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INTRODUCTION. 

T HE twin scourges that affiict the modern world-be­
pression and War-are not altogether unrelated. Bad 
as the Treaty of Ve1;sailles 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 higher levels 
of real income and employment. :· 

The war now affiicting, directly and indi~ectly, the entire 
world cannot be explained by overly simplified dogmas run­
ning in terms of competitive capitalism and imp~rialistic 
rivalries. But it has, nonetheless, an economic basjs-:-the in­
ability of the great industrial nations to provide full employ­
ment af 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 failQre to 

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

It is against the ba<:kground of the past decade of ecunomic 
and political futilitY. that this ~ook is. written. It deals with 
the changing roJe of government, and particularly with fiscal I 

policy as an instrument for rep-ulating the. national income 
and its distribution. ., .. 

In june, 1939, it was my privilege to present a preliminary 
report on Fiscal PoZicy and Business Cycles to a conference 
of specialists in the fields indicated, called togetper under t4e 

vii 



viii INTRODUCTION 

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. 0. Hardy, 
Simeon E. Leland, Abba P. Lerner, Arthur \V. Marget, Law­
rence H. Seltzer, Carl Shoup, and John H. \Villiams. 

Especially am I under obligation to Dean \Villiams 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 views. 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 fa~ulty members, especially J. Keith Butters, Emile 
Despres, John 'r· Dunlop, J. K. Galbraith, R. V. Gilbert, 
Benjamin H. Higgins,(;.. 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 -responsible for the arguments 
presented or the conclusions reached in this book. \Vith re­
spect to the basic underlying philosophy, some are, a~ I under­
stand them, in substantial" agreement, while others are highly 

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

1 
I wish also to express my deep obligation to the Graduate 

School of Public Administratipn, Harvard University, for the 
seminar-and 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 addition, 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 J aszi, 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," ]our-· 
nal of Political Economy, August, 1940; "The Dynamic versus 
the Circular FlowEconomy," an address delivered September 
17; 1940, at the Bicentennial Celebration of the Founding of 
the University of Pennsylvania; "fiiq~_¥lexfi2!Jity and the 
Full Employment of Resources," The Structure ofthe Ameri~ 
can Economy, Pa:rt:If:Toward Full Use of Resources, Na­
tional Resources Planning Board, 1940; "Monetary_ and Fiscal 
Controls in '\Var 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" Uoint 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. · -
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Chapter I 

THE THIRTIES VIEWED AGAINST 
THE BACKGROUND OF 

EARLIER CYCLES 

T HE Great Depression, beginning in 1929, which had 
only partially been overco~~· at any rate in the Un~ted 
States, by the end of the thirties, has been tharactenzed 

as something qu!te unique in the long history of business cy­
cles. To be sure,lin a sense every cycle is unique and has special 
characteristics dn.ts o~j When, however, it is said that the 
Great Depression was aunique 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 opinion among busi­
ness cycle students with respect to the uniqueness of the Great l 
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 differentiatee 
ous cycles or wavelike movements in the process of modem 
eco~1c 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 
duratio11. 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 i~ 
character, and not merely an erratic fluctuation. 

Into this discussion-on which there is an extensive litera­
ture-we shall not enter.- \Ve shall follow the view that eco-1 
nomic development does run in cycles. \Ve believe that there' 
is sufficient justification in the historical and statistical recor~, 
supported by the theoretical analysis of the cumulative proc­
ess.~. to warrant this assumption. 
{The upward and downward movements, which togetheri 

ma.Ke business cycles, are now commonly believed to be mainlx j 
associated with fluctuations in the volume of real investment; i 
We distinguish between real investment and financial invest­
ment. \Vhen one purchases a share in a corporate enterprise or 
a bond or a mortgage, one is making a· financial investment. 
When one, however, b'uilds. a house or a factory or a ma­
chine, 09-e 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
'ized in terms of either_money income, real income (the output 
of matet1al goods and services), or employment. These three 
categories, to be sure, are iwt identical. Money income is a 
function both of real income and of price movements, while 
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.real inco~e 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 
likely to differ considerably under varying circumstances. For 
certain problems it is ·extremely important 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-l)lll devel-
opments. . 

·we have noted that the upswing and downswing move­
ments of income, output, and employment are mainly 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 rea) 
investment, though to some extent, as we shall see later, these 
movements are of an independent character unrelated to the 
movements of real investment. I 

'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 consumption goods, such as food and the 1 
like, (c) semidurable consumers' goods, such as clothing, and 
(d) durable consumers' goods, such as automobiles and house­
hold equipment. 
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The most general, all-inclusive statement of the essential 
r·-·~··------··--~---------- -character o cyclical movements IS th~t they consist in an in-

crease ora."ecline, as the case may be, in the purchase of real 
~nvestment goods and of durable consumer~· goods as defined 
above. While the role of durable consumers' goods plays ~n 
increasingly important part, it is nevertheless still true, and 
formerly almost exclu~ively so, that the causes of busjne~!l flue;_­
' tuations are to_ be found mainll'.l!U.h~ac~!~-~hid~_j:>rj.ng 
a~out!_~d 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 

r minor cyc~e and to the major cycle. Arid with respect to the 
term "depression," equally die 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 ~oncentrate at­

tention upon the major cycle in b~siness cycle analysis. But 
•it is not possible in doing so to ov~rlook the fact that, particu­
larly in the upswing phase of th~ major 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 mip.or 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.1 :> 

The major upswing, as we have already no_!:e<:!?~n be_~har-

t The figures give1;1 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 B14lletin. 
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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 
~fy real investmerrLint<?_!hf.. tWQ_f;itegories suggest.~d 
above: (a). inventories of commodity stocks and (b) real in­
vestment in fixed capital, including plant and equipment 
housuig and public construction. When an upsurge in real in­
vestment occurs, it is not unusual fot: 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 infr~gue~tly 
the minor _!et})acks ~~~!~~~ced ill.--tll~ major !l.P~~ings_may 
be characterized as inventory rece~Sl()JJS• But sometimes other 
SiiiiatloiiSiilay initiate or aggravate these minor recessions. 
Thus, for example, in the beginnipg of the major upswing it' 
may b,e that.E!'ge in~_g~ent in i_!!1pJ9.Y~d . ..mac.bine_ry.<>ccurs 
and that after a time a temporary saturation is reached_inthit 
type of investment leading to a t:ecession. The general buoy­
ancy of the upswing, however, ~o~m starts the economy upward 
again with a further burst of real investment after the. tern- ·· 
porary setback thus sustained.- S<?metimes special situations 
are partly responsible for minor recessions, such as critical ~ 
international dc;velopments, labor disturbances, or even sp~ 
cial factors h~g- to _c:!_~ ~~th~~j~ industries, such as the 
ford shutdown m 1927. Regularly, however, in~entory move­
ments play an important role. 

It is to be noted that very rarely do minor u~win_g_s i~.!~ 
rupt the d<?'\\'n'E!!l_9f ttie major cycle. One nota le 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 rna jor downswing of the business cycle. There are, how­
ever, the brief recoveries of i818, 1828, and 1841, all of them 
coming in the period of the long, difficult readjustment after 
the Napoleonic Wars. About this period we ~hall 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 is not 
to say, however, that those who advance this view would neces­
sarily argue that there is implied in s1,1ch 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 ~licy_~d have modified v~!Y_ ~eatly the d~velop­
~~!l.tl;>o~in the <!epression and in the. recovery phases. What 
is true is that the expenences of this decade certainly become 
more understandable 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 i 
important one th~t every prolo~d __ upswing period ha~l;>-~ep ' 
integ.!!Pted 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 

lperiod of about four years, and usually the period is some-
what.shorter. From this we may deduce that the major ':lP· 

'swing. represents a disco~<?ll_S, jerky _SP_lli.U.I!...tll~ .!!:lt~pf 
r§jnv~§!..l!!<'!nt; that the raEid e~~-tfslo~_<;,>f_!_e~_l_j~lve~tlll.~l!t 
.P!.<.>~E~J?Lfits and starts.tPartiCularly, as we have noted, is it 
di~cult 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 
'fycle 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 8.35 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 -:t857 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.o years: 

Since one to two minor peaks regularly occur between the 
major peaks, it is dear that the minor cycle is something less 
than h~!!.t~uratiol!.2!_~~ajor cycle., In the one hundred 
'and thirty-year period 1807 to 1937 there were thirty-seven 
minor cycles with an average duration of 3.51 years. In the 
eighty-year period from 1857 to 1937 there were twenty-three 
minor'cycles with an average duration of 3.48 years. And from 
1890 to 1937 there were fourteen minor cycles ~ith an aver-
age duration of 3.36 years. ~, 

The major cycles vary in length qQ!!!_a mi_nimum of six 
ears to a maximum of twelve years, though with rare excep­

tions t ey . ll within the range of seven to ten years, t~r­
age being slightly over eight years:JThe minor cycles have a 
range of from a mirumum of two years to a maximum of six 
years, though they usually fall wit~in the range of three to 
four years, with the ave_rage slightly over three and Ol'!e-t~ird 

~· 
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. Orie of the most 
important is one that, strangely 'enough,-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 
nineteen-thirties. 

The factor to which we refer is the fluctuation in buildina 
construction. This follows, in large measure, a wavelikeiii.~ 
'---" -
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~m.uch longer th~~,~aj~r bus~!:les~!e: 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.1 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 fairly regular cyclical pattern. The Rig­
gleman study reveals ~ix building flcles from 1830 to 1934, 
with an average duration of 17.33 years. The studies of Long 
and Riggleman reveal four cycles from· i.864 to 1934, with 
an average duration of 17.5 years. All four studies cover the 
period from 1878 to 1934 and reveal three cycles with an 
avetage duration of 18.7 years, while ilie period from 1900 to 
1937(1!"ves two cycles of an average duration of seventeen 
years Thus, it appears that the building cycle averages some-

' wher tween seventeen and eighteen years in length, or al-
most precisely twice the length of the major business cycle_] 

Question may be raised why building construction should 
have a cycle of its own different in length from that of the ma­
jor business qrde. 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 
Cycles in the United States, 1875-1932,'' journal of the American Statistical 
Association, 1933; C. D. Long, Jr., Building Cycles and the Theory of Invest­
ment, Princeton University Press, 1940. 
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production, which fits neither the ~inor ~cle nor the m~jor 
business cycle, of about two years duratwn; that _there 1s 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. 
~9_!n-h9K c~~~· _for example, has bee~ explained by the 

interrelation of the pnce of corn and the pnce 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-eight_een-year cycle of building 
construction. \Ve.'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 goirtg on a large scale sud­
denly. In a period of building depression many contractors, 
particularly the smaller ones, have gone into other industrial 
acth·ities, 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 ptany 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-' 

, justment of the supply of houses to the demand for houses' 
takes place with a very considerable lag, and this, it appears.! 
accounts in part for the cyclical movement ·in residential 
building. . I 

, ~~tuation in rents re~g from t~e failure of quick 
adjustment o~~va~bJ~}lousing space to the mu.uber of fa!!!i­
rresseeHfigaccommodations is t!!..~2i<?r..cause of the_ftuctua­
"ilon. 'l'here are, however, other factors which have a bearing 
on .the building cycle, including fluctuations in the cost of 
~?uilding, ~vailability of investment funds, changes in the na­
tional income, changes in the rate of urban pc:>piJlat~Qn growth, 

c ari!J general'pesSiiiilsm or optimi~h r~~pect 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 a.ctivity 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 t~e 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 
1 building cycle has no relation whatever to the rna jor business 

a 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 
Cycles in Residential Building: An Explanation," Econometrica, April, 1940; 
se_e also extended biblipgraphy cited in C. D. Long, Jr., op. cit., pp. g--1o. 



THE THIRTIES 23 

cycle. On the contrary, j\merican 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 p~ak 
of the building boom usually antedates the peak of the maJor 
cycle. ,. · ~ 

The peri.ods of the ux building cycles of the last hundrFd 
years are as foll~ws: 

TABLE I 

Low High Low 

Cycle 1 1.830 1836 1843 
Cycle 2 1843 1853 1864 
Cycle 3 . 1864 1871 1878 
Cycle 4 1878 1890 1900 
Cycle 5 1900 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 i929. It will be 
noted that every one of tlrese depressions was of unusual se­
verity and duration. This is precisely what one would expect. 
If temporary saturation in other forms oheal 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 downsw~ng 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 
st!!p in the building industry. . 

With respect. to the Great Depression of the thirties, it is 
wo y of note that the constructional boom of the twenties 
was the greatest in our history and that the precipitate decline 
in buildi~g after.19.28 exceeded tl_Iat in any earli~r peri~ The 
only earher bUlldmg constructiOn boom wh1ch at a 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 1920. 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 major business cycle occurs at a time when building con­
struction is reviving, it is reasonable to suppose that the de­
cline in general business activity will be cushioned by thi's 
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 1907 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 botlJ. these depression periods, 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 c-urtailment 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 ~hat it is not possible to give an adequate 
analysis of the major business cycle (of eight to nine years' 
duration) witho.ut 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 starting 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: · 

TABLE II 

Average Annual Real Investment • 

(in billions) 

. Equipment 
Plant 
Rousing (plus nonprofit) 
Public Construction 

I9J6-J9 
$4·3 

•·9 
1.9 
3·3 • 

I92J-29 
$4.8 

3·9) IQ • 3·~ 
1 

5·•1 
2.1 

Investment in producers' equipment was $4.3 billions an­
nually iri 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 ful~ 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 1923-29 l~el. It is 
in this area that one must find the explanation for the incom-
plete recovery of the thirties. · 

The b.uilding cycle which we have been considering is, of 
course, nothing more or less than just the cycle in the con-
.. • Data from George Terborgh, Federal Reserve Bulletin, September, 1939, 
and subseque_nt estimatc;s. 
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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-· 
pies. '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 il\ 
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 cycl~. -

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
gratieff, Spiethoff, M!tch~ll, Th~. ~ch:u:~P.eter, Woytinsky, 
Ciriacy \Vantrup, and others, have noted the important fact 
that th~~t experience of the Western world indicates pro­
longed ~rio~9f[eTatiVef_y_good-tiiii-es-.-exi~nafng fa.t: ~~Y~~d 
~hc:_~o.un<!~r~~~ ~! ~he_major business ~IE!~~~-~- e':'~l! . .O! the 
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bui!~~!!g_cycle; and ~imilarly_pr~Iongec!_peri?_ds ~f_more or 
reSs chro!!i~-~epression, within which, hol\'ev_~r~_ !h~swings. of 
tlie _!>.E~Ln,~~-~Ycl!! 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 1s present ~_t:tg_tmder_cur_!e~!_of 
buoyancy! a powerful upsurge in mve§~nt activity, inter­
rupted, 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 fouhd that_depress1ons- areregu­
~la~}y_c!~ffi and_ prolonged and that .!.~co~et:i.~s _are_wea~ ~~d 
an ell!!<: ~nd fai!.!~ r~acll_~~.Y~~~f !eas~nab_ly f~ll ~c~iv~y.:.. 
Qmong the characteristics which, from the statistical stand­
point, most clearly distinguish these prolonged periods of 
good times and bad times are (a) secular ~-~e~~_!ltS of p~-c~s 
"and (b) secul~r-~<>._v.em._~~ts ~f'i!J.te.rest rate.s. !ways in the long 
periods of good times the trends of pric and interest rates 
are upward,_ while in the long periods of hard times the secu­
lar movements· of prices and interest rates are downward. 
Som.o writers have sought to find in these phenomena the 
causal explanation. It is, however, more probable that the 
mo_y~ment;s of pri_ces and interest rates_ ~!~!l~ator~_!egister­
!I!J~ the impact or ~e deeper factors w~~~h caus~ the periods of 
good tim_es or bad times, as the case may be. They e1re statistical 
~efinomei:ers, so to sp«:ak, registering the fa~t of prolonged 
~uoya~cy~~~!._O_!!.ic depres.sion~J 

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 "upswir:g" and "downswing" periods. The 
long periods of hard times, at any rate, do not reveal an abso­
lute decline in product!gn, though they do reveal falling prices 
and interest rates.\The trend of per capita output and real in­
come continues to rise, though probably at a somewhat re­
tarded rate 

a The periods of prolonged hard times are regularly assod-
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ated with an exceptionally large amount of unemploymeryt. 
Indeed, much com·incing data with respect to these periods 
are to be found in social and labor history.5 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." '\Vhether 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 c}rcle. Moreover, it 

• See John R. Commons, et tJ(., DocumenttJry History of AmeriCtJn IndustritJl 
Society. A. H. Clark Co., 191D-11; :md also John R. Commons, History of LAbor 
an the l.inited SttJtes, Macmillan, 1918. 
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i$ a tenable_ hypothes!s that t?e process of economic develop­
ment tends to run not only m terms of the regular business 

·cycle movemept, but also in ternis of these long waves. Indeed, 
as also 'With the business cycle~ each phase of these lo~g 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 8 of preponder­
antly good times and bad times--or "long waves," if this term 
is preferred-are approximately as follows: 

Good Times 

··.1787-1815 
. 1843-1873. 
• 1897-1920 

Bad Times 

1815-1843 
1873-1897 
192G- ? 

It is interesting to note that in each of the long periods of: 
good times there developed ~!..}Ilajor. !ec~yeries and three' . 
major depressions, while in each c!ownswing there occurred 
two major recoveries and three majm: depressions. The turn­
!ng P?!nt both a~ t~~.!~P.~EE .. ~~t~e bo~tc;>m of ~he "long waves" 
-co_i.nc1~~~w~.tl:t ~he turning point of a ~a~~~~iness b<:>om ~r 
aepresswn. This may be represented schematically as follows:· 
lf .. onemeasures the average !Juration of the three complete 
business iycles which occurred in each of th,e long periods of 
good tinies, one gets the following results: 6.67 years for the 
major business cycle in the first long period of good times, 8.67 
for th.e second period, and 6.67 for the third. On the other 
hind, if one measures the two complete major cycles in each of 
the periods of prolonged hard times, ont; gets the following 

. 8 See J. A. Schumpeter, Business Cycles, McGraw-Hill, 1939; A. Spiethoff, 
"Krisen," Handwiirterbuch der Staatswissenschaften, 4th ed., 1923; N. D. Kon­
dratieff, "Die Langen Wellen der Konjunktur," Archiv fur Sozialwissenschaft 
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. • 
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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 period. Thus, it is evident that on the average the major 
cycle in the long periods of good times had a duration o£7.3 
years, while on the average the length ofthe major cycle in 
the long hard times was 9.8 years. 
~_g_ ~-tb.e Il:l~j~E_b~si!!ess cycl~ has not_~~!-~et;_ll_£~1!1-

pletelu~nc~~~in the various inq~stn~L~ountr~e~._so 
~js_not ~!~~y~ p9ssib~ __ t<i...~!tn~s<?unt!it;s neatly .i~o tl!~ 
inter~als destgnat~das loEg_penodS of bu~J_!I}_t_expaJ:lsH;>I).__pr 
prolonged ba~_t!me~ For the most part, however, the experi­
ence of different countries conforms with the periods outlined 
above. With respect to the current phase, the thesis is perhap~ 

- 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-

1 

acterized as a decade of preponderantly buoyant prosperity. It 
is possible that the most reason~ble cl~sification 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
tainly not proven, that the basic underlying economic condi­
tions from 1920 were relatively unfavorable, but that special 
factors growing out Qf 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 \Var .. 
~ether or not the future economic development will jus­

tify any continuing classification of periods into eras of good 
times and bad times only the future can reveal. For one thing, 
the strong impact of governmentaUntervention 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 her~ discussing. After the first \Vorld \Var there were those 
who argued that ·the intervention of new central bank tech-~ 
niques and other governmentai polici_es made it quite impos­
sible to speak any longer of the movements of the business 
cycle. This contention, thus far at ~ny 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 funtlam~ntal economic forces related 
to eras of buoyant prosperity and chronic depression. which 
transcend the shorter movement of the business cycle: . 

Th!:~.£.~ajoi"~¢JFp~al_!a!i~~ have been offered for these long 
1 periods of good and bad tim~s. One runs in terms of~nolog: 
~~velopm.~ts, innovations, e]'plpitati9n _9£ new r~<?U!Ce~·­
and the opening of new territory. This explanation has been 
advanced nota~ly by Spiethojf, Wicks~ll, and Schumpeter. A 

I second explanation runs in terms of war. This explanation 
has been advanced prominently by Ciriacy Wantrup and has 
also been noted by Kondratiejf and \Vic~ell. A third, running 
in terms of gold and price movemen~ has been advanced 
J>y Cassel,' \Varren and Pearson,8 \Voytinsky,• and others. 

T 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, Haroourt, Brace and Co., 1923. 
· a C. F. Warren and F. A. Pearson, Gold and Prices, John Wiley and Sons, 

1935· . . 
• W. Woytinsky, Intemationale Hebung der Preise IUs AUSUieg aus der Knse, 

19,!1. . 
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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 

;tediliology, 1iinifations, -aiidthediScovery oYtew 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 te.chniques are introduced which profoundly 
change the character of the whole economy. In_ the _ _periods 
of the prolonged hard times these exceptionaltechnological 
d!yelopments a,re damped down_Q!_!!l1!..9.1Jt. The great invest­
ment opportunities exploited in the preceding period of good 
times are now largely exhausteq. General technological im­
provements of a less profound character are, to be sure, going 
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 marlted degree of unemployment and in the 
failure of the upswings of the major business <;ycles to reach 
a condition of full economic activity •. 

, -~~fesSQ!__SchE-mpeter, with his emp_h_asis on~ ~~-!01~-<?..!J!.l~ 
novations, explains the prolonged good times of the first long 
wave by t~e_-~!Ile_r_ge~ce o~ !l!.<:. I!islu~~tj.~J ~~~!l.:ltion 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 modem in­
du~trial civilization, namely, ~he railroa.q. There can be no 
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question that the' development of the railroad opened up vast 
real investment outlets throughout the "'estern 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 f<;>rces 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 Schum peter explains by the emer­
gence of the ~trical, chemical, and automotive industries. 
Wicksell, in his famous Chapter XI in Interest and Prices, 
rpublished in 18g8, emphasized fundamentally the same tech­
I_lOlogical factors which are heavily relied upon in Professor 
Schumpeter's explanation. ~piethoff 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 expenditures, together 
with the difficult readjustments to a peacetime basis after the 
whole of western Europe had far 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 seco:'ld so-called long wave. It is true 
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that in th~ "Aufschwungsspanne". fro43-73) there occurred a 
number of important wars at var~ous intervals, including the 
Crimean War, the American Civil War, the Danish-Prussian 
and the Austro-Prussian \Vars of the sixties, and the Franco­
Prussian \Var of 1871. 

For the "Aufschwungsspanne" of the thirCJ..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 wave, wars occupied a position 
of. major importance, perhaps equal to that ofthe innovations 
introduced byJheJ!!4.ustrial Revolution. Each reinjorc~g_th.,e 
Q!her, a~~ i_t is difficult to dis,entangle_ th~ r~lat~ye potency of 
each factor. For the second "Aufschwungsspanne" it appears 
-reasonable to conclude that the ~jor factor was th~-~ailr~~di­
!~OJ!.:Pf the world and that wars playeaarelatively minor 
part, with respect to both the good times and the ensuing 
period of chronic hard times which followed. For the third 
period the mtJst reasonable conclusion appears to be that ihe" 
electrification and motorization of the Western world played I 
by far the dominant role, .reinforced toward the end of the 
period by the first \Vorld \Var, and that for the succeeding..: 
period 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 

1 

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 Cassel1 who have stressed this analysis have usually 
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limited their discussion("' the period from 1850 to ~913. Cas­
sel calculated the effective g~ld 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 3 per cent per ftnnum. He found that the effective gold 
supply rose fron1185o 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 w~ve 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 
tliscoveries and th~ 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-

>tduction 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.1° 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 g.old production relative · 
to the cycle of prices of about fifteen years. For example, in 

1
the period from 1873 to 192o-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.n Thus, in the period of 
high prices gold production was discouraged, and this in­
fluence continued on for a considerable interval of time. As· 

• 10 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 tl1an 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 rt'­
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 mon~y. 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 invest~ent, 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 (l\1) and its utilization (V) adjust themselves to 
the demands of the underlying real factors. Still more obvious 
is the fact taat,. in periods of vast war expenditures, govern­
ments, through radical readjustments in the monetary sys­
tem, such as the abandonment of the gold s~dard, adapt the 
money sit~ation 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 borrowingtrhus, on. 
balance, we conclude that gold and monetary factors play a 
I subsidiary role and that the main causes of the long periods of 
good timesand of chronic" depression must be sought in tech­
nological and innovational factors, and at times in greater or 
less degree in the fiscal policies of governments hitherto re­
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 structu,ral change in econoniic life and institu­
tions. Both rel(\te 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 
unqerlyirig and supplementary industries, including for the 
last period, glass, rubber, steel, cement, electrical appliances, 
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 twenties 
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,12 with its deep depressions of the seventies and the nine-

~(;-
u 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 tin:ie the central barometer of 
prosperity and economic activity, of which e\•eryone was more or less con· 
sciously aware, was activity in the railroad industry. The declining 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, particularly 
in recent years, widespread attention and received much comment. Some, in 
view of the tremendous expansion ushered in by the electrification 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 \Vright 
placed his finger upon the really significant cause of the world-wide stagnation. 

See U.S. 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 construction must continue to Tlse at a con­
stant"!£!:!~ if_!le~~itiileni i~he-m1derlyini subsicfiari in­
~:h~~-~-~s_is to ~e ~(!in~fULth~fa~c:~~et\ !hus, the mere 
sfowmg down m the rate of increase m 4 new ra1lroad 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 
learn from the acceleration principle. (The sharp decline in] 

1railroad 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 electric~~otorcars. 1 The three decades 
1goo-2g witnessed the rise of four new giant industries.11

. 

Street cars. led the way in the niheties and reached its invest-
rinent peak ($2.5) in the decade 1goo-og. Capital outlays on 
teleQhones increased rapidly after 1900 and doubled in each 
of the two succeeding decades, rising to $2.5 billions in the 
twenties. Electric power investll!ent first assumed large propor­
tions in the decade 1goo-og ($1.7 billions), increased 50 per 
cent in the following decade, and leaped forward with a capi-

u I am indebted to John Wilson, formerly instructor in economics at Har· 
vard University and now eronomist in the Department of Commerce, for the 
use of data in his unpublished manuscript. 
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tal expenditure of $8.1 billions in the twenties. Automobile 
production, from only 4,ooo ')inits in 1900, rose to 187,000 
units. in 1910, 1,ooo,ooo in 1915, 2,2oo,ooo in 1920, 4,4oo,ooo 
in 1925, and 5,6oo,ooo 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 iqdustry, 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 $g.9 billions in the decade 192o-29.u • 

Thus, an era of buoyant prosperity was generated by the 
'growth of four great 'industries: street railways, telephoB._~. 
~lectric _pQwer, a!_l<!_au~Qmo_]?il~~~ridu'S.tties (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 1goo-29. Street railway development was. 
largely completed in the first decade, telephone and auto­
mobile expansion in the third decade. Electric power alorie 
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. T~~hp.ological de­
velopments ma_king for expansio~ had temporarily ~p~nt_the_ir 
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. • 

u From Temporary National Economic Committee Hearings, Part 1, p. 2J12. 
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Structural Changes i~ American Economy 

Thus far we have seen that the decade of the thirties is 
largely un_derstaridable 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-

r 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 dowp. 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 W:orld 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 1926-36 
may be-"regarded as representative of postwar normal rate of 
growth., . 

Decade 

1883-93 
1893-o3 
1903-13 
1926-36 

TABLE Ill 

Increase 

10,290,000 
14·950,000 
14·510,000 
9,468,ooo 

In the United States the decline came later, as shown in the 
table which follows: 
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Decade 

IgOo-10 
191o-20 
192o-30 
193o-40 

TABLE IV 

Increase 

16,138,ooo 
14,923,000 
15,901,000 
. g,218,ooo 

43 

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)ts 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
~~gc:...!.~~E_!:<:_~eEt__that .~he .. ~ra or··aeve10Pffi.ei1;('ii:u:f'set~~­
ment o~~-~e_f!i.t~!Y.~largely <?V_er. The role of territorial ex­
pa-risian is likely to be much less in the next half century than 
was the case in the nineteenth century relative to 'national 
income.11 

t 
The rapid decline in population growth and the exhaustion 

· of the world frontier may well have a causal intercon~ection. 
Certainly it is true that, so long as there ·were great new ter­
ritories to be opened and deve)oped, rapid population growth 
was a healthy economic devel6pment. With an increasing ex­
haustion of opportunities for settlement and exploitation of 
new territory, the continuation of the nineteenth-century rate 

uSee Isaiah Bowman, Limits of Land Settlement, Council on Foreign Re­
lations, •937· 
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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 stil~ 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, ~njoyed 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 

I 
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 

f 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 18 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 hav~ 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 tum, 
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 intens.ive 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-J 
erously financed than ever before. 

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 (1goo-2g), 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 

18 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 ot 
labor. 



FISCAL POLICY AND BUSINESS CYCLES 

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. ~!.~_s, perhaps, inherent in the 

-pr_:ocess __ Qf _innoy;giQn a~!l.!Il:!!!ative_~end~n~:y-w hii:h -may be 
~~sqib~~!ms q~~Il!~~rfc £!_Qgr_!~sio!Y That this was 
true, eveyt 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 ~hat 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 is, 
at any rate, a question whether intensive investment can at­
tain the ;buoyancy and tempo of earlier periods when tech-

lnologicafdevelopments were stimulated by population growth 
a:r,td territorial expansion. 

The decline in the ·ra:te-pf extensive expansion may partly 
account for the structura! ~hange which we are witnessing in 
economic institutions. tx'he ~conomic order is undergoing pro­
gr~ssively changes in its iry'emal organization which affect 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 ninetee.nth century an automatic price mechanism 
functioned with relatively little intervention or control from 
~rganizational 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 automafic functioning of the price system 
were gradually developing, it is, broadly speaking, true that 
these played a relatively minor role until the first \Vorld War. 
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Just as wars have frequently acted, as a profound stimulus 
upon technological development, so~lso the _first World 'Var, 
enormously accelerated the development o£ iiiSfifiifionaTiii­
terferences -;ith- the p.iice mechanism. Ailincre~i~gdegree 
of regimentation by both public and private organization de­
veloped with startling rapidity. Instruments of control that 
had gradually beetf 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 private contro~ 
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 practices: 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 atomistic order. Corporations, trade-unions, 
and government intervention we shall continue to have. 
Modern democracy does not mean individualism. It means 
... ___ ·-.------ .- ···- ·-·--- ··-------- -----... -· .. --~ -·;. --
a_ system m_ whiCh r-nv~t~._vol~n_!~!)'_QrgamzatiOn functions 
under general, and mostly indirect, governmental control.. 
Dictatorship means direct and specific control. 'Ve do- not 
have a choice between "plan and no plan." 'Ve have a choice! 
only between democratic planning and totalitarian regimenta-
tion. · 



Chapter II 

INVEST M EN T AN D C 0 N S U M P T I 0 N, 
1920-1939 

I T may be well to remind the reader again that we have 
chosen to follow the common-sense classification adopted 
by Kuznets in his study of.National Income and Capital 

Formation, I9I9-I9J5, and have included in real consump­
tion not only, ·the flow of pers~mal services, nondurable con­
sumption ggods (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 mearis 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. \Ve 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 + I. \Vhen the terms "income," "in-

48 
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vestment," and "consumption" are used alone, it is under­
~tood 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 (1). When gross investment 
-expenditures are added to consumption expenditures, we ob­
tain gross income (Y'). Thus Y' = I' + 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 inyestment 
.and consumption fluctuate together, the movements are not 
<entirely synchronous. Kuznets' data show t?at 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 $o.7 billions. In the following· year both moved 
~trongly 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 
<:ansumption 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 
<iecline in investment; while consumption continued to rise, 
though at a reduced rate. in the following year investment 
leaped forward, with consumption rising but little, indicating 
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a· lag in consumption. In ihe 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 pass1ve, 
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 consumption components. 

Consumption is divided by Kuznets into four parts as fol­
lows: (a) durable 1 consumers' commodities (automobiles, 
household equipment), (b) semidurable 2 consumers' com­
modities (shoes, clothing, etc.), (c) perishable 8 consumers' 
commodities (food, etc.), and (d) services. In general, it is pos­
sible to discern a seqU;ence 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 
thr~e 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 
$6oo millions from 1921 to 1922, while the outlay on "all 
other" consumers' goods decreased nearly $1,400 millions. In 

. l"Durable commodities" include those whose use ordinarily extends over 
three years. 

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

a "Perishable commodities" include those whose use ordinarily extends over 
less than six monthll. 
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1923 expenditures for both rapidly increased. In 1924 ex­
penditures for "durables" remained at the level of 1g23, 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,-ine ffuctuat1ons 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 until1937. 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 durabl~ consumers' goods ·.expenditures synchronize 
fairly closely with outlays on producers' e.quipment. 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
dine 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' goods resembl~ 
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 . 

. • This Kuznets has, indeed, done in his Variant II classification. See j>p. 34-
39 in National Income and Capital Formation, z9zfrZ9]51 National Bureau of 
Economic Research, '937· 
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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 consumptiOn, 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 expendit~res 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 im.portant 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 l~ads 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 1922. 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 $1.9 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 important role in helping to 
initiate the upturn. But inventories, as. we have already seen, 
do not continue to accumulate through the whole major cycle 
upswing. At intervals of from three to four years' disinvest­
ment of inventories takes place, and the ensuing temporary 
damping ~f the upswing constitutes the so.:talled 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· · 

\Ve have already noted that investment in producers' fixed 
capital contributed to the upswing in the 1921-22 turning 
point, but scarcely maintained itself in 1932-33. '\Ve 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 <4ta are somewhat at vari­
ance with those of Kuznets. On balance, investment in equip­
ment appears to play no significant role in the turning points. 

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. 
\Vith respect to the various fields,' investment in manufactur­
ing and mining plant moved sideways (declined very slightly) 
in both tuming points. Railroad plant outlays declined .in 

'Se: Terborgh's data, Federal Reserve Bulletin, September, 1939· 
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both. while for other public utilities combined inv~tment in 
plant contributed $17 3 millions to revival in tbe ' 1g21-2 2 
turning point, but declined by $166 millions from 1g32 to 
1g33. Commercial and miscellaneous plant outlays contrib­
uted $45 millions to revival in 1g21-22, but declined by $133 
millions from 1g32 to 1g33. 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 1g21 to 1g22, the increase 
being $1.3 billions over the 1g21 level. Outlays on housing 
rose year by year. until a peak was reached in 1g25 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 1g28. The drastic decline from 
1g28 to 1g2g of $1.2 billions undoubtedly exerted a heavy 
downward pressure upon the whole economy and contributed 
largely to the general collapse which started in 1g2g. 

But, while investment in housing led the recovery in Ig2I-
22, it lagged far behind· in 1g32-33. 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 
con~truction) in the building cycle. As will be seen il} Chart 5· 
outlays on producers' plant led (though far less vigorously 
than housing) in the 1g21-22 turning point and strongly sup­
ported the recovery clear up through •gig. 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 1g21 to 1g38 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 contributioq 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 population was about two million per 
annum in the twent{es, while it was well below one million in 
the last half of tQ.e 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 niust 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 pf revival. Unlike investment in plant and equip­
ment, however, inventory 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 whi'ch 
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
cially 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 consumers' 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 fqllow. The former is active, the latter passive. Neverthe­
less, 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 
climulatiye 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 <:umulative 
process has spent itself. 

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

t to a rise in income. And while the increase in consump­
n (especially the nondurable part) from the bottom of a 
re~sion follows the lead of investment and is for the most 

part 'J.hduced, 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 rel~tively unimportant. For the most part, spontaneous 
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expenditures-expenditures not caused by a prior rise in in-
1 

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 fiuctuation,s 
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 advancing 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 (multiplier prin­
ciple), and induced investment (principle of acceleration). 

Percentage-wise, investment fluctuates very much more than 
consumption. But since investme?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 iffirestment 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 inqease in investment relative to the in­
crease in consumption from 1932 to 1937 w~. however, in 
large part due to the extreme fluctuation in inventory hold-

. ings. Inventories had b~en heavily deflated by 1932 and had 
accumulated to high levels by 193 7. 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 
1937. Thus, we may conclude that the ratio of the increase in 

1 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 

r This lag would be all the more pronounced, as we have seen, if we had 
excluded "durables'' from consumption and included them with investment. 
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to Kumets, 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 oi 
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.• 

a Throughout this chapter, including the charts, the data used are Kuznets', 
unless otherwise stated. 



Chapter Ill 

MONETARY POLICY IN THE 
DEPRESSION 

I 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 ninetee!l.th 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 \Vorld 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 mainbin, 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 J;>road 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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~us 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. 

\Vith 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 

, \~e~litchell's Bf.t!iness _ _(;ycles in 1913 was there any gen­
eriif awareness- of the business cycle problem as such. Busi­
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 qu·arter oF the nine­
teenth century, had come to regard depressions as the normal 
condition of the modem 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
w_h,ere generally accepted by the public, nor even for the most 
pan 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 modem economy, but instead the cyclical 
progression from one phase to another was accepted in a quasi­
fatalistic manner as a characteristic feature of the functioning 
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-

• 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 

1 
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 
populati<_?n-had tended to minimize the role of institutional 
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. lnstitu-

1 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-
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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 to I 
an urban, industrialized economy and of the expansion of 
modem 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 English-speaking world the monetary and 
financial institutions were stressed, and from this point of view 
it was :riot 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. :fhe _fluctuation 
of prices and __ t!:te business cycle beqtme almost synonym~s. 
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 
<mly not anticipated but appeared to be quite inexplicable. In­
deed, from the monetary and price standpoint, no satisfactory 
explanation 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-

! evitable once the investment outlets of the postwar period 
'had temporarily become saturated, was in general not recog­
nized by mon_etary theorists, 1 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. \Vhen 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 !fiOlletary 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 1\Iises and Hayek. 

1 Granted that the expansion of investment was the underlying 

1 My own book, Business-Cycle Theory, published in 1927, emphasized non­
monetary aspects of the cycle, and stressed the rate of investment, especially 
in Chapters IV and VIII. 
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basis of the prosperity pha5e, 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 pead. Thus,~til the Great De­
pression, attention was peculiarly centered on the boom phase 
as the period which required restrictive actio;}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 t() 
wait until depression was already upon us to introduce con­
trol measures. The time for action was in the preceging 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 
Lop~ing 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 br'akes have to be applied with great rigor in order to 
choke off the highly alluring speculative ventures which are 
driving 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 investme:o.t 
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, th~ 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 employmept 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 th~ 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 expenditures 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 bootn 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 
recover. 

. 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 me~­
ures of a 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 o~ the· 
' thirties has taught us the lesson that we cannot afford at what­
: ever cost to permit the national income and the volume of 
I, employment to fall below a tolerable level. 

