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TO MY BROTHER PAUL






As THE TITLE INDICATES, this volume is mainly concerned
with the bearing of monetary policies on the problem of full em-
ployment. The earlier chapters of the volume lead up to a discussion
of this problem.

It may be useful to express some of the propositions contained in
the book in brief form before they are presented more fully and with
the appropriate qualifications. The propositions listed here are not
ordered consistently so as to represent the main themes of the suc-
cessive chapters. However, most of what is contained in the volume
is directly or indirectly related to the few simple statements which
follow.

1) The equilibrium approach is justified because it is fruitful to
contrast reality with hypothetical equilibrium positions, which
usually have normative implications. Equilibrium positions, how-
ever, are not “observable” in factual material. Secular trend lines
do not show the equilibrium path along which the economy would
be moving in the absence of cyclical disturbances. A reduction in
cyclical fluctuations would greatly affect the secular trend.

2) The analytical framework of the Keynesian theory, divorced
from its equilibrium implications, serves as a convenient point of
departure for a discussion of the savings-investment mechanism. As
for the Keynes-Hansen hypotheses concerning the factors produc-
ing stagnant trends in “mature” economies, and particularly in the
United States during the 1930’s, these cannot be proved or disproved
by statistical methods. However, the plausibility of some of these
hypotheses does not seem to be great, if they are viewed in the light
of the available material. Plausibility, of course, is a vague term and
consequently there is room for legitimate differences of opinion in
this respect.

3) Significant changes in the composition of output tend to de-
velop into general growth of the economy as a whole. The shift

[ix]



'Y Introduction

toward certain products stimulates investment more than is required
to offset the undermaintenance in the fields adversely affected by
the shifts. Consequently, tendencies toward changes in the composi-
tion of output may be important contributing factors of general
expansion, which may extend even to the industries that would
otherwise be adversely affected by the shifts. This is one of the
meanings that can be attributed to the dictum that the proper func-
tioning of a capitalistic system requires dynamic basic tendencies.

4) There exists a presumption that autonomous changes in money
wage rates are associated with changes in real wage rates in the same
direction. The reason is that not all new investment produces addi-
tional goods for future consumption. Part of the new investment
produces additional goods for future new investment which, in
turn, also partly produces additional goods for further new invest-
ment and so on. Therefore, it seems likely that the aggregate de-
mand for goods (including the demand for investment goods) tends
to rise, or decline, in a smaller proportion than money wage rates
and the money wage bill.

5) It does not follow from what was said in the preceding para-
graph that a decline of money (and real) wage rates always increases
output and employment and that a rise in money (and real) wage
rates always reduces these magnitudes. Lower unit costs and in-
creased average and marginal profit rates need not always stimulate
output, provided they are associated with an increase of the uncer-
tainty attached to profit expectations; and higher unit costs and
lower average and marginal profit rates need not always reduce out-
put, provided they are associated with a lesser degree of uncertainty.
A decline of real wage rates does tend to increase uncertainty be-
cause it reduces the average propensity to consume and because the
market for consumers’ goods is more stable than the market for pro-
ducers’ goods. There presumably exists a wage level that is optimal
for output, in any given set of circumstances. (There may, of course,
exist several optima.) This notion is quite different from Professor
Lange’s optimum propensity to consume, which is optimal merely
for investment but not for output as a whole.

6) Price and wage rigidities presumably are important contribut-
ing factors of unemployment. Yet it cannot be taken for granted
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that adjustments in the price and wage structure would always re-
store full employment. Nor can it be taken for granted that the
lowering of interest rates and the liberalizing of credit conditions
would always restore a high level of business activity.

%) In periods of underutilization the government may adopt vari-
ous combinations of credit policies, price-cost policies, and tax poli-
cies aimed at increasing the level of private business activity without
resorting to large-scale public expenditure. Aside from adopting
these policies, the government may create reasonably full utilization
by means of public spending. Moreover, if the other policies do not
succeed in restoring a high level of private business activity, deficit-
financed public spending is the only method that will eliminate
mass unemployment. On assumptions that may frequently be real-
istic, public expenditure must be financed, directly or indirectly,
by the central bank itself in order to possess expansionary effects.
This circumstance per se does not, however, imply special dangers.

8) The dangers of an unconditional full employment guarantee
stem mainly from the fact that such a policy would require a rigor-
ous system of direct controis. Without these controls monopolistic
groups could constantly raise wages and prices and reduce the qual-
ity of their services against the background of the full employment
guarantee. The high degree of liquidity, existing under the condi-
tions here postulated, would reinforce the inflationary pressure.
This pressure would necessitate the adoption of comprehensive
direct controls extending to the wage and price level to the factors
affecting the mobility of resources, and probably also to the quality
of goods and services. Persistent mass unemployment would be
even more objectionable than are the trends that would be gen-
erated by the government policies in question, all the more so
because mass unemployment would result in abrupt institutional
changes of an unpredictable character. But the trends produced by
arigid full employment guarantee would prove to be objectionable
enough, if a high value is placed on the present type of social and
political institutions; and in the face of a chronic deficiency of
private investment some such rigid policy of guaranteed employ-
ment might prove to be unavoidable.

9) Yet this dilemma does not have to arise unless there exists, in
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the secular long run, a persistent tendency toward substantial under-
utilization. The available evidence does not suggest that such a
secular trend must be anticipated. Merely cyclical depression ten-
dencies may presumably be counteracted effectively without “guar-
anteeing” the level of employment de jure or de facto and therefore
such tendencies do not necessarily compel us to choose between mass
unemployment and rigorous direct controls. In periods of high
private investment expansionary policies would of course be unjus-
tified. In early stages of recessions it should be possible to adopt
effective expansionary monetary and fiscal policies and to make their
timing dependent on price and wage trends and on the behavior of
economic power groups in general. The expansionary policies should
be discontinued when private investment revives sufficiently. They
also should be discontinued if dangerous price and wage tendencies
manifest themselves, regardless of the level of activity at which these
tendencies develop. Such a policy might be capable of preventing
major depressions and mass unemployment and of shortening busi-
ness recessions materially. It would not guarantee economic im-
punity for concerted action of labor unions and producers’ monopoly
groups and therefore it presumably would not have to resort to
systematic direct controls on a scale comparable to that on which a
policy of rigid full employment guarantee would have to do so. If it
should be necessary to apply large-scale antideflationary measures
all the time (not mercly “cyclically”) then the difference between
the rigid and the more flexible types of policy would tend to disap-
pear and a de facto “guarantee” of the level of employment would
gradually become established. But it scems likely that a sufficiently
vigorous and effective cycle policy would produce a favorable long-
run trend in private investment, and that, consequently, such a cycle
policy could stay “merely” a cycle policy.

10) It seems, therefore, that permanent full employment, if it
could be accomplished at all, would require far-reaching institu-
tional changes of an abrupt (historically discontinuous) character.
Preventing business recessions from developing into cumulative
depressions with mass unemployment does not necessarily require
abrupt institutional changes. Failure to accomplish this somewhat
more modest objective in the United States would spell tragic con-
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sequenges both here and abroad. The accomplishment of this objec-
tive requires integrating monetary-fiscal policies with wage-price
policies. The necessary processes of adjustment during periods of
recession give rise to a cumulative shrinkage of aggregate demand
by which the adjustments are substantially delayed and by which
economic activity becomes paralyzed. The shrinkage in aggregate
demand should be effectively counteracted before it is too late.
However, if comprehensive controls of the “wartime” variety are
to be avoided, it is imperative to adjust the timing of the expansion-
ary policies to wage and price tendencies, and thereby, to the be-
havior of economic power groups. The behavior of these groups
would presumably be much less harmful in these circumstances than
in the event of an unconditional full employment guarantee. The
policy of rigid guarantee could not afford to exert its influence in
this way. It would have to adjust the other variables of the cconomy
by legal compulsion to the rigid course of its own fiscal operations.

11) The more flexible line of approach here considered would
not prevent occasional business recessions and limited periods of
moderate unemployment, but it might well prevent major depres-
sions and lasting unemployment without forcing discontinuous
changes in the institutional setting. Political and economic trends
are conceivable that would destroy the policy in question. The
policy would prove unsuccessful if the behavior of economic power
groups should become such that no amount of indirect pressure
would be sufficient to influence them. If dangerous price and wage
developments will consistently get under way at unsatisfactory levels
of employment, unless the government discontinues its expansion-
ary policies (and if they will get under way in spitc of the fact that
the government is known to discontinue its policies under such con-
ditions), then we will have to have either substantial unemployment
or far-reaching controls. The policy would fail also if, for other
reasons we should be faced continuously with a large-scale insufh-
ciency of private investment, in spite of the fact that the government
develops a practice of stepping in at early stages of contraction. Such
social and economic trends would bring about abrupt changes in
our institutions because these institutions could survive ncither
protracted periods of mass unemployment nor the inflationary spival
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to be expected from a full employment guarantee in the absence of
comprehensive controls. But predictions of these social and eco-
nomic trends rest on mere guesswork and are quite unconvincing.
The long-run economic trend and the cycle are interdependent. The
past long-run trends, whenever they were unsatisfactory, were very
largely influenced by the gross inadequacy of the monetary and fiscal
policies applied in the early stages of some preceding business con-
traction and also by inconsistent attitudes of governments toward
cost-price problems. This, it seems to me, is the most important
single conclusion that can be deduced from modern monetary
theory. It also is a distinctly hopeful conclusion. After all, would
it not have been rather astonishing if the Great Depression and its
aftermath could have been averted by policies based on the com-
mercial loan theory of central banking plus the notion that it is
always undesirable to run a large deficit and, at a later stage, on the
idea that modest reflationary expenditures should be absorbed by
price and wage increases?

While this study was being prepared, and after the completion of
the first draft, I had the substantial benefit of Professor Howard S.
Ellis’ advice. The manuscript was read by Professors Norman S.
Buchanan and John B. Condliffe, who made many valuable sugges-
tions. I am greatly indebted to them and also to Mrs. Sanford A.
Mosk, who eliminated many weaknesses by editorial and other
changes. I was fortunate indeed to have the very able and competent
assistance of Mr. Frank E. Norton, Jr., from the beginning to the
completion of the study.

The editors of the Journal of Political Economy and of the Quar-
terly Journal of Economics gave their permission for the reprinting
of diagrams which I have used in articles published in these periodi-
cals. The Division of Research and Statistics of the Federal Reserve
Board permitted the reproduction of one of its charts. The courtesy
of all three is sincerely appreciated.

The study was essentially completed when Sir William Bever-
idge’s Full Employment in a Free Society was published. However,
in the last revision of the manuscript a few references were made

to the argument contained in that work. .-

Berkeley, 1945



Preface to the Second Edition

ONE SECTION in chapter ii and two sections in chapter iii
of this book make use of estimates prepared by Professor Simon
Kuznets. These estimates relate to national income, consumption,
and capital formation from the decade 1879—1888 on. The estimates
have recently been revised. The figures used in the book are those
published in 1942, in Uses of National Income in Peace and War,
Occasional Paper 6 of the National Bureau of Fconomic Research.
Kuznets submitted his revised estimates in his National Product
Since 1869 (New York, 1946).

The differences between the original and the revised data are sig-
nificant in some cases. Yet the discussion in this study is concerned
with relationships existing between data. In no case do these rela-
tionships change sufficiently, when calculated from the revised esti-
mates, to affect the argument of the book. In other words, the same
propositions may be illustrated with the revised as with the original
data. It was therefore decided to lcave the graphs expressing these
relationships (as well as occasional numerical reterences to them)
unchanged. Considering that estimates of this kind never become
“final,” it seemed appropriate to abstain trom reworking several
charts in chapters ii and iii for the sake of diffcrences which, in most
cases, would be scarcely noticeable to the eye and which would not
change the analysis at any point. In the first edition, the basic data
from which the numerical relationships in question were calculated,
appear in separate tables in the Appendix. These tables are now
omitted. The basic data may now be found in National Product
Since 1869.

For the sake of illustration, I would like to refer to the following
examples:

1) When the revised Kuznets estimates are used, the slope of the
American historical consumption function rises from the early part
of the 1880’s to the turn of the century, from about 0.75 to slightly

[xv]
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over 0.90; later; from the turn of the century to the Great Depression
the slope oscillates between slightly less than 0.go and 1.00. If this
is compared with the data appearing in figure 11, on page 56, and if
the context is considered in which the data are used, the conclusion
clearly is that the differences are insignificant from the present point
of view. (It may be added, however, that the estimates published
in National Product Since 1869 go back one decade further than
those of Uses of National Income in Peace and War, and that they
point to a slight decline of the slope prior to the rise starting in the
1880’s. The percentage of output absorbed by consumption was
similar at the beginning as at the end of the period covered by the
estimates, although oscillations did occur in the course of the inter-
mediate decades.)

2) The revised estimates, just as the previous ones, fail to justify
the assumption that the marginal propensity to consume of a grow-
ing population is greater than the per capita marginal propensity to
consume. Using Tables II g, I 16, and II 17 of Kuznets’ new book,
the slope of the consumption function appears to be typically some-
what greater if income and consumption are corrected for popula-
tion' than if they are not. Comparison of figure 12, on page 58, with
figure 11, on page 57 of the present study, would lead to precisely the
same conclusions if the revised estimates were used instead of those
based on Uses of National Income in Peace and War.

3) Table 8, on page 8o of this study, indicates that, in the United
States, capital per unit of output probably increased to a consider-
able extent during the last quarter of the nineteenth century, but
that there was no “‘deepening” thereafter. The table is based on a
crude method described in the text. In the meantime, Kuznets pre-
pared more careful estimates of the capital stock at selected dates
(op. cit., Table IV 10). Here again the absolute figures, from which
the ratios are calculated, are different from those appearing in the
present study. But the trend of the capital-output ratios remains
such as is assumed in the analysis based on table g of the present
study.’ The analysis is concerned exclusively with these trends.

1 That is to say, if they are expressed per capita.

* Except that the ratios based on the new Kuznets figures show, in addition to the
deepening of the late nineteenth century, a temporary increase of capital-per-output



Preface xvii

4) In the two chapters mentioned, the Kuznets data are also used
to support certain statements relating to the time rate of increase in
consumption, on the one hand, and the level of capital formation
on the other (in the historical long run). Furthermore, they were
used to support certain statements relating to the marginal propen-
sity to consume, on the one hand, and capital formation, on the
other. If the charts applying to these 1elationships were rechawn on
the basis of the revised estimatcs, they would suggest the identical
conclusions. The same is true of the statements relating to popula-
tion growth, on the one hand, and capital formation, on the other.
In most cases it would be difficult to distinguish visually the revised
charts from those appearing in the book.

5) The revised estimates suggest, as does figure 17 on page 83 of
the present study, that the percentage growth of aggregate output
was subject to no downward trend from the decade 1879-1888
through the 1920’s. But the new estimates go back one decade fur-
ther, and they suggest that during that decade the upward trend was
steeper (logarithmically) than in any of the subscquent decades (cf.
op. cit., Table II j).

In other chapters, mainly chapter v, several passages were revised.
It was felt that further clarification was desirable.

W. F.

Berkeley, June, 1917

fiom 1gog to 1919, and a subsequent decline to the 19og level (o the 18gg level, which
was approximately the same). 1t is possible that the apparent 1atio for 1919 is unduly
high because the first three to four months of 1919 fall in a period of cydical contrac-
tion. In a depression, there always occurs a spurious inacase of this ratio.
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CONCEPTS






CHAPTER 1

Underemployment and Equilibrium
THE CoNcePT OF FULL EMPLOYMENT

T{E TASK of defining full employment is an ungrateful one.
When economists speak of reasonably full employment—or more
briefly of full employment—they usually mean a condition in which
job-seeking persons are not unemployed on any significant scale.
Such a statement contains but a vague definition of the concept of
full employment, but it frequently is true that more importance
attaches to a deliberately vague statement of this character than to
a pedantic technical definition which hides, rather than makes cx-
plicit, the ambiguities inherent in a problem. In this case, as in many
others, the attempt at conceptual precision proves to be cumber-
some and does not lead to a completely satisfactory result.

Full employment, of course, means the absence of involuntary
unemployment: only the honestly job seeking have to be employed
in “full” employment. The crux of the conceptual difficulty is that
the stock of unemployed persons usually includes individuals who
might obtain employment if supply conditions were different on
the labor market, that is, if they sought a job on different terms.
Whether an individual should be regarded as voluntarily or in-
voluntarily unemployed has obviously something to do with the
question whether he would remain unemployed even if he were
willing to accept a lower reward for his services, that is, even if
he changed his attitude as a potential supplier of labor services.
The voluntarily unemployed may frequently be interpreted as de-
manding for their services a price at which these services are not
bought. A wealthy rentier is voluntarily unemployed even if he were
willing to work for high multiples of the current salary rates. In
spite of this, it is not fruitful to maintain that all persons are volun-
tarily unemployed who fail to reduce the supply price of their

[3]



4 Monetary Policies and Full Employment

services sufficiently to gain employment. Such a definition, on which
all unemployment might seem to be voluntary, possesses at least two
fatal weaknesses. It presupposes that all persons could be employed
if they accepted wages that are low enough; this is not necessarily
true in dynamic conditions, characterized by the presence of uncer-
tainty. Second, this definition would make the individual “respon-
sible” for legal and institutional arrangements which preclude the
prompt and unlimited downward flexibility of wage rates. Individ-
uals may fail to reduce the supply price of their se:vices in view
of wage agreements based on collective bargaining, or in view of
minimum wage laws, and so on. To argue that in such cases the
unemployment is voluntary, would be highly artificial. The volun-
tas of the individual is not the cause of the downward inflexibility.

Lord Keynes suggested that this dilemma should be solved by
postulating that persons are involuntarily unemployed if they would
be willing to, and capable of, obtaining employment at a lower real
wage rate provided the money wage rate was not reduced at the
same time. This may be interpreted as one way of avoiding the
conceptual difficulty arising from the legal and institutional ar-
rangements preventing the individual unemployed from offering
his services more cheaply. The arrangements in question typically
relate to money wage rates; therefore, if the individual were unwill-
ing to work for a lower real wage rate even though his money wage
rate were not reduced, then his voluntas would have to be involved
in his refusal to offer his services more cheaply. If this is true and
if he could gain employment at a reduced real wage rate, he is volun-
tarily unemployed. Alternatively, the following definition is sub-
mitted to the reader: An unemployed individual is involuntarily
unemployed if he is willing to accept employment at prevailing
money wage rates, regardless of the height of the prevailing money
wage rate.! The height of the prevailing money wage rates, of course,
depends on legal and institutional arrangements and the individual
is not indifferent to them. He obviously prefers to obtain employ-
ment at higher rather than lower wages; the point, however, is that,
if he is to be regarded as involuntarily unemployed, his unwilling-

! This corresponds rather closely to Professor Pigou’s definition of unemployment;
cf. A. C. Pigou, The Theory of Unemployment (London, Macmillan, 1933), p. 4.
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ness to work for a lower money wage must not stand in the way of his
employment, provided wages in general are lowered. Persons who
would be willing to work more hours than they actually do, are in-
voluntarily unemployed to the extent of these hours, provided their
willingness to work more is not dependent on the height of the cur-
rent wage rate.

The Keynesian definition may not always be coéxtensive with the
one suggested here. It is conceivable that a person should be willing
to work for lower real wage rates provided his money wage rate is
not reduced, but that at the same time he should not be willing to
work for a lower money wage rate even if the greater part of the
labor force is willing to do so (and even if therefore the “prevailing
money wage level” does decline.) On the Keynesian definition, such
a person would be involuntarily unemployed, whereas on the alter-
native definition here considered, his unemployment would be
voluntary. On the other hand, it is conceivable that persons should
be involuntarily unemployed on the definition here suggested, yet
voluntarily unemployed on the Keynesian definition. It is submit-
ted, however, that the boxes containing those who would be classi-
fied differently on the two criteria respectively, come close to being
empty boxes; and the definition here considered seems to be simpler.

As was stated above, the conceptual precision gained by a logical
excursion such as the foregoing one is partly fictitious. The seemingly
precise criteria do not make it possible to classify all unemployed
according to the voluntary or involuntary character of their unem-
ployment. Much of what usually is considered frictional unem-
ployment is a hybrid consisting of “voluntary” and “involuntary”
elements. This type of unemployment frequently is involuntary if
it is taken for granted that the individual unemployed is limited to
a specific segment of the labor market (geographically, or as to the
nature of the work that is sought); yet he may voluntarily so limit
himself. Whether such persons should be considered involuntarily
unemployed depends on whether we are willing to regard them as
job seeking even though they limit themselves to specific segments
of the labor market. Whatever technical definition we may favor, it
is well to bear in mind that full employment essentially means a con-
dition in which the number of honestly job-seeking persons who do
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not find employment—or who find less employment than they would
like to—is negligible.

Sir William Beveridge’s definition of full employment (“‘more
vacancies than unemployed’) obviously is intended to express the
requirement that all unemployment should be frictional in the
sense of being caused by the fact that the unemployed, as potential
suppliers of labor, are limited to certain segments of the labor mar-
ket. Furthermore, his “second” and “third” conditions of full em-
ployment (relating to the appropriate location of industries and to
the mobility of labor) essentially express the postulate that frictional
unemployment should be small.” The logical excursion here under-
taken was concerned with such conceptual elements as lie behind
definitions of the Beveridge type.

Periods of large-scale unemployment usually are periods in which
material resources also are “underutilized.” Although this state-
ment will scarcely be contested, it should be recognized that, for the
economy as a whole, it is impossible to lend logical precision to the
concept of the underutilization of material resources. Underutiliza-
tion exists, in a sense, if an individual firm operates to the left of the
minimum point of its average cost curve. In another sense there
exists underutilization if a firm operates to the left of the inter-
section of its average revenue curve with its marginal cost curve.
Yet these deviations from perfect competition bear at best indirectly
on underutilization in that sense of the term in which material
resources are ‘“‘underutilized” in depressions but are not under-
utilized in prosperity. The zero point of underutilization in the
latter sense is arbitrary. It cannot be established by logical argu-
ment. Yet it is possible to lend somewhat more precision to concepts
such as that of a substantial increase (or decrease) in the degree of
underutilization of material resources. A substantial increase (or
decrease) expresses itself in a sudden rise (or decline) of the ratio
of real capital to real output which is accounted for neither by a
change in relative factor prices nor in the setting up of new produc-
tion functions. It is impossible to find out from statistical time series
alone what accounts for a change in the capital-output ratio. But a

* William H. Beveridge, Full Employment in a Free Society (New York, W. W. Nor-

ton, 1945). Sir William Beveridge's first condition relates to the sufficiency of aggregate
demand.
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method will be described in chapter iii by which it is possible to
construct index numbers expressing, at least crudely, the changes
in the ratio of capital to output. For depressions and recessions these
index numbers indicate increases which could scarcely be attributed
to changes in relative factor prices or to innovations alone.*

EQuiLIBRIUM ANALYSIS IN A DYNAMIC WORLD: THE
DEVIATIONS FROM EQUILIBRIUM

Full utilization is assumed in some of the traditional equilibrium
theories. The time-honored theories of economic equilibrium do
not, however, relate to a “representative’ level of economic activity.
They are not, and they do not purport to be, realistic in this sense.
For example, the neo-classical theories of perfect competition—with
their implications of full utilization and of ideal allocation of the
available resources—obviously do not describe an existing state of
affairs. They may be considered valuable tools of analysis because
it is possible to explain certain properties of the real world (e.g.,
the malallocation of resources) by the deviations of our economies
from the equilibrium conditions postulated. An infinite number of
systems could be described from which our actual economies de-
viate, and the properties of the actual economic systems could be
“explained” by the deviations. However, such an analytical pro-
cedure is fruitful only if it can be justified by some independent
criterion. The justification of the neo-classical general equilibrium
theories rests largely on the fact that normative significance is
attached to the equilibrium conditions in question. The deviations
from some of the equilibrium conditions described in the theory
are fairly generally considered harmful, although, for example, the
stationary character of the systems in question is not considered a
desirable objective. The limitatfons of the approach derive mainly
from the circumstance that in most respects the actual deviations
from the norm of perfect competition are not (or are very incom-
pletely) under control. For this reason, and because of the stationary
character of the neo-classical general equilibrium, it is necessary to
have more than this one equilibrium concept at our disposal.

2 The material substantiating this statement is found partly in chap. iii and partly in
my earlier article, “The Technological Argument of the Stagnation Thesis,” Quarterly
Journal of Economics (August, 1941).
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It should be added that the particular equilibrium approach is
frequently handled merely as a method of looking at a segment of
a dynamic economy for a moment of time. In this event it is not
part of an equilibrium approach proper but it is an indispensable
tool of analysis, especially if used in the framework of the more
realistic theory of monopolistic competition. However, the long-
run solutions of monopolistic competition theory are equilibrium
theories in the true sense and they describe the condition of specific
industries not on realistic assumptions but on the assumption of
perfect foresight. They are useful, by contrast, in the analysis of the
consequences of imperfect foresight. But it cannot be maintained
that in the real world there exists a tendency toward these long-run
equilibria. Such a tendency would exist if certain functions re-
mained stable which do not in reality remain so. Consistently
abortive tendencies are not properties of economic reality. They
are properties of an analytical framework that by implication fo-
cuses attention on the forces that render the tendencies abortive
and illustrates the consequences of these forces.

The significance of the concept of monetary equilibrium may
also be attributed to the possibility of explaining economic reality
by deviations from the equilibrium conditions. In the Wicksellian
tradition, periods of expansion may be characterized by the condi-
tion that investment exceeds savings, and periods of contraction by
the condition that savings exceed investment. Savings may be de-
fined in the manner suggested by Professor Robertson, in which case
the excess of investment over savings means rising aggregate money
income, and the excess of savings over investment means declining
aggregate money income; or, savings may be defined in the manner
suggested by the Swedish economists, in which case the excess of
investment over savings (ex ante) means that realized aggregate
income exceeds expected income, and the excess of savings over
investment (ex ante) means that realized income falls short of the
expected.® If, in the course of cyclical development, investment
exceeds savings in certain phases, whereas savings exceeds invest-
ment in others, it seems convenient to contrast these developments

4 Cf. for example Gunnar Myrdal, Monetary Equilibrium (London, William Hodge,
1939). For a minor qualification, «f. fn. 0, p. 10.
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with conditions that would be prevailing in a hypothetical econ-
omy in which savings would equal investment. The hypothetical
economy in question is said to be in monetary equilibrium regard-
less of the amount of unemployment existing in the conditions
postulated. The “equilibrium” under consideration is of the *“dy-
namic”’ variety, unless net savings and net investment do not merely
equal one another but are also equal to zero. In other words, the
magnitudes of the systein shift gradually in directions determined
by the long-run tendencies prevailing in the cconomy.

The concept of monectary equilibrium has proved useful in busi-
ness cycle theory, although the Wicksellian emphasis on interest
rates in the description of the hypothetical equilibrium condition
and in the discussion of disequilibria has been Lugely 1eplaced by
an emphasis on various other determinants of savings and invest-
ment. But again it should be realized that the fruitfulness of the
equilibrium concept rests on the relative ease with which certain
characteristics of our cconomies may be approached by the way of
contrasting real systems with the hypothetical equilibrium economy.

Figure 1 illustrates the “Swedish” rather than the *Robertsonian”
version ot the analysis because the Robertsonian equilibrium con-
dition (constancy of money income), although more precisely ascer-
tainable, is of a more limited applicability than is the Swedish
equilibrium condition (realized values = planned values).” If aggre-
gate money income is expected to change, Robertsonian S = I should
hardly be considered a condition of equilibrium; and in a growing
cconomy aggregate money income o usually expected tovise. Rob-
ertson takes account of this in his discussion of policies.

The figure shows the money value of present consumption (C),
of present net investment (I), and of present consumption plus net
investment, that is, of present earned income (Y), plotted against

8 The figure has various featuies in common with expository devices that hav * been
used by other authors in the presentation of their own theories. (Cf. Paul A, Samuclson,
*“A Synthesis of the Principle of Acceleration and the Multiplier,” Journal of Political
Economy (December, 1939), 786-797; Michal Kalecki, “A ‘Theory of the Business Cycle,”
Essays in the Theory of Economic Fluctuations (London, George Allen Unwin, 1939),
PP- 116-149; Mabel F. Timlin, Keynesian Economics (Toronto, University of Toronto
Press, 1942), pp. 101-116, 117-129, 152-161; Nicholas Kaldor, “A Model of the Trade
Cycle,” Economic Journal (March, 1g40), 78-92. Cf. also my note on “Period Analysis
and Timeless Equilibrium,” Quarterly Journal of Economics (February, 1944).
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the money income expected for the present period. The “period”
must be defined in such a manner that consumption plans, which
are conceived of as being always realized and as being governed by
income expectations, should not be changed during any one period.

Where a line drawn at a.45° angle through the origin intersects
with the Y curve, expected income equals the earned income of the
period. This point of intersection (P) expresses monetary equilib-

Y(=c+p

Expenditure

Expected Income
Fig. 1. Monetary equilibrium.

rium.* To the left of this intersection investment exceeds expected
savings, whereas to the right of the intersection investment falls
short of expected savings. Magnitudes such as SQ stand for expected

¢ At this point all investment is planned; there takes place no undesigned accumula-
tion or reduction of inventories. Consequently, if merely planned investment had been
incdluded in the I function, rather than all investment, the intersection of the 45° line
with C + I would still mark monetary equilibrium. In fact monetary equilibrium is
defined as a condition in which expected and realized income are equal (as in point P)
and in which there is no undesigned change in inventories. But due to the actual
methods of inventory valuation, the second condition is always satisfied if the first con-
dition is. Consequently, figure 1 expresses merely the first condition and it thereby
implies the second. The second condition as well as the first would be expressed in
figure 1 explicitly if merely planned investment were included in the I function and
if the intersection of the 45° line with the C + I function (so defined) would be said to
mark monetary equilibrium. This, however, would render the figure less suitable for
other purposes (such as that of showing the difference between expected and realized
income in disequilibrium, etc.)
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savings.” The magnitudes in question appear as vertical distances
between the 45° line and the C curve, and it is this distance which
equals investment (Y-C) at the intersection of the 45° line with the
Y curve.

Both the C and the I curve, especially the latter, must be assumned
to shift from period to period since the expenditure undertaken at
a given level of income expectations depends on a variety of unstable
circumstances. Consequently, it is necessary to introduce an arbi-
trary distinction between factors expressed in the basic functions
of the graph on the one hand, and factors expressed by shifts of these
functions on the other. Considering that the C function is more
stable than the I function the simplifying assumption will tempo-
rarily be made that the C function remains entirely stable and that
consequently all determinants of aggregate consumption are ex-
pressed in the shape of the function as it is drawn in the graph. As
to the I function, the assumption is made that the slope of the
curve is determined cxclusively by the relationship that exists be-
tween the increase in consumption accompanying a rise in income
(dC/dY), on the one hand, and investment on the other. The in-
crease in consumption accompanying a rise in income, such as
occurs when investment takes place, is by no means the only deter-
minant of the amount of net investinent that can be undertaken
profitably; yet the I curve, as drawn in the graph, implies that the
other determinants of net investment are given; that is, that they
are not functionally related to the magnitudes measured along, the
axes. Whenever the other determinants of investment change, the
I curve must be said to shift. On these definitions, the I curve slopes
downward if, as income rises, the increase in consumption accom-
panying a further unit rise in income becomes smaller. Assuming
that the marginal propensity to consume is known to decline, the I
curve is negatively sloped. If the C function were assumed to be
linear, the I function would be horizontal.®

70E, =SE, stands for expected income, and if, from this magnitude, consumption
(QE,) is deducted, then expected savings is obtained.

8 It will be argued later that it might be preferable to conceive of the C function as
being approximately linear, but for the moment the more usual notion concerning the
shape of this function is accepted because the difference does not bear on the problem
here considered.
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A brief comment is necessary before turning from the shapes of
the basic functions to their shifts. Expected income is not in reality
a definite magnitude. This is an important fact, but it is impossible
to allow for it in a simple diagram. There is a temptation to measure
along the abscissa the “most probable” income expectations but,
like all other simple solutions, this would be unsatisfactory. Plans
are not determined by most probable expectations alone, and they
arc not necessarily changed when the outcome is different from
what was considered “most probable,” as long as the actual outcome
is within a range that was regarded a priori as “fairly” probable. If
asimplified model is used, with “cxpected income” measured along
the abscissa, it should be borne in mind that what is really wanted
expressed is somewhat different and less precise than what is ex-
pressed by the model. What is wanted expressed is that certain types
of instability would not arise (or would not acquire importance)
if the money income realized by the bulk of the income recipients
were in the more or less close ncighborhood of what was regarded
a priori as most probable. The interscction of the Y curve with the
45° line represents such a hypothetical condition, termed monetary
equilibrium. As the graph is drawn, the cquilibrium is stable, if the
basic functions are stable, because the Y curve intersects with the
45° line from above, so that to the left of the intersection expan-
sionary forces are generated, whereas to the right a contractionary
movement is started.

However, the basic functions obviously are not stable and there
is no reason to assume that the shifts of the I curve—and conse-
quently those of the Y curve—would be gradual or that they would
be predictable. In consequence of the sudden, discontinuous shifts
of the I curve, the intersection of the Y cuive with the 45° line may,
in reality, never occur at the level of the simultaneous expected
income. But even if the shifts of the Y curve should accidentally be

" continuous enough to move the intersection through the region
of the simultancous expected income, the equilibrium conditions
are still not satisfied. Equilibrium requires that slight movements
away from that position should generate forces that bring the system
back to equilibrium; ‘“‘unstable equilibrium’ in a system that is

® That is, equilibrium that is not restored if the system is exposed to a slight dis-
turbance.
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being continually “disturbed” is a concept of no significance. The
stability condition is satisfied with respect to movements along the
curves as they are drawn in the figure. The condition is not, however,
satisfied for shifts of the Y curve. Even if in the course of the discon-
tinuous shifts of the Y curve the intersection with the 45° line should
“for a2 moment” occur at the expected income of the period,” the
curve will have shifted in the next period and no forces will have
been generated that would prevent further shifts of the curve in the
same direction. The actual behavior of the system suggests that the
shifts of the I curve do not take place in accordance with depend-
able “functional relationships” and that they cannot be correctly
anticipated.

The analysis illustrates the complete arbitrariness of statements
according to which the systemn tends toward equilibrium positions,
but, by a distinct set of disturbances, is prevented from reaching
them. If the curves are drawn so as to imply stable equilibrium,
except for possible shifts of the curves, then it is true that the as-
sumed equilibrium would be approached and ultimately reached
were it not for the shifts. Yct this tendency toward equilibrium is a
property of the model rather than of the economy; it exists only so
long as the factors expressed in the shapes of the basic functions are
arbitrarily distinguished from the forces expressed by shifts. It may
be fruitful to set up models in such a manner as to imply the exist-
ence of an equilibrium which the system would be approaching,
were it not for a distinct set of disturbing forces. But the value of
this method must be established by some independent considera-
tion. With respect to monetary equilibrium, the significance of the
concept rests on the fact that a variety of dynamic processes has been
conveniently represented as being produced by the constant dis-
crepancy between investment and savings. Morcover, it is also true
that some of the factors producing the discrepancy under consid-
eration can be controlled, and that the elimination of these factors
is generally considered a desirable objective. 'The level at which it
would be desirable to establish monetary equilibrium is, of course,
that of full utilization.

** That is to say, at a point the abscissa of which is the expected income of that same
period.
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A weakness of the analytical conditions of monetary equilibrium
as usually presented is that they do not extend to the requirements
of a dynamic equilibrium over intervals of time longer than a “unit
period.” A hypothetical system that is continuously in monetary
equilibrium may be said to satisfy the requirements of dynamic
equilibrium during its growth (or decline); and certain types of
instability may be analyzed fruitfully by contrasting the actual dy-
namic development of economies with the hypothetical develop-
ments that would occur in dynamic equilibrium. Yet, the conditions
of monetary equilibrium cannot be satisfied over longer intervals
unless the basic functions of figure 1, translated into “real” terms,
behave in a certain way as time passes. The “real” physical magni-
tudes of the system cannot of course remain stable in dynamic
equilibrium; they must change in accordance with such capital for-
mation as satisfies the condition S = I, and also in accordance with
population changes, and so on. The monetary magnitudes may or
may not remain stable, depending on price behavior. In order to
increase the usefulness of the analysis it should be extended so as to
cover the conditions of the consistency of monetary equilibrium
over time. This problem will be considered in the next chapter.

The conclusions so far reached may be briefly stated.

1. The time-honored equilibrium theories such as, for example,
the neo-classical general equilibrium theories, on the one hand, and
the theory of monetary equilibrium, on the other, do not purport
to explain factually representative levels of activity. They are not
realistic in this sense. They also cannot be defended on the grounds
that they describe a situation toward which there constantly exists
an abortive tendency. To defend equilibrium theorizing by such a
statement is meaningless, because the statement characterizes a
method of approach rather than establishes i.s usefulness. The
method is that of describing some hypothetical condition and of
viewing the processes preventing its realization as ‘“‘disturbances.”
The significance of the condition so chosen must then be established
independently. The case for equilibrium theories which do not
purport to relate to factually representative levels of activity must
rest on the claim that the actual deviations from the equilibrium
conditions explain important processes conveniently.
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2. For a discussion of policies, it is convenient to describe equi-
librium systems in such a fashion that most of the actual deviations
from equilibrium should fairly generally be regarded as undesir-
able; and it is also convenient to establish the theoretical frame-
work so as to have the ““deviations from equilibrium™ at least partly
under control.

DoEgs A DyNaMic SYSTEM Pass THROUGH FQUILIBRIUA?

So far we have been concerned with varieties of the equilibrium
approach that do not aim at representing a “typical” level of busi-
ness activity. However, since the depression of 1929-1933, the
opinion has frequently been expressed that certain theories of
underemployment equilibrium—such as the Keynesian theory—are
realistic tools of economic analysis. This opinion is based on the
fact that the theories in question recognize the possibility of chronic
unemployment, and that in the decade of the 1930’s, there actually
existed a chronic tendency toward underemployment in some of the
leading industrialized economies. It is generally realized, of course,
that the economies under consideration were not actually in a con-
dition of equilibrium. Actual economic development is always dy-
namic, and it was very markedly dynamic in the period in which
theorizing in terms of underemployment equilibrium became pop-
ular. Yet, once the fluctuations occur within a range of substantial
underutilization, it becomes tempting to divide theory in two
parts, one of which is concerned with a hypothetical equilibrium
level around which the system fluctuates, and the other with the
“business cycle” occurring around this equilibrium level. At any
rate, this notion seems to be implicit in the claim that theories of
underemployment equilibrium are more “realistic,” or moré “use-
ful,” than the classical or neo-classical cquilibrium systems.

It is by no means obvious, however, that some intermediate level
between the high and low points of economic fluctuations can
legitimately be singled out as an equilibrium level. This procedure
has certain very definite implications that cannot be accepted gen-
erally, although the procedure may be convenient for a limited
number of specific purposes. Uncritical acceptance of the hypothesis
that underlies the procedure in question would indicate uncritical
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belief in arithmetic averages as “significant” magnitudes. Arith-
metic averages do not generally reflect any significant property of a
universe; they mean what they are defined to mean and nothing
more. The same is true of average levels between high and low
points of fluctuating economic time series. They must not be con-
sidered equilibrium levels unless some independent reasoning estab-
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Fig. 2. Industrial production, 1933~1939 (19351989 = 100). Data from Federal Reserve
Charts on Bank Credit, Money Rates, and Business, Board of Governors of the Federal
Reserve System.

lishes them as such. It would, of course, be equally meaningless to
choose one of the extreme levels or any intermediate level as typical
of the entire range without making clear of what property that level
is assumed to be typical and without demonstrating that it truly is
representative of that property.

To illustrate this proposition therc is reproduced here the chart
of the Federal Reserve Board with respect to industrial produc-
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tion," for the period between the depression and the outbreak of
the war in Europe. The period was one of chronic underemploy-
ment cven if the peak level of 1937 is included; and the fact-
interpreting usefulness of underemployment equilibrium theories
has frequently becn asserted with reference to this circumstance, or
to similar developments in other economies during the same petiod.

The reader may notice in figure 2 that the rise from the trough of
the depression to the peak level of 1937 exceeds 100 per cent, and
that the abrupt decline from the summer of 1937 to the summer of
1938 amounts to about 33 per cent. It is true ol British as of Ameri-
can developments that the rise in activity from the trough of the
depression to the upper tutning point of 1947 was very significant.
In Great Britain, where the contracrion was less abiupt during the
depression of 192g-1932,” the post-depression recovery carried the
cconomy (in contrast to American developments) substantially be-
youd the 1929 level.” Looking at the period as a whole, however,
unemployment was also a serious problem in the British cconomy.™

"t Industrial production incdudes manufacturing and mining. ‘the figure is drawn on
the basis of monthly data.

12 T'he preceding expansion also was much less vigorous.

1 The available Board of ‘I'rade Index of Production indicates a 61.3 per cent vise (of
what corresponds broadly to American “Industrial Production™) from the lowest qua -
ter in 1932 to the highest quarter in 1937 and a 14.2 pcr cent dedine from the latter to
the lowest quarter in 1938. The index for the year 1937 was 2060 per cent higher than
that for the year 1929. (Cf. Board of Trade Journal.) In the United States the index was
less than g per cent higher for the year 1937 than for 1929.

14 In the United States the peak level of total unemployment in 1934 seems to have
been between 14 million and 16 mullion persons, and the lowest level i 1947 between
6 million and 8 million persons. (Cf. Russell A. Nixon and Paul A. Samuclson, “Fsti-
mates of Unemployment in the United States,” Review of Economie Statistis, August,
1910.) In Great Britain the peak level of registered unemployment in 1932 was 2.8
million persons and the lowest level in 1937 was 1.5 million persons. (Cf. Minntry of
Labor Gazette, Supplement, February, 1939.) Colin Clark estimates total unemployment
for 1932 at 3.7 million persons; since the difference between Clark’s figures lor total
unemployment and the ministry’s figures for registcied unemployment cotresponds to
about one-third of the latter throughout the period lying between 1932 and the first
quarter of 1936, total unemployment for 1937 may be put at about 2 mullion persons.
(Cf. Colin Clark, National Income and Outlay, London, Macmillan, 1937, p. 208) Con-
sidering that duiing the period in question the British Tabor force was approximately
40 to 45 per cent of the American (about 22 million persons, as compared with the 50
to 5¢ million in the United States), unemployment must be said to have been relatvely
less significant in Britain than in the United States. However, the British figures un-
doubtedly indicate a substantial volume of unemployment. In 1clation to the labor
force, the peak level of unemployment seems to have corresponded to about 3o per cent
in the United States and ta about 14 per cent in Great Britain, whereas the 1937 low
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It may be convenient to summarize and to interpret certain prop-
erties of an economy, the behavior of which is partly reflected by
the foregoing figure (or by similar figures for other countries) so
as to substitute hypothetically some definite level of activity for
the changing levels actually experienced. We shall not resort to
this procedure, but we do not wish to deny that it has its advan-
tages in certain specific contexts. It is necessary, however, to be
aware of the fact that developments such as those sketched above
do not truly display an equilibrium tendency. In particular, it
should not be implied that a system behaving in this manner tends
to show a relatively high degree of stability at some intermediate
level, say at the average level between the two extremes. The notion
that the properties of a fluctuating economy should be studied by
postulating a hypothetical equilibrium level around which the
oscillations take place, suggests that the system, in the course of its
oscillations, passes through a distinct level of potential stability.
There is nothing, however, in the facts that would bear out such an
assumption. There is no reason to assume that “in the absence of
cyclical disturbances” our economies would have moved along paths
that are distinguishable in economic time series.

The question of whether our economies should be said to fluc-
tuate around distinct levels of potential stability may also be viewed
in terms of statistical techniques. The charts reflecting actual eco-
nomic development do not show the marked regularity of simple
periodic functions. Certain kinds of regularity might indeed lend
plausibility to the assumption that our economies are oscillating
around a distinct level of potential stability. The material does not,
however, offer itself readily for this technical procedure.”

Generally speaking, the concept of a factually observable “nor-
mal” is misleading, regardless of the method by which the fluctua-
tions around the normal values are “found” statistically and are

seems to have corresponded to about 13 per cent in the United States and to about
g per cent in Great Britain. (On the labor forces of the two countries respectively, cf.
Colin Clark, op. cit., p. 208, table g4, column 3, and idem, The Conditions of Economic
Progress, London, Macmillan, 1940, p. 79, column 5.)

18 For example, as concerns the results obtained with the periodogram analysis, cf.
W. L. Crum. “Cydes of Rates on Commercial Paper,” Review of Economic Statistics
(January, 1923), 17-29.
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analyzed theoretically.” It is preferable to speak of fluctuations
around a trend line (admittedly arbitrary) than to postulate fluctua-
tions around “normal.” To distinguish between *“the” trend and
fluctuations around it is convenient, because the forces producing
the long-run drift of time series are partly distinct from those pro-
ducing their oscillations and vice versa. But if this method is
adopted, it is necessary to take into account the interaction of the
two types of forces, before conclusions are reached. If the trend were
different, the fluctuations would also be different; and in the absence
of the forces producing the fluctuations, the long-run drift of the
time series would undoubtedly be quite different from anything
actually observable. This is another way of saying that “normal” or
“equilibrium” cannot be observed in statistical material. Trend
lines or the loci of any statistically observable points do not describe
paths along which the system would be moving in the absence of
“cyclical disturbances.”” By influencing the “cycle” we also influ-
ence the trend. Economic systems do not pass through equilib-
rium positions, nor do they “tend” to reach these positions—unless,
by affirming this tendency, the intention is to express the sterile
tautology that any condition would be realized if the forces prevent-
ing its realization were absent.

This may also be expressed by saying that the underemployment
equilibrium through which our systems are supposed to pass in
the course of their fluctuations is indeterminate. Technically it
could also be said that the underemployment equilibrium in ques-
tion is “‘unstable.” Yet it is preferable not to speak of “determinate”
but of unstable equilibria that are being constantly disturbed. Such
a conception would be meaningless, since unstable equilibrium plus

* Professor Schumpeter points out rightly that the concept of “normal business” is
not unknown to businessmen. (Joseph A. Schumpeter, Business Cycles, New York and
London, McGraw-Hill Book Co., 1939; cf. the introduction.) But business is considered
normal or abnormal depending on how doscly it accords with the tendencies that are
taken for granted in any specific short-run period, and the notions about what should
be taken for granted change fast and “without noti¢e.” Employing the terminology of
pages 10~11 above, we may express this by saying that even if in some period the inter-
section of the Y curve with the 45° line should accidentally occur at the expected in-
come of the same period, the Y curve will soon have shifted away and no forces will
have been generated that would bring the curve back.

¥ Cf. Wesley C. Mitchell, Business Cycles: The Problem and its Setting (New York,
National Bureau of Economic Research, 1927), p. 376.
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disturbances add up to disequilibrium. The indeterminancy of
underemployment equilibrium is expressed in the fact that some
of the basic functions, which must be assumed as given if the equilib-
rium solution is to be calculable, are not merely volatile but that an
infinite number of positions assumed by these shifting functions is
equally “legitimate.” In other words, it is impossible to attribute
normalcy, in the given conditions, to any distinct position assumed
by the basic functions during their fluctuations. Normalcy may be
attributed to some position which appears to be desirable, and
thereby, a value judgment may be expressed. But presumably the
aim is dynamic equilibrium,” with reasonably full utilization, and
this is not a condition “‘through which the system passes.”

¥ That is, at a condition in which monetary equilibrium is satisfied consistently over
time.



CHAPTER II

The Indeterminateness of
Underemployment Equilibrium

THE PROBLEM OF INVESTMENT FOR FURTHER INVESTMENT

rI:u«: concepT of underemployment equilibrium is older
than the Keynesian analysis. In pre-Keynesian days the conditions
of this equilibrium were expressed in terms of the behavior of the
relative cost structure, on certain simplifying assumptions concern-
ing aggregate money flows. This type of statement is found, for
example, in Professor Hicks’ Theory of Wages, where the question
is raised as to what occurs, in a stationary closed community, il the
general level of real wages is raised and maintained at a height in-
consistent with full employment. Hicks’ answer is: * I'he final posi-
tion thus reached is one of equilibrium if the existence of the
unemployed is left out of account.”™
On the other hand, the Keynesian type of analysis is concerned
with money flows and it has definite implications on cost behavior.
The conditions of Keynesian cquilibrium may be provisionally
stated in terms of figure 1 (p. 10). In the Keynesian analysis the
position of the I function is determined by the marginal cfliciency
schedule and the rate of interest; and the rate of interest is in turn
determined by the demand for money and the supply of money (but
it could be regarded as being determined by the demand for loans
and the supply of loans). The basic assumption is that the inter-
section of the Y curve with the 45° line occurs “in the real world” at
a level of money income equivalent to a physical output which can
be produced with much less than the available labor force. This
implies that the Y curve tends to a distinct position around which it

1 J. R. Hicks, The Theory of Wages (London, Macmillan, 1932), pp. 198-199. Cf, also
A. C. Pigou, The Theory of Unemployment (London, Macmillan, 1933}, p. 252.

[21]
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oscillates under the impact of certain disturbances; and that the
behavior of the cost structure is such that the equilibrium position
of the Y curve is not rendered unstable by “adjustments,” even
though the number of unemployed is large in the equilibrium
position.

The fact that the I function oscillates is recognized, and even
emphasized, in the Keynesian reasoning; but if the equilibrium
solution is to be meaningful it has to be assumed that some distinct
level occupied in the course of these oscillations represents the true
level of the function, and that the function is being moved around
this position by specific disturbances. This notion of the “true level”
is essential for the determinancy of the equilibrium solution. It
will be argued that there is nothing in the real world, or in the
Keynesian analytical framework itself, that would substantiate this
notion of the “true level.”

The intersection point to which the Keynesian analysis relates
(point P in fig. 1, p. 10) fails to exhibit an equilibrium tendency,
so far as shifts of the functions are concerned. This becomes obvious
as soon as the question is raised: Why does the intersection occur
where it does at any moment of time? Assuming that the position
of the C curve is relatively stable, the answer is: Because producers
believe that a certain amount of investment can be undertaken
profitably, given all actual and assumed conditions of the system at
that time. If they believed that more investment could be under-
taken, the investment flow would be higher, provided that resources
were available for more investment. Whether the improved expec-
tations of the producers would be justified depends on what their
expectations would be in subsequent periods. Optimism that is
consistent over time necessarily justifies itself for the economy as a
whole, unless interference on the part of the monetary authority or
some other outside disturbance prevents it from justifying itself;
and pessimism that is consistent over time necessarily justifies itself
for the economy as a whole, unless the deflationary consequences of
pessimism are effectively counteracted by monetary policy or by an
outside impact. As long as undesirable price developments, stem-
ming from scarcity, do not occur, the monetary authority should not
be assumed to counteract consistent optimism.
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It should, of course, be realized that a psychological theory in
which a statement such as the foregoing one belongs does not carry
very far. Any worthwhile theory must go beyond statements like
this and it must do so by raising the question of what normally
influences producers in forming their expectations and also of what
expectations are likely to remain fairly consistent over time. Fur-
thermore, certain expectations almost necessarily lead to develop-
ments that will be counteracted by deliberate action of the monetary
authority or by other outside disturbances. All this should lead to
an analysis of real factors underlying the psychological surface of
dynamic theory. At the same time it must always be remembered
that expectations are the immediate determinants of entrepreneur-
ial activity and that consequently no doctrine holds true that leaves
out of account the interaction of real developments with. entrepre-
neurial expectations. In order to argue that a level of expectations
producing an underemployment intersection in figure 1 is a true
level, it would have to be shown that shifts away from that level
give rise to certain developments preventing these shifts from be-
coming permanent. This, however, cannot be arguced convincingly
unless certain basic postulates of the underconsumption theories are
implied.

The underconsumptionist justification of the doctrine of the
“true” level of underemployment would have to be about as fol-
lows: Given the C function of figure 1, entrepreneurs have objective
reasons for undertaking no more and no less than a definite amount
of investment at each income level. If they undertake more invest-
ment they will soon discover that they were too optimistic and conse-
quently they will reduce their investment activity; if they undertake
less investment than would correspond to the true level, they will
discover that they were too pessimistic, and consequently they will
increase the scale of investment. They do so because any given
marginal propensity to consume “calls for” (by which is meant
objectively calls for) a certain amount of investment. Hence, given
the C curve, the true level of the Y curve is objectively determined.
The relationship between the C curve and the Y curve is considered
to be an objective one because it is assumed that producers invest
in order to satisfy consumer demand. Given, therefore, the C func-
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tion of figure 1, that is, the so-called consumption function, the true
level of investment for each point along the abscissa is that amount
which will give rise to an increase in output no greater than is war-
ranted by the marginal propensity to consume.

This notion would be correct only if investment were governed
exclusively by the increase in consumption that can be achieved
when output (income) rises. However, it can be shown that the
capitalist economy would be involved in a continuous process of
contraction if the investment-consumption relationship actually
were as simple as this. Once it is assumed that the marginal pro-
pensity to consume, in real terms, typically is smaller than unity,
it must be taken for granted that part of the investment undertaken
during any period does not serve to increase the consumption of
the subsequent period in which output rises but, on the contrary,
serves to bring forth further investment in the subsequent period.
This may be expressed briefly by saying that only part of the invest-
ment of any period is “for (subsequent) consumption,” the other
part is “for (subsequent) further investment.” The additional out-
put attributable to investment serves these two purposes respec-
tively. The net investment of a period must be assumed to increase
the real output produced subsequently beyond the level at which the
subsequent output otherwise would be. This increase corresponds
to the marginal productivity of capital® If the marginal propensity
to consume is smaller than unity, part of this subsequent increase in
output will have to consist of a further increase in new investment
and the same proposition will hold true of any sequence of periods.
This is another way of saying that any amount of net investment may
be “justified” per unit of expected consumer demand, provided a
high rate of investment per unit of consumer demand will be con-
sidered justified also in the future. Aggregate consumer demand of
course rises if more investment is undertaken per unit of additional
consumer demand (i.e., if more investment for further investment is
undertaken) because in this event aggregate income rises. Within
the limits set by the availability of resources, any amount of output

*The concept of investment for further investment could also be defined in gross
terms (i.e., as part of gross investment). For the purpose here the net concept is more
convenient. In decdlining economies the net magnitudes would become negative and
the increases would become decreases.
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can be maintained indefinitely, regardless of the shape and the slope
of the consumption function, provided the willingness to invest for
further investment is sufficient.

It also is possible to indicate what fraction of the aggregate net
investment of each period must turn out to be investment for further
(or subsequent) planned investment, in order to avoid an unplanned
accumulation (or decumulation) of stocks.* The fraction is one
minus the marginal propensity to consume, in real terms. This is
true because the additional output attributable to the net invest
ment can be only partly sold to consumers; and the fraction that
can be sold to consumers is measured by the marginal propensity to
consume. The remaining output attributable to the net investment
must be for subsequent (further) planned investment, if unplanned
changes in stocks are to be avoided. Investment for further invest-
ment always turns out to be the amount of net investment times
one minus the maiginal propensity to consume, but if the economic
process is to show stability over time, the subsequent investment
flows must be deliberately gencrated and must not express them-
selves in undesigned changes of inventories.

The lag between the “investment” and the “subscquent further
investment” is merely that extending from the acquisition of a new
physical asset to the appearance of such additional output as must
be allocated either to consumption or to investment. This is a lag
of infinitesimal length; when commodities are being produced, the
“goods in process” produced in the first infinitesimally short period
cooperate in the production of the goods in process produced dur-
ing the second period of infinitesimal duration.* It does not follow,
however, that a new decision to invest the product of the preceding
investment must be made in each period of infinitesimal length.
One and the same ‘“decision” may cover the subsequent reinvest-
ment of the product of investments for a considerable period in ad-
vance. The investor decides in advance that the goods in process

3 Investment for further planned investment may be, of course, in part, a matter not
of actually selling to another investor, but of satisfying one's own reservation demand
for physical assets in the next period. This, however, is true of all demand-supply
propositions.

¢ Cf. Earl R. Rolph, “The Discounted Maiginal Productivity Theory,” Journal of
Political Economy (August, 1939), 542-556. Cf. ibid., pp. 548 ff.
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produced in the first infinitesimally short period will be used to
produce further goods in process, and so on: he decides to produce
“finished” products. The individual makes new decisions at discrete
points of time.

