) to total tax revenues for this eight-year period.

—The broad sweep of changes in the tax structure during the
last four decades.can be seen from a few summary tables dis-

“closing the main tendencies at work. First, let us consider the
tax structure, federal, state, and local, at four intervals: at the
turn of the century, pre-World War {, at the end of the twen-
ties, and pre-World War II. All taxes are grouped into four
categories: (1) property taxes, (2) income, corporation, in-
herltance and gift taxes, (3) consumpuon taxes, and (4) pay-
roll taxes.® <

Ne

TasLe XIV
Federal, State and Local Tax Revenues *
(in millions)

902 1913 1930 , 1938

Property $ 707 $n440 $4.959 $4.745
Income,® Inheritance, Gift, and ] :

Corporation Taxes - 29 77 2866 4,107
Consumption Taxes: 651 859 2,600 4,478

Motor Fuel and Vehicles,
Liquor and Tobacco,
Sales and other excises,

Customs .
Payroll Taxes - 1502
Total Taxes $1.387 $2,376 $10,425 $14,832

3 Some difficulties are necessarily encountered in fitting all taxes into these
four categories, and some arbitrary classification becomes necessary.” Never-
theless, the broad conclusions stand out clearly and are but little modified by
these somewhat arbitrary decisions.

¢ Sources: Annual Reports of the Secretary of the Treasury; US. Bureau of
the Census, Wealth, Public Debt and Taxation, and Financial Statistics of
States; Tax Policy Magazine, December, 1938—january. 1939; National Indus-
trial Conference Board, Cost of Government in the United States, 1929-30;
US. Bureau of the Census; Financial Statistics of Cities; Dun’s Review, july.
1939.

5§ Poll and occupation taxes, mconsequennal in amounts, ranging from $7
millions in 1938 to §26 millions in 1930, are included here.
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Relative to 1goz, property taxes and consumption taxes had
increased in 1938 by precisely the same multiple, 6.7. Rela-
tive to 1918, however, the multiple for property taxes was 3.3,
while that for consumption taxes was 5.1. Income, inheritance,
gift, and corporation taxes had risen by 1938 from insignifi-

" cant amounts in 1go2 and 1913 to a figure comparable with
property and consumption taxes.

Relative to 1930, property taxes were slightly lower in
1938. Consumption taxes had, however, increased by a multi-
ple of 1.67, and income, inheritance and gift, and corporation
taxes by a multiple of 1.43.

Consumption taxes constituted 36 per cent of total taxes
in 1913, and 33 per cent in 1938, social security taxes excluded.
Consumption and social security taxes together amounted to
40 per cent of the total in 1938.

Such, in broad outlines, are the major shifts in the tax struc-
ture as a whole, including all governments. But it will be use-
ful also to consider the main tendencies at each level—federal,

'state, and local. With respect to local governments, there are
no significant changes to reportﬁ]," he property tax retnains, as
before, the almost exclusive source of tax revenue. Sales taxes
and other excises have been added in recent years, but the
receipts from these sources in 1938 were less than one twelfth
of the sum received from property taxes)Local property taxes
declined slightly during the thirties, but were, nevertheless,
more than sevenfold the amount collected in 1go2 and 314
times that of 1913, Service receipts increased greatly during
the twenties, reaching a level more than ten times that of
1go2 and nearly five times that of 1913. This latter increase
represents the growth of public service enterprises, water,
electricity, gas, rapid transit, and other enterprises operated
on a commercial basis. The data relative to tax revenues are
presented in Table XV on page 131.

___In contrast to the situation with respect to local revenues,
very striking changes have occurred over the last three decades

¢ in state taxation. In the first place, state tax receipts have in-
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TasLE XV
Local Tax Revenues
(in millions) *
Igoz 1913 1930 1938
Property $625 $1.300 $4.614 $4.531
Corporation, Inheritance, Poll, ,
and Occupational Taxes 25 31 171
Consumption Taxes: 58 82 232 359
Motor Fuel and Vehicles,
Liquor and Tobacco,
‘Sales and other excises - 7
Total Taxes : $708 $1,413 $5,017 §4,890

creased enormously, being twenty-five times larger in 1938
than in 1go2. With respect to sources, until the first World
War, property taxes represented about half the total. By 1930,
income, inheritance, and corporation tax receipts combined
.were more than twice as large as those derived from property.

TasLE XVI

State Tax Revenues

(in millions)

9oz 1913 I1930 1938

Property $8 § 140 § 345 § 214
Income, Inheritance, and Cor- ‘

poration Taxes 54 124 n28 928
Consumption Taxes: 19 86 711 2,023

Motor Fuel and Vehicles,

Liquor and Tobacco,

Sales and other excises '
Payroll Taxes 748

Total Taxes $155 $300 $1,781 $3.013
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“The same holds for gasoline and sales taxes and other excises.

And, by 1938, these consumption taxes had again tripled, as
disclosed in Table XVI.

Equally significant are the changes in federal taxation.
\Prior to the first World War almost the exclusive sources of
revenue were customs duties and excises—about equally di-
vided. By 1930, however, individual and corporate income
taxes-were far and away more important sources of revenue.
But, between 1930 and 1938, federal consumption taxes
(heavily, liquor and tobacco) doubled, and were two thirds of
the income, estate, and corporation taxes combined. And
there were added, moreover, the social security taxes. Table
XVII on federal revenues follows:

TasLE XVII
Federal Tax Revenues
(in millions)
1902 1913 1930 1938
Income, Esfate (and Gift), and

Corporation Taxes v ¥ 5 $35 %2475 83179
Consumption Taxes: , 254 628 1,152 2,096
-Motor Fuel and Vehicles,

Liquor and Tobacco,
Excises and Customs

Payroll Taxes - ‘ 754
Total Taxes $259 $663 $3.627 §6,029

It is of interest to note that in 1938 the federal consumption
taxes were almost precisely equal to state consumption taxes,
each being around $2 billions. Moreover, in each case payroll
taxes of about $750 millions were collected. With respect to
income, inheritance, and corporation taxes; the states col-
lected relatively little compared with the federal government.
The main sources of tax revenue are the same with respect to
the state governments and the federal government. Both rely
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heavily on consumption taxes, but the federal government
places a much larger reliance on corporate and individual in-
come taxes. :

Federal and state tax revenues have shown greater capacity
for expansion than local tax revenues. Confronted with a
difficult fiscal situation, local units have received increasing
grants from the state and federal governments. Thus, in 1938,
states made grants to local bodies amounting to $1,250 mil-
lions, while the federal government made regular grants to
states of nearly $600 millions, and to local governments of
$125 millions. In addition, federal emergency expenditures,
amounting to nearly $4 billions annually for W.P.A., C.C.C,,
N.Y.A., P.W.A. grants, and agriculture, greatly relieved the
fiscal position of both state and local governments.” = -

Federal-state-local fiscal relations present a major problem
currently and in the immediate future. Growing social re-
sponsibilities have been forced upon the state and local gov-
ernments by the unprecedented volume of unemployment
and by the progress of social reform. These responsibilities
the local governments cannot carry without resort to heavy
consumption taxes. Thus, for example, many states have been
compelled to levy or to increase sales taxes in order to finance
the Old Age Assistance program. If we are to cure this malady,
either the federal government will have to take over more
functions, or it will have to assume a larger responsibility with
respect to the financing of social welfare projects. ‘

Federal, state, and local consumption taxes (see table on
page 12g) amounted to the sum of $4.3 billions. These include
sales taxes and other excises, taxes on motor fuel and motor
vehicles, liquor, and tobacco. In addition, $1.5 billions of pay-
roll taxes were collected, also largely abstracted from con-
sumption. If we include these, we reach the vast total of $5.8
billions withdrawn through taxation from the stream of con-
sumption expenditures. Such taxes are definitely deflationary,
impose a heavy drag on the economy, and tend.to prevent full
employment. X
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The growing importance of consumption taxes has reversed

' the trend toward a more progressive tax structure which began
with the federal income tax of 1914. Taking all taxes into
account—federal, state, and local—the structure does not be-
gin to be progressive until an income of $10,000 is reached.
As far as state and local taxes, considered as a unit, are con-
cerned, the tax rate structure remains apparently strictly pro-
' portional to income throughout the whole range from the
$500 income to incomes of over $20,000. The federal tax struc-
ture begins to be fairly progressive at the $10,000 income
level. The relevant data are disclosed in Table XVIII below.

_ ‘TasLe XVIII -
The American Tax Structure ®
Income Taxes as Percent of Income
Class Federal State and Local Total
$500 to $1,000 ke 66 114 18.0
1,000 to 1,500 6.4 10.9 17.3
1,500 tO 2,000 6.6 11.2 17.8
2,000 t0 3,600 6.4 111 o 17.5
$,000 tO 5,000 7.0 10.6 17.6
5,000 tO 10,000 84 9.5 17.9
10,000 tO 15,000 149 10.6 25.5
15,000 tO 20,000 19.8 - 119 31.7
. 20,000 and over 27.2 "~ 106 378

Apparently the American tax structure; taken as a whole
and including both direct and indirect taxes, is far less pro-
gressive than is commonly supposed.

¢ See Colm and Tarasov, Who Pays the Taxes?, Temporary National Eco-
pomic Committee, Monograph No. 3, 1940, .



Chapter 1X

THE GROWTH AND ROLE OF
PUBLIC DEBT

1. The Rise of Public Debt

ISTORICALLY, it is clear that opposition to public
H bt, like the medieval opposition to interest, grad-

ually broke down by reason of exigencies which ap-
peared more or less uncontrollable. Thus, |state borrowing
erﬁmt mainly of the increasingly costly out-
lays incident to. modern warfare. It was not a question of the-
oretical principles but of practical, hard necessities.YThe tra-
dition against borrowing was set aside when grave“emergen-
cies, such as4vars, forced the issue.? :
] It was, hawever, held that the government ought to estab-
lishrsinking funds and geduce governmental debt incident to
war as much as feasiblei}\fhile the United States, owing to
its rapid expansion,.found it possible to approximate this
maxim following the War of 1812, the Civil War, and again
the first World War, older countries with larger debts and
with smaller possibilities o extensive expansion found jt
much more difficult,’and indeed on the whole impossible, to
retite debt in any important degree. With respect to England,
while there was little actual retirement of debt in the hundred
years between the Napoleonic Wars and the first World War,

1 Even taxes in early modern English history were tolerated only as extraor-
dinary levies to meet necessary emergency situations, notably war. Emergence
from the feudal period into the modern period gradually brought a shift from
feudal dues, and income from the king's private domain, to regularly assessed
taxes on property, transactions, and income.
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the debt at any rate did not rise. France, on the other hand,
experienced a continually rising trend in her public debt
throughout the nineteenth century. .

Charts 8 and g show the historigal trends in the public debt
in England from 1690 to ng‘}BZx?d in France from 1815 to
1938, Some interesting facty’emerge from these charts. %_
penodfromxﬁ 0 t0 1815 in Eng is divi ually
into years of war and years of peace. Regularly in the war
'years the puwmg budget
‘was more or less balanced, and at times some reduction in the
debt occurred. It is evidemed

'upward trend throughout the entire period which assumes

almost a straight line on a logarithmi us, overlook-
ing the relatively short-rums fluctuations about the trend, it

may be said that the British public debt for this period of one
hundred and twenty-five years was rising at approximately a

constant percentage_&n_qbnmascLBcthW and 1914
and,—eensiderina—the—whole

the public debt ceased to rise_

penodfdedmed—by-&-uer—y-medemmhat by 1914
it stood-21.8 per cent under the-1815-Jevel. There were some
fluctuations up and down, notably the_ temporarLrlse in the
debt durm War, followed by a a_subsequent fairly
rapld reurement—Then came the prodltnous rise in the public

stood in relation to the total natlonal income at about the
same level as in 1815. In both 1818 ‘and 1923 the debt was
twice the national income.?:

‘At the close of the Napoleonic Wars the French public debt,
in contrast with the situation in England, was small.* Her ex-
perience from 1815 to 1914 was quite divergent from that
of England. Whereas the English debt became stabilized and
indeed gradually declined, the French debt rose with tem-
porary interruptions through the nineteenth century up to

. 2 See Report of the Committee on National Debt and Taxation, Cmd. 2800,
1927, P- 235.

8 Napoleon, while confronted with grave financial difficulties, nevertheless
resolutely opposed loan financing.
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the time of the first World War. There were, of course, peri-
ods of varying length in which-the budget was balanced and
in which some retirement of the public debt occurred, but
the trend throughout the century was upward. The steep-
ness of the rising trend varied considerably at different pomts
in the century. With the first World War came—as also in
England, but at a far more rapid rate—an unprecedented rise
in the debt of a magmtude so great as to result in (or to ac--
company—the causal mterrelauonshlp is 2 complex one) a
five- or sixfold price inflation.

The _first compelling reason for-berrewing_was_thus. the
ceptional emergency of war. But, increasingly, local gov-
ernmental bodies found it nec Wus

capital expenditures on needed public improvements. These

expenditures were often so large in any current year that it

wawmmmlmmﬂpmummc\mrgmgg-
tion.\Thus, a municipality might have decided to build a pub-

lic school or to install a municipal water works system or a
sewerage disposal plant so costly as to preclude the expense
being borne by current taxes. lem
capital investmen erative.

\ The objects of borrowing to whlch we have referred involve
considerations Wwith respect to apparently unavoidable ex-
pendltures, such as those for war or for socially necessary pub-
lic improvements demanded by the community in order to
maintain and improve modern standards of living. More re-
cently, however, the sphere of public finance has been enar-
mously broadened, owing to the political necessity imposed
upon mmodérn communities to pursue an active policy with re-
spect to the fundamental problem of unemployment. This is
triie whether viewed from the standpoint of unemployment
incident to the fluctuations which we associate with_the busi-
ness_cycle from the standpoint of unemployment of a

structural character having to d he
ngo ividual nations, includ-

ing the problem of chronic unemployment.‘
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I1.-Public Debt versus Private Debt

In an illuminating article in_the Weltwirtschaftliches-Ar-
chivfer-May—-tggz, Professor Jgrgen Pedersen of the Univer-
sity of Aarhus, Denmaxk argues that many of the principles
which one finds in the literature on Public Finance are based
on reasoning derived from private finance. He concludes that
_the discussion of the pro’iems of public finance will continue
to be confused as long as it is not clearly recognized that this

anar\fgzlsfa se and erroneous.*

J?xth respect to qw_um_ptlon, the public and private econ-
omie in on. Both must distribute a'
given income among different expenditure items in such a
manner as to get the greatest possible benefits. For the public
economy, no less than for the individual, it is important that
waste be eliminated as far as it is humanly possible to do so ] 3

 With respect to production, employment, and income, how-

ever, the analogy between the public and private economies
leads to quite erroneous canclusions. Both, indeed, strive to
maximize their income. But this end can frequently not be
achieved by the public economy if it applies the financial
principles appropriate for the private economy. For the indi
vidlmﬂwmg\rrrmf———mmwg
at least within the limits of, his income. For the state an in
crease of expe Treque: i 3
‘tional income and improve the fiscal position of the statejThe
individual is concerned exclusively with the effect of his ac-
tion upon his own business. The effect of his own economic
activity upon other individuals is significant for him only in
so far as this, in turn, affects his balance sheet.\The balance
sheet tells him all that he needs to know in order to judge the
appropriateness of different lines of business policy.

4 Pedersen disclaims any ongmahty in this condusion. “Other economists
have come to the same result, but unfortunately most have forgotten to draw
the relative concrete conclusions from their analysis. We are all so accustomed
to the view of private business that it is difficult for us to liberate ourselves
therefrom, even when we realize full well that in the case in hand another
viewpoint is required.” Weltwirtschaftliches Archiv, May, 1937, p. 469.

. .
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{ In the case of public finance, however, it is quite otherwise.
Thé success or failure of public policy cannot be read from the
balance sheet of the public household. It cannot be deter-
mined by whether or not debt is being retired or assets ac-
cumulated. The success or failure of public palicy can be
determined only by noting the effect of expenditures, taxes,
and loans on the total national incame and on how that na-
tional Income is distributed] .

” | The fiscal policies of the state cannot be conceived in terms
of the calculations of private enterprise but in terms of regu-
lation and control, in terms of the impact of pyblic policies
upon the functioning of the economy as a whole. i( -

We may therefore conclude [says Pedersen] that the financial
transactions of the state, that is, the spending of money for certain
purposes, the collection of taxes, the issuance of loans, and the
creation of means of payment, the fixing of rates and prices for
state-controlled goods and services, are not economic decisions
arrived at with a view to the balance sheet of the business of the
state as such. We conclude that such a balance sheet tells us noth-,
ing about the appropriateness or economic soundness of the meas-
ures taken. Such measures must rather be undertaken with a-view
i achieving an economic balance for the economy_as a whole.
Their appropriateness or soundness can be determined_only in
terms of their effect upon the welfare of the community as a
wholej Politicians and statesmen, are obsessed by the ideology of
privite business, and their good €onscience therefore requires that
their financial transactions corfespond as far as possible to the re-
quirements and practices of private business management, Through
the force of circumstances they are often compelled to deviate seri-
ously from this ideal, but ){Jch deviations are glossed over as much
as possible. This ideological prejudice causes great damage, be-
cause it prevents statesmen from acting with ‘copscious knowledge
of the real aims of public policy and on the basis of the require-
ments of the relevant economic considerations.®

f The familiar popular analogy between, private debt and
public debt internally held is especially misleading.

8 Ibid,, p. 472.
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Borrowing, as the term is commonly used, has two characteristics
without which one could not speak of a loan: (1) there must be a
transfer of the disposal aver funds from one economic unit to an-
other; (2) the burden of the horrower is distributed over a period
of_time during which repayment of the loan takes place. . . .
When, however, the state borrows from its subjects, neither of
t o_characteristics is present. The state does not obtain the
power of disposal over additional funds, for these funds were al-
ready within the realm of its power, and might, in fact, have
been obtained through taxation.

y Thus an internal loan raised by the state is not really a loan in
the ordinary sense, since it possesses none of the essential char-
acteristics of such a transaction. There is no transfer of funds from

one economig.unit to another, and no burden is shifted to future
generations} An internal loan resembles ordinary borrowing ealy

in a purely formal way, and it is obvious that every analogy to
private borrowing must be completely false. Yet the raising of a
loan by the state is not-a-mere accounting phenomenon, such as
would be the transfer of sums of money from one account to an-
other within a given enterprise; on_the contrary the process has
far-reaching consequences upon_production_and distributiomn. Its
actual significance arises from the fact like all other financial
transactions of the state, it is a means of influencing production
and the distribution of income, and it should be considere%innly

as suc . ‘

_‘I%E_satatements just made on the nature of public debts are no
new discoveries. It has been recognized by most economists that
internal_debts must not be considered as debts in the ordinary
meaning of thétérm, and that they do not represent the shifting
of _the burden to future generations. In view of this fact jt is sur-
prising that economists, who after all may be considered experts
in economic matters, regularly seem to fall back into popular views
whenever they are called upon to advise their governments. Per-
haps the most striking example is the Report of the British Com-
mittee on National Expenditure, the May Committee.® The ma-
jority of that. Committee established the general principle that
“existing financial difficulties make it necessary for the nation like-

\

8 Ibid., pp. 472-73-
71bid., pp. 473-74- 2 . .
8 Report of Committee on National Expenditure (May Committee), Cmd..

3920. London, 1g931.
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/

che private individual to consider seriously what it can afford and.
not merely what is desirable, Viewed from this standpoint much
expenditure is unwarrantable at the present time, which, under
more favorable circumstances, we'should deem justifiable and even
a wise investment of the national resources.” This was written at
the lowest point of the last depression when unemployment was
the only alternative to additional governmental expenditures. The
implied analogy with a’private individual, who has to take ac-
count of income and dutgo if he is not to go bankrupt and whose
financial status can’ be read from his balance sheet, and at the
same time the falsity of this analogy are so clear that no'further
<comment is required.? .

Another recent work which may be quoted in this connection
is a book edited by Hugh Dalton entitled Wg@t&
which offers a review of the financial problems in 2 number of
countries. In almost all the contributions the idea prevails that the
incapacity of most states to balance their budgets is a deplorable
«disadvantage, that the repayment _9£ public debts as such is a virtue.
Even in Myrdal's Report of 1934 ' there are traces of this lay-
‘man’s opinion. No author has_more._strongly insisted upon the
untenability of the current analogy between public and private
financial transactions than Myrdal himself. Nevertheless, he seems
in his book to attach so?iie\ importance to the nature of the state’s

capital and develops the i&ea,tlmt.il.'&a_cggally.important, even

apart from psychological effects, that the state’s capital must be
kept constant, or must ever be increased in the long run. His argu-
ments seem to imply that an increase in internal debt must burden
the future budgets so much that no money would be available in
the future for the normal and even probably increased social re-
quirements; this is a view which cannot be maintained on the basis
either of his own theoretical considerations or of experience. (Con-
sider, for example, the enormous increase of internal .debt in
Britain during the war and the share of her social expenditures
"in comparison with those of Sweden which has not increased her
debt in the same proportion.) This argument was at the basis of
Dalton’s proposal for a capital levy designed to extinguish a large
part of the public debt; this proposal was prompted by the fear

. Weltwirtschaftliches Archiv, May, 1037, P- 474-
10 Published by George Routledge and Sons, London, 1934.
11 G. Myrdal, Finanzpolitikens ekonomiska verkningar, Stockholm, 1934.
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that the sums necessary for the service of the debt would burden
the budget so much that the natural increase of other expendi-
tures would have to be curtailed. This argument overlooks the
fact that the sums spent for interest or repayment become income
for the creditors, so that total income remains unaffected.

While the above statement places the emphasis in the right
place, it is nevertheless, unless properly qualified-an—ever-
simplification. The tax structure, through which the transfer

of interest payments 6 bondholders is implemented, may- un-
favorably affectthe flow of consumption and investment. This
fact™1s, however, implicitly recognized by Pedersen, for he
keeps in mind the effect of fiscal policy as a whole—expendi-
tures, loans, and taxes—upon the formation of income and
upon the distribution of income.

Whether a public debt should be reduced or not depends
exclusively upon the general economic situation and not upon
judgments derived from private accounting coxm'derations/ ‘

Whereas a single individual always improves his position by in-
creasing his assets, the situation of a state does not necessarily im-
prove by a corresponding procedure. It is quite conceivable that
the reduction of public debt not only reduces the national income,
but also that the fiscal position of the state may be deteriorated
more by the repayment of debt than by the incurrence of further
debt. . . . Whether retirement of debt should take place or not
depends exclusively upon the expected effect upon production and
income distribution and upon political circumstances which are
connected’with the political ends at the moment, and these will
naturally vary from case to case.1®

[ ! _1I1.-Public Expenditures and Productivity

s\ Ursula Hicks** distinguishes three types of public debt::
(a) dead-weight debt, (b) passive debt, and (c). active debt
Dead-weight debt is one which is incurred in consequence of

12 Ibid.,‘ PpP- 475—76.

18 Ibid., p. 478. )

14 U. K. Hicks, The Finance of British Government, 1920-1936, Oxford Uni-
versity Pregl—gg&
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expenditures which in no way increase the productive power-
of the community, yielding neither a money.revenue nor a
future flow of utilities. The most conspicuous type of public
debt thus incurred is, of course, that arising from lv_a_t_‘__cg(pendi-
tures. Passive public debt is one mcurred from expenditures
which, while yielding utilities and enjoyments to the com-
munity, such as public bulldmos, public parks, and the like,
neither return_a money income themselves nor increase the
efficiency and producnvxty of .labor and capital. An active'
public debt is one incurred in consequence of (a) capltal ex-
penditures on projects which are self-liquidating, and (b) ex-
penditures of a character which, directly or indirectly, increase
the productive power of the community, such as expenditures
on public health or education designed to raise the efficiency
of the people, or expenditures on the conservation and im-
provement of the natural resources designed to increase the
productivity of the nation as a whole.

The public debt in England is the Wof the
first category—the d dead-welght debt. The same is, in large
measure, also true of the French public debt and of the federal
debt +in the United States. Since 1930, the United States
notably has incurred a Iarge public debt, a considerable part
of which must be placed in the dead-weight category, spring-
ing not from war expenditures but from the necessity of of-
fermv relief to the unemployed. In Germany the rise in the
pubhc debt since 1933 had indeed tHe effect, as in the United
States, of rehevfg\unem loyment but it was made incidental
to a huge military program. Thus, the United States is the only
great country which clearly shows a large addition to the
dead-weight debt growing out of relief expenditures.

lstorlcally, public debts in most countries have been
mainly of the dead-weight type, Sweden is a notable excgp-
tion to this rule. Her public“debt is today far more than
covered by productive assets. Indeed, in Sweden in recent
years the net income from state enterprises was approximately
twice as large as the interest on the public debt. The pubhc
debt of state and local bodies in the United States falls, in
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the main, in the passive public debt category. According to
Edna Trull,'* approximately 15 per cent of the total state
debt in this country is of the self-liquidating, active type, while
the remaining amount represents a passive type of public
debt.\ It is always difficult to distinguish, however, between
expenditures which merely yield consumption utilities and
‘expenditures which indirectly increase the productive power
of the community. Public playgrounds and recreational facili-
ties give pleasure and en]oyment but may also raise the morale
of a pébple and make the nation vigorous and efficient. The
distinction between active and passive debt has value for
certain purposes, but it can also lead to the same confusion
which is so often encountered in the history of econamic
thought with respect to socalled productive and unproduc-
tive labor.

Frequently one hears the comment that the payrolls of pri-
vate industry are the source of the whole national income,
that government is supported by business, that private enter-
prlse alone is productive.

The early classical economists, led by Adam Smith, intro-
duced a novel idea into economics—a new concept of pro-
ductivity. The Physiocrats had held the view that agriculture
alone was productive. Agriculture supplied the necessities
of life for the agricultural population, and if there was a sur-
plus left-over, it was possible out of this “produit net” to sup-
port the “unproductive” town population.
~ Itjs not difficult to see how the Physiocratic concept. of pro-
ductivity was born out of the conditions emerging from the
Middle Ages. Towns originally were 51mp1y the winter resi-
dences of great feudal lords. The town populatlon grew up
around the court. It performed personal services, prepared
food, made rich clothing and ornaments, jewels, laces, \@ts
tapestries, clocks, and furniture. All this activity -was sup-
ported and sustained from the surplus which the lord was

- 15 Edna Trull. Resources and Debts of the Forty-eight States, Dun and
Bradstreet, 1937, p- 47- .
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able to draw from his domain. Without this surplus, life in
the town would quickly ebb away. The town had no inde-
pendent source of subsistence. It drew its sustenance from the
country.

Town life was a luxury which could only be supported out
of a richly productive countryside. Town life could develop
only so far as an agricultural surplus could be produced and,
through feudal rights and privileges, drawn off from the land
to enrich the town life of the landed ‘aristocracy. If kjng and
country were to become rich and powerful, it was nécessary
to encourage agriculture. Agriculture alone was really pro-
ductive. All other pursuits were sterile and uiiproductive.

“As an explanatlon of the emergence of town life and the
diversity of occupations, this line of reasoning was not with-"
out merit. But as an analysis of the functioning of a society
advanced beyond the primitive stage of an exclusively rural,
community, it was hopelessly deficient, And as a basis. for
public policy, it led to ridiculous absurdities. - .

ethesis that agriculture was the fountainhead of all
wealth, that agricultural pursuits alone were “productive,”
was once and for. all disposed of in Adam Smith’s great book"
The Wealth of Nations. The view he challenged had seemed
so self-evident and plausible that none had seriously ques-
tioned it. Yet increasingly as manufacture and trade devel-
oped, it was inevitable that sooner or later it would become
apparent to an original mind that this thesis simply did not
fit the facts of a more highly developed society. Yet it held
sway not only in the popular mind, but was rationalized into
a complicated method of thinking by the Physiocrats.

The opening paragraph in The Wealth of Nations strikes
directly at the foundations of the “produit net” philosophy.
Smith regarded labor as the basic source of wealth. Throughi
“division of labor and exchange, productivity 1s “increased. If
one exchanges one’s agricultural surplus against the products
of specialized and efficient town craftsmen, one increases his
own product. The surplus sent to the town is sold in exchange!
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for products made more efficiently in the towns. The country
does not support the town. Exchange with the town enriches
the country.

- Now, in point of fact, this analysis did not represent merely
a new interpretation of the same facts. To some extent, the
facts had changed. At the earliest emergence of town life the
town, as we have noted, was simply a collection of families
catering to the wants of the lord and his court. It had no inde-
pendent existence. The activities of the town represented the
lord’s fnethod of consuming his agricultural surplus.

But, gradually, some of the mechanics of the town acquired
an independent status of their own. They offered their own
wares in exchange. Country barons and squires exchanged
their agricultural surpluses for the products of the towns’
craftsmen. Thus, a real exchange developed between country
and town. Both produced goods that satisfied wants, and both
parties enhanced their productivity through the process of
exchange. . ) .

The breakdown of feudal privileges in the French Revolu-
tion developed and expanded this exchange process. The
peasant, having acquired a new status in relation to the land,
was in a stronger position to retain control over his surplus
product—the product in excess of his own consumption needs.
This surplus he could exchange for manufactures made in
the towns. By the time the development of social institutions
had reached this point, it was possible to recognize that the,
country no longer supported the town any more than the
town supported the country. Each enhanced the productivity
of the other through the division of labor and the exchange
of products. It no longer had any meaning to say that agricul-
ture was productive while manufacturewas not, or even that
agriculture was more productive than manufacture. Both ac-
tivities satisfied human wants. If all of the nation’s productive
effort had gone into agriculture, the real income would have
been very much lower.

But while Adam Smith freed the thinking of his time from
the Physiocrats’ narrow corxept of productivity, he failed
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to liberate himself and his generation wholly from the basic

Physiocratic errorA\3Vhile urging that manufacturing was,
equally as productive as agriculture, he nevertheless held that
only those workers engaged in’ making material goods were
really productive. Thus, he argued that not only menial serv-
ants, gut also “churchmen, lawyers, physicians, men of let-
ters of all kinds, players, buffoons, musicians, opera singers,
opera dancers, etc.” were unproductive laborers. It is femark-
able that, once he had taken the first step in the right direc-
tion, he should have made this error. If manufacture is pro-
ductive, since it no less than agriculture satisfies human wants,’
surely the opera singer, the servant, the teacher are equally
productive. Producers of personal services also play a role in
the system of division of labor and in the exchange economy.
Ata later stage in economic thinking the logic of Adam Smith’s
own position, which he imperfectly applied, was pointed out
and universally accepted by all' economists. ‘
But the logic of this thesis*is frequently challenged with
respect to governmental expenditures. Public_investment
(parks, roads, playgrounds, hospitals), it is asserted, is in some
sense unproductive, while private capital expenditures are pro-
ductive in character. Governmental payroll expenditures in
order to carry out the activities of government are regarded as
less productive, or even as nonproductive, compared with
private payroll experiditures. :
v In discussing the productiveness of private business ex-
penditures, it is important to make a sharp distinction be-
’tween (a}/he creation of a flow of real income of goods or
services, and (b) the creation of new_instruments of produc-
tion which increases the efficiency of labor and results in a
larger flow of real income than would otherwise be possible.
The former is a utility-creating expenditure; the latter is an
efficiency-creating expenditure. Investment which duplicates
existing plants in accordance with the requirements of growth
(as, for example, the erection of another radio factory)-is of
the former type. Investment in improved machinery is of the
latter type.
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N\The view that public investment is “unproductive,” while
private investment is productive, will not withstand careful
analysis. Public investment, just as with private investment,
‘may be merely utility-creating or it may also be eﬂic1ency-
‘creating. tThe development of a public park, swimming pool,
playground, ‘or concert Hall makes possible a flow of real in-
come no less than the erection of a radio factory Public invest-
ment int the national forest, by preventing soil erosion and
floods, or the construction of school buildings, may contribute
to raise the efficiency 4f labor no less than private investment
.in improved machinerygPublic investment, like > private in-
vestment, if wisely e will_| bg‘ygmty-c}:catmg _or._ both
vuuhty-cmanng‘andeﬂicre Créating. ]

‘In addition to being (aMutility-creating and (bY eﬂiacncy
creatmg, public expenditures may also be gc)[mcome-creatmor
in the sense that they tend currently to expand income and
employment) indeed, from this latter standpoint, expendi-
tures which ate not efficiency- or utility-creating (such as war
expendxtures) may be quite effective. Thus, wars not only pro-
mote employment during the emergency, but may stimulate
postwar private investment by creating accumulated shortages
in housmg and in other investment areas.

It is sometimes said that there is an important difference be-
tween business expenditures and governmental expenditures,
in that the former are self- sustammg while the latter are not,
But this is not true. No private business can sustain. its sales
volume, unless the outlays of other businesses and ﬂi govern-
ment continue to fg,dihe income stream. Nor is prlvate busi-
ness’as a whole)self sustaining. It w not self-sustaining when
the national income fell from §80 b fions to $40 bllhons in the
“early thirties, nor indeed in any-6ther period of depression. .
. The sales receipts of private business, no less than the tax re-

-ceipts of government, depend upon the maintenance of a high
'national income. And the outlays of government can and do
. contribute to a sustained national income, no less than the out-
lays of private business. Indeed, when private business out-
lays decline, the government alone is in a position to go for-
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ward and sustain the income through increased expenditures.
When it is said that public expenditures are “sustained out
of* private income, it will be disclosed, on careful analysis,
that the reasoning is precisely similar to that of the Physio-
crats. Manufactures were sustained, it was said, out of the
surplus product of agriculture. The real fact, however, was
that, instead of applymc all the producuve resources of society
to agricultural production, the real income of the community
was raised enormously by diverting ** a part of the productive
- resources to manufactures.[In like manner, under modern
,conditions, many wants can be satisfied at all only by govern-
mental action, and in other cases more effectively by govern-
mental action[Roads, streets, sewerage disposal, reforestation,
flood “control, “parks, schools, public health, hospitals, low-
cost housing, social insurance, public playgrounds, and other
recreational facilities—all these represent ways of enlarging
our real income far beyond what it could be if these things.
were not undertaken by government) These activities are
uuhty-creatmg,_and in part, eﬂimency eating, no less than
the activities of prlvate enterprise The governmental ex-
penditures are not supported out of* private enterprise any
more than manufacture is supported out of the agriculturak
surplus. Just as the manufacturing population buys the sur-
plus of agriculture in exchange for its products, so also the
services of government enter into the exchange process and
enrich the income stream. It is true that part of the exchange
payment is in the form of taxes, but this fact in no way alters
the fundamental fact of exchange. The income of the popula-
tion attached to any private enterprise is derived not merely
from the sale of its product to other private industries, but
also from the sale of its product to the population attached to
governmental projects, including the construction of public
works. In this process of exchance it is not true that any one
segment of the exchange economy supports out of its surplus

16 This is all the more true when it is a question not of diversion but of
employment of idle labor and unused productive resources, as is the case in
periods of depression or of chronic unemployment,
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|any other segment. Manufacturing is not maintained out of
the surplus of agriculture, and government is not maintained
out of the surplus of private enterprise. Each segment con-
tributes to the total flow of real income, and each takes its
[share out of the income stream.
.~ In the sense that the most essential necessity of life—food
1—is produced by agriculture, it may be said that agriculture
- is basid to all other economic activity. This seems to give it a
sort of priority. But this priority has a meaning only in primi-
tive societies where it is necessary to devote all, or nearly all,
of productive resources to the procurement of food. As a so-
ciety becomes more productive, agriculture loses its right of
_priority. The very superabundance of agricultural products
implies that more emphasis must be placed upon other eco-
nomic pursuits. Manufacture, indeed, may now become the
really 1mportant branch in that its products are relanvely
scarce in relation to the products of agriculture. In an agri-
cultural surplus society, manufactures may assert a claim to
rprlorlty.
L}’Vlth increasing productivity, material wants are becoming
,more and more abundantly satisfied. It now becomes poss1ble
to satisfy more fully artistic and intellectual wants. Leisure
itself becomes an economic good, more important than any
further addition to food or clothing. And with leisure comes
demand for recreational, artistic, and intellectual activities.
,And it is in this area that commumty and governmental activi-
ties play afl increasingly important role f’(’

IV. Economic Effects of Public Debt

he character of the expenditure for which debt is in-
curred will determine whether the effect is (a) employment-
creating, (b) utility-creating, or (c) efficiency-creating, or some
combination of these. The character of the expenditure will
affect the standard of living. But once the debt has been
incurred, its subsequent impact upon employment and the dis-

/

-
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tribution of income will be the same regardless of the pur-
pose for which the debt was incurred. The magnitude of subse-
quent real income will, indeed, vary according to the character
of the expenditures made, but the functioning of the economy
after the event will depend exclusively upon the magnitude of
the debt and upon the type of tax structure designed to finance
the interest payments. / ‘(

It is of interest to i qulre whether or not the enormous
dead-weight debt in England, following the Napoleonic Wars,
on balance impaired the great expansion of British industry in
the nineteenth century. It must be remembered that this dead-
weight debt was mternally held and that, therefore, the high
taxes Tequifed to service thgnteresfﬂtﬂﬁ?ﬂ%wed back
dlrectly_agam into the e community. An examination of the tax
structure prevailing in the early half of the nineteenth century .
would indicate that, in all probability, the huge dead-welght
debt served to add to the flow of md1v1dua1 savings. This is
true for the reason that the taxes were heav1ly of the indirect
type, which did not weigh severely on the incomes of the
rich, while on the other hand the rich, for the most part, held
the government bonds. Thus, funds were taken through taxes
from the community as a whole and paid in the form of in-
terest to the wealthy holders of bonds, whose incomes flowed
largely into the stream of savings. According to the Colwyn
Committee, *“taxation in 1818 hardly touched the saving
power of the wealthy. . . .” The Committee reports that,
of a total tax revenue of £56 millions, £40 millions was raised
by customs and excise duties, levied largely on necessaries, the
income tax having been repealed as from April, 1815.17

In a century which witnessed I‘apld extensive expansion,-
revoluuonary changes in technology, the emergence of new
industries, the rapid developmem of new territory, and an
unprecedented growth in population, an important limiting
factor to expansion was the flow of savings] The dead-weight
debt probably served to siphon a part of the stream of income

17 Committee on National Debt and Taxation, op. cit., p. 236.
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from consumption into savings, and in this respect facilitated
and encouraged the rapid expansionist development of the
nineteenth century. T

There were, indeed, periods of greater or less duration in"

which this compulsory saving process clearly tended to create
depressed conditions. Chapter 7 of Malthus’ Principles of
Political Economy is a classic example of an illuminating anal-
ysis which interprets the post-Napoleonic War depression in

these terms. But, viewing the period from a long-run stand-

point, the investment outlets were over the century ample, .

and the scarcity of investment funds was, on the whole, a
limiting factor.

.In the Victorian era it is generally true that saving was left as
-amonopoly in the hands of the wealthier classes, who were allowed
to remain in almost complete control of their riches. In our view
it is impossible to justify the old distribution of taxation, even
though it reduced interference with saving to a minimum. It is
true that under it industry advanced enormously, and the standard
of living improved for the whole community more than in any
comparable period. Nevertheless, a tax system falling less on the
purchasing power of the poorer classes and more on the savings
of the richer might have been beneficial to production, as it cer-
tainly would have been to immediate consumption.!8

----There are other directions in which the dead-weight public
debt'In the early nineteenth century acted as a stabilizing
force. The fact that rapidly growing financial institutions—
thiestock market, commercial banks, savings banks, and finally
life insurance companies—had available an asset which was
virtually riskless could scarcely fail to have had great signifi-
cance for the secure development of these institutions. More-
over, in the early period of capitalism, when enormous risks
necessarily had to be taken in industrial ventures as yet un-
tried and of a highly experimental nature, government bonds
constituted a safety reserve which made it possible for capi-
talists to achieve a Teasonable balance between investment

48 Committee on National Debt and Taxation, op. cit., p. 241.
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assets and speculative assets. The “fact that 2 man holds a good
block of War Loan and can rely on a nucleus of safe. income
may sometimes induce him to seek higher but less safe return
on his other savings.” ** Had it not been possible to hold a
large part of the assets in safe and secure government bonds,
and to use these assets as a vantage point from which to make
expeditionary excursions, so to speak, into untried and specu-
lative investment territory, it can scarcely be doubted that the
rate of bankruptcy in a highly dynamic and rapidly changing
industrial system would have been greater than was the
case. This holds true for the individual investing capitalist and
for the rising industrial and trading firms and corporations.
Indeed, it is dnf’ﬁcult to see that the financial and industrial
development of England in the nineteenth century could have
proceeded with the degree of steadiness and security actually

achieved had there beerr'ﬂo"hrge pubhc debt available for
secure investment, ~ I
~~The main dlsadvantave of the public debt in England in
" the nin€etéenth céntury was the weight whlcfn'the taxation.inci-
dent thereto imposed upon_ thé wage-earning classes. From
the short-run standpomt it depressed_real _wages. But in a
highly dynamic society the curtailment of consumption rap-
idly brought about an expansion in the capitalistic _process
of productxon and thereby facilitated the progressive rise
throughout the nineteenth century of the standard of living.
It may be that the sacrifice of the present was too severe to be
justified even by the rate of growth v which it encouraved It
may well be that Envland in the nipeteenth century, no less
than Russia in the twenueth but by different institutional
processes, sacrificed present consumption too much in the in-
terest of capital accumulatlon and a future rise in the standard
of living. .

Quesnon may now be raised whether, in the altered condi-
tions that currently confront Britain, an internal public debt
today has any of the advantages or the degree of advantage
which has been suggested above. In the Entﬂand of the mne—

1% Committee on National Debt and Taxation, op. cit., p. 10u.
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teenth century a case can, we think, be made out for the thesis
that a large public debt, substantially maintained but not
allowed to rise, was, on balance, an advantage for expanding _
industrialism. It is probably true that, because of the economy
1mp0sed by a century of balanced budgets and even some re-
tirement of debt,. uuhty-creatmg public improvements, edu-

cation and public health, were unduly neglected. Whether
larger expenditures on such projects could have been financed
adequately out of taxation without weighing unduly either
upon the current necessities of life of the masses or upon the
desirable volume of capital formation may be debatable. Exom
the Napoleonic Wars to 1845, and again from th
ties to 1895, a considerable portj the try’s productive
resources was not fully emplg{ed. In the periods of prolonged
depressions public expenditures of the character indicated
could have been financed by borrowing (with some attendant
monetary expansion) without, on the one side, encroaching
upon capital formation or, on the other side, resulting in un-

fl;é price inflation.

The assumption that a large public debt is inherently and1
necessarily under all circumstances an evil is not warranted
There are good grounds for believing that the post-Napoleonic
debt exercised no depressing effect on the British economy
and may, indeed, have played an important role in the eco-
nomic progress of that country in the nineteenth century.
Equally, we should not be ]usuﬁed if we concluded, without
examination into the special circumstances of present-day
economic tendencies, that the high public debt in England in
the post-World War I period either depressed the standard of
living, or prevented an otherwise attainable increase in pro-
ductivity, or intensified the volume of unemployment. Indeed,
it is not impossible that it may have acted in quite the oppo-
site direction. While the post-Napoleonic era called for a large
flow of savings, there are grounds for believing that the decade
of the twenties called for a larger volume of consumption ex-
' penditures relative to income. And while the publlc debt,
comldermg the manner in which it was held in conjunction
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with the then prevailing tax structure, encouraged saving in
the post-Napoleonic era, in postwar England it may have
acted to stimulate consumption, owing to the differences in
the manner in which the debt was held and in the tax struc”
ture. Whereas_the debt was formerly an instrument nt through
which funds ‘were mphoned fforﬁ-consumg_tlon into savmgs,
SO recently it has become, in part at least, an mstrumen; to
gphon funds from savings into_consumption. This follows
from the fact that the government debt has recently been held
partly by savings and financial institutions, the beneficiaries
of which constitute a large part of the British public, while
on the other side the tax structure is sufficiently progressive
as to weigh relatively heavily on savings and relatively lightly
on consumption.??fWe suggest that quite possibly the pub-|
lic debt for different reasons and under different ‘economic
circumstances, then and now, has served a useful purpose. \,J

There is no reason to suppose that it is not important now,
as in the nineteenth century, for financial and business insti-
tutions to have available secure and safe investments, such
as those offered by government bonds. Currently, the supply
of government bonds relative to other securities is certainly
very much higher than was true in the latter part of the nine-
teenth century, though clearly it is not as high as in the early
part of the nineteenth century. From the standpoint of the
quantity available, no case can be made for the thesis that
the quantity is inadequate for the needs of a well-balanced
investment portfolio of financial institutions and of business
corporations. It is clear that gilt-edged private securities are
now available in much larger quantity than formerly and
that, correspondingly, there is less need for government ob-
ligations. Indeed, it may be argued that the current large
volume of governmental securities is tending to displace and
crowd out gllt-edaed private securities wlnch might other-
wise have come into existence.

20 “In regard to the standard of saving, we conclude that the increased direct
taxes have contributed appreciably to a pro rata dedline in saving—not star-
ding, but very substantial—below the pre-war amount,” Committee on Na-
tional Debt and Taxation, op. cit., p. 241.
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-Here we encounter the difficult question with Tespect to
the advantages and disadvantages of a large volume of private,
fixed-debt obhcrauOns anate vate debt obligations may, qu’e.ed
bé‘désxrabr-énough from the s standpomt of the investing
institution, but from the standpoint of the issuing institu-
tion a large volume of such obligations, creating as it does
a high burden of fixed charg l}gmlci(agvaom ng1d1t1>
,in an unstabli_’econo mic world. Such 7igidity is lTikely, in
tum. to réinforce and augment the tendency toward economic
!instability, and has in certain instances, notably in the case

'of the American railroads, resulted in a serious impasse which

almost precludes the possibility of making necessary new in-
vestments. .

It is evident that we are developing more and more institu-
tionalized sources of savings. These naturally seek fixed debt
obligations, whether gilt-edged private securities or govern-
ment bonds. Thus, from the standpoint of those who offer
funds in the financial and investment market, there is clearly
an incentive on the part of industrial enterprise to issue debt
obligations which are preferred to equities by the investor.
As the recent Twentieth Century Fund studies ** have pointed
out, however, this is a dangerous development, and legal reg-
ulations controlling financial i investment institutions, notably
savings banks and life insurance companies, ought probably
to be liberalizéd so as to permit them to hold a certain pro-
portion of their assets in the form of fqumes Any consider-
able development in this direction, owever, presupposes the
combination of such equity holdings with an adequate vol-
ume of highly riskless assets, er in gilt-edged private se-
curities or in government borfds. From the standpoint of the
flexibility of the economy as a whole, it is desirable that the
industrial horrower should issue stocks rather than bonds.
If, however, the financial investing institutions are to be en-
couraged to hold equities so as to diminish the current ratio
of private debt to private wealth, it is necessary that there
shall be available an adequate volume of government secur-

21 Debts and Recovery, 1929-1937, The Twentieth Century Fund, 1938.
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ities in order to provide the approprlate balance for the port-
folios of financial investing institutions.

e now encounter the question. whether a public debt-
xmposes any such serious rigidity upon the econm
case with private debt. \Ve believe that it does not. The in-
terest on the public ¢ debt isserviced by taxation, the success-
ful “collection of which depends upon the maintenance or
increase from the long-run standpoint of the national income
as a whole. The solvency of the government is not subject to
the risk of structural changes which may cause the decline,
or even death, of certain industries and thus profoundly affect
the income of prxvate corporatlons. Moreover, the cyclical
fluctuations of income are less serious for the government
than for the private sector of th‘e‘economyVIn the first place,
the incomes of many private corporations fluctuate far more
‘violently than the income of the economy as a whole. Much
more 1mportant however, is the fact that the individual cor-
poration with a low igcome in the depression phase of the
cycle is placed in a dangerous financial situation. Corpora-
tions with a heavy load of debt may, in seriously depressed
conditions, be forced into bankruptcy and may be unable to
carry the interest burden, or at any rate unable to raise
necessary new funds for expansion in the subsequent revival
period,AThe government is placed in no such dangerous sit-
uation by reason of cyclical fluctuations of income. Indeed,
the government is not only able to, but may, to the advantage
of the economy as a whole, engage in borrowing when the
national income is temporarily low.?2 As long as the interest
on the public debt is well within the practical taxable ca-
pacity of the government, taking the entire business cycle
into consideration—and taxable capacity has very flexible
limits, varying, however, with the financial integrity of the
country—no question can arise with respect to the solvency
of the government. And in advanced countries, in which

22 The power of the government, through the open-market operations of
the Central Bank, to increase the funds available for the purchase of govem-
ment boeds :s an important Mnmderauon
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there is a widespread interest on the part of the general public
in the security of financial investments, such as savings and
life insurance policies, the willingness to undertake taxation
as an alternative to mﬂatxon is véty strong. Such a community,
omthe one side, has an enormous capacity to submit to tax-
ation and, on the other side, can be expected to resist the
road of inflation so luring to more primitive economies in
which the mass of the people had no stake whatever in the
stability of the value of money.

C-Thus, a dual financial system, whlch on the one side af-
fords a large supply of governmental debt obligations for
secure financial investment, and on the other side encourages
the issue of equity securities by pnvate companies, may well
be the desirable goal. JFinancial institutions with a large sup-
ply of government o ligations may safely invest a very con-
siderable portlon of their assets in common stocks. -A rise in
the publlc debt is thus not necessarily inconsistent with the
requirement that private industry should more and more turn
to equity financing and eschew the tendency so prominent
in the decade of the twenties toward mortgage and bond financ-
ing. As far as the late twenties are concerned, it is, of course,
true that the-extremely inflated stock market encouraged
many large corporations to retire their bonds by the issue
.of common stocks.

In this connection it will be of interest to compare (a) the
total amount of government debt obligations, federal, state,
and local, (b) the total estimated volume of private debt 2
in the form of bonds and mortgages, and (c) the value of

23t is particularly noteworthy that, disregarding short-run fuctuations,
private debt has remained substantially equal to the national income during
the last 40 years, as shown in the following table. (See National Industrial

Conference Board, Economic Almanac, and Private Long-term Debt and
Interest in the United States.)

Year . Nat’l Income ® Private Debt ®
1902 - $184 $170
1913 315 82.2
1929 82.9 842
1937 712 793

® In billions.
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common stock measured by the current market prices listed
on the New York Stock Exchange. These data are given in the
following table:

TasLe XIX

Gross Government Debt2*t Total Private Debt in Bonds and
Mortgages,*® Value of Common Stock®® -

(in millions of dollars)

Gross Government Debt, 1937

Federal $36,715

State and Local 19,152

Total . $515,867
Private Debt, 1937 S

Railway ' : 13,109 .

Industrial 7,762 '

Public Utility 13,874

Farm Mortgage 7,082

Urban Mortgage 25,508 L

Total . $70,335
Value of Common Stocks, 1935-37 $42,131

1“1’, Public Debt Controversy; in the United States

With respect to the role of public debt in the American
economy, it is evident that a major revolution is already upon
us. In three decades we have shifted from our nineteenth-
century traditional position of virtually no public debt to
a relatively high and rising public debt. For this there are
three reasons: (1) the great increase in capital expenditures
of local governments on capital projects, including roads,
schools, sewerage disposal, etc.; ** (2) the World War of 1914;
and (3) the Great Depression. To these must now be added a
fourth—defense expenditures incident to the second World

2¢ and 28 Survey of Current Business, January, 1939, p. 11. '
26 New York Stock Exchange Yearbook, 1937, p. 105. Average of ﬁrst of-the-
month figures for 1935-47 inclusive.

27 See Temporary National Economic Committee Hearmgs. Part g, Savings
and Investment.
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War. War, depression, and the growing need of large-scale
consumers’ capital, which can be supplied only by the collec-
tive action of the country as a whole—these are the develop-
ments which in the last quarter of a century have led, and
are leadmg, the way to a large and increasing American pub-
lic debt. *

The history of the federal public debt over a span of one
hundred and fifty years"clusters around five major episodes:
(1) the early period of federal expansion, (2) the War of 1812,
(3) the Civil War, (4) the first World War, and (5) the Great
Depression.

The increase in federal debt which occurred in each of
the three middle periods has to do with war. Any controversy
{with Tespect to public debt in such periods is not likely to
irun in. terms of fundamental considerations. Debate is likely
to be limited largely to the practical problems of financing
—the extent to which it is feasible or appropriate to finance
the war from taxation.

In the first and last penods however, discussion with re-
"spect to the role of pubhc credit ran in more general terms
and disclosed deeper issues. The problem was not so much,
or at least not so exclusively: How can expenditures inevitably
imposed upon the country by imperious necessity best be
met? The problem was in part: Shall the public credit be
used as a positive instrument of government in order to reach
certain desired ends?

The first period was under the spell of the great leadership
of Alexander Hamilton. Hamilton fought forj vigorous use
of the public credit in order to strengthen the position and
the power of the new federal government. He did not fear
the growth of what, for his day, was a huge public debt. Hav-
ing regard for the relative fiscal capacity of the federal gov-
ernment then and now, one may confidently assert that the
federal debt was larger at the end of Washington’s adminis-
tration than it is at the present moment.

Hamilton wanted to achieve certain goals for the new gov-
ernment. He could not achieve the ends he sought without
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the federal government’s incurring a large public debt. From
this he did not shrink. Indeed, he argued that a considerable
public debt, under certain circumstances, had definite ad-
vantages for the economy. He urged a fearless use of the pub-

r lic credit within appropriate limits, not merely for govern-
mental ends, but also to achieve certain economic objec-
tives.

To the horror of his opponents, who were eager to hold
the public debt of the new federal government down to the
lowest possible minimum, and whose aim it was to reduce it
as soon as possible to zero, Hamilton proposed not only the
assumption of the foreign-held debt (which was generally
agreed to as necessary in order to preserve the nation’s credit
abroad), but also the assumption and funding of the Con-
tinental and Confederation domestic debt and even of the
Revolutionary debts of the states. Together, these totaled
$79.125,000. For a struggling young government to assume
a debt of over $79 millions was regarded by his oppongnts
as a highly dangerous proposal. Hamilton defended it, how-
ever, as the surest way%mmly establishing the new federal
government.

He went farther than this. In his First Report on the Pub-
lic Credit, issued January 9, 1790, he listed three benefits
which he believed the economy would derive from the debt.|

He argued that merchants would, by reason of the public!
debt, be enabled to invest their unemployed capital in gov-'
ernment bonds. This would yield an added source of revenue,
and so enable them to trade for smaller profits. Moreover,
the bonds would provide a ready source of credit when the
merchant needed it for commercial operations. Similarly, ag-
riculture and manufactures, he argued, would be promoted
by the existence of public debt, not merely on their own;
account, but also because “the merchant whose enterprise in
foreign trade gives them activity and extension” is benefited
in the manner indicated above. Finally, he maintained that
the rate_of interest would be lowered by reason of the ind
creased supply of liquid assets. Hamilton suggested that bonds
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were, for certain purposes, virtually the equivalent of money.
Accordingly, a large public debt would lower the rate of
interest, “for this is always in a ratio to the quantity of money
and to the quickness of circulation.” Hamilton's analysis is
restated by Dunbar as follows:

Hamilton saw that the revival of industry could only be accom-
plished by the aid of a sound mercantile credit, and that for the
growth of this the establishment and regular operation of public
credit were necessary. He saw the advantage which must accrue
to the community when the resources of individuals locked up in
claims against the government should become mobile by being
converted into negotiable securities having a recognized standing
in the market.®s ="

Such were the purely economic benefits which Hamilton
saw in a public debt. From the standpoint of the new gov-
ernment, he saw in the assumption of state and Confedera-
tion debt a means of strengthening the central government.

Through the continual amortization of the funded debt

_Yle maintained that funds would be “liberated, and will be
ready for any future use, either to defray current expenditures
or be the basis of new loans, as circumstances may dictate.”

. Thus managed the public debt was conceived of as a sort of

| revolving fund. The principle of debt amortization he re-

garded “as the true secret for rendering public credit im-
mortal: . . . The successive liberation of the revenues, suc-
cessively pledged, will afford resources that may almost be
said to be inexhaustible.” Public credit he regarded as “a
means of accelerating the prompt employment of all the abil-
ities of a nation.” It is “not only one of the main pillars of
public safety, it is among the principal engines of useful enter-
prise and internal improvement.” *

Hamilton’s opponents charged him with being merely a

28 C. F. Dunbar, “Some Precedents FolloWed by Alexander Hamilton,” Quar-
terly Journal of Economics, 1888, pp. 32—59.

29 Hamilton, First Report on the Public Credit; Second Report on the Public

Credit. (See pages 46, 1567, 170-2 in McKee’s edition Papers on Public Credit,
Commerce and Finance, by Alexander Hamilton.)
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slavish follower of Pitt and English financial theories. Jeffer-
son wiote to Washington in 1792: “This exactly marks the
difference between Colonel Hamilton’s views and mine, that
I would wish the debt paid tomorrow; he wishes it never to be
paid, but always to be a thing wherewith to corrupt and man-
age the legislature.” * Hamilton, however, denied the thesis
imputed to him by his opponents that **public debts are publicj
benefits” under all conditions. He was realistic and specific.|
He argued that with the problems then confronting the new
government, both from the political and from the economic
standpoint, the “proper funding of the present debt will ren-
der it a national blessing. . . .”

The Congressional debates disclose opposition to this view.
‘A member from Georgia argued that England was a melan-
choly instance of the ruin attending funding systems.

To such a pitch has the spread of funding and borrowing been
carried in that country that in 1786 their national debt had in-
creased to £230,000,000 sterling, a burthen which the most san-
guine mind can never contemplate they will ever be relieved from.
If future difficulties should involve that nation still further, what
must be the consequence? The same effect must be produced that
has taken place in other nations; it must either bring on a national
bankruptcy, or annihilate her existence as an independent empire.
Hence, I contend that a funding system in this country will be
highly dangerous to the welfare of the Republic; it may for the
moment raise our credit and increase our circulation by multiply-
ing a new species of currency, but it must hereafter saddle upon
our posterity a burthen which they can neither bear nor relieve
themselves from.s:

Hamilton was too keen to be befuddled over the “posterity
burden” argument. He saw quite clearly what economists
have always pointed out, that it is not a question of posterity
versus the present generation, but rather a question of trans-
fer from one group (the taxpayers) to another group (the bond-

80 ]eﬂetﬁon, Works, Volume III, p. 464.

1 Thomas Benton, 4bridgement of the Debates of Congress, Febr'uary 9
1790.
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holders)—both groups being members of the same genera-
tion. Hamilton argued that there was merely a transfer of
capital to the amount of the annuity from those who pay to
the creditor who restores it to circulation.*®

Hamilton, arguing that certain positive economic benefits
would accrue to the nation from a public debt, was con-
fronted with the familiar reductio ad absurdum argument:
If this is so, does it not follow that the more debt the better?
Hamilton's answer was precisely the correct one to all such
arguments, namely, that we must never lose sight of balance
in economic life. It may be a good thing under certain cir-
cumstances to lower the price of steel by 10 per cent, but it
does not follow that it must be good economic policy to force
a reduction by, say, go per cent. It may be desirable to realign
the foreign exchange value of a currency by 20 per cent, but
it does not follow that an 8o per cent depreciation is desira-
ble. And so for all economic policies. Hamilton put it as
follows:

“There are respectable individuals who, from a just aversion to an
accumulation of public debt, are unwilling to concede to it any
kind of utility; who can discern no good to alleviate the evil with
which they suppose it pregnant; who cannot be persuaded that it
,ought, in any sense, to be viewed as an increase of capital, lest it
should be inferred that, the more debt, the more capital, the
greater the burthens the greater the blessings of the community.

But it interests the public councils to estimate every object as
it truly is; to appreciate how far the good in any measure is com-
pensated by the ill, or the ill by the good: either of them is seldom
unmixed. ‘

Neither will it follow that an accumulation of debt is desirable
because a certain degree of it operates as capital. There may be a
plethora in the political as in the natural body; there may be a
state of things in which any such artificial capital is unnecessary.?*

82 Papers on Public Credit, Commerce and Finance by Alexander Hamilton
(McKee edition, pp. 216-17).

88 See Report on Manufactures, December 5, 1791 (MgKee edition, op. cit.).
Hamilton also notes the effect of an excessively large public debt on wealth
concentration, the debt “serving only to pamper the dissipation of idle and dis-
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Defending his own position, he admitted that he had

explicitly maintained that the funding of the existing debt of the
United States would render it a national blessing; and a man has
only to travel through the United States with his eyes open, and
“to observe the invigoration of industry in every branch, to be
convinced that the position is well founded.

But whether right or wrong, it is quite a different thmg from
maintaining as a general proposition that a public debt is a public
blessing; particular and temporary circumstances might render
that advantageous at one time which at another might be hurtful

Hamilton’s position was vigorously opposed by Gallatin,
who consistently resisted any increase in debt and continually
sought to reduce any existing debt. This was true long before
he became Secretary of the Treasury. As Senator from Penn-/
sylvania from 1795 to 1800, he fought the ﬁnancxal measures
of the Administration. War was by many thought imminent,
and this presented squa.r-eT; the problem: Should the govern-
ment increase its debt or negfe'gt%ts defenses? The Federalists
did not hesitate to choose an increase in the debt in order
to achieve a substantial army and navy. Gallatin, holding a
large public debt to be a menace, Dbelieved the national safety
and security could best be promgt_ed_l)y spending less on de-
fense and more on debt reductlon For him, the dlscharge of
the public debt became an uncompromxsxng dogma. Jeffer-
son and Madison supported his principle, but were sufficiently
realistic to modify the policy when circumstances justified
large governmental expenditures necessitating an increase in
the national debt. Thus, Jefferson’s ideas with respect to the
public debt did not prevent him from embarking upon large
expenditures springing from the war with Tripoli and the
purchase of the Louisiana Territory. Gallatin, however, with
singleness of purpose and rigorously adhering to his dogma,
opposed both. In 1807 the threat of war brought further
solute lndx‘mand making the sums required to pay interest oppressive,
The latter would be particularly true in a society such as Hamilton'’s which

relied mainly on consumption taxes.
8¢ Letter to Philadelphia Gazette, September 11, 1792.
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sharp increases in expenditures, followed by reductions in the
next two years. But the War of 1812 blasted Gallatin’s hopes
of paying off the debt, and he resigned as Secretary of the
Treasury. The debt had risen from $45 millions in 1811 to
$100 millions in 1814.

The particular economic arguments advanced by Hamil-
ton in support of the use of public credit have, of course, little
relevance to the controversies of today. What is of interest
for us is not the particular form of his ‘argument (except for
his recognition thai tI1a§_§p_311_ternaHy_he_d debt represents a trans-
fer and_&)lt\aa ‘burden), but rather the fact that he Tesisted
the general dogma that public debts are inherently bad. He
was realistic in his approach. His opponents were dogmatists
who insisted that a public debt is, at all hazards, to be avoided
except under the painful necessity of war; that no benefits
may be derived from the use of the public credit from the
standpoint of the economy; that its consequences are all harm-
ful; and that, if unavoidably incurred, it should be reduced
to a minimum at the earliest possible moment. Hamilton rec-
ognized public credit as a useful instrument of governmental
policy. The economic ends he sought were, for the most part,
not the ends we seek today, but the principle is still valid.