\Vith respect to this central conclusion there can probably 
he 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 governmental 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 fl·ee enterprise 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 enterprise. It becomes the function of government to 
establrsh a 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 ~reat 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 m.inimuni. Governmental policy has, in large part, 
in this area been directed not· at regularizing the whole of 
economic life, but merely itt establishing minimum standards 
below which the automatic functioning of the price . sys­
tem and the system of free enterprise is not permitted on 

1groui1ds of social policy to fall. This is the theory of the mini­
mum wage, of maximum hours, and of minimum require­
m~nts with respect to working standards. This is the theory 
b.ack 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 Reserpe 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. 
· z See C. 0. Hardy, Credit Policies of the Federal Reseroe System, Brookings 
Institution, 1932: S. E. Harris, Twenty Years of Federal ·Reseroe Policy, Har­
vard University Press, 1933: Arthur Hersey, "Historical Review of Objectjves 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 th~ whole, 
however, hopes ran high that a large measure of stability could 
be achieved by purely monetary devices. · 

/The Reserve System had been established on the commer- 1 
cfal 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 goo~ during the process of , 
production pr marketing. And '\yhen the process was com­
pleted, the sale of the goods would supply the funds to repay 
the loans. Thus, the process of production would.be facili- · 
tated by bank credit accommodation/But investment in plant 
and equipment ought to be financt~d, 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 might expand as such production expanded. The 
"neutral money" theory, however, held that bank credit ourrht 

. 0 

not to be permitted to finance inventories any more than fixed 
capital. Both theories, however, agreed that fixed capital in­
vestment should be financed from savings and not 'from bank 1 

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 might be regarded as desirable practice, the 
Board recognized that it had no power to hold ~e 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 fQr 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-

I 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 creditiThe wave of speculative activity in the stock 
market in the iate twenties became the occasion of grave 
conce:.;-n. 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 cl role in pushing invest­
ment to a higher degree of saturation than would otherwise 
have occurred. This much may be 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 oy~er 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. 

'Vith 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 Bariks. Federal Reserve 
credit declined from around $1.5 billion in 1928-29 to around 
$1.0 billion in 193o-31. This contraction occurred despite 
the fact that the sharp reduction in rediscounted papet was 
in considerable measure offset by open-market operations in 
early 1930. This pu~chase 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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"' \Vith 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 (\n 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 
Qperations. 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 ~or sorne time the su.ccessive liquidation crises. 
Eventually, however, the terrific decline~ 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 banks.and 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 bill!on dollars. Beginning with 1934 
the excess re5erves 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 th~ 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 Jess accidental, has given us a 
striking laboratory experiment. \Ve have been privileged to 
observe what contribution can be made by the utmost limit 
of Central Bank action toward economic recovery: 

Cheap Money 

The r.esult is very illuminating. The rate of interest on 
Treasury bills has fallen close to zero from the level of 4Y'2 to 
5 per cent in 1929. Short-term commercial paper and trade 
acceptance rates would ·t1ave followed a similar course had 
not the banks, by c~llective agreement, fixed the rate at 1 per. 
cent. The yield on Treasury notes fell from around 3 p~r cent 
in 1933 to one half of 1 per cent in 1939. Commercial loan 
rates of city banks fell from 4Y'2 to 5 per cent in 1932 to 2V2 
per cent in 1938. United States Government long-term rates 
fell from 4 per cent in 1929 to 2V2 per cent in 1939 and just 
over 2 per cent in 1940. High-grade corporate bond rates fell 
from 4~ per cent in 1929 to 3 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 1ecovery 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 iate, 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 ilumerous 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 \939-40. There was 
no strong, surging investment boom adequate to absorb all 



So FISCAL POLICY AND BUSINESS CYCLES 

of the fu_nds 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 onemight 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 

1loans 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 7 per cent 
on their loans, and the proportion must be larger for non­
member banks." a 

a Woodlief Thomas: "The Banks and Idle Money," Federal Reserve Bulletin, 
March, 1940, p. 197. See also E. A. Goldenw.eiser, "Cheap Money and the Fed­
eral Reserve System," Federal Reserve Bulletin, May, 1940. 
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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,ooo,­
ooo 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 structure.~. 
To railroads with weakened cr:edit it has made loans aggre­
gating $1,372,ooo,ooo. In' addition, $2,443,ooo,ooo was ad­
vanced for the benefit of agriculture, including loans on 
cotton, com, tobacco, and other commodities, loans to agri­
cultural and livestock credft corporations, and other aids to 
agriculture. Loans to business enterprises amounted to $519,­
ooo,ooo, and $1,032,ooo,ooo was advanced to self-liquidating 
public projects! Altogether, $Io,627,ooo,ooo has been loaned 
or invested by action of the Directors of the Corporation and, 
in addition, $2,9U,ooo,ooo 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 clJarges to overburdened borrowers and of pro­
tecting the lenders--banks, insurance companies, and other. 
investors--who were caught with sour mortgages on the~ 
hands. In a similar manner, the Home Owriers' Loan Corpora-

' See article by Emil Schram, Cbainnan of the Board. Reoonsttuction Finance 
Corporation, in Britllnnial, 1940 Yearbook. p. 574-
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tion refinanced abouy three billion dollars of frozen urban 
mortgages. All thesejafvaging operations were important in 
order to start aga. irp,a. flow of expenditures on cun:ent pro­
duction, whether, ot 'eonsmnption or investment goods. 

In addition, ~ertain 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 Centr;U 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 arid consumption expenditures by mak­
ing the terms of borrowing favorable. Some of the agencies 
offer government funds directly 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 prim;iple 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, 

1 or which has at least been heavily reinforced, from the ex-
perience of the thirties. · 



Chapter IV 

FISCAL POLICY IN THE RECOVERY 

RECOV-ERY from the deep depression of 1932-33 pro­
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. however, 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 So 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. \Vith 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 

t See my discussion of the causes of the 1937 depression in Full Recovery or 
Stagnation1, W. W. Norwn and Co., 1938, Part IV. 

S,s 
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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 1937level--or, in other words, to $to 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 
$go 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. 
Until1936, public works outlays 11 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 

• Acoount 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 there­
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 magnitupe 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 e'Xpenditures 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 privat~ 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 193D-31. By 1932, however, the resources 
of the local governments were largely exhausted, and a sharp 
curtailment set in. Federal expenditur~s 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 1 

(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 3·3°9 2,952 357 
1930. 3·733 3,288 445 
1931 3·424 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 3·496 1,316 2,180 
1937 3·329 1·391 1,938 
1938 3·7 11 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 
$8oo millions in 1934 and 1935· Before one makes a judgment 
of the efficacy of the federal public works program in the 

a T.N.E.C. Hearings, Part g, Savings and Investment, p. 4064. 
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years 1933-35. one must take cognizanc~ 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 contribution, through 
public works, toward recovery. 

Had it been possible to maintain private fixed capital 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 sustained. 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. 

Year 

1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
Total 

'fABLE VI 

(Billions of dollars) 

Private Investment Consumptio,n 
Deficiency below the . Deficiency below the 

1925-29level of $14 billion 1925-29level of l;o billion • 

$3-4 $o.g 
7-1 13·7 

10.5 25-5 
11.1 27-7 
10.1 20.3 
8.7 •7·8 
6.8 11.1 
4·5 7·9 
6.8 12.4 
5·6 8.6 

$74.6 $i45·9 
• It should be noted. of course, that in real terms the deficiency was m~ch 

1maller than this-indeed, had been wiped out by l93i· . 
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Over against this de~ciency 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. 

TABLE VII-

Fiscal year 
ending june 30 

Federal Budget, I931-40 (billions) 
Expenditures Tax Receipts Deficit 

1931 $3-7 $3.2 $0.5 
193~ 4·5 2.0 ~-5 
1933 3·9 2.1- 1.8 
1934 6.o 3.1 2.9 
1935 7-0 3·8 3·~ 
1936 8.7 4·1 4·6 
1937 .8.~ 5·0 3·~ 
1938 7·2 5·9 1.3 
1939 8.7 5·~ 3·5 
1940 9.0 5·4 3.6 
Total $66.9 $39·8 $~7-1 

Annual average 1931-
40 (10 fiscal years) $ 6.7 $ 4·0 

$ 4-1 

$ 2-7 
Annual average 1926-
30 (5 fiSc.al years) $ 3.2 $ 0.9 (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 $7oo,ooo,ooo 
and, except for public works amounting to $472,ooo,ooo anc! 
loans of $t81,ooo,ooo, ·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 
$7~0 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 193o-33 to $940 millions per annum in 1934-
40; 1 (2) relief expenditures (including direct relief, work re­
lief, W.P.A., C.C.C., etc.) which had grown from zero in 193o-
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 1926-3<?· . 

It is evident that the major effort was directed 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 g~>Vern­
mental agencies account for some $18 billions. 

Tax receipts averaged iq. 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· satisfa~tory, 
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 1931-40 was $2.66 billions.• 

• Loans declined from $439 millions per annum in 1931r33 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 oftsets 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 fr<?m consumption. Btit 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 

1 
and regard them (along with private investment) as income­
producing expenditures that o!fset saving. Nor can we take 
as a satisfactory measure the capital expenditures (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 O!Jtlet 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, especially in a period 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. 

r 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 \'ery 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
twes 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 nioney 
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 haye 
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 expenditures there is no dear 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 
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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 p~riod 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 
bpom, 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 woutd 
h;1ve a tremendous effect upon re-employment and upult 
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 fixedl:apital 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. Or\ 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 relatively 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 193o-35 can be gleaned from ~able 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 aud 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 fill the gap if private enterprise failed to do so would 
~ne be sufficient, and that therefore very small expe11ditures 
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 ia­
vestment, on the scal~of 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 
cumulatjon 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 193o-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 cumulati,·e 
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 disappoiitting 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.rvarious factors tended to reduce the ef­
fectiveness of the fiScal recovery program as it actually de­
veloped. Large expenditures of a purely salvaging character 

B There were, of oourse, peculiar difficulties in the early thirties. Tied, as 
the leading oountries were, to the gold standard, expansionist policy would 
have had to have been engaged in simultaneously by many oountries to be 
reall')' effective. Separate action by one oountry 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 
Jess stimulating relief expenditures. And, finally, a drag was 
r_Iaced UP.9fl recovery by reason of the increase in consump­
tion taxes. I 

.--r· 



Chapter V 

RECOVERY.IN GREAT BRITAIN 

I N a world in which international factors play so large a 
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-

ffered ~om chr~nic 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 

1 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. 

g6 
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Depression in England Relatively Mild 

In considering England's budgetary position 1 during the 
depression, it is especially important to remember that her 
national income fell by only 15 per cent.1 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 1931-32 additional income taxes and 
unemployment insurance contributions • were imposed, net­
ting nearly [70 millions, while economies of about £6o mil­
lions were achieved through reduction in unemployment 
benefits and other economies. These are, however, relativ~ly 
small figures in a budget of [725 millions. Broadly speaking, 
the budget was balanc~d 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 drast!-c 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 balancinr:t 

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

1 See Colin Oark, "Determination of the Multiplier from National Income 
Statistics," Economic Journal, September, 1938. 
. • The Unemp!oyment lnsu~ance Fund was incorporated into the Budget 
&n order to save It from finanoal disaster. 
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the budget. But it is necessary to note that this sort of measure 
is, of necessity, nonrecurring in char:tcter, 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 
a measure, 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 without growing public 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,1 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 countries 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 th~ 
agricultural and primary producing countries which had de­
predated 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 
im·estment boom and the depression largely reflects a tem­
porary saturation in plant, equipment, and housing, low 

• Quoted from J:iszi op. cit., pp. 18o--81. 

• 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 ~he automobile. In the twenties England could 
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 pecuiiarly 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 n_oted, 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 ouying their food, drink, tobacco, and clothes, had some­
thing like [250 millions a year more left over in 1932 than in 
1924-27." 8 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-'-<:ombined to bring the bal­
anced budget program through to a successful conclusion. 
The depreciation of the pound, the conversion oper~tions, 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 might 
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 large 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 th~ 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 sodal services. The tendency of such a system would be to 
increase the share or consumption in national income and to de­
crease the share of investment, thus adding to the stability of the. 
economic sys.tem.7 

A profound shift has occurred, compared with the prewar 
period, in the ratio of consumption to income, at correspond­
ing levels of1employment. T~e 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.8 Professor Pigou,9 summarizing the data available iri 
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 1907 net investment was 12.2 per cent of national in­
come, 8.1 per cent in 1924, and 7·3 per cent in 1937.10 Accord­
ing to the Report on Economic Conditions, issued by the Royal 
Economic Society, new capital issues declined from [308 mil­
lions in 1928-29 to [194 millions in 1936-37. 

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

' J:iszi, op. cit., pp. 185-87. 
s Report of the Committee on National. Debt and Taxation (Colwyn Com· 

mittee), Cmd. 2Boo, 1927, p. 17. 
eA. 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 

c savings-income ratio--affects one's judgment about whether 
the shift can be regarded as a favorable or an unfavorable 
one. \Vhen 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 fuUer 
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,ooo were taken in taxes, only 8.4 per cent of in­
comes of [5o,ooo, 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,ooo income class 
23.2 per cent (when earned) and 29.5 per cent (when half 
earned), while for the [50,900 class the figures are 44·4 and 
57·7· On the other hand, th~ 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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Income 

19IJ-I.f 

£ 50 
100 

150 
200 

500 
1,000 
2,000 
s.ooo 

10,000 
20,000 

1925-26 

£ 100 

150 
200 

500 
1,000 
2,000 
5·000 

10,000 
20,000 
50,000 

TABLE VIII 

Total Taxation: Percentage of.Income u 

Income Half Earned. 
Income JVholly Earned Half Investment 

Per Cent• Per Cent 

8.0 8.8 
5-4 6.6 
4·4 5·6 
4-0 5·3 
4·4 7-1 
5·2 8.3 
4·9 8-4 
6.7 9·6 
8.o 11.8 
8-4, 13.6 

11.9 13.0 
11.6 12-7 
10.2 11-3 
6.2 8-4, 

11.0 14-4, 
15-2 19·3 
23-2 29-5 
31.2 40.1 
37·5 48·7 
44·4 57·7 

Pigou noted that the drop in savings was very nearly equal 
to the excess of social service expenditures ih 1924 over 1911.11 

In 1911~12 only 3.1 per cent of the national income was spent 
on social services, while 12.0 per cent was so expended in 
1934-35·18 In 1913-1.1, according to Colin Clark,u expendi-

u Repon of the Committee on National Debt and Taxation, p. 95· 
u A. C. Pigou, The Economie Position of Gresl Britain (1~7), p. u. 
n A. L Bowley, Wages and Income ira the United Kingdom Sinct~ z86o 

(1937); Annual Return of Social Services. 
u Colin Cart. National Income and Outlay, Maanillan, 1938. 
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tures benefiting the working classes amounted to £76 millions, 
and in 1935-36 to [429 millions. On the other hand, the total 
taxes borne by the well to do in 1913-14 amounted to £172 
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,15 

on the basis of later data, puts the figure at £Ito 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 
£8oo millions in 1923 to [1,400 millions in 1934.18 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.11 

11 U. K.. Hicks, The Finance of Britislj Gooemment, 192o-I9J6, Oxford Uni­
versity Press, 1938, p. 59· 

u Hicks, op. cit., p. 130. 
If According to a computation (derived from the Statistical Abstract for the 

United Kingdom) made by the National lndu5lrial Conference Board, Studies 
in Enterprise and Social Progress, p. 282, the total debt, national and local, 
increased from £8.g65 billiom in 1930 to [9.972 billiom in 1938. At the normal 
rate of exchange, the increase in debt in eight years thus amounted to over 
$4 billiom. Translated into American magnitudes, our population being three 
times larger, thi5 would be an increase in debt of $12 billions. The low percent· 
age increase in total public debt in Great Britain i5 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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Chapter VI 

FISCAL POLICY, NEW AND OLD 

T HE changing ideas about the nature and use of public 
credit, from ancient times through the early modem 
period, constitute a fascinating chapter in the history 

of thought. Scholastic theologians, like Thomas Aquinas, were 
bitterly opposed to loans.1 Thi~ attitude was 4._ue not merely 
to the official church opposition to the payment of interest, 
but to a belief th~__p_@Jk_ debLwa.titself immoral. Political 
philosophersorthe early modem period continued to regard 
the E.t"iQ.Lacp.u:nula~~I!_of_!:r~asll,:r:es as sup~J"~or to borrowing. 
Jean Bodin, for example, approved only six sources o£ 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, al\fl borrowing at 
high _inter~s_!: _rates_:_'the._ rt,~i:r;t_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 ~idening scope of governmental. ex­
penditures,_ the monarch must resort to taxation, and oc­
casionally even to public credit.• Adam Smith reverted to the 

1 Cf. E. R. A. Seligman, article on "Public Finance," in the Encyclopedia of 
the Social Sciences, Vol. 12, p. 641. 

a Six livres de Ia Republique, Book VI. Chapter 2, especially pp. 655-s6, 
661, 6jl, 68o-S3, 6go-g2. 

• English Works of Thomas Hobbes, ed. Molesworth; Volume VI, Chapter 1. 
A Dialogue Between a Philosopher and a Student of the Common Laws of 
England, pp. 10-22. 

log 
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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 observec1 that with the growth of commerce and 
manufactures European monarchs have unfortunately lost 
their "disposition to save," while the uEke~ _ ~f _standing 
armies and needless luxuries absorb ordinary revenue. Indi­
viduals followtiie exampfe-"of the state by running into debt, 

'~Cifd "the enormous debts ••• will in the long-run probably 
huin all the great nations of Europe." • 

Hume likewise compared contemporary financing with the 
~ancient practice of accumulating hoards, much to the disad­
·Vantage of contemporary methods. "Our modern ~pedient," 
he wrote, "is to mortgage the public revenues • • . a pracuce 
which appears ruinous." In former times the "opening of the 
public treasure" in wartime at least "served as a temporary 
enco~ragement 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.}Govemment 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." 1 

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 fin~mcing, both public and private. Through several 
centuries credit institutions were slowly developing to meet 

• The Wealth of Nations, Book V, Chapter !I· Stuart Edition, pp. 724-117. 
I Essays and Treatises on Several Subjects, Volume II, London, 176o. Essay 

"Of Public Credit," especially pp. 1!14-41. 
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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 develop­
ment of these institutions it became po;sible to engage in 
extraordinary. expenditures, such as those incurred in war, 
without- imposing confiscat~ taxes. The development of 
credit institutions made possible the financing of wars in a 
manner which added stimuhts to the economy through the net 
additions of purchasing power injected into the community 
through the use of credit. To be sure, the qq~e_gLcreg_it was 
fr_~quently excessive, le;tding to_ pric~jnJJ_ati_on. At any rate, 
pubfic 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 'rc;-. 
garded as by no means .~n unmixed evil. Indeed, the whole 
history from the late-seventeenth-century to Jhe end of the 
Napoleonic Wars indicates a high correlation between: (a) the 
expenditures and use c;>f public credit to which war gave 
rise, and (b) brisk trade, rising economic activity; and busi- ~ 
ness prosperity. From the standpoint of the sovereign, wars· 
were usually fought for dynas_?c reasc:ms, fo~l9~f empire. 
and frequently for acguisitfon 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 ~al"s. still!l!lat~<! ~lle_ development_ 
of_industr!alism. This relatively complacent view of war was, 
however, shat~ered by the terrible -~}(peri~l1~--~!h_~ __ f!rst 
W_q_~!d 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 \Var, did there at last arise 
a conviction, in at least a large part of the Western world, that 
under modern conditions w~~-!Ilust be regarded as an eco­
n9mic, no less than a moral and social, disaster .. -------

Thus, the emergence of pdvate alld espeCially public credit 
institutions aided the !\'aging of expensive wars, and these, .in 

.... --·-· " 
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tum, powerfully reinfor@ the development of the modem 
credit economy. ·-
...;, In 1691 the entire national debt in England was only £3 
millions. By 1815•it amounted to over £Boo millions. This 

1 
~~o~~nc~e if!!h~ public debt created a ~n of refug:_ 
-for capitalists both in England and abroad-for the invest-­
ment of funds in a period ~f !~lr-2-!Id_'!n_cer!<lint_ysreated by 
the international upheaval. The buying and selling of govern-

. ment. 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 consisted of governmental se­
curities.8 
~y_ Moreover, in the very early stages of the dev~_<>~m~nt of 
modem ind~strialism public investments financed by public 
borrowing p!~yeq __ a_ quite extraordinary role. In the case 
of the United States, internal improvements,. such as tum-
~ikes, canals, and, at the very beginning, railroads, were fi­
nanced by .1~ state expenditures. These wildly specu­
lative promotional activities based on excessive optimism 
broughtJi:!I~f!cial ruin, as is well known, to many American 
states and other-locargovemmental units, leading to wide­
spread defaults. But it must not be forgotten that, while indi­
vidual investors-in very large part foreigners-lost their 
savings in these defaults, from a social standpoint these pro­
mo!_i_!>_I!.~evel!?pmen~p}'!Ye_d an important role in the emer­
gence of the rapidly expanding industrialism. On the Conti­
nent of EuropeTiie enormous financial needs incident to the 
developl_l!ent of modern systems of transportation,. in partic­
ular-the railroad, could not be financed from private sources 
under the prevailing state of financial institutional develop-

• G. W. Edwards, The Evolution of Eioonce Capitalism, Longmans, 1938. 
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ment. The great transportation undertakings, therefore, in 
contrast with the smaller requir~ents of manufacturing, 
were almost everywhere on the Continent financed by public 
borrowing and became established state eb.terprises. The tradi­
tion of an efficient bureaucratic civil service doubtless playeq 
an important role in the success of these ventures in contrast 
'"ith the financially disastrous public ventures undertaken in 
America. c Jlli'a.tL 

----In England and the United States, however, and in the sub­
sequent emergence of the manufacturing phases __ of mo4ei11 
industtj~_!ism o!!_the Continen~ goverilmental securities were 
increasingly supplanted, relatively 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 p_!od!gio~ gro_!v!lt~!ptjvate corporate. securities and 
the_ development (almost to the point of the exclusion of 
governmental credit as a factor in economic life) o!_pp_yate_ 
capitalism. In consequence of the first \Vorld \Var and its 
aftermath, and particularly as a result of the unpr~edented 
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 C}Tle in the role of public 
credit in the history of modem 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. 

\\·e have noted how the emergence of public credit' was 
related to the rise of war expendi~ures. Historically, this has , 
been, and still remains, by far the major cause of the rise of 
public debt1tJhe epormous increase in public revenues.de- · 
rived from taxes is, however, mainly a !uncti()n!>Lthe_ wi<:len, 
ing scope of governmental activities, though in part it is a re­
sult of the growing necessity of financing from_ taxes the 
necessary interest payments on the public debt created mainly 
by wa~J Government services, sta_!ti_ng_ftom the limi~ed func­
tion of giving prot~tion to lif~ 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 developmen~ Col­
lective action had to be taken to p!Qte~t_against disa~~~lfrom 
fir~ and flood; to provide for sanitation and hospitalization; to 
-protect the public health and prevent the spread of contagious 
diseases; tQ..PJ.QVid~_llle~hods of communication in the develop­
ment ·of roads, postal services, and, in many countries, tele­
graph and telephone; t~~yide f.<:>r__p!otecti_on against crime; 
and, increasingly with the risuf democr(l.cy, to proVIde on an 
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-

. lormed into a P~9J~g_J_o_:r~e. Settl~!Ilent of priyate dis­
putes through mutual arbitration or dueling was transferred 
to public courts, private education was transferred to public 
schools, private hospitals to public hospitals, and increasingly, 
particularly since the Great Depression, private charity has 
given way to enormous e~enditures on public relief and 
social insurance. Moreover.~he development of modem stand­
a~ds of living and a h~t>an p<;>pulation have made neces­
sary large expenditures on community consumers' capital in 
the form of playgrounds, recreational facilities, public schools, 
and public buildings of various types. Public activities have, 

1 therefore, spread from current services to the development 
of larg~ exJ?ensive capital projects devoted to community con­
sumpuon.l 

Public Finance Under Early Capitalism 

r- The nineteenth century was preoccupied with' the problem 
! of attaining a volume of savings adequate for the require­

ments of a ~_expanding }~<:onO!flY· The dynamics of 
population growth and technological progress placed a pre­
mium upon freedom of enterprise and private initiative. Fiscal 
policy aimed at the 1~ pQssil;>l~ interf~rence 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 might deem advisable.\ The· 
productive resources of the community, it was believed, woulq 1 

be utilized most effectively if guided by a market responsive to 
the choices of i~ividuals free to use as they wished their pet< 
sonal incomesl_pubJic functions per se were regarded ~--a 
necessary evil{Taxes were "unproductive"_exE~~diture_~._reP: 
resenting an untortunate waste m the process of productio~ 
Trle ftoWOI 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 ~enditures 
to the utmost possi_!>le limit, and (2) a tax structure which dis­
turbed the prli;i.!lg !ys~m as littl~~ possible, including the 
pricing of the factors of production, thereby leaviq.g intact the 
relative distribution of income as it would be in a tax-free 
society. 

Such was the id~l of public finance in the h_ey~~y -~f_p_~v~te 
c_ap_italismJhe ideal was, of course, never fully realizedLAs 
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 lifel Already in the mercantilist period 
taxation had been useUs a police measure de§ig!l_ed to pro­
hibit certain activities regarded as undesirable, whether in the 
field of consumption or production. 

~ging Role of Fiscal Policy 

\ A far more revolutionary aim of social policy now appeared 
above _t.!!eJJ:9!'izon, the full implications of which were at first 
nof wholly visible. Ind_eed, i~ W¥ introduced at first largely 
~ ~ by-product of the Impenous'-necessuy of financing fil"eat 
~ and not in reseonse to a ~·eJl:t~ougtlt-9U~-SO~!a_!p~il()SG­
phy.JWhile 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 
tfie socialization of inc_pme. The severe re~ 
national defense had demonstrated the extr~rdinary possi­
biliiies of roQTessi e Income and inheritance taxation and 
ha thus· pre ared the oun or the utilization of tax 
measures to accomp Ish far-reaching social ends, sue as the 
more e ual distnbutwn of mcome and tile e:ltpansion of col-
le_!=tive consumption y t e commum a w · 

In the meantime, devastating depressions brought to Jh.e 
foreground as never before the problem of business instabjlity. 
'\\Tiieieas it had been the concern of economic policy to raise 
the standard of living, now attention was centered on the 

' promOtf~~ and stability. At first, main reliance 
was placed uEQn monetary policy, but the exigencies of~ 
Great Depression compelled (or, a1 any ra.te, led to) enormous 
expenditures for the relief of the unemployecL-T~ 
~more ~ngly in the belief that they served_ the double 
pur ose of giving relief and also of .. cunng" the depression. 

' us fiscal oli was forced into service as a·com' ensatory 
· <!evice more by accident than by design. It was, therefore, not 
surprising that experience in the implementation .of this pol­
icy turned up some rather .su~~I?-g results\Part of the con­
sequences, it appears, were due to the applieations of ort}:lo­
d~o!_fisc~ to a situation for which th<i)> were 
totally unsuited. lt.JV.as th~ old story of putting ll~W. wine into 
~!d..ba!!!_e~-

Back. of the menacing unfolding of violent industrial fluctu-
' . ations_ there now appeared ~e sp~cter of c}_l~()!liC unempl<?y-

~ Manr., \>erhaps most, competent observers professed to 
doubt its reahty 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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Chapter VII 

THE CHANGING CHARACTER OF 
GOVERNMENTAL EXPENDITURES 

T HE major developments which peculiarly characterize 
the economic life of the t\Yentieth 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: 
t federal, state, and local. The changing fiscal {mportance 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
tively more than federal or local, compared with 1913. In 
1937 increases of federal and state expenditures over 1913 
were not significantly different. but both had far outstripped 

~ 118 -
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TABLE IX 

Governmental Expenditures in the United States 1 

zg2.gas I9J7 as 
millions of dollars multiple multiple 

I9IJ I929 I9J7 of I9IJ of I9IJ 

Federal 1 964 3·735 9,o8o 4·0 9·3 
Federal (Post-office 

expenditures, ex-
cept postal defi-
cit, omitted) 703 3·047 8,349 4·3 11.9 

State • 379 1·955 3,068 5·2 8.1 
Local' 1,846 6,719 6,340 3·6 3·4 

the increase in local expenditures;_ In absolut;e figures, local 
expenditures in 1913 were twice as large as fed~ral, while 
the federal outlays, in turn, were more than twice as large as 
the state expenditures .. But, by 1937, the ratio ran approxi­
mately 3 for the federal, 2 for the local uni~ 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, while, in 1929, $66g millions were 

t Sources: Annual Report of the Secretary of the Treasury; U.S. Bureau of 
the Census, Wealth, Public Debt, and Taxation, I9IJ; Financial Statistics of 
States, 1915; U.S. Bureau of the Census; Press Releases, Summary of Finance• 
of State Governments, I9J7, Nos. 1 and 17; Report of the Commissioner of Edu­
cation, 1914; National Industrial Conference Board, Cost of Government in the 
United States; Statistical Abstract of the United States. 

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

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

' Local government expenditures exclude subsidies and gran~ received.__ 
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expended. State expenditures for education were only $61 
millions in 1902,$129 millions in 1913, and had risen to $549 
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, tl1ese 
three decades witnessed a profound revolution in the system 
of secondary education. In ·tgoo the total attendance in sec­
ondary schools in America was only 6g6,ooo boys and girls; 
by 1g3o it was 4,8oo,ooo, and, by 1g34, 6,o88,ooo. \Vhereas in 
1goo 01,1ly 10.2 per cent of the boys and girls from fourteen to 
seventeen years of age inclusive were in high school, by 1g3o, 
47·7 per cent, and by 1g34, 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 •goo to 1g3o. 

\Vhereas formerly the local governments provided almost 
exclusively for highways and education, the tasks imposed by 
the develop111ent of these decades made the burden too heavy. 
Property taxes;~th~main source of local revenue, were not 
adequate. Hence the increasing sharing of the burden by 
the states, and alSo, especially with respect to highwax~. by 
the federal government. Altogether, ,txpeq.ditures on high­
ways by all governments increased from $182 millions in 1go2 
to $1,g36 millions in 192g, mor:e than a tenfold increase. 
Meanwhile, expenditures on education increased from $2~1 
millions to $2,4go millions, approximately a ninefold in­
crease. 

Ji Social Welfare and Unemployment RelieL 

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; public 

• Stl.ltistical A.bstnJct of the United Stl.ltes, 1936, p. 1o8. 
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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 $1,36o·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 tran.sitandotfier 
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 
r 
Covernmental Expenditures • (Federal, State, and Local) 

- (millions of dollars) 

Expenditure category I902 I9IJ I929_ I9J7 
Highways 182 426 1·936 1,818 
Education 282 s6s 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 l~aped to a sharply 
higher level during the last decade-social welfare. And this 
illustrates the characteristic shift in· tiie ·decade ol the thirties. 

• Sources: U.S. Bureau of the Census, Wealth, Public Debt and Taxation, 
1902; Report of the U.S. Commissioner of Education, 1903: M. 0. Eldridge, 
Public Roads Mileage, Revenues and Expenditures in the U.S. in 1904 (U.S. 
Office of Public Roads Bulletin no. 32, 1907); Financial Statistics of Cities, 1905: 
and references cited on p. 119. 
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While !!_ighways, educ~~on, social welfare, }nd public service 
, ent~_!!S~_~_rep!.esent the gwufleTOsorgTowth up to the end 
orihe 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 
natignal income in the early thirties to half its former level, 
compelled retrenchment. Local governments can carry on 1 

their fiscal obligations quite well when the national income 
is high and rising. But only the federal government-and, to 
a lesser degree, stite 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 $ i ·4 billions.1 

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 $9.1 billions in 1937, while those of state 
governments increased from $2.0 in 1929 to $3.1 _billions in 
1937· . 

From 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 

T Hearings before the Temporary National Economic Committee, Part g, p. 
4064. . 
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to $4,195,ooo,ooo. The data for each year are as follows, in mil­
lions of dollars: • 

Year 

1933 
1934 
1935 
1936 
1937 

TABLE XI 

(in millions of dollars) 

Federal 

907 
2,087 
2,108 
2,664 

1938 (six months) 
, 2,170 

1,184 

State and Local 

401 
577 
627 
895 

1,048 
646 

An analysis of the growth of expenditures since 1930 relates,l· 
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 ,o 17 millions in 1940. These are the rna jor develap-1 
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 (m~de 

• 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 fedet:al government), in turn 
poured billions of dollars into the work of rehabilitation. 

t Two major shifts in expenditures may thus be noted from 
I the decade of the twenties to that of the thirties. The first 
i has to do with a large relative increase in federal expendi-
1 ~ures in relation to state and local expenditures. The second 
:has 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 
bf expenditure under the New.Dea!a-with a total for the seven 
years 1934-40 of $15.8 biiJi;)'fis:--Pilblic works of all sorts ab­
sorbed $6.o billions, the Agricultural Adjustment program 
$4.2 billions. Unemployment relief, a,id 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 1934-40. 



Chapter VIII 

THE TAX STRUCTURE 

T HE tax structure in the United States has undergone 
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 cqnsti.l 
tuted in 1902 nearly one half of total tax receipts of all gov­
ernments in the United States, and nearly 40 per cent in 19~3. 
In so far as such taxes affect the prices of commodities of gen­
eral consumption, the tax burden represents a diminishingj 
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. 

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 indirett 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. 

TABLE XII 

Effective Tax Rate on Individual Net Incomes 1 

Net Income Classes (Percent) 
(Thousands of dollars) I9I8 I929 I9J] 
Under 1 0.02 0.23 
1 under 2 1.19 .04 --t8 
2under3 ·98 .07 ·39 
3 under 5 2·35 .05 .84 
5 under 10 4·34 .21 2.63 
1ounder 25 8.20 1.49 6.66 
25 under so 13·32 5·24 13.60 
sounder 100 21.69 9·77 23.60 
100 under 150. 33·68 12.92 37·49 
150 under 300 44·64 14.64 48.o6 
300 under 500 54·77 15·49 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 $wo,ooo. Ill vie~ ~f ~e-

1 U.S. Treasury Department, Statistics of Income for 19J7• Part 1, pp. 4o-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 cas~ even in the 

--twenties. 
)<This 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 revenue 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 35 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 
$3,66o 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. J'he repeal of the Eighteenth Amendment, together 
with increases in liquor tax rates, accounts for about $8oo mil-

·Iions 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 $8oo 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-

Fiscal Year 

1933 
1934 
1935 
1936 
1 937 
1938 
1939 
1940 

TABLE XIII 

(in millions) 

Consumption and 
Payroll Taxes 

$I,075 
1,889 
2,211 
2,000 
2,478 
2,837 
2,804 
3·0 39 

' 

Total Tax Revenues 

$2,080 
3,116 
3,8oo 
4,116 
5·294 
6,242 
5,668 
5·925 

z 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 $g,613 millions. 
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roll 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-\Vorld \Var I, at the end of the twen­
ties, and pre-\Vorld War II. All taxes are grouped into four 
categories: (1) property taxes, (2) income, corporation, in­
heritance and gift taxes, (3) consumption taxes, and (4) pay­
roll taxes.' 

TABLE XIV 

Federal, State and Local Tax Revenues 6 

(in millions) 

Property 
Income,• Inheritance, Gift, and 

Corporation Taxes 
Consumption Taxes: 

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

Pa}Toll Taxes 

Total Taxes 

$ 

I902 I9IJ I9JO 

7°7 $•.440 $4·959 

29 77 2,866 
651 859 2,600 

, I9J8 

$4·74~ 

4,107 
4·478 

I Some difficulties are necessarily 'encountered in fitting alJ 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; U.S. Bureau of 
the Census, Wealth, Public Debt and Taxation, and Financial Statistics of 
States; Tax Poltcy Magazine, December, 1938-january, 1939: National Indus­
trial Conference Board, Cost of Government in the United States, 192!rJO; 
U.S. Bureau of the Census; Financial Statistics of Cities; Dun's Review, July, 
1939· 

6 Poll and occupation taxes, inconsequential in amounts, ranging from $7 
millions in 1938 to $26 millions in 1930, are included here. 
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Relative to 1902, property taxes and consumption taxes had 
increased in 1938 by precisely the same multiple, 6.7. Rela­
tive to 1913, however, the multiple for property taxes was 3·3· 
while that for consumption taxes was 5.1.Income, inheritance, 
gift, and corpor~tion taxes had risen by 1938 from insignifi-

. cant amounts in 1902 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. \Vith respect to local governments, there are 
no significant changes to repo:tfrhe property tax remains, as 
before, the almost exclusive source of tax revenue. Sales tax-es 
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 taxes1Local property taxes 
declined slightly during the thirties, but were, nevertheless, 
inore than sevenfold the amount collected in 1902 and 3 ~ 
times that of 1913. Service receipts increased greatly during 
the twenties, reaching a level more than ten times that of 
1902 and nearly five times that of 1913. This lat~er increase 
represents the growth of public serv_ice 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 -eontrast 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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TABLE XV 

Local Tax Revenues 

(in millions) 

Property 
Corporation, Inheritance, Poll, 

and Occupational Taxes 
Consumption Taxes: 

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

Total Taxes 

I902 I9IJ 

$625 $1,300 

359 

creased enormously, being twenty-five times larger in 1938 
than in -1902. \Vith respect to sources, until the first \Vorld 
\Var, property taxes represented about half the total. By 1930, 
income, inheritance, and corporation tax receipts combined 
were more than twice as large as thos~ derived frol!l property. 

TABLE XVI 

State Tax Revenues 

(in millions) 

I902 I9IJ I9JO I9J8 
Property $ 82 $ 140 $ 345 $ 214 

Income, Inheritance, and Cor-
poration Taxes 54 124 725 928 

Consumption Taxes: 19 
Motor Fuel and Vehicles, 

36 711 2,023 

Liquor and Tobacco, 
Sales and other excises 

Payroll Taxes 748 
Total Taxes $155 $300 $1,781 $3·913 
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·The same holds for gasoline and sales taxes and other excises. 
And, by 1938, theJC consumption taxes had again tripled, as 
disclosed in Table XVI. 

Equally significant are the change,s in federal taxation. 
~Prior to the first World War almost the exclush:e sources of 
revenue were customs duties and excises-about equally di­
vided. By 1930, how"ever, 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: 

TABLE XVII 

Federal Tax Revenues 

(in millions) 

Income, E~te (and Gift), and 
Corporation Taxes 

Consumption Taxes: 
Motor Fuel and Vehicles, 
Liquor and Tobacco, 
Excises and Customs 

Payroll Taxes 

.Total Taxes 

$ 5 
254 

I9JO 

754 

$6,0~9 

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 regtilar grants to 
states of nearly $6oo millions, and to local· governments of 
$125 millions. In addition, federal em~rgency ~xpenditures, 
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. T~us, for example, many state1 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 129) 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. 
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The growing importance of consumption taxes has reversed 
1 the trend toward a more progressive tax structure which began 
with the federal income tax of 1914. Taking all taxes into 
aa:ount-federal, state, and local--the structure does not be­
gin to be progressive until an mcome of $•o.ooo is reached. 
As far as state and local taxes, considered as a unit, are con­
cerned, the tax rate structur~ remains apparently strictly pro-

1 portional to income throughout the whole range from the 
$500 income to inromes of over $2o,ooo. The federal tax struc­
ture begins to be fairly progressive at th"e· $10,000 income 
level. The relevant data are disclosed in Table XVIII below • • 

TABLE XVIII . 