From the standpoint of the ex ante—ex post distinction, invest-
ment for further planned investment is a hybrid because it is
characterized by a relationship between investment plans and the
result of preceding investment. The investment plans call for using
the product of preceding investment in the framework of further
investment. Nevertheless, for a community as a whole, it is possible
to speak of a high or of a low willingness to invest for further
investment. The willingness to invest for further investment is high
if, consistently over time, a substantial amount of investment is
undertaken that results in products used for further investment.
Consistency over time must be required in order to exclude invest-
ment that leads to unplanned additions to inventories. In the event
of unplanned accumulation, aggregate investment declines after
a brief interval, so that there exists no “consistency over time”’; and,
of course, there also exists no ‘“willingness to invest for further
investment.”

The “real” conditions of dynamic equilibrium, which will now
be formulated, are, as will be argued, interdependent with the
monetary conditions discussed in chapter i (that is, with the modern-
ized version of the Wicksellian S =1). In figure 3, the expected real
income of.a planning period is measured along the abscissa; the
aggregate consumption (C), the aggregate planned investment (I,),
and the sum of these two (C + I,,) are measured along the ordinate in
real terms and for the identical period.” Assuming that the marginal
propensity to consume declines with rising real income, the C func-
tion tends to flatten out; and assuming, as in figure 1, that the
inducement to invest for further investment is given (i.e., is not
functionally related to the magnitudes measured along the axes),

8*“Real” means that the magnitudes in question are expressed in the prices of some
base period. As was pointed out in footnote 6, p. 10, it would have been possible to
use the monetary Ip function instead of the monetary I function in figure 1; and it would
be possible to use the real I function instead of the real I, function in figure 3. But some
of the points involved in the discussion of chapter i could be brought out better by using
the I function, and the main point involved in the present context can be illustrated
more conveniently by using the I, function.
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the I, function slopes downward. Investment for further investment
should be represented by a horizontal line, and the other constituent
of aggregate planned investment, namely planned investment for
subsequent consumption, depends on the marginal propensity to
consume, which here is assumed to decline. If a linear consumption
function (i.e., a constant marginal propensity to consume) were
assumed, the I, function would have to be drawn horizontally. It
will be argued later that it may be realistic to conceive of the C
curve as a linear function, although it is more usual to assume that
the marginal propensity to con-
sume declines with rising income.
This difference possesses no signifi-
cance in the present context.
Dynamic equilibrium requires
that expected real income should
equal C+I,; this condition is satis-
fied where the 45° line of the figure

-

Plonned Conshtuents of Real Output

intersects with C+1,. The same con- & 43 s -
o . . ]

dition cannot, however, be satis- Expected Real Income

fied in the subsequent period, un- Fig. 3. “Real” determinants of

. dynamic equilibrium.
less the I, curve shifts upward from Y h

the “present period” to the next. This is clearly reflected by figure 3,
since the real income of the next period will be higher than that
of the present period by a magnitude that depends on (although is
not uniquely determined by) the investment of the present period.
Assuming at first a relatively stable C function, it is obvious that
the higher real income can correspond to a new intersection point
with the 45° line only if the I, curve shifts upward. The necessary
degree of shift may be read from the figure if it is known at what rate
the system moves to the right along the abscissa in consequence of
the net capital formation that takes place. The C + I, function must
shift upward so that the abscissa of its intersection with the 45° line
should move to the right at the same rate. Assume, for example, that
the investment of the present period is the height of the I, curve for
E, (this must equal the planned saving for the real income level
OE,); and assume that, from the present to the next period, this
investment raises the rate of real income from OE, to OE,; then the
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curves of the chart must shift to the “dotted” levels corresponding
to an intersection with the 45° line at OE,. In fact, an upward shift
of the I, function becomes necessary not merely if the C function is
stable; it becomes necessary whenever the historical consumption
function (which may result from upward shifts of analytical con-
sumption functions) possesses a slope of less than unity. This condi-
tion is realistic. Dynamic equilibrium requires upward-shifting I,
functions.

It also becomes obvious from these considerations that investment
for further planned investment must increase from one period to
the other (unless cither the marginal propensity to consume or the
average propensity to consume, or both, increase markedly with
rising income). Constancy of both the average and the marginal
propensity to consume would require an increasc of aggregate in-
vestment for further investment in the same proportion as that
in which real income rises, because both aggregate consumption
and investment for.consumption would be increasing at this same
rate. Decline of both the average and the marginal propensity to
consume would require an increase of investment for further invest-
ment at a rate exceeding that of the rate of increase of real income,
because both aggregate consumption and investment for consump-
tion would account for smaller shares of an increased output.

If the “real” conditions of dynamic equilibrium—those cxpress-
ing themselves in the upward shift of the intersection from P, to P,
in figure g—are not satisfied, then the monetary conditions (ex ante
S =1) can also not remain satisficd for more than a period of negli-
gible duration. If the I, function of figure § does not shift upward
from period to period in accordance with the requirements of dy-
namic equilibrium,’ an unplanned accumulation of inventories
takes place and this must be expected to result in monctary and real
contraction. On the other hand, if the “real” conditions are satis-
fied, then the actual development corresponds to expectations, and
hence a discrepancy between the money value of ex ante savings
and investment cannot arise. The conditions expressed by figure 1
and those expressed by figure g are therefore interdependent con-

* Dynamic cquilibrium was defined in chap. i as a hypothetical state of affairs in
which the condition of monctary equilibtium is satisfied consistently over time; and
monetary equilibtium was defined as satistying the condition S -1, ex ante.
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ditions of what may be called dynamic equilibrium, but it is im-
possible to express the two sets of conditions in one and the same
diagram, unless a constant price level is postulated. With a correctly
foreseen continuous decline of the price level, dynamic equilibrium
might, for example, require stability over time of the basic functions
of figure 1, but, the functions of figure 4 would still have to shift in
accordance with the requirements here discussed. to allow for the
rise of real income in consequence of the net capital formation.
It may be repeated that the underlying definition of dynamic equi-
librium requires that actual cconomic development must not devi-
ate from plans and that this concept, although obviously umealistic,
is believed to be fruitful in the analysis of phenomena ot instability,
such as are attributable t deviations trom planned developments
(i.c., to unforeseen events).

The existence of periods of expansion refutes the assumption
according to which all investment is determined by the vising con-
sumption by which it is accompanied. What part of investment is
“spontancous” (in the sense of not having been induced by a pre-
ceding rise in consumer demand) is a question of no signilicance
whatsoever hom this point of view. Regairdless ot whether a flow
of investment is o1 is not “spontancous,” it is ttue that part of
the additional output must subsequently be absotbed by turther
planned investment, il no unplanned accumulation ol inventoties
is to occur. If all investment was intended to be for consumption
rather than for turther investment, the cconomy would be contract-
ing without interruption, provided that the mamginal propensity to
consumec is smaller than one. In these circumstances, the investment
activity of any period would prove to be too high n the next period.
If, accidentally, there were no contraction insome period. the process
of contraction would set in with a negligible lag.

Since it is realized that the imvestment activity o any period is
partly for consumption and partly for further investment, it cannot
be maintained that the shape of the CGoanve determines the true
level of the T curve of figine 1 and thereby of the Y cumve. The 1
curve is determined partly by the amount ot investment that is
undertaken in order o supply increased output for consumption
and partly by the amount of investment thacis unda taken to supply
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increased output for further investment. The inducement to invest
for further investment must be distinguished from the inducement
to invest for consumption; and the amount of investment serving
the purpose of further investment has no objectively determined
“true level” as long as resources are available for this type of activity
and as long as these resources are of the kind that is demanded. If
it is consistently assumed that more investment for further invest-
ment is justified, then actually more proves to be justified; whereas
if it is consistently assumed that less of this activity is justified, then
actually less proves to be justified.

So far as the mechanics of the capitalist process are concerned,

there is no more inherent truth in the statement that investment is
for the sake of consumption than in the statement that consumption
is for the sake of investment (or production). If producers were con-
sistently willing to use for investment all resources that are not
being used for the production of consumers’ goods, they would find
this behavior to be profitable regardless of the position and of the
slope of the consumption function. To say that investment for fur-
ther investment would involve an absurdity because producers
would always be producing partly for producers instead of for con-
sumers, means calling an entirely normal, and even indispensable,
feature of an expanding economy, absurd. In Professor Knight's
words:
The increase in wealth is to a large extent an end in itself as well as a
means to the increase of income, and this also again to a rapidly increas-
ing degree as the standards of life are advanced. Men work to get rich in
a large proportion of cases not merely in addition to, but in place of, con-
suming larger amounts of goods. It is a grave error to assume that in a
modern industrial nation production takes place only in order to (in-
crease) consumption. It is true to a great and ever-increasing degree that
consumption is sacrificed to increase production. Whatever our philoso-
phy of human motives, we must face the fact that men do ‘“raise more
corn to feed more hogs to buy more land to raise more corn to feed more
hogs to buy more land,” and in business generally, produce wealth to be
used in producing more wealth with no view to any use beyond the
increase of wealth itself.”

"F. H. Knight, Risk, Uncertainty and Profit (Boston and New York, Houghton,

Mifflin, 1921), cf. p. §19; cf. also idem, The Ethics of Competition and Other Essays
(New York-London, Harper, 1935), p. 26, n. 2.
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If, however, for some reason it is determined to press reality into
a model in which all investment is undertaken “ultimately” to sat-
isfy consumer demand, this may be done, provided a sufficiently
complicated terminology is used, and provided care is taken to avoid
the pitfalls of that terminology. This procedure is not going to be
applied here, but it may be pointed out that since total consumption
is increasing with total real outpu, it is always possible to maintain
thatall investment activity is aimed at letting total consumption rise.
Moreover, instead of saying that part of the present investment serves
the purpose of subsequent further investment rather than that of ad-
ditional consumption, it is possible to say that part of the investment
of the present period will prove profitable because of consumption
occurring at a distant future rather than in the immediately fol-
lowing periods. All this, however, constitutes a difficult attempt to
save a preconceived model in the face of a nonconforming reality.
Clearly, since the marginal propensity to consume is positive (which
means that aggregate consuinption is rising with aggregate income),
dynamic lags may be defined into the system, the investment of the
present may be associated with the consumption of distant periods,
and consequently all economic activity may be represented as being
undertaken to realize higher and higher points along the aggregate
consumption function, at increasingly distant dates. Then, of course,
the length of the “dynamic lag” becomes variable and this becomes
the reason for the variable relationship between the C and the 1
function. Unfortunately for the terminology in question, it would
have to be added that the investment of the present serves effectively
the consumption of n periods from the present only if in the course
of these n periods further investment will be undertaken that will
have to serve the consumption of periods following the nth period
from the present.® This kind of terminology does not recommend
itself because it obscures an essential fact, on which economic anal-
ysis should be focused. It is a fact that contraction cannot be avoided
if a certain fraction of the products of the net investment activity
of each period fails to be used subsequently for further (additional)
planned net investment. This is true of any sequence of periods. An

8 [here exists an obvious analogy with the pitfalls of the “Austrian” capital theory,
and, in general, with views rooted in the wage-fund theory.
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economy intended to be completely “geared to consumption” is by
necessity a contracting cconomy, if the marginal propensity to con-
sume is less than unity.

The foregoing analysis relates to the mechanics of the capitalist
process. On the level of value judgments it could scarcely be con-
tested that normally all investment derives its “justification” from
being associated with rising consumption. But this is an altogether
different question.

THr CONSUMPTION-INVESITMENT RELATIONSHIP

Factual observation does not suggest any simple relationship be-
tween the aggregate flow of investment, on the one hand, and either
the marginal propensity to consume or the time rate of increase in
aggregate consumption, on the other. The apparent lack of a sig-
nificant relationship between these vaiiables supports the view em-
phasizing the importance of investment for further investment, and
makes it diflicult to argue that the “true” position of the investment
function is determined by the character of the income-consumption
relationship or by the expected rise in aggregate consumption.
Figures 4 to 1o are presented here to justify these statements.

Figure 1 shows yearly data for consumers’ outlay in constant prices
and for net private capital formation in constant prices for the
period 1919—-1938. The underlying data are taken fiom Professor
Kusnets’ study on income and its composition during this period.”
The figure is diawn on an avithmetic scale because it is primarily the
absolute rather than the relative rate of increase in consumption
that might be assumed to bear a relationship to the flow of new
investment. It should be added, however, that plotting of the data
on a logarithmic scale would not suggest the existence of the rela-
tionships between the change in consumption, on the one hand, and
the amount of investment, on the other, such as appear to be absent
when the data are plotted arithmetically.

It is scen that on the whole consumers’ outlay tends to rise at a
decreasing rate during the expansion period of the 1920’s. In other
wotds, the absolute amount of investment justified by the time rate

*Simon Kusnets, National Income and Its Composition, 1919-1938 (New Yoik, Na-
tional Burcau of Economic Research, 1941), I, 269.
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of increase in consumption tended to decrease. Despite this, net
private capital formation is well maintained during the 1920’s; in
fact it exhibits a slight upward tendency.” Prior to the collapse of
1929 the curve expressing consumer outlay does not show properties
which would distinguish it from its previous course. For the entire
recovery period of the 1930’s the trend of the rate of increase in
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Fig. 5. Consumers’ outlay and net private capital formation, quarterly, 1921-1938
(current prices). Data from Harold Barger, Outlay and Income in the United States,
1921-1938 (New York, National Bureau of Economic Research, 1942), pp. 114-119.

consumers’ outlay appears to be linear; however, the rate of increase
is sharper immediately prior to the downturn of 1934, than in the
early stage of the recovery. Net private capital formation rises at
first at an increasing rate and thereafter continues to rise, although
at a decreasing rate. The figure does not suggest any simple relation-
ship between the aggregate amount of private investment and the
time rate of increase in consumption.

* This does not contradict the Acceleration Principle because consumers’ demand is
not coextensive with “direct demand,” nor is investment coextensive with derived
demand.
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Figure 5 contains quarterly data for consumers’ outlay and net
private capital formation for the period 1921;-1989. These data are
taken from Dr. Barger’s study. They differ from the data under-
lying figure 4 in several respects. In the first place, the Barger data
are not corrected for price changes. In addition, there unfortunately
exist certain definitional differences between the concepts used by
Kuznets, on the one hand, and by Barger, on the other. In spite of
this, it would be just as easy to illustrate the previous statements
with reference to the figures based on Barger’s estimates as it is to
justify them with reference to the estimates of Kuznets.” There does
not appear to be any simple relationship between the time rate of
increase in consumption and the ahsolute amount of investment.
At the same time, the figure based on Barger’s estimates shows that
after the depression of 1929-1933, net private investment reached
its lower turning point one-half year (two quarters) earlier than
consumers’ outlay. The same is true of gross private investment, and
of aggregate investment inclusive of public outlay, although this is
not indicated in figure 5. Not much meaning can, in these circum-
stances, he attached to the opinion frequently voiced that in the
1930’s, as opposed to the 1420’s, investinent was “‘geared to con-
sumption.” It is true, of course, that the average propensity to
consume was lower in the 'thirties than in the preceding decade,”

" Harold Barger, Qutlay and Income in the United States, t921 1938 (New York,
National Bureau of Economic Research), pp. 114-119.

7 Consumers’ outlay tends, on the whole, to rise at a decreasing 1ate during the
‘twenties, whereas investment exhibits an approximately horizontal trend in the same
period. For the ’thirties, the conclusions would also be identical with those derived
from the Kuznets data.

* The investment “lead” on the upturn is a consecquence of the fact that inventory
accumulation reached its lower turning point in the third quarter of 1932, that is,
one-half year prior to consumers’ outlay. The aggregate of the other constituents of *
private capital formation turned up in the first quarter of 1933, that is, simultancously
with consumers’ outlay. The upturn of inventory accumulation in the third quarter of
1982 is reflected in the fact that the corresponding figure for the third quarter of the
year is a smaller negative figure than that relating to the second quarter. The series
here used are corrected for seasonal variations.

¥ On the contrary, figure 5 indicates a consumption lead for upturns after the minor
recessions of the ‘twenties in 1924 and 1927. All downturns of the ‘twentics, however, are
more readily interpreted in terms of an investment lead. In 1921 (upturn), 1937 (down-
turn), and 1938 (upturn), consumers’ outlay and investment turned in the same quarter.

¥ Cf. e.g. Harold M. Somers, “The Performance of the American Economy Since
1860,” in The Growth of the American Economy, ed. Harold F. Williamson (New York,
Prentice Hall), p. 777.



86 Mbnetary Policies and Full Employment

but this is merely another way of saying that the decade of the "thir-
ties was a relatively depressed period. Investment always corresponds
to a reduced share of output, when the level of activity is low.

In the historical long run the amount of investment also does not
seem to have been “‘geared” to the time rate of change in consump-
tion. Figures 6 (arithmetic scale) and % (logarithmic scale) show
consumption and capital formation for the period lying between
the 1880’s and the depression of 192g—1933. The data are taken from
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Fig. 6. Consumers’ outlay and capital formation for overlapping decades (1929 prices).
Arithmetic scale. Data from Simon Kuznets, Uses of Natiwnal Income in Peace and
IWar, Occasional Paper, 6 (New York, National Burcau of Economic Research, March,

1912), pp- 39, 81, 39-

Professor Kuznets' recent study Uses of National Income in Peace
and War;" they express average values for overlapping decades (such
as 1879—1888, 18811893, 1889g—1898, etc.) and they are correctecd
for price changes. On the whole, consumption and net capital for-
mation tended to rise at a similor rate, logarithmically. (At first net
capital formation rose at a somewhat higher rate than consumers’
sutlay, logarithmically; for the later part of the period, the reverse
is true.) Arithmetically, the rate of increase of consumers’ outlay
shows rising trend and so does the absolute amount of investment,
for the period as a whole. This, of itself, might suggest a relationship
between the two magnitudes. Closer analysis, however, contradicts

1% Uses of National Income in Peace and War, Occasional Paper 6, National Bureau
of Economic Rescarch (March, 1942), cf. p. §1. Capital formation (gross and net) is
‘total” rather than “private” because the data do not permit of the separation of
public from private investment.
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such a hypothesis. For example, the absolute (arithmetic) rate of
increase in consumers’ outlay was approximately constant from the
decade 1894-19o3 through the decade 19og—1918; the absolute
amount of net capital formation, however, increascd continuously
during this period with the result that it was approximately two-
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Fig. 7. Consumers’ outlay and capital for-
mation for overlapping decades (1929 prices).
Semilogarithmic scale.
thirds higher in the decade 190og-1918 than in the decade 1894—
1903. Moreover, after the decade 19gog-1918 the absolute rate of
increase in consumers’ outlay increases sharply, whereas the amount
of net capital formation increases less sharply than was true in pre-
vious decades in which the rate of increase in consumers’ outlay was
approximately constant.
It mighit be maintained that the consumption-investment rela-
tionship should be interpreted as a relationship existing between
the marginal propensity to consume and the amount of investment,
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rather than as a relationship existing between the time rate of in-
crease in consumption and the absolute amount of investment. In
fact, such an interpretation would accord well with several versions
of the underconsumption theory. The factual material previously
used does not, however, substantiate this hypothesis any more than
the hypothesis linking investment to the time rate of change in
consumption. Figure 9 shows the lack of consistency in the relation-
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Data from Kuznets, Uses of National {ncome, p- 3

ship between the marginal propensity to consume and the amount
of net capital formation, for the “historical long-run.” The data are
derived from Kuznets’ study (Uses of National Income . ..), where
the figures for capital formation, in constant prices, can be found
directly. The data expressing the marginal propensity to consume
have been calculated for any one decade by averaging AC/AY from
the preceding decade to the decade in question with AC/AY from
the decade in question to the subsequent decade. This is the closest
approximation obtainable from the Kuznets data to the AC/AY
of the decades to which the capital formation data relate. We have
also experimented with lags, implicitly introduced by not averaging
in the manner indicated, but the scatters obtained in that fashion
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are quite similar to the one in figure 8. The data indicate that aggre-
gate investment is not “geared” in any observable manner to the
marginal propensity to consume. Investment for further investment
accounts for varying shares of total investment and of total output.

Figure 8 indicates the historical long-run relationship between
the aggregate level of output and the marginal propensity to con-
sume, in constant prices.” The absence of a significant relationship
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is suggested immediately by the middle range of the scatter (five
readings). It may be objected that the first and the last reading, in
time, lends the scatter the semblance of an upward slope. This is
produced by the fact that in the first of the decades included, the
marginal propensity to consume was low in comparison to its long-
run average, whereas in the last decade it was high. Output was
rising continuously throughout the period considered and conse-
quently the first and the last readings, in time, show a low output
level paired with a Jow marginal propensity on the one hand, and
a high output level paired with a high marginal propensity, on the

1 The marginal propensity to consume is obtained for the single decades by the same
process of averaging as was described above.
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other. Yet in the entire intermediate range, the marginal propen-
sity to consume oscillates, whereas output rises continuously, so that
no consistent relationship whatsoever emerges.

As for the period of the 1920’s and 1930’s, the yearly data, taken
from Kuznets’ National Income and its Composition, indicate a
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Fig. 10. Consumers’ outlay—national income relation, 1919-1929 and 1930-1938
(1929 prices). Regression equations: 1919-1929, C=0.0364 + 0.898 Y *1.635; 1920-1929,
C =4.76 + 0.835 Y * 1.405; 1930-1938, C = 29.9 + 0.559 Y * 1.228 where C and Y are ex-
pressed in billions of dollars. Data from Kuznets, National Income and Its Composition,
1, 14;.
decline in the marginal propensity to consume for the transition
from 1928 to 1929 as gompared with preceding pairs of years. This
decline precedes the collapse of 1929.” Yet, the opposite situation
exists in the period immediately preceding the decline of 1937, that
is, for the transition from 1936 to 1937. Here the marginal propen-
sity to consume rises from a low level, in the early "thirties, to a level

 The analogous statement does not hold for the minor recessions of the ‘twenties.
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similar to that of the 'twenties. Figure 10 shows these relationships.
The consumption function, in constant prices, distinctly appears to
be “linear” during the period between the First World War and the
Great Depression, but the point for 1929 lies below the line of aver-
age relationship,” and the slope of the line connecting the point for
1928 with the point for 1929 is distinctly smaller than the slope con-
necting the immediately preceding yeas. ‘The data for the 1930's
appear to be placed around a straight line of smaller slope;™ yet the
points for 1936 and for 1947 could be said to belong just as well in
the universe of the "twentics as in their own universe. The two latter
points (1936 and 1947) are placed very close to the line of average
relationship applying to the period 1919-1929. and AC/AY for the
transition from 1936 to 1947 is 0.862, which is almost precisely iden-
tical with the slope of the line of average relationship applying to
the decade preceding the Great Depression (0.898). The yearly data
suggest a decline iu the marginal propensity to consume prior to
the Great Depression, but a rise in the marginal propensity to con-
sume prior to the downturn of 1937.

National income has also been plotted against consumers’ out-
lay in current prices and aggiegate (individual) income payments
against consumer outlay in both constant and current prices, from
the Kurnets data. These scatters, not included here, differ from
those in figure 10 in certain respects.™ From the present point of
view, the differences are of no great significance, however, because
all these scatters suggest approximate lincarity of the consump-
tion function,” and they also suggest a decline in the maginal

W C 00461 t 0.808 Y. The standard enror of estimate is 1.635. If the year 1g1g is
omitted, the equation is G =476 + 0.835 Y; the standard enor of estimate is 1.405.

™ G=129.94 0559 Y. The standaid crror of estimate is 1.228.

7 In two of these other scattets (national income versus consumption in current
prices, and income payments versus consumption in comtant prices), the line of best
fit for the 'thittics lics much closer to the line of best fit for the ‘twenties than in figuie
10; yet the two lines still appear to be distinct. In the third scatter (income payments
versus consumption in cuntent prices) a single linear function suggests itself for the
entire umverse of 1g19-1938. For an interpretation of differences between the national
income-consumption relationship and the income payments-consamption relationship,
cf. Paul A. Samuclson, “Appendix to Chapter X1,” in Alvin H. Hansen, Fiscal Policy
and Business Cycles (New York, Noiton, 1941).

7 This, of course, does not mean that it is impossible to refine the linear income-
consumption relationship by introducding further variables. Cf. Moidecai Erekicl,
“Saving, Consumption, and Investment.” American Economic Review (March and

June, 1942).
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propensity to consume prior to the downturn of 1929, but a rise
prior to the downturn of 1937.

If the relationship between the marginal propensity to consume
and investment or output is investigated on the basis of Dr. Barger’s
quarterly estimates,” the inference that the marginal propensity
to consume rose prior to the downturn of 1987 is confirmed. How-
ever, the validity of the statement that there occurred a decline prior
to the collapse of 1929 is much less clearly confirmed, although it is
not exactly refuted.* On the other hand, the Barger data do seem
to contain some indication to the effect that the marginal propen-
sity to consume showed an unfavorable tendency prior to the in-
vestment downturns of the minor recessions of the 1920’s.

In conclusion it may be stated that the available factual material
does not lend itself to the verification of simple undercénsumption-
ist hypotheses concerning the relationship between consumption
and investment. No simple relationship is found between the time
rate of change in consumption on the one hand, and the absolute
amount of investment, on the other. This does not contradict the
Acceleration Principle because “direct demand” and ‘“‘derived de-
mand” are not coéxtensive with consumer demand and investment
demand, respectively. But the lack of relationship in question con-
tradicts one simple underconsumptionist hypothesis, and another is
contradicted by the fact that the marginal propensity to consume
does not seem to govern the flow of investment or its turning points.
All this obviously does not answer the question whether certain
underconsumptionist elements could be fitted into more complex
hypotheses, statistically or analytically.

® These run in current prices.

*The “upper turning point” of capital formation falls in the fourth quarter of
1928, yet after some decline there again occurred a rise from the second to the third
quarter of 1929, which carried capital formation to a slightly lower level than that of
the fourth quarter of 1928. After the third quarter of 1929 capital formation declined
continuously. The upper turning point of total income clearly falls in the third quarter
of 1929 rather than in the fourth quarter of 1928 because, although income also shows
a double peak with a decline and a subsequent rise between the two, the income peak
of the third quarter of 1929 is higher than that of the fourth quarter of 1928. Now, the
marginal propensity to consume shows an “unfavorable” tendency immediately pre-
ceding the fourth quarter of 1928. Yet, between the fourth quarter of 1928 and the
third quarter of 1929 the tendency is not consistent. In one of the quarters lying be-
tween these two, consumption rose in spite of a decline in income and in the quarter
of the income turning point and of the second investment peak (i.e., in the third
quarter of 1929) AC/AY was approximately at the level of the early 'twenties.
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THE ELEMENT OoF TRUTH BEHIND THE UNDERCONSUMPTION
THEORIES

The element of truth behind the underconsumptionist reasoning
may perhaps be expressed by saying that the amount of investment
is “‘psychologically determined” in a higher degree than the amount
of consumption. Consumers’ expenditures are less sensitive to con-
sumers’ income expectations than are producers’ expenditures to
producers’ income expectations. If entrepreneurs become less opti-
mistic, and, consequently, the income of consumers as well as that
of producers declines, then expenditures on consumers’ goods are
typically better maintained than investment expenditures. It is true
both of the demand for consumers’ goods and of the demand for
producers’ goods that the general expectation of high demand on
the part of entrepreneurs actually results in high demand, unless
the authority exerts deflationary pressure; yet an unsatisfactory state
of mind leading to reduced output translates itsclf less readily into
a precipitous decline in consumer demand than into an abrupt
shrinkage of the demand for producers’ goods. The reason for this
phenomenon is that consumer saving is more elastic to incomes and
to income expectations than is consumer spending, whercas the
willingness of producers to invest undoubtedly depends, in a large
measure, on their recent incomes and on their income expectations.
The comparatively small elasticity of consumption to income is a
consequence of biological and institutional circumstances which
introduce a large amount cf rigidity into consumption habits. In
this sense it may be said that the amount of investment is psychologi-
cally determined in a higher degree than the amount of consump-
tion; or that the market for consumers’ goods is more dependable,
viewed from the angle of the producer, than is the market for
investinent goods.

Consistent optimism tends to justify itself ex post,” and so does
consistent pessimism.” But there is some reason to assume that
optimism might not long remain consistent if the share of the de-
mand for consumers’ goods in the total demand for goods becomes

= As long as the economy does not run into scarcities.
* As long as it is not effectively counteracted.
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“unusually” low, and that an “unusually” high share of consumer
demand may tend to reverse the pessimistic trend of which it is the
product. The rcason is that the producer can shift his demand curves
for goods, within a significant range, much more easily than the
consumer. Consequently the fear that he might do so is greater than
the fear that consumer demand would shift violently. The fear that
the investor might prove to be an unreliable customer may very well
lead to the discontinuation of a period of optimism, once a “high”
stage is reached in which investors buy a substantial share of total
output. Awareness of the fact that consumers are more reliable cus-
tomers may lead to an increased willingness to produce, once a
“low” stage is reached in which a very substantial share of output
is bought by consumers. Knowledge of the fact that biological prop-
erties and rigid habits underlie a considerable portion of consumer
demand make the producers of consumers’ goods less likely to change
their output abruptly. The fact that a buyer who is a producer is
in a position to change his demand suddenly is likely to render the
willingness to produce for producers unstable and also to reduce the
average level of this activity. Obviously, if the willingness to pro-
duce for producers declines, then the demand of producers {or in-
vestment goods also declines. In this case the fact that producers
mutually know of one another that their demand is potentially un-
stable, actually leads to a reduction of their demand. This, I think,
is the element of truth lying behind the underconsumptionist doc-
trines, which, however, misrepresent the case by disregarding the
phenomenon of investment for further investment. It is also the
element of truth behind the paradox that an equitable distribution
of income may be conducive to entrepreneurial interests. The aver-
age degree of uncertainty is smaller in an economy in which con-
sumer demand accounts for a high percentage of aggregate demand
than in an economy of which the opposite is true. This is a conse-
quence mainly of the greater stability of the market for consumer
goods.

However, full employment with a low average propensity to con-
sume might also be associated with a high degree of uncertainty for
a further reason. Given the initial capital stock and the rate of in-
crease in man-hour output from period to period, there exists a
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definite rate of net capital formation that would be required to keep
the ratio of the real capital stock to real output constant (assuming
that the output of a full-employment economy expands at the maxi-
mum rate made possible by the rise in man-hour output.) However,
if the average propensity to consume is low a higher rate of capital
formation than that just described may be required to absorb the
ex ante savings at full employment. In this event, continued full
employment requires a continuous increase in capital intensity per
unit of output. Such a reorganization of the factors of production
would have to be brought about by spontancous decisions of the
producers (possibly under the impact of relative price changes, as
in the well-known models of Bohm-Baweirk and Hayck). It still re-
mains true that the investment decisions in question would justify
themselves ex post if the willingness to invest for further investment
were maintained at a sufficiently high level in the long run. But,
unless changes in technological knowledge or spontancous changes
in consumers’ preferences lead to using different methods of pro-
duction, the degree of uncertainty is greater if unfamiliar factor
combinations have to be tried out continuously than if identical
methods can be “duplicated.”

In short, full employment with a very low propensity to consume
is quite conceivable. Yet the degree of uncertainty would be high
in these circumstances, mainly because producers’ markets are more
unstable than consumers’ markets. In addition, constantly changing
methods of production might be required under such conditions,
quite apart from such changes as are induced by technological prog-
ress or by spontancous changes in consumers’ preferences.”

This element of truth behind the underconsumption theories is,

# The reader may convince himself of the following algebraic relations, If the ratio
of the capital stock to output is a constant K, and the average propensity to save 1s a
constant K,, then output must rise at the percentage 1ate K/K; in order to biing forth
the amount of new capital formation the ratio of which to outpul equals the average
propensity to save. If, owing to a slower rise in man-hour output, aggregate output
rises at a smaller rate, “savings exceeds investment” unless the ratio of capital to output
increases; if, owing to a more r.lpid tise in man-hour output, aggiegate output rises at
a more rapid rate, “investment exceeds savings” unless the 1at1o of capital to output
declines. The formula assumes that K, is the 1atio of the stock existng at the beginning
of each accounting period to the output of that period. If K, is the ratio of the stock
existing at the end of the period to the output of the period, then the required per-
centage rate of increase in output is K./K, - K,. Population changes are disregarded.
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f course, insufficient to establish an equilibrium level for aggregate
»utput, given the consumption function. Merely the presumption
s established that output may tend to decline when a level implying
| very low average propensity to consume is reached, that is, when
nvestment has become very high per unit of consumption expendi-
ure; and that output may tend to increase when a very high average
>ropensity to consume is reached, that is, when investment has be-
:ome very low in relation to consumption. But the range between
he “very high” and the “very low” seems to be a wide range indeed.

SUMMARY

nvestment and output, as a whole, have no determinate equilib-
ium level “around which” they might be said to fluctuate. This is
10t to deny, of course, that the level of output always is “determi-
1ate” in the tautological sense that the interaction of a great many
:ircumstances makes it to be what it is at any moment of time. The
actors determining the output and the employment of any moment
nay be subsumed under a few headings, and the Keynesian headings
ieem highly convenient in many cases, especially if the approach is
ntegrated with the quantity theories by realization of the fact that
he consumption function and the marginal efficiency of capital may
se affected by the size of the cxisting money stock. Given the pro-
luction functions and given the wage unit, the schedule of the
narginal efficiency of capital in conjunction with the rate of interest
ind with the consumption function may be said to determine the
iize of output in wage units and thereby the magnitude of employ-
nent.” Yet unless monetary equilibrium is postulated, it is necessary
.o transform the Keynesian consumption function” into a function
-elating the consumption of a period to the income expectations of
he same period or to the actual income of some preceding period;
ind an attempt must be made to explain the income expectations
or the disposable income with reference to other variables. If so

# In the Keynesian system, the rate of interest, in turn, is said to be determined by
he demand for money and the supply of money. The system would remain ‘“‘the same”
n all essential respects, and certain problems could be approached more conveniently,
f the rate of interest were conccived of as being determined by the demand for loans
ind the supply of loans. (Cf. chap. v.)

® That is, the function relating consumption to a simultaneous income.
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transformed, the system may be used conveniently for a discussion
of movements along the codrdinates of figure 1 (p. 10) and also of
figure g (p. 27). Dynamic analysis in general should be concerned
with the entire range covered by these figures.

Without these changes, the Keynesian system postulates the equal-
ity of expected and realized magnitudes. Otherwise income could
not determine simultaneous consumption as it does according to
the Keynesian consumption function. This means that without the
changes just discussed the system relates ex hypothesi to a condition
of monetary equilibrium, that is, to an intersection point of the Y
curve with the 45° line of figures 1 and 3. But although in this sense
it is an “equilibrium system,” and although it is useful in the sense
in which monetary equilibrium theorics are useful, it does not relate
to an equilibrium level of output and of employment. Instead it
relates to an unstable and changing level of output. This expresses
itself in the fact that the basic functions of the system are unstable.
The Keynesian system always applies to an intersection point in
figures 1 and g (monetary equilibrium), but the basic functions of
these figures, and with them the intersection point, shift incessantly
and they cannot be said to oscillate around some “normal” level.
The Keynesian system is in equilibrium so far as movements along
its functions are concerned. But the Keynesian system itself is not in
equilibrium so far as shifts of its functions are conceined. This, of
course, means that it does not determine an equilibrium level of
output and of employment. It docs not determine the position
which the economy would assume “in the absence of cyclical dis-
turbances.”

Consequently, the theory should not claim to have established a
tendency toward underemployment equilibrium for mature ccon-
omies in which extensive growth has slowed down. In the Keynesian
analytical framework, and in reality, any level could be an equi-
librium level if expectations were such as to stabilize the basic func-
tions there (allowing for the gradual shifts discussed in connection
with fig. g, p. 27). This is true within the limits set by the available
resources regardless of whether extensive growth does or does not
take place. In reality, of course, no position actually assumed by the
shifting functions satisfies the conditions of equilibrium.
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This criticism, however, leaves open the question of whether de-
clining population growth, the ending of territorial expansion, and
changes in the character of technological progress actually lower the
range within which the dynamic process causes the economy to fluc-
tuate. If changes such as these lead to the lowering of either the upper
or the lower limit, or of both limits, of the range of fluctuations, or
if they aggravate the problem of underutilization by lengthening
the periods of low utilization as compared to those of high activity,
a dynamic version of the Keynesian theory ceases to be “merely” a
useful analytical framework. In this event it may be made into a
device expressing “‘stagnationist” assumptions with respect to the
range and the nature of economic fluctuations. Yet such a theory
expressing the assumption that recent changes exert an adverse
influence on the range and on the nature of fluctuations is different
in many ways from a theory of underemployment equilibrium. A
priori analysis gives no conclusive answer to the question of whether
the decline in population growth, the ending of territorial expan-
sion, or the present “character” of technological progress are likely
to lower the range of fluctuations or to lengthen periods of low
activity as compared to periods of high activity. The problem of the
inferences to be drawn from factual analysis will be considered in
the next chapter.

Those underemployment equilibrium theories explaining the
failure to accomplish full utilization by the existence of monopoly
also suffer from the weakness that they are unable to explain why
the amount of investment for further investment should tend to a
normal level. Whatever the temporary level may be, consistent
willingness on the part of the economic community to raise the
level would actually result in its increase. Consistent unwillingness
to maintain the level would actually result in its decline. Again, the
monopoly theory of underemployment equilibrium may be trans-
lated into a dynamic device expressing the lowering of the range
of fluctuations by the existence of monopoly (or possibly the length-
ening of period of low utilization by the same circumstance). The
merits and the limitations of such an approach will be considered
later in some detail.

It follows from what has been said that the factual analysis of the



Concepts 49

subsequent sections will not attempt to test or to establish equilib-
rium theories. Sometimes it will be unavoidable to make the sim-
plifying assumption that, in the long run, statistically observable
(i.e., ex post) relationships contain indications as to the nature of
planned relationships between economic variables. This, however.
does not imply that the economy behaves as if it moved in dynamic
equilibrium. The method merely implies that errors tend to cancel
out in the long run. This may or may not be true, but even it it were
true, this would not mean that in the absence of errors the same 1e-
sults would be obtained. The public may overestimate its income
in one period and underestimate it by the same margin in the next,
but this does not imply that in the absence of uncertainty the output
of the two periods taken together would have been what it actually
was. It may be taken for granted that both the expected and the
realized income would have been difterent.
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CHAPTER III

Protracted Depression in the Mature
American Economy

THE PROBLEM

r]._:m PRESENT and the subsequent chapter examine, in the
light of the available American materials, certain hypotheses con-
cerning the causes of “stagnant trends” and of “protracted depres-
sions” in mature cconomies. It is not essential here to discuss in
detail the problem of the limitations of time-series analysis. Fco-
nomic time series do not relate to homogeneous universes, and,
consequently, statistical gencralizations derived from them are,
strictly speaking, always “invalid.” Nevertheless, the study of factual
material is helpful in the same sense as that in which experience is
helpful in everyday life. What the “correct” conclusions arc that
should be read from given factual material frequently is as contio-
versial a question as is that concerning the “correct” behavior on the
basis of a given experience in everyday life. Yet experience in both
realms is of value.

The problem here is not that of finding the determinants of some
observable economic equilibrium, but 1ather that of forming an
opinion on the likelihood of certain influences raising or lowering
the range of fluctuations, and of certain processes changing the dura-
tion of periods of low activity in relation to periods of high activity.

Considering the significant trend toward rising output per man-
hour, the achievement of a high level of employment in the long
run requires a substantially rising trend in physical output. The
avoidance of severe cyclical unemployment requires that the range
within which output fluctuates should be high, or, if this range
reaches down to low levels, that the periods during which output
remains low should be brief. It is a fact that in certain stages of

[53]
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economic development these conditions were not satisfied and that
consequently the problem of unemployment became severe. The
period between 1929 and about 1940 was undoubtedly of this char-
acter in the United States; and shorter periods following 1929 were
of this character in many other countries.' In some of the earlier
periods, in the nineteenth century, ‘“unusually” long depressions
existed, and they were accompanied by “unusually” severe unem-
ployment. These periods, just like the 1930’s, fell in longer intervals
marked by a downward trend in prices and interest rates (i.e., in
“Kondratieff downgrades”) and they also consistently fell in down-
grades of the building cycle. Lack of data stands in the way of a more
detailed comparison of the 1930’s with these earlier periods of stag-
nation; that is, mainly with the 18470’s, possibly also with the late
1830’s, and with the 18g0’s.

The task of “explaining,” in any rigorous sense, why these periods
have occurred—and more particularly the task of explaining the
severeness of the depression of 192g-1933 and the incompleteness
of the subsequent recovery—is obviously a hopeless one. Hypotheses
relating to contributing causes are at best partial explanations. They
can be tested at best for plausibility. Some of the hypotheses most
frequently considered have not been rendered sufficiently plausible.
However, there is ample room for legitimate differences of opinion
in that matter and there should be no room for rigid interpretations
and for obstinacy at the present stage.

The propositions which will now be discussed are partly those
advocated by the Keynes-Hansen school. The following sections
contain a discussion of the hypotheses maintaining that declining
population growth, the ending of territorial expansion, and the lack
of capital-deepening innovations produce chronic insufficiency of
investment. However, the effect of monopoly and of wage changes
on investment will also be considered.

1 Such statistics as are available for the United States do not suggest that the unem-
ployed percentage of the labor force was subject to a markedly rising trend during the
first three decades of the present century (cf. Paul H. Douglas, Real Wages in the
United States, 1890—1926, Boston and New York, Houghton Mifflin, 1930, pp. 458-460).
In Great Britain, however, unemployment was considerably higher in the 1920’s than
before. The British economy was of course adversely affected by structural changes
that took place in the world economy after the war, and the difficulties probably were
accentuated by the “overvaluation” of the pound.
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THE CoNsUMPTION FUNCTION AND POPULATION GROWTH

The hypothesis that population growth stimulates production de-
pends for plausibility partly on the character of the income-con-
sumption relationship. Population growth might be expected to
provide a stimulus if it resulted in an increased marginal or average
propensity to consume.’ If, however, the economy had to move to
the right along the same over-all historical consumption function
regardless of the rate of population growth, it is not obvious why
the entrepreneurial decisions leading to expansion should depend
on the growth of the population. Any given output would have to
consist of consumers’ goods, of investment for consumption, and
of investment for further investment, in proportions that are not
affected by the rate of population growth.

The conclusion is subject to a qualification which should be men-
tioned now. Even if the over-all consumption tunction should be
completely unaffected by population growth, it still might be true
that an upward movement along the consumption function mate-
rializes more readily with than withouc population growth, con-
sidering that for a growing population entreprencurs may find it
easier to forecast the composition of the additional consumption
occurring when investment takes place and income rises. The addi-
tion to the population may be expected to consume more of the
goods which the original stock has been consuming. This can be
forecast more safely than the composition of the additional con-
sumption of a given population. Waiving this qualification for the
moment, we shall however concentrate now on the over-all effect
(as distinct from the effect on the composition of output). In over-
all terms, the available evidence does not point to any substantial
stimulating influence of population growth.

The most obvious characteristic of the historical consumption
function, as calculated from Professor Kuznets’ estimates,” is that it
does not show a tendency to flatten out. It tends to linearity regardless

2 Assuming that—owing to the uncertainty considerations previously presented--
investment for further investment cannot be relied upon to maintain a high level of
aggregate output if the propensity to consume is too low.

2 Cf. Simon Kuznets, Uses of National Income in Peace and War, Occasiphal Paper 6
(National Bureau of Economic Research, March, 1942), p. 31. /



56 Monetary Policies and Full Employment

of the varying population growth of the subsequent historical sub-
periods. In figure 11 aggregate consumption in constant prices is
plotted against national income in constant prices. The data plotted
are average values for overlapping ten-year periods, starting with
the decade 1879-1888 and ending with the decade 1929-1938. The
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lapping decade. Data from Kuznets, Uses of National Income, p. 31.

slope of this historical consumption function from the decade 191g—
1928 to the next overlapping decade, 1924—1933, and its slope from
the decade 1924—1933 to the next overlapping decade 1929-1938
are so largely affected by subperiods of declining output that it
seems preferable to disregard the corresponding section of the curve
for the moment, and to consider separately the problems appearing
in this section of the curve. The technical reason for this separation
of problems is that for periods with four years of sharp depression
the method of overlapping decades does not perform the smoothing
that is accomplished by the same method for the other periods con-
sidered. Consequently the data for 1924—1933 and for 1929-1938
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are not comparable with the earlier ones; 191g-1928 is the last
“comparable” decade.

If income and consumption in the decade 187g-1888 were com-
pared with income and consumption in the decade 1919-1928, and
if the intermediate decades were disregarded, a marginal propensity
to consume of 0.9o4 would result. The average propensity to con-
sume is very nearly the same in the two decades, respectively, namely
0.882 in the first and 0.8gg-in the last.* If the decades lying between
these two are inserted, the deviations of the consumption function
from linearity are found to be small. These deviations do not follow
any regular pattern: in the early decades the slope of the historical
consumption function, that is, the historical marginal propensity to
consume, rises somewhat. then it declines and rises again. Inclusion
of the rate of population growth or of the rate of change of income
as third variables would not seem to lead to any profitable result.
(For the data on population growth, cf. figs. 16 and 17.) On the
whole, it may perhaps be said that the historical marginal propensity
to consume showed a rising tendency over time, disregarding the
meaningless figure of 1.574 for the comparison of 1924-1933 with
1919g—1928 and the equally meaningless figure of —0.182 for the
comparison of 1929-1938 with 1924-1933." But from 18g94~1903
through 1gog-1918 the rising tendency was interrupted and there-
after it was slight.

The behavior of the marginal propensity to consume is similar
if income and consumption are corrected not merely for price
changes but also for the number of consuming units in the economy
(cf. fig. 12)." Correcting for the average number of consuming units
during the ten-year periods would seem to be the most appropriate
of the available methods of “correcting for population.” The num-
ber of consuming units corresponding to a given age distribution is
taken from Warren S. Thompson's and P. K. Whelpton's Popula-

¢ The equation of the line of best fit is C=~0.890 + 0.904 Y (in billions of 1929 dollars).
The standard error of estimate is 0.370.

t These two figures arc “meaningless” in the sense that they do not express any ten-
year tendency or any change in ten-year tendencies. What they really express is that
in the subperiods of declining income within each decade, consumption declined less

than income.
% In figure 12 the two meaningless data pertaining to the last two decades are omitted.
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tion Trends in the United States.” The weights attached to con-
sumers belonging in different age classes is made to vary here with
their assumed consumption characteristics.

The direct comparison of 1879-1888 with 1919—-1928 (omitting
the intermediate decades) yields for the corrected data a marginal
propensity to consume of 0.945, which is somewhat higher than

“w

3

2 800 Tt

[-%

[

N

8 /

g A

g 00

°

(=]

] 0877

£ /

S 600 R

o

%::: 1000

§ 0810

3 A

o V%Y /l 03935

3

o

o>

g 0919

3 /]

* 400 /1 1000

@ 074

£ 0435

“‘:’ 1879 1884 1889 1894 1899 1904 1909 1914 1919

o 1868 1693 1658 1503 18308 19'3 1218 1923 1928

O 300 11 1 ! 1 1 1
300 300 500 €00

800 800 1000 1100
Nahlional Income par Consumina Umt in Dollars, 1929 prices

Fig. 12. Historical per capita consumption function for overlapping decades (1929
prices). The figures beside each point express AC/AY from the decade in question to
the next overlapping decade. Data from Kuznets, Uses of National Income, pp. 31, 39.

the figure obtained for the data uncorrected for population. If the
intermediate decades are now inserted, it is again found that the
historical marginal propensity to consume tends to rise up to the
decade 1894—19og and that only slight variation occurs thereafter.
The rising tendency for the first three decades is more pronounced
for the data corrected for population than for those uncorrected;
and from 1894-19o3 on it is scarcely appropriate to speak even of a
slight tendency to rise. But in both cases the behavior of the mar-
ginal propensity to consume is adequately described by the state-
ment that there existed a rising tendency up to about the last decade

7 (New York and London, McGraw-Hill, 1933); cf. p. 169. Cf. also Kuznets, op. cit., pp.
31, 39
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of the nineteenth century and that the oscillations from the 189o’s
on are small.

From the point of view of the present discussion it is important
to note that five of the eight values for the marginal propensity to
consume that can be read from figure 12 (corrected for population)
are higher than the corresponding values in figure 11 (uncorrected
for population). Only in three instances (two of which are those
lying farthest back in history and one of which immediately pre-
cedes the First World War), did the growing American population
have a higher historical marginal propensity to consume than the
individual consuming unit, and in the last of these three instances,
the difference is very small. In the other five instances the individual
consuming unit had a higher historical mmginal propensity to con-
sumc than did the aggregate (growing) population.” In other words,
in five out of eight instances, the marginal propensity to consume
of the initial popu:lation (i.c., of the old stock) was greater than the
average propensity to consume of additional consuming units, and
therefore it was greater than the marginal propensity to consume of
the aggregate growing population. This surely contiadicts the thesis
that population growth, in general, tends to raise the marginal pro-
pensity to consume. This assumption is contradicted also by the
circumstance that the consumption function for the aggiegate pop-
ulation tends toward lincarity with minor oscillations that seem to
be unrelated to changes in population growth.”

The behavior of the marginal propensity to consume, as just dis-
cussed, is quite different from that to be read hrom houschold budget

*'I'his is a consequence of the fact that in the ive instances under consuderation the
individual consuming umt had a smaller average than maiginal propensity to consume.
It the additional income had been earned by a constant populaton, the margmal pro-
pensity to consume of the population would have been adentical with that of tie
mdnidual consummg unit. If the entne additional icome had been carnad Hy new
consutners whose individual consumption tunctions were adentical with those of the
old, then the historical maginal propensity to comsume of the growing aggiegate
population would have been identical with the average propensity to consume of the
individual consuming unit. ‘Vherele:e, it would be expected that the historical mar-
ginal propemsity to consume ot a growing population should be smaller than the
historical marginal propensity to consume of the indinidual consumimg umt whenever
the average propensity to consume ot the individual consuming umt 15 smaller than
its historical marginal propensity to consume, and vice versa. 'Lhis relationship actually
holds in all eight instances considered

¥ For the changes in population growth, cf. figure 16, p. 73.
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statistics. Table 1 exhibits a comparison of the marginal and of the
average propensities to consume for families of average size, for
single men, and for single women. The data are calculated from the
material collected by the National Resources Committee concern-
ing household budgets. The average and marginal propensities to
consume were computed both including and excluding gifts and
personal taxes. The marginal propensity to consume declines here
markedly after an income level of about $1,000 is reached (for
single women it declines from the outset). If the relationship re-
flected by table 1 had historical validity, it would be expected that
a substantial rise in the standard of living of the community as a
whole, such as has occurred since 1879, would be associated with a
very significant rise of the saving ratio out of income.

This divergence of the historical consumption function from the
simultaneous consumption function may be explained in several
ways. It has been suggested that the primary relationship might be
conceived of as being in the nature of that reflected by table 1, and
that the historical behavior of the function could be interpreted as
being produced in the passage of time by continuous upward shifts
of the houschold budget function.” The trendlike upward shift
suggested by this hypothesis might be the result of technological
innovations, which place new products on the market, or of other
impacts producing a continuous decline in thriftiness. It is con-
ccivable that technological changes and the increasing sales effort
on the part of producers and retailers tend to produce an upward
shift of the consumption function. Yet it is not necessatily legiti-
mate to conceive of the historical behavior of the function as being
produced by the interaction of a primary relationship, such as re-
flected by household budget statistics, plus shifts over time.

The reaction of income recipients to an increase in their incomes
may well depend on whether the notions of the community on
the “standard of living” arc given or whether they are changing.
Household budget statistics express at best the reaction of income
recipients to a rise in income on the assumption that the commu-
nity’s conception of what is “poverty” or a “decent standard of

19 Cf. Paul A. Samuelson, “Full Employment after the War,” Postwar Economic
Problems, ed. Seymour E. Harris (New Yotk and London, McGraw-Hill, 1943), pp.
27-53. Cf. also p. g3, n. 1.
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living” or “luxury” is given.” It is very likely, however, that con-
sumption and saving habits are distinctly influenced by the prevail-
ing notions of what constitutes a decent standard of living. For this
reason, the marginal propensity to consume is likely to exhibit an
entirely different behavior for a simultaneous comparison of various
income groups on the one hand, and for an historical comparison of
various periods on the other. For income exceeding the so-called
standards of decency, the average and the marginal propensities to
save are likely to be high, as long as the standards in question are
“given.” For incomes falling short of these standards, the average
and the marginal propensities to save are likely to be low. This is
likely to produce the substantial rise in the saving ratio actually
observed in household budget statistics. Yet, the phenomenon lead-
ing to this increase in the saving ratio is meaningless in terms of
historical analysis, because the standards of decency are substantially
influenced by what the bulk of the population can afford.

It would oversimplify the thesis to say that the normal standards
are determined by the average income or the modal income in any
simple or clear-cut manner. Both the mean income and the modal
income are statistical conceptions which are not necessarily sig-
nificant for social psychology. Moreover, progressive opinion will
always tend to define standards of decency so as to include more
than has already been achieved by the bulk of the population.
Nevertheless, it would be a grave mistake to dissociate these stand-
ards from what could at best be accomplished for a substantial
portion of the population in a predictable future. Consequently,
the standards tend to move upward whenever the mean income and
the modal income rise.

It seems understandable, therefore, on purely a priori grounds
that a person whose income rises beyond “‘normal incomes” in the
community saves a relatively higher portion of the addition to his
income, whereas no such stimulus to thrift arises when everybody’s
income rises. The second of these two situations is as different from
the first as is a change of the general price level from relative price

1 Houschold budget statistics express this at best; for even this reaction is expressed
only with the qualification that income recipients moving from one category to another
must be assumed to behave in the same way as the income recipients who formerly be-
longed in the second category.
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changes. It seems somewhat artificial to argue that the historical
behavior of the marginal propensity to consume results from up-
ward shifts of household budget functions in the passage of time.
It might be expected that household budget statistics would show
low propensities to save for what are considered substandard in-
comes and high and increasing propensities to save for what are
considered high incomes. This is what household statistics actually
show. The phenomenon producing this behavior has no counter-
part in a historical analysis, that is, for a general 1isc¢ in incomes.
This of itself provides a satisfactory explanation of a significant
difference in the shape of the two types of consumption functions.”
The long-run historical consumption function could probably be
interpreted as resulting from shifts in the short-run historical con-
sumption functions, but the latter are not identical with the con-
sumption functions derived from houschold budget statistics. The
statistical analysis of short-run consumption functions is subject
to certain additional qualifications, considering that ex post find-
ings are less characteristic of true propensitics in the short run
than in the historical perspective. It is interesting to note, however,
that the year-to-year (or the quarter-to-quarter) income-consump-
tion relationship during the 1920’s and the 1940’s in the United
States does not bear out the assumption that the marginal propen-
sity to consume declined with rising income. Only houschold budget
“propensities” show a distinct tendency to decline; but not even in
the short run do these havce historical validity.”