- Itds necessary to look behind the instrument to the economic
‘realities and to the results which can be expected to flow from
the use of the public credit. . -

/
/’ e ~ VI. Limits to the Public Debt*
!

Considerations with respect to the magnitude of the pub-
lic debt involve an analysis of the very difficult concepts of
taxable capacity and taxable income. Taxable income say
be defined narrowly as that portion of the national income
which passes through the commercial market and which is

85 Compare David M. Wright, “The Economic Limit and Economic Burden
of an Internally Held National Debt,” Quarterly Journal of Econgmics, No-
vember, 1940; also chapter by R. A. Musgrave and B. H. Higgins in Public
Policy, Vol. II, Annual Yearbook of the Graduate School of Public Adminis-
tration, Harva.rd University, 1941.
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received in the form of money. Obvxously, however, a very
C me _is received i

form of services without passing through the mone ice
mechanism. In the broader sense, therefore, taxable income

may be said to include nly the monetary inc upon
R he T zallector cuntay BaneTe Bt alea that portion
of the income received directly in the-form of services,
whether rendered by the government or by individuals
(h usewives, for example) w1thout monetary recompense.-
The term “taxable capacity” may thus be defined in vari~
ous ways. Taxhﬁre—_c_aﬁiat—y—'ﬁ’la_y_be conceived of in terms
of (a) the money income, (b) the money income plus the
income derived from free governmental services to which,
hiowever, a fee might have been attached, and (c) the entire,

income of the community, whether derived within the prlce

meMﬂMw&MmMe
- price_mechanism if utilities

and services. A

'Th—e’i;esnon now arises what t types of governmental ex-
pendltures _may increase the taxable capacity or the taxable
income. \Z_l‘egly, governmental capital expenditures which
are remunerative in character and produce a money into ome
are prec/xs_c;ly_glmllar to private capital expenditures. More—
over, eXpenditures which_increase_the flow of utilities and

services grounds),-but for
_(such as parks-and-play which no
commercial price or fee is charged, ma may, nevertheless, fur-!

nish quite legitimate ground for permitting an increase in
the national money income sufficient to permit the transfer
payments without encroaching upon the monetary income re-
maining in the hands of_the public, and which would be
availabl¢ for pruate investment and consumption expendi-
tures, An increase in real mcomq ]usuﬁes a corresponding
monetary expansion, whether springing from" an mcreased
output of goods and services placed on the market by pri-
vate enlreprenéﬁ'l?,_o—rn‘()m goods offered freely by the gov-
ernmex 1t without pnce or charge. Monetary expanswn equal
to the rise of real income does not mean price inflation. In-
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deed, without an increase in the money supply (assuming ve-
locxty constant) the transfer of funds through the public fisc
1d tend to cause deflation.

Thus public investments, the services of which are offered

ithout charge to the community, may through appropriate
\monetary expansion increase the taxable capacity in the
sense of increasing the taxable money income.]That they
increase the taxable capw is perfectly clear if the benefits
from such investments are placed within the framework of
‘the price mechanism by charging a fee for the services ren-
‘dered, and if the monetary authority permits a sufficient
monetary expansion to allow the collection of such fees
_without encroaching upon the monetary transactions of the
private sector of the economy. All this will be equally true
if we substitute a general tax levy in lieu of the special fee
attached to each service rendered.

The monetary taxable capacity and monetary taxable in-
come can, of course, quite easily be increased (once full
employment by the loan expenditure method is reached) suffi-
ciently to match the increased taxes, so that no encroach-
ment upon the monetary funds available for the purchase
of goods pnvately produced need occurThus, the receipt of
-a_certain quantity of free goods would justify a monetary
-expansion. When private capital expendlturts result in addi-
tional output of commodities or services, a monetary expan-
sion adequate to circulate these goods at a profitable price is
]usuﬁed Equally, when the government provides free serv-
ices, some apunate monetary expansion is justified. This
would -permit the collection of taxes sufficient to cover the
expenses of operation, together with amortization and in-
terest charges, without any reduction in the media avail-
able for monetary transactions. In so far as the governmental
jexpenditures call forth the utilization of unemployed re-
sources which otherwise would not be used, not only is the
taxable income increased, but the increase is dependent
upon such outlaysgtil’n the event that full employment has
already been reached, any further expansion of governmen-
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tal services would encroach upon, and become a substitute
for, real income privately produced. But there is no a priori
reason to suppose that the magnitude of the real income will
be any smaller in the one case than in the otheﬂ

A second consideration with respect to the size of public

debt has to do with the relation of debt to prices.]The fear
eventually produce a price inflation. This conclusion is nof
justified.”No general statement can be made without an ex-

‘amination of the special circumstances in each case. The

deficit_may be financed by: (a)forrowing from the banks,
(b) borrowing | from accumulated idle balances held by cor-
porauons and individuals, and (c) Porrowing from the cur-
rent income of the individuals and corporauons. “The first,
method of financing results in an expansion of the money

supply (demand deposus) the second results in an increase

_in the velocity of circulation. Whether new money is created

or idle%ﬂ?ﬁs—mﬁve use, in either case the income
stream (MV) is increased. But this process will not cause a
price inflation as long as it is possible to match the increas-
ing stream of money income with a correspondmgjfﬁ:iease.
in flow of real income. In short, as long as there are unemy
ployed resources neither of these methods of ﬁnancmgn%
deficit constitutes a dangerous threat to price stability.
Once full employment is reached, it is no longer possible
0 increase appreciably the flow of real income. At this point
it becomes necessary, if price inflation is-to be avoided, to
stop any further increase in the money income stream)But
it does not follow that even in this situation a continuing
deficit must necessarily produce price inflation. What is true
is that the deficit must no longer be financed by monetary
expansion. If, however.ﬂthe deficit is financed by diverting

‘a part of the current income stream to the government

‘through borrowing from the public, there is no ground for

fearing inflation. A conunumg deficit, even-at full employ-
‘ment, need not result in price inflation

Continued governmental expenditures would be necessary
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‘to maintain full employment if, in the absence of such a
program, a part of the income stream would otherwise be
diverted into idle balances}Income, output, and employment
would, accordingly, declifie. By diverting these otherwise
idle funds into spending channels, the money income stream
can be kept flowing and the real income maintained. But
this process would not result in price inﬂation.LAs long as
the deficit is financed by borrowing from the current stream
of savings, a continued increase in the public debt will not
of itself produce inflation.

It is sometimes argued that the mere size of the public
debt may cause inflation. This argument rests on the sup-
position that a fiuge debt represents a heavy burden upon
the commumty and strains the taxable capacity of the gov-
ernment. It is said that the government may find it impos-
sible to carry on its normal operations and, in addition, to
meet the interest obligations on the debt. Accordingly, so
it is argued, the government danay be compelled to resort to
the printing press, and thus an inflation will be produced.*

This reasoning is essentially erroneous. An internally-held
debt represents a transfer of funds within the community.
It is true that attention must be paid to the character of the
tax structure through which the transfer payments are ef-
fected. Finally, in appraising taxable capacity it is necessary
to keep in mind both aspects of fiscal policy—expenditures no
less than taxation.**

86 The inflation experience of Germany in the postwar period is sometimes
cited. It is not possible at this point to consider the maze of spedal dcrcum-
stances, including quite unsound public policies, on the part of both Germany
and the Allies, which produced this inflation. For the purpose in hand, it is
sufficient to point out that Germany's internal debt in relation to income was
not as large as England’s. The inflation can adequately be explained on other
grounds.

87 Confronted with a national debt equal to twice the British national in-
come, the Colwyn Committee was nevertheless able to conclude as follows:
“In our opinion the present taxation—even in conjunction with the loss of
material wealth due to war expenditure, which lies behind the National Debt
—is not one of the main causes of industrial difficulty. . . . So far as taxation
is concerned, we think that, if general conditions improve and times become
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Too frequently discussion with respect to the problems of;|
a rising public debt and ability to service the interest charges,
proceeds on the assumption of a static national income, This
assumpuon is highly unrealistic. lTo ‘make.the system of free
enterprlse workable, it 1§—bso‘ﬁxtely gggessa?to ensure a ris-
ifig national incomé. Should the income rémain statlonary,
Tising- Rc;}‘-‘_vorker\groductlvuy would imply an eyfer-growmtr
volume of unemployment. A static national income, with or|
w1thout out a rising public debt, would wreck the economic order.
Durmtr the-nineteenth century, and up to the first World

\Var, the real nauonal income 1n the United States mcreased
_— e ———— T T T ———— e
by ar&und 4 per c ~cent pe per annum. We cannot expect this rate

of increase in the future, owing toa o a much slower rate of popu-
lmt we have a rwht to expect in the next half
century a rate of increase in real and money income of 2 or 214
per cent per annum. In fifty years this would give us a national
income of around $260 to $300 billions of dollars at 1g4e-
pnces -

The popular belief that a large public debt tends to pro-
duce inflation has, no doubt, arisen in part from the fact
that price mﬂaWe has usually | been_associated
with a large increase in the public debt. It is, of course, true
that vast war expenditures piled on top of private expendi-
tures (inadequately curtailed by taxes or by borrowing from
current income) will produce an inflation. But this is quite
another matter. The question here has to do- partly with
the magnitude of the expenditures and partly with the man-
ner in whlch they were financed.pA too_rapid increase_in
debt particularly when it is accompanied by a rapld increase:
in bank credit, will produce an inflation.\But it does not:
Iollow from this that a large debt once reached will result in
inflation. Once the expenditures are over, the magnitude of
the debt per se will not produce inflation,

It is true that a country with an enormous debt will have

—_—
more prosperous, the  burden will be carried with \ comparative ease ease_"_gﬂ_ﬂng,
p. 245. .
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a larger budget owing to she interest_charges. Accordingly,
if the national income is allowed to ﬁWastxcal]y, tax re-
ceipts will fall sharply and a large deficit will be incurred—
larger by reason of the debt. But under these citcumstances
the government will be compelled to cope with a deflation-
ary situation, not an inflationary one.
» The argument may, however, shift from inflation to defla-
tion, and the question is raised: Is it not likely that a huge debt
will cause deflation? This view appears superficially to draw
support from the observed events following a great war. It
is noted that, in these circumstances, countries saddled with
a great debt frequently experience a serious postwar defla-
tion. The difficulty, however, does not arise from the magni-
tude of the debt, but from the strenuous effort made to re-
pay a large part of the debt. In the absence of a vigorous
private investment boom, the retirement of any considerable
part .of the debt will produce deflationary consequences.*®
What has been said with respect to inflation and distribu-
tion of wealth and income implies that there are limits to the
public dept which, if exceeded, will tend to affect the work-
ab1hty of the economy. But these limits must be conceived of,
not in terms of a fixed amount or a static situation, but in
terms of a dynamic process. Account must be taken of rates of
change and the maghitude of the publlc debt in relation to
other magmtudes, espeaally the ratio of debt to national in-
come. With respect to rates of change, a too rapid increase in
loan expenditures at full employment will produce inflation.
With respect to proportionality, a large debt in relation to na-
tional income may imply a disproportionate amount of wealth
invested in government bonds and held by the wealthy classes.
.88 The case of the United States in the decade of the twenties'is often cited
as an example of the wholesome economic effects of a program of debt re-
tirement. It should be noted, however, that public debt as a whole, including
federal, state, and local, did not decline in this decade. Moreover, the accumu-.
lated shortages (housmg, for example) caused by the war, together with other
factors, produced a vigorous investment boom. Under these circumstances, some
net retirement of total public debt (federal, state, and local) might have been

desirable. The retirement of federal debt in fact, however, merely offset the
rise in state and local debt.
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The rentier class might accordmﬂly become too large at the
expense of the active elements in the country. Even an ideal
tax structure will restrain more or less the inducement to in-}
vest, and a regressive tax structure will unduly restrict con-
sumption. Diversion of a large part of the income stream into
interest payments on government bonds would tend to raise
the propensity to save, thus intensifying the savings- mvestment
problem.

Much of the discussion about the limits of the public debt
is wholly unrealisticThere are no rigid and fixed limits. The
problem is a manageable one, and can best be taken care of by
ensuring that taxation is adequate: (1) to prevent inflation
and (2) to provide a reasonably equitable and workable dis-
tribution of wealth and income. Within the limits set by these
criteria, it is possible to determine, according to varying cir-
cumstances, what proportion of public expendltures may ad--
vantageously b loan financed and what proportion should
be tax-financed,

\/[/V{Cbntrolled Borrowing .«

There are three ways in which governmental expenditures
designed to secure full employment may be financed: (1)
by the creation of interestfree, or virtually interest-free,
money, (2) by borrowing at the market rate, and (3) By taxes.

There are many who favor a strong expansionist fiscal
policy, but who wish nevertheless to avoid an increase in
the public debt. Some wish by highly progressive taxes to
balance the budget® "at an expenditure level sufficiently
high to produce full employment. Others would regard such
a tax structure as altogether too repressive, and favor financ-
ing the expenditures from interest-free money. ‘

Crude greenbackism, that is, the printing of paper money,
is no longer seriously proposed. Even during the financial
stress of the first World War no government resorted to this

39 The phrase is here used in the Sense commonly employed, namely, tax re-
ceipts adequate to cover all expenditures, including both operating and capital

ex Lenduums
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practice. The essential reason, of course, is that under mod-
, ern conditions notes or currency are relatively little used as
means of payment.LModem money consists of demand de-
posits, and so “modern greenbacklsm seeks to devise schemes
by which deposits can be created thhout the incurrence of
interest-bearing debt)

Various methods to implement the latter proposal have
been suggested. The Federal Reserve Banks might be re-
quired by law, at the request of the Secretary of the Treas-
ury, to make interest-free loans to the government. Treasury
deposits thus created at the Federal Reserve Banks would be
spent in the usual manner by the government on public
works and even on regular expenditures. Objection to this
proposal could be raised on the ground that the spending
of such deposits would create excess reserves, precisely as
in the case of the spending of deposits created by the issue
of gold certificates to the Federal Reserve Banks. To this
some have replied that excess reserves are not important
(and perhaps even to be welcomed), and others have sug-
gested that this problem could quite well be taken care of
by adopting the “hundred per cent reserve” plan, or else by
giving the monetary authority unlimited power¢ over the
reserve requirements. Another proposal which avoids the
excess regerve problem is to compel the commercial banks
to make interest-free, or virtually interest-free, loans to the
government. Thus,)the London Economist * suggested that
in the case of war Joans the banks should be compelled to
take government bonds at one half of 1 per cent interest.
_In view of the extraordmarlly low rate on short-term Treas-
ury bills, and in view of the large amount of these pur-
chased by the banks, it could be argued that this proposal
was, in effect, substantially carried out in the United States
in the period 1933-36.

The paper money issued by the American colonies, while

40 See “The Technique of Inflation,” London Economist, January 27, 1940.
See also A. A. Berle’s proposal in Hearings Before the Temporary National
Economic Committee, Part g, Savings and Investment.
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at times used to help finance wars, was typically issued as
loans to finance private business. The rate of interest was
commonly 5 or 6 per cent. The loans were secured by mort-
gages on land and houses and were to be paid back in an-
nual installments. Yet, in part, the issues were used to finance
the government on an interest-free basis. These paper money
issues were successfully made in the Middle Colonies, espe-
cially Pennsylvania, New York, New Jersey, and Delaware,2’
but with rather unfortunate consequences in some colonies.
Benjamin Franklin relates in his Autobiography hlS part in
the paper money movement in Pennsylvania.
llshmgihe-ﬁm-beebsupperma—th&muc—oﬁ-papeﬁ-moncy
he-himself scxate, in-1%729, “A Modest Enqulry into the Na-
ture and Necessity of a Paper Currency.”

Pennsylvania made new issues periodically for about half
a century, beginning with 1723. During the first half of this
interval the price level remained substantially stable, but
rose about 3o per cent during the second half under the im-
pact of larger issues used to help defray the expenses of
the French and Indian Wars. This successful paper money
experiment is summarized by a contemporary as follows:

“The singular prosperity of the province may be attrib-
uted chiefly to the economical habits of the people and the
genius of their jurisprudence, partly to the prudent policy
of promoting enterprise by feeding circulation thh loans of
paper money, gradual yet moderate.” 42

The modern banking system, with its freedom to create
démand deposits on a fractional reserve basis, essentially is-
sues “paper money” through the loandeposit operations.
And this “multiplication of currency” has given us an ever-
expanding money supply corresponding more or less to the
increasing volume of trade. [If, however, the banking system
is called upon to finance the government deficit, there might

¢1 See Richard A. Lester, Monetary Experiments, Princeton University Press,
1939. This book, carefully documented, gives a wealth of information on paper
money experiments in the American oolonies.

¢2 George Chalmers, Introduction to the History of the Revolt of the Ameﬁ
ican Colonies, quoted in Lester, op. cit., p. 111.
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be no relation between the requirements of trade and the
money supply thus created. If the deficit is large—$3 or $4
billions per annum—the continued growth in demand de-
posits would quickly outrun the secular rise in output. Con-
trary to the crude monetary theory, we know, however, that
this situation does not necessarily produce a price inflation,
but may only result in a decline in the velocity of circula-
tionfIn the absence of private investment outlets adequate
't‘o produce full employment, the governmental expenditures
could be controlled so as to prevent a price inflation] But
if large governmental expenditures are required to promote
full employment, and if the deficit is financed heavily by
bank credit and not out of savings, the money supply will
continue to rise, and may rise far more rapidly than the
upward trend in the physical volume of trade.

The multiplication of the money supply at the beginning
ol"a recovery from any considerable depression is desirable.
The means of payment are inadequate at this point to cir-
culate a full-employment output of goods and services. At
this point it is, therefore, permissible to finance a part of
a governmental recovery program through the sale to banks
of low-interest-bearing, short-term bills. But a progressive
multiplication of money beyond the requirement of market
transactions drives interest rates on government and gilt-
‘edged securities to an artificially low level.JNot only are
the banks deprived of reasonable earning asSets adequate to
support the expenses necessary to furnish the public bank-
ing services, but, in addition, social security trust funds,
savings banks, life insurance companies, and educational and
other nonprofit institutions are deprived of a reasonable re-
turn. These services must, therefore, be financed in some
other way.

Thus, the apparent escape from the payment of interest
charges, 1t tyrns out, entails expenditures by the commumty
elsewhere Moreover, there is something wholly artificial in
the continued multiplication of money far beyond the re-
quirements of trade. Pushed to its logical conclusion it
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means, in fact, the gradual “euthanasia of the rentier.”

It is just here that a strong case cadn__bulﬁgggﬁﬂgon-
tinuing deficit corresponding to the requirements of thrift
savings streamsg Life insurance, savings banks and other
thrift institutionss baby bonds, and social security trust
funds ** have taken in recent years annually about $3 bil-
lions of government issues. Institutional thrift streams.
rightly seek, wholly or in large measure, the safest type of
security: namely, government bonds. A wide diffusion of'
property ownership is thereby encouraged. There is thus a
solid basis in these thrift streams for controlled borrawing.
Here one finds a reconciliation between the principle of thrift
and governmental loan expenditures.* .
‘[In so far as the government can borrow from small savers,
an increase in the public debt will not prove unfayorable to
an equitable distribution of wealth. But if the growth in the
public debt is very rapid, it will not be possible for rela-
tively small savers to take any large proportion of the new
securities issued4[They will be absorbed by the rich and the
well to do, and Dy large corporations. A rapid growth in the
public debt is, therefore, likely to intensify the inequality
in wealth distribution. This is the most fundamental objec-
tion that can be raised against financing mainly by borrow-
ing.}]. . :

[Lo mitigate this inequality in wealth and income it*s
necessary to finance the large proportion of government ex-
_ penditures from taxation.fIndeed, this is the primary func-
tion of a steeply progressive tax structure. Were it not for
the fact that a rapidly mounting public debt tends toward
wealth concentration, borrowing is always to be preferred
to taxation, since borrowing is always a more expansionist
method of financing expenditures. Expansion should, of

3 As I have often stated, I do not favor large accumulations of social security

reserves. Except for contingency reserves, this part of the current thrift stream
should be eliminated. . !

¢4 It is true that baby bonds have been taken largely by wealthy individuals.
But it is believed that the “baby bond plan” could be implemented so as to
feach a large number of small savers.
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course, always be restricted to the point of reasonably full
employment in order to prevent price inflation. In the event,
however, that huge governmental expenditures must be
made (as in wartime), taxation serves a further purpose. Di-
version of resources from private consumption to war out-
lays becomes absolutely necessary, at least when the economy
approaches full employment. If this diversion is not achieved,
if the war expenditures are piled on top of private expendi-
btures, inflation of commodity prices will inevitably follow.
Taxation is a powerful device to achieve this diversion of
resources. And this is especially true of taxes which weigh
heavily on private consumption
Vith respect to income distribution, it may be noted that
istorical studies, fragmentary as they are, point to the re-
markable conclusion, suggested by Pareto, that the slope
of income distribution has remained relatively constant in
widely diverse periods in modern history and in different
countries, despite the varying institutional arrangements
which have emerged in consequence of modern social and
political movement;!it is a remarkable thing that the slope
of income distribufion in England, according to the studies
of Sir Josiah Stamp and others, was apparently substantially
the same in 1920 as in 1800, despite the fact that there had
intervened between these periods the prodigious rise of mod-
- ern machine industrialism, the emergence of trade-unions,
the development of labor legislation, the rise of the modern
corporauon, the expansion of world trade, the revolution
in the character of taxes weighing on production costs, and
the upheaval of the first World War itself. Si ilarly, in the
United States, the researches of Willford 1. King and the Na-
tional Bureau of Economic Research point 0 the conclusion
that the slope of the income dlstrxbu;l?v(‘ was not greatly
altered in this country over the period of the last century.
This remarkable -apparent fact has led certain writers to
the conclusion that some imperious necessity fixes the in-
come distribution so that it may be regarded as more or less
of a natural phenomenon. One basic ground for such an as-
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sumption is, of course, the distribution of native caimcity
in any population, which distribution has probably not
changed materially over many centuries. Given this distribu-
tion of native capacity, there is at least some warrant for
the belief that institutional arrangements are less powerful
than is sometimes supposed in altering the manner in which
the income is distributed. As long as we stick rigorously, as
income statistics usually attempt to do, to the primary dis-
tribution of income—that is to say, the distribution of in-
come to the factors of production prior to taxes on income
—a sufficiently adequate reason for this historical develop-
ment may, perhaps, be found in the pricing process. More
and more, however, this primary distribution of income is
ikely to be modified by reason of the more equalitarian dis-
tribution resulting from a highly progressive tax structure.
This, at any rate, would be true in so far as the secondary
’distribu_tion-—the distribution of income after taxes—affects
property ownership and through this, in turn, the primary
‘distribution of income. Thus far, apparently, the tax struc-
ture in the United States has not been $ufficiently progressive
to have had this effect.

\ The attack on chronic unemployment by means of public
expenditures financed by a continually rising public debt is
essentially a conservative proposal. This is true in the respect
that it does not necessarily involve a redistribution of income
unfavorable to property owners. Indeed, as we have noted,
too great a reliance on borrowing could easily lead to an
undue concentration of wealth. This would especially be
the case if the interest (and amortization charges in the case
of capital projects) were covered in large part by regressive
taxation.

Yet, even though this undesirable method of taxation were
applied, the effect on the lower income groups would not be
nearly as serious as a condition of chronic unemployment.
Moreover, the taxes collected would presumably represent
payments for worth-while utilities flowing from public ex-
penditures. These might quite conceivably be of such a char-
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acter that they would raise the standard of living even higher
than could be reached by the consumption of an equivalent
amount of commercially-produced commodities. [The pay-
ment, by means of regressive taxation, for public benefits
flowing, for example, from capital projects over a long pe-
riod of time would be no more burdensome upon the masses
than the purchase of commercial products at a uniform price,
the same alike for rich and poorg A

No clear insight into the problem of borrowing and the
interest charges incident to a rising public debt is possible
without making a thoroughgoing integration of taxes with
the general price structure.\Taxes are compulsory prices, so
to speak, charged for government services. Commercial prices
are charges collected under voluntary choice (though affected
by modern high-pressure salesmanship and advertising tech-
niques) for utilities flowing from the stream of goods offered
to the community by private business enterprise.

Nor can it be argued that loan-financed expenditures on
capital projects, for which the annual charges are subse-
quently financed out,of regressive taxation, have no stimu+
lating effect on the economy. For the full effect of the loan
expenditures on employment is felt when the project is con-
structed, and the subsequent taxation cumulates in small in-
crements over the whole lifetime of the durable. capital
good. In contrast,{if current expenditures were wholly fi-
nanced by means of regressive taxes, they would have no
expansionist effect, since they would merely divert a part of
the income stream ‘from private consumption to community
expenditures. }

‘Governmental expenditures may, however, be income-
stimulating without being loan-financed /It is true, as just
noted, that if the expenditures are financed from consump-
tion taxes, the effect is obviously merely to divert resources
without. increasing the total income flow. But if financed
from progressive taxation, thereby tapping a stream of sav-
ings which might not have found outlet in productive activ-
ity, adequate expenditures may be expected to drive the na-
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tional income by a cumulative process up to the full income

. and full-employment level. At first, while the national income
was still rising, the expenditures might be largely loin-
financed. But after the national income had approached full
employment levels, a sharply progressive tax structure would
then draw in an amount of taxes sufficiently large to balance
the budget, including both operating and capital expendi-
tures.

There can, of course, be no assurance that this, in fact,
would occur without further increases in expenditures or
tax rates, or both. The closer one approaches full employ-
ment, the less effective expenditures become in raising the
national income without causing a concomitant rise in prices.
The higher the level reached, the smaller the effect on em-
ployment, and the greater the effect on prices. To check in-

flation, tax rates might have to be raised very high. A more

.stable equilibrium could be reached at a lower employment
level. But even at a moderate approach to full employment,
expenditures and tax rates would both Rave to be pushed to

‘levels higher than necessary if some greliance were placed on
loan expenditures. That this must be frue of tax rates is, of
course, obvious. That it is true also of expenditures follows
from the fact that loan expenditures have a higher potency
in income stimulation than tax-financed expenditures, even
though the taxes are progressive. For even the funds raised
from progressive taxation would, in part, have been expended
for copsumption or investment, had they not been taken in
taxes. ETaxation, though progressive, always involves some
curtailment of consumption and, therefore, a mere diversion
of the income stream. To the extent that tax-financed ex-
penditures merely serve to divert income, they can obviously
not be income-generating expenditureg

. Governmental expenditures may thus appropriately be
financed under certain conditions and within proper limits
(a) by an increase in demand deposits through borrowing
from the banks, (b) by borrowing from the public, and (c)
by taxation. Main reliance must, on balance, be placed upon
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taxatlon in order to prevent too great concentration of
wealth. But there is a legitimate place for loan financing
Within appropriate limits on a continuing basis] At times,
the requirements of trade call for an increase in the money
supply (demand deposits mainly), and this may properly be
accomplished by borrowing from the banks at low, short-
term rates of interest. But after the requirements of trade
and the desire for liquidity have been reasonably satisfied,
no useful purpose is served by a continued multiplication of
the money supply such as would inevitably follow from a
.program to finance expenditures wholly through interest-
E‘ee issues, or even from continued borrowing at the banks
at-market rates. The ensuing redundancy of 1 money would
drive the interest rate to a level -which would strike at the
position of thrift institutions and, in general, the creditor
class. It would ¢reate an artificial degree of liquidity. It
would result in the accumulation of vast unused cash re-
sources which, in a world of changing and volatile expecta-
tions, might magnify the 1nstab111ty in the price structure.

If this analysxs isssound, it pomts to the conclusion that
Lthe public debt, taxts, and changes in the money supply are
all part of a balancing mechanism}] How much reliance
‘should be placed on each as a meatis of financing govern-
ment expenditures depends upon a variety of conmderauons.
It involves judgments with respect to the adequacy of the
means of payment, adequate liquidity, the importance under
certain conditions of using relatively expansionist and less
restrictive methods of financing, the appropriate (socially
desirable) degree of inequality of wealth and income, the
relative desirability of tapping savings streams through bor-
rowing (increasing the public debt) or through taxatioxlr A
limited increase in the public debt tends to promote a wide
distribution of property in so far as the new issues are pur-
chased by thrift institutions. On the other hand, a very rapid
increase jn the public debt necessarily implies a relatively
light tax Burden on upper-income groups and on corpora-
tions, tending to promote concentration of wealth and in-
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. L 4
corrllxﬁht is considerations such as these that one must bear
in mind when one seeks to appraise the role of public deht
and to determine how rapidly it may be permitted to rise.

LA public debt, internally held, is not like a private debt.
It has none of the essential earmarks of a private debt. The
public debt is an instrument of public policy. It is a means
to control the national income ?nd., in coniun.cilgn with the
tax structure, to regulate the distribution of income. ”




Chapter X

BUDGETARY THEORY AND
' PRACTICE

1. Pr'i.'vate versus Public Budgets?

HE essential purpose of budgeting expenditures and)
\ receipts is to obtain a clear conception of the finan-,
cial operations of an economic um@' his is true for!
the public economy,no Tess than for private individuals or
, corporations. 'The significance of the accounts and the uses
*which one wants to make of them mtay, however, be very
_ different in the publioand in the private sphere.
* Tt is customary*forsthe layman, and also for many writers
on public finance, to apply the same tenets of financial
, theory and practice to governmental bodies that are applied
to prlvate business. But even those who do so are far from
consistent. Especially is this true in regard to budgetary
/ theory and practice. Adapting the rules of private finance to
the state, they nevertheless fail to carry this point of view
over into public accounting procedure, particularly w1th
respect to the budgeting of capltal expendltures. ‘
]ﬁxpendltures on cg_m_tal _goads are given a special treat-|
ment in prlvate accounting. Capltal outlays are not lumped\
in_with operating expendltures. Producers’ capital is ex-:
pected to yield a monetary return over its econozmc life-.

1See the xllummaung chaptem on pubhc budgets in Public Policy, Yearbook
of the Graduate School of Public Administration, Harvard University, 1941, by
Harvey S. Perloff, Spencer Thompson, Robert H. Rawson, and Charles Stauf-

facher. .
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utilities.] It is accordingly recognized that expenditures in
the operating budget ought to be treated by accounting
theory and practice in such a manner that ‘they will run
parallel to the flow of money returns or utilities over time.
A complete accounting of annual costs should include not
merely the ordinary operating expenses, but also the gPltal
charges of interest andr_(ileprecxatlon. \These latter must be;
charged against income in order to determine whether a
year's ¢ ogeranons have been profitable or not. t. And in the case
of consumers’ capltTthey must be charged against the value
of the flow of utilities in order to measure accurately the
economic validity of_such pro]ects But the capital outlays
initiallymade _are not 1ncluded in_the current operating
budget, Only by differentiating the -capital e expenditures
ng‘;‘t’Ee current capital charges can we get a clear notion
of whether or not the budget is balanced. )

LEor the public economy, expenditures ought to be weighed
not in terms of the profit and loss of the state itself,,but.
-rather in terms of the effect of such expenditures on the. full:
and efficient funcuommnopy as a whole. Fiscal,
pohc_l_li an_important instrument for maximizing the real
.income of the community y and for ) r_egulatmo' the dlstnbu-
tion of income and wealthJJAt times it will be sound pohcy
to balance the budget and’at times it would- be disastrous
to do so. Only in the event that one applies the maxims of
private finance to the public economy will one be concerned

er se with the problem of balancing the budget.|

All modem govemments own and operate some state en-

all operatmg_costs, ‘including the capital charges of i mterest
and depreciation.{The United States Post Office is a giga rantic
business enterprise. Many European governments, and some
American cities, own and operate public utilities. The fed-
eral government owns many so-<called self- llquldatlnu proj-
ects. Yet, as far as the federal government is concerned

private accounting practice is not applied to_these projects:
Capital expenditures are lumped in with ordinary operating
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rexpenditures and a quite distorted view is arrived at with
respect to whether or not the budget is balanced. ,

Precnsely the same applies to governmentally-owned con-
sumers’_capital, such as roads, parks, and public buildings.
In private accounting no individual confuses capital outlays
on a home thths ordmary living expenditures. No in-
.dividual believes that his budget has become unbalanced
merely because in building a home his expenditures exceed
his income. Moreover, in budgeting his annual living ex-
penditures he includes, or should include, not merely the cost
of operating the home (fuel, light, etc.), but also annual capi-

jtal_tharges—interest and deprecjation. Governments, how-
ever, typlcally lump all expenditures, whether capital or op-
erating, into a single t budget. Thus, | private accounting theory/
and practlce is violated, and it becomes qulte 1mpossxble to -
know whether or not the budget is really in balance.

\The use of the capital budget in governmental accounting
cagnot, however, be ]ustlﬁed by reference to private finan.
cial practice. If one adopts wholeheartedly the principle that
governmental financial operations should be regarded ex-
~clusively as instruments of economic and pubhc po licy, the
concept of a balanced budget, however defined, can play
no role in the determmauon of that policyfOne cannot ex-
amine with an unprejudiced mind the ecoriomic valldlty of
a program of expenditures, loans, and taxes if one is ham-
pered by the dogma that the budget must be balanced. From
this point of view, if there is hny value in incorporating into
governmental accounting practice the technique of the capi-
tal budget, that judgment must rest on other grounds than
that such a technique aids in determining whether or not
the budget is really in balance.,

There are, however, valid grounds for favormo the capltal
budget_device. The essential purpose of accounting is_to
maximize efficiency in the use of productive resources and
to eliminaié waste. Waste in the use of public funds is no
less reprehensible than the waste of private funds. The
notion, so frequently expressed, that those who favor large
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governmental expenditures are unmindful of waste is, of
course, quite mistaken. First and foremost, it is important
to eliminate the waste of unemployment. It is true that full
employment ‘might be secured by wasteful expendlturcs But
such action has, of course, no economic justification. Once
fulLemployment is reached, it will be discovered that the
real income falls far short of what is desired, and every ef-
fort should be made to employ the productlve resources i
the best possible advantage. Public accounting is a necessary
instrument to secure efficiency in the government’s financial
operations. And it is essentially as a_tool to further this end
that the capltal budget device deserves careful consideration.
As an accounting tool it may help to determine the appro-
priate direction “of publxc expenditures and the degree:of
efficiency achieved. But it can tell us nothing about whether
or not public expenditures ought to be increased or de-
creased or how they ought to be financed, whether by bor-
rowing or by taxes. The capital budget is a valid tool’of
analysis, though for different reasons, whether one apphes
to governmental financial operations the principles of pri-
vate finance or the criteria appropriate for public policy.

I1. The Capital Budget

Whether a unitary budget or a multiple budget form is

sed by a government, it is, at all events, important that
the principle of budgetary comprehensiveness shall not_be
lost sight of. The unitary bggqet of course, fulfills automati- -
cally this requirement. There is, however, nothing incom-
patible between the principle of budgetary comprehensive-
ness and a multiple budget system\If a multmﬂe budget sys-.
tem is used, involving a general budget and special budgets,
it is nevertheless wholly feasible, and indeed urgently neces-
sary, that a general over-all picture shall be presented.

It is particularly important that an over-all “liability bal-
ance sheet” of the government shall be clearly set forth. Such
a balance sheet should include not only the direct liabilities
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of the government, but also the contingent liabilities inci-
dent to the issue of government-guaranteed bonds by more
or less self-sustaining governmental corporations.

It is, moreover, desirable to give an. over-all view of the
cash-income, cash-outgo budget positicn of the government
ﬁmm year and from month to month. Such an ac-
counting will indicate something more than the mere rise
or fall in the government deficit. It will show the cash in-
come and cash_outgo, taking account not only of “all gov-
ernmental receipts (other than from the sale of obhgatxons)
and expenditures of whatever nature, but also of the receipts
and expenditures of trust funds which come within the scope .
of Treasury management and control. A striking example of
'the,dlvergence between the fiscal budget and the cash budget
is found in the case of the Social-Security trust funds. Be-
gmmng With January, 1937, with respect to the Old Age
Reserve {Account, sums were withdrawn through payroll
taxds- greatly in excess of the benefits which were paid out.
For this and other reasons the ‘cash budaet deficit was only
$198,ooo 000 in 1937, whlle the fiscal deficit was $1,450,000,-
©000.

{An overall view of governmental fiscal operations may
also make it desirable to present a monetary budget reveal-
ing the effect of the fiscal operations of the government upon
the income stream. The _cash budget dlﬂers from_the mone-
tary | budget in that the net cash outlays differ from the net
mcome-generatma expendltures. The former takes account
of cash receipts (except those from ‘borrowing) and total cash
outlays of all governmental agencies, including trust funds.
The latter excludes those tax revenues which are not ab-
stracted from the flow of private expenditures and which
are drawn from idle balances.? On the other side, it excludes
those outlays which do not add to the spending power of the

2 The figures *“net income-creating expenditures” as calculated by the Re-
search Division of the Federal Reserve Board do not wholly conform to the
definition given above, since they do not exclude all nonconsumption taxes.
The following is an example illustrating my definition of net income-generating
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community, such as those for debt retirement. Obviously,
the monetary budget: _presents seriqu__ggag§geg} dlfﬁculu_e_s
and, at best, can be only an estimate in the determination of
which judgment and hypotheueal speculatlon play a large
role. o
Tt may, moreover be desirable to present an over-all com-'
prehensive picture ‘of (a) the original cost and (b) the_cost, cost!
of replacement, less depreciation, "of the stock of durable
goods held by the government. Such an inventory kept up
to date currently would certainly be of great significance for
accurate accounting Lposes, and particularly with reference.
to the planning of revenués and expendltures for amortiza-
tion and replacement. The experience with respect to the
valuation of the- American railroads under the laFollg;teo
Act indicates, however, that to attempt now a valuation of
all of the properties of the government would he ﬁn ex-
tremely difficult and expensive undertakmg, and serious
question may be raised whether it is worth whileX It}js a
different matter to apply such accounting procedure, hoivt:
ever, to expenditures made in the future and thereby gradu-
ally develop over many decades a fairly complete inventory
of public wealth.

”A multiple_budget can satrsfy the regulrements of com-,
prehensrveness equally as well as a unitary budget. More-
over, it permits both greater ﬂexrblhty of management and
a clearer perception of tmlaﬁemtlons of the gov-
ernment.\The following elements may be included in a com-
prehensive multiple budget setup.

L Operatmg Budget

IL. Capital Budget

1 A. Public Works: Nonremunerative
B. Selfliquidating Projects

-y

expenditures. Assume government expenditures of $10 billions. Assume con-
sumption taxes of $3 billions and nonconsumption taxes of $4 billions, The
net inoome-genemung expenditures will then be $7 billions. Net income-
generating expenditures so defined can be added to private investment ex-
penditures to get the total outlays offsetting saving.
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C. Investment in Government Corporations and Indepen-

dent Authorities
_II1. Annexed Budgets

A. District of Columbia

B. Post Office Department

C. Government Corporations

D. Selfliquidating Governmental Credit Agencies, Loans,
and Revolving Funds

E. Trust Funds

The question of the appropriate classification of public ex-
pendltures is an 1mportant one. Exg‘ndxtures have, in some
countries, been divided into “ordinary™ and “extraordinary”;
.and 3gain into “operating expenditures” and “capital ex-
'pendxtures." Most }c)ommonly, 1I;llapendu:ures of whatever
kind have been included within a single or unitary budget.
Some countiies | have, however, used a double budaet sys-
tern> Under a true double budget, current and operatma ex-

‘pltalgoutlay‘__m a capital or investment budfret_

Professor Erik L_l‘l’_l’dahl Swedish economist, ‘has stated the
problem of current and capital budgetary accounting and
its significance for the concept of budget balancing as fol-
lows:

J Every budget is of course formally balanced, since the sum of
the items on the expenditure side must always be covered exactly
by revenue. A demand for a balanced budget must therefore mean
that the sum of certain kinds of revenue must be equal to the sum
of certain kinds of expenditures. The most natural procedure is to
start either from total current revenue, i. e, revenue other than
that arising from the sale of capital assets or from borrowing; or
from total current expenditures, i. e., expenditure that does not
lead to an increase in the aggregate net assets of the community. If ;
these two are exactly equal, the budget is obviously balanced in |
the sense that the net value of total public assets remains un-
changed. . . . If current revenue exceeds current expenditure, a
corresponding rise in the net value of public assets occurs.
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primarily with “whether, and to “what degree, e, the State (and
local authorities) should increase or reduce their total net
assets.” *

Let us consider first the operating budget in a double
budget setup. It is necessary to note at once that under con-
ditions of fairly wide fluctuations in income and employ-
ment, such as modern countries undergo, it is virtually im-
possible to cover even the Tegular, operating expenditures
of the government with adequate tax receipts in the depres-
sion years of the cycle. This fact is due to two causes. On the
one side, the modern tax system_is heavily.c omposed of taxes
which are highly sensitive to the cycle. This is espec1a11y true
of the mdxv;dual income tax, the corporate income tax, and
customs duties. The receipts from these taxes fluctuate widely
with the cycle, rising to high levels in boom years and falling
to low levels in depression years. On the other side, under
modern conditions certain expenditures of government, no-
tably relief of unemployrnent unavoidably increase in de-
pressmn years. Thus, we experience not merely highly fluctu-,
ating revenues, correlated directly with the cycle, but also
fluctuating expenditures correlated inversely with the cycle.
The combined effect of these two diverse movements is to
maomfy,_j.he_dlvergent movement of expenditures and tax
receipts. If the tax structure is set sufficiently high so that
tax receipts cover the total expenditures over an entire cycle,
these diverse movements will produce a surplus of tax re-
ceipts over expenditures in the boom years, and a deficiency
of tax receipts in relation to expendltures in the depression
years.

¢ Erik Lindahl, Studies in the Theory of Money and Capttal London, 1939,
PP- 352-53. Professor Lindahl calls attention (p. 354) to the fact that a pro-
gram of public investment, or a program of debt retirement, financed by a
system of stiff progressive taxation would increase the net assets of the state
and would lmply some mitigation of the inequality of the present distribution
of wealth. This is indeed the crux of the matter. The long-term solution of the

problem of public investment is of primary importance for the distribution of
wealth.”
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On the expenditure side many of the regular expenditures
will go on from year to year, disturbed but little, if at all,
by prospenty or depression. These are the regular ‘expendi-
tures growing out of the ordinary functions of government.
But relief expenditures, if not otherwise provided for out-
side of the budget, must also be regarded in modern times as
a normal function of government and one which it must face
in every ry period when’ unemployment on a large scale pre-
vails. It is an item of expenditure which it is difficult to
regularlz\e But even here, it is possible to go a considerable
distance toward regularization through the development of
unemployment insurance and other social security measures.
By Tieans of these special measures, the load of outright re-
lief can, in large measure, be provided for outside o of ihie
government budget, thereby reducing the magnitude of the
fluctuation of expendltures. Thus Envland because of a well-
developed. system of unemployment and old-age _insurance,
was able to meet the relief needs of the depressmn with rela-
tively small governmental support. Comparison with our
own situation in the Great Depression must, of course, take
cognizance of the greater depth of our depression and the
correspondingly greater need.

Obviously, the failure to bring about a balance of receipts
and expenditures in every single year, yet achieving a cycli-
cal balance, involves deficits in the operating budget in some
years and surpluses in others. Thus, temporary loa;LfLancy
ing is ece;sary_even in the case of the operatmu budget. If
it is desired to ensuré a balanced operatmcr budget over the
entire cycle, it is necessary to amortize such loans very rap-
idly. In ordgr to facilitate this, Sweden has devised a system
of amortization within ﬁve years of debt incurred to cover
temporary deficits in the operatmO' budget. It is possxble that
a better plan might be to usé a_varying amortization rate—
each successive year carrying a Thigher and higher rate. Thus,
'the period of amortization would be longer “with respect to
deficits . incurred, in the earlier phase of depression and
shorter for later deficits. At all events, in order to insure a
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cyclical balance of the operating budget, rapid amortization
of such loans would be required.* :
 Some adjustment of tax rates to the cycle movement may
- be desirable as a compensatory measure. On balance, it may
be suggested that taxes which bear heavily on the savings
stream may, without damage to the economy, be raised in
the boom phase of the cycle. This is true because high rates
on incomes flowing largely into savings will simply take
funds from the savings stream and, through the debt re-
demption process, place these same funds back again in the
savings stream. This assumes that people owning the retired
bonds will wish to reinvest the sums received. Taxes bearing
mainly on savings rather than on consumption, and used for
debt retirement, would, therefore, have neither an inflation-
ary nor a deflationary effect. Such a procedure would leave
the savings stream intact and would be neutral in its effects
on the cycle movement.® )

On the other hand, it might also prove desirable under
certain conditions to fluctuate the rates on consumption
taxes, raising them in the boom and lowering them in de-
pression. The increase of consumption- taxes in the boom
will, however, tend to be deflationary in its effect, and
should, therefore, be resorted to only in the event that the
boom is proceeding at a.pace which makes it desirable to
hold it in check. In the event that tlwgvgeg_l,ack&ﬂgo_r,
an increase in consumption taxes would be unfortunate,
since this procedure would tend to dampen the recovery. .

¢ Professor Erik Lindahl, in discussing the new Swedish budget plan, says:
“The essential point is that the ordinary or current budget should include
only such expenditures as should normally be covered by current revenue (and
not by loan or capital assets). A positive or hegative difference between current
revenue and the corresponding expenditure should be expressly recorded as a
surplus or deficit (as suggested above). But these surpluses or deficits are in
this plan kept apart from the capital budget and transferred to a special fund,
the so-called Budget Equalization Fund.” See Lindahl's Studies in the Theory
of Money and Capital, London, 1939, p. $79.

8 The qualification must, of course, be made that diversion of funds through
taxation, while it appears to leave aggregates unaffected, may nevertheless affect

individual decisions to invest and to save in such a manner as to change the
aggregates. :
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"~ So much for the operating budget, which involves the
regular, current expenses. We turn now to the nonrecurring
expenditures on major capital projects, whether self- llquldat-
ing or not.
|A’Under a fully developed double budget system, the operat-

g budoet _must_include as a part of its regular expendi-
tures the deprecxatlon, amortization, wrge;_oﬁs, and interest
charges incidental to the cap1ta1 outlays accounted for in
the capital o investment budgetJThe interrelation between
the operatmg budget, in a double budget system, and the
cagltal or investment budget can perhaps best be illustrated
by reférence to the\Damsh'T)ﬁdgetary system.®

Denmark’s new budgetary system, inaugurated in 1927,
offers the most logically consistent example of governmental
accounting in the form of two separate but interrelated state-
ments: (a) the Operating Budget, and (b) the Capital or In-
vestment Budoret Every outlay on a capital good is entered
in the capltal or investment budget. No dxstlnctlon is made
between self-liquidating and non-mcome-yleldmg capital
outlays. Durability, not profitability, is the criterion applied.

apital outlays on durable or capital goods are financed by
{a) inheritance _taxes, (b) borrowing, and (c) amortization or
depreciation allowances” transferred to the capital budget
from the operating budget.

LSe fliquidating ca \Pltal projects are, of course, expected to
€arn an income adequate to cover the operating expenses of

s For an account of the Danish and Swedish budget systems see Brinley
Thomas, Monetary Policy and Crises, London, 1936; Fortune magazine, Sep-
tember, 1938; Swedish Yearbook; K. Miiller, “Die Neugestaltung des staatlichen
Richnungs und Revisionswesens in Dinemak,” Finanz-4rchiv, 1928, pp. 131-
89; G. Myrdal, Finanspolitikens ekonomiska verkningar, Stockholm, 1934;
P. S. Runemark, “Den Foreslagna Omliggningen av Riksstatens Uppstillning,”
Foredrag Hdllna Infor Svenska Ekonomforeningen, Nummer 2, 1937; “Kungl.
maj:ts proposition Nr 225,” Bihang till riksdagens protokoll, 1937; Nr 199,
protokoll, 1938; Erik Lindahl, Studies in the Theory df Money and Capital,
appendix on “The Problem of Balancing the Budget,” London, 1939; “The
Financial Policy During Depressions and Booms,” 4nnals of the American
Academy of Political and Social Science, May, 1938.
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the project and interest and depreciation charges“/In the
event that losses are sustained, these are carried by the op-
erating budget. Non-income-yielding assets, on the other
hand, since they earn no income directly, must look to the
government'’s operauno budget for income to cover not only
expenses of operating, but also interest and depreciation
charges. Thus, each branch of the government—for example,
a state hOSpltaI/ r a state university—must include in its
expenditure estimates not merely the usual operaUng ex-
penses, but also an_amount sufficient to cover ver interest and

depreciation, These expense items “entered in the govern-
ment’s operating budget are, of course, defrayed from gen-
eral tax revenues. ThlisLthe operating budget carries the
interest and depreciation charges originating in the capital
or investment budget.

“The Danish publi accounnng procedure is fully devel-
oped to include all state properties, and it is, therefore, pos-
sible to present annually a statement of the national debt
and of the net cost minus depreciation of the national prop-
erties. And since a part of the capital outlays are, in fact,
financed from inheritance taxes, the net cost minus deprecia-
tion of the national properties should exceed the debt obli-
gations. If the ordinary budget shows a balance in any one
year, such a balance would show up as a net addition to the
assets in the state aggregate asset account; a deficit in_the
ordinary.budget would reduce the net assets. “The Danish
budget thus illustrates a~ fully deve]oped capital accounting
procedure applied not only to the state’s income-yielding as-
sets, but also to public investments which do not yield a
monetary income.

Too great significance should, however, not be attach
to such an inventory. Indeed, it may well be argued that
at any rate with respect to non-selfliquidating projects, there
is no legitimate warrant for setting up a balance sheet of
assets against liabilities, since these so-called assets yield no
income. The analogy to private business is a false one. The
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really important matter, however, with respect to the Danish
procedure, is that for every capltal outlay financed by bor-
rowing, depreciation or amortization charges are assessed
against the operating budget. The operating budget is in
balance if its tax receipts are adequate to cover, in addition
to expenses of operation, depreciation, amortization, and in-
terest charges. But the initial capital outlay is thrown into
a capital or investment budget and is not loaded onto the
operating budget.

In the case of Sweden, the capital budget system grew
naturally out of the fact that the Swedish state had for many
decades past owned important state enterprises, including
the railroads, bus lines, telegraph and telephone systems, large
electric power plants, and forests, together with such fac-
tories and shops as are closely related to the operation of
these projects. Thus,, the state derived revenue not only from
taxes, customs, and excises, but also from the net income from
the State Productive Funds, including the Tobacco Monop-
oly, Iron Ore Company, the Post Ofﬂce, Telegraphs, Rail-
ways, Waterworks, and Public Domains. Capital budgetary
accounting also applies to income-yielding projects which
are only partially self-sustaining, as, for example, low-cost
housing projects. And the new Swedlsh budget plan pro-
poses to extend the prmcxple, following the Danish ex-
ample, to nonremunerative public works, such as public
buildings. It is proposed to do this piecemeal, if and when
separate government agencies or authorities can effectively
be set up to manage certain capital projects. As an example,
the public roads mlcrht be placed under a government au-
thority for the purpose of more efficient management and
operating under its own budget. A public roads authority
might, of course, have assigned to it a part or all of the gaso-
line taxes, which would make it in a sense more or less self-
sustaining.

The capital or investment budget in Sweden applies, as
yet, mainly to remunerative state enterprises. This is the
simplest and clearest illustration of the capital budget prin-
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ciple. In Denmark, the principle has a more general appli-
cation.” :

With respect to our own country, the Swedish principle
is particularly applicable to the various governmental cor-
porations and credit agencies and to self-liquidating capital
projects. How far, if at all, the capital budget principle could

*In Canada, although not always realized even by Canadians, a budgetary
distinction between ordinary and capital expenditures has been made ever
since confederation in 1867. The official reports show surpluses in fifty of the
sixty-six years following 1867; but if the accounting were made on the United
States basis, surpluses would appear in only fifteen of the sixty-six years.
Receipts from the federal domain were credited to the “ordinary” budget, and
capital expenditures in that field were charged to the “extraordinary” budget.
From 1883 to 1914 railway subsidies, which, of course, yielded no return, were
charged to the capital account. From 1896 to 1910 military equipment was so
charged, and from 1897 to 1911 bounties to iron and steel producers. Thus,
developmental expenditures, which however were not self-liquidating such as
subsidies to railroads and private industry, and even military expenditures,
were charged to the capital account. The financial position of the country, as
revealed in the ordinary budget, was often made to appear better than it was.
Since 1920, however, although the distinction between ordinary and capital
expenditures has been retained, the Finance Ministers have balanced total
expendituies against total revenue in their reports. (Cf. J. A. Maxwell, “The
Distinction Between Ordinary and Capital Expenditure in Canada,” Bulletin
of the National Tax Association, Volume XIX, no. 5, February, 1934.)

In the case of France, the extraordinary budget was proverbially the dump-
ing place for all expenditures which could not be balanced by tax receipts.
France had, moreover, numerous autonomous budgets, but no logical con-
sistency in the budget setup. The match and powder monopolies were handled .
through the regular budget; but the post office, telegraph, and telephone
monopolies, as well as several minor state monopolies, had their own budgets.
The tobacco monopoly, which was originally autonomous, since 1927 was
managed by the Caisse d’Amortissement, established in 1926 as an autonomous
fund with its own bonds, and paying the interest of the Bons de la Défense
Nationale. The annexed budgets always appeared balanced, deficits being cov-
ered by a sum coming from the general budget, and surpluses being credited to
the general budget. Capital expenditures since 1927 were financed in part by
Treasury loans and in part from profits on state monopolies. In addition,
there were “hidden budgets,” such as that for gambling tax receipts. As in the
case of Canada, the system seems to have led to underestimation of the true size
of deficits. Haig reports that, whereas the official figures show an accumulated
deficit of 54 billion francs for the period 1930-37, when extraordinary items
are taken into account the figure should be around 7o billions. (R. M. Haig,
“The National Budgets of France, 1928-1937,” Proceedings of the Academy
of Political Science, January, 1938, p. 27. See also Professor Haig’s The Public
Finances of Post-War France, pp. 356-64 and 413-14.)
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be usefully extended to nonremunerative public works is a
matter requiring further study. Before we embark upon any
general program of capital budgeting, an exhausnve study
should be made of the subject, including time for public
education, so that the country would understand and accept
as valid the prmc1ples involved in the new procedure.

The time is ripe for such an inquiry. We have already
been stumbling piecemeal in the direction of a double bud-
get system. Thus, for example, with respect to the Commod-
ity Credit Corporation, its capital stock of $100 millions is
held by the United States. It is authorized to issue its own
obligations guaranteed by the United States in an aggregate
amount of $500 millions. Under an Act of Congress, March
8, 1938, the Secretary of the Treasury is required to make an
appraisal of all assets and liabilities of the Corporation as of
the thirty-first of March in each year for the purpose of de-
termining its net worth. If the net worth is below $100 mil-
lions, the Secretary is required, subject to appropriation of
funds therefor, to restore such capital impairment. In the
event that the net worth exceeds $100 millions, the excess
must be deposited by the Corporation in the United States
Treasury. Thus, the budget of the government is not affected
by any debt which the Corporation incurs in pursuit of its
loaning operations, but only in the event that a loss or sur-

* plus occurs in any given fiscal year.

Other governmental corporations and credit agencies are
outside of the government budget in the sense that they are
empowered to obtain funds by the sale of their own securi-
ties. Such securities are usually fully guaranteed as to prin-
cipal and interest by thé United States. Most of these cor-
porations are making loans or engaging in activities which
are expected to be wholly or mainly self-liquidating. In one
important case—that of the United States Housing Authority
—the loans made to local agencies for low-cost housing are
only to a limited extent self- hquldammr since the rents re-
ceived will not be sufficient to cover interest and amortiza-
tion charges. The difference is  covered by annual federal
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subsidies extending over a period of about sixty years, and
these subsidies must be carried by the regular government
-budget. .

Thesé developments indicate that we are already moving,
but without any systematic program, in some measure in the
direction of the capital or investment budget. Yet the capital
budget principle finds no recognition in the government’s
own budget, since we count our investments in the govern-
mental corporations and credit agencies as operating expense,
instead of charging them to an investment budget, as would
be done in a true double budget system. In view of the tend-
encies indicated, it would appear that the time has come
when a thoroughgoing re-examination of our budgetary pro-
cgdure is called for. . ’ :
&Double budget accounting requires that the operating

dget must carry_year-to-year losses or write-offs sustained
bj’gq?ernmenml corporations or subsidiaries, together with
depreciation and interest charges for nonremunerative capi-
tal projects accounted for in the capital or investment
budge¥{This procedure has the merit that it helps to ensure a
more_4dequate cost accounting than is likely to be the case
when operating and capital expenditures are all lumped in-
discriminately into a unitary general budget. Yet it is neces-
sary to point out that there is not necessarily any advantage
in this respect in the capital budget procedure. Under -the
unitary_budget, accurate accounting for depreciation could

equally be provided if one set about doing it. Similarly, a

q@a@@@g‘gﬁgagﬁde for amortization_charges.
But, as a matter of fact, amortization of debt incurred from
capital outlays has not been made a systematic part of current
budget practice. :

Fhe double_budget method, if it means anything at all,
specifically makes provision in_the operating budget for de-
preciation.or..amortirzation charges springing from capital
outlays accounted for in the capital or investment budget]
This has the merit of setting forth clearly what is the true
cost of the annual services derived from the capital outlays.
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If tax revenues adequate to cover deprecmuon and interest
charges are provided in the operating budget, a true balanc-

ing of the budget over the life span o oLthe e capital project is
achieved. Yet it must certainly be admitted that thefe is no_

magic.about t theﬂ;})l\e_jmdoet It is all a question as to
which mechanism—the umtarx dget system or the double
budget_sysnem—ls likely to induce the most effective ac-
counting control.

There is nothing about the capital budget device as such
which helps us to determine whether or not a capital project
‘should be financed from current taxes or from borrowing.
*Whether a country has a unitary budget or a double budaet

.it will have to decide on grounds of general economic polxcy
which method of financing is, under any given situation, to
be preferred. The _double budget procedure, by stressing ap-
propriate accounting of capital. charges, serves_as a helpjul
guide to policy. Tile capital project is worth what it costs
if the annual benefits derived are at least equal to the depre-
ciation and interest charges in addition to expenses of opera-
tion tl' he double budget procedure stresses the fact that a
capital project is not ¢ consumcd in the  year ir in which i it is con-

respons1ble authorities may decide the quesnon whether to
finance the construction of a capital project from taxes or
from borrowing on the real merits of the case—that is to
say, on grounds of appropriate economic policy, taking into
account the effect of taxes versus borrowing on the prevail-
ing economic situationJThe question will then be decided,
among other matters, ofi the basis of appropriate policy with
respect to the prevailing state of employment.

I11. Conflicting Views on the Capital Budget

It will be of interest to examine briefly the e¢xpressed_
opinion of American writers -on the advisability of setting
up “special” budgets.” American economists, as Sundelson
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has pointed out,® have been less interested in “principles
of budgetary organization than have European students of
public finance; but the subject has not been entirely neg-
lected in the American literature. Discussion of federal budg-
etary principles antedates the introduction of our federal
budget by at least a decade. H. C. Adams has a section on
“What should be the form of the Budget Statement?” in
his Science of Finance of 1gog. True, the earlier discussion
did not deal explicitly with the problem of “special” budg-
ets, and even Professor Willoughby, in his article on Budg-
ets for the Encyclopedia of Social Sciences, contents himself
with the observation that extraordinary budgets have ‘been
passed “to finance war or war preparations or for such elab-
orate expenditures as were necessitated by the railroad build-
ing of European governments.™ *
Smce the trend toward reformulation of the budget began
in 1932, the problem of “special” ‘budgets has received more
attention in American_economic hterature. 1f Lf we take three
representative texts on public finance—Lutz; Buehler, and:
Jensen—we find that all three have lengthy sections on th
budget, and devote some space to principles of formulation.
All three are agreed that a bwhm.
sive.” Buehler does not state whether this criterion excludes
the_possibility of “special” budgets. Jensen believes that
“eliminating,~from the ordinary budget, items of extraor-
dmary character” is a “way of rendering the budget incom-
plete.” ** There is danger, he argues, that segregation will be
regarded as a final solution, or that things wxll be put into
thc extraordinary budget that do not belono there. Lutz, on
the other hand, suggests a pracucal workmo classxﬁmuon"
of expenditures in “which the main h&dmos are: Ordinary
Government Acuvmes,_ subdivided i into "current" and "mp—

8 “Budgetary Principles” in the Politiml Science Quarterly for June, 1935,
p- 236.

® Op. at.,, Volume 3, p. 39-

10 Jens P. Jensen, Government Finance, Crowell, 1937, p. 514.
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ital” outlays; Commercial Enterprises, also divided into *cur-
rent” and “capital”; Interest; Trust and Other Special Funds;
Bookkeepmg nsactions.}?

Sundelsoft includes in his own list of budgetary “princi-
ples” the prmc1 le of “unity,” which he interprets to exclude
*“extraordinary, capxtal annéxed, emergency, special and in-
dustrial budgets.” It also “requires that no part of the ma-
terial in the budget system shall be considered as separate
or apart from the ordinary finances and accorded a person-
ality of its own.” While one can find support for extraor-
dinary budgets in the literature, “nevertheless, merely carry-
ing to their logical conclusion the arguments for disunity
will soon bring realization that independent budgets are, at
best, dangerous. ‘Disregard of the pr1nc1ple of unity is as-
sociated with “shady and doubtful practices, especially re-
garding the problem™© of'balancmg budgets.” 12

This vigorous. polemic against extraordmary budgets is
somewhat different from that of a paper published by the
same author a year earlier, in which, on the whole, he ap-
proved of the introduction of an “Emergency Budget” by the
federal government.®* In its defense, Sundelson had argued
that the huge New Deal expenditures were themselves !‘suf-
ficient justification for their segregation”; other reasons given
were that the recovery outlay was not a true government ex-
penditure, since much of it was for self-liquidating construc-
tion work; that the emergency items were of a contingent
nature and would not be disbursed entirely in one fiscal year;
that they required a different sort of control and regulation
than the expenditures of the regular departments; that a
definite economic philosophy lay behind the expenditures—

spending for recovery; that, after all, it is better for the fed-
eral_government not to show a deficit, since_it_sets a_bad
example for the state and local governments. He pomted

11 H. L. Lutz, Public Finance, Appleton-Century, 1936, p. 35.

12 Op. cit., pp. 247-48.

18 “The Emergency Budget of the Federal Government,” American Economie
Review, March, 1934.
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out, however, some “vices” of extraordinary budgets, but

seemed to feel that these vices were not imminent in the

' American case. Perhaps the lesson is that one may adhere to
the principles of “comprehensiveness” even though one aban-

don the principle of “unity,” and that one may be fully aware

of the possible “vices” of extraordinary and “special” budg-

ets and still hold that such budgets can be made to serve

the cause of clarity and accuracy.- ‘

F. R. Faircl;Kle has emphasized the necessity for a clear

——

distinction between revenue_receipts and nonrevenue re-
ceipts (borrowing), and between governmental cost payments |
and nongovernmental cost payments (such as repayment of
debt and capital expenditures on self-liquidating projects).1¢
Equally important, in his view, is the distinction between
gross and net debt, the latter being “simply the former re-
duced by the amount of cash and equivalent assets belong-
ing tq the government.” He praises the Census Bureau for
adopting these accounting concepts as early as 1907, and up;
braids the Treasury Department for its failure to recognize
the superiority of the Census classifications. The Annual
Report of the Secretary for 1934, Fairchild says, fails to show
the true revenue receipts, cost payments, and deficit, because
it includes trust funds in its account and deals inadequately
with the profits of devaluation of the dollar. Moreover, as
far as principle is concerned, the deficit is undoubtedly exag-
gerated by the inclusion of expenditures on investinents, such
as the loans of the Reconstruction Finance Corporation,
which “should be treated as a capital (nongovernmentalt
cost) expenditure after the manner of private business ac-
counting.” However, one must be careful to avoid mistakes,
such as that made by Willoughby in including among “as-
sets” twelve billions of allied loans that clearly were not
going to be repaid; and if expenditures of the R.F.C. or
public works expenditures were going to be treated as capi-
tal items, reserves for loss and depreciation should be set up.