The American Ttu Structure • 

Income Tues tu Percent of Income 

Class Federal State and Local Total 

$500 to $1,000 6.6 11-4 tS.o 
1,000 to i,500 6-4 10.9 17-~ 

1,500 to .2,~ 6.6 11-.2 17-8 
.2,000 to z.ooo 6-4 11.1 ' 17-5 
z,oootos,ooo 7-0 10.6 17.6 
s.ooo ~ 10.000 8-4 9·5 17-9 
10.000 to 15,000 1{-9- 10.6 .25·5 
I S,OOO to .20,000 19-8 ,_ u.g 3•·7 
.20,000 and over 27-.2 10.6 37·8 . 

Apparently the American tax structUr~ taken as ~ whole 
and including both direct and indirect taxes. is far less pro­
gressive than is cominonly supposed. 

• See Cohn and Tarasov, Who Pays tM, Ttues1, Temporaij National Em-
aomic Committee. Monograph No. s. •940- • 



Chapter IX 

THE GROWTH- AND ROLE OF 
PUBLIC DEBT 

{.The Rise of Public Debl 

H ISTORICALLY, it is dear that oerosition to public 
~· like the medieval opposition to interest~d­
uall broke down by reason of exi<Tencies which ap­

peared m2r-e or less uncontrolla le. Thus, tate borrowing 
entered as a by-product mainly of the increasihgly costly out­
lays incident to. modem warfare:-it was not a question of the­
oretical principles but of practical. hard neCeSsities.]! he tra­
dition against borrowing was set aside when grave··emergen­
cies, such as~ars, forced the issue.1 

r !!-was hm_vever, held that the ~erilment ought .... to estab­
lish-sinking funds and {.<;!iuce governmental debt incident to 
war as much as feasible...:JlVhile the United States, owing to 
its rapid expansion,. foiilrld it possible to approx~mate this 
maxim following the \Var of 1812, the Civil \Var, and again 
the first World \Var, older CO!!,!!tries with larger di,b~ and 
with smaller ssibilities of extensive ex ·m_ "t 
muc more diffi9:1 t, an.JL!n ee on e whole impossible, tQ.. 
retrreaebt in any important degree. \Vith respect to England, 
while there was little actual retirement of debt in the hundred 
years between the Napoleonic \Vars and the first \Vorld War, 

I Even taxes in early modern English history were tolerated only as extraor­
dinary levies to meet necessary emergency situations, notably war. Emergen~ 
from lhe feudal period into lhe modem 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 p~blic ~ebt 
througho-ut the nineteenth century •. 

Charts 8 _and 9 show ~e h~"stor· 1 trends in th.£ public debt 
if!.J:ngland._ from •.690 to 19 and in France from 1815 to 
1938..- Some.lnter<:sting fac emerge from these charts. ~ 
period ft:om 1690 to 1815 in England is divided almost equany 
into years of war and years of peace. Regularly in th_e war 

. years the pulillC debt rose, while in years of peace ~budget 
was more or less balanced, and at times some reduction in the 
·debt occurred. it·i;~~ident, however, that there is a TIJilled 
'upward trerid throughout the entire period which assumes 
almost a ~ht line on a logarithmic scale. Thu~verlook­
ing the relatively short-ruQI. fluctuati · e..trend, it 
may be said that e British public debt for this period of one 
hundred and twenty-five years was rising at appr~x!mately a 
constant percentage rote of increase. Betweeni8J5 and 1914 
the public debt ceased to rise and, e6HsideFiag t.Be whole 
pexiodrdedi.ned 8y ll \ler) m6!krate ftiHOUI!_t, s~lla.t _by 1914 
it stood 2' ~per cent un~8~ef·~'!her~ w~e some 
fluctuations up and down, notably th~..!fmppra!l'_~i~!l the 
debt during ihe Boer·\Var, followed by ~s~J:?sequent fairly 
rapid retirement. ~J?e· ~~§>dJilo~.!_!ise in the public 
deb_t inciden@_the first Wor!ci}~o_!() ~at_t!It::_postwar debt 
stood in relauon to the total natiOnal mcome at about the 
same level as fn 1815. In both 1818--;;d 1923 the debt was 
twice the national mcome:"". --- ---- - -- · 

'At the close of the Napoleonic \Vars 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 

I See Report of the Committee on National Debt and Taxation, Cmd. 2800, 

1927, p. 2!15· • 
a Napoleon, while ronfronted with grave financial difficulties, nevertheless 

resolutely opposed loan financing. 
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the time of the first World \Var. There were of course eri­
ods of varying length in wbitb the uduet was balanced and 
in' which some retirement of the public debt occurre ut 
th~ trend throughout the century was upward. The steep­
ness of the rismg trend varied considerably at different points 
in the century. With the first World'\Var came-as also in 
England, but at a fa.r more rapid rate-an unprecedented rise 
in the debt of a magnitude so great as to result in (or to ac­
company-the causal interrelationship is a complex one) a 
five- or sixfold price inflation. · 
'The first compelUng reason for borrowing was thnL the 

dcceptional emergency of W..,ilr. But, increasi.ngly, local _gov­
ernmental bodies found it necessary to make discontiwwus 
cap1tal expenditures on needed public improvements. These 
expenditures we!e often so Iargc:in an:y current year that.it 
was ui · · o fin · current taxa­
~-\J"hus, a municipality might have decided to bm a p -
lie s&.ool 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. The lumpiness of certain large 
capital investments made borrowing w:ell-riigh.i~ive. 
\The objects of borrowing to which we have referred involve 

considerations with respect to app¥ently unavoidable ei'­
penditures;· 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 enor­
mously broadened, owin to the olitical necessit im sed 
upon mo ern communities to ursue an active olic with re­
spect to the fundamental robl nem I ent. This is 
true whether viewed from the standpoint of unemployment 
incident to the fluctuations which we associate with the busi­
ness cycle. or from the ;tandpoint of unemployment~ 
structural character havinu to d · · · he 
world econo · · id I nations ud-
~rig the problem of chronic unemploymenq 
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II. -Public Debt versus Private Debt 

In an illuminating article iil..J.he..JV eltwirt.s.chaftliches-·A:r­
chitrl6F-M~~~ Professor J!Zirgen ~sen of the Univer­
sity of Aarhus, Denmark, argues that many of the principles 
which one: finds in the literature on Public Finance are based 
on reasoning derlVe"d from private finance. !:!e concludes that 

, the discussion of the pro~lems of public finance ~continue 
, to be confused as long as it is not clearly recognized tha.!Jhis 
anafogy is filse and erroneous..' 
·J:'Vith res~ect to qmc~~tion, t~e rmblic and pri.vat~ e_£on-l 

oiiiffi]>ave mdeed mu ____ common. Both must dtstnbute a 
given income among different expenditure items in such a 
manner as ~-g~~tes!_p~~_be_!lefits. For the public 
economy, no less than for the individual, it is important tbat 
waste be elimin~ted as far as it is humanly possible to do sO.Jj 
\:with respect to production, em lo ment income, how-

e~er, t e ana ogy etween t e public and private economies 
leads to quite erroneous conclusions. !!oth, indeed, strivt to 
maximize their income. Ihl.t 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
vidual it is im ortant that his ex enditures be k 
at least within the limits o , 
crease of ex e 
tiona! income and im rove the fiscal osition of the state.~ Tire 
individual is concerned exc usively 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 orilet to judge the 
appropriateness of different lines of business policy. 

'Pedersen disclaims any originality in this conclusion. "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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tIn the case of public finance, however, it is quite otherwise. 
The_§uccess or failure of public policy cannot be read from_,the 
balance sheet of the public household. It cannot be deter­
milled by whether or not debt is being retired or assets ac­
cumulated. The success or failure of public policy can be 
determined only by noting the effect of expenditures, tays, 
andloans on the total national incQllle and on how tb~ na­
tional mcome Is distributed.] . ;; . 
'"J The fiscal policies of the state cannot be conceived in teuns 
of the calculations of private enterprise but in terms of regu­
lation and control, in terms of the impact of Plf.blic policies 
upon the functioning of the economy as a w~ • 
. . . ~ 

l,Ve 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 
st~as such. We conclude that such a balance sheet tells us noth.;. 
in about the appro riateness · ss of the meas­
ures taken. Sue measures must rather be undertaken with a--¥iew 
to achre;:ing an '"economic balance for the economy as a whole. 
Their appropnateness or soundness can be determin~d~in 
terms of their effect upon the welfare of the community as a 
wh~J Politicians and statesmen are obsessed by the ideology of 
priv:lte business, and their go~d onscience therefore requires that 
their financial transactions co espond as far as possible to the re­
quirements and practices of p vate business management. Through 
the force of circumstances they are often compelled to deviate seri­
ously from this ideal, but Fch deviations are glossed over as much 
as pos_sible. This ideolo_t;ical preju~ice c~uses gre~t damage, be­
cause 1t prevents statesmen from actmg With 'copsc10us knowledge 
of the real aims of ptJblic policy and on the basis of the require­
ments of the relevant economic considerations.• 

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

•Ibid., P· 471· 
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~_orrowing, as·the term is commonly used, has two characte.ristics 
w1tllout which one could not speak of a loan: (1) there must be a 
tr~sfer of the disposal oyer £nods from one economic unit to an­
other; (2) the burden of the harrower is distributed over a ~riod 
Q{J.ime during which repayment of the loan takes place. • • • 
Wh,en however the state borrows from its subjects, neither of 
tbs; two 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 p.ower, and might, in fag._haye 
been obtained through taxation.'1 
\ Thus an mternalloan 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 ~er of funds from 
one ecqnom!s;..unit to another, and no burden js shifted to future 
generation{ An internal loan -resembles ordinary borrowing BDly 
in a purely formal~way, and it is obvious that every analogy to 
private borrowing mus~ be completely false. Yet the raising of a 
lo~m by the- state js not a mere accounting phenome.Jlon, such as 
would be the transfer of sums of money from one account to an­
other within a given enterprise; 01!._ the contrary the process has 
far-reaching consequences upon production ani!_ dJstnbuuon. its 
actual sign!ficance ar1ses frOm the fact that. like all other financial 
transadiORS of the State, it is a means of influencing ~rod~on 
and the distribution of income, and it should be consi ered.only 
as su<jWI· ' 
-rile statements just made on the nature of pubhc 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."Dflhe:::te~--and that they do _not represent the;shif_tip.g 
of~ bu!gen to f~ture generations. In view of this fact 't 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, lhe May Committee.8 The rna-· 
jority of thaLCommittee established the general principle that 
"existing financial difficulties make it necessary for the nation.like 

&Ibid., PP· 47li-7S· ' 
7 Ibid., pp. 47!-'74· . 
a ,lleport of Committee on National Expenditure (1\Iay Committee), Cmd. 

J920. London, I9S•· 
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the private individual to consider seriously what it can afford and 
not merely what is desirable. Viewc;d' from this standpoint much 
-expenditure is unwarrantable at }he present ti~e, which, under 
more favorable circumstances, wf! should deem justifiable and even 
.a wise investment of the n'a.tiorial resources." This was written at 
the lowest point of the last depression when unemployment was 
•the only alternative to adqitional governmental expenditures. The 
implied analogy with a/ private indivi<l;ual, who has to take ac­
-count of income an~ o"utgo if he is not to go bankrupt and whose 
financial status cart 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 Unbalanced B!Ylg~~ 
which offers a review of the financial prol>Iems m a number" of 
-countries. In almost all the contributions the idea prevails tha!_the 
incapacity of most states to balance their bud~ts is a deplorable 
-disadvantage, that th~!~_I!Ilent of public debts as such is a virtue. 
Even in M yrdal's Report ofl-934 11: ther~ _are ,1TE:Q;.S of this lay­
"l!lall's_opinion. No authochaLmore_mo~sisted upon tlie 
untenability of the current analogy betweel!. public and private 
:financial transactionS than !\fJTaiDimsei(Nevertheless, he st;ems 
in his book to attach so-oi~},_mJ>_or_~_n~~ature of the state's 
-capital and develops tlie id~C!Jhat it is aqy~portant, even 
.apart from psychological -~f!~t~.dhat thu_~~~ital must be 
kept constant, or must ev!~be inC!'~~-~<!_ht the lopg r,H!l. His argu­
ments seem to imply that an increase in internal debt must_bur~en 
the fu_u~r~budgets so much that no money would beavailabfe 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 ~~~riencf.:. (Y<>n­
sider, for example, the enormous increase of mternat.debt in 
Britain during the war and the share of her soc~al.expenditures 

'in comparison with those of Sweden which has-not increased her 
oebt in the same proportion.) This argument was at the basis of 
patton's proposal for a capital levy designed to extinguish a large 
p~ of the public debt; this proposal was prompted .by the fear 

• Weltwirtschaftliches Archiv, May, 1937, p. 474· 
to Published by George Routledge and Sons, London, 1934. 
11 G. Myrdal, Finan:politikens elronomiska verlcningar, Stockholm, 1934-
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that the sums necessary for the service of the debt would burden 
the budget so J;D.uch 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.12 

While the above statement places the emphasis in the right 
place, it is neverthelessJnless properly gualifi~a-over­
simplification. The tax structure, through which the t~sfer 
oTinter~st payments to bondholders is implemented, ~ un­
favorably affect the flow of consumption and invest;went. 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. ublic debt should be ·or not ends 

exclusively upon t e general economic situation and not upon 
judgments denved from pnvate accountmg considetatiomJ . -
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 an~ 
income distribution and upon political circull)stances which are 
conn~~l~1:with the political ends at the moment, and these will 
naturJ .,vary .from case to case.11 

L---~11.--Public Expenditures and Productivity 

~\Ursula Hicks 14 distinguishes three types of pub~ic debt:· 
(a} .4.ead~weight (iebt. (b) pa_ssjve debt, and (c) active debt~ 
Dead-we~t debt is onCJ which is incurred in consequence of 

12/bid., PP· 475-76. 
18/bid., p. 478. 
14 U. K. Hicks, The Finance· of British Government, I92D-I9J6, Oxford Uni· 

versity Pretr,;'938. 
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expenditures which in no way increase the pr<?ductive 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 war exp!!ndi­
tures. Pessive public_pebt is _ _o_!le incuired_(rom e?Cpendituye~ 1 

which, while yielding u!ifuies and enjoyments to the com-~ 
mu~ity, such as public buil4ings, public parks, and the like, 
neither r~~~l"n _a money income the~selves nor increase the, 
effiri~ and productivity of labor and capital. An actixe 
public debt is one incurred in consequence of (a) capftal·ex­
penditures on projects which are self-liquidating, and (b) ex­
penditures of a character which, directly or indirectly, increase 
the pr-odnrti.y~ PQ!V!!._9f the community, such as expenditures 
on public health or education designed to raise the efficiency 
of the people, or expenditures on the consel'vation and im­
provement of the natural resources designed to increase the 
productivity of the nation as a whole. 

The publi~cJebt iJ!_E_ngland is the leading exampk_of the 
first category-the dead-weight debt. The same is, in large 
measure, also true of the ~h public debt and of the~al 
debt in the United States. Since 1930, the United States 
notably has incuriefi large public de!_>t, a considerable part 
of which must be placed in the dead-weight category, spring­
ing not from war c:_xpenditures but from the necessity of of­
fering relief to the unemployed. In _p~nnapy the ris~ in the 
public debt since 1933 had indeed_¢e effect, as in the United 
States, of relie~i!!g_~~emp~e-tlt. 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. 
!.Historically, public debts in most countries have been 

mainly of the dead-weight typel Sweden is a notable excep­
tion to this rule. Her public.,..;Jebt 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 public 
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~11 approximately 15 per cent of the total state 
debt in this country is of the self-liquidating, active type, while 
the re~aining 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 po~er 
of the community. Public playgrounds and recreational facili­
ties give pleasure and enjoyment, but may also raise the morale 
of a ptt,ple 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 

l
which is so often encountered in the history of economic 
thought with respect to s<><alled productive and unproduc-
tive labor. · 

Freque1_1tly one hears th~ comment that the payrolls of pri­
v_ate. in~ustry are the source of the whole national income, 
fbat government is supported by business, that private enter-
prise alone is productive. -
I 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. ~griculture 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. -
. It is not difficult to see how the fh:y~~ocratic concept of pro­
ductivity was born out of lhe conditions emerging from the 
Middle Ages. Towns originally were simply the winter resi­
dences of great feudal lords. The town poptilation gr':w up 
around the court. It performed personal services, prepared 
food, made rich clothing and ornaments, jewels, laces, velvets, 
tapestries, docks, and ~urniture. All this activicy ·w~p­
ported and sustained from the surplus which the lord was 

· u Edna Trull, Resources and Debts of the Forty-eight Staies, 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 ~rew its sustenance fr~m 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 king and 
country were to become rich and powerful, it was necessary 
to encourage agriculture. Agriculture alone was reaDy pro­
ductive. All other pursuits were stenleand un_E!9duct~,Ye-:-­
-As an exp1amii:ionoCthe em-eTgeri.ceorto"wn life and the 

diversity of occupations, this line of reasoning was not with"~ 
out meiit. But as an analysis of the functioning of a society 
advanced beyond the primitive stage of an exclusivelyrural1 

community, it was ~opel~~sl~!~£~-:·'~I!.<Las~_J>asi~_for 
pub)ic .policy, it led to r!diculous absurdities.· ~. , 
r'l?e-thesfs--tllat -agrlrulture was the f~ntainhead of all 
wealth, that agricultural pursuits alone-w~e "prod~ctive," 
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 woul~ becom~ 
apparent to an original mind that this thesis simply did noi: 
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 . .Throuuh1 

'divisiOn of laborand exchange, product1v1ty 1s increased.
0

If 
one exchanges one's agticultura\ surplus against the products 
of specialized and efficient town craftsmen, one increases his I 
own product. The surplus sent to the town is sold in exchange, 

I 
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for products made more efficiently in the towns. The country 
does not support the town. Exchange ~~ the town enriches 
~ecountry. 

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 !nethod of conSUming his agricultural surplus .. 

Bur. gradually. same 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_$evolu­
~ion developed and expanded this exchange process. The 
peasant. having acquired a new status in relation to ~e land. 
was in a stronger position to retain control over his ~urplus 
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 manufactur~as not. or even that 
agriculture was more productive than manufactll!e. 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 com:ept of productivity. he failed 
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to liberate himself and his generation wholly from the basic 
Physiocratic error.L\Vhile urging that manufacturing W~..§.. 
equally_?_s_productive-as agriculture, he nevertheless hel.d.tha_t 
only those worker~_engaged in· m~atgi'Ll.goods. we:r~ 
really productive. Thus, he argued that not only menial se~­
a,nts, but als~rchmen, lawyers, physicians, men' of let­
ters of all kinds, players, buffoons, musicians, opera singers, 
opera dancers, etc." were unproductive laborers. It is remark­
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 ope~i!:lgiT, the se~ant; the teager are equally 
productive. ProducenJ>f personalservices also play a role in 
th~g~J!l of division of labor and in the exchange economy. 
At a 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 iJ!Y_fs_tment 
(parks, roads, playgrounds, hospitals), it is asserted,~2!!!,.~ 
sens_e unproduct~, while private capital expenditures are pro­
ductive m character. Governilrenral payrollexp~n 
order to carry out the activities of government are regarded as 
less productive, or even as nonproductive, compared with 
private payroll expenditures. 

V"Yn discussing the productiveness of private business ex-
penditures, it is important to make a sharp distinction be-

l twe~n (a~he creation of .a flow of~ income of goods or 
serviCes, and (b) ,the creauon of n.ewJnStrl;l;m~pts_pf 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 util'ity-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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v\The view that public investment is "unproductive," while 
private investment is productive, will not withstand careful 
analysis. Pui:>lic iJ!ve~~el'!,t.Jt1s~ _as with private investment, 
!Jlay __ l:>C: ... mer~ly __ utility_:creating or it may also be efficiency­
·creating.\The deyelopme_rl' 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 il1 the national forest, by preventing soit·erosion and 
floods, or the construction of school buildings, may contribute 
to raise the efficiencY, . .bf labor no less than private investment 

.in improved machinery Public investmen~~e _ _p!!Y!.t~j!!_-, 
vestf!1£_nt if wisel ~ll_b~.!ltlhty1;.Ieating _or_ both_· 
t1tility.-aeating-and-efficie creaiing.J 1 

·pn addition to bein a utilit -creating.!_ b) effickncy~ 
~reating. pu 1c expenditures maLalso be c inc~II_l~:£T~~!!!g 
m tlie sense that they tend currentluo expand mcorrie and 
employment} Jindeed, from this latter standpoint, expendl­
tureswhich ale not efficiency- or-utility-creating (such as war 
expenditures) 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 housing and in other investment areas. 

- ·It is sometimes said that there is an important difference be­
~een busin~ss expenditures and governmental expenditures, 
in that the former are self-sustaining while the latter are not. 
But this is not tru~ No- private ousiness can sustai9-- its sales 
voh,xme, unless the ~utlays of other businesses and t&e govern­
ment continu~ to f~he in£ome.stream. Nor is private busi­
!1-ess(as a who!e)self-wstaif!ing. It wif not self-sustaining ~hen 
the-national income fell from $So bp!ions to $40 billions in the 
early- thirties, nor indeed in an~ther period of depress~on. -

,The sales receipts of private business, no less than the tax re-
-ceipts of government, depend upon the maintenance of a hjgh 
·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 increa5ed expenditures. 
\Vhen 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 applying all the productive" resources of ~ociety 
to agricultural production, the real income of the community 
was raised enormously by diverting 18 a part of the productive 
resources to manufactures.Jin like manner, under modern 

, conditions, many wants can be s~fied.At.al.l O'Ql}~.!>_uovern­
men~l~~c~~n, all<U11_Qt,h~r....cases_moi.e_eff~velx..Jnr~rn­
mental action.Qtoads, streets, sewerage disposal, reforestation; 
fioo<CcontroT, 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 governmentJ These activities .a!.e­
utility-creati!J.gL a!lsl.)n P<l!t. effi~ie!J.cy.l:reati11g, .no)~s~ th_an 
!be activitie~_ of_priyate.enterprise.r}'he governmental ex­
penditures are not "supported out of' private eJ;J.terprise any 
more than manufacture is supported out of the agricultural! 
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 exchang~ 
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 enterpr,ise is derived not n;terely 
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 exchange it is not true that any one 
segment of the exchange economy supports out of its surplus 

ll 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 unemploym~nt, 
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1 any other segment. Manufacturing is not maintained out of 
the surplus of agriculture, and government is n·ot 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 basic! to all other economic activity. This seems to give it a 
sort <,>f 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 
. prioiity. The v.ery superabundance of agricultural products 
implies that more emphasis must be placed upon other eco­
·nomic pursuits. Manufacture, indeed, may now become the 
really important b~ch in that its products are relatively 
scarce in relation to the products of agriculture. In an agri-

1 

cu~tu~al surplus society, manufactures may assert a claim to 
pnonty. 

tUVith increasing productivity, material wants are becoming 
. more and mot:e abundantly satisfied. It now becomes possible 
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 (or recreational, artistic, and intellectual activities. 
rAnd ii: I~ in is area that community and ~vemmental activi-
ties play increasingly important role._J 

f
L.- "IY. Economic Effects ~I Public Debt 

lf!he character of the expenditure for which debt is .in­
curred will determine whether the effect is (a) employment­
creating, (b) utility<reating, or (c) efficiency<reating, or some 
combination of these. The character of the expenditure will 
affect the standard of living. But once the debt has beenj 
incurred, itS subsequent impact upon employment and the dis-l 
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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 exclu~ively upon the magnitude of 
the debt and upon the type of tax structure designed to finance 
the interest payments;)"_ · 

It is of interest to iliquire 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 internally held and that, therefore, "ihe_ high 
taxenequirea1o serv!_c_~-t~el~te.T.~st on the d~bt flowed back 
direc~~gam_into t!l~e community. An examination-oHiie tcuc 
structure prevailing iri ihe-ear1y half of the nineteenth century­
would indicate that, in all probability, ~he huge dead-weight 
debt served to add to the flow of individual savings. This is 
true for the reason that the taxes were heavily 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¥ from April, 1815.1' · 

In a ~entury which witnessed /1 rapid ·ext~nsi~u~pansion.­
r~volutlOnary changes in _t~<:J:lll.<tJ.ogy, the emergence of new 
industries, the rapid developmentof ne~i~rritory, and an 
unprecedented growth in population, an important limiting 
factor to expansion was ~e flow of savingSJThe dead:weight 
debt probably served to s1phon a part of tile stream of mcome 

lf Committee on National Debt and Taxation, op. cit., p. 136. 
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from consumption into savings, and in this respect facilitateti 
and encouraged the ~expansionist development of the 
nineteenth centu!}'.. · · --

Therewere~lndeed, periods of greater or less duration in · 
which this compulsory saving process dearly tended to create 
depressed conditions. Chapter 7 of Malthus' Principles of 
Political Economy is a dassic 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 
a monopoly 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 
purchasin_g 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.1s 

--- There are other direction~ in which the dead-weight public 
debf'Trlthe early_njp~eteenth_ century acted as a stabilizing 
fOrce. The factthat raf>idiy growing financial institutions­
"ft'ie'Sttck 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. l\:lore­
over, in the early_p~r!od of capitalism, when enormous risks 
necessarlryhad to be taken in industrial ventures as yet. un­
tried and of a highly experimental nature, government bonds 
c<2n~ute!La. sa~~-res:~~- wJ:t~c!t made it possibl.e for capi­
tahsts to ach1eve a reasonable balance between mvestment 

u Committee on National Debt and Taxation, op. cit., p. 241. 
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assets and speculative assets. The "fact that a man holds a good 
block of \Var 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." 18 Had it not been possible t~ 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 hig~1ly 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 difficult to see that the financial and industrial 
development of England in the nineteentliceni~ry ~ould have 
procEedoowiih the degree of steadi!J..!S~ -~I!<! s_ecurity~a~_t.!:!_ally 
achieved1iacftherebeetn1o1arge public debt available for 
secure invesnnent.------------- · 
-11iemain disadvantage of the public debt in England in 

--the nineteeniliCentury was the weight which -the taxation.ilici-
dent thereto impose~ upon_ tne~wage_-eainj~_£l~~es.- From 
the short-run standpoint it de_p:r~:~secl.ITal_\!~ges. But in a 
highly dynamic society the curtailment of consumption rap­
idly brought about an expansion in the capitalistic process 
of production and the_reby facilitated the progressive rise 
throughout the nineteenth century of the standard of living. 
It may be that the sacrifice of the present \vas too severe_ ~o be 
justified ev_~n by_ the_ !ate ofgrowth_wJli~h it.enc~l)..!aged. It 
may well be that England hi the- niQeteenth century, no less 
than Russia in the twentieth, but by different institutional 
processes, sacrificed present consumption too much in the in­
terest of capital accumulation and a future rise in the standard 
of living. 

Question 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 England of the nine· 

18 Committee on National Debt and Taxation, op. cit .. p. 100. 
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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
iinposedl>'filcentury of balanced budgets and even some re­
tirement of debt,. utility-c~eating public improvements, edu­
cation and public h~alth, were unduly neglected. Whether 
larger expenditures on· such projects could have been financed 
adequately ou't of taxation with~ut weighing unduly either 
upon the current necessities of life of the masses or upon the 
desirable volume of capital formation may be debatable. 9"om 
the Napoleonic Wars to 1845, and again from th a.rlyseven­
ties to 1895, a considerable port" the try's productive 
resources was not fully empl 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
d~ price inflation . 
../The assumption tha~ a large public debt is inherently an* 
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 justified if we concluded, without 
examination into the special circumstances of present-day 
economic tendencies, that the high public debt in England in 
~he post-World War I period either depresse_d 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-

1 pen<;litures relative to income. And while the public debt, 
'considering 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 post\~ar England it may have 
acted to stimulate consumption, owing to the diff~:rel_l_ce~ _ _i.n 
the manner in which the debt was held and-Tii-ilie tax struc:· 
ture. \,Yhereas _the d~_b~~-s _ f~r-~~r_ly_an in~!.!!I!!~nt thrQl}g~­
which_ ~undswere _ _!!i_pho_!!~d ftom _cons_!!~E..~<?~J~to sa!~~gs. 
so recently it has become, in part at.least,~p_illstrJI..mentio 
Siphon funds from savings into consumptiqp; 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 relal;ively heavily on savings and relatively lightly 
on consumption.211JWe suggest that quite possibly the pub-' 
lie debt for different reasons and under different -economic! 
circumstances, then arid now, has served a useful purpose. J 

There is no reason to suppose thadt 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 tend~ng to displace ahd 
crowd out gilt-edged private securities which might other­
wise have come into existence. 

1o "In regard to the standard of saving, we rondude that the increased direct 
taxes have rontributed appreciably to a pro rata decline in saving-not star­
tling, but very substantial-below the pre-war amount," Committee on Na­
tional Debt and Taxation, op. cit,. p. 24a. 
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- -Here we encounter the difficult question with respect to 
the advantages and d~~dval'!~&es of a large volume of_e~te. 
fixed-debt-obligations. Private debt obligations may. mdeed. 
bellesifaote"erumgh from the standpoint of the investing 
I institution. but from the standpoint of the issuing institu-
l tiori a large volume of such obligations. creating as it does 
a high burden of fixed charges. ~ a d~~ous rigiditY,_ 
in an unsta~~-Q!!9!!!iLwodd. SudiTlgid.ity 1s hkely. iri 
tum. to rem force 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 11 have pointed 
out. however. this is a dangerous development. and legal reg­
ulations controlling financial investmeQt institutions. notably 
savings banks and life insurance comP.mies. ought probably 
to be liberalized so as to permit the~·to hold a certain pro­
portion of their assets in the form of -equities. Any consider­
able development in this direction. powever. presupposes the 
combination of such equity holqings with an adequate vol­
ume of highly riskless assets.r;:er in gilt-edged private se­
curities or in government bo . From the standpoint of the 
flexibility of the economy as whole. it is desirable that the 
industrial Q<>rrower should isspe 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 ~vernment secur-

:n Debts and Recovery. 192!J-19J], The Twentieth Century Fund, 1938. 
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ities in order to provide the appropriate balance for the port­
folios of financial investing institutions. . 
. ...foe now encounter the question. whether a public debt• 
imposes any such serious rigidity upon the economy as is the-j 
case with private debt. We believe that it does not. The in-

• ~ __.-r • --·-
terest on the pubhc _debt10erv1ced by_ taxatiOn, the success-
ful 'collection or which depends upon th_e_ 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 industrtes and thus profoundly affect 
the income of private corporations.~Moreover, the cyclical 
fluctuations of income are less serious for the government 
i:harifor the private sector'ofilie-economyv!n the first place, 
the incomes of many private corporations fluctuate far more 
violently than the income of the economy as a whole. Much 
more important, however, is the fact that the individual cor­
poration with a low iocome 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.,;I'he 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 1 

of the economy as a whole, engage in borrowing when the 
national income is temporarily lo~.22 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 

u The power of the government, through the open-market operations of 
the Central Bank, to increase the funds available for the purchase of govern• 
ment boc:a l.S llll importal)t ronsid~ration. . 
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there is a widespread in.!_~~t 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 inflation is-very suon~uch a community, 
otrlh"eone sfde,has anenonnous capacity to submit to tax­
ation and, on the other side, can be expected to resist the 
road of inflation so luring to more pr_imitive 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, which on the one side af­
fords a large supply of governmen~l debt obligations for 
secure financial investment, and on the other side encourages 
the issue of equity securities by private companies, may well 
be the desirable goal."'\Financial institutions with a large sup­
ply of government Obligati~ns may safely invest a very con­
siderable portion of their a.Ssets in common stocks. ·A rise in 
the publ~c debt is thus not necessarily inconsistent with the 
requirement that private industry should more and more tum 
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. J 

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 voiume of private debt 13 

in the form of bonds and mortgages, and (c) the value of 
za It is particularly noteworthy that, disregarding short-run ftuctuations, 

private debt has remained substantially equal to the national income during 
the last 40 years, as shown in the following table. (See Natio.pal Industrial 
Conference Board, Economic Almanac, and Private Long-term Debt and 
Interest in the United States.) 

• In billions. 

Year 

1902 
1913 
1929 
1937 

Nat'llncome • Private Debt • 
$17.0 

32-111 

84.2 
70-3 
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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: 

TABLE XIX 

Gross Government Debt,2"' Total Private Debt in Bonds and 
Mortgages,21 Value of Common Stock 28 

(in millions of dollars) 

Gross Government Debt, 1937 
Federal 
State and Local 
Total 

Private Debt, 1937 
Railway 
Industrial 
Public Utility 
Farm Mortgage 
Urban Mortgage 
Total 

Value of Common Stocks, 1935-37 

13,109 
7·7£?~ 

13,874 
7,082 

25,508 

'}v. 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 pubiic 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.; ar (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 

~---·.. ---· -·- -- ~ --- ·----.....- -·· --~ 
u and 21 Survey of Current Bwiness, January, 1939, p. 11. 

ze New York Stock Exchange Yearbook, 1937, p. 105. Average of first-of-the· 
month figures for 1935--37 inclusive. · 

tv See Temporary National Economic Committee Hearings, Pa;t g, Savings 
end Investment. . • 
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War. \Var, 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 leading, 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 yearsclusterntround five major episodes: 
(1) the early period of federal expansion, (2) the War of 1812, 
(3) the Civil War, (4) the first \Vorld \Var, 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 respect ·to public debt in such periods is not likely to 
iron iu. terms of fundamental considerations. Debate is likely 
to be litnited 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 periods, however, discussion with re-
r spect to the role of public 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 for..) 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 erids 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-l 

t lie 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 t~sume 
a dc;bt of over $79 millions was regarded by hi~OPRQ!l~nts 
as a highly danger~l. Hamilton defended it, how,_ 
ever, as the surest way ofllrmly establishing the new federal 
government. 

He went farther than this. In his First Report on the Pub­
lic Credit, issued January g, 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 r~ue, 
and so enable them to trade for. smaller profits. Moreover, 
the bonds would provide a ;eady s~edi!_~hen 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 1 
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 rat~ of interest _would be lowered by reason of the in-1 
creased stlpplyolliquid assets. Hamilton suggested that bonds

1 

:. 
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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 ~r 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 i!ldiYi<JJ.l~ locked up in 

I claims against the government should become ~obile by being 
converted into negouable securities having a recognized standing 
in the markeL28 ~ . ~ 

Such were the purely economic benefits which Hamilton 
saw in a public debL 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 governmenL 

Through the continual amortization of the funded debt 
lie 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.'' 

i Thus managed the public debt was conceived of as a sort of 
I revolving fund. The principle of debt amortization he re­
garded "as the true secret for rendering public credit im­
mortal., • • . Tl!e 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 improvemenL"" 

Hamilton's opponents charged him with being merely a 

IB C. F. Dunbar, ftSome Precedents Follofved by Alexander Hamilton," Q!Uir· 
terly Journal of Econornics, 1888, pp. !12-59· 

Ill Hamilton, First Report on the Public Credit; Second Report on the Public 
Credit. (See pages 46, 155-?· 17o-a 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 wrote to \VaJhington in If93: "This exactly marks the 
difference between Colonel Hamilton's views and mine, that 
I would wish the debt paid tomorrow; ~e wishes it never to be 
paid, but always to be a thing wherewith to corrupt and man­
age the legislature." 80 Hamilton, however, denied the thesis 
imputed to him by his opponents that" ublic debts are ublic 
benefits" under all con 1t10ns. e 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 [23o,ooo,ooo 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. 81 

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-

ao Jefferson, Works, Volume III, p. 464. . 
11 Thomas Be-nton, Abridgement of the Debates of Congress, February g, 

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.12 

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 al!swer 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 So p~r 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 estirpate 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.88 

a2 Papers on Public Credit, Commerce and Finance; by Alexander Hamilton 
(McKee edition, pp. 216-17). 

aa See Report on Manufactures, December 5· 1791 (ll.h:Kee edition, op. cit.). 
Hamilton also notes the effect of an excessively large public debt on wealth 
ooncentration, 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 

e~plicitly 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 thing from 
maintaining as a general proposition that a public debt is a public 
blessing; particular and tern porary circumstances might render 
that a(ivantageous at one time which at another might be hurtful.8 ' 

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 l_ong before 
he became Secretary of the Treasury. As Senator from Pemi-• 
sylvania from 1795 to 18oo, he foug~t_ the financial measures 
of the Administration. ·war wa~ many thought imminent, 
and this presented squarely t~roblem: Should the govern­
ment increase its debt or neg ect its defenses? The Federalists 
did not hesitate to""choose an increase in the debt in order 
to achieve a substan~ial army' and navy. Gallatin, holding a 
large public debt to be a menace, believed the national safety 
and security could best be_ promi~c!l>.Y __ sp_e!_].ding le~.!!_de­
fense <l:!l<l!!IO!~_ondebt redl!_c;g~I_!· For him, 'the discharge of 
the public debt became an uncompromising dogma. J effer­
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 
-:---:--:11illl.ullililiiii . 
solute ind~\·iduals," and makmg 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. 

If Letter to Philadelphia Gazette, September 11, a792. 
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sharp increases in expenditures, followed by reductions in the 
next two years. But the War of 1812 blasted Gallttin'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 controversi~s of_!_o_?ay: ~llat is -of interest 
for us is not the particular form of hi~ .argu~en_t (except for 
h~~_!.~Co~ion tha~-~~_!:!!:.na!JY:hdd de b!_!~P!.e~e~aris­
{er an_d...J!ot a burden), but rather the fact that he resisted 
th~~ogmi'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. 
It .is 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. • 

J} (. ____ j VI. Limits to the Public Debt" 

&fl Considerations with respect to the magnitude of the pub-
lic debt involve an anal sis of the very difficult con of 
taxable capacity and taxable inc9me. xa le inc y 
be defined narrowl as that ortion of the national inco e 
wh_ic 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 Econa,.mics, 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[d University, 1941. 
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received in the form of money. Obviously. however. a very 
c1:n:~eldble paiL of the national income is received jn the 
fo_rm of services without passing through the money price 
mechanism. In the broader sense, th~refor~ taxable income 
may be said to include ~~ ~nly the moneta}; inc~ uran 
wh1c1iifie tax co!!ectoray hands, but afo tb~~u!on 
of the income recej_yed directly in the· form of services, 
whether rendered by the government or by individuals 
(~usewives, for example) without monetary recompense.· 

V The term "taxable capacity" may thus be defined in vari~ 
ous ways. Tax'iiire capacity ma_y be conceived of in terms 
of (a) the ~y income, (b) the money· income I!lus tlie 
income deri,·ed from free overnmental services t which, 

owever, a fee might have been attached, and (c) the ent~ 
inc_s>me of the communit~, whether derived within .~price 
mechanism in the form nf money receipts or outside of-the 

-pri~ mechanism iq the form of directly consumed utilities 
and service~-·\ \: · . 