¥ The implication of the contrmy hypothesis (i ¢, of Samuclon’s hypothesis con-
cerning shifts) is well biought out by E. A. Goldenwener and k. K. Hagen in the
following statement: “Such estimates as are available indicate that as income mareased
in the United States during the po yems preceding the depression of the 1930's, con-
sumption habits followed along. People purchased more an a giwen year than they
would have out of the same total income 10 years earlier.” (“Jobs After the War,”
Federal Reserve Bulletin [May 1911], 426. Italics mine.) ‘That part of the statement
which I have italicized is a ron sequutur. ‘There are no data avatlable which would
show that ten yeais carlier people would have bought fewer consumer goods out of a
given income if everybody’s income had been at the level actually reached ren years
later. What data are available give an indication that a family spends moire out of a
given income if the incomes of other famihies are higher thanaf they me lfm(-r.' )

13 In the comparison of houschold budget consumption lun'uinns with historical
consumption functions, it is of coutse also necessary to tahe into :\('((-m.nl that the
population of the different income classes changes, as income rises. ‘T'his, however,
could scarcely explain the existing differences.
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In this connection the reader may be referred back to figure 10
(chap. ii) from which the conclusion was derived that the consump-
tion function for the period 1919-1929 is well represented by a
straight line, and that the function pertaining to the period 1930
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1938 may be represented by a straight line of smaller slope (cf. above,
p- 40). It was secn, however, that for the last years of the recovery
period of the 1930’s, the marginal propensity to consume again
reached the level of the 1920's. Figure 10 contains consumption data
plotted against national income, both in constant prices. If con-
sumption is plotted against national income in current prices from
Kuznets’ yearly data or from Barger’s quarterly data, the universe
of the ’thirties lies closer to that of the 'twenties, but it still remains
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true that the line of best fit for the "thirties has a smaller slope than
that for the "twenties. It also remains true that toward the end of the
recovery period of the ’thirties the marginal propensity to consume
reaches approximately the average level of the 'twenties. Plotting
yearly consumption against aggregate income payments (instead of
national income) in constant prices results in two lines, the slopes of
which are less different from those of the national income regression
lines. Finally, when consumption is plotted against income pay-
ments in current prices, as in figure 14, a single line results for the
universe 1920-1938 (and dividing into two universes does not secem
justified even if 1919 is included). Certain statistical tests may be
better satisfied by non-linear functions including “time” as a vari-
able but “time” being a catch-all, such “improvements” can always
be accomplished and their logical value is doubtful.

The difference between the character of the national income
versus consumption regressions on the one hand, and that of figure
13 on the other, seems to be mainly a consequence of the fact that
the corporate plus the government dissavings of the depression
period contributed to the maintenance of consumci expenditures.™
Consequently, if consumers’ outlay is plotted against national in-
come (which does not include the corporate plus the government
dissavings) the consumption function is shifted to the left rather
considerably for the first years of the 'thirties, and, to a smaller ex-
tent, for the subscquent years in which the corporatc plus the gov-
ernment dissavings still existed but were smaller. Thercfore, the
single universe appearing when consumption is plotted against
income payments (from which the corporate plus the government
dissavings are not deducted) is divided in two universes when con-
sumption is plotted against national income. The period of high,
but gradually decreasing, corporate plus government dissavings
branches off to the left, as in figure 10. There exists a corresponding
tendency for years with high corporate plus government savings to
be shifted to the right when consumption is plotted against national
income instead of aggregate income payments.

14 The effects of this circumstance on the consumption function were first discussed
by Paul A. Samuelson in the appendix to chapter xi of Alvin . Honsen, Fiscal Policy
and Business Cycles.
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In conclusion, it may be stated that the historical marginal pro-
pensity to consume for the growing American population did not
tend to exceed the historical marginal propensity to consume of the
individual American consuming unit. Furthermore, the income-
consumption relationship tends to linearity, if community income
is set against community consumption. This is true for shorter time
intervals and also for longer ones during which the rate of popula-
tion growth has changed markedly. Mordecai Ezekiel argued that
the linear relationship can be improved by the introduction of fur-
ther variables if uncorrected yearly data are analyzed for the period
1920-1940, and if these are treated as a single universe.”” Further-
more, it was pointed out in the preceding pages that two linear
functions, rather than a single one should be applied to the period
between the two wars if consumption is plotted against national
income (not income payments) and if no further variables are intro-
duced. It was also pointed out that the slope of the long-run histor-
ical consumption function rose in the last quarter of the nineteenth
century (cf. figs. 11 and 12). Consequently, the statement that the
community consumption functions are linear would oversimplify
the facts. Nevertheless, it seems distinctly more appropriate to de-
scribe the community income-consumption relationship in terms of
linear functions than in any other simple way. Between community
consumption functions applying to shorter periods on the one hand,
and longer ones on the other, there docs not exist a difference com-
parable to that existing between the household budget consumption
functions on the one hand, and the community functions, on the
other. It should even be pointed out that the slope of the line of best
fit for the income payments-consumption scatter applying to the
period 1919-1938 (which may be treated as a single universe with-
out introducing further variables) is ciose to the slope of the long-
run historical consumption function derived from the “overlapping
decades” material contained in Kuznets’ Uses of National Income
in Peace and War. If the data are corrected for prices, the line of
best fit is C=-0.890+0.904Y =+ 0.370 for the long period and
C=2.32 +0.905Y =+ 2.032 for the interwar period; with no price

» Mordecai Esekiel, “Statistical Investigations of Saving, Consumption and Invest-
ment,” American Economic Review (March, 1942), 22-19, and (June, 1942), 272-307.
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correction the equations are C=-0.04 +0.889Y =+ 0.127 and C=
4.42 + 0.864Y =+ 2.153, respectively.”

The reader’s attention may be called briefly to the fact that Colin
Clark’s estimates, to be found in his National Income and Outlay” and in
The Conditions of Economic Progress,” on British national income and
consumption in certain noncontiguous periods and years, suggest that
the British historical income-consumption relationship also exhibits
some of the properties observed in the American data. Claik’s estimates
relate to the period 1860-1869 (average figure) and to the single years
1907, 1924, 1929, 1930, 1931, 1932, 1933, 1934, 1935, and 1937; they are
corrected neither for price changes nor for population. The data are
plotted in figure 14. A straight line could be drawn almost precisely
through the points relating to 1860-186q, 1907, 1924, 1929, 1945, and
1937; at the same time a line possessing a smaller slope could be fitted to
the data relating to the years 1930, 1931, 1932, 1933, 1934, 1935, and 1937.
Just as in the United States, the drift of the entire material can be better
described in terms of a linear equation than in any other simple terms;
and just as in the United States, the early part of the 1930’s tends to
“branch oft” to the left if consumption is plotted against national income.
A difference is found in the long-run behavior of the average propensity
to consume in the two countrics, respectively. The line of best fit for the
American long-run material intersects with the ordinate almost precisely
at the origin, which is another way of saying that the average propensity
to consume does not change significantly along the line of best fit. The
British line of best fit” for the entire matcerial interseets with the ordinate
considerably below the origin and this expresses an increasing average
propensity to consumec.

It has been shown that, so far as the American material is con-
cerned, there is no evidence that the minor deviation from linear
trends are related to population growth or that the slope of the
consumption function is greater for a rising population than for
the individual consuming unit. The marginal thrift of the cxisting
population has not tended to be greater than the average thrift of
additional consuming units. It still might be tiue, however, that the

18 The unit of measurement for the uncorrected American consumption functions is
“billions of dollars” in all cases; for the American consumption functions in constant
prices it is “billions of 1929 dollars” in all cases. ‘The numbers appearing after the
plus-minus sign indicate the standard error of estimate.

11 Colin Clark, National Income and Outlay (London, Macmillan, 1937), pp. 88, 185,

wldem, The Conditions of Fconomuc Progress (London, Macmllan, 1940), p. 397.

W C=-9g.19+0.972 Y £ 112, in millions of pounds.
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costs of raising children shift the consumption function, and with it
the average propensity to consume, upward by a margin depending
on the rate of population growth. (It might even be true that, as a
consequence of the costs of raising children, an increasing rate of
population growth would increase the slope of the historical con-
sumption function, whereas a decreasing rate of population growth
would decrease its slope.) Such an argument would be based on the
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Fig. 14. British consumption—national income relation (current prices). Regression
equation: C=-g9.1 +0.972 Y + 112, where C and Y are expressed in millions of pounds.
Data from Colin Clark, National Income and Outlay (London, Macmillan, 1987), pp.
88, 185; and idem, The Conditions of Economic Progress (London, Macmillan, 1940),

p- 397-

costs of maintaining large families rather than on the assumption
that the marginal thrift of the existing population is greater than
the average thrift of additional consuming units. Yet the force of
this more limited argument deperds on whether the costs of raising
children are allowed to cut mainly into the savings or into the con-
sumption of the parents. The desire to provide for the future of
the children might induce parents not to decrease their savings
ratio.

Table 2 is based on material collected by the National Resources
Committee. It shows, for four income classes, a comparison of the
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average propensities to consume of families including two persons,
with those of “‘average-sized” families (consisting of approximately
four persons) and also with those of families including seven or
more persons.” On the whole, the table suggests that the addition
of two children to a two-person family might raise the average pro-
pensity to consume by less than 5 per cent and that the addition of
three more children might have a further effect of roughly similar

TABLE 2
AVERAGE PROPENSITY TO CONSUME FOR FAMILIFS OF DIFFERENT S1zt.®
Size of family
Income class
Two persons, All fanulies, Seven or more persons,
average propensity average propensity average propensity
dollars It ES I E 1 E
750-1,000........ .. 1.033 1.007 1.066 1.046 1.077 1.065
1,500-1,750.......... 0.924 0.890 0.965 0.938 1.007 0.988
2,500-3,000........... 0.838 0.789 0.884 0.848 0.919 0.894
5,000-10,000.......... 0.698 0.622 0.705 0.648 0.804 0.759

* Data from U. S. National Resources Committee, Family Expenduures in the United States (Washington,
D.C., U.S. Government Printing Office, 1941), p. 20.
I I = inclusive of gifts and personal tax.
E = exclusive of gifts and personal tax.

magnitude (except that in the highest of the four income groups
the second “addition” seems to have a considerably greater effect,
whereas the first addition seems to produce a very low one). The
couclusion is suggested that, in the range in which the size of the
average family has changed in the countries of western civilization,
the effect of the change on the average propensity to consume prob-
ably was small.

It may be concluded that the population growth of the earlier
decades probably did not raise the over-all marginal propensity to
consume and that it probably did not raise significantly the over-all

» Although it was argued earlier that the marginal propensities to consume which
can be read from household budget statistics are entirely inconclusivk so far as the
slope of the community consumption function is concerned, the same is obviously not
true of the average propensities to consume. The marginal transition means something
different from the community as a whole, with changing community income, from
what it means for an individual household, with a given community income. However,
given the aggregate income and its distribution, the average propensity to consume of

the community should be directly derivable from the average propensities to consume
of the single units of which the community consists.
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average propensity to consume. As was mentioned earlier, it is
possible, however, that population growth has a favorable effect on
investment (regardless of the over-all consumption function) be-
cause the composition of the consumption of additional consuming
units can be forecast more easily (with less uncertainty) than the
composition of additional consumption of a given population. Yet
this qualification is weakened—although not destroyed—by the fact
that even in periods of rapid population growth a large fraction of
the total increase in consumption is reflected in a per capita increase.

As for the effect of population growth on investment (regardless
of its effects on the over-all consumption function), it is impossible
to verify or to refute statistically a hypothesis that would postulate
a significant relationship between the two. It does seem legitimate,
however, to conclude that the statistical material at best neither adds
to, nor subtracts from, the a priori plausibility of the argument
postulating a causal relationship between the decline in the rate of
population growth and the weakness of the inducement to invest
after 1929. And, the a priori force of the argument is substantially
reduced, if the effect of population growth on the shape and on the
position of the over-all consumption function is of no great signifi-
cance. In this event an economy with a stagnant population could
expand along an over-all consumption function which is no less
favorable than that applying to an economy with rising population.

The discussion will now be concerned with the statistical rela-
tionship between new capital formation in constant prices, on the
one hand, and population growth, on the other. Figure 15 shows
that during the period covered by the Kuznets statistics there was a
negative relationship between the amount of investment and per-
centage population growth.” The years of high percentage popula-
tion growth tended to be years of low investment, and vice versa.
This tendency, of course, cannot logically be interpreted to mean
that a high percentage population growth has the effect of decreas-
ing the amount of investment. What the relationship really means

*The capital formation during a decade was plotted against the average of the
population growth from the preceding decade to the decade in question and of the
population growth from the decade in question to the next decade. This is the closest
approximation (available from Kusnets' published data) to the population growth
during any decade.
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is that the percentage population growth was subject to a secular
downward trend during the period under consideration, whereas
the trend of new capital formation was positively inclined. This
interpretation of the negative relationship is confirmed by the only
exception to which it is subject. The decline of percentage popula-
tion growth extended to the decade 1924~1933, but the upward
trend of real capital formation did not extend into this decade (the
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Fig. 15. Percentage population growth—net capital formation relation (1929 prices).
Data from Kuznets, Uses of National Income, pp. 31, 39.

data for which are affected by the developments following 1929).
Consequently, the point for 1924—1933 does not fit into the general
pattern established by the other data; nor would the data for the
remainder of the 'thirties fit into this pattern, if the analysis were
carried further in time.® This, of course, also means that it is impos-
sible to explain the peculiarities of the depression period in terms
of a relationship between percentage population growth and capital
formation such as could be established by previous historical or
statistical experience.

The relationship between population growth in absolute figures
and investment, is suspect of being equally dominated by secular

2 Cf. above, p. 72, n. 23.
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trends. The percentage growth of population was declining with
slight and unimportant interruptions during the period considered;
absolute population growth, that is, population growth in millions
of consuming units, was increasing on the whole, although not in
each period. Figure 16 indicates the relationship between absolute
population growth in consuming units, and investment. Up to the
period affected by the developments following 1929 (i.e., including
the decade 1919-1928 but not including 1924-1933), the scatter
shows that capital formation rose consistently from decade to decade
when the rate of absolute population growth was increasing or
remained unchanged, yet the scatter fails to show a decline in capital
formation in the only instance in which the rate of absolute popula-
tion growth was declining appreciably. Absolute population growth
was smaller in 19og—1918 than in 1904—1913, but net capital forma-
tion was greater. So far as the experience prior to 1929 is concerned,
there seems to be an indication that parallel changes between the
two variables merely reflect the existence of a secular upward trend
for both the absolute population growth and the amount of real
investment. When the absolute rate of population declined or re-
mained unchanged (contrary to its Jong-run trend), the amount of
real capital formation failed to react as it would have had there
been a direct causal relationship between the two variables. This
s shown—up to the Great Depression—by the existence of a positive
slope in the scatter for periods of rising absolute population growth,
by an infinite slope for periods of constant population growth, and
by a negative slope for the one period of declining population
srowth. It is true that in the 1930’s the absolute rate of population
growth and real investment declined simultaneously,” just as it is
ue that the percentage rate of popuvlation growth and real invest-
ment declined simultaneously. Yet, the question of whether the
simultaneous decline of population growth and of investment in
the "thirties should be interpreted “causally” or as “mere coinci-
lence” depends partly on whether the causal interpretation can be

* Figure 16 mercly shows that this is true for the decade 19241933 as compared to
the previous decade (1919-1928), but the statement clearly continues to be true for the
lecade 1929-1938 as compared to 1924-1933. The method applied in deriving the data
for population growth does not allow a precise evaluation of the figure for the decade
1929-1938 and therefore the corresponding point was omitted both in figure 15 and in
igure 16. (As for the method, see above, p. 50, n. 21.)
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substantiated by previous experience. Previous experience does not
substantiate the causal nexus. It is true that in the period of de-
clining population growth in which capital formation rose (190g—
1918) there existed an “‘abnormal” inducement to invest. However,
this could scarcely be maintained of the two instances in which
population growth remained the same and capital formation rose
considerably.
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Fig. 16. Absolute population growth—net capital formation relation (1929 prices).
Data from Kuznets, Uses of National Income, pp. 31, 39.

The last part of the analysis again is subject to certain qualifica-
tions arising from the fact that it relates to over-all magnitudes.
There may well exist a significant relationship between population
growth and specific fields of investment, such as residential construc-
tion. In consequence of immobilities specific disturbances may tend
to become generalized. This may result in depressions (“normal” or
“protracted”) but scarcely in secular stagnation.

IMPROVEMENT AND NEW RESOURCES

Aggregate output and aggregate employment may risc or decline in
consequence of technological or organizational innovations. Since
the production of a given output typically requires a reduced labor
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input after the innovation,” real output has to rise at least in the
proportion of the labor saving, if employment is to be maintained.
Consequently, the innovation will raise the level of employment
only if it calls forth a rise in real output that outweighs the labor
saving per unit of output. Propositions maintaining on a priori
grounds that innovations in general do or do not produce the neces-
sary expansion of output, would clearly be unjustified. Innovations
might even diminish output, if their effect on investment for further
investment or on the consumption function should be adverse. A
rise in output requires that prices be reduced and also that the in-
creased expenditure at the reduced prices should bé enough to offset
the increased savings.

One of the negative propositions that can be deduced on a priori
grounds is worthy of emphasis, however. Whether an innovation
does or does not raise the level of employment cannot be assumed
to depend on the “deepening” or “widening” character of the in-
novation. In this regard the reasoning of the American stagnation
school” can be disproved on purely logical grounds. The stimulus
derived from the necessity to increase the capital stock per unit of

2 This statement docs not imply that innovations arc typically “labor-saving” in
the different senses suggested by various authors. Cf. J. R. Hicks, The Theory of Wages
(London, Macmillan, 1932), chap. vi; A. C. Pigou, The Economics of Welfare (4th ed.;
London, Macmillan, 1933), Pait iv, chap. iv; R. F. Harrod's review of Joan Robinson’s
Essays in the Theory of Employment, in the Economic Journal (1937); Oscar Lange, “A
Note on Innovations,” Revicw of Economic Statistics (February, 19438). These defini-
tions of labor-saving innovations—including Pigou’s definition—do not make the
“Labor-saving” quality of an innovation dependent on whether it reduces labor input
per unit of output. Yet Pigou (cf. loc. cit.) says that the common use of the term would
imply that innovations should be considered labor saving if they 1educe the labor input
per unit of output. This is tiue and there does not scem to cxist any valid reason for
deviating from the “common use.” Why not call innovations labor saving (or spending)
if they reduce (increase) labor input per unit of output and why not call them capital
saving (or spending) if they reduce (increase) the capital input per unit of output? This
would accord well with the common use of these terms, In this event it would have to be
added that innovation might be both labor and capital saving and that they typically
have been labor saving. Furtheimore, it would have to be added that the labor- or
capital-saving character of the innovations does not of itself determine their effects on
the aggregate or on the iclative share of the factors of production; nor their effect on
the aggregate demand for the factors.

= Cf. mainly Alvin H. Hansen, Full Recovery or Stagnation (New York, W. W,
Norton, 1938), pp. 314 ff; “Economic Progress and Declining Population Growth,”
American Economic Review (March, 1989), 1—15; Fiscal Policy and Business Cycles
(New York, W. W. Norton, 1941), chap. xvii.
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output (i.e., from “deepening”)” is, at best, of a temporary char-
acter, and it must by necessity be followed by an adverse effect
of greater magnitude. The “innovation” would be no innovation
if costs per unit of output did not decline. Consequently the risc in
aggregate outlays (including new investment outlays) per unit of
output, occurring if the innovation “deepens” capital, must be fol-
lowed, for an indefinite period, by a reduction of unit operating
costs, including maintenance, to a level lower than the one that
prevailed prior to the innovation. Moreover, even the temporary
stimulus derived from the necessity to “deepen” the capital stock
must be disregarded if the concern is with a historical epoch during
which “deepening innovations” are flowing continuously. The in-
troduction of the successive deepening innovations will in this case
require a continuous flow of new capital goods and this will keep
at a constant level, but not increase, the output of a specific section
of the capital goods industries.” On the other hand, the unit operat-
ing costs, including capital maintenance, of the innovating indus-
tries will decline continually. The total effect on output must be
adverse, unless indeed the innovating industries increase their out-
put. It is true that on strict ceteris paribus assumptions the output
of the downward sliding cconomy would, at any given moment ot
time, be even lower with “merely widening” innovations than with
“deepening innovations” because the demand for capital goods is
lower in the fust than in the second case. But in both cases, the
economy would be involved in a cumulative downward process. The
difference merely is that between (e) having a constant amount of
investment which is being increasingly outweighed by ever-growing
savings and (b) not even having the constant amount of investments.
In a secular theory this difference is negligible. The difference con-
sists of a time lag.

The deepening “stimulus’ necessarily becomes more and more
submerged in the cost-saving eflect. Both are “per unit of output”

® Following R. G. Hawtiey, Capital and Employment (London, Longmans, Gioen,
1937), deepening of capital is defined as growth of the real capital per unit of 1eal
output, and widening of capital occurs when capital grows m the aggiegate but not by
per unit of output.

# Of the section produang the equipment used for imtroduang the “decpening”
innovations.
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effects, and the “per unit of output” effect of innovations must by
necessity be unfavorable on balance, so far as the level of employ-
ment is concerned. Regardless of whether the innovation necessi-
tates an increase in capital per unit of output (i.e., is “deepening”’)
or requires an unchanging stock of capital per unit of output (i.e.,
is “‘merely widening”), costs and employment per unit of output
will decline.® The deflationary “per unit of output” effect can be
offset, or outweighed automatically—so far as aggregate output, or
even as employment, is concerned—by increased consumption at-
tributable to cheaper costs and prices, or by increased investment
for further investment attributable to the same factors. In the un-
favorable instances in which offsetting through these factors does
not occur, a deflationary impact must develop. This is true of widen-
ing, as well as of deepening, innovations.

It should be added that the deepening effect is no different from
that which arises when an innovation requires mere substitution of
new equipment for the old. On the assumptions on which deepen-
ing innovations would stimulate economic activity, obsolescence
would have the same stimulating effect. When processes involving
obsolescence start, there is a temporary rise in producers’ expendi-
tures per unit of output. Yet this must be followed by a reduction
of current expenditures per unit of output below the original level.
If processes involving obsolescence are being introduced continu-
ously, the continuous expenditures on new equipment merely main-
tain (but do not increase) output in certain sections of the capital
goods industries. At the same time, the cost-saving effect of the
innovations reduces continuously the demand for productive serv-
ices per unit of output. The balance of these two phenomena (i.e.,
the per unit of output effect as a whole) is adverse rather than stimu-
lating. Here, too, a stimulus can otiginate only from an increased
demand for the cheapened products of the innovating industries.
Technological progress is not rendered expansionary by deepening
or by obsolescence. Whether aggregate demand will increase asa con-
sequence of improvement and, if so, whether the rise in demand will
be sufficient to maintain or even to increase employment depends

* Cf. my article, “The Technological Argument of the Stagnation Thesis,” Quarterly
Journal of Economics (August, 1941), 638-651.
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partly on how the consumption function is affected and partly on
how investment for further investment reacts to the change of pro-
duction functions. The crucial question is whether the cost-saving
industries increase their output at reduced prices.”

Historically it seems legitimate to argue that the conspicuous
cases of stimuli provided by innovations are those in which innova-
tions were organic parts of long-run processes of growth affecting,
primarily, specific segments within economic systems. These proc-
esses of specific growth may have been started by innovations or the
main innovations may simply have occurred in the course of these
processes; at any rate these processes as a whole lead to significant
decline in the prices of certain goods and services and to a signifi-
cant rise in their consumption. They also created the expectation
that a secular trend favored investment in specific ficlds and that
investment activity in these fields was going to continue. In our
terminology, the processes in question created a high inducement
to invest for further investment. The dramatic instances of stimu-
lating innovations were organic parts of such processes. In addition,
innovations may have been partly responsible for preventing a long-
run decline of the over-all marginal propensity to consume. Yet this
latter hypothesis should not be carried too far considering that the
marginal propensity to consume seems to have been maintained in
the United States (and probably also in Great Britain) at an approxi-
mately constant level throughout many decades during which the
relative significance of innovations must have varied considerably.

The acquisition of new and better resources by territorial expan-
sion is substantially a specific type of improvement. New resources,
like improved techniques, counteract the tendency toward dimin-
ishing returns by making it possible to increase output without the
necessity of changing the proportions in which the factors of pro-
duction are applied; at the same time costs per unit of output are
reduced. Consequently, it would be expected that the effect on
aggregate output and employment of the acquisition of new re-
sources (e.g., by means of territorial expansion) should be subject
to the same indeterminateness as is the effect of technological im-

® With new goods, the price cut is from infinite to finite and the increase i output
fremn zero to finite.
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provement. If full employment could be taken for granted, the
acquisition of new resources, like technological improvement,
would necessarily increase real output. Given the lack of reliability
of the necessary “‘adjustments” it is true of both these phenomena
that they may reduce employment. In fact, a reduction of employ-
ment is unavoidable in both cases if, as a consequence of improved
resources, employment per unit of output declines and output does
not increase sufficiently to offset this circumstance. Whether output
does or does not increase sufficiently depends on how the consump-
tion function, on one hand, and investment for further investment,
on the other, is affected.

It is somewhat unusual to think of the acquisition of new re-
sources as having even potentially depressive effects. It is not thought
of in this way because the “dramatic” instances of territorial ex-
pansion are those in which the consumption function as well as
investment for further investment were affected favorably and sig-
nificantly. That depressing effects are conceivable becomes clear,
however, it account is taken of the fact that a shift toward free
trade is in the same nature as territorial expansion. If two isolated
economic communities become interrelated through foreign trade,
the situation is then one of mutual territorial expansion so far as
economic considerations are concerned. It is obvious that, in “rigid”
economics, processes such as these might lead to a reduction of em-
ployment and even of output, although a rise in real output could
be taken for granted if a smooth process of adjustment were assumed
or actually enforced.

As was stated above, valid objections may be raised to the decep-
ening argument of the American stagnation school on a priori
grounds. In spite of this, it seems worth while to examine the actual
behavior of the capital-output ratio over the decades covered by
the Kurnets statistics,

Estimates of the magnitude of the capital stock are, for obvious
reasons, very unprecise. The best available method of arriving at
estimates of the capital-stock output ratio would seem to be the
following. The Federal Trade Commission has published estimates
of the American national wealth as of December 21, 1922.” These

® National Wealth and Income (Washington, D. C, U. S. Government Printing Office,
1926).
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estimates can be made roughly comparable with Professor Kuznets’
estimates of new capital formation™ by deducting from the national
wealth estimates the value of unimproved land and of the stock in
the hands of ultimate consumers, which are not included in Kuznets’
capital formation estimates. Furthermore, in order to arrive at more
meaningful figures concerning the stock-output ratio, it seems ad-
visable to deduct monetary metals and claims against foreign coun-
tries from the national wealth and also from capital formation.
After these adjustinents, the capital stock estimate for 1922 can be
rolled backward and forward to earlier and later periods respec-
tively, by subtracting or adding Kuznets’ estimates of new capital
formation for various periods prior to and after 1922. The stock
estimates thus derived can be compared with the output estimates
of the identical periods. The Kumets estimates of capital formation
are given in 1929 prices, whereas the wealth estimates of the Fed-
eral Trade Commission are expressed in prices of 1922. The price
levels of these two ycars were so closely similar, however, that data
expressed in the prices of the two years respectively may be consid-
erced roughly comparable. The figures concerning real capital and
real output arrived at by this procedure are given in table .

The comparison of the capital stock with the output flow of the
single decades would lead to the conclusion that a considerable
deepening process occurred between the early paire of the 1880’s
and the end of the nincteenth century. From that period on the
stock-output ratio has changed but slightly. It should be pointed
out that the stock-output ratio indicated in table g for the decades
1924—-1943 and 1929-1938 arc too high for a meaningful compari-
son with carlier decades. The existence of a substantial stock of un-
employed resources tends to raise this ratio, because in periods of
undcrutilization part of the stock is idle (i.e., does not “paticipate”
in the production of output). As was stated carlier, the method of
overlapping decades does not smooth out the depression of 1929~

* T'o be found in Simon Kusnets, National Income and 1ts Composilion, 19141938
(New York, National Bureau of Economic Research, 1941); and idem, Uses of National
Income in Peace and War, Occasional Paper 6 (New York, National Burcau of Eco-
nomic Research, March, 1942).

3 Cf. Simon Kurnets, “Capital Formation in the United States, 1919-1q35,” Capital
Formation and Its Elements (New York, National Industrial Conference Board, 1939),

Pp- 46.



8o Monetary Policies and Full Employment

1933 effectively. Consequently, the ratio figures for 1924-1933 and

for 192g-1938 are not comparable with the preceding figures.
The data in table § would lead to the belief that if the degree of

deepening were an important determinant of aggregate investment

TABLE 3
THE CApriraL-OulpuT RATIO
Average yearly Real capital stock Ratio of
real output at center poimnt real stock to
Decade 192;?;3:;929 1922?! dle952a9d:wrices (J)N:l E)Zn)tebut(l)

1 2 3
- billions of dollars billions of dollar:——m
1879-1888. ... ............ 15.2 39.17 2.58
1884-1893................. 18.1 50.27 2.77
1889-1898. . ... ... ....... 21.2 64.47 3.04
1894-1903........ P 26.1 81.22 3.11
1899-1908. . ...... ... ... 32.4 100.67 3.1
1904-1913. .. ... ...t 38.7 123.37 3.19
1909-1918...........coeen. 45.0 147.22 3.27
1914-1923..... ..ot 53.8 170.32 3.17
1919-1928. . ....... ....... 68.6 197.12 2.87
1924-1933. .. ... e e e 73.3 222.02 3.03
1929-1938. . .......... .. ... 71.1 235.02 3.31

*‘T'he yearly figures for output and net capital formation in 1929 prices were taken from Simon Kuznets,
National Income and Its Compostion, Vol. I, table 37, p. 269, the adjustment of the net capital formation figures
for change 1n the claims against foreign countries were taken from 11d., table 38, p. 272. The national wealth
estimate of the Federal Trade Commission, amounting to 353 billion dollars for the end of 1922, becomes 183.7
billion dollars after subtracting the value of land and goods 1n the hands of consumers and the valuc of the stock
of monetary metals.

‘I'he decade figures for average output and average net capital formation 1n 1929 prices were taken from
Kuznets, {/ses of National Income in Peace and I¥ar, Occasional Paper 6 (New York, National Bureau of
Economic Rescarch, March, 1942), table 2, p. 31; the adjustment of the net capital formation figures for
changes in the claims against foreign countries were taken fromn 1bid. , table S,J) 34,

The real capital stock figures for the single years 1919 to 1928 were found by adding or subtracting the net
capital formation figures for successive years to the 1922 figure of 183.7 billioa dollars. After this, the average
real capital stock was found for the decade 1919-1928 and this was interpreted to be interchangeable with the
stock of the center point of the decade, that 18, of 1923-1924. The stock at the center points of the other “‘over-
lapping decades” (which 1s interpreted as standing for the average stock during the decade 1n question) was
derived from the stock of 1923-1934 by a method of averaging exemplified by the following: To arrive from
the center point, 1923--1924, to the next earlier center point, 1918-1919, we estimated and then deducted
the capital formation of the five years between 1918-1919 and 1923-1924; this was done by assuming that in
those five years capital formation proceeded at a rate corresponding to the average of the rate prevailing
duri‘lllg the decade 1914-1923 and the decade 1919-1928. Kuznets’ figures are available only for decades such
as these.

and output, some of the difficulties of the 1930’s should have mani-
fested themselves around the turn of the century. No one knows,
of course, whether deepening did or did not occur in the early years
of the nineteenth century, since the “revolutionary innovations of

early capitalism” increased not merely the capital stock but also
the flow of output in a very high proportion. It is not clear on a
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priori grounds whether the proportion in which real capital was
increased in those years was greater or smaller than the proportion
in which real output rose.” But to the extent to which it is possible
to rely on the data in table g, it seems warranted to conclude that
deepening did occur at a substantial rate in the last quarter of the
nineteenth century, whereas the process of deepening seems to have
stopped or to have become quite insignificant thereafter. Later on,
even some decrease in the stock-output ratio seems to have taken
place. Yet this decline seems to have occurred between the center
date of the decade 1914~1928 and that of the decade 1919—1928,
and yearly figures not given here, indicate that in the later years of
the 1920’s there again was probably a slight rise.

In the usual presentation of the stagnation thesis, the substantial
expansion of output experienced during the 1920’s is explained
away with reference to certain “accidental” developments which
are assumed to have postponed the appearance of the stagnant trend
for about one decade. It is realized that most of the criteria of “ma-
turity” were observable already in the decade after the First World
War; hence if maturity is responsible for the stagnant trend of the
1930’s, it is necessary to formulate specific hypotheses about why
stagnation did not appear at least one decade prior to the Great
Depression. This usually is done by interpreting the 1920’s as a
prolonged postwar expansion and by stressing certain additional
“specific” features of the period. However, if it is concluded from
study of table g that the deepening process came substantially to an
end around the turn of the century, it becomes necessary, so far as
the deepening argument is concerned, to explain away about thirty
years, instead of merely one decade. In consequence of the high
degrce of underutilization during the 1930’s there are no compar-
able data for that decade in which, according to stagnationists, the
lack of deepening innovation was partly responsible for stagnation.
But, whatever the situation may have been during the 1930’s, a
significant change in the trend of the capital-output ratio does scem
to have taken place thirty years earlier and this does not seem to
have affected the general economic trend at that time. The first half
Tw It is, of comse, necessary to bear in mind that estimates of “real” magnitudes have

little meaning when the composition of the magnitudes in question changes signifi-
cantly,



82 Monetary Policies and Full Employment

of this thirty-year interval could not be considered “exceptional” or
“abnormal” in the same sense as that in which the First World War
and its aftermath could conceivably be so considered.

From a purely technical point of view, a similar statement could
be made with respect to the stagnationist argument emphasizing the
cessation of territorial expansion. Yet the analogous criticism of the
territorial expansion argument must be qualified with reference to
broader sociological considerations. The frontier “disappeared”
several decades prior to the stagnation of the ’thirties and this did
not produce any break in the continuity of economic development
at that time. Thus the territorial expansion argument shares one of
the weaknesses of the decpening argument. On the basis of Kuznets’
estimates and the data in table §, improvement seems to have been
adequate to offset diminishing returns (not merely in the average
but also in the marginal sense) even after the ending of territorial
expansion. During the first three decades of the century, subsequent
additions of equal absolute size to the capital stock do not seem to
have been associated with decreasing additions to aggregate out-
put;* and cqual absolute additions to the population seem to have
been associated with distinctly increasing additions to output. Not
even the logarithmic trend line for aggregate output secms to have
flattened out until the Great Depression, as may be seen from figure
17 which is plotted from Kuznets’ data. Yet, by analyzing marginal
output for rising factor inputs, or average output per unit of input,
or trends in aggregate output, the potentially significant aspects of
territorial expansion and of its cessation are not exhausted. Tt is
likely that certain types of internal friction develop less rapidly in
an extensively growing economy than in a system with a given cco-
nomic area. Additions to the economic area frequently remain rela-
tively free from institutional rigidities, at least for some time. The
cessation of extensive growth may therefore result in a more rapid
emergence of rigidities and of internal frictions, which, in turn, may
with a time lag result in adverse economic trends. Consequently,
the available material comes much closer to contradicting the deep-
ening argument than to refuting the argument relating to the
growth of the economic area.

“ Compare columns 1 and 2 of table 3.
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It should be repeated that the hypotheses so far considered can-
not be disproved by statistical analysis. It is possible merely to test
these hypotheses for “plausibility,” in the light of factual material.
The matter of plausibility depends, of course, on the judgment of
the individual who has to express an opinion on the problems of
cconomics. In our judgment the material considered in this chapter
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Fig. 17. National income or output for ovetlapping decades (1929 prices).
Data fiom Kuznets, Uses of National Income, p. 31.

fails to lend plausibility to the population growth argument and to
the technological argument of the stagnationist schools of thought.
Other material may not; and untried multiple correlation hy-
potheses may yield different results to some ingenious investigator.

Tur MoNoproLy PowEkR OF Firats AND MONOPOLISTIC
RESTRICTION

The “degree of [producers’] monopoly power” is an ambiguous
concept. In recent theoretical discussion various measures of mo-
nopoly power have been suggested. Thesc relate to different aspects
of the monopoly problem. Thus Professor Lerner’s measure—the
difference between price and marginal cost divided by price—has the
significance of “measuring” the malallocation of resources caused
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by monopoly.” As is well known, Lerner’s méasure of monopoly
power becomes the reciprocal of demand elasticity, if equality of
marginal revenue and of marginal cost is postulated. The concept
possesses an important bearing on the allocation of resources, but
it has no direct bearing on the aggregate level of activity which is
the main concern in the present context.

K. W. Rothschild made the interesting suggestion that monopoly
power should be measured by the ratio of the slopes of Professor
Chamberlin’s dd’” and DD’ demand curves.” These two curves had
been christened earlier, by Morris Copeland, the species demand
curve and the apportioned genus demand curve.” The first of the
two relates the demand for the product of a monopolistically com-
petitive firm to the price charged by the firm, on the assumption that
the prices charged by the other firms of the monopolistically com-
petitive industry—that is, of the “group”—remain unchanged. The
second curve relates the same demand to the same price, on the
assumption, however, that the prices charged by the other firms are
identical with those charged by the firm to which the demand curve
relates. The first curve (dd’) obviously slopes downward less steeply
than the second (DD’). The ratio of the slopes expresses, in a sense
(i.e., with the appropriate ceteris paribus clause) the relative signifi-
cance of the firm in question within the group in which it belongs.
If, in a given range, the dd’ curve has a very much smaller slope than
the DD’ curve, then the relative significance of the firm is likely to
be small, because it is in a position to increase its sales very consid-
erably by acquiring the buyers of competing firms. If, in the neigh-
borhood of the actual price, the slope of the dd’ curve is but little
smaller than that of the DD’ curve, the relative significance of the
firm in the industry is likely to be great because the impingement
on the markets of competing firms increases the sales of the firm

“A. P. Lerner, “The Concept of Monopoly and the Measurement of Monopoly
Power,” Review of Economic Studies (June, 1934), 157-175.

* Cf. K. W. Rothschild, “The Degree of Monopoly,” Economica (February, 1942),
24-39; for the definition of the two demand functions, sec Edward Chamberlin, The
Theory of Monopolistic Competition (3d ed.; Cambiidge, Harvard University Press,
1938), pp. 90-91; see also Joe S. Bain, “Measurements of the Degree of Monopoly: A
Note,” Economira (February, 1943), 66-68.

¥ Moris A. Copeland, “Competing Products and Monopolistic Competition,” Quar-
terly Journal of Economics (November, 1940), 1-86.
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only by a small margin. By comparing the two slopes there is meas-
ured, in a sense, the relative significance of the firm within the
group, since the slope of the DD’ curve is approximately that of the
demand curve for the product of the industry,” whereas the slope
of the dd’ curve is determined by this very same factor plus the in-
crease in sales realized by the firm in question through underbid-
ding the other firms of the group. The ratio of these two slopes
therefore isolates the second of the two factors.

It should be added, however, that something like a pure measure
of relative significance could be derived this way only on the assump-
tion that the firms in each Chamberlinian group (i.e., in each
“industry”) are arrayed in a distinct manner so far as substituta-
bility is concerned. The constellation would have to be analogous
to that existing in spatial competition if all firms were of equal size
and if they were situated at equal distances from their neighbors (for
example, in a circle of given radius). In this case, the quantity by
which a firm may increase its sales through underbidding others by
a given margin depends exclusively on the number of firms in the
industry, that is, on the share of the “industry output” produced by
any one firm.” If, however, conditions such as these are not satisfied
the rise in sales through impingement on others depends on the
distance between the competitors of different sizes as well as on
relative significance.

Yet even if Rothschild’s measure of monopoly power did consti-
tute a pure measure of the relative significance of single firms within
Chamberlinian groups, this measure would still not be directly
relevant to the problem of aggregate output and employment. The
relative significance of the single firms constituting an “industry”
(that is, a Chamberlinian group) ccases to be a factor determining
the degree of monopolistic restriction of output, once it is taken for
granted that the single firms are aware of exerting an influence on
the price of their product. The degree of monopolistic restriction
does not in these circumstances depend on the relative significance
of the individual firms or on the slopes or the elasticities of the nega-
" % Provided that the relative share of the different firms is approximately the same

at different prices of the “product” in the broader sensc.
® Given the transportation costs.
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tively inclined individual demand curves, but on other factors which
will be considered presently.

The relative significance of single firms within an industry may
be, however, of importance in studying the question of the likeli-
hood of single firms becoming aware of their influence on price and
of the likelihood of single firms colluding. This question led several
investigators to compute so-called “concentration ratios” for a num-
ber of industries, that is, to compute figures expressing the share
in industry output of the x largest (typically of the four largest)
producers; or to compute the percentage of all establishments em-
ploying x per cent (e.g., one-half) of the labor force of the industry.*
On the appropriate ceteris paribus assumption it might be argued
that higher concentration ratios (reflecting higher “relative” sig-
nificance of the x largest firms) mean greater likelihood of the
emergence of monopolistic constellations. Unfortunately, the appro-
priate ceteris paribus conditions are not satisfied in reality. The
following seem to be the most important reasons why the concen-
tration ratios do not of themselves contain a satisfactory indication
of the likelihood of the emergence of monopoly power. (a) The close-
ness of the substitutes produced by other (“neighboring”) industries
is very different for the different industries compared, and this factor
changes also over time. (b) The size of the market for which the
industry is producing is different for different industries. (¢) The
distribution of relative significance within the aggregate of firms not
belonging in the group of the x largest may be very different.
(d) Foreign competition is disregarded in the concentration ratios
actually computed for American industries."

It has been seen that Lerner’s measure of monopoly power relates
to the problem of the relative malallocation of specific resources,
given the aggregate output of the economy. Concentration ratios
on the one hand, and the slopes considered by Rothschild, on the
other, bear on the likelihood of the emergence of monopoly. Yet

“ Cf. mainly The Structure of the American Economy, Part I, National Resources
Committee, 1939; and The Structure of Industry, T. N. E. C. Monograph No. 27, 1911.
The second of the two measures is, of course, inversely related to the degree of con-
centration.

L Cf. George J. Stigler, “The Extent and Bases of Monopoly,” Supplement to the
American Economic Review (June, 1942), 6-8.



Hypotheses 87

the concern here is with monopolistic restriction ot output; and
once monopoly power has emerged, the degree of restriction does
not depend on the degree of concentration or on the'slopes of the
market curves. Joan Robinson has shown that, given the emeigence
of monopoly, the degree of monopolistic restriction, as compared to
perfectly competitive conditions, depends on the curvature of the
demand curve and on that of the competitive supply curve, assum-
ing that the cost curves remain unatfected by monopolization, and
that the individual demand curve faced by the monopoly is iden-
tical with what previously was the market demand curve for the
product of the competitive industry.® In these conditions monopo-
lization always leads to output restriction and the percentage vedue-
tion of output will be the greater, the more concave the demand
curve is, as viewed from above, and the more convex the supply
curve is, equally as viewed from above. If these two functions are
lincar, monopoly output will be one-half the competitive output
regardless of the slope and ol the elasticity of the functions; if the
demand curve is convex and the supply cmrve concave, it will be
more than one-half the competitive output; it the demand curve is
concave and the supply curve convex, the output under monopoly
will be less than one-half of what it was prior to the monopohization.

The analysis seems to point to the condusion that, although the
factors determining the degree ol monopolistic 1estriction are not
statistically measurcable, an all-mound tendency toward monopoly
doces lead to a restriction of aggregate output (income).* Monopoly
output is smaller than competitive output in cach individual indus-
try, and, therelore, also in the aggregate cconomy, "The conclusion
does not, however, follow by logical necessity, although it very likely
is more often correct than inconrect. In the first place, monopoliza-
tion may be associated with a lowering of the cost functions i the
specific industries in which it occurs® Second, expected demand

“ Joan Robinson, The Economics of Imperfect Competition (Fondon, Maaniilan,
19584), f chap xi.

“The price-elastianty effects (repercussion) ansng when the relative price dhanges
occur will be considered 1n chapter v.

“If revensible external economies exist 1 a competitive industry, then the compen
tive supply curve is necessanly higher than the curve that becomes the monopolist’s
matginal cost curve, provided the monopohst pavs no rent to the owners of scarce
factors. If the monopolist pays rent, his (selevanty marginal cost curve may hie above
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curves may shift to the right, as compared to their previous com-
petitive positions; and this, by leading to increased output, may
shift actual demand curves to the right, thereby restoring aggregate
output, even in the long run.

Neither of these offsetting forces comes into play by necessity:
both are undependable. Some lowering of cost functions in the
industries subject to monopolization may perhaps be rather com-
mon. It is true that a monopoly will introduce an innovation only
if total costs with the new method are lower than are prime costs
with the old, whereas innovations will be adopted by competitive
industries if total costs with the new methods are lower than total
costs with the old. This, considered by itself, would lead to the belief
that competitive costs tend to become lower than monopoly costs
because competitive industries are more ready to adopt innovations.
Yet, on the other hand, inventions would presumably be made at
a much lower rate if large-scale enterprise with its research facilities
was eliminated. On balance, the “concentration of economic power”
may well be associated with some lowering of the cost functions for
the methods actually applied. However, even if this should be so,
the degree of lowering may be insufficient to offset the restrictive
effect of output-determination by functions marginal to the com-
petitive determinants. Consequently, the first potential offset to the
restrictive impact of monopoly, namely, the lowering of potential
or of actual cost functions, may frequently be weaker than the re-
strictive influence itself (even in cases in which the offsetting force
does develop).

Needless to say, the second potential offsetting factor, namely, the
shift-to-the-right of expected demand curves as compared to their
competitive positions, equally is not a necessary phenomenon, al-
though it may occur in certain instances for the following reason.
In conditions of full employment an upward shift of expected de-
mand curves is self-defeating, assuming that the monetary authority
is prepared to intervene if inflationary developments get under way.

or below the competitive supply curve depending on the relative significance of the
marginal rent as compared with the external economies (i.e., with the economies that
used to be external in competition). Much more important than this, however, is the
fact that monopolistic tendencies may be associated with a downward shift of cost
enrves in canceanence of the “setting nn of new nroduction functions ”
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In conditions of substantial underemployment expectations of shifts
to the right justify themselves ex post, if they are consistently main-
tained. In an all-round monopolistic, underemployed economy,
random causes producing the shift may lead to a higher level output
which may be maintained over a considerable period. It is true, of
course, that random causes may also cause a downward shift of
expectations which justifies itself ex post, if it remains consistent
over time. But in an economy that initially is fully employed only
this latter statement is true; the upward shift is self-defeating if
inflationary developments are counteracted by the monetary author-
ity.” The likelihood of shifts depends largely on how the degree of
uncertainty is affected by the changes in the degree of competition.

On the whole, the forces which may offset the restrictive effect of
monopolization, are not dependable. They may or may not come
into play and if they do, they may act as merely partial offscts. Com-
plete and consistent offsetting would have to rest on an unlikely
coincidence of circumstances.

Finally, it should be pointed out that monopoly may result in a
restriction of output also through its effects on income distribution.
Professor Bain’s measure of monopoly power is concerned with this
aspect of the problem. Bain’s measure consists of the average profit
rate, that is, of the difference between price and average cost, where,
however, average cost is defined so as to include interest (plus risk
premium) merely on the assets that would also exist in a competitive
economy.” In other words, such capitalized quasi rents as flow from
artificial scarcities (that is, scarcities other than those inherent in
“nature”) are excluded from asset valuation and the excess of price
over average cost thus derived is conceived of as a measure of mo-
nopoly power. What is measured here in a direct sense, is an impor-
tant aspect of the monopolistic distortion of income distribution.
The measure becomes significant for other considerations only to
the extent to which income distribution has a bearing on them.

“The statement implics that it is substantially easier to counteract inflationary than
deflationary tendencies. This point will be discussed at some length in the later course
of the argument.

 Joe 8. Bain, “The Profit Rate as a Measure of Monopoly Power,” Quarterly Journal
of Economics (February, 1941), 271-293; and idem, *'The Normative Problem in Indus-
trial Regulation,” supplement to the American Economic Review (March, 1943), 54-70.
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Bain’s emphasis on the concept in question is to be attributed only
partly to the significance of income distribution per se; his analysis
rests in a large measure on the notion that redistributing incomes
at the expense of noncompetitive profits is likely to raise the level
of output and of employment through increasing the propensity to
consume. Whether this actually is so depends on circumstances dis-
cussed in the earlier sections of this volume. Correctness of the
assumption depends on whether entrepreneurs are so much more
willing to produce for a more stable consumer market than for a
more volatile producer market, that they produce more for the
former than for the latter even at lower profit rates. This is taken
for granted in Bain’s argument. The assumption does not seem to
me to be of general validity. The lower the propensity to consume
and the higher the average profit rate, the greater the likelihood that
the assumption is valid.

To summarize, although monopolistic tendencies always lead to
a malallocation of resources, it is conceivable that their restrictive
effect on the aggregate level of output and of employment could be
offset by simultaneous changes which, indirectly, also are produced
by monopolization. However, it seems very unlikely that this would
occur consistently.

A discussion of output restriction attributable to monopoly
should not be concluded without pointing to an important qualifi-
cation. Monopoly output frequently is incomparable with com-
petitive output. Whenever a commodity can be produced only with
cost functions that exclude competition (because the optimum size
of the firm is large in relation to the market), the question of the
effect of monopoly on the size of output loses much of its meaning.
The perfectly competitive output would have to be a different kind
of output. The fact that in a different world with different tech-
niques and commodities the amount of employment also would
be different possesses little significance for an inquiry concerned
with the actual world. Of course, not all features of the actual world
can be assumed as given: a useful analytical system must contain
- variables as well as parameters. But it should take the existence of
many commodities for granted which, given the present cost and
demand functions, could not be produced in pure competition.
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THE TREND TowARD MONOPOLY

The statistical approach is not very helpful in testing the plausibility
of the hypothesis according to which the trend toward monopoly is
responsible for the protracted depression after 1929. As has been
shown, a priori analysis leads to the conclusion that awareness of
influence on price, (i.e., monopoly), results in a curtailment of
output if market demand curves and industry cost curves remain
unchanged when competitive conditions are replaced by monopoly.
In this event, the degree of output reduction depends on the curva-
ture of the market curves, rather than on the various measures of
monopolistic intensity advocated in recent literature. The statistical
approach would, therefore, first have to devise a method by which
the likelihood of awareness of price influence could be traced; and,
second, it would have to trace the curvature of the market curves,
as well as the shifts in these curves produced by monopolization
(including the shifts due to repercussions, provided relative prices
also change). The second of these tasks is obviously a hopeless one.
As for the first, the so-called concentration ratios are measures com-
puted by recent investigators With the intention of arriving at con-
clusions concerning the likelihood of the existence of competitive
or monopolistic conditions in specific industries. It was pointed out
in the preceding scction that only with very serious qualifications
can these concentration ratios be said to provide indications of the
emergence of “monopoly” (i.e., of awareness of price influence).

In the present context it should be added that if “concentration
ratios” could be interpreted to provide valuable information about
monopolistic restrictions, the actual figures computed by Willard
L.. Thorp, Don D. Humphrey, and Martha H. Porter, would not
indicate much change in this respect as between 1914 and 1937.
Thorp, Humphrey, and Porter, on the one hand, and Walter F.
Crowder, on the other, computed two different kinds of concentra-
tion ratios to be briefly considered here.” One type of concentration
ratio (that computed by Thorp, IIumphrey, and Porter) is based on
the number of establishments which in 195 different industries

T The Structure of Industry, Temporary National Fconomic Committee, Mono-
graph No. 27. Cf. parts i and v.
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employ one-half of the labor force of the entire industry. The
number of these establishments is then expressed as a percentage of
all establishments in the industry. The other measure of concentra-
tion (that computed by Crowder) expresses for 1,807 manufactured
products the proportion of output produced by the four largest pro-
ducers. The smaller the percentage of establishments employing
one-half of the labor force, the greater is the “concentration” in the
first of these two senscs (Thorp-Humphrey-Porter) and the greater
the percentage of output produced by the four largest producers, the
greater the “concentration” in the second sense (Crowder). If the
limitations to which all reasoning in terms of “concentration ratios”
is subject could be disregarded, it might be said that high con-
centration ratios in the first sense (i.e., the smallness of the pro-
portion of establishments employing one-half of the labor force)
reflect the coexistence of a few dominating establishments with a
great number of relatively insignificant ones. High concentration
ratios in the second sense (i.e., the highness of the proportion of
output produced by the four largest producers) reflect the existence
of powerful firms in the industry without indicating anything about
their coexistence with a great number of weak firms. High con-
centration ratios in either sense might be interpreted, with the
qualifcations alrcady mentioned, to indicate the likelihood of the
existence of monopoly power; that is, the likelihood of awareness
of influence on market price on the part of significant producers.
This, in turn, establishes the likelihood of monopolistic restriction
of output, provided cost and demand curves remain as they would
be in competition.

It was emphasized earlier that these qualifications are severe. In
the present context it should be noted that the Thorp-Humphrey-
Porter “concentration ratios” can be more adequately characterized
as being very high than as having increased significantly since 1914.
As of 1937, both kinds of concentration ratios are high for the two
aggregate samples respectively.” Only the first kind of concentration

“1n 1937, 2.9 per cent of all establishments employed one-half of the total labor force
in the Thorp-Humphrey-Porter sample. In the same year it was tiuc of 75 per cent of
all products included in Crowder’s sample that the four largest producers manufac-
tured more than 50 per cent of total output, and it was true of more than 5o per cent
of the products that the four largest were responsible for more than 70 per cent of
output (cf. The Structure of Industry, p. 56 and 275).
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ratio (that relating to the proportion of establishments employing
one-half of the labor force) is computed for earlier dates as well,
namely for 1914, 1919, 1921, 1923, 1929, 1933, and 1935. Concen-
tration ratios for the sample as a whole rose but slightly from 1914
to 1937; and for a substantial number of industries the concentra-
tion ratios declined.” Reasoning in terms of concentration ratios is
subject to too many qualifications to be of decisive significance; yet
if these ratios are interpreted as containing some indication about
monopoly power, the indication would seem to be that monopoly
power was not much lower prior to the First World War than during
the “stagnant” 1930’s.

On the other hand, “concentration” in a dilferent sense seems
not merely to be high but also to have increased considerably since
the early part of the present century. The largest 200 nonbanking
corporations not merely own a very high percentage of the gross
assets of all nonbanking corporations, but it also seems to be true
that their gross assets have grown at a more rapid rate than those of
the others.” It is possible to interpret this as suggesting the opposite
of what is suggested by the approximate constancy of the Thorp-
Humphrey-Porter concentration ratios for industrial establish-
ments. In this event it would have to be argued that the “cvidence”
is inconsistent: some data (those rclating to the concentration of
corporate wealth) indicate that the likelihood of monopolistic col-
lusion has increased considerably, whereas other findings (c.g., those
relating to the concentration of production in the leading industrial

© The average concentration ratio, defined as the reaprocal of the proportion of
establishments employing one-half of the labor force of the industry, 105¢ by 17 per
cent. This expresses the circumstance that trom 191y to 1937 the proportion of the
establishments employing one-half of the labor force dedined from g ¢ per cent to
2.9 per cent. However, for g7 of the 195 industrics, the concentiation 1atio dedined.
(Cf. ibid., p. 57 and pp. 88-93.)

® According to Beile and Means, the annual compound 1ate of inacase was 5.4 per
cent for the 200 largest nonbanking corporations and 8.6 per cent tor the more than
400,000 remaining nonbanking corporations, during the pertod 1gog-1928. In 1930 the
200 largest corporations owned 49.2 per cent of the gross assets of all nonbanking cor-
porations. (Adolt A. Berle and Gardiner C. Mcans, The Modern Corporation and
Private Property, New York, Chicago and Washington, Commerce Clearing House,
1932. Cf. pp. 28 and 36.) According to the Natural Resources Committee, a further
substantial inacase has taken place in this kind of “concentration 1atio” during the
first half of the 1930s (The Structure of the American Economy, Washington, 1939,
I, 107).
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establishments) indicate the opposite. It could also be argued, how-
ever, that the two types of evidence are not inconsistent because:
(@) it is conceivable that the largest producing units have become
wealthier in relation to the others without having increased their
share in production; (b) or, it is conceivable that the largest corpo-
rations have operated an increasing number of establishments with
the result that their share in wealth and in production has increased
significantly in spite of the fact that the share of the largest industrial
establishments has remained approximately constant. In the first
case (a) concentration may not have increased in the sense relevant
for monopoly trends, in the second case (b) it may well have. Even
if the various data relating to concentration could be accepted as
expressing precisely what they intend to express, it ‘still would re-
main questionable whether in recent decades, and particularly in
the stagnant ’thirties, concentration in the here relevant sense has
or has not increased significantly. Many economists (including the
author) feel that it probably has, but it is not possible to “justify”
this view adequately in terms of statistical material.

As for the monopoly power of labor organizations, there cannot
be much doubt that this increased significantly during the 1930’s.
The rise in the power of labor organizations has been an important
contributing cause of the rise in maney wage rates. But the problem
of changes in the wage level requires special analysis. It is not iden-
tical with the problem of changes in the monopoly power of firms.