1¢“An Arnalysis of the Government’s Financial Reports, with Special Refer-
ence to the Deficit,” American Economic Review, March, 1935.
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Thus, in 19 3 5, Professor Falr;‘ﬁ;ld seemed favorablg.,thard
the concept_of a “capital’”’_ budget. Three years later, he vig-
orously attacked ‘the “double” budget system as used by the
government; yet this position could, perhaps, be reconciled
with his former position, since no consistently logical capital
budgeting procedure ‘had, in fact, been set up.® “Without
any intent to deceive, it can readily be shown that the_use
of the double budget has_tended to_ obscure the true picture
of the ' nationa Jnances. An erroneous impression has been
given, he said, that the enormous deficits have been the result
entirely of extraordinary expenditures. Moreover, whereas
the official figure shows a substantial decline in emergency
and relief expenditures since 1934, this result was obtained
by a transfer (regarded by Fairchild as unjustified) of half
the T.V.A. expenditures to the “general” account in 1936,
and all of them in 1937 and 1938, together with the transfer
of Emergency Conservation Work to the “general” budget
in 1936. A “further distortion” resulted, he believed, from
the inclusion of the net receipts of certain recovery loan
agencies as a part of current revenues and the use of these
funds to defray the expenditures of other agencies. When
the proper adjustments were made, it was seen, he held, that
the recovery and relief expenditures for 1937 amount to
$3.82%7 millions instead of the reported $2,846 millions. Thus,

i Professor Fairchild accuses the “double” budget system of
havmmlderestlmated the extraordmary expenditures.

“Professor Gerhard Colm\"‘“ points out that budgetary prin-
,ciples are a set of norms for the limitation and supervision
*of the budget administration. He justifies President Roose-
velt’s “double” budget on two grounds: (a) estimates con-
cerning emergency expenditures are more uncertain, more
sub]ect to revision; and (b) separation promotes administra-
tive thrift and maintains fiscal morale, Contrary to Fairchild,
he defends the shift of the Emergency Conservation Work

15 “The United States Budget in the Past Decade,” Proceedings of the Acad-
emy of Political Science, January, 1938.
16 “Comment on Extraordinary Budgets,” Social Research, May, 1938.
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(C C.C.) from recovery and relief to the ordinary budget as

“an example of accurate budgeting.” Similarly, although the
practice of including in the budget only the surplus and defi-
cit of government corporations is a violation of the princi-
ple of “completeness,” it must be regarded as an important
improvement in budgetary procedure. Against the double
budget, Colm argues that the line of. demarcation is neces-
sarily arbitrary, that it may violate the principle of “pub-
licity,” and may lead to a preference for selfliquidating
projects which need not be shown in the ordinary budget,
even though self-liquidating projects may be less desirable
from the welfare point of view. He distinguishes between a
“loan” budget, for which the criterion is that the items are
ﬁn—an/c?d-[ﬁ borrowing, and a “capital”_budget, which in-
volves expenditures on capital projects. The latter can be
justified on grounds of administrative requirements. He ar-
gues that, whereas current expenditure estimates should be
made by the spending department, such procedure for capi-
tal outlays leads to “dividing the kitty,” each department se-
curing its most pressing needs, even though all the needs of
one department may be more important than the most ur-,
gent need of another. Colm believes that durability shou}d
not be the criterion for capital items. Expenditures on battle-
ships, he thinks, ought not to be entered in the capital
budget.

A more exhaustive treatment of special budgets is to be
found in A. E. Buck’s The Budget in Governments of To-
day. He believes that the experience of American municipali-
ties and the Soviet government with the capital budget prove
it to be an effective aid to long-term financial planning, pro-
vided the two parts of the budget are presented together. He
mentions the unhappy experience of European countries with
extraordmary budgets, but is of the opinion that the danger
lies in making two distinct and unrelated budgets, and not
in the division of a comprehensive budget into two parts.
Annexed budgets are most appropriately apphed to cases of
self-supportmo government undertakings or services.
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1V. Federal Fiscal Documents

Four major documents, published by the federal govern-
ment, give information on revenues, expenditures, and debt,
actual or prospective: The Daily Statement of the United
States Treasury, which is the primary source of information
on actual receipts and expenditures; The Budget of the United
States, which contains the President’s annual budget message,
together with summary and detailed tables; The Annual Re-
port of the Secretary of the Treasury, which contains sum-
mary tables, charts, and written reports; The Combined

. Statement of the Receipts and Expenditures, Balances, etc.,
of the United States, which contains highly detailed tables.

Taken together, these documents provide as complete in-
formation on government finances as is necessary for most
purposes. On the other hand, they are extremely difficult to
use for anyone not familiar with their organization. There
are discrepancies between the reports, and even within the
same report when similar material is covered by different
departments. The items one seeks are sometimes found un-
der the most unpromising headings. Some items, like the
Shipping Board, have the habit of popping in and out of
particular tables from year to year without accompanying
explanation. The form of classification is often different in
each report for the same year. In short, it takes far more
time and patience to discover what really is going on than
the general public can be expected to devote to the matter.

i Standardization, systematization, and simplification are nec-
essary to make these documents useful to the layman.

Let us suppose that a conscientious voter wants to see what
expenditures were made on P.W.A. in 1937 and to compare
the figure with thé projected expenditures for 1938. He goes
first to the Annual Report, since it is the least terrifying in
aspect of the four documents. He turns to the table of “Ex-
penditures” under “Budget Results” but finds no figure on
P.W.A. On a wild guess he turns to “Estimates of Expend-
itures”; he finds here a much longer list of actual expendi-



BUDGETARY THEORY AND PRACTICE 209

tures for 1937 than in the “Budget Results” table, including !
an item for “Administrative Expenses, P.W.A.”—but no fig-
ure for actual P.W.A. expenditures. Under “Construction
Activities” he finds a subhead, “Program under the P.W.A,,”
but the Report gives only a total figure for public buildings
under P.W.A,, and our conscientious citizen has an idea that
there may have been other P.W.A. activities. He resigns him-
self to tackling the Combined Statement and consults the
long table of contents. Finding no separate heading for
P.W.A, he undertakes the wearisome task of going through
the subheads for each department, item by item. As the best
bet, he looks up “Procurement Division (including public
_buildings, Public Works Branch)” under “Treasury Depart-
ment.” In the sixteen pages of entries he finds only one item
of less than a half a million dollars that is specifically labeled
P.W.A. and—if he is diligent enough to consult all footnotes -
—two others that are “transferred from P.W.A.” If he is not
now utterly discouraged, he will find P.W.A. items under
“Indian Affairs” of the Department of the Interior, Federal
Emergency Administration of Public Works, “Nonmilitary
activities” of the War Department, etc., which he is not cer--
tain how to classify. After these experiences, it is highly un-
likely that our citizen is still conscientious enough to look
at The Budget to see what appropriations have been made
for P.W.A. for 1938. Under “General Public Works Pro-
gram” he will find items of $2.00 for communications ex-
penses, but he is not told whether or not all the twenty-one
pages of items represent P.W.A. expenditures. From this
single example, it should be clear that these documents in
their present form cannot be regarded as a medium for in-
forming the electorate of the government’s finances.

After these disconcerting experiences, the inquiring citizen
would be forced to recognize that his apparently simple query
was in reality a research problem; and, if he had the time and
the patience, he would tackle it as such. The research would
begin with the various pieces of legislation creating the P.W.A.
and providing the different appropriations which have fi-
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nanced its operations; it would lead through the statements.
made by that agency’s officials in the course of hearings before
the Congressional appropriation committees; and in all proba-
bility it would not end before the inquiring citizen had had
some direct correspondence with the agency itself.

In the course of the search, it would be discovered that

.P.W.A. had originally been created with some very broad
powers, including powers to make grants to other federal agen-
cies, to make loans to railroads, and to make loans and grants
to states, cities, and other units of government, and that by
fiscal 1938 these powers had become restricted to the making
of loans and grants to nonfederal units of government. It
would be discovered that P.W.A., except for its own adminis-
tration, spent no money itself, that it merely made loans and
grants to be spent, under general P.W.A. supervision,. by
others. It would be discovered that, with respect to loans, the
P.W.A. had functioned as a kind of quasi-investment banker
for railroad and municipal issues, intermediate between the
borrower and the capital market, and that this relationship
had been complicated by the interposition of the R.F.C. be-
tween the P.W.A. and private purchasers of securities. Armed
with this information, it would be possible to go to the appro-
priate items in the Daily Statement, and ascertain the volume
of P.W.A'’s financial operations.

Despite the lack of standardization of expenditure classifi-
cation in the government reports, one can discern a tendency
toward the development of “special” budgets of the “extraor-
dinary” type. The first step was taken in the Hoover Admin-
istration in the establishment of the Reconstruction Finance
Corporation. Here was a government agency organlzed to
meet an emergency, financed by a subscription to its capital
Stock of half a billion dollars out of the “General Fund.” ¥
“In that year no spec1a1 budget was set up for the R.F.C;
there is no report of its expenditures until 1933. But the very
formation of a government-financed emergency corporation,
authorized to make loans and undertake expenditures, was

17 Cf, Combined Statement.
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the first of several emergency measures which led directly to:
the President’s recent demand for a separate budget classi-
fication. Clearly, the subscription to the capital stock of the
R.F.C. represented an expenditure of an entirely different
sort from administrative expenses, relief payments, or even
public works. For presumably the capital subscriptions would
provide the basis for investment in assets with a marketable
value, and was, therefore, in some sense “balanced” by an
acquisition of assets. The same is true of the subscription of
$125 millions to the stock of the Federal Land Banks in the
same year.'®

The Combined Statement shows no changes in 1932 other
than the addition of the subscriptions to the stock of the
R.F.C. and the Federal Land Banks to the list of “other”
(as opposed to “general”) expenditures. The Budget, which
previously had divided expenditures into *“Ordinary” and
“Reduction in Principal of the Public Debt Required to be
Paid from Ordinary Receipts,” divided them for the fiscal
year 1932 into “General,” “Special,” and *“Trust Funds.”
This division was not made according to departments; nearly
every department had some items in all three categories.
“Special” items consisted of such expenditures as the “Me-
morial to Women of the World War” under the heading
“Legislative Establishment,” and “Federal Reserve Board”
under “Independent Establishments.” Trust funds, which
are funds held for particular groups or individuals, included
items such as “Proceeds from Sale of Indian Lands.”

In 1933 the form of the “budget results” table in the An-
nual Report was significantly changed. Whereas in previous
years expenditures had been divided into two broad classes,
“general” and “other,” in 1933 there was an additional class
sification: “Major expenditures due to or particularly af-.
fected by the depression.” Under this heading appeared the

18 In the written report of the Annual Report of the Secretary of the Treas
ury for 1932 (p. 17), these two subscriptions to capital stock are described as

“emergency” expenditures; but this term does not appear in the formal tabular
statement of expenditures. -
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following items: Reconstruction Finance Corporation, Pub-
lic Works, Special Aids to Agriculture, Distribution of Wheat
and Cotton for Relief, Emergency Conservation Work (which
latter became the C.C.C.), and Postal Deficiency. This clas-
sification is significant because it indicates a. recognition by
federal finance authorities that there are some sorts of ex-
penditure that cannot properly be described as “ordinary,”
and which need some special kind of treatment.

In the text of the Report,’® the new method of classifica-
tion is explained in the following manner: “Expenditures
for 1933 and prior fiscal years cannot be completely classi-
fied as between general and emergency outlays—a classifica-
tion which was introduced into the Daily Treasury Statement
on July 1, 1933. There is presented on page 7, however, a
comparison of expenditures of the fiscal years 1932 and 1933,
classified by major functional groups. In this table major
items due to or particularly affected by the depression are
shown separately.”

The form of the Budget for the fiscal year 1933 (presented
January 3, 1932) was the same as for the previous year. The
Combined Statement showed no change except that four
new “Independent Offices” were added and accounted for,
namely, National Industrial Recovery, Emergency Conserva-
tion Work, National Banking Emergency Act, and Federal
Home Loan Bank Board. )

The “Federal Home Loan Bank Board” makes its ﬁrst
appearance in the Budget in 1934 (presented January, 1933),
appearing under “Independent Establishments, Group L.”
The Reconstruction Finance Corporation also makes its first
appearance under “Independent Establishments, Group IL.”
{The difference between these two groups is not explained.
Most independent establishments are in Group I. One can-
not conclude that Group II is regarded as the *emergency”
group, since it includes the Shlppmo Board, Veterans’ Admin-
istration, and the Federal Farm Board. Subscriptions to stock
of Federal Land Banks are not shown under the same head-

1¢ Annual Report of the Secretary of the Treasury, 1933, P- 5.
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ing as subscriptions to stock of R.F.C., but under “Treasury
Department, General Fund.” About all that can be con-
cluded from these revisions is that the Budget division at the
beginning of 1933 was already feeling some need for reclas-
sification of expenditures.

In the Combined Statement the only changes introduced
in 1934 were the addition of a large number of new. Inde-
pendent Offices ?° and renaming the “Office of the Supervis-
ing Architect,” which appeared under the Treasury Depart-
ment, “Procurement Division, including public works, Pub-
lic Works Branch.”

A more important chapge was made in the Annual Re-
port. The heading “Expenditures Due to or Particularly Af-
fected by the Depression” gave way to the heading “Emer-
gency and Other Expendltures.

Under the Roosevelt regime the trend toward setting up
special budgets was considerably accelerated. In his first Bud-
get Message—that for 1935, presented January g, 1934—he
tacitly accepted the principle of a balanced “regular” budget,
which is made to balance by setting up an “extraordinary™
budget for emergency expenditures. He emphasized the fact
that, with the exception of debt retirement, the budget esti-
mates for the fiscal year 1935 show a small surplus, but that
this budget “does not include any additional expenditure
for extraordinary purposes.” #* By making this distinction be-
tween the regular and the extraordinary budget, he sought
to reconcile his election promise of balanced budgets with
the expansion of those expenditures which, it was deemed,
relief or recovery made necessary. ‘¢

Roosevelt’s distinction between “General” and “Emers
L

20 Viz.: Commodity Credit Corp., Electric Home and Farm Authority, Execu’;
tive Council, Export-Import Banks, Fed. Alcohol Control Board, Fed. Board
of Vocational Education, Fed. Civil Works Administration, Fed. Co-ordinator
of Transportation, Fed. Deposit Insurance Corp., Fed. Emergency Housing
Corp, Fed. Emergency Relief Admin., National Emergency Council, Fed. Sav-
ings and Loan Ass'n., Federal Surplus Relief Corp National Industrial Recov-
ery Admin,, National Planmng Board.

21 Budget, 1935, pp. vi-viii.
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gency” expenditures was carried into the Budget statement
for 1935, in much the same manner as in the Annual Report
for 1934. Under the heading “General,” many items, not
previously classified in that manner in the Budget state-
ments, appear: Public Building Construction and Sites, River
and Harbor Work, Agricultural Adjustment Administration,
Farm Credit Administration, Agricultural Marketing Fund,
Distribution of Wheat and Cotton for Relief, Subscription
to the Stock of the Federal Land Banks, Interest on the Pub-
lic Debt, Public Debt Retirements. From this list it is clear
that the double budget was still a long way from being a
“current” and “capital” budget, or even an ordinary and a
*“loan” budget.

In 1935 the Combined Statement adopted the classification
introduced into the Annual Report of the previous year;
expenditures are divided into “General” and “Emergency.”
The list of “emergency” expenditures is the same as in the
1934 Annual Report, except for the following additions:
“Resettlement Administration” and “Chargeable against in-
crement on gold: Melting losses, Payment to Federal Reserve
Banks for retirement of national bank notes.” Several new
Independent Offices were added to the contents.*

By. 1935, however, the form of the “budget results” table
in the dnnual Report had changed again. The main divi-
‘'sions were “General” and “Recovery and Relief” expendi-
tures. Under the latter head is one main subhead: Federal
Public Works Projects. The public works are redivided into
two parts: nonrepayable and repayable. This distinction is
still another step toward the accurate budgetary procedure.
The “repayable” items include the Boulder Dam and other
[Réclamation Projects; Loans to the Commodity Credit Cor-
poration, to the Joint Stock Land Banks, and Crop and Feed
Loans; Public Works Administration; and Subscriptions to

22 Viz.: Emergency Relief Appropriation Act, Railroad Retirement Board,
Resettlement Administration, Rura! Electrification Administration, Securities
and Exchange Commission, Tennessce Valley Authority, Works Progress Ad-

ministration. P.W.A. is not listed as a separate category, but appears under
“Procurement Division” of the Treasury Department and other headings.
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Capital Stock.® There is implied in the form of this table
an argument that expenditures on income-yielding assets and
on recoverable loans ought to be regarded differently from
expenditures of other sorts. ~

This form of presentation of expenditures was adopted by
President Roosevelt in his 1936 Budget Message (January 3,
1935). Still clinging to the principle of a balanced ordinary
budget, the President pointed out that for the fiscal year
1934 “general receipts . . . approximately equalled the reg-
ular expenditures for the year, a fact which should be duly
recognized,” and noted that the 1936 estimates balanced “ex-
cept for expenditure to give work to the unemployed.” In
this same Message attention is drawn to an important budget
“reform.” Henceforth, self-supporting or self-contained gov-
ernment units were to have their own separate and annexed
budgets. There would also be a General Budget Summary,
which would show surpluses or deficits from' the annexed
budgets in addition to the other items. Here we have the
adoption of what is essentially the French system of annexed
budgets for government corporations. In 1936 the depart-
ments so distinguished were the Post Office Department, the
Reconstruction Finance Corporation,** the Tennessee Val-
ley Authority, and the District of Columbia..

The Budget for 1936 divided expenditures into eight main
divisions: I. Legislative, Judicial, and Executive; II. Civil
Departments and Agencies; III. National Defense; IV. Vet-
erans’ Administration; V. Debt Charges; VI. Refunds; VII.

23 These subscriptions included: Regional Agricultural Credit Corporations
(1934). Federal Farm Mortgage Corporations (1934), Federal Intermediate
Credit Banks (1935), Federal Land Banks, Home Loan Banks, Home Owners’
Loan Corporation, Federal Savings and Loan Associations, Federal Deposit
Insurance Corporation. . *

2¢ The R.F.C. budget is subdivided in turn into a Summary Statement and
“supporting statements” of the subsidiary organizations through which the
R.F.C operates. These included, in 1956, the Commodity Credit Corporation,
the Export-Import Banks of Washington, the Federal Farm Mortgage Cor-
poration, the Federal Home Loan Banks, Federal Housing Administration,
Home Owners* Loan Corporation, and the Regional Agricultural Credit Cor-
poration.
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, Recovery and Relief; VIII. Supplemental Items. Under Re-
covery and Relief the divisions were: (1) Agricultural Aid;
(2) Relief; (3) Public Works; (4) Aid to Home Owners; (5)
Miscellaneous; (6) Reconstruction Finance Corporation (from
annexed budget); (7) Tennessee Valley Authority (from an-
nexed budget).?

The reports of actual expenditures (4nnual Report and
Combined Statement) show little change in 1936. The items
“Railroad Retirement Act,” “Soil Conservation and Domes-
tic Allotment Act,” and “Social Security Act” were added to
the list of “General” expenditures, and the debated transfer
of Emergency Conservation Work to the “General” category
from “Recovery and Relief” was made.

In his Budget Message for 1937 (January 3, 1936) Roose-
velt reiterated his distinction between a balanced regular
budget and an emergency budget. “In looking at the revised
estimates for the fiscal year 1936 I am more than pleased to
find that we have not only accomplished what I said we
would in my Budget Message a year ago but that the results
with respect to both expenditures and receipts have sur-
passed expectations.” He included in the category of “regu-
lar activities,” as opposed to “recovery and relief,” “major
public works, operations of the C.C.C., and agricultural ben-
efit payments.” He also announced that twenty emergency
agencies had been brought under the administration of the
Director of the Budget. In the Budget itself no significant’

25 The Budget for 1936 carries with it a "Supportfng Schedule No. 3, Part
IIL” in which is presented “Moneys for Recovery and Relief Classified as to
Provisions for Repayment.” Its outline is as follows: 1. Nonrepayable, 1. Grants,
aids and expenses: FER.A.; CW.A.; Emergency Conservation Work; Dept. of
Agric. drought relief; P.W.A.; Surplus Relicf Corp.; A.A.A.; Land Banks;
R.F.C.; Regional Agric. Credit Corps: Adm. for Industrial Recovery, 2. Fed-
eral public works projects; TA.A.; Public highways; Boulder Canyon; Rivers
and Harbors; Other; (Departmental). II. Loans: Comm. Credit Corp.; Joint
Stock Land Banks; Crop and feed loans; P.W.A,; Emerg. housing; F.H.A.; Subs.
homesteads; R.F.C; Export-Import Banks. I1L. Subscriptions to capital stock,
etc.: Production Credit Corps.; Banks for co-ops.; Regional agric. credit corps.;
Fed. Farm Mtge Corp.; Fed. Interm. Credit Banks; Fed. Land Banks; Home

Loan Banks; Home Owners’ Loan Corp.; Fed. Savings and Loan Assns.
FN.IC. IV. Unallotted funds (by P.W.A)).
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changes were made in 193%7. In accordance with the reports
of actual expenditure for 1936, the Budget for 1937 shifted
the Emergency Conservation Work, under the heading Ci-
vilian Conservation Corps, from Recovery and Relief to the
“General” category. The Boulder Canyon Project was taken
out of the “Federal Public Works” division of the nonrepay-
able recovery and relief expenditures and entered under
“Civil Departments and Agencies.”

The “budget results” table in the Annual Report for 1937
divides expendxtures into “Regular operating expenditures,”
“Public Works,” and “Relief’—each with subdivisions;
Loans, Subscriptions to Stock and Surplus, Agricultural Ad-
justment program, Social Security, Railroad Retirement, and
Debt Retirement. A more significant classification makes its
appearance in the “Estimates of Expenditures” table, which
includes a report of actual expenditures for 1937. Under
“General and Special Accounts” appear: 1. General, II. Re-
covery and Relief, III. Revolving Funds, IV. Transfers to
Trust Accounts (including for the first time the Old Age Re-
serve Account), V. Debt Retirements. “Trust Accounts, In-
crement on Gold, etc.” are listed under that heading. As will
be seen below, the 1939 budget organization is really an elab-
oration of this kind of formulauon

In the 1938 Budget, the “General Public Works Program”
is eliminated from the *“Civil Departments and Agencies”
category and made a main division of its own, along with
“Legislative,” * Recovery and Relief,” etc. “Social Securlty"
is added as a main subdivision. The Federal Deposit Insur-
ance Corporation follows the C.C.C. and Boulder Dam from
“Recovery and Relief” to the regular division, under “Legis-
lative and' Executive.” The Federal Surplus Commodities
Corporation was added to the list of nonrepayable recovery
and relief expenditures, while the Surplus Relief Corpora-
tion, Emergency Conservation Work, and Agricultural Ad-
justment program no longer appear there.

In his Budget Message for 1939, the President came out
more definitely for a reclassification of expenditures. He di-
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vided expenditures into four major types: (1) Fixed charges
that cannot be reduced by Executive action, e. g., interest on
public debt, pensions, contributions to Old Age reserves,
etc.; (2) Everyday operations of government that do not af-
ford opportunity for large reductions, e. g., State Department
salaries of diplomats, consuls, etc.; (3) “The major effort of
the Government to help the economic security of large
groups of citizens. . . .” Aids to save farms and homes from
foreclosure, relief for unemployed, old-age pensions, etc.; (4)
*“The final category includes items of public expenditure for
capital improvements—such as new highways, new river and
harbor projects . . . ,” etc.?

In his Budget Message for 1940, issued on January 3, 1939,
President Roosevelt brought the issue of the capital budget
specifically to the fore. He divided federal expenditures into
“ordinary” and “extraordinary.” The former relate to the

* “operating expenditures for the normal and continuing func-
tions of government.” “The ordinary expenses,” said the
President, “should be met out of current revenues.” And he
expressed the hope that in times of prosperity current reve-
nues would so far exceed ordinary expenditures as to pro-
duce a “surplus that can be applied against the public debt
that the Government must mcur in lean years. because of
extraordinary demands upon it.”

The extraordinary expenditures, which are concerned with
loans, capital outlays, and relief of need, he deemed to be
sufficiently flexible in character as to permit their contrac-
tion and expansion as a “partial offset for the rise and fall

26 The general form of the 1939 Budget is unchanged. Among changes in the
details, however, were the following: The Commodity Credit Corporation and
the Farm Credit Assn. were eliminated from Recovery and Relief, and the
Federal Farm Mortgage Corp., the Farm Security Corp., Administrative Expense,
Boulder Canyon, Grants to States, Loans to Railroads, and the Resettlement
Administration were added. The Commodity Credit Corp., Farm Credit Ad-
ministration, Loans and Grants to States, Loans to Railroads, Export-Import
Banks, and the R.F.C. were added to the Revolving Funds Account. The Old
Age Reserve Account, Railroad Retirement Account, Adjusted Service Certifi-
cate Fund, Government Employees’ Retirement Funds were placed in a new
section called “Transfers to Trust Accounts.”
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in the national income.” In this manner they “deal more
particularly with the relationship between fiscal policy and
the economic welfare of the country.” Presumably, in' pe-
riods of prosperity, these extraordinary expenditures could
be greatly reduced. The current revenues, augmented by a
rising taxable income, could be expected to yield a surplus
which would be applied to debt retirement. The President’s
Message presupposed not merely highly fluctuating current
revenues correlated directly with the business cycle, but also
a highly fluctuating’ volume of extraordinary expenditures
correlated mversely with the cycle.

This portion of the Message did not make it deﬁmtely
clear whether it was expected that the surplus of current
revenues during prosperous years shall be adequate to retire
all the debt incurred by reason of the extraordinary expendi-
tures made in depression years, or only a part of the debt so
incurred. But other portions of the Message would indicate
that the latter was intended. Reference was made to “criti-
cism of the Government’s practice of including in its budget-
ary expenditures amounts disbursed for loans or for self-
hquxdatmg projects or for other extraordmary capital outlays
which increase the wealth of the nation.” A change in the
method of financing selfsustaining governmental corpora-
tions and credit agencies was recommended. An annual ap-
praisal of the assets and liabilities of these corporations or
agencies should be made and “any surplus from operations
or impairment of capital resulting from losses” should be re-
flected as receipts or expenditures in the annual Govern-
ment Budget. Thus “the Budget would be affected, not when
the investment or loan is made but in the fiscal year when
the surplus ;or loss occurs.’ Capxtal expendltures made by!
these agencies would not result in an increase in the direct
government debt. Moreover, it was recommended that the
capital outlays incurred on self-liquidating public pro]ects,
like Boulder Dam, should likewise not be included in the
annual budgetary expenditures. Such expenditures should
be capitalized and should occupy a separate category in bud-
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getary reporting. The implication clearly was that for self-
liquidating capital outlays of this character a capital budget
should be set up, separate and distinct from the extraordi-
nary budget. Thus, in effect, it was suggested that four types’
of budget be created as follows: '

+! L. Ordinary Budget
y.IL. Extraordinary Budget
~1I. Capital Budget (including self-liquidating Public Projects
and investment in government corpqrations and agencies)
. {V. Annexed Budgets (for government corporations anfl agen-
cies)

The implication was that both the ordinary and the extraor-
dinary budgets should be financed over an entire cycle from
current revenues, though not necessarily in each year in the
cycle; and that the capital budget was to be financed by
borrowing. According to this theory, the public debt might
be permitted to rise pari passu with a rise in income-earning
assets. Such increase in debt could be expected to liquidate
itself over time and would represent no draft on the taxable
wealth or income of the community.

The President’s Message, however, went a bit farther, but
how far is not definitely clear. He did say that our financial .
statements “should clearly reflect, in appropriate classifica-
tions, the amount of government outlays for physical im-
provements that are not self-liquidating in character.” There
followed a table which set over against the rise in the public
debt during the decade 1931—40 the federal outlays for dur-
able improvements and recoverable loans and investments.
Recoverable loans and investments constituted, however, only
3.3 billions of dollars out of the total so expended. It is clear,
therefore, that, in so far as the public debt had risen by
reason of capital outlays, 8o per cent was due to expenditures
on non-self-liquidating projects.

It is with respect to the rise in the public debt incident to
these outlays that intelligent debate begins. The President
did not commit himself. He suggested that a catalogue of
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such outlays at least helps to appraise the economic signifi-
cance of our rising public debt. With respect to these outlays,
at any rate, the money had not been thrown “out of the win-
dow or into the sea.” The President insisted that we have
been “buying real values with it.” But he did not commit
himself to the thesis that the public debt may properly rise
commensurate with the growth of this type of public wealth.
Indeed, he emphatically asserted that he was not suggesting
“an ordinary budget which is always balanced and an extraor-
dinary budget which is always unbalanced.” Not only should
the ordinary budget at all times be met from current reve-
nues, but in good times any extraordinary expenditures
which it was deemed necessary to make should, according
to the Message, be met from taxes, and, in addition, a sur-
plus should be produced in order to retire some of the debi
incurred during depression. It is not clear, however, that the
President advocated a complete balancing of ordinary and
extraordinary expenditures over the cycle period, even after
self-liquidating capital expenditures and governmental cor-
poration outlays had been deducted from the “extraordi-
nary” expenditure category. What can definitely be said is
that he envisaged that extraordinary expenditures on non-
self-liquidating public works and on unemployment relief
shall, over the cycle, be met in part from current revenues.
Over the entire decade 1931~40, according to the Presi-
dent’s table, total ordinary expenditures amounted to $40,515
millions and total current revenues to $41,033 millions. Ex-
cept for the fiscal years 1932, 1933, and 1936, current reve-
nues exceeded ordinary expenditures. But, for the entire
decade, current revenues contributed only half a billion dol-
lars to the total extraordinary expenditures of $27,79%7 mil-
lions. Of this total, $16,231 millions was for unemployment
relief, $7,952 millions for public works, and $3,339 millions
for loans and subscriptions to stock, etc. The unemployment
relief total, however, included an estimated $2,687 millions
of durable improvements constructed by the W.P.A. If this
be added to the public works, loans, and stock subscription
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items, we get a total of $13,978 millions for public works
and investments. There remains the almost exactly equal fig-
ure of $13,544 millions for unemployment relief expendi-
tures of a sort which have left no material assets behind. Ac-
cording to these estimates, we have *“something to show” for
one half of the extraordinary expenditures; the Test went to
relieve distress but added nothing to the publxc wealth.

In view of the stress laid on durable assets, it is important
to note that/the mere accumulation of tangible wealth is not"
an adequat¢-criterion of the economic justification of public
expenditures. Expenditures on public health and education
may be more valuable than the construction of durable proj-
ects.

The trend toward reorganization of the federal budget to
take account more adequately of the distinction between gen-
eral expenditures and “special” expenditures of one sort or
another has existed throughout most of the depression pe-
riod, and the President’s 1940 Budget Message represented
a culmination of this trend. The time has now been reached
when there should be undertaken a systematlc budget re-
form.
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Chapter XI

THE CYCLICAL CONSUMPTION-
INCOME PATTERN
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NCE a revival is started, a cumulative process begins
in which investment and consumption interact upon
and stimulate one another—the first increment of in-

vestment induces an increase in consumption and this, in
turn, mduces‘further investment. This cumulative process,
however, unless continually reinforced by spontaneous or in-
dependent investment, is likely to peter out rather quickly.
This follows from the fact that a considerable part of the
new income generated by investment is not used for con-
sumption. Thus, the induced consumption expenditures tend
continually to run down, and so, in turn, the induced invest-
ment slows up until the whole process comes to a standstill
and thereafter rapidly develops into a cumulative downturn.

' The cumulative downward process similarly comes to a halt
because, with lower incomes, consumption falls less rapidly
than income and so offers an increasing resistance to a fur-
ther decline.

The cumulative process, therefore, does not offer a valid
theoretical basis upon which to predicate either a continued
upward movement or a continued downward spiral. And it
is equally precarious to pin one’s faith upon the cumulative
process to produce a sustained recovery. The recovery is not
likely to reach any very high level, nor to be maintained for
any considerable period of time, without the injection of a
continuous flow of spontaneous or independent investment.

It is true that expenditures on durablé consumers’ goods
225
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(especially automobiles) not only help to initiate an upturn,
but also help to sustain the recovery as long as investment
outlays are sufficiently large to maintain income at a high
level. But there is not likely to be any important decline in
the consumption of durables or of consumption in general

.until a decline in income has already set in. Whenever in-

vestment falls off, however, employment and income decline,
and the decline in income is likely to bring about quickly
a sharp reduction in the purchase of durable consumers’
goods and more gradually a decline in consumption in gen-
eral. .

Thus, we must look to the continued flow of investment
expenditures to sustain prosperity. Whenever this stops, in-
come falls off, not only by the amount of the decline in
investment expenditures, but also by reason of the induced
decline in consumption. While consumption and investment
both play a role in initiating recovery and in the cumulative

process, it is peculiarly spontaneous_or anticipatory invest-

e F o ———
ment_which-must carry on if a high level of income_and

employment is to be maintained. In the absence of govern-
mental support, ofi'a 5calé hitherto not realized, booms in-
evitably die sooner or later a natural death, because the in-
vestment flow dries up. It dries up because, after some years

of large capital outlays, investment opportunities become

temporarily exhausted.

A society so constituted that its consumption habitually
falls, by a considerable percentage, below its income at rea-
sonably full employment levels requires a large continued
flow of new investment to keep it going at full activity. Thus,

it is important not merely to inquire into a country’s invest-

ment opportunities, and how fully these have already been
satisfied, but also what proportion of its income is customar-
ily consumed. The relation of consumption to income is ap-|

t parently a highly stable function and certainly one of the

most important in the whole field of economics. -
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The Consumption Function. \/

A schedule glVHlO‘ the amount of consumptmn at various
income levels is precisely analagous to the ordinary demand
schedules for commodities. The consumption-income sched-
ule and the ordinary demand schedule both show the func-
tional relation between two variables, the former the relation
of consumption to income, and the latter the relation of the
amount demanded to price. The functional relation of con-
sumpuon to income may be designated brxeﬁy by the phrase

“the consumption function.” .

The relauonshlp of percentage changes in demand to per-

Centage changes in price may be described by the phrase

*“price elasucxtz of demand,” while the relanonshlp of con-
sumption to income may be described by the phrase “income
elasucuy of consumption.” A commodlty demand schedule
may, of course, also be set up in terms of the relation of
quantity taken to income. The shape of such a denved curve
may be described as the “income elastxcxty of demand” for a
particular commodity. A summation or aggregate of all such
individual commodity demand schedules for consumption
goods of all sorts would, of course, give us the aggregate
mcome-consumpuon schedule, which we are here discussing:

The income elasticity of consumption is a property or
characteristic of the consumption function. Other properties
of the consumption function are as follows: (1) the marginal
propensity to consume and (2) the average propensity to con-
sume.

The marginal propensity to consume may be defined as the
percentage of an additional increment of income which the

public wishes to consume; it may be designated as follows:
AC

AY
“erage propensxty to consume may be defined as the propor-

tion of any gwen aogreoate income which the publlc wishes
to consume; it is the ratio of consumption to income ‘at any

given income level and may be designated as follows: -S—

» in which C is consumption and Y is income. The av-
»ea
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* Both the marginal propensity to consume and the average
propensity to consume may, of course, vary (as is also true
of elasticity) at different income levels. But they need not
both change in the same direction. Indeed, the average pro-
pensity to consume may, for example, increase steadily as in-
come falls, while the marginal propensity to consume might
remain constant at all income levels. This—is-ittustrated-in

the table-and chhart-omrpage-779.

Keynes' “propensity to consume” is merely another term
for the consumption-income schedule or the consumption
function. Keynes’ terminology is perhaps more likely to be
misunderstood, especially by the nontechnical reader, who is
likely to conclude that “propensity to consume” means merely
a desire to consume. On the contrary, it represents something
quite specific with respect to action. The “propensity-to-
consume” schedule indicates precisely the action which the
public is prepared to take with Tespect to consumption pur-
chases at various income levels, just as the'demand schedule
for individual commodities indicates the amount of the com-
modity which the public is prepared to buy at various prices.
At times, the phrase “propepsity to consume” is a peculiarly
convenient expression to fe, but more often the phrases
“consumption-income sch¢dule,” or, more briefly, “consump-
tion function,” will be uSed in this book.

With respect to both the demand function and the con-
sumption function, it is, of course, true that they are hypo-
thetical in the respect that the amount which will be de-
manded in the former case, or the amount which will be
expended on consumption in the latter case, is dependent
upon i single variable—price in the former instance and in-
come in the latter. It is assumed that everything else, not
inherently connected with the change in price in the one
case or the change in income in the other, remains constant.
Thus, with respect to-the demand curve, it is assumed that
‘the tastes and relative preferences of consumers for differ-
'ent commodities remain unaltered; and, with respect to the
consumption-income curve, it is assumed that the thriftiness




A = Consumption Function with respect to which both the
marginal propensity to consume and the average propé€nsity
to consume are unity at all income levels.
B = Consumption Function with respect to which the mar-

ginal propensity to consume and the average propensity to
consume are as given in the following table:
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of the people remains unaltered. A shift in the demand curve
from left to right, for example, represents a genuine change
in demand in-the_respect that-the preferenees-for different
types-of-commedities have-beerr fundamentally changed;-and .
srmxlarlwehi&-nrthftonmmptmmncome curve indicates
a change in the thriftiness of the community. Thuy, with a
decrease in thriftiness the consumption-income cug¥e would
shift upward precisely as an increase in the derfand for a
specific commodity would be represented by an ypward shift
in the whole demand curve.

The curve, or schedule, represents the relation of one vari-
able to the other in a “period” within which all other varia-
bles are assumed to remain constant. Thus, the consumption-
income schedule, or the consumption function, represents
only one single felationship—changes in consumption as in-
come changes. Hypothetical schedules of this character are,
of course, heroic abstractions. They are unrealistic.in the re-
spect that they seek to isolate, from the multitude of factors
which are constantly changing in a highly dynamic world, a
single variable which is regarded as a significant determinant
in order to measure the influence of this variable upon the
dependent variable. Perhaps the best illustration of such a
hypotheueal schedule, in so far 2§ the consumption function
is concerned, would be one purpdrting to show the different
amounts which a given individu w1t.h certain definite, un-
changing psychological attitudes weéuld expend on consump-
tion goods in the event that his income should change. In
point of fact, of course, as his income changes, other things
change also, including his psychological attitudes. A severely
heroic abstraction which precludes all such changes in psy-
.chological attitudes may frequently be very useful in eco-
. nomic analysis, even though it is somewhat unrealistic.

/ Statistical Studies of Consumption

A statistical analysis more realistic, though less rigorous in
its logic, might proceed on the following assumptions: that
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human beings, in general, are fundamentally alike when
viewed in rather large statistical aggregates; that, therefore,
the expenditures on consumption goods by individuals with
an income of one thousand dollars represent, in some sense,
a typical behavior; and, similarly, the expenditures of an ap-
propriate sample of individuals with an income of $1,500,
$2,000, §2,500, etc., may be regarded as typical. The assump-
tion may, moreover, be made that a typical individual who
expends a certain amount on consumption goods when his
income is $1,000 would, if his income were increased to
$1.500, $2,000, $2,500, etc., expend. on consumption goods
the amount. which individuals in those groups typically spend.
This involves, of course, the assumption that the typical in-
dividuals at the various income levels are fundamentally alike
and differ in their behavior only by reason of the differences
in their incomes. .

An illustration of this type of statistical analysis may be
found in the report of the National Resources Planning
Board on Consumer Expenditures in the United States.!
From the budgets examined it is possible to prepare a sched-
ule showing the amounts consumed by different income
classes, as is done in Table XX on page 232. _

On the basis of such a table, a schedule can be constructed
showing the consumption of society as a whole at various hy-
pothetical income levels. Imagine that the income of each
group suddenly rose to a higher level. The individuals of
each group would now react in their consumption expendi-
tures, it is assumed, according to the consumption-income
schedules statistically ascertained in the actual budget studies.
Thus, in the event that the one-thousand-dollar income class
- should experience a jump in income to the fifteen-thousand-.
dollar class, they would presumably react in their consump-
tion expenditures just as the fifteen-thousand-dollar income
class had in fact reacted, according to the inquiries made. On
this assumption, a table was calculated giving the consump-

1 National Resources Planning Board, Consumer Expend.itures in the United
States, US. Government Printing Office, 1939.
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TasLe XX
Consumption as
Income Head Per Cent of Income
Under $500 140.4
$500-750 112.8
$750-1,000 104.6
$1,000-1,250 100.6
$1,250-1,500 g9.0
$1,500-1,750 g6.5
$1,750-2,000 95.0
$2,000-2,500 91.8
$2,500-3,000 ) _ 88.4
$3,000—4,000 84.4
$4,000-5,000 79.4
$5,000-10,000 70.5
$10,000-15,900 61.1
$15,000-20,000 60.1
$20,000 and over 49.3

Derived from National Resources Committee, Consumer Expenditures in the
United States, 1939, p. 20.

tion for the economy as a whole at varying total income
levels, ranomg from $60 billions to $8o billions. This sched-
ule is given in Table XXI.

TasLE XXI
National Income Consumption as
~ (billions) Per Cent of Income
$50.0 93-1
60.0 T 89.8
70.0 : 87.2
80.0 85.1

Table derived from National Resources Committee—Consumer Expendi-
tures in the United States, 1939, ? 167.

What realistic 1nterpretat10n might be made of such a
table? Let us suppose that the national income will, in fact,
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tise by $10 billions per decade over the next half century. |
By the aid of such tables, would it be reasonable to assume
that one could determine approximately the amount of con-
sumptlon decade after decade from such a consumption-
income schedule as the kind referred to above? Obviously,
such a conclusion would be unwarranted. Were the schedule
in question apphed to such data, it would appear that, as

" the national income rose decade by decade, a smaller and

smaller percentage of the total income would be consumed
and a larger and larger percentage saved. Now we know in
general, from past experience, that this has not happened. \
We know that, as incomes in all groups have risen, changg¢s
in the standard of living have forced upward the minimum
consumption requirements, so that always the lower income
groups, despite the fact that their incomes were much higher
than fifty or one hundred years ago, still consumed all or'
even more than all of their incomes, their incomes being
often supplemented by gifts and by borrowing., Historically,
it appears probable—though the data are certainly inconclu-
sive—that as the national income has risen secularly from
decade to decade, approximately the same proportion of the
income has been consumed.? This appears to be true for the
United States down to the present time and for England, at.
any rate until the time of the first World War. Fundamental
institutional changes may, of course, alter this relationship,.
but there is no conclusive evidence that, with the long-run
secular rise in per capita income, any substantial increase has.
occurred in the relative proportion of the total i income con-
sumed and saved.

\It appears evident, therefore, that the typical consumption-
income schedule (which shows a tendency for the ratio of
consumption to income to fall as income rises) does not hold.
for the long-run secular change in real 1ncome.\The relation
indicated holds only when large fhanges in income occur

" 2 Preliminary estimates by S. S. Kuznets of (".pital formation in the United
States during the past six decades, soon to be‘published, support this con-
clusion,
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within a relatively short period of time| Now, in point“f
fact, this is  precisely what happens in the violent fluctuations
of income in the business cycle. :

/ The fluctuations in consumption relative to income in
the various phases of the cycle follow a more or less definite
cycle pattern. The volume of consumption is detérmined not
merely by ‘the size of the income, but also, in part, by the
particular stage'in the cycle at which this income is received.

Thus, the consumption is, within the cycle period, a func-

tion not merely of the size of the income, but also, to some

extent, of the particular phase of the cycle in which the in-

. come occurs. Moreover, the cyclical changes in income occur

for each income group. Each group experiences marked
changes in income within the cycle period. The change in
aggregate consumption sprmgs from changes in the income
received by all of the various income groups. This, however,
is something very different from the differential consump-

_tion behavior of different income groups at any one point of
: time. For all these reasons, it cannot be assumed that sched-

dules derived from the amount consumed by various income
groups at any one period—for example, 1935~36, as in the
study of the National Resources Committee—could be used
as a basis from which one might calculate the changes in con-
sumption which would follow from cyclical fluctuations of
income.

Cyclical Consumption-income Pattern

Fortunately, however, as.we have indicated in an earlier
chapter, we now have data indicating the relation of con-
sumption to income in the various stages of two complete
major _cycles from 19216 1939, inclusive. These data give
us, therefore, a_fairly accurate pattern of the relation of con<
suw,mdmhc_hms,cycl_e@od This
jpattern we may designate as mw;ﬁmww-
tion with respect to_income, or, more briefly, the cyclical
consumption-income pattern. It should be emphasxzed that
we are concerned with cyclzcal changes in consumptxon rela-
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tive to income. W, d with an abstract prop-
osition about the behavior of consumption relative to income

in general. The proposition is that from one phase of the
business cycle to another, one can detect a pattern in the
changing relationship of consumption to income. It is be-
lieved that this cyclical pattern of consumption with respect:
to income is of fundamental significance.

The relation of consumption to income (as measured in
current dollars) for the two major cycles from 1921 to 1939
is shown in the scatter of points in Chart 11.* In the appen-
dix to this chapter is presented a statistical analysis of the
functional relation of consumption to income corrected for
price changes and population growth.

It will be noted from.the-ehert that, at very low income
levels, consumption exceeds income. This means that disin-
vestment (consumption-of part of-thestock-of-eapital-goods)
is going on. At around the #§o billion income level, con-
sumption equals income. Jugdging from the raw, uncorrected
data here used, one gets impression that, at low income
levels ($40-te-$6a billions), consumption increases relatively
more slowly as income rises than js the case at higher income
levels (§65 to-$85-billions). In part, this may be accounted for
by ac in the early stages of rec i ent
leads the way (see-Ghapter~#}), while consumption, being
largely induced, follows with a Tag.Omnce this lagis over-
come, consumption rises more nearly in_proportion ta_in-
creases in income. .

It is significant that the years in which the ratio of con-
sumption to income is relpfively low are the more prosper-
ous years—1923, 1925, Y26, 1929, 1937, and 1939. From
the general character of the consumption function it could
be_expected that consumption would be relatively low in
relation to income (or, in other words, savings relatively high)
in peak years—THiis is due in no small measure, no doubt, to

8 The data for 1921-34 are from S. S. Kuznets, National Income and Capital
Formation, 1919-35; and for 1935-49 from the Department of Commerce
and the National Resources Planning Board.
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the high corporate profits of such years, a large proportion

of which 1s saved and retained in the business.
~Apparently, the income level is very important as a de-
terminant of thé proportion of income consumed, and also
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The Relation of Consumptian to Income

the position in the cycle. Thus, at the léwer turning point

(1921—22) in the first cycle g2.2 per ceyt of the income was
consumed, while at the second lower tyrning point (1932-33)
109.6 per cent of the income was consumed. Itrmxm_p’-_
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Pg@%zwm&ﬂsﬁmwwm&
ear irties, to bring about aggregate dissaving or disinvest-
m&%[mm—dcpmﬁmﬁ,’mﬁ;\i -

W

come exceeds consumption, €5 place a consider-
ableamount of net investment, though much less than at the
peak of the boom. -

During the seven relatively prpsperous years 1923—29, the
proportion of income consumed,’ averaged 88.0 per cent. In
1937 and 1939, 88.1 per cent of income was consumed. The
proportion of income consumed varied very little in any one
year from the general average of 88.1 per cent for all these
nine relatively good years. /For example, the per cent of in-
come consumed was 88.2 in 1923-24, 88.5 in 1927, and 88.0
in 1929. Such variation as there was, was probably due mainly
to the rather volatile item of corporate profits and the re-
lated item of corporapé savings. In the less favorable years,
such as 1924, 1928, and 1938, the proportion of income saved
fell off, or, in othef words, the ratio of consumption to in-
come rose. The lzzﬁentage of income consumed in these years
was go.3, 89.8, and go.6 respectively. In_general, one may
conclude from these data that, once a fairly hich income
level is reached, as for the nine years referred to, approxi-
mately the same proportion of the income is consumed.*
~ In the fairly high income years, then, about 88 per cent of
the national income was consumed, and 12 per cent was
saved. Gross saving:éaf the same years amounted to 22.8 per
cent of the gross ngfional product.® This consumption-income
pattern at relatively high income levels appears to be fairly
constant. It 1s deeply rooted in the customs, habits, and-tra-
ditions of thé people, and in institutions which are not easily1

¢ This conclusion holds also if one defines consumption more narrowly by
excluding from this category durable consumers’ goods. So defined, the pro-
portion of income consumed averaged 76.3 in the high years, 1923-29. The
figure was 76.8 in 1923~24, 77.1 per cent in 1927, 76.1 per cent in 1929, and
77-2 in 1937 and 1939. .

¢ Gross national product = national income plus replacement investment

expenditures. Gross savings = net savings plus depreciation, depletion, and
obsolescence allowances.
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changed and, indeed, very frequently not desirable to change.
~In order to_maintain a_fairly high level of income it is
therefore necessary,-as long-as this cyclical consumption-
income pattern persists, to expend about 22 per cent of the
gross national product on real investment (new and replace-
ment). For a $110 billion gros¢ national product ¢ (which full
employment could currently’ make possible at a price level
10 to 15 points above the/1940 level), this means about $24
billions per annum. The difficulty of finding investment out-
lets for so large a volume of expenditures is a major modern
problem. As long as t ion-income pat-
tern persists, the economy is geared to high investment. It is
the consumption-income pattern which explains why it is
necessary to maintain investment at a high level in order to
achieve full employment.

Stability of Consumption-income Pattern

The question is frequently asked: Why lay so much em-

phasis upon investment per se? Why not expand consump-
don? This is a_perfectly sensible question. Indeed, it may
well be that we onght to _encourage consumption. But the
fact is that the ratio of consumption to income is not easily
increased. Indeed, there is reason to believe that we are

right in the midst of institutional developments—structural
changes in our economy—which tend, for a time at least, to
lower the ratio of consumption to income and to increase-the

pr%g@gggﬁm.amumd. o
onsider, first, the great development of life in ce—

a development in itself thorotighly_sound and certainly_de-
serving of public encouragement and support. Life insurance
has grown to gigantic proportions in a single generation. I

1880 the assets of life insurance companies amounted to lgss
than $500 millions. Thirty years later in 1910, they amounted
to only $3.9 billions. Then came the period of rapid gréwth.

¢ This would yield a national income of $98 billions. Gross national product
minus replacement capital expenditures equals national income.
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By 1940 the assets amounted to oyér $3o billions. In 1937
the income of life insurance companies from prémiums and
investments amounted to about $5.3. Benefit payments were
$2.4 and expense outlays $1.0 billions, leaving around $1.9
billions annually for new ifivestment. )
_Eventually life insurance will reach financial maturity and
will pay out year by year, in benefits and costs, amounts equal
to premium receipts and income from investments. When
this point is reached, individuals will be able to save by the
life insurance method without such individual savings result-
SNy 0 [
ing in any net aggregate savings. But as long as life insurance
is i process of rapid growth, large reserves are being built
up and an annual fow of quasicompulsory saving is ef-
fecred—We are curren he height of this develop-
ment, and this is a factor tending to raise the savings-income
ratio.—

It is a striking fact that just at the point when life insug-
ance savings were accumulating at th(7’maximum Tate a_vast
social insurance program was introduced, based largely on
thie private insurance principle of accumulation of reserves.
Some modifications were made in ."1 939 in the original plan,
reducing materially the probable future size of the old-age
reserve account. Nevertheless, large accumulations have al-
ready been made and are currently in prospect for some
years to come both in the Unemployment Trust Fund_and
in the Old Age and Survivor’s Insurance Trust Fund. In the
four years 1937 to 1940, inclusive, the accumulations in’
these funds proceeded at an 4verage annual rate of $1.0 bil-
lions, the accumulations at the end of 1940 amounting to
$4.0 billions. Thus, on top of annual life insurance savings

there has suddenly been injected this important new factor
adding to the flow of savings and thereby tending to reduce
the ratio of consumptigh to incorme.”

TIt is, of course, impossible to predict the rate at which these funds will
accumulate in future. The act relating to both unemployment compensation
and old-age and survivor’s insurance is likely to be further amended with re-
spect to contributions, benefit payments, and coverage. Moreover, changed
economic conditions will affect the rate of accumulation, Estimates, based on
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Another institutional development of relatively recent ori-
gin affecting the flow of annual savings is the introduction of
_amortization in real-estate loans and mortgages. Only during
the last decade has anything systematic and of general appli-
cation been achieved along this line in this ‘country. From
the standpoint of sound finance, it constitutes an important
and, indeed, necessargreform. The real-estate mortgage sit-
uation at the end of the twenties was thoroughly bad and
contributed to the deflation of the early thirties. If each real-
estate mortgage had been amortized yea‘i‘ by year to manage-
able proportions, the process of debt liquidation would have
been very much less drastic. From this severe lesson some-
thing of value was learned. Real-estate mortgages now usu-
ally require an annual payment sufficiently large to cover
interest charges and to retire the principal within a given
period, ranging from, say, ten to thirty years. This develop-
mgent, already widely adopted, was supPorted and extended
by the provision in the 1935 Banking Act providing that
banks may not make real-estate loans having a maturity of
five years or more, unless such loans are amortized according
to specific requirements. Insurance companies have, in gen-
eral, adopted a similar practice. And the expansion of mort-
gage financing (a) through federal mortgage agencies, such as
the Home Owners’ Loan Corporation, the Federal Farm
Mortgage Corporation, and thé Federal Land Banks, and (b)
under the auspices of mortgage insurance agencies, such as the
Federal Housing Adminisfration, has contributed greatly to
the use of the amortization device. Real-estate mortgage debt,
farm and urban, amountg to around $35 billions. The amor-
tization payments on this debt volume may quite possibly
amount to around $1.5 billions per annum. This relatively new
institutional arrangement is a factor of considerable magni-
tidde and importance, adding to the How of quasi-compulsory
savings. -
the artificial assumption that benefits and tax rates as provided in the act as
amended in 1939 will continue and that economic conditions will remain the

same, have been made indicating net accumulations in the Old Age and Sur-
vivor’s Trust Fund of $5.7 billions by 1g50.
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Finally, note must be taken of the effect upon_ the gross
savings stream of the growth of net corporate saving-in-the
form of (a) depreciation reserves, and (b) retained earnings.
The spread of the corporate form of organization and the
progressive development of accounting procedures have, in the
last few decades, raised charges to depreciation reserves to a
level which makes this item by far the largest single source
of funds available for investment.® The gflocation of funds
to depreciation reserves in 1923-29 amounted to $5.5 bil-
lions per annum and in 1936-37 to $4,6 billions.

Over and above the depreciation and depletion charges are
the net retained earnings of the corporate system as a whole.
Whiléthe former are intended for replacement expenditures,
the latter constitute an important source of funds for the
financing of net additions to plant and equipment. In 1923-
29 corporate net retained earpings (account being taken of
corporate losses) amounted apnually to $2.4 billions and in
1936-37 to $1.1 billions.?® Thus, the internal sources of funds
(depreciation, depletion and 1jet retained earnings combined)
averaged $7.g billions per anjnum in 1923-29 and $5.7 bil-
lions per annum in 1936—-3%7.] How important these internal
sources were for the financing of producers’ fixed capital can
be seen from the fact that éxpenditures on plant and equip-
ment averaged $8.7 billions in 1923—29 and $6.7 billions in
1936-37.11

Retained earnings in 1923—29 fpr all corporations report-
ing net income in the United S/ tes amounted to 41.3 per

8 Charges to depreciation reserves do not, of course, contribute to the flow
of net savings. They do constitute the most important part of gross savings.
They finance replacement expenditures and, not infrequently, especially in the
case of corporations with new plant and equipment recently constructed, are
even available to finance expansion.

® Solomon Fabricant, Capital Consumption and Adjustment, National Bureau
of Ecqnomic Research, 1938, pp. 32. $3. 2and 38; and Charts and Tables on
Savings and Investment, T.N.E.C. Hearings, 1939. See also Ruth P. Mack, The
Flow of Business Funds and Consumner Purchasing Power, Columbia University
Press, 1941. .

1¢ Department of Commerce, and Statistics of Income.

11 Federal Reserve Bulletin, September, 1939, and estimates by George
Terborgh,
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cent of net profit.!* In contragt, the per cent of undistributed
profits in Great Britain in/1924~29 averaged only 20.1 per
cent.* The difference betyeen the two countries is striking.
A part of the’ explanatign of this divergence in corporate
practice may probably bg found in the difference in the rate
of expansion in the twp countries. Population increased fif-
teenfold in the United States during the nineteenth century
and only fourfold in /England. The gEowth of corporate en-
terprxse and capital/investment has been very much more
rapid in this country. It is, therefore, not unnatural that our

corporations should have formed the habit of reinvesting a
large percentage of net profits—much larger than in coun-
tries experiencing a slower extensive growth. And once this
has become established practice, it cannot be expected that
the policy would quickly be changed, even though a slowing
down of extensive expansion justified the retention of a
-smaller proportion of earnings.

Other sources of investment funds, in addition to those
already noted, are the savings of public bodies (sinking funds
and the like), individual savings which flow into commercial
and savings banks, building and loan associations, individual
savings directly invested in stocks, bonds, and mortgages, and
the savings of farmers, unincorporated business, and home-
owners used directly to purchase real investment goods.

Individual versus Aggregate Savings

Question may now be raised with respect to the main
causes of the rather vi volume of aggregate

_savings from depression years to years of relatively high pros-
perity, as revealed in the schedule of consumption i tion
to Income in the various phases of the cycle.** In answer to

12 Treasury estimates, Hearings before the Committee on Finance, US, Sen-
ate, 74th Congress, 2nd Session, on HR 12395, p. 18.
18 Colin Clark, National Income and Outlay, p. 187.

. 14 Net savings = Income - Consamption. It should be noted that violent

shifts in the aggregate of savings do not mean, as some have supposed, that the

propensity to save is unstable. Under a stable consumption function, savmgs
may fluctuate violently as income Huctuates.
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I3

this question, it is necessary to stress the fact that the most!
important cause of this rather violent fluctuation in the vol-
umge of aggregate savings is the fact that in_depression years,
such a large part of the individ m is used not
to purchase capital goods, but to cover losses. Thus, it is nec-
essary to distinguish between (a) the s _g_xmLimd_lyl_du\aa say-
ings w&h flow annually into the various savings channels
(life insurance, bmldiggandmmmeﬁmks

and the like), and (b) the aggregate realized savings which
remain after account has been taken of the losses incident

tothe declin expenditures on investment goods and the
consequent fall in income. On the other sxdmant

part of the explanation of the largg‘aggrg@g? in
good years must be found in the high level of profits, a large
part of which go into savings, either via retained corporate
earnings or via individual savings from increased dividen
Thus, business profits and losses account, in large measure,
for the high realized aggregate savings of prosperous years
and the low aggregate savings of depressmn years.

A large part of the flow of individual savmgs, especially in
the form of life insurance premjums and savings accounts,
actually increased despite the fall in income in the great
depression. Thus, the premiums paid to insurance companies -
increased from $2,235 million§. per annum in 1929—29 to
$2.580 millions in 1931-33, while savings in mutual savings
banks rose from $8,537 millions to $9,945 millions. Account
must, however, be taken of the fact that a considerable pro-
portion of insurance policy holders, suffering heavy property
losses particularly in the securities market, made large with-
drawals on their cash surrender values. Nevertheless, most
of them probably continued to pay their annual premiums.
out of current income. In n_general, the more steadily em-

ployechar o hold th e

insurance ohcxe are likely to continue to save at yery nearly
the accustoriied rate and fo cut expenditures on durable con-.
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larger progortion of their incomes in depression years as in-

ome declines does not, howevér, in any way invalidate.the

Keynesian thesis that individuals tend to save a larger abso-
lute amount when income again rises. Moreover, if we dis-
regard_the cychcal fluctuation of income and coﬁonly
a change 1n income stafus, it will usually be true that some
part_of the net increment of income will be saved. Indeed,
we can go much farther and assert with considerable confi-
dence that normally a larger proportion of a larger i mcome
will

Business profits and losses are the volatile part of the na-
tional income (income produced). Thus the net income of
incorporated businesses and of unincorporated enterprises
represented 25.1 per cent of total income in 1929, and only
4.2 per cent in 1932. On the other hand, the compensation of
employees, interest, net rents, and royalties, together consti-
tuted 74.9 per cent of total income in ‘,igzg and g5.8 per cent in
1932. When, however, business savings and losses are left out
of the picture, and attention is concentrated upon the income
receipts of individuals, a fairly high stablhty in the percentage
distribution appears.

The distribution of income recelpts of individuals—prop-
erty owners, employed persons, and entrepreneurs—changes
only moderately in the cycle. Employed persons averaged,
in the more prosperous years 1929 and 1936-37, 66.2 per
cent of the income receipts of individuals. In 1930-33, they
received 64.5 per cent. Property owners averaged 18.3 per
cent in 1929 and 1936-37. In the depression years 1930

33 they received 1g.5 per cent.-Entrepreneurs received 15.4
per cent in the good years and 16.0 per cent in the depres-
sion years. Thus, there was a slight advantage in favor of the
property owner and entrepreneur in the depression. More-
over, of the employed workers, the salaried persons fared bet-
ter than wage earners in the depression, but by 1935 the
predepression relation of 'salaries to wages was restored.

With respect to property owners, those drawing income
largely from dividends lost ground, while those dependent
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on interest gained. Dividends amounted to 7.6 per cent in
1920—30, began to lose ground in 1931, and fell to an average
of 5.3 per cent of total Andividual income receipts during the
worst depression yeajé. By 1936-37 the 7.6 level was again
reached. Interest receipts gainéd in the depression, rising
from 6.7 per cent of the total in 1929 to 10.7 per cent in
1932-33, and again 'falling to 6.g per cent in 1937.