The quesuon no~ arises w~a!__typ_g_gf_governmental ex­
penditures pay increase _the !'!Xable capa<;ity or the taxable 
income.~....&-yly, governmental ~ap_ital expenditures ~hich 
are remunerative in character and produce a money incom.!! 
are pre~imi!i!!...!!LPrivate capital expenditures. ,_Mg;e­
over, expenditureL_w!lich increase the flow of utilities and· 
sen·ices (such aLP.ar~ad-pla:ygrounw), but for which no 
commerCial ~ or fee is cha.rged. may, nevertheless, furJ 
nish quite legiti~ate_groun<Lfor permitting an increase in 
the national !DOney income sufficient to permit the transfer 
payments without encr~c~irig upon the monetary income re­
maining i the hands ~Lthe public, and which would be 
availabl for private inv~tment and consumption expendi­
tures( n increase in !eal i?~O!_D~ justifies ~rresponding 
monetary expansion, ~~ springing from an increased 
output of goods and services placed on the market by £ri­
~t~ entrepreneurs, or rrom goods offered freely by the _g_~ 
~r:nll1e!r~-without price or charge. Monetary expansion 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
locity constant) the transfer of funds through the public fisc 

ld tend to cause deflation. ~ 
Thus~ublic investments, th~ services of which are ofle.red 
thout Charge to the commumty, may through appropnate 

,monetary expansion increase the taxable capacity in the 
sense of increasing the taxable money income.1That they. 
increase the taxable cap~ is perfectly clear irlhe 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. 
Uhe monetary taxable capacity and monetary taxable in­

«_:ome 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 !!.2 encroach­
ment upon the monetary funds available for the purchase 
of goods privately produced need occurJrhus, the ~~eipt of 

, a certain _quantity of free goods would justify a monetary 
-expansion. When private capital expenditures result Fn' addi­
tional putput of commodities or services, a monetary expan­
sion adequate to circulate these goods at a profitable price is 
justified. Equally, ~hen t.Q.e· govt_!!l!llent provides free serv­
ices, some approE~ia_te: ~onetirf expan.~ion. is justified. This 
woti1d --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 
I expenditures 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 outlaysl fn the .event that full employment has 
already been reach~. any further expansion of govemmen-

•· . 
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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 th~ magnitude of the real income will 
be any smaller in the one case than in the othe~ 
I A second consideration_ with respect to the size of public 

debt has to do with t~__r~ation of debt t~ priceJ..)The fear 

I 
is frequently expressed that an increasing pu1:_>lic c\ebt musd 
~v,er:tually pro~l1ce _a e_:_icejnflati,on. This con~iusion is'i1o_~ 
l~~d:-No general stare"ment can be made without an ex­
amination of the special circumstances in each case. The· 
defic:!L!!l~Y be _!1._11~11~-~~ by: (a~orrowing fr_om th~ __ }>anks, 
(bJ. borrowing from accumulated idle bal_ances held by cor­
porations an_d individuab~ and (cJ>Orrowing fro~ the cu!­
renl: income of the individuals and corporation5. The first. 
methoaof financing results in an expansion of the money 
supply (demand deposits); the second results in an increase 

. in the velocity of circul~on. Whether new money is .created 
or idlelffioney 1s put to active use, in either case the income 
stream (MV) is increased. But this process will not cause a 
price inflation as lo!lg as it is possible to m~li_the increas­
ing stream of money_ incom~ ~j.~h- a c9rrespoJJ._di!lg_lncrease.. 
in flow of real income. In short, as long as there are une1 
ployed resources neither of these methodS of financing 
deficit constitutes a dangerous threat to price stability. 
I Once full employment is reached, it is no longer possible 
tbincrease appreciably th~ flow of real income. At this point 
it becomes necessary, if price inflation is· to be avoided, to 
~top ~ny further jncrease in_ t?e_Vl~mer,_inc~e strea~ ~ut 
1t does not follmy that even m this situatiOn a contmumg 
deficit must necessarily produce price inflation. What is true 
is that the deficit must no_ longer be financed by monetary 
expansion. If, however{Lthe 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 continuing deficit, even· at full employ-

. ment, need not result in price inflation.-1 . 
4_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 balancestlncome, output. and employment 
would. accordingly, decl~e. By diverting these otherwise 
idle funds into spending channels, the money income stream 
can he" kept flowing and the real income main~ined. But 
this process would not result in price inflation.!& long as 
l the deficit is financed by borrowing from the current stream 
lof savings, a conti~ued increase in the public debt will not 
of itself produce inflation:} 

{ It is sometimes arguedihat the mere size of the public 
~ebt may cause inflat~. This argument rests on the sup­
position that a fiuge debt represents a heavy burden upon 
the com.niunity and strains the taxable capacity of the gov­
ernment: It is said that the government may find it impos­
sible to carry .~n its normal operations and, in addition, to 
meet the interest obligations on the debt. Accordingly, so 
it is argued, the government .may be compelled to resort to 
t4e printing press, and thus an inflation will be produced.•• 

This reasonii;tg is essentially erroneous. An internallylleld 
debt represents a transfer of funds within""}}leCOiiiliiunity. 
ItiStiueThat ittention-mtist be paid to the rnaracter-of the 
tax structure through which the transfer payments are ef-· 
fected. Finally, in appraising ta..xa.ble capacity it is necessary 
to keep in mind both aspects of fiscal policy~n.Qi~ur~_ll!> 
less than taxati_2!!.•T 

as The inflation experience of Germany in the postwar period is sometimes 
cited. It is not possible at this point to mnsider the maze of special circum­
stances, including quite unsound public polities, on the part of both Germany 
and the Allies. which produced this inflation. For the purpose in band, it is 
sufficient to point out that Germany's internal debt in relation to inrome was 
not as large as England'L The inUation can adequately be explained on other 
grounds. 

11 Confronted with a national debt equal to twice the British national in­
rome. the Colwyn Committee was nevertheless able to rondude as follows: 
•1n our opinion the present taxation-even in ronjunction with the loss of 
material wealth due to war expenditure, which lies behindthe ~ational Debt 
-is not one of the main causes of industrial difficulty .••• So far as taxation 
is -ooncenied, we think that, if general mnditions improve and times become 
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Too frequently discussion with respect to the problems ofi 
a rising public debt and ability to service the interest charges, 
proceeds on the assumption of a sta!ic nation'!} income, This 
assump~ion is highly .u~realistic.,'I2..!u.ake .. the system of ~~e 
enterpnse worlaOle, 1t ~s_a_b~()~!_!:lY .!!.~~~~r_l.to !!~-sure:: ~._t:!~: 
mgnai:ional mcoi??:.. Should the income rc!ii'iain stationary~ 
~1sir~g- P.<:~.~ -\vo~:_ke!-.productivity would _imply an e~er-g~owing 
~-~-ofu..!!~~OY!Dent. A static national income, with or 
wtQlQ!.!!..<Uhlng pub ic debt, would wreck the economic ordt;r. 
Duri!lg.-the--nine~nth century, and up to the first W~ 
'Var, the real national income m theUnited States increased 
by are_~_ip_e~_£_ent per ·annum. We cannot expect this rg.te 
of increase in Jhe future, owing to a much slower rate of popu­
Iafi6n gTmvth. But we have a right to expect in the next half 
century a rate of increase in real and money income of 2 or 2 Y:! 
per cent per annum. In .fifty years this would give us a national 
income of around $~o to $300 billions. of dollars at 194~ 
prices. • . . 
' The popular belief that a large public debt tends to pro­

duce inflation has, no doubt, arisen in part frqm the fact 
that p~ice infla~e ~ usual)J __ been_ associated 
with a larg~li!~ase_~n the public _<l~bt:It is, of co~e 
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 which they were financed.f~~go_~api.<:l_i!ZP:easun 
debt! particularly when it is accomf>anied by a rapid increase: 
in bank credit, will produce an inflation. \But it does not: 
l~llow 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, t_!Je_burde~ !"i~IJ:le_carrie!,f!"j~h oornpl!rative ease.:..C~ 
p. uo;.. . 
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a larger budget owing to clbe interest char~~ Accordingly, 
if the national income is allowed' to filf(Ifastically, tax re­
ceipts will fall sharply and a large deficit will be if!curred­
larger by reason of the debt. But under thesecucuti'Istances 
the government will be compelled to cope with a deflation­
ary situation, not an inflationary one. 

1"1 The argument may, however, shift from inflation to defla­
tion, and the question is raised: Is it not likely that a huge debt 
)Vill 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 ~ifficulty, however, does not arise from the magni­
tude of the debt, but from the strenuous effort made to re­
pay a large part of th~ debt. In the absence of a vigorous 
private investment boom, the r~tirem~nt of any considerable 
part .of the debt will produce deflationary consequences.88 

What has been said with respect to inflation and distribu­
tion of wealth.and income implies that ~here are limits to the 
public dept which, if exceeded, will tend to affect the work­
ability of the economy. But these limits must be conceived of, 
not in terms of a fixedamouiitor a static situation, but in 
ierrriscifi<lyiiaiii1CiJrocess. :Account must be taken of rcites or 
change' and the magnitude of the_ public debt in relation to 
other magnitudes, especially 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 nae 
tiorial income may imply a disproportionate amount of wealth 
invested in government bonds and held by the wealthy classes . 

. ss 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-. 
Iated shortages (housing, 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 accordingly become too large at ~e 
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-investment 
problem. 

Much of the discussion about the limits of the public debt 
is wholly imrealisticlffhere are no rigid and fixed limits. The 
problem is a manageihle 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 prop.ortion of public expenditures may ad-· 
vantageously b~ loan-financed and wh~t proportion should 
be tax-financegJ J 

. ,/~ Ctmtrolled Borrowing 

There are three ways in which governmental expenditures 
designed to secure full employment may be financed: (1) 
by the creation of interest;free, or virtually interest-free, 
money, (2) by borrowing at the market rate, and (3) ~y 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 88 ·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 g:!_t;enba<:!-~m, that is, the printing of paper money, 
1s no longer seriously proposed. Even during the financial 
stress of the first \Vorld \\Tar no government resorted to this 
~~The phrase is here used in the Sense comm~nly employed, namely, tax re­

cetpts adequate to cover all expenditures, including both operating and capital 
ex_penditures . . ---- ......... 
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practice. The essential. reason, of course, is that· under mod-
1 ern conditions notes,..or currency are relatively little used as 
means of payment.(.Modern money consists of demand de­
posits, and so "modern greenbackism" seeks to devise schemes 
by which deposits can be created without 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 powerf over the 
reserve requirements. Another proposal which avoids the 
excess re~erve problem is to compel the commercial banks 
to" make interest-free, or virtually interest-free, loans to the 
government. Thus.lihe London Economist 40 suggested that 
in the case of war 'roans the banks should b.e compelled to 
take government bonds at one half of 1 per cent interest . 

. In view of the extraordinarily 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 
Eoonomic 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 wer~ 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.u' 
but with rather unfortunate consequences in some colonies. 
Benjamin Franklin relates in his Autobiography his part in 
the paper money movement in Pennsylvania. &side& pttb­
lishing.~~k.-alw9R~J. ~~~tle.....l!. ~e,...(:lt-t~~-IDomey 
he- himself wrote., jp._.1~ ... A Modest Enquiry 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 
inten·al the price level remained substantially stable. but 
rose about 30 per cent during the second half under the im­
pact of larger issues used to help defray the expenses of 
the French and Indian 'Vars. 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 with loans of 
paper money. gradual yet moderate:• n -· . 

1 The modem banking system. with its freedom to create 
d~and deposits on a fractional reserve basis. essentially is­
sues .. paper. money'• through the loan-deposit 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 die government deficit. there might 

•• See i.ichard A. Lester, AlonetiJry Experiments, Princeton University Press, 
•939· This book, carefully documented. gives a wealth of information on paper 
money experimenrs in the American colonies. 

.z George Chalmers, lntToductioJt to the History of the Revolt of the .fmer• 
io!Jt Colonies, quoted in Lester, op. cit-. p. au. 



178 FISCAL POUCY AND BUSINESS CYCLES 

he no rel~tion 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 'ituation does not necessarily produce a price inflation, 
but may only· result in a decline in the velocity of circula­
tionLin the absence of priva~e investment outlets adequate 
'~o prOduce full employment, the governmental expenditures 
could be.controlled so as to prevent a price inflation7But 
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 
ulward trend in the physical volume of trade. 

The multiplication of the money supply at the beginning 
o 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/Not only are 
the banks deprived of reasonable earning ~ts adequ_a~to 
support ·the expenses necessary to furnish the pu"blic·bank­
ing services, but, in addition, social security trust funds, 
savings banks, life insurance companies, and educ;ational 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, it turns out, entails expenditures by the community 
elsewhere! Moreover, there is something wholly artificial in 
the continued multiplication of money far beyond the re­
quire!"ents 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 ca_!L.l>.e.._made for a con­

tinuing deficit corresponding to_ the requirements of Thrift 
savings stream¥ Life insurance, savings banks and other 
thrift institutions, baby bonds, and social security trust. 
funds n 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 or 
property ownership is thereby encouraged. There is thus 1 
solid basis in these thrift streams for controlled borrowing. 
Here one finds a reconciliation between the principle of thrift 
and governmental loan expenditures.•~ 
t,In so far as the government can borrow from small savers; 
an increase in the public debt will not prove unfayorable t() 
an equitable d~stribution 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 issued.Jrhey will be absorbed by tl1e rich and the 
well to do, and ~y large corporations. A rapid growth in the

1 

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. f. · 
f{!o mitigate this inequality in wealth and income it ~s 
necessary to finance the large proportion of government ex­
penditures from taxation_7Indeed, this is the primary func­
tion of a steeply progressive tax structure. 'Vere 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 

•a 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. 1 

Hit 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 
teach a large number of small savers. 
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<:ourse, 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-

~ tures, 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 oq private consumption. 
\ I)Vith respect to inco_me distribution, it may be noted that 
lustorical 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 movements'M:t is a remarkable thing that the slope 
of income distribu~n in England, according to the studies 
of Sir Josiah Stamp and others, was apparently substantially 
the same in 1920 as in t8oo, despite the fact that there had 
intervened between these periods the prodigious ri~e of mod-

. ern machine industrialism, the emergence of trade-unions, 
the development of labor legislation, the rise of the modern 
corporation, the expansion of world trade, the r~volution 
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 I. King and the Na­
tional Bureau of Economic Research po~"nt b the conclusion 
that the slope of the income distributi was not greatly 
altered in this country over the period 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 capacity 
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 prQ<luction 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 

r
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 
I distribution-the distribution of income after taxes--affects 
property ownership and through this, in tum. the primary , 

·distribution of income. Thus far, apparently. the tax struc­
ture in the United States has not been $11,fficiently 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 Bowing from public ex­
penditures. These might quite conceivably be of such ~ char-
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acter that they would raise the standard of living even higher 
th_an could be reached by the consumption of an equivalent 
amount of commercially-produced commodities. trhe 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 poor.) 

No clear insight into the pro'6lem 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 Rowing 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, fOI" which the annual charges are subse­
quently financed our._:of regressive taxatiop, 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 )"hole lifetime of the durable. capital 
good. In contrast,/if current expenditures were wholly fi. 
nanced by means ~f 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.) 
~overnmental expenditures may, h9wever, be income­

stimulating without being loan-financed.(lt 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 How. 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 loan­
financed. But after the national income had approached full 
employment levels, a sharply progressive tax struc~ure 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 ~ve to be pushed to 

-,levels higher than necessary if some creliance were placed on 
loan expenditures. That this must be true 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 cotsumption or investment, had they not been taken in 
taxes. Taxation, though progressive, always involves some 
curtai ment 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 expendituresl 
. Governmental expenditures may trlus 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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taxatfon 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 ihe 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 fo11ow from a 

• program to finance expenditures wholly through interest­
free issues; or even from continued borrowing at the banks 
C}t· market rates. The ensuing' redundancy of money would 
drjve the intere!t rate to a level -which would strike at the 
position of thrift institutions and, .in general, the creditor 
class. It would treate an artificial degree of liquidity. It 
would result in the accumulation of· vast unused cash re­
sour~~s which, in a world of changing and volatile expecta­
tions, might magniJy the instaJ;>ility in the price structure. 

If this analysis is:ISoa.md, it points to the conclusion that 
[.the public debt, taxh~ and changes in the money supply are 
all part of a balancing mechanism~ How much reliance 
"should be placed on each as a me<rrl'l of financing govern­
ment expenditures depends upon a variety of considerations. 
It involves judgments with respect to the adequacy of the 
means of payment, adequate liquidity, the importance under 
certain conditions of using relativ~ly expansionist and less 
restrictive methods of financing, the appropriate (socia11y 
desirable) degree of inequality of wealth and income, the 
relative desirability of tapping savings streams through bor­
rowing (increasing the public debt) or through taxatio~A 
limited increase· in the public debt tends to promote a w1de 
distribution of property in so far as the new issues are pur­
chased by thrift institutions. On the other hand, a very rapid 
increase tn the public debt necessarily implies a relatively 
light tax lrurden on upper-income groups and on corpora­
tions, tending to promote concentration of wealth and in-

• 
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comelht is considerations such as these that one mus: bear 
in n1t'nd when one seeks to appraise the role of public deltt 
and to determine how rapidly it may be permitted to rise.· · 
\.A 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 and, in con'unction wi h the 
tax struc ure, to regu ate the distri ution of income. ~ 



Chapter X 

BUDGETARY THEORY AND 
PRACTICE 

I. Private versus Public Budgets 1 

.. . 
T HE essent41 purpose of budgetin. g expenditures andl 

receipts is to obtain a clear conception of the finan-1 
cial operations of an ecO'ilom1c-tinit '!frliisls iiue for l 
:;.:::._::..~-===:::..-=~~ ~. 

the public economy ,no less than for private individuals or 
corporations. The significance of the accounts and the uses 

'whiCh one wants to make of them ntay, however, be very 
. different in the pub!Jo.jtnd in the private sphere.' 
~ ~tis customary•fOI·•the layman, and also for many writers 
on public· . finan<:e, to apply the same tenets of financial 

, theory and practice to governmental bodies that are applied 
to private business. But even those who do so are far from 
consistent. Especially is this true in regard to budgetary 

I 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 with: 
r<;_pect to the budgeting of capital expenditures, ' 1 

(I:xpenditures on c~_al_g<mds.. are given a special treat-! 
ment in pri_y_~_t~_~ccounting. Capi~l ~utlays are_ not-Jumped~ 
in with . operatin~Cexpenc:lit,!;lres.' Producers' capital is ex- 1 

pected. io yield-a monetary return over its ~<;onomicJife~ 
~nd consumers' cap~tal is expected to_yi.elda.flm'Lof , \ -------- . 

1 See the illuminating chapters on public budgets in Public Policy, Yearbook 
of the Graduate School of Public Administration, Harvard University, 1941, by 
Harvey S. Perlolf, Spencer Thompson, Robert H. Rawson, and Charles Stauf· 
facber. · 
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utilitiesJ It is accordingly recognized that expenditures. in 
the operating budget ought to be treated by accounu!lg 
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 incll;lde not 
merely the ordinary operating expenses, but also the ~ita~. 
charges of_iJ!t~I_~s_!-~nd deEreciatio~ lThese latte~ must be; 
charged against income -in order to determ!!le wh_~~her a 
yea0.2~erat_ioi].sJ!.ave been profitab.lc;_g!:_ !!O_!:. And in the case 
of consumers' capitartlieymust be charged against the value 
of the flow of utilities in order to measure accurately the 
economic validity_otsuch projects. But ~e c~pJttL.9utlay~ 
inifi.a11y_iriade_~r~ not_!n.!=luded _in_tll_e_~~rrent. ~p_c;ra~ing 
~Only by differentiating the cap1tal expenditures 
from the current capital charges can we get a clear notion 
of whether or not the budget is balanced. ' 
J Uor the public econoOJy, ~xp~nditures ought to be w~_i_ghed 
not in terms of the .,rofit andfoss Oithe state itself,~ but. 

1 
rather in terms of the effect ~f such exp~n.?.it~~~s .<:Jn.~h~!.~!I; 

:and efficient funct.!oning_of t,!l~~~<?n<?~Y.. as a whole. ~1, 
poliV!__al! __ ~xpp_o.!~E.V!!m!!~en.Lf<?r_tp~ir~_i_~!l!g_th~ _r~aL 

. i~!21!le _g_!_ th~_ community an~ for__,!egu.lating__~dim:il.;>u-, 
t1~n of income and wea!~!t1fAt times it will, be sound policy 
to balance the budget and4at 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 
per se with the problem of balancing the budget.J 
r/IAll_modern go'~~mxp_~~~~ and o_p~raie S<:Jme_s~~e_ en­
~~p!_~S~S-~~ch ~ld_ a !Doney. re~urn more o~ less covering 
alL<?pera.ting...ms_ts.._ including the capital ch~_rges of io~rest 
and depredation. \The United States Post Office is a zigantic 
~usiness enterp~e. Many European governments, and some 
American cities, own and qp~_te _puf:>lj_~J.Itilitks. The fed­
eral government owns many so<alled ~-lf-liqui_<!a.ti!.lg __ proj­
ects. Yet, as far as the feqeral government is concerned, 
private accounting practice is not applied~to_these projects;­
Capital expenditures are lumped in with ordinary operath:1g 
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~expenditures and a quite distorted view is arrived at with 
respect to whether or not the budget is balanced. . 
. · Precisely the same applies to governmentally-owned con­
sumers:_~ital, such as r~~ pa!Es;- and public buildings. 
In private acco~nting n_g indiv_iduaLconfuses capital outlays 
~n_a llome with_his __ ordinary living expenditures. No in-

. dividual believes that his budget has become unbalanced 
merely becaw;e 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 caEi-
}t~)).~rge~int~ and dep!~dation. Governments, how­
rever, typically lump all expendit~_s, whethet:. capital prop­
erati_l~!_g, int£. a si"ng!!_bjlilgeCThus, private accounting theory! 
and practice is violated, and it becomes quite impossible to.· 
know whether or not the budget is really in balance. I 

\The use of the capital budget in governmental accounting 
ca:t;)riot, however, be justified by refeJence to private finan­
cial practice. If one adopts wh9leheartedly the principle that 
governmental finan<;ial operations . should be regarded ex-

. elusively as instrument.!. ~e<:~nOIJ:!~- ~I:\~_public p~!!9'· the 
concept of aoalancea-oudget, however defined, can play 
no role in the determination of that policy J One cannot ex­
amine with an un~j~~-Il!i!.ld the ecmlomic validity 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 o£ view, if there is any 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, v~!id. gro~_I!dslot favoring t?~ <:,api~al 
b1.,!dgtLdeyk~. The essential purpose of accounting is_to 
m~~i~~i_<:_l!_cy_ in __ the use of productive resources and 
to eliminate waste. Waste in the use of public funds is no 
less reprehensible than the waste of private funds. The 
notion, so frequehtly 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 unemp!oy!lle.nt. It is true that full 
eiEP~~ymen~_migl:t_!>_e se<;ured by :!Va.ste~u!.~?'~en_c;li~ures. But 
such action has, of course, no · economic JUstlficauon. Once 
fulLemplQyment is reached, it will be discovered that the 
real income falls far short of what is desired, and every ef­
fortshould be made to employthe produc-tive resources fl> 
the best possible advantage. Public accountingJ~l!_!leces~ 
instrument to secure efficie~~y ii!.._tE._e government's financial 
operations. AllifTt1s essentially ~~- ~ _ to~l_to fuE~~er this e._~d 
that the capital budget device deserves careful consideration. 
As an ac~~~_!l_ting tool, "it may help to determine the appro­
priate ilirection of public expenditures and the degree' of 
efficiency achieved. But it can tell us nothing about wl,lether 
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 r of 
~~i~. though for different -reasons, whether oneappli~s 
to governmental financial operations the principles of pri­
vate finance or the criteria appropriate for public policy. 

II. The Capital Budget 

I Whether a uni~ary budget or a ~ultiple ~udget form is 
dsed by a government,-1t "Is, at all events;- unpoitant that 
the principle of budgetary comprehensiveness shall not be 
lost sight of. The unita!)' ~~~get, of course, fulfills a~tom"'iti- ~ 
cally-this requirement. There is, however, nothing incom­
patible between the priuci,E!~_9!_ ~udget~ry compreh~n~i.YCl­
~ess ~nd a m_ultipl~ budget sy~te~·\ If a ~ult!£!~ ... budget sys-. 
tern 1s used, mvolvmg a generat~u._aget and sp~Ciifhuagets, 
it is nevertheless wholly feasible, and fndeed urgentlyneces­
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. S~ch 
a balance sheet should include not only the direct liabilities 



190 FISCAL POLICY AND BUSINESS CYCLES 

of the government, but also the contingent liabilities inci­
dent to the issue of government-guaranteed bonds by more 
or less self-sustaining government3:l corporations. 

It is, moreover, desirable to give an. over-all _ _yiew of the 
cash-income, cash-outgo budget position o( the government 
~ ------ . from year to 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 c~Ql!tgo_, taking account not only oCall gov­
ernmental receipts (other than from the sale of obligations) 
and expenditures of whatever nat~re, but also of the receipts 
and expenditures of trust funds which come within the scope . 
~f. Tr~asury management and control. A~riking exaJ!lpl~ of\ 
~.4I.vergence between the fiscal budget .anatlle c~sh budg~t 
is foupd in the case· of the Soci~l.: Se_cu!J_ty trust funds. Be­
ginnin~ ~ith January, 1937, with respect to the Old Age 
Reserve 1Accol,lnt, sums were withdrawn through payroll 
taxcis greatly in excess of the benefits which were paid ouL 
'For ._this and other reasons the 'cash budget deficit was only 
$198,ooo,ooo in 1937, w~ile the fiscal deficit was $1,450,ooo,­
ooo. 
I An ~~-all_ykl-£ of gov~.t!l-~n-~! fis~~l operati<;>ns. may 

also make it desirable to present a mo~e~ry budget _reveal­
i!Jg the effect of the fiscal operations ~of the government upon 
the income stream. TheE_s.h__Ru_dge~_ 4iffers from_~~mof!e-: 
~IT~~l,!!i.get.J~ th?-t the n~!_~~-_out~rs_ differ from the net 
i~~~I_D-~g-~_1?-~ra~ng ~~p~n<!_i!~!~S. 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.11 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 exdude 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 bu~~LP!esen.!!-!~!~!J_S sta!!~ti~~!-«!i.~~!~.~~ 
and, at best, can be only an estimate in the determinatiOn ol 
which judzr!!_e_!lLand hyp~tl:tetical ·speculation play a large 
role. · - · ·-"""··---- ·- ·-- ·---~-·~ ---·-
---rt may, ~oreover, be desirable to present an over-all com-· 
prehensive picture ·of (a) the original cost and (b) the cost 1 

~p]ac!m~nt, less depreciatlo·ri:-·ortlie stock of durable 
goods held by the government. ·such an inventory kept up 
to date currently would certainly be of great significance for 
a~l!t:l!te ac_~o!!_!!ting imiposes, and particularly with reference. 
to the planningof revenues,and expenditures for amortiza­
tion and replacement. _TJ;le experience with respect to the 
valuation of the· American _railroads under the La.Foll~~to' 
Act indicates, however, that. to attempt now a valuation of 
all of the properties of the government would qe fut ex­
trem~ly difficult an~ expensive ~n~ertaking, ~4_ ist~,r~ous 
questiOn may be ratsed whether It 1s worth whtle:o It'!;s a 
different matter to apply. such. accounting procedure, ho'\v::: 
ever, to expenditures mad~ in the future and thereby giadu­
ally develop over many decades a fairly complete inventory 
of public wealth. . · . . 
Jl A '!:!!l!.tiple budget can satisfy' the re,guiremen~!_~~ • 
pref:l~n~iy~ness_!T:_I_ally~- as well as a u~i_ta!Y_bll!lg~t. More­
over, it permits both gr~ater flexibility of management and 
a cle~erce.ption of the fi~anciaroper~tions .of the -gov­
ernment. ti'he following elements may be included in a com-
prehensive multiple budget setup. · . 

~ I. O~rating Budget 
; II. Capital Budget . 
~ A. Public:;,. Works: Nonremunerative 
l B. Sel!-li<Iuidating Projects 

expenditures. Assume government expenditures of $10 billions. Assume ron­
sumption taxes of $3 billions and nonronsumption taxes of $4 billions. The 
net inrome-generating expenditures will then be $7 billions. Net inrome­
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 

. III. Annexed Budgets 
A. District of Columbia 
B. Post Office Department 
C. Government Corporations 
D. Self-liquidating Governmental Credit Agencies, Loans, 

and Revolving Funds 
E. Trust Funds 

j The ~uestion of the appropriate dassification ~f public ex­
penditures is an important one. Ex}?!nditures have. in some 
countries, been divided into "Q_r~i~d "extraordinary"; 

. and clgain into "operating expe~ditures" and "ca~x­
penditures." J\!ost commonly, all--;xpenditures c:>f_~h-~te!er 
~ind have· been i~~~!Pun a _sing!~o~_un[tary_b!l_dg~t. 
Some countries have, however, used a double budget sys-

• --~~ 
tern~ Under a true double budget, c_~rrent and operatmg ex~ 
~h<!i~~r~s- ~-r~_accounted for in an operating budget ~nd 
C!J>ital outlaY!J.I!..~ ~apJtar~:_investment bl!~geL. 

Professor Erik Lindahl. Swedish economist, has stated the 

----problem of current and capital budgetary accounting and 
its significance for the concept of budget balancing as fol­
·Iows: 

JEvery budg~t is of course f<,?rmally balanced. since the s~m of 
the items on the expenditure side must always be covered exact)y 
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 ~xpenditures. The most natural procedure is to 
start either from total ptf!_!~· i.e .• revenue other than 
that arising from the sale of capital assets or from borrowing; or 
from total CJg:T"Jl!}Lexpc_nditures, i.e., expenditure that does not 

1 
lead to an increase in the aggregate net assets of the community. If \ 
these two are exactly equal, the budget is obviously balanced in 1 
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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J (.I"hus the "p!obl$!m. of_ bal.'l_n~ng_ ili.~ _p~~~-~ concerned 
pnmarily with whether, and to what degree, the State (and 
local aurorities) should increase or reduce their total net 
assets." 1 

Let· us consider first the op!!_at~ng_ bu4get 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 regular, operating expenditures 
of the government with adequate tax receipts in the depres-1 
sion years of the cycle. This fact is due to two causes. On the 
one side, the modern tax_ sys_temjs b!::avily_cQt:nP9!i_ed_ol!;t2~.e§ 
wh_ich_ a!e higlily-sensitive_·tq_!h~_cy~!~. "rhis is especially true 
of the in~iyjdt}~I incomi t~, the cor£_orat~_1'1.«;.9IJJ.tlaX, and 
customs q:uties. 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 ~lief_of une!Dpl()yment, unavq~dably increase in de­
pression years. Thus, we experience not merely highly fluctu- 1 

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 
~ag!li_fy_the_djye!gent m~~ of ~}{P~Edi.!_ures and tax 
receipts. If the tax structure is set s.ufficiently 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 expenditures in the depression 
years. , r 

I Erik Lindahl, Stlldies in the Theory of Money and Capital, 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 
aystem of stiff progressive taxation w.ould increase the net assets of the state 
and would imply ~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 litile,- ifai all, 
by prosperity or depression. These are the regular ·expendi­
tures growing out of the ordinary functions of government. 
But relk~res, if not otherwise provided for out­
side of the budget, must also be regarded in modern times as 
a normal function of governmenLand one which it must face 
in everypeiiodWhen 'unemployment on a large scale pre­
vails. ~t is_ al! it~IJ!_oLexpenditu]'e_whichjt is_ difficult to 
tegular_~ie~ But, even here, it is possible to go- a considerable 
dfst:iiice toward regularization through the development of 
unemp!?YIIle~~ in~.!l .. !'!P,~e_an_d__~ther ~oci~l s~curi~y_m(!asE!_e~. 
By-means of these special measures, the load-of outright re-
~-t:l· in large measure, be provided Tor outsideorine 
government budget, thereby reducing the magnitude of the 
fluctuation of expenditures. Thus E!lgland, because of !1 _w~Il­
deveJop~4- §Y~~el!!_~n~mpJ~Yl!l-e.nt and o!d-ag~_insuram:~, 
was able to meet the relief needs of the depression 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 {ailure to bring about a balance of receipts 
and expenditures in every single year, yet achieving a cycli­
cal balance, involve!! deficits in the operating budget in some 
years and surpluses in others. Thus, tell1porary loa_n_linanc~ 
i!_l_g is n~f~SS'!!Lf!.~en in the case of the operaiirig budget. If 
It -is desirql to ensure a' balanced operating budget 'ovei-the 
entire cycle, it is necessary to amortize such loans very rap­
idly. lri ord'.r to facilitate this, Sweden has devised a system 
of amortization within five years of debt incurred to cover 
temporary deficits in th~ 'operating budget. It is possible .that 
a better plan might be to use._a _varying amortization _rate­
each successive year carrying a higher and higher rate. Thus, 
·the period of amortiza~ion 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. • 
· I S~_QiiJ$tment of ta~.J"ates_t<LthesycJ~movement may 
be desirable as a compensa_!~ measure. On balance, it may 
besuggested that taxes which bear Iieavily 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 t~ recove!"Ll_acks.._y~_r. 
an increase in consumption taxes would be unfortunate. 
since this procedure would tend to dampen the recovery. 

' Professor Erik Lindahl, in discus.~ing 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 negative 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 io 
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 Monry and Capital, London, 1939. p. !179· 

• The qualification must, of course, be made that diversion of funds througb 
taxation, while it appears to leave aggregates unaffected, may nevertheless affect 
individual decisions to invest and to aave in such a ma~ner as to cllange the 
aggregates. 
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' So much for the operating budget, which involves the 

,regular, current expenses. \Ve tum now to the nonrecurring 
expenditures on major capital projects, whether self-liquidat­
ing or not. 
lUnder ~ ~l]y_develop_ed dQ_~-~l!_dget ~y~te!D, the o.perat­

ihg budg~~-m~_0nclud~as a pa~t of its regular expendi­
tures /the depreciation, amo!!!.?:ation, wr~~ffs, and int_erest 
'charges inci~~l to the capital outlays accou!lted for in 
the capital or investment budget.tThe interrelation between 
the operating budget~ in a dou~e budget system, and the 
c~E_~tal o_x: ~~~~t01en~-~!_ldget can perhaps best be illustrated 
by reference to theDamsnoudgetary 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 Budget. Every outlay on a capital good is entered 
in the capital or investment budget. No distinction is made 
between self-liquidating and non-income-yielding capital! 
-outlays. :purability~I.:!.,Ot pro,fi_~_bility. is the criterion appl~~d. 
~~ital ou~ys on durable or capital goods are financed by 
{a) inh~gs, (b)• bog~wing, and (c) am9rtization or 
depreciation allowances transferred to the capital budget 
from the operating budget. . 
~e.!!:!.!.<r:!i~.!i~g_fE>i.t~l_p!Oiec~ are, of course, expected to 

eani an income adequate to cover the operating expenses of 

• 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. Muller, "Die Neugestaltung des staatlichen 
Richnungs und Revisionswesens in Danemak," Finanz-Archiv, 1928, pp. 131-
39; G. Myrdal, Finanspolitikens ekonomiska verkningar, Stockholm, 1934; 
P. S. Runemark, "Den Foreslagna OmHiggningen av Riksstatens Uppstallning," 
Eoredrag Hdllna lnfiir Svenska Ekonomforeningen, Nummer 11, 1937; "Kung!. 
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," Annals of the American 
Academy of Political and Social Science, May, 1938. 
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the project and interest and depreciation charges]I_n 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 operating budget for income to cover not only 
expenses of op<;rating, but also interest and depreciation 
charges. Thus, each branch of the government-for example, 
a state hospitafOr a state university-must include in its 
expenditure estimates not merely_ the usu~perating_ ex­
penses, but also ~Q __ ~mQl!I1~.!lt to cover interest and 
d~These expense items entered""in the govern­
ment's operating budget are, of course. defrayed from gen-" 
eral tax revenues. ThtisLthe o~rating budget carries the 
iJ!!erest and deprecia~io~~es ongmatmg m iliecij>iiii 
o~~~nt budge£] ----

The Danish publi! accounting procedure is fully devel­
oped to include all state properties. and it is, thetefore, 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 
}·ear, such a balance would ~how up as a net addition to the 
assets in the state aggregate asset account; a defi9!JILJ:he 
ordinary. budget would reduce the net asset:S:-The Danish 
budget thus illustraies a funy- developedcapital accounting 
procedure applied not only to the state's income-yielding as.. 
sets, but also to public investffients 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 thad 
at any rate with respect to ,!!On-sel£-Jiquic4!i:_ng _£!9jects, there 
is no legitimate warrant for setting up _a balancesheet of 
assets against liabilities, ~ince these so<alled assets yield no 
income. The analogy to private business is a false one. The 
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l'eally important matter, however, with respect to the Danish 
procedure, is that for every capital 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, custQms, and excises, but also from the net income from 
.the State Productive Funds,_ including the Tobacco Monop­
oly, Iron Ore Company, the Post Office, 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 Swedish budget plan pro­
poses to extend the principle, 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 might be placed under a. government au­
thority for the purpose of more efficient management and 
operating under its own budge~. 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 gener~ appli-
. ' cauon. . 
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 r883 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 ,!iistinction between ordinary and capital 
expenditures has been retained, the Finance Ministers have balanced total 
expendJtUies 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 Boos de Ia Defense 
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 itelll& 
are taken into account the figure should be around 70 billions. (R. 1\.1. Haig, 
"The .~:ltlona_I Budgets of France, 1928-1937."' Proceedings of the Academy 
of Poht1cal Science, january, 1938, p. 27. See also Professor Haig's The Public 
Finances of Post-JVar 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 ~mbark upon any 
general program of capital budgeting, an exhaustive study 
should be made of the subject, including ·time for public 
education, so that ihe country would understand and accept 
as valid the principles involved in the new procedure. 