THE ErrecT oF GENERAL WAGE CHANGES ON QUTPUT AND
FEMPLOYMENT

In “orthodox” economics it was frequently taken for granted that
unemployment was caused by high wages and that it could be
remedied by the lowering of money wage rates. Fconomists whose
orientation is influenced by the underconsumption theories typi-
cally are “unorthodox” in their views concerning the effects of
autonomous changes in the general wage level. Some argue that a
general reduction of money wage rates will neither diminish nor
increase unemployment, others that the lowering of wage rates is
even likely to reduce the level of employment. The latter of these
two positions might lead to the belief that employment would be
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increased by a general raise in wages. Actually, a raise in wages has
rarely been recommended by professional economists as a means
to increase employment. But, in recent times, refraining from gen-
eral wage reductions has been recommended frequently and it has
been maintained that general wage changes would have no effect
on employment, except indirectly via liquidity preference. This
view implies, of course (as does the subsequent discussion), that
after a change the new wage level is expected to remain stable. Tt is
obvious that the expectation of an impending fall in the wage level
affects employment adversely and that the expectation of an im-
pending rise cxerts a favorable influence.

The view that a change in the money wage level would presum-
ably not alter the amount of employment, and that consequently
the lowering of the wage level would not reduce unemployment,
implies, however, also certain propositions with respect to invest-
ment for further investment (i.e., with respect to that amount of net
capital formation in each period which results in such additional
output as represents a further incrcase in net capital formation
during the subsequent period).” These implications will not be
accepted uncritically in the following discussion.

The view that employment remains unaffected is correct if it is
assumed that the share of real output going into investment for
further investment is independent of the level of money wage rates
(which means that the amount of investment per unit of expected
consumer demand is not affected by wage changes). For this special
case it can be shown that the real output flow cannot become smaller
nor greater as a consequence of the change in money wage rates,
except possibly for a transitional period during which incorrect
decisions will be reversed. A change in the ratio of commodity
prices to money wage rates for a given range of output is associated
with a change in the average and marginal propensity to consume
for the entire range in question. Jf cither the average or the mar-
ginal propensity to consume changes the share of output going into
investment for further investment also changes. Consequently, a
change of prices in relation to money wage rates involves a change

8t This amount cquals the aggregate net investment multiplied by one minus the
marginal propensity to consumnc. )
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in the ratio of aggregate output to investment for further invest-
‘ment, that is, a change in the aggregate amount of investment
undertaken per unit of expected consumer demand. Postulating
that no such change occurs means assuming that prices will increase
or decrease in the same proportion as that in which money wage
rates do and in this event the change in money wage rates has no
effect on real output or on employment.

The conclusion corresponds closely to Professor Lerner’s inter-
pretation of the Keynesian position.” It is not clear, however, from
that interpretation that the conclusion rests on the assumption that
the share of output absorbed by investment for further investment
remains unchanged. It follows from the argument here presented
that the conclusion could not be maintained if the relative signifi-
cance of real investment for further investment was assumed to
change as a consequence of a change in the level of money wages.
If a reduction of the level of money wage rates increases the share
of output which producers are willing to allocate to investment for
further investment, and if a rise of the money wage level decreases
this share, then a rise in moncy wage rates will not be associated
with a proportionate risc in prices, and a decline in money wage
rates will not be associated with a proportionate price decline. It
seems plausible to assume that the level of money wage rates is
inversely related to the share of output allocated to investment for
further investment because, although wages influence the costs of
investment for further investment, they are not direct determinants
of the demand for the products of this activity. The products in
question remain in a sphere of circulation restricted to producers,
although the process of course raises incomes and, therefore, also
aggregate consumer demand.

The assumption may be made that, in consequence of a decline in
money wage rates, producers are willing to allocate an increased
sharc of real output to investment for further investment (which

#Cf. AL P Lemer, “Mi. Keynes' ‘General ‘Theory of Employment,”” International
Labor Review (October, 1936), 435-45 {5 see mainly pp. 440-142. 'The doctiine is quali-
fied by Keynes in chapter xix of the General Theory of Employment, Interest and
AMoney. In Lerner's interpretation the qualifications appear on page 142, op. cit. 'These,
however, 1elate to such changes in the interest 1ate as are brought about by changes in
the money wage rate. The qualifications in question are on lines different from those
suggested in the test above; they will be considered later, on page 100, n. 59.
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means that they are willing to undertake more net investment in
relation to consumer demand.) In this event the aggregate expendi-
ture on goods tends to rise in relation to the aggregate wage bill.
This is a result of the fact that the total expenditure that producers
are willing to undertake exceeds the expected consumer demand by
a greater margin after the decline of money wage rates than before.”
Consequently the total producers’ expenditure that, to entrepre-
neurs, seems to be justified tends to exceed the expected consump-
tion spending, and thereby the wage bill,* by a greater margin than
before. This is another way of saying that a decline in money wage
rates increases the ratio of nonwage incomes to wage incomes and
thereby decreases real wage rates,” and that a rise in money wage
rates has the opposite effect. In this context changes in real wage
rates mean changes in “product wage rates”’; that is to say, changes
in money wage rates corrected for the selling prices of the industvics
paying the wages. The conclusion concerning the effect of changes
in money wage rates on changes in real wage rates follows from the
assumption that the share of output allocated to investment for
further investment is inversely related to the level of money wage
rates. This assumption scems justified because wages are cost factors
but not (in any direct way) demand-influencing factors for this type
of economic activity.

It the share of output allocated to investment for further invest
ment would be uninfluenced by changes in money wage rates, then
real wage rates and the flow of real output would also remain un-
affected. On (probably) more realistic assumptions, such as those
outlined in the preceding paragraph, it scems appropriate to con-
clude that autonomous changes in money wage rates arc likely to
be associated with changes in real wage rates in the same direction,
From this it follows that a decline in money wage rates is likely to
produce a primary tendency toward an increase of aggregate real
output and of employment, and vice versa. Such a tendency may,

o' As must be so if producers are willing to allocate an increased share of output to
investment for further investment.

o The wage bill stands, in the first approximation, for consumption expendituie to
be expected out of wage income. The average propensity to consume obvicusly is
higher for wage income than for profits.

% Given the man-hour output.
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however, be subsequently reversed; or it may even be simultane-
ously submerged in an opposite, secondary tendency. This point
must be examined in some detail.

As was already stated, the argument rests on the notion that a rise
in the general level of money wage rates reduces the share of output
which producers are willing to allocate to investment for further
investment, and that a reduction of the money wage level increases
this share. In other words, investment expenditure per unit of con-
sumption tends to vary inverscly with money wage rates. This pro-
duces a tendency for money and real wage rates to move in the same
direction and it also produces a primary tendency for output to
move in the opposite direction. Yet, the primary tendency for aggre-
gate output and employment to risc when money and real wage rates
are reduced (and vice versa), may or may not stay final. Whether it
stays final or is reversed depends on whether the stimulating effect
of lower real wage rates is or is not offset by the increased instability
and increased uncertainty attending the lowering of the average
propensity to consume. As was pointed out earlier, the sensitiveness
of consumer demand to consumer income and to income expecta-
tions is smaller than is the sensitiveness of producer demand to
producer income and to income expectations. Consequently the
market [or consumer goods is more stable, more “dependable,” than
is the market for investment goods. Circumstances are conceivable
in which total output declines when costs of production arc reduced
in a manner involving a decrcase in the relative significance of
consumer demand as compared to producer demand. The degrec
of instability and, therefore, the average degree of unccrtninty, is
increased when such a change occurs. The final outcome depends
on whether the stimmulus provided by the lower average and mar-
ginal wage costs per unit of output is more or less potent than the
adverse effect produced by the increased uncertainty.” The prop-

» Even abstiacting from technological progress, it should not be overlooked that
man-hout output changes as output increases o1 deareases, unless the average product
per unit of input should remain constant. If, for example, the average productivity of
labor decreases with rising output, the rise in profit margins, and also the deciease in
the average propensity to consume, is smaller after an incaease m output (o1 is greatar
atter a deaease in output) than how great the change in profit margins and in the
average propensity to consume would be at the original output with reduced wage
rates. ‘These considerations enter into a quantitative appiaisal of the effect discussed
in the text.
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osition is symmetrical with respect to wage changes. A rise in money
and real wage rates leads to a primary tendency toward a decline in
aggregate output and employment, but this tendency may also be
followed by, or simultaneously submerged in, an opposite tendency
attributable to a decline in the average degree of instability and
thereby of uncertainty.”

The conclusion may be summarized in the following four points.
(1) If no definite assumptions are made with respect to the effect of
changes in money wage rates on the share of output allocated to
investment for further investment, the relationship between changes
in money wage rates, on the one hand, and changes in rcal wage
rates and in output, on the other, is indeterminate. (2) If the share
of output allocated to investment for further investment is assumed
to remain unaffected by changes in money wage rates, then real
wage rates and aggregate output also remain unaffected. (3) It seems
probable, however, that the share of output allocated to investment
for further investment should risc when money wage.rates decline
and that this share should decline when money wage rates rise. If
this assumption is made, real wage rates (from the standpoint of the
entreprencur—i.e., product wage rates) tend to rise and to decline
along with money wage rates. (4) Aggregate output rises or declines
with declining real wage rates depending on whether, in the rele-
vant range, the lowering of wage costs (i.c., the increase in most
probable average and marginal profit rates) coupled with an increase
in uncertainty exerts, on balance, a favorable or an adverse effect
on the willingness to produce.” If in some definite range, aggregate
output rises with declining recal wage rates, then it should be ex-
pected to decline with rising rcal wage rates and vice versa.

Therefore, the clement of truth behind the reasoning of the
underconsumption theorics possesses a bearing on the problem of
the effects of equalitarian tendencies. Constellations may very well
exist in which real wage rates can be increased at the expense of
profit rates, with favorable cffects on output and employment, and

5 It probably is correct to say that this idca underlies the conclusions reached by
J. M. Clark in Strategic Factors in Business Cycles (New York, National Burcau of
Economic Resarch, 1935), pp- 110-142, 212.

% The increasc in uncertainty is a consequence of a decrease in the average propensity
to consume.
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in which a reduction of real wages creates more unemployment.
This is true because, for any given output, the average degree of
uncertainty attaching to profit expectations is smaller if the average
propensity to consume is high than if it is low, and because lower
wage costs (i.e., higher most probable profits for a given output)
plus higher uncertainty may, in certain circumstances, call forth a
lower output than higher wage costs plus lower uncertainty. The
“unorthodox” effect under consideration will, however, always be
limited to a certain range. In general, the likelihood of its occur-
rence is the greater, the lower the average propensity to consume
and the higher the profit rate is in a specific economy during a
specific period. In the industrially advanced economies, the like-
lihood of the “‘unorthodox” effect is comparatively small in de-
pressed, or stagnant, periods because these are characterized by an
“abnormally” high average propensity to consume and by low profit
margins. Moreover, in the long run, the unorthodox effect in ques-
tion would tend to be somewhat weaker on employment than on
output because a rise in real wages stimulates the substitution of
assets for labor and vice versa.”

The preceding analysis led to the conclusion that a rise in money
wage rates will tend to be associated with a rise in real wage rates, if,
as seems likely, the proportion of output allocated to investment for
further investment (and therefore the amount of investment per unit
of consumption) declines in consequence of the wage raise. A rise in
money and real wage rates may affect output favorably or adversely.

® [n the forcgoing paragraphs I have disregarded the increase in liquidity attending
a genceral reduction in money wages and the corresponding decline in liquidity when
money wages are increased. In the Keynesian reasoning this circumstance supplics the
main qualification to the thesis that changes in the general money wage level do not
influence the level of real output. The change in liquidity might affect the level of
output only through changing the rate of interest. The process under consideration is
therefore subject to the general limitations of interest rate policies. It will be argued
later that these limitations are substantial so far as stimulating output by lowering
interest rates is concerned, and this is the reason why the effect of wage reductions via
liquidity can hardly be expected to become significant. It is true that the limitations of
interest-rate policies are less severe so far as stopping a boom by raising intercst rates is
concerned. Consequently an increase in money wages might actually have a depressing
influence through decreasing the liquidity of producers and increasing the structure
of interest rates. This effect, however, can be counteracted by monetary action when-
ever expansion seems desirable. Therefore, neither of the two halves of the liquidity
argument seems particularly significant, although both halves are theoretically valid.
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The outcome depends on whether, in the given range, the reduction
of uncertainty (attributable to the increased propensity to consume)
coupled with an increase in wage costs (and thereby with a decrease
of most probable profit rates for a given output) has favorable or
adverse effects on balance. This reasoning implies, however, given
man-hour output. The assumption of given man-hour output is
justified in the analysis of instantaneous changes, and the preceding
analysis was of such character. If, however, man-hour output changes
simultaneously with wage rates, as is historically always true, both
the potential stimulating effect and the potential adverse effect
derive not from the change in the real wage rate itself, but from the
change in unit labor cost, as compared with prices. Money wage
rates must be corrected not merely for changes in sclling prices
but also for changes in man-hour output. In the event of rising wages
both the adverse effect on the profit rate and the favorable effect on
the average propensity to consume become diminished to the extent
of the rise in man-hour output, whereas with falling wages both the
favorable effect on the profit rate and the adverse effect on the
propensity to consume cffects become reinforced by the same cir-
cumstance. There has existed a significant trend toward a rise in
man-hour output, and this trend continued through the ’thirties.

The factual matcerial expressed in diagrammatical form in figure
18 is consistent with the assumption that the favorable effects of
rising unit wage costs outweigh the unfavorable ones more fre-
quently when business activity is high than when it is low. This
assumption possesses a certain amount of a priori plausibility be-
cause, when business activity is high, profit expectations are usually
favorable, whereas the less stable and less dependable investment
demand for goods accounts for a relatively high share of the total
demand. Consequently a range within which the greater dependa-
bility of consumer markets may be substituted with favorable results
for a certain portion of the profit margins, is more likely to exist in
these circumstances than in the advanced stages of depressions and
in periods of stagnation, which are characterized by low profit mar-
gins and a high average propensity to consume.

The data expressed in figure 18 are not inconsistent with this
reasoning. Perhaps they may even be said to add some amount of
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plausibility to the a priori reasoning of the preceding paragrap!
For manufacturing as a whole it seems to have been consistent
true during the entire forty-year period 189g-1939 (with a sing
exception applying to a highly “abnormal” subperiod), that uptun
occurred in yearly intervals of declining unit labor costs. At tt
same time, it is not consistently true that downturns occurred i
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Fig. 18. Manufacturing output and unit labor cost, 1899-1939 (1899 = 100). Secul
trend equation: 189¢-1929, y=92.660 +6.518 x, origin 18g9. Data for the index
manufacturing output for the years 1899-1926 is from Paul H. Douglas, Theory
Wages, table 1, appendix; for the years 1927-1939 (converted to an 1899 base) fro
Irving H. Siegel, “Hourly Earnings and Unit Labor Cost in Manufacturing,” Journal
the American Statistical Association, vol. g5, no. 211 (September, 1910), 458, table 2. 11
index of unit labor cost for 1899—-1926 was derived from the data in Douglas, op. ci
appendix, by dividing the index of physical production (table 1) by the index of er
ployment (table 5) and by dividing this quotient into the index of money wages (table
For the period 1927-1939, the index of unit labor cost is that found in Siegel, op. ci
p- 458, table 2, converted to an 18gg base.

yearly intervals of rising unit labor costs. On the contrary, the
occurred more frequently in years of declining or constant labc
costs per unit of output than in periods of rising costs.” This do

% The following were first years of expansion (revival): 1908 to 1909, 1914 to 191
1919 to 1920, 1921 (0 1922, 1924 tO 1925, 1927 to 1928, 1932 to 1933, 1938 to 1939. Ur
labor costs declined markedly in all cases except from 1919 to 1920. The following we
first years of contraction: 1907 to 1908, 1913 to 1914, 1918 to 1919, 1920 to 1921, 1923
1924, 1926 to 1927, 1929 to 1930, 1937 to 1938. Unit labor costs failed to rise (i.e., th
declined or remained constant) in all years except from 1918 to 1919, from 1926
1927, and from 1929 to 1930.
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not of itself prove that declining unit labor costs contributed to
ending periods of contraction (i.e., that they had a favorable effect
in periods of low activity). Nor do these facts of themselves prove
the hypothesis that rising unit labor costs failed to exert an adverse
influence in the upswing. The same facts could be fitted into a great
many different types of reasoning. But the facts are not at variance
with the tentative hypothesis here expressed on the effects of chang-
ing unit labor costs in expansion and contraction. This tentative
hypothesis can be explained with the help of the notions previously
developed concerning the effects of changing real wage rates on
profit margins, on uncertainty, and thereby on aggregate output.

Whether autonomous changes in money wage rates actually tend
to be accompanied by movements of real wages in the same direc-
tion™ cannot be tested, because there is no way of distinguishing
between autonomous and induced wage changes for longer periods.
However, in certain critical subperiods during the ‘“‘stagnant
"thirties,” when a rise in money wages was in a large measure clearly
attributable to government attitudes and to the effective organiza-
tion of labor, real wage rates did rise along with money wage rates.
Unit labor costs also rose, in spite of the simultaneous rise in man-
hour output. The period was, of course, characterized by a high
average propensity to consume and by comparatively low profit
margins. Consequently, in the period under consideration there was
more likelihood of unfavorable effects from rising unit labor costs
than would have been the case in a period with the opposite charac-
teristics.

APPENDIX TO CHAPTER III

A Note on the Determination of Wage Rates
under Bilateral Monopoly

THREE WAGE LEVELS FOR SPECIFIC FIRMS AND FOR THE
REPRESENTATIVE ENTERPRISE

THE CONCEPT OF autonomous wage changes should be made somewhat
more precise than has so far been the case. This requires in the first place
an explanation of the determination of money wage rates in tolerably

*t This was maintained on a priori grounds in chapter ii.
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realistic conditions which typically contain elements of bilateral monop-
oly. The model portrayed in figure 19 might serve as a sketchy framework
for a wage theory.! The model could, of course, be considerably refined,
if applied to markets the specific characteristics of which were known.

The figure relates to an individual firm. The expected average value
product function (AVP) and the expected marginal value product func-
tion (MVP) indicate the average and the marginal net value product
for the quantities of labor service measured along the abscissa, on the
assumption that the quantity of the other factors employed is adjusted
optimally for profit maximization to each potential quantity of labor
service (except for the marginal va-
riation which of course assumes at
cach level a constant quantity of

owmax“ other factors). These value products
k] are net in the sense that the total
2 costs of employing the optimal quan-
g Winio tities of the other factors of pro-

duction are deducted; and also in
the sense that the reward for uncer-

Employment” tainty, required to call forth the out-
Fig. 19. Money wage rate under put in question, is deducted. The
bilateral monopoly. broken curve should be disregarded

for the moment. The horizontal lines
express successively higher indifference levels, as viewed from the angle
of the labor union. For these indifference curves, the ordinate measures
the moncy wage rate, and the abscissa, as before, the quantity of labor
service employed. It is implied, for the time being, that any given wage
rate gives the same “satisfaction,” regardless of the quantity of employ-
ment. This assumption will be modified later so as to take account of two
special problems (pp. 106 and 10g).

In these circumstances maximum bargaining power for the union
could be defined as the ability to enforce the wage rate W,,,,. The corre-
sponding quantity of employment is Q,. Assuming that there exists a
minimum wage level below which the union is “truly” not willing to go
(Whia in the figure), a possible way of defining the upper limit of the bar-
gaining power of the management is with reference to this wage level.
For the wage rate W,;,, which, here, expresses the maximum bargaining
power of the management, the quantity of employment is Q,,. This defi-
nition of maximum bargaining power for the management (or of mini-
mum bargaining power for the union) implies that the level of the

1The model makes use of the indifference curve technique. An approach to the
problems of wage theory with the aid of this technique is found in an article by John
T. Dunlop and Benjamin Higgins. “ ‘Bargaining Power’ and Market Structures,” Jour-
nal of Political Economy (February, 1942), 1-26.
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minimum wage rate “acceptable” to the union (W,,,) is ex ante to bar-
gaining power. This in turn implies that the wage level W, reflects
partly objective and partly psychological citcumstances that can be dis-
tinguished from “bargaining power.” It scems rcasonable to make this
distinction, and it may perhaps be suggested that the wage level Wy,
can be derived {rom the wage rate W, which the labor stock in question
believes it could carn if it were not organized, by adding a margin by
which the union must make its members fare better in order not to lose
their support. The “expectations of the labor stock” is, however, ob-
viously a very vague concept, and consequently the foregoing sentence
merely expresses that a substantial portion of the employed labor stock
must feel that it gains through being organized. In these circumstances
the wage rate paid by the firm lies between W, and W,,,,,, and the em-
ployment supplied by the firm lies between Q, and Q,,, at levels depend-
ing on the “bargaining power” of the two parties concerned.

In terms of these concepts the closeness of substitutes is not a deter-
minant of bargaining power but a determinant of the distance between
the upper and the lower limit of the bargaining range, within which the
wage rate is determined by bargaining power. The greater the number
of close substitutes on the demand side of the lIabor maiket (i.e., the more
firms are buyers of labor in similar conditions), the more is the lower
limit of the bargaining range elevated, given the substitutability condi-
tions on the supply side. On the other hand, the closer the substitutes on
the supply side of the labor market, the more is the lower limit lowered,
given the substitutability conditions on the demand side. Therefore,
substitutability on the supply side tends 1o inacease the range, whereas
substitutability on the demand side tends to reduce it. The reducing
cffect ot substitutability on the demand side may typically be even greater
than indicated, if the firms hiring labor in similar conditions also pro-
duce similar products, thereby lowering one another’s AVP and MVP
curves. The range left for bargaining, but not the bargaining power, is
determined by substitutability conditions. Bargaining power decides the
outcome of the bargain within the bargaining range. It depends mainly
on the loss that would be caused by work stoppage, to the two parties
respectively, on public policies, and on what may be called genuine nego-
tiating ability. Public policies, however, do not merely affect bargaining
power; they may also influence substitutability conditions and thercby
the position of the upper and of the lower limit of the bargaining range.

Should the firm be confronted with a competitive labor supply, the
wage rate would presumably be lower than W, by a certain margin.
For the union, in order to be recognized as “effective,” must kecp the
wage rate beyond the level at which it would be if the labor stock in ques-
tion were unorganized. This statement is subject, however, to the quali-
fication that “public opinion” in the ranks of labor may misjudge the
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relationship existing between actual wage rates and the would-be wage
rate W,.. The employment corresponding to W, is Q..

This leaves the question open as to what would determine wage rates
if the labor supply to the firm was unorganized. One way of answering
this question is to say that the earnings, in other occupations, of similar
labor (i.e., of labor belonging in the same Cairnesian group) determine
W,. Correction must be made for the expenses and the inconvenience of
transferring from one occupation to the other, and also for differences in
inconvenience between jobs, for costs of acquiring skills, and so on 4 la
Adam Smith. Such an answer is correct but incomplete for two reasons.
In the first place, it takes the wage rate in other occupations as given, and
second, it leaves a high margin of indeterminateness if the costs of trans-
ferring from one occupation to the other are significant. The following
may, therefore, he added to an opportunity wage rate theory (as inter-
preted with Adam Smith’s and Cairnes’ amendments). The general level
of the wage rate, that is, W, for the economy as a whole (or for the “rep-
resentative” enterprise) , could not decline below the level at which the
pressure of public opinion for government regulation would become
irresistible. For high levels of employment (i.e., in the right-hand segment
of the figure) the level of W, could, however, be substantially in excess of
this modern equivalent of the subsistence level. This is a consequence
of rising transfer costs if the model relates to an individual firm and it
is the consequence of the increasing disutility of working “beyond nor-
mal” if the figure relates to the economy as a whole (or to the “representa-
tive” enterprise). Consequently Q. and all indifference curves should
properly be so drawn as to slope upward in (but only in) the region of
very high employment. In the figure they actually are not so drawn—only
the horizontal segment is drawn—because this discussion leads up to the
problem of the effects of general wage changes on unemployment, and,
therefore, it implies that employment usually is within the limits set by
*“normal” hours for the “normal” labor force.

ANALYTICAL SHORT RUN AND CLock-TiME LoNG RuN

Nothing has been said so far about whether the curves of the figure
should be interpreted as pertaining analytically to the “long run” or to
the “short run.” If by the “analytical long run” a condition is meant in
which no costs whatsoever are considered fixed (or sunk), the relevant
functions must certainly not be interpreted in the long-run sense. Ana-
lytically it will always be true—and therefore it will be true in the clock-
time long run as well as in the clock-time short run—that certain costs are
sunk before wage decisions are made. In this sense the relevant functions
are always “analytically” short run (even in the clock-time long runl),
although the type of function relevant to a particular situation may be
more or less “short run”—i.e., it may be more or less different from the
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long-run type analytically—depending on whether certain changes in
plant, equipment, and other long-term commitments are or are not con-
templated for the relevant range of potential outputs. It should be real-
ized, however, that this does not necessarily imply the possibility of
forcing the enterprise to operate in conditions in which only average
variable costs are covered.

Considering that the AVP and the MVP function of the figure are
short-run functions in the sense that certain costs of future output had
been sunk before these curves were drawn, it is possible to draw an alter-
native curve to AVP in such a manner as to deduct from the gross value
product of labor merely the variable costs of employing the cooperating
factors. Essentially this new function—the broken line of the figure—
bears the same kind of relation to AVP as does the traditional average
variable unit cost curve to the average total unit cost curve. The MVP
function has no such “broken” alternative since fixed costs do not enter
into marginal costs, and if AVP were to be interpreted in the long-run
sense, then no such alternative would exist even for this latter function.
Since, however, it is true of any moment of time in which wage decisions
are made that certain costs of future output had been sunk before, and
since, therefore, analytically the relevant functions are not of the purely
“long-run” variety, the “broken” alternative is a legitimate alternative of
the AVP curve. This raises the question of whether the solution corre-
sponding to the maximum bargaining power of the union (minimum
bargaining power of the management) should not be expressed by the
maximum point of the broken curve (P) instead of the maximum point of
AVP. The solution suggested for the other two cases (minimum bargain-
ing power of the union and competitive labor supply to the firm) remains
unaffected by the answer since the AVP curve does not enter into the
determination of the corresponding wage rates and of the corresponding
amounts of employment.

As was indicated above, the “short-run” character of AVP does not
necessarily imply that the broken curve should be substituted for AVP
in the solution corresponding to maximum union bargaining power.
Although it is true that some costs will always be sunk, regardless of what
moment of a clock-time long run is taken, it is not true that a firm may
be induced to stay in business in the clock-time long run if it is compelled
to write off at regular intervals such investments as have been “sunk”
during these intervals. Sooner or later such a firm would cease to “sink”
any costs, and this means that the expiring portion of long-term commit-
ments will not be renewed. It should be remembered in this connection
that replacement is never truly “current.” Replacement is lumpy and
consequently always creates “‘sunk” costs for subsequent periods. In addi-
tion, the legal long-term commitments also expire gradually and these,
too, must be renewed if the firm is to stay in business. Firms always oper-
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ate in “short-run” conditions analytically, because part of the costs of
future production is already sunk; yet firms do not continue to operate
for more than a limited period if there does not exist an adequate induce-
ment for the further “sinking” of costs. In the clock-time short run it may
be possible to force an enterprise into paying wages at a rate correspond-
ing to point P in figure 19. In the clock-time long run it is not possible to
push a firm beyond the maximum point of the AVP function, even if its
“bargaining power” on the labor market is zero. However, the AVP
function is never of a truly “long-run” character analytically, because
there exists no moment in the life of an enterprise in which all costs
would be variable.
AN AMENDMENT

Neverthcless, the short-run character (in the analytical sense) of the rele-
vant curves does make it necessary to modify the conclusions to be de-
rived from figure 19 in one respect. The likelihood of discontinuities in
the AVP and MVP functions is substantially increased if part of the costs
is fixed, because in these circumstances the production functions are
likely to have discontinuities. Furthermore, it should be remembered
that the expected demand curves for the products of the firms in question
also enter into the determination of the functions portrayed in figure 19;
therefore, if these have kinks, and the corresponding marginal revenue
functions have discontinuities, ranges of discontinuity might appear in
the AVP and MVP functions, regardless of the production functions. The
case for the assumption of discontinuities on the demand side of com-
modity markets was argued convincingly by Professor Sweezy,? for oli-
gopolistic markets. Discontinuities in the functions shown in figure 19
may render employment insensitive to the wage rate within certain
ranges. If the figure relates to the economy as a whole (or to the “repre-
sentative” enterprise), the ranges of discontinuity are much smaller than
if it relates to an individual firm. Possibilities of substitution are much
less limited for the economy as a whole, even in the analytical short run.

ANOTHER AMENDMENT

Would it not be more realistic to assume that the indifference curves of
unions are concave, as viewed from above, rather than horizontal? At
first sight, this might scem a realistic assumption because an excessive
amount of unemployment in the ranks of any union endangers the posi-
tion of the leadership, just as low wages do. It is preferable, however, to
take account of this circumstance in a different way. Concave indiffer-
ence curves would suggest a direct functional relationship between wage
rate and unemployment on any given level of satisfaction, and they
would suggest that this relationship could be cxpressed ex ante in the

*Paul M. Sweczy, “Demand Under Conditions of Oligopoly,” Journal of Political
Economy (June, 1939), 565-573.
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curves determining the behavior of the union. The relationship between
wage rates and the amount of unemployment is, however, at best very
imperfectly forescen by a union; and so is the pressure, or the degree of
dissatisfaction, resulting from any given amount of unemployment. It
seems preferable, therefore, to conceive of the indifference curves as
being horizontal ex ante,’ and to point out separately that the upper
limit of the bargaining power of the union may, in certain circumstances,
be lower than was indicated in the figure. In the (lock-time short run the
maximum level indicated in the figure docs not require modification. In
the clock-time long run it may require modification, if at this level a re-
duction of unemployment yields more “satisfaction” o the leadership
of the union than does the failure to reduce wages. In this latter case,
the subsequent horizontal indiflerence curves, from the origin upward,
cease to express monotonously increasing levels of satisfaction. Instead,
in the clock-time long run, they may express increasing levels of satis-
faction up to a certain point along the ordinate, and decieasing levels
from there on. 'T'’he maximum level may lic below the horizontal line
tangential to AVP, and the wage and employment for the maximum
bargaining power of the union may in this casc be determined by the
intersection of the lower horizontal line in question with the MVP
function.

THE RELATIONsHIP BETWFEN THE DEMAND SIDE AND THE SUPPLY SIDE
OF THE LABOR MARKET

It is possible now 1o express in terms of the model the difficulty brought
out by the Keynesian controversy. The essence of the difficulty is that if
wage ratcs change throughout an cconomy, or change even only in a
significant scgment of an economy, the AVP and MVP tunctions do not
remain unchanged. Conscquently a theory of wages is not obtainable
(except on specific equilibrium assumptions) without introducing defi-
nite hypotheses on how the value product functions react to such general
changes of the wage level as do not stem from primary changes of the
value product functions. In the preceding discussion these changes were
termed aufonomous wage changes.

Professor Lerner’s interpretation of the Keynesian theory would lead
to the conclusion that a rise or a decline in the money wage level through-
out the cconomy calls forth a corresponding rise or dedine in the value
product functions (in such a manner that prices change in the same pro-
portion and employment remains unchanged).' If, on the other hand,
it should be true that a rise in the money wage level reduces, and a de-
cline increases, the share of output allocated to investment for further
investment, prices must be assumed to inccase or to decline in a smaller

3 Except for ranges of very high employment, where they slope upward.
* Except for roundabout effects via the interest rate.
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proportion than money wage rates. (Cf. above, pp. 94~100.) In these cir-
cumstances, output and employment will tend to dectine with rising
money wages, and to rise with declining money wages, provided the
entrepreneurial charge for uncertainty, per unit of output, remains un-
changed. When money wages rise, the upward shift of the value product
functions of the “representative” entrepreneur would be smaller than
isrequired for the maintenance of output and employment. When money
wages decline, the downward shift of the value product functions would
be smaller than that which would prevent output and employment from
rising. Yet if, within a certain range, the entrepreneurial charge for un-
certainty declines considerably when money and real wage rates rise and
if, within the same range, the charge for uncertainty increases with de-
clining money and real wage rates,’ then, in the range under considera-
tion, output and employment may vary positively with the wage level.
Under these conditions, the value product functions rise more than
“correspondingly” (i.e., more than is required to maintain output and
employment) when money wages rise, and they decline more than corre-
spondingly when money wages decline because, although prices rise less
than correspondingly with a rise in money wages and decline less than
correspondingly with a fall in money wages, the change in the charge
for uncertainty outweighs the effect of the incompleteness of the price
adjustment. It should be remembered that decreasing uncertainty shifts
the value product functions upward, and that increasing uncertainty
shifts them downward, because the functions are defined to be “net”;
they are derived from the gross value product functions by subtracting
the costs of the codperating factors and of uncertainty.

CHANGES ON THE SUPPLY SIDE OF THE LABOR M ARKET

A brief comment may be added here on the involved problem of changes
on the supply side of the labor market which, instead of being autono-
mous, are induced by primary changes in the value product functions. A
rise in the value product functions tends to raise the minimum money
wage level acceptable to unions, the maximum money wage level accept-
able to managements, and probably also the bargaining power of unions.
The minimum wage level acceptable to unions tends to rise because, with
the rise in prices, the money wage level below which public pressure
would not allow wage rates to decline, increases.* The maximum level
acceptable to managements rises for obvious reasons, and the bargaining
power of unions should be expected to rise because if the margin between
the shifted lower and upper limits of the bargaining ranges were divided
in the same proportions as before, the rise in profits would render work

®In consequence of changes in the average propensity to consume, which affect the
average degree of uncertainty due to the high stability of consumer demand as com-

pared with producers’ demand.
¢ We is shifted upward.
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stoppages more costly to firms. Moreover, the decline in unemployment
also tends to increase the bargaining power of labor organizations. For
analogous reasons, a decline in the value product functions lowers both
the upper and the lower limits of the bargaining range and it should be
expected to diminish the relative bargaining power of labor.

It might be concluded that wage rates are likely to be more flexible
than prices in expansions as well as in contractions. Experience, however,
seems to indicate that money wage rates tend to be more flexible than
prices only upward; when the change occurs downward, money wage
rates tend to be less flexible than prices.” It seems that the instances of
downward inflexibility are consequences of the existence of a long-run
social trend which—like most social trends of the subsequent historical
epochs—becomes accelerated whencver the system is exposed to a shock.
The trend toward “economic democracy” raises the lower limit of the
bargaining range in terms of money and real wage rates, although it docs
not necessarily bring the lower limit closer to the upper since, at the same
time, technological trends have the cffect of raising the upper limit. Yet
when the system is exposed to a shock, the current social trends usually
gain momentum and in these short-run periods® the pressure of public
opinion may well bring the lower limit (W, and W,,,) closer to the
upper. If “bargaining power” is defined to relate mercely to the propor-
tion in which the margin between the two limits is divided (rather than
to the position of the limits themselves), it may then be said that in recent
decades the trend sometimes prevented the lower limit of the bargaining
range from declining in periods of contraction in a measurc equal to that
in which prices and the upper limit of the bargaining range declined.
The result has been that even the reduced “bargaining power” of labor
in depressions sometimes yielded money wage rates that corresponded to
increased real wage rates.

7 This statement is based on a comparison of changes in money wage 1ates in manu-
facturing industries with changes in the selling prices of manufacturing industries. The
data are found partly in Paul H. Douglas, Real Wages in the United States (Boston and
New York, Houghton Mifflin, 1goo), p. 108, table 24, and partly in idem, The Theory
of Wages (New York, Macmillan, 1934), p. 506, Statistical Appendix, T'able 11. There
exists no contradiction between the statement of the text and the thesis maintaining
that although real wage rates tend to rise along with money wage rates there exists no
uniform tendency downward; nor docs there exist any contiadiction hetween the state-
ment of the text and the thesis maintaining that money and real wage rates tend to rise
and also to decline together. The first of these two theses is deduced {from British ma-
terial by John T. Dunlop, “The Movement of Real and Money Wage Rates,” Economic
Journal (September 1938), 413-434; the second is deduced from American material by
Lorie Tarshis, “Changes in Real and Money Wages,” Economic Journal (March 1939),
150-153. However, for Dr. Dunlop and for Dr. Tarshis real wages means “money wages
corrected for the cost of living,” whereas in the text above changes in money wage rates
were compared with changes in the prices charged by the industries paying the wages
in question.

8“Short run” in the sense of clock time.



CHAPTER IV

Generalized Expansion

SURPRODUCTION GENERALISEE AND I'Ts 1.oGICAL COUNTERPART

TIE FOLLOWING pages present a hypothesis concerning
factors contributing to a high inducement to invest in extended
periods of economic expansion. It is recognized, of course, that any
one hypothesis can at best claim to be taken into account in con-
junction with many others when an interpretation of economic
reality is attempted.

In business cycle theory it has been frequently maintained that
the phenomenon appearing as general overproduction should be
interpreted as surproduction généralisée rather than générale’
Essentially this view represents an attempt to reconcile facts with
Say’s law: There exists no such thing as general overproduction,
but partial overproduction may become ‘“‘generalized” by giving
rise to processes temporarily conveying the impression of general
overproduction. Assume that there exists partial overproduction
of Commodity A, and that this, in accordance with Say’s law, is
tantamount to partial underproduction of Commodity B. Resources
should now be shifted from Section A to Section B of the economy.
This takes time, however, and consequently production and em-
ployment as a whole will be curtailed for a period that should not
be long, if the initiating causes themselves determined the entire

 For the literaturc on this topic, cf. the refercnces to be found in Albert Aftalion,
Des Crises Périodiques de Surproduction (Paris, Marcel Rivi¢re, 1913), Vol. I, Book 1V,
chap. i; see also Jean Lescures, Des Crises Générales et Périodiques de Surproduction
([1st ed., 1906], 4th ed.; Paris, Donat-Montchrestien, 1932), pp. 488-492. Of the advo-
cates of the doctrine listed by Professor Aftalion, Tugan-Baranowsky is the carliest.
Cf. Michacl von T'ugan-Baranowsky, Studien zur Theorie und Geschichte der Handels-
krisen in England (Jena, Gustav Fischer, 1go1), pp. 10-12, and Part I, chap. viii. Tugan-
Baranowsky pointed out (op. cit., p. 250), that his theory had appeared in 1894 in the
first Russian edition of his book. As will be seen presently, the theory is implicit in
numerous cycle theories.

[n12]
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process. Yet during the period required to conduct the unemployed
resources into another section of the economy and to expand pro-
duction in other fields, the demand for goods as a whole may decline,
and this would give rise to a downward spiral. In other words, the
contractionary half of the adjustment to partial overproduction may
not be followed by the expansionary half with the lag determined
by physical factors alone, because a cumulative process of contrac-
tion may start during the period constituting the lag. Moreover,
quite aside from lag considerations, the adverse psychology created
by overproduction in specific sections of the economy may spread
and become “generalized.” This may occur initially with no “objec-
tive” justification, but it may create its own justification by generat-
ing a depression.

Elements of this doctrine of generalized overproduction are found
in a great many business cycle theories. In fact, they are found in
most business cycle theories with the exception of the typical—or
pure—underconsumption theories. The underconsumption theories
gtve a different answer to the question of “what is wrong” with
orthodox versions of Say’s law. Their answer is that, given the dis-
tribution of income, all goods may be overproduced relative to effec-
tive demand because part of “disposable income” (in the Robert-
sonian sense) may give rise to a demand for idle balances instead of
a demand for goods. But other theories, those explaining the de-
mand for higher liquidity as a consequence rather than as the
originating cause of depression tendencies, in most cases argue from
specific disturbances to general ones. They usually have certain
elements in common with the theory of generalized overproduction.

Generalized overproduction may, in fact, casily grow out of
partial overproduction whenever the contractionary half of the ad-
justment starts the entire process. If that section of the economy
which is hit by overproduction shrinks before investment can start
in the section earmarked for expansion. the partial depression
tendency may easily become generalized. This assumes that the ex-
pansion in certain sections, that is, the expansionary half of the
adjustment is dependent on adjustments induced by the contrac-
tionary half.

The results may be radically different if the process is started by
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the positive (expansionary) half of the adjustment. The term ‘“‘ger
eralized expansion” is more suitable to express the developmen
to be expected in this event. It is possible to interpret significar
periods of economic expansion as having been initiated by shift
from certain sections of economic activity to others with the positiv
(expansionary) half of the adjustment acting as the “starter.” Th
negative (contractionary) half then frequently becomes submerge
in the “generalized” process of expansion, just as the positive ha!
of the adjustment may become submerged in the deflationary spirz
when overproduction “generalizes” itself. The hypothesis is th
precise counterpart of the doctrine of surproduction généralisé.

What does it mean to assume that the positive half of the adjus
ment acts as the “starter” in a situation characterized by partia
overproduction and partial underproduction? The meaning of thi
assumption is that, given the level of aggregate income, the physicz
composition of output would tend to change, and that the shift awa
from certain sections would be induced by the growth of othe
sections, rather than the other way around. It is, of course, very ur
realistic to assume lags away. On realistic assumptions either th
positive half or the negative half of the adjustment leads in time z
well as in the causal sequence. Yet, conceptually, the distinctio
between these two contrasting processes does not rest on time lags-
but rather on which half of the process is a consequence of the othe:
Conceptually, this distinction turns on whether the shift away fror
Commodity A presupposes increased expenditures on Commodit
B or whether the shift away from Commodity A would take plac
even if expenditures on Commodity B did not increase. In the latte
case (in which the negative half acts as the “starter”) adjustment
may result in a rise in expenditures on, and in the output of, Corr
modity B, so that the partial overproduction may fail to becom
generalized. Yet even if this should be true for a certain period, th
potentiality of generalized overproduction is always present and
deflationary spiral may easily develop. In the former case, that i
if the shift away from Commodity A presupposes increased expend;
tures on B, there exists a strong likelihood of generalized expansion
regardless of whether the positive half of the adjustment, in additio
to being the “starter” in a causal sense, also leads in time by a
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appreciable lag. Even if the lead in time is negligible it still remains
true that the new investment activity in Section B of the economy
will usually outweigh the disinvestment in Section A. Consequently,
what starts as a shift from A to B tends to become general growth,
frequently extending to Section A itself. This occurs principally
because the time rate of undermaintenance in Section A is smaller
than the time rate of new investment in Section B (unless the stock
of real capital required to produce a unit of Commodity A should
be a high multiple of the capital required to produce that quantity
of Commodity B which is being substituted for a unit of Com-
modity A).

Such a theory of generalized expansion is but an elaboration on
the innovation theories of economic development, if the primary
shifts in the composition of output are interpreted as being induced
by the setting up of new production functions. In this event, the
circumstances here considered merely explain how the impact
originating from innovations spreads over the economy via shifts
in the composition of output. We feel, however, that the case in
which the primary shifts in the composition of output are induced
by innovations, that is by the setting up of a new production func-
tions, is only a special (although significant) case among a great
many possible ones. The innovations themselves may frequently be
induced by such generalized expansion as is initiated by shifts in
relative demands which in turn may be produced by institutional
factors, population movements, the depletion of natural resources,
and so on.

In fact, for rapidly growing industries the distinction between
movements along given production functions and the setting up of
new production functions cannot be drawn sharply. Logically, this
distinction rests on the difference between adopting methods of
production that have been known but have not been used, and
methods of production that have not even been known before. If
the growth of the market, or relative price changes, result in the
adoption of methods previously known, the situation is that of a
movement along given production functions. Only if methods previ-

2 Cf. J. M. Clark, op. cit., p. 175; Alan Sweezy, “Wages and Investment,” Journal of
Political Economy (February, 1942), 117-129.
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ously unknown—and not merely unused—are introduced, is there
a setting up of a new production function, that is, an “innovation.”
This distinction is of doubtful significance for a rapidly growing
industry because entrepreneurs and their engineers are not usually
concerned with the technological yield of such alternative input
combinations as might result in many times the output actually pro-
duced. The question of whether Henry Ford, in the main, discov-
ered unknown methods of producing automobiles or whether he
“simply” foresaw that the demand functions of automobiles were
such as to make it profitable to apply previously “available” but
unused methods cannot be answered satisfactorily. He obviously did
both. It is equally obvious that it is impossible to attribute a clear-
cut supremacy to one of these factors over the other.

Innovation theories of economic development necessarily imply
the distinction just considered because they shrink to a tautology
once it is maintained that movements into previously unused por-
tions of given production functions are identical in character with
the setting up of new production functions. Economic growth can-
not be said to be caused by “innovations” if innovations are so de-
fined as to include movements into previously unused portions of
given production functions, as well as the setting up of new produc-
tion functions: Economic growth by definition consists either of a
movement into previously unused portions of given production
functions or of the setting up of new production functions. Innova-
tion theories of growth lose their content if there is a failure to dis-
tinguish between these two processes, and the theories in question
must be interpreted as stressing the setting up of new functions as
against ““mere” movements along given functions. This distinction,
however, lacks precision in cases in which no one had previously
given serious thought to producing the amount of output now under
consideration.

Distinctions such as these are not entirely meaningless, however,
becausc there exists something like an unprecise common-sense
line between certain changes falling in the first category and others
falling in the second, with a very broad margin of indeterminate-
ness or ambiguity between the two. Yet, although on common-
sense grounds it may be meaningful to say that the first decision to
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produce Watt engines or steamboats represented the setting up of
new production functions, doubts of where the emphasis should be
placed arise precisely in cases such as these. Growth to economic
significance usually did not occur until several decades after the
“first decisions” were made—if it came at all. The entreprencurs of
the period of growth to economic significance usually were differ-
ent from those who made the “first decisions.” For the cconomically
critical period, which frequently came after the period in which
novelties were “first produced,” decisions to make substantial move-
ments along given production functions and decisions to make first
movements along new production functions cannot readily be dis-
entangled.

Professor Schumpeter correctly points out that, on the plane of
logic, there exists no necessary contradictions between the causal
model of the innovation theories, on the one hand, and those models,
on the other, which suggest that innovations are produced by pre-
ceding historical changes.® Nor does there necessarily exist a logical
contradiction between the model of the innovation theories and the
doctrine that the so-called innovations typically are historical pro-
cesses of long duration consisting of numerous, roughly discernible
phases.* After all, persons suggesting that eggs should be looked
upon as coming from hens cannot properly be interpreted as deny-
ing that hens come from eggs; and, generally speaking, persons call-
ing attention to certain phases of a historical process nced not
be interpreted as denying the continuity of historical processes.
Yet there does exist a substantial difference in emphasis between
the model of the innovation theories and a conceivable alterna-
tive model in which the truly important entrepreneurial decisions
(those lending economic significance to previously unimportant
processes) would be viewed as being made under the immediate
impact of institutional changes and of changes in demand, con-
siderably later than the time of the “first introduction” of the corre-
sponding production functions. The difference in emphasis remains
even if it is added that these “truly important” entreprencurial

3Cf. e.g., S. C. Gilfillan, Tne Sociology of Invention (Chicago, Follett, 1935).

'Cf. c.g.. Abbott Payson Usher, A History of Mechanical Inventions (New Yok,
McGraw-Hill, 1929).
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decisions, in turn, are associated with, and lead to, further improve-
ments. There also exists a substantial difference in emphasis be-
tween the causal model of the innovation theories and another con-
ceivable alternative model in which the innovations themselves
would be viewed as being induced by preceding changes in de-
mand, and in which the primary significance of these preceding
changes would be stressed.® It may well be that certain specific his-
torical processes lend themselves more readily to interpretation in
terms of one of these alternative models, whereas others are more
readily described with the well-known and significant Schumpeter-
ian apparatus.

Incompleteness of agreement with the innovation theories should
not, however, be given the appearance of disagreement. What mat-
ters in the present context is that the innovation theories fit into a
broader framework that may include other theories as well. Large-
scale substitution of certain products for others tends to increase
the vigor of the expansion phase of the cycle. The same process
tends to shorten depressions.

During the expansion the stimulating effect of shifts in the com-
position of output derives from the fact that new investment pro-
ceeds more rapidly than undermaintenance. New investment in
certain industries is incompletely offset by the undermaintenance of
real capital in others. In the industries that are adversely affected by
the shifts it is impossible to disinvest in any sense other than that of
abstaining from current maintenance expenditure, and ‘‘mainte-

s The following figures and dates are taken from Professor Knowles’ book on the
industrial and commercial revolutions; they show a significant rise in the imports of
cotton wool in Great Britain preceding the famous inventions in the manufacture
of cotton. Imports of cotton wool: 1746, 1,645,081 lbs.; 1751, 2,976,610 lbs.; 1764,
3,870,392 lbs.; invention of the spinning “jenny” by Hargreaves, 1767; of the water
frame by Arkwright, 1768; of the “mule” by Crompton, 1775; of the power loom by
Cartwright, 1784. Mrs. Knowles considers the preceding rise in imports as “not very
rapid.” It was not very rapid in comparison with the rise that followed, yet it undoubt-
edly reflects a change of considerable magnitude that may have “induced” inventions.
The decade of the 1740's was preceded by institutional changes and by changes in prefer-
ences that may be viewed as having prepared the ground for the development during
the later part of the century. It must be admitted, however, that the period in question
also was preceded by earlier inventions which also were significant. Only a historian
could undertake to appraise the relative significance of these two types of antecedents
Cf. L. C. A. Knowles, The Industrial and Commercial Revolutions in Great Britain
during the Nineteenth Century (London, Routledge, 1926), p. 45, n. 2; and pp. 47-49
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nance with a negative sign” does not offset “new investment with a
positive sign.” The reasoning is analogous to that underlying the Ac-
celeration Principle. The Acceleration Principle expresses the fact
that the gross capital formation required for the maintenance of an
output flow of x units plus for the increase of output flow by further
x units is more than twice the capital formation required for mainte-
nance alone, because the entire capital to be used in the production
of the additional output must be formed and not merely the de-
preciation quota of this capital. The reasoning ordinarily subsumed
under the heading “Acceleration Principle” turns on this single
point. The principle of generalized expansion turns on precisely the
same point.Yet, the reasoning of the Acceleration Principle proceeds
vertically, from direct to derived demand, whereas the principle of
generalized expansion applies to horizontal shifts in the structure
of production. What is created by the industries in favor of which
the shifts take place is “the entire capital.” What is suppressed in the
industries at the expense of which the shifts occur is “merely the
depreciation quota’ or some proportion thereof. This gives a posi-
tive net balance, and the generalized expansion in which this posi-
tive net balance results may cancel the negative tendencies even in
the industries that, in the initial stage, were adversely affected by
the substitution process.

Trends toward large-scale substitution of certain commodities for
others may also be expected to exert a mitigating influence in pe-
riods of depression. During depressions the crucial aspect of the
trend away from certain products toward others is that such a trend
creates fields of investment which are not commonly judged to
share the fate of the “economy as a whole.” The vicious circle of
cumulative deflation is more easily split if the economy is unbal-
anced in this sense than if it is balanced in the composition of out-
put. An economy in which the composition of output tends to re-
main unchanged rolls downward once the general trend is assumed
to be unfavorable, and the forces tending to halt this process of
shrinkage may not become effective before a very low level of busi-
ness activity is reached. The existence of specific fields to which the
Wicksellian cumulative psychology does not apply creates a pre-
sumption, however, that the recovery may set in at an earlier stage.
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When the general economic tendency is unfavorable, it clearly is
advantageous to have specific fields which, in the typical entrepre-
neurial psychology, are dissociated from the general economic tend-
ency. A trend toward large-scale substitution creates fields that be-
come dissociated from over-all tendencies and the recovery may
start to spread from these fields at a stage in which expectations for
over-all tendencies have not yet hit a bottom.

In a depression, too, there is a lack of symmetry between the fa-
vorable effects of the expansionary half of the substitution process,
on the one hand, and the adverse effects of the contractionary half,
on the other. The industries adversely affected by the shifts in the
composition of output merely share the fate of “the economy as a
whole” in a somewhat more accentuated form: the degree of under-
maintenance may be greater in these industries than is true in other
segments of the economy. This addition to the deflationary impact
amounts to less than the expansionary effect developing in the in-
dustries favored by the substitution process, provided that the op-
timism concerning the specific trend of the industries favored leads
to a revival of new investment in these fields after a brief interrup-
tion.

Obviously, the same inducement as that derived from shifts in
composition of output would also be provided, if the historical proc-

_esses in question started from the outset as net additions to output
rather than as processes of substitution of commodities or services
for others. In this case the initial stimulus would even be stronger
because not even an incomplete offsetting item would appear on the
other side of the scale. Yet, it is likely that the investment plans of
entrepreneurs are frequently based on the assumption that indi-
vidual saving habits of the public will not alter significantly and
that aggregate income will not change appreciably in consequence
of the investment decisions themselves. This means that the planned
investment processes must largely be expected to pay on a given ag-
gregate output (income) level, that is, that initially there must exist
a strong presumption that buyers would be willing to substitute
the goods in question for other goods. Consequently it seems appro-
priate to view a great many processes that have resulted in a net
growth of the economy, as having been largely substitution processes
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in statu nascendi, although in certain cases some rise in aggregate
buyers’ expenditures and thereby, implicitly, in aggregate income
may also have been anticipated from the outset.

SHIFTS IN COMPOSITION: DIFFERENT CONSTITUENTS OF
MANUFACTURING QUTPUT

In an attempt to test whether American economic developments of
recent decades lend support to the hypothesis here developed, the
relative significance of the manufacturing industries growing at a
rate exceeding the average rate of growth of manufacturing industry
as a whole was investigated.® With the (unfortunately important)
qualifications arising from the imperfections of the method applied,
it may be concluded that the relative significance of the groups
growing at a substantially Ingher rate than the average, increased
to some considerable extent from the turn of the present century
to the early r920's, and that the relative significance of these groups
declined considerably during the 1920’s. This can be scen from
table 5, on page 126. The table will be explained later in some
detail, but the general character of the findings may be observed at
this point. Business trends in general were distinctly satisfactory
throughout the period under consideration (1899-1929). Table 5
may be interpreted as indicating that the rclative composition of
output changed significantly during the carly part of this period
but ceased to change significantly in the later part. The facts could
therefore be interpreted in terms of the hypothesis under con-
sideration without being strained. This interpretation would main-
tain that certain processes resulting in significant changes in the
composition of output contributed in a large measure to the upward
trend of aggregate output. The generalized expansion produced by
these shifts in composition may have rendered the upswings of the
period more vigorous,” and the depressions of the period may have
been shortened by the existence of specific fields of investment about
which entrepreneurs were optimistic, regardless of their forecasts
for the “‘general situation.” The generalized expansion outlasted the

® The relative significance of the rapidly growing industries was measured by their
share in total value added and in gross value product.

7 In conscquence of the lack of symmetry between new investment and undermainte-
nance, which was discussed in the earlier part of this chapter.
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period during which the relative weight of the industries growing
at a substantially greater than average rate was rising. It extended
into the period in which the weight of the group in question was
declining (that is, it extended into the middle and late ’twenties).
But the first major depression occurring at a time when the weight
of the “substantially higher than average” group was already small,
and was still declining, turned out to be an extraordinarily long and
severe depression. The subsequent recovery did not possess much
momentum.

This may be offered tentatively as a partial explanation of eco-
nomic trends in the recent past. Yet, it should be emphasized that the
possibilities of “verification” are limited indeed. The general limita-
tions of verifying hypotheses in economics are valid in this case as in
others. In addition, there exist numerous specific limitations. The
remaining part of the present section substantiates the foregoing
propositions with the aid of data relating to American manufac-
turing production. This part of the discussion, ending on page 129,
should be read only by readers interested in the details of the factual
analysis.

The data to be used in the present section relate to the manufac-
turing industries alone and they cover a fairly large, but not neces-
sarily representative, sample of these industries. The sample is de-
rived from that used by Professor Mills in his study on Economic
Tendencies in the United States." Mills’ sample is, of course, limited
by the fact that physical production indexes are available only for
commodities that are reasonably homogeneous physically so that it
is possible to express output in terms other than dollars.” The data
relate to three successive subperiods within the interval 1899-1929,
namely to 1899-1914, 1914-1923, and 1923-1929. The number of
items included in the sample increases from the first subperiod tc
the second, and then again from the second to the third. The per-
centage of value added by manufacturing covered by the sample in

8 Frederick C. Mills, Economic Tendencies in the United States: Aspects of Pre-Wai
and Post-War Changes (New York, National Bureau of Economic Research, 1932). Cf
tables 10, 76, and 123.