TaAsLE XXII
Percentage Distribution of Income Paid Out, by Type of Payment 18

Total Earnings from Property  Div. and Int.
Total Compen- Entre- . Net Divi-
Income sation preneurial Rents dends
Paid  of Em-  With- and Roy- and Diyi- Inter-

Year Out  ployees - drawals Total alties Int.  dends est

1929 1000 65.8 15.6 18.6 43 14.3 7-4 X
1930 100.0 648 15.9 19.3 3.7 15.6 7.8 7.5
1931 100.0 64.5 16.0 19.5 33 16.2 6.9 88
1932 100.0 63.7 16.3 20.0 8.2 168 5.6 10.7
1933 100.0 648 . 159 19.3 3.1 16.2 4.8 108
1934 100.0 65.9 15.6 18.5 3.2 15.3 54 9.7
1935 100.0 66.3 15.9 17.8 84 14.4 54 8.8
1936 100.0 66.2 ‘15.8 18.5 8.6 14.9 75 7.5
1987 100.0 66 15.3 180 . 36 14.4 79 69 -
1938 100.0 67.8 16.1 16.6 3.6 13.0 57 7.4

Summarizing the effects of shifts in income distribution
upon individual savings, (it_is_pmbgble@_imws
are able to save more in depression, while dividend receivers
are compelled by low incomes to save Tess. Wage and salary
earmers who_are I gh to retaifl loyment:
probably seek to maintain their savings. Some are able to
increase their savings, while others, by Teason of property”
losses, reduction in earfiings, and the necessity of giving aid
to relatives, are compelled to curtail theiW’ﬁ

salary earners who suffer unemployment are compelled to
use up their past accumulations.

On balance, the flo institutional and individual thrift
streams probably declines in deep depressions in which there

18 From Survey of Current Business, June, 1939.
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is a severe fall in income. In a moderatm_it/is)by
no means certain that this is thie case.” At any rate, it appears
probable thatindividual and institutional savings of the,
character referred to above fall less than the aggregate in-
come receipts of individuals. We _know, however, that-the .
aggregate realized savings of society as a whole decline rela-
tive to national income when the aggregate income falls to
low levels; and, conversely, rises proportionally more rapidly
than income, at least until the income reaches a_moderately

high level. Since this relationship does not appear to hold for
a large part of individual savings and individual income, re-

ceipts, the explanation must be sought mainly in the violent
fluctuations of business profits and business losses. Business

profits supplement individual savings in prosperous_years,
andbiisiness losses offset individuaw
years so as to produce violent swings In aggregate or realized
savings. Thus, the ratio of aggregate savings to income_is
low in low income years and high in high income years, as
revealed in our cyclical savings-income pattern. —
The attention of economists has recently been directed to

the memw}k
facturing paid out to wage earners, despite violent fluctua-

tions in output and prices. Payrolls = Employment X Wage
Rates, and Value of Product = Qutput X Prices. In general,

wage rates fluctuate somewhat less whol ices,
while nt_fluctuates more_than output. Thus, the

ratio of payrolls to value of product remains relatively stable
in spite of extreme fluctuations in income. It appears, there-
fore, that the fluctuations in business profits are not mainly
due to fluctuations in payrolls. Labor cost per dollar of
sales remains remarkably stable. The fluctuations in profits
are due mainly to the inability to adjust overhead costs to
fluctuations in sales.

When value of sales falls off (due to a combination of
decline in unit price and quantum sold—both more or less
subject to control), the employer apparently is able, in gen-
eral, to make sufficient adjustments so that payrolls remain,
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for the economy as a whole, approximately a constant ratio
of value of product. This relauvely constant ratio is the re-
sult of the interrelation of various factors. If in the face of
a declining national income employers are confronted with
rigid wage rates, they are then restricted in possible ad]ust-
ments to price changes, changes in output, changes in em-’
ployment, and changes in efficiency. If all employers are con-
fronted with rigid wage rates, it may be expected that the
national income will fall less than would otherwise be the
case, since wage receipts constitute so large a proportion of
total income. If, however, wage rates are not rigid, incoméd
will fall more rapidly. On the other side, however, the em-
ployer has available in these circumstances an additional
method of adjustment, namely, the reduction of wage rates
in his particular shop. This reduction is his answer to the
general wage reduction and thé consequent further fall in
income in the country as a whole.

The fluctuation in the ratio of aggregate realized savings
to aggregate income from depression to prosperity is mainly
the result of large fluctuations in business profits and busi-
ness losses. Aggregate income fluctuates more violently than
the income receipts of individuals, and aggregate savings fluc-
tuate far more violently than individual savings. Thus, ag-
gregate savings fluctuate widely in relation to aggregate in-
eome from depression to prosperity.

The Consumption Function and Unsatisfied Consumer
o Wants

There isw_%wu#\tfwcﬁcmypm@me
pattern has shifted, or is likely to shift in the near future, so
as to_increase consumption. and-reduce savings. At the na-
tional income levels reached in 1923-29 the consumption-
income ratio was 0.88. Again, as a relatively'hiOh income
level (price changes considered) was reached in 1936—39, the
ratio once more stood at 0.88. These figures, while incon-
clusive because of a considerable margin of error in the
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original data, appear to support the thesis that it is not easy
to achieve, except by very slow adjustments, a_high, con-
sumption economy.

It is not easy to solve the problem of full employment
by raising consumption. It is true that there are untold un-
@—dLnsuxrner wants waiting to be satisfied. But it is not

———
possible to leap from this fact to the conclusion that un-
employed resources can, therefore, readily be absorhed in
the consumption goods industries. The fact is that, at mod-
erately high income levels, persistent institutional factors
determine within rather rigid limits the raTMér)x
to income. The forces determining this ratio are, in part, the

distribution of income, habitual practices (strengthened or
enforced by iInstitutional arrangements) with respect to-in-
dividual savings. corporate practices with respect to deprecia- -
tion reserves and retained earnings, and finally the inevitably
high amplitude, as output changes, in the fluctuations of busi-
ness profits owing to the high proportion of fixed costsunder

modeTf’rﬁ'pfgductlon methods.
e superficial view that the persistence of vast unsatisfied

consumer wants is an‘answer to the problem of limited invest-
ment outlets—outlets inadequate to fill the gap fixed by the
consumption-savings pattern—overlooks the stubborn fact
that this pattern is, according to e available evidence,
a highly stable one. It-is.nat likely to be radically changed
from one decade to another except by important modifica
i mental-institutional arrangemeénts, Some of

' these changes can eventually be expected to take place auto-
. . as Tor, ﬂﬁ@nce
savings once insurance companies cease to grow and become
relatively mature. Others will come only as a Tesultof de-
liberate policy, such as the redistribution of income.. An _in~
ae;s;hiocial benefits and a ’slli_ft in the tax structur m
consumptimre and upper-class incomes work_
in this direction. Some automatic adjustment ‘may come
through the | persistence over several decades of a very low
rate of interest, though it is by no means clear what the net
L]
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effect on savings may prove to be. The current trend toward
an increasing quasi-momnopolistic control of the prices of fin-
ishedmmanufactured products threatens to yield a lower ratio
of onsumption to income. But whatever the net trend,
whether through automatic adjustment or conscious policy,
there can be little doubt that no important shift in the con-
sumiption-income pattern _can be expected within_a_ short
period. We have to recognize that we are dealing here with
a function that is highly stable and is not easily changed. For
this reason it 1s necessary, however much one may wish to
emphasize consumption, to éxplore to the limit every avail-
able Investment opportunity. Given a certain collective con-
sumption-income pattern, it is quite impossible to achieve
reasonably full employment without large investment out-
lays supplemented with public investment and with com-
‘munity consumption expenditures. v

With_respect to the cycle, it is_just because of the high
stability of the consumption function that fluctuations in the
rmrg%fp:@ce\ the business cycle. If, for example,
the consumption function shifted up and down in inverse
correlation to the fluctuations in investment, no cyclical
movement would follow from these fluctuations; as invest-
ment fell off consumption would fill the gap. Early invest-
ment cycle theorists did not make this point explicit.’® But
there was implicit in their reasoning the assumption that the
consumption function was stable, or at least did not shift so
as to offset fluctuations in investment.

18It is one of the important achievements of Keynes’ General Theory to have
formulated explicitly the role of the consumption function in cyde theory.
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Appendix: A Statistical Analysis of the Consumption
Function

by
Paul A. Samuelson

AMONG the most striking uniformities yet uncovered in economic
data are the relationships between various categories of expendi-
ture and family income. Their regularity is substantiated by studies
which go back as far as the nineteenth-century investigations of
Le Play and Engel.! In fact, so strong are these income effects that
it is very difficult to find empirically the influence of price, the
variable customarily related to demand by the economic theorist.

In recent years business cycle theorists have tended more and
more to be of the opinion that investment is the strategic moving
factor underlying fluctuations and determining the level of the
system. This view implies as a corollary that consumption expendi-
‘ture should be related passively to income. This is a fundamental
assumption not only of the Keynesian system (e. g., the doctrine
-of the multiplier), but of most other schools as well.

Recent statistical material provides the opportunity to test this
relationship, and numerous attempts have been made. Three gen-
eral methods have been employed: 2 (a) the analysis of budgetary
data, representing a cross section of the different income levels
at the same time; * (b) the use of time series of national income,
consumption, capital formation, etc.; 4 (c) more or less plausible

.1 For citations see the voluminous bibliography in Studies of Family Living
in the United States and Other Countries by Faith M. Williams and C. C.
Zimmerman, U.S. Dept. of Agriculture, Publication 223; C. C. Zimmerman,
Consumption and Standards of Living, Van Nostrand, 1936; R. G. D. Allen and
A. L. Bowley, Family Expenditure, P. 8. King, 1935.

2R, and W. M. Stone, Review of Economic Studies, October, 1938, gives a
good summary of work done up until that time.
* 3 Maurice Leven's Brookings Study, America’s Capacity to Consume; Stones,
op. cit.; National Resources Committee and W.P.A. study, Consumer Expendi-
tures in US.,, 1935-36; H. Mendershausen, 4dmerican Economic Review, Sep-
tember, 1939, Review of Economic Statistics, August, 1940; E. W. Gilboy, Re-"
view of Economic Slatistics, August, 1940. '

4 Colin Clark, Economic Journal, June, 1937, and September, 1938; Clark
and Crawford, The National Income of Australia, Angus and Robertson, 1938;
Kalecki, Essays in the Theory of Economic Fluctuations, Farrar and Rinehart,

1939-
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rough estimating of the numerical magnitude of the marginal
propensity to consume, such as have been made by Kahn, Keynes,
J- M. Clark, and others. It is quite possible that the estimates under
this last heading are the most useful of all for policy decisions.
Nevertheless, it is impossible to appraise their validity by unam-
biguous statistical methods;-consequently, no discussion of them
will be attempted here. : ,

However, recent data on national income provided by Kuznets ®
suggest the possibility of utilizing the second method for a new
statistical appraisal of the consumption function. A rudimentary
discussion of the comparability of the results of methods (a) and
(b) will be attempted, but this will not be treated in the exhaustive
fashion it deserves.®

ADJUSTMENTS OF OBSERVATIONS

Kuznets presents national income produced and consumption
outlay, each in current prices, for the years 1919-35. The first two
years may be presumed to contain the anomalous effects of the
first World War period and are, therefore, excluded from this
discussion. It would be very desirable to secure data for the five
years which have elapsed since 1935, and Kuznets has presented
elsewhere data for the first. two of these years. However, the Na-
tional Resources Planning Board has made provisional estimates
of these magnitudes for the four years through 1939. While ad-.
mittedly tentative, and despite their lack of strict comparability,
these were considered sufficiently informative to be included in
the analysis. -

If dollar consumption figures are plotted against dollar national
income figures for the nineteen years (see page 236), no simple
relationship is apparent. Perhaps if the period wére subdivided
into the twenties and into the thirties, a linear relationship might
be found for each half of the data. But these would differ, and
the data for the whole period could be represented only by an
irregular curve with a definite twist between the two levels.

A correction would seem to be in order if a reversible analytical

§S. Kuznets, National Income and Capital Formation, National Bureau of
Economic Research, 1937. ’
¢ Cf. ). Marschak, Canadian Journal of Economics and Political Science,

August, 1939; Hans Stachle, Review of Economic Statistics, August, 1937, and
August, 1938,
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relanonshlp is sought rather than simply a historical description
of past happenings. Because of changes in prices, changes in money
income and consumption are not the same thing as changes in
real income and consumption. From economic theory and from
observation, we should not expect to find an invariant relation-
ship between money consumption and money income, regardless
of the real levels which these represent. A doubling of all prices
simultaneously would presumably leave each individual in the
same position as previously; we should expect, therefore, no change
in real quantities, abstracting from the dynamical effects of chang-
ing prices. Unless a correction were made for price changes, it
would appear that two different observations on the consumption
function were available, and that the marginal propensity to con-
sume were equal to the average propensity to consume, Thus, if’
previously money consumption equaled national income (invest-
ment being zero), and suddenly all prices doubled evenly, presum-
ably money consumption would double as income doubled. This
might be erroneously interpreted to indicate a marginal propensity
to consume of unity, when in fact only one observation of the true
real consumption function had been made, and no basis exists for
inferring the magnitude of the marginal propensity to consume.

For the years before 1936, Kuznets presents a deflated series of
income and consumption in terms of 1929 prices. The precise
inethod of adjustment employed by him is a complicated one and
could not be applied to the last four observations. Experimenta-
tion with the data for the 1921-35 period showed, however, that
simply deflating both income and consumption by the Bureau of
Labor Statistics Wage Earner’s Cost of Living Index led to almost
precisely the same relationship as that derived from the more
complicated adjustment Therefore, this technique was used on
the whole series, homogenelty for the whole period being prefer-
able to greater exactness in the earlier years. -

A second correction readily suggests itself. The same real income
divided up among more people cannot be expected to yield the .
same real consumption expenditure. Perfectly balanced extensive
population growth, in which each individual is exactly as well off
as previously (derived, for example, by combining statistics of many
homogeneous countries), would, as in the case of price changes
discussed above, introduce only spuriously new ranges of observa-
tion of the consumption function. A need arises, therefore, to place
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the data upon a standardized or per capita basis. By the use of
midyear census estimates the observations were adjusted to the
1929 population level.

These two corrections yielded a series of observations of United
States 1921-39 consumption outlay and national income produced,
each in terms of 1929 prices and 1929 population.?

CONSUMPTION AND INCOME PRODUCED

In Chart 12 is plotted the scatter of real per capita consumption
against real per capita income. The corrected observations present
a much more unified picture, the data being no longer divisible
into two heterogeneous parts. Moreover, the scatter gives at least
the appearance of linearity. Determining by conventional least
squares technique the regression of consumption on income, we
found a constant marginal propensity to consume of .54 (i. €., a
multiplier of about 2.2) and a level of income at which savings’
would be zero of about g9 billion dollars. The closeness of fit as
indicated by the Pearsonian coefficient of correlation exceeds 4 .g7.

This is a high correlation, even for the field of economic time
series, where sizable correlations are the rule. However, detailed
examination of the data suggests that the deviations from the line
of best fit are not randomly distributed. '

Therefore, we tested the hypothesis that a secular trend may
have been operating throughout the period. We resorted to mul-
tiple correlation in which time was included as a linear factor.
Utilizing only the pre-1936 data, a significant improvement in fit
resulted, the consumption schedule being shifted upward by about
.2 billion dollars per year. The point of zero saving was still around
6o billion dollars in 1929, but shifting upward at a rate of some-

7 Without these adjustments the results would be not at all comparable with
budgetary studies. These were made as of constant prices, and relate to individ-
ual and family decisions. Moreover, from the standpoint of a reversible rela-
tionship of relevance to the problem of (say) the effect of new investment ex-
penditure upon income, clearly population will not increase pari passu with
such investments. However, the case for eliminating price changes is, from
this latter point of view, not so strong. If the price changes recorded in the
data were rigidly related to changes in income (hence, investment), then the
“pure” ceteris paribus relationship with prices removed may be an irrelevant
one; we may seck rather the resultant of its shifts. It is precisely considerations
of this latter type which we should use to justify our not taking into account
the effects of changing distribution of income,
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thing less than .1 billion dollars per year. The marginal propensity
to consume was found to be only slightly higher, namely, .56; i.e.,
a multiplier of 2.23.

But, two considerations argued against the validity of the pre-
vious multiple correlation analysis. When the last four observa-
tions became available and were included in the analysis, there
no longer appeared to be a sizable trend factor. The multiple regres-
sion coefficient of consumption on time was not found to differ
significantly in a sampling sense from zero; and the slight increase
in the goodness of fit of the multiple regression over the simple
regression was insufficient to justify the introduction of a new
parameter with a subsequent loss of one degree of freedom.

Besides, analysis of other components of Kuznets’ study sug-
gested an alternative explanation of the upward drift of consump-
tion prior to 1936. This is explored in the next section.

CONSUMPTION, AGGREGATE INCOME PAYMENTS, AND ENTERPRISE

SAVING

May not the secular trend discussed above simply be the reflec-
tion of a variable whose influence can be explicitly appraised?
More specifically, in the early thirties income actually received by
consumers, i. e, aggregate income payments, exceeded national in-
come produced by billions of dollars because of calculated business
dissaving and government dissaving (deficits).® The reverse was
true in the twenties. This provides a possible explanation of the
upward drift in consumption as compared to income produced.
It is also in line with experience and theory which suggest that
individuals’ consumption outlay should depend primarily upon
income received.

To check this hypothesis we plotted in Chart 13 consumption
(1929 prices and population) against aggregate income payments
(deflated as above for price and population changes), using the
data available through 1935. The points lies almost upon a straight

8 There has been some controversy over the problem of whether the volume
of real dissavings may not be overstated because of changes in values of in-
ventories and other business losses, and whether the volume of dissavings repre-
sents an equivalent splashing of the community with purchasing power. This
is not the place to enter into this confused discussion. It will suffice to point
out that aggregate income payments is the primary observable series, and that

errors in reckoning enterprise savings will distort only the value of income
produced. :



94s

80—= =
g
_70h 13 ‘ Ny e
2:%
- Y s A
3
60 AA' ELEMENTARY REGRESSION
C=-27+97R
BB' MULTIPLE REGRESSION
C=75+8IR
50
40
40 | 50 60 70 80 90
Chart 13.

The Consumption Function in Terms of Aggregate Income Payments

100 R



THE CYCLICAL CONSUMPTION-INCOME PATTERN 257

line, the coefficient of correlation being almost 4- .g6. There is no
noticeable drift toward increasing consumption. This was con-
firmed by multiple correlation analysis; the influence of time was
found to be insignificant and in the opposite direction to the
previous trends. ;

Thus, closer analysis suggests that there was no increase in con-

sumption out of the same income received. The thirties’ increase
in consumption compared to income produced seems explicable
on the grounds that corporations were saving less (dissaving), not
that less was being saved out of income received.
« Quite surprisingly, aggregate income payments.(= national in-
come paid out) varied less in this period than did consumption out-
lay. Savings appeared at all levels of the aggregate income pay-’
ments. The marginal propensity to consume computed from the
elementary regression of consumption on income payments has the
high value of .g7. * -

If we compute the marginal propensity to consume from the
regression of income payments on consumption, we arrive at the
anomalous coefficient of 1.06. This seems to indicate an unstable
system in which the secondary effects of new expenditure would
be unlimited and cumulative. Actually, the leakages incident upon
enterprise saving induced by extra income would serve to make
the system stable and all secondary effects finite.

This is illustrated in Chart 14 which shows total enterprise sav-
ings (1929 population and prices) against national income pro-
duced (1929 base). The simple correlation is 4- .g1. A least squares
calculation of the marginal propensity of total enterprise to save
yields the very high figure of + .49. An increase of income produced
of one dollar results in 49 cents of saving (or less dissaving). This
accounts for most of the leakages incident upon net investment;
as far as these data go, the leakages incident upon household sav-
ings are much smaller and possibly negative.

While income received should be expected to be the dominat-
ing determinant of consumption, income produced but not dis-
tributed might be expected to have some effect. In a perfect capital
market where book and market values coincide, corporate earn-
ings plowed back into the business would thereby increase in-
dividuals’ equities and make them less anxious to save out of
given income received. (Alternatively, individuals may reckon their
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true income as that produced, not that actually received, and
would, therefore, consume more.) Similarly, when dividends ex-
ceed earnings (as in amortization of “wasting” mining properties),
not all income received may be regarded as true income out of
which to determine consumption.,

In the real world we should expect the relatlonshxp between
consumption and enterprise savings to be tenuous. By multiple
correlation analysis an attempt was made to evaluate the effect of
such savings upon consumption for given levels of income received.

The small triangles in Chart 13 show the net regression be-
tween consumption and income received for the level of enterprise
saving in 1929. The “net” marginal propensity to consume is re-
duced to 4 .81. An increase in enterprise savings of one dollar
increases consumption by approximately 24 cents; i. e., shifts the
schedule up by that amount. This seems plausible; while unre-
ceived produced income has somé effect upon consumption, such
“dollars” are only about one quarter as effective as dollars actually
received. :

The following statistical magmtudes are included for possible
further exploration by others:

-

TasLe XXIII
A. Means and Standard Deviations

Means of Standard
Seriest  Deviations

X, Consumption (corrected) 64,857.6 - 6,286.23
(millions of §) (65.490.8) *

X, Incor.ng Prgduced (corrected) 69,540.0 11,153.69
(millions’of §) (70,934.5) *

X, Aggregate Income Payments

ne 69,733-3 6,207.84
(corrected) (millions of §)

X, Total Enterprise Savings —189.73 6,019.13
(corrected) (millions of $)
X, “Time” (years; 1920=0) 8.0 4.32 -
(r0.0) ¢ (548) *

t Unless otherwise indicated, all magnitudes are for the period 1921-35.
¢ 1921-39.
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TasLE XXIV
B. Correlation Coefficients (1921-35, unless otherwise indicated)
X, X, X, X,
X, ,
X, 496
(+-97)° )
X, .96 + .92 :
x; +.79 -+ .91 4+
X, °*—.29 — .50 +.92 +4.91
(—o05)* (—a5)°
. 1921-39.

The square of the multiple correlation coefficient of consump-
tion on aggregate income payments and enterprise savings equals
.95, and the square of the partial coefficient of correlation between
consumption and aggregate income payments equals .85. The
analysis must be taken with a grain of salt because of the high
intercorrelation between the independent variables, income pay-
ments and enterprise savings (= .%). This renders a precise de-
termination of the respective weights of income and savings im-
possible. An even higher intercorrelation between savings and
income produced (= .g) rendered meaningless multiple correla-
tion analysis of these variables and consumption.

In conclusion, the opinion may be ventured that the statistical

}abservations bear out the expectations of theory except with re-
spect to the very sensitive relation of consumpuon to aggregate
mcome payments.



Chapter XII

PUMP-PRIMING AND COMPENSA-
TORY FISCAL POLICY

-
-

ONETARY palicy is an important weapon which we
cannot afford to dispense with in cyclical compensa-
tory policy. But it _has severe limitations and must

be supplemented with other thethods.{This statement must
not be interpreted to mean, however, that even a complete
arsenal, involving all the known weapons of attack upon
the cycle, is really adequate to stabilize a private enterprise
economy. \While_a_program_of positive action_is_necessary,
and to a degree effective, complete stability is, mevertheless,
unat@aingble. |
“{ Cydli licy may be discusse der two headings:
first, a cyclically adjusted public spending program; second,
a cyclically administered tax po_h_gy'l?j

{ The policy of public spending with respect to the business
cycle_involves a consideration_of “pumppriming,” in the
strict sense in which that term should be used, in’contrast
with_a policy of public compensatory spending as an offset
to fluctuations in private investment. It involves, moreover,
theoretical cons_i_daggzg1.icxn_n@_—"ng‘Tj::l!il:;?.l Principle and
the Principle of Acceleration. It involves, in addition, a con-
sideration of the types of expenditure most effective in
xvieWHEh?LIﬁlEbH@@@%e‘rﬁfgf inciples as instru-
ménts 1o lift the national income, whether throngh pump-

priling-or-through compénsationJ’

LIt is important to make a sharp™distinction between the
pump-priming concept and the concept of compensation,

—
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Pump—primin:g is not to be confused with compensatory spend-

: t& e term *“pump-priming” carries with it the implication

AT A certain volume of public spending, varying under djf-
ferent conditions, will have the effect of setting the economy
going on the way toward full utilization of resources oq its
own_power_without further aid from governmental spend-
ing. It is not true, as has sometimes been suggested, that the
pump-priming concept implies that only a very small amount
of pubIlc spending will set the economy operating at full
capacity. A pump may require much or little priming, de-
penéwmmuoms- and, similarly, the

' pump-priming concept carries with it no implication as to
the amount of spending necessary, but only the implication
that, whatever the amount required, sooner or Ht—eTL‘t;]eecon-
omy can operate on its own motive power.|
mww connection with
pump-priming\It carries with it no connotation with respect
to whether the ecqnomy can function at full capacity sooner

or later without the aid of government spending )1t involves,
strictly speaking, only the notion that a g1verr’am_m_1g_t_pf

quan effect upon the national income
in excess of the volume o exp_endxtures made, Tt involves the.
notion of a “muluplier,” but not-the notion of a_self:
perpetuatmch under normal “conditiens
hag the capaaty o __(_)Pgr_z_lgnrr under its _own. “steam.”) '
Pump -priming, using the term in m in the strict sense indicated
Qve; is intended to be a remedy for a temporary maladjust-
ment which prevents the society from functioning in a nor-
mal manner so as to recover from depression.’ The e economy
needs to_be shoved off dead center, so to speak, in order to
resume the normal movement from crisis and depressmn to
revival and recovery It mgLe that the missing spark is a
maladjustment in the cost-price s structure, which rwxdmes n
the system make it difficult to overcome without the applica-
tion of a special remedy. In this case, public expenditures
may -have the effect of temporarily increasing income and
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output in the depressed areas, thereby facilitating a readjust-
ment of the price structure toward a more normal relation-
ship. It may be that the missing spark is lack of confidence
on the part of business entrepreneurs, owing to the depress-
ing effects of contractionA given volume of public expendi-
tu‘r.mowever, start activity in an upward direction and
encourage people to a less pessimistic and truer view of fu-
ture prospects. It may be that the accumulation of replace-
ment needs owing to depreciation and obsolescence has
reawm&r}mr capital expenditures,
or that the accumulation of innovations 1s with respect to new

products and new techni _gu;u__h_as__reaﬂ mgt favorable
to new Inv estment. But these investment possxblhues may
await a determined and vigoTous leadeérship behind which a
host of_ﬁ'ﬁﬁ—entrepreneurs are ready to follow. Such leader-
ship, however, may, for many reasons not be forthcomma
from private entrepreneurs. but may require government ac-
tion. Under these conditions, pnmgpnmmg may prove yery
e@\,e.’,

Question may be raised how far the situations just c1ted
are realistic descriptions of actual conditions. Such situations-
doubtless do more or less prevail in different depressions,
varying from country to country and from one cycle to an-
other, but their 1mpomnce is dlﬂicult to’appraise. -

-{ The concept of “pump-priming” is different from “com-

nsation” in ‘that the latter connotes no implications with re-
Spect Lo seting Lhe system going on its own momentum. The

latter concepj strictly ¢ _conceived, implies mereUpub—

lic expendltures may be used to compensate for the decline

pohcy of compensauon _may s:ud to ac ac:\- mplish i 1ts Py_l_'pgse
even though the public expendltures dQ not succeed in bring-

ing the economy to full recovery. It may be “said to_be suc-:
cessfut event though'it succeeds in achieving a rise in the na-
uonal income no greater “than the \olumc_;f cxpenaftures
made. It accomphshes the purpose intended, atlc\jit in a
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measure, in so far as it succeeds, whether applied in_the pe-
rigd of depression and contraction or in the period of up-

swing, in lifting the income higher than would have been the
;aﬁﬂiwﬁ‘&nol_bﬁmade. The expendi-
tres are intended to compensate in some measure for the
inadequate volume of private investment.« I

——

The Leverage Coefficient

\Expendxtures made, whether with the intent of pnmmv
the pump or the intent of compensating for low private in-
vestment, may, however, operate with magnified e‘ffecr/ The
force of each_dollar spent may turn out to have a consider-
able leverage. This leverage may operate in one of two direc-
ﬁEﬁs_W,l eWcmdarLc&gts (a) upon
consumption expenditures and (b) upon private investment
expenditures. The secondary effects of a ngenmof
public expenditures upon consumptlon are in the current
literature usually discussed under the term Multlphex;_,gm-
ciple,” while the secondary effects u&pmvate investiment
are referred to under the term Accelera_u/ogfgrmmplg "/ This
terminology is, of course, quite arbitrary, since the 1nitial
expenditures may be regarded as having raised the national
'income by a “multiplier” or may be thouorht ‘of as hawing
.an “accelerated effect” on the income. To ‘avoid confusnon
_the’ coefficient which must be attached to the initial incre-
-ment of expenditure in order to raise this increment to the
incremental inicase in the national income may be termed

the “leverage.”} The leverage coefficient, therefore, in_itself
indicates not.h1 g with respect to whether the secondary ef-
fects operate through consumption or through investment.
It m(ay_meas_um_;hc_eﬁcct of the Mﬂﬁﬁ ier Prmc ciple,-or_the
effect of the Acceleration Principle, or a combmatlon_Qf_both
Where it is désited to segregate the tv two, the terms “multi-
lier leverage ige” and * acceleratlon leveraoe " may be used”

= Thelge _lg_a_gg__c_p_e_ﬁim ent may, of course, apply to both pump-
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‘priming expenditures and compensation expenditures. If a
leverage coefficient 15, in fact, applicable to pump-priming
expenditures, it is clear that the volume of necessary expendi-
tures is thereby less than would otherwise be the case. Simi-
larly, if a leverage coefficient is applicable to compensation
expenditures, it is clear that the desired increase in the
national income can be achieved by a smaller volume of
initial expenditures. It is, of course, clear that the distinc-
tion betwee_n_mgimino‘ expenditures and compensation
expf_ndimfcs,is simply a matter of the intent wi ect
to what it is sought to achieve; or after the event one may
conclude what, in fact, was the effect of a given volumg of
expenditure—whether, in fact, the pump was primed or the
effect was merely to compensate for the time being for cur:
rent low private Mxﬂs{;Looking back over the ex-
perience after the event, it mhy, of course, turn out that
neither effect was achieved.[The expenditures might (a) fail
to have any effect on the national income; (b) have an ex-
clusively compensatory effect upon the national income; or
(c) have a compensatory effect plus a pump-priming effect
)Th‘is brinigs us ¢ a mote detailed—consideratiomof the
Multiplier and Acceleration Principles. The Multiplier Prin-
ciple, as we have just indicated, has to do with the secondary

effegts of the governmental expenditures upon consumption

fects of the governmental expenditures upon private invest-

—

ment and, therefore, upon-income and employment. \

The Multiplier .

(. The Muldiplier Principle, applied to fiscal policy, relates
an increment of governmental expenditures to a consequent
increment of consumption expenditures) Let ps assume that
a billion dollars is expended on public 'woyks. The billion

dollars of new funds poured out into the fommunity is re-
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ceived by the contrictors, who, in turn, pay out a part in
wages and salaries, a part in dividends,! a part in the pur-
chase of ‘materials from manufacturers, and a part in the
purchase of. matenals from raw material producers. These,
in turn, snmlarly pay out a part in wages and salaries, a part
in d1v1dends and a part in finished, semlﬁmshed and raw
matetials. [l"he Multiplier Principle is, however, concerned
exclusively with the effect of the initial expenditure on con-
sumption, and is, therefore, peculiarly concerned with the
effect of such expenditures upon the receipt of wages, sal-
aries, and dividends/[It is clear that it is highly improbable
that the full bil dollars spent by the government will
materialize down through the various stages in a billion dol-
lars of wages, salaries, or dividends. The reason for this is
that many entrepreneurs in the various links in the produc-
tive chain will supply the goods sold from stock, will convert
‘inveptories into idle cash balances, or pay off bank loans and
iother debt'obligations. Moreover, even though they supply
their sales from current production, they will use a part of
their profits not to pay dividends, but to accumulate cash
or to pay off debts. Thus\it is clear that the billion dollars
'spent by the government on” public works does not all ma-
terialize in income for individuals, whether wage earners,
salaried employees, or stockholdexs. A part of the funds is
diverted from becoming a part of the income stream by being
‘drained off into idle bal,ances or debt 'mncellation;

In a similar manner, the enlarged income of individuals
flowing from the governmental expendlture and public works
—the increased income in wages, salaries, and dividends—
is not all used for consumption expenditures. The part that
is not expended on consumption goods is saved. Such savings
may be used either to pay off debt, held in idle balances, or
used for financial investment in mortgages, securities, life
insurance policies, and the like. It may, of course, be true

1 For our purposes here the term “dividends” is understoed to include divi-
dends as such and also partnership proﬂts or individual proprietorship profits,
which in this form of business organization would be the equivalent of divi-
dends in a corporation.
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that in certain cases the individual will dlrectly expend his
savmgs on real investment in a house, farm equipment, or
other investment goods. In this latter casé it will be seen
that such an individual is performing a dual function. On
the one side, he is saving a part of the income and, on the
other side, he is simultaneously making a purchase of real
investment goods. As far as the Multiplier Principle is in-
volved, we are concerned only with the saving function, and
we shall regard his real investment’ purchases as quite in-
dependent, just as though they were performed by another
individual.

* To repeat{the initial billion dollars of prlvate investment 2
or government outlays on public works does not all eventuate
in consumption expendxtures. A part is drained off dlrectly
by the entrepreneurial units engaged in the productive proc-
ess in debt payments and in idle balances, and a part of
that paid out to wage earners, salaried employees, and divi-
dend recipients is saved. Thus leakages, whether in the form
of debt cancellation, the hoarding of idle balances, or finan-
cial investment, occur down the entire line of business units
and individuals engaged in the private investment or public
works project. The magnitude of these leakages determines;
in the final analysis, what the secondary effects of the initial
expenditures will be upon the volume of consumption ex-
penditures.

[The ultimate effects of the imtial billion-dollar investment
or public works expenditures upon consumption, of course,
do not stop at the stage we have reached in our analysis. The
mduals participating in the private investment or public
works project decide to spend a J)oruon of the new income
théy have received 1o consumpuon purchases. Thus, we
‘have reached the first stage intracing out the secondary con
sequences of invesiment or public works expendlture upon
consumpuon. The expenditures made on consumpuon goods.

2 The initial expendxture which operates through the cumulative process to
raise the national income may, of course, be independent or’spontaneous prl-
vate investment, or it may be govemmemal expendltures
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now set in motion a new productive process necessary to
supply these consumption goods. The funds thus expended
again seep down through an entire productive process. -ss. | Again,
a part is not paid ‘to wage and salary earners or dividend
recipients, but is sidetracked in the form of debt cancellation
and idle balances; and, again, a part of the income received
by wage and salary earners and dividend recipients is shunted
off into savings and utilized for repayment of debt, held in
.idle balances, or used for financial investment.

This process continues indefinitely into the future and
may be represented by the diagram in Chart 15 which shows

the successive: consumption—expenditures—flowing from an

1mt1al_l)ﬁgg_te_lmmstment (or public works expenditure) of
$500 mi ions—~each mnmmpjgnnxpcndimmheingml]er

FISCAL POLICY AND BUSINESS CYCLES

le_alcgggg,l_nmlyed <

What these leakages actually_m:erm -any_given situation
can, of course, be determined only by statistical anCStlo‘aﬂ jon,
though certain a priori f‘dgments may be made with respect
to their probable quantitative importance. Keynes has as-
sumed that in England the leakages in a period of relative
depresswn probably amount to po per cent, so that each suc-
cessive expenditure is 5o per cent lower than the preceding
one. J. M. Clark has argued that under American conditions
the leakages are probably 33% per cent, so that each succes-
sive expendlture is two thirds of the preceding one. This
was also the rough guess of Keynes with respect to American
conditions.’ .

A point needs to be made with respect to the average pe-

tures. Distinction must _here be made between t the average
time interval between successive consumptlon expendltures,
here under consideration, and thé-avefage tlmgmterval in-

volved in the}lmm_!@ggy\of_money In the case of the
latter, it is cléar that, if the income veloc1ty per year is three,
the average time interval between the point at which a dollar
becomes income for someone and the point at which it again
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Chart rs.

Consumption Expenditures Induced by Single Investment
Expenditure
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L}

becomes incame for someone, as it passes through the whole
circuit of production, must be four months. Hereitisa ques-
tion of the length of time that it requires on the average for
a dollar to pass from one income recipient to another. Tlus.
however, is not the time interval involved in the case of the
Multiplier analysis. In this latter case, the time interval is
the average interval between the successive consumption ex-
penditures. The average income velocity time interval might,
for example, be four months, whereas the time interval “be-
tween the successive consumption expenditures involved in
the Multiplier analysis might well be two months.

Distinction must be made also between the average time
interval and the marginal time interval with respect to the
income velocity period and the Multiplier period. The mar-
ginal income velocity refers to the velocity of the last in-
crement of money injected into the system, and this might
be hlgher or lower than the average velocity. Accordmoly,
the income velocity period would be correspondingly raised
or lowered, as the case may be. The marginal Multiplier pe-
-riod, however, refers to the time interval of the new incre-
ment of consumption expenditures flowing from the initial

+outlay, and this might vary for many reasons (particularly the
economic groups affected) considerably from the average time
interval for consumption expenditures. Clark assumes that
the average time interval for the new consumption expendi-
tures (namely, the marginal Multiplier time interval) is two
months.

" This may be illustrated as follows Suppose a billion dol-
lars new money (deposit currency) is injected into the system
through government borrowing. Assume the leakage to be
50 per cent. Thus, in the next “marginal Multiplier” period
(say, two months) $500 millions would be spent on consump-
tion. In another two months $250 millions, and in still an-
other $125 millions, etc. After twelve months have passed, the
initial expenditure will have added a total of $1,984,125,000

8 At least this is my interpretation, to which, however, Clark might not
agree. See his The Economics of Public Works.
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to the national income via the functioning of the Multi-
plier principle. But all this tells us nothing about the mar-
ginal income velocity of the new money. New investment may
have been made partly by reason of the increase in consump-
tion (Acceleration Principle),’ ‘and partly by reason of quite
independent investment projects springing from'the develop-
ment of new industries and the like. Thus, it is qulte conceiv-
able that in a single year, after the new money was injected, the
national income 'had increased by an increment of-§4-billions.
Thus,khe marginal income velocity of money would be four,
and the marginal income period would be three months,
while the Mulupher time interval we assumed to be two
months

There remains to be consxdered the relation of the mag-
nitude of the leakages to the magnitude of the Multlpher
and to determine on , the basis of the assumed conditions how
far the level of the national income will be raised as a result
of (a) a continuous flow of governmental expenditures or
private investment of a given magnitude, and (b) a single
injection of expenditures of a given amount.

The former is illustrated by Chart 16. Here we assume
that the government (or private mvestment) pours out in each-
period (determined by the marginal Multiplier time interval,
say, two months) $500 xmlhons. From the chart it wili be
clear that, if the leakages are of a magnitude of 33% per
cent, the income will presently after a lag be raised (through
the continuous expenditure of $500 millions) by $1,500 mil-
lions per period. Thus, the Multiplier is three in the sense
that the national income is lifted by three times the amount
of the private investment or governmental outlays. The second
case is illustrated by Chart 15, which shows the effect upon sub-
sequent national income of a single expenditure of $500 mil-
lions. If the leakages are 334 per cent, it is clear that all of
the succeeding expenditures flowing from the initial expendi-
ture summated over all future time would equal twice the
initial expenditure, and that the sum total of the wret addi-
tion to the national income resulting from the initial ex-
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penditures of $500 millions would be $1,500 millions. In!
this sense also, then, the Multiplier is three.

In point of fact, in both cases it is. {mpossible to know
precisely what the exact value of thé Multiplier is, even
though one knows the magnitude of the leakages currently
expenenced. This is true for the reason that one can never
know what the magnitude of the I&kagm will be over all
future time. It can readily be seen (Chart 16), however, that
this point is of no great practical significance, since in a very
few periods, given fairly high magnitudes of leakages, such
as 50 per cent or 33%’ per cent, the national income ap-
proaches rapidly the asymptote which, strictly speaking, could
be reached only at an mﬁmtely futare date. Similarly, with
the injection of a single investment outlay or governmental
expendlture (Chart 15), the secondary increase of the na-
tional income quickly approaches the limit reached at an
infinitely future date. Thus, while in the former case the
income level would eventually rise by $1,500 millions per
period, after six expendxture periods it would already have
approximated this figure; and, similarly, in the second case,
the secondary additional income would after six expenditure
periods approximate the $1 billions additional income which
an infinite progression would yield.

* Fronrthe-diagrams and analysesgivemabove-itis-clear that
‘Jthe Muldplier s high if the magnitude of the leakages is

ow, and vice versa. Indeed, if the leakages are zero, the
Multiplier is infinity, and if the leakages are 100 per cent, the
Multiplier is unity)This latter case means that there are no
secondary effects oh the national income from the initial
‘expenditure. Thus| the magnitude of the Multiplier can be
stated in terms of The marginal propensity to save, or con-
versely the marginal propensity to consume, as Keynes has
done in his General Theory The magnitude of the leakages
is determined by the portion of the maxvmal income which
is not used for consumption expendltures or, in other words,
is saved. JThus, if the percentage saved is zero, the Multiplier
is infini llf the fraction which is saved is one tenth, the
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Multiplier is ten; if one fifth,-five; if-one third,- three;. if
ongr_l}a_llﬁ._ma;.and,ﬁna?y, if 100 per cent is saved, the Multi-
plier is one, and, similafly, for intervening points. The Multi-
plier is thus the reciprocal of the marginal propensity to save,
‘which determines the ratio of marginal saving to marginal in-
come received. The Multiplier can equally well be stated in
terms of the marginal propensity to consume. The Multiplier
(K) stated in terms of the marginal propensity-to-consume

(AC) . i
——<~— gives the formula K =1 — AC.
n AY

From€harts~5-and-16-it is readily apparent that the in-
come will not remain at the new high level reached unless
the private investment or governmental outlays continue to
be poured out in a continuous stream. As soon as the gov-
ernmental expenditures are withdrawn, the income again
falls to its previous level. This phenomenon is in no sense
a peculiarity of governmental spending, but is equally true
of private investment expenditures. ' .

‘ . -
o ~ The Acceleration Principle
[\_Thus, the Multiplier Principle concerns exclusively the
effect of private investment expenditure or governmental ex-
penditure, as the case may be, upon subsequent net additions
to consumption expenditure. The Acceleration Principleto’
which we now turn,liconcerns exclusively the effect of a net
Ancrease in’ consumption expenditures upon induced invest-
ment expendituresfbif we are to measure the full effect of
private investment'expenditures or governmental expendi-
tures, as the case may be, on income, we must take account
of both the Multiplier and the Acceleration Principle; we
must measure not only the effect of these initial expenditures
upon subsequent consumption, but also the effect of the sub-
sequent increases in consumption upon investment induced
by increase in consumption expenditures.
3 tl‘he volume of replacement investment expenditures is
‘determined by the volume of consumption expenditureq In
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the event that consumption expenditures remain constant,
no new investment expenditures are induced, but only a
given volume of replacement) In the event, however, that
consumption expenditures ris¢, the net increment of con-
sumption may induce a given volume of addmonal invest-
ment. This will occur even before existing equipment is fully
utilized. If we start from the bottom of a depression, a rise
in consumption expenditures is likely to induce a larger
volume of replacement expenditures in the old, established
industries. This follows from the fact that during depression
depreciation’allowances are not fully expended, and recovery
tends to restore replacement to a normal level. If the in-
creases in consumption- expenditures occur in new lines, a
given volume of new investment will occur, even though in-
dustry in general is still depressed. Thus, it is by no means
easy to determine precisely in what degree a rise of consump-
tion expenditures from the bottom of the depression affects,
on the oneside, repla%xnvesment expenditures, and, on
the -other side, new investment expenditures. Statistical in-
quiry (see I\uznets) does, however, reveal that a rise in corw
sumption expenditures from the bottom of the depression
brings about a very smooth rise in gross investment, and
there appears to be no pomt in the upswing at which one can
clearly demarcate replacement investment expenditures from
new investment expenditures; nor is there any sharp break
in the gross investment expenditure curve, such as might be
implied from an overemphasis on the effect of reasonably
full utilization of existing equipment upon new investment,
as consumption expenditures continue to rise.

he magnitude of the “Acceleration leverage”—we are
here precluded by the current terminology from using thé
term “multiplier,” since that is reserved, as we have seen, for
a special case—will depend upon the concrete character of
the new consumption. Certain types of consumption goods
involve in their production v1rtually no capital equlpment
while others require a very high ratio of capital to each unit
of output. Thus, the “Acceleration leverage” cannot be de-



276 FISCAL POLICY AND BUSINESS CYCLES

termined on a priori grounds, but must be determined by
investigation of the actual character of the new consumption.’
In general, we know that the average ratio of manufacturing
capital to value added is about two to one.* It by no means
follows, however, that the marginal increments of income
will require this'ratio of capital to output. This ratio would
vary with the different phases of the cycle and with the char-
acter of the new consumption purchases.

In the diagram below we have arbitrarily assumed, by
way of illustration, that the ratio is unity. In this diagram
we have sought to show the effects of both the Mulupher
Principle and the Acceleration Principle, in order to dis-
close the combined effects of both in magnifying the national
income.®

The Cumulative Process

The diagram (Chart 1%) is constructed in the following
manner: It is assumed that private investment or net income-
creating govemmental expenditures of $500 millions are
made in each “multiplier” period. The black blocks repre-
sent the magnitude of new private investment or govern-
mental expenditures made in each successive period. The
white blocks represent the total induced consumption ex-
penditures for each period (over and above the basic income

4 National Industrial Conference Board, Studies in Enterprise and Social
Progress, 1939, pp- 218, 220.

51t may be noted that, whatever the Acceleration coefficient, the ratio of
total investment to consumption will be the same. This follows from the fact
that the induced investment (if any) will on its part induce, in turn, consump-
tion expenditures, according to the value of the multiplier. If the multiplier
is two, any initial investment will induce an equivalent consumption, and
similarly any induced investment. Thus, whatever the ratio of initial invest-
ment to induced investment, the ratio of total investment to total consumption
(both that induced by the initial investment as well as that induced by the
induced investment) will be unity, if the marginal propensity to consume is
one half. Hence, even though it is not possible to differentiate the total in-
vestment in any given period into its component parts—independent and
induced—it is still possible to ascertain, in the statistical relation of investment
to consumption, what is the marginal propensity to consume, and so the mul-
tiplier leverage.
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already prevailing when the experiment is started). The
shaded areas represent the increments of private investment
which are induced by reason of the net increase in consump-
tion in the current period.

It is clear from the particular assumptions here made that
the income at first rises much more rapidly than was the
case when the Acceleration Principle was not taken into con-
sideration, but it soon begins to fall,® unlike the situation in
Chart 16 where the Multiplier Principle alon con-
sidered. It will be noted that the income curve s up
and down with diminishing amplitude around pret, < the
level established in Chart 16. That is to say, the addition
of the Acceleration Principle to the Multiplier Principle does
not, in this case, affect the ultimate level of the national in-
come but only the intervening path through which the in-
come moves.\"flhls somewhat paradox1cal result follows from
the fact that the process of creating additional consumption
goods is, in our modern economy, an indirect one and in fact
involves, once the consumption increase approaches the
asymptote, merely the continuous replacement of capital
goods. .

(New investment is in no way affected by the level of con-
sumption expenditures, but only by changes in the level of
consumption.] When consumption rises and falls, replace-
ment and new investment expenditures are thereby affected,
but the basic level of replacement expenditures is determined
by the level of consumption. When consumption rises from
a 'more or less established level to new high levels, new in-
vestment is stimulated via the Acceleration Principle; but
once consumption ceases to rise, néw investment is no longer
necessary. ’

It should be noted that the conclusmns drawn above are
derived from a specific set of data. It is, therefore, necessary
to inquire into what the situation would be were the condi-

¢ It is assumed that, as soon as consumption expenditures begin to decline,
disinvestment begins in accordance with the “Acceleration leverage” of unity;

i.e., if consumption falls by one million dollars, one million dollars of dis-
investment is induced.
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tions different from those illustrated in the figure. Various
model sequences, with given values of .the Acceleration lev-
erage and the marginal propensity to consume (from which
the Multiplier leverage is derived) can be developed.” The
Acceleration coefficient is here designated by the notation
“g" and the marginal propensity-to-consume by “a.” In the
table on page 280, four selected values for these coefficients
are assumed. Each pair of values results in a certain sequence

of natjopal income figures under the conditions assumed. In
Col vhere a = 0.5 and g ==0) we have the case already
showg hart 16 above where account is taken only of the

Multiplier Principle It is, however, of interest to include
it here, since it then becomes merely a special case of the
more general analysis. In this case thete are no oscillations
and the income approaches progresswely an asymptote. In
Column II oscillations in the income develop, and it turns
out that these are quite regular in character. In Column III
the oscillations fluctuate with an increasing amplitude
around an average value. In both these latter cases the av-
erage value, around which thé oscillations occur, are equal
to the asymptote which the income approaches when the
Multlplxer alone is taken account of or the Acceleration Co-
efficient is equal to zero. In the last column (IV) no oscilla-
tions occur, the behavior being “explosive upward approach-‘
ing a compound interest rate of growth.” .

These columns give four selected pairs of values for'a and:
B- But it is necessary to inquire whether other values would
give still different types of results. The algebraic analysis.
made by Mr. Samuelson, however, reveals that these models.
cover all the different possible qualitative types of behavior,
“ though the quantitative results vary, of course, with the:
values chosen. Thus, the whole field of possible values of
the coefficients can be divided up into four regions. These
regions are plotted in Chart 18. Each point in this diagram

¥ See the article by Paul Samuelson, “Interactions Between the Multiplier
Analysis and the Principle of Acceleration,” Review of Economic Statistics,.
May, 1939
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TasLe XXV

Model Sequences of National Income for Selected Values of
Marginal Propensity to Consume and Acceleration Coefficient

(“a” = Marginal Propensity to Consume;
. “B"” = Acceleration Coefficient)

I 1 1 v
- a= .j - a= .h a= .6 a= .8
Period B=o0 B=2 B=2¢2 B=4
1 $1.00 $1.00 $1.00 $1.00
2 1.50 2.50 2.80 5.00
3 175 3-75 4.84 17.80
4 1875  ga2s 6.352 56.20 *
5 1.9375 3-4375 6.6256 169.84
6 1.9688 2.0313% 5-3037 500.52
7 . 1.9844 9141 2.5059 1,459-592
8 _1.9922 —.1172 — 6018 4,227.704
9 1.9961 .2148 — 3.3603 12,211.1216

represents a certain value for a and 8. For each point a modal
type sequence of national income through time can be de-
termined, These types correspond with the four sequences
illustrated in the table above.

 In Region A the value for the Acceleration coefficient is
relatively small, though not necessarily zero. It represents the
type illustrated in Column I. Here the national income ap-

proaches an asymptote, the value of which is T ‘_ —(in other

words, the “Multiplier”’) times the governmental expenditure
injected in each successive period plus the original income
Ievel. Whenever the expenditure ceases, the national income
falls to the original level.

. In Region B damped, oscillatory movements of the national
income occur as in Column II. These movements gradually
approach an asymptote established by the Multiplier Prin-
ciple, namely. the original income plus the governmental ex-

penditure times the Multiplier (1—:-—;5 .
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In Region C increasing oscillatory movements develop
around an asymptote equal to that which would be estab-
lished when the Multiplier alone is considered. The possible
values of the coefficients at different points in this Region
give results corresponding to the type illustrated in Column
111

“In Region D we observe large values of both the marginal
propensity-to-consume and the Acceleration coefficient. “The
range of values of the coefficients in this Region give ever-
increasing national incomes, eventually approaching a com-
pound interest rate of growth. These results correspond to
the type illustrated in Column IV. This situation is a perfect
example of a never-ending cumulative process of expansion.

vestment stimulates consumption, and consumption, in

"turn, stimulates investment, and this interaction proceeds

ad infinitum. If permitted to continue without check, it also
illustrates the case of astronomical inflation.

It must, however, be noted that the analysis we have given
above is based on very simplified and unrealistic assumpuons
with respect to the relation of consumption and investment.
It is well known, particularly by reason of the work of Kuz-
nets and Tinbergen, as well as the earlier work of J. M. Clark,
that the simplified conditions usually assumed when the
Principle of Acceleration is under discussion are rarely valid
in the actual world. When more realistic assumptions are
introduced, it is clear that the effect of new consumption
upon investment is a very complex and uncertain one.In the
actual world the replacement of capital goods is not a rigor-
ous proportion of the existing stock of such goods. Replace-
ment demand varies not only with the size of the capital
stock, but also with its age composition, with changes in the
life period and ebsolescence, and many other factors. The Ac-
celeration coefficient varies, moreover, with the degree of
exxstmg excess plant capacity and many other consnderatmns
affecting the decisions of entrepreneurs with respect to new
investment. Thus, it is a mistake, at least from the short-run
point of view, to place too much emphasis upon the Principle
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of Acceleration. Probably its most useful application to the
actual world has to do with the effect of the growth of a new
industry and the growth of population. Here the Principle
of Acceleration appears to apply with great force. During
the period of rise of a great new industry a vast amount of
new investment is stimulated directly and indirectly, and
when the industry reaches a plateau, all these related in-
vestments disappear, and there remain only replacement in-
vestment expenditures. -

Conclusions

Certain extremely important conclusions follow from an
examination of the operation of the Multiplier Principle and
the Acceleration Principle. These may be summarized as fol-
lows:

1. f New mvestment. excegt for short—run fluctuations -in

the volume of consumption expenditures, and except for very
hlgh values of the Multiplier and Acceleration_coefficients,

is not aflectéd by the volume of consumption expenditures.
Thus (with the exceptions noted), as_far as any long-term
effect is concerned, the level of consumption in no way af-,
fects the level of new invesgment)r rm grasp of this funda-
ment. tal conclusion must minimize very much mgpracum
significance of the Acceleration Prmaple‘Replace'ment in-
vestment expendxtures -are obviously not to’be counted at all
as a constituent element in the size of the national income,
since it is already incorporated in the eonsumption figures.
The value of consumption, of course, consists of the cost of
production of such goods, including the cost of. replacement
of the capital goods requlred to make the consumption goods
"in_question. The Ievel of consumption determines the vol-
ume of replacement investment e‘(pendltures. Net invest-
ment, however, is a function, in the short run, of changes
in the level of consumption.

2 LT here is, therefore, no p0551b111ty (except for the case‘
of high leverage values) of raising the income to higher and
higher levels by the process of lifting yourself by your boot-
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straps via the interrelation of increased consumption and in-
creased investment in the familiar expansionist processJ In-
stead, as we have shown, the Acceleration Principle, eXcept
for temporary fluctuations and the special case of high lev-
erage values, has no effect in lifting the national income at
all. The national income can, therefore, in the long run and
in the normal case not rise, contrary to commonly accepted
but clearly superficial views, by reason of an induced invest-
ment springing from an induced rise in consumption.

3.[{he volume of consumption can be increased, in so far
as untmployed resources are available, by net private invest-
ment induced by factors, which_we shall presently discussy
having no relation whatever to the current level of consump-
tion, or else by governmental expenditures involving the
‘use of new funds and, therefore, not abstracting from the
cwrent level of consumption’))How high consumption can be
pushed by given increments/of private investment expendi-
tures or of governmental expenditures depends upon leak-
ages (which are determined by the propensity to save), as ex-
plained under the Multiplier Principle. But the new higher
level of consumption rapidly falls to its former level unless
the net private investment outlays or the governmental ex-
penditures are continued at a constant level,

4. |At a given level of income, consumption equals income,
or, in other words, the average propensity to consume is
equal to one7At this level of income, and at this level alone,
a given volume of consumption expenditures is self-perpetu-
ating, and income ¢ends to be maintained at a constant level.
If income produced temporarily falls below consumption, the
gap between the two represents disinvestment. But this situa-
tion tends toward a new equilibrium at which income pro-
duced and consumption are equal. At this point also there is
no net investmentThe system is self-perpetuating in the sense
that 100 per cent of the income received is consumed, and
thereby current aggregate demand gives rise to production ac-
tivities through which a new monetary aggregate demand is
created equal to that in the previous period.\) This is the “cir-
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cular flow” so vividly described in Schumpeter’s The Theory
of Economic Development. . S,
The national income can, therefore, be divided for analyti-
cal purposes into two compartments: the first we shall call
the “basic national income,” at which the average propensity
to consume is equal to one, which income level tends to be
self-perpetuating; and the second, the *“dynamic income,”
which, as we have noted, is the margin filled by net invest-
ment (private and public) and by the consumption induced by
this net investment. It is this dynamic income which is ex-
tremely unstable and within the area of which the fluctua-
tions of our economic life occur. This margin need not be
wholly filled by net private investment or net income-creat-
ing governmental expenditures. But it is these two which
are the dynamic factors creating the income above the mini-
mum basic level. According to the size of the leakages (de-
termined by the marginal propensity to save), a part of the
margin between the basic income and the full income will
be filled by induced consumption expenditures. If the mar-
ginal propensity to save that part of the full income which is
above the basic minimum income is one half, consumption
expenditures will fill one half of this margin. If the' mar-
ginal propensity to save is one third, consumption expendi-
tures will occupy two thirds of the margin. If the marginal'
propensity to save is one quarter, consumption expenditures
will occupy three quarters of the margin, and so on.®
{ The income level at which consumption equals income
may be said to be self-sustaining in the sense that no new,

8 Erroneous conclusions sometimes follow from confusing the Multiplier
ooefficient with the income velocity of money. It is, of course, true that a dollar
used in expenditures flows through the system and becomes income for others
two or three times during the year. This, however, has nothing to do with
the Multiplier as such, but has merely to do with the customs and habits with
respect to the use of money, under which a given volume of income expendi-
tures during a year is normally accomplished by a volume of money equal to,
let us say, only one third of the income expenditures made. Under these con-
ditions the income velocity of money obviously is three. But it may be that the
injection of more money, instead of raising the national income, will only
result in a decline in velocity.
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independent, anticipatory investment is necessary to main-
tain this income level /It is, of course, true that the income
may well fall below this basic level owing to dissaving. But
this may be regarded as an abnormal, temporary maladjust-
ment, which will sooner or later correct itself. In a progressive
society, dissaving can only occur as a temporary phase of the
business cycle. If consumption exceeds income (as is true in
a serious depression), it follows that(replacement capital ex-
penditures are inadequate to sustain the given level of con-
sumption and must sooner or Jater rise to a point at which
no further disinvestment occurs. -

Thus, consumption expenditures in a “circular flow” econ-
omy in which consumption equals income tend to be self-
perpetuatlng On the other hand,{the net private investment
and net income-creating governmental expenditures (together
with the secondary consumption expenditures which they in-
duce) are in no sense self- perpetuatina)As long as these in-
vestment and income-creating expend1tures are made, they
induce a volume of consumption expenditures above the
basic minimum level and thereby have a multiplying effect
-on the national income.

While from the long-run standpoint the Acceleration Prin-
ciple (in the usual case) is incapable of raising the level of
the national income, it must still be noted that it may have
an effect which, under certain conditions, may be very con-
siderable on the cyclical pattern. Without the Acceleration
Pr1nc1ple one may argue that private investment or the net
.income-creating expendltures of the government may lift the
national income by a certain Mulnpher and hold it there
until the investment or net income-reating expenditures
cease, whereupon the income rapidly falls to its original level.
Under conditions in which, however, the Acceleration Prin-
ciple is really effective, the stimulated recovery will advance
much more rapidly than would otherwise be the case. Still
more important, perhaps, is the fact that it may reach a
peak and decline with greater or less rapidity, even though
the investment and net income-creating expenditures were
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continued at a constant level. Thus, it is quite possible that
a volume of investment or net income-creating expenditures
continuously applied may not even be able to sustain the
recovery reached{ Generally speaking, in the measure that
the net income-creating expenditures are extremely effective
in creating a burst of recovery, as would be the case when
the Multiplier and Acceleration coefficients are high (though
not as high as represented by Region D), it may be expected
that sooner or later a serious relapse will occur. We may,
therefore, conclude (within limits) that the more effectively
the investment or net income-creating expenditures operate,
the less sustained the recovery is likely to be. This is true,
however, only to the extent that the effectiveness in question
runs in terms of both the Acceleration and the Multiplier
Principles and not in terms of the Multiplier alone. As far as
the Multiplier Principle is concerned, the induced recovery
can be expected to sustain itself as long as the expenditures
continue, but not much longer. If the Acceleration Principle
is operative, not even this degree of permanence can be re-
lied upon.

Net income-creating governmental expenditures are un-
dertaken by the government either because the community
deliberately wishes to make capital expenditures in order
to obtain the utilities directly flowing from the completed
projects, or because the commiunity determines to make these
capital expenditures in order to raise the national income and
thereby escape the wastage incident to unemployed resourceig
LNet private investment is, on the other hand, induced purely
in response to the profit motive] Spontaneous net private in-
vestment has no relation to the Current level of consumption,
and any increase in consumption has ordinarily only a tempo-
rary and rapidly vanishing effect upon net private invest-
ment. Thus, jnet private investment is fundamentally a func-
tion of factors lying quite outside of the current volume of
consumption or the current volume of income—factors as-
sociated with the dynamics of economic progress/ In the ab-
sence of new investment outlets adequate to maintain the



288 *  FISCAL POLICY AND BUSINESS CYCLES

boom, it is clear that any continued volume of investment,
such as would be necessary to maintain income at a full level,
would rapidly experience a drastic fall in the prospective rate
of profit on new investment (the marginal efficiency of capi-
tal)."Such a fall progressively weakens the inducement to in-
vest, until net investment equals zeroX The classicals were
quite right when they argued that without technological
progress the price system, including the rate of interest, would
progressively drive the economy to the point at which there
would be no net investment. They were wrong in assuming
that the price system could also ensure a propensity to con-
sume compatible with this investment situation so as to pro-
vide full -employment.
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Chapter XIII 7
 COMPENSATORY TAX POLICY

vestment and governmental expenditures may affect the

national income. We have examined the theoretical prin-
ciples determining the leverage of such expenditures upon
the national income and the necessity for the continuation of
such expenditures in order to sustain the national income. In
this chapter we consider particularly cl_c_l_l_c_a,l_gsp_gcgs_g_f__gg -
pensatory fiscal policy.

“Tirst, we concern ourselves with compensatory pohcy in a
society which is sufficiently dynamic in terms of its private
investment outlets to develop vigorous booms.! @hat sort

of tax pohcy is best designed to minimize cyclical fluctua-
tions in a society which, except for periodic depressions, tends
toward full employment of resources? We are thus concerned
primarily with the question of a cyclical tax policy designed
to minimize industrial fluctuations.