The time is ripe for such an inquiry. 'Ve 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 $wo 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 $soo millions. Under aq 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 $wo 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 $wo 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 the 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-liquidating, 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. 
Thes~ 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 vic;w of the tend­
encies indicated, it would appear that the time has come 
when a thoroughgoing re-examination of our budgetary pro-

t
<jure is called for. . · 
Double budget accounting requires that the operating 
dget must carry __ year~_():Y~ar lo~~~~~!it~.:9ffs sus~in_e!!_ 

o]g()yei:nmental corporation!!_ or subsidiaries, toge~er. with 
depreciation and interest_ charges for nonremunerative capi­
tal projects accountea for in the capital or investment 
budgeqThis procedure has the merit that it helps to ensure a 
more~equate cost accounting than is likely to be the case 
when operating and capital expenditures are all lun;tped in­
discriminately into a unitary general budget. Yet it is neces­
sary to point out that there is not necessari~y any advantage 
in this respect in the capital budget procedure. Under -the 
Ul)itary_b~9-get, acgu:::ate ~~counting for depreciation could 
ectuallyb~ J>.!:ovided if _()ne set aoout.doing ii.Similarly, a 
l!_nit;try hl!.d.get coult also ~~ide for_al!lO!tiza~!~r~s. 
But, as a matter of act, amortization of debt incurred fi-om 
capital outlays has not been made a systematic part of c~rrent 
budget practice. · 
liThe $lo_ubl~l?.l!..dg~~!l_lod, if it means anything at all, 

specifically makes pr.QYision in the oper~_!!_ng.l?_ugget for de­
p;-eciation.or .. amorti'!~t!~n ch~rges springing_ from capital 
outlays accounted for in tnecapitaT or investment budge!} 
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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n tax revenues adequate to cover depreciation and interest 
charges are provided in the operating budget, a true balanc­
ing of the budget o_y_er the lif~p~l_t!!_~capital project is 
achieved. Yet it must certainly be admitted that there is_rr_q_ 
m~gic....ab.QYUI:!.e douhle !wd~t. It is all a question as to 
which mech.anis~e unitarr ~u~g~~ §y~te~th_!_?_9uble 
~geL.~yst~~lS hkely to m uce the most effecuve 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 budget, 
i,t will have to decide on grounds of general economic policy 
which method of financing is, under any given situation, to 
be preferred. The d~le_b_udg~_pr~e_dure, by stress_pg_ap­
p~priate_ accouE_ti_n~_of capital_~~arges, serve_Las a h~IJ~.ful 
~ide to poncy. The capital project is worth what it costs 
if tpe aruiuatb~nefits derived are at least equal to the depre­
ciation and interest charges in addition to expenses of opera­
tionJtrhe dout;>Je budget procedure stresses the fact that a 
c~pi_~l-Pn:>ject i~!lP!SQ~d_!!!__th<:_rear in w}__l~_it_!s5on­
s~q. It provides a II}_ore ~jorial_l!.~~s upon ~hich the 
responsible authorities may decide the question 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 situation.)The question will then be decided, 
among other matters, o~ the basis of appropriate policy with 
respect to the prevailing state of employment. 

III. S9!Jiij£1i!!g___Y~U~V>n the Cap.ft_a_l Budget 

It will be of interest to examine briefly the expressed_ 
QPin~ of A~!ri~~~-writers. -on the advi~ability of setting 
up "speoar' budgets. Amencan 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 1909. True, the earlier discussion 
did not deal explicitly with the problem of ·"special'' budg­
ets, and even Professor \\.illoughby, in his article on Budg­
ets for the Encyclopedia of Social Sciences, contents himself 
with the obserntion 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.'' • · 

Since the trend toward reformulation of the bud~_z.an 
in 1932, the problem of "s~ial''bildgets has_ rece~\'ed !ll~~ 
attention in American economic literature. If we take three 
representati\·e texts on public fiiiance-Luti; Buehler. andl 
Jensen-we find that all three have lengthy sections on thd 
budget, and devote some space to principles of formulation. 
All three are agreed that a b_~et should be ··com~l!~­
sh·e.'' Buehler does not state whether this criterion excludes 
the- possibility of "special'" budgets. Jensen believes that 
''eliminating, -from the ordinary budget, items of extraor­
dinary character" ~ a ··wilLQfE.!!<!~!l1Lt!t_~-~!:!~~t_i!!cpm­
plete." •• There is danger, he argues, that segregation will be 
regarded as a final solution, or that things will be put intG 
the extraordinary budget that do not belong there. Lut:Z: on 
the other hand, suggests a "practical )''Orki!lg__9assification" 
of expenditures in which theffiain headings are: _gi(iiiiary 
<;;o'~_!:nment__~C!i~iti~,__~ubdi,·ided int? ::current" and "cap-

- ·~~---- ' -----
• "Budgetary Principles• in the Politiad Science Qwnterl7 for June. •935--

p. 136. 
• Op. cat,. Volume !1• p. !19-
ae Jem P. Jensen. Gowmmeftl Finsraa, Crowell, •937• p. 514-
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i~~mulars; Commercial Enterprises, also divided into "cur­
rent" and "capital"; Interest; Trust and Other Special Funds; 
Bookkeepinggansactions.11 

S~crlrincludes in his own list of budgetary "princi­
ples" the p.ti!_lciple of "unity," which he interprets to exclude 
"extraordinary, capital, annexed, 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 ~__9.ent budgets are, at 
best, dang_ero~." ·nisregard of the principle of unity is as­
sociated wltfi "shady and doubtful practices!. especially re­
garding the probTem ofbalandng budgets." 12 

This vigorous polemic against extraordinary 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.18 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 bettex:Jor_the fed­
e!ll-gQ.y_er~_n_!~!.J9~h<lYL li .. deficit..__sin<;uL s~ts a bad 
~~Pl~ the _s_~a_!~ a_!l<!. _local governments. He pointed 

11 H. L. Lutz, Public Finance, Appleton-Century, 1936, p. 35· 
12 op. cit., pp. 247-48. 
11 "The Emergency Budget of the Federal Government," American Economic 

Review, March, 1934· 
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out, however, sQme "vices" of extraordina!Y_~!!Q~ts. but 
seemed to feel that these vices were not imminent in the 

· American case. Perhaps the lesson is that one may adhere to 
the pflin<:Pk~_o{:.:_c:omprehens_iy~n,esL_ even though one aban­
don 1e principle of "unity," andthat 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 cl'\r!~Y and accuracy.· 

F. R. Fairchild has emphasized the necessity for a clear 
distinction between revell:u~- receip~nd ~E.YeiUI_(!~=--­
~~pf!_(borrowing), and between g~~er11~~!_al CQS!_p_a.xments J 
and nongQ.v.emtnent_a!_sog _ _pay!ll~Jlts (such as repayment of 
debt and capital expenditures on self-liquidating projects).14 

Equally important, in his view, is the distinction between 
gross and net d~J?..t, the latter being "simply the former re­
ducedoflheamount 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 investments, such 
as the loans of the Reconstruction Finance Corp~ration, 
which "should be treated as a capital (nongovernmental 
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. 

16 "An Arialysis of the Government's Financial Reports, with Special Refer­
tnce to the Deficit," American Economic Review, March, 1935· 
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Thus, in 1.935~ Professor Fe!_n1il~d seemed f.<t!._~!.abl~Ql':ard 
t~ncrpU;>La:.~capitar.:_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, si!lce no consistently logical capital 
budgeting procedure "had, in fact, been set up.11 "Without 
any intent to deceive, it can readily be shown that theys!! 

(~tl~e double bu9:ge_~Jias_tende_d_!g_QQ~1Jre_ the. true_ picture 
o!J:he _ll.!!!9_n~lJi.!!~ 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 19~6. 
and all of them in 1937and 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 
$3,827 millions instead of the reported.$2,846 millions. Thus, 

1 Professor Fairchild accuses the "double" QIJ_dg~~stem of 
hayinz...E-ndir.~~~hnate<!._!:~ ext~~<:'~~~nary _ e'.'pendi tur~ 

Professor Gerhard Calm 18 p01nts out that l:iudgetary pnn­
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 ...!:!!l:cit:tain, more 
subject to revision; and (b) separation p:omotes adrp.inistra­
ti~ thrift and maintains fiscal morale. Contrary to Fairchild, 
he defends the shift of the Emergency Conservation Work 

11 "The United States Budget in the Past Decade," Proceedings of the Acad­
emy of Political Science, January, 1938. 

18 "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 l_:>e regarded as an important 
improvement in budgetary proced';lre. 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 self-liquidating 
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 
fina:ncea-oy-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 le;tds 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 shouM 

1 

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 cou~tries with 
extraordinary 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 applied to cases of 
self-supporting government undertakings or services. 
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IV. 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 
!ime and patience to discover what really is going on than 
the general public can be expected to devote to the matter. 

r Standardization, systematization, and simplification are nee­
\ 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.,V.A. in 1937 and to compare 
the figure with the 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 expen<l:i-
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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 subheao, "Program under the P.W.A.," 
but the Report gives only a -to~l 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 \Var Department, etc., which he is not cer-­
tain how to classify. After these experiences, it is highly un­
likely that our citizen is stiU 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.\V.A. expenditures. From this 
single example, it should be dear 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 problem1 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 organized ·to 
,meet an emergency, financed by a subscription to its capital 
stock of half a billion dollars out of the "General Fund.'' 17 

' In that year no special 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. 



BUDGETARY THEORY AND PRAcriCE 211-

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 tne 
same year!8 

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 th.e "Me­
morial to \Vomen of the \Vorld \Var" 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. \Vhereas in previous 
years expenditures had been divided into two broad classes,. 
"general" and "other," in 1933 there was an additional eras, 
sification: "Major expenditures due to or particularly a£-. 
fected by the depression." Under this heading appeared the 

11 In the written repon of the Annual Report of the SeCTetary of the Tre,.. 
ury for 1931 (p. 17). these two subscriptions to capital stock are described u 
.. 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,l" 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 th.e 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 I." 
The Reconstruction Finance Corporation also makes its first 
appearance under "Independent Establishments, Group II." 

(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, sine~ it includes the Shipping Board, Veterans' Admin­
istration, and the Federal Farm Board. Subscriptions to stock 
of Federal Land Banks are not shown under the same head-

u ..tfnnual 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 "Tr~asury 
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 20 and renaming the "Office of the Supervis­
ing Architect," which appeared under the Treasury Depart­
ment, "Procurement Division, including public works, Pub­
lic 'Vorks Branch." 

A more important chattge 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 Expenditures." 

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 3· 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 expfnditure 
for extraordinary purposes." 11 By ma~ng this distinction be­
tween the regular and the extraordinary budget, he sQught 
to reconcile his election promise of balanced budgc;ts, with 
the expansion of those expenditures which, it was deemed, 
relief or recovery made necessary. ,' 

Roosevelt's distinction between "General" and "Emer,. 
• 

to Viz.: Commodity Credit Corp., Electric Home and Farm Authority, Ex~~ 
tive Council, El.;port·lmport 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 Rec:ov­
try Admin .. National Planning Board. 

:n 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, {\gricultural 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; gr 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.22 

.. By. 1935, however, the form of the "budget results" table 
in the ,4.nnu(ll 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 Darn and other 
.J.teclamation 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, Rural Electrification Administration, Securities 
and Exchange Commission, Tennessee 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.21 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 Uanuary 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 
bu.dgets. There would also be a General Budget Summary, 
which would show surpluses or deficits from· the anilexed 
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,u 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. 

II 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 Owneu" 
Loan Corporation, Federal Savings and Loan Associations, Federal Deposit 
Insurance Corporation. • ' 

a. The R.F.C. budget is subdivided in tum into a Summary Statement and 
•supporting 5tatements" of the subsidiary organizations through which the 
R.f .C. operates. These included, in 1936, the Commodity Credit Corporation, 
the f::xport-lmport Banks of Washington, the Federal Farm Mortgage Cor­
porauon, the Federal Home Loan Banks, Federal Housing Administration, 
Hom~ 010·nen' Loan Corporation, and the Regional Agrirultural Credit Cor­
porauon. 
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Recovery and Relief; VIII. Supplemental Items. Under Re-
1 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).21 

The reports of actual expenditures (Annual 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 \Vork to the "General" category 
from "Recovery and Relief' was made. 

In his Budget Message for 1937 Uanuary 3· 1936) Roose­
velt reiterated his distinction between a balanced regular 
budget and an emergency budget. "In looking at the revi~ed 
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
~fit 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 . 

~5 The Budget for 1936 carries with it a "Supporting Schedule No. s. Part 
III," in which is presented "Moneys for Rerovery and Relief Classified as to 
Provisions for Repayment." Its outline is as follows: I. Nonrepayable, 1. Grants, 
aids and expenses: F.E.R.A.; C.W.A.; Emergency Conservation Work; DepL of 
Agric. drought relief; P.W.A.; Surplus Relief Corp.; A.A.A.; Land Banks; 
R.F.C.; Regional Agric. Credit Corps.; Adm. for Industrial Rerovery, ll. Fed­
eral public works projects; TN .A.; Public highways; Boulder Canyon; Rivers 
and Harbors; Other; (Departmental). II. Loans: Comm. Credit Corp.; Joint 
SLock Land Banks; Crop and feed loans; P.W.A,; Emerg. housing; F.H.A.; Subs. 
homesteads; R.F.C.; Export-Import Banks. Ill. Subscriptions to capital stock, 
etc.: Production Credit Corps.; Banks for co-ops.; Regional agric. credit corps.; 
Fed. Farm Mtge Corp.; Fed. lnterm. Credit Banks; Fed. Land Banks; Home 
Loan Banks; Home Owners' Loan Corp.; Fed. Savings and Loan Assns.; 
F.D.I.C. IV. Unallotted funds (by P.W.A.). 
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changes were made in 1937. 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 Can'yon Project was taken 
out of the "Federal Public \Vorks" division of the nonrepay­
able recovery and relief expenditures an,d entered under 
"Civil Departments and Agencies." 

The "budget results" table in the Annual Report for 1937 
divides expenditures into "Regular operating expenditures," 
"Public Works," and "Relief"-each with subdivisions; 
Loans, Subscriptions to Stock and Surplus, Agri~ultural Ad­
justment ,program, Socia~ 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: I. 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 unaer that heading. As will 
be seen below, the 1939 budget organization is really an elab­
oration of this kind of formulation. 

In the 1938 Budget, the "General Public Wor}<.s 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 Security" 
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 
a'nd 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.28 

In his Budget Message for 1940, i~sued 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 incur 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 

28 The general fomi 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 ResettlemeRt 
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 inversely with the cycle. 

This portion of the Message did not make it definitely 
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 

1
expenditures amounts disbursed for loans or for self­

liquidating projects or for other extraordinary capital outlays 
which increase the wealth of the nation." A change in the' 
method of financing self-sustaining 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 {rom 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." Capital expenditures made by I 
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 projects, 
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 dearly was that for self­
liquidating capita.l outlays of this -~aracter a capital budget I 
should be set up, separate and d1stmct from the extraordi- ,I 

nary budget. Thus, in effect, it. was suggested that four types' 
of budget be created as follows: 

\ ) I. Ordinary Budget 
l .II. Extraordinary Budget 

·,_;III. Capital Budget (including self-liquidating Public Projects 

J and investment in government corpQrations and agencies) 
V. Annexed Budgets· (for government corporations and agen-

cies) J 

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 4raft 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 dassifica­
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 an·d 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, So per cent was due to expenditures 
on non-self-liquidating proJects. 
f 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 alway~ 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 debt 
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 $27,797 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 rest went to 
relieve distress but added nothing to the public 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 adequattcriterion 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 
ari~ther 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 systematic budget re­
form. 



Part Three 

FISCAL- POLICY AND. FULL~ USE 
OF R.ESOU:RCES 



Chapter XI 

THE CYCLICAL-CONSUMPTION­
INCOME PATTERN 

· 1€wbi~~, 

ONCE 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 
tum, induces further investment. This cumulative process, 
however, unle~s 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 tum, 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 bait 
because, with lower incomes, consumption falls less rapidly 
than income and so offers an increasing resistance to a fur­
ther decline. 

The cumulative proc~s, therefore, does not off~r 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 durabl~ consumers' goods 
125 
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(especially automobiles) n~t 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 ~my important decline inl 
the consumption of durables or of consumption in general 

, until a decline in income has already set in. \Vhenever 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. \Vhenever this stops, in­
come falls off, not only by the amount of the decline in 
investment expendit!;lres, but also by reason of the induced 
decline in consumption. \X!liJ~onsutn_p!~On end_i_~~~W~_ent 
bo~_p!~Y. !l:.r~l~~?- ~!l!t~~~g_!.t:c_ov~ry aQ_<!_~~ t_he cu~u.latiVe 

• _ E_X:~~-~·-.!~ 1s peculiarly spontaneo~.Q~Uctpatory mvesf­
-~e.~t_ .w.hich-.n:tl:!.S.Lc.a!!f .. <!~hig!l lev~~ _of_ J.11com~a~ 
e~plo~~ is to be mamtaine_d. In the absence of govern­
mental support:orrascarehitherto not realized, booms in­
evitably die sooner or later a natural death, because the in­
vestment How 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 

fails, by a considerable perce,!!tage, below its income at rea­
sonably full employment levels 1requires a large continued 
How 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 ofconsumption to income is ap-1 

r parently a highly stable function and certainly one of the
1 

most important in the whole field of economics. · 
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"{he Consumption Function. ~ 

A schedule giving the amount of consumption 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
sumption to income may be designated briefly by the phrase 
"the consumption function." • • . 
-The relationship of percentage changes in dematjd to per­

centage changes in price may be described by the phrase 
"~lasticity of deman·~;· while the relationship of con­
sumption to income may be described by the phrase "income 
elasticity of consumption." A commodity demand schedule 
·iiiay:--of course,-aTso[ie set up in terms of the, relation of 
quantity taken to income. The shape of such a derived curve 
may be described as the "income elasticity of demand" for a 
particular commodity. A summatioooraggregaie-Of"all such 
individual commodity demand schedules for consumption 
goods of all sorts would, of course, give us the aggre~~e 
income-consumption schedule, which we are here discussin~ 
· The income elasticity· or 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 ~arg!_nal_p~P-ensity to consumemay be defined as the 
percentage of an additional increment of income which the 
public wishes to consume; it may be designated as follows: 

~~·in which Cis ~nsumption ~d Y is income. ~.l!Y· 
-erage pr~pensity to COI!S_l1II1e may be defined as the propor­
tion of -any given -aggregate mcome which the public wishes 
to consume; it is the ratio of consumption to income'at any 

given income level and may be designated as follows: C. 
• . y 
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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, th~ 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. Thlr-is--~ 
th,e...table-and-tlt:ttt~ 

Keynes' :_propen~ty to consume" is merely another term 
for tile consumption-moomescneoule 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 act.ion which the 
public is prepared to take with respect 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 pre ared to buy at various prices. 
At times, the phrase "prope ty to consume" is a peculiarly 
convenient expression to e, but more often the phrases 
"consumption-income sch aule," or, more briefly, "consump­
tion function/' will be ed 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 
expen~d on consum.Etion in the lattercase, is depend~nt 
upon a single va.xi~!?J.e-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 propensity 
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-thtue.spect tba'-the ·pFdeuoces-Ioi.-rlifiucnt 
types.-of...cammodities.hav~beerrfundamentally changed,and_ 
similarly-.a..-shift:-in-1.h/ consampJ~~e __ c1,lrve indicates 
a change in the thriftinessof the community. T1§.u , with a 
decrease in thriftiness the consumption-income cu e would 
shift upward precisely as an increase in the de and for a 
specific commodity would be represented by an pward shift 
in the whole demand curve. 

The curve, or schedule, represents the relation of one vari­
able to the otfler in a "pe.tigd" within which all other varia­
bles are assumed to remain constant. Thus, the consumption­
income schedule, or the conM;mption function, represents 
only one single relationship-<hanges in consumption as in­
come chang~. Hypothetical schedules of this character at;e, 
of course, heroic abstracti2.ns. They are unrealistic.in the re­
spect that they seek to isolat7 from the multitude of factors 
which are constantly changing in a liighly 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 th best illustration of such a 
hypothetical schedule, in so far the consumption function 
is concerned," would be one purp rting to show the different 
ainounts which a given individu with certain definite, un­
changing psychological attitudes w uld expend on consump­
tion goods in the event that his i come 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. 

· 'i 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 aggr~gates; 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 ,ooo 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 illUitration 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.1 

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 consumptio~ expendi­
tures, it is assumed, according to the consumption-income 
schedul~ 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. ConsUmeT Expenditures in the Unite4 
States, U.S. Government Printing Office, 1939. 



232 FISCAL POLICY AND BUSINESS CYCLES 

Income Head 

Under $5oo 
$500o-750 
$75o-1,000 
$t,ooo-1,250 
$1,25o-1,500 
$t,5oo-t,75o 
$1,75o-2,000 
$2,00o-2,500 
$2,5oo-s,ooo 
$3,00o-4,000 
$4,00o-5,000 
$5,00Q-10,000 
$to,ooo-15,~oo 
$t5,00Q-20,000 
$2o,ooo and over 

TABLE XX 

Consumption tu 
Per Cent of Income 

149·4 
112.8 
104.6 
100.6 
99·0 
96·5 
95·0 
91.8 
88.4 
84·4 
79·4 
70·5 
61.1 
60.1 
49·3 

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

tion for ~e economy as a whole at varying total income 
levels, ranging from $6o billions to. $8o billions. This sched­
ule, is given in Table XXI. 

National Income 
(billions) 

$5o.o 
6o.o 
70.0 
8o.o 

TABLE XXI 

Consumption llS 

Per Cent of Income 

93·1 
89.8 
87.2 
85.1 

Table derived from National Resources Committee-Consumer Expendi· 
turd_ in the United States, 1939, f· 167~ 

. ' 
What realistic interpr~tation might be made of such a 

table? Let us suppose .that the national income will, in fact, 
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rise 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
sumption 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 applied to sucli c!.ata, 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 thi.s has not happenecf.\ 
\Ve know that, as incomes i!!,..all gr.911 ps _have_Ii~~!l ... ..!=.h@.g~~ 
in_!h~_standard of living have forced upward, _ _th,~_JP,iniU}um 
consumption r~quirements.....so that always the lower income 
groups. despite the fact that their inc~mes were much higher 
than fifty or one hundred years ago, stil~ 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-ru111 
secul~r rise in per capita income, any substantial increase has. 
occurred in the relative proportion of the total income con­
sumed and saved. 

\~t 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 holdL 
for the long-run secular change iri real income. \The relation 
indicated holds only when large f~anges in income occur 

· :r Prelim~nary estimates. by S. S. Kumeu of •<rital ~ormation in the United 
States dunng the past au: decades, soon to bo l,.ubhshed, support this con-
clusion. . 
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within a relatively short period of. timel Now, in point"of 
fact, this is precisely what happens in the violent fluctuations 
of income in the ~usiness cycle. _ 

,r The fluctuations in consumption relative to income in 
the various phases of the cycle follow a more or less definite 
cycle patte~n. The volume of consumption is determined not 
merely by the size of the il'!come, but also, in part, by the 
particular stage 1n 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 springs 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 
a5 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
sum tion to income in the various stages of two com rete 
major cycles o o 1939, me us1ve. _ ese data ~ 
us, therefore, aJairly accurate pattern of the relation of con~ 
"Sumption to incow.e. within the business cycle period. This 
;pattern we may designate as th~l pat.J§!_n of consump­
.tion with respect to income, or, more briefly, the cyclzcal 

' .c;;nsumption-income pattern. It should be emphasized that 
we are concerned with cyclical changes in consumption rela-

' 
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tive to income. \V.s,. are nat concerned with an abstract prop­
osition about the behavior of consum tion relative to income 
in general. T e proposition is that from one phase of the 
busmess 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 11.1 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 h:Qm the ERM't that, at very low income 
levels, consumption exceeds inc e. This means that ~­
vestment h:ll'pital-geods) 
is .,gomg on. At around the o illion income level, con• 
sumption equals income. Ju ging from the raw, uncorrected 
data here used, one gets impression that, at low income 
levels ($~6a. biUigns), consumption increases relatively 
m~owly as income rises ·than is the case at higher income 
1~ ($.6s-to-.$i:rbi.Uigns). In part, thjs may be accounted for 
by me fact that in the early stages of recovery investwent 
leads the way (see-(;Saptet"'-1)', while consumption, being 
largely in<ruced, follows with a lag. Once this lag 1s over­
co~e. consumption rises more nearly in proportion to in­
creases in income. 

It is significant that th~Y, ars in which the ratio of con­
sumption to income is rei ively low are· the more prosper~, 
ous years-1923, 1925, 26, 1929, 1937, and 1939. From 
the general character of the consum tion function i ---..,d 
b ex ecte t at consumption would be relative! low in 
relation to income or, m o er wor , savings re atively high) 
in peak y~ars. Tliis is~ in no small measure, no doubt. to 

I The data for 19U-34 are from S. S. Kumets, Naricmal Income and Capital 
Formation, 1919-J5i and for 1935-39 from the Department of Commerce 
and the National Resources l'lanning Board. 
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the high corporate profits of such ygrs, a large proportion 
ol wh1ch is saved and retained in the business. 

Apparently, the income level is ver imortant as a de-
' terminant of the proyortion of income consume also 
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The Relation of Consumption to Income 

the position in the__qde. Thus, at the wer turning point 
(1921-22) in the first cycle 92.2 per ce t of the income was 
consumed, while at the second lower t ning point (1932-33) 
109.6 per cent of the income was co umed. I~eguires, ap-_ 
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P.arently, an ex efl · uch as that i e 
ear uties, to bring about aggregate dissavin or di · vest-
ment. n more , even at the bottom, i -
come excee consump wn, an ere es p ace a consider-
it>Ie amount of net mvestment, though much less than at the 
peak of the boom. .-

Dunng the seven relatively prpsperous years 1923-29, the 
proportion of income consume9 averaged 88.o per cent. In 
1937 and 1939, 88.1 per cent o[ income was consumed. The 
proportion of income consum~ 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 irt 1923-24, 88.5 in 1927, and 88.0 
in 1929. Such variation as there was, was probably due mainly 
to the rather volatile it~m of corporate profits and the re­
lated item of corporat~ savings. In the less favorable years, 
such as 1924, 1928, and 1938, the proportion of income saved 
fell off, or, in othc;/ words, the ratio of consumption to in­
come rose. The pc;fcentage of income consumed in these yean 
was 90.3, 89.8, ahd 90.6 respectively. In general, one may 
conclude_from these data that, once a fairly high income 
level ts reached, as for the nine years referred to, a_EE!Q.xi­
mately the same proportion of the income is <;onsumed.• . 

In the fauly htgh mcome years, then, about 88 per cent of 
the national income was consumed, and 12 per cent was 
saved. Gross savings !fir( the same years amounted· to 22.8 per 
cent of the gross n:¢'onal product! This consumption-income 
pattern at relatively high income levels appears to be fairly 
COl!lli!.Ilt. It ts deeply rooted m t;fie customs, habtts and tr-a-, 
ditions of the people, and in tnstttutions which are not easily : 

• This conclusion holds also if one defines consumption more narrowly by 
excluding from this category durable consumers' goods. So definod, the pro­
portion of income consumed averaged 76.5 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 
77.1 in 1937 and 1939. . 

1 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, ve fre uentl not desirable to chaqge. 
n or er to maintain a fairly high level of incom , ·t is 

therefore I!ecessary, as l.ong as this cyc1ical consumption­
income pattern persists, to expend about 22 per cent of_the 
grpss national product on rea} investment (new and replace­
ment). For a $110 billion gros national product • (which full 
employment could currentl make possible at a price level 
10 t~ 15 points above th 1940 level), this means about $24 

billions per annum. The difficulty of finding investment out-
lets for so lar e a volume o expen es Is a rna or mo ern 
problem. As Ion as t · -i om at-
~rsists, 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 CID· 

phasis upon investment per se? Why not expand consnmp­
.!iiDJ? This is a _perfectly sensible question. Indeed, it may 
well be that ')!e ought to encourage consumption. But the 
fact is that the ratio of consumption to income is not easiJy 
increased. Indeed, there is reason to believe that we are 
right in" the midst of institutional developments-structural 
c!ianges m our economy-which tend, for a time at least, to 
lo~ the ratio of consumption to income and to incre~e 
pr~ortiOn of income saved. / 

onsider, first, the great development of life insuraw:e­
a development i~ thorougfily..swmd a..!!_d certaipl~e­
serving of public encouragement and suppott. Life jnsurance 
has grown to gigantic proportions in a single generation. yt 
188o the assets of life insurance companies amounted~o ss 
than $500 millions. Thirty years later in 1910, they amou ted 
to only $3.9 billions. Then came the period of rapid gt: wth. 

• This would yield a national income of $g8 billions. Gross national product 
minus replacement capital expenditures equals national income. 
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By 1940 the assets amounted to oyer $30 billions. In 1937 
the income of life insurance companies from prtmiums and 
investments amounted to about $5·3· Benefit payments were 
$2.4 and expense outlays $u) billions, leaving around $1.9 
billions annually for new i£vestment. • 

. Eventually life insurance will reach financial maturity and 
W\ll pay out year by year, in benefits and costs, amounts e~ual 
to premmm receipts and income from inyestments. When 
thts pomt is reached, individuals will be able to save bDJie 
life insurance method Without such mdtvtdual savmgs resu]t­
ing in any net aggregate savmg8."""'~ut as long as life insura!!_ce 
is in process of rawd growth, !arge reserves are being built 
up and an annua flow bf uas1-com ulso savin is ef­
fec_ e are curren h h · t of this develop­
ment, a!!d this is a factor tending to raise the savmgs-income 
ratio 

It is a striking fact that just at the point wheri life insu{­
ance savings were accumulating at thy-maximum rate~ 
social insurance program was intro~uced, based largely O!_l 
the private insurance principle of accumulatiOn of reserves. 
Some modifications were made in ~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 Unem lo ment Trust Fund and 
in the Survivor's Insurance Trust Fund. In the 
four years 1937 to 1940, inclusive, the accumulations in 
these funds proceeded at an average annual rate of $1.0 bil­
lions, the accumulations at the end of 1940 amounting to 
$4.0 billions. Thus, on_ top 'of annuaUife insurance savings 
there has e 'n'ected this im ortant new factor 
ad in to the flow of savings and thereby tending to reduce 
the ratio of consumpti to mco_!lle. 

'It 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 savmgs is the i.Q_troduction of 

;unortization in real-estate loans and mortgages. Only during 
tfie last decade has anything systematic and of general appli­
cation been achieved along this line in this ·country. _!rmp 
the stand oint of sound finance; it constitutes an important 
an , indeed, nece~. The rea -estate mortgage sit­
uation at the end of the twenties was thoroughly bad and 
contributed to the deflation of the early ~hirties. If each real­
estate mortgage had been amortized year by year to manage­
able proport.ions, 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
~nt, already widely adopted, was sup~orted 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 ar.e amortized according 
to specific requirements. Insurance cpmpanies have, in gen­
eral, adopted a similar practice. And the expansion of mort­
gage financing (a) through federalfuortgage agencies, such as 
the Home Owners' Loan Corpbration, the Federal Farm 
Mortgage Corporation, and tb~ Federal Land Banks, and (b) 
under the auspices of mort~ge insurance agencies, such as the 
Federal Housing Adminf's ration, has contributed greatly to 
the use of the amortizatio device. Real-estate mortgage debt, 
farm and urban, amoun to around $35 billions. The amor­
tization payments on th s debt volume may quite possi8ly 
amount to around $1.5 bi(lions per annum.,Ihis relatively new 
institutional arran ement is a factor of consid i­
tude and importance, adding tot e ow of quasi-compuls~ry 

<I 

s~ 
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 
came, have been made indicating net accumulations in the Old Age and Sur­
vivor's Trust Fund of $5.7 billions·by 1950. 
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Fi,!!ally, note must be taken of the effect upon the_grossll 
savings stream of the growth of net cor orat · g-in the 
orm o a e reClatwn reserves, and b retaine · . 

T e sprea 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 !{location of funds 
to depreciation reserves in 1923-29 a~unted to $5.5 bil­
lions per annum and in 1936-37 to $y» billions.• 

Over and above the depreciation and depletion charges are 
the net retained earnings of the cor orate s stem s a ole. 
'Vhile t e former are mtended for replacement expenditures, 
the latter constitute an important source of funds fot..J..he 
financing of net additions to plant and equipment. In 1923-
29 corporate net retained ear_?ings (account being taken of 
corporate losses) amounted a nually to $2.4 billions and in 
1936-37 to $1.1 billions.10 T s, the internal sources of funds 
(depreciation, depletion and et retained earnings combined) 
averaged $7.9 billions per a num in 1923-29 and $5.7 bil­
lions per annum in 1936-37. How important these internal 
sources were for the financi 0 of producers' fixed capital can 
be seen from the fact tha xpenditures 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 Stttes amounted to 41.3 per 

I 
• 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 oorporations 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, 33· and 38; and Charta and Tables on 
Savings and Investment, T.N.E.C. Hearings, 1939· See also Ruth P. Mack, The 
Flow of Business Funds and Consurner Purchasing Power, Columbia University 
Press, 1941. • 

to 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.11 In contr t, the per cent of undistributed 
profits in Great Britain in 1924-29 averaged only 20.1 per 
cent.11 The difference bet een the two countries is strikin<T. 

0 

A part of the· explanati n of this diverP-ence in corporate 
practice may probably b found in the difference in the rate 
of expansion in the tw countries. Population increased fif. 
teenfold in the Unite States during the nineteenth century 1 
and only fourfold in ngland. T)le y-wth of corporate en­
terprise and capita investment has een very much more 
rapid in this countr~. 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 V!ose 

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 violent shifts jn the volume of ag-~aate 
_sa~ngs from depression years to years of relatively high pros­
perity, as revealed in the schedule of consu · · don 
to l!lcome m t e various phases of the cycle. u In answer to 

12 Treasury estimates, Hearings before the Committee on Finance, U.S. Sen· 
ate, 74th Congress, 2nd Session, on HR 12395, p. 18. 

ts Colin Clark, National Income and Outlay, p. 187. 
u Net savings = Income- Cons&mption. 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, savings 
may fluctuate violently as income fluctuates. 
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this question, it is necessary to stress the fact that the most! 
important cause of this rather violent fluctuation in the vol­
ume of aggregate savm is the fact that in de ression ears 

1 
such a arge art of the individ · misused not 
to pure ase capital goods, but to cover losses. Thus,jt is nec­
essary to distinguish between (a) t!J.e stream of individu~ sav­
ings wjiich flow annu~_the various savings channels 
(life insurance, b · il1lL.aDd..Jearr:tss~~mg~ks, 
and the like), and (b) the aggregate realized savings which 
remain after account has been taken of the losses 1ilcident 
tothe decline in expenditures on investment goods andthe 
consequent fall in .income. On the other side, an impofl:ant 
part of the explanation of the Iaro-e a QTe!!ate sa"Vmgs in 
~d years must be foun m the high level of profits .. a_-~ 

part of which go into savings,_!ither via retained corporate 
earnings or via md1v1dual savings 1rom mcreased dividendS. 
Thus, business profits and losses account, in large measure, 
for the high realized aggregate savings of prosperous years 
and the low aggregate savings of depression years. 

A large part of the flow of indg·v· ual savings, especially in 
the form of life insurance prem urns· and savings accounts, 
actually increased despite the f 11 in income in the great 
depression. Thus, the premiums aid to insurance companies· 
increased from $2,235 million~. per annum in 1927-29 to 
$2,580 millions in 1931-3~, .w~ile savings in.~utual savings 
banks rose from $8,537 mllhops to $9.945 mllhons. Account 
must, however, be taken of the fact that a considerable pro­
portion of insurance policy h'olders, suffering heavy property 
losses particularly in the/eturities market, made large with­
drawals on their cash .o;urrender values. Nevertheless, most 
of them probably continued to pay their annual premium~. 
out of current inco111e. I~eneral.....!_he more steadily em­
ployecl.pat" e · · · o hold th e 
insurance olicie are likel to con · ue to ve at ve nearly 
the accustome to cut e~en ltures on durable con-. 

extent, even other consum ·-
g;)O(Isasmtmme-dedim~s-:. -rne:::ra<act that they save. ·a 
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larger proportion of their incomes in depression years as ig­
Eome dechnes aoes not, howev~r. in an way invalidate J.he 
Ke es1an thesis that individuals tend to save a rrer....abso­
lute amount ~ en income again rises. Moreover, if we dis­
regara the c chcal fluctuation of income and consider only 
a change m income status, 1t WI usua y OettuetliaLsome 
part of the net mcrement of income will be saved. Indeed, 
w~ go much farther and assert with considera'Qle confi­
dence \hat riormally a larger )?roportion of a larger inCOJDe 
will he saved. ... 

~iness 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 i929 and 95.8 per cent in 
1932. When, however, business savings and losses are left out 
of the picture, and a~tention is conc~p.trated upon the income 
receipts of individuals, a fairly high stability in the percentage 
distribution appears. ,; 

The distribution of income receipts of individuals-prop­
'erty owners: employed persons, and entrepreneurs-changes 
only moderately in the cycle. Employed persons averaged, 
in the more prosperous years 1g29 and 1936-37, 66.2 per 
cent of the income receipts of individuals. In 193o-33· they 
received 64.5 per cent. Property 'owners averaged 18.3 per 
cent in 1929 and 1936-37. In the depression years 193o-
33 they received 19.5 per cent~·Entrepreneurs received 15.4 
per cent in the good years and 16.o per cent in the depres­
sion years. Thus, there was a: slight advantage in favor of the 
property owner and entreprrneur in the depression. More­
over, of the employed workers, the salaried persons fared bet­
ter than wage earners in lhe depression, but by 1935 the 
predepression relation of ·salaries ~o 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. Div~ends amounted to 7.6 per cent in 
1929-30, began to lose ound in 1931, and fell to an average 
of 5·3 per cent of total. ndividual income receipts during the 
worst depression yead. By 1936-37 the 7.6 level was again 
reached. Interest re,/eipts gained in the depression, rising 
from 6.7 per cent Qf the total in 1929 to 10.7 per cent in 
1932-33, and again 1falling to 6.9 per cent in 1937· 

TABLE XXII 

Percentage Distribution of Income Paid Out, by Type of Paymenlll 

Total Earnings from Property Div. and Int. 
Total Com pen· Entre· Net Divi-

Income sation preneurial Rents dends 
Paid of Em· With· and Roy- and Divi- Inter-

Year Out ployees drawals Total alties Int • . dends est 

1929 100.0 65.8 15.6 18.6 4-3 14-3 7-4 .6-7 
1930 100.0 64.8 15-9 19·3 3·7 15.6 7·8 7-5 
1931 100.0 64·5 16.0 19·5 B 16.2 6.9 8.8 
1932 100.0 63·7 16.3 20.0 3·2 16.8 5·6 10-7 
1933 100.0 64.8 15-9 19-3 3·1 16.2 4·8 10.8 
1934 100.0 65·9 15.6 18.5 3·1 15-3 54 9·7 
1935 100.0 66.3 15·9 17.8 34 14-4 54 8.8 
1936 100.0 66.2 ' 15·3 1·8.5 3·6 14-9 7-5 7·5 
•937 100.0 66.7 •5·3 18.0 . 3·6 14-4 7·7 6.9 
1938 100.0 67-3 . 16.1 16.6 3·6 llJ.O 5-7 H 

Summarizing the effects of shifts in income distribution 
upon individual savings,~t is proln~ble._Qlat interest receivers 
are able to save more in de ression, while dividend receivers­
are c pe led by low incomes to save ess. Wage an salary 
ea'llleiS who are:Jortnnate enough to retam---employment· 
probably seek to maintain their savings. Some are able to 
increase t eir savings, while others, reason of property­
losses, reduction in ea mgs, and the necessity of giving aid 
to .relatives, are compelled to curtail their savmgs. Wage ana 
sala earners who suffer unemployment are compelled to 
use up t eu twns. 