® As regards trends for manufacturing series satisfying this test, see also Solomor
Fabricant, The Qutput of Manufacturing Industries, 1899-1937 (New York, Nationa
Bureau of Economic Rescarch, 1940).
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creases from the end of the first subperiod to that of the second, and
declines slightly thereafter.”

The subperiods distinguished in tables 5 and 6 of this chapter are
somcwhat different, however, from those distinguished in Mills’
book. This is because it is essential to the purposes here that the
beginning and closing years of the subperiods fall in similar stages
of cyclical development. The years, 1899, 1909, 1923, and 1929 (all
of which are census years) may, with certain qualifications, be con-
sidered cyclically similar, whereas the beginning and closing years
of Mills’ periods, namely 1899, 7914, 1923, and 1929, cannot be so
considered. Hence 1899—1909, 19og—-1923, and 1923-1929 have been
chosen as the subperiods here. The procedure has the disadvan-
tage of rendering the specific industry data from which the changes
during the second subperiod are calculated less comparable over
time (i.e., from census year to census year). Mills made his specific
industry figures within each of the subperiods distinguished by him
(1899-1914, 1914—1923, and 1923-1929) as ncarly comparable over
time as he could. Undertaking the first break in 19og instcad of in
1914, unfortunately undoes for the second subperiod some of what
Mills did. This modification also reduces the coverage of the sample
for the second subperiod to somewhat less than the size of that for
the first.” Consequently, instead of the coverage of the Millssample,
there is obtained for the subperiods chosen here the coverage indi-
cated in table 4. It is felt, however, that for the present analysis the

It can be seen from tables 15, 8o, and 130 on pages 40, 199, and 307, respectively,
in Professor Mills’ Economic Tendencies m the Uniled States . . . that the representa-
tiveness of the sample cannot be taken for granted. This also is emphasized by the
author. The pereentage growth of the “‘values added” induded in the sample was
somewhat different trom the percentage growth of the value added by all Amnerican
manufacturing for the first two subperiods (92.2 per cent as against 104.5 pex cent, and
193.3 per cent as against 166.2 per cent) and it was markedly different for the third
subperiod (13.7 per cent as against 23 2 per cent). Tt does not follow by necessity from
this that the sainple lacks representativeness so tar as physical growth is concerneid.
The representativeness of the sample for physical growth can of course not he tested
satisfactorily because the industries excluded from the sample are those for which
physical growth figures are not available.

1 Industries first appearing in Mills’ 1914-1928 period cannot be included in the
190g-1923 period consideicd here; and those industries of Mills’ 1899-1914 period
which are not continued for his 19141923 period can also not be incuded in the
19og-1923 period here. Consequently, the size of the 19og-1923 sample is smaller
than that of Mills’ 1914-1923 sample and smaller also than his 18991914 sample.

'z Cf. Mills, op. cit., tables 10, 76, and 124 on pp. 3v, 194-195, and 292-293.
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complete cyclical dissimilarity of 1914 with the other critical years
of Mills’ study would be an even graver disadvantage. In fact, com-
plete cyclical dissimilarity would be a prohibitive disadvantage for
the present purpose. Moreover, lack of comparability of specific
industry figures over time gives rise to conceptual difficulties in all
events. Even if the difficulty is largely excluded for the census years
of one and the same subperiod, as is so for Mills’ subperiods, the

TABLE 4
COVERAGE OF THE SAMPLE FOR THE THREE SUBPERIODS
Percentage accounted for by the sample
. . Number of
Subperiod '"ﬂu:;:z::;}:dd Ofatotca| vayluc of to;:; gJS:aovalue
all manufacturing all manufacturing
1899-1909................... 34 29.87 38.39
1909-1923. . ................. 29 28.51 36.23
1923-1929. . ........... ... 59 35.62 44.83

difficulty still enters with full force wherever the subperiods are
compared with one another. These comparisons constitute the main
objective of the present analysis.

To summarize, caution is required because the data relate merely
to manufacturing industries” (as represented by a sample that is not
necessarily representative), and also because the comparability of
the data is incomplete. With the rather serious concession to prac-
ticability involved in disregarding these difficulties, it is possible,
however, to argue that the relative weight of the industries growing
at a substantially higher than average rate increased from the end
of the first to the end of the second subperiod. It also is possible to
argue that the relative weight of these industries declined from the
end of the second to the end of the third subperiod (i.e., in the six
years preceding the depression of 1929-1933). As was pointed out,
the upward trend for physical output as a whole, and for aggregate
employment in the American economy, did not change its general
character until 1929 but was interrupted for an unsually long period
during and after the first major depression that found the economy

1 See, however, below, pp. 12g-183.
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“well balanced” in the foregoing sense (i.e., without a strong ten-
dency toward shifts in composition). Obviously, it is not implied
that “balance” in this undesirable sense has been established secu-
larly.

Table 5 includes data for the manufacturing industries the rate
of growth of which, during any of the subperiods, exceeded the aver-
age rate of growth of physical output for manufacturing as a whole.
The average rate of growth for manufacturing output asa whole was
calculated from index numbers used also in other contexts in the
present study. These were published by Professor Douglas, and they
are based on the Day-Thomas index so far as census years are con-
cerned. For 1929 (a year lying beyond the period covered by Douglas’
statistics) the index numbers published by Irving H. Siegel were
used which also are largely based on the Day-Thomas index.” The
industries growing at a more than average rate in any one of the
subperiods were divided in seven groups in the following manner.
The first group includes all industries growing at more than the
average rate; the second group includes merely those growing at
a rate higher than 150 per cent of the average; the third group con-
tains the industries growing at a rate higher than 200 per cent of
the average. For the fourth, fifth, sixth, and seventh groups the rate
of growth which is exceeded by the industries belonging in the group
becomes goo per cent, 400 per cent, 500 per cent, and 1,000 per cent
of the average, respectively.

The relative weight of the industries belonging in each group is
expressed in four different ways. The four measures of relative sig-
nificance used are: (1) the percentage of total value added by Ameri-
can manufacturing, accounted for by the industries belonging in
each group; (2) the percentage of the value added by the industries
included in the sample,” accounted for by the industries belonging

1 Paul H. Douglas, The Theory of Wages, Appendix, Table I, Cf. the manufactur-
ing index weighted according to value added; and Irving H. Siegel, “Hourly Earnings
and Unit Labor Cost in Manufacturing,” Journal of the American Statistical Asso-
ciation (September, 1940), 458, table 2. We have compared the change in the Douglas
index with that in the Day-Thomas index for 1909 as against 1899 and for 1923 as
against 19og; and we have compared the change in the Siegel index with that in the
Day-Thomas index for 1929 as against 1923. The correspondence is close in all cases.
This means at the same time that the comparability of the Siegel index for 1929 with
the Douglas index for 1923, 1909, and 1899 seems satisfactory.

® That is, in Mills’ sample as adjusted to the subperiods used here, cf. pp. 123-124.
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TABLE 5

RELATIVE SIGNIFICANCE OF MANUFACTURING INDUSTRIES GROWING IN EXCESS OF THE
AVERAGE RATE OF GROWTH OF PHYSICAL OUTPUT FOR MANUFACTURING AS A WHOLE

Subperiods

1899-1909 | 19091923 | 1923-1929

Average rate of growth of American manufacturing in
PEFCENE ..vvit et tee i 60.3 62.4 17.6

INpusTRIES GROUPED AcCORDING TO RATE of GRowTH IN RELATION
TO AVERAGE RATE FOR MANUFACTURING

More than Average
Relative significance measured by percentage share of
industries in value added:

By American manufactunng .............. . 14.35 17.46 22.56

By industries of sample. . .. | 48.04 61.24 63.34
Measured by percentage share in gross value product:

Of American manufacturing. . . ..... .. ......... 16.40 21.40 26.36

Ofindustriesofsample.. ............. ......... 42.72 59.07 58.80

More than 150 per cent of average
Relative significance measured by percentage share
of industries in value added:

By American manufacturing ........... coooones 4.43 10.08 8.68

By industriesofsample. ... .......... .. . 14.83 35.37 24.36
Measured by percentage share in gross value product:

Of American manufactunng ............. . 3.78 12.63 11.44

Ofindustriesofsample........... ...... ... .. 9.85 34.86 25.52

More than 200 per cent of average
Relative significance measured by percentage share of
industries in value added:

By American manufacturing... .... ... ......... 3.58 8.39 8.25

By industriesof sample. .. ........ ..... ..... ..l 11,99 29.43 23.16
Measured by percentage share in gross value product

Of American manufacturing ..... .... .... . 2.76 10.98 10.78

Ofindustriesof sample....... . ......... .o 7.19 30.31 24.05

More than 300 per cent of average
Relative significance measured by percentage share of
industries in value added:

By American manufacturing.... . ... ... .... .| 2.20 7.10 2.1
By industriesof sample....... ... .. ...... ... 7.37 24.90 5.92
Measured by percentage share in gross value product:
Of American manufacturing. . . ............ R 1.84 9.86 3.97
Ofindustriesofsample......... . ... ........... 4.80 27.22 8.86
More than 400 per cent of average
Relative significance measured by percentage share of
industries in value added:
By American manufacturing. . ............. ... 1.63 7.10 2.03
By industries of sample. .. . . 5.46 24.90 5.70
Measured by percentage share in gross ‘value product
Of American manufacturing. . ... ......... .. 1.44 9.86 3.89
Of industriesof sample.................... ... 4 3.75 27.22 8.68
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TABLE 5—Continued

Subperiods

1899-1909 | 1909-1923 | 1923-1929

More than 500 per cent of average
Relative significance measured by percentage share of
industries in value added:

By American manufacturing .. . ... ... . ..., 1.63 7.10 0.12

By industriesofsample................ ......... 5.46 24.90 0.34
Measured by percentage share in gross value product:

Of American manufacturing. .. ... ........ ... .. 1.44 9.86 0.14

Of industriesof sample .................. ... . .. 3.75 27.22 0.31

More than 1,000 per cent of average
Relative significance measured by percentage share of
industries in value added:

By American manufacturing............ R 1.38 5.67

By industriesof sample. .... .... ....... 4.62 19.89
Measured by percentage share in gross value product

Of American manufacturing. . Ce 1.21 6.90

Ofindustriesof sample...... ........... ... . 3.15 19.04

"in each group; (3) the percentage of the total gross value product of
American manufacturing, accounted for by the industries of each
group; (4) the percentage of the gross value product of the industries
included in the sample, accounted for by the industries of each
group. The relative significance is measured for the last year of each
subperiod, although the classification is made dependent on the rate
of growth from the first to the last year of the same subperiod. For
example, the figures of table 5 indicate that the industries in which
the output grew at a rate exceeding the average rate of growth of
manufacturing output as a whole from 1899 to 1909, accounted
in 1909 for 14.35 per cent of the value added by American manu-
facturing, for 48.04 per cent of the value added by the industries
included in the sample, for 16.04 per cent of the gross value prod-
uct of American manufacturing, and for 42.72 per cent of the gross
value product of the industries included in the sample. The fig-
ures for value added and for gross value product were taken from
the census of manufactures of the closing year of each subperiod
(e.g., of 1909).

Table 5 shows that the relative significance of the industries grow-
ing substantially in excess of the average rate of growth, increased
considerably from the first to the second subperiod. There was some
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increase in the relative significance of the more-than-average group
as a whole. Yet, this increase is much smaller for the groups that
include the industries growing but slightly in excess of the average
rate than for the groups that contain merely the industries growing
very much more rapidly. From 1909-1923 to 1923—1929 the relative
significance of the industries growing very much in excess of the
average rate decreases significantly. The relative significance of the
more-than-average group as a whole increases again,” but this is a
consequence exclusively of the increased weight of such more-than-
average industries as are in the neighborhood of the average. There
is a decline in every single group except the one that includes
the close-to-average industries. The decline becomes increasingly
marked in the “higher” ranges of the table.

It is believed that this type of treatment of the material is more
informative than would be an attempt to express the dispersion of
the rate of growth around the mean rate by some single measure.
In the first place, single measures have little meaning for the kind of
universe dealt with here. Second, the data available for industries
that are insignificant, and are becoming more so, are fewer and
poorer than those applying to significant and growing industries.
Third, there exists no presumption that the behavior of these two
classes of industries should be analogous, so far as the dispersion
around mean rates of change is concerned.

Indeed, it might be well to point out that the behavior of the in-
dustries growing at a less-than-average rate and that of the industries
absolutely declining is not analogous to that of the more-than-
average groups with respect to the shifts considered here. It is not
true that the weight of the industries growing at a rate much smaller
than the average, increased from the first to the second subperiod
and that the weight decreased from the second to the third sub-
period in relation to the close-to-average industries. Nor did the
weight of industries absolutely declining increase from the first sub-
period to the second and decrease from the second subperiod to
the third, in relation to the stagnant and near-stagnant industries.
This is the behavior that would be analogous to that of the more-
than-average groups, yet the less-than-average groups do not exhibit

19 Except in the last of the four senses distinguished.
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this behavior. Considering the lack of symmetry between the process
of new investment, on the one hand, and that of undermaintenance,
on the other—and the general lack of symmetry between the positive
and the negative “‘half” of shifts in composition—the foregoing dis-
crepancy is not particularly astonishing.

Table 8 (Appendix II, p. 241), contains summary information on
all industries of the sample, including the less-than-average and the
declining industries. The table shows in what category each industry
belonged during the various subperiods.” The categories are distin-
guished according to the rate of growth (or decline) of the industry.

SHIFTS IN COMPOSITION: MANUFACTURING VERSUS
OTHER ACTIVITIES

Shifts other than those that occurred within the field of manufac-
turing are not analyzed here. It is obvious, of course, that important
shifts in composition of output took place in other sectors of the
economy too. It also is obvious that the relative significance of the
different fields in the production of output as a whole changed dur-
ing the thirty years considered here. The significance of manufac-
turing, for example, increased at first and then, in the second half
of the period, declined in relation to other activities. It has not been
possible to compare the quantitative significance of shifts other than
those in manufacturing for the various subperiods of the thirty-year
interval under consideration. A limited number of these shifts could
conceivably be traced back with methods more or less satisfactory,
but data are not available for a quantitative appraisal of the problem
as a whole, outside the manufacturing industries. It may be called
to the reader’s attention, however, that the three-year period imme-
diately preceding the breakdown of 1929 was one of “balance” (i.e.,
of the absence of significant relative shifts) also in the sense that the
weight of manufacturing as a whole remained approximately con-
stant in relation to other output yielding activities. This is shown
in table 6.

It seems, moreover, that the material with which Professor A. F.
Burns worked in his study of American production trends, at least

7 More precisely, during the subperiods for which data are available concerning
the industry in question.
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tentatively supports the assumption that, even if a universe more
inclusive than that of manufacturing were analyzed, the production
trends for different segments of the universe became more dissimilar

TABLE 6

RELATIVE SIGNIFICANCE OF MANUFACTURING IN THE PRODUGTION OF
Ourput As A WHoOLF*

Successive overlapping decades compared
with one another

Percentage change in
total output from
preceding period to period

Percentage change in
manufacturing output from
preceding period to period

1904-1913........
1909-1918 .
1914-1923 .
1919-1928........

19.4
16.3
19.6
27.5

21.7
21.7
14.9
16.0

Periods, for a comparison of
first with last years

Percentage change in
total output
from first to last year

Percentage change in
manufacturing output
from first to last year

1919-1929..... .. .. . ..., 52.8 44.9
1923-1929 ... ... 23.2 17.6
1926-1929 ........ .. ..... 10.3 9.9

* Data from Simon Kuznets, U/ses of National Income in Peace and War, p. 31; and idem National Income and
ats Composation, Vol. I, 269, for national income 1n 1929 prices. Paul 1. Douglas, The Theory of Wages, Appen-
dix, Table I, and Irving H. Siegel, “Hourly Farnings and Umit Labor Cost in Manufacturing,” Journal of the
American Statistical Association (September, 1940), 458, for index of manufacturing output.

in the first two decades of the present century, and more similar
in the third decade.” This may be interpreted as expressing increas-
ing shifts in the composition of output during the first two decades
and a decreasing tendency toward these shifts in the third decade.
In Burns’ study, decils of trends are compared with one another for

" Arthur F. Burns, Production Trends in the United States Since 1870 (New York,
National Bureau of Economic Research. 1984): of. chap. v in general and particularly
chait 5 on p. 184, chart 21 (tor “all scries™) on p. 213, and footnote ¢ on pp. 242-213.
Burns concludes that a rise in dispersion (i.e., in dissimilarities between production
tiends) preceded, and possibly was 1esponsible for, major depressions. ‘This thesis
obviously contradicts the hypothesis expressed in the present study, so far as the Great
Depression is concerned. Yet Burns obtains an increase in dispersion for the period
preceding 1929 by eliminating a downward “secular trend” from the dispersion itself.
The charts referred to in the first sentence of this footnote strongly suggest that with-
out this manipulation the dispersion would show a marked decline for the period in
question; and this would be consistent with the hypothesis expressed in the present
study rather than with Burns’ hypothesis. Morcover, for some of the catlier depressions
falling in the period analyzed by Burns, his hypothesis (concerning a preceding rise
in dispersion) is not fully supported by the material he used. Absence of supporting
cvidence 1s admitted by Burns for the depression of 1893-1894; yet such evidence is
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overlapping ten-year periods, after elimination of the secular drift
(the first decil being a trend value that is exceeded by nine-tenths of
all items included in the sample, the second, a trend value that is
excceded by eight-tenths, etc.). These decils are plotted against time
and the courses of the resulting “decil lines” are compared with
one another. This makes possible an analysis of increasing or de-
creasing similarities as between different segments of Burns’ sample.
It follows from what has been said that the segments of the sample
are distinguished from one another by the magnitude of the trend
to which they were subject. However, the relative significance of the
various segments can be calculated neither in terms of gross value
product nor in terms of value added.

In the preceding pages it was emphasized that, so far as the be-
havior of manufacturing during the interval studied here is con-
cerned, the rise in the relative weight of the industries growing
very much in excess of the average rate was both accompanied and
followed by a substantial upward trend of total physical production.
This trend for physical production as a whole was interrupted at
a time when the relative weight of the industries growing very much
in excess of the average rates had already declined substantially. The
relative weight of the industries in question declined during the
subperiod 1923-192¢, whereas the significant upward trend of total
physical output was not interrupted before 1929g. It should now be
added that the rise in man-hour output also stayed very high during
the subperiod following the rise in the relative weight of the rapidly
growing industries. In fact the rise in man-hour output was higher
in the subperiod 1923—1929 than in any of the preceding subperiods
distinguished either by Mills or in the present study. According to

claimed for the depressions of 1882-1883. 1907, 1920—-1921. However, two of thesc de-
pressions, namely that of 1go7 and that of 1920-1921, fall in decades in which the dis-
persion calculated by Burns was declining rather than increasing. It is true that these
depressions follow decades of rising dispersion but such a situation is ambiguous when
the question is considered of whether the dispersion was increasing or declining im-
mediatcly prior to the depression in question. None of these depressions are com-
parable with that of 192g-1933 in depth or duration. Burns’ study does not go back
far enough for an analysis of the changes in dispersion prior to the depression of the
1870’ (which perhaps is comparable with the Great Depression of 192g-1933). On
the whole it scems that Burns’ data come closer to supporting the hypothesis presented
in this study than the contrary hypothesis presented by himself. But here again there
is room for legitimatc diiferences of opinion.
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Professor Mills’ estimates concerning his sample of the manufactur-
ing industries, the rise in physical output per wage earner was 19.9
per cent for the subperiod 1899-1914 as a whole, 12.8 per cent for
1914—1923, and 1%.8 per cent for 1923-1929." The first two figures
correspond approximately to the identical yearly rate of increase,
whereas the last figure corresponds to more than twice this yearly
rate. These estimates apply to output per wage earner rather than
to output per man-hour, but the decline of the length of the work-
ing week was rather continuous and slow during the entire time
interval discussed so that the conclusion for the trend in man-hour
output would have to be quite similar. It does not necessarily fol-
low, however, that the rate of technological progress became more
rapid during the "twenties than was the case before. The quantita-
tive appraisal of other characteristics of technological progress can-
not be undertaken as readily as that of changes in man-hour output.
For example, the difficulties standing in the way of deriving an
index for output per unit of raw material input are already severe
enough to preclude, at the present time, any attempt to supplement
man-hour-output analysis with its obvious counterpart.

It should also be remembered that in certain strategic industries
the characteristics of the man-hour-output trend were different from
its characteristics for manufacturing as a whole. In the automobile
industry, for instance, the highest yearly rate of increase came in the
beginning of the thirty-year interval covered by the Mills statistics.
The decline of the yearly rate of increase, from Mills’ first subperiod
to the second, is slight, but from the second to the third subperiod
it is significant.

On the whole it may be stated that a sharp upward trend in aggre-
gate output accompanied, and for a brief interval outlasted, the
growth of the relative significance of the industries growing at a
rate substantially exceeding the average. An appreciable decline in
the relative significance of the “much higher than average” groups
preceded the stagnant trend of the 1930’s by several years. The hy-
pothesis that substantial shifts in the composition of output may
give rise to over-all growth and that the cessation of significant shifts
may contribute to stagnant over-all trends is broadly supported by

» Cf. Mills, op. cit., tables 11, 77, and 124, on pp. 33, 195-197, and 2g6-297.
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these data. More is not claimed. The significance of other causal
factors should not be denied or minimized. It is very likely, for
example, that the temporary saturation in the field of residential
construction belonged among the circumstances that, in the 1930’s
and also in the earlier “protracted depressions,” aggravated the
situation considerably.”

® Alvin H. Hansen, Fiscal Policy and Business Cycles (New York, Norton, 1941), cf.
pp- 19-27.
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CHAPTER V

Interest Rates and the Problem of
Cost Rigidities

PrICE AND WAGE RIGIDITIES VERSUS THE RIGIDITY OF THE
INTEREST STRUCTURE

IN THE PAST, full employment was closely approximated in
certain periods, except for brief intervals of “cyclical” depression,
yet in other periods there existed a “chronic” tendency toward
substantial underemployment. This, of course, means that the cost
structure of capitalistic economies did not, in general, “adjust” in-
stantaneously, in a manner which would restore a high level of
employment when part of the available human resources became
involuntarily unemployed; and that in certain periods the cost struc-
ture failed to “adjust” even with a considerable lag.

The failure of the cost structure to adjust is sometimes presented
as a matter of price and wage rigidities. To make the rigidity of
the commodity-price and of the wage-rate structure responsible for
the failure of employment to return to a “full” level more or less
promptly, means postulating that a downward adjustment of com-
modity prices and of wage rates would, in times of underutilization,
increasc the level of employment. The effects of price and wage
changes on the level of activity, however, present a very involved
problem—provided prices and wages are assumed to remain un-
changed after the initial change. (Obviously, the expectation of
future price and wage reductions would affect activity adversely and
the .expectation of future increases would have a favorable effect.)

The effects of a simultaneous proportional reduction of all com-
modity prices and of money wage rates are but partly distinct from
those of expansionary credit policies. One of the effects of the simul-
taneous proportional reduction of commodity prices and of money

[137]
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wage rates is to increase the existing degree of liquidity in real terms.
Such a rise of liquidity in real terms may induce a flow of idle funds
into the loan market and the corresponding lowering of the interest-
rate structure may produce new investment. This effect the measure
has in common with credit policies aiming at the same objective.
In addition, the policy of “proportional” deflation of prices and
wages possesses the highly unwelcome effect of inflating past claims,
as expressed in present ‘“‘real” terms. The policy therefore brings
the characteristic results of an expansionary credit policy, plus an
unwelcome by-product.

It follows from the earlier discussion that a reduction of the gen-
eral level of money wage rates, given the relative wage structure and
in the absence of any interference with commodity prices, stimulates
output and employment on balance if the stimulus provided by the
lowering of real wage rates outweighs the consequences of the in-
crease in uncertainty. (The increase in uncertainty is brought about
by the reduction of the average propensity to consume.) The con-
ditions under which a general reduction of money wage rates in-
creases output are more likely to be satisfied in periods in which the
average propensity to consume is high and in which profit margins
are low than in the opposite circumstances. On the other hand, a
reduction of the general level of commodity prices, given the relative
price structure and in the absence of any interference with money
wage rates, is more likely to have favorable effects in periods in
which profit margins are high and in which the average propensity
to consume is low. However, the favorable effects will always be
limited to certain ranges of price or wage reductions and it is not,
in general, possible to make dependable forecasts on the magnitude
of these ranges.

This leaves open the question of the probable consequences of the
lowering of specific commodity prices, without interfering with the
other segments of the price structure. Such a measure, producing
relative price changes by the lowering of the prices of specific goods,
shares some of its effects with the shifting of the general level of
commodity prices in relation to wage rates. Yet, in addition to
these, relative price changes possess distinctive characteristics. The
distinctive effect of the lowering of specific prices will be favorable
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initially, if the price elasticity of the demand for the goods in ques-
tion proves to be greater than the price elasticity of the demand for
the aggregate of other goods. In the opposite case the initial effect
of the relative price change per se will be unfavorable. However,
secondary effects are superimposed upon the initial impact since
total money expenditures on the relatively cheapened goods and on
the relatively more expensive goods respectively change by different
amounts. A net rise in aggregate money expenditures tends to pro-
duce a multiplier effect, whereas a net decline of money spending
tends to produce contraction in real terms.

To sum up, the effects of price changes which affect the general
level as well as the relative structure of prices may typically be
analyzed under four headings before a final appraisal is undertaken.
(1) The shifting of the general price level changes the degree of
liquidity in real terms and it also changes the value of past commit-
ments in terms of present goods. (2) The shifting of the price level
in relation to the wage level affects profit margins, and it also affects,
through the average propensity to consume, the degree of uncer-
tainty. (3) The shifting of price ratios tends initially to increase the
output of certain goods and to diminish the output of other goods.
(4) The two halves of the initial effect considered under (3) tend on
balance to increase or to decrease aggregate money expenditures (de-
pending on the magnitude of the price elasticities), and the change
in money expenditures affects the level of real output.’

The conclusion suggests itself that in periods of underutilization
the price structure of imperfectly competitive economics could
always be “improved” from the standpoint of aggregate output and
employment. It is practically always true that favorable results could
be obtained either from the lowering of the general price level in
relation to the general wage level or from the lowering of the general
wage level in relation to the price level, or from the “relative”
lowering of the prices of specific goods for which the demand elas-
ticity is high, or from some combination of these policies. In this
sense, the emphasis on price rigidities is fruitful, especially in view
of the fact that investment opportunities in any specific field of
activity are subject to oscillations and that therefore a permanently

1 Points g and 4 relate to the changing position of specific prices in relation to the
general price level. The shift of the latter is covered by points 1 and 2.
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high level of aggregate investment requires the substitution of other
fields for those temporarily exhausted. But, aside from the difficul-
ties standing in the way of the “‘regulation” of the entire price struc-
ture in democratic communities, it must not be implied that by the
appropriate manipulation of prices full employment could always
be accomplished In the “perfectly competitive equilibrium,” full
employment is produced not merely by the complete fluidity of
prices but also by the absence of uncertainty. Moreover, it follows
from the foregoing considerations that the inappropriate policies ot
combating price rigidities may increase, rather than diminish, un-
employment and, on the basis of the available evidence, it may fre-
quently be difficult to decide which of the possible lines of approach
are appropriate to a specific situation. Such findings as that the
frequency distribution of price changes is U-shaped, or that the
frequently changing prices also tend to change with a greater ampli-
tude, do not of themselves supply a guide to policy. But, as can be
seen from the preceding remarks, there exists a presumption that
in periods of low activity it would be advantageous to reduce the
“sticky"” prices of specific goods for which the demand is elastic. To
be effective, such a policy would frequently require the simulta-
neous lowering of the prices of complementary producers’ goods
because an elastic response of the demand can scarcely be expected
if merely one of several jointly needed goods is supplied at a lower
price. The demand for building materials is an obvious example.

It is appropriate here to turn to the questions concerning the
causes and the significance of interest-rate rigidities. Why do interest
rates fail to adjust downward in periods of underutilization, and
why is their downward adjustment insufficient to maintain output?
What results could be expected from a lowering of interest rates by
means of a deliberate policy?

ELASTIC VERSUS SHIFTING LiQuipiTY FUNCTIONS

In one respect, the reasons for the insufficiency of the downward
adjustment of interest rates do not constitute a particularly contro-
versial problem. It is generally accepted that, in periods of under-
utilization, the reduction of the demand for funds destined for
investment is at least partly offset by an increase in the demand for
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-funds destined for hoarding or for the repayment of bank loans.
If, however, the question is raised why this increase occurs, the
ground becomes more controversial. Furthermore, the question of
how successful monetary policy could be in compensating for the
increase in the demand for idle funds is also controversial.

According to one type of interest theory, the rise in the demand
for liquidity is a consequence of a direct functional relationship
between this demand and “the” rate of interest. This type of theory,
of which Keynes’ doctrines may be said to constitute the “basic ver-
sion,” maintains that the demand for liquidity rises when interest
rates decline because (1) the likelihood of a risc in interest rates

(i.e., of a decline in capital values) increases; and (2) at the same
time, the compensation for bearing the risk of declining capital
values is reduced. Consequently, if the supply of loanable funds®
(S) is divided in two parts, namely, into “savings out of expected
gross income” (S¢g) and additions to the money supply (M), and if the
demand for loanable funds (D) is also divided into two parts, namely
into the demand for funds for planned gross investment (I), and the
demand for funds for planned new hoarding (L.), then the downward
rigidity of interest rates becomes a matter of the negative slope and
of the high elasticity of the second constituent on the demand side
(i.c., of the L function). Figure 2o represents the determination of
“the” interest rate (r) by the functions just described.® In the figure
the Sg, S, I, and D functions are drawn as curves. The M function is

2 Loanable funds are the funds actually exchanged for claims during the period,
plus that part of the expected gross savings of the period which the savers themselves
plan to use for investment or for hoarding.

3Cf. Gotttried Habetler, Prosperity and Depression (Geneva, League of Nations,
1941), p- 180 fE. Professor Haberler’s illuminating presentation of the determination of
the interest rate is based on Professor Lerner's exposition although the conclusions
of these two authors are different, (Cf. Abba P. Lerner, “Alternative Foirmulations of
the Theory of Interest,” Economic Journal [1938], Vol. 48.) However, neither Lerner
nor Habetler makes clear that L expresses planned hoarding and that I expresses
planned investment and that these magnitudes differ from actual hoarding and from
actual investment whenever expected income is different from realized income. The
failure of some authors to make this clear may be attributed to the fact that they treat
the Swedish period analysis as though it were interchangeable with the Robertsonian
(ct. Haberler, loc. cit.). In the Robertsonian model it is true that savings plus new
money equals actual investment plus actual hoarding. But the Robertsonian approach
is equivalent to the Swedish only if expected income equals disposable income. This
condition is not gencrally satisfied, and it is not generally true in the Swedish model
that ex ante savings plus the increase in the money supply equals actual investment
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expressed by the horizontal distance between the Sg and S curves,
and the L function by the horizontal distance between the I and
D curves.

Figure 20 is intended to express the Keynesian type of interest
theory with the aid of the apparatus of the loanable funds approach.

To establish a link between this apparatus and the demand-for-
money versus supply-of-money technique in interest theory, it may
be useful to point out that the S function (or Sg + M) of figure 20
stands for that part of the money
flow which is available for non-
consumption purposes, and the D
function (or I+ L) stands for the
N demand for this money for non-
T e consumption purposes.’(This does
| not, however, mean that the effect
l RN g of consumption loans is disre-
0 — garded in the loanable funds
Fig. 20. Keynesian interest theory in terms theory. A person bOITOWing for

of the loanable funds approach. ¢, qumption either dissaves or in-
creases his investments or his hoarding correspondingly, and this
reflects itself in the functions of figure 20.)

Furthermore, to establish a link between the loanable funds
theory and the ‘“classical” theory, it may be observed that if net
hoarding is assumed away “in the long run,” then the L function of
figure 20 disappears from the corresponding long-run model. As for
changes in the supply of money, these affect the interest rate directly
only while these changes take place. This is true of the loanable
funds theory considered here, as well as of the classical theory. But
in the theory considered here, changes in the money supply may
possess a permanent indirect effect because, when the money supply
has ceased to change (so that M ceases to be a direct determinant

&

-

SgtM=$

Interest Rote

plus hoarding. The sum of the two constituents of the supply side equals the sum of
planned investment and of planned hoarding. I am indebted to Miss Mona Dingle
for a discussion of this point.

¢ That the price (in this case: the interest rate) equating demand for and supply of
flows is the same as that equating demand for and supply of existing stocks is a gen-
erally valid and familiar proposition in price theory. In the Keynesian analytical frame-
work the interest rate equates the demand for money with existing stock.
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for the subsequent periods), I and Sg need not have changed by the
identical amounts.® On the classical assumptions, I and S must have
changed by the identical amounts so that changes in the supply of
money possess no indirect aftereffects. This is true because, in the
classical theory, changes in the supply of money affect neither the
volume of trade nor relative prices in the long run. They affect
merely the general price level: all money flows (such as Sg and I)
change in the same proportion. Since, prior to the change in the
money supply, Sg and I were equated by the interest rate, and since
they change in the same proportion, they must also change by the
identical amounts.

For the Keynesian type of interest theory, the significant property
of the diagram is that the L function (which is expressed by the
horizontal distance between the D and I curve) is negatively sloped
and that the elasticity of the function becomes substantial for low
interest rates. In fact it is assumed in the theory under discussion
that at some sufficiently low (but positive) level of the interest rate
the L function, and therefore also the D curve, become horizontal.
On these assumptions it is then argued that a downward shift of the
I curve, such as occurs in periods of contraction, is not accompanied
by a decline in interest rates in any proportion corresponding to the
downward shift itself, since at lower interest rates the other con-
stituent of the demand, namely hoarding, is higher. The downward
adjustment of interest rates will not restore output to its original
level. Should the interest rate gradually decline to the level at which
the L and D functions became perfectly elastic, further shifts to the
left of the I function would leave the interest rate unchanged and
they would merely result in increased hoarding and reduced invest-
ment at this floor level of interest.

The figure was drawn with two accidental properties in addition
to the essential property just discussed. These are that, (1) the Sg
curve is vertical, expressing the absence of any functional relation-
ship between the rate of interest and “savings out of expected in-

sIn the analytical framework used by Lord Keynes for the presentation of his own
interest theory, these indirect aftereffects of a change in the supply of money become
“direct” effects. Obviously, if the demand-for-money versus supply-of-money tech-
nique is used, it ceases to be true that changes in the supply of money aftect the rate
of interest directly only while they occur. The whole demand and supply affects the
rate “directly.”
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come”; and (2) the M curve also is vertical, expressing that the
addition to the quantity of money (including the addition to check
deposits) also is “given” regardless of the level of interest rates.

If “savings out of expected income” should increase (or if they
should decrease) with rising interest rates, the Sg function would
acquire an upward slope (or a downward slope, respectively). The
Sg function may very well be upward sloping or downward sloping.
It is quite likely, however, that savings are not very sensitive to
interest rates in the usual range of change: whereas some persons
will increase their savings when interest rates rise, others will react
in the opposite way and still others will save (or dissave) a constant
fraction of their income irrespective of the change.

It should be added that the shape of the Sg function has no direct
bearing on the validity of the time-preference theory, as developed
by Professor Fisher. Even if the Sg function should be vertical, or
approximately so, it may be maintained that the typical saver, unless
he hoards money, decides to acquire future flows of goods instead
of consuming a present stock. Therefore, he equates his marginal
rate of time preference to the interest rate, in a fashion similar to
that in which the consumer equates his marginal rates of substitu-
tion to price ratios. The phenomenon of hoarding merely requires
adding that the marginal rate of liquidity preference also is equated
with the interest rate. The indifference map underlying the time-
preference theory (present consumption ws. future llows of goods)
may be drawn so that the line connecting the points of tangency (i.e.,
the optimum points) for different rates of interest will reflect the
identical amount of present consumption for all conceivable rates
of interest—just as the Allen-Hicks indifference map for two con-
sumers’ goods may be drawn so that the price-consumption line will
reflect the identical amount of consumption for one of the two goods
irrespective of the price ratios. The validity of the time-preference
theory is not affected by the shape of the Sg function.’

The vertical shape of the Sg function is an accidental property of
the graph and so is the vertical shape of the M function. The figure
could have been drawn with an upward sloping M function so as
to express the assumption that at lower interest rates the public not

 am indebted to Mr. Henry J. Franck for a detailed discussion of this point.
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merely hoards more but also is granted smaller bank credits. If
the Keynesian assumption concerning the downward slope of the
L curve is accepted, the upward slope of the M curve could be
attributed to the same circumstances which lead to increased hoard-
ing at lower interest rates. These circumstances are the increased
likelihood of a rise in interest rates, that is, of a fall in capital values,
when interest rates decline, and the reduction of the compensa-
tion obtained for bearing the risk of a fall in capital values. A ver-
tical M curve expresses the somewhat doubtful assumption that the
monetary authority has the stock of money (including check de-
posits) completely under control. On this assumption, there ceases
to exist any functional relationship between M and the level of
interest rates, since the conception of the monetary authority con-
cerning the appropriate supply of money is not likely to depend on
the interest level in any direct fashion. Yet this point too is of slight
significance for the problems under consideration here. What really
matters is the elasticity of the L function; in consequence of this,
the effects of shifts of the I function will not be offset by changes of
“the” interest rate. If the M curve slopes upward, instead of being
vertical, the downward rigidity of interest rates is correspondingly
increased.

It should be added that it is possible to analyze the entire interest
structure, instead of “the” interest rate, with a similar apparatus.
In this event I, L, Sg, and M must be represented as functions of
all interest rates belonging in the structure, the equality of demand
and supply must be postulated for all segments of the loan market,
and a simultaneous solution must be sought, in a quasi-Walrasian
fashion, for each single rate. Direct graphic presentation becomes
impossible because the number of “dimensions” becomes high.

So far the Keynesian interest thcory has merely been translated
into the language of the loanable funds approach. It is convenient
to deal with this “translated” version of the theory because a com-
parison with other theories can be undertaken more readily within
the framework of the loanable funds technique, than within the
original Keynesian framework.

The “generally acceptable” and “controversial” elements of what
has been said so far can now be distinguished. As was pointed out
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earlier, it is a generally accepted proposition that the degree in
which interest rates adjust in the face of shifting I curves is reduced
by changes in the demand for idle balances. It also seems to be a
generally accepted proposition that the determinants of interest
rates can be expressed in terms of a model containing the four func-
tions defined in the preceding paragraphs.” However, the Keynesian
explanation of the increase in hoarding that takes place when the I
curve shifts downward still is distinctly controversial. Keynes and
some of the Keynesians maintain that the stock of idle balances is
elastic to interest rates, or in terms of the loanable funds model,
that the L function is negatively inclined, and that it flattens out.
Alternative theories maintain that a rather inelastic L function
typically shifts to the right when the I function shifts to the left (and
vice versa). It should be realized that these are not alternative repre-
sentations of one and the same fact. The type of hoarding reflecting
itself in an elastic L function is different from that reflecting itself
in an L function of small elasticity. The effectiveness of certain
policies aimed at reducing the stock of idle balances also becomes
different in the two cases, respectively. By raising interest rates,
money hoards can be substantially reduced along an elastic L func-
tion; they cannot be so reduced along an L function of slight elas-
ticity. There exists a very real and significant difference between the
hypothesis of elastic L functions and that of inelastic but shifting
L functions.

SPECULATIVE VERSUS CONTINGENCY HOARDING

The theory that the L function is highly elastic is based on the
notion that the idle balances are mainly those maintained for specu-
lative purposes. Speculation is, of course, a very indistinct concept
in economic theory. What is meant by calling the balances in ques-
tion “speculative” can best be inferred from the fact that they are
distinguished from contingency (or “precautionary”) balances, and

7Some Keynesians would maintain that a presentation of the problem in terms of
the loanable funds technique is inconvenient as compared with a presentation in
terms of the demand-for-money and supply-of-money technique. Cf. A." P. Lerner,
“Interest Theory—Supply and Demand for Loans or Supply and Demand for Money,”
Review of Economic Statistics (May 1944). However, my foregoing presentation would
presumably not be considered incorrect by Keynesians.
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that both the speculative and the contingency balances are distin-
guished from working balances (M,). Now working balances (as dis-
tinct from contingency balances and from speculative balances) are
clearly that part of the money stock which the public would con-
tinue to hold if it were certain that the prices of “perfectly safe”
securities would not change. In these circumstances, money stocks
would be maintained only because the costs and the inconvenience
of buying and selling securities outweighs their yield unless they
can be held continuously for at least a certain period of time. Bal-
ances held for thisreason are generally considered working balances.
Money stocks exceeding the stock of working balances—that is,
“hoards” in the narrower sense, or “idle” balances, consisting of
contingency and of speculative balances—would not be held if there
existed securities the prices of which would necessarily remain un-
changed. It is not a specific characteristic of speculative balances
that they would not exist if the prices of perfectly safe securities
would necessarily remain unchanged. Contingency balances would
also not be held in these circumstances because institutions and in-
dividuals would prefer to maintain their contingency reserves in
the form of securities.

The dividing line between contingency hoards and speculative
hoards should therefore be drawn so as to leave in the one category
(contingency hoards) the balances held because contingencies re-
quiring money for producers’ or consumers’ expenditures may
arise in the future and because security prices may decline between
“now” and the future date in question. The other category (specu-
lative hoards) should contain the balances held merely because
security prices may decline and it may therefore be preferable to
purchase them later at a lower price. Or, to express the same idea
in different words, contingency balances are held because it is un-
safe to buy securities (the prices of which may fall) for the entire
stock of money that might be needed for “unexpected” producers’
or consumers’ expenditures. Speculative balances are held because
it seems preferable to postpone the purchase of securities if their
prices are likely to fall. The definitions corresponding to this dis-
tinction are as follows: The speculative money stock is that part of
the idle (i.e., nonworking) balances which the public would con-
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tinue to hold even if it were certain that its “most probable” expec-
tations concerning future receipts from the sale of, and concerning
future expenditures on the purchase of, commodities and services
will come true; the remainder of the money hoards (i.e., of the non-
working balances) consists of contingency (or “precautionary”)
money.

The hypothesis that the interest elasticity of hoarding is sub-
stantial is based on the notion that “speculative” hoards constitute
the strategically significant item within the aggregate of idle bal-
ances. It is a general belief among economists that contingency
hoarding is likely to be rather insensitive to changes in interest rates
within the usual range of these changes. Provisions for contingencies
presumably depend mainly on the nature and on the likelihood of
the contingencies for which allowance is made. It might be said that
they depend mainly on how probable the “relatively improbable”
is, and on what the consequences of the “relatively improbable” are
if it should materialize. Once it is felt that provision should be made
for contingencies, the nature and the magnitude of this provision
is not likely to be greatly affected by a few per cent rise or decline
in the interest cost of hoarding. Moreover, the occurrence of (un-
favorable) contingencies itself may appear to be more probable if
interest rates rise, and it may appear to be less probable if interest
rates decline, because interest rates enter into the costs of enterprise.
Conscquently, it is not only true that the interest elasticity of con-
tingency hoarding is likely to be small, but the algebraic sign of this
elasticity could sometimes even be “inverse.” The worsening of
profit expectations occasioned ceteris paribus by rising interest rates
may conceivably induce entrepreneurs to increase their hoards, and
vice versa.

Whether, in periods of significant hoarding, the idle balances
should be regarded as being mainly of the speculative (rather than
contingency) variety, depends on whether, in these periods, the
probability of a rise in net rates of interest typically seems high. It
is not convincing to argue that at low interest rates a rise in these
rates is expected and that these expectations are responsible for the
increase in hoarding at low rates and for the incompleteness of the
downward adjustment of the interest structure. If the decline in
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interest rates is assumed to be trend-like, a return to the previous
level in the near future will not be expected, and hence speculative
hoarding will not become significant. If the decline is regarded as
cyclical, a return to the previous level will typically be expected but
by the time these expectations might result in substantial hoarding
of the speculative variety, the analogous expectations with respect
to other variables of the economic system are likely to result in a
shift to the right of the I curve. In other words, it is not convincing
to argue that the expectation of a “return to normalcy” of interest
rates produces substantially increased hoarding at lower-than-
normal rates. If the expectation of a return to normalcy is strong
enough to produce significant phenomena it is likely to produce a
recovery to previous levels of the main economic variables, includ-
ing the I function and thereby of the interest structure.

In periods of downward shifts of the I curve the demand for idle
balances typically rises but this risc is more likely to reflect an in-
creased desire to provide for contingencies than an increased pro-
pensity to speculate on a rise in net rates of interest. For the reasons
indicated above it is not satisfactory to assume that the typical
hoarder of cyclical depression periods and the typical hoarder of
protracted periods of “stagnation” maintain idle balances because
they believe that a postponed purchase of securities is likely to be
more advantageous than an immediate purchase. They maintain
idle balances because the likelihood of certain “unexpected” de-
velopments (which at all times is greater than zero) increascs in the
periods under consideration. It will be argued presently that the
most important “unexpected” development of this character con-
sists of the blocking of the credit market to individual firms as a
consequence of unfavorable business results.” If this should take
place, and il sccurity prices should decline between now and the
period in which the blocking of the credit market occurs, the in-
dividual firm is forced to “liquidate” in highly unfavorable circum-
stances unless it possesses a substantial contingency balance which
it can use for purposes of self-financing. If the likelihood of the
T-l:hu‘:—viadcvclopc:(l here on the risk of being cut off from the credit market, shares

many fcatwes with the position taken by Professor A. G. Hart. CI. the list of works
cited helow, p. 152, n, 10.
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“relatively improbable” (i.e., of the “unexpected”) increases sig-
nificantly, contingency hoarding will increase even if the likelihood
of a decline in security prices has become smaller, as long as the
possibility of a decline in security prices is not completely excluded.
Increased speculative hoarding presupposes an increased likelihood
of a decline in the prices of “perfectly safe” securities; that is, an
increased likelihood of a rise in net rates of interest. Increased con-
tingency hoarding may occur even if the likelihood of a rise in net
rates of interest has decreased—provided that the possibility of such
a rise is not completely excluded and provided that the likelihood
of producers’ losses and of a subsequent blocking of the credit mar-
ket to the individual firms has increased significantly. In this event
the likelihood that “‘money will be needed” for producers’ expendi-
tures may increase sufficiently to induce increased money hoarding,
in spite of the fact that the likelihood of losses on “safe” security
portfolios (i.e., the likelihoqd of rising net rates) may not have risen
or may even have decreased.’

It should be understood that the difference between speculative
hoarding, on the one hand, and contingency hoarding, on the other,
relates to intentions; that is, to processes in the minds of the owners
of balances. Consequently, the amount of information that is obtain-
able on the relative significance of these two types of hoarding
should not be overestimated. In a matter like this, all “evidence” is
highly indirect. It does seem, however, very unconvincing to argue
that in periods of protracted stagnation, characterized by a consis-
tent downward trend in interest rates, a general belief in an upward
trend should be one of the outstanding features of public psychol-
ogy. It seems just as unconvincing to argue that a cyclical decline in
net rates produces the expectation of a cyclical rise and thereby
produces cyclical depression hoarding, whereas analogous expecta-
tions of a return to normalcy fail to materialize for other markets
and therefore fail to bring about an actual return to normalcy. This

*If the possibility of losses on perfectly safe securities (i.e., the possibility of rising
net rates of interest) were completely excluded, then no contingency balances would
be maintained because all contingency reserves would be held in the form of securi-
ties. But if the likelihood of rising net rates remains unchanged, or if it declines with-
out shrinking to zero, and if at the same time the likelihood of contingencies in-
creases, contingency hoarding may increase considerably.
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set of assumptions, underlying the speculative theory of hoarding,
is highly artificial. The assumptions are not logically inconsistent
but they lack plausibility because they imply that the public is con-
sistently and obstinately wrong and that a certain type of “incorrect”
behavior is limited to one market. It is considerably more plausible
to assume that the likelihood of producers’ contingencies, and also
that of consumers’ contingencies, seems to be high in periods in
which contingencies requiring emergency money stocks actually
occur frequently. Obviously, whenever producers have good reasons
to hoard for emergencies, the same is true of individual income re-
cipients, that is, of “‘consumers.” The emergencies of producers tend
to become emergencies of individual income recipients, too.

It will be argued later in this chapter that a shift to the left of the
I curve in figure 20, typically is associated with an increased likeli-
hood that individual firms will have to rely on their own resources
to finance themselves, in order to avoid liquidation in highly un-
favorable conditions. This should be expected to result in increased
contingency hoarding on the part of firms and, for the reason just
indicated, also in increased liquidity provisions on the part of in-
dividuals. As long as the possibility of a rise in net interest rates
(i.e., of a decline in the prices of perfectly “safe” securities) is not
completely excluded, a contingency reserve maintained in the form
of a security portfolio will always be an imperfect substitute for a
contingency money reserve.

Accepting the communis opinio of economists according to which
contingency provisions are not likely to be very sensitive to changes
in interest rates within the usual range of these changes, the fore-
going assumption would permit the D curve in figure 20 to be drawn
approximately parallel to the I curve, thereby making the L function
inelastic. The incompleteness of the downward adjustment of inter-
est rates in periods of downward shifted I curves must then be ex-
plained by the fact that a downward shift of the I curve typically is
associated with an upward shift of the (rather inelastic) L functiom;
that is, with an increase in the distance between the I and the D
curve. The subsequent section is concerned with the problem of the
effects of a downward shift of the I curve on the position of the L
function and, thereby, of the D curve.
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Busingess DECISIONS AND THE PROBABILITY CALCULUS

The relationship of business decisions to the probability calculus
constitutes a logical problem that cannot be solved satisfactorily.”
Yet, it is even more unsatisfactory to leave this problem completely
out of account. The difficulties arising from this problem cannot be
solved by implying that businessmen, whose expectations extend
to a broad range of possible outcomes, act “as though” they main-
tained single-valued expectations. This, however, is the usual pro-
cedure. G. L. S. Shackle has made this time-honored procedure
explicit by introducing the concept of the “certainty-equivalent” of
expectations.” Businessmen, as Shackle rightly emphasizes, have
several possible outcomes of their ventures in mind but he postu-
lates that hypothetical definite expectations can be described on the
basis of which precisely those decisions would be made which actu-
ally are made. These hypothetical definite expectations are the
certainty equivalents of the actual expectations, where the latter
are recognized as relating to a whole range of possible outcomes.

3 This problem may be considered the central theme of Professor F. H. Knight's
Risk, Uncertainty, and Profit (Boston, 1921; reprinted, London School of Economics).
For further problems arising in this conncction, sece H. Makower and J. Marschak,
“Assets, Prices and Monetary Theory,” Economica (August, 1938), where, on p. 271
some of the earlier literature will be found listed; J. Marschak, “Money and the
Theory of Assets,” Econometrica (October, 1938); G. L. S. Shackle, Expectations,
Income and Investment (Oxford, 1938), and idem, “The Nature of the Inducement
to Invest,” Review of Economic Studies (October, 1940); A. G. Hart, “Uncertainty and
the Inducement to Invest,” Review of Economic Studies (October 1940), idem, “ Antici-
pations, Business Planning, and the Cycle,” Quarterly Journal of Economics (February,
1937), idem, Anticipations, Uncertainty and Dynamic Planning (Chicago, 1940), and
idem, “Risk, Uncertainty, and the Unprofitability of Compounding Probabilities,”
in Studies in Mathematical Economics and Econometrics: In Memory of Henry
Schultz (Chicago, 1942); G. B. Sanderson, “A Note on the Theory of Investment,”
Economica (May, 1941); A. J. Nichol, “Probability Analysis in the Theory of Demand,
Net Revenue, and Price,” Journal of Political Economy (October, 1941); Gerhard
Tintner, “A Contribution to the Nonstatic Theory of Production,” in Studies in
Mathematical Economics and Econometrics: In Memory of Henry Schultz (Chicago,
1942), and idem, “The Theory of Production under Nonstatic Conditions,” Journal
of Political Economy (October, 1942); James W. Angell, Investment and Business
Cycles, (New York and London, 1941); W. Fellner, “Monetary Policies and Hoarding
in Periods of Stagnation,” Journal of Political Economy (June, 1943); E. Domar and
Richard A. Musgrave, “Proportional Income Taxation and Risk Taking,” Quarterly
Journal of Economics, LVII (May, 1944), 388-422; cf. pp. 394 ff.

1 G. L. S. Shackle, Expectations, Investment, and Income (London, Humphrey Mil-

ford, 1938), p. 19.
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The concept of the certainty equivalent of uncertain expectations
makes explicit a procedure that is implied in most dynamic theories.
That the actual expectations cannot be maintained with certainty
is recognized in all dynamic theory. Yet, if a theory relates business
decisions to definite ex ante magnitudes, it clearly proceeds as
though definite magnitudes could be substituted for the actual
ranges of expected magnitudes. This, however, is not generally per-
missible, although the procedure may be acceptable in certain speci-
fic contexts. Generally speaking, the decisions resulting from a range
of expectations are different from those resulting from any single-
valued expectation whatsoever. This is another way of saying that
there is no such thing as the certainty equivalent of expectations.

The situation of a firm that must make a decision concerning a
specific investment project may now be envisaged. The firm must
decide whether the investment should be undertaken, and, if so,
on what scale it should be carried out. If the case under considera-
tion belonged in a homogeneous universe of cases, to which the
probability calculus in the strict sense could be applied, then the
firm could feel certain that the average outcome would approximate
the mean value of the distribution the more closely, the greater the
number of trials. Consequently the firm could, if it wanted to, act
as though something approximating the mean value of its expecta-
tions was maintained with certainty. In order to do so, it would
have to undertake a very great number of trials or it could shift the
risk of dispersion to an insurance company.

The actual instances faced by businessmen do not belong in ho-
mogeneous universes. The relationship between these instances and
a homogeneous universe could at best be rationalized as follows.
Entrepreneurs have forecasts concerning the frequency distribution
that would be obtained in a hypothetical homogeneous universe
consisting of many instances such as the one they face at a particular
moment. This forecast is based on “‘experience” relating to single
past instances all of which belong in different universes. In addition,
it is based on the assumed ability to appraise the effects on the out-
come of those properties of the past instances in which they differed
from the instance faced at present. Experience plus the ability to
appraise the effects of differences between various universes may
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lead to a probability forecast relating to an assumed (hypothetical)
homogeneous universe consisting of many instances “such as the
present one.” This probability forecast will not, however, uniquely
determine the behavior of entrepreneurs. Their fate depends on
a single outcome, or at best on the outcome in a small number of
cases because, in reality, there does not exist a universe consisting
of many cases “‘such as the present one.” Entrepreneurs are throwing
a given set of dice only on a single occasion. The previous throws
were with different dice and the subsequent throws will be with still
others. The dice are irregular and the entrepreneurs can at best
attempt to appraise the effect of the irregularities on the frequency
distribution that would be obtained with the “present dice” if they
were thrown many times. In these circumstances the frequency dis-
tribution estimated for an hypothetical sequence of throws with the
present dice is no unique determinant of “intelligent conduct.” The
actual conduct of the participants may be interpreted as being deter-
mined by three types of determinants. (1) The paiticipants’ forecast
concerning the mode of the frequency distribution that would be
obtained in a hypothetical homogeneous universe consisting of
many instances such as the present (i.e., consisting of many throws
with the present dice, which, however, in reality will be thrown just
once). (2) The participants’ confidence in the probability forecast
under consideration, which in this case is essentially his confidence
in his ability to translate past experience (relating to different uni-
verses) into terms of the assumed homogeneous universe consisting
of many cases such as the present one.” (3) The participants’ attitude
toward the “uncertainty” resulting from the uniqueness of the in-
stance (i.e., of the “throw”), and from the possibility that an im-
probable outcome might materialize in this single instance.”

It would seem that under determinants of type 1, the mode rather
than the mean of the assumed frequency distribution expresses’its
significant property.” If it is possible at all to interpret decisions

1 This ability is identical with the ability to “allow” for the differences between the
various universes to which his expericnce relates.

1 This factor would enter even if the probability forecast would be maintained
with certainty for a great number of throws.