Comparison may be made between the cychcal ﬂuctuatlons
in a highly dynamic, high-savings economy and those in a
less dynamic society which has at the same time achieved,
through its fiscal policy or otherwise, a high level of con-
_sumption in relation to income—a high propensity to con-
“sume. The former will tend to have a violently fluctuating
cycle; the latter a mild cycle. Both, we assume,. tend toward
full employment in the prosperity phase./ <

Chart 19 represents the consumption functions which ful-

fill the conditions stated: “A” represents the consumption

function in a high-savings society; “B” the consumptxon func-
289

IN the previous chapter we have discussed how private in-
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tion in a high-consumption economy. On the basis of Con-
sumption Function A, the income will fall to 60 per cent of
the full income level before consumption equals income, or,
in other words, before the average propensity to consume
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Chart r9.

" The Consumption Function in a High-savings and a High-
consumption Economy :

equals unity. According to Consumption Function B, how-
ever, at 80 per cent of a full income level, the whole income
is consumed.

Chart 20 represents the cyclical behavior of the highly
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dynamic, high-savings economy, while Chart 21 ){Eepresents.
the cycle movement in a mature, high-consumption econ-
omy. It is assumed in both cases that the amplitude of the

cycle fills the whole gap between the selfsustsining income
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Cyclical Behavior of a High-savings Economy

1€l (at which C=1Y) and the full income level. It is also
rsumed that in each case the marginal propensity to con-
‘1me is 0.67. Accordingly, in both cases investment is assumed
» constitute one third, and consumption two thirds, of the
Jductuating part of the income above the basic level. These
arbitrary assumptions may be modified without invalidating
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the usefulness of the general scheme of analysis here em-
ployed.
Whatever may be true of the actual magnitude of the
. fluctuations in the two cases, it is at any rate true that a high-!
consumption economy (illustrated in Chart 21) can reach,
' full employmén\ on a lower volume of investment expendi-|’
tures, unless, in.%ed, the marginal propensity to consume
were much lower ti?an in the high-savings economy—a con-
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Cyclical Behavior of a High-consumption Economyc

npos-

dition not very probable, though theoretically not in tlets

sible. In a world in which independent investment ou—

are relatively limited, a high-consumption economy is not
only less likely. to fall to low employment levels, but is, mc,,:rii
over, able to achieve full employment with relatively sm, :‘l

investment outlays. :
v Stabilizing the Cycle A

n'ﬂ

We may now consider the proposal to minimize the cycl ~
movement by a system of fluctuating tax rates. There is nogy
much use in discussing this proposal with respect to all types
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of taxes, since for many taxes such a scheme of timely fluctua-
tion of rates is difficult, if not impossible.\From a practical
standpoint, relatively few taxes can be timed speedily. Taxes
on payrolls and sales taxes can, however, ve'i*y effectively be’
mampulated and timed according to the requlrements of the
cycle.l}

Consider, first, a payroll tax collected at the source. Since
we are concerned here purely with an effort to achieve sta-
bility, it is clear that the tax in question is not designed 'over
the long run to produce any revenue for the government’s-
operating budget, but is designed exclusively to facilitate eco-
nomic stablhty It follows, therefore, that when the taxes are

ina fund whxch could st subsequently be drawn upon and ex-
pended: T

Let us assume that the tax on payrolls is apphed at some
advancing rate during the last half of an upswing period, for
example, “from the point at which a half of the cyclical un-
employment has been overcome.’ The tax would then be
raised progressively as the peak of the boom is approached.
As soon as it is evident that a turning point his been reached,
the tax collections should cease entirely. Once it appears,
however, that a recession is definitely under way and is in
danger of developing into a cumulative deflation, the surplus
funds previously collected should be drawn upon : and poured
back into the income stream.

To the extent that the payroll taxes were assessed agamst
employers, they could be returned to aid employers to main-
tain current wage rates. In so far as payroll taxes had been
deducted from wages, they should be returned to the wage
earners to help maintain labor incomes in the depression.

In the former case, the remission of the funds would, in
effect, lower the effective wage rate and thereby make it

1 Income taxes collected at the source could also be made flexible.

2 A more elaborate proposal, involving deferred wage payments, designed

to help finance the war without inflationary consequences and to sustain the

postwar economy, was published by J. M. Keynes in How to Pay for the War,
Harcourt, Brace, 1940.
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easier for the ethloyer to maintain as nearly as possible a
full corps of workers. In so far as this result is achieved, em-
ployment and consumption expenditures would be sustained.
It is true that the employer might pocket the subsidy with-
out maintaining or extending the volume of employment)It
wquld not be easy to ascertain what the volume of employ-
ment would be were there no subsidy, and it is only from
this bench mark that one can determine the extent to which
the employer is using the subsidy for the maintenance or ex-
pansion of employment. Ghere is thus the danger that, if
the payroll tax fund is employed in this manner, the net
effect would be merely to add to idle funds/ But even this
would at least have the favorable effect Gf increasing the
liquidity of the firm and would thereby, tend to hasten, sooner
or later, expansionist activities.tlQn balance, the imposition
of a payroll tax on employers would tend to restrain the
boom, and the repayment of these sums in depression would
probably have some favorable cyclical compensatory effect:
In the second case, the payroll tax is a device to enforce
comnpulsory saving upon wage earners during the boom, which
savings are returned to the wage earners in the depression
period. It is a deferred wage payment plan, wages being
withheld in the prosperity phase and returned with. interest
in the depression phase./ The plan would have a favorable
indirect effect on empléyment, since the wage earners would
have a larger income to spend in the depression. There is, how-
ever, the danger that employed workers receiving the de-
ferred payments in a period of falling prices might save most
of the windfall.{The effect on consumptidn and, therefore,
on employment, as far as these wage earners were concerned,
might well be relatively small. The effect on consumption
expenditurés would, however, be definitely favorable with
respect to part-time workers and unemployed workers.)
Unemployment insurance financed by payroll taxes forms
a special kind of tax on wages. The size of the payroll varies
with the cycle and, therefore, the total tax collections rise
and fall with the fluctuations in business conditions. More-
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over, since the collected funds are disbursed in benefit pay-
ments to the unemployed in the depression period,. the net
tax collections should rapidly approach zero and evenshecome
a minus quantity. Thus, on balance, such tax funds are col-
lected mainly during prosperity periods and are pa1d out to
' wage earners (though not to employed workers) in depres-
sion periods.

cyclically adjusted sales tax can be 1mplemented in a’
manner somewhat similar to a tax on wages. Such a tax, ap-
plied in the last phase of the upswing, would act as a drag
on the rise of consumption expenditures. Under the assump-
tions which are here made, however, it is expécted that stich
a sales tax would not check the advance short of full employ-
ment but would only make the advance steadier and thereby
more prolonged.|It is assumed that the tax is not severe enough
to stop the dymamic forces which tend to drive the economy
on toward full employment.

e funds collected from the sales tax mlght, as in the
case of the wage tax, be distributed in the downswing and in
the early stages of recovery/ Such a plan would be a sales
tax in reverse./ But it does not appear probable that such a
distribution could be 1mplementeg.' It would require an
extremely complicated and expensive accounting control to
disburse the funds through the retailers to all purchasers of
retail goods in some proportion to purchase vouchers.!It
would be much easier, from the standpoint of administration,
merely to use funds so collected to finance government deficits
arising from expansion of public works or relief expendltursgf
To make the funds most effective, it would be necessary that
they constitute a net addition to public works, (or to relief
expenditures) during a depression period.

The purpose of these taxes is to check an undue expansion
of consumption in the boom and, Ahrough their remoyal
together with the return of previously collected taxes; to stim-
ulate consumption in the depression. Moreover, they may be
especially useful as a means to check a wartime inflation.

Question arises whether the best method of controlling
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cyclical fluctuations is to impose in the upswing period a tax
on consumption. Payroll taxes and sales taxes are peculiarly
taxes which abstract from the consumption stream. This
raises the very Yundamental question whether the most de-
sirable compensatory policy is to tax income which would
normally flow_into consumption or to tax income which
would normally flow into savings]A tax which diminishes the
flow of savings will impose some check upon investment in
so far as investment expenditures cannot be financed ade-
quately through monetary expansion. In so far as the taxes are
imposed on income which would normally flow into con-
sumption, not only are consumption expenditures reduced,
ybut induced, investment (via the Acceleration Principle) is
also curtailed. . -

We are .assuming here, it ‘will be recalled, a society which
is highly dynamic and in which economic progress develops
surging private investment booms, and which tends, there-
fore, automatically toward full employment of resources. Yet,
periodically, the upward march is interrupted by reason of
the inherent tendency of a free enterprise economy to de-
velop cyclical fluctuations. In such a society, be it noted, the
rising income in the prosperity period is created not by gov-
ernment expenditures, but by net private investment. If now
the mainspring of a surging investment boom has relatively
little relation to the current level of consumption, but mainly
to the stimulus flowing from economic progress (inventions,
the discovery of new resources, the exploitation of new ter-
ritory), the boom might not be seriously checked by payroll
or sales taxes. Under a surging investment boom the induced
consumption is likely to be very large, and the imposition of
taxes on consumption might, therefore, merely steady the
situation. Moreover, if consumption taxes are employed in-
stead of income taxes, it is likely that the investment will be
financed more fully from voluntary savings and less from
bank credit expansion. This also-would make for a healthier
boom. If a sharp step up were made in income tax rates, with
no restraint on consumption (via payroll or sales taxes), con-
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sumption expenditures would rise rapidly, thereby (via the
Acceleration Principle) adding to the investment stimulus
(already vigorously fed from the independent factors of eco-
nomic progress) still more. It thus appear# that, under the
conditions here assumed, the boom would develop in a more
stable manner under a cyclical adjustment of payroll or sales
taxes than under a cyclical adjustment of highly progressive
corporate and individual income taxes. : ‘ o
It has sometimes been argued, especially from the stand-.
point of the under-consumption theory of the cycle,® that the
boom comes to an end because of a deficiency of consump-
tion in the boom years. According to this view, there is some-
thing wrong with the ratio of consumption to investment
during the boom. The ratio is said to be toolow. But this
_position is, I think, not defensible. |If one deducts the.inde-
pendent, spontaneous investment from total investment, one
derives as the remainder the residue of investment which
bears a relation to consumption.\If consumption is increased,
the investment needed to supply the flow of consumption
goods will increase also. Dependent (induced) investment
would rise if consumption rose. Independent investment
would presumably remain unaltered. Whus, if you increase
consumption, you will also increase investment.{'The ratio
of consumption to induced investment will not be altered.
Thus, the boom will be magnified if consumption is stimu-
lated, and, if spontaneous investment is strong, such a proc-
ess may even engender some considerable price inflation. Once
the spontaneous investment has run out, a depression will
ensue, and it will be all the more intense by reason of the
extra stimulus given to consumption (and thereby induced
8 Some readers have wrongly inferred that I subscribe to the under- .
consumption theory of the cycle. This is quite wrong. The depression, in my
view, is caused by a decline in investment—a decline resulting not from in-
adequate consumption, but from the temporary saturation in spontaneously
evolving investment opportunities. It is, of course, true that, if it were possible
for consumption to rise as investment declines, no serious depression would
ensue, although some transitional difficulties would be encountered. But the

under-consumption theory alleges a difficulty in consumption in the boom
period.
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investment via the Acceleration Principle) in the boom years.

We have just discussed the relative effects of a tax on con-
sumption (wage or sales tax) and a tax on the savings stream
(steeply progressive income tax) upon the cycle movement,
under the assumption of a vigorous expansionist tendency op-
erating v1rtually exclusxvely in terms of private investment.
The problem is to bring about a shift of the consumption
function by means of a shift in the tax structure, so that the
fluctuations in pnvate investment will be overcome by off-
setting fluctuations in consumption.

Raising the Progensity to Consume

We have now to consider a cycle deveIOpment which is
stimuylated largely through net income-creating expendnures
of the government. Here it is assumed that private invest’
ment outlets are, on the whole, inadequate, and that we have
to deal with a long-run condition of chronic unemployment.

If the recovery is proceeding mainly under the stimulus
of net income-<creating governmental expenditures and to a
relatively small degree under the stimulus of forward-looking
private investments related to economic progress, the essen-
tial problem is that of modifying the functioning of the econ-
omy so as to render the new income, in a measure, self-
perpetuating. From the analysis which we have given above,
it follows that, if the larger new income is to be made self-
perpetuating, it will be necessary-in some manner to shift
the level of the basic income (at which consumption is 100
per cent of income) to a higher plane. This means that the
propensity to consume must somehow be increased, the con-
sumption function must be shifted upward so as to reduce the
margin between the basic self-perpetuating income level (at
which consumption equals income) and the full-income level.
The problem is not to cause a cyclical fluctuation in the con-
sumption function (offsetting the fluctuation in the rate of
investment), as in the case considered above, but to raise per
manently the propensity to consume.
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A redistribution of income, through social or commumty
expenditures and a progrcssnve tax structure, may affect the '
aggregate consumption function. Since the payroll and the
sales taxes clearly welgh on consumption, such taxes would
weaken the propensity to consume. /On the other side, a
steeply progressive income tax would alter the distribution
of income and would tend to strengthen the propensuy to
consume. The income level at which aggregate consumption
of the nation as a whole would equal income would be raised.
Raising income tax rates would tend in the direction of mak-
ing the newly created income more nearly self-perpetuating.

In the event that there is not available an adequate volume
of forward-looking, anticipatory private investment, it will
be necessary to substitute public investment, or welse, by tax
measures and otherwise, to make the newly created income
as far as possible selfsustaining. In a situation in which in-
vestment act1v1ty is relatlvely weak, it is not necessary that as
large a proportion of income shall be saved and expended on
capital goods as in the case of a highly dynamic economy. It
behooves such a society, therefore, to adjust itself to a higher
consumption basis. Consumption is necessarily the ultimate
end of economic activity. Savings perform a useful function
in so far as they are necessary for growth and expansion. But,
in a less dynamic society, we are confronted with the alterna-
tive of using more of our resources for the production of
consumption goods, whether durable or nondurable, or else
of permitting them to run to waste through nonutilization.
Such a society needs peculiarly to stress consumptlon if it is
to achieve full employment.

We have reached the conclusion that[m a hlghly dynamic
economy in which investment booms are vigorous, the ap-
propriate type of taxes to apply during the boom is some
form of tax on consumption. On the one side, this policy
would tend to hold in check an abnormal rise in consump-
tion and thus dampen the induced stimulus (via the Accel-
eration Principle) to investment. On the other side, such a
policy would provide funds for investment more largely from
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voluntary savings and thereby minimize the excesses of bank
credit expanslor;)

In a less dynainic, less rapidly expanding (mature) econ-
omy, investment booms are less vigorous. Such a society is,
therefore, less likely to reach full employment. In such a
situation it is important to stimulate consumption expendi-
tures. ~Z\’hen booms are weak and incomplete, consumption
taxes should not be applied as a cycle control measure. These
circumstances suggest measures to raise the propensity to
consume and develop a high-consumption economy.

Question may be raised as to whether the progressive in-

| come tax rates, designed to raise the propensity to consume,

should fluctuate with the cycle, being increased in the boom
and reduced in the depressmn, or whether the rate structure,
while steeply progressive, should remain fixed in the various
phases of the cycle. On balance, the latter is to be preferred
Excessively . hlgh rates in the boom cannot help the basiq

] problem of increasing the aggregate community consump-

tion over the entire cycle, since higher rates in the boom
presuppose lower rates in the depression. The total volume
of funds tapped from the savings stream and diverted into
community consumption would not thereby be increased over
the entire cycle period. Again, it may be argued that extra
high rates should be levied during the boom phase in order
to pay off cyclically incurred debt. But this is scarcely valid,
since higher rates in the better years imply lower rates in
depression, and hence the cyclical debt problem is not helped
by such a fluctuating tax structure.

The milder cyclical fluctuations of private investment in a
society such as-that here under consideration could best be
compensated for not by a tax program, but by offsetting fluc-
tuauons in governmental expenditures.

, Thus[for a dynamic, expanding economy enjoying vig-

jorous booms a fluctuating tonsumption tax may be the appro-
pnate tax policy; for a less rapldly expanding, mature econ-
-omy a fixed but steeply progressive income tax structure is
-indicated.



Chapter XIV

"THE DYNAMIC VERSUS THE .
CIRCULAR FLOW ECONOMY

r I NHE central stream of economic thought, comprising
the early classical and neoclassical writers, has often
been described as a system of static economics. It con

sisted essentially of an analysis of how the ps pricing process]
determines the allocation of productive resources. It ex-
plamed how commodities and productxve agents are priced
in a “circular flow” economy and how, in a society so con-
stituted, the productive process generates a demand for the
products which it creates, so that the economy could continue
to function at full employment. The rigorous Ricardian
analysis explained how the pricing process ensures the re-
production of both the capital and the labor supply without
either growth or contraction. It explained how the produc-
tive process is able to create consumer demand sufficient to
absorb the whole product/In a “circular flow” economy, con-
sumption equals net outplnt. Saving takes the form of allocat-
ing a sufficient amount of the gross product to capltal re-
placement. In such a society the whole of the net real income
is consumed and aggregate savmg is directed excluswcly to
capital replacement. In such a society the level of consumers’

demand determines the volume of investment. .

Such was the character of the equilibriuni state of early
classical theory. Profits tend to fall to that irreducible mini-
mum which will just ensure a maintenance of the accumu-
lated capltal stock. Wages tend to fall to the so-called “‘sub-

sistence” level, varying from country to country according
301



‘302 FISCAL POLICY AND BUSINESS CYCLES

to the achieved standard of living, at which the population
will just reproduce itself.

- This analysis correctly perceived that the price system per
se could not generate economic progress. It recognized that
the price system, no matter how flexible or how perfectly
competitive, could not of itself provide any net investment
outlet, Progress could be generated only by innovations, the
development of new products, new techniques, new methods
of production, the discovery of new resources, and the open-
ing of new territory. Thus, already in early classical doctrine
net investment and net saving were regarded as a function
not of the operation of the price system, but rather as a func-

- tion of progress in the arts.! Through the development of
technology and the exploitation of new resources, the price
system is distorted away from static equilibrium, away from
the “circular flow” economy in which consumption equals
Rrroduction In a progressive society, investment is no longer
purely a function of consumption. The tables are turned up-

_§ide’down. Consumption, under the dynamic stimulus of ex-
pansion, now becomes in considerable measure a function of
investment,

It is just this fact which explains the emergence of busi-
ness fluctuations. The business cycle, under the automatic
functioning of the economy, is the inevitable by-product of
growth and economic progress.

- The price system in such a society is compelled to adjust
itself o an unruly, unstable economy with a violently fluctu-
ating output. The norm of the price structure is no longer
reached, as in the “circular flow” economy, at the full out-
put level. At full employment the distribution of the product
among the tontributing agents is skewed toward an excess
of profits. The investment boom, created by innovational de-
velopments; distorts the system away from the equilibrium
position at which the cost-price system is in balance.’ |

1 According to the classical economists, the tendency toward the stationary
state could be checked only by invention, territorial expansion, and popula-
tion growth.
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The norm toward which the equilibrating process in a dy-
_namic society tends, in the event that growth and technologi-
«al change prove inadequate to provide investment of boom
proportions, is an equilibrium point short of full employ-
ment. How far the equilibrium norm in a dynamic society
will dlverge from_full employment "depends upon how far
the _expénsxomst forces had prevxously driven the price st - struc-
ture away from the * c1rcular flow” tableau economique of a
static soc1ety This follows from the fact that the process of
economic progress, with its attendant fluctuations of income
and employment, has created a set of firmly rooted institu-
tional arrangements which are not easily altered, and which
do not permit an easy return to the “circular flow” norm
of a static society.\T'he economy cannot automatically pass
swiftly from a condition of dynamic expansion to a full-
consumption socxety in which gggsu tion equals income
without encountering serious unemployment. The orienta-
tion of the price system to the requirements of a rapidly
growing and widely fluctuating economy, has. created con-
sumption and saving patterns out of line with the “Circular
flow” equilibrium. The institutional framework is thus geared
to produce full employment only at high investment levels]

Consumption and Net Investment

Un the “circular flow” economy, replacement investment
is determined by the level of consumption. But in an ex-
panding, dynamic economy, net investment is essentially spon-
taneous and independent of the current volume of consump-
tion. Indeed, a large part of consumpnon now rises and falls
according to fluctuations in the rate of mvestment‘)

An essential difference between the type of analysis of
economic crises represented by Malthus, Sismondi, and Hob-
son on the one side, and that represented by Spiethoff, Cassel,
Robertson, and Schumpeter on the other, is to be found in
the treatment of these two schools of the relation of consump-
tion to net saving. Malthus and his followers thought that
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there was an inherently correct proportion between net ag-
gregate saving and consumption. Indeed, Oscar Lange asserts
that Malthus had found the precise solution of this problem.
According to Lange:

If people would spend their whole income on consumption, invest-
ment would obviously be zero, while the demand for investment
would be zero, too, if they consumed nothing. Thus, mere common
sense suggests that there must be somewhere in between an op-
timum propensity to save which maximises investment.?

Now the fact is that, no matter what the level of consump-
tion, the appropriate amount of net saving and net invest-
ment necessary to sustain any given level of consumption is
precisely zero. Any level of consumption, no matter how
high, can be maintained indefinitely as long as the capital
required to produce the given consumer real income is ade-
quately replaced. But capital replacement involves no net
saving whatever.

It is true that an increase in consumption from a lowe
level to a higher level presents a different problem. But what,
is often forgotten is that it is just this development whic}j
involves a dynamic and not a static type of analysis. One can
not, by taking thought thereof, add one cubit to one’s stature.
Neither can one raise consumption from a lower level to a
higher level by making an appeal to the limitless potential
wants of human bemgs Consumption cannot rise without a
prior_increase in_income and _production. Some qualifica-
txons, ;nalnll of a' short run' character, are, of ¢ course, neces-
sary. A spec1al case is that of the more well to do, who may
utilize idle funds for increased consumption. This is doubt-
less done more or less at the bottom of a depression, par-
ticularly with respect to durable consumers’ goods, such as
automobiles, and this case furnishes at times-a part of the ex-
planation of the lower turmng point. But these qualifications

are, at all events, llmlted in scope and apply only to shért-

2 Oscar Lange, “The Rate of Interest and the Optimum Propensity to Con-
sume,” Economica, February, 1938.



A
DYNAMIC VERSUS CIRCULAR FLOW ECONOMY 305

run analysis. They cannot. be invoked as an explanation . of
the secular rise in real income during t the last one hundred
and fifty years. The explanation of this phenomenon can be
found o only in a dynamic analysis of production. The expla-
nation is to be sought in factors external to the functioning
of the price system, with its tendency to seek an cthbrmm
level at the “circular flow” norm. The explanation is to be
sought in technological change, in the discovery of new prod-
ucts, new processes, and new resources. These factors, exter-
nal to and upsetting the static price equilibrium, have cre-
ated new productive powers and have thereby raised output
and real income. Thus, as a result, consumption has been
lifted to new high levels. It was not increased consumption
that called forth net investment and net saving. On the con-
trary, it was net investment and net saving, springing from
the dynamic factors of economic progress, which caused con-
sumption to rise. Now, after it is discovered that consumption
has in fact risen, it will not do to argue that, because con-
sumption is now higher, new investment in plant and equip-
ment will be required to produce it. For it was just this prior
new investment which caused the rise in consumption. Thus,
the new capital necessary to sustain the consumption is al-
ready present. [In the “circular flow” economy -the level of
consumption determines the level of replacement investment.
But in the dynamic economy it is net investment, generated
by innovational developments, that raises and determines the
new level of consumptiony

LThe dynamic process resulting in net investment dlstorts
the price structure away from the “circular flow” equilibrium
s0 as to create the necessary volume of net a gregate saving/
But this process cannot ensure the continuance of produc-
tion at full employment. Herein one encounters an essential
difference between a static, “circular flow” economy and a
dynamic, progressive economy. In the “circular flow” econ-
omy any income level reached tends to be self-perpetuating.
In the dynamic economy the higher levels of income reached
in boom periods cannot be sustained unless technological
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progress and extensive growth are adequate to maintain in-
vestment at boom proportions. For, if the dynamic factors
working for net investment peter out, as they have sooner or
later in every boom, the distortion of the price system nec-
essarily brought about by the dynamic process itself cannot
quickly restore the “circular flow” equilibrium. In other
words, customs, habits, and institutional arrangements which
determine the consumptiqn function have become firmly im-
bedded in the social structure, and these set up powerful re-
sistances to the restoration of the “circular flow” equilibrium.
As net investment falls off sharply, voluntary individual con-
sumption cannot and does not rise sufficiently to fill the gap
left by the receding tide of investment. Thus, total expendi-
tures decline and the economy falls toward an equilibrial,
self-perpetuating income level far short of full employment.

Technological innovations making for intensive expansion
may be expected to continue with “anabated vigor. Our so-
ciety can, therefore, remain as highly dynamic as that of the
nineteenth century only if we can find a substitute for the
extensive stimulus to investment springing from territorial
expansion and population. growth. Geared as our economy is
to a high net investment level by a deeply rooted pattern of
consumptiore with respect to income, we shall be compelled
to seek full employment of our resources by deliberately in-
jecting a new stimulus to investment. It is just because we
have developed, in our highly dynamic society, firmly fixed
institutions and habits affecting the income elasticity of sav-
ing that we cannot rely upon autonomous increases in con-
sumption to provide full employment once the extensive
expansionist stimulus to investment has largely disappeared.
Voluntary individual consumption can provide full employ-
ment only in the “circular flow” economy in which there is
no net investment and no net saving.

Voluntary individual consumption cannot rise to higher
levels except as it is lifted through the prior process of in-
vestment. It will not rise hlgh enough through the intensive
investment process alone to give us full employment. A way
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must be found to raise consumption independently of the
autonomous investment process. This way is open through
the avenue of governmental expenditures. In the past, these
expenditures have been mainly for war and defense, and cur-
rently we are witnessing such expenditures on an unprece-
dented scale. But we may hope that in the future public
welfare projects will take the place of war as a major object
of governmental expenditure. War, despite all its attendant
evils, has played a dynamic role in the history of modern
capitalism. Outlays on public welfare projects could play
an equally dynamic role. And there is reason to hope that
they could be managed so as to prevent the disastrous infla-
tion typically accompanying war expenditures. The latter can-
not be curtailed when full employment is reached. More-
over, the national emergency which calls them forth is so
overwhelming that all other considerations are sacrificed to
the one aim of national security. But an expansionist pubhc
. welfare program has as its goal not only full employment,
but also the security and stability of the social structure. It is,
therefore, reasonable to hope that it might serve not merely
as a mainspring of expansion, but also as a balance wheel
regulating the fluctuations in the rate of private investment.
The independent increase in consumption, thus deliber-
ately created, will stimulate new investment. The relation-
ship between investment and consumption is, therefore, re-
versed. Instead of autonomous investment being relied upon
exclusively for the expansionist process, outlays on public
welfare projects are undertaken in order to raise consump-
tion, quite mdependently, to higher levels, thereby opening
up new outlets for investment. Community consumption
would thus lead the way, and new investment would follow.

The development of science and the requirements of mod-
ern ways of living in an urban community entail community
consumption expenditures on an undreamed-of scale. Many
forms of consumption cannot be engaged in on the indi-
vidual basis. Consumption in large measure, under modern
conditions, requires the co-operation of large groups. We
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cannot enjoy public roads, public health, social security, rec-
reational and cultural facilities, low-cost housing, and the
conservation and development of natural resources without
community expenditures. Individual consumption expendi-
tures need increasingly, under modern conditions, to be sup-
plemented by community expenditures.

Through this process, as a secondary consequence, an in-
crease in individual, voluntary consumption is induced by
reason of the prior increase in the level of individual in-
comes. But the new higher level of income cannot be main-
tained, in the absence of changes in the consumption func-
tion, unless the total level of consumption is again pushed
forward by deliberate action to still higher levels. For, un-
less stimulated by an ever-rising consumption trend, invest-
ment, autonomously supported by only the intensive expan-
sionist factors, will not continue to increase adequately to
create full employment.

A higher level of individual consumption can also be fos-
tered by a shift in the tax structure away from consumption
taxes toward greater reliance on progressive taxation. How
far taxation should be used as an engine to foster a high-
consumption economy depends not upon abstract notions
about balancing the budget, but upon considerations relative
to the volume of savings needed to supply the capital outlays
required if income is pushed up to the maximum level which
the productive resources make possible, and upon considera-
tions relative to the most desirable distribution of wealth and
income. Changes in the relative proportion of public re-
ceipts from borrowing and from taxation can be effectively
used as a means through which control may be exercised so
as to ensure an adequate supply of capital and, on the other
side, prevent undue concentration of wealth. '

It is, of course, conceivable that the autonomous, dynamic
factors opening intensive investment outlets might develop
so rapid an expansion as to equal the past effect of extensive
and intensive growth combined. But I am not aware of any
convincing evidence that this eventuality is at all probable.
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It is certainly reasonable to expect that our economy will’
remain intensively dynamic, though less expansionist, owing
to the relative cessation of extensive growth. Consumption,
therefore, needs to play a larger role in the future. New
investment will be less motivated by autonomous factors.
New levels of consumption will be reached, partly’through
the dynamics of technical progress, as in the past, and partly
through the deliberate stimulation of consumption by the
community as a whole. It is this latter which must take the
place of extensive expansion, if total consumption is to con-
tinue to rise as it has in the past. With a slowing down of
population growth, this could well mean a more rapid rise
in per capita income than ever before. Through the com-
bined stimulation of community consumption and techno-
logical innovations, the per capita real income can be raised
at a rate considerably greater than that achieved in the era
of extensive growth. The potentialities for high living stand-
ards are prodigious ynder modern capacities for production.
And if these potentialities are translated into reality by a
deliberate implementation of the role of government in the
consumption sphere, we may expect a reinvigoration of the
role of private enterprise.[The incentive to invest which, in
the dynamic economy of the last century, came mainly from
technical progress and extensive growth, will, in the future,
be fed from the combined springs of technical progress and
a greatly expanded public consumption and public invest-
ment program.

John Stuart Mill on the High-consumption Economy"

Some of the economists of the nineteenth century were
quite aware that the era of great extensive expansion would
some day come to a close. There is much in the early litera-
ture of economics which looks toward the so-called “station-
ary state.” The term “stationary state,” which the earlier
economists used, while satisfactory as a concept for static
analysis, is somewhat unfortunate when applied to a histori-
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cal period, for it implies, among other things, the cessation
of the progress of economic technique. The term “mature
economy” is perhaps to be preferred, and, in fact, this term
appears to describe better what John Stuart Mill had in mind
when he used the term “stationary state.” The essential char-

,acteristics of this state are, first, a decline in population
growth, and, second, a decline in the ratio of new capital
formation to national income. But it does not imply, as some
have inferred, a cessation of progress. Indeed, Mill said quite
plainly!

It is scarcely necessary to remark that a stationary condition of cap-
.ital and population implies no stationary state of human improve-

‘ment. . . . Even the industrial arts might be as earnestly and as
successfully cultivated, with this sole difference, that, instead of
serving no purpose but the increase of wealth, industrial improve-
ments would produce their legitimate etfect, that of abridging la-
bour

LThe nonexpansionist economy may be aptly characterized
as a high-consumption economy, an economy in which all, or
nearly all, of the total income is spent on consumers’ goods.
The nonexpansionist economy can, however, still remain a
progressive economy with an ever-rising standard of livingj

A mature economy may, as Mill stated, under certain con-

1 ditions modernize and improve its capital equipment, intro-
ducing continually new techniques, without tapping any new
savings or making any net additions to capital formation. If
the progress of technique in the capital goods industries out-
runs the rise in wage rates, then the accumulated deprecia-
tion reserves will be adequate to finance the replacement of
an old machine by a new one more productive than the old.’

On the other hand, if there has been no technical progress
in machine production, if the efficiency of a machine requir-
ing for its production a given amount of labor is not in-
creased, it follows that the depreciation reserve,  based on
original cost, will be adequate only in the event that wages*

8 Labor is here used, for short, to represent all the factors employed in the
production of machines.
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have not risen. Thus, depreciation reserves will be adequhté
to finance capital renewals more productive than the old
only in the event that the productivity of labor in the capltal
goods industries has increased more rapidly than wage rates.*
But if innovations are made which are capital saving, plant
and equipment may be modernized and made more produc-
tive merely by the expenditure of depreciation allowances,
without tapping any new savings or making any net addi-
tions to capital formation. A mature economy is prepared to
make large replacement capital expenditures, and these will
raise the productive capacity if capital-saving innovations are
taking place. Replacement capital outlays are, however, fi-
nanced from depreciation allowances and not out of new
savings. Such a society can make a considerable degree of
progress, even though it consumes all of its income.

John Stuart Mill by no means regarded an economy which
consumes all, or nearly all, of its income as an undesirable
one. The ultimate end of production is, of course, consump-
tion, and a high-consumption economy achieves this end to
a maximum degree. Yet such an economy may make prog-
ress with respect to new processes; it may also make prog-
ress with respect to new products.

While some progress, given technological developments of
the character described above, is not incompatible with even
a fullconsumption economy such as Mill envisaged, such a
society nevertheless clearly fails to realize to the full the
potentialities of technical progress. To achieve this requlres
a volume of savings adequate to ensure “all the new invest-
ment which chanaes in technique make possible. Unless suf-
ficient investment is made to exploit these to the limit, the
full potential of productive power and rising standards of
efﬁcxency will not be reached. Thus, a 100 per cent consump-
tion economy can never attain the economlc - progress which
improving technique can offer.

¢ One may state the proposition also as follows: When capital-saving inno-

vations are made, less capital per unit of output is required than before. This

means that the expenditure of replacement allowances will yield a net mcrease
in pmducuvuy
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There is, thus, an optimum ratio of consumption to in-
come at the full income level. In a world in which extensive
expansion is largely gone, and in which investment outlets
ajf mainly limited to those opened by technical progress,
this optimum will be higher. Such a society, in order to op-
erate at full productive capacity, needs to become a high-
consumption economy. The free functioning of the price
system will not necessarily bring this about. If the price sys-
tem (including wage rates) is distorted by monopolistic prac-
tices, matters are still worsc.l_ft may thus become necessary
in a nonexpansionist economy to supplement private con-
sumption with public expenditures financed by borrowing
the savings of the public, or by tapping these savings through

" a progressive tax structure] : :
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PRICE FLEXIBILITY AND FULL
EMPLOYMENT OF RESOURCES

.

DISCUSSION of the role of price flexibility in the
functioning of the economy must begin with a defi-
nition of terms.fThe phrase “price flexibility” is sub-
ject to two possible intérpretations which need to be sharply
distinguished. These are (a)gtructural price flexibility * and
(b) cyclical price flexibility.? -
By structural price flexibility I mean the long-term secular
adjustment in the price structure. It is concerned not with
the level of prices, but with the interrelation of individual
prices]) Thus, for example, changes in technology and the
methdds of production continually alter the unit cost of pro-
duction of one commodity relative to other commodities.
The cost of producing an automobile has, by reason of
changes in technique and mass production methods, fallen
greatly in the last two decades relative to the unit cost of
production of the great bulk of manufactured commodities.
Structural price flexibility implies an adjustment of prices !
to changes in unit costs® springing from unequal rates of
1 This involves in part, of course, the problem of monopoly price: the di-
vergence of price from marginal cost. .
tIn general, these terms correspond to those used in The Structure of the

American Economy, Part 1, pp. 126, 129, under the headings: (1) “Sensitivity to -
Basic Factors Conditioning Economic Activity”; and (2) “Sensitivity to De-
pression and Recovery.” * )

$ Unit costs may, of course, under conditions of monopolistic competition, be
enhanced through large advertising expenditures. This element of cost con-
stitutes one of the important factors causing maladjustment in the price struc-
ture, :
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technological progress in different industries, or from shifts
in_the pattem of wants, Without structural price flexibility’
the, full gains of economic progress could clearly not be re-
alized. Structural price flexibility implies that the price sys-
tem is functioning in a manner to yield the largest possible
product of goods and services which a given stage of tech-
nique makes possible JA structurally flexible price system op|
crates to direct the productive resources into channels which,
will yield the largest social product, Without structural pncel
flexibility an uneconomic allocation of resources would pre-
vail.Df
LCychcal price ﬂexxblhty or inflexibility is a quite different
matter. Unfortunately, in much of the literature, the distinc-
tion between cyclical and structural flexibility is not made.*
Cyclical price flexibility has to do with the sensitivity of
prices to fluctuations of the business cycle, Commodities
whose prices move qulckly in response to chariges in the na-
tional income and whose amplitude of ﬂuctuauon is relatively
large are said to be cycle-sensitive commodities with respect
to price. Raw materlals. both agricultural and industrial, are,
by and large, ¢ cychcally price sensitive, while finished manu-
factured products in large measure are insensitive to cyclical
*changes in employment, output, and income. In the case of
farm products the sen51t1v1ty is limited to price Tesponses,
while in the case of certain industrial raw materials the sensi-
tivity relates both to price and to fluctuations in output.
There is, as far as I am aware, no disagreement among
economists with respect to the desirability of structural price
flexibility. Without structural price flexibility it is quite
impossible for the community to obtain the full fruits of eco-
nomic prOOi‘ess. Arbitrary ingerferences which obstruct struc-
tural price flexibility necessarily result in an uneconomic uti-
lization of resources. Moreover, any marked derangement in

.~ 4 See discussion under the headmg, "Sensitivity to Basic Factors Conditioning
Economié Activity,” pp. 126-29 in The Structure of the American Economy,
Part 1, National Resources Committee, 1939.

s This aspect of price behavior is discussed at length in The Structure of the
American Economy, Part 1, Chapter VIIL.
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the structural adjustment of the prices of important’ com-
modities in relation to unit costs may have a disrupting effect
upon corisumption and investment expenditures, intensjfy-
ing or contributing to the initiation of a decline in industrial
activity. (T hus, at times, structural price maladjustment may
contribute to cyclical movements. For example, the enormous
increase in agricultural tariffs in the great raw-material imi-
porting countries in the last years of the twenties doubtless
affected unfavorably the terms of trade of the primary pro-
ducing countries and contributed to the Great Depression.)
For the most part, however, structural price maladjustments
probably accumulate relatively slowly and have little influ-
ence on cyclical movements. They do, however, retard :the
secular advance in real income and in the standard of living.
{Under modern conditions, with the great development of
institutional controls, corporate,, trade-union, agricultural,
and governmental, there is danger that structural price mal-
adjustments may present serious obstacles to economic prog-
fess] This area, though largely neglected, offers an important
fiel for the exercise of price policy. ‘

Price Flexibility and the Cycle

It is, however, with reference to cyclical price flexibility
that most discussions of price policy are concerned. Unem-
ployment and underutilization of resources, it Is said, are
caused, or at least intensified, by the depression insensitivity
of a large and important group 6f commodities. It is sug-
gested that depression might, in large measure, be prevented’
or remedied by making all commodities as price sensitive as
are most raw materials.® It is argued that the deficiency in
effective demand which results in depression is, in greater or
less degree, caused or intensified by the cyclical insensitivity

¢ This position, for example, has often been attributed to Gardiner C.
Means. While Means does lay great stress on the lack of balance in the price
structure growing out of the cydical dispersion of administered and free mar-

ket prices, nevertheless he apparently does not believe that in practice an ade-
quate remedy can be found in a policy aiming to make all prices fexible,
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of administered pncegény incipient deficiency in effective
demand could, it is believed, largely be corrected, were it
possible to achieve short-ruq price sensitivity) To the extent
that prices do fall in depression, some considerable increase
in real buying power, over and above what would otherwise
be the case, would be achieved, according to this thesis(A
high degree of cyclical price sensitivity, it is said, would help
to sustain effective real demand and would prevent fluctua-
tions in output and employment.

In support of this thesis, it has been urged that price dis-

_persion—the divergence of agricultural prices from adminis-

tered prices, the divergence of raw material prices from the
prices of finished products, the divergence of price-sensitive
commodities from price-insensitive commodities—is highly
correlated with fluctuations in output and employment. The
inference is thatlit is thé‘dlspersmn of prices which causes
the fluctuation of the cycle.‘ .

These considerations raise two crucial questions. First,
what is the causal connection between price dispersion and

“the business cycle; is price dispersion cause or is it effect?

Second, if it were possible to extend_ the area of price sensi-
tivity to mclude all commodities, s, would cyclical fluctuations
be minimized? .

\Broadly speaking, the main explanations of business cycle
fluctuations can be classified under two heads: First, those]
which explain business fluctuations in terms of price move-,
ments, and second, those which explain business ﬂuctuauons’
in terms of fluctuations in the rate of investment. ‘

The former explanation of the cycle, in terms of price
movements, may be subdivided into two groups: irststhe
monetary explanation which seeks the causes of industrial
fluctuations in terms of general price movements, and sec-
ond, the price dispersion explanauon which finds the cause
in terms of maladjustments in the cost-price structure.\Ac-
cordmg to the- former, public policy directed toward the
maintenance of the total money flow is the all-important
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desideratum. According to the latter, appropriate ad]ustment
of thg ‘cost-price structure is the remedy for deEressmh

It is not possible here to go jnto an exhaustive examipa-
tion of the causes of business fluctuations.{An examination of
the trend of thought over the last four decades, however, will
disclose the fact, I think, that a growing body of opinion
stresses fluctuations in the rate of investment as the dominant
factor in cyclical movemenEsJ It is not necessary for the pur-
pose of this chapter to go into the various factors\which bring
about fluctuations in the rate of investment. TheX relate to
'factors which cause violent changes in the marginal efficiency
of capital in relation to relatlvely small changes in the rate
of mterest.[ '
© What is all-important for our purposes is the fact that a de-
cline in the rate of investment results in an accelerated decline
in income and in effective demand, and that any such de-
cline of necessity produces a wide dispersion of prices. This
follows from the fact that certain prices are highly sensitive
to changes in effective demand, while others are insensitive.
It is clear that, granted a decline in income, price dispersion
is bound to follow. It is, therefore, reasonable to suppose that
the correlation of price dispersion with fluctuations in income
represents a relationship in which the latter is cause and the
former effect.

A decline in income, by reason of the high price sensitivity
of certain commodities, results simultaneously in price dis-
persion. This conclusion is reasonable in so far as one can
find independent outside factors—familiar in the investment
theories of the business cycle—which cause the decline in
income. In similar manner, as soon as income rises under
the spur of increased investment, it is to be expected that the
price-sensitive commodities will quickly respond, and so the
price dispersion will narrow. It may, therefore, be argued that

Lit is not only the fluctuation in the rate of investment, and,
therefore, in income, which causes the price dlspersmn—-the
maladjustment in the price structure between price-sensitive
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and non-price-sensitive commodities—but also that this price
dispersion can, in fact, be remedied not by a direct attack
on the price dispersion itself, but only by policies which aim
to correct the root difficulty, namely, the low level of i income;
. (There can be no doubt that a balanced cost-price struc-
ture is favorable to the proper functioning of the economy,
A balance in the cost-price structure, as we have already
/noted, is of peculiar importance from the standpoint of
kstructural changes and differential cost reductions (or, con-
versely, changes in productivity) in different industries. But
while a balance in the cost-price structure is a favorable con-
dition, it does not necessarily follow that, once forces are at
work deranging a balanced cost-price structure, an effort at
correction of such price maladjustment per se can be rehed
upon to 1mprove the rate of business activity. Instead,| what
is needed is an attack upon the general factors causing the
price dispersion. A mere artificial rectification of the price
dispersion may get. at the root causes of the decline in income
and employment no more than a tampering with the ther-
mometer can change the temperature. The prlce dispersion
' is, indeed, a fairly accurate thermometer registering disturb-
.ances in the economic temperature.}— <
Consider, for example, the situation at ‘.he beginning of a
period of depression. A vigorous boom has come to an end,
has died “a natural death.” By this I mean that the currently
available outlets for investment in plant and equipment have
been temporarily exhausted. This situation is not uncom-
monly the basic cause of the termination of a boom. All of
the available new developments which the progress of sci:
ence and technology, together with the growth of population,
have made possible have been exploited to the utmost extent
economically feasible, and not infrequently even beyond this
point, Once industry has been equipped with the capital
facilities which technology has made available, there remains
little that can be done profitably for a time, except to main-
tain the capital plant already constructed. Typically, eco-
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)
nomic progress is made by spurts, by leaps and bounds.é"ﬁq
essence of a boom is a gigantic spurt in capital formation.,
This involves not only plant and equipment of industries and
utilities, but also office buildings, hotels, houses, and apart-
ments. Frequently, a backlog of housing requirements, or
the rise of a new industry, results in an accelerated pace of
construction. When the new developments have been ex-
ploited to the full, the boom diesghq spurt in capital forma-
tion cannot last at the pace set. The boom subsides because
a_saturation point has temporarily been reached. For the
moment, there is no room left for further investment expan-
sion or for new capital outlays. It takes time before the cu-
mulative effects of new developments can again manifest
themselves, before the discovery of new techniques, new te-
sources, and new industries, and the growth of population,
will set the stage for another boom. - .

In such a situation, and this is the typical one at the end
of a period of moderate or high prosperity, it is clear that
the driving force which causes a decline in income is the
sharp reduction in investment expenditures; and as soon as
this occurs, a price dispersion develops between the cyclically
flexible prices of agricultural and raw material commodities,
on the one side, and the cyclically rigid prices of many fin-
iished products on the other. The price dispersion is not the
cause of the depression. It is a result of the decline in the
national income and in employment caused by the initial
decline in investment expenditures. '

Consider now the question whether in such a situation a
program designed to make the administered prices as cycli-
cally flexible as those of agricultural and some other raw ma-
terials would improve matters and cure the depression.

It is not possible to make a general statement about every
individual commodity or every individual industry. In cer-
tain specific cases, particularly if these cases do not become
generalized for the economy as a whole, a downward, read-
justment of a rigid administered price may frequently prove
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beneficial. That such may be true proves nothing about the
desirability of a program designed to make rigid prices cycli-
cally flexible.

The problem is peculiarly pertinent to the capital goods -
industries that are most affected by the temporary saturation
referred to above. Once the period of temporary saturation
has been worked through and the conditions are ripe for a
recovery in investment expenditures, owing to the accumu-
lation of depreciation, obsolescence, and the emergence of
new products, a price reduction in the capital goods indus-
tries would be beneficial. But it is quite a different matter!
to argue that at the beginning of the depression, while the.
temporary saturation of the capital goods market prevalls,
cyclical flexibility of prices would avail as a depression rem-'
edy. For example, it is certainly not clear that, at the end of
1929, a reduction in the prices of building materials and
building Iabor commensurate with the decline in agricultural
prices could again have induced anyone to continue to erect
gigantic office buildings such as the Empire State Building
in New York City. And much the same held true for metro-
politan argas throughout the United States. It is the fact of
the temporary saturation which is all-important. During this
state of affairs no price reduction, commensurate with that
of price-sensitive commodities, will again bring about a re-
covery in investment expenditures. In so far as there are areas
‘—as is certainly the case—in which there is no pronounced
saturation, a more favorable price might, in fact, in some
measure sustain investment expenditures. But it is to be
doubted that such cases are sufficiently numerous and im-
'portant in the economy as a whole to sustain, in a significant
degree, the volume of mvestment expenditures in the down-
swing of the cycle.

If in industry as a whole, and particularly in the capital
goods and durable consumers’ goods industries, prices and
wages were reduced drastically to an extent commensurate
with the decline in the prices of cyclically flexible commodi-
ties—agricultural and other raw materials—it is to be ex-
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pected that, by and large, such price and wage declines would
merely reduce the gross volume of monetary expendnures
made in the capital goods and durable consumers’ goods area,
without appreciably affecting the physmal volume of output.
Since these cost payments are also income receipts of indi-
viduals, incomes fall along with a decline in costs. In these
circumstances, the effect of the price reduction is merely to
accelerate the decline in the national income ' and thus in-
tensify the downward movement in business activity. More-
over, the uncertainty created by the disruption of reasonable
stability and normality with respect to the industrial price
and wage structure would only serve to intensify the already
unfavorable business expectations engendered by the decline
in investment. '

If income and effective demand could. be mamtamed or
expanded at the moment that costs are reduced, the effect
would, of course, be different. Once the deflationary aspect
of the cycle has ceased, once the passage of time makes in-
creasingly necessary the replacement of plant and equipment
required to maintain the minimum volume of consumption’
purchases, once obsolescence and new developments begin to
improve the outlets for investment, it is certainly clear that
a reduction in prices in the capital goods industries, made
possible by cost-reducing improvements effected during the
depression, would be favorable to expansion. Such price re-
duction, it should be noted, would conform with the require-
ments of structural price flexibility. It has to do with cyclicak
price policy, mainly with respect to timing. Similarly, in con-
junction with a governmental expansion of public invest-
ment, a program of cost reduction in the industries directly
involved would facilitate expansion of output and employ-
ment.

* Reduction in price need not necessanly lead to a reduction in money in-
come. For example, if at the same time that corporations reduced their prices
they maintained wage payments by drawing on idle bank balances or other
cash resources, the total income and the money volume of consumption ex-
penditures might not decline, and so the physical volume of sales would in-
crease. Obvxously, there are severe limits to this possibility.



822 FISCAL POLICY AND BUSINESS CYCLES

P

\Cyclical price flexibility all around, including administered
prices and wage rates in addition to agricultural prices, under
the conditions prevailing at the end of a boom, might well
.accelerate the downswing]JThe expectation by business and
consumers that prices will fall tends to generate a cumula-
tive decline in expenditures and to intensify the downswing,.
There results not only inventory disinvestment, but also the
curtailment of investment and durable consumers’ expendi-
tures in the expectation of a further fall in the national in-
come and in costs and prices.®

The deflationary movements cannot be remedied by chas-
ing administered prices and wage rates down to the level of
agricultural and other flexible prices.. It is not possible to
remedy the disparity in the cost structure by adjusting the
inflexible prices to the flexible price basis, for this process
merely accelerates the decline in income, and this, in turn,
creates a fresh price disparity. Combined, however, with
monetary and fiscal pohc1es designed to maintain the total
volume of consumption and investment expendltures, an or-
derly program of cost-price readjustment does facilitate re-
covery. In other words, a direct attack¢must be made upon
the cycle itself and not merely upon the price dispersion,
which, for the most part, only reflects the cycle movement.
Cost-price adjustments, thus implemented, are very different
in their effect on business expectations from a general crum-
bling of prices. How far such cost reductions are desirable
will depend, in part, upon the progress made in cost reduc-
tion; in other words, upon the extent to which certain costs
and prices have gotten structurally out of line.

_]ust as forced cyclical downward adjustments of adminis-
trative prices are to be avoided, so also an advance of admin-
istrative prices in the upswing is to be avoided. Such an
advance similarly creates business expectations which tend to

8“In most countries there are a large number of p;ices which, for one reason
or another, are fairly insensitive to economic forces, at least over short periods.

. But, for whatever cause rigidity occurs, it means that some prices do not

move upward or downward in sympathy with the rest—they may consequently
exercise a stabilizing influence.” J. R. Hicks, Value and Capital, p. 265.
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cause the accumulation of excessive inventories, leading to
subsequent relapses. : '

In the upswing, price advances are not justified, strictly
speaking, from the standpoint of the cycle movement. At any
rate, no price advance can be economically justified until the
industry approximates full capacity, and even then a small
increase in price may be adequate to stimulate a sufficient
amount of new investment to satisfy the enlarged demand. If
a greatly expanded output in a given industry is required,
this itself is an indication of a structural change in the econ-
omy. ‘ : A
It follows from the above analysis/that{price policy ought,

above all, to be concerned with the problem of structural
price flexibility./In the event that there is a structural shift
in demand, invOlving an increased output of a certain indus-
try, it may well be that a price advance is necessary in order
to divert productive resources, including capital, into this
expanding area. Such a situation would reveal itself in a’
genuine scarcity of the product in terms of the insufficient
capacity of the industry to supply the demand.

Structural price fiexibility involves the continuous adjust-

nent of price to unit costs. Under the impact of changes in

technology, the unit cost of some commodities fall, while
the unit costs of other commodities are necessarily increased,
This is peculiarly true in view of a fairly persistent wage
structure which holds wage rates in different occupations ap-
proximately in line, regardless of the technological develop-
ments in different areas of the economy. Note needs here to
be made. of the fact tharistructural price flexibility avoids
the difficulty of the variation in unit costs according to fluc-
tuations in output. Structural price flexibility implies the
adjustment of prices to unit costs at a normal percentage of
capacity production.] T '-’
v | With respect to wage rates, it should first of all be noted
that throughout the last hundred years wage rates have ex-
hibited an upward trend relative to the commodity price
1evel/’r his, of course, is a reflection of technological change
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by which labor costs have been kept down despite the ad-
vance in wage rates. The general fact is, then, that as far as
the long-run trend is concerned, technological improvements,
under a condition of stable commodity prices, justify a ris-
ing wage rate trend.

Just as cyclical price flexibility may intensify the cyclical
problem because of the effect of such price changes upon
business expectations, so'sharp wage reductions are likely to
be deﬁationary}lt was not altogether an accident that the
most violent deflationary movement in the Great Depression
came in 1931 in the midst of wholesale wage cuts.(Economic
thought in recent years, led by the Swedish and more re-
cently the English economists, is coming more and more to
the conclusion that a relatively high degree of wage stability
from the cyclical standpoint is the preferable wage policyl
It follows from this that, if the long-run trend of wage rates
may be expected to rise relative to commodity prices, in view
of increasing productivity, such an advance ought to occur
in the upswing phase of the cycle, in other words, in periods
of rising output when unit costs normally tend to decline.
‘Assuming continued changes in technique, the community
needs to be educated to understand that an increase in wage
rates in the upswing phase is perfectly compatible with price
stability, in so far as the advance in wage rates does not ex-
ceed the offsetting increase in productivity springing from
technological. developments. Wage advances, therefore, do
not in themselves justify a price increase. In general, the
public and employers are inclined to take the rigid position
that wage advances and price advances inevitably go hand in
hand. This is certainly erroneous and leads to wrong price
policies. The advance in wage rates, it is true, does frequently
necessitate structural price adjustments as between different
industries by reason of the relatively fixed wage structure in
terms of occupational differentials on the one hand, and the
differential rates of technological progress in various sectors
of the economy on the other.
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It is quite impossible for admlmstrauve agencies to deter—
mine accurately the appropriate price or the appr0pr1atc
wage. The flexible functioning of the economy requires that
this be left largely to the private determination of the parties
concerned. It is, however, probable that better price and wage
policies could be 1mplemented by a governmental review of
proposed price or wage increases. The burden of proof would
then be put upon the industry or the trade-union to show
that the facts in the economic situation really justified the
price or wage increase. In the case of wage rates, this problem
has been attacked in various countries through the instru-
mentality of labor courts and through boards of compulsory
or voluntary arbitration. The problem is, indeed, a difficult
one and requires a high degree of voluntary participation
through collective bargaining units. Experience indicates the
greatest measure of successful achievement where the respon-
sibility for the determination of the rate has been placed
upon the parties involved—the employers and the employees
or their representatives. The problem confronting a price
review board would seem to be relatively simpler than that
confronting a wage review board. In most cases, it should
not be too difficult to determine whether a general price
advance in an mdustry is ]usuﬁed by the economic situa-
tion. Particularly is this the case if it be admitted that cycli-
cal price adjustment is, on the whole, an unsound policy,
and that price adjustment should be reserved mainly for
changes required’' by reason of structural movements inci-
dent to differential rates of technological progress in different
sectors of the economy.

From the standpoint of prolonged underutilization of re-
sources, or more or less chronic depression, it is equally to be
doubted that a realistic solution can be found in price reduc-
tion designed to bring about expansion of output in the
-various separate industries. | The individual industry could,
indeed, afford to reduce the prices of its commodities if it
could reasonably assume that it is confronted by an elastic
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demand situation. This, in point of fact, however, is usually
not the case. New product industries are, of course, typically
confronted during the period of their development with an
elastic demand situation. This was the case with respect to the
automobile industry, up to, say, the middle twenties, the
radio industry until a few years ago, and currently the electric
shaver. But most industries are confronted, at best, with a
unit elasticity of demand. This means that a price reduction
will bring no increase in the dollar volume of sales, while
at the same time the expanded output clearly results in some
increase in the total money cost. Thus, each individual in-
dustry in a condition of chronic depression is unable to con-
tribute to expansion by price reduction. The expansion of
each industry calls for a general increase in effective demand.
The increase in effective demand cannot be achieved via a
program of price reduction in each individual industry. It
can be achieved only by an expansion in the area which is
fundamentally responsible for the low level of income and
employment, namely, an expansion of investment.

A full recovery requires an expansion of investment quite
independent of the current level of output, employment,
consumption, and income. These outside independent in-
vestments must spring from new technological developments
—cost-reducing improvements that call for capital outlays,
the development of new products, the growth of new indus-
tries—or else new areas of investment must be made possible
through monetary policy or fiscal policy. As income rises,
replacement investment expenditures will add impetus to
the upswing. With a general expansion of effective demand,
it is important, however, that the increased demand shall
not at once be offset by an increase in prices, thus forestalling
any volume expansion which otherwise might be expected.
“The increased effective demand can eventuate in increased
yolume and increased employment only on the assumption
that prices remain stable or are reduced if and when increased
productivity justifies a price reduction from the standpoint
of structural price ﬂexibilit)j'
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The Income Elasticity of Demand for Consumption
Goods

The argument is frequently made that the persistence,
even under modern high standards of living, of a large vol-
ume of unfilled consumer wants in and of itself guarantees
full employment of resources, provided only that the price
system is functioning properly.

This analysis overlooks the fundamental fact that people
desire to save a part of their income and that they would
wish to continue to do so, regardless of how low the prices
of consumption goods mlght fall relative to money income.
Indeed, the higher the real income, the greater the amount
saved tends to be. It is true, as the data analyzed in The
Structure of the American Economy, Part I, reveal, that
American experience, and, indeed, that of other countries,
indicates rising consumption in almost all lines as income
increases. But it is equally true, as is shown on page g1 of
the same volume, that with higher incomes a larger and larger
amount is saved. Cyclically, the percentage of income saved
rises and falls as income rises and falls. If, however, one con-
centrates attention exclusively upon the rising secular trend
in real income, there is no conclusive evidence that a higher
percentage of income is saved now than formerly. But if we
save the same percentage of income (at corresponding phases
of the cycle) as in earlier periods, it follows that the amount
saved is higher, since real incomes have risen. .

It does not follow, therefore, that the mere persistence
oj’ consumer wants will automatically ensure a sufficient mar-
ket to absorb all the output which the economy is able to
produce. In an economy which even'at full employment con-
sumed all of its income,? this might, indeed, be the case. But

9 Such an economy would still be able, through the expenditure of its depre-
ciation allowances, to maintain its capital equipment. If capital-saving in-.
ventions are made, or if wage rates do not rise as fast as productivity in the
capital goods industries, the expenditure of depreciation allowances may even

raise the productive capacity of the stock of capital goods without any net
saving.



328 FISCAL POLICY AND BUSINESS CYCLES

,ina society in which people desire to save, it is only at very
low income levels that they will consume their entire income.
At higher income levels a considerable portion of the income
is set aside as savings.

Thus(\when all the resources are employed, it would be
necessary that the stream of savings at the full income level
should be offset by a volume of net investment in new capi-
tal goods commensurate with the stream of savings.

It is extremely important to see clearly that thé mere fact
that the public desires to save in no way ensures automatically
that there will be a corresponding and offsetting demand for
savings in the form of investment expenditures on capital:
goods.-This follows from the fact that, whatever the level of
income, it is clear that the maintenance of any income level
requires no net additional investment at all, but merely re-
placement investment expenditures. Savings, however, if they
are to be utilized, must be expended on net investment, since

eplacement capital expenditures are merely a part of con-
sumption, constituting as they do simply an indirect way of
utilizing the labor resources in the production of final con-
sumptnon goods. Thus/lwhile savings area function of the
income level, investment is in no sefise a function of this
level.”® Net investment, on the contrary, is a function of (a)
economic progress, including new developments in the field
of technology, discovery of new resources, the opening up of
new territory, and the growth of population, and (b) changes
in the rate of interest (brought about, for example, by mone-
tary policy) independent of changes in thrift. Changes in
these factors account for and make economically feasible net
investment expenditures_]
(It is important to distinguish between price elasticity of

10 It is true that a change of income from one level to another, hlgher or
lfower, will, during the interval of change, affect investment. A change iu, in-
come induces fluctuations in investment. This is the relationship involved in
.the well-known Principle of Acceleration. A shift from a chronically depressed
income level to a full income level would certainly entail a considerable in- *
crease in investment in plant and equipment. But once this additional capital

formation, commensurate with a full income level, was completed, net invesi-
ment would again tend toward zero.
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demand for consumption goods and income elasticity of de-
mand for consumption goods. Those who stress the function-
ing of the price system are likely to overlook the elasticity of
demand for consumption goods with respect to income. They
fail to recognize that, while consumption of a specific com-
modity is a function of price, consumption as a whole is fun-
damentally a function of income. ‘The mere existence of con-
sumer wants, and the mere fact that with larger incomes more
is consumed, do not of themselves ensure the full utilization
of the productive resources. What is required is that the gap
between the volume of consumption at a full income level,
which gap is fixed by the savings pattern of the community,
must be filled by investment expenditures. And these in-
vestment expenditures have no relation per se to the level
of income or of consumption expenditures, but are deter-
mined by outside factors having to do with changes in the
real factors inherent in economic progress and, under certain
conditions, with changes in the rate of interest{ X !

According to the static economic analysis, it is assumed
that an increase in saving would bring about a decline in the
rate of interest, and that this decline in the rate of interest
would itself open up new investment outlets. The defect in
this type of analysis is that it fails to take account of the
dynamics of the problem. It fails to take account of the
impact of an increase in thrift upon consumption expendi-
tures and, therefore, upon the income level/JAn increase in
thrift at any income level of necessity must cause a decline
in consumption expenditures, and this decline would result
in a fall in the demand for replacement investment and thus
accelerate the decline in income.ff.lut is true that a low level
of income would bring about a decline in the rate of interest.

11 An increase in thriftiness on the part of individuals does not necessarily
result in an increased flow of aggregate savings. For, if the decisions of indi-
viduals to save result in the contraction of consumption expenditures, such
decline in consumption may so affect the national income that the realized
savings of others in the economy are reduced. Thus, an increase in thriftiness
may cause a decline in the realized aggregate savings of the community as a

whole; and, conversely, an increase in the propensity to consume (a dedine
in the propensity to save) may enhance the aggregate flow of savings.
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The low rate of interest is, however, the result of the fact
=that the economy is depressed. The depressed condition
causes the low rate of interest, and the rate of interest con-
tinues low only as long as the economy is depressed. Under
these circumstances, the decling in, the rate of interest will
not stimulate investment sufficiently and, therefore, cannot
bring the economy back to full employment

This is not to say that a low rate of interest achieved
through monetary policy has no effect upon the volume of
investment. If one assumes no change in thriftiness and,
therefore, no decline in the volume of consumption expendi-
tures, a fall in the rate of interest brought about through the
action of the monetary aughority would inject a positive new
factor into the situationj Consumption expenditures being
maintained, the low rate of interest might in certain areas
bring about an expansion of investment,

There is increasingly, however, considerable doubt among
economists as to how effective, even under these circum-
stances, the low rate of interest would be, at least within
realizable limits, as a means of increasing investment and,
therefore, income. The fact seems to be that with, respect to
short-lived capital goods, such as machinery, the rate of in-
terest within realizable limits, of, say, 2 to 7 per cent, is not
an important consideration. Decisions to make new capital
outlays are made on quite a rough basis)such as that a ma-
chine must be able to pay for itself within four or five years.
These considerations are so rough and uncertain and the
time element is so short that obviously the rate of interest
has little bearing upon such decisions)}The rate of interest
clearly has a more important bearing upon very durable,
long-term, fixed capital projects, such as public utilities, rail-
roads, and building structures. But in this area one encounters
the important offsetting fact that the longer the project in
question, the more uncertain is the futureJ;Risk, therefore,
| looms as an overwhelmingly important cdnsideration and
becomes in many cases a more important determinant of in-
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vestment than moderate variations in the rate of interest.!?