Ollbalance, the flo institutional and individual thrift 
U!._eams probab~s in deep depressions in w ere 

11 From Survey of Current Business, June, 1939· 
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is a severe fall in income. In a moderate depression it~by 
no means certam that this is thecase:-At any rate, 1t appears 
probable fliat Individual and mstitutional savings of the, 
character referred to above fall less than the aggregate in­
come receipts of individuals. W~!!Q.w_._b~at-Hte. 
aggregate realized savi!!g~ of societ.y_a~~~clill~la­
tiv~ to national income when the a~o-regate income__jall~ 
low levels; and, conversely, rises .PEOportionafu more rapidly 
than income, at least until th~__iru:ome. reaches a moderately 
high level. Since this relationship does not appear to hold fQr 
a large part of individual savings and individual incom!;. re­
ceipts, the explanation must be sought mainly in the viole!lt 
1iuctuations of business profits and business losses. Busi~s 
profits supplement individual savin~ospero~, 
and busmess losses offset individual saVingsm-aepressi2n 
years so as to produce violent swings in aggregate or realiz~d 
saVIng,s. Thus, t]le ratio of aggregate savings to income}s 
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 h~ahility of the per cent of value product of manu­
facturing paid out to wage e:~:rners,"despite violent_!l~ctua-. 
tiol)S in output and prjj:es: Pmolls =Employment X Wag_e 
R«e5. and Value of Product= Output X Prices. In general, 
wa e rates fluctuate somewhat less w ol ice~ 
while employment fluctuates ore th~n output. Thuyhe 
ratio of a oils to value of roduct remains relative! stable 
in spite of extreme uctuations in income. It appears, there­
fore, that the fluctuations in ~usiness 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 quantull!. 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 relatively constant ratio is the re­
sult of the interrelation of various factors. If in the face of 

. a declining natiomtl income employers are confronted l\7ith. 
rigid wage rates, they are then restricted in possible adjust-: 
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, income! 
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 the 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 
Wants 

clical consum me 
p 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 o.88. Again, as a relatively ·high income 
level (price changes considered) was reached in 1936-39, the 
ratio once more stood at o.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 i!.Js_not e3$J 
to achieve, except by very slow acij.u_stments, a higb_ con­
s~tion economy. 

It is not easy to solve the problem of full em!ili>~ent 
by raismg consumption. It is true that there are untold,un­
filled consumer wants waiting to be satisfied. But it is not 
possible to Teap fi'om this fact to the conclusion tl!'!t:J.In­
employed resources can, therefore, readily be absorbed in 
the~umptlon goodS mdustries. The fact is that, at mod­
erately high income levels, persistent institutional factors 
I dett.._rmine within rather rigid limits the ratto of consumprrrui 
to income. The forces determining this ratio ar~n part:lhe . 
dfsi:r}bution of income, habitual practices (strengthened or 
enforced by institutional arrangements) with resp~~n­
div~ savings. corporate practices with respect to deprecia- · 
tiollJeserves and retained earnings, and finally the in~. 
high amplitude, as output changes, in the fluctuations of busi­
ness profits owing to the high ro rtion of fixed costsunder 
m ro ctwn me o . 

e superficial view that the persistence of vast unsatisfied 
consumer wants is an'answer to the problem of limited invest­
ment outlet:.s---outlets inadequate to fill the gap fixed by the 
consumption-savings pattern--overlooks the stubborn fact 
th"i"t this pattern ~ accoiding to in the2vai!able evide~e. 
a highly stable one. It is. pot ]jkely to be radica1ly cha~ed 
from one decade t nother exce t b im ortant modifica-
. menta~ngemen&;Some of 

~ these changes can eventually be exrected to take pliCejillto:. 
~· as for~m rue the cessatiOn of agtrre!!ate i ce 
savings once insurance compani~~~nd become 
relatively rna!_~ 0~ will come only as a resuJ:t--ot.ife­
li1Jerate policy, such as the redistribution oflncome..An_in­
creas~ocial benefits and a shift in the tax structure from 
c~um tion taxes to middleand u er-class i comes work.. 
in this direction. orne automatic adjustment m~ome 
through the _Eersistenre over several decwesora very _.!_ow 
rate of interest:tliough it 1s by no means c!earwhat the net . -----
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effect on savings may prove to be. The current trend toward 
an mcreasing q~mo)\~c control of the prices of fin­
ishectma:nutactured products threatens to yield a lower ratio 
of consumption to inco~. But whatever the net trsnd,. 
whether through automatic ,adjustment or conscious policy, 
there can be little doubt that no important shift in the con­
slllliETI®-income pattern can be expected within-ash-art 
pe!igd,. We have to recogniie 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 
eme!!asize consumption. to eiE!ore to the limit every avail­
able mvestment 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. 
Wit~p~ct to the cycle, it is _htst because of th~high 

stability of the consumption function that fluc.tu~~ions in the 
rit[§_fiiiVestll_!e.Qt pr~c~~~~s._cycle. IDor example, 
the consumption iunction--s'ii1fted up and down in inverse 
correlation to the fluctuations in investment, no cyclical 
movement would follow from these fluctuations; as invest­
ment fell off consumptiot:t would fill the gap. Early invest­
ment cycle theorists did not make this point explicit.18 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. 

II It is one of the important achievements of Keynes' General Theory to have 
formulated explicitly the role of the consumption function in cycle 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.1 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 theorisL 

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-

1 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; 1 (b) the use of time series of national income, 
consumption, capital formation, etc.; ' (c) more or less plausible 

. 1 For citations see the voluminous bibliography in Studies of Family Living 
in the l]nited States and Other Countries by Faith M. Williams and C. C. 
Zimmerman, U.S. Dept. of Agriculture, Publication 1123; C. C. Zimmerman, 
Consumption and Standards of Living, Van Nostrand, 1936; R. G. D. Allen and 
A. L. Bowley, Family Experrditure, P. S. King, 1935· 

z R. and W. M. Stone, Review of Economic Studies, October, 1938, gives a 
good summary of work done up until that time. 

• a 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 U.S., I9J5-J6; H. Mendershausen, American Economic Review, Sep­
tember, 1939, Review of Economic Statistics, August, 1940; E. W. Gilboy, Re· · 
view of Economic Statistics, August, 1940. 

• 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 I 
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 pres~med 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 ~imple 
:relationship is apparent. Perhaps if the period were 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 orde~ if a r~versible analyticai 

• S. Kuznets, National Income and Capital Formation, National Bureau of 
Economic Research, 1937. · 

• Cf. J. Marschak, Canadian Journal of Economic1 and Political Science, 
August, 1939: Hans Staehle, Review of Economic Statistic1, August, 1937, and 
August, 1938. 
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relationship is sought rather\han 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 19.29 prices. The precise 
method 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, homogeneity 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 can~ot 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.e., a 
multiplier of about 2.2) and a level of income at which savings" 
would be zero of about 59 billion dollars. The closeness of fit as 
indicated by the Pearsonian coefficient of correlation exceeds+ ·97· 

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 r;tte .of some-

' 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 rele\'ance 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; ~e may seek rather the resultant of its shifts. It is precisely considerations 
of th1s 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 •935· The points lies almost upon a straight 

• 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
aents 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 aggr~gate income payments is the primary observable series, and that 
errors in reckoning enterprise savings will distort only the value of income 
produced. · 
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line, the coefficient of correlation being almost + .96. There is no 
noticeable drift wward 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 i~­
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 ·97. ' 

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+ .91. A least squares 
calculation of the marginal propensity of total enterprise to save . 
yields the very high figure of+ ·49· An increase of incOJ!le 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 relationship 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 + .81. An increase. in enterprise savings of one dollar 
increases consumption· by approximately 2 3 cents; i. e., shifts the 
schedule up by that amount. This seems plausible; while unre­
ceived produced income has some effect upon consumption, such 
"dollars" are only about one quarter as effective as dollars actually 
received. 

The following statistical magnitudes are included for possible 
further exploration by others: .. 

TABLE XXIII 

A. Means and Standard Deviations 

Means of 
Seriest 

~ Consumption (corrected) 64,857·6 
(millions of $) (65·490·3) • 

Xs Income Produced (corrected) 69·540.0 
(millions· of $) (70·934·5) • 

X. Aggregate Inc<>me Payments . 69·733·3 
(corrected) (millions of$) 

X, Total Enterprise Savings - !89·73 
(corrected) (millions of $) 

X1 "Time" (years; 1920 :;= o) 8.o 
(1o.o) • 

Standard 
Deviations 

-6,286.23 

11,153:69 

6,207.84 

6,019.13 

4-32 
(5·48). 

t Unless otherwise indicated, all magnitudes are for the period 1921--35· 
• 1921""39· 
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TABLE XXIV 

B. Correlation Coefficients (1921-35• unless otherwise indicated) 

~ x. X. x. 
+-96 

( + ·97). 
+·96 
+·79 

•-.29 
( -.os) • 

• 1921-39· 

+-9~ 
+-91 
-.so 

( --15) • 

+-71 
+-92 +·91 

The square of the multiple correlation coefficient of consump­
tion on aggregate income paym"ents 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 
inter~rrelation between the independent variables. income pay­
ments and enterprise savings ( = + ·7)· This renders a precise de­
termination of tlie 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. 

J 
In conclusion. the opinion may be ventured that the statistical 

:>bservations bear out the expectations of theory except with re­
spect to the very sensitive relation of consumption to aggregate 
income payments • . 



~oooooo~cccccccc~ 

Chapter XII 

P U l\1 P - P R 11\11 N G A .N D C 0 l\1 P E N S A­
TORY FISCAL POLICY 

MONET ARY..palicy is 3.!l_!IJ?.~J1an.t_ weapon which we 
cannot afford to dispense with in cyclical compensa­

tory policy. But_it __ has_seycr.e._ lim.itations and must 
bc;__supplemente_4_wi!i! _o_t!!_~r Iilethods. \This statement -must 
not be interpreted to mean, however, that even a complete 
arsenal, involving all the known weapons of ~ttack upon 
the cycle, is really adequate to stabilize a private enterprise 
economy.\~ VNI.e_a_pmgra.IIU>Lpositive action_is _nec:essary, 
and to a degree effective, c~l~~ s;tbility is, nevertlleless. 
l.\!1:----- in_abl~ - - ·' '· • '' ___.. 
t_~cal fiscal policy may be discussed under two headings: 

first, a cyclically adjusted public3Eending progra.!,!l; $emnd, 
a cyclically admi.!!_istered tax policf.Q 
l The~cy of Eublk spending wfth res~ct to the business 
cyde_inyolv~c::C?~i.de~!_iQn of ••p.wnp:pri_Dl.ing," in the 
strict senstt in which that term should be used, in· contrast 
w!!!l..!. ~iqr of public compensatory spendil_!g as ~ffset 
to ,fi.uctuatio_ns"-Jrili!!f'!.te l!!_vestmenrTt ~?:;olves, moreover. 
theoretical co~~_tion ol.]_heMuhlp · r .. Principk_ and 
the f_~i~iple of..A~eleration. It involves, in addition, a con­
sideration of the types-of expenditu~ most effective . in 
viewOfthe 1.{ uluplier ~? _ :1\cc~leratiol!..pril!f!ples as Instru­
mentS tO liff.the national income,_whether through pnmp­
prinung-ci=ilu'oogh: f9_gt~nsat.lonJ,' · 
lit is important to make a sh~rp~distinction between .the 
p~_priming concept ~the concept of ~mpensation. 

:t61 
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Pump-priming is not to be confused with compensatory spend­
ing~- J 

· trnie term "pump-priming" carries with it the impliqtion 
th\racertain volume of public speoding._yarying under dif­
ferent conditions, will have the eff~~()f setting the economy 
gomg on the way toward full utilization of resources oq its 
own power wiiliuUUurther atd fTo!!!_governmental spe.nd­
i!!Z. It -~~-n_q!_!rue._as has sometimes been suggested, .that -the 
pump-priming concept implies that only a very small amount 
ofpuo1tc spendmg wtll set the economy operatmg at full 
capacity. A pump may require much or little priming. de­
pending upon a variety of conditions; apd, similarlL,. the 

1 pump-priming concept cap-ies with it no_ ime!i~tion~ to 
the ~amount of spending_p~cessaiJ. but only the implication 
that, whatever ¢.e amount required, s~l!_e_r_ or later the econ­
omy can o erate on its own motive power.tf" 

e Multi lier nnc1 e as no necfSOCcys~ith 
pump-priming~It carries with i~. no connotation with respect 
to whether the ecqnomy can function at full capacity sooner 
or later without the aid of government spending.} It involves, 
strictly speaking, only the noti~n th~t a giverr:<l!_D.~f 
public spending will have an _t:!ect upon-the nation~! income 
in ~s of the volume ofex~naituies..mad~!t.11!Y9lves the­
notion of a "multiplier," but.. not-the _p_o~ion of a_sclf­
perpefu~g_w~Ch~~~ch unde!__ norriia.t· ·conditi-tms 
hartile capacity of operatin_g__ underj~_own.~am.'_~ 
\' Pump-prlmrng, using the term in the strict sense indicated 
.aboye]i~ intended to be a remedy for a temporary maladjust­
ment which prevents. the society from functioning in a nor­
mal mann~r so .as to recover from depressio~.' T?.E_~cm::t_Orr.!Y 
nee~_<L~~~ter, so to speak, in order to 
re&ume the normal movement from crisis and depression to 
revival and recovery~It ~~e that th~ missi~g~ark ~a 
maladjustment in the cost-price structure, --\vhidl. rigidities in 
the system make lt 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 ~I be that ·the missing spark ~ lack of confidence 
on the part of business entrepren~. owing to the depress­
ing_ effects of contraction~A g•ven volume of public expendi­
tures may. however. 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 repla~ 
ment needs o~ing to deprec1auon and obsolesc~as 
reaChed a pornt very favorable to larger capital expenditures. 
or ~mulation of i.rrn_o_y~ns witb.J:espect to new 
products and new techn__igues has reached ~int favorabl~ 
to new investiilenL But these inv~tment possibilities may 
await a determmed and ·vigorous leadership behind Wliich a 
hostofiimtd eiitre_§n_~urs_are ready to follow. Such leader_. 
ship. however.-may ,for many reasons not be forthcoming 
from private entrepreneurs. but may require government ac­
tion. ~n~~.-£onditions..plll!lp-priming may prove_yery 
e~e,,, ' ~ 

Question may be raised how far the situations just cited 
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-
otheJ". but their importance is difficult to·appraise. . 
-/!h~~pt of .. pump-priming .. is different from ••cow­

ptnsation" in that the latter connotes no implications with re­
s~!- to_seuuii _tlt.«;_~ys~~ going on its own momentum. ):he 
latte!_~~c~£_t!_!~r!cify _ _soiicfi\·edL•m@ ___ '!lere!I_!.!!at-pub-
lic e_x~nc!itures may be used to compensate for the decline 
in priva_te_ inn~sime_nt:'\\'ha.[!i:'-fht<=nWet._Q.L ~itu<ie of 
the ellecti\·eness of th~_£e!!§'!tJQ1L_~~q1J_tStiQn._.A 
pol~cy of compensation_!_ll<lY be sai~-~~omplish i!!_P!l!PQ.Se 
~~e~ thougn the public ex~!l<!i_t~~es dq no!_~ucc_~~d in bring­
mg the economy to full recovery. Iuna~said to_lle..suc­
ce~tu!el·en_thou_gh-Jt suceeed(in achieving a rise ill the na­
tio!!a! income _no greater -thin the _mJ'ijin~expenrutiiTe$ 
made. It.!:<:=omp~ishes the purpose inten<!~~~_}n a 
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m!asure, in so far as it succeeds. wheth~appli~c! il]...the pe­
riQd of depression and contraction or in t_!le_ peri<;~<L.ol.up­
swing, in lifting the income higher than__would have been the 
case fuid these expenditures noUe.eD...»lade. The expendi­
'liires are intended to compensate in some measure EOrthe 
in:dequate volume of private investme~ 

The Leverage Coefficient 

\Expenditures made, whether with the intent of priming 
the pump or the intent of compensating for low }:>rivate in­
vesliment, may, however. operate with p_!agnified «ifecyThe 
force of t;ach dollar spen,t tna.I turn out to have a consider­
able leverage. Thi~ leverage ~erate in one o~ direc­
tions. yQt expenchture iiiay _ condacy_e~ts (a) upon 
cOiiS'umption-expenditures and (b) upon private investi!!!nt 
expenditures. The secondary e~ of a given volume of 
public expenditures upon consum_etion are in the current 
literature usually discussed under the term "M~ P!in­
cipl~,'' while ·~he secondary effects u~j>T1vate inves!g)ent 
are referred to under the term "~~celerauoiil'.ITndp.k-j'This 
terminology is, or course. quite arbitr~nce the mitial 
expenditures may be regarded as having raised_ the national 

1 income by a "multiplier" or may be thought of as hat"ing 
an "accelerated effect" on the income. To avoid confusion, 
'the' coefficient which must be attached to the initial incre­
~ment of ·expenditure in order to raise this increment to the 
incremental inlease in the national income- may be termed 
the "leverage.' The _!eyerage c~efljcient, therefore, in..ltself 
inc!icates nothi g with respect to whethet:_~e se<:~ndary ef­
fects operate through consumption or t!lr.ougn_mvestment. 
It ~Jijeasure tbe..dfect of illel.Illltiplie_r_Pri_n~ipl~he 
effect of the Acceleration Principle, or a combin_atiQu.of.both. 
wfi!i!.!Js desire~ to se~te the tw~t.he_tenn~multi­
pli~:r~vera7and "acceleration ~~~~!~g~_:_}P'!Y_l?e. u~d:' 
~The l~rage coefficient may, oRourse, apply ~mp-
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priming expenditures and compensation expendit~s. If a 
leverage roe1ftctenriS;" in fact, apphcable 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. I~ is, of course, clear that the ~s!i~c­
tion between pump-priming expenditures and compe~ation 
expenditut:es_is simply a l!latter of the intent with respect 
to what it _is soEght to a_Q.lie~r__EJ:«- the event one m~y 
conclu4~llah._j:g_fuc~. was the effect of a given volum~ of 
expenditur~wheth~r. in fac.t_t!t~-Pl!I!!P_F-~rime~Jhe 
effect was merely to compensate for the time bei!lg for cur~ 
ren!]Qw _priy~~te· expenditures]. Looking back ove~ the ex­
penence after the event, it m\.y, of course, tum out that 
neither effect was acliieved.lThe expenditures might (a) fail 
to have any effect on the national mcome; (b)..have.£.11 ex­
ciUsivelyc~~pen~~tory effect upon the national income; or 
(c) havea compensatory effect plus a pump-priming effect[ 
\This brirrgs-ustOa:more-detailed consideration of the 

1\fultiplier and Acceleration Principles. Th~tiE!i_er Prin­
cip}e_.__as_ ~~_hay_~j_~st indicated, has to do \\jth the §.tcondary 
effe~ of t:ll~_go_y_~mrnental~enditures upon~umption 
·expenditurei and, ther«:f9~___!!Eon inco!!_l_~ and employment, 
while the; ~cce!er<!_tio~ frin~!J:~le h~ to do wlt1ltnelffilucea ef­
fects_ 2! __ th~_ go"ermnc;l!_~l expenditures upon private i~vest­
m_!!!l..and, ther~fQ!t.-Upon-=liiCOin~~aempT~-c-\ 

The Mu_Wp]jer 

(_Jl!e Multiplier Principle, .applied to fiscal policy, relates 
~ inq~~~nt~~ ~v~Til~enta~2'pendit~!es to_ a consequent 
mcremc:!l:~ of_ ~o~sl!_~p_Eon _c;xp_c;!!£!tures.\ Let ys assume that 
a billion dollars is expended on public wo;ks. The billion 
dollars of new funds poured out into the /community is re-
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ceived by the contractors, who, in tum, pay out a part in 
wages and salariei, a part in dividends,1 a part in the pur­
chase of· mat¢'als from manufacturers, and a part in the 
purchase o~- tllaterials from raw material producers. These, 
in tum, ~iinilarly pay out a part in wages and salaries, a part 
in dividends, and a part in finished, semifinished, and raw 
materials. lfhe 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 exp~nditures upon the receipt of wages, sal­
aries, and divid.e~t is clear th~t it is highly improbable 
that the full bll 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 
thj.lt many entrepreneurs in the· various links in the produc­
tive chain will supply the goods sold from stock, will convert 
·inveptor~es into idle cash balances, or pay off bank loans and 
1other 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,~ 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 ~tockholders. A part of the funds is 
diverted from becoming a part of the income stream by being 
drained off into idle balances or debt ·cancellation':\ 

In a similar manner,; the enlarged income of iii"dividuals 
flowing from the governmental expenditure and public works 
~the ~increased incomf in wages, salaries, and dividends­
is no~ all used for consumption expenditures. The part that 
is not expend€d on consumption goods is saved. Such savings 
may be used e_ither to 'pay off ~ebt, 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 understood to include divi­
dends as such and also partnership profits 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 dire~tly expend his 
savings on real investment in a house, farnt equipment, or 
other investment goods. In this latter' case 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 qu.it~ in­
dependent, just as though they were performed by another 
individual. · . ·. . 
' To repeat{fu_e initial billion.dollars of private invest~ent 1 • 

or government outlays on pubhc works does not all eventuate 
in consumption expenditures. A part is drained off directly 
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 1 

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 pri~ate 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., ' 

l[he ultimate effects of the initial billion-dollar investment 
or public works expenditures upon consumption, of course, 
do not stop at the stage we have reached in ouP analysis; I.Wt 
i 'viduals artici ating in the rivate investment or ul>lic 
works project decl e to s end a ortion of the new incom 

e ave receiv onsumption purchases. Thus, we 
have reached the-first stage m.J:racmg out the ~econdary cop; 
sequences of investment or public works expenditure upon 
consum~~ion. The e~penditures made on consumption. goods 

t The initial expenditure which operates through the cumulative process to 
raise the national inoome may, of course, be indeP.eodent or" spontaneous pri-· 
vate investment, or it may be governmental expenditures. . . 
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now set in motion a new productive process necessary to 
supply these consumption goods. The funds thus e~pended 
again seep down through an entire productive proce~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 SUff_essive · consumptio~xpenditures-flowing from an 
initial private ii]Yfstment (or public works expenditure) of 
$500 nullio~ach consumption expenditme.being.-mw.ller 
than the preceding- volume of purc~~s~s__Qy_t~unt of 
J~akages inyohled. '-
. What these leabg~~ actuaUr-are-in .any_given situation 

can, of course, be determined only by statistical in~stlga1.ion, 
tnough certam a pnori Juagments may be made with respect 
to their probable quantitative importance. Keynes has as­
sumed that in England the leakages in a period of relative 
depression probably amount to 50 per cent, so that each suc­
cess_ive expenditure is 50 per cent lower than· the preceding 
one. J. M. Clark has argued that under American conditions 
the leakages are probably 33% per CeJlt, so that each succes­
sive expenditure is two thirds of the preceding one. This 
was also the rough guess of Keynes with respect to American 
conditions: . 

A point nee~ to be made with respect to the ay~rage pe­
riod of time intervenin~een__th_~~_s!!_~~ss~v~ C'!~pendi­
tu~Distinction musLhere-be·made beny~~!Ltll_e av~!a$ 
time.interval between successive consumption expenditures, 
here .!!!!der ..consideratio.l.4.-'lrur=-ilie-.ay~fag~_ tim~infervaf1n­
volved in the in~~mOI1eJ. In the case-of the 
latter, itls c1e;J; that, if the incomevelocity 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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' becomes income for someone, as it passes through the whole 
circuit of production, must be four montlu. Here it is a ques­
tion of the length of time that it requires on the average for 
a dollar to pass from one income recipient to another. This, 
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 avt;rage incqme 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 montlu. 

Distinction must be made aiso between the average time 
interval and the marginal time interval with respect to the 
income- velocity period and the Multiplier period. The mar­
ginal inc~n:te velocity refers t~ the velocity of the last h1-
crement of nio_!ley injected into the system, and this might 
be higher or lower than the average velocity. Accordingly, 
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 expenditurc;s fiqwing from the initial 

• outlay, and this might vary fOl' many reasons (particularly the 
economic groups affected) considerably from the average time 
interval for consumption expenditures. Clark assumes that 
the average time i~terval 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 montlu) $500 millions would be spent on consump­
tion. In another two month,s $250 millions, and in still an­
other $125 millions, etc. After twelve months have passed, the 
initial expenditure will have added a total of $t,g84,125,000 

• At least this is my interpretation, to which, however, Clark might no&. 
agree. See hia 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 u~ nothing about the mar­
ginal income velocity of the new_ !DOney. 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 PJOjects springing from the develop­
ment of new industries l!ftd the like. Thus, it is quite conceiv­
able that in a single yeai, after the n_ew money was injected, the 
national- income had increased by an increment c»- $~illiens. 
Thus,ihe marginal income velocity of money would be four, 
and the marginal, income period would be three months, 
while the Multiplier time interval we assumed to be two 
months.> · · 

There remains to be considered the relation of the mag­
nitude of the leakages to the magnitude of the Muitiplier 
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 Ghart 16. Here we assume 
that the government (or private ~{restment) pours out in each· 
period (determined by the marginal Multiplier time interval, 
say, two months) $soo millionS. From the chart it wilf be 
deu 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 $soo 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. I~ the leakages are 33% per cent, it is dear 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 Rtt addi· 
tion to the national income resulting from the i:r~itial ex-



Billions of 
Dollars 

-New Investment 
o::J Areas•t are f~rst 1nduced senes 
C!:J Areas • 2 are second induced series. etc. 

Chart z6. 

Continuing Investment and Induced Consumption 

171 



. -
PUMP-PlliMIXG Al'o"D COMPENSATORY FISCAL -POLICY 273 

penditures of $500 millions would be $1!.5~ millions. In; 
this sense also, then, the Multiplier is three. 

In point of fact, in both cases it is, hit possible to know 
precisely what the exact value of the Multiplier is, even 
though one knows the magnitude of the leakages currently 
experienced. This is true for the reason that one can never 
know what the magnitude of the leakages will be over all 
future time. It can readily be seen 

1
(Chart 16), however, thit 

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 infinitely futdre 'date. Similarly, with 
the injection of a single investment outlay or governmental 
expenditure (Chart 15), the sec'ondary increase of the na­
tional income quickly approaches the limit reached at an 
infinitely future date. Thus: while in the former case the 
income le\·el would eventually rise by $1.500 millions per 
period, after six expenditute periods it would already have 
approximated this figure;)nd. similarly. in i:he second case, 
the secondary additional mcome would after six expenditure 
periods approximate the $1 billions additional income which 
an infinite progression would yield. 
• FJ'OiliLhe-diagr.um.and ~~ 

•fthe Multiplier is 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 ob 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 marginal income which 
~ not uif.sed for consumption expenditures, or, in other words. 
1S saved. hus, if the percentage saved is zero, the Multiplier 
is infini .,If the fraction which is saved is one tenth, the 
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Multiplier is ten: if Q.ne fi_fth,-five;- if. ~n~ third,-- three;. if 
one: !!~J.f...two;.and, finaijy, if 100 ~cent is saved, the Multi­
plier is one, and, similafly;TOr' 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 consu~e. The Multipliet 
(K) stated in terms of the marginal propensity-to-consume 

<~c) • 
{l).. Y) gives the formula K = 1 - ~~-

From-£hart:s--~--s--and-;9-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 
6£ private investment expenditures. · 
if 

The Acceleration Principle 

J\:Jhus, the Multiplier Principle concerns exclusively the 
effect of private investment expenditure 'Ot governmental ex­
penditure, as the case may be, upon subsequent net additions 
to _consumption expenditure. The Acceleration Principle_J to · 
which w~ riow turn,jf._~~~s ex~lusively the_ effect of_ a net 
~Ilcrease m• consum~10I1 expen.dttures upon mduced mvest­
ment expenditures,~£ we are to measure the full effect of 
private investment expenditures 01; governmental expendi­
tures, as the case may be, on _income, we must take account 
c£ both the Multiplier ·and the Acceleration Principle; we 
must measure not onlf the effect of these initial expenditures 
upon subsequent consumption, but also the effect of the sub­
sequent increases in consumption upon investment induced 
bt increase in consumption expenditures . 
... \lrhe . volume of replacement invest~ent expen~itures is 
: determmed by tpe volume of consumption expendttureSJ 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. rise!, the net increment of con­
sumption may induce a given volume of additional 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 cons~p­
tion expenditures from the bottom of the depression affects, 
on the one side, repl~~nvestment expenditures, and, on 
the ·other side, new i~vestment expenditures. Statistical in­
quiry (see Kuznets) does, however, reveal that a rise in con­
sumption expeiiditure9' from the bottom of the depression 
brings about a very S!!!QQ.tl!._ rise in gross investment, and 
there appears to be no point in the upswing at which one can 
clearly demarcate replacerm~_nt 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. 

{.the magnitude of the "Acceleration leverage"-we are 
here precluded by the current terminology from using the 
term "multiplier," since that is reserved, as we have seen, for 
a special case-will depend upon the cQn_q~~~racter_.of 
the new consumption. Certain types of consumption goods 
involve in their production virtually EQ capit~l equipment, 
while others require a very high rat~o of capital to each unit 
of output. Thus, the "Acceleration leverage" cannot he de-
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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. 

111 the diagram below we ha~e arbitrarily assumed, by 
way of illustration; that the ratio is unity. In this diagram 
we have sought to show the effects of both tlie .Multiplier 
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 17) is constructed in the following 
manner: It is assumed that private investment or net income­
creating governmental expenditures of $500 millions are 
niade 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
pepditures for each period (over and above the basic income 

"' National Industrial Conference Board,~ Studies in Enterprise and Social 
Progress, 1939, pp. 218, 220. 

11 It may be noted that, whatever the Acceleration coefficient, the ratio of 
total investment to c:onsumption will be the same. This follows from the fact 
that Ute ind~ced investment (if any) will on its part induce, in turn, oonsump­
tion expenditures, according to fhe value of the multiplier. If the multiplier 
is two, any initial investment will induce an equivalent c:onsumption, and 
similarly any induced investmenL Thus, whatever the ratio of initial. invest· 
ment to induced investment, the ratio of total investment to total oonsumption 
(both that induced by the initial investment as well as that induced by the 
induced investment) will be unity, if the marginal propensity to oonsume is 
one half. Hence, even though it is not possible to differentiate the total in· 
vestment in any given period into its oomponent parts--independent and 
induced-it is still possible to ascertain, in the statistical relation of investment 
to c:onsumption, what is the marginal propensity to c:onsume, 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 r~ason 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 alo~con­
sidered. It will be noted that the income curve sup 
and down with diminishing amplitude around pre~ ·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.\This S_?mewhat paradoxi~al result follows from 
the fact that \he process of creating addition~! consumption 
goods is, in our modem economy, an in~~t one and in fact 
involves, once the consumption increase approaches the 
asymptote, merely the continuous replacement of capital 
goods. , 

(.New investu;tent is in no way affected by the level of con­
sumption expenditures, but only'by changes in the level of 
consumptio~ 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. 'Vhen consumption rises from 
a ·more or less established level t~ new high levels, new in­
vestment is stimulated via the Acceleration Principle; but 
once consumption ceases to rise, new investment is no longer 
necessary. . 

It should be noted that the conclusions· 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 6gure. 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 
"P" 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 nu· 1 income figures under the conditions assumed. In 
Col vhere a= 0.5 and p = o) we have the case already 
sho . 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 progressively 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 the! oscillations occur, are equal' 
to the asymptote which the income approaches when the 
Multiplier alone is taken a~count 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~ 
p. 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 1\fultiplieP 
Analysis and the Principle of Acceleration," Review of Economic Statistic&,. 
May, 1939· 
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TABLE XXV 

Model Sequences of National Income for Selected Values of 
Marginal Propensity to Consume and Acceleration Coefficient 

("u." =Marginal Propensity to Consume; 
. "p" =Acceleration Coefficient) 

I II III IV 

u.= ·5 u.= ·5 u.= .6 u.= .8 
Period P=o /3=2 /3=2 /3=4 

I $1.00 $1.00 $1.00 $1.00 
2 1.50 2.50 2.8o 5-00 
3 1-75 3·75 4·84 17.80 
4 1.875 4-125 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 2-5959 1,459·592 
8 1-9922 - .Il72 - .6918 4·227-704 
9 1.9961 -2148 -3·3603 12,2I1.1216 

represents a certain value for u. and p. For each point a modal 
type sequence of national income through time can be de­
term,ined. 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-
1
- (in other 1-u. 

words, the "Multiplier") times the governmental expenditure 
injected in each successive period plus the origiRal income 
level. Whenever the expenditure ceases, the national income 
falls to the original level. · 

In Region B aamped, oscillatory movements of the national 
income occur as in Column II .. These movements gradually 
approac~ an asymptote established by the Multiplier Prin­
ciple~namely, the original income plus the governmental ex-

pendit~re times the Multiplier (
1 
~ ~). 
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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 illustrate<J in Column 
III. 

·In Region D we observe large values of both the marginal 
propensity-to-consume and the Acceleration coefficienL 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 
~ample of a never-ending cumulative process of expansion. 
,'~uvestment stimulates consumption, and consumption, in 
''tum, stimulates investment, and this interaction proceeds 
ad infinitum. If permitted to continue without check, it also 
illustrates the case of astronomical inflation. 

It ~ust, however, be noted that the analysis we have given 
above is based on very simplified and unrealistic assumptions 
with respect to the relation of consumption and investmenL 
It is well known, particularly br reason of the work of Kuz­
nets and Tin bergen, 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~n the 
actual world the replacement of capital goods is not a rigor­
~us proportion of the existing stock of such gQOds. Replace­
ment demand varies not only with the size of the capital 
stock, but aJso 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 

' existing excess plant capacity and many other considerations 
affecting the decisions of entrepreneurs with respect to new 
investmenL 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 pf 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.(New investment. except for short-run fluctuations ·in 
the volume of__consumption expenditures, and except for Y.ery 
high values of the Multi lier and Ace I · · ts, 
is not affecte the f consum tion ex nditures. 
T~(w-iili the exceptions noted), as... far as an:y long-term 
eff~ is concerned, the level of consumption in n_g_wa~f- 1 

fects the level of_r:t~w il}_~e§gnent)A firm grasp of this fund.a- j 

J!!ental conclusion must minimiZe very much the pr~cal 
significance of the Acceleration Principle.\ Replacement in­
vestment expenditures -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 consumption figures. 
Thu-_alu~nsumpti~,- of cours~.! CP!l_sis~ of the cost of 
production of such goods, including the cost_Qf_:r~pl_acenient 
of ~capital goods required to make.the.cQ!lS_l!l!lPtion goods 

. in ..9ueSt.ion.Jheleve1of consumption determines i:.he vol­
ume of replacement investment expendii[(res. _Net invest­
ment, however, is a function, in the short run, of changes 
in the level of consumption. 

2 .J;I'here is, therefore, no possibility (except for the case. 
of high leverage values) of raising the income to higher and 
higber levels by the process of lifting you.rself by your boot-
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straps via the interrelation of increased consumption :1 in­
creased investment in the familiar expansionist process In­
stead, as we have shown, the Acceleration Principle, cept 
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
men~pringing from an induced rise in consumption. 

3· The volume of consumption can be increased, in so far 
as un mployed resources are available, by net private invest­
ment induced by factors, which-we shall presently disCUSSr 
liaving no relation whatever to the current level of consump­
tion, or else by governmental expenditures involving the 
·use nf new funds and, therefore, not abstracting from the 
current level of consumption-:) How high consumption can be 
pushed by given incrementslof 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·ll\.t a given level of income, consumption equals income, 
or, in other words, the average propensity to consume is 
equal to one) At this level of income, and at this level alone, 
a given volume of consumption expenditures is self-perpetu­
ating, and income tends 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 investment(The 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 perioch. This is the ;·cir-

. . ) . ' 
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cular flow" so vividly described in Schumpeter's The Theory 
of Economic Development. • .··· ·. . 

The national income can, therefore, be divided for anaJ)'ti­
cal purposes into two compartments: the first we shan· 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 in~e," 
which, as we have noted, is the margin filled by net mvest­
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.8 

LThe income level at which consumption equals income 
may be said to be self-sustaining in the sense that no new, 

• Erroneous condusione sometimes follow from confusing the Multiplier 
coefficient with the income velocity of money. It is, of course, true that a dollar 
used in expenditures ftows 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
~i~ior~ the income velocity ?f money obviously is three. But it may be that the 
IDJectlon of more money, mstead of raising the national income, will only 
resul~ in a de~ine in velocity. . 
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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. \Ve 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 community determines to make these 
capital expenditures in order to raise the national income and 

f ~hereby escape the wastage incident to unemployed resource~ 
l..,Net priv~te investment is, on the other hand, induced purecy 
in response to the profit motivel Spontaneous net private in-. 
vestment has no relation to the lurrent level of consumption, 
and any increase in consumption has ordinarily only a tempo­
rary and raJ?i~y vanishing effect upon net private invest­
ment. Thus, tp.et 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 \\·ith the dynamics of economic progresy In the ab~ 
sence <>f new investment outlets adequate to maintain the 
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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 zero.~ 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. ';['hey were wrong in assuming 
th~t the price system could also ensure a propensity to con­
sume compatible with this investment situation so as to pro­
vide full·employment. 



Chapter XIII 

COM PEN SAT OR Y TAX POLICY 

I N the previous chapter we have discussed how private in­
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 gclical aspects ·of com· 
pensatory fiscal p<?li_5;y. 
'""First, we concern ourselves with compensatory policy in a 

society which is sufficiently dynamic in terms of its private 
investment outlets to develop . vigorous booms.' Mrhat sort 
of tax policy is best designed to minimize cyclic'ar 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 cyclical fluctuations 
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 fluctuatina 

cycle; the latter a mild cycle. Both, we asfume,: tend towar4 
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}ociety; "B" the consumption func­

aB9 
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lion in a high-consumption economy. On the basis of Con­
sumption Function A, the income will fall to 6o 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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· The. Consumption Function in a High-savings and a High­
consumption Economy 

equals unity. According to Consumption Function B, how­
ever, at So per cent of a full income level, the whole inco!lle 
is consumed. 

Chart 20 represents the cyclical behavior of the highly 
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dynamic, high-savings ~onomy, whil~· Chart u/epresents. 
the cycle movement in a mature, htgh<onsmx~ptiOn econ­
omy. It is assumed in both cases that the am~~ude_ of the 
cycle fills the whole gap between the self-sustunmg mcome 
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Chart 20. 