X For the contrary opinion, cf. Evsey D. Domar and Richard A. Musgrave, “Pro-
portional Income Taxation and Risk-Taking,” Quarterly Journal of Economics (May,
1944) LVIII, pp. 388-422. Cf. 394 ff.
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relating to unique instances as resulting from probability considera-
tions, on the one hand, and from considerations of a different char-
acter, on the other (cf. types of determinants 2 and g above), then
the probability considerations should preferably be interpreted as
relating to modal rather than to mean values. It seems more mean-
ingful to postulate that the behavior of a person risking his money
at a single throw is determined by the most probable outcome and
by his attitude toward the potentiality that a less probable outcome
might materialize, than to postulate that the mean enters into the
determination of typical behavior in unique instances. Of course, it
could be maintained that neither the mode nor the mean is a legiti-
mate concept in the analysis of the problem in question because it
could be maintained that the frequency distribution itself is not a
legitimate concept. In fact it is true of all concepts of the probability
analysis that they can be “rescued” for the purposes under discussion
merely by postulating the existence, in the mind of the forecaster, of
a hypothetical homogeneous universe consisting of many instances
such as the one he is facing, and by postulating that he applies the
concept of probability to this hypothetical universe and then takes
scparately into account the fact that he will not be facing more than
a single instance of the universe. Psychologically, this method of
“rescuing” probability concepts seems justified because it is a wide-
spread habit to think in terms of probability concepts when unique
situations are encountered to which the probability calculus in the
strict sense is not applicable. The resulting impure or adulterated
concept of probability can be ‘“decomposed,” and thereby ‘“ex-
plained,” by the kind of reasoning contained in the discussion of
determinants 1 to g, above. But although there exists in the human
mind an impure concept of the “most probable,” which is being
constantly applied to unique instances, it is questionable whether
the arithmetic mean has ever been conceived of in this manner.
A complicated analytical procedure that adapts the concept of the
most probable to unique situations has its counterpart somewhere
in the human mind. The analogous procedure adapting the concept
of the mean to unique situations may well be psychologically un-
realistic. The point is of no great significance for the problems to
be discussed later; it was raised merecly to justify the specific type of
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“impure” probability concepts which will be used in the next sec-
tion. It is quite possible that alternative versions would have merits
that this specific version does not possess.

THE LINK BETWEEN THE I CURVE AND THE L. FUNCTION

The thesis of this section is that substantial downward shifts of the
I curve in figure 20 typically are associated with upward shifts of the
L function (i.e., with an increase of the distance between the I and
the D curve), for reasons dependent on the nature of uncertainty and
its relation to the problem of probability. Downward shifts of the I
curve result from a lowering of the most probable profit expectations
of individual entrepreneurs. And, for the individual entrepreneur, a
substantial lowering of the most probable profit expectations is asso-
ciated with an increased risk of loss and thereby with an increased
risk of not being able to rely on the credit market. The link between
the I curve and the L function is therefore as follows: The lowering
of most probable profit expectations results in a downward shift of
the I curves, on the one hand, and in smaller safety margins against
losses, on the other. Substantially reduced safety margins against
losses result, in turn, in an increased risk of being cut off from the
credit market, which is identical with the risk of forced liquidation
unless the enterprise can finance itself from contingency reserves.
Consequently a substantial downward shift of most probable profit
expectations results in increased contingency provisions. To “in-
crease” contingency provisions means to shift to the right along
the following two scales: first, long-term securities — short-term
securities — cash; second, risky securities — safer securities — cash.
Liquidity preference is a matter of shifting along scales such as these.
Professor Viner has rightly stressed that it is not simply a matter of
hoarding versus lending.”

A substantial decline in most probable profit expectations there-
fore typically leads to a shift away from long-term securities toward
short-term securities and toward cash, and also to a shift away from
risky securities toward safer securities and toward cash, even if the

1 Jacob Viner: “Mr. Keynes on the Causes of Unemployment,” Quarterly Journal
of Economics (November, 1936), 147-167.
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the concern here is with monopolistic restriction of output; and
once monopoly power has emerged, the degree of restriction does
not depend on the degree of concentration or on the'slopes of the
market curves. Joan Robinson has shown that, given the emergence
of monopoly, the degree of monopolistic restriction, as compared to
perfectly competitive conditions, depends on the curvature of the
demand curve and on that of the competitive supply curve, assum-
ing that the cost curves remain unaffected by monopolization, and
that the individual demand curve faced by the monopoly is iden-
tical with what previously was the market demand curve for the
product of the competitive industry.” In these conditions monopo-
lization always leads to output restriction and the percentage reduc-
tion of output will be the greater, the more concave the demand
curve is, as viewed from above, and the more convex the supply
curve is, equally as viewed from above. If these two functions are
linear, monopoly output will be one-half the competitive output
regardless of the slope and of the elasticity of the functions; if the
demand curve is convex and the supply curve concave, it will be
more than one-half the competitive output; if the demand curve is
concave and the supply curve convex, the output under monopoly
will be less than one-half of what it was prior to the monopolization.

The analysis seems to point to the conclusion that, although the
factors determining the degree of monopolistic restriction are not
statistically measureable, an all-around tendency toward monopoly
does lead to a restriction of aggregate output (income).” Monopoly
output is smaller than competitive output in each individual indus-
try, and, therefore, also in the aggregate economy. The conclusion
does not, however, follow by logical necessity, although it very likely
is more often correct than incorrect. In the first place, monopoliza-
tion may be associated with a lowering of the cost functions in the
specific industries in which it occurs. Second, expected demand

“ Joan Robinson, The Economics of Imperfect Competition (London, Macmillun,
1934); cf. chap. xi.

*The price-clasticity effects (repercussion) arising when the relative price changes
occur will be considered in chapter v.

“If reversible external economies exist in a competitive industry, then the competi-
tive supply curve is necessarily higher than the curve that becomes the monopolist’s
marginal cost curve, provided the monopolist pays no rent to the owners of scarce
factors. If the monopolist pays rent, his (relevant) marginal cost curve may lie above
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policy of entrepreneurs the views to be expressed in the present
section would be invalid.

The view presented here is based on a hypothesis which will be
expressed in broad common-sense terms and will later be elaborated
upon more technically: In advanced industrial communities the
typical entrepreneur attempts to carry out his operations on a scale
for which the safety margins against losses are considerable, and
therefore the need for contingency provisions is relatively small.
If conditions change so that the previously realized safety margins
cease to be available irrespective of how the scale of operations is
adjusted, the “representative entrepreneur” will operate with re-
duced safety margins and he will increase his contingency provisions
per unit of investment. Obviously, operations will be discontinued
altogether if safety margins fall below certain limits. Considering
that the safety margins available to different entrepreneurs are dif-
ferent, a general lowering of available safety margins will always
induce certain (‘‘marginal”) entrepreneurs to discontinue their
operations. Yet, the crucial aspect of the hypotheses relates to those
firms which stay in business in spite of the reduction of the indi-
vidual safety margins. The existing firms may be arrayed accord-
ing to the safety margins that are available to them. It may then be
argued that a general lowering of the available safety margins for
all firms will not merely push the weak entrepreneurs” “below the
mark” (i.e., below the margin of investment), but that at the same
time the position of those entrepreneurs situated higher in the array
will come closer to the position of the marginal entrepreneur than
was true before. In periods in which most probable profit expecta-
tions are high, so that high safety margins are available to the aver-
age entrepreneur for certain scales of operations, the typical scale
of individual operations will be such as actually to result in the
realization of high safety margins plus a relatively small demand
for contingency balances. From this it follows that a decline in most-
probable profit expectation which is substantial enough to preclude
the maintenance of the previously realized safety margins for any
scale of individual operations, is associated with an increased de-
mand for contingency balances per unit of investment on the part

¥ That is, the entrepreneurs to whom relatively low safety margins are available.
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of the firms not actually going out of business. For reasons indicated
above, a rise in the demand for contingency balances per unit of
investment is typically coupled with two shifts of a similar charac-
ter; namely, with a shift of demand from long-term securities to
short-term securities (i.e., with the appearance, or the increase, of
interest-rate differentials in favor of long-term rates) and also with a
shift of demand from securities implying a higher risk of default to
safer securities.

THE LACK OF SYMMETRY BETWEEN FAVORABLE AND
UNFAVORABLE SURPRISE

The analysis is not particularly well suited for graphic illustration
because the number of “variables” included is high. Nevertheless,
it may not be useless to illustrate the situation of the individual firm
in face of shifting expectations by the following simple device.

Along the abscissa is measured, in

g e » dollars, the amount of gross invest-
& _2 e ment undertaken by the firm during
7/ ///// / / 52/~ a given period, and along the ordi-
E Z //// a////////" nate the expected most probable rate
] | of return from the investment (in-

’ nvestaent ! cluding interest in the return even

Fig. 21. Individual output inview  if the capitalist and the entrepreneur
of uncertainty. I 1

are distinct).” The expected most

probable rate of return is a function of the scale of investment. It is

affected by the U shape of the cost curves and, except in pure com-

petition, also by the downward slope of the expected demand curve.

The most probable rate of return, as a function of the scale of invest-

ment, is labeled AY in the figure. “Most probable” is to be inter-
preted in the “impure” sense discussed in pages 152-156.

If it were realistic to assume that the typical entrepreneur (or the
typical hired manager) is concerned exclusively with maximizing
“most probable” profits, the actual scale of gross investment would
be determined by the intersection of the MY curve® with the curve

It is implied that the factors of production are combined optimally for each po-

tential output, given, however, the commitments previously entered by the firm.
* The MY curve is the marginal curve corresponding to the average curve AY.
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that is marginal to the supply curve of credit faced by the firm.
For the sake of simplicity it is assumed that the supply curve of
credit to the individual firm is a horizontal line in the relevant
range. The line is drawn in the figure at the level r, indicating that
the firm could borrow a practically unlimited amount at the interest
rate r. In this event the scale of most probable profit maximization
is determined by the intersection of the MY curve with a horizontal
line at the height of r.

In reality the supply curve of credit to individual firms may have
different shapes, and, if the shape is not horizontal throughout the
relevant range, the point of most probable profit maximization is
derived from MY and the marginal curve to the supply curve of
credit. It is obvious that allowance can be made for this case. It is
not possible, however, to make allowance in a simple scheme for
another difficulty. If the enterprise uses its own funds rather than
borrowed ones, the “supply curve of credit” clearly should express
the opportunity cost arising through not lending. This opportunity
cost, however, is a matter of the probable yield of securities just as
the outcome of a specific physical investment project is a matter of
probabilities. In other words, the same kind of impure probability
analysis as the one applied to the rate of return from the planned
investment should also be resorted to in connection with the supply
of funds. Moreover, a great number of competing alternative oppor-
tunities would have to be included on the supply side. What this
implies should become obvious once the analysis has been carried
out for the rate of return from a single investment project, given
the supply function of credit. To make allowance for this circum-
stance, however, involves “complications” that render the problem
unmanageable on the level of simple graphic technique. It will
therefore be assumed that the enterprise borrows the funds required
for the investment on the credit market at a definite cost, and that,
for institutional reasons, the project under consideration is the only
one accessible to the enterprise.

The assumption that the enterprise is interested exclusively in
“most probable” profit maximization would clearly be unrealistic.
If this was a case of true probability considerations relating to homo-
geneous universes, the firm—or the insurance company from which
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it could buy a policy—might be concerned exclusively with a limited
number of properties of the statistically established frequency dis-
tribution. An impure concept of the “most probable” has been
postulated for problems, such as the one considered, to which prob-
ability concepts in the strict sense are not applicable. But it cannot
be maintained that business decisions are based exclusively on what
seems to be most probable in this extended sense. They may be
interpreted as being based on such an extended concept (or “im-
pure” concept) of the most probable, plus the notion that allowance
should be made for the possibility of less probable outcomes.

The kind of allowance that is made for the potentiality of rela-
tively unlikely outcomes depends, of course, partly on the genuinely
“psychological” propensities of the persons making business deci-
sions. These psychological propensities enter into the decisions in
two distinct ways. The question of what the most probable outcome
is cannot be answered on purely objective evidence. The answer to
this question is already psychologically colored, to say the least. Em-
ploying previous terminology, it may be said that psychology enters
here at the point of translating past experience, derived from in-
stances belonging in different universes, into terms of a hypothetical
homogeneous universe consisting of many cases such as the (actually
unique) case faced “at present.” This implies appraising the effect
on past outcomes of those properties of the various universes in
which they differed from one another and in which they differ from
the universe into which the present instance belongs. Psychological
propensities enter into this process of appraisal. In addition, it
enters into decision making after the appraisal is completed, on an
equal footing with the “probability judgment” itself, because the
nature of the provisions for relatively unlikely outcomes is also
partly psychologically determined. Whether the provisions to be
made for possible outcomes other than the most probable are influ-
enced more by the potentiality of such outcomes as are more favor-
able than the most probable or by the potentiality of less favorable
outcomes depends partly on the psychological characteristics of the
entrepreneur.

Yet, the nature of the provisions for the possibility of less prob-
able outcomes depends but partly on psychological propensities.
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The character of these provisions is partly—it could be said, largely—
determined by institutional factors acting in a broadly predictable
direction. To summarize this section of the argument in advance:
certain institutional characteristics of well-developed industrial
communities make it seem very likely that the provisions for pos-
sible deviations from the most probable outcome will be influenced
more by the potentiality of unfavorable surprise than by that of
favorable surprise. This is true because originally moderate losses
tend to become cumulative through the reaction of the credit mar-
ket, whereas originally moderate favorable surprise does not show
this tendency in a comparable degree.

If the actual outcome of a business venture is less favorable than
the expected (“‘most probable”) outcome, by a margin sufficient to
cause losses, then these losses are likely to be significantly increased
in consequence of a sudden deterioration of the conditions on which
the enterprise is capable of borrowing on the credit market. Origi-
nally moderate losses frequently do not stay moderate. They tend
to become cumulative because the standing of a firm that suffers
losses deteriorates and this gives rise to further losses. Complete
blocking of the credit market, or even a significant upward shift of
the credit supply curve facing the individual enterprise, forces liqui-
dation in highly unfavorable circumstances, unless the firm is
capable of resorting to its own liquid funds. In consequence of the
imperfections of the markets for used physical assets and for good-
will, forced liquidation is tantamount to almost complete loss of all
values invested in the enterprise. This situation is not symmetrical
with respect to deviations from the most probable outcome in the
two conceivable directions. It is quite possible to argue that con-
sistently favorable business results improve the credit standing ot
an enterprise and that this tends to increase further the profitability
of its ventures; but the losses arising in the event of forced liquida-
tion have no equivalent counterpart on the favorable side. The
factor by which originally moderate losses are multiplied if credit
facilities are withdrawn from an enterprise is entirely out of line
with the proportion in which originally moderate gains may in-
crease in consequence of the improved standing of the firm.

The asymmetry just considered has “‘objective” (institutional)
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roots. It will result in emphasizing the potentiality of unfavorable
surprise more than that of favorable surprise unless at least one of
two specific conditions is satisfied. These two conditions, which may
have been satisfied in the typical “frontier” environment, but which
are not typically satisfied in advanced industrial communities, are
these: Either the likelihood of favorable deviations from the most
probable outcome must be considerably higher in some range than
those of unfavorable deviations (aside from the cumulative tendency
considered above), or the genuinely psychological elements entering
into decision making must be such as to emphasize primarily the
potentiality of favorable surprise. An entrepreneur to whom favor-
able surprise seems as likely as unfavorable surprise (aside from the
cumulative tendency of losses), and to whom the disutility of losses
amounting to x dollars is psychologically equivalent to the utility
of gains amounting to x dollars, should be more influenced by the
potentiality of outcomes falling short of the most probable than by
outcomes cxceeding it, because the former become cumulative with
a higher intensity than the latter. If, in addition, he attaches a higher
psychological weight to unfavorable than to favorable surprise, the
“objective” consideration is reinforced by the “psychological” ele-
ment. Only if, aside from the cumulative tendency, favorable sur-
prise secms more likely than unfavorable surprise or if a consid-
erably higher psychological weight is attached to the potentiality of
high gains than to that of the complete loss of assets, could the final
decision be more influenced by the potentiality of outcomes exceed-
ing the most probable than by the potentiality of outcomes falling
short of it. The kind of environment associated in the United States
with the frontier was characterized by a relatively high likelihood
of the realization of gains, within short periods, that exceed in
amount the value of all assets risked. The frontier environment may
also have been characterized by the existence of “investors” who
attached a higher psychological weight to gains than to losses. In
advanced industrial communities the likelihood of profits amount-
ing to a high multiple of the most probable is typically slight, and
the psychological weight attached to the unfavorable potentiality
of bankruptcy or receivership is high. It may be concluded there-
fore, that the asymmetry in the intensity with which losses, on the
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one hand, and gains, on the other, become cumulative, will be re-
flected in the final decisions themselves. This asymmetry is typically
even reinforced by an asymmetrical psychology that weights un-
favorable surprise more heavily than favorable surprise. It is not
typically weakened or offset by objective or psychological elements
of an opposite character.

The asymmetry expresses itself in two distinct ways. It leads to a
scale of operations that deviates in the direction of greater safety
from the intersection of the MY curve with the r line in figure 21,
thereby reducing the risk of loss. It also leads to contingency pro-
visions, that is, to the maintenance of liquid reserves, which are
intended to prevent potential losses from becoming cumulative
through repercussions in the credit market.

The scale of operations determined by the intersection of the MY
curve with the r line in figure 21, would be the scale of the highest
safety margin only if all potential losses were lump-sum losses,
independent of the scale of operations. The scale, by definition, is
that of most probable profit maximization. Consequently it is also
the scale minimizing losses if the outcome is less favorable by a
lump sum than that deemed to be “most probable.” The scale, how-
ever, is not that which would maximize profits or minimize losses if
the rate of return on the investment were to be x per cent less favor-
able than appears to be most probable. This can be expressed by
saying that the safety margin against losses in the nature of fixed
costs is the highest for the scale of most probable profit maximiza-
tion and that the margin in question is measured for that scale, in
100 dollar units, by the shaded area in figure 21. On the other hand,
the safety margin against losses in the nature of proportionate costs®
is the highest for the scale for which the vertical distance between
the AY curve and r is the greatest and this safety margin is measured
in rate-of-return units by the vertical distance in question, (i.e., by
the distance PQ). Conceptually, the safety margin is in both cases a
margin by which the outcome may fall short of the most probable
without causing losses.

Although some of the potential losses may be in the nature of
fixed costs, others are clearly like variable costs, although not neces-

# That is, of costs proportionate to the scale of investment.
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sarily like proportionate costs in the strict sense. Even if nothing
were known about the appropriate weighting of these two types of
potential losses, it would have to be assumed that the actual scale
of operations was not that corresponding to the intersection of the
MY curve with the r line. If the scale of operations is influenced
more by the potential unfavorable surprise than by the potential
of favorable surprise, the actual scale of operations will be smaller
than that corresponding to the intersection, considering that some
of the potential losses would have to be classed as “variable cost
losses” in any event. In reality there exists a strong presumption
that most potential losses should be classed as variable cost losses,
although not necessarily as losses precisely proportionate to the
scale. Lower selling prices than those judged to be most probable
belong in the variable category, and so do higher input prices than
those regarded as most probable. Consequently, safety margin con-
siderations of themselves would undoubtedly justify a scale lying
well to the left of the intersection of MY with r (i.e., well to the left
of L, and near L,). The actual scale of operations influenced by the
objective of most probable profit maximization, on the one hand,
and by safety margin considerations, on the other, might frequently
be distinctly smaller than that which would be determined by the
objective of most probable profit maximization alone.

The lack of symmetry between the consequences of favorable and
those of unfavorable surprise results not merely in a scale of opera-
tions different from that of most probable profit maximization, but
also in liquidity provisions for contingencies. These aim at making
self-financing possible if the credit market should be blocked to the
individual firm or if the conditions in which credit is available to
the firm should deteriorate significantly.

It can be seen from figure 21, that a substantial downward shift
of the AY and MY curves must be expected to reduce the available
safety margins for all potential scales below those actually realized
in favorable conditions, assuming that in favorable conditions the
typical entrepreneur operates on a scale leaving him considerable
safety margins. This is true because a sufficiently far-reaching down-
ward shift of the functions of expected return will result in small
safety margins for all potential scales of operation, regardless of how
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far the costs of borrowing decline. Even if rates on money loans
approximated the zero level, it still would be true that the available
safety margins would in “bad times” be smaller for all potential
scales than are the actually realized safety margins in “good times.”
This is another way of saying that the degree of downward shift of
the curve of expected return from *“good” to “bad” times is much
greater than what could be offset by a reduction of rates on money
loans, and the upward shift from bad to good times is partly used to
increase the safety margins actually realized. A reduction of the
safety margins below the levels previously attained will induce mar-
ginal or near-marginal entrepreneurs (i.e., entrepreneurs to whom
small safety margins were available) to discontinue their operations.
The entrepreneurs to whom high safety margins were available will
usually stay in business, but in consequence of the reduced safety
margins they will tend to develop an increased demand for “liquid-
ity” per unit of investment.”

The increased demand for liquidity was discussed here with refer-
ence to firms. But it is obvious that in periods in which business
contingencies require higher business liquidity, individuals will also
be “justified” in increasing their contingency provisions.

THE SHORT-RUN CHARACTER OF THE ANALYSIS

A downward shift of expectations and of the I curve may frequently
be a short-run phenomenon, but it is also possible that these shifts
mark a long-run change. If there are long-run shifts, certain influ-
ences will gradually become effective which tend to reduce the
aggregate demand for idle balances. Even if the expectations are
limited to single firms (or to the “representative firm”) it should
not be overlooked that as real assets of the firm become gradually
liquidated, the aggregate demand of the firm for contingency bal-
ances is likely to be reduced. Moreover, the aggregate demand of
business as a whole is likely to be reduced for the further reason
that, in the event of a long-run downward shift, the number of firms
is gradually reduced. The argument of the preceding sections merely

2 Throughout the array of firms, ordered according to the safety margins available
to them, each firm will be pressed downward. Hence the “average entrepreneur” or
the “representative entrepreneur” will come closer to the weakest entrepreneur still
remaining in business (i.e., to the marginal entrepreneur) than was the case before.
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establishes a presumption that the demand for liquidity per unit
of real investment (or per unit of commitments) rises when the
probable outcome of business ventures changes to the worse. This
results in a shift to the right of the L function, and therefore in an
increase of the distance between the I and the D curve in figure 20,
only if investments are not liquidated (i.e., commitments.are not
reduced) in a measure sufficient to reduce the aggregate demand for
liquidity in the economy as a whole to the previous level or to even
lower levels. In the long run such an offsetting effect may tend to
develop. This possesses significance for interest theory because it
means that the long-run shift of the L function may be quite dif-
fetent from its short-run shifts. In the event of a long-run downward
shift of the I curve, the temporarily inflated demand for liquidity
may gradually be reduced. However, from the specific point of view
of this discassion these further considerations are of no immediate
importance. The primary interest here is in the question of why -
interest rates do not adjust in such a manner as to maintain output.
The long-run changes in question are such changes in interest rates
as occur only after investment has changed significantly. These long-
run forces do not provide a mechanism by which significant oscilla-
tions in investment and output would be avoided.

Tue Evrasticity oF HOARDING wiTH RESPECT TO INTEREST RATES

The preceding analysis leads to the conclusion that the demand for
idle balances is likely to prove sensitive to the available safety mar-
gins, that is, to the margins by which the outcome of business ven-
tures may fall short of the most probable without leading to losses.
This, in turn, may be expressed by saying that the demand for idle
balances is scnsitive to the position of the I curve in figure 2o, be-
cause higher safety margins will be realized on the average if the
individual AY curves in figure 21 (and thereby the I curve in figure
20) are high than if these curves are low. If the AY curves shift to
the left to such a degree that the available safety margins are reduced,
regardless of how far the rates on money loans decline, the L func-
tion must be expected to shift to the right; that is, the distance
between and I and the D curves must be expected to rise. These
shifts are of great importance.
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Most monetary theorists have assumed that the elasticity of con-
tingency hoarding to interest rates is small. This opinion seems
plausible. Moreover, it should be repeated that in certain cases
even the algebraic sign of the elasticity of the L function may be
different from what it is assumed to be in the theory of specula-
tive hoarding. Changes in rates on money loans affect not merely
the cost of liquidity. They also affect the safety margins themselves
because if the costs of borrowing increase, safety margins decline
and vice versa. This effect of the change in interest rates tends to
offset the other effect, namely, the effect of the change on the cost
of liquidity. The L function slopes upward if the circumstance
that entrepreneurial safety margins are decreased through a rise in
interest rates has a greater influence on the demand for liquidity
than does the circumstance that a rise in interest rates increases the
cost of liquidity. An upward sloping L function would be expressed
in figure 20 by letting the distance between the I and the D curve
increase (instead of decrease) as the interest rate rises.

On a priori grounds more definite statements about the slope of
the L function cannot be made than those applying to the slope of
the Sg curve. In both cases influences might be pointed to which
make for a negative slope and also to influences which make for a
positive slope. In both cases it is also possible to argue that an
important portion of the determining influences presumably is un-
affected by changes in money rates within the usual range of these
changes. The same is true of the M function.”

The model most appropriate to these considerations would pos-
sess the following main characteristics. The I curve would have to
be represented as distinctly downward sloping, and as intersecting
with the abscissa at a finite distance from the point of origin. The
intersection of the I curve with the abscissa is at a finite distance
from the origin because even a zero rate on money loans would leave
all potential entrepreneurs with finite safety margins, and even a
zero rate would leave some potential entrepreneurs (those whose
expectations are unfavorable) with safety margins that are insuffi-
cient to induce them to invest. This does not contradict Professor
Knight's view, according to which the demand for loans would be

® That is, of the distance betwecn the Sg and the S curves.
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unlimited if everybody could obtain and renew loans without in-
terest charge in any amount desired.” Credit that is extended in any
amount desired, and the continuous renewal of which is guaranteed
in advance, is indistinguishable from unconditional subsidies, the
demand for which, of course, is unlimited. This, however, is true
even if the unlimited loan facilities are extended at positive rates.
In the present analysis it is assumed that the possibility of obtaining
a loan, (i.e., of “entering the credit market” on the demand side)
depends on the status of the would-be borrower and that therefore
no borrower can feel assured that he will be able to renew his loan,
instead of repaying it, should he suffer losses in the meantime. In
these circumstances, the zero rate on money loans does not produce
an infinite demand for credit, and the negatively inclined I function
intersects with the abscissa at a finite distance from the origin.
The model appropriate to the foregoing analysis should contain,
in addition to the negatively inclined I curve, an L function that
usually (but not necessarily always) possesses small clasticity. In
other words, the distance between the I and the D curves might not
depend very markedly on the interest rate. It is impossible to indi-
cate with general validity the algebraic sign of the comparatively
small elasticity of the L function, yet the position of the L function
depends in a high degree on the position of the I curve. In the short
run, if the I curve shifts to the right, the L curve shifts to the left
with the result that the I+ L curve (i.e., the D curve) possesses a
considerably greater degree of cyclical stability than either of its two
constituents. It is impossible to state with general validity whether,
on balance, the D curve moves to the right or to the left when the I
curve shifts in one direction and the L function shifts in the other.
The shift of the L function attending a given shift of the I curve
depends on so many factors of a purely psychological character that
it is impossible to make statements of general validity concerning
the relative magnitude of the two shifts respectively. It can be safely
maintained, however, that the cyclical stability of the D curve is
much greater than that of the I curve or that of the L function.
Clearly, the cyclical stability of the D curve is even greater if the

= This. is Professor Knight's interpretation of the zero rate. Cf. F. H. Knight,
“Diminishing Returns from Investment,” Journal of Political Economy, LII (March,

1944), 26-47, Cf. p. 26.
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analysis is applied to long-term rates than if it is applied to short-
term rates, because the average of short-term rates over some longer
future period is not expected to change to the full extent of sudden
changes in the short-term rate.

Yet, if the shift of the I curve is a long-run shift, the L function
need not stay shifted in the opposite direction. In the event of a
downward shift of the I curve, the aggregate demand for liquidity
might decline in the long run,

o 9 in spite of the continued high

® T demand for liquidity per unit

" of “illiquid” (real) assets, be-

E cause in the long run, “illig-
3 \ uid” assets might become liq-
E -] -------------- i uidated in a value sufficient to
r 1#+L=D outweigh the effect of the “per

I \ unit” rise in total demand. For

4 Fands an analogous reason, in the
Fig. 22. Determination of “the” event of an upward shift of the

interest rate.
I curve, the aggregate demand

for liquidity might increase in the long run in spite of the continued
low demand for liquidity per unit of “illiquid” (real) assets.

On the supply side, the Sg curve as well as the M function™ might
be conceived as usually (but not necessarily always) possessing small
elasticity. Both these curves may slope upward or downward. The
position of the Sg curve depends mainly on the level of the income
“out of which” saving takes place; that is, its position depends
mainly on the level of disposable income if the Robertsonian model
of causation is valid and mainly on the level of expected income
if the Swedish model is accepted. The position of the M function—
the distance between the Sg and the S curves—depends mainly on
the policies adopted by the monetary authority.

All this does not lend itself well to graphic representation in a
single figure. In a first and very crude approximation it may be
legitimate to draw the Sg and Sg + M curves vertically, and to draw
the D curve parallel to the I curve, especially if there is a limitation
to the “‘usual range of changes in rates on money loans.” However.

% Expressed by-the distance between the Sg artd the S curve.
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regardless of the inelasticity of contingency hoarding, it must be
assumed that at the ‘‘zero rate” the demand for idle balances be-
comes perfectly elastic (where the “zcro rate” really stands for a rate
exceeding zero by the institutional costs of lending). At the net zero
level so interpreted, idle balances would include, in addition to the
inelastic contingency balances, all the money for which there has
ceased to exist a superior use through lending. Yet, if elasticity is
limited to this floor level, then the “‘usual range of changes in in-
terest rates” must be assumed to fall in the inelastic portion of the
L function. Even the most radical interest-lowering (open-market)
policy would stop just short of the rate at which an enormous further
increase in the supply of money is associated with no further decline
in interest rates; and, since in a depression the leftward shift of the
I function is always accompanied by an opposite shift of the L func-
tion, it is highly improbable that rates should automatically decline
to the floor level. These strict assumptions may be relaxed. If above
a near-zero region, in which the interest elasticity of the L. function
is very substantial, the elasticity of the function becomes small rather
suddenly, then interest rates typically fall in the inelastic range of

the L function.
SUMMARY

The chapter began with a question which, after some detour, may
now be briefly answered. The question relates (a) to the causes of
the “rigidity” of interest rates; and (b) to the consequences which
might be expected from an attempt to overcome the downward
rigidity.

The rigidity of interest rates expresses itself in the fact that the
decline in interest rates is insufficient to maintain the level of output
in the face of downward shifted expectations. This is partly ex-
plained by the inverse shifts of the I function and of the L function
in the “short Tun,” that is, during the period in which the stock of
investment is not yet adjusted to the change in expectations. It is
irrelevant from this point of view that for a smaller aggregate stock
of investment the aggregate demand for liquidity may again become
smaller and that for a greater aggregate stock it might again increase
This already implies a changed volume of investment and of output.

It must, however, be realized that hoarding is but partly respon
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sible for the failure of investment and output to be maintained in
the face of downward shifting expectations. Unless the demand for
idle balances should become perfectly elastic above the level set by
the institutional costs of lending (which is very unlikely if hoarding
is of the precautionary variety) it is possible to overcome the effects
of hoarding by shifting the M function and along with it the S
curve, to the right. This policy, however, is subject to important
limitations because rates on money may be too high for the main-
tenance of a substantial rate of investment even if they are lowered
to the neighborhood of the zero level. A theory taking into account
the uncertainty of loan-renewal facilities and their dependence on
current business results™ cannot assume that zero rates on money
loans would produce an infinite rate of investment. Even zero rates
would leave but a finite number of potential entrepreneurs with
finite safety margins. If the rigidity of rates on money loans means
the insufficiency of their adjustment for the maintenance of invest-
ment and output, they might in many cases be “rigid” downward
even if additions to the supply of money lowered them to the zero
level. Even a decline to the zero level would fail to induce strongly
pessimistic entrepreneurs to carry out large-scale investment proj-
ects. In this case, interest rates would have to become negative in
order not to be “rigid.” Infinite hoarding at the institutional floor
is “responsible”:for the fact that necgative rates could be granted
merely by subsidizing specific firms, rather than by subsidizing the
government through “negative net rates” and letting the “‘risky”
rates adjust automatically. But this “responsibility” of hoarding
applies to the negative region, that is, to a region of subsidies rather
than interest rates in the usual sense.

Certain fundamental obstacles stand in the way of such a policy
of outright subsidization on a large scale. The conditions on which
the subsidy is granted would have to cover the output which the firm
is expected to produce, the employment which it is expected to
supply, and probably a number of other significant variables. This
precludes the adoption of such a policy on the level of generality
with which loan policies are pursued. The actual behavior of rates

* Or, generally speaking, a theory taking into account the fact that credit always is
rationed in the sense that not everybody can obtain it.
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on money loans in the face of downward shifting expectations must
be explained largely with reference to the behavior of the L func-
tion. It must be added, however, that deliberate policies of the
central bank could always overcome the downward rigidity of rates
were it not for the fact that overcoming this rigidity might imply
establishing negative rates.

Upward rigidity of rates, that is, their failure to adjust so as to
prevent investment from rising when expectations improve, is also
a consequence of the behavior of the L function. Upward rigidity
could, however, frequently be overcome by shifting the S function
to the left.” Aside from inflationary situations, it, of course, is un-
desirable o interfere with the upward rigidity of money rates. On
the contrary, it frequently is desirable not to counteract the willing-
ness of the commercial banks to increase the supply of money when
hoarding decreases under the impact of improving expectations.
This, of course, increases the upward rigidity of interest rates and
the upward flexibility of investment.

Finally, it should be rcpeated that changes in entreprencurial
expectations leading to an increase (or, alternatively, to a decrease)
in the demand for contingency balances, by the same token widen
(or, alternatively, diminish) the interest-rate differentials existing
in favor of the long-term rates, and also the diflerentials existing in
favor of the rates on risky securities. The expectations of rising net
rates may produce a significant demand for idle balances and it may
also producc interest-rates differentials in favor of long-term rates.
Yet the expectation of rising net rates is not a necessary condition of
hoarding or of the interest-rate differentials in question. As long as
the possibility of rising net rates (i.e., of a fall in all security prices)
is not completely excluded, a decline in the available entrepre-
neurial safety margins must be assumed to produce preferences for
short-term as against long-term securities. It must also be assumed
to produce preferences for safe as against risky securities, and for
cash as against securities in general. The differentials in favor of
risky rates rise also for the additional reason that the “risky security”
is more risky than it used to be.

= For qualifications, cf., pp. 183-185.



CHAPTER VI

Alternative Monetary Policies

EXPANSIONARY MONETARY POLICIES AND THE ELASTICITY OF
HoARDING

'I:IE EFFECTIVENESS of certain types of monetary policy in
maintaining the level of employment in the face of downward
shifted expectation depends greatly on the elasticity of liquidity
provisions and on that of private investment with respect to rates
on money loans. The present section summarizes the relationship
between expansionary monetary policies, on the one hand, and
elasticity considerations, on the other.

1) The sale of government securities to the public and the use of
the proceeds of the borrowing operations for public expenditures
can become reasonably successful only if the L functions expressed
in figures 20 and 22 are downward sloping and if they possess con-
siderable (negative) elasticity. The sale of government securities to
the public tends to raise interest rates beyond the level at which they
otherwise would be. If the L function is upward sloping—which, as
was pointed out in the preceding chapter, is a possibility'—the public
increases its idle balances. Consequently, the policy under consid-
eration has contractionary effects whenever the movement occurs
along a reasonably stable, upward sloping L. function. Effectiveness
of the policy requires that idle balances rather than active money be
borrowed and spent by the government and this condition is iden-
tical with that of downward sloping and considerably elastic L
functions. In the limiting case of perfectly elastic L. functions it
could be maintained that only hoards are borrowed and spent by
the government. In this limiting case interest rates do not rise at
all, so that private investment and the amount of working balances
do not decline. The entire government expenditure constitutes a

1 Cf. above, chap. v, p. 168.
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net addition to the expenditures of the community. Whenever the
L function is downward sloping and possesses finite elasticity, it is
true that partly idle money and partly active, or “working” money
is being borrowed and spent by the government. Other things re-
maining equal, interest rates do rise in this case beyond the level at
which they otherwise would be, and the rise in rates has the double
effect of reducing idle balances (favorable effect) and of reducing
the rate of private investment (unfavorable effect). The greater the
negative elasticity of the L function, (i.e., the greater its elasticity,
assuming that it slopes downward), the more idle balances are being
borrowed per unit rise of money rates; and the smaller the interest
elasticity of private investment, the less private investment is being
suppressed per unit rise of rates. In the limiting case of a perfectly
inelastic L function all government borrowing is at the expense of
private investment and the government spending creates no net
addition to total expenditures.

To clarify the terminology used, it might be well to call to the
reader’s attention that the interest elasticity of hoarding does not
uniquely determine the interest elasticity of private investment, or
vice versa. If, for example, hoarding declines slightly per unit rise
of interest rates, private investment need not decline substantially.
It may also decline slightly per unit rise of interest rates. This should
not be confused with the decline of hoarding and private invest-
ment, respectively, per unit of government borrowing. Assuming
that the M function is inelastic and that it does not shift, it is true
that the borrowing reduces either hoarding or private investment
and that it reduces the one to the extent to which it fails to reduce
the other.

According to the foregoing presentation the expansionary mone-
tary policy here under consideration presupposes that the interest
elasticity of hoarding should be negative and that it should be high
in comparison with the (always negative) intcrest elasticity of private
investment. Statement of the case in terms of elasticities implies,
however, stable L and I functions. It must therefore be added that
effectiveness of the policy also requires that the indirect repercus-
sions of the deficit-financing operations should not shift the I func-
tion to the left, or the L function to the right, to a degree sufficient
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to outweigh the direct stimulus. This might be expressed by say-
ing that the direct expansionary effects of the policy must not be
offset by negative pump-priming effects. Shifts of the relevant func-
tions (as distinct from movements along the functions) may be
termed pump-priming effects, because pump-priming programs are
based on the notion that the economic system maintains itself auto-
matically on a changed level if a change in the level of activity is
brought about temporarily by monetary policies. This, of course,
means that the policies shift the I and the L functions.

Assuming that the elasticities considered above are such as to
result in a primary expansionary effect and that this is not offset by
a negative pump-priming effect, the total increase in MV depends,
in addition to the circumstances so far mentioned, on the secondary
rise in consumption and in investment (Angell’s multiplicr effect)
generated by the original increase in money income. It is true of
the policy now under consideration, and of all policies to be con-
sidered subsequently, that the secondary rise in consumption and in
investment depends on the marginal propensity to spend’—provided
the primary increase® is assumed as given. It also is generally true
that the marginal propensity to spend is the greater, the greater the
marginal propensity to consume, the smaller the interest elasticity
of hoarding and the greater the interest clasticity of private invest-
ment. These intercst elasticities enter into the dctermination of
the secondary rise, and they enter in the same way for all policies to
be considered, because they determine (a) the extent to which in-
terest rates decline in consequence of the saving out of additional
income; and (b) the additional investment produced by this decline
in interest rates.

2) The sale of government securities to commercial banks, and
the use of the proceeds of the borrowing operations for government
expenditures is effective if conditions arc satisfied that are closely
analogous to those discussed in the preceding paragraphs. The only
difference is that the policy requires high elasticity of bank reserve
ratios (rather than of “hoarding”) to interest rates. The banks must

2 As defined by Professor Angell in Investment and Business Cycles, p. 196.

* The primary operation here is interpreted as consisting of the sale of government
securities to the public and of the use of the proceeds of the borrowing operations for
public expenditurcs. ‘The “respending” on the part of the public is “secondary.”
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be willing to create new money in consequence of the rise in money
rates attending the borrowing operations. They must be willing to
buy the government securities “with new money.” This implies that
the reserve ratios actually maintained must decline in consequence
of a rise in interest rates. At the same time it is again true here that
the accompanying decline in private investment is the smaller per
unit rise of interest rates, the smaller the intercst elasticity of private
investment is. Effectiveness of this policy presupposes, just as that
of policy 1, that the pump-priming effect, reflecting itself in shifts
of the relevant function should not be negative; or, if it is negative,
that it should not outweigh the positive direct effects. The second-
ary consumption and investment to which the original increase in
income gives rise enters here too into the determination of the
aggregate increase in MV, and it enters in the same way (cf. the last
paragraph under policy 1).

3a) Open-market purchases of securities from the public or from
the commercial banks are the more effective, the less the conditions
discussed in connection with policies 1 and 2 are satisfied. The
policy now under consideration is based on the assumption that
private investment is elastic to interest rates, and that hoarding and
bank rescrve ratios are not. If hoarding is elastic (or if bank reserve
ratios are), interest rates will not decline much under the impact of
the policy. If private investment is not elastic, the decline in interest
rates will not bring forth much additional investment. The differ-
ence between the conditions of effectiveness for this policy, on the
one hand, and the policies previously considered, on the other, re-
lates merely to the “primary effect.” This is interpreted as includ-
ing the investments brought about by the decline of interest rates
dircctly attributable to the open-market purchases, but not the re-
spending governed by the marginal propensity to spend. The mag-
nitude of the respending effect per unit of primary increase depends
for all policies on the identical circumstances (cf. the last paragraph
under policy 1).

It should be added that the raising of required reserve ratios, if
carried far enough, possesses the same type of contractionary effect
as that possessed by open-market sales. The lowering of required
reserve ratios, if effective at all, possesses the same type of expan-
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ionary effect as that possessed by open-market purchases. Yet the
owering of required reserve ratios presumably is ineffective as long
s all banks possess legal excess reserves.

gb) The purchase of monetary metals by the central bank from the
wublic has effects very similar to those of the open-market purchase
f securities. The policy in question increases the reserve ratios
f the commercial banks in spite of the fact that there exists no
ndication of an increased demand for liquidity on the part of the
vanks.* There does exist an indication of an increased demand for
noney on the part of the public that sells the gold, and if banks are
he sellers of gold there also exists an indication of an increased
lemand for liquidity on their part. Yet, if the public sells the gold,
he banks simply find themselves with increased reserve ratios which
hey have not sought. Consequently, the banks must be expected
o increase their liabilities. The expansionary effectiveness of this
lepends on the interest elasticity of private investment and on that
f hoarding in the same manner as that in which the effectiveness
f open-market purchases (policy ga) depends on these factors. In
»oth cases it is necessary to take into account the algebraic sign and
he magnitude of the pump-priming effect (i.e., of the shifts of the
‘elevant functions), for a final appraisal of the consequences of
he policy. It is also necessary to include the secondary rise in con-
umption and in investment generated by the original increase in
ncome (multiplier effect).

4) Government expenditures financed by a government bank, or
»y a central bank supporting the government policy,” are effective
‘egardless of the elasticities so far considered. This policy amounts
o the creation of new money by the monetary authority for the
>urpose of public expenditures. It must result in a net increase of
>xpenditures (regardless of elasticity considerations) unless the
>ump-priming effect is negative and substantial. The aggregate net

* This, generally spcaking, is true of all instances in which the central bank in-
tructs a commercial bank to credit the account of a private person or institution
vith an amount. In all these cases, the commercial bank acquires a 100 per cent
‘eserve for that specific deposit and this implies an increase in the average reserve
atio maintained by the bank.

¢ The assumption here is that the central bank is capable of decreasing its reserve
atio.
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increase depends on the pump-priming effect and also on the sec-
ondary consumption and investment spending generated by the
original increase in income. The magnitude of the secondary effect
per unit of primary incrcase depends on the marginal propensity
to consume and on elasticity considerations, in the manner indi-
cated in the last paragraph under policy 1 (and applying to all
policies considered).

5) Combinations of policy 1 or of policy 2 with policy 3 amount
to the application of policy 4 in a roundabout way. If the govern-
ment, or if the central bank, buys securities from the public or from
the commercial banks, and if this policy is supplemiented by govern-
ment borrowing from the public or from the banks, then the mone-
tary authority provides additional liquidity to groups from which
the government borrows the amounts thus provided. The same is
true if the government buys gold from the public and if simultane-
ously it borrows from the banks. In this case, too, a group of poten-
tial lenders, namely the commercial banking system, finds itsclf with
additional liquidity which is tapped by the Treasury. The difference
between direct government borrowing from the central banks and
the indirect method in question is immaterial so far as expansion-
ary effects are concerned, unless the psychological effect on investors
(i.e., the pump-priming effect) should be different. The pump-
priming effect might in certain cases be different, but this question
will be considered later. What matters here is that the elasticity of
the L function and of the I function cease to be determinants of
the primary’ consequences of the expansionary policy if the policy
resorts to direct borrowing from the central bank, or alternatively,
if it resorts to such a combination of policies 1 or 2 with policy g as
results in indirect borrowing from the central bank. This is em-
phasized here because it will be maintained presently that such a
combination of policies actually was characteristic of monetary de-
velopments during the 1930’s.

In case the public, including the banking system, is thoroughly
convinced that government securities are free from any risk of de-

"The qualifying adjective “primary” expresses here the fact that elasticity considera-
tions do enter into the detetmination of the respending effect (multiplier effect in
Angell’s sense).
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fault whatsoever, the sale of securities with a guaranteed constant
capital value also should be regarded as a case of deficit financing
through the government itself. Assuming zero default risk and a
constant capital value, the securities come very close to being per-
fect substitutes for money because it is almost correct to say that any
amount of such securities is salable for money at a discount that
mcrely expresses the costs and the inconvenience of handling secur-
ity portfolios as compared with the costs and the inconvenience of
handling check deposits. The only qualification is that the costs and
the inconvenience might be evaluated somewhat differently by dif-
ferent groups of persons. This qualification is quite unimportant,
ind, consequently, the government may in this case be interpreted
1s issuing (perfect substitutes for) money in order to finance its own
axpenditures. The policy belongs in the same category as that of
deficit financing through a government bank or through the central
bank.

Expansionary monetary policies are adopted on the assumption
that otherwise saving would exceed investment at high levels of
employment, with the result that hoarding would occur until in-
come and employment have declined to lower levels. Of the policies
surveyed in the preceding pages, 2, 4, and 5 aim at offsetting the
decline in velocity (hoarding) at high levels of employment, by in-
creasing the stock of money. Policy 1 aims at preventing the decline
n MV at high levels of employment, by absorbing the idle balances,
which tend to accumulate, and by transforming them into active bal-
ances. Policies ga and gb aim at creating a situation in which there
zeases to exist a tendency to hoard at high levels of employment.

THE PROBLEM OF THE IMPASSE: EXPANSIONARY AND
COUNTFERINFLATIONARY POLICIES

The reasoning leads to the realization of the possibility of an
.mpasse that is different in character from the so-called Keynesian
mpasse. The Keynsian impasse rests on the notion that open-market
solicies are incapable of lowering interest rates below a certain level
decause the L function supposedly becomes very elastic as rates de-
line. Consequently, open-market purchases result in a substantial
ncrease of idle balances (or, if the securities are bought from com-
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mercial banks, in a substantial increase of excess reserves). In the
limiting case of a perfectly elastic L function, they result exclusively
in increased liquidity provisions at unchanging interest rates, rather
than in increased private investment at declining interest rates. In
this event, deficit financing by borrowing from the public or from
the commercial banks should be highly effective, as was pointed out
under policies 1 and 2. This is because the borrowing operations of
the Treasury result in a substantial decrease of idle balances (or, if
the securities are sold to commercial banks, in a substantial decrease
in the reserve ratios actually maintained). In the limiting case of a
perfectly elastic L function, they result exclusively in reduced
liquidity provisions at unchanging interest rates rather than in
reduced private investment at rising rates. In spite of the effective-
ness of this policy the Keynesian assumptions establish an impasse,
so far as private investment is concerned, because on these assump-
tions aggregate investment can be increased to a level corresponding
to full employment only by means of investments undertaken by
the government.

The specific difficulty to which the Keynesian reasoning points
is unlikely to exist if the hoarding of the public and the liquidity
provisions of the banks are mainly of the precautionary variety (con-
tingency hoarding). Assuming that liquidity provisions are pre-
dominantly of this variety, and that these provisions possess little
sensitiveness to interest, it may be concluded that open-market
policies are effective means of lowering interest rates. The open-
market purchases result in increased private investment at declin-
ing interest rates rather than in substantially increased liquidity
provisions. On the other hand, on these assumptions, borrowing
from the public or from the commercial banks does not result in
any significant decline in hoarding or in the creation of new money
at any significant rate. In the event of borrowing from the public or
from the banks, the rise of interest rates attending the sale of addi-
tional government securities is the only change from which a reduc-
tion of liquidity provisions could be expected. Yet the rise of inter-
est rates will not produce a reduction of liquidity provisions if these
provisions are insensitive to interest rates. Instead of producing a
reduction of liquidity provisions, it will produce a reduction of
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private investment. Consequently, borrowing from the public or
from the commercial banks for government expenditures results
mainly in the substitution of government spending for private
spending, whereas open-market purchases do have the beneficial
effect of lowering interest rates and of thereby raising the level of
private investment.

However, the decline in interest rates brought about by open-
market purchases may be insufficient to raise private investment
to a rate corresponding to a high level of employment. The inter-
section of the I curve with the abscissa in figure 22, may occur at a
point expressing a rate of investment which, given the consumption
function, is too small to create a high level of employment. This
may be expressed by saying that chronic depressions may well be
characterized by the simultaneous occurrence of the following two
facts: (1) the elasticity of the L function is too small to render reason-
ably successful such deficit-financing operations as are carried out
by borrowing from the public or from the commercial banks; (2)
the elasticity of private investment with respect to interest rates is
too small to render open-market purchases reasonably successful.
In a situation characterized by both these facts open-market opera-
tions are effective in lowering interest rates and this does result in
some increase of private investment. The increase in private invest-
ment, however, is insufficient to reduce unemployment to a moder-
ate level, provided it is impossible to establish negative rates on
money loans. If the liquidity provisions of the public and of the
commercial banks are mainly of the contingency variety, the elas-
ticity of the L. function is not likely to be high. Furthcrmore, if it is
correct to assume that long-period stagnation of investment should
not typically be attributed to high interest cost, the intersection of
the I curve with the abscissa does not in these periods mark a high
level of investment. In these circumstances an impasse arises which,
in contrast to the Keynesian impasse, is not a consequence of the
flattening out of the hoarding function. The impasse in question
is a consequence of the simultaneous insufficiency of two elasticities,
namely, of the elasticity of liquidity previsions with respect to inter-
est rates and of the elasticity of private investment with respect to
the same variable.
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This impasse differs from that considered by Keynes not merely
as concerns the analytical explanation. A difference consists also in
that the simultaneous insufficiency of both elasticities renders unsuc-
cessful such deficit-financing operations as are carried out through
borrowing from the public or from the commercial banks. These
operations should be successful if the difficulties faced by monetary
policy in periods of stagnation were caused by the high elasticity of
liquidity provisions to interest. The difficulties caused by highly
elastic L functions reduce the effectiveness of open-market pur-
chases but they do not apply to borrowing from the public or from
commercial banks. The difficulties arising from inelastic liquidity
provisions and from insufficiently elastic private investment apply
to both these policies.

Even this impasse does not extend to deficit financing by borrow-
ing from central banks, or from government banks (policy 4). Nor
does it extend to deficit financing by the outright issuance of bank-
notes (or of government securitics with guaranteed constant capital
value, assuming that the default risk attached to these is commonly
considered zero). Finally, the impasse also does not extend to com-
binations of policies possessing the net effect of borrowing from
central banks for government expenditures (policy 5). In these cases
the central bank provides the excessliquidity which the government
taps. The government borrows indirectly from the central bank and
a rise in MV by the full amount of the deficit-financing operation
must ensue, unless the indirect repercussions of the process result
in an adverse eflect on private investment (in a negative pump-
priming cflect). Morcover, unless the original stimulus is completely
offset by a negative pump-priming effect, the consumption gener-
ated by the original government investment gives rise to further
(“secondary”) additions to income. Yet the “impasse” considered
here is more comprehensive than the Keynesian impasse because it
extends to such varieties of deficit financing as are unaffected by
the Keynesian impasse.

Does a similar impasse apply to policies aimed at counteracting
inflation? As long as inflationary developments require the creation
of new money it is always possible, although it is not always politi-
cally feasible, to counteract them by methods of credit policy. Rais-
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ing interest rates to high levels may not always of itself prevent in-
flationary borrowing because the expectation of a further rise of
interest rates may be created and, in the short run, such expectations
increase the inducement to borrow. But, “in principle,” it is always
possible to manipulate reserve requirements so as to force the banks
to ration credit and thereby to abstain from the creation of new
money. This presupposes the existence of legal reserve requirements
and the unlimited power of the central bank to change them—a
highly desirable reform, so far as the United States is concerned.
The main reason why preventing the creation of new money may
sometimes not be politically feasible is that it leads to a sharp decline
in bond prices, and important segments of the economy are inter-
ested in the maintenance of the bond market. It is true that, when
bond prices in general decline, the bond holdings of the credit
institutions could be exchanged for special types of securities with
unchanging and guaranteed capital values. The inflationary con-
sequences of the guarantecs could be precluded either by adjusting
reserve requirements or by requiring the maintenance of bond re-
serves. But in substance this would amount to freezing the bond
holdings of the credit institutions and to bringing about a decline
in other bond values, whereas the Treasury, if it wants to keep the
door open toward a later resumption of deficit-financing operations,
may be interested in keeping bond holdings liquid. (This obstacle
would, of course, be eliminated if borrowing from the central bank
were envisaged for the future.) In war periods, and generally speak-
ing in emergencies during which the Treasury is forced into spend-
ing more than what a politically feasible tax structure will yield,
there of course exist even stronger reasons why counterinflationary
credit policies are not adopted in the appropriate measure. It still
remains true, however, that it is possible to describe methods of
credit policy by which inflation could be prevented, assuming that
inflationary developments require the creation of new money. In
principle, the banks can always be forced into rationing credit.

Yet if a significant amount of idle balances exists and the public
tends to dishoard these suddenly—as may happen if policies 2, 4, or
5 have previously been adopted on a large scale, either to maintain
employment or to finance a war—inflation might develop without
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the creation of new money. In this event it may be impossible even
“in principle” to describe a monetary policy that would preclude a
sudden and significant rise in the price level." The dishoarded bal-
ances could be sterilized only if they could be absorbed by the sale
of new government bonds. The government would then be in a
position to hoard the balances which the public dishoarded. But it
cannot be taken for granted that the public can always be induced
to dishoard into bonds rather than into goods. An attempt to induce
the public to buy bonds rather than goods for the money it dis-
hoards, implies that bond prices are reduced sharply and suddenly.
If commodity prices are expected to rise sharply and at the same
time a significant decline in bond prices is expected, it may be im-
possible to absorb the funds dishoarded by selling bonds at reduced
prices. It is likely that, within a wide range of possible bond prices,
reductions of the price would produce the expectation of further
reductions. Therefore, the funds dishoarded by the public may
flow into the commodity markets, regardless of how far bond prices
are reduced. It seems unlikely that government bonds could be
made attractive to the public “in the short run” by having the
owners of old bonds suffer significant capital losses.

It has been maintained that the appropriate credit policies could
always prevent inflationary developments, although they could not
always put an end to a depression. As has been shown, such a state-
ment should be qualified because if the public tends to dishoard
significant idle balances, credit restrictions and rising interest rates
may be ineffective means of precluding inflation. For this reason an
impasse may develop not merely for expansionary credit policies,
but also for credit policies aimed at precluding an inflationary
spiral.

The question of how the “inflationary” and “deflationary” devel-
opments that are to be counteracted should be defined, cannot be
answered with general validity. The answer depends on whether
more stability (in output and employment) can be expected from
the one or the other set of circumstances at which it is possible to
aim. Preventing significant changes in the general price level means
something different from preventing significant changes in money

7 Except, of couise, by freezing money stocks.
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earnings per unit of real input, unless productivity remains un-
changed. Given the secular rise in productivity, the pressure for
wage increases, and the resistance to price reductions, it would seem
that, normally, a policy directed at a stable general price level has a
better chance to secure “‘economic stability” in the relevant sense
than does a policy directed at stable money income rates. Such a
policy would aim at having money income rates, including wage
rates, rise secularly with the increase in over-all productivity. How-
ever, constancy of the general price level must not be considered an
axiom, and rigid devices of accomplishing a constant price level
could scarcely be justified.