Next we turn to the problem of how effective a lower rate
of interest may be in deflecting the flow of savings into larger
consumption expenditures. It has long been recognized by
economists that a lower rate of interest may or may not,
according to different circumstances, tend to induce individ-
uals to save a smaller proportion of income. One of the im-
portant motives for saving has found expression in modern
times in the dramatic rise of life insurance. In so far as one
saves for this purpose, it is clear thatfjthe lower the rate of
interest, the greater is the incentive to save, since the purpose
of saving is to make adequate provision for old age or for
dependents. The lower the rate of interest, the greater the
amount of saving required. The increasing significance of life

12 On this point Professor J. R. Hicks, in his recent volume on Value and
Capital, Oxford University Press, 1939, says:

“So long as we are concerned with movements of rates of interest which fall
within the ordinary range of such movements, say between two per cent and
seven per tent per annum, the effects of such changes . . . in the near future
will be very slight. Very often they will be slight enough for the business man
to neglect them altogether; and it is only in special cases that they are likely
to have mucW¥ appreciable effect on business policy. . . . The length of time
for which an entreprencur will be prepared to plan ahead depends upom
technical conditions (in some kinds of business it is more necessary to plan
ahead than in others) . . . but it also depends in a very important way on
risk. . . . Now the farther ahead the future output is, the larger ‘this risk
allowance is likely to become . . . ; after a certain point, therefore, the risk
allowance will become so large as to wipe out any possible gains and the
effective ‘expected price’ will become nil. . . . But it is these very outputs
upon whose pull interest must mainly rely if it is to cause large adjustments
in the plan; we now sce that their pull is likely to be much less strong than we
might have expected. Interest is too weak for it to have much influence on the
near future; risk is too strong to enable interest to have much influence on
the far future; what place is left for interest between these opposing perils?
How far it can find a place depends upon the strength of the risk factor;
and that, as we have seen, is largely a psychological question. In a state of
grave mistrust people will live from hand to mouth; if they do, changes in the
rate of interest (the moderate changes we are talking about) can have little
influence on their conduct. In a state of confidence, on the other hand, risk
allowances are much smaller; and a space will probably be left between the
;x(remes where interest is ineffective, within which it can have a significant in~

uence. . , .~ :

-
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insurance premiums in the flow of savings indicates that a
low rate of interest may be a stimulus to savings rather than
a factor deflecting savings into larger consumption expendi-'
tures.

On tle other side, it has been asserted that a low rate of
interest of itself tends to redistribute income. The return to
property is less; the return to labor is more. But the distribu-
tion of income is relatively little determined by the yield
accruing to creditors. It is much more the result of factors
operative in the active productive process. The far-reaching
and ramifying rewards of entrepreneurship, broadly con-
ceived, are more important in the distribution of income
than the yields on loan capital. .

Thus, we are confronted with the fact thatEn a world of
high risk, a low?rate of interest is relatively iffeffective as a
stimulant to long-term fixed investment-]}On the other side,
the effect of a low rate of interest on savings is a mixed one.
To some extent, a low. rate of interest stimulates saving, par-
ticularly in such areas as life insurance savings. In some re-
spects, a low rate of interest tends to reduce the volume of
savings. On balance, it is not at all clear how effective a low
rate of interest is in deflecting the flow of savings into con-
sumption. Moreover, the ad]uStnient process is a slow and
difficult one.

Thus, the existing state of abstract theorizing about the
rate of interest leaves us very unertain about its possible
effect on the volume of investment and consumption, while
statistical and case studies enhance this skepticism.”

Prices and Wage ‘Rates

! It is sometimes asserted that chronic unemployment of re-
sources must indicate that prices are too high in relation to

12 J. E. Meade and P. W. S. Andrews, “Summary of Replies to Questions

- on Effects of Interest Rates,” Oxford Economic Papers, No. 1; ]. F. Ebersole,

“The Infuence of Interest Rates upon Entrepreneurial Decisions in Business—

A Case Study,” Harvard Bus. Rev. Volume XVII, pp. 35-39: J. Tinbergen, 4n
Econometric Approach to Business Cycle Problems, Paris, 1937-
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the level of purchasing power} On the one side, it is said that
this situation could be remedied by a progressive reduction
of prices, while others assert that the appropriate remedy is
an increase in wages. With respect to this type of reason-
ing, some comments are necessary at the outset to ensure the
avoidance of certain misunderstandings.

[To begin with, it is certainly clear thaf high monopoly
prices, for example, pay have the effect of reducing the vol-
ume of employment‘zl Monopoly prices tend to reduce the
real purchasing powet of wage earners and to enhance profits/
This abnormal distribution of income tends, accordingly, to
reduce the flow of consumption expenditures and to increase
savings.\ Accordingly, if monopoly prices are reduced to the
level of competitive prices, consumption vyill be increased
and employment will tend to rise.

Equally, it is clear tha} €mployment will tend to rise when
consumers’ goods prices incident to a technological in-
novation which reduces unit cost. is manner of stating
the case, however, confuses somewhat the causal relationship
‘between the variables involved. The fact is that both lower
consumers’ goods prices and increased employment follow
from the technological innovations. The cost-reducing inno-
vation induces new investment, and this results in an increase
in employment while the new investment is made, and, sub-
sequently, in a reductionsin consumers’ goods prices after the
new investment pours out an increased production of goods.
Thus,fjthe reduction in consumers” goods prices is not the
cause of the increased employment, but is the end result of
the expansion of investment and output incident to the
change in technology.

In the absence of monopoly prices or of technological
change, price reductions cannot be used as a means to in-
crease employment. If competitive prices are arbitrarily re-
duced, wage rates remaining unchanged, marginal firms will
be driven out of business, and disinvestment will occur, caus-
ing a reduction in employment. It is quite impossible to cure
the problem of unemployment by reliance upon the poten-
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tially larger purchasing power which, it is assumed, will ap-
pear if prices are arbitrarily reduced below the point deter-
-mined by competition.

LA perfectly flexible price system, undisturbed by techno-

ogical change, will always tend toward ap equilibrium po-
sition in which there is no net investmen;ﬁBut there is noth-
ing in the functioning of a perfectly flexible competitive
price system that yields a distribution of income which will
ensure a consumption function which makes this condition
compatible with full employment.

The argument which finds a solution in wage rate increases,
prices remaining the same, encounters precisely the same dif-
ficulties as those raised above. Indeed, the two proposals are
essentially alike, A decrease in prices, wage rates and tech-
nolovy remammg the same, is essentially the same thing as
an increase in wage rates, prices and technology remaining
unchanged.

Sometimes it is argued that we are suffering from both
too high prices and too high wage rates. But this is not pos-
sible. If prices are too high, that in essence means that wages
are too low. If wages are too high, that in essence means that
prices are too low. They cannot both be too high in the
economy as a whole.

Finally, we encounter the argument that a reduction in
wage rates can bring about an increase in investment ade-
I quate to produce full employment, whatever the consump-
tion function. It is, of course, true that wage reductions in a
specific industry, such as residential building, may stimulate
employment. But that is not the argument. The thesis under
consideration is that, starting from a balanced wage struc-
ture, a general all-around reduction in wages can increase
investment and raise the level of employment.

What is overlooked in this type of reasoning is the fact
that yvage reduction is a two-edged sword. On the one side
it cuts down on costs, but on the other side it equally reduces
demand. If, indeed, it could be assumed that employment
would increase when wages are cut, then, of course, unit costs
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would fall while demand was sustained. But this assumes the
result which is soughtLThe wage reduction cuts both cost
and demand, and this change cannot assure any increase in
employment. .

The case may also be stated in terms of the effect of wage
changes upon the degree of capital intensity in the process of
production. From this standpoint, the argument shifts, how-
ever, and it is urged that wage reductions will tend to re-
duce investment and employment, since lower wage rates
will tend t6 make the less capitalistic processes—those using
much labor and little capital—more profitable than the more
capitalistic ones. Thus, investment would decline. But this
argument overlooks the fact that, unless there is a change in
technique or in the rate of interest, there is nothing in the
change in wage rates which can alter the relation of costs
(and, hence, of prices) in the less capitalistic industries com-
pared with those that are more capitalistic.

If wages and interest are the only ultimate costs, then a
doubling of the wage rate in a highly capitalistic industry
doubles the unit cost, interest rates remaining unchanged,
precisely as the unit cost will also be doubled in an industry
employing only labor. If, however, wage increases occur in
the final goods industries, but not in the industries making
the machines producing the final goods, then, of course, such
a wage increase will tend to stimulate investment in machines
in order to economize on labor. But this is a special case and
cannot be applied to general all-around wage increases. In
fact, the case just cited could equally well be stated in terms
of a wage reduction in the machine-making industry with
no change in wages in the final goods industry. Thus, the two
seemingly contradictory arguments, as often popularly stated
—(1) that wage increases will stimulate investment and (2)
that wage reductions will stimulate investment—are really
identical. Both arguments assume a change in the level of
wages in the final goods industries relative to the machine-
producing industries so as to favor the introduction of ma-
chinery, thereby making the process of production more cap-
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italistic. Thus, depending on which wage rates one is talking
_about, the argument that wage changes stimulate investment
‘can be stated either in terms of wage increases or wage de-
creases. Obviqusly, the argument cannot apply to all-around
wage increases or decreases in the economy as a whole.

Conclusions with Respect to Price Policy

At any rate, it is definitely clear that the mere fact that
there are seemingly unlimited consumer wants cannot of it-
self ensure full employment of resources even with the most
perfectly functioning price system. This is true for any so-
ciety which does not consuine its entire output.** In a soci-
ety where people desire to save, the mere fact of unlimited
'consumer wants will not of itself bring about full employ-
ment of resources. The savings process per se does not auto-
matically develop a corresponding offsetting flow of invest-
ment{An increase in thriftiness not only reduces consumption
expendltures, but tends to diminish investment opportuni-
ties. The volume of net investment, with the quahﬁcatlons
noted, is independent of the level of consumption and sav-
ing. Investment outlets are created by technological progress
and, to some extent, by monetary policy designed to lower the
rate of mterestJ Since the efficacy of the latter is very much
to be questioned, for the reasons indicated above, it follows
that the gap between a full income level and the consumption
expenditures which individuals are willing to make at that

| income level may or may not be filled by investment expendi-
tures induced, as they largely are, by the more or less acci-
dental development of technological factors. Positive gov-
ernmental action, partly in the form of monetary and fiscal

| policy, will be necessary at times to stimulate and supplement
' private investment, so that the gap between the potentially

14 The classicals were convinced that wage rates controlled the labor supply
(population) 4nd that the rate of interest controlled consumption and saving.

The trend of economic thinking during the last half century casts serious
doubt on both conclusions.
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realizable full income and voluntary consumption shall be
tolerably well filled.’® . i
rice policy is not likely to-be adequate either to control
e business cycle or to ensure reasonably ‘full gmployment
of resourcesf As far as the cycle is concerned, a downward
adjustment of rigid prices for the economy-as a whole is not
an adequate remedy, and, indeed, under many circumstances
might well be positively harmful. In the recovery phase it is
equally important that cyclical price advances shall not be
made. Appropriate price policy from the cyclical standpoint
ought to aim at relative price stability both in the downswing
and in the upswing, while general cycle policy should seek to
minimize price dispersion as far as'possible by the mainte-
nance of general effective demand on a high level. From the
long-run standpoint, or the standpoint of the changing struc-
ture of the economy, price policy ought to aim to achieve a
continuous adjustment of prices between different commodi-
ties corresponding to structural changes in the unit cost of
production. Without such adjustment, uneconomic utiliza-
tion of the productive resources would result. Thus,] while
price policy does play an important role[it does not consti-
tute an adequate remedy for the business cycle and for chronic
underutilization of resources. Price policy must be integrated
with monetary and fiscal policies?,{lt is mainly upon these lat-
ter that reliance must be placed 10 prevent any large decline
in business activity and in the national income. If this is
done, cyclical price dispersion between cycle-sensitive com-
modities and cycle-insensitive commodities will be greatly
minimized. From the long-run standpoint, reasonably full
¢
18 See my paper “Economic Progress and Dedlining Population Growth,*
American Economic Review, March, 1939, pp. 13-15, for a discussion of the
possible dangers of pushing recovery, by governmental measures, so close to
full employment that the control of costs becomes difficult. Impressed with the
“stubborn economic realities of a rapidly changing world, on the one side,
and the frailties of human nature in its power to make the appropriate adapta-
tion to change, on the other,” we may “prefer to take a course that risks neither
a negative policy nor a breakdown of collective management.” .
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utilization of the productive resources will facilitate the adap-
tation of individual prices to structural changes incident to
the differential rates of technical progress in different indus-
tries.



Part Four

INVESTMENT INCENTIVES
PAST AND PRESENTY/
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Chapter XVI

THE ROLE OF INVESTMENT IN
THE MODERN ECONOMY

private investment as a dynamic factor controlling the
rise and fall of income. We have explained -that, by and
large, consumption plays a passive role, rising and falling
according as income-rises and falls. Thus, in a nonintérven-
tionist society full reliance, in effect, has to be placed upon
private investment as the means to secure full employment.
Private consumption, except for minor qualifications, is
determined by the level of private income, and can, there-
fore, not play a dynamic, active role in securing full employ-
ment. If consumption is to play such a role, supplementing
the active role of private investment, it is necessary to invoke
the aid of government. Community consumptien expendi-
tures, or publicly financed private consumption expenditures
(such as relief for the unemployed), need not be conditioned
by the level of currently received private income. Thus,
EhTrough government action, consumption can be made to
play an active, dynamic role in income creation.7

IN earlier chapters we have considered the special role of

The Role of Investment

In this chapter, however, we are particularly concerned.
with the role of private investment. In the past it was al-
most exclusively private investment which called the tune
and rang the changes in the movement of the cycle. Even
public expenditures, whether for public investment or for

M i
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consumption, regularly followed the lead given by private
investment. If prosperity prevailed, the society felt itself rich
enough to embark on public projects. If the economy were
depressed, public economy was rigorously enforced. Thus,
in the heyday of capitalism, private investment was king.
Nor can an inquiry into the current functioning of our
system of production overlook the continuing predominant
role of private investment. Admittedly, an investigation into
the reasons why our society is not functioning as effectively
as it might, why it is not succeeding in producing the maxi-
mum output of which it is capable, or in giving full employ-
ment to our labor and capital resources, must take account
of many factors. Yet, any consideration of these problems
must include not only the theory of imperfect competition
and the decline of price competition; it must take cognizance
also of the role of saving and capital outlays in our economy.
Too frequently, when the functioning of the productive
process is under consideration, attention is focused almost
exclusively upon the commodity markets and the price sys-
tem. To leave an inquiry into the functioning of the econ-
omy with a consideration of commodity prices alone would,
in my judgment, overlook a sector which is more important
than any other for an understanding of the operation, the
maladjustments, and the instability of modern economic life.
The income stream flows day.by day to everyone partici-
pating in the productive process, including the production
not only of commodities but also of services of every kind
and description—trade, professional, and governmental. This
income stream is large or small according to the volume of
purchases currently made. These purchases are of two kinds:
one type consists of the purchase of consumption goods and
services; another type consists of the purchase of capital
equipment, industrial plant and machinery, public utility
and railroad equipment, commercial and residential build-
ing, and the like. There are, therefore, two streams of ex
penditures continually going on: one stream consists o;’,\
expenditures for consumption and the other consists of
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expenditures on capital outlays bn plant and equipment.

How large the income stream will be, whether $60 billions
or $100 bllhons, depends upon the volume of these two ex-
penditure streams. But the outlay made on capital goods of
all sorts is the expenditure stream which is mainly responsible
for the rise and fall of the total income.

Reasonably full employment and a fairly satisfactory in-
come level, such as we had in 1923 to 1929, require a quite
extraordmanly large volume of pnvate investment if no re-
liance is placed on government action. In such a society it
is the margin of income which is created by private invest-
ment which fills the gap between prospen'ty and depression
[No high level of employment and income has ever, in a non-
interventionist soc1ety. been achieved without a large outlay
on inventories, equlpment plant and new residential and
\commercml construction.

Let us consider what is necessary in order to keep the
income stream flowing on a high level, once it has reached
that level. The income received or realized out of the pro-.
ductive process of the prior week or month will either be
expended for consumption or it will be saved. The part that
is spent on consumption goods and services automatically
becomes the source of a new income stream. The part that
is saved may or may not feed into the income stream, de-
pending upon whether or not these savings are -used either
by the saver himself or by a borrower for the purchase of capi-
tal goods.

But when the national income is already at a low level,
it avails nothmtr that under the depressed conditions there
is no excess of savings over investment. What is needed under
these circumstances is to raise the level of investment, thereby
increasing the income level out of which a larger flow of
savings wxll spring.

Assume that the national income is at a high level and
that savers do not themselves use the funds, or fail to find
borrowers who will use them to purchase plant, equipment,
and other capital goods. Then the income stream dries up
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and unemployment prevdils in the capital goods industries.
It is highly essential that all that part of the current flow of
income which is not expended on° consumption goods,
namely, that part which is saved, shall be expended either
directly by the saver himself or indirectly through a borrower
on new plant, equipment, or investment goods of some sort.
If the amount which is saved is large, as it is likely to be at
a high income level, it is necessary that equally large outlets
be available for these savings in equipment and plant expan-
sion, and in residential construction.

In every boom period, the flow of savings is expended on
capital outlays of this sort, and frequently these funds are
augmented by additional sums created out of an expansion
of bank credit. In a depression, expenditures on capital proj-
ects fall off, savers are unwilling themselves to purchase
capital goods with their savings, or are unable to find bor-
rowers to do so. The income stream thus dries up. In addi-
tion, owing to the fall of employment, the stream of expendi-
tures on consumption declines, and so the income stream
shrinks still more.

At low income levels, the aggregate savings stream also
dwindles away, and the economy runs along on a low level
of output and employment. At this low equilibrium level
there is no excess of aggregate savings over investment.

Why is it that no boom, in a purely private enterprise econ-
omy, has ever been able to perpetuate itself year by year and
so maintain income on a high level? Special causes have, from
time to time, brought particular booms to an end, but apart
from these we can say that every boom eventually dies a ﬁh{
ural death. Availablg outlets for capital expansion have been
temporarily exhausted.

The boom is a period in which we exploit to the full
all the available new developments which the progress of
science and technology, together with the growth of popula-
tion, have up to that point made economically possible. Once
all factories have installed the new machines, once a city has
been equipped with the municipal utilities which technology
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has so far made available, once the construction of houses,
apartments, office buildings, hotels, school buildings, and
the like has caught up with the growth of the population,
there remains little that can profitably be done except to
maintain the capital plant already constructed. When this
point is reached, the boom dies a natural death.

This is essentially what happened in 1929. Nearly all over
the world, England excepted, there had been going on for
some years a gigantic constructional boom. This was true
not only of the United States but of Germany, France, Can-
ada, Latin America, and even the Orient. The vigor of this
boom was due, in part, to the backlog of housing require-
ments which had accumulated by reason of the cessation of
building during the war; in part, it was due to the impetus
to the industrialization of backward countries which the war
itself had caused; and, in part, it was due to the growth of
new industries. .

The boom of the twenties was a gigantic spurt in capital
formation, in capital outlays. Progress typically is made by-
spurts—by leaps and bounds. Progress typically is discontinu-
ous, jerky, and lumpy. New developments are exploited to
the full, and then the boom dies. It peters out because a
saturation point has temporarily been reached. The spurt
cannot last at the pace set. :

It is not difficult to see that if we had kept on constructing
office buildings, apartments, hotels, houses, commercial and
industrial structures, and the like, at the rate they were be-
ing constructed in the late twenties, we should very soon have
bankrupted all the owners of old property.

For a time there was no room left for further plant ex-
pansion or for other new capital outlays. It takes time be-
fore new developments can again accumulate, before the dis-
covery of new techniques, new resources, new industries,
and the growth of population can again set the stage for an-
other boom. ’

In the depression, even a severe one, gross capital outlays,
including plant replacement and renewals, will not sink to
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zero, but there is danger that the capital expenditures will
not be large enough to absorb depreciation allowances. Thus,
in such a period there is no room whatever for new savings.

Now the total stream of gross savings consists, in part, of
net savings from current income and, in part, of depreciation
and depletion allowances designed to maintain intact the
plant and equipment. If the total expenditures on capital
structures and equipment is not even enough to absorb the
depreciation allowances earned by business year after year,
a twofold deflationary effect to the income stream is present:
first, the failure of new savings to be expended on expansion
of plant and equipment; and, second, the failure of business
concerns to expend earned depreciation allowances on the
replacement and renewal of plant and equipment.

Under the impact of the unemployment thus created, con-
sumption expenditures will fall to low levels. Thus, the total
income stream will be reduced by an amount not only equal
to the decline in investment, but also by the induced decline
in consumption. Every dollar of capital outlays has 2 multi-
plier or leverage effect on income and, similarly, every dollar
of savings or depreciation allowances not expended on capi-
tal outlays drives the income down with a magnified effect.

Thus, a society geared to a high peak load of capital goods
production is likely to experience violent fluctuations in in-
come and employment. A high savings economy will remain
a highly dynamic economy as long as it is able to experience
periodically great bursts of capital outlays on plant and
equipment. It is then a dynamic, rapidly expanding, and

 progressive economy, despite its instability. But if such an
economy fails to find adequate investment outlets for its
new savings and for its depreciation allowances, it will lose
its dynamic quality and become a depressed economy, with
,a large volume of chronic unemployment unless, indeed, the
government assumes a more posmve roleLThe high savings
economy, barring government intervention, can escape a fall
in income and employment only through the continuous de-
velopment of new outlets for capital expend1tures. As far as
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private investment outlets are concerned, this requires con-
tinuous technological progress, the rise of new industries, the
discovery of new resources, the growth of population, or a
combination of several or all of these developments7 :

A Century of Expansion

One overwhelmingly important fact characterized the cen-.
tury which preceded the first World War. It was a unique
epoch. It was a century of rapid expansion into new terri-
tory, and it was a century of prodigious growth of popula-
tion. Population poured into America, into the great West,
into Brazil, the Argentine, Canada, Australia, and flowed
back from the agricultural communities into giant urban
centers which grew and fed on this expansion. This one cen-
tral fact of growth and expansion dominated the whole of
economic life. It minimized the risk of new ventures. If
optimism had carried railroad building too far at the mo-
ment, if a city had temporarily overbuilt, the damage was
short lived. Expansion and growth soon made good the er-
ror. Businessmen could look far into the future with gigantic
plants, with anticipatory capital outlays, with investment
plans which had no relation to the present, and which were
based upon the expectation of growth and expansion.

It is important to reduce to the utmost possible extent
the risk and uncertainty that confront the business com-
munity. The modern world, even apart from war, is loaded
with a high risk factor. We are living in a period of rapid in-
stitutional change in our internal economy.

In our complicated modern world we are confronted with
intricate and seemingly insoluble problems of human or-
ganization. We are in process of developing new institutions
controlling the relations of employers and employees. The
Social Security Act, the regulations of the capital market,”
of public utilities, and the like, confront business executives
with new and difficult problems. For the most part, these
changes in our institutional arrangements are, in some form
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or other, here to stay, and business cannot go forward with-
out recognizing this fact.

Many of the reforms recently introduced in this country
were long overdue. Where mistakes have been made, they
must be corrected, as rapidly as possible. We must consoli-
date and improve these institutions in a statesmanlike man-
ner. This, I think, we can all take for granted. Business has
learned to live with changing situations in the past; flexibil-
1ty and versatility to meet new conditions in a rapxdly chang-
ing world are essential for survival of a free enterprise econ-
omy and for political democracy.

The highly dynamic nineteenth-century world was also a
world of high risks. Technical progress itself implies the risk
of obsolescence and depreciation of capital values. Neverthe-
less, confronted with alluring investment projects springing
from rapidly expanding population, the occupation of new
territory, the exploitation of new resources, and the growth
of new industries, capital outlays were eagerly made, despite
the high risk factors. A rapidly expanding economy can af-
ford to undertake, and willingly does undertake, risk.

Yet it cannot be denied that, even under the favorable
conditions of rapid expansion, heavy losses alongside rich
gains were sustained. Yet, despite these losses, hope always
ran high with respect to new ventures. Our current, less rap-
idly expanding economy is perhaps in a stronger position to
safeguard itself from the risks of technological innovations,
but it is compelled to face larger risks from institutional
change and from social and international upheaval. It does
not enjoy the buoyancy and optimism under which the rap-
idly expanding economy of the prewar century was capable
of riding roughshod over risk. I think we must face the fact
that we live today in a peculiarly risky world, and this fact
has a repressive effect. It makes the problem of adequate pri-
vate investment outlets more difficult.
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Chapter XVII

EXTENSIVE AND INTENSIVE
EXPANSION

been the law of economic life. Every period is, in

some sense, a period of transitiog. The swift stream
of events in the last quarter century offers, however, over-
whelming testimony in support of the thesis that the eco-
nomic order of the Western world is undergoing in this
generation a structural change no less basic and profound in
character than that transformation of economic life and in-
stitutions which we are wont to designate loosely by the
phrase “the Industrial Revolution.” We are passing, so to
speak, over a divide which separates 'the great era of growth
and expansion of the nineteenth century from an era which
no man, unwilling to embark on pure conjecture, can as yet
characterize with clarity or precision. We are moving swiftly
out of the order in which those of our generation were
brought up, into no one knows what,

Overwhelmmgly significant, but as yet all too little con-
sidered by economists, is the profound change which we are
currently undergoing in the rate of extensive expansion. It
is important to integrate population growth intimately with
the other factors making for expansion, including territorial
expansion and technological progress. Indeed, it can scarcely
be questioned that a continued growth of population at the
rate experienced in the nineteenth century would rapidly
present insoluble problems. This, of course, is due to the fact
that we no longer have the rapid extensive expansxon terri-
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THROUGHOUT the modern era, ceaseless change has
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torially throughout the world that we formerly had. The
important thing to note is the decline in extensive expan-
sion which involves both populauon growth and territorial
expansion.

In the decade of the nineteen-twenties. the population of
the United States increased by 16,000,000—an absolute
growth equal to that of the prewar decade and in excess of
any other decade in our history. In the current decade we
are adding only half this number to our population, and
the best forecasts indicate a further decline in the decade
which we are now entering.

Inadequate as the data are, it appears that the prodigious
growth of population in the nineteenth century was some-
thing unique in history. Gathering momentum with the
progress of modern science and transportation, the absolute
growth in western Europe mounted decade by decade until
the first World War; and in the United States it reached the -
highest level, as I have just noted, in the postwar decade. The
upward surge began with relatively small accretions which
rapidly swelled into a flood. But the advancing tide has come
to a sudden halt and ghe accretions are dwmdlmg toward
zero.

Thus, with the prospect of actual contraction confronting
us, already we are in the midst of a drastic decline in the rate
of population growth. Whatever the future decades may
bring, this present fact is already upon us; and it behooves
us, as economists, to take cognizance of the significance of
this revolutlonary change in our economic life.!

Schooled in the tradmons of the Malthusian theory, econ-
omists, thinking in terms of static economics, have typically
placed an optimistic interpretation upon the cessation of

1 With respect to the cycle, some economists, while agreeing that a high rate
of population growth may play a large role in a recovery movement, have
argued that it cannot alleviate a depression when much unemployment already
prevails. It is, however, precusely with respect to the recovery of 1935-40 that
the thesis applies. The recovery in investment (notably housing) was less rapid
than would have been the case had population grown as rapidly as in the
twenties.
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population growth. This, indeed, is also the.mterpretatlon
suggested by the National Resources Committee, which re-
cently issued an exhaustive statistical inquiry into current
and prospective changes in population growth. In a funda-
mental sense, this conclusion is, I think, thoroughly sotind;
for we cannot look with equanimity upon a continued growth
of population in a world in which territorial expansion is
largely past. But it would be an unwarranted optimism,
nevertheless, to deny that there are implicit, in the current
drastic shift from rapid expansion to cessation of population
growth, serious structural maladjustments which can be
avoided or mitigated only if economic policies, appropnate
to the changed situation, are applied. Indeed, in this shift
must be sought a basic cause of not a few of the develop-
ments in our changing economy. .
Adam Smith regarded growth of population as at once a
consequence and a cause of economic progress. Increasing
division of labor would, he argued, bring about greater pro-
ductivity, and this would furnish an enlarged revenue and
stock, from which would flow an enlarged wages fund, an
increased demand for labor, higher‘ wages, and, therefore,
_economic conditions favorable for population growth. Now,
a growing population, by widening the market and by foster-
ing inventiveness, in turn facilitated, he thought, division of
labor and so the production of wealth. Thus, he. arrived at
an optimistic conclusion. Population growth, he held, stimu-
lated progress and this, in turn, stimulated further growth
and expansion. In contrast, the pessimistic analyses of Mal-
thus and Ricardo stressed the limitation of natural resources
and the danger of an increasing population pressing down
the margin of cultivation to a point at which real income
would be reduced to a bare subsistence level. In this static
analysis the more dynamic approach of Adam Smith was
quite forgotten. If we wish to get a clear insight into the
economic consequences of the current decline in popula-
tion growth, it is necessary to return to the suggesuon of
Adam Smith and to explore more fully the causal intercon-



352 FISCAL POLICY AND BUSINESS CYCLES

nection between economic progress, capital formation, and
population growth.

Expansion and Economic Progress

Economic analysis from the earliest development of our
science has been concerned with the role played by economic
progress. Various writers have included under this caption
different things; but, for our purpose, we may say that the
constituent elements of economic progress are: (a) inventions,
(b) the discovery and development of new territory and new
resources, and (c) the growth of population. Each of these
in turn, severally and in combination, has opened invest-
ment outlets and caused a rapid growth of capital formation.

The earlier economists were concerned chiefly with the ef-
fect of economic progress upon the volume of output, or, in
other words, upon the level of real income. For them, eco-
nomic progress affected the economic life mainly, if not
exclusively, in terms of rising productivity and higher real
income per capita.

Not until the very end of the nineteenth century did an ex-
tensive literature arise which stressed the role of economic
progress as a leading, if not the main, factor causing fluctua-
tions in employment, output, and income. Ricardo had, in-
deed, seen that there was some relation between economic
progress and economic instability; but it was left for Wick-
sell, Spiethoff, Schumpeter, Cassel, and Robertson to elab-
orate the thesis that economic fluctuations are essentially a
function of economic progress.

More recently, the role of economic progress in the main-

_tenance of full employment of the productive resources has

come under consideration. The earlier economists assumed
that the economic system tended automatically to produce
full employment of resources. Some unemployment there was
periodically, owing to the fluctuations incident to the busi-
ness cycle; but in the upswing phase of the cyclical movement
the economy was believed to function in a manner tending
to bring about full recovery—maximum output and em-
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ployment. This view was inspired by a century in which the
forces of economic progress were powerful and strong, in
which investment outlets were numerous and alluring. Spiet-
hoff saw clearly that technological progress, the development
of new industries, the discovery of new resources, and the
opening of new territory were the basic causes of the boom,
which, in turn, was the progenitor of depression. Indeed,
he believed that once the main resources of the globe had
been discovered and exploited, once the whole world had
been brought under the sway of the machine technique, the
leading disturbing factors which underlie the fluctuations
of the cycle would have spent their force and an era of rela-
tive economic stability would ensue. But he did not raise
the question whether such stability would be achieved at a
full employment and full income level.

The business cycle was, par excellence, the problem of the
nineteenth century. But the main problem of our times, and
particularly in the United States, is the problem of full em-
ployment. Yet, paradoxical as it may seem, the nineteenth
century was little concerned with, and understood but dimly,
the character of the business cycle. Indeed, as long as the
problem of full employment was not pressing, it was not
necessary to worry unduly about the temporary unemploy-
ment incident to the swings of the cycle. Not until the prob-
lem of full employment of our productive resources from
the long-run, secular standpoint was upon us were we com-
pelled to give serious consideration to those factors and forces
in our economy which tend to make business recoveries weak
and anemic and which tend to prolong and deepen the course
of depressions. This is the essence of secular stagnation—sick
recoveries which die in their infancy and depressions which
feed on themselves and leave a hard and seemingly immov-
able core of unemployment.

In every great crisis the struggle of contending groups
maneuvering for an advantaoeous position amidst rapid
change whips up the froth and fury of political and social
controversy. Always there is present the temptation to ex-
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plain the’ course of events in terms of the more superficial
phenomena which are frequently manifestations rather than
causes of change. It is the peculiar function of the econ-
omist, however, to look deeper into the underlying economic
realities and to discover in these, if possible, the causes of the
most obstinate problem of our time—the problem of under-
employment. Fundamental to an understanding of this prob-
lem are the changes in the “external” forces, if I may so
describe them, which underlie economic progress—changes
in the character of technological innovations, in the avail-
.ability of newterritory, and in the growth of population.

. The expanding economy of the last century called forth
a prodigious growth of capital formation. So much was this
the case that this era in history has, by common consent,
been called the capitalistic period. No one disputes the thesis
that without this vast accumulation of capital we should
never have witnessed the great rise in the standard of living
achieved since the beginning of the Industrial Revolution.
But it is not the effect of capital formation upon real income
to which I wish especially to direct attention. What I wish
to stress is rather the role layed by the process of capital
formation in, securing at eac}}; point in this ascending income
scale fairly full employment of the productive resources and,”
therefore, the maximum income possible under the then
prevailing level of technological development. For it is an
indisputable fact that the prevailing economic system has -
never been able to reach reasonably full employment or the
attainment of its currently realizable real income without
making large investment expenditures. The basis for this
imperious economic necessity has been thoroughly explored
in the last half century in the great literature beginning with
Tougan-Baranowsky and Wicksell on saving ‘and investment.

Deepening and Widening of Capital

A growth in real investment may take the form either of a
deepening of capital or of a widening of capital, as Hawtrey
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has-aptly put it. The deepening process means that more
capital is used per unit of output, while the widening process
means that capital formation grows pari passu with the in-
crease in the output of final goods. If the ratio of real capital
to real income remains constant, there is no deepenincr of
capltal but if this ratio is constant and real income rises, then
there is 2 widening of capital. '

Accordlng to Douglas,? the growth of real capltal forma-
tion in England from 1875 to 1gog proceeded at an average
rate of 2 per cent per annum; and the rate of growth of
capital formation in the United States from 18go to 1922
was 4 per cent per annum. The former is less than the prob-
able rate of increase of output in England, while the latter
is somewhat in excess of the annual rise of production in the
United States. Thus, during the last fifty years or more,
capital formation for each economy as a whole has apparently
consisted mainly of a widening of capital. Surprising as it
may seem, as far as we may judge from such data as are
available, there has been little, if any, deepening of capital.
The capital stock has increased approximately in proportion
to real income. This is also the conclusion of Gustav Cassel; *
while Keynes ¢ thinks that real capital formation in England
may have very slightly exceeded the rise in real income in
the period from 1860 to the first World War. If this be true,
it follows that, in terms of the time element in production,
which is the very essence of the capital concept, our system
of production is little more capitalistic now than fifty or
seventy-five years ago. It requires, in other words, a period of
employment of our productive resources no longer than for-
merly to reproduce the total capital stock. The “waiting,”
so to speak, embodied in our capital accumulations is no-
greater today than half a century or more ago. Capital has,
indeed, grown relative to labor. Thus, the technical co-

2 Paul H. Douglas, The Theory of Wages, Macmillan, 1934, pp. 464-65.

3 Gustav Cassel, On Quantitative Thinking in Economics, Oxford, 1935,
Chapter 6.

¢ J. M. Keynes, “Some Economic Consequences of a Dedlining Populauon.
Eugenics Review, April, 1937.
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efficient of production, with respect to capital, has increased.
While this indicates a more intensive application of capital
relative to other factors, it does not necessarily imply any
deepening of capital.’

In important areas the capital stock has not increased sig-
nificantly even in relation to population. This is notably
true in the service industries. Moreover, in the field of hous-
ing, real capital has little more than kept pace with popula-
tion growth. In manufacturing, as a whole, it is certainly true
that real capital formation has not only far outstripped popu-
lation, but has also risen more rapidly than physical product.
The studies of Douglas for the United States and Australia’
show that real fixed capital invested in manufacturing in-
creased more rapidly than physical output of manufactured
goods. On the other hand, Carl Snyder’s ¢ data, which run in
terms of value of invested capital and value of product, in-
dicate that for important separate industries, such as tex-
tiles, iron and steel, and petroleum, capital has grown little
or no faster than output since 18go. With respect to the
automobile industry, according to his findings, capital invest-
ment has risen no more rapidly than value of product, while
in the electrical industries invested capital increased at a
slower rate than output after 19o7. Considering the economy
as 4 whole, including fields of economic activity other than
manufacturing, there is no good evidence that the advance
of technique has resulted in recent decades, certainly not
in any significant measure, in any deepening of capital. Ap-
parently, once the machine technique has been developed in
any field, further mechanization is likely to result in an in-
crease in output at least proportional to, and often in excess
of, the net additions to real capital. Though the deepening
process is all the while going on in certain areas, elsewhere
capital-saving inventions are reducing the ratio of capital to
output. '

In order to get some insight into the effect of population

& Carl Snyder, “Capital Supply and National Well-Being,” American Eco-
nomic Review, June, 1936.
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growth upon capital formation, it is necessary to consider
the role it plays in conjunction with other factors in the
w:denmg and deepemng process. The widening of capital
is a function of an increase in final output, which, in turn,
is due partly to an increase in population and partly to an
increase in per capita productivity, arising from causes other
than a larger use of capital per unit of output. On the other
hand, the deepening of capital results partly from cost-reduc-
ing changes in technique, partly (though this is probably a
much less significant factor) from a reduction in the rate of
interest, and partly from changes in the character of the out-
put as a whole, with special reference to the amount of
capital required to produce it.

Now the rate of population growth must necessarily play
an important role in determining the character of the output;
in other words, the composition of the flow of final goods.
Thus, a rapidly growing population will demand a much
larger per capita volume of new residential building con-
struction than will a stationary population. A stationary
population, with its larger proportion of old people, may
perhaps demand more personal services; and the composi-
tion of consumer demand will have an important influence
on the quantity of capital required. The demand for housing
calls for large capital outlays, while the demand for personal
services can be met without making large investment ex-
penditures. It is, therefore, not unlikely that a shift from a
rapidly growing population to a stationary or declining one
may so alter the composition of the final flow of consumption
goods that the ratio of capital to output, as a whole, will tend
to decline: : N

Often the question is raised: How can an increase in popula-
tion per se raise the effective demand? It is not human wants
which determine the rate of output and employment, but ef-
fective demand. The answer is that investment (and, therefore,
income and employment) may be increased merely as a result
of a shift in demand. The pressure of population growth tends
to shift demand toward housing, and raises rents. But the de-
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mand for housing requires more investment of capital than
most other kinds of consumer demand. It is not true, as some
critics have inferred, that the population argument xmplxes a
prior increase in aggregate demand, which increase it leaves
unexplained. What these critics overlook is the fact that a
mere shift in demand, through the ensuing stimulus to in-
vestment, may raise income and so the aggregate effective de-
mand.

In the beginning stages of modern capitalism both the
deepening and the widening processes of capital formation
were developing side by side. But in its later stages the deep-
ening process, taking the economy as a whole, rapidly dimin-
ished. And now, with the rapid cessation of population
growth, even the widening process may slow down. More-
over, it is possible that capitalsaving inventions may cause
capital formation in many industries to lag behind the in-
crease ln‘output.

An interesting problem for statistical research-would be
to determine the proportion of investment in the nineteenth
‘century which could be attributed (a) to population growth,
(b) to the opening up of new territory and the discovery of
new resources, and (C) to technical innovations. Such an
analysis it has not been possible for me to make, and I shall
venture only a few rough estimates together with some quali-
tative judgments. With respect to pop_ulation growth, some
insight into the problem may, perhaps, be gained by con-
sidering first the role of population growth in the rise of ag-
gregate real income. The various estimates agree that the
annual rate of growth of physical output up to the first World
War was roughly g per cent in western Europe and nearly 4
per cent in the United States. Of this average annual increase
something less than half of the g per cent increase in western
Europe can be attributed to population growth, while some-
thing more than half of the annual increase in the United
States can be assigned to the increase in the labor supply.
Thus, it appears that per capita output has increased both
in western Europe and in the United States at approximately
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1% per cent per annum. This increase can'be attributed
mainly to changes in technique and to the exploitation of
new natural resources. ) )

We have already noted that capital’ fprmation has pro-
gressed at about the same rate as the rise in aggregate out-
put. Thus, as a first approxlmatxon, we may say ‘that the
growth of population in the last half of .the nineteenth cen-
tury was responsible for about 40 per cent of the total volume
of capital formation in western Europe and about 6o per
cent of the capital formation in the United States. If this is
even approximately correct, ‘it will be seen what an im-
portant outlet for investment is being closed by reason of the
current rdpid decline in population growth.

Obviously, the growth of population affects capital forma-
tion most directly in the field of construction, especially resi-
dential building. But the effect of population growth on capi-
tal formation is, of course, felt in other spheres as well. This
is notably true of all the various municipal and public utili-
ties, and also of the manufacture of essential consumers’
goods.

An interesting excursus would lead us into a consideration
of the problem how far an increase in population itself con-
tributed to a more efficient technique and thus was, in part,
responsible for the rise in per capita real income. According
to the old Malthusian view, the growth of population would
act counter to the effect of technological progress upon per
capita productivity, and would thus slow down the rise in
per capita real income. If this were correct, population
growth considered by itself alone would tend to check the
rise in per capita consumption, and this, in turn, via the so-
called Acceleration Principle, would affect the volume of
capital formation. According to the optimum population
theory, however, it may not mfrequently be the case, and
indeed. probably was during the greater part of the nine-
teenth century, that population growth itself facilitated mass
production methods and accelerated the progress of tech-
nique. If this be correct, population growth was itself re-
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sponsible for a part of the rise in per capita real income,
and this, via the influence of a rising consumption upon in-
vestment, stimulated capital formation. Thus, it is quite pos-
sible that population growth may have acted both directly
and indirectly to stimulate the volume of capital formation.

It is not possible, I think, to make even an approximate
estimate of the proportion of the new capital created in the
nineteenth century which was a direct consequence of the
opening up of new territory. The development of new coun-
tries was, indeed, so closely intertwined with the growth of
population that it would be difficult to avoid double count- .
ing. What proportion of new capital formation in the United
States went each year into the Western frontier we do not
know, but it must have been very considerable. Apparently,
about one fourth of the total capital accumulations of Eng-
land were invested abroad by 1914, and one sevemh of those
of France.

These figures, while only suogesuve, point unmlstakably
to the conclusion that the opening of new territory and the
growth of population were together responsible for a very
large fraction—possibly somewhere near one half—of the
total volume of new capital formation in the nineteenth cen-
tury. These outléts for new investment are rapidly being
closed. The report on Limits of Land Settlement by President
Isaiah Bowman and others may be regarded as conclusive in
its findings that there are no important areas left for ex-
ploitation and settlement. As far as population is concerned,
that of western Europe has already virtually reached a stand-
still; ‘but that in eastern Europe, notably in Russia, is still
growing, and so also is that in the Orient. And much of this
area will probably experience a considerable industrializa-
tion. But it is not yet clear how-far the mature industrial
countries will participate in this development through capi-
tal export. Russia still has a long way to go before she be-
comes completely industrialized; “but foreign capital is not
likely to play any significant role in this process. India will
offer some opportunity for British investment, but the total
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is likely to be small relative to the volume of British foreign
investments in the nineteenth century. China and the Orient
generally offer, in view of the present and prospective turmoil
in that area, relatively meager investment opportunities. At
all events, no one is likely to challenge the statement that
foreign investment will, in the next fifty years, play an in-
comparably smaller role than was the case in the nineteenth
century.

Thus, the outlets for new investment are rapidly narrow-
ing down to those created by the progress of technology. To
be sure, the progress of technology itself played in the nine-
teenth century a decisive role in the opening of new terri-
tory and as a stimulus to population growth. But while
technology can facilitate the opening of new territory, it
cannot create a new world or make the old one bigger than
it is. And while the advance of science, by reducing the death
rate, was a major cause of the vast nineteenth-century in-
crease in population, no important further gains in this di-
rection can possibly offset the prevailing low birth rate. Thus,
the further progress of science can operat¢ to open invest-
ment outlets only through its direct influence.on the tech-
nique of production.

Intensive Expansion and New Industries

We are, thus, rapidly entering a world in which we must
fall back upon a more rapid advance of technology than in
‘the past if we are to find private investment opportunities
adequate to maintain full employment. Should we accept
the advice of those who would declare a moratorium on in-
vention and technical progress, this one remaining avenue
for private investment would also be closed. There can be
no greater error in the analysis of the economic trends of
our times than that which finds in the advance of technology,
broadly conceived, a major cause of unemployment. It is
true that we cannot discount the problem of technological
unemployment, a problem which may be intensified by the
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apparently growing importance of capital-saving inventions.
But, on the other side, we cannot afford to neglect that type
of innovation which creates new industries and which thereby
opens new outlets for real investment. The problem of our
generation is, above all, the problem of inadequate private
investment outlets, What we need is not a slowing down in
the progress of science and technology, but rather an ac-
celeration of that rate.

Of first-rate importance is the development of new indus-
tries. There is certainly no basis for the assumption that these
are a thing of the past. But there is equally no basis for the
assumption that we can take for granted the rapid emergence
of new industries as rich in investment opportunities as the
railroad, or more recently the automobile, together with all
the related developments, including the construction of pub-
lic roads, to which it gave rise. Nor is there any basis, either
in history or in theory, for the assumption that the rise of
new industries proceeds inevitably at a uniform pace. The
growth of modern industry has not come in terms of millions
of small increments of change giving rise to a smooth and
even development. Characteristically, it has come by gigantic
leaps and bounds. Very often the change can best be de-
.scribed as discontinuous, lumpy, and jerky; as, indeed, D. H.
Robertson has so vividly doné. And when a revolutionary
new industry like the rajlroad or the automobile, after hav-
ing initiated in its youth a powerful upward surge of in-
vestment activity, reaches maturity and ceases to grow, as all
industries finally must, the whole economy must experience
a profound stagnation, unless, indeed, new developments
take its place. It is not enough that a mature industry con-
tinues its activity at a high level on a horizontal plane. The
fact that new railroad mileage continued to be built at about
the same rate through the seventies, eighties, and nineties was
not sufficient, It is the cessation of growth which is disastrous.
It is in connection with the growth, maturity, and decline of
great industries that the Principle 6f Acceleration operates
with peculiar force. And when giant new industries have
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| .
spent their force, it may take a long time before something
else of equal magnitude emerges. In fact, nothing has emerged
in the decade in which we are now living. This basic fact, to--
gether with the virtual cessation of public investment by state
and local governmental bodies, as indicated by a decline of
$2 billions in their net public debt since 1932,* explains in
large measure the necessary rise in federal expenditures.

Spiethoff was quite right when he argued that a vigorous
Tecovery is not just spontaneously born from the womb of
the preceding depression.. Some small recovery must, indeed,
arise sooner or later merely because of the growing need for
capital replacement. But a full-fledged recovery calls- for
something more than the mere expenditure of depreciation
allowances. It requires a large outlay on new investment, and
this awaits the development of great new industries and new
techniques. -

We have noted that the approaching cessation of popula-
tion growth and the disappearance of new territory for set-
tlement and exploitation may cut off a half or more of the
investment outlets which we were wont to make'in the past.
We are, thus, compelled to fall back upon that measure of
capital formation which is associated with the advance of
technique and the rise in per capita output. But current
institutional developments are restricting even this outlet.
The growing power of trade-unions and trade associations,
the development of monopolistic competition, of rivalry for
the market through expensive persuasion and advertising,
instead of through price competition, are factors which have
rightly of late commanded much attention among econ-
omists. There is, moreover, the tendency to block the ad-
vance of technical progress by the shelving of patents.

Under vigorous price competition, new cost-reducing tech-
niques were compulsorily introduced even though the scrap-’
ping of obsolete but depreciated machinery entailed a capital
loss. But under the monopoly principle of obsolescence new

¢ Debts and Recovery 1929 to 1937, The Twentieth Century Fund, 1938,
P- 230. ’
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machines will not be introduced until the undepreciated
value of the old machine will at least be covered by the
economies of the new technique. Thus, progress is slowed
dovyn and outlets for new capital formation, available under
a more ruthless competitive society, are cut off. Capital losses
which could not be avoided under rigorous price competi-
tion can be and are avoided under an economic system more
closely integrated by intercorporate association and imperfect
competition. If we are to save the one remaining outlet for
private capital formation, deliberate action of a far bolder
character than hitherto envisaged must be undertaken in
order to make the price system and free enterprise suffi-
ciently responsive to permit at least that measure of capital
formation to which the rate of technological progress had ac-
customed us in the past.

With respect to the nineteen-thirties, it seems probable
that the combination of the decline in population growth,”
particularly the slow rate of growth in our urban communi-
ties, plus the failure of the development of large new indus-
tries, was of great importance, but one gannot consider the
population factor alone. With respect td the future, impor-
tant new industries are, of course, likely to develop as in the
past, but the combination of the decline in territorial expan-
sion and the decline of population growth will together pre-
sent a new situation—one never before experienced during
the last two hundred years.

In general, it is the decline of extensive expansion that
‘'must be stressed. I am not able to see how anyone can doubt
that extensive expansion will play a smaller role in the fu-
ture. The question then resolves itself as follows: Can in-
tensive expansion develop sufficiently to take up the invest-
.ment slack? It seems to me—and this is also the opinion of
"Myrdal in his recent book on population *—that the decline

71t is important to note—a point which I have continually stressed—that
it is the absolute increment of growth that is significant, not the percentage
rate of growth. This also holds with respect to the Acceleration Principle in

business cycle analysis. [
8 Gunnar Myrdal, Populatmn, Harvard University Press, 1940, p. 150.
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of extensive expangion itself makes intensive expansion more
difficult. This, however, does not imply an inevitable im-
passe. Adjustment to the diminished rate of expansion is pos-
sible, and it becomes the problem of economic policy to
ascertain how far- this adjustment may be expected to take
place automatically and how far deliberate action is required,
.and of what character (monetary policy, fiscal policy, cost-
price policy, etc.), in order to achieve full employment and
that higher standard of living which a cessation of population
growth per se presents as a realizable possibility.



Chapter XVIII
EARLY FINANCING METHODS

»

N considering the question of the impact of the tax
structure upon the inducement to invest, it is of interest
to inquire into the origin of new industries, the early

beginnings of great fortunes, and the changes which have
occurred over the last hundred years in methods of financing
new enterprises.

An examination of the biographical literature on great
fortunes and on the beginnings of great corporations * ought
to throw some light upon the problem of the effect of a tax
structure on investment in new enterprises. It is useful to
inquire how an individual and corporate income tax, an
undisgributed profits tax, and a capital gains tax, had they
been in existence a hundred years ago, might have modified

1 The following biographies were examined: L. H. Selizer: 4 Financial
History of the American Automobile Industry, Boston, 1928; A. D. H. Smith:
Commodore Vanderbilt, New York, 1927; J. H. Appel: The Business Biography
of John Wanamaker: Founder and Builder, New York, 1930; J. T. Flynn:
God’s Gold: The Story of Rockefeller and His Times, New York, 1932; B. J.
Hendrick: The Life of Andrew Carnegie, 2 vols., New York, 1932; J. G. Pyle:
The Life of James J. Hill, 2 vols.,, New York, 1917; G. T. Clark: Leland Stan-
ford, Stanford University, California, 1931; Oscar Lewis: The Big Four, The
Story of Huntington, Stanford, Hopkins and Crocker, and of the Building of
the Central Pacific, New York, 1938; George Kennan: E. H. Harriman: 4 Biog-
raphy, 2 vols,, Boston, 1922; Harvey O'Connor: The Guggenheims: The Mak-
ing of an American Dynasty, New York, 1937; Harvey O’Connor: Mellon’s
Millions, New York, 1933; George Harvey: Henry Clay Frick: The Man, New
York, 1928; C. W, Ackerman: George Eastman, Boston, 1930; J. K. Winkler,
The Dupont Dynasty, New York, 1935; Gilson Gardner: Lusty Scripps: The
Life of E. W. Scripps, New York, 1932; and also the histories of many American
business corporations which appeared in Fortune magazine from April, 1930,
to May, 1938. )

466
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1

the remarkably rapid emergence, frequentry within a few
years or at any rate within a few decades, of enormous pri-
vate fortunes, and the rise of great new industries with whlch
these fortunes were often associated.

Financing in Nineteenth-century Capitalism

The. biographies of rich men in America all conform, in
large measure, to a certain more or less uniform type. Typl-
cally, an energetic and ambitious young man, living in an
environment of rapid expansion, vast unexploited natural
resources, rapid growth of p0pulat10n, rapid extension into-
new terrltory, and rapid changes in ‘techniques, found an
opportunity to take advantage of the highly dynamic factors
in such an economy. Typically, the future captain of indus-
try or financier had the capacity for hard work, the capacity
to accumulate small savings out of a very small salary or in-
come, and the imagination to see possibilities for profit in
the rapidly changlng scene about him. Typically, he made
a small beginning with his own resources and, not infre-
quently, the profits springing from the new enterprise or:
from the exploitation of virgin resources furnished the en-
tire capital for a giant new industry. Again and again great
new industries and the private fortunes to which they gave
rise have grown almost exclusively out of profits plowed
back into the enterprise. -

In addition to the typical development from small begin-
nings, there was the case of the ambitious young man who
-succeeded in borrowing from others the funds necessary for
the initial and developmental capital. Subsequently, such
industries also grew mainly from the reinvestment of profits
—from internal growth. Falling in one category under this
general class are those industries for which the outside bor-
.rowed capital was obtained from a number of friends, each
of whom had little capital but had accumulated small sav-
ings from small incomes. There is, however, another typical
category in which the enterprising young promoter succeeded
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1in obtaining financial support from capitalists of large means.

A fourth category is one in which men of large means
themselves started new enterprises. This case differs from the
second case in the respect that, while a high income surtax
structure might well deter wealthy ‘men from lending in a
risky enterprise, it is less likely to deter them from investing
in an enterprise which they themselves organize. This is due
partly to the fact that men engage in enterprise not merely
for profit, but also because of the allurement of the activity
related to organizational development itself. Moreover, if
men organize businesses themselves, they are more likely to
feel confident that they will really succeed, and that the in-
vestment will yield a larger rate than could be obtained else-
where. The assumption of risk is more likely to be under-
taken in enterprises which carry with them pleasure and
prestige in the responsibility of management than would be
the case in an enterpnse in which the capitalist occupled a
-purely passive position as a lender. A fifth type is that in
which new enterprises are started not by individuals, but
by old-established and successful corporations. Here the prob-
lem of individual income taxes, including surtaxes and capital
gains taxes, does not feature, but only such taxes as weigh
upon corporations themselves.

+ Broadly speaking, it is probably true that the historical
evolution of the emergence, the establishment and the financ-
ing of new enterprises has moved more and more toward the
latter types. In the earlier part of the nineteenth century, the
first type was clearly the preponderant one, supplemented by
the second and third types. More and more, as the nineteenth
century wore on and the twentieth century emerged, the
fourth and fifth types became important means of establish-
ing and financing new businesses.

The early conditions in the automobile industry peculiarly
favored the entrance of small units into the field. Scores of
small enterprises, in fact, tried their fortunes, most of which
were weeded out by sharp competition. In the early history
of the industry, a typical automobile plant consisted simply
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of a small assembly unit. Established factories were alréady
in existence, prepared to adjust their equipment to the mak-
ing of bodies and parts. Carriage makers, buggy manufactur-
ers, machine shops, metalworking factories, woodworking
mills, electrical equipment factories, and rubber goods fac.
tories all could readily shift from their established trades
to the requirements of the new automobile industry. Thus,
the automobile producer was originally essentially a designer
who placed orders for parts and who assembled the parts into
the finished automobile. The process of assemblmg was a
short one. It required no elaborate plant and equipment and,
therefore, no large fixed capital. It did not even require any
large amount of working capital, since the parts manufactur-
ers were ready to extend from thirty to ninety days’ credit,
and this adequately carried the automobile manufacturers
over the assembling period. Moreover, working capital was
not required to finance sales, since the demand for the prod-
uct was such that the retail dealers were willing to- advance
a certain amount of cash and to pay cash on delivery. It was
not even necessayy to have working capital invested in any
large inventories of finished products, since the cars could
be loaded onto dealers as soon as produced, thus placing the
inventory burden upon the retailers. All of these conditjons
were peculiarly favorable for the entrance of small-scale units
into the field. -

The development of the automobile industry 1llustrates,
more or less, all of the types referred to. Conspicuously, the
Ford Motor Company is an illustration of the second type—
a small beginning financed by a small group of individuals,
all of meager means. When Ford organized the Detroit Au-
tomobile Company, he succeeded in raising the paltry sum
of ten thousand dollars in cash to finance the venture. Dis-
satisfied with this organization, a few years later he organized
the Henry Ford Automobile Company, and this time he
raised from individuals with small means the almost equally
insignificant sum of thirty-eight thousand dollars. When he
finally organized the Ford Motor Company, small subscrip-
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tions were obtained from several individuals, including the
Dodge brothers, machine shop_proprietors; Malcolmson, a
coal dealer; Cousens, a clerk jn the Malcolmson firm; and a

“few other friends and associates. Each contributed small sums
ranging from one thousand dollars to five thousand dollars
in cash.or in promissory notes. All told, only twenty-eight
thousand dollars was collected in cash, and an additional
twenty-one thousand was subscribed in the form of promis-
sory notes. From these relatively small savings of men of small
means grew, by the reinvestment of profits, the vast Ford
properties.

Of other successful firms, Hudson was started with a small
capital of ten thousand dollars collected from individuals
of small means.

Many of the companies sprang from established related in-
dustries. Thus, Buick began with the entrance of a parts
manufacturer into the automobile field, was later taken over
by the Flint Wagon Works, and was subsequently reorgan-
ized by Durant, a.carriage manufacturer. Cadillac started
from a machine company with relatively large new capital
funds obtained from a group of backers. Studebaker repre-
sents the clearest case of the switching of an established car-
riage and wagon manufacturing busmess into the new line.
Overland sprang from a buggy manufacturing business, and
Dodge was developed by the Dodge brothers, who originally
ran a machine shop and later became automobile parts pro-
ducers, particularly for Ford.

A number of the companies were started full blown, so
to speak, on a rather extensive scale backed by wealthy finan-
ciers. Thus Maxwell, later developing into the Chrysler Com-
pany, was early financed by J. P. Morgan. Packard was or-
ganized by second-generauon, rich young men, and Nash, as
a result of reorganization, began with a large capital invest-
ment. Reo represents, perhaps, an intermediate position,
with an original investment of one hundred and seventy
thousand dollars obtained from a group of Lansing citizens.

_ A long list of great fortunes represents the first type of
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development of new industries referred to above. Brief ref-
erence will be made below to some of the outstanding ex-
amples. They extend over the nineteenth century and also
into the twentieth. They are certainly more typical of the
earlier period, though examples continue down to the pres-
ent time. ) ' L ’

One of the earlier examples of this type is Cornelius Van-
derbilt, who at the age of sixteen began to operate a ferry-
boat. This cost him one hundred dollars, with which his
parents started his business career. He soon succeeded in sav-
ing from the business a thousand dollars. Harbor traffic in-
creased enormously during the War of 1812, and from the
war earnings he built a schooner. Soon another vessel was
added for coastwise traffic, and by 1817 he owned three ves-
sels and nine thousand dollars in cash. In the meantime his
wife had operated the Halfway House, from which business
she had accumulated thirty thousand dollars. This Vanderbilt
put into steamboat ferries. Once it became evident that the
new railroad method of transportation was really here to
stay, Vanderbilt entered this field, acquiring interests in the
Hudson and Sound lines and in the Boston and Stonington
Railroad. In addition, he ventured into iron works and ship-
yards, and developed a steamship route via Panama, thus
capitalizing on the California gold rush. Thus, he ran eight
steamers from New York on the Atlantic coast side and five
steamers on the Pacific coast side, making connection with
California. By the time of the Civil War, he was worth fif-
teen million dollars. In this period he turned to railroads in
earnest and developed out of smaller lines the consolidated
New York Central and Hudson River line in 186g. -

John Wanamaker started as an errand boy for a publisher
in Philadelphia, became a stock boy in a clothing store, and
for a short time was the first paid secretary of the Y.M.C.A.
in Philadelphia, at a salary of one thousand dollars a year.
From this he saved nineteen hundred dollars, formed a part-
nership with his brother-in-law, who had saved a similar
amount, and entered the clothing business. The store fix-
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. tures cost the partners three hundred and seventy-five dol-
lars, and the first stock of fabrics seven hundred and forty
dollars. From this small beginning business grew rapidly,
and branch stores were opened in other cities. By 1876 they
had built the largest store in America. \Vanamaker never
borrowed any funds. He financed his business exclusively out
of profits and only in recent years issued bonds to the public.

John D. Rockefeller at the age of ten had accumulated fifty
dollars from.raising and selling turkeys. Later, from a small
salary, he was able to save enough to start his partnership
‘with Clark in the produce commission business. Clark put
two thousand dollars in the business and Rockefeller one
thousand of his own money plus one thousand borrowed
from his father. The expansion of his properties during the
produce commission period and later in the oil business grew
from two sources—partly from internal profits, but heavily
from borrowed funds. Rockefeller represents the daring type.
He was continuously venturing out far beyond his own means
and was an inveterate borrower almost from the beginning.
His career, therefore, falls partly in the first category and
partly in the third category outlined above.

Andrew Carnegie started work as a cotton mill operator
and later was a telegrapher. He was then offered an oppor-
tunity, more or less by accident, to invest in the newly organ-
ized Woodruff Sleeping Car Company. When his first sub-
scnption of $217.50 fell due, he did not have the funds to
pay it but succeeded in borrowing at a bank. Each install-
ment, as it fell due, was met from borrowing. This invest-
ment rapidly yielded large dividends which became the
nucleus from which the Carnegie investments sprang. These
extended into railroads, oil, the manufacture of iron bridges,
iron rails, locomotives, rolling mills, an express company,
banks, insurance companies, street railways, and steel mills.