Cyclical Behavior of a High-savings Econom7 

I 

11el {at which C = Y) and the full income level. It is also 
,.sumed that in each case the marginal propensity to con­
' Jme is o.67. Accordingly, in both cases investment is assumed 
,l consLitute one third, and consumption two thirds, of the 

.Juctuating part of the income above the basic level. These 
;lTbitrary assumptions may be modified without inv~lidating 
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the U5efulness of the general scheme of analysis here em­
ployed. 

Whatever may be true of the actual magnitude of the· 
. flu-ctuations in the two cases, it is at any rate true that a high-) 

consumption economy (illustrated in Chart 21) can reach'
1 1 fuU employmJ~ on a lower volume of investment expendi- ' 

tures, unless, in~~ed, the marginal propensity to consume 
were much lower tban in the high-savings economy-a con-
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Cyclical Behavior of a High-consumption Economyt' 

clition not very probable, though theoretically not ir. 'lpos­
sible. In a world in which independent investment ou-tlets 
are relatively limited, a high-consumption economy is not 
on1y less likely. to fall to low employment levels, but is, mc,{e­
over, able to achieve full employment with relatively sni. •all 
investment outlays. ' 

/ Stabilizing the Cycle '"\ 
n. 

We may now consider the proposal to minimize the cycl, -~ 
movement by a system of fluctuating tax rates. There is nofly. 
much use in discussing this proposal with respect to all types · 
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of taxes, since for many taxes stich a scheme of timely fluctua~ 
tion of rates is difficult, if not' impossible.<lFrom a practical 
standpoint, relatively few taxes can be timerspeedily. Taxes 
on paY,t;?lls and salts taxes can, however, ve1-y effectively be' 
manipulated and timed according to the reqmrements of the 
cycle •i · · 

./ .. . 
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 goverl}ment's 
operating budget, but is E~Sigi'!_~~L~~clusiv~!y_J<:>.Jacil~~at.!_eco­
nomic stability. It follows, there~Q!e, that when the taxes are 
collected, ~ucl:u:_Qllections should in some ·manner be placed_ 
jJl.~Jund which could subseql!_ei_!tly be dr~:w11 !lp_on_!lnd ex-
~ndec! .• --.... __ --- - ---

Let us assume that the tax on payrolls is applied 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. i The tax wouid then be 
raised progressively as the peak of the boom is approached. 
As soon as it is evident that a turning point 1las 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 ~l-~_xe~ were assessed against 
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 

l Income taxes collected at the source could also be made flexible. 
I 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 W•r, 
Harcourt, Brace, 1940. 
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easier for the e~ployer to maintain as nearly as possible a 
full corps of work:ers. In so far as this result is achieved, em­
J>loymeat and consumption expenditures would be sustained . 
.U is true that lb.e employer might J>9f_ke_t the subsidy with­
O\Jt maintaining or extending the volume of employment:) It 
WQuld not be easy to ascertain what the volume of emp(oy­
ment wou14 be were there no subsidy, and it is only from 
this bench mark that one can determine· the extent to which 
the ~mployer is using the subsidy for the maintenance or ex­
pansio~ of employment. (!'here is thus the danger that. if 
the payroll tax fund is ~mployed in this manner, the net 
effect would be merely to add to idle funds1 But even this 
would at least have the favorable effect -o( increasing the 
liquidity of the firm and would t~erehr. tend to hasten, sooner 
or later, expansionist activities. \Qn balance, the imposition 
of a, payroll tax on employers would tend to restrain the 
boom, and the repayment of these sums in depression woul~ 
probably have some favorable cyclical compensatory effec9 
(!n the second case, the payroll tax is a device to enforce 

compulsory 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 emplt(yment,,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 consumptibn and, therefore, 
on employment, as far as these wage earners were concerned, 
might well be relatively small The effect on consumption 
expenditures would, however, be definitely favorable with 
respect to part-time workers and unemployed workers~ 
. LUnemployment insurance financed by payroll ta.xes 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 busines~ 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 even•become 
a minus quantity. Thus, on balance, such ta!c. funds are col­
lected mainly during prosperity periods an~ are paid out to 

· wage earners (though not to employed workers) in depres-
sion perio~ · • · 

\ 

~ cyclically adjusted sales tax can be implemente<:J in a· 
manner somewhat similar to a tax on wages. Such a tax, ap­
plied in the last phase of the upswing, woul<\ act as a drag 
oil the rise of consumption expenditures. Under the assump-
tions which are here made, however, it is expected that such 
a sales tax would not check the advance short_of full employ­
ment but would only make the advance stea_(lie_r and thereby 
more pro~C?!!~q._.lit is assumed that the tax is not severe ~nough 
to stop the dytlimic forces which tend to drive the economy 
on toward full employment. . · 

tJ:he funds collected from the sales tax might, 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 rev.erse./ But it does-not appear probable that such a 
distribution cbuld be implementegl 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. t!t 
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 expenditur~ 
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 taxesis to check an undue expansion 

ofconsumption in the boom and, {through their remoyal 
together with the return of previously collected taxet,, to stim­
ulate consumption in the depression. Moreover. they may be 
especially useful as a means to ~heck 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 cop.sumptiQI!__.,Stream. This 
raises the very 'tundamental questioilWhether the most de­
sirable compensatory policy is to tax income which would 
normally fl~ iri.t.Q.. consump.!jon or to tax income which 
would normally fl~sJ A tax which diminishes the 
flow. of savings will impose some check upon inv~stment 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, 

1 but 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 
copsumption 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 ec()­
nomic progress) still more. _It thus appearl 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. 

It has sometimes been argued, especially from the stand...-, 
point of the under-consumption theory of the cycle,8 tha·t the 
boom comes to an end because of a deficiency of consump­
tion in the boom years. According to this view, there is some­
thi,ng wrong with the ratio of consumption to investment 
during the boom. The ratio is said to be too "'ow. But this 
position is, I think, not defensiblejlf "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 suppl'ythe flow of consumption 
goods will increase also. Dependent (induced) investment 
would rise if consumption rose. Independent investment 
would presumably remain unaltered. U"'hus, 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 

a Some readers have wrongly inferred that I subscribe to the under- : 
consumption theory of the cycle. This is q~ite 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 i~ 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. 
\Ve 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 virtually exclusively 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 ~at the 
fluctuations in private investment will be overcome by off­
setting fluctuations in consumption. 

Raising the Protensity to Consume 

\Ve have :iww to consider a cycle development which is 
stiml,llated largely through net income-creating expenditures 
of the government. Here it is assumed that private invest-' 
men~ outlets are, on the whole, inadequate, and that we have 
to deal with a long-run condition Qf 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 pe:-­
manently the propensity to consume. 



COMPENSATORY TAX POLICY 299 
A redistribution of income, through social or community 

expenditures and a progressive tax structure, may affect the ' 
aggregate consumption function. Since the payroll and the 
sales taxes clearly weigh 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 propensity 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, i,t will 
b~ necessary to substitute public mvestment, or -else, by tax 
measures: and otherwise, to make the newly created incorrie 
as far as possible self-sustaining. In a situation in which in­
vestment activity is relatively 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 higheJ; 
consumption basis. Consumption is necessarily ~he 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 consumption if it is 
to achieve full employment. "' . 

We have reached the conclusion that[in a highly dynamic 
economy in which investment booms are vigorous, the ap­
propriate type of taxes to apply during the boom is some 
form C?f taJt on consumption. On the one side, this policy 
would tend to hold in check an abnormal rise in consump­
tion and th~s 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 expansion. 1 -

In a less dynafuic, 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. When booms are weak and incomplete, consumption 
taxes should not be applied as a cycle control measure. These 
circumstances suggest measure& to raise the propensity to 
consume and develop a high-consumption economy. 
.. Question may be raised as to whether the progressive in-· 

1 come tax rates, designed to raise the propensity to consume, 
should fluctuate with the cycle, being increased in the boom 
and reduced in the depression; 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 preferredi 

. Exce~ively. ~igh rates in the boom cannot h~lp the basi9 
problem of mcreasing the aggregate commumty 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 

1 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 mllder cyclical fluctuations of private investment in a 
society su<;h as·that here under considera-tion could best be 
compensated for not by a tax program, but by offsetting fluc­
tuations ~n governmental expenditures. 

l Thus,[for a dynamic, expanding economy enjoying vig­
~·orous booms a fluctuating tonsumption tax may be the appro­
. priate tax policy; for a less rapidly expanding, mature econ­
. omy a fixed but steeply progressive income tax structure is 
· indicated. -



Chapter XIV 

T H E D Y N A l\(I C V E R S U S T H E 
CIRCULAR FLOW ECONOMY 

T HE centrai stream of economic thought, comprising 
the early classical and neoclassical writers, has often 

- been described as a system of s?tic e~omi~="It con~ 
sisted essentially of _an analysis of how the pricing process 
determines the· allocation of pmductive resources. It ex­
plaif!ed how commodities and productive 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 productlln. a "circular flow" economy, con- 1 

sumption equals net outpm. Saving takes the form of a)locat­
ing a sufficient amount of the gross product, to capital re­
placement. In such a society the whole of the net real income 
is consumed and aggregate saving is directed exciusively to 
capital replacement. In such a society the level of consumers' 
demand determines the volume of investmen:} · 

Such was the character of the equilibrium state of early 
classical theory. Profits tend to fall to that irreducible mini­
mum which will just ensure a maintenance of the accumu­
lated capital stock. ·wages tend to fall to the so-called "sub­
sistence" level, varying from country to country according 

!101 
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to the achieved standard of living, at which the population 
will jwt reproduce itself. 
· This analysis corre_c_gy perceived that the price system per 
se could not generate eco~~i~ 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 me_thods 
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 rega~ded as a function ' 
not of the operation of the pr~ S_)'Stem, but rather as a func­
tion of pt;..~gr~ss in the art$.1 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 c~nsumption equals 
F!"_9..ductioq) !.I!~...E~~~!s_~iye S()ci~~. investment is noJ<?n~!. 
pur(!ly _a J\lJlCt~()n_ o._f COJ1sumption. The tables are turned up-

. kide· down. ~2.~ump~on, under_ the dynamic stimulus of ex­
pansion, Q.QW _l?~<:Qmes in considerable· measure a function of 
investment. 

It is just -this fact which explains the emergence of busi­
ness fluctuations. The busmess cycle, under the automatic 
functioning of the economy, is the inevitable by-product of 
growth and economic progress. 
· T~e price system in such a society is compelled to adjust 

itself .to 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. .1\.t 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 
atate 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 dyl 
namic society tends, in the event that growth and technologi~ 
.cal change prove inadequate to provide investment of boom 
proportions, is an equilibrium point short of full employ­
ment. l-Iow far the equilibrium norm in a dynamic society 
~ill diierg~_ fr()_IIl_ fult employmeiii" depe-n_d.s UP()!!:_~ow- far 
~ ~xp~nsionist force_~!?-_ad p!_eyiousl_y <:lriv~n_tl].~_pric~~tr!!c­
ture away hom the u~rcul~r flo.y(_ tableau economique of a 
static society. 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 ~asy return to the "circular flow" norm 
of a static society.\.The economy cannot automa!ically pass 
swiftly from a con~ition of dynamic expansion to a full­
consumption society in which consumption eq'uals income 
without encountering serious unemplOymenCThe orleitta­
tion of the price system to the requirementS of a rapidly 
growing and widely fluctuating econom~ has_ created con­
sumption and savin~ patterns out of line ~ith 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, replacemen-t investment 
is determined by the level of consumption. But in an ex­
panding, dynamic economy, net investment is essentially spon­
taneous and independen~ of the current volume of consump­
tion. Indeed, a large part of consumption now rises and falls 
according to fluctuations in the rate of investment:} 

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.!~!ation_of.~onsu~P;­
tion to net sa_vi~1g:. 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 lowel'f 
level to a higher level presents a different problem. But what;. 
is often forgotten is that it is just this development whic~ 
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 beings. Consumption ca!J.not rise without a 
prior increase i~-~COII1£_~anq_production. -~ome~qu_a_li.fi~~­
tio-ns-:ma1nl_y of a· short-run' character, are, of course, neces­
sary: ".A special ~ase-ls 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 l?wer tur!ling point. ~ut these qua!ific_at!op~_ 
~e,_ at all _eyents, Jimited in scope and apply onlyt~s!l_ot:t: 

J: Oscar Lange, "The Rate of Interest and the Optimum Propensity to Con­
sume," Economica, February, 1938. 
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run analysis. They__qmnot _ _!!~l!_voke!!_~_an ~~xplanati911 of 
the secular rise in real income during_the last one hundr~d 
and fifty years. The explanation of this phenomenon can be 
foundonly1n 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 equilibrium 
level at the "circular flo'r" 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 stati<; price equilibrium, have ere-· 
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 wa8 just this prior 
new investment which caused the rise in consumption. Thus, 
the new capital necessary to sustain the con,sumption 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 consumption) · 
lThe dynamic process resulting in net investment distorts 

the price structure away from the "circular flow:· equilibrium 
so as to create the necessary volume of net_ aggregate 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 lends 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. tn other 
words, customs, habits, and institutional arrangements which 
determine the consumpti~n 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 cann~t and does not rise sufficiently to fill th~ gap 
left by the receding tide of investment: Thus, total expendi­
tures de<;line 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 unabated vigor. Our so­
<:iety 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 
consumption 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 high 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 government,al expenditure·. \Var, despite all its attendant 
evils, has played a dynamic role in the history of modem 
capitalism. Outlays on public welfare projects could play 
an equally dynamic role. And there is reason to hope that 
they could be manage~ 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 corui~erations are sacrificed to 
the one aim of national security. But an expansionist public 

. welfare program has as its goal not only full employment.1 

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 consumptiQn, 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 ord~r to raise consump­
tion, quite independently, 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 t:ommunity 
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 modem 
conditions, requires the co-operation of large groups. \Ve 



308 FISCAL POLICY AND BUSINESS CYCLES 

cannot enjoy public roads, public health, social security~ rec­
reational and cultural facilities, low<ost housing, and the 
conservation and development of natural resources without 
community expenditures. Individual consumption expendi­
tures need increasingly, under modem conditions, to be sup­
plemented by community expenditures. 

Through this process, as a secondary consequence, an in­
crease in individual, voluntary consun1ption 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 changt;s 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 c9nsumption 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 usea as an engine to foster a high­
consumption economy depends not upon abstract notions 
I 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 ~f 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 th,.e 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 qnder 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 ma.y expect a reinvigoration of the 
role of private enterprise.trhe 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 expancled public consumption and public inv~st­
ment program. 7 

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 populaFion 
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 th~ industrial arts ~ight 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 effect, that <,>f abridging la­
bour. , 
L The 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 living] 

A mature economy may, as Mill stated, under certain con-
' ditions modernize and improve its capital equipment, intro­
ducing continually new techniques, without tapping any new 
sav.ings 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, i~ follows that the depreciation reserve,· based on 
original cost, will be adequate only in the event that wages 1 

1 Labor is here u~ed, 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 adequat~ 
to finance capital renewals more productive than the old 
only in the event that the productivity of labor in the capita} 
goods industries has increased more rapidly than wage ra~s.~ 
But _if innovations are made which are capital saving, plana 
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, coruump­
tion, and a high-consumption economy achieves this end t() 
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 full-consumption economy such as Mill envisaged, such a 
society nevertheless clearly fails to realize to the full the 
potentialities of technical progress. To achieve this requires. 
a volume of savings adequate to ensure' all the new invest­
ment which changes 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 
efficiency will not be reached. Thus, a 100 per cent consump­
tion economy can never attain the economic 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 allowanres will yield a net increase 
in productivity. -- •·· ' 
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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 
are 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 wor~et It 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] · · 



Chapter XV 
\ 

PRICE FLEXIBILITY AND FULL 
EMPLOYMENT OF RESOURCES 

A
DISCUSSION of tlie 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 in~rpretations which need to be sharply 
distinguished. These are (a):itructural price flexibility 1 and 
(b) cyclical price flexibility.:.f 
J By structural price flexibility I mean the long-term secular 

aajustment in the price structure. It is concerned not with 
the level of prices, b4t with the interrelation of individual 
prices17Thus, for example, changes in technology and the 
methd"'ds 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~ 
!O changes in unit costs • springing __ fr~l!!_unequal_ rate~ o_f 

1 This involves in part, of rourse, the problem of monopoly price: the di­
vergence of price from marginal cosL 

I In general, these terms rorrespond to those used in The Structure of the 
American Economy, Part I, pp. 126, 129, under the headings: (a) uSensitivity tO' 
Basic Factors Conditioning Eroilomic Activity"; and (2) "Sensitivity to De-
pression and Rerovery." ' ~""'4 

• Unit costs may, of rourse, under ronditions of monopolistic rompetition;be 
enhanced through large advertising expenditures. This element of rost ron­
atitutes one of the important factors causing maladjustment in the price struC: :. 
ture. 
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" tec~nological P!ogress in different industries,_ ~r from shifts_ 
i!L~e patte~o£ wants. Without structural price flexibility 
th~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~ervices which a given _stage of tech­
nique makes possible~ structurally flexible price system op-1 
erat~s to direct the productive resources into channels which1 
will yield the largest socialJ>t:QdU!=~ Without structural pricel 
flexibility an uneconomic allocation of resources would pre-l 
vail.y/ . . 
}!;yclical price flexibility 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. 00.. __ fluc_~uations gf_!h~ . business. _cycle.] Commodities 
whose prices move quickly in response to chi'i'iges in the na­
tional income and whose amplitude of fluctuation is relatively 
'arg<: are said to be cycle-sensitive commodities with respect 
to price. Raw materials, both agricultural and industrial, are, 
by and large, cyclicaliy price sensitive, while finished manu­
factured products in large measure are insensitive to cyclical 

· changes in employment, output, and income. In the case of 
.fu!tn_pr¢u.~l! the sensitivity is limited to price responses, 
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. \Vithout structural price flexibility it is quite 
impossibie for the community to obtain the full fruits of eco­
nomic progress. Arbitrary interferences which obstruct struc­
tural price flexibility necessarily result in an uneconomic uti-

. lization of resources. Moreover, any marked derangement in 
, ·• • See discussion under the beading, "Sensitivity to Basic Factors Conditioning 

Economic Activity," pp. 126-29 in The Structure of the American Economy, 
Pan I, National Resources Committee, 1939· 

11 This aspect of price behavior is discussed at length in The Structure of the 
American Economy, Part I, Chapter VIII. · 
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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 consumption and investment expenditures, inten:jfy­
ing or contributing to the initiation of a decline in industrial 
activity. (rhus, at times, structural price maladjustment may 
contribute to cyclical movements. For example, the enormous 
increase in agricultural tariffs in the great raw-material im­
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 maladjustiQ.ents 
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 

~nstitutional controls,_ co;porate,~ 'trade-union, agric_ultural,, 
nd governmental, there 1s danger that structural pnce mal­

. djustments may present serious obstacles to economic prog­
:tess)This area, though largely neglected, offers an important 
field 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 1s said, are 
caused, or at least intensified, by the depression insensitivity 
of a large and important group of 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 insensitivit.Y 

• 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 cyclical 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 fl~ble. 
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of administered priceFJ;ny incipient deficiency in effective 
demand could, it is t:di~~ed, largely be corrected, were it 
possible to achieve short-ruq price sensitivity~To the extent 
th~t prices do fall in depression, some considerable incr~ase 
in real buying power,, over and above what would otherwise 
be the case, would be achieved, according to this thesisa 
high degree of cyclical price sensitivity, it is said, would help 
to sustain effective real demand and would prevent O.uctua· 
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. 'f.h.J;. 
~fere!lc~~!_h.at\!tJ~ th~~dispersion~ of pricc:s _which_ c:ause~ 
the fl~«:t1l'!tion_ of tJJ.e_ eye~.\ . 

These considerations raise two crucial questions. First, 
what is ·the causal connection between price dispersion and 

/the business cycle; !!_price disP...~rsion c~'!Se. <!_r is_it ef!~ct?l 
Second, !f it_F~!~ po_ssible to ex5ncl_the area __ of price_Jei_lSi­
!i.vJ.ty ~o_include <ill .. com~odities, would cyclical O.uc~u~tioll! 
be minimized? 
\ Bro;dly 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- i 

1 ments, and second, those which explain business fluctuations\ 
in terms of fluctuations in the rate of investment.\ 1 

The former explanation of the cycle, in terms of ~rice 
movemep.ts, may be subdivided into two groups: First !he 
monetary explanation which seeks the causes of indus rial , 
fluctuations in terms of general price movements, and sec­
ond; the price dispersion explanation which finds ihe cause 
in terms of maladjustments ~ the _cost-~rice structure.\Ac·. 

1 
cording to the· former, pubhc pohcy duected toward the 
maintenance of the total money How is the all-important 
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desideratum. According to the latter, appropriate adjustment 
of th<:.£~S!·Pti~~_!tructu!~i!_!!I_c:__re!!J.edy for dep_!essioJO 

It is not possible here· to go jltto an er;;.ustive exami51a: 
tion of the causes of business fluctuation~. An examination of 
the trend of thought over the last four deca es, however { will 
disclose the fact, I think, that a growing . body of opinion 
stresses fluctuations in the rate of investment as the dominant 
~actor iri cyclical in.ovemen~It is not necessaq for the pur~ 
pose of this chapter to go into the various ~;s\which bring 
about fluctuations in the rate of investment. {!h~ relate to 

\

'factors which cause violent changes in the marginal efficiency 
of capital in relation to relatively small changes in the rate 
of interest.[ : 
g 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 dispersion-th~ 
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 attack1 
on.the price dispersion itself, ~u! only by policies which aim

1 

_!o corr.ect_ the:_ r~~ di!ficul!y_,_namely, the low level of income1 
, (There can be no doubt ihat 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 &om the standpoint of 
\structural 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 relied 
upon to improve the rate of business activity. lnstead,lwhat 
is needed is an attack upon the general factors causing the 
price dispersion. '-A _mere artificial rectification of the pric~ 
~!sp_~rsion -~.'1-Y get ~t-~<:_ root ca~es of the decline. in i~corn~ 
and employment rio more than a tampering with the ther· 
mometer can change the temperature. The price dispersion 

I iS, indeed, a fairly aCCUrate thermometer registering disturb­
,anCeS in the economic temperature.f- ~ -~ 

Consider, for example, the situation at be 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 current!~ 
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 ot 
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 
littl~ 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.Cfh~ 
essence of a boom is a gigantic spurt in capital formation~ 
This-involves not only plant and equipment of industriesand 
utilities, but also office buildings, hotels, houses, and apart­
ments. Frequently, a backlog of housing require~D;ents, pr 
the rise of a new industry, results in an accelerated pace of 
construction. \Vhen the new developments have been ex­
ploited to the full, the boom dies(Th~ spurt in~ap~taUorw~­
tion cannot last at the pace set. tlie boom subsides because 
~-saturation point _has. tempora~ily been reached._ For the 
moment, there is no room left for further investme~t .expan­
sion or for new capital outlays. It takes time before the cu­
mulative effects of new developments can again manifest 
tl1emselves, 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 ~e cyclically 
flexible prices of agricultural and raw material commodities, 
on the one side, and the cyclically rigid prices of many fin­
: ished products on the other. The price dispersion is not the 
lcause of the depression. It is a result of the decline in the 
I national income and in ~mployment caused hy the initial 
I decline in invest~ent expenditures. ) 

Consider now _the question wheilier 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 downwarq./ead­
justment of a rigid administered price may frequently prove 
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beneficial. That such may be true proves n()thing about the 
desirability of a program designed to make rigid prices cycli­
cally flexible. 

The problem is peculiarly pertinent to the capital goods· 
industrjes 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 tha:t at the beginning of the depression, while the 
temporary saturation of the capital goods market prevails,: 
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 labor 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 aq:a5 throughout the United States. It is the fact of 
the temporary saturation which is all-important. During this 
state of affairs no pi,:_ice 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 investment 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 expenditures 
made in the capital goods and durable consumers' goods area. 
without appreciably affecting the physical 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 «;mly serve to intensify the already 
unfavorable business expectations engendered by the decline 
in investment. 

If income and effective demand could. be maintained 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 dear that 
a reduction in prices in the capital goods industries, made 
possible by cost-reducing improvements effected during the 
depression, would be f~vorable 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 cyclical' 
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 mcessarily 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 inrome and the money volume of consumption ex­
penditures might not decline, and so the physical volume of sales would in­
crease:_. Obviously, there are 5e\'ere limits to this possibility. 
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l Cyclical price flexibility all around, including administered 
prices and wage rates in addition to agricultural prices, under 
the conditions prevailing~ the end of a boom, might well 
accelerate the downswingjiThe 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 expeCti,ltion of a further fall ·in the national in­
coEe and in costs and prices. 8 

JThe 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 ~isparity 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 p~ice disparity. Combined, however, with 
monetary and fiscal policies designed to maintain the total 
ypl!J:me of consumption and investment expenditures, an or­
qerly--program -ofcosi~prfce "readjustment does facilitate re­
covery. In other words, a direct attack 'JD.USt 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 price~ have gotten structurally out of line. 

Just 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 

a "In most countries there ~re 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. . . . 

It follows from the above analysisLthat{price policy ought, 
above all, to be concerned with the problem of structural 
price flexibility.1In the event that there is a structural shift 
in demand, inV6Iving 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. 
VStructural price ftexibility involves the continuous adjust­
~ent 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 increasec!J 
This is petuliarly 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 thad_structural price flexibility avoids 
~he difficulty of the variation !n unit costs according t() !Ju~­
~uations in output. Structural price flexibility _implies _t!Ie.. 
adjus~ment of prices to un~!_cos~s at a normal per~~~£ 
capacity production] -

;: I \Vith respect to wage rates, it should first of all be noted 

!that throughout the last hun.dred years wage rates have ex- 1 
.hibited an upward trend relative to the commodity price 
level{f'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
i~ wage rate trend. 
UJust as cyclical price flexibility may intensify the cyclical 
problem because of the effect of such price changes upon 
business expec~tions; so·sharp wage reductions are likely to 
be deflationary. It .was not altogether an accident that the 
most violent de ationary movement in the Great Depression 
came in 1931 in the midst of wholesale wage cuts.(Ec~no!fl~C 
tho_'l;lg_l!t in recent years, led· by the Swedish and more re­
cently the English economists, i§.....f()_t11_ing more and more _ _to 
the co_nElusi()n_t~~!-~ . .!e!~!i~~lyJiigh degree of wage stability 
~om !~C:.. cyc:li_cal standpoint . i~ . the. preferable wage policy) 
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 ~hanges in technique, the community 
needs to be educated to understand that an increase in wage 
rates in the upswing phase is perfectly compatible with jrice 
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 administrative agencies to deter­
mine accurately the appropriate price or the appropriate 
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 implemented by a governmental review o~ 
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 industry is justified 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 required1 by reason of structural movements inci­
dent to differential rates of technological progress in different 
sectors of the economy. 

From the standpoint of prolonged underutilizatjon 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.fThe individual industry could, 
indeed, afford to reduce the prices of its commodities if it 
could reasonably assume that it is confronted by an elas~ic 
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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 i~ 
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. 
"fhe increased effective demand can eventuate in increased 
)'Olume 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 might 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 o~ other countries, 
indicates rising consumption in almost all lines as income 
increases. But it is equally true, as is shown on page 91 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 incorn.e 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 

'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. 
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, in a 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. 
VThusQwhen all the resources are employed, it would be 
~cess~ry 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 savin~ 

It is extremely important to see clearly that the 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
sumption goods: Thus.Awhile savings are a function of the 
income level, investme~t is in no sense a function of this 
level.10 Net investment, on the contrary, is a function of (a) 
economic progress. including new developments in the field 
Qf 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 thrif~. 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 uue that a cluJnge of income from one level to another. higher or 

lower. will, during the interval of change, affect investmenL A cluJnge ia in· 
oome induces ftuctuations in investment. This is the relationship involved in 

.the wep-known Principle of Aa:eleration. A shift from a chronically depressed 
income level tO a full income level would c:ertainly entail a considerable in- -
crease in investment in plant and equipmenL But once this additional capiw 
formation, rommensurate with a full income level, was rompleted, net invest­
ment would again tend toward zero. 
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demand for consumption goods and income elasticity ofd~ 
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 m~re fact that with larger incomes more 
is consumed, do not of themselves ensure the full utilization 
of the productive resources. 'Vhat 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 interesq "J! j 

According to the static economic analysis, it is assumed 
th~t 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 consu.~tion expendi­
tures and, therefore, upon the income level£1An 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 repla~~ent investment and thus 
accelerate the decline in income.,::t}t is true that a low level 
of income would bring about a dedine in the rate of interest. 

u 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 rontraction of ronsumption expenditures, such 
decline in ronsumption may so affect the national inrome that the realized 
savings of others in the eronomy are reduced. Thus, an increase in thriftiness' 
may cause a decline in the realized aggregate savings of the rommunity as a 
,.-hole; and, ronversely, an increase in the propensity to ronsume (a decline 
in the propensity to save) may enhance the aggregate flow .of savin~ 
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JThe 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 decline in, the rate of interest will 
not stimulate investment sufficient11 and, t!l.erefore, cannot 
bring the economy back to full employmen~ 

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 auihority would inject a positive new 
factor into the situation! Consumption expenditures being 
maintained, the low rate of interest mif.ht 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 wi~ 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 obviousll the rate of interest 
has little bearing upon such decisions~f'rhe 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 future.f Risk, therefore, 

I looms as an overwhelmingly important cJnsideration and 
becomes in many cases a more important determinant of in-
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vestment than moderate variations in the rate of interest.1~ 

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 insu1e.nce. In so f.ar as one 
saves for this purpose, it is clear that{Jthe 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, die greater the 
~mount of saving required. The increasing si;nificance of life 

uon 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 muclt appreciable effect on business policy •••• The length of time 
for which an entrepreneur will be prepared to plan ahead depends upon 
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 adjus'tments 
in the plan; we now see 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 oppo~ing 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, chano-es 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 
extremes where interest is ineffective, within which it can have a significant iD· 
Buence. ..... 
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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-' 
turesJl 

On tile 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 that · n a world of 
high risk, a lo~rate of interest is relatively i ·effective as a 
stimulant to long-term fixed investmenL\On the other side, 
the effect of a low rate of interest on savihgs 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. More<>ver, the adjustment process is a slow and 
difficult one. 

Thus. the existing state of abstract theorizing about the 
rate of interest leaves us very untertain about its possible 
effect on the volume of investment and consumption, while 
statistical and case studies enhance this skepticism.18 

Prices and JV age ·Rates 

I It is sometimes asserted that chronic unemployment of re­
sources must indicate that prices are too high in relation to 

u J. E'. Meade and P. W. S. Andrews. "Summary of Replies to Questiom 
·on Effects of Interest Rates.N Oxford Eoonomic Papers. No. a; J. F. Ebersole, 

'"The lnftuen.ce of Interest Rates upon Entrepreneurial Decisions in Business­
A Case Study.N HtJrvtJrd Bw. Rev. Volume XVII. pp. 35--39; j. Tinbergen. ~~~ 
E.conometric ~pprOtJCh to Bwiness 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. \Vith respect to this type of reason­
ing. some comments are necessary at the outset to ensure the 
avoidance of certain misunderstandings. 

fro begin with. it is certainly clear ~high monopoly 
prices. for example. ~ay have the effect of reducing the vol­
ume of employment Monopoly prices tend to reduce the 
real purchasing powe of wage earners and to enhance profitsj 
This abnormal distribution of income tends. accordingly. to 
reduce fhe flow of consumption expenditures and to increase 
savings.\Accordingly. if monopoly prices are reduced_ to the 
level of competitive prices. consumption 'till be increased 
and employment will tend to rise. 

Equally. it is clear thaJ -e'mployment will tend to rise when 
consumers' goods prices'1au incident to a technological in­
novation which reduces unit cost. 7This manner of stating 
the case. however. confuses somewn'at the causal relationship 
-between the variables involved. The fact is that both lower 
consumers' goods prices and incr-eased 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 reduction.in consumers' goods prices after the 
new iljYestment pours out an increased production of goods. 
Thus,Il~e 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.1 

In the absence o(
1
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. call5-
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. 
( 1)\ perfectly flexible price system, undisturbed by techno­
logidll change, will always tend toward l!Y equilibrium po­
sition in which there is no net investment/lBut 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-

, nology remaining 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. 

Finaily, we encounter the argument that a reduction in 
wage rates can bring about an in<;:rease in investment ade-

1 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 stimulat~ 
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. 
\~at is overlooked in this type of reasoning is the fact 

that vage reduction is a two-edged sword. On the one side 
it cu 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 soughtL The wage reduction cuts both ~ost 
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 wi~l tend to <re­
duce investment and employment, since lower wage rates 
will tend to 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 tht;re 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 th~ 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. Obvi9usly; 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 .dear 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 C<Jnsuine its entire output.u In a soci­
ety where people desire 't~ save, the mere fact of unlimited 

; copsu.mer wants will not of itself bring about full employ-
ment of resources. The savings process per se does not auto­
maticaijy develop a c;orresponding offsetting flow of invest­
ment~i\n increase in tliriftiness not only reduces consumption 
expenditures, but tends to diminish investment opportuni-

, ties. The volume of net investment, with the qualifications 
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 interest} 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 

1 policy, will be necessary at times to stimulate and supplement 
· private investment, so that the gap between the potentially 

H The classicals were convinced that wage rates controlled the labor supply 
(population) fmd 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.11 • -

Urice policy is not likely to- be adequate either to control 
the business ~cle or to ensure reasonably ·fun .tmployment 
of resources1 As far as the cycle is concerned, a downward 
adjustment1>'f 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 I?oth 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, unecQJlOmic utiliza­
tion of the productive resources would result. Thus,J 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}ilt is mainly upon these lat­
ter that reliance must be placed 1to 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 

• 
uSee my paper "Economic Progress and Declining Population Growth,• 

American Economic Review, March, 1939, pp. 1lJ-15, for a discussion of the 
possible dangers of pushing recovery, by governmental measures, so dose to 
full employment that the control of costs becomes difficult. Impresst;d with the 
"stubborn economic realities of a rapidly changing world, on the one side, 
a_nd 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 c:nurse that risb neither 
a negative policy nor a breakdown of collective management." ..,. 
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utilization of the productive resources will facilitate the adapo 
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 PRESENT.· 



Chapter XVI 

THE ROLE OF INVESTMENT IN 
THE MODER.N ECONOMY 

I N earlier chapters we have considered the special role of 
private investment as a dynamic factor controlling the 
rise and fall of income. \Ve have explained-that, by and 

large, consumption plays a passive role, rising and falling 
according as income-rises and falls. Thus, in a noninterven­
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 consumption 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,/ 

!through government action, consumption can be made t~' 
pray an active, dynamic role in income creation.7 

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 

541 
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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, \Vhy 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 compe~ition; 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 
a~d 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 consi~ts of the purchase of capital 
equipment, industrial phmt and machinery, public utility 
and railroad equipment, co~mercial and residential build­
ing, and the like. There are, fuerefore, 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 l:>n plant and equipment. 
I:Iow large the income stream will be, whether $6o billio~s 

or $too billions, 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 fu'l employment and a fairly satisfactory in­
come level, such as we had in 1923 to 1929, require a quite 
extraordinarily large volume of private 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 prosperity and depression. 

I No high level of employment and income has ever, in a non­
. interventionist society, been achieved without a large outlay 
I on inventories, equipment, plant and new residential and 
1 commercial 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 nothing that under the depressed conditions there 
is no excess of savings over investment. ~at 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 will spring. , 

Assume that the national income is at a high level and 
that savers do not themselve; use the funds, or fail to find 
borrowers who will use them to purchase plant, equipment, 
and other capital goods. Then the income stre!lm dries up 
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and unemployment prevails 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 fa)l 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 nat~ 
!!g.l death. Availabl~ outlets lor 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 m·er 
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 everi 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 ~pital 
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, comuiercial 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 
incom~ 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 a 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 aslong as it is able to experience 
periodidtlly great bursts· of capital outlays on plant and 
equipment. It is then a dynamic, rapidly expanding, and 

. progressive ecorwmy, 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 
'gov~rnment assumes a more positive 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 expenditures. 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 developmentsl · 

A Century of Expansion 

One overwhelmingly important fact characterized th~ 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 grea10 West, 
into Brazil, th,e 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. \Ve 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 



848 FISCAL POLICY AND BUSINESS CYCLES 

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. \Ve 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
ity and versatility to meet new conditions in a rapidly 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 t~ undertake, and willingly does undertake, risk. 

Yet it carinot 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 institutidnal 
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. 



Chapter XVII 

EXTENSIVE AND INTENSIVE 
EXPANSION 

T HROUGHOUT the modern era, ceaseless change has 
been the law of economic· life. Every period is, in 
some sense, a period of transitioQ. 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 in era which 
no man, unwilling to embark on pure conjecture, can a8 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. · 

Overwhelmingly 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 expansion terri-

549 
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torially througbout the world that we formerly had. The 
important thing to note is the decline in extensive expan­
sion which involves both population growth and territorial 
expansion. 

In the decade of the nineteen-twenties. the population of 
the United States increased by 16,ooo,ooo--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 modem science and transpor~tion, the absolute 
growth in western Europe mounted decade by decade until 
the first \Vorld \Var; 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 £be accretions are dwindling toward 
zero. 

Thus, with the prospect of actual contraction confronting 
us, already we are in the ptidst of a drastic decline in the rate 
of population growth. \Vhatever 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 revolutionary change in our economic life.1 

Schooled in the traditions of the 1\lalthusl.an 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, precisely wllh 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 thee interpretation 
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 so'tmd; 
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, appropriate 
to tl1e changed situation, are applied. Indeed, in this shift 
10ust 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 p~pulation 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. Thu5, 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 dear insight into th~ 
economic consequences of the current decline in popula­
tion growth, it is necessary to return to the suggestion of 
Adam Smitb. and to explore more fully the causal intercon-
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nection betwten 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 p.rogress are: (a) inventions, 
(b) the discovery and development of new territory and new 
resources, and (c) the growth of population. Each of these 
in tum, 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 pr~gress 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 aris~ which stressed the role of economic 

1 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 \Vick-

1 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 hlluring. 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 tum, was the progenitor of depn:ssion. 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 ~derlie 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 o~r 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 force$ 
in our economy which tend to make business recoveries weak 
and anemic and which tend to prolong and deepen the course 1 
of depressions. This is the essence of secular stagnation-5ick 
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 advantageous 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 new~ territory, a,nd 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 Ind.ustrial 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 j>layed by the process of capital 
formation in. securing at eaCh 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 technol<;>gical development. For it is an 
indisp~table 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 widenit:J.g o{ 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 pa,.ri 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 deepening of 
capital;· but if this ratio is constant and real income rises, then 
there is .a widening of capital. · · 

According to Douglas,1 the growth of real capital forma­
tion. in England from 1875 to 1909 proceeded at an average 
rate of 2 per cent per annum; and the rate of growth of 
capital formation in the United States from 1890 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 apparei_ltly 
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 cpnclusion 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 186o 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 ~oncept, 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 ~echnical co· 

I Paul H. Douglas, The Theory of Wages, Macmillan, 1934, pp. 464-65. 
• Gustav Cassel, On Quantitative Thinking in Economics, _Oxford, 1935, 

Chapter 6. 
'J. M. Keynes, "Some Economic Consequences of a Declining Population," 

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 jilso 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 1 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 1907. Considering the economy 
as a whole, including fields of economic activity other than 
manufacturing, there is no good evidence that the advance 
of technique has resulted in recent decades, certainlr, 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 ord~r to get some insight into the effect of population 

1 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 
widening and deepening 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 OJJtput. 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 thari will a stationary population. A stationary 
population, with its larger proportion of <?ld people, may 
perhaps demand more personal services; and the composi­
tion of consumer demand will have an important influe:rtce 
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; · 

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 cis 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 implies 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 st~ges 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 m~y slow down. More­
over, it is possible that capital-saving inventions may cause 
capi~al formation in many industries to lag behind the in­
crease in· output. 