CREDIT POLICIES AND SUBSIDY PROGRAMS

In earlier sections of this volume it was suggested that credit policies
at positive rates should be regarded as being qualitatively different
from “‘credit policies at negative rates” which in reality are subsi-
dization policies. Only, if this distinction is made, can it be main-
tained—as it is—that easy credit may be insufficient to overcome
deflationary influences.

The difference between the character of credit policies and sub-
sidy policies—that is, between credit policies at positive and at
negative money rates—is especially marked if the credit policies in
the usual sense which are compared with subsidization plans, are
limited to transactions in government securities. The subsidization
policies differ in this case qualitatively from the credit policies at
positive rates not merely because of the basic difference between
credit conditions and the conditions on which subsidies could be
granted. In addition, there exists the difference that the monetary
authority must grant the subsidies to private business in order to
establish negative rates, whereas in the case considered here the
credits in the usual sense (i.e., the credits at positive rates) are
granted by means of purchasing government securities. The mone-
tary authority is in no position to establish negative rates to business
by giving credits to the government at negative rates, that is, by
subsidizing the government. To have the central bank grant credits
to the government at negative rates would serve no useful purpose.
Such a policy would not induce private lenders to subsidize private



Policies 184

borrowers as long as it is certain that money stocks retain their
nominal value. The establishment of “negative rates” implies the
direct subsidization of private investors (or possibly of their credi-
tors) by the monetary authority itself. Reducing or raising interest
rates to private business, within the positive range, does not, how-
ever, necessarily imply buying or selling private securities. By
dealing in government securities the monetary authority exerts a
pressure on the entire interest structure in the one direction or the
other. If the yields from government securities rise, yields from
other securities also tend to increase (or, at least, to decline by less
than would otherwise be the case) and the analogous statement is
true of a decline in yields from government securities. This, how-
ever, is subject to the qualification that rates on business loans will
not tend to decline below a positive level expressing the bare risk
premium, even if the yields from government securities are lowered
successfully to the zero level or below it, assuming that hoarded
money retains its nominal value.’

Yet, the effect of dealings in government securities on business
credit is obviously indirect. After a change in the yields from gov-
ernment securities, the automatic restoration of the previous dif-
ferentials within the structure of interest rates may take time (al-
though there is no reason to assume that the process should induce
a permanent change in the rclative appraisal of different types of
sccurities). The time lag in question could be avoided only if the
monetary authority extended its open-market transactions to long-

% Legal anangements resulting in a continuous decrease over time of the nominal
value of any given banknote, coin, and deposit (i.e., stamped money schemes extended
to deposits) would automatically establish negative rates. Yet it is very questionable
whether business activity would be stimulated by such arangements. Hoarding would
doubtless be discouraged. But borrowing from banks for investment might also be
strongly discouraged because the legal arrangement under consideration would tax
profits heavily in case the profits are hoarded. Profits that lose their value if hoarded
scem to be worth less ex ante than profits that retain their value even if not reinvested
(i.c., even if hoarded). Conscquently M might decrease in a higher proportion than
that in which V increases. (Cf. G. L. S. Shackle’s review of A. Dahlberg: “When
Capital Goes on Strike,” Economic Journal, September, 1938). Moreover, if a stimulus
is produced, it would have to come through continuously rising prices, that is by an
inflationary process. The mere fact that money loses its nominal value gradually, makes
the holding of goods moie profitable in relation to the holding of money, but it does
not make the production of goods more profitable in rclation to the holding of goods.
Production will be stimulated only if prices start rising owing to the increased demand
for goods by hoardeis.
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term business securities. This, at the same time, is the only method
by which the rates on business loans could be lowered below the
positive level expressing the risk premium.

In reality, the credit policies of the monetary authority are usually
limited to dealings in governments so far as long-term securities are
concerned. As concerns short-term paper, they are usually limited
to dealings in government securities and in some practically riskless
private securities. Consequently, the eflect of these policies on the
most important varieties of business credit is indirect.

Extending the scope of open-market operations to a broad range
of private securities would, however, create difficulties which are
partly similar to those arising in connection with subsidy programs.
There still would remain a substantial difference between these
extended credit policies at positive rates on the one hand, and credit
policies at negative rates (subsidies) on the other. This difference
would still warrant regarding these two types of policy as qualita-
tively distinct. Extension of the open-market policies to risky securi-
ties (i.e., to business credit in a general sense) would not require
the ““additional output” clauses or “‘additional employment” clauses
that would have to enter into subsidy contracts. But such an exten-
sion of the scope of credit policies would necessitate a considerable
degree of discrimination between potential private borrowers. The
“principles” on which central bank credit is granted are simple and
they do not tend to become objects of pressure politics so long as
long-term dealings are limited to governments, and short-term
dealings are limited to governments and to bankers’ acceptances.
It would be exceedingly difficult to describe the so-called principles
on which the monetary authority might elect risky private secu-
rities, and might grant business credit to certain firms, except if
these dealings were limited to a comparatively small volume of
issues highly placed on the scale of political preferences. The pro-
cedure of the monetary authority would have to be very arbitrary
and it would lend itself readily as an object of pressure politics. The
“extended” credit policies at positive rates would share this feature
with subsidy plans (or with “credit policies” at negative rates).
Therefore, credit policies extended to risky loans would differ less
substantially from subsidy policies than do the actual credit policies
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of central banks, although there would still exist a considerable
difference. It would still remain true that subsidies could be granted
only on quite specific conditions concerning the additional output
to be produced by private firms and that these conditions could not
be based on theoretically valid calculations. Credit, however, could
always be given against “security” on condition that it be repaid.
Experience with easy-money policies does not of itself prove the
thesis that it takes more than lowering interest rates to keep employ-
ment permanently high. Yields from long-term governments have
never been lowered in the neighborhood, of the zero level and
monetary authorities have not included private long-term sccu-
rities in the scope of their operations on any substantial scale. Yet
most experienced persons would probably not subscribe to the
opinion that further reductions of interest rates in stagnant periods
would have increased the aggregate rate of investment by a signifi-
cant margin. At the same time it would be very diflicult to estab-
lish a statistical relationship between investment and interest rates
ceteris partbus. In consequence of the high degree of intercorrela-
tion betwcen the relevant variables, the statistical series typically
show a tendency of both investment and interest rates to rise under
improved expectations and to declinc in periods of contraction.

INTEREST RATES AND THE BUSINESS CYCLE

For a period of considerable length preceding the First World War,
Frederick R. Macaulay has found that short-term rates tended to
lag behind the physical volume of production, and that long-term
rates tended to lag behind short-term rates in the cyclical process.
For a decade preceding the first war, a lag of interest rate turning
points behind pig-iron production turning points can also be read
from diagrams published in Warren S. Person’s study concerning the
construction of the Harvard Index of Business Conditions.” Inspec-

* Frederick R. Macaulay, The Movements of Interest Rates, Bond Yields and Stock
Prices in the United States Since 1856 (New York, National Bureau ol Economic Re-
scarch, 1938), cf. chap. vii in gencial, and p. 221 in paiticular.

1 However, the bond yiclds induded in Person’s study (railroad bonds) do not lag
behind short-term rates. Cf. Warren M. Person’s, “Indices of Business Conditions,”
Review of Economic Statistics, I (1919), 88-89. And idem, *A Non-Technical Explana-
tion of the Index of General Business Conditions,” Review of Economic Statistics, 11

(1920) 42-43.
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tion of these diagrams shows that establishment of the lag of interest
rates behind pig-iron production does not require any trend-elimi-
nation techniques of doubtful logical validity. The trend for the
decade in question was not powerful enough to wipe out the turning
points from the unmanipulated series. These are readily discernible
even if the trend is not eliminated. The proposition that output and
interest rates tend to move in the same direction, with a lag of the
latter behind the former, is consistent with the notion that changes
in interest rates may have belonged among the factors instrumental
in bringing about turning points. The lag implies that interest rates
still rose when the downturns occurred and that they still declined
when upturns took place. Yet, generally speaking, interest rates and
pig-iron production show a tendency to move in the same direction
and such a tendency can also be established for interest rates and
other important constituents of output. This, of course, means that
the character of the observable relationship is different from that of
causal relationship from rates to output.

For the period following the “postwar depression,” of 19g20-1921,
even the foregoing lead-lag propositions must be qualified. Through-
out the 1920’s short-term rates continue to rise in expansion and to
decline in contraction, and they tend to lag behind industrial pro-
duction (although there exists no complete consistency in this re-
spect). The same statement concerning the general tendency toward
lagging is true also of long-term rates during the 1920’s, for such
turning points as are discernible at all in the long-term rate series.
Yet, unless highly arbitrary trend-elimination techniques are ap-
plied, only the upper turning points of 1928 and 1929, and the lower
turning points of 1928 are clearly discernible for bond yields. The
lower turning point of 1924 and the upper turning point of 1927
are not discernible because the general downward trend of the series
dominates their movement. In the 1930’s both the long-term and
the short-term series are dominated by the downward drift so that
the lower turning point after the depression of 1929-1943 is not
discernible. Immediately preceding the cyclical peak of 1934 there
occurred a slight contra-trend upward movement of bond yields”

1 For the yields on government bonds the upward movement was small enough to
be comparable with the minor oscillations that occurred in the preceding years on
various occasions.
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and also of some short-term rates, but with the downturn of business
activity interest rates also declined. On this downturn, rates on
Treasury bills, rates on government bonds, and rates on compara-
tively riskless corporate bonds led industrial production, national
income, and investment, whereas rates on more risky bonds lagged
behind these magnitudes.

The experience for the period prior to the First World War and
for the period lying between the two wars, might therefore be sum-
marized as follows: (1) there existed a tendency for interest rates to
move in the same direction as that in which output moved, except
for subperiods in which the interest-rate series were entirely domi-
nated by their own secular trends; (2) in the period preceding the
First World War interest rates lagged consistently behind pig-iron
production both on upturns and on downturns; in the period be-
tween the two world wars they tended to lag behind industrial pro-
duction but this tendency was not quite consistent. Such a situation
makes it very difficult to evaluate the quantitative significance of
interest-rate movements in producing movements of output. It can
at best be said that the leads and lags in the period preceding the
First World War, and also some of the lcads and lags of the interwar
period, were not inconsistent with the assumption that interest-rate
movements were contributing factors in producing turning points.

INDIRECT BORROWING FROM THE CENTRAL BANKING SYSTEM IN
THE 1030’S

It would also be very difficult to lend plausibility to the assumption
that the elasticity of hoarding to interest rates is sufficiently depend-
able to warrant basing monetary policies on this factor. Before
turning to this problem it might be advisable to call to the reader’s
attention that the “monetary experiment” of the 1930’s was not in
fact based on the interest elasticity of liquidity provisions. It is not
possible to interpret monetary developments of the post-depression
period as tests of the efficiency of policies 1, 2, or g of the classifica-
tion given on pages 174—180. The policies adopted in the period
under consideration are characterized by the fact that the borrow-
ing operations of the government from commercial banks were
consistently outweighed by the purchase of gold. This should be
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understood to mean that gold purchases provided excess bank li-
quidity which was but partly absorbed by the government through
the sale of new securities to banks. The combined operations of the
monetary authority and of the Trecasury had substantially the same
effect as that which would have been produced by direct borrowing
from the Federal Reserve banks for public expenditures. The dif-
ference of course is that borrowing from the Federal Reserve banks
might have been rendered practically free of costs by the issuance
of noninterest-bearing securities, or by regulating the profits of the
Federal Reserve banks in some appropriate fashion.” The gold
stock, on the other hand, does not yield any income that could be set
against the costs of the borrowing operations of the Treasury. Yet,
aside from this, there exists no difference between the policy of bor-
rowing directly from the Federal Reserve and the policy of borrow-
ing from lenders who simultaneously acquire excess liquidity by
selling gold to the Federal Reserve. To use the terminology em-
ployed in the foregoing analysis, policy 5 is identical with policy 4
in significant respects (cf. above, pp. 178-1%9). The “primary” effec-
tiveness of these policies does not depend on the interest elasticity
of liquidity provisions or on that of private investment (although
these elasticities enter into the determination of the magnitude of
the “secondary” or “respending” eflect).

The borrowing from the commercial banks during the period
lying betwecen the depression and the outbreak of the Second World
War was undoubtedly outweighed by the gold purchases. In other
words, the increase in bank-reserve ratios brought about by the
gold purchases was considerably greater than the diminution in
reserve ratios brought about by the borrowing operations of the
Treasury. Consequently, the deficit financing was in the nature of
policy 5 rather than policy 2; and the margin by which the gold
purchases “outweighed” the Treasury borrowing left a residual in
the nature of policy gb. This is shown in table 4.

13 Until 1933 the profits of the Federal Reserve banks in excess of a 6 per cent cumu-
lative dividend on the capital stock plus certain additions to the surplus had to be
paid to the Treasury. Along these lines it would be possible to render borrowing
operations from the Federal Reserve banks entirely free of cost. At present the profits
in excess of a 6 per cent cumulative dividend are added to a surplus account which
cannot be distributed to the stockholders. In the event of liquidation, such parts of
the surplus as are not required for specified purposes belong to the Treasury.
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Column 1 of the table (R/D) contains the ratio of member bank
reserve balances plus cash in vault to member bank deposits.” Col-
umns 2 and 3 of the table (AG and AS, respectively) show the in-
crease in the holdings of gold certificates,” and the increase in

TABLE 7

EFFrcr ofF Gorp INFLUX AND GOVFRNMENT BORROWING ON MFAMBFR BANK
LiQuipity RATIOS*

Change in Change in
R/D from R/D from Actual
R/D AG AaS gold influx gold 1influx change in
Year alone, and borrow- R/D
cpt Ing, c.p.
1 21 31 | & T s T %

1933 1 .. 12.6 Lo .
Im. ... 14.4 26 367 0.1 -~0.1 1.8

1934 1.. . 17.2 1239 2159 4.6 2.9 2.8
... ... 17.6 335 1482 1.1 0.0 0.4

1935 1. .. . 19.5 1060 535 3.2 2.8 1.9
I ... 21.0 1368 838 3.7 3.1 1.5

1936 1.. . 19.9 548 1404 1.4 0.4 —-1.1
m .. 21.9 746 ~127 1.8 1.9 2.0

1937 1.. 22.7 -19 ~—856 —-0.1 0.5 0.8
... .. 23.4 283 ~317 0.7 0.9 0.7

1938 1 .. 26.6 1516 —29 3.4 3.4 3.2
Imr. . . 27.4 1153 879 2.5 1.8 0.8

1939 1 . . 30.0 1726 555 3.5 3.0 2.6
11 32.7 1685 551 3.1 2.6 2.7
Entire period . A 11666 7441 31.2 23.1 20.1

* Data from Twenty-fourth Annual Report of the Federal Reserve System (Washington, 1.C., 1938), table 52,
pp. 112-114, for reserves, deposits, and United States government obligations, 1933-1937; Federal Reserve
Bulletin, for later figures. U. S. Bureau of Foreign Commerce, Survey of Current Business, Annual Supplement,
1936, p. 45; 1938, p. 54; and 1940, p. 49, for gold certificates held by Federal Reserve banks.

T ceterss paribus.

t Figures in mullions of dollars.

government security holdings® of member banks respectively. The
changes indicated in columns 2 (gold certificates) and g (government
security holdings of member banks) relate to the period ending at
the date in the line of which the figures of columns 2 and g appear
and beginning at the preceding date. The data for gold certificates
(column 2) relate to June 30, and December g1, precisely; the data

B Demand deposits adjusted plus time deposits plus United States government

leposits.
1 On hand and due from Treasury to Federal Reserve banks.
3 Member bank holdings of direct and fully guaranteed Federal securities.
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of the other columns relate to the call dates néarest the end of the
first half and of the second half of each calendar year, the divergences
from June 30, and December 31, being small wherever they occur.

Column 4 “isolates” the effect of the gold inflow on the ratio R/D,
in the following sense: the column contains that hypothetical in-
crease in the ratio R/D which would have occurred, from the pre-
ceding date to the date in question, if merely the stock of gold
certificates had changed in the manner in which it actually changed,
but all other factors influencing the magnitude of deposits and that
of reserves had remained unchanged.”

The figures of column j are of the same character as those of
column 4, with the exception that they isolate the combined effect
on the ratio R/D of the gold inflow plus the borrowing from member
banks by the Treasury for simultaneous public expenditure. In
other words, the figures of column 5 express the hypothetical increase
in the ratio R/D which would have occurred if the stock of gold cer-
tificates had changed in the manner in which it actually changed,
and if the member bank holdings of government securities had
also changed in the manner in which they actually changed (but if
all other deposit and reserve influencing factors had remained un-
changed).”

Column 6 contains the actual change in the ratio R/D from the
preceding date to the date in question.

" Let Roy, and R stand for the reserves (including cash in vault) at the preceding
date and at the “present” date, respectively; let D»n_, and Dn stand for total member
bank deposits at these two dates, and Ga., and G for the stock of gold certificates at the

same dates; then the figure appearing in column 4 is defined as:
Roy #(Gu—=Gny)  Ru

Doyt (Go=Guy) D,
The formula reflects that ceteris paribus the gold inflow increases reserves and deposits
by the same amount and therefore increases liquidity ratios.

1 Using the symbols previously employed and, in addition, letting Sa_, and Sa stand
for the member bank holdings of direct and fully guaranteed government securities
at the two dates, the figures appearing in column g are defined as:

Ri; +(Go—Gn ) R,
Dait(Go=Goy)+(Su=Sus) Da,y
The formula expresses that, whereas ceteris paribus the gold inccases rescives and
deposits by the identical amount, the borrowing from banks only incaeases deposits.
This implies that the Treasury spends the money it borrows “simultancously.” Failute
to do so is implicitly regarded as one of the “other deposit and reserve influencing
factors.”



Policies 195

Below the figures relating to the last call dates (i.e., at the bottom
of the table) are the figures relating to the change over the total
period extending from the first to the last call date indicated in the
table. For columns 4 and 5 these figures are not “‘additive.”"

The most obvious conclusion from the table is this: the increase
in the ratio of reserves to deposits that ceteris paribus would have
been brought about by the gold influx alone was absorbed only to
a small extent by the borrowing operations of the Treasury. During
the period as a whole, the ratio of reserves (including vault cash) to
total deposits would have increased by g1.2 per cent under the
impact of the gold influx alone, as is indicated by the last (lowest)
figure in column 4 of table 7. This means that the gold influx alone
would have raised the reserve-deposit ratio in question from 12.6
per cent (cf. top figure in column 1) to 43.8 per cent, that is, by the
1.2 per cent mentioned above”—provided that all other deposit and
reserve influencing factors had remained unchanged during the en-
tire period to which the table relates. The government borrowing
from member banks, considered by itself, would have reduced the
increase of the reserve-deposit ratio in question merely from g1.2 per
cent to 23.1 per cent, as is indicated by the last figure in column 5.
In other words, if merely the gold influx and the borrowing from
member banks had taken place ceteris paribus,” the ratio in question
would have increased from 12.6 per cent to g5.7 per cent, that is, by
2g8.1 per cent. Actually the increase was from 12.6 per cent to g2.7
per cent, that is, by 20.1 per cent (cf. the last figures in column 1
and in column 6, respectively). Starting from the hypothetical con-
dition in which the gold influx would have been the only factor
producing a change in the ratio of reserves to deposits,” it may there-
fore be stated that, in consequence of the borrowing from member
banks, the ratio of reserves (including vault cash) to total deposits
increased by 23.1 per cent instead of by g1.2 per cent and that in

18 That is, they cannot be derived for the period as a whole by adding up the hypo-
thetical changes in reserve ratios during the subperiods because the hypothetical
change is calculated cach time from the actual reserve ratio of the beginning date of
that subperiod.

™ This is not 1.2 per cent of the 12.6 per cent, but g1.2 absolute per cent.

= That is, if the other deposit and gold influencing factors had remained unchanged.

2 [n which casc the ratio of member bank reserves plus vault cash to total number
bank deposits would have risen by 1.2 per cent (i.c., from 12.6 per cent to 43.8 per cent).
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consequence of further deposit and reserve influencing factors, the
actual increase of the ratio in question turned out to be 20.1 per
cent. The borrowing from member banks absorbed but a small part
of the increased liquidity provided by the gold influx.

It should be remembered that the actual increase of the reserve-
deposit ratio considered here does not express a rise of liquidity
ratios in any uniqucly relevant sense. Nevertheless, it seems pref-
erable to express the change in the cash reserve position of the
member banks by the change in some ratio such as that employed
above (R/D) than by the change in legal excess reserves. The exist-
ence of legal excess rescrves does not nccessarily indicate excess
liquidity in the economically relevant sense. Morcover, changes in
excess reserves may be a consequence of changes in reserve require-
ments as well as of changes in reserve ratios actually maintained.
In fact, the rise of the ratio expressed in column 1 of table % does
not adequately measure the rise in excess reserves during the period.
This is true for several reasons. Not only have required reserve ratios
been repeatedly changed during the period but, although both de-
mand and time deposits rose, the ratio of demand deposits to time
deposits shifted considerably in favor of the former. Consequently,
an increase in the ratio of total reserve balances (not including vault
cash) to total deposits would have been called for even if required
reserve ratios had remained unchanged. Yet the actual rise in the
ratio of total reserves to total deposits was of course much greater
than would have been required in consequence of this factor. Legal
excess reserves therefore accumulated rapidly, except in the sub-
period in which required reserve ratios were deliberately raised in
order to diminish excess reserves (i.e., during the year preceding the
downturn of 1937).

During the period as a whole merely a fraction of the additional
liquidity provided by the gold influx was absorbed by borrowing
from member banks. The reader will notice that what has been
found characteristic of the period as a whole, also characterizes
much the greater part of the single half-yearly subperiods distin-
guished in the table, provided that the subperiods in which borrow-
ing from banks was negative are disregarded. Ncgative figures for
borrowing from banks reflect the circumstance that in the subperiod
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in question the aggregate of member banks decreased its stock of
government securities. This occurred from the second half of 1936
through the first half of 1938 (cf. the negative figures in table 7,
column g). With respect to the four half-yearly intervals of which
this span consists, it is of course meaningless to ask the question of
the relationship between the excess liquidity provided by the gold
influx and the liquidity absorbed by the borrowing: in these sub-
periods there did not occur any borrowing {from member banks (on
balance). Of the remaining nine subperiods, it is true, with perhaps
two exceptions, that the borrowing from banks absorbed but a
small part of the increase in the reserve-deposit ratio which would
have been produced by the gold influx alone. In other words, typi-
cally the increase expressed in column ; amounts to a substantial
proportion of the increase expressed in column 4. The span during
which the banks decreased their holdings of government securities
extended but slightly beyond the period in which (1) the inflowing
gold was sterilized so that the rise in reserve ratios attributable to
the gold was unusually small; and (2) required reserve ratios were
being increased so as to enforce contractionary banking policies.
Although it is rarely possible to read “experience” from economic
statistics in any conclusive fashion, the “suggestion” of the available
figures nevertheless is that the policy of borrowing from banks for
public expenditures probably did have expansionary effects. The
period covered by table # was a period of recovery, interrupted by
a depression to which the discontinuation of the borrowing policies
may well have contributed. The figures expressing the borrowing
operations from member banks (column ) turn from strongly posi-
tive to slightly negative in the second half of 1936 and from slightly
negative to strongly negative in the first half of 1937. In the second
half of 1938 the cyclical upturn roughly coincides with the reappear-
ance of positive figures for borrowing from banks, and the figure in
question is but slightly negative in the preceding half-yearly period.
The cycle may be said to follow the development of the borrowing
operations with a lag. Certain other relationships may also be his-
torically “suggested,” in a similar fashion. The period immediately
preceding the downturn of 1937 was not merely one in which con-
tractionary monetary policies were applied but it also was a period
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of important labor trouble. Yet, a comparison of the figures of table
» with cyclical developments may be said to “‘suggest” a relationship
between expansionary monetary policies and output.

In fact, a priori analysis leads to the conclusion that the financing
of public expenditures by the central bank must possess expansion-
ary effectiveness, provided that the psychological repercussions are
either favorable or not sufficiently adverse to offset the primary
effect. The data of table # indicate that the policies of the period
should be interpreted as representing indirect financing through
the central bank which, in connection with the gold influx, supplied
to member banks the additional liquidity tapped by the Treasury.
Yet, the fact that this indirect financing arose must be attributed to
something in the nature of a “historical accident.” Had the govern-
ment merely borrowed from the banks and had capital not, at the
same time, been transferred from Europe to the United States on
an unprecedented scale in the form of gold (rather than commodi-
ties), the effectiveness of the borrowing policies would have de-
pended largely on the elasticity of liquidity provisions and of private
investment to interest rates. In this event, the borrowing operations
from commercial banks for public expenditures would not have
had significant expansionary consequences, unless the elasticity of
liquidity provisions with respect to interest rates should have proved
considerable, and the elasticity of private investment with respect
to interest rates should have proved comparatively small. It is not,
generally speaking, safe to make these assumptions. The problem of
the effectiveness of deficit financing on ceteris paribus assumptions
is very much different from the problem of deficit financing on the
assumption that the Treasury operations are coupled with buying
operations of the central bank. Elasticity considerations enter sig-
nificantly in the first of these two problems, whereas they do not
enter in the second. In the 1930’s deficit financing was coupled with
large-scale gold-buying operations of the Federal Reserve System,
but these operations occurred because of the entirely abnormal
demand for capital transfers from Europe to America and because
of the failure of this transfer to give rise to an import surplus.

It follows that the monetary policies of the 1930’s cannot be re-
peated simply by borrowing from banks for public expenditures.
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They can be repeated only if a substitute is found for the gold pur-
chases. The necessity of adopting expansionary fiscal policies would
require finding such a substitute. The open-market purchase of
securities by the Federal Reserve banks could serve as such a sub-
stitute. Moreover, if securities, instead of gold, were purchased ““‘with
the right hand” while the “left hand” borrowed, the costs of the
borrowing would be partly or wholly offset by the yield of the assets
purchased, so that even the internal transfer problem usually arising
in connection with the growth of the public debt could be partly
or wholly eliminated.” At the same time, it might become obvious
to the general public that the deficit is being financed indirectly by
the central bank. This might pave the way toward direct financing
by the Federal Reserve banks because it might help to overcome the
prejudice that direct borrowing from the central banks is “infla-
tionary” in any sense other than that in which the government
attempts to adopt expansionary (or reflationary) policies, when com-
batting depression tendencies. Direct borrowing could, of course,
easily be rendered free of cost.” It could even assume simply the
form of the issuance of noninterest-bearing securities. In other
words, consistent coupling of open-market purchases with deficit
financing might be necessary in periods that really call for deficit
financing and it might even gradually lead to a policy of issuing
money by direct borrowing whenever monetary expansion is desir-
able and of “selling securities” to the public or to the banks (and of
keeping the proceeds idle) merely when monetary contraction is
required.” But the problem of techniques is less important than
the fact that deficit financing is subject to serious limitations unless
the additional funds come directly or indirectly from the central

= provided the additional income of the Federal Reserve banks is conducted back to
the ‘Treasury. If the costs of the borrowing are wholly offset by the yield of the assets
purchased—that is, if the Federal Reserve buys as many securities as the government
sells—the expansionary eflect exceeds that of the deficit financing proper because, in
addition, excess reserves are created. (This ceases to be true only if 100 per cent reserves
are required on marginal deposits.) The additional expansionary effect usually is desir-
able in periods of deficit financing, except if the deficit financing itself is undesirable
(i-e., except if it is merely a consequence of the political impossibility of taxing ade-
quately). In the 1930’s the gold influx also gave rise to such an additional expansionary
effect.

= Cf. above, p. 192, n. 12.
% Cf. Henry C. Simons, “On Debt Policy,” Journal of Political Economy (December,

1944)-
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bank. In the recovery period of the 1930’s they came indirectly, by
means of the gold inflow.

The factual analysis has so far been limited to the borrowing
operations of the Treasury from member banks. For nonmember
banks, and for the (nonbanking) public, qualitatively analogous
statements could be made; yet since the analogous quantitative anal-
ysis cannot be carried out, these statements must be vague. The gold
influx increased primarily the reserve ratios of the member banks,
but it must be assumed that the liquidity thus created spread partly
over the entire banking system. It is impossible to show, however,
what the quantitative effect of this sprcading was on the liquidity
ratios of nonmember banks and how this effect compares with the
opposite effects of the borrowing from nonmember banks. As for
the public, the same historical accident as that which resulted in
the gold influx undoubtedly also created a market for newly floated
securities. The decision to convert overscas assets into American
assets may partly have been a decision to maintain idle dollar de-
posits, but this is not a correct interpretation of the capital move-
ment as a whole. To the extent to which the gold flow reflected the
desire of foreign security holders to become American security hold-
ers, the gold purchases of the Federal Reserve banks created not
merely such liquidity as was tapped by the Treasury at the banks,
butalso such liquidity as was tapped by the Treasury on the occasion
of its borrowing operations from the public. As a consequence, the
expansionary effectiveness of the borrowing operations from the
public was less dependent on elasticity considerations than it would
have been had the borrowing not been coupled with liquidity pro-
viding developments.

THE INTEREST E1.ASTICITY OF LI1QUIDITY PROVISION

So far merely the a priori view has been expressed that the clasticity
of liquidity provisions with respect to interest rate is not likely to
be high. In periods of large-scale hoarding the bulk of the idle bal-
ances is more likely to fall in the category of contingency balances
than in that of speculative balances. It seems unconvincing to argue
that the hoarding in cyclical depressions and in periods of protracted
stagnation occurs because of an expected rise in net rates of interest.
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The belief in the return to “normalcy” should produce a return to
“normalcy” rather than an abnormal degree of hoarding. To argue
that the belief in the return to normalcy is limited to interest rates,
and that it is limited to the “appropriate” number of persons so
that large-scale hoarding develops but even the interest rates do not
return to normalcy—means shuflling the cards in such a manner that
a winning hand is bound to be dealt. It is much more plausible to
argue that in periods of unfavorable business results and of high
unemployment, contingency hoarding is widespread; and it is un-
likely that contingency hoarding should be very sensitive to interest
rates within the normal range of changes. Whercas, on the one hand,
a decline in interest rates reduces the opportunity cost of maintain-
ing contingency balances, it also increases entreprencurial safety
margins and, thereby, reduces the need for contingency hoarding.

All this, however, is a priori reasoning. So far as the factual mate-
rial is concerned, it can merely be stated that the historical develop-
ment does not generally exhibit an inverse relationship between
movements of interest rates, on the one hand, and liquidity provi-
sions, on the other, but that such a relationship is exhibited for the
post-depression period of the 1930’s. Figure 23 illustrates the rela-
tionship between Treasury bond yields and the ratio of member
bank reserve balances plus vault cash to total deposits,” for the
period lying between the second quarter of 1933 and the fourth
quarter of 1939. If functions were fitted to this set of points, there
could easily be obtained a curve exhibiting the characteristics of
the Keynesian liquidity preference function. Figure 24 derived from
yearly data expresses, for the same period, the relationship betweer
Treasury bond yields and the income velocity of the dollar. The
positive slope of the scatter reflects the same type of relationship a:
that reflected by the negative slope of the preceding scatter, con
sidering that velocity figures are the reciprocals of Marshallian K
values (which, in turn, are in the nature of liquidity ratios). Insteac
of Treasury bond yields, rates on other types of securities migh
have been used, and instead of the ratio of reserve balances plu
vault cash to total deposits, other types of liquidity ratios might b
chosen. The character of the relationship would still remain un

® This is the ratio R/D of table 7.
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changed. All these relationships are dominated by the fact that
interest rates declined and liquidity ratios increased in the post-
depression period of the 1930’s.

Yet the character of the relationship between the variables in
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Fig. 23. Reserve ratios of member banks and Treasury bond yields, 1933-1989. Reserves
include cash in vault and reserves with Federal Reserve banks at all dates; deposits
include demand deposits adjusted, United States government deposits, and time de-
posits at all dates. Data from Twenty-fourth Annual Report of the Board of Governors
of the Federal Reserve System, pp. 112-114; Federal Reserve Bulletins for reserves and
deposits; Federal Reserve Bulletin (December, 1938), 1045, and issues following for
Treasury bond yields.

question is quite different for the three preceding decades. Velocity,
as Professor Angell has shown, exhibited a horizontal trend for the
period 1899—1929,” whereas the same is not true of interest rates.
Long-term rates show an upward trend from the turn of the century
until 1920 and a downward trend from there on. Short-term rates

# Cf. James W, Angell, Investment and Business Cycles (New York and London,
McGraw-Hill, 1941), cf. chap. ix and Appendix IT.
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may perhaps be said to show a slight, and not very consistent, down-
ward trend from 190§ to 19207 and they doubtless show a marked
downward trend thereafter. In the post-depression period of the
1930’s the relationship between interest rates and liquidity ratios is
determined by the simultaneous downward trend of interest rates
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Fig. 21. Income velodity of money and easmy bond yields, 1933-1939. Data from
James W. Angell, Investment and Business Cycles (New York, McGraw-Hill, 1949),
p- 338, tor income velodity; Federal Reserve Bulletin (December, 1938), 1045, for Treas-
ury hond yields.

and of velocity. The same relationship is not exhibited by a period
in which velocity shows a horizontal trend and interest rates tend
either upward or downward.

Figure 25 illustrates the relationship between Treasury bond
yields and income velocity for the decade of the 1920's. This rela-
tionship is dominated by the fact that, during the decade in ques-
tion, the trend of income velocity was horizontal whereas that of
Treasury bond yields was downward. If, instcad of income velocity

7 Cf. Warren M. Person, “A Non-Technical Explanation of the Index of General
Business Conditions,” Review of Economic Statistics, 1T (1920), sce p. 43.
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exchange velocity was used, essentially the same type of relationship
would be found (except that in 1928 and 1929—that is, in years of
rising interest rates—exchange velocity rose beyond the levels pre-
viously attained and consequently a positive slope is shown by a
very limited section of the scatter). During the depression period
1920-1933 the relationship between interest rates and liquidity
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Fig. 25. Income velocity of money and Treasury bond yields, 1919-1929. Data from
Angell, Investment and Business Cycles, pp. 837, 338, for income velodity; Federal Re-
serve Bulletin (December, 1938), 1045, for ‘I'reasury bond yiclds.

ratios is less consistent. For certain specific pairs of variables, for
example, for Treasury bond yields and either income velocity or
exchange velocity, the type of relationship that existed during the
remainder of the 1930’s is obtained, yet for other pairs of equally
relevant variables, for example, for Treasury bond yields and bank
liquidity ratios, the identical relationship is not obtained.” As con-
cerns the first two decades of the century, the relationship between
income velocity and interest rates is determined by the circumstance
that velocity fluctuated around a horizontal trend line whercas
interest rates were subject to the trends previously indicated.

% Both velocity and Treasury bond yields tended downward in the depression (bond
yields with a contra-trend rise in the second half of 1931 and in 1983). Bank liquidity
ratios did not, however, increase in this period.
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To summarize: Only in the post-depression period of the 1930’s
do the “historical” liquidity functions in the United States possess
the shape which the analytical functions should possess, on the
Keynesian assumptions. In asserting this it is taken for granted that
any mecaningful relationship between interest rates and the demand
for idle balances, or the demand for bank reserves, would have to
be established for liquidity ratios, rather than for aggregate liqui-
dity. This is expressed in the Keynesian theory by making the de-
mand for idle balances depend on income as well as on the interest
rate. The liquidity preference of persons or of institutions cannot
be said to have changed if only their aggregate liquidity provisions
have become differcnt, but they can be said to bave changed if their
liquidity provisions change in relation to the level of their activi-
ties—given the character of these activities. This is the reason the
movements of interest rates with those of velocity and with those of
the ratio of bank reserves to deposits have been compared.

The mere fact that the historical liquidity functions do not slope
downward until the decades of the 'thirties does not prove anything
about the shape of the analytical liquidity functions. Downward
sloping liquidity functions might have shifted so as to produce a
locus curve of an entirely different character. However, if this should
have happened, the shifts of the curves must consistently have been
such as to wipe out all traces of their “true” shape; and, to say
the least, there exists no obvious method of correcting for other
variables, by which anything like the “true” shape could be recon-
structed.

During the 1930’s the historical liquidity functions possess the
“Keyncsian” shape and this might be regarded as prima facie in-
dication of the shape of the true liquidity function in the period.
A certain amount of skepticism may, however, be justified con-
cerning the quality of this indication, even on the prima facie
level. Perfectly reasonable explanations could be given of the de-
cline of interest rates and of the simultancous rise in liquidity ratios
during the post-depression recovery period, without implying a
causal relationship between these two phenomena. After the depres-
sion, banks and producers were unwilling to expand on the basis
of unchanging liquidity provisions. An increase in the level of
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bankers’ and producers’ activities was consequently associated with
an increase in liquidity ratios as well as of total liquidity. The gold
influx resulted, however, in a greater increase in liquidity than was
required for satistying the investment demand at unchanging inter-
est rates and the concomitant rise in liquidity ratios. The excess
liquidity provided by the gold influx exerted a downward pressure
on interest rates and was absorbed by investment at lower rates. This
seems a reasonable interpretation of the increase in liquidity ratios
and the simultaneous lowering of interest rates in the period follow-
ing the depression of 1929-1933. The simultaneous occurrence of
a decline in interest rates and of a rise in liquidity ratios during a
period of substantial gold influx does not necessarily “suggest” that
the rise in liquidity provisions is brought about by the decline in
interest rates.

A similar statement could be made with respect to the simul-
taneous tendency of velocity and of short- and long-term rates to rise
in periods of expansion and to decline in contraction. Such a ten-
dency may be said to exist generally—that is to say, not merely in
isolated subperiods. Velocities being the reciprocals of liquidity
ratios, the coincidence of the two tendencies in question could con-
ceivably be interpreted to mean that after eliminating the trend
there is found an inverse tendency between interest rates, on the one
hand, and certain liquidity ratios, on the other.” Yet this of itself
does not create a presumption that changes in interest rates produce
inverse changes in liquidity ratios. The assumption scems justified
that in periods of rising expectations the demand for loans increases
with the result that interest rates frequently also rise, and that at
the same time entrepreneurial safety margins increase with the re-
sult that the demand for liquidity per unit of commitments declines.

SUMMARY

If large-scale dishoarding occurs at a time when bank assets are of
such a composition as not to permit a sudden and substantial reduc-
tion in the supply of money, it might be impossible to tighten the
credit market sufficiently to prevent inflationary developments. An

®This is true in a vague sense only. After some experimentation I am doubtful
whether the usual trend-elimination techniques lead to any mecaningful relationship
between interest rates and liquidity ratios.
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attempt to conduct the funds dishoarded into the market for govern-
ment bonds may fail because such an attempt creates the expectation
of falling bond prices at a time when commodity prices are expected
to rise. Dishoarding therefore cannot always be prevented by means
of restrictive credit policy, although the creation of new money
can—provided the monetary authority is willing to accept the con-
sequences of a sudden collapse of bond prices and provided the
Treasury is not forced to spend more than what a politically fea-
sible tax structure will yield.” On the whole, even counterinflation-
ary credit policies are far from being omnipotent (unless the frcezing
of money stocks is included in the scope of the “policy”). The same
is true of counterdeflationary credit policies with the exception of
the outright creation of money.

It is not safe to assume that sufficiently low positive interest rates—
and a sufficiently “casy” credit—will always start an expansion be-
cause the downward interest elasticity of private investment may
be insufficient. The reason why it also is not safe to assume that
deficit financing by borrowing from the commercial banks and from
the public will start an expansion, is that the interest elasticity of
liquidity provisions also may be insuflicient. The only direct con-
sequence of new government borrowing that might induce banks
to create new moncy, and that might induce individuals to dishoard,
is that interest rates are kept on a higher level than would be the
case without borrowing. Yet, if the interest elasticity of individual
hoarding (i.e., of velocity) is small, and if the elasticity of bank
reserve ratios to interest rates is small, then the inducement to create
new money and to dishoard also is small. In this event the new gov-
ernment securities arc bought with money that would have been
used for private investment if the government had not increased
its borrowing. It has been argued on a priori grounds that it is not
safe to assume that liquidity provisions are considerably elastic to
interest rates and it has been argued that the slope of the analytical
liquidity functions may in certain circumstances even be positive.

® This has an obvious bearing on the problem of postwar inflation. If an inflationary
outburst should materialize in the immediate future the monetary authority could not
do much to stop it. But at least the Federal Reserve Board should be empowered to raise
reserve requirements if necessary and to discriminate regionally. Moreover, taxes should
not be lowered prematurely, and a rigid policy of constant interest rates should not
be adopted.
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The historical behavior of the interest-liquidity relationship is, of
course, inconclusive from this point of view, but there is nothing in
the historical development that would call for interpretation in
terms of elastic liquidity functions. At best it could be said that the
development during the 1930’s could be interpreted with equal ease
on the assumption of clastic and on that of inelastic liquidity pro-
visions. If the developments during the three preceding decades
were to be explained in terms of elastic liquidity functions, a great
many “visible” relationships would have to be interpreted away by
assuming shifts of the analytical functions. In general, it is not safe,
thercfore, to base policies on the assumption of substantially elastic
liquidity provisions.

These doubts concerning the effectiveness of certain monetary
policies relate to difficulties of a less complex character than does
the gencral objection that monetary policies must not be accepted
as “panaceas.” It is possible to argue that even those policies which
must be regarded as effective from the points of view adopted in
this chapter may fail to solve the basic problems of a chronically
stagnant economy. Such an argument would have to move on a more
complex level, along lines to be examined in the next chapter. So
far it merely has been argued that the policy of open-market pur-
chases, and that of deficit financing by borrowing from the public
or from the commercial banks, fail in a very “elementary” sense if
the downward interest elasticity of private investment and also the
interest elasticity of liquidity provisions is small. In this case the
two policies in question fail at the outset because the lowering of
interest rates, which is brought about by open-market purchases,
does not produce a substantial volume of additional private invest-
ment; and because the government, if it embarks upon a deficit-
financing program, conducts previously active money, instead of
dishoarded money or new money, into the channel of public expen-
ditures. This statement does not imply any theory of adverse indirect
ceffects. In the circumstances here envisaged, the two policies fail,
regardless of possible “repercussions,” simply because the basic
functions along which they operate do not possess the shape ex-
plicitly or tacitly assumed when these policies are advocated.

On this level the policy of deficit financing through the central
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bank cannot fail. Nor can policies fail in this elementary sense, if
they represent deficit financing through the central bank in dis-
guisc—for example, if the central bank creates excess liquidity which
is being simultancously tapped by the Treasury. The direct expan-
sionary effect of these policies does not depend on the elasticity of
liquidity provisions or on that of private investment.® Assuming,
thercfore, that expansionary monetary policies are called for, it
seems to be “safer,” as well as less costly, for the Treasury to stimu-
late business activity by financing deficits directly or indirectly via
the central banking system. Whatever the more complex dangers of
sustained cxpansionary policies may be, it is not clear why they
should be assumed to increase through central bank financing.

3t However, the magnitude of the “respending” effect (or of the multiplier effect in
Angell’s sensc) does depend on these factors. This secondary effect is the gicater, the
smaller the interest clasticity of hoarding and the greater the interest elasticity of pri-
vate investment (and, of course, the greater the marginal propensity to consume).



CHAPTER VII

Underutilization and Full
Employment Policy

SoME ADVERSE FACTORS

rI:{E EARLIER PARTS of this volume include observations con-
cerning social and economic factors that may produce stagnant
trends. Conclusions relating to these factors will now be briefly
reviewed. The analysis concerning full employment policies is sum-
marized in the second section of this chapter.

The distribution of income has considerable bearing on trends
in output and employment. If real wages arc very high and (average
and marginal) profit rates very low, the reward for the bearing of
uncertainty is insufficient. Uncertainty declines but it does not tend
to zero when real wages, and thereby the average propensity to con-
sume, become very high. Conscequently, if real wages are successively
increased and profit margins diminished, there must exist a point
beyond which profit margins become insuflficient. On the other
hand, if real wages are successively diminished and (average and
marginal) profit rates increased, there also must exist a point beyond
which the growing profit margins become insuflicient to compen-
sate for the even faster growing uncertainty. Instability and thereby
uncertainty would grow beyond all reasonable limits if, in conse-
quence of a decline of the average and of the marginal propensity
to consume, investment for further investment became the only
significant source of the demand for goods. The adverse cffects of
such a degree of uncertainty could not be ruled out by the circum-
stance that a very high fraction of the price would consist of profits if
the goods produced should be salable. They would be salable on:
a large scale only in periods in which the mentality characteristic of
stock-exchange booms extends throughout the entire industrial com-

[210]
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munity. Normally, the instability of demand would preclude in-
dustrial activities on a scale sufficient to produce a high level of
employment.

Although it may be inferred that a “balanced” distribution of
income helps to maintain business activity at a high level, definite
criteria do not exist on which it could be decided whether in given
periods of underutilization the distribution of income should be
corrected in the one or in the other direction in order to increase
the level of activity. There exists, however, a likelihood that in
advanced depressions a reduction of unit labor costs, and in ad-
vanced stages of an expansion a rise in unit labor costs, frequently
is conducive to the maintenance of a high level of output and of
employment. This is true because it seems appropriate to charac-
terize advanced depressions as periods in which the average propen-
sity to consume is high and in which unsatisfactory profit margins
are expected with comparatively little uncertainty. Advanced ex-
pansions, on the other hand, are periods in which satisfactory profit
margins are expected with a relatively high degree of uncertainty.
Whenever unsatisfactory profit margins are expected in periods of a
high average propensity to consume, it seems likely that output
could be increased by raising average and marginal profit rates even
at the cost of some increase in uncertainty—that is, even at the cost
of some reduction in the average propensity to consume. Whenever
large profit margins are expected in periods of low average propen-
sity to consume, it scems promising to raise unit labor costs, that is,
to increase the average propensity to consume, even at the cost of
reducing the profit margins per unit of output. This makes it seem
probable that in the first type of situation a reduction in unit labor
costs, and in the second, an increase in unit labor costs, might fre-
quently have favorable effects on the level of output. Rising unit
labor costs in depressions and declining unit labor costs in expansion
are potential adverse factors. It should be added that there exists a
presumption that changes in money wage rates are associated with
changes in real wage rates in the same direction (and, of course, also
with changes in unit labor costs in the same direction, unless the
change in productivity goes in the opposite direction and outweighs
the change in real wage rates). This presumption is based on the
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fact that the total money demand for goods is not likely to rise in
the same proportion as that in which money wage rates rise, nor is it
likely to decline in the same proportion, because the size of wage
income does not bear dircctly on the investment demand for further
investment. Furthermore, it should be borne in mind that secularly
money wage rates should be given a rising tendency, provided policy
aims at a reasonably stable price level. Otherwise, as a consequence
of technological progress, unit labor costs would display a secular
downward trend whereas prices would not.

Obviously, if a “balanced” distribution of income has favorable
effects and if “unbalanced” distribution gives risc to adverse devel-
opments, the degree of progressiveness of the tax structurc must be
of considerable significance. Increased progressiveness has impor-
tant effects in common with a rise in real wages at the expense of
profit margins, and reduced progressiveness shares important cflects
with a rise of profit margins at the expense of real wages. On the
assumptions previously outlined on the character of periods of ad-
vanced expansion and of advanced depression, it follows that in-
creased progressiveness in depression and reduced progressiveness
in expansion are potential adverse factors. This position, of course,
is quite compatible with the fact that it is possible to put an end to
a period of expansion by means of progressive taxation, if this type
of taxation is carried beyond certain limits.

Turning from the problem of income distribution to that of the
supply of money, it may be inferred that underutilization of re-
sources calls for easy money policies. Ceteris paribus the willingness
to invest is always greater at low than at high rates on money loans,
and it is always greater when credit is easy than when it is tight. This
fact apparently is not contested by anyone. Nevertheless, it seems to
be true that central banks are not always aware of the bearing of
their policies on the general level of business activity. Laughlin
Currie, for example, argued convincingly that in the depression of
1929—-1933 the Federal Reserve System acted more on the basis of
certain ill-defined rules and conventions than on the principle that
it is the regulator of the money supply. The supply of money was
allowed to shrink abruptly, especially after 1930, although open-
market purchases, if they had been undertaken on a sufficiently large
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scale, could have prevented such a development. Yet, from the
downturn in 1929 to March, 1932, the Federal Reserve banks bought
no more than 6go million dollars in government securities, and,
aside from this they limited themselves to their traditional activities
of discounting eligible paper and of buying bankers’ acceptances at
interest rates which, measured with predepression standards, were
considered to be low rates. It is entirely meaningless to maintain
that, by so doing, the Federal Reserve System satisfied the “needs of
legitimate business” for commercial credit.* It is quite coriect to
maintain that it neglected to counteract a vigorous deflationary
tendency, and that instead of increasing the supply of money at a
time when velocity declined, it allowed a violent reduction of the
stock for no good reason. An attempt to counteract this tendency
by open-market purchases would have further lowered the entire
interest-rate structure, and it is safe to conclude on purely a priori
grounds that this would have resulted in a higher level of activity
than that actually attained. It is of course quite uncertain whether
such a policy alone would have resulted in a satisfactory level of
activity, even if it had been started at an early stage. Yet the fact that
an institution cannot accomplish a desired objective by itself docs
not justify its failure to act.

In what was the most critical period from this point of view, that
is during the year 1931, when the economy showed signs of an in-
cipient recovery, the Federal Reserve System was prevented from
taking reasonable measures by cligibility requirements based on
orthodox and ill-defined theories of central banking.* The criti-
cism should therefore not primarily be directed at persons, but at
irrational theories and legal arrangements which determined the
attitudes of institutions. It is irrational to deny that, in the contem-
porary setting, the main function of central banks is that of regu-
lating the supply of money, including bank deposits. If in the
depression of 1929—1933 this had been clearly realized, it is highly
unlikely that any important group would have advocated “regu-

! Laughlin Currie, The Supply and Control of Money in the United States (2d ed.;
Cambridge, Harvard University Press, 1935), cf. mainly chaps. iv, ix, xiii, and xiv.
? The eligibility requirements assumed increased importance in 1931, owing to the

outflow of gold. Cf. W. Randolph Burgcess, The Reserve Banks and the Money Market
‘rev. ed., New York and London, Harper and Brothers, 1936), pp. 282 fI.
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lating” the supply in such a manner as to have it shrink all the time
and especially from 1931 on.

Although irrational monetary management may prolong depres-
sions and may be responsible for longer periods of underutilization,
an interpretation of the periods in question in terms of this factor
alone seems inadequate. A good case can be made, on a priori
grounds, for the assumption that long-run trends toward shifts in
the composition of output exert a favorable influence on the aggre-
gate level of output and that the absence of such trends is a potential
adverse factor. During expansions, these trends add substantially
more to the amount of investment in the fields that arc favored than
what is deducted from the amount of investment in the fields ad-
versely affected. What is added to the amount of investment in the
ficlds favored is new investment, what is suppressed in the ficlds
adversely affected is replacement. Even over reasonably long periods
the resultant of these two component forces is a positive force, tend-
ing to raise the level of activity. Moreover, in cyclical depressions
the belief in the existence of an upward trend for specific fields may
become the initiating force of early recoveries, whereas the belief
that all specific trends are dominated by the trend of business as a
whole may prolong the vicious circle of deflation. It is possible to
lend some plausibility to this proposition by referring to factual
material, although the statistical argument itself is inconclusive.
Theories of economic development stressing the significance of
innovations can be fitted into this reasoning, although it should not
be taken for granted that innovations always are the initiating forces
of shifts in the composition of output.

The above pages are not intended to convey a generally valid
explanation of periods of stagnation. There exists no such explana-
tion. A possible combination of circumstances was outlined that
might exert an adverse influence on business activity for periods of
time considerably exceeding the “usual” duration of depressions.
This combination of circumstances is characterized (a) by the ab-
sence of significant trends toward shifts in the composition of out-
put; (b) by the fact that equalitarian policies become reinforced in
periods of depression and that they weaken in periods of high
activity so that measures resulting in an increased average propen-
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sity to consume at the expense of profit margins are introduced not
when the average propensity to consume is low and profit margins
are high, but when the average propensity to consume is high and
profit margins are low; (¢) by a monetary management that is not
consistently aware of its being the regulator of the supply of money.
Such a combination of circumstances may cxert a depressive influ-
ence on the level of activity especially if monopolistic tendencies
become reinforced at the same time. Temporary saturation in
specific fields of investment activity, for example in the important
field of residential construction, may scriously aggravate conditions.
All “protracted depressions” have fallen in downgrades of the build-
ing cycle (although not all downgrades of the building cycle have
produced protracted depressions).

Circumstances of an entirely different character may, of course,
also lead to protracted or chronic underutilization. All that is re-
quired for a stagnationist constellation, is the insufficiency of invest-
ment for further investment to absorb the resources not used for
the production of consumers’ goods and for investment for con-
sumption. It is impossible to prove or to disprove, in any rigorous
sense, propositions according to which certain factors are capable
of producing an insufficiency of investment. However, doubts may
be expressed about the stiategic significance of some circumstances
emphasized in the Keynes-Hansen argument concerning “stagna-
tion” in mature economies. So far as the significance of extensive
growth is concerned, the Keynes-Hansen argument would scem to
rest largely on the assumption that an economy with an unchanging
territory and with a slight population growth could only move
upward along a different (less “favorable”) consumption function
than an “extensively” growing economy and that the upward move-
ment does not materialize along such a (less “favorable’) consump-
tion function. In reality, however, it is not possible to substantiate
with facts these assumptions concerning the relationship between
extensive growth and the shape of the over-all consumption func-
tion. This weakens the argument that further movements along the
actually observable consumption function have constituted a more
difficult process than upward movements along those consumption
functions which would have prevailed if new territories and new
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population had been added to the existing stock. It may still be true
that movements along one and the same over-all consumption func-
tion materialize more readily when the population grows rapidly
than when it stagnates, because it is easier to forecast the kind of
goods that will be demanded when new persons want more of the
same things than when the same persons want more things. Yet it
should be remembered that even in periods of rapid population
growth the rise in aggregate consumption expressed itself to an
important degree in increased per capita consumption.

On somewhat different grounds it may, perhaps, be argued that
extensive gfowth is necessary if stagnation is to be avoided, because
diminishing returns tend to be counteracted by the acquisition of
new resources. But, so far as the United States is concerned, it would
be unconvincing to attribute stagnation to diminishing returns.
Even when extensive growth had slowed down per capita output
continued to grow at a rapid rate, and the rate of growth of output
increased in relation to the rate of growth of real capital. Diminish-
ing returns have been consistently outweighed by improvement.
The objection that improvement was a better offset in the past be-
cause it brought more “deepening of capital” is not valid. The
distinction between deepening and merely widening innovations is
irrelevant for long-run analysis.”

On the other hand, it should not be overlooked that the acquisi-
tion of new resources may alleviate the social tension in the expand-
ing community and that this may delay the growth of trends that
might interfere with the maintenance of a high average degree of
employment. The existing power groups, which produce institu-
tional rigidities, extend their influence automatically over new
segments of the economy within a given cconomic area. Additions
to the given economic space are comparatively unorganized in the
beginning and consequently they frequently are freer from insti-
tutional rigidities. In this somewhat indirect sense the extensive
growth argument may contribute importantly to the understanding
of stagnant tendencies.

3 Cf. above, pp. 74-82.
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FuLL EMPLOYMENT POLICIES

There exist only three methods which, if carried far enough, are
capable of eliminating nonfrictional unemployment,* regardless of
the initial state of entrepreneur expectations. It is true, however, of
many policies that they are likely to diminish unemployment, and
these are likely to produce reasonably full utilization, provided the
genuine tendency toward underemployment is moderate.