James J. Hill began as a clerk in a village store at the age
of fourteen. Four years later found hinr as a shipping clerk
in St. Paul for the Packet Company. Later he became agent
for other companies, organizing a warehousing business with
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two partners, into which each put twenty-five hundred dol-
lars. Later a new partnership was organized in the warehous-
ing and commission business, dealing particularly in wood
and coal. Separate partnerships were organized on the side
to carry on a merchandising and transportation business in
the Red River country. And still another partnership was
organized to build and operate steamboats. From the profits
of these various companies came the capital which enabled
him to play a role in the organization of the bankrupt St
Paul and Pacific Railroad. This venture, of course, entailed
the enlistment of a large amount of outside capital support.
In the main, his wealth came from the appreciation of the
value of reorganized railroad properties which, under his
management, became highly profitable insttutions. -
Leland Stanford entered a law office and was admitted to
the bar at twenty-nine. He opened a law office in Wisconsin,
where he remained four years. He sailed from- New York
for San Francisco in 1852, where his brother had already
gone with the gold rush and had opened a store in 1830.
Two other brothers were also engaged in the store business,
and a fourth was acting as purchasing agent in New York.
The brothers had organized a wholesale business in Sacra-
mento with stores in various places. Leland opened a store
at Cold Springs, where, however, the gold prospects gave
out. He then moved to Michigan Bluff and later joined in
the Sacramento store venture. He invested in a gold mine
in which he made a profit of four hundred thousand dollars.
Thereupon, he entered politics and was elected governor in
1862. The project of a transcontinental railroad was in the
air, and Stanford, in conjunction with Huntington, Crocker,
and Hopkins, raised money for explorations. The Central
Pacific Railroad was incorporated in 1861 with the so-called
“Big Four™ on the board of directors. In 1862 the Pacific
Railroad Act was signed and the building was started on
the Union Pacific westward and the Central Pacific eastward,
with the aid of heavy government loans in the form of sec-
ond mortgages, the assumption by the state of California of
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the interest burden on a large bond issue for a twenty-year
period, and with other state and county aid. The Crocker
Construction Company, a subsidiary, was organized, and
in this Stanford invested heavily.

The careers of the three associates were very similar to
that of Stanford. Huntington, at the age of fourteen, had
saved $184 and invested it in a country store. On the side he
peddled jewelry and bought up defaulted notes. He joined
the California gold rush and sold goods, whisky, and blast-
ing powder to the miners, at one time cornering the “shovel
market.” Hopkins started as a clerk in a New York village
store and later was a partner in a commission house in New
York City, after which he joined Huntington in California.
Crocker had saved a small sum of money from boyhood and,
at twelve, bought a news agency, for which he went into debt
two hundred dollars. He later worked on his father’s farm
in Indiana and, at seventeen, worked in a sawmill. He dis-
covered a deposit of iron ore on an Indiana hillside and set
up a crude furnace, from which, however, he made no profits.
“Thereafter, he joined the gold rush and opened a store at
Sacramento. ‘There Crocker became acquainted with the
other members of the Big Four.

E. H. Harriman began as an office boy in a brokerage firm
and later was a messenger clerk and a managing clerk in a
brokerage firm. He borrowed three thousand dollars from
a wealthy uncle and bought a seat on the New York Stock
Exchange, opening an office of his own. He engaged 'in ex-
tensive speculation, making large sums of money and some-
times losing large sums. He purchased a steamer, a small
Hudson River boat, and in 1881 acquired an interest in a
small railroad which he reorganized and sold to the Pennsyl-
vania Railroad. Other railroad properties were acquired in
New York, Pennsylvania, Illinois, and Ohio. He became
president of the Illinois Central, reorganized the Erie, and
in 1898 reorganized the Union Pacific. His main fortune,
like that of Hill, was made from the appreciation of the value
of railway properties which came under his control.
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Meyer Guggenheim first peddled shoestrings, shoe polish,
glue, stove polish, and the like, set up a tailor shop, later a
grocery. store, and then a wholesaling business in Phila-
delphia. In this last venture he made a considerable amount
of money and during the Civil War made large profits in
selling foodstuffs to the army. An uncle in Switzerland sent
him a consignment of machine-embroidered lace, the sale
of which proved to be extremely profitable. He later invested
as a partner in two mines in Colorado, which also proved ex-
tremely profitable and, in the late eighties, brought him a
large income. By 1870 one of these mines was valued at fif-
teen million dollars. From mining he went into smelting and
rapidly rose to a top position in the copper industry.

Andrew Mellon’s father, Thomas Mellon, set up a law of-
fice in Pittsburgh. From small savings he entered upon specu-
lation, particularly the purchase of small judgments. After
five years in the law practice he had saved twelve thousand
dollars. With these savings he speculated in real estate, buy-
ing up properties and lending on mortgages and notes. Dur-
ing the Civil War he owned a fleet of coal barges and profited
from government business. Andrew Mellon, born in 1855,
was set up, together with his three brothers, by his father
very early in life in the realty and lumber business. From
the outset the brothers made large profits. Mellon money
flowed into railroads, a tractor company in Philadelphia, coke
ovens, banks, insurance companies, steel works, glass fac-
tories, coal mines, blast furnaces, bridge building, structural
steel, steamers, barges, glass works, electric power, gas, alumi-
num, pipe lines, coke, etc. Few fortunes have played so sig-
nificant a role in the starting of new enterprises.

Henry C. Frick began life as a farm boy and later became
a bookkeeper. He began business by borrowing a little over
ten thousand dollars, two thousand from his sister and the
rest from his mother’s estate. Frick was always full of big
ideas and ready to persuade others to lend him money for
his ventures. In 1870 he borrowed ten thousand dollars from
Andrew Mellon, to which additional sums of ten thousand
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were added from time to time, and one hundred thousand
in 1876. .

George Eastman had a business school training. He had
saved some five hundred dollars as a bookkeeper in an in-
surance office and later in a savings bank. By 1876 he had
saved thirty-six hundred dollars. He then became interested
in photography, first as an amateur, later investing in a ma-
chine for coating plates. He went to England to learn more
about the business, obtained patents, and in 1880 leased a
floor of a large building and, began operations. He induced
a friend to invest one thousand dollars and later five thou-
sand dollars. All the profits went back into the business, and
soon a company was organized with a capital of two hundred
thousand dollars, one half of the stock being issued to East-
man and his associates for patents and the rest sold to friends
in small lots of twenty-five hundred to three thousand dol-
lars. In addition to profits plowed back into the business,
capital was later raised by the sale of stocks to old stock-
holders, and, subsequently, the capital was further increased
through stock dividends. Large profits were plowed back into
the business.

Other examples of less spectacular individual fortunes, of
business corporations springing from meager individual sav-
ings, and of small beginnings with growth financed mainly
from reinvested profits, fill the pages of American business
annals throughout the nineteenth century and even down
to the present day. McCormick patented a reaper in 1834
and started a small factory from which developed one divi-
sion of the great modern farm implements industry. John
Deere, a Vermont blacksmith, succeeded in making a steel
plow and in a few years had made over one hundred such
plows. He then built a foundry in Moline, Illinois. In 1886
the John Deere Company was incorporated with a capital of
five hundred thousand dollars and this later developed into
Deere and Company, partly through the plowing back of
internal profits and partly through the issuance of stock to
the public. Studebaker, to whom reference has already been
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made in connection with the automobile industry, started
as a wagon manufacturer in 1853 with a capital of sixty-eight
dollars and two forges. In 1858 he was joined by his brother,
who came back from the gold rush with eight thousand dol-
lars in gold nuggets. From this modeést capital investment the
company rapidly grew, until in 1868 it was making three
hundred and sixty thousand wagons a year.

Simmons started as a clerk in a general store in Kenosha,
Wisconsin, in 1849. He later bought out his employer and
accidentally, through a customer, had an opportunity to
buy up a bankrupt telegraph company, which he developed .
into the Northwestern Telegraph and leased to the Western
Union. He later built a small railroad, invested in the Bur-
lington and Northern Pacific Railroads, and built a cogwheel
railroad. He then established a cheesebox factory and, upon
meeting the inventor of a woven wire mattress, bought the
patent and began to make mattresses. From these small be-
ginnings sprang the Simmons Company

Weyerhauser started as a hand in a sawmill, worked hard,
and saved his money, and in the panic of 1857 was able to
buy up a bankrupt lumberyard. He built barns and houses
for farmers and in two years succeeded it making eight thou-
sand dollars. Thereupon, he bought a larger lumbermlll and
went into the logging business from which the Weyerhauser
fortune sprang.

George A. Hormel began running a small. retail butcher
shop in Austin, Minnesota, and soon established a local repu-
tation for making sausages. In this manner, through internal
growth and development, sprang the George A. Hormel Pack-
ing Company.

The Crane Company began with a small brass foundry
started by Crane in a shed which he himself built in Chicago.
He received financial assistance from an uncle and was joined
by his brother, an iron foundry mechanic. The Civil War
brought a profitable business, and after the war the North-
west Manufacturmv Company was organized with a capital
of two hundred thousand dollars. Crane embarked upon the
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construction of elevators, but this business was later sold to
the Otis Elevator Company.

Other illustrations which follow the typical pattern of an
energetic young man with meager savings establishing a small
business which expanded through internal growth are found
in the history of R. H. Macy and Company, the Caterpillar
Tractor Company, the Coca-Cola Company, Cluett, Peabody
and Company, Budd Manufacturing Company, Minneapolis-
Honeywell Company, Wayne Pump Company, Sherwin Wil-
- liams Company, Campbell’s Soup Company, Axton-Fisher
- Company, Montgomery Ward, and the United Fruit Com-

pany, among many others.
Some interesting recent illustrations, indicating that this
. type of growth is not yet over, are to be found in the growth
of the Walgreen Drugstores, W. T. Grant Company, Real
Silk, Life Savers, Planter's Nut and Chocolate Company,
Philco Radio, J. E Prentiss Company, and Greyhound Lines.

With respect to the last-named company, Wickman, a dia-
mond drill operator at Hibbing, Minnesota, began by carry-
ing miners- across the range in his car. Bus bodies were later
built and put on truck chassis. In 1915 Wickman and his
partner had earned eighteen thousand dollars, in 1916 six-
teen thousand, in 19147 forty thousand. In 1916 the Misaba
Transportation Company was organized, and, in 1918, it had
a fleet of eighteen buses. In 1922 Wickman sold his share for
sixty thousand dollars and began operations around Duluth.

He continued to buy out small bus lines and, in this man-
ner, gradually built up the Greyhound Lines.
The Schick Shaver, the Covered Wagon Trailers, Schultz
Trailers, and Palace Travel Coaches are recent illustrations
from the late twenties and early thirties of rapid develop-
ment from meager beginnings. The Covered Wagon Trailers
started with Sherman a bacteriologist, ‘building a trailer for
himself and then one for a friend. He then decided to risk a
few thousand dollars and began to build trailers in a garage.
In 1930 he exhibited his product in the Detroit Auto Show
and in the next year sold one hundred and seventeen trailers.
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Until 1933 all the capital had come from initial outlays to-
gether with plowed back earnings. Then, however, a com-
pany was formed which issued a block of common stock and
preferred stock, which brought in seven hundred and fifty
thousand dollars for the expansion of the “business. :

Illustrations of industries that have grown from small be-
ginnings with small outside capital support, together with
the reinvestment of profits, may be found in the A. G. Spauld-
ing and Brothers Company and the Hookless Fastener. Com-
panies that have been organized with fairly large outside
capital support are Dry Ice Company, Anaconda Copper,
St. Joseph Lead Company, Gulf Oil, Aluminum Company
of America, Climax Molybdenum, Markrum Company, Pa-
cific Coast Borax Company, Cannon Mills, Campo Shoe Manu-
facturing Company, and the Columbia Broadcasting Com-
pany. Examples of companies that have been organized either
by established  companies or by wealthy men starting new
companies are Phelps-Dodge, Grigsby-Grunow, United Shoe
Machinery, Continental Can, Anheuser-Busch Company,
American Radiator, Newport News Shipbuilding and Dry-
dock Company, and Beechnut Packing Company.

It will be seen from this brief survey that most of the
great fortunes started with small savings, together with small
support from friends of meager means. Profits were plowed
back into the business and expansion came from internal
growth. In some cases the beginnings of the fortune were
based essentially on borrowing and on more or less risky in-
vestment. This was particularly true of Frick, Carnegie, and
Harriman.

Corporate Research and Current Financing of New
Ventures

An examination of nearly six hundred prospectuses re-
cently issued under the Securities and Exchange Commission
regulations indicates that, under modern conditions, estab-
lished companies with well-developed engineering and re-
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search staffs, and frequently with a largely diversified line
of products, are constantly developing new products and
expanding into new lines. In general, it may be said that
the day of the energetic lad starting a new business in a
small shop with meager savings of a few hundred dollars
is past. It is true that the development of new businesses
and large private fortunes via this historic route is not yet
over, as we have seen in some of the illustrations given above.
But, for the most part, it is evident that new developments
no longer are started in this manner. Small individual begin-
nings were typically the product of a rapidly expanding econ-
omy imr which extensive growth and development incident
to the opening of new territory, the exploitation of new nat-
ural resources, and the growth of population were character-
istic features. Today, in a more mature economy and with
the phase of extensive growth largely over, with growth and
development limited more completely to intensive expansion,
and with great aggregates of capital covering a wide range
of industry, it is less easy to start small new enterprises and
develop new products. Great established corporations with
research laboratories are peculiarly in a position to take ad-
vantage of opportunities for intensive expansion. Starting
frequently from a diversified line of products, research de-
partments continually improve and increase the variety and
range of products and, in addition, develop new sidelines
which may themselves become important new industries.
Thus, just as business organization has, for the most part,
shifted from the small-scale individual proprietorship type
to the huge corporate type, [fo the development of new
products and new industries rarely comes through the route
of small individual beginnings, but rather through the
branching out into new lines of established corporations. 7

This development obviously is important for a considera-
tion of the impact of the current tax structure upon the ex-
ploitation of new investment outlets. 3fany individual in-
stances have bgen cited in recent years, particularly of wealthy
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capitalists being restrained from venturing upon new risky
businesses by reason of the high md1v1dual surtax rates or
-the capital gains tax. It is argued that, whereas in former
times risky business was amply able to get such capital, nowa-
days this is lacking] The hlstory of the development of great
fortunes and new industries in the nineteenth century, how-
ever, indicates that wealthy individuals have played a rela-
tively inconspicuous role in the founding of new industries,
while today these developments come mainly through estab-
lished corporation] To be sure, as we have seen, it is evi-
dent that, in the past, men of means have frequently aided
the development of new enterprises by large investment of
funds—if not at their earliest beginnings, at least later on
in their development. But, typically, new industries have
sprung from internal growth and sometimes, after they have
been well established, by the issuance of securities to the
general public, while nowadays new developments spring
largely from established corporations. '

Undoubtedly, the vast expansion of the nineteenth century
would have proceeded less rapidly had as heavy a tax burden
applied to income and property then as now. Whereas now
the wealthy are compelled to pay a very large portion of
their income to the government, then all their savings were
available for new investment. This undoubtedly played a
role in the rapid expansion of the nineteenth century. Fre-
quently in this period the limiting factor was a scarcity of
capital. Today, despite the heavy load of taxes, with more
limited investment opportunities it is probable that the limit-
ing factor is rather a sufficient advance in technique to de-
velop promising new products and, in particular, the cessa-
tion of extensive expansion.

We have seen that also in recent years some new industries
have developed outside of the great corporate laboratories.
These have available a source of capital in the great middle
class with fairly high incomes, yet subject to relatively low
income taxes. In relation to currently available investment



382‘ FISCAL POLICY AND BUSINESS CYCLES

opportunities of this rather smallscale character, the capital
supply available for small individual ventures must be
enormously greater than was the case in the early half of the
nineteenth century.
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Chapter XIX .

THE EFFECT OF THE TAX
STRUCTURE ON
INVESTMENT

HILE a recovery may be induced, in part, by net
income-creating governmental expenditures, pub-
lic policy must in a system of private enterprise be

directed mamly toward prov1dm<r the necessary conditions
under which private enterprise can go forward, To this end,
it is necessary to create the most favorable possible basis for
the emergence of new pnvate investment. | ¢«

‘Un this connection, it is important to consider the tax
structure with a view to the elimination or modification of
taxes tendmg to prevent the normal flow of private invest-
ment. Among the taxes which, it has been charged, operate
in this direction—and this was particularly the case in the
upswing of 1936—37—are the undistributed profits tax and
the capital gains tax.!

* The undistributed profits tax operated, it is said, in this
direction because corporations are more likely to assume
the risks of forward-looking, anticipatory investments by
expending corporate surpluses than is the case if they must
go to the market and raise capital through new issues. Sim-
ilarly, the capital gains tax is said to prevent large private
investors from undertaking new ventures, jf the profits which
it may be expected will be made in the first years of new
undertakings were, for such individuals (in the event that
the enterprise, once it reached stability, were sold to others),
taxed at the top bracket. Historically, it is said, venturesome

383 '
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capitalists have embarked on attractive and promising specu-
lative projects and, as soon as the promotional stage was com-
pleted, have sold the business at the capitalized value of the
then-expected income and turned their capital to other new
ventures. With the development of the stock market as an
important source of funds, new issues were first placed di-
rectly with wealthy individuals, and these, in turn, after a
lapse of time resold to the general public through the stock
market. '

Current Sources of Funds

Broadly speaking, the rise of the great modern corporation
has profoundly affected both the channels through which
savings flow and the character of investment activity. In the
days of small-scale, individual proprietoiship investment ac-
tivity was undertaken by individuals. Today it is largely a
function performed by corporations. Typically, the innova-
tor in the nineteenth century was a daring individual. Typi-
cally, the innovator today is a great corporation engaging in
elaborate organized research, deliberately and systematically
developing new things instead of hitting upon them by luck
or accident, as was formerly frequently the case.

Since innovation, entrepreneurship, and real investment
are nowadays carried on so largely by corporations, it would
appear that a normal adjunct to this activity would be a
fund of quasi-automatic savings in the form of depreciation
and depletion allowances and of corporate surpluses avail-
able for the exploitation and development of new invest-
ment projects. In the days of small-scale, individual proprie-
torship, savings naturally flowed directly in the normal case
into investment, just as is still the case today when the
farmer (the one remaining field where, in general, individ-
ual, small-scale proprietorship still prevails) puts his savings
directly into farm equipment. With the rise of the great cor-
poration, industrialization, urbanization, and the decline of
individual businesses into which small savings could be
poured, it was inevitable that institutions should grow up
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‘through which would be canalized the flow of savings from
millions of individuals. Thus, we have witnessed the great
growth of the savings bank, of postal savings, of building and
loan associations, of life insurance companies, and mortgage
companies offering an outlet for millions of smygll savings
streams. -

» The extent to which gross capital expenditures are financed
by internal corporate sources, including (1) depreciation and
depletion allowances and (2) retained corporate earnings, is
well recognized by business executives with respect to their
own concerns; but it is not generally appreciated with respect
to corporate enterprise as a whole. For the period 1925-29,
depreciation and depletion allowances of all nonfinancial en-
terprlses averaged $5,524 millions per annum, while retained
earnings amoumed to $2,365 millions.! Together, these two
internal sources accounted for $47,889 mllhons available for
capital outlays on plant and equipment. In comparison with
this sum derived from internal sources, only $1,738 millions
was obtained, through productive issues, from the outside
capital market.? Thus, of the total of $9,627 millions avail-
able from both internal and external sources, 82 per cent
came from internal sources and only 18 per cent from the
outside capital market.

It is, moreover, of interest to note that industrial corpora-
tions are responsible for only a relatively small part of the
total productive issues of nonfinancial corporations) Accord-
ing to the study by George Eddy,® railroads, public utilities,
and real-estate corporations raised $1,160 millions from pro-
ductive issues in the capital market in 1929, while industrial
concerns raised only $730 millions. The great industrial con-
cerns are very largely self-sufficient with respect to their capi-
tal requirements. Thus, the United States Steel Corporation,
for example, expended $1,222 millions for plant and equip-

1 Statistics of Income; Fabricant, Capital Consumption and Adjustment;
Hearings, Temporary National Economic Committee, Part g, p. 4041.

2 Moody’s Investors’ Service; Hearings, Temporary National Economic Com-

mittee, Part g, p. 4041.
8 Review of Economic Statistics, May, 1937.
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ment in the period 1921-38 inclusive. In the same period de-
preciation and depletion allowances provided the vast sum
of $938 millions, while retained earnings amounted to $1g2
millions. These two internal sources combined, therefore,
furnished $1,130 millions, or g3 per cent of total capital out-
lays.

In 1936-37 the deprecnauon and depletion allowances of
all nonfinancial enterpnses averaged $4,575 millions per
annum, while retained earnings amounted to $1,084 per an-
num. Thus, internal sources furnished on the average, in
this period, $5.659 millions compared with $7,889 millions
per annum in 1925-29. Productive issues in the capital mar-
ket, according to Moody’s, yielded only $505 millions per
.annum in 1936-37, compared with $1,738 millions in 1925-
-29. According to George Eddy, however, the productive is-
sues were $1.0 billion per annum in 1936-37.4 The explana-
tion which he gives for the difference between his figures
and those of Moody’s is that the latter have eliminated in
Tecent years, from “productive issues,” issues for working capi-
tal. This he regards as a questionable step, inasmuch as the
purposes of many issues are now vaguely described in pros-
pectuses as additions to working capital. Internal sources of ;
funds furnished 92 per cent (86 per cent, according to Eddy s
data) of the total in 193637, compared with 82 per cent in
1925—29.

\It is evident that business enterprises rely relatively little
upon the capital market for their investment funds. The role
of the capital market as a source of funds has evidently been
enormously exaggerated. Moreover, there is reason to believe
that the role of the capltal market is declining in terms of
a longrun trend.)JIt is true that we do not as yet have an
adequate statistical basis for the calculation of a long-run
trend, in view of the incomplete recoveries of 1936—37 and
1939—40.

A\With respect to the external sources of funds, it is im-
portant to note that the stock market is of less importance

4 Review of Economic Statistics, August, 1959.
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than formerly. An increasing proportion of new corporate
bonds and notes are placed privately with large financial in-
stitutions outside of the stock market, and even without the
intermediary, except in a perfunctory way, of investment
bankers. ;Thus, of total corporate bonds and notes issued in
1938, 87 per cent were privately placed in companson thh
11 per cent in 1936 and 27 per cent in 1937.° T

Attention was called above to the fact that-increasingly
the flow of savings is bemg canalized into institutional chan-
nels.SThe total premium income of life insurance companies
in relation to the total national income has risen steadily
since 1880. From one hundred thousand dollars in the mid-
dle eighties, premium payments have grown at a constant
percentage rate until they reached over $3 roo millions in
1937. The assets of life insurance compames have risen from
$4.0 billions in 1910 to $28.8 billions in 1938, savings and
time deposits from $7.4 billions to $26.0 billions, building
and loan association assets from $1.0 billion to $5.7 billions,
government pension and trust funds from nothing to $6.2
billions, postal savings and baby bonds from nothing to $2.5"
billions. Combined, then, savings accumulations have risen
from $12.4 billions in 1910 to $69.0 billions in 1938. These
accumulated savings amounted to 44 per cent of the na-
tional income in lglO, and by 1938 totaled a sum in excess of
the national income.®

WNow, while these institutional savmgs are, indeed, avail-
able to finance the real investments undertaken by corpora-
tions, there is, nevertheless, the difficulty that these institu-
tional savings inevitably seek almost exclusively, as hitherto
constituted, fixed debt obligations, such as bonds and mort-
gages] Thus, the financial institutions which are the reser-
voirs of savings held $14.4 billions ($11.9 billions when com-
mercial banks are excluded) of the $21.7 of mortgages on
urban real estate in 1929 and $8.g billions of the total of

8 The Commercial and Financial Chronicle; Securities and Exchange Com-
mission; Hearings, Temporary National Economic Committee, Part g, p. 4065.
¢ Hearing on Savings and Investment, Part 9, T.N.E.C,, p. 4052.
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$17.3 billions in 1937. They held $1.4 billions of farm mort-
gages in 1938 and $22.0 billions ($8.4 billions when com-
mercial banks are excluded) of the federal direct and guar-
anteed obligations. .

Characteristically,(the modern institutional savings mech-
anism tends to develop the holding of wealth in the form of
debt claims. If borrowers wish to tap this source of savings,
they must do so by issuing debt obligations. And this they
are encouraged to do by reason of the fact that the volume
of the savings stream seeking this particular form of finan-
cial investment is large and is offered at an attractive rate

y of interest,] '

Equity Capital

'[ These developments, with respect to both the demand and
the supply of capital funds, indicate a tendency away from
the -absorption of savings into equities and toward the use
of fixed debt obligations] The increasing ratio of debt to
wealth makes for a sort of rigidity which is highly dangerous
‘and in itself tends to intensify economic instability. Invest-
ment of a larger part of the savings stream in equity capltal
ought to be encouragedj
uestion may be raised whether institutional savings ought
not to be forced, in a certain measure, into the equity field.s
The Canadian Sun Life alone of North American insurance
companies has ventured far into the field of investment of its
funds in common stocks. At the beginning of the Great De-
pression over 50 per cent of its assets were so invested. This
was doubtless excessive, particularly in view of the terrific
deflation in the early thirties. In consequence, the Canadian
Parliament passed a statute compelling insurance companies
to reduce their holdings of common stock to 15 per cent of
their assets. This, however, probably goes too far in the op-
posite direction.{In any case, it would be quite unsound,
from the standpoint of the economy as a whole, to compel
corporations to adopt and practice financial policies designed
to withstand periodically deflations of the magnitude expe-
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rienced in the Great Depression. It is incumbent upon gov-
ernment actively to pursue policies which will not make it
necessary for business to face such risks. 3

(As a tentative figure, it may be suggested that insurance
companies might well be permitted to invest up to 25 per
cent of their assets in equity holdings and might be required
to invest not less than 15 per cent in this mannet7 The
same requirements might also well be made of banks. Partly
through a modification of the outlets for funds flowing
through institutional savings channels, and partly through
the freedom of corporations to accumulate surpluses, ade-
quate equity money may, even under modern savings-invest-
ment conditions, be found to permit large anticipatory pri-
vate investments.

einvestment of corporate earnings is an important and de-

sirable source of equity cap1tal7Under conditions of less rapid
extensive growth, American corporations may, however, tend
to retain too large a proportion of earnings. Moreover, some
modification in our tax structure in order to achieve equality
of taxation between partnerships and corporations, and to
prevent tax evasion by wealthy individuals, is necessary. These
aims could be reached by amending the individual income tax
50 as to require each stockholder to include in his taxable in-
come his pro rata share of the undistributed profits of cor-
porations. In addition, it may also be necessary to prevent
corporations from piling up undue idle balances in their ex-
cessive desire for corporate security by taxing those undistrib-
uted profits (after making reasonable allowances for liquidity)
which are not invested in plant and equipment. There is,
however, the danger that such a tax might result in earnings
being invested in plant and equipment in excess of the amount
which could economically be justified, leading to misdirected
and excessive investment.

With respect to the capital gains tax, the fact that anticipa-
tory real investments are now typically made by large corpora-
tions minimizes very much the objection to the capital gains
tax as a deterrent to real investment, since corporations are
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under less inducement than individuals to realize on their
capital gains through sale. With respect to individuals, nu-
merous cases may be found, even in our highly industrialized
corporate society, in which individuals may have been de-
terred from making anticipatory real investments by reason
of the capital gains tax. But the net effect of all these upon
the whole economy is probably not great. New developments
are not likely to be stifled long if they are really promising.
Moreover, in so far as venturesome capitalists retain their
holdings in the new enterprises, as was true of the Mellon in-
vestments, the capital gains tax does not act as a deterrent.

It is said, however, that the capital gains tax affects real
investment in a quite different manner. Admitting that in-
vestments are made by large corporations, and that they are
financed in some considerable measure through the security
markets, it is said that the capital gains tax so affects the func-
tioning of the security markets that important anticipatory
real investments are prevented by reason of this tax. This
raises the question what sort of capital market condition is
most favorable for investment.

"In the first place, a high price of securities represents a
favorable situation, since this means that issues can be placed
very favorably in terms of yields or interest rates. In the next
Place, it is sometimes said that a very stable security market is
‘favorable for investment. This, however, is more problemat-
ical, since statistical investigation clearly reveals that the vol-
ume of new issues has a high correlation with the movement
of security prices. If the prices are rising rapidly, issues also
are increasing rapidly. From this it would appear that a
rapidly rising market is the most favorable condition for the
stimulation of nmew investment. If one takes the entire cycle
into consideration, however, it is conceivable that a stable
security market might, over the entire cycle period, be more
favorable for investment than a market which fluctuated vio-
lently. Granted that new issues are stimulated when the mar-
ket is rising, they are clearly choked off almost completely
when the market is falling rapidly.
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These considerations raise the question of how the capital
gains tax affects (a) the level of security prices and (b) their
stability. Would the reduction or the abandonment of the cap-
ital gains tax induce a larger volume of funds to flow into the
market and thereby affect the level of security prices? Would
not such revision afford greater stability by encouraging the
taking of profits when the market is rising, and by removing
the inducement to establish losses in the downswing?

The complete removal of the capital gains tax (except for
professional speculators) could scarcely fail to stimulate spec-
ulation by wealthy individuals and would, therefore, have,
in a measure, the effect of transferring investment-seeking
funds from bonds and mortgages to stocks and real estate. But
the magnitude of the shift, considering the fact that the vast
bulk of the common stock is already held by wealthy persons,
would probably not be great. '

From the standpoint of the. Treasury, it is not altogether
clear that a fair capital gains tax, which allows adequate loss
offsets, is likely to be of any great value in the long run. In a
rapidly expanding economy, particularly one experiencing a
rising trend of commodity prices, the Treasury would stand
to gain handsomely. But in a less rapidly expanding economy
losses are more likely to offset the gains, and, on balance, the
Treasury will secure relatively meager tax revenues over the
entire cycle, unless, indeed, it plays a “heads I win, tails you
lose” game by not permitting adequate loss offsets.

George A. Eddy, in an article in the Review of Economic
Statistics, August, 1939, questions the thesis that the tax
structure was an important factor in the ‘relatively low new
productive issues in 1936—38. In the first place, his estimates
indicate larger productive issues for these years than that
hitherto assumed—$goo millions for 1936, $1,100 millions
for 1937, and $825 millions for 1938. The average for the
thrce years amounted to 48 per cent of the 1929 level and
53 per cent of the 1921-30 level. For the twelve months July,
1936, to June, 1937, the new productive issues were $1.4 bil-
lions, or 70 per cent of the 1929 level and 44 per cent of the
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1921-30 average. The decline relative to the twenties was
mainly in the real-estate field and in public utilities. More-
over, the theorK that the tax structure was responsible for
the inadequate flow of funds into new issues in 1936-37 is not
compatible with the low yields then prevailing on both bonds
and stocks. }

How important tax-exempt securities are in causing a
flight from equities is not altogether clear. Mr. Wesley Lin-
dow of the United States Treasury Department, at the meet-
ing of the American Statistical Association, December 29,
1938, presented some estimates of the holdings of tax exempts.
According to his findings, individuals owned $8.3 billions of
the $19.3 billions of wholly tax-exempt state and local bonds,
and $3.9 billions of the $17.3 billions of wholly tax-exempt
federal bonds or bonds of federal instrumentalities. Thus, all
told, individuals held $12.2 billions of the total of $36.6 bil-
lions of wholly tax-exempt bonds, or exactly one third. The
wholly exempt bonds are the only ones which, in any signifi-
cant way, come into question from the standpoint of the
problem here under discussion.

According to H. L. Lutz,” large estates held, during the
period 1926-36, state and local bonds amounting to only 9.8
per cent of the total value of the estate, and wholly exempt
federal bonds amounting to only 1.9 per cent. E. E. Oakes ®
denies that there has been a precipitate flight of wealthy in-
vestors into tax exempts. He gives as reasons for this: (1) that
very wealthy men are rather adventurous and are more in-
terested in large gains than in a stable income; (2) that the
estates for which we now have statistics took form largely at a
time when the rates were not severely burdensome, and when
earnings from stocks were very high; (3) that the assumed
threat of inflation of recent years has left large estates heavily
in stocks; and (4) that the low depression values of stocks pre-
vented a transfer to tax exempts, since a strong market was
expected.

TH. L. Lutz. The Fiscal and Economic Aspects of the Taxat:on of Public
Securities, Bar Press, 1939.
8 Bulletin of the National Tax Association, June, 1933.
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According to the second point, however, it could be ex-
pected that estates in future would go more heavily into tax
exempts, and, according to the fourth point, it might be ex-
pected that the relatively high stock market of 1936—37 would
have resulted in large transfers to tax exempts.

‘TABLE XXVI
Percentage of Estates Held in Tax-Exempts

Value of Estate, § 000’s 1922 1930 1937
Total 7.66 7.34 10.64
Under 50 5.39 $.27 6.86
50-100 (1922, 50-150) 6.11 4.22 7.52
100-200 (1922, 150~250) 6.48 4.92 9.48
200~400 (1922, 250—450) 798 575 10.33
400-600 (1922, 450-750) 7.24 5.01 11.15
600800 (1922, 750-1,000) u.57 4.74 1388
800-1,000 9.40 13.06
1,000—1,500 . 8.04 6.44 1153
1,500—2,000 10.66 7.50 14.69
2,000-3,000 13.64 10.01 19.88
$,000-4,000° 12.03 16.26 14.97
4,000~5,000. - 14.94 16.73 14.98
5,000-6,000 8.21 19.42 19.49
6,000~%7,000 6.07. 398 24.24
47,000-8,000 16.32 . 11.24- 15.02
8,000—9,000 14.69 13.90 4273
9,000-10,000 . 28.12
10,000 and over. 8.39 16.52 2 3.33

Colm and Lehmann’s study,® based on inadequate samples,
indicates an increasing trend toward tax exempts in recent
years. This trend is also suggested by the Bureau of Internal
Revenue's figures 1° on “Statistics of Income,” from which the
above table is constructed.

* “Economic Consequences of Recent American Tax Policy,” Supplement I.‘
Social Research, 1938.

10 Includes federal government bonds wholly tax exempt and partiplly ex-,
empt and state and municipal bonds.
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While these distributions are not regular and uniform, but
are, on the contrary, multimodal, they nevertheless exhibit a
tendency for the percentage of estates held in tax-exempt se-
curities to increase as the size of the estate increases. Again,
while it is not true of every size group, the figures show a de-
cline in the percentage of estates held in tax-exempts in 1g30,
and a rise in 1937 to a level above the 1922 figure. Fluctua-
tions in the yields of other types of assets, such as equities,
would provide a partial explanation of this shift in type of
assets held. It is likely that the reductions in the income and
estate tax rates, the raising of exemptions in the Revenue Act
of 1926, and the higher rates and lower exemptions of the
Revenue Acts of 1932, 1934, and 1935 also had their effect in
causing variations in the percentage of estates held in tax-
exempts.

Taxation and Corporate Profits and Losses

LWit.h respect to the cyclical aspect of the structure of taxa-
tion, problems relating to extreme fluctuations in business
income are important. "One consideration has to do with the
evaluation of inventories for tax purposes. Such valuation
may profoundly affect the cyclical fluctuation of corporate in-
comes and, therefore, affect the cyclical fluctuations in taxes.
If inventories are valued on a “first in, first out™ basis, it fol-
lows that there will be large inventory profits in the upswing
and large inventory losses in the downswing. The result is to
exaggerate enormously the cycle of profits and losses in a
manner that is quite artificial. From the standpoint of taxa-
tion, this result may not be undesirable if one wishes to im-
pose heavy taxes in the prosperity period and low taxes in de-
pression. The valuation of inventories for tax purposes, on
the “last in, first out™ basis, as permitted in recent legislation,
however, tends to make the corporation accounts reflect more
accurately the actual course of profits and losses.

One feature of federal taxation of recent years which, it
was said, acted as an impediment to investment was the dis-
crimination between corporations with highly fluctuating in-
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comes and those with stable incomes. When one takes into
account the losses and profits over a' period of years, the ef-
fective tax rate as then applied varied very greatly with dif-
ferent corporations according to the fluctuation of income.
Certain types of industries are of a fluctuating character, and
others are of a stable character. Thus, it was found that, for
a period of general prosperity, the taxes for all manufacturing
industries was 16.0 per cent of the net income of the entire
period, while that for paper and pulp products was 15.3 per
cent; for printing, publishing, and allied industries 15.4 per
cent; and for chemical and allied products 14.8 per cent. On
the other hand, in the period of the Great Depression, 1930
to 1935, it was found that for this entire period the propor-
tion of net income taxed for all manufacturing industries was
94.6 per cent; for paper and pulp products 53.7 per cent; for
printing, publishing, and allied industries g1.2 per cent; and
for chemical and allied products 34.8 per cent.t ‘

In order to obviate this difficulty, either the tax should be
applied to an average income over a period or there should
be provision for loss carry-over. The latter remedy was
adopted in the Revenue Act of 1939. It was provided that net
operating losses could be carried over for two years, effective
for income received after December 31, 1939. _

Both of these methods have been used in England. From
1882 to 1926 the British method of dealing with this problem
was to permit a three-year averaging of income for tax pur-
poses. This procedure, however, was terminated by the House
of Lords in the Whelan vs. Henning case of 1926. The
method involved auditing and administrative difficulties and,
at times, resulted definitely in tax avoidance. Industrialists
appearing before the Colwyn Committee entered vigorous
protests against this method. Following the case referred to
above, the Finance Act of 1927 introduced the loss carry-
- forward method, under which losses may be carried forward
against subsequent profit for a period of six years.

11 See J. Keith Butters, “Discriminatory Effects of the Annual Computation

of the Corporation Income Tax,” Quarterly Journal of Economics, November,
1939.
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Another matter bearing on the problem of the impact of
taxation upon investment relates to the general effect of the
tax structure upon business profits in recent years. Has the
tax structure prevented business from making sufficient prof-
its to justify new investment? -

Professor Crum’s study of profits in the May, 1939, issue of
the Review of Economic Statistics, measured in terms of “rate
of return on equity,” gives the following results, for various
types of corporations, for the year 1936 compared with the
average for 1926—29.

TABLE XXVII

- Business Profits: Rates of Return

_ . 1926-29 (average) 1936
‘Manufacturing 7.68 7.94
Trade 5.85 7.16
Public Utilities . 5.95 2.69
Finance ' ' 6.47 $.98
All Corporations (including other divi-

sions not listed above) - 6.27 483

Absolute figures for corporate profits are available in the
Statistics of Income. 1f we compare 1926—2g with 1936-37, we
get the results shown in Tables XXVIII and XXIX.

These extremely interesting data indicate a low rate of
return for financial corporations and_for public utilities in
1936, but a high rate for manufacturing and a quite extraor-
dinary rate for trading corporations. The results for manu-
facturing and trade are the more remarkable in that the na-
tional income in 1936 was only $64 billions compared with
$80 billions in 1926-29. Industrial production stood at 104 in
1936 compared with 111 in 1926-29, while wholesale prices
were 81 in 1936 compared with 100 for 1926, and g5 for
1929. Department store sales stood at 88 in 1936 compared
with 108 in 1926—29. Apparently, manufacturing corpora-
tions had been able to make adjustments (involving, in part,
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TasLe XXVIII
Statutory Net Income of All Corporations Showing Net Income
1926-29 - I936-37
(in millions) (in millions)
Manufacturing and Mining $4.972 $3.858
Trade® 1,190 ) 1,014
Transportation and other Public
Utilities 1,804 1,153
Finance © L9757 495
Total (including groups not listed
above) 10,263 : 6,824
Taxes 1,192 Taxes 752

After taxes § g,071 Alfter taxes $6,072

TasLe XXIX

Statutory Net Income of All Corporations
(net income less deficit) 12

1926-29 I1936-37

Manufacturing and Mining $3.043 $3.307
Trade 813 788
Transportation and othér Pubhc Utilities 1,634 "~ 720
Finance 1,090 - (— 434)
Total (including groups not listed above) 7,745 4,388

revaluation of assets) which enabled them to make as high a
rate of profit, despite lower output and lower prices, while
trading corporations were able to make a higher rate of re-
turn on a lower value of sales. What these facts may mean
with respect to the growing power of monopolistic competi-
tion in the modern world is not easy to say, but apparently
there is a field here for economic research. A part of the ex-
planation of the high profits rate of 1936 is, perhaps, to be
found in the rise in inventory values, a phenomenon particu-
larly conspicuous in that year.

12 Statistics of Income. Dividends for domestic corporations and tax-exempt
interest excluded for all years.
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Finance and public utilities earned, in 1936, rates of re-
turn far below that 1926-29 level. There are special reasons.
for this, particularly in the case of financial institutions and
of the railroads. In view of the profits made in the manu-
facturing and trade fields, however, it is scarcely probable
that a general explanauon can be found in the tax structure.

Consumption Taxes and Investment

v It is highly probable that taxes on consumption played a
far greater role as a deterrent to full recovery in 193637 than
did corporate and personal income taxes. The heavy weight
of new consumption taxes, including the federal and state so-
cial security taxes, was of primary significance here. Attention
has been directed to this in earlier chapters. Especially to be
noted is the sudden imposition of heavy social security taxes
(unemployment and old-age) on payrolls in 1937, which re-
sulted in a withdrawal of nearly one and a quarter billion
dollars in excess of benefits paid. This, undoubtedly, had an
important bearing upon the decline in total consumption ex-
penditures beginning early in 1937.

In general, taxes weighing heavily on consumption bulked
very large. Thus, for example, in the fiscal year 1938 federal,
state, and local taxes on liquor, tobacco, gasoline and motor
vehicles, sales taxes and other excises, and payroll taxes
amounted to $5,700 millions.’®

In so far as these revenues had the eﬁect of curtallmor pri-
vate consumption expenditures, it is clear that eqmvalent off-
setting governmental expenditures-were in no sense income
generating. The receipt of these taxes and the expending of
these sums by the government merely diverted the income
stream from private to governmental purposes.

To the extent that our tax system could be shifted away
from regressive taxes bearing on consumption to progressive
taxes on that part of the income stream which flows into the
savings channel, private consumption expenditures would

18 Bulletin of the Treasury Department, August, 1939.
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rise. Such increase in expenditures would stimulate private
investment. A major reform of our whole federal, state, and
local tax structure, designed to reduce consumption taxes,
would be of crucial importance in any program aiming to
enlarge the outlets for private investment, -



Chapter XX
THE DUAL ECONOMY

- HE economy which developed and flourished in the
As " nineteenth century throughout the Western world
was pre-eminently a private capitalistic economy. This
economy enjoyed relatwely litde interference from the state,
‘and even from private institutional controls such as trade-
unions or cartels.YT'o be sure, as the century wore on, both
“private institutional interferences with the free working of
the private system and state interferences became more and
more general. Within the framework of these interferences,
however, the private capitalistic economy continued to oc-
cupy nearly the entire field of industry.

Economic activities on the side of consumption as well as
on the side of production were carried on by private indi-
viduals or private organizations. With respect to production,
the individual entrepreneurial type of production organiza-
tion receded more and more with the increasing development
of the corporate form of organization. Moreover, consumers’
co-operation in retail buying, in distributiont, and even in
manufacturing, came to play a considerable role. Here and
there in certain restricted areas the state played a relatively
minor but increasing role as producer, particularly on the
Qont:inent of Europe, in the field of railroads and public

« utilities. Expenditures for consumption purchases were made
almost exclusively by private individuals or by private or-
ganizations.

+ jToward the close of the nineteenth century and gaining

momentum rapidly in the twentieth century, particularly

400
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from the second decade on, there developed a pronounced
tendency in the direction of the socialization of income and
of the growth of community consumption expenditures. On
the side of production, there also developed some consid-
erable increase in socialization.y Quasi-governmental cor-
porations were organized, such as the British Broadcasting
Corporation, the Port of 'Lor;don Authority, the Central
Electricity Board, the London Passenger Transport Board;
the various governmental corporations developed in Ger-
many in the decade of the twenties, such as the Vereinigte
Industrie-Unternehmungen Aktiengesellschaft, and the Ger-
man Railway Company; and, in the United States, the Port
of New York Authority, the Reconstruction Finance Corpo-
ration, the Home Owners’ Loan Corporation, the Tennessee
Valley Authority, the United States Housing Authority, and
the like. .

»] These two tendencies, one looking toward a socialization
of the means of production and the other looking toward a
socialization of income and consumption, suggest two pos-
sible alternatives to the simon-pure system of private enter-
prise. Each alternative represents a dual system. One type of
dual system would be a private-public consumption economy;
the other, a private-public production economy,\I'o each of
these types we shall now direct our attention, with particular
reference to fiscal policy and the problems of economic -sta-
bility and full employment of resources.

»

A Dual Production Economy

|A dual production system, which is clearly a hybrid be-
tween a private capitalistic economy and a socialized econ-.
. omy, might perhaps be said to offer the disadvantages of mix-
ing two contradictory schemes of organization of production,
while on the other side failing to achieve the advantages of a:
fully developed system, whether of the purely private capi-
talist type or the thoroughgoing socialist typenh'his point of
view has been much elaborated in recent literature. It has
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X

been suggested that either type of economy in the hands of an
,intelligent and resourceful people with character and self-
discipline could be expected to function well, byr that;the
mixture of the two systems presents inherent c6ntradictions
which-weuld make suchrr hybrtd System unworkable.”A mix-
ture of the two systems interferes, it is said, with the proper
functioning of the private capitalist segment of the economyr
\\One advantage which the dual system clearly has, however,
over the thoroughly’ socialist state is that it offers a greater
scope for individual freedo;n from the coercive restraint of a
highly centralized authority>This is true for the reason that
in the dual system there would, of necessity, be a much wider
distribution of power than is possible in a highly centralized
collectivismi.,Under modern conditions of high concentration
of economic power in the hands of giant corporations and
in the hands of centralized trade-unions, with hundreds of
thousands and even millions of members, it is by no means
certain that the private capitalistic economy offers a wider
distribution of power than a dual economy‘lt may, indeed,
be argued that the dual economy offers a way of escape from
a highly regimented private industrial system, on the one
_side, and an equally highly regimented collectivist system on
the other, Much is to be said, under present conditions of
high development of corporate and labor organization and
the concentration of power which these imply, for the bal-
ance created by the weight of governmental activities as an
offset against the growth of private organizational control.
Aside from the problem of the distribution of power is the
purely economic problem of high efficiency and workability,
including the increasingly important aspects of stability and
full utilization of resources. From this standpoint, much may
be said for the dual system in contrast with either the purely
private system, on the one side, or the highly collectivized
system on the other: rl'he highly collectivized system is likely
to result in a deterioration of efﬁmency On the other side,
the purely pnvate capltalxsuc economy, while capable of
achieving high operating efficiency, nevertheless is tending,

. L
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through the development of mono _E_llistic restraints, toward
restriction of production and 1s not we Tadapted to cope with
the problems of stability and | full employment of resources.

The dual production system, if it is to avoid the difficulties
which have been feared for a hybrid economy, probably
would have to be developed in terms of a fairly high com-
partmentalxzauon of different phases of economic life, cer-
tain areas being reserved for prlvate enterprise and others for
state enterprise.fThe economic trends in the last fifty years
indicate that tfie' most natural field for state enterprise lies in
the area of railroads and public utilities. These fields were
_not able to continye to operate under a competmve or free
enterprise system. Close regulation and control of the rate
structure was early seen to be necessary in this sphere of
economic life. Regulation, however, we know now, has
proven to be thoroughly unsatisfactory,and has prevented
that rapid adaptation to change and adjustment necessary for
the growth and expansion which sire potentially latent in
these areas. Private operation of the railroads under the type
of governmental control which has been forced upon them
has made the railroads ineffective in meeting rapidly chang-
ing conditions. They have not been capable, working within
‘the framework of regulation, of circumventing the tendencies
at work making the railroad industry a declining one. In like
manner, private management of the electric power and light
utilities under the type of regulation which has been imposed
has resulted in a rigidity of the rate structure in contrast with
the developmental prices designed to tap an ever-widening
circle of demand such as has been exhibited in a striking
manner by the automobile industry. The railroads and the
public utilities, by reason of the fact that regulation under
private management is unescapable, thus offer an area.in
which all of the unfavorable effects of a hybrid system ‘are
displayed.

A thorough analysis of the reasons, both in terms of ex-
perience of countries which have engaged in state ownership
and operation of public utilities, as well as in terms of the
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inherent characteristics of the industries which tend to make
them most suitable for state enterprise, cannot be developed
here. Such an examination may or-may not result in the con-
clusion that state enterprise in this area could reasonably be
expected to be successful in the United States. Without such
extensive study it is not possible to offer any conclusions on
this point. What we do wish to do is to examine the particu-
lar advantages which a dual system would have (granted, for
the sake of argument, that state enterprise is feasible in cer-
tain areas) from the standpoint of the special problems of
stability and full employment of resources, and particularly
from the standpoint of fiscal policy.

_)7A dual economy in which railroads and public utilities
operate under state enterprise, leaving trade, manufacturing,
and finance under private management, would offer certain
advantages from the standpoint of stability and full employ-
ment of resources.RThe first clear gain which would follow
from such a dual system is that the total area of economic life
which is under the control of the state would bé very much

greater. This means that a very large sector, perhaps one third,
of the total national income would spring from governmental
expenditures.] The state is freer to regularize these expendi-
tures than i private competitive manageme@ If, for ex-
ample, the railroads had been under the control of the fed-
‘eral government in the last decade, investment expenditures
modernizing railway equipment would have been possible
during the depression. A long-range investment plan with re-
spect to passenger and freight equipment, terminal facilities,
bridges, and safety devices coulg have been carried forward
in a period of depression by state efiterprise in a manner vepw
difficult for private management. {The regularization of ek
penditures-in-state enterprise, whetEf'ép%xﬁng—expendi-
tures; Teplacement expenditures, or expenditures on new in-
vestment, would provide a continuous flow of income. State
enterprise woUld thUs serve as a central pivot around which
the rest of the economy would revolve.\This in itself would
serve to limit the cumulative deflationary influences flowing

.
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from one sector of the private economy to other sectors. The
stability of the state enterprise sector of the economy would
act as a resisting wall against deﬂauonary tendencies coming
into play in the private sector. ——
l?\ dual system would thus offer a’ compromise between
stability and flexibility. Private initiative would continue to
have free play over a large area of the economy and would
continuously reinvigorate unprogressive bureaucratic tend-
encies that might develop in the state enterprise sector{ Such
an economy would be far from a completely stable on¢; but
the instability could likely be kept within a narrower range
of fluctuation than could be achieved in a purely private
economy.
-\ Difficulties mherent in a dual system would certainly be
present, particularly with respect to the rontrol of wage rates.)
These difficulties are already more or less upon us and are
probably, in any event, unescapable. It is the kind of problem
which we are compelled to face in greater or less degree and
which demands the development of self-discipline and intel-
ligent understandmg by leaders as well as by the rank and
file of labor organizations. That this necessary goal is not
altogether hopeless is indicated in the experience of the most
advanced industrial countries, which have had the longest ex-
perience with the systematic’ development of collecuve bar-
gaining. The history “oF Tabor relations indicates that the de-
mands of labor by no means run exclusively in terms of wage
rates, but also in terms of the satisfaction of understandable
and legitimate wants regarding conditions of work and labor
relations in the narrower sense of the term, as well as satis-
,sc:tory housing, public health, social security, and general
ial and community conditions. A resistance to unreason-
able wage demands may well lead to revolutionary and dis-
ruptive activities, if other legitimate demands of human be-
ings in the modern social community are not reasonably
provided for. But the more labor becomes a participant in,
and beneficiary of, a wide range of community and social
services, the more likely it is that labor will assume a reason-
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able relation with respect to the problem of wage rates, which
counts so heavily in the price structure. It is possible that the
problem of keeping the cost structure, particularly wage
rates, within économic limits” may be intensified by the ex-
pansion of smé enterpnse But the sphere of the state in
modern commfjunities is, it any event, a large one, and we are,
therefore, cofiipelled to face the problem in large measure,
whether or ndtstate enterprise is expanded, to the limits here
discussed, into a dual economy.

A Dual Consumption Economy

d XSecond type of dual economy represents a considerable
socialization of income and consumption. The important dis-
tinction between these two types of systems is that the dual
vproduction system has, perhaps certain advantages from the
standpoint of stability. This is true “because such a system
would have, of neces necess1ty, a large control over investment ex-
{pend,ltures. Since it is clear that fluctuations in investment
/are the heart and core of business cycle fluctuations, a dual
3producuon system makes posslble a higher degree of regu-
larization of the rate of investment than is p0551ble in a
purely private enterprise econoray.

ELA dual consumption economy, on the other hand, offers,
perhaps, greater opportunities to provxde full employment of
resources than is the case with a dual production economyj
This is true for the reason that a mature economy requires,
for full employment of its resources, a high ratio of con-
sumption to income.\Indeed, a fully matured economy, such
as the classicals envisaged, requires that the entire income
must be consumed. Such an economy will have a high rate of
replacement of its capital equipment, which replacement (if
the inventions are capital saving) may continuously assume
the form of improved machines and equipment with capacity
for larger and larger output. But, under these circumstances,
the replacement allowances are adequate for the purpose, and
there is no need for the utilization of part of the income for

——
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additional or new capital equipment. The whole income is:
consumed and, indeed, if the whole income were not con-
sumed, unemployment of resources would result, since no
new investment outlets in such a fully matured economy
would be available. '

The earlier economists looked forward, indeed, to the ul-
timate development of an economic order where consump-
tion would equal, or substantially equal, income. It was a
stationary state, in the sense that there was no growth factor
taking tlre form of an increase in population, addition of
new territory, or the accumulation of capital. It is, however,
improbable that we shall ever reach the stationary staté] For
even though extensive expansion may be expected t6 play
a much smaller role than in the past, intensive expansion
incident to technological progress can be expected to play as
important, or even a more important, role than formerly.
And in so far as changes in technique are not capital saving,
they will call for net capltal investment.

\The earlier economists looked forward to the stauonary
state as a highly desirable onria state in which one was not
compelled to sacrifice the present for the future, but could
enjoy in the present the full productive power of the society.
Such a state would not have to carry the burden incident to-
continuous expansion and growth. And the earlier econ-
omists conceived that the transition could be made from an
expanding economy to a mature economy smoothly and with-
out difficulty through the automatic adjustment of the price-
system. As investment outlets declined, consumption would.
rise, and no problem would present itself. There would al-
ways be full employment of resources. S

The first really revolutionary change in economic thought
came in consequence of the injection of business cycle theory
into the general framework of economic analysy All the
other modifications in economic theory, such as the Austrian
approach to the problem of value, were in the nature of
clarifications.\T'he acceptance of business cycle theory con-
stituted an admission, however, that the economic system
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cannot, in fact, make the smooth adjustments which the older
economic theory presupposed. Business cycle theory, in es-
sence, aww frictional impact of in-
stitutional arrangements, of customsﬁiﬁﬂ_ﬁ'dp behavior
patterns, upon the functioning of the price system. In like
manner, the broader development of dynamic economics, of
which business cycle theory is a part, makes it clear that the
smooth, incremental, continuous adjustment, presupposed by
the earlier economists, fails to take account of the frictional
impact of human institutions. g

The fact is that it requires an extraordinary readjustment
of customs, habits, and behavior patterns to change from a
rapidly growing society to a mature society, from a society
which has practiced a high ratio of saving to income to one in
which a low ratio of consumption to income is called for.
It is, indeed, true that the maladjustments incident to this
transition period will affect the interest rate—the element
in the price structure upon which the earlier economists
pinned the greatest faith for smooth adjustment.

Put briefly, there are two reasons ! why this price adjust-
ment, taken by itself alone, is likely to prove wholly inade-
quate to achieve the high ratio of consumption to income
required by an economy with a less rapid extensive develop-
ament. The first is that established customs, habits, and be-
havior patterns impose obstacles to the smooth adjustment of
the rate.of interest, so that the lower rate of interest which
the new situation calls for is achieved only with a long in-
stitutional lag which may well extend over several genera-
1tions. In the second place, it is clear that the propensity to
save is not purely a function of the rate of interest, but is also
a function of the size of the income. Even though the rate of
interest were zero, saving by individuals would take place at
a high income level\Thus, it is highly improbable that we
could ever reach the satisfactory adjustment to the require-
ments of a fully matured economy, as envisaged by the class-
icals, through the functioning of the price structure—in par-

1 See discussion in Chapter XI.
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ticular, the rate of interest.\II' o reach the condition required
by a fully matured economy, state intervention in the form
of an increased socialization of income' and consumption
would probably be necessary. Without this, a rich community
could probably not achieve at a full-employment income
level a ratio of consumption to income equal to unity (as re-
quired in a stationary state), or in a less mature economy a
sufficiently_high propensity to consume to permit full em-
ployment.[ A dual consumption economy could, however,
from the standpoint of full employment of resources, satis-
factorily fulfill the requirements of a purely private economy
in the production sphere. While the dual production econ-
omy offers certain advantages from the standpoint of stabiliz-
‘ing the income, the dual consumption economy supplies the
conditions requisite for the relatively matured society\.’:ﬂ !
The socialization of income _in the twentieth century is
rapidly developing, notably in the field of low-cost housing,
recteational facilities, public health, social security and social
welfare, including old-age and unemployment insurance,
mothers’, widows’, and dependents’ allowances, and the like.
In the event that an actual decline of population is impend-
ing, a further powerful push in this direction is probably in-
evitable. For, once a society is actually confronted with a
population decline, it is almost certain to seek desperately
to provide incentives for an adequate maintenance of the
birth rate. Such incentives may take the form of family al- -
lowances, granted proportionally or progressively in terms of
the number of children per family. How effective such finan:
cial incentives may be it is impossible to gauge, but modest
experiments in Germany and Italy would indicate that they
would have to be on an extremely generous scale in order to
be really effective. Indeed, the possible financial inducements
necessary to maintain population could easily reach such an
order of magnitude that it wyld simply spell the doom of
private capitalism altogether.”Certainly, a rapidly declining
population, such as is already indicated in the current net
reproduction rates, is by far the most revolutionary event in
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modern times, and its impact on the industrial order cannot
possibly be forecast by a priori reasoning. On the other hand,
we do not yet know how effective an educational campaign
popularizing moderately large families might be made. It is
conceivable that totalitarian states might prove their superi-
ority for survival at just this point. In the event of a truce or
inconclusive peace, the capacity to grow, or at least prevent
a decline, even more than the impending armament race,
might well prove, in the end, to be the decisive issue.



Part Five

DEFENSE AND ITS AFTERMATH



Chapter XXI

MONETARY AND FISCAL CON-
TROLS IN WARTIME

A

or less degree, the economic situation in the United

States. We have been trymg, in one way or another,
for ten years to stimulate economic activity and restore our
income and employment to a reasonably full level. Monetary
policy has been utilized extensively to bring about an ad-
vance in commodity prices. And, while the general com-
modity price index was lifted from a low of 60 to a high of.
88 between 1933 and 1937, we are confronted with the fact
that the price level in the fourth quarter of 1940 stood at 8o
compared with 100 in, 1926. A 40 per cent reduction in the
gold content of the dollar and billions of excess bank re-
serves were not able to prevent the apparent long—run down-
ward price trend from 1920 to 194o0.

This experience, to be sure, has added powerful empirical
support to the theoretical analysis which has more and more
come to the fore during the last forty years and which has
tended to push into the background purely monetary ex-
planations of price movements. Nevertheless, the general
public has become increasingly educated to a crude quantity
theory, and even among many professional economists there
is the belief that an increase in the monetary gold stock in-
evitably spells a price inflation. That the inflation has, in
fact, not come is explained away on various grounds, but the
. thesis is still firmly maintained that the inflation bonfire has
been laid, that the inflammatory material has been gathered

413
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in enormous quantity, and all that is needed is a spark to set
it off. Question now arises whether the present European
War does not supply that spark; therefore whether we may
not be compelled to turn our attention away from expansion-
ist and inflationary measures to repressive controls designed
to hold in check an undue expansion of commodity and se-
curity prices.
~ Let it be noted at once that September 3, 1939, found the
British economy in a very different situation from that of the
American economy. At the beginning of the second World
War, the United States had ten million people unemployed
with potential capacity for output in nearly all sectors of the
economy far in excess of the level then prevailing. In Great
Britain, on the other hand, the available productive resources
(so we weretold by competent British observers) were already
utilized to a point approaching full capacity. It is of interest
to recall, however, that in August, 1939, there were still one
million workers wholly unemployed (not including the two
hundred thousand unemployed owing to temporary stop-
ages), or 4 per cent of Britain’s fifteen million workers.

Britain, having already reached nearly full employment of
resources, faced immediately, in view of the additional war
expenditures, the problem of control of inflation. Swiftly,
she set in motion a battery of direct controls. This is merely
another way of saying that she was prepared to force her pro-
ductive resources, even more than had previously been the
case, into war purposes without resorting to monetary infla-
tion. Monetary inflation permits a reorientation of an econ-
omy to a wartime basis via the functioning of the price
system. Direct controls—taxation, rationing, government pur-
chasmg, and supply boards—are designed to commandeer the
nation’s resources for war producuon without resort to price
inflation. It remains to be seen whether we shall at last wit-
ness, for the first time in modern history, a major war without
a violent commodity price inflation.

There has been much alarmist talk about inflation in the
United States during the last seven or eight years. Much of
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the discussion has been quite irresponsible and without a
sound theoretical basis. It has spread fear and uncertainty
without justification. But under the impact of the war ex-
ports and our huge defense program a new situation con-
fronts us. It would be foolish if, having listened to the cry of
“Wolfl Wolfl” so long, we now failed to be on the alert. If
the war and the defense stimulus now bring us rapidly to
practical full employment of resources, the real problem of
price inflation will, at last, be upon us.

While we must always be on the alert to detect new com-
binations of circumstances and to resist the easy generaliza-
tion that history repeats itself, it is worth while to remind
ourselves of the experiences in the first World War. At the
beginning of that war, the United States was in the depres-
sion phase of the cycle, though the volume of unemployment
was less than now. It required nearly eighteen months of war,
with ever-increasing purchases by the belligerents, to start a
rise of our price level. Of the nine commodity groups for
which index numbers are calculated by the Bureau of Labor
Statistics, only the “chemicals and drugs” index rose signifi-
cantly above the 1913 level prior to December, 1g15. It is
true that here and there the prices of special commodities,
such as wheat, rose much earlier; but in this particular case
it is to be noted that, while wheat prices rose sharply in the
first ten months of the war, a serious relapse was sustained,
and the final price increase began as late as June, 1916.

Contrast of Current with First World War Conditions

The conditions confronting us today are, however, very
different, both from the shortrun and from the long-run
standpoint. From the short-run standpoint, business expecta-
tions in the first World War were dampened by the outbreak
of hostilities. In the present war, the first impulse was
strongly favorable. Twenty-five years ago businessmen were
impressed with the disruptive effect of war upon the econ-
omy, and the first impact was, therefore, deflationary. Today,
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by reason of the memory of the prosperity finally engendered
by the four years of prodigious expenditures in 1914-18, busi-
ness expectations reacted favorably upon the outbreak of the
war. Hence the rush of orders and the building up of inven-
tories, and here and there the expansion of productive facil-
ities which we witnessed in the autumn of 1939. And, after a
lull in early 1940, the vast defense program, undertaken fol-
lowing the spring invasion of the Low Countries and France,
powerfully reinforced the upswing of employment and out-
put.