An in~eresting 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 population 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 W'orld 
War was roughly 3 per cent in western Europe and nearly 4 
per cent in the United States. Of this average annual increase 
something less 1than half of the 3 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. 1 

\Ve have already noted- that capital· f~rmation has pro­
gressed at about the same rate as the rise in aggregate out­
put. Thus, as a first approximation, we may say that the 
growth of population in the last hal(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 c~osed by reason of the 
cu~ent ra:pid 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 tectJ.nique 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 infrequently be the case, and 
indeed. probably was during the greater part of the ni~e­
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. \Vhat proportion of new capital formation in the United 
States went each year into the \Vestem frontier we do not 
J<,now, 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 seventh of those 
of France. 

These figures, while only suggestive, point unmistakably 
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~£ the 
total volume of new capital formation in the nineteenth cen­
tury. These outlets for new investment are rapidly being 
dosed. The report on Limits o] 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 dear 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 i:.hat 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 th~ teth­
nique of production. 

Intensive Expansion and New Ind~!ries 

We are, thus, rapidly entering a world in which we must 
fall back upon a more rapid advance of technology than in 1 

·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 
assu~ption that we can take for granted the rapid emergence 
of new industries as ric~ 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 itgave rise .. Nor is there any basis, either 
in history or in .theory, for the assumption that the rise of 
new industries proceed~ 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 done. And when a revolutionary 
new industry like the railroad 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 "f 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 1932,8 explains in 
large measure the necessary rise in federal e?Cpenditures. 

Spiethoff was quite right when he argued that a vigorous 
recovery 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. 

\Ve 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. 
\Ve 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 Recwery 1929 to 19J7• The Twentieth Century Fund, 1938, 
~~~ . 
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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 
do? 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 
char'!-cter 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 fail].lre of the development of large new indus­
tries, was of great importance, but onedannot consider the 
population factor alone. With respect t 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 generai, 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 8-that the decline 
'It 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. 1 

a Gunnar Myrdal, Population, Harvard Unh:ersity Press, 1940, p. 150. 
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of extensive expan~ion 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. . 
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Chapter XVIII 

EARLY FINANCING METHODS 

.. 

I 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 1 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 
undis~ributed profits tax, and a capital gains tax, had they 
been in e~tence a hundred years ago, might have modified 

1 The following biographies were examined: L H. Seltzer: .d Fir~~~ncial 
History of the .dmerican .dutomobile Industry, Boston, 1928; A. D. H. Smith: 
Commodore Vanderbilt, New York, 1927; J. H. Appel: The Business Biograph, 
of John War~~~maker: Founder and Builder, New York, 1930; J. T. Flynn: 
GOd's Gold: The Story of Rockefeller and His Timu, New York, 1932: B. J. 
Hendrick: The Life of .dndrew Carnegie, 2 vols., New York, 1932: J. G. Pyle: 
The Life of ]amu ]. 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: .d Biog­
raphy, 2 vols., Boston, 1922: Harvey O'Connor: The Guggenheims: The Mak­
ing of an .dmerican Dynasty, New York, 1937: Harvey o·eonnor: Mellon's 
Millions, New York, t933; George Harvey: Henry Cla1 Frick: The Man, New 
York, 1928; C. W. Ackem~an: George Eastman, Boston, 1930; J. K. Winkler, 
The Dupont Dy11111ty, 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. 
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the remarkably rapid emergence, frequent(y 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 which 
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. Typi­
cally, an energetic and ambitious young man, living in an 
environment of rapid expansion, vast unexploited natural 
resources, rapid growth of population, rapid .extension into 
new territory, 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 changing 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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-in 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 w~ll 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 enterprise in which the capitalist occupied a 

·purely passive p~sition 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 dearly the preponderant one, supplemented by 
the second and tJ!ird 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 ent~rprises, 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 already 
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 assembling 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 adequateJy 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 necessary to have working capital invested in any 
large inventories of finished products, since the cars could 
be loaded onto dealers as soon as produced, thu~ placing the 
inventory burden upon the retailers. All of these conditjons 
were peculiarly favorable for the entrance of small-scaie units 
into the field. 

The development of the automobile industry illustrates, 
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. \Vhen 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. \Vhen he 
finally organized the Ford Motor Company, small subscriJ>: 
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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 additiona.l 
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 \Vorks, and was subsequently reorgan­
ized by Durant, a. carriage manufacturer. Cadillac started 
from a machine company with relatively large new capital 
funds obtained fro~ a group of backers. Studebaker repre­
sents the clearest case of the switching of an established car­
riage and wagon manufacturing business 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-generation, 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. · · · 

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. Thtis, 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 \Vanamaker 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 panners three hundred and seventy-five dol­
Jars, and the first stock. of fabrics seven hundred and forty 
dolJars. 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 n~·er 
borrowed any funds. He financed his business exclusively out 
of profits and only in recent yean 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 an4 
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. \Vhen his first sub­
scription 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 Jarge 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 yea.rS later found him 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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~·o partners. into which each put twenty-five hundred dol­
lars. Later a new partnership l\"3.5 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 Rh·er country. And still another partnership was 
organized to build and operate steamboats. From the profits 
of these ,·arious 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 supporL 
In the main. his wealth came from the appreciation of the 
nlue of reorganized railroad properties which. under his 
management. became highly profitable institutions. · · 

LeJand Stanford entered a law office and l\"3.5 admitted to 
the bar at ~·enty-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 t8~o .. 
Two other brothers were also en~aed in the store business. 
and a fourth l\"3.5 acting as purchasing agent in New York. 
The brothers had organized a "·holesale business in Sacra­
mento with stores in \-arious places. Leland opened a store 
at Cold Springs. where. howe\·er. 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 "ith Huntington. Crocker. 
and Hopkins. raised money for explorations. The Central 
Pacific Railroad was incorporated in 1861 "ith 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 wes~-ard and the Central Pacific eastward. 
"ith the aid of heavy go\·ernment 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
cove:red 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 \Var 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 th~ 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 !aw practice he had saved twelve thousand 
dollars. \Vith these savings he speculated in real estate, buy­
ing up properties and lending on mortgages and notes. Dur­
ing the Civil \Var he owned a fleet of coal barges and profited 
from government business. Andrew Mellon, hom 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 busineSJi, obtained patents, and in 188o leased a 
floor of a large building an~ 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, orie 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. L_arge 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 
anmtls 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 modem ·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. ln 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 modest 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, 
\Visconsin, 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 <?f a woven wire mattress, bought the 
patent and began to make mattresses. From these small be-
ginnings sprang the Simmons Company. , 

\Veyerhauser 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 in making eight thou­
sand dollars. Thereupon, he bought a larger lumbermill and 
went into the logging business from which the Weyerhauser 
fortune sprang. · 

George A. Harmel 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 d~velopment, 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 Manufacturing 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 1917 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 doilars 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 
prefel"!ed 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 Comgany 
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 brtef 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 ~ore or less risky in­
vestment. This was particularly true of Frick, Carnegie, and 
Harriman. 

Corporate Research and Current Financing of New 
Ventures 

Ah 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 irr 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 tor 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, J!o 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 c.onsi~era­
tion of the impact of the current tax structure upon the ex­
ploitation of new investment outlets. ~any individual in­
stances have b~en 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 individual sur\4lx 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 history of the development of gr~at 
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 ind1,1stries, 
while today these developments come mainly through estab­
lished corporations_]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. 1 

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. 'Vhereas 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. 

\\'e 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 hi&J:t incomes, yet subject to relatively low 
income taxes. In relation to currently available investment 

• 
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opportunities of this rather small-scale 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. 



Chapter XIX , 

THE EFFECT OF THE .TAX 
STRUCTURE ON 

INVESTMENT 

W
HILE a recovery may be induced, in part, by net 
income-creating governmental expenditures, ).R.ub­
lic policy must in a system of private ente,rpnse be 

directed mainly toward providing the necessary conditions , 
under which private enterprise can go forward1 To this end, 1 

it is necessary to create the most favorable possible basis for : 
the emergence of new private investment • ...1 4 ' 

\.ln this connection, it is important to consider the tax 
structure with a view to the elimination or modification of 
taxes tending to prevent the normal flow of private invest­
ment.,IAmong the taxes which, it has been charged, operate 
in th{s direction-and this was particularly the case in the 
upswing of 1936--37-are the undistributed profits tax and 
the capital gains tax. ' 
• The un_9ytributed profits tax operated; it is said, in this 

direction be<!:ause 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 ~he 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 

sss · 
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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 individ~als, and th~se, 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 proprietorship 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. 'Vith 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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'tl1rotigh 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 smfll 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
terprises averaged $5,524 millions per annum, while retained 
earnings amounted to $2;365 millions.1 Together, these two 
internal sources accounted for $7,889 millions 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.2 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. 
Jt is, moreover, of interest to notethat 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 Corporati.on. 
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. 

I Moody"s Investors' Service; Hearings, Temporary National Economic Com­
mittee, Part g, p. 4041. 

• Rroiew 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 $192 
millions. These two internal sources combined, therefore, 
furnished $1,130 millions, or .93 per cent of total capital out-
lays. · 

In 1936-37 the depreciation and depletion allowances of 
all nonfinancial enterprises 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 i~ 1925-
29. According ~o George Eddy, however, the productive is­
sues were $1.0 billion per annum in 1936-37.~ The explana­
tion which he gives for the difference between his figures 
and those of Moody's is that the latter have eliminate~ in 
recent 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 j 
funds furnished 92 per cent (86 per cent, according to Eddy's 
data) of the total in 1936-37, compared with 82 per cent in 
1925-29-
.l.!!: 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 capital market is declining in terms of 
a long-run trend.J It is true that we do not as yet ha-ve an 
adequate statistical basis for the calculation of a long-run 
tren4., in view of the incomplete recoveries of 1936-37 and 
1939-40. 
"'-. W'ith respect to the external sources of funds, it is im­
portant to note that the stock market is of less importance 
~Review of Economic Statistics, August, 1939. 
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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, 37 per cent were privately placed, in comparison with 
11 per cent in 1936 and 27 per cent in 1937.11 f 
· Attention was called above to the fact that-increasingly 

the flow of savings is b~ing canalized into institutional chan­
nelsjrhe total premium income of life insurance companies 
in relation to the total national income has risen steadily 
since 188o. From one hundred thousand dollars in the mid­
dle eighties, premium payments have grown at a constant 
percentage rate until they .reached over $3,500 millions in 
1937. The assets of life insurance companies have risen from 
~ko 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 1910, and by 1938 totaled a sum in excess of 
the national income.• 
~ow, while these institutional savings 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
gag~ 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 $8.9 billions of the total of 

• The Commercial and Financial Chronicle; Securities and Exchange Com­
mission; Hearmgs, Temporary National Economic Committee, Part 9, p. 4065-

• Hearing on Savings and Investment, Part 9• T.N.E.C., p. 40511. 
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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. 

Charaqeristically,Lthe 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 

~of interestJ ' . 

Equity Capital 

· lThese developments, with respect to both the demand and 
ilie 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 capital 
ought to be encouragedi · 
tQuestion may be raised whether institutional savings ought 

not to be forced, in a certain measure, into the equity field_,j 
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 insuranc'e 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. Qn 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 
w withstand periodically deflations of the magnitude expe-
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rienced in the Great Depression. It is incumbent upon gov­
ernment actively tc. pursue policies which will not make it 
necessary for business to face such risks. l ' 

efts 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 manneV' 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 modem savings-invest-A 
ment conditions, be found to permit large anticipatory pri-
vate investments. · 
L.Reinvestment of corporate earnings is an important and de­
sirable source of equity capital]under 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 
so 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. theJact that anticipa­
tory real investiD;ents 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 riew enterprises, as was true of the Mellon in­
Yestments, 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 new 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? \Vould 
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 tQ 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 

1 

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-$900 millions for 1936, $1,100 millions 
for 1937, and $825 millions for 1938. The average for the 
three 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 77 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 theory 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 $•7·3 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 
pro~lem 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 8 

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. 

•• T H. L. L~tz, The Fiscal and Economic Aspects of the Taxation of Public 
Securities; Bar Press, 1939. · 

e Bulletin of the National Tax Association, June, 1938. 
. ' 
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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, S ooo's I922 I9JO I9J7 
Total 7-66 7·34 10.64 
Under 50 5·39 3-27 6.86 
5o-1oo (1 922, so-15o) 6.11 4-22 7-52 
1oo-2oo (1922, 15o-25o) 6.48 4-92 9-48 
20o-400 (1922, 25o-450) 7-78 5·75 10-33 
4oo-6oo (1922, 45~50) 7-24 5-01 ll-15 
6oo-8oo (1922, 75o-1,ooo) 7·57 4·74 13.88 
8oo-1,ooo 9-40 13.06 
1,ooo-1,500 8.04 6.44 ll-53 
1,5oo-2,ooo 10.66 7-50 14.69 
2,00o-3,000 13-64 10.01 19.88 
3,00o-4,000' 12-03 16.26 14-97 
4,ooo-s,ooo. 14-94 16-73 i4-98 
s.ooo-6,000 8.21 19-42 19-49 
6,oo~,ooo 6.07. 3-98 24-24 
7 ,ooo-8,ooo 16-32 11-24" 15-02 
8,ooo-g,ooo 14-69 13-90 42-73 
9,ooo-1 o,ooo ' 23-12 
1o,ooo and over 8-39 16-52 23-33 

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 10 on "Statistics of Income," from which the 
above table is constructed. 

'"Economic Consequences of Recent American Tax Policy," Supplement 1..-
Social Research, 1938. ' ' ' 

10 Includes federal government bonds wholly tax exempt and partjilly 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 ta.-<-exempts in 1930. 
and a rise in 1937 to a level above the agu 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 ra,tes, 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 

1... With respect to the cyclical aspect of the structure of taxa­
non, problems relating to extreme fluctuations in business 
income are importanL One consideration has to do with the 
evaluation of inventories for tax purposes. Such nluation 
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 ta.u­
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 c.orporations 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.o 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, 19.30 
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 31.2 per cent; and 
for chemical and allied products 34.8 per cent.11 

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 incotne 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 inco_me 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 ahd administrative difficulties and, 
at times, resulted definitely in tax avoidance. Industrialist& 
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. 

uSee 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 sufficie.nt 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 

I926-29 (average) z936 

. Manufacturing 7.68 7 ·94 
Trade 5.85 7.16 
Public Utilities 5·95 2.69 
Finance 6.47 3.98 
All Corporations (including other divi-

sions not listed above) 6.27 4.83. 

Absolute figures for corporate profits are available in the 
Statistics of Income. If we compare 1926-29 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 i.ncome in 1936 was only $64 billions compared with 
$8o 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 95 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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TABLE XXVIII 

Statutory Net Inco'me of All qorporations Showing Net Income 11 

I926-29 I9J6-J7 
(in millions) (in niillio~s) 

Manufacturing and Mining 
Trade· 

$4.97ll $3,858 

Transportation and other Public 
Utilities 

Finance 

1,014 

1,133 
495 

Total (including groups not listed 
above) lO,ll63 6,824 

Taxes 1,19ll Taxes 752 
After taxes, $ 9,071 After taxes $6,o7ll 

TABLE XXIX 

Statutory Net Income of All Corporations 
(net income less deficit) 12 

Manufacturing and Mining 
Trade 
Transportation and other Public Utilities 
Finance 
Total (including groups not listed above) 

I926-29 

$3·943 
813 

1,634 
1,090 
7·745 

r9J6-J7 

$3.307 
788 
720 

(- 434) 
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 ~ompeti­
tion in the modem 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. 

u Statistics of Income. Dividends for domestic rorporations 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 explanation can be found in the tax structure. 

Consumption Taxes and Investment 

\..It is highly probable that taxes on consumption played a 
far greater role as a deterrent to full recovery in 1936-37 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 su.dden imposition o£ 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 ear~y 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.18 

In so far as these revenues had the effect of curtailing pri­
vate consumption expenditures, it is clear that equivalent 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. 
LTo the extent that our tax system could be shifted away 

fiom regressive taxes bearing on consumption to progressive 
taxes on that part of the income stream wh~ch flows into the 
savings channel, private consumption expef!ditures 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 

• 

T HE economy which developed and flourished in the 
; -nineteenth century throughout the \Vestem world 

was ~e-eminently a private cap~tal!_s~~ «:c~Il!Y- This 
economy enjoyed relatively litile interference from the state, 

'and even from piivate institutional controls such as trade­
unions or cartels. tro be sure, as the century wore on, both 

· private institutional interferences with the free working of 
the private system and state interferences becamemoi-e and 
more general. Within the framework of these interferences, 
however, the private capitalistic economy continued to oc­
cupy nearly ~e 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. \Vith 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 distributiolt, 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 
~ontinent 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. 

• ~Toward the close of the nineteenth century and gaining 
momentum rapidly in the twentieth century, particularly 

.00 
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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.\- Quasi-governmental cor­
porations were organized, such as the British Broadcasting 
Corporation, the Port of . London Authority, the Central 
Electricity Board, the London· Passenger· Transport Board; 
the various governmental corporatiol!s developed in Ger­
many in the decade of the twenties, such as the Yereinigte 
Industrie-Unternt;hmungen 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 ~ual system. One type of 
dual system would be a private-public consumption economy; 
the other, a private-public production economy .• Vo 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 Pro~uction Economy 

1 A dual production system, which is clearly a hybrid be­
tween a private capitalistic economy and a :;ocialized 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 1 

fully developed system, whether of the purelY. private capi­
talist type or the thoroughgoing socialist type' }this point of 
view has been ,much elaborated in recent literature. It has 
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been suggested that either type of economy in the hands of an 

1 intelligent and resourceful people with character and self­
discipline could be expected to function well, bJJ.V that! the 
mixture of the two systems presents inherent c6iltradictwns 
whK:h-weuldmake sad1 a fryol't~nworkable.-A mix­
ture of the two systems interfe!eS. it is said, withihe proper 
fU:iicticin1rijfof the private capitalist segment of the economy\' 
\\One advantage which the dual system clearly has, however, 
over the thoroughly' S<]Cialist state is that it offers a greater 
scope for individual freedolll from the coercive restraint of a 
highly centralized authority>.This is true fqr 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 
collei:tivisnt.,Under modern conditions of high concentration 
of economic power in the hands of giant corporations and 
in the hands of centralized trade-unio'ns, with hundreds of 
thousands and even millions of members, it is by no means 
certain that the 'p.rivate c,apitalistic economy offers a wider 
distribution of power than a dual economy.} It 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 arid 
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. 

Asi~e 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 
pri•ate system, on the one side, or the highly collectivized 
system on the othee )The highly coll~tivizm_s~teiiL~ likely 
to result in a detetj._gr~tion of -~ifidency. On the other side, 
the purely priVate capiulls-i:ic economy, while capable of 
achieving high operating efficiency, nevertheless is tending, 

• 'l 
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through the development of monopoystic restr<ili!_~, toward 
restriction of production andlillot we I a~pted to CC?p~with 
the problems of stab~l!ty~nc:J:_f~lT .e~p_~ym~.nt of re~OU.!~~~~ 

-[Therrtraiproduction system, 1f 1t 1s to avmd the ddncult1es 
which have been feared for a hybrid economy, probably 
would have to be. developed in terms of a fairly high com­
partmentalization of different phases of economic life, cer­
tain areas being reserved for private enterprise and others for 
state ente:rprise.lThe economic trend~ in th~ last fifty years 
indicate that tlte1most natural field for state enterprise lies in 
the area of railroads and public utilities. These fields were 
not able to -roliliii4e-to-operate ui}der a competitive 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..,llire 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 ~ 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 an'l-hpis of the reasons, both in terms of ex­
perience of countties 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 "s,tandpoint of the specia.l problems of 
stability and full employment of resources, and particularly 
from the standpoint of fiscal policy. 

\ J:A dual economy in which railroads and public utilities 
op~rate under state enterprise, leaving trade, manufacturing, 
and finance under private management, would offer certain 
advantages from ti standpoint of stability and full employ­
ment of resources. ~he first clear gain which would follow 
from such a dual s stem is that the total area of economic life 
which is under the control of the state wouldOevery much 
gr~'!.~.r. This means that a very large. sector, perhaps one third, 
of the total national income would spring from governmental 
expenditures.IThe state i~ freer to regu!arize these expendi­
tures- than if private competitive manageme9D If, for ex­
ample, the railroads had been under the control of the fed­
'eral government in the rast decade,· investment expenditures 
modernizing railway ·equipment would have been possible 
during the depression. A long-ran·ge investment plan with re­
spect to passenger and freight equipment, terminal facilities, 
bridges, and safety devices coulg have been carried forward 
in a perjod of depression by st~te ~ilterprise in a manner ve7.._ 
difficult for private management.\The regularization of ~ 
penditures--in--sta_te enterp~i~e, whether operartng expendi­
tures:;replaCeiileiit expenditures, or expenditures on new in­
vestment, would provide a ~l!tin11.<~11~ flow of income. State 
enterprise wOuTdt~ as a central-pivot aroundwhich 
the rest of the economy would revolve.lThis in itself would 
serve to limit the cumulative deflationary influences flowing 

---· . --- -
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~m 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 deflationary tendencies coming 
in~1Q~ the private sect_~ · . . · · 
1 J:A dual systencwoulathus 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 sectoriSuch 
an economy would be far from a completely stable onhut 
the instability could likely be kept within a nai'l"ower range 
of fluctuation than could be achieved in a purely private 
economy.)\ . 
• \ Difficulties)nherent in a dual system would certainly be 
preseni:-particularly with respect to thebmtrol of w~ra~ei-1 

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 understanding bf leaders a:s-well a5 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 CQJlectiv~ bar­
gaining. The historyoOabOrrdations indicates that the de­
.riiiiids 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 se~e of the term, as well as satis-
~ctory housing, public health, social security, and general 
,.\Jcial and community conditions. A resistance to unreason­
able wage demands may well lead to revolutionary and dis­
ruptive activities, if other legitimate deniands of human be. 
ings in the modem social community are not reasonably 
provided for. But the more labor becomes a participant in, 
and beneficiary of, a wide range of colllJilunity 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 kc;eping the cost structure, particularly wage 
rates-, l\>'ithiri-«anomie limitS-may be intensified by the ex­
pansion of s~~ enterprise. But the sphere of the state in 
modern comiunities is, in any event, a large one, and we are, 
therefore, c.. pelled to face the problem in large measure, 
whether or n ~tate enterprise is expanded, to the limits here 
discussed, into a'c':lual economy. 

A Dual Consumption Economy 

I \second type of dual economy represents a considerable . 
socialization of income and consumption. The important dis­
tinction between these two types of systeins is that the dual 

•production system has, perhaps, certai~"!-_d_~~!ltage~_from the 
sta~dpoin~ stability. This is true "because such a sy~le!il 
would nave, of necessity, a large control over investment ex­
~enditures. Since it is clear that fluctuatloiis-ln in~e;tment 
1areihe-neart and core of business cycle fluctuations, a dual 
I production system makes possible a higher degree of regu­
llarization of the rate of investment than is possible in a 
burely private enterprise economy. 
lllA dual consumption econo.my, on the other hand, offers, 
I perhaps, greater opportun_ities !<!_proyi(}e_full employment of 
resources than is the case with a dual production economy-;} 
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 circuinstances, 
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 1s: 
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 mature_d 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 stat~ For 
even though extensive expansion may be expected to 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 capital investment. . 

\_The earlier economists looked forward to the stationary 
state as a highly desirable onel-a state in which one was not: 
compelled to sacrifice the pnlsent 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. · · ~ 
1 The first really revolutionary change in economic thought: 

ctile in consequence of the injection of business cycle theory 
into the general framework of economic analysiy All the· 
other modifications in economic theory, such as the Austrian; 
approach to the problem of value, were in the nature of 
clarifications. \.I!te 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, ai_!!QllntS to a statem~ of the frictional imp_<l£t_o{jn­
stitution~ arrangements, of customs, habits, and 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. 

The fact is that it requires an extr~rdinary 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 
~hich 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 1 why this price adjust­
ment, taken by itself alone, is likely to prove wholl_y_in_<!_<!_e­
quate to achieve the high ratio of consumptwn to ipcome 
requued by an economy with a less rapid extensive develop­
_ment. The first is that established customs, habits, and be­
havior patterns impose obstacles to thymooth 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
lltitutional lag which may well extend over several genera-

• tions. 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.\!hus, it is highly imp~Q<!_ble 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.\.:ro 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)!igh propensity to consume to permit full em­
ployment.l 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. \Vhile 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 societi::JJ I 

The socialization of income_in the twentieth century is 
rapi~notat:ilfin the fiel~ of lo~ost.housi~g, 
recreational faClhues, pubhc health, soctal secunty and soctal 
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. ~or, 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 w~ld 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 kx1ow 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 ~e decisive issue. 



Part Five 

DEFENSE AND ITS AFTERMATH 



Chapter XXI 
/ 

MONETARY AND FISCAL CON-
TROLS IN WARTIME 

T HE present European War necessarily alters, in greater 
or less degree, the economic situation in the United 
States. We have been trying, 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 6o to a high <?f-
88 between 1933 and 1937, we are confronted with the fact 
that the price level in the fourth quarter of 1940 stood at So 
compared with 100 in. 1926. A 40 per cent reduction in the 
gold t:ontent 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 1940. -

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 !he inflammatory material has been gathered 
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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 av~ilable prodpctive resources 
(so we were told 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 thousan~ unemployed owing to temporary stop­
ages), or 7 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 
$ystem. Direct controls~taxation, rationing, government pur-

l chasing, and supply boards--are designed to commandeer the 
nation's resources for war production 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 
"Wol£1 Wol£1'' so long, we now failed to be on the alerL 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 \Vorld 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 ievel. 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, 1915. 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 short-run and lrom the long-run 
standpoinL From the short-run standpoint, business expecta­
tions in the first \Vorld \Var 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 ~he 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 9ut-
put. . 

\Vith 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. \Vith 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. 

\Ve 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. 
\Vhen, 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 important 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 commande~r 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 upo:q. which our own 
armament program is concentrated. The areas enjoying an 
increase in demand are far more specialized than in the first 
\Vorld ·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 
productive capacity of leading 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 i11dustries 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, o~ 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, com, 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 \Vorld \Var. The 
fact that the continent o~ 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 su~pluses in a long list of important com­
modities. \Vitness 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 commo~ties. The current supplies and 
prospective output capacity of raw materials an~ foodstuffs 
and of a broad range of consumers' goods tend to impose a 
powerful check on general price inflation. 

Speculative Booms and Bottlenecks 

But the war has intensified two control probleins 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 booins 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 \Var 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 specialized skills where needed. 
But, even though this program is carried out with utmost 
speed, the requirements 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 
permissible 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 attacked by a sort of "commodity exchange­
equalization account," 

1 
of which the· "'ever-normal granary" 

is a concrete illustration. Something of this sort may be neces­
sary in a rna jor defense program. 

Lopsided and distorted as it must almost inevitably 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 indwtries 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 appr~priate measures are taken, for a 
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general price 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 through 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
qui:r;ements 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 Reservs 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 de\·ices 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 different 
procedures. If the stimulus to the undue expansion springs 
from govemmental·expen~tures, 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 dear 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 curtailmenL Yet, here it is necessary 
to introduce a caution. The public is likely to face an. un­
welcome surprise in the number of persons that will remain 
on the rolls eligible for \VPA 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 \VPA but not on 
the pa)TOll 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 
theWPA. 

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 pf, 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, 
i~would 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 
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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 circuxnstances, 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 consumers' 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 tb 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 

WHEN the vastly expanded defense program was un­
. dertaken in 1940, we ~ere 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\evel. The Federal Reserve index of pro­
duction ~ve:taged arourid 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 tlfere 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 \\7orld \Var 
. 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, n.ot normally in the 
labor market, had been drawn into emplqyment. This indi­
cates that the potential increase in labor resources is greater 
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than indicated by the formal and somewhat artificial figures 
"ith respect to the SO<.alled normal labor supply. 

With respect to plant and equipment. the possibilities for 
expansion. as Terborgh showed in the J u1y issue of the Fed­
eral Reserve Bulletin, is enormous in the noncontinuous proc­
ess industries. Two or even three ilifts could, if necessary. be­
introduced. This would prm·ide · greatly 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. a continuous process industry. Here. 
at the end of 1940. we were already operating at close to 100 

per cent capacity. Exports to Britain. tlie defense require­
ments. railroad equipment purchases. together with tiie in­
creased demand for consumers· durables. notably automo­
biles-all these converge upon tiie s~l industry. Steel thus 
threatens to become our most serious bottleneck,. Steel ingot 
capacity is about 12 per cent above 1929. A projected trend 
based on iron and steel production hom 18g9 to 1929 indi­
cates a peacetime consumption of these products. at full em­
plo}ment. of about 30 per cent in excess of the 1929 outpuL 
\\·artime consumption of steel is. however. a quite different 
matter. 

The Defense Program 

How rapidly we shall encounter bottlenecks in certain 
types of equipment and labor ~ill depend, in part. upon the· 
magnitude and speed of the defense program and the stim­
ulus it gives to income and employmenL The President"s 
Budget Message estimated total military expenditures. during 
the fiscal year •9-t•· at $6.5 billions. In view of the greatly 
enlarged army program (which offers easier opportunity for 
quick expenditures). it is possible that this figure may be 
reached. In July. 1940. the defense expenditures were only 
about S150 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 $8oo 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 is possible to a full defense effort. This, however, would 
involve a drastic increase in the defense program as now 
anticipated. The present prog:am contemplates: 

(1) A navy of 3,ooo,ooo tons (approximately three times the 
size of our present effective navy). 

(2) Full equipment for an. army of 1,4oo,ooo men, and, in 
addition, equipment of critical items (not readily .obtainable 
on short notice through commercial channels) for an addi­
tional 8oo,ooo men. Housing facilities for 8oo,ooo draftees 
and for 20o,ooo 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 so,ooo planes per year. 

To raise the navy, army and air fort;:e 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 1943. 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 $40 billions in the next 
five years. The_program now laid out, as nearly as it can be 
pieced together with respect tq timing and magnitude (in­
cluding expansion and maintenance), is given in the table 
below: 

Fiscal Year 1 

1941 
1941! 
1943 
1944 
1945 
Total 

TABLE XXX 

Defense Program 

Grand Total (billions) 
Expansion and Operating ~xpenses 

$ 6.5 
10.5 
g.o 
8.0 
6.0 

$40.0 

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 undisputesi 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-

'The fi.scal year 1941 runs from July a, 1940, to June so, 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 
s"!-lpport 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 
latt~r case, we might spend $10 to $15 billions in fiscal 1942 
and $18 to $20 billions in fiscal1943. 

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 tentativ~ 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 $1oo 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 directly or indirectly financed out 
of defense outlays. · 

Everything considered, it is not unreasonable to suppose 
the national income might rise from $74 billions in 1g4o to 
$8o or $85 billions in 1g41 and $go or $g5 billions in 1g42, 
assuming no major changes in the defense program and only 
a moderate increase in the price level. · 

In 1g4o output and employment were running at, roughly, 
So 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 1g4o 
the general wholesale index number stood around So (1g26 
price being 100). 

Total federal expenditures in fiscal 1g41 are estimated at 
around $13.2 billions with probable tax receipts at $7 billions. 
Expenditures for the fiscal year 1g42 are estimated at $17.5 
billions, ·with probable tax ·receipts at $8.3 billions. Thus, 
the probable deficits are $6.2 billions for 1g41 and $g.2 bil­
lions for 1g42. It is expected that approximately $2:0 billions 
of the 1g41 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 in,dividuals) about 
$4-2 billions in fiscal 1g41 and, perhaps, $7.0 billions in fiscal 
1g42. 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 
$go 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 
$wo 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 funds. 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 
Jt.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 
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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 3·5 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.2 'What part, if any, should be financed fiom 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 consiqerable reliance is placed upon 
governmental expenditures as a means of securing recovery, it 
is appropriate to borrow from the banks, since this procedure 
im:reases or maintains a high degree of liquidity for private 
enterprise and facilitates recovery by keeping interest rates 
low. · 

As the national income rises, it is appropriate to tum in­
creasingly (a) to borrowing from the nation's savings stream 

I 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 th·e 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 savings stream 
(progressive 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 period 
1937-40.1 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· 

a 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 30 per cent 
was raised from borrowing, all of which came from savings 
and none of it from the commercial banks. The decline of 
commercial bank holdings of governments in th~ 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 
stream 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 av(!ilability 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 appropriated 
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. I~ the first place, individuals may be 
induced to subscribe to defense bonds in excess of their sav­
ings, covering the difference 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 fina~ce 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 resu.!t in a con­
siderable demand for bank loans and might induce banks to 
enlarge tlieir 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 'Var. · 

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 there­
quirements of private enterprise. 

Paradoxical as it may seem, until an approach to full em­
ployment is reached expansion will help to prevent inflation. 

1 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. T~ere 
is considerable warrant forthe statement that the fear of in­
flation is exaggerated, and there is danger that the important 
weapon of specific 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 1>y 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 accopnts 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.• 

• If corporations accumulated during the prosperous war years a {und 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 slump. 
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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. 
\Vage 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 defertpent is really in lieu of taxes. They 
will want their wage_s 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 o! consumption would resulr 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 3 per cent interest payable annually, and with 
subscription pcivilege 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 course, 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 ~implicity 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 sl.ump. · 

With, respect to the indirect monetary controls, it would 
be a mistake to leave them out of account, or to regard them 
as obsolete. \Vhile 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 lhe powers necessary 
to reduce the excess reserves to manageable proportions so as 
to make open-market operations effective 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. lt was urged that the financing of the 
federal budget, including the defense program, be accom­
plished by drawing upon the existing large volume of deposits 
rather than by creating additional deposits 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 productive capacity not only of agri­
cultural products and foodstuffs, ~ut 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 
lev~ls 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 sho1:1ld not cause us to relax our efforts to the utmost. 
Our economic structure cannot endure either deflation or in­
flation. 
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Chapter XXIII 

THE POSTDEFENSE SLUMP 

T \\'0 considerations must be taken account of in ap­
praising the problem of a postdefense slump. The first 
is the "ithdrawal of heavy consumption taxes imposed 1 

during the major defense effort as a means to check inflatiQn. 
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 hea'''Y 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 "ill 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 '\ill 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 "ill have to 

439 
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be created. It will have to be policed by somebody until 
stable political conditions can be restored. 1\loreover, 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 WP A; were, in effect, emergency relief expendi­
tures. It is to be hoped that in the postdefe11se 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 
~nemployables. 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 o~ 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 m~et 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.service and public welfare programs. 
Old-age assistance should be greatly expanded. This could be 
done in various ways. Under the so-so federal matching sys­
tem, the benefits now range from $6.oo 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 $IS 
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 a 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 ~oup. 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 ag~d 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 healt~ and federal aid to education are equally 
pressing. The recent interdepartment committee on medical 
care recommended a program consisting of three parts: ( 1) 
expans'ion 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,ooo (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 e~:re 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 $6oo millions through a Cotton Stamp plan would 
increase· the domestic consumption of cotton by two million 
bales. · . 

A large numb~r 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. 

TABLE XXXI 

Postdefense Fedeml Budget 

(in billions) 

1. Ordinary operative functions of government: 
Legislative, judicial, and ci;vil establishments, and 
interest on the public debt $2.5 to 3.0 

a. Defense: 
Maintenance of operation of enlarged military 
force 5.0 to 6.o 

3· 'Velfare functions of government: 1 

Public improvements, social security, public wel-
fare, agricultural program 6.o to 7.0 

Total, range centering around $14 to $15 billions 

l The amo~nt 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 
~mped 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 $13 to $14 billions 
of revenue: The .194~ tax rate level (with modification of the 
tax structure to make it more workable) would not constitute 
an int-olerable 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
portunities 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 
procl:!sses 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 magrtitude, should in any 
case be drawn as far as possible from sources which 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 policy of financing a part from 
borrowing. 

Fiscal Reorganization 

From the standpoint of long-ral}ge 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 field of social welfare, place upon 
the states financial burdens beyond their capacity without 
resort to heavy consumption taxes. This form of taxation runs 
precisely counter to the main objective of fiscal policy-that 
of securiJ:lg 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 so-so 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 $3.2so 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. \Ve 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. \Vithout 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 policy 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. \Vhen 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 e~penditures 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 fo!th requires the development of new pro­
cedures. For the time being, one type of tax policy is appro­
priate. But we may very soon encmmter 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 Author.ity should be assigned the responsi­
bility of advising and recommending to the Executive with 
respect to the implementation 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 po5Sible 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 

MANY persons vitally interested in sound international 
rt";lations 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 depressions. 
Indeed, one can go much farther and assert that even in a 
world which was coll_lpletely 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 ~f 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 relationships. 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 pro.found 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 Americ!l upon world 
affairs if we are to continue (a) a high degree of economic 
instability, or (b) chronically 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 nom 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 Americaq. 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, ~d 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 tliat, 
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 Ieist decade the world has, 
however, become increasingly broken up into more or less 
watertight tr~de 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 Trade 

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 ~e 
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, fif!een 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.1 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 leh 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 I explored in some detail in an article on "Hemisphere 
Solidarity" in the October, 1940 issue of FMeign Affairs. See also the article by 
P. W. Bidwell and A. R. Upgren on "A Trade Policy for National Defense,n 
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 
$1 billions. Our own surpluses include cotton and wheat, tobacco and meat, 
and mineral &urpluses 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 bas a large surplus of coffee and cotton, and other 
countries of the hemisphere have very large surpluses of copper· and pe­
boleum. 
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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 inc~ude 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 teason 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 optimistic from the trade standpoint. But, in terms 
of world organization 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 Collaboration 

But the political solution of the problem of w~rld organi­
zation is not enough. The League of Nations, imperfect as it 
was •. could in all probability 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 
wisely 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 9, 1940; a statement of the 
Executive Committee of the British Labour Party on "The 
'Var 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 i~ 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 ~e 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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