With respect to our export markets, the long-run aspects
are very different today. The British Empire is incomparably
more self-sufficient today, with respect to agricultural food-
stuffs and raw materials, than was true twenty-five years ago.
America is neither the actual nor the potential supplier of
British food supplies today that she was in the first World
War. Prior to 1914, the proportion of total imports entering
Britain from empire countries was 20 per cent. In recent
years, it has been not far from 45 per cent. The Dominions
have, in large measure, supplanted the United States as a
supplier of foodstuffs for England. Her own agriculture has
been greatly expanded by artificial measures. With respect to
industrial products, the Dominions, notably Canada and Aus-
tralia, have reached a high degree of industrialization. The
British economy itself is more productive. Not only had the
first World War built up from almost nothing a gigantic
chemical and munitions industry (recently greatly expanded
by the rearmament program) but a highly protective tariff
has, for some years past, built up and strengthened a whole
range of industries formerly weak or nonexistent.

We must, moreover, recognize that the almost instanta-
neous introduction of direct, or, if you prefer, authoritarian,
controls affected American exports. If reliance is placed upon
a free price system as the mechanism through which war sup-
plies are to be obtained, all suppliers, whether in Britain, in
the Dominions, or elsewhere, are placed on the same footing.
When, however, the British government takes over, at one
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stroke, the whole Australian wool supply and concentrates
the purchases of foodstuffs and 1mportant raw materials in
government boards, the situation is very different. Moreover,
when civilian purchases are rigorously controlled through
rationing and taxation, the British market for general Amer-
ican exports is obviously restricted. These direct controls im-
ply not only a determination to commandeer productive re-
sources for war purposes without resort to inflation, but also
a determination to tighten the belt and thereby restrict im-
ports for domestic consumption. Imports no less than domes-
tic output are commandeered for war purposes.’

Nevertheless, some sectors of the American economy (in-
cluding munitions, airplanes, trucks, machine tools, and steel
products) have experienced a vast expansion of exports.
These, moreover, are just the areas upon which our own
armament program is concentrated. The areas enjoying an
increase in demand are far more specialized than in the first
World War. The direct war demands are not spread through-
out the whole economy, including agriculture, in the degree
then experienced. But even more significant is the undoubted
fact that the induced investment springing from the general
expansion is likely to be less now than in 1914-18. This is
true for the reason that the first World War found us a rela-
tively undeveloped industrial country. The investment in
plant and equipment in American manufacturing industries
in the decade of the first World War reached an all-time high,
creating whole new major industries, such as the chemical
industry, and raising all industries within a few years to a far
higher plane of productive capacity. Considering the current
producnve capacity of leadmg American industries, no such
prodigious spurt of induced investment springing from an
accelerated war demand or our own defense program can be
expected except in the imdustries closely related to the war
effort.

If the war continues, aid to Britain and our own defense
program will certainly result in a great expansion of output
and employment. It will, nevertheless, be difficult and prob-
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ably impossible to diffuse this expansion in a balanced man-
ner. This is, of course, more or less true in every war period.
But it is especially true today, particularly with respect to
agriculture. By reason of the changed demand situation, and
also our own surplus producing capacity, American agricul-
ture is not today in a favorable position to profit from the
war. The prospect for cotton, tobacco, wheat, corn, and lard
is not very favorable. The inflation problem, as far as agricul-
tural and raw material prices are concerned, is quite different
today from that confronting us in the first World War. The
fact that the continent of Europe has been cut off as a market,
together with the fact of great productive capacity in the
primary producing countries—the United States, Canada,
New Zealand, Australia, and South and Central America—
‘means overhanging surpluses in a long list of important com-
modities. Witness the depressed international markets and
large current stocks of cotton, tobacco, wheat, lard, and corn.
The current situation points toward relatively low prices of
basic agricultural commodities. The current supplies and
prospective output capacity of raw materials and foodstuffs
and of a broad range of consumers’ goods tend to 1mpose a
powerful check on general price inflation.

Speculative Booms and Bottlenecks

~ But the war has intensified two control problems which do
immediately concern us. One is the increasing tendency of
American business to respond to short-run speculative stimuli
leading to intense but brief inventory booms with subsequent
relapses. Within five years, we have twice witnessed such dis-
rupting movements. The second is the problem of bottle-
necks. Our economy has been so long depressed in the con-
‘structional and capital goods industries that, at certain vital
points, equipment and labor shortages threaten the moment
halfway levels of higher activity are reached. The present
European War and our own expanded armament program
strike precisely at points which intensify this problem. With
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respect to bottlenecks, it is necessary to expand plant capacity
and to increase the supply of specxahzed skills where needed.
But, even though this program is carried out with utmost
speed, the requlrements of the defense are likely to be so
great that it will be necessary in some areas to resort to
priorities control and to rationing. In certain cases, it may be
perrmssxble to allow some distortion of the price and wage
structure in order to encourage a redirection of resources
toward the bottleneck areas.

Both these situations create specialized price inflation
problems. It is not a question of general price inflation, but
of violent speculative flurries and an abnormal distortion in
the price system caused by the development of bottlenecks.

For neither of these problems is the monetary mechanism
of control adequate or even applicable. Thus far, the only
valid attack on the speculative inventory problem, short of
direct controls, is to counter these herdlike movements by
the check which an up-to-date index of inventories may be
expected to furnish. It may be suggested that the prob-
lem could be attacLed by a sort of ° commothy exchanve-
equalization account,” ‘of which the “ever-normal granary”
is a concrete illustration. Something of this sort may be neces-
sary in a major defense program.

Lopsided and distorted as it must almost 1nev1tably be for
the reasons indicated above, it appears probable that a great
expansion of output and employment lies immediately be-
fore us, based partly on aid to Britain and partly on our own
defense effort, reinforced by some induced investment in-
cident to lifting the national income to levels much higher
than have prevailed in the past. Consumption, accordingly,
will rise to new high ground. Payrolls will be higher and
farm incomes in certain areas—notably meats, vegetables,
and dairy products—will increase. Once the productive ca-
pacity of the consumption goods industries can no longer be
increased, owing to the imperious competing demands of the
armament industries and the limitation of the labor supply,
the stage is set, unless appropriate measures are taken, for a
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general prxce inflation. The current monetary basis for such
an inflation is, as is well known, of almost astronomical pro-
portions.

Direct and Indirect Methods of Control

Broadly speaking, there are two possible methods of con-
trol—one the indirect control through familiar monetary re-
straints which operate in the direction of a sharp increase in
interest rates, and the other the direct controls thiough taxa-
tion and rationing.

With respect to the monetary controls, it is, perhaps, not
extreme to say that we are badly at sea. The monetary re-
straints imposed in 1936-—37—the raising of the reserve re-
quirements and the gold sterilization program—whatever
their actual effects, have left us with even less confidence than
we formerly had in our capacity to manipulate the monetary
levers in a manner that contributes to stability Moreover,
the reserves have reached such gigantic proportions that the
authority of the Federal Reservg Board, -unless wider powers
are granted by Congress, is quite inadequate to impose the
necessary restraint. Treasury powers are perhaps ample, but
they involve the holding idle of large balances at a cost
which, negligible though it be in terms of our economy,
nevertheless makes such action politically difficult.

Unfortunately, the monetary method is quite incapable of
differentiating those sectors of the economy that need to be
held in check in contrast with those upon which no restraint
ought to be imposed and those which need stimulation. In-
deed, it operates in a perversely selective manner. It cuts at
the roots of prosperity in the general run of staple, consump-
tion goods industries, and leaves largely “unaffected the allur-
ing speculative industries unduly inflated by the boom. More-
over, there is the equally serious fact about the monetary
method of restraint that it appears incapable of bringing the
expansion gradually under control. The brakes need to be
put on vigorously in order to have any effect at all and, once
the mechanism really begins to grip, the economic machine
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starts headlong into a downward spiral. Accordingly, there is
a growing conviction that other methods of restraint have
greater prospect for moderating the advance without starting
a nose dive in the opposite direction. It may be that experi-
ence will prove this to be a false hope; it . may be that the
trouble is not with the machinery of control but with the
violent swings in business expectations incident to a change
in the direction of activity or even in the rate of expansion.

It was possible for England in a war emergency to intro-
duce the whole paraphernalia of authoritarian controls—
government boards, price fixing, rationing, and other quanti-
tative restrictions. These devices may equally have to be re-
sorted to by this country under the conditions imposed by a
huge defense program.

In the event that the control of governmental expenditures
and taxation are relied upon to check a threatening com-
modity price inflation, different situations call for dlﬁerent
procedures. If the stimulus to the undue expansion springs
from governmental-expenditures, then the remedy lies, ob-
viously, in the curtailment of such expenditures. But if the
inflation-threatening expenditures in question are for arma-
ments which are deemed essential, it is clear that this remedy
can be applied only in so far as nonarmament governmental
expenditures can be curtailed. The current high level of ex-
traordinary expenditures, such as for the \VPA, affords
rather wide scope for checking an undue expansion through
the process of progressive curtailment. Yet, here it is necessary
to introduce a caution. The public is likely to face an wn-
welcome surprise in the number of persons that will remain
on the rolls ehcuble for WPA even after employment has
risen by five, six, or even seven millions. There were about
eight millions unemployed at the beginning of 1941. As in-
dustrial employment increases, two to three million farm
boys and unneeded farmers will be drawn into urban indus-
try. This movement is already going on. Moreover, there are
still about one million persons eligible for WPA but not on
the payroll owing to lack of funds. Finally, some unascer-
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tained part of the unemployed force is quasi unemployable.
Yet, these could usefully be employed on work-relief projects
rather than put on the dole. Thus, even at peak employment
levels, there is likely to remain an important function for
the WPA.

After all expenditures directly relating to unemployment
have been eliminated, a point is sooner or later reached when
further curtailment involves an encroachment upon normal
governmental functions. Resort must then be had to taxa-
tion. Such taxes, in the first instance, ought not to impinge
on consumption expenditures. Corporate and personal in-
come taxes and estate duties are indicated—direct, not in-
direct, taxes. By these means, unnecessary private expenditures
would be drained off into armament expenditures. Govern-
mental expenditures would take the place of, instead of be-
ing added on top of, private expenditures. :

Once full employment is reached, a further increase of ex-
penditures, if inflation is to be avoided, becomes absolutely
necessary. If the armament expenditures must go on, private
expenditures will, of necessity, have to be curtailed. But the
mere fact that the armament expenditures are tax-financed
will not, of itself, ensure price stability. A surge of invest-
ment in the armament industries, stimulated by domestic
armament’ purchases and war exports, together with invest-

“ment in other industries induced by a full-employment in-
- come level, might be financed by bank credit, or by the more
active utilization of existing balances. In these circumstances,
itrwould be necessary to hold in check, or even to reduce,
the volume of demand deposits. Without resorting to the
familiar monetary controls, this could be accomplished by a
federal tax surplus used to retire the bonds held by the com-
mercial banking system. Note should be made, however, of
the important fact that, in so far as the tax surplus was used
to retire debt held by individuals and institutions other than
commercial banks, the funds would flow back into the capital
market and thence again into investment and consumption
expenditures. And even though the tax surplus were applied



MONETARY AND FISCAL CONTROLS IN WARTIME 423

to the retirement of obligations held by the commercial
banks, a powerful war-orders boom might, nevertheless, in
the absence of monetary checks, continue to expand on the
basis of new bank loans and investments.more than offsetting
the restrictive action of the Treasury. Unless the monetary
control mechanism were brought into play, we should have to
resort, in these circumstances, to consumption taxes. These
would have the effect of diverting at the full-employment
level the resources of the community from consumption to
the war export and armament trades, which it is deemed
necessary to support even at the expense of reduced consump-
tion. A forced curtailment of consumption would, moreover,
check investment in the general run of nonarmament indus-
tries and prevent an undue general expansion.

To minimize the subsequent relapse to a peacetime basis,
it might be desirable not merely to hold the total level of
consumption expenditures in check, but to apply the re-
straint in a selective manner. Thus, it might well be sound
public policy to starve the durable ¢onsumers’ goods indus-
tries in order to build up a large accumulation of backlog-
demand with which to cushion the depression once armament -

“expenditures were curtailed. Postponement of expenditure in
the durable consumers’ goods area can, for a limited period,
be carried out without serious infringement upon the stand-
ard of living. But the nondurable consumers’ goods sector in
the economy ought t6 be sustained during the boom at as
high a level as the limitation of productive resources and the
magnitude of the armaments program permit.



Chapter XXII
DEFENSE FINANCING

HEN the vastly expanded defense program was un-

‘; \; . dertaken in 1940, we were still a long way from
full employment. It was, accordingly, possible to

expand output and employment to take care of the needs of
defense and even to increase civilian production. The na-
tional income for 1940 was about $74 billions, some $4 bil-
lions above the 1937 level. The Federal Reserve index of pro-
duction averaged around 122, compared with 113 in 1937

-and 110 in 1929. Employment averaged about 47 millions,

slightly above the 1937 level, and about one million below
that of 1929. The labor force for 1940 was estimated at about
56 millions. Thus, there were about nine million unemployed
—about eight millions by the end of the year. While some

. part of this number is more or less unemployable, on the other

side it should be remembered that there are probably two
to three million surplus workers, counted as employed in ag-
riculture, who are ready to seek jobs in urban industries
whenever opportunity affords. Moreover, the first World War

, experience indicated that there is always a vast potential la-
bor supply which can readily be drawn into the labor mar-

ket—when labor scarcity becomes intense. Thus, in 1918,

44 millions were employed, including those drawn into the

armed forces, while the normal labor force was only 41 mil-

lions. Three million potential workers, not normally in the

labor market, had been drawn into employment. This indi-

cates that the potential increase in labor resources is greater
424
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than indicated by the formal and somewhat artificial figures
with respect to the socalled normal labor supply.

With respect to plant and equipment, the possibilities for
expansion, as Terborgh showed in the July issue of the Fed-
eral Reserve Bulletin, is enormous in the noncontinuous proc-
ess industries. Two or even three shifts could, if necessary, be-
introduced. This would providegreatly expanded output
without any large capital outlays. To some extent; a length-
ening of the work week in the more essential industries, on
the basis of overtime, would be helpful. (The system of over-
time may, indeed, be a quite scientific method of automat-
ically adjusting wage rates in boom industries). The situation
is most critical in steel, a2 continuous process industry. Here,
at the end of 1940, we were already operating at close to 100
per cent capacity. Exports to Britain, the defense require-
ments, railroad equipment purchases, together with the in-
creased demand for consumers’ durables, notably automo-
biles—all these converge upon the steel industry. Steel thus
threatens to become our most serious bottleneck. Sgeel ingot
capacity is about 12 per cent above 1929. A projected trend
based on iron and steel production from 1899 to 1929 indi-
cates a peacetime consumption of these products, at full em-
ployment, of about g0 per cent in excess of the 1929 output.
Wartime consumption of steel is, however, a quite different
matter. ;

The Defense Program

How rapidly we shall encounter bottlenecks in certain
rypes of equipment and labor will depend, in part, upon the ’
magnitude and speed of the defense program and the stim-
ulus it gives to income and employment. The President’s
Budget Message estimated total military expenditures, during
the fiscal year 1941, at $6.5 billions. In view of the gready
enlarged army program (which offers easier opportunity for
quick expenditures), it is possible that this figure may be
reached. In July, 1910, the defense expenditures were only
about $150 millions. From this point on, they were stepped
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up by over $50 millions per month, reaching $475 millions
by December, 1940. It is estimated that expenditures will
average nearly $800o millions per month during the last half
“of the current fiscal year, or at the rate of well over a billion
dollars per month by July, 1941. Should this rate be reached,
it would appear possible to achieve a total defense expendi-
ture far in excess of the $10.8 billions estimated for fiscal
1942. But it must be remembered that the new budget does
not include aid to Britain, which, as fixed in the Lend-Lease
Bill, reaches $7 billions.

The international situation might, of course, easily become
so menacing that we should be compelled to push on as rap-
idly as possible to a full defense effort. This, however, would
involve a drastic increase in the defense program as now
anticipated. The present program contemplates:

(1) A navy of 3,000,000 tons (approximately three times the
size of our present effective navy).

(2) Full equlpment for an .army of 1,400,000 men, and, in
addition,_ equxpment of critical items (not readily obtainable
on short notice through commercial channels) for an addi-
tional 800,000 men. Housmc facilities for 800,000 draftees
and for 200,000 National Guardsmen.

(3) An air fleet of 35,000 planes, including fighting, bomb-
ing and training planes, with production facilities for an out-
put of 50,000 planes per year.

To ralse the navy, army and air force to this level would
entail an “expansion” cost of nearly $20 billions. Pay and
subsistence of draftees during training, and the cost of train-
ing 40,000 air force personnel annually, are not included
in this figure. In a certain sense, these items, at least in the
earlier years, really constitute a part of expansion and, if they
were so included, the total cost of lifting the armed force to
the contemplated strength would approach $25 billions.

- The army expansion program is expected to reach a peak
in fiscal 1942 and to be practically completed in 1g943. The
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navy expansion program, it is thought, will reach a peak in
1943 and be completed by 1945. In the meantime, however,
the operating expenses, including maintenance and training
of personnel, and the upkeep and replacement of the mili-
tary plant and equipment would rapidly rise. Thus, total
expenditures would amount to nearly $4o billions in the next
five years. The program now laid out, as nearly as it can be
pieced together with respect to timing and magnitude (in-
cluding expansion and maintenance), is given in the table
below:

TapLE XXX

Defense Program

Grand Total (billions)
Fiscal Yeart Expansion and Operating Expenses

1941 $ 65
1042 10.5
1943 9.0
1944 8.0
1945 6.0
Total $10.0

If the present program were carried out without revision
upward, a tapering off in defense expenditures would thus
begin in fiscal 1943. It is rather difficult to believe that an
upward revision will not occur. In the event, however, of
a negotiated peace—say, this year—in which England emerged
as the undisputed sea power, we should probably feel rela-
tively safe, even though Germany were left in command of
the European continent. The present defense program might,
therefore, appear adequate while, on the other side, the sit-
uation would not be sufficiently safe to warrant its abandon-
ment or curtailment. Under these circumstances, the model
given in the table above might be substantially realized.

Two other eventualities are, however, perhaps more prob-

1 The fiscal year 1941 runs from July 1, 1940, to June 3o, 1941, etc.
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able. On the one side, Germany may conquer England. In
this event, it would appear certain that we shall step up our
defense expenditures with utmost speed, perhaps reaching
$15 to $20 billions in 1942, and $25 to $30 billions in 1943.
This would put us definitely on a war basis as far as ex-
penditures are concerned. On the other side, England may
withstand the attack and continue the war indefinitely. This
outcome presents two alternatives for us. Either we shall
speedily enter the war, or we shall continue to give maximum
support to England short of war, meanwhile rapidly increas-
ing our own military strength. In the former case, our ex-
penditures might rapidly rise to $30 or $40 billions. In the
latter case, we might spend $10 to $15 billions in fiscal 1942
and $18 to $2o0 billions in fiscal 1943.

Rising Income and Higher Tax Yields

It is scarcely worth while to attempt an estimate of the
effect of the defense program on national income for 1943.
But some tentative figures may be suggested for the calendar
years 1941 and 1942. The defense expenditures will enlarge
the total income stream directly by a certain amount. More-
over, there will be certain repercussions upon private invest-
ment in plant and equipment induced by the general expan-
sion. A considerable part of the increase in plant and equip-
ment required for the production of military equipment will,
however, be financed directly by the government. Neverthe-
less, the general expansion of income will doubtless induce
a considerable amount of private investment in plant and
equipment which will be financed quite independently of
the defense outlays. In 1940, with a national income of $74
billions, capital outlay on plant and equipment amounted to
about $7.5 billions. At a national income of $go billions, it
is expected that expenditures on plant and equipment might
rise to $11.0 billions; and at $100 billion income level to
‘$13.5. As indicated above, however, a considerable amount
of these outlays relating to the defense effort will be financed
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directly or indirectly by the government. In so far as this is
the case, one would be guilty of double counting if one added
to the stimulating effect of the defense outlays the plant and
equipment expenditures d1rectly or indirectly ﬁnanced out
of defense outlays.

Everythmc considered, it is not unreasonable to suppose
the national income might rise from $74 billions in 1940 to
$80 or $85 billions in 1941 and $go or $g5 billions in 1942,
assuming no major changes in the defense program and only
a moderate increase in the price level. '

In 1940 output and employment were running at, roughly,
8o per cent of potential capacity. It should, therefore, be
possible to raise the national income at attainable full em-
ployment to about $go billions at current prices or $100 bil-
lions at, say, 10 per cent higher prices. At the end of 1940
the general wholesale index number stood around 8o (1926
price being 100).

Total federal expenditures in fiscal 1941 are estimated at
around $13.2 billions with probable tax receipts at $7 billions.
Expenditures for the fiscal year 1942 are estimated at $17.5
billions, with probable tax -receipts at $8.3 billions. Thus,
the probable deficits are $6.2 billions for 1941 and $g.2 bil-
lions for 1942. It is expected that approximately $2.0 billions
of the 1941 deficit would be financed by the sale of new issues
to government trust funds and baby bonds purchasers. Thus,
it would be necessary to sell in the open market (to banks,
insurance companies, corporations, and individuals) about
$4.2 billions in fiscal 1941 and, perhaps, §$7.0 billions in fiscal
1942. In the event that tax rates are increased, less would need
to be raised from borrowing.

It is important to emphasize the fact that even the exist-
ing tax structure will yield very large revenues—much larger
than the public is generally aware of—once the national in-
come has risen to the attainable full employment level of
$90 to $100 billions. During the interval in which the na-
tional income is rising, there is a lag in the increase in tax.
receipts. This follows from the fact that corporate and in-
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dividual income taxes are normally paid in four quarterly
installments, overlapping the two fiscal years following the
calendar year upon whose income the taxes are-assessed. Thus,
for example, the taxes assessed on the income of 1940 are
paid in March and June of fiscal 1941, and September and
December of fiscal 1942. Because of this lag in tax collec-
tions, tax receipts are relatively low, compared with what may
finally be expected, while the national income is still rising.
The deficit will, therefore, of necessity be large during this
interval. The Treasury estimates that a national income of
$100 billions would yield on the existing tax structure, after
a lag of about one year, a revenue of $13.4 billions. Some esti-
mates run as high as $15 billions.

Methods of Financing

For some years prior to 1941 all available evidence indi-
.cates that the savings stream of the nation—flowing from cor-
porations (depreciation reserves and retained earnings); from
financial institutions, such as life insurance companies and
savings banks; and directly from individuals—has been ade-
quate to finance the demand for funds, including govern-
ment requirements for deficit financing. In terms of broad,
global figures this is evident from the fact that the increase
in bank credit from 1937 to 1940 was offset by the continued
accumulation of idle furids. Monetary expansion was being
offset by hoarding. Thus, the increase in demand deposits
from $25.8 billions in 1937 to $31.7 billions in 1940, instead
of reflecting an increase in the national income, only pro-
duced a decline in the income velocity of circulation from
2.8 to 2.2.

If the national income should rise to, say, $100 billions, no
major expansion of bank credit would be necessary to finance
the combined demands of private industry and the federal
deficit. As the national income rises, the savings of corpora-
tions and individuals will substantially increase. And there

i
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is, moreover, the large backlog of accumulated idle funds,
totaling approximately $10 billions, to fall back upon.

From the standpoint of the MV type of analysis, no sub-
stantial increase in demand deposits is necessary to circulate
a national income even of $100 billions. At the current vol-
ume of demand deposits, the income velocity would be 3.1
compared with .5 in 1923-29. Using both demand deposits
and currency combined (to represent M), the income velocity
would be 2.6 compared with 3.0 in 1923~29.

These considerations raise the question of the appropriate
method of financing the deficit incurred by the defense ex-
penditures.? What part, if any, should be financed from bor-
rowing from the commercial banks? What part should be
financed from borrowing from the public and what part from
taxes? Should the proportion financed from each of these
three sources vary at different levels of business activity?

In general, it may be argued that, in the earlier stages of
recovery from depression, considerable reliance should be
placed on borrowing from banks. In the deflationary phase
the 'volume of demand deposits, as well as their turnover
rate, typically declines sharply. An increase in the level of
income can, in these circumstances, be facilitated by monetary
expansion (both M and V) to a level corresponding to the re-
quirements of a larger volume of transactions. Thus, some
expansion (varying with the magnitude of the prior contrac-
tion) can be justified. If considerable reliance is placed upon
governmental expenditures as a means of securing recovery, it
is appropriate to borrow from the banks, since this procedure
increases or maintains a high degree of liquidity for private
enterprise and facilitates recovery by keeping interest rates
low. N _ B ‘

As the national income rises, it is appropriate to turn in-
creasingly (a) to borrowing from the nation’s savings stream

£ See also John H. Williams, “Economic and Monetary Aspects of the Defense
Program,” Federal Reserve Bulletin, February, 1941; and “Federal Budget:
Deficit Spending,” American Economic Review, Papers and Proceedings, Feb-
ruary, 1941. .
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and (b) to taxation. As the national income rises, savings will
tend to increase, thereby making available funds from which
the government can borrow and tax. As the recovery ap-
proaches full employment, increasing reliance on taxes rather
than on borrowing is indicated, since taxation is, on balance,
more restrictive than borrowing. To be sure, it is important
that the banks should be restrained not only from taking new
issues, but also from indirectly mopping up the new issues
through the purchase of bonds from the public. Admittedly,
this is not easy to accomplish, but a more or less effective ap-
proach doubtless could be implemented, and particularly
with reference to the larger institutions. Borrowing from
the commercial banks is most expansionist in effect, borrow-
ing from other sources and taxation of the savmgs stream
(prog'resswe taxes) occupies an intermediate position, while
consumption taxes are definitely restrictive. Thus, the nor-
mal sequence in financing governmental outlays in differ-
ent phases of recovery is: first, borrowing from banks; second,
borrowing from the savings stream; third, progressive taxes;
and fourth, consumption taxes.

This sequence more or less automatically takes place with-
out conscious planning or design. At higher levels of business
activity, commercial banks are able to find, in some meas-
ure, other outlets for their funds. Moreover, at higher income
levels the volume of savings increases and it is possible to
sell more bonds to savings institutions, government trust
funds, and the public. Finally, the progressive sector of the
tax structure yields much larger revenues when the national
income has risen.

These tendencies partly explain the changing proportion
of the federal expenditures financed from (1) borrowing from
commercial banks, (2) borrowing from other sources, and
(3) taxes, in the period 1933-36 compared with the perlod
1937—40.* The first period was one of rapid increase in the
national income from $40 billions to $65 billions. The second
was a period of relative stability at around a $70 billion in-

8 Fiscal years; inclusive.
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come level. In the first period, 50 per cent of the federal ex-
penditures was raised from borrowing, of which over one half
was from commercial banks and the Federal Reserve Banks,
while less than half came from savings institutions, trust
funds, and the public. In the second period, only 3o per cent
was raised from borrowing, all of which came from savmgs
and none of it from the commercial banks. The decline of
commercial bank holdings of governments in the recession
of 1937 largely accounts for this fact, while the growth of
goyernment trust funds partly accounts for the increasing
role of savings in government financing operations. More-
over, larger receipts from the progressive taxes at higher na-
tional incomes enabled the government to raise nearly 70 per
cent of its requirements from taxation in 1937—40. It is not
suggested that the relative proportions raised (a) from taxes,
(b) from banks, and (c) from borrowing from the savings
streamn were the correct ones. It is only suggested that the
change taking place from the first period of rapid recovery
to the later period of relative stability at moderately high
income levels was in the right direction.

Starting from the income level of $74 billions in 1940, how
far should the defense expenditures be financed by borrow-
ings from the commercial banks? We have already noted
above that there may be sufficient savings (including funds
now held idle) to finance both the federal deficit and the
private demand for capital through fiscal 1942. It does not
appear necessary, as far as the global figures are concerned,
to resort to any considerable expansion of bank credit. But
this may not necessarily mean very much. The mere fact
that corporations and financial institutions have funds avail-
able does not ensure that they will purchase government
bonds in so far as private investment outlets are not adequate
to absorb their idle balances. Thus, the mere availability of
funds does not ensure that banks will not have to be relied
on to finance a part of the deficit. Yet, bank credit expansion
on a large scale, plus the utilization of currently accumulated
idle balances, when the national income has already reached
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$74 billions, and huge federal outlays have been appropnated
or authorized to be expended as rapidly as feasible, might in-
vite dangerous price inflation as the economy approached
full employment. And, if the banks finance the deficit, while
the corporations use idle balances for working capital and
for the expansion of plant and equipment in nonmilitary and
nonessential lines, the combined effect might yield an undue
monetary expansion.

Borrowing from the national savings stream tends to re-
strain inflationary developments. But there is, nevertheless,
no assurance that price inflation may not, in fact, come—even
though the federal deficit is not financed by borrowing from
the commercial banks. In the first place, individuals may be
induced to subscribe to defense bonds in excess of their sav-
ings, covering the différence by borrowing from the banks.
During the first World War banks loaned about $3 billions
on government securities. If large reliance must be placed on
bank credit expansion to finance a war deficit, this method
does have certain advantages over ‘direct borrowing from
banks, but the effect on prices is the same. In the second place,
a substantial rise in business activity might result in a con-
siderable demand for bank loans and might induce banks to
enlarge their holdings of private bonds and mortgages. In-
deed, it was this development which accounts mainly for the
enormous credit and price inflation of the first World War,

« Conditions are now in many respects different. There are
currently no good reasons for urging the public to buy bonds-
beyond their capacity to save out of income. Private business
concerns have large internal sources of funds available for
expansion, and are relatively little in need of bank funds.
Moreover, since much of the plant and equipment required -
for the defense program will be financed by the government
directly or indirectly, it is evident that this minimizes the re-
quirements of private enterprise.

Paradoxical as it may seem, until an approach to full em-
ployment is reached expansion will help to prevent inflation.

i This is true because, until full employment is reached, the
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main danger of inflation lies in the development of bottle-
necks. Unless these bottlenecks are broken, we shall be com-
pelled to choke off further expansion in order to prevent the
scarcities caused by the bottleneck from resulting in infla-
tionary price and'wage increases in the areas affected. From
these areas there is danger that the inflationary development
may spread to the whole economy. The only sound way to
prevent bottleneck inflation is to break the bottlenecks. There
is considerable warrant for the statement that the fear of in-
flation is exaggerated, and there is danger that the important
weapon of speaﬁc price increases where these may help to
eliminate 'bottlenecks may not be sufficiently used. In so far
as the bottlenecks cannot be forestalled by the provision of
adequate plant and equipment capacity and by an adequate
supply of skilled mechanics, priorities and rationing may be
necessary. Inflation is even more serious and insidious than
unemployment. It will not do to let it get started in any area.

If we succeed in avoiding, or at any rate holding to a min-
imum, bottleneck inflation and speculative price develop-
ments in the security and commodity markets, we shall finally
encounter, as we approach full employment, the problem of
general inflation. For the control of general inflation, taxation
bearing on consumption is technically a potent weapon, but
practically and politically the matter is very difficult. Theoret-
ically, the most desirable method is probably a tax on payrolls
deducted from wages. According to the well-.known Keynes
plan, such deductions should, however, be credited to the
wage earners in the form of blocked postal savings accounts.
These accounts would be unblocked by proclamation of a
designated monetary authority after the war emergency -is
over, and, specifically, when a slump was beginning to de-
velop. Various statistical series might be invoked to guide the
monetary authority, for example, the index of industrial pro-
duction, income paid out, wholesale prices, employment, etc.4

¢ If corporations accumulated during the prosperous war years a fund to be
made available for dismissal wages, such a scheme would accomplish much the

same purpose as the Keynes plan, and would act as a cushion against a post-
defense stump.
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The difficulty with the Keynes plan is that there is prob-
ably little hope that it would be acceptable to wage earners.
Wage earners can be appealed to on a voluntary basis to
purchase government bonds and even to pay onerous taxes,
but they are not likely to accept a compulsory deferment of
wage payments. It will not be easy to convince them that
such compulsory deferment is really in lieu of taxes. They
will want their wages as earned. There is, moreover, the diffi-
culty with payroll taxes (whether actual or in the form of
deferred payment) that such taxes in a period of buoyant ex-
pansion and labor scarcity may lead to demands for wage
increases sufficient to cover the tax. Should this occur, no
curtailment of consumption would result from the imposi-
tion of the tax.

It is possible, however, to apply the fundamental principles
of the Keynes plan on a voluntary basis. A modified baby
bond, with § per cent interest payable annually, and with
subscription privilege limited to five hundred dollars per
year so as to limit the sale to the lower income groups, might
be made very attractive and, if properly advertised and pushed
with a patriotic appeal, could reach wide masses of the pop-
ulation.

The defect in a voluntary plan, of caurse, is that its mag-
nitude will necessarily be small compared with what might
be achieved by a compulsory plan. It may, therefore, become
necessary, once an approach to full employment is reached,
to resort to other forms of consumption taxation. A tax levied
on “value added” has been suggested. Such a tax is said to
be preferable to a sales tax by reason of greater simplicity of
administration. It has, however, the disadvantage that, in
practice, it will probably tend to encourage price increases
at every stage in the productive process. To some extent, sales
taxes also give the retailer an opportunity to raise the price
by more than the amount of the tax. But it is probable that
the impact of a sales tax on price increases is relatively less

. than in the case of a “value added” tax. A flexible normal in-
come tax, with somewhat lower exemptions than at present
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and collected at the source, has been suggested. At the lower
income ranges such a “tax” deduction might be blocked as a
compulsory savings account and “unfrozen” by administrative
order to help cushion a postdefense slump. S

With respect to the indirect monetary controls, it would
be a mistake to leave them out of account, or to regard them
as obsolete. While direct methods of control, supplemented
by fiscal devices, should be used in the first instance, the
time may nevertheless come when it will be necessary to apply
monetary checks to expansion. It is, therefore, desirable that
the Federal Reserve Board be granted the powers necessary
to reduce the excess reserves to manageable proportions so as
to make open-market operations eﬂ’ecnve as a check upon
bank credit expansion.

In January of this year the Federal Reserve Board asked
Congress for legislation enabling the Board to cope more ade-
‘quately with the problem of credit control. Congress was
asked to provide means for absorbing a large part of the exist-
ing excess reserves and for the removal or control of various
sources of potential increases in reserves, including the power

" to issue greenbacks and the monetization of foreign silver
and of gold imports. It was urged that the financing of the
federal budget, including the defense program, be accom-
plished by drawmcr upon the existing large volume of deposits
rather than by creating additional deposns through bank
purchases of government securities. It was urged that the
special limitations of defense financing, restricted to short-
term issues as passed in the Revenue Act of 1940, be removed
and that the Treasury be authorized to issue securities which
would be especially suitable for investors other than commer-
cial banks.

In taking account of inflation potentialities, the situation
differs from that of the first World War- in two significant
respects. In the first place, there are currently available vast
overhanging surpluses of agricultural products; there is,
moreover, very large producuve capacity not only of agri-
cultural products and foodstuffs, but also of consumers’ prod-
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ucts generally. In the second place, at the very outset of the
defense program we start off with a strong tax structure capa-
ble of yielding enormous revenues as we approach income
levels attainable at reasonably full employment. Thus, we
approach the problem of preventing wartime inflation from
a stronger vantage ground than in the first World War. But
this fact should not cause us to relax our efforts to the utmost.
Our economic structure cannot endure either deflation or in-
flation.



Chapter XXIII
THE POSTDEFENSE SLUMP

rll'ﬂ\‘\’o considerations must be taken account of in ap-
praising the problem of a postdefense slump. The first
is the withdrawal of heavy consumption taxes imposed ¢
during the major defense effort as a mearns to check inflation.
The relief from several billion dollars of consumption taxes
would act as a powerful counterweight to the reduction of.
military expenditures. Just as resources were diverted from
supplying private demand to satisfying the requirements of a
defense program through heavy consumption taxes, so also
they may be diverted back again to private use by the release
of consumer purchasing power incident to the cancellation of
emergency consumption taxes. _

- The second major factor to take account of is the probable
revolutionary change which the changed international situa-
tion will likely make in our federal budget, even after the
major defense program is completed. It is estimated that even
the currently contemplated military strength, once com-
pleted, will require an annual outlay of about $6 billions in
upkeep, maintenance, and replacement. And it is more than
probable that we shall sharply revise our defense program up-
ward, perhaps doubling currently planned expansion. It does
not appear probable now, at any rate, that anything can hap-
pen in the near future which will turn Europe and Asia into
stable, peaceful continents during the next two or three dec-
ades. Even though we suppose that, somehow, Hitlerism com-
pletely collapses in Germany, the problems of Europe would
not thereby suddenly be solved. A new Europe will have to

439
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be created. It will have to be policed by somebody until
stable political conditions can be restored. Moreover, the
increasingly menacing position of Japan in the Pacific, in
addition to the European turmoil, points toward a large
permanent defense program.

Postdefense Budget

Nonmilitary federal expenditures have, in recent years,
amounted to about §7 billions. A considerable part of these,
such as WPA," were, in effect, emergency relief expendi-
tures. It is to be hoped that in the postdefense period we shall
be able to manage our affairs so that it will not be necessary
to provide work relief, except for a limited number of quasi
unemployables. Instead, we need to spend more on genuine
public improvement projects. We must rebuild America for
peace no less than for defense. Express highways, modernized
urban transportation systems, reforestation, soil erosion con-
trol, flood control, hospitals, slum clearance, together with
the accumulated backlog of ordinary public works held in
abeyance during the defense effort, will call for large expendi-
tures. An adequate program of public improvements, federal,
state, and local, should be carefully planned and held in re-
serve to meet the eventuality of a postdefense slump. Low-
cost housing by private enterprise and private capital if pos-
sible, but, if not, then supplemented by government subsidy,
is urgent. Moreover, a number of changes are inevitably im-
pending in our social sérvice and public welfare programs.
Old-age assistance should be greatly expanded. This could be
done in various ways. Under the go-50 federal matching sys-
tem, the benefits now range from $6.00 per month in the
poorer states to $38 per month. In order to remedy this situa-
tion, it will be necessary for the federal government to make
larger grants to the fiscally incompetent states. The federal
government might make an outright minimum grant of $15
per old person assisted in all states, with the requirement that
each state contribute at least $3.00 in addition. This would
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establish a2 minimum benefit of $18 per month in the poorer
states. In addition, the federal government should match each
additional dollar contributed by the states until a maximum
benefit of $40 per month was reached. In addition, the means
test should be liberalized so as to admit any aged person to
benefits whose income was judged inadequate.

A good case could be made to support the thesis that old-
age assistance ought to be taken over entirely, both with re-
spect to administration and cost, by the federal government.
This could help to relieve the states’ fiscal situation and tend
to check further increases in state consumption taxes.

Other methods designed to liberalize benefit payments to
aged persons are as follows: (1) All persons over the age of
seventy might be given outright a federal pension of $30
(man and wife together, $45) without having to meet a means
test. This proposal would reserve the old-age insurance plan
and old-age assistance now in operation to those aged sixty-
five to seventy inclusive. About 3,250,000 persons are in-
cluded in each group. This proposal follows, in general, the
British system. (2) Every person over the age of sixty-five
might be paid a pension of §15 without a means test, this
pension to be supplemented by the current provision for old-
age insurance benefits, and (for those not covered by in-
surance) by old-age assistance on the simplified income means
test. The latter proposal is complicated by the fact that, under
it, most persons would receive benefits from two sources.

There is much to be said for the dual system—insurance
benefits for those aged sixty-five to seventy inclusive, and non-
contributory pensions beyond seventy. In the first place, this
plan would preserve intact the old-age insurance system al-
ready firmly established and well received by the general pub-
lic, but would limit its application to those aged sixty-five to
seventy. The noncontributory plan would cover all aged per-
sons over the age of seventy, thereby restricting the means test
(at best difficult to administer and undesirable socially) to
those aged sixty-five to seventy not covered by the old-age
insurance. Together with a federally administered old-age
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assistance plan for uncovered persons under seventy, a federal
pension plan for those over seventy would greatly relieve the
burden of the states, and facilitate reduction in state con-
sumption taxes, or, at any rate, enable the states to participate
on a federal grant-in-aid basis in other expanded social wel-
fare programs without raising consumption taxes beyond the
present high level. ’

Public health and federal aid to education are equally
pressing. The recent interdepartment committee on medical
care recommended a program consisting of three parts: (1)
expansion of general public health services, including the
strengthening of public health facilities, increased efforts to
eradicate tuberculosis, venereal diseases, and malaria, to de-
crease the mortality rate from pneumonia and cancer, to
provide mental hygiene and industrial hygiene services, to
provide more adequate maternal and infant care, medical care
for children, and treatment for crippled children; (2) to pro-
vide greatly enlarged public hospital facilities, including gen-
eral and special hospitals, and sanitariums for tubercular and
mental cases; (3) to provide medical care in the home for the
medically needy—those on .relief or with incomes below
$1,000 (about one third of the population). Such a program
would involve expenditures ranging from about $250 mil-
lions in the first year to about $goo millions in the tenth
year. . '

Related to an enlarged public health program is the Food
Stamp plan. More than twenty millions in the lower income
groups are limited in their food consumption to 5 cents per
meal per person. The Food Stamp plan has revealed that the
consumption of foodstuff can be very greatly increased in the
lower income levels, thereby relieving in some measure the
agricultural surpluses. In addition to food, cotton has been
experimented with on a small scale. It is estimated that a
subsidy of $600 millions through a Cotton Stamp plan would
increase the domestic consumption of cotton by two million
bales. ‘ ‘

A large number of bills are currently before Congress, call-
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ing for federal aid to education in order to relieve the pres-
sure on the state budgets and to provide more adequate serv-
ices (for example, adult education).

Assuming an expansion of social security and welfare pro-
grams along the lines indicated, with the federal government
carrying a larger part of the cost, we may envisage a post-
defense federal budget roughly of the proportions indicated
in the table below. According as less is spent on defense, more
funds would be available for public works, internal improve-
ments, and social welfare. It is assumed that the federal works
program, together with federal grants to local bodies for pub-
lic works, would increase along lines discussed above. It is
assumed that the agricultural program, while continued at
about the former level, would be heavily shifted toward the
Food Stamp and Cotton Stamp plan type of outlays. In this
manner the agricultural program would aid relatively more
than in the past to expand the domestic market for agricul-
tural products.

TasLE XXXI
Postdefense Federal Budget
(in billions)
1. Ordinary operative functions of government:
Legislative, judicial, and civil establishments, and

interest on the public debt $2.5 to 3.0
2. Defense:

Maintenance of operation of enlarged military

force 5.0 to 6.0

8. Welfare functions of government: 2
Public improvements, social security, public wel-
fare, agricultural program 6.0 to 7.0

Total, range centering around $14 to $15 billions

3 The amount that would need to be spent on public improvements in order
to achieve substantially full employment would vary with the rate of private
investment. While the fluctuation in private investment would be very much
damped down if the government undertakes a strong compensatory program,
it would nevertheless not entirely disappear. Progress in capital formation
would still proceed by spurts, followed by temporary saturation,
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To those schooled in the traditions of an era that is forever
behind us a federal budget of $14 to $15 billions will appear
to be nothing short of disastrous. Yet, if the analysis of this
book is correct, it will require a budget of some such magni-
tude to keep our economy functioning at attainable full em-
ployment. At a $100 billion income level the tax structure
enacted in 1940 could be expected to yield §15 to $14 billions
of revenue. The 1940 tax rate level (with modification of the
tax structure to make it more workable) would not constitute
an intolerable tax burden at a reasonably full national in-
come. Moreover, some measure of controlled borrowing can

‘be justified.

We need to change our ideas about the true meaning of
economy. It is pure waste to economize by policies which
condemn labor and capital to idleness. The first job of public
policy is to make the system function so as to provide op-
portumues for employment But when this is done, the effi-
cient way to “economize” our productive resources is to see
that they are employed efficiently and on the projects socially
most useful. Fortunately, with the vast bulk of the productive
processes operating under private enterprise and under the
guidance of the price system, the part left for the more or
less arbitrary decisions of public authorities is relatively
small.

How such'a budget should be financed—what _proportion
from borrowing and what from taxes—depends in the final
analysis, as we have seen, upon one’s judgment with respect
to the socially desirable distribution of wealth and income.
The tax revenues, whatever the magnitude, should in -any
case be drawn as far as possible from sources which i impinge
lightly on consumption. For only if the expenditures are so
financed will they have an income-generating effect. It is cer-
tainly quite possible to finance such a budget wholly from
taxation, if that is deemed desirable. We have noted above,
however, that loan expenditures of, say, $2 or $3 billions per
annum offer a suitable outlet for the secure investment of
the annual accrual of savings in trust funds and thrift insti-
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tutions. It should be noted also that the tax method of financ-
ing, even though the rates are progressive, is at best more
restrictive in effect than loan financing—in other words, has
a smaller income-generating effect—and 'this is all the more
true of the last increments of taxes collected. These two facts
favor the more conservative pollcy of financing a part from
borrowing.

Fiscal Reorganization

From the standpoint of long-range planning relating to full
utilization of resources and antidepression policy, - two de-
fects in our institutional arrangements present serious ob-
stacles to a full realization of the desired objective. One has
to do with the current federal-state fiscal setup, and the other
with the lack of a fiscal authority with power to administer a
flexible fiscal program with respect to expenditures and tax-
ation.

Any proposal to introduce an effective national fiscal pro-
gram adequate to cope with modern problems encounters at
once the anomalies and conflicts inherent in the overlapping
functions and taxing powers of the federal, state, and local
governments. Moreover, the expanding functions of govern-
ment, particularly in the freld of social welfare, place upon

“the states financial burdens beyond their capacity without
resort to heavy consumption taxes. This form of taxation runs
prec1se1y counter to the main objective of fiscal pohcy—that
of securing reasonably full employment. Thus, in recent
years, many states have been compelled to levy sales taxes in
order to provide old-age assistance and other expanding social
services. Indeed, the leadership of the federal government,
through the traditional 50-50 matching system, has com-
pelled the states, by reason of their fiscal incapacity to levy
adequate progressive taxes, to resort increasingly to consump-
tion taxation. Thus, by 1938 the state and local bodies were
collecting $3,250 millions in sales, liquor and tobacco, gaso-
line, and payroll taxes.

This situation will sooner or later necessitate a thorough
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reorganization and reallocation of functions and taxing pow-
ers. Such a reorganization has been recommended in Canada
in a recent report by the Royal Commission on Dominion-
Provincial Fiscal Relations. It may be that the time is not ripe
for a complete overhauling of the federal-state fiscal relations
in the United States. We are not confronted with anything
like so acute a crisis as that confronting Canada. The federal
government has been able to step into the breach through the
assumption of a major part of the burden of urban and agri-
cultural relief and grants-in-aid to local public works projects.:
The public debt of states and municipalities has accordingly,
for the country as a whole, ceased to rise. The credit posi-
tion of the local governments has thereby been strengthened
materially. But while we are not confronted with an immedi-
ate crisis, the cumulative effect of growing social services,
financed largely by consumption taxes, is to place an increas-
ing drag upon economic expansion and full employment of
our resources. ,

Short of a drastic reorganization, the problem can be eased
by a modification of the federal grant-in-aid program and by
the assumption by the federal government of certain respon-
sibilities now carried wholly or in part by the states. Thus,
the old-age assistance program (perhaps converted into an
outright pension for those over seventy) ought probably to
be taken over entirely by the federal government. Other
social welfare programs, which by reason of administrative
problems or otherwise (education, for example) should be
left undef state control with federal supervision, could be
financed by a variable federal grant adjusted according to
the fiscal capacity of the various states. Without far-reaching
modifications in this general area, we shall not be able to
undertake an effective fiscal program with respect to full em-
ployment of our productive resources.

Nor can fiscal policy ever become a really potent device for
economic stability and expansion without placing its opera-
tion on an administrative basis. We have long been accus-
tomed to the administrative control of monetary and bank-
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ing policy. Ad hoc legislation by Congress with respect ‘to
open-market operations and rediscount rates would patently
be impossible. Precisely the same is true of fiscal policy, if
it is to be used effectively as an instrument to control employ-

ment. The only reason legislative enactment, from time to -

time, is regarded as adequate in this field is that governmental
expenditures and tax rates are still expected to fulfill only
their traditional functions. Fiscal pohcy has not yet won a
place as an instrument of economic control continuously to
be applied as a means to secure employment stabilization and
expansion. When such a place shall have been won, compar-
able with that achieved by monetary policy, it will be recog-
nized that the intermittent use, by specific and ad hoc legisla-
tive enactment, of public expendltures and taxation after
each special emergency has arisen is quite inadequate for the
purpose in hand. It will become necessary to subject these
powerful instruments to continuous administrative manage-
ment in order to render the control sufficiently flexible to
cope with the ever-changing economic situation and to pre-
vent disastrous cumulative movements from getting under
way.

These considerations are peculiarly pertinent to the prob- -

lems raised by the defense program. Gearing fiscal policy to
the rapid changes in economic conditions which the defense
program will call forth requires the development of new pro-
cedures. For the time being, one type of tax policy is appro-
priate. But we may very soon encounter a situation in which
a quite different tax policy is called for. Such conditions can-
not be managed by piecemeal legislative enactment.
Congress should set up a long-run fiscal program adequate
to cope with the defense and postdefense problems. Such a
program calls for a comprehensive, long-range plan. For one
thing, Congress should establish a Monetary and Fiscal Au-
thority. Such an Authorjty should be assigned the responsi-
bility of advising and recommending to the Executive with
respect to the 1mplementatlon of a comprehensive tax pro-
gram. The Executive, acting under the advice of the Monetary
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and Fiscal Authority, should be empowered to increase or
curtail at the appropriate time a specially designated category
of public. improvement expenditures designed to promote
employment stability and expansion. He should, moreover,
be empowered, with the advice of the Monetary and Fiscal
Authority, to determine the imposition and withdrawal of
taxes designed to check inflation or deflation and to change
existing rates within limits imposed by the comprehensive tax
program. Congress might specify certain criteria which the
Monetary and Fiscal Authority would be required to take
cognizance of in the determination of the appropriate timing
of such adjustments. The determination ought certainly to be
discretionary, but it is possible that the objective criteria
could be sufficiently definitive so that limits could be imposed
upon the range within which discretion could be exercised.
Upon such determination and proclamation by the Executive
the respective provisions of the comprehensive tax measure
previously passed by Congress would become effective.
Admittedly, Congress may be reluctant to delegate power
to the Executive on so vital a matter as the timing of the
application of tax rates and expenditures. But, if we are to
make the economy workable under modern conditions, it will
be necessary to engage in bold social engineering. And es-
pecially is this true with respect to the defense program and
its aftermath. If the magnitude of the defense effort is sharply
revised upward, the time is coming when high consumption
taxes should be imposed.in order to prevent inflation. If we
leave it to Congress to determine when this time has arrived,
there is the gravest danger that action will be taken too late.
And similarly with respect to the timing of appropriate fiscal
measures when the postdefense slump begins to set in.



Chapter XXIV

FISCAL POLICY AND INTER-
NATIONAL STABILITY

ANY persons vitally interested in sound international
relations are too frequently disposed to assume that
a high level of economic prosperity in all countries
would be ensured if trade barriers were largely removed. It
is undoubtedly true that the erection of postwar agricultural
tariffs, together with the increasingly protectionist policies of
primary producing countries, the reparations payments, and
the unsound policies pursued with respect to foreign lending,
were important factors intensifying the terrific world depres-
sion beginning in 1929. While this may certainly be granted,
it would be a great mistake to assume that sounder inter-
national economic policies of the character referred to above
would themselves ensure an avoidance of serious depressxons
Indeed, one can go much farther and assert that even in a
world which was completely under one political sovereignty
the fundamental factor producing depressions would still be
present, namely, the fluctuation in the rate of real investment.
A second point to be noted is that in laying plans for a
durable peace it would be very dangerous to overlook the
threat to the stability of any arrangements that may be made’
which would arise in case we had a recurrence of deep de-
pressions.

American Prosperity and World Peace

It is increasingly the view of many economists that the de-
pression starting in 1929 is, in very large measure, responsible
449
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for the present plight of the world. There was a very good
chance—though no absolute certainty—that, in the absence
of the Great Depression, a solution might have been found
for the central problem of Europe, namely, the place of Ger-
many in international relations. Despite the mistakes of the
Versailles Treaty, progress was being made toward a solution
in the relatively prosperous years of the late twenties, and
could this prosperity have been maintained on a fairly high
level it is not unreasonable to assume that, progressively, a
solution would have been found and war thereby averted.
The thesis can, therefore, be advanced with a good deal of
reason that the really acid test of international economic co-
operation runs in terms of deliberate international policy
with respect to the control or moderation of depressions.
With respect to the United States, it may be asserted with
confidence that this country could make no greater contribu-
tion toward the solution of the international political as well
as economic problems than that of achieving a high degree of
internal economic stability at a level of fairly full employment
of labor and other resources. It is a fact that the extraordinary
instability of the American economy presents one of the most
serious problems confronting Europe. The Great Depression
itself was, of course, a result of the interplay of a great many
factors, partly internal and partly international, but there can
be little question that the tremendous investment boom of
the twenties in the United States (and in other countries aided
by American foreign loans), the succeeding high degree of
temporary investment saturation and the ensuing collapse in
the output of fixed capital goods, particularly in this country,
were the central core of the great world depression and de-
termined mainly its intensity and duration. A bad interna-
tional setup, of course, magnified the impact upon the out-
side world, and this impact, in turn, reflected itself back upon
our own country in a cumulative fashion. Thus, as always in
a depression period, it is quite impossible to unravel the inter-
play of cause and effect relatlonslups But through it all it
is important to see the internal situation in the United States
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which would have created a profound depression regardless of
the international setup.

Europe, and also-the primary producing countries from
whom we import so heavily, and whose prosperity or depres-
sion is, therefore, in large measure a reflection of our own,
have every reason to fear the impact of America upon world
affairs if we are to continue (a) a high degree of economic
instability, or (b) chromcally depressed conditions, or (c) a
combination of both (as in recent years).

It is a striking fact that the movements of the Federal Re-
serve index of industrial production in the last decade bear a
close resemblance to the movements in the quantum of world
trade. To illustrate from one episode in this decade, the sharp
depression in the United States in 1937-38 spread to the rest
of the world through the sudden decline in American imports
induced by our depression. The continued low rate of ac-
tivity in America inevitably throws the American trade and
service balance of payments into disequilibrium. At low activ-
ity and low income levels our imports (notably, raw materials
and tourist expenditures) tend to prove inadequate to bal-
ance our current international account. A violently fluctuat-
ing American economy is a menace to economic stability in
the rest of the world. A chronically depressed America, unless -
Europe can in some manner isolate itself from this depres-
sional influence, tends to infect the rest of the world.

Under these circumstances it is highly probable that, unless
the United States can do a better job of managing ‘its own
economy and can effectively co-operate with other countries
on monetary policy, fiscal policy, and on such measures as, -
say, a co-ordinated international program of public works in
a period of depression, it will become necessary for the Eu-
ropean countries to insulate themselves as far as possible from
the American influence. It is by no means improbable that,
without an adequate internal American policy, combined
with international collaboration along the lines indicated, af-
ter this war the European countries will find it essential to
their political stability and to the security of any international
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program to collaborate on policies designed to isolate them-
selves from the United States.

In the nineteenth century and, indeed, until the break-
down of the international price system in the Great Depres-
sion of the early nineteen-thirties, international trade, while
more or less hampered by tariffs, .nevertheless extended far
beyond political boundaries and was relatively little affected
by political power. During the last decade the world has,
however, become increasingly broken up into more or less
waterught trade area compartments. In particular, the trad-
ing policies of the totalitarian states have fostered a high de-
gree of self-sufficiency in the areas brought within their sphere
of influence. And, of course, the war has now cut off the en-
tire continent of Europe from trade with the Western world.

America’s Place in Postwar World Tradc'

- The prospect for a satisfactory political organization of Eu-
_rope is not bright, regardless of the outcome of the war.
Europe in our generation will not easily be able to achieve
*a satisfactory political settlement. If the outcome of the war
is such that Germany will dominate the continent of Europe,
this would entail the continuance of autarchic trade policies,
resulting in largely cutting off this area from trade with the
rest of the world. Barter deals no doubt would be made where
they could be effected advantageously, but general interna-
tional trade. intercourse on a free price basis between a
German-dominated Europe and the rest of the world would
be a thing of the past.

On the other hand, it can reasonably be expected that in
the event of a British victory the independent states of Eu-
rope will be reconstituted, and that international trade across
political boundaries will be resumed. Thus, the outcome of
the war has important implications with respect to world
trade and, in particular, the trading area available for the
United States.

- In the event of a complete German victory, including the
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conquest of the British Isles and perhaps the loss of British
India and much or all of the African British Empire, the
American trade area would shrivel to include virtually no
more than the North American continent and the Caribbean
countries. In the event of a British defeat, the United States
could not, singlehanded, control the Atlantic and Pacific
Oceans. Our defense would have to be drawn on close lines.
It would involve a restricted area, including the North Amer-
ican continent and the Caribbean countries. It would, of
course, include the protection of the Panama Canal and an
area, say, fifteen hundred miles beyond. With the defeat of
Britain, we could not afford to risk far-flung, distant outposts.

The economic and trade implications of this limited de-
fense area are rather obvious. The United States does not
constitute a powerful economic magnet drawing the coun-
tries of South America into our trade orbit. Their great ex-
port products are, with the exception of coffee in Brazil, pre-
cisely the products of which we have huge agricultural
surpluses.! Nor should we be able to hold the Far East, Aus-
tralasia, the Dutch and British East Indies, China, the Phil-
ippine Islands, and Japan within our trade orbit. This area
in the event of a smashing German victory would increasingly
fall, both on military and on trade lines, under the control
of Japan and the Axis Powers.

The limited trade area thus left for the United States does,
indeed, contain rich raw materials, and we could in time de-
velop a high degree of self-sufficiency, but it would mean a

1 The difficulty of integrating the South American countries in the orbit
of American trade 1 explored in some detail in an article on “Hemisphere
Solidarity” in the October, 1940 issue of Foreign Affairs. See also the article by
P. W, Bidwell and A. R. Upgren on “A Trade Policy for National Defense,”
ibid, January, 1941. Quantitatively, our own agricultural export surpluses
aggregate about $700 millions per annum. But, if the Western Hemisphere
as a whole is considered, these surpluses cumulate to a total of no less than
$2 billions. Our own surpluses include cotton and wheat, tobacco and meat,
and mineral surpluses of copper and petroleum, to name but two of the
latter class. Canada and the Argentine together have even greater surpluses

of meat and wheat, Brazil has a large surplus of coffee and cotton, and other

countries of the hemisphere have very large surpluses of copper and pe-
troleum. '
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drastic reallocation of our productive resources. Within this
narrow trade area we have an enormously overdeveloped agri-
cultural capacity. This would have to be liquidated. Our
economy has developed within a world market, and our trad-
ing area cannot shrivel to small dimensions without entailing
drastic reorganization and readjustment.

The key to the solution of this dilemma is Britain. In recent
years the proportion of the total European purchases of West-
ern Hemisphere agricultural surpluses taken by the United
Kingdom is striking indeed. Of total hemispheric exports of
wheat, Britain absorbed over 6o per cent. In the case of meat
—a critical export for the Argentine—the proportion of total
Western Hemisphere exports to all of Europe absorbed by
Britain was go per cent; for lard, 58 per cent; for cotton, to-
bacco, and corn, the proportion ranged from 32 to 40 per
cent; and, finally, in the cases of copper and petroleum, the
figures are 49 and 38 per cent respectively. Coffee is the only
important Western Hemisphere export not purchased in
large volume by Britain.

If Britain holds and the British Empire survives, our trade
outlook would accordingly be very different. With British
and American control of the seas, a large trading area would
be available for,this country, even though Germany should
retain control of the continent of Europe. Such a trade area
would include the British Isles and the whole of the British

- Empire, the whole of the Western Hemisphere, and the Far
East. This represents a reasonably satisfactory triangular trade
area, including by far the most important part of our former
world trade. Important trade routes would thus be preserved
across the Atlantic and the Pacific. In this area, by reason of
the market offered in the British Isles, the South American
countries could also find their place. And we, on our part,
would import important raw materials from the Far East.

The outlook for the United States in such a world would
be fairly optlmlstlc from the trade standpoint. But, in terms
of world orgamzatlon and permanent peace, a world divided .
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between a great land power (Germany) and sea powers (Brit-
ain and the United States) presents a gloomy picture.

International Economic Collabomtion

But the political solution of the problem of world organi-
zation is not enough. The League of Nations, imperfect as it
was, could in all probablhty have survived and improved had
it been possible to maintain a sound economic foundation in
terms of world prosperity. In the next attempt at world or-
ganization there is no likelihood that any scheme, however
w1sely conceived, can survive widespread unemployment. The
war is demonstrating how great are the fiscal powers of the
state to commandeer the resources of a society for purposes of
destruction. Is it Utopian to hope that countries may learn to
use this powerful instrument of public policy for building
and preserving the economic foundations of enduring world
peace?

In the London Times, February g, 1940, a statement of the
Executive Committee of the British Labour Party on “The
War and the Peace” is made. This statement further calls at-
tention to the economic difficulties which will confront all
nations at the end of the war, particularly the danger of mass
unemployment In addition to political reconstruction, bold
economic and financial planning on a world-wide scale is re-
quired, involving perhaps international public works and
the development of great colonial territories under the direc-
tion of an international authority with a budget of its own.
Such a plan, of course, goes farther than my own suggestion,
which involves international collaboration with respect to in-
ternal expansion within each country, undertaken simultane-
ously.with a view to disrupting-as little as possible the struc-
ture of exchange rates.

Similarly, in an article in the New Statesman and the Na-
tion, February 17, 1940, reference is made to the perilous sit-
uation which will confront all the belligerent countries when
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the armies are demobilized and returned to civilian life. The
worst error, it is urged, committed by the statesmen follow-
ing the first World War was not the Treaty of Versailles with
its doubtful political frontiers, but rather their failure to
grapple effectively with the economics of the postwar world.
The first chapter in a peace settlement ought to include, it is
stated, an ambitious plan of public works development, and
restoration.

Undoubtedly, intelligent opinion in Europe would prefer
a policy of international collaboration with America. But this
is true only on the assumption that there is reason to suppose
that America can and will stabilize her economy at a high
employment level and can and will participate in effective in-
ternational collaboration on monetary, trade, and fiscal lines.

What I have tried to state briefly is my conviction that it is
necessary to think of international economic collaboration in
more thoroughgoing terms than has commonly been the case.
It is important not merely to think in terms of the optimum
international division of labor which .at full employment
would give us the largest realizable real income. In the kind
of world in which-we live today it is even more important to
think in terms of reasonably full utilization of our resources
and to consider both domestic and international policy which
will tend to promote this end. :
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