The three methods may be described as’(a) the subsidizing of
private producers; () the financing of public investment by the
government (or by central banks): (c) the financing of consumer sub-
sidies by the government (or by central banks).® The first method is
probably not practicable on any large scale for political and admin-
istrative reasons. The second and third methods may be practicable
for periods of considerable length, although the third method prob-
ably less so than the second. After an attempt to justify the elimina-
tion of the first method (a), it will be argued that the basic features
of our institutional setting could scarcely be “rescued” by the re-
maining methods (b and c) if there should be a secular tendency
toward mass unemployment or if—regardless of the secular trends—
these methods should be applied in the framework of a rigid full
employment guarantee. This will be argued in the immediately
following passages (pp. 218-229). The emphasis will, however, be
placed on a positive statement. Consistent application of these poli-
cies against cyclical (rather than secular) depression tendencies does
not have to produce abrupt changes in the institutional environment
provided the timing of the policies is adjusted to price and wage
movements in a flexible manner; and if these policies (b and ¢),
along with others, will be adopted in early stages of recessions, there
is a good chance that the economy will not be faced with an adverse
secular trend. Consequently, the second and third methods men-

¢ Frictional unemployment, brought about by regilonal or occupational immobility
of resources, could, “in principle,” be eliminated by the first two methods enumerated
in the text, but such an attempt would be quite unreasonable and it would give rise to
very serious difficulties. It is even, “in principle,” impossible to eliminate frictional un-
employment by the third method (cf. above, p. 217 and p. 226).

¢ Allowing the nominal value of any given banknote, coin, or deposit to decrease con-
tinuously over time (i.e., “taxing” money stocks or adopting a“stamped money” scheme)
is not a dependable method (cf. above, p. 187, n. 8).




218 Monetary Policies and Full Employment

tioned, if applied consistently as anticyclical policies, may greatly
contribute to create the secular trends under which they can be used
without abrupt institutional changes.

As for subsidizing private producers (cf. method a, above), the
question of whom to subsidize and of what the conditions of the
subsidy should be, must necessarily be answered on highly arbitrary
grounds. By paying enough money to a sufficient number of pro-
ducers it would be possible to induce the aggregate of these pro-
ducers to employ the whole labor force available to them. But there
does not exist any general principle on which it would be possible
to decide how many jobless persons should be employed by each
producer and by each industry, in addition to those employed in the
absence of subsidies. The allocation of the additional employment
and of the corresponding subsidy payments being arbitrary, the
chances are small of finding a generally acceptable, or even a politi-
cally feasible, solution. Morcover, cven if some arbitrary pattern of
distributing the additional employment, and the corresponding
subsidy payments were accepted politically, it still would be impos-
sible to find out to what extent the single producers actually satisfied
the conditions concerning additional employment. Aside from the
administrative difficulties, it must be realized that the concept of
additional employment is not a satisfactory basis for policy because
nobody knows what the amount of employment would have been
in an industry if the subsidy plan had not been adopted. This ques-
tion also would have to be decided arbitrarily. On the whole, the
government would be paying out significant amounts of money to
private individuals and to institutions whose share in the sum total
of subsidy payments could not be justified except in terms of admit-
tedly arbitrary decisions of the authority. The resulting allocation
of resources would, of course, also be quite arbitrary. It seems prac-
tically inconceivable that in a political democracy such a system
should prove to be workable on a large scale.’

¢ The difficulties would partly be analogous to those that have arisen in connection
with the concept of additional exports in the Central European exchange control sys-
tems. But the subsidies granted on additional exports were on a comparatively minor
scale, and the form of government of the countrics in question was mostly nondemo-
cratic. Cf. Howard S. Ellis, Exchange Control in Central Europe (Cambridge, Harvard
University Press, 1941), pp. 18-19.
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Of course, it cannot be denied that a public investment program
(method b, distinguished on p. 217) also distributes gains in a highly
arbitrary fashion, and that it also results in a composition of output
which is arbitrary in terms of the market mechanism. There exists,
however, the politically important difference that the arbitrary effects
are mainly the indirect ones, whercas the direct effects can usually
be justified, in a more or lcss acceptable fashion, for periods of con-
siderable length. Countries obviously need highways, dams, and
so on. Even if the public “investment” does not result in the con-
struction of valuable asscts such as these but is in the nature of a
quasi dole, it still can be maintained as a general principle that the
government must not let the unemployed perish. ‘The choice of the
specific public investment projects, of course, determines the in-
direct effects on the construction goods industries, the consumer
goods industries, and so on. The choice being arbitrary, these in-
direct effects also are brought about and distributed arbitrarily by
the authority. But the political difficulties arising in consequence
of this are distinctly smaller than thosc standing in the way of an arbi-
trary distribution of direct subsidy payments to private producers.

In fact, among the many objections that have been raised against
public investment programs, criticisms of the arbitrary distribution
of indirect gains in subsidiary ficlds is not of outstanding impor-
tance. What seems to be the most vigorous criticism of thesc pro-
grams has been based on the claim that the eflects of a continuous
rise of the national debt must sooner or later become detrimental.
The popular argument advanced in support of this view rests on
an alleged analogy hetween private and public debt. This version of
the argument is a fallacy because it does not take into account the
fact that payments on an internally held public debt are transfer
payments. Yet so long as the government borrows from private indi-
viduals and institutions (including commercial banks), it remains
true that adverse consequences may arise from a significant increase
in the public debt.”

If the government securitics are sold to private individuals anc

7 Cf. David McCord Wright, The Creation of Purchasing Power (Cambiidge, Harvarc
Univeisity Press, 1942). pp. 135 I Ci. alvo idem, “I'he Economic Limit and Economis
Burden of an Internally Held Public Debn,” Quarterly Journal of Economics (Novem
ber, 190), 116-129.
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institutions (i.e., if borrowing from the central bank is excluded),
the government must be prepared to collect the interest cost of its
borrowing operations by means of taxation. This is true because a
policy that must depend in ever-increasing measure on additional
borrowing from certain private groups, in order to pay interest to the
same groups, would presumably sooner or later create such distrust
as to render the government securities unsalable.® It is incorrect
to maintain that in these circumstances the credit aspects of an
internally held public debt cancel out with its debit aspects, merely
because the debtor belongs to the same community as the creditors.
The adverse effects of the debit aspects on production may possess
a different magnitude from the favorable effects of the credit aspects.
If the debt grows high, the adverse effects of the debit aspects tend
to outweigh the favorable effects of the credit aspects. The debit
aspects reflect themselves in the paying of taxes, the necessity of
which diminishes the willingness to bear risk. The incentive-destroy-
ing effect of taxation would be reduced if present loss deduction
provisions were extended along with the appropriate carry-over
provisions; yet such provisions would not eliminate the adverse
effect of taxation on the willingness to invest because producers
could not take it for granted that profits will be available from
which the losses may be deducted. Profits may turn out to be nega-
tive not merely in a single year but also over longer periods, in the
aggregate; and, particularly, new enterprises might have to liqui-
date under the impact of initial losses before earning adequate
profits. In view of these circumstances, the compensation which the
tax system promises ex ante for potential losses is less than the
equivalent of the penalty which it places on potential profits, even
if extensive loss deduction with carry-over is allowed. Eliminating

8 What ultimately distinguishes the credit of the federal goveinment from that of
other institutions is the ability of the federal government to tax and to create new
money without horrowing fiom outsiders for meeting its obligations. 4side from these
characteristics, its ability to meect its obligations by borrowing mote from its creditors
would be no difterent from the ability of other institutions to do the same; and it is
known that this is no sound basis for the credit of an institution. The process of creat-
ing new moncey without boirowing from outsiders has been excluded from the present
context: the concern here is with the sale of secunities to private individuals and insti-
tutions. The outright creation of money (without borrowing from private institutions)
will be considered in the subsequent paragraphs. So long as this alternative is excluded,
the distinctive features of the government credit is determined by its ability to tax.
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the double taxation involved in the present American corporate
plus personal income tax structure might also reduce the incentive-
destroying effect of taxation, even if personal income taxes were
kept on a correspondingly higher level. This seems likely because
corporate managements, on the whole, are more concerned with the
net profits earned by the corporations than with the “income net
of personal taxes” of the individual stockholders. But, obviously,
the fact would still remain that, ceteris paribus, incentives become
the weaker, the higher the rate of taxation. The debit aspects of the
public debt, which are reflected in increased taxation, must there-
fore be assumed to exert an adverse effect on the willingness to
bear risk. The credit aspects of the public debt are reflected in
the receipt of interest payments by the owners of government securi-
ties. The interest received may be spent or hoarded, and, for the
reasons just discussed, it will tend to be hoarded rather than invested
if taxes are very high. Consequently, the “public debt argument”.
against deficit-financed government investment, although usually
stated incorrectly, is not really without justification, provided the
government borrows only from private individuals or institutions.
What frequently is overlooked, however, is that the argument

would lose all validity if the government financed its investment
program by selling noninterest-bearing securities to the Federal Re-
serve banks,” or by any method of “outright moncy creation.”” The
objection that financing through central banks is inflationary has
no justification because it is the objective of government policy to
induce monetary expansion whenever a public investment program
is adopted in order to produce fuller utilization of resources. In fact,
it was shown in chapter vi that, in these circumstances, financing

® Or, by sclling interest-bearing sccurities, provided the extra profits of the Federal
Reserve banks are taxed away.

1 This would scem to be one of the main ideas conveyed by Professor Abba P. Lerner’s
theory of “functional finance,” which has been expressed in several of his writings—
most recently in chapter xxiv of his The Economics of Control (New York, Macmillan,
1944). Yet Lerner’s cxposition creates the impression that fears from the consequences
of a rising public debt rest on mere prejudices cven if the government borrows from
private lenders. This is not nccessarily so, although it should be pointed out that even
a continuously rising privately financed public debt nced not produce a rise in the
service charges in relation to national income, provided national income rises suffi-

ciently due to rising productivity (cf. Evsey D. Domar, “The ‘Burden’ of the Debt and
the National Income,” American Economic Review, December, 1944).
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through central banks possesses significant advantages over other
methods of financing because the expansionary effect of borrowing
from other lenders depends on the clasticity of liquidity provisions
to interest rates. If the interest elasticity of hoarding, and of the
bank reserve ratios actually maintained, are small, then borrowing
from individuals and from commercial banks will not result in any
significant rise in MV, whereas borrowing from central banks always
possesses expansionary effectiveness.™

It was also argued that, from this point of view, the combination
of certain apparently independent policies may have identical effects
with the policy of direct borrowing from central banks. If, for
example, central banks buy securities from the public or from com-
mercial banks and the government at the same time sells securities
to the public or to the commercial banks, then this combination of
policies differs in form rather than in substance from direct borrow-
ing from the central bank. The same is truc of the combination of
policies actually adopted in the United States during the recovery
period of the 1930’s. This was a combination of gold purchases by
the central bank with government borrowing. The primary expan-
sionary effect of such a combination of policies does not depend on
the interest elasticity of liquidity provisions, just as the cffectiveness
of direct borrowing from central banks does not depend on this
factor.” However, in the event of a combination of gold purchases
with deficit financing, there does exist the difterence that the public
debt gives rise to an internal transfer problem which would not
exist in the event of direct financing by the central bank or in
the event of the appropriate combination of security (rather than
gold) purchascs with deficit financing. The gold yields no interest
to the Treasury, whereas the government securities sold to the com-
mercial banks do cost the Treasury interest.

Financing by central banks seems desirable, whenever the public
works program is aimed at an expansionary cflect. The policy of
direct financing is much less “revolutionary” than it might seem to
be at first sight, because combinations of policies differing merely

1 However, the contiol of the Federal Reserve Board over 1eserve requirements
should be inaeased il such a policy is adopted and even aside fiom such a policy.

2 But the secondary eftects depend in both cases on the marginal propensity to spend,
which, in tuin, is partly determined by the clasticities in question,



Policies 223

in form from direct financing have been adopted in the past. The
policy of direct financing would clearly invalidate the argument
according to which public works programs lead to detrimental con-
sequences via their effect on the financial position of the Treasury.
It is true, of course, that a large-scale direct-financing program
might run into substantial political difficulties. But there exists a
difference between these difficultics and the ones considered earlier
in this chapter. Objections to subsidizing private producers cannot
be said to rest on mere prejudices. Nor does a person necessarily
express mere prejudices if he maintains that a rising public debt
may crcate difficulties, even if the debt is internally held. But it is
a mere prejudice to maintain that a public investiment program
aimed at expansionary eflects is sound, or at least acceptable, if
financed by sccurity sales to the public or to the commercial banks
but that it is unsound if financed by security sales to central banks.”
This statement is subject only to the qualification that public in-
terest attaches to the ability of the commercial banking system to
maintain itself and that the commercial banks may have an interest
in being the holders of future increments to the public debt. But,
in the first place, it is by no means obvious that keeping the com-
mercial banks sound requires further increasing their holdings of
government sccuritics, and second, even if bank canings should
become inadequate in the future, there exist others ways of mecting
this problem.” Aside from these implications, the sentiment against
direct financing is a prejudice, provided reserve requirements are
under control. Yet it must, ol course, be admitted that prejudices,

" See also in this connection, David McCord Wright, op. cit., pp. 190 fI.

1 Deficit financing careates deposits.the handling of which gives 1ise to costs which the
commercial banks must be capable of 1¢ecovering in order to perform their functions
satisfactorily. Obviously the commercial banks earn moie if they hold interest-bearing
government secutities than if the Federal Reseive banks hold government securities
and the commercial banks merely hold such yeserve balances as come into existence
when the government 1emits money fiom its ouwn Tederal Reserve account to a cus-
tomer of a commerdial bank. But to maintain that, in consequence of this, deficit
financing via noninterest-bearing securities should be outlawed, means insisting on an
entirely inational solution of a (1cal) difficulty. Why should the amount “the banks
must be allowed to earn” equal a definite percentage of a prindipal determined by the
deflationiny gap which the government attempts to bridge by expansionary financing?
‘This certainly is a meaningless formula. And why should it be taken for granted that
it is preferable to 1eserve this channel of carnings for the commerdial banks rather than
to allow them other benefits or possibly have them mcaease certain service charges in
the appropriate measue?
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by giving rise to adverse psychological repercussions, may create
their own justification. Indirect financing by central banks is more
“expedient” and certain methods of indirect financing (combina-
tions of open-market purchases with the usual methods of deficit
financing) may, perhaps, accomplish the same objectives as direct
financing.

However, even if the internal transfer difficulties arising from the
growth of the debt could be eliminated by the method of central
bank financing, it still would not follow by necessity that a private
enterprise economy and the concomitant political institutions could
be kept alive indefinitely by supplementing a chronically deficient
volume of private investment with a large-scale public works pro-
gram. The true difficulties, those which are really unavoidable,
presumably would not undermine the system unless a substantial
deficiency of private investment were *“epochal” rather than merely
“cyclical” or even “protracted.” These difficulties will be discussed
and the question will be raised of how they could be avoided by
a policy faced with merely “cyclical” depression tendencies.

In the first place, it is likely that if a substantial flow of public
investment was to be generated continuously over a long period of
time, much of the public works would have to be on the “wastcful”
rather than on the “productive” end of the range of potential proj-
ects. The number of productive projects is limited through the
circumstance that competition with private investment projects
must usually be avoided, if a net increment in investment expen-
ditures, and not merely a substitution of government investment for
private investment activity, is to be brought about. In certain cir-
cumstances government competition with private industries may
open up monopolized fields for private outsiders and may thus
become a weapon of antitrust policies aimed at increasing private
production.” But competition with private investment will have to
be kept within rather narrow limits if no reduction of private pro-
duction is to ensue. The box containing government projects which
are “worthwhile,” according to generally accepted value judgments,

3See Howard S. Ellis, “Monctary Policy and Investment,” American Economic
Review, Supplement (March, 1940), 27-38; cf. pp. §7-38 (reptinted in Readings in Busi-
ness Cycle Theory, edited by a committee of the American Economic Association under
the chairmanship of Gottfried Haberler, Philadelphia, Blakiston, 1944).
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and which nevertheless do not reduce private investment oppor-
tunities, is not an empty box by any means. But the content of this
box is limited at any moment of time and it cannot be increased
indefinitely at will. If the volume of private investment should
epochally prove to be deficient by a high margin and if the postulate
should be accepted that the gap must currently be filled with non-
competing public projects, it would be unavoidable that a large
proportion of these projects should be considered wasteful by public
opinion and that the incomes derived from these projects should
be considered quasi doles. The state of mind of a community in
which this view prevails gradually becomes receptive to proposals
directed at substituting for the existing order one in which it is not
necessary to waste a significant part of the existing resources. It
might then rightly be argued that the waste could be eliminated if
the government, instead of avoiding competition with private busi-
ness, “took over” the private segment of the economy. However, it
is most unlikely that such a transition would be compatible with
democratic political institutions. A democracy in which a signifi-
cant share of the population lives on quasi doles” is socially less
objectionable and politically less unstable than one in which un-
employment is high and in which the unemployed are on the verge
of starvation; yet quasi doles would presumably fail to render the
political order of a democracy stable in the long run.

Second, there exists a more narrowly technical reason why the
institutions of private enterprise economies would become obsolete
if private investment were chronically deficient and if a high level of
employment were produced all the time by mcans of compensatory
public works. In the event of a chronic large-scale deficiency of pri-
vate investment, the government would presumably be forced to
“guarantee” the level of employment de facto, if not de jure. Infla-
tionary developments would constitute a threat in such a setting, un-
less the government was willing to forestall them by an claborate
system of direct controls. It would be necessary to resort to direct
interference with the price and wage level to prevent monopolistic
groups from raising their money earnings against the background of

 That is, on incomes derived from public “investment,” such as is wasteful except
for the multiplier effect.
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the government “‘guarantee.” Labor unions, for example, would be
in a position to raise money wages without creating unemployment
because the government would always absorb the slack. Sir William
Beveridge seems to feel that an over-all labor union, organized on a
national scale, would exert no inflationary pressure, because to the
representatives of labor as a whole it would be obvious that they
have nothing to gain from such wage increases as are associated with
a rise in the cost of living. Yet even a national union would have to
take account of the pressures originating in specific constituent
groups and the easiest way of doing this would usually be that of
accomplishing wage increases for the various specific groups in suc-
cession. Moreover, the union might frequently take the position
that wage increases should be granted and that these should not
lead to price increases, whereas in rcality they would. Given a con-
sistent policy of guaranteed full employment by fiscal means, an
upward pressure on money earnings would have to be anticipated
from labor groups. In many industries of strategic significance,
which would benefit from public investment expenditure, the same
would be true of monopolistic entreprencur groups. The normal
penalty for raising supply prices beyond certain limits would be
eliminated and the economic penalty would have to be replaced
by legal penalties (regulations). The sctting would be distinctively
conducive to an all-round upward pressure on the price level and
it is scarcely conceivable that the government would be capable of
coping with this pressure by means other than comprchensive direct
controls. The controls would presumably have to extend to impor-
tant segments of the wage and price structure, to the quality of goods
produced and services performed, and also to locational problems
and to factors affecting labor mobility. These factors would have to
be controlled because it would be most unreasonable to adjust the
government spending program to the existing regional and occupa-
tional maldistribution of resources instead of proceeding the other
way around.

The probability of the emergence of a situation calling for far-
reaching direct controls seems to be even greater if account is also
taken of the monetary characteristics of an economy in which full
employment is accomplished by sustained large-scale public spend-
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ing. In such an economy a significant stock of idle balances as well
as of government bond holdings must be expected to accumulate
gradually. Only if the full-employment policies of the monetary
authority could be based entirely on the interest elasticity of hoard-
ing, would it be possible to finance full-employment policies exclu-
sively by selling bonds to the public and by spending the proceeds
of the borrowing operations; on realistic assumptions it must be
assumed that the hoards of the public are but partly absorbed in
this fashion and that partly they are merely offset by the creation of
new money.” Consequently, in an economy of the type considered
here, the public is left with large idle balances. It must be assumed,
however, that sooner or later the public will make an effort to reduce
its liquidity substantially because the depression, in view of the
potentiality of which the high degree of liquidity is maintained,
does not materialize. In such circumstances it would probably be
impossible to prevent inflationary outbursts by the ordinary meth-
ods of credit control. In principle it would always be possible to
prevent the public from exchanging its bonds for money because
the appropriate regulation of reserve requirements would force the
banks into rationing credit so as to refrain from creating new money.
Even this might not be ““feasible” for political reasons, because such
a policy would bring a sharp decline of bond prices.” Yet to prevent
the dishoarding of already existing (idle) deposits may be literally
impossible, unless rigorous controls are adopted which interfere
with the right to spend money. The monetary authority may not
succeed in directing the balances in question into the bond market,
merely by reducing the prices of bonds. If a further decline in bond
prices and a rise in the prices of goods is expected, the usual meth-
ods of credit policy will fail. Therefore both the “income approach”
and the “quantity theory approach” lead to the conclusion that, in
the secular long run, a policy of government-made full employment
may prove to be unworkable without an elaborate system of direct
controls.

The two circumstances just discussed would presumably result in
thoroughgoing institutional changes of an economic and of a po-

e above, chapter vi, pp. 174-180.
18 Cf. above, pp. 183-185.
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litical character, should the volume of private investment prove
to be seriously deficient in the secular long run and should public-
investment projects systematically be used to make up for the defi-
ciency. To repeat, these circumstances are: (1) the “wastefulness”
of much of the public investment that can be undertaken con-
tinuously on a significant scale without competing with private in-
vestment projects; (2) the economic impunity granted to concerted
wage- and price-raising action of monopolistic groups by a policy
that would have to guarantee the level of employment in substance
if not in form.

The first of these two circumstances—the “wastefulness” of non-
competing public investment projects—may be avoided by resorting
to consumer subsidies instead of to direct public employment poli-
cies (method ¢ p. 217). Consumer subsidization, if carried out on a
sufficiently large scale, might result, within the limits set by the avail-
able real resources, in any desired amount of additional output
through the respending effect. At the same time the allocation
of resources to “wasteful” public investment projects is avoided.
Therefore, given the necessity of a large-scale deficit-financing pro-
gram, much could be said for limiting public investment to such
projects as are valuable per se (i.e., even aside from the multiplier
effect) and for accomplishing the remainder of the desired total
effect by consumer subsidies.” On logical grounds a strong case can
be made for this alternative. Yet some of the difficulties attaching
to large-scale consumer subsidization are specific of this method (and
of producers’ subsidies) in the sense of not being shared fully by
public works programs. The difficulties arising from the arbitrari-
ness of the distribution of subsidy payments as betwcen consumers
might prove to be very serious. These difficulties would presumably
be somewhat less severe than those to be expected in connection
with a large-scale subsidy program for private investors, because
subsidizing the least wealthy consumers comes closer to putting
into effect a generally acceptable principle than does any distribu-
tion pattern for the subsidization of private entrepreneurs (cf., the
gradual acceptance of unemployment insurance as necessary and

®» Cf. J. H. G. Pierson: “The Underwriting of Aggregate Consumer Expenditure as
a Pillar of Full-Employment Policy,” American Economic Review (March, 1944), 21-55.

21-55.
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“sound” in the industrially advanced countries). In spite of this, it
is doubtful whether, in a political democracy, a working agreement
could be anticipated with respect to the distribution of consumer
subsidies on a truly large scale. As for inflationary threat, discussed
in the foregoing pages, this applies to consumer-subsidy programs,
as well as to public investment schemes. In both cases monopolistic
groups would tend to raise wages and prices against the background
of guaranteed full utilization; and in both cases an automatic
velocity deflation would be counteracted by quantity inflation, with
the result that it would be necessary to introduce far-reaching direct
controls whenever the velocity of money tended back wo pre-stagna-
tion levels or higher.

It is likely that all difficulties so far considered would either dis-
appear orat least tend to become manageable if the government were
faced merely with “cyclical” depressian tendencies rather than with
a large-scale chronic deficiency of private investment. In this event
it is not necessary to “‘waste” any significant share of the available
resources because useful and mostly noncompeting public works
should always be carried out on a considerable scale and periodically
they might even assume very significant dimensions. As for the infla-
tionary danger, an anticyclical spending policy could afford to time
its operations so as to take into account price and wage trends and
the behavior of monopolistic groups. In the setting now considered
it would presumably not be necessary to guarantee the level of
employment either in form or substance. Consequently the ex-
pansionary fiscal operations could be discontinued in the event of
undesirable price trends, and inflation tendencies might well be
controllable by methods not requiring abrupt changes in the insti-
tutional setting.

The conclusion is pessimistic for a full employment guarantee
but it is hopeful with respcct to the possibility of preventing peri-
odic business recessions from developing into major depressions
with mass unemployment. Ordinarily, the government should be
capable of starting vigorous expansionary fiscal policies in early
stages of business recessions and it should be capable of preventing
dangerous price trends by the proper timing of its policies. Power
groups—by producing significant price increases at low levels of ac-
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tivity—might still be in a position to force the government into
abandoning its expansionary policies early and thereby they might
force the economy into depression. The possibility of suicidal poli-
cies on the part of power groups cannot be excluded, but it is to
be hoped that the policies of monopolistic groups would be partly
determined by their own vital interest in the avoidance of major
depressions. This hope need not be utopian in the same sense in
which it would be utopian to rely on the reluctance of monopoly
groups to produce inflation in the event of a full employment guar-
antee. For strategically situated power groups there is something to
be gained from inflation but, ordinarily, not from a major depres-
sion. In periods of business recession, monetary and fiscal policies
should be started early and on a sufficient scale. But it should be
made clear that these policies will be discontinued in the event of
certain wage and price trends. These trends should be expressed
with regard to the ad hoc requirements of the periods in which
major expansionary operations are undertaken. Fven if certain con-
trols were needed to supplement such a policy, these would pre-
sumably be of a much milder variety than those required by a full
employment guarantee.

The qualification that the policy would be unworkable under a
seriously adverse secular trend might well be less important than it
seems to be at first sight. This is because the policy might greatly
contribute to averting an adverse secular trend. The long-run trend
and the cycle do not live independent lives. They interact and, there-
fore, there is a good chance that consistent, successful intervention
in carly stages of recession would produce or reinforce favorable
long-run trends in private investment activity. There exists no
compelling reason for anticipating more than cyclical depression
tendencies if expansionary devices will be applied consistently, in
carly stages of recessions. The adjustments occurring during reces-
sion periods could take place much faster and much more smoothly
if the cumulative decline in aggregate demand was prevented. The
policy should not, however, assume exclusively the form of expan-
sionary fiscal operations. This device should always be associated
with measures aimed directly at stimulating private investment.

It is sometimes maintained that to bring forth the amount of pri-
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vate investment required for a higl level of employment will in the
future be an almost impossible task because the amount required
to “fill the gap” at high levels of employment has risen greatly.” The
absolute size of the gap has, of course, risen very greatly because the
rise in productivity has led to a significant increase in the full em-
ployment level of output. But this has been true for many decades
(probably for centuries) without having resulted in secular stagna-
tion. The relative size of the gap, that is the amount of investment
required per unit of consumption, has not so far risen, because the
average propensity to consume has not changed much. If there is
a continuation along the same historical consumption function, the
amount of investment per unit of consumption would not have to
rise for the maintenance of a high level of employment. Investment
would have to rise merely in proportion to consumption.

Among the policies directly stimulating the rate of private invest-
ment, those raising the supply of credit are the least controversial.
It is generally accepted that the amount of private investment is
increased by the lowering of interest rates, and such a policy is gen-
erally believed to be desirable in periods of underemployment.
Open-market policies have not been carried far enough in the past
and a clearer realization on the part of central banks of their true
functions in a modern economy has rightly been urged. Interest-
rate policies, however, are subject to limitations in consequence of
two distinct circumstances, regardless of how far they are carried.
In the first place, important political difficulties stand in the way
of substantial lending operations by the monetary authority to pri-
vate business because the selection of the borrowers would have to
be undertaken arbitrarily. Just as in the casc of subsidies, the au-
thority could overcome public opposition at best in cases in which
the borrowers seem to have a claim for exceptional treatment (war
vetérans, “‘small business,” and so on) and a program of significant
dimensions cannot be carried on along these lines alone. If the lend-
ing operations of the authority are not extended to private securi-
ties, a floor is set to rates on business loans by the height of the risk
premia, irrespective of how far the rates on government securities
are lowered.

= That is, the gap between the output required for full employment and the con-
sumption forthcoming at this output level.
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Aside from this, it is not clear in what measure private investment
would increase if, in periods of underutilization, rates on business
loans could be brought near the zero level. It should be repeated at
this point that the zero rate on business loans must not be inter-
preted to imply that any businessman, regardless of his record, is
granted loans at a zero rate. Consequently the zero rate does not
imply guaranteed renewal at the same rate, or, for that matter, guar-
anteed renewal at any interest rate. Clearly, if business loans were
granted in indefinite amounts at the zero rate and indefinite renewal
were guaranteed, the flow of private investment would become in-
finite. The same is true, however, of the granting of business loans
in indefinite amounts, with guaranteed renewal, at any level of
interest rates. Guaranteed indefinite renewal changes a loan into
a subsidy, and subsidies, if carried far enough, produce full employ-
ment. However, once it is recognized that large-scale subsidy pro-
grams imply the arbitrary distribution of gifts and that therefore
they are scarcely feasible under “free institutions,” this proposition
loses significance for policy considerations. The concept of “credit
policies” should be limited to the granting of credits in definite
amounts without guaranteed renewal, and at positive rates (with
the zero rate as the limit). If such a distinction is drawn it ceases to
be true that a sufficiently “easy” credit policy could always produce
full or even high employment. Profit expectations would undoubt-
edly improve if, in periods of underutilization, loans could be ob-
tained at lower rates. But even the most consistent easy money policy
would leave a finite number of producers with finite safety margins
against losses, and in periods with adverse expectations these safety
margins may be insufficient to bring about a high rate of private
investment.

Increasing the supply of loan by open-market operations and
otherwise, is not the only measure the authority can undertake to
raise the level of private investment directly.® The other policies,
however, are more controversial. In the first place, attention should
be given to the possibility of using public expenditure programs as
the means by which institutional rigidities may be loosened. If fiscal

n By “directly” is meant: not via the consumer demand generated by public ex-
penditure.
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programs were used in such a manner, the average amount of public
expenditure necessary to create high utilization would be reduced.
There exist at least three ways in which the authority could use the
power it possesses as an investing agency, to reduce harmful imper-
fections of competition. (1) Public investment always is associated
with the purchase, by the government, of materials and of equip-
ment, and the government might insist that the producers with
whom it places orders should adopt certain price policies. It might
be possible to exert in this fashion a favorable influence on the rela-
tive price structure. The simultaneous reduction of the prices of
complementary producers’ goods (for example, of a variety of build-
ing materials), which could thus be “enforced” by the buying agen-
cies of the government, might in many cases increase the private
demand for these goods in a high proportion, even though no single
price reduction would have had this effect. Hence, although no
single producer believed it to be profitable to reduce his price,
the simultaneous price reduction may prove profitable to all. (2) For
the same reason, the buying policies of the government might be
coordinated with its antitrust policies. (3) Public investment could
in certain cases be used to create additional plants in monopolized
fields and to increase the output of the industries in question.

All these policies presuppose an appreciable rate of government
investment. But if applied appropriately, they might considerably
reduce the amount required for high utilization of resources.

As for measures directed at the distributive shares, it was empha-
sized in earlier sections of the discussion that changes in the relation
of the general level of money wage rates to product prices will usually
affect the rate of private investment. The half truth that rising
wages mean rising purchasing power and therefore rising output,
is especially wrong in cyclical phases with a high average propensity
to consume and with low average and marginal profit rates. The
half truth that low wages mean high profits and therefore high out-
put, is especially wrong in cyclical phases with a low average pro-
pensity to consume and with high profit margins. Awareness of this
might at least prevent the democratic authority from reinforcing
such tendencies as are adverse to the maintenance of a high level of
private employment. The authority should, of course, be aware of
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the fact that, considering the secular trend in productivity, a policy
aiming at reasonably stable prices must result in a secular rise in
money and real wage rates.

For the reason just considered, collecting a given tax revenue with
high progressivity is likely to be more appropriate to the mainte-
nance of reasonably full employment in periods of high activity than
in depressed periods. By making the tax structure more progressive,
the average propensity to consume is increased but, at the same time,
average and marginal profit rates decreased. The opposite is true
of diminished progressiveness. Increasing the propensity to consume
at the expense of net profit margins is more likely to possess favor-
able effects when the propensity to consume is low (i.e., when un-
certainty is high) and when profit margins are substantial, than in
the opposite circumstances. However, in interpreting this statement
two pitfalls must be avoided. First, it must not be overlooked that
the statement relates to a given tax revenue. Adding further pro-
gressive taxes to a given tax structure, or canceling part of the taxes
without increasing other elements of the structure, is an entirely
different proposition. Whether it is desirable to run a deficit or to
collect a surplus depends on whether the volume of private invest-
ment should be supplemented by deficit spending or should be
partly offset by deflationary measures. Generally speaking, given the
rate of government spending, taxation is always a deflationary factor.
It is merely maintained here that, for a given aggregate tax revenue,
the effects of high progressiveness are more likely to be favorable in
periods when the average propensity to consume is low and in which
profit margins are high than in the opposite circumstance. Second,
it must be remembered that, owing to its disproportionate effect
on marginal (incremental) income, progressiveness beyond certain
limits cannot fail to have deflationary effects even in periods of high
activity.

It follows that it would be desirable to adopt more flexible tax
policies than those which are customary. Whether very much more
flexible taxes would be “politically feasible” is open to doubt, of
course. But it should be possible to make some progress toward
greater flexibility, if by no other means than at least by adopting
speedier procedures of tax revision. Increased flexibility is of course
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not the only desirable change in the field of taxation. It was pointed
out earlier that the failure to allow adequate loss deduction and the
attempt to collect a large share of the tax revenue from “business”
(and correspondingly less from personal income recipients) are likely
to have distinctly harmful effects.” However, if business taxes were
significantly reduced in relation to progressive personal income
taxes, it would be desirable to adopt an undistributed profits tax,
especially in periods of recession. Otherwise the change envisaged
here would increase the incentive to retain profits.

In conclusion it may be repeated that secular trend lines do not
show the equilibrium path along which the economy would be
moving in the absence of “cyclical disturbances.”” If business reces-
sions can be prevented from developing into major depressions and
into periods of mass unemployment the “secular trend” of private
investment can thercby be greatly influenced also. The necessary
adjustments occurring in periods of recession tend to give rise to
a cumulative shrinkage of aggregate demand which delays the ad-
justments themselves and produces disastrous aftercffects on the
“trend.” Lasting unemployment of considerable sections of the pop-
ulation has rightly come to be considered an intolerable condition.
Yet there is no reason to anticipate a ‘“‘chronic” tendency toward
such a condition if “cyclical” tendencies toward cumulative defla-
tion will be counteracted effectively; and, in the absence of a chronic
adverse trend, it should be possible to counteract these cyclical ten-
dencies without producing abrupt institutional changes. Periodic
tendencies toward cumulative deflation should prove to be manage-
able by a combination of vigorous expansionary fiscal policies and
the other devices considered, provided they are applied in early
stages of contraction. It should be possible to adjust thesc policies to
price and wage trends rather than to regulate prices, wages, and other
economic variables by comprehensive controls (as would surely be
necessary in the event of a full employment guarantee). If the policy
should fail it will be either because monetary and fiscal policy is too
timid or because economic power groups choose to adopt a suicidal
course and are not prevented from adopting it. In these circum-
stances our institutions would not deserve to survive, and they
would not.

2 For an illuminating analysis of this problem, sce Harold M. Groves, Production,
Jobs and Taxes (New York and London, McGraw-Hill, 1944).
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APPENDIX I

PERIOD
1919-1938
1920-1938
1919-1929
1920-1929
1930-1938
1919-1929
1920-1929
1930—-1938
1919-1938
1920-1938
1919-1929
1920-1929
1930-1938

1919-1938

Empirical Consumption Functions

I. UNITED STATES DATA

EQUATION
(The standard crror of estimate is indicated in each equation)

C=16.4 1+ 0.681 Y =+ 2.329, in billions of current dollars
where Y is national income

C=17.1 4 0.676 Y + 1.913, in billions of current dollars
where Y is national income

C=3.55 4+ 0.842 Y + 1.846, in billions of current dollars
where Y is national income

C==7.95 4 0.789 Y + 1.585, in billions of current dollars
wheie Y is national income

C=16.1 ++ 0706 Y =+ 1.589, in billions of current dollars
where Y is national income

C==0.0364 -}- 0.898 Y = 1.633, in billions of 1929 dollars
where Y is national income

C = 4.76 4- 0.835 Y =+ 1.405, in billions of 1929 dollars
where Y is national income

C = 29.9 4 0.559 Y =+ 1.228, in billions of 1929 dollars
where Y is national income

C=4.42 4 0.864 Y + 2.153, in billions of current dollars
where Y is aggregate income payments

C=1¢.20 4 0.857 Y =+ 1.655, in billions of current dollars
where Y is aggregate income payments

C =-—0.88 4 0.935 Y = 2.184, in billions of current dol-
lars where Y is aggregate income payments

C=4.34 + 0.870 Y =+ 1.278, in billions of current dollars
where Y is aggregate income payments

C==6.37 4+ 0.836 Y == 1.975, in billions of current dollars
where Y is aggregate income payments

C = 2.32 4 0.905 Y =+ 2.032, in billions of 1929 dollars
where Y is aggregate income payments

[239]
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PERIOD

1920-1938

1919-1929

1920-1929

1930-1938

1879-1888 to
1919—1928
1879g-1888 to
191g-1928
1879-1888 to
1919-1928

Appendix I

EQUATION

= 6.27 + 0.853 Y = 1.636, in billions of 1929 dollars
where Y is aggregate income payments

C=-—1.63 4 0.952 Y =+ 1.724, in billions of 1929 dollars
where Y is aggregate income payments

C = 2.65 + 0.896 Y =+ 1.137, in billions of 1929 dollars
where Y is aggregate income payments

C = 15.9 4 0.728 Y = 1.554, in billions of 1929 dollars
where Y is aggregate income payments

C=—0.04 -} 0.889 Y == 0.127, in billions of current dol-
lars where Y is national income

C = -—0.890 + 0.904 Y =+ 0.§70, in billions of 1929 dol-
lars where Y is national income

C =—42.2 + 0.945 Y = 2.535, in hundreds of 1929 dol-
lars per consuming unit, where Y is income per consum-
ing unit.

II. BriTisH DATA

C = —99.1 4 0.972 Y = 112, in millions of current
pounds where Y is national income. Line of regression
fitted to data for 1860-1869 (average for period), 19oy,
1924, 1929, 1930, 1931, 1932, 1933, 1934, 1935, 1937.

C = 691.8 4+ 0.791 Y =+ 88.5, in millions of current
pounds where Y is national income. Line of regression
fitted to data for 1924, 1929, 1930, 1931, 1932, 1933, 1934,
1935, 1937-

C == 835.1 + 0766 Y =+ 56.2, in millions of current
pounds where Y is national income. Line of regression

fitted to data for 1930, 1931, 1932, 1933, 1934, 1935, 1987.
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Classification of Industries for Successive Subperiods
1899-1909, 1909-1923, 1923-1929
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Iron and steel, blast furnaces...................
Iron and steel, steel works and rolling mills. . . ... . .. .. ..
Jute and linen goods. ......................... .. .. .. oo

000!

Lumber and timber products................... . .. .. AD
Motorcycles, bicycles, and parts
Motor vehicles, including bodies and parts. ... ... .. .. .. ..
Musical instruments, organs.................... .. .. .. ADOI
Musical instruments, pianos.................... .. (e] |
Qil, cake and meal, cottonseed [
Oil, cake and meal, linseed............ P B .. .. RO
Oleloth. ..ot T e
I
|
|
|

Paperandpulp...............................
Petroleum refining. ...........................
Rice, cleaning and polishing....................
Rubber products

Tanning materials, natural dyestuffs, mordants, :

and assistants and sizes...................... .. .. .. .. ‘ @]
Turpentine and rosin......onvvevineeen oo, .. .. .. .. A 3
Wood distillation, not including turpentine and

Wool shoddy......................
Woolen and worsted .. .. .. ..
Woolengoods. .................... .. .. .. (e}
Worsted goods. .. ...........ciiii .. P (@) j.‘

AOO

O:

o
0
O0: OPb: OO:

* Declining by x per cent means that in the closing year of the subperiod, 1909, 1923,
or 1929, the output of the industry was smaller by x per cent than in the first year of
the subperiod, 1899, 1909, or 1923.

t Growing at a rate of x per cent of average means that from the first to the last year
of the subperiod in question, the percentage rate of growth of the output of the in-
dustry, as computed from Professor Mills’ data, corresponded to x per cent of the rate

of growth of manufacturing output as computed from Professor Douglas’ and Dr
Siegel’s data (which in turn are based on the Day-Thomas index). .

Some industries are marked only for one or for two of the three subperiods. This i
because data are not available for all industries with respect to all three subperiods
The size of the sample is not the same for all subperiods.

A = the subperiod, 1899-1909; 0 = 1909-1923; O = 1923-1929.
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Tables Underlying Figures 5, 18, 23-25

TABLE g (For fig. 5)

CONSUMERS’ OUTLAY AND NET PRIVATE CAPITAL FORMATION®
Quarterly, 1921-1938, Current Prices

(in millions)

Year Quarter Co:\::lr:;", cap?t?l lf);f-‘r:::ion
1921.... ..., ... Lo 14,381 2,063
L. .. 14,040 693
0 5 13,886 509
IV 13,583 -1,112
1922.. . . ... Lo 13,655 1,120
5 S 14,340 50
8 P 14,487 295
IV 15,474 1,061
1923... ..... oo 15,569 1,244
T 16,133 1,930
I 15,975 2,160
V.. 16,744 950
1924.. ... ... ) 17,046 1,243
... 16,197 1,962
L. ..o 16,464 863
IV o 17,076 536
1925.. . ....... 17,460 1,612
Im... ... ... ... 17,439 1,121
0§ 17,484 1,259
Vo 18,188 1,805
1926. ......... ... ... 18,142 2,227
5 S 18,410 1,368
L. 18,623 1,071
IV 18,402 1,817
1927 L I 18,253 1,314
IT .. 18,417 1,219
0 8 18,036 1,683
IV 18,234 964
1928... ... .. ... Lo 18,966 1,625
I . 18,733 388
8 19,014 1,153
IV 19,183 2,013
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TABLE g—Continued
CoNSUMERS" OUTLAY AND NET PRIVATE CAPITAL FORMATION®
Quarterly, 1921-1938, Current Prices

(in millions)

Year Quarter Comiim™ | capital Bovvastion
1929, ... ... Lo 19,577 1,396
1§ SRR ‘ 19,463 1,356
HI.oooii 19,785 1,747
Vo 1 18,869 1,743
1930..... .. S 18,361 1,672
) T 18,026 1,521
31 SO 17,083 1,267
IV i 16,232 —318
1931, ... | (I . 15,906 —566
oo 15,230 —-93
110 S 14,524 —368
Voo 13,797 —1,054
1932 ... T oo 13,060 —1,229
) ST 12,126 —1,040
3§ SUUT 11,720 —2,199
IV o 11,139 —1,666
1933.. .. .. T i 10,772 —1,187
H oo 11,831 —1,194
HI o 12,589 — 876
IV, 11,753 —1,435
1934, .0 | ST 12,659 —~ 768
Hooooo 12,997 —387
134 SR 13,996 —1,043
IV 13,664 —1,163
1935, 0o Lo i 13,667 —734
oo 13,831 —738
I oo i 14,008 —495
IV 14,414 —132
1936, .o, Lo 14,901 —183
m........ SRR 15,378 335
10 SO 15,834 463
IV, 16,430 1,094
1937, 00 | U 15,925 829
I 16,124 1,617
IE. oo 17,264 2,109
IV o 17,067 51
1938. ..o | SR 14,998 —430
T 14,749 —836
Lo 15,517 —699
IV 16,728 —300

* Data from Harold Barger, Outlay and Income sn the United States, 1921-1938 (New York, National Bureau
of Economic Research, 1942), pp. 114-119.



TABLE 10 (For fig. 18)
INDEXES OF MANUFACTURING OUTPUT AND UNIT LABOR CosTs
1899-1939* — (1899 = 100)

Year Manufacturing output Unit labor cost
1899. . . ... 100.0 100.0
1900, . ...t 100.2 106.4
1901, .. ..ol 111.5 100.4
1902, ... 121.2 106.2
1903. ... ..o 123.2 110.2
1904............. ... 123.4 104.8
1905. ... . 142.3 102.1
1906........ ... ... ... 150.8 108.2
1907.. ..o 149.5 116.3
1908.. ... oot 133.2 115.6
1909. ... ..ol 160.3 111.1
1910, . ... .. .ot 157.2 117.4
1911, oo 155.5 120.4
1912, .. .ot 174.5 117.6
1913, .. oo 180.1 123.5
1914, ... ... oot 170.6 123.2
1915, o 186.8 112.4
1916 .. oo 217.6 119.4
1917 .. 218.5 141.5
1918, . oo 237.3 160.4
1919, .. ..ol 209.7 219.9
19200 ..ot 223.6 246.0
1920, .. ..o 180.6 222.7
1922, .. o 229.2 188.1
1923 260.3 197.8
1924 ... ... ... 247.1 197.2
1925, . 274.2 185.7
1926, ... .o 284.9 184.6
1927 275.5 188.2
1928. ...l 291.2 181.0
1929, .. 313.1 179.2
1930, ... ...l 250.5 182.8
1931, . o 206.6 166.7
1932, ... 165.9 143 .4
1933, ... 194.1 130.8
1934, ... ...l 206.6 159.5
1935, 234.8 161.3
1936, ... ..o 281.8 154.1
1937. ..o 303.7 170.3
1938. .. e 234.8 168.5
1939 ..o 294.3 155.9

* Data from Paul H. Douglas, The Theory of Wages }Ncw York, Macmullan,
1934), Tables I, V, and VII in the appendix for indexes of manufacturing output,
employment, and money wages, respectively, for the period 1899-1926; Irving H.
Siegel, “‘Hourly Earnings and Unit Ezbor Costs in Manufacturing, *‘Journal of the
American Statistical Association, XXXV (September, 1940), 458 for index of manu-
facturing output and unit labor cost for the period 1927-1939. See above, note to
figure 18 for the method employed in deriving continuous indexes for the entire
period 1899-1939.
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‘TABLE 11
(For fig. 23)
RESERVE RATIO OF MEMBER BANKS AND TREASURY BOND YIELDS

1933-1939*
Year Quarter R::ﬁ:e Trca;\l:-ysbond
1933 | IX.................... 12.6 3.21
1933 IV, 14.4 3.53
1934 | IX..................... 17.2 2.98
1934 | IV . ... .. 17.6 3.01
1935 .. .o 19.5 2.72
1935 IV 21.0 2.83
1936 Im.............. ... 19.9 2.66
1936 | IV................. 21.9 2.51
1937 I.o....... ... .. 22.3 2.60
1937 | I0........ . . .. ... 22.7 2.76
1937 (IV.... .. .. 23.4 2.67
1938 | 26.6 2.52
1938 Imr......... 26.7 2.58
1938 | IV... .. ...... ...... 27.4 2.49
1939 {I............ . ..... 28.6 2.34
1939 | IL............ ... .... 30.0 2.13
1939 | IIT ... ... ... 33.2 2.65
1939 [ IV.... ... ........... 32.7 2.35

* Data from Twenty-Fourth Annual Report of the Roard of Governors of the Federal
14, and Federal Reserve Bulletins for reserves and
posits; Federal Reserve Bulletin (December, 1938), 1045 and 1ssues following for
‘Treasury bond yields. Reserves include vault cash and reserves with Federal Re-

Reserve System,

p. 112-1

de-

serve banks at call dates; deposits-include demand deposits adjusted, United

States government deposits, and time deposits at call dates.
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Appendix 111

TABLE 12
(For fig. 24)
INcOME VELOCITY OF MONEY AND TREASURY BOND YIELDS
1919-1929*
d
Year Income Treagury, oo
1919, .. 3.05 4.73
1920, ... 3.10 5.32
1921, .. 2.79 5.09
1922, ... 2.96 4.30
1923, .00 3.21 4.36
1924, .. ...l 3.16 4.06
1925 3.07 3.86
1926. ... ..ol 3.19 3.68
1927, 2.89 3.34
1928. ... 2.91 3.33
1929, ... ... 3.04 3.60

* Data from James W. Angell, Inoestment and Business Cycles (New York and
London, McGraw-Hill, 1941), spp. 337, 338 for income velocity; Federal Reserve

Bulletin (December, 1938), 104

and issues following for Treasury bond yields.

TABLE 13
(For fig. 25)
INCOME VELOCITY OF MONEY AND TREASURY BOND YIELDS
1933-1939*
Year e Tre o
1933, .. 2.28 3.31
1934, ... 2.29 3.12
1935. . i 2.19 2.79
1936, ... 2.18 2.65
1937 e 2.26 2.68
1938, ... L. 2.10 2.56
1939, ..o 2.00 2.36

* Data from Angell, Investment and Business Cycles, p. 338 for income velocity;
Federal Reserve Bulletin (December, 1938), 1045 and issues following for Treasury

bond yields.
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Acceleration Principle, 42, 119

Aftalion, Albert, 112 n. 1

Allen, R. G. D., indifference map for consumers’ goods, 144

Angell, James W., cited on: multiplicr eftect, 176; horizontal tiend of velodity, 202,
209 n. 31

Bain, Joc S., 84 n. 36; cited on measure of monopoly power, 8g-go

Bank(s), cential: public expenditure financed by, for expansionary effect, xi, 178-179,
183, 197-198, 208-209, 217, 222; purchase of monectary metals by, 178, 192 ff,; direct
or indirect horrowing from, 179, 183, 191 I, 199, 223; power of, to change legal reserve
requirements, 177-178, 184; principles lor credit, 188; reserve-deposit vatios, 193~196
passim; liquidity provided by gold influx, 196-198: open-market operations, 199;
advantages of financing by, 208, 209, 221-224; main functions of, 213; consumer sub-
sidies financed by, 217, 218; combination of policies, 222

Banks, commercial: sale of government securities to, 176-177; open-maiket operations,
177; additional liquidity of, 179; bortowing from, for government expenditures, 182;
inelasticities of intcrest and private investment in borrowing from, 182-183; pu-
chase of gold outweight>d borrywing from, in 1930's, 191-192; deficit financing
through, 208; reserve 1atio of, and T'reasury hond yields. App. 111, 254

Bargaining power: defined, 104-105, vi1; cflect of substitutability on range of, 105;
cffect of decline in unemployment on, 111

Barger, Llarold, cited on: consumers’ outlay and private capital formation, g4 fig. 5,
35; margmal propensity to consume, {2

Berle, Adolph A,, cited on concentration of owneiship, 93 n. 50

Beveridge, Sir William, definition ot full employment, 6; over-all labor union 1ccom-
mended by, 226

Board of Trade Journal, 17 n. 13

Bohm-Bawerk, Eugen von, relative price change models, 45

Budgets, houschold: National Resources Committee data on, 61; express reaction to
rise in income, 61-62; show saving habits, 62-63

Building trade: depressions in downgrades of cyde, 54, 215; temporary saturation in
residential, 134; prices, 110, saturation in, may aggravate stagnation, 215

Butgess, Randolph W, 213 n. 2

Buins, AL F,, cited on American production trends, 129-151

Business cycle: lowering of interest rates and business activity, xi; government policies
to increase business activity, xi; equilibvium approach, g, 15; aggiegate level of activ-
ity, 81 ff.; profit expcctations favorable in high activity, 101; in theory of surpro-
duction généralisée, 112-113; dedsions and probability calculus, 152 ff.; probability
forecasts, 153~15 1, 161-162; profit maximization, 160161, 165; cumulative losses, 162;
potentiality of surprise, 163; interest 1ates and, 189 ff.

Capital formation, private: yearly data for 1919-1938, g2 and fig. 4; quarterly data for
1921-1939, 34-35 and fig. 5; upward tendency of, in 1920's, $4-35 and fig. 5; no simple
relationship between time 1ate of increase i consumption and amount of, 35-36;
corresponds to reduced share of output, §6; consumers’ outlay and, g5-37 and figs.
5, 6, 7, App. 11, 244-246; and marginal propensity to consume, g7-38 and fig. 8;
rclation between, and population growth, 7o—73 and figs. 15, 16
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Capital-output ratio: changes in, 6~7, 44~45; behavior of, 8; estimates of, 78 and
table §; comparison, 79-80 and table §; change of trend of in 2oth century, 81

Capitalistic system: requires dynamic basic tendencies, x; marginal productivity of
capital in, 24, 46; mechanics of, go-32; efficiency affected by size of money stock, 46;
cost structure of, did not adjust to restore employment, 137

Chamberlin, Edward, demand curves as a measure of monopoly power, 8485

Clark, Colin, 17 n. 14; estimates on British national income, 67-68 and fig. 14

Competition, perfect: effect of deviations from, on underutilization, 6; neco-classical
theories of, 7; solutions of monopolistic, 8; output under monopoly compared, 87—go

Concentration ratios: computed for American industry, 86; measure of monopolistic
restriction, g1-93; Thorp-Humphrey-Porter, g1—-92; Crowder’s measure, g2; high,
indicate likelihood of monopoly power, g2; slight rise in, 93

Consumers’ goods: market more stable than for producers’ goods, x, 43, 44, 98; aggre-
'gate consumer demand for, rises with investment for further investment, 24; ex-
penditures on, maintained, 43

Consumers’ outlay: in 1920’s, 32; yearly data for, in constant prices, 32 and fig. 4;
Barger’s study of, and capital formation, g4 fig. 5, 35; Kusnet's study of, 36 and fig. 6;
and national income, 40-41 and fig. 10, 65; depends on incomes and expectations,
43; rigidity, 43~44; and aggregate income payments, 64 fig. 13; and net private capital
formation, App. II1, 244-246; and capital formation, App. Il1, 247; and national
income, App. III, 248, 249, 251; and aggregate income payments, App. III, 250; and
marginal propensity to consume, App. Ill, 249

Consumer subsidies, advantages and difficulties of, 228-229

Consumption: money value of present, g, 10 fig. 1; present, plans unchanged, 10; gov-
erned by income expectations, 10, 11, §1; investment relationship, 24, g2 ff., 37-38,
42; total, increases with total real output, g1; small clasticity of, to income, 43;
function and population growth, 41, 55; historical function, g5~61 and figs. 11 and
12, 63; divergence of historical from simultaneous, function, 61; technological
changes and sales effort produce upward shift in function, 61; habits influenced by
prevailing notions, 62; community income-, relationship, 66; cost of raising children
shifts, function, 68; empirical functions, App. I, 239-240

Contingency hoarding: defined, 147-148; insensitive to interest changes, 148, 151; con-
sumers’ and producers’, 151; demand for, increased or reduced, 156, 166, 173; idle
balances as, 200~-201

Copeland, Morris, demand curves, 84

Credit: government policies in periods of underutilization, xi; blocking of, market, 149,
150, 162; supply curve of, 160, 162; losses become cumulative with reaction of,
market, 162; favorable results improve, 162; zero rate of interest does not produce
infinite demand for, 169, 232; policies and subsidy programs, 169, 186-189; counter-
inflationary and counterdeflationary, policies, 206-207; greater willingness to invest
when, easy, 212, 231

Crowder, Walter F., concentration ratios, g1-92

Crum, W. L., 18 n. 15

Currie, Laughlin, cited on Federal Reserve System in depression, 212

Cycle policy: may result in favorable long-run trend in private investment, xii; might
prevent major depressions, xiii; long-run economic trend and, interdependent, xiv.
See also Business Cycle

Day, E. E,, index of manufacturing output, 125

Deficit financing: to eliminate unemployment, xi; through government itself, 180;
through central bank, 180, 183, 198-199, 208-209; through commercial banks or
public, 181, 183, 192; coupled with gold buying, 198; effectiveness of, 198, 208-209

Demand for goods: fluctuates less than money wage rates, x; shrinkages in aggregate,
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counteracted, xiii; direct and derived, 42; curves, 84-85; trend away from certain
products toward others, 119

Depression: cyclical, tendencies counteracted by expansionary policies, xii; Great, pre-
ventable by policies based on commercial loan theory, xiv; savings exceed investment
in periods of contraction, 8; causes of protracted, 53 ff.; trend toward monopoly
hypothesis, g1; deflation cumulative, 11g; substitutions in periods of, 11g-120; char-
acterized, 182, 211. See also Underutilization

Domar, Evsey D., forecasting investment risks, 154 n. 14

Douglas, Paul H., 54 n. 1; data for indexes of manufacturing output and unit labor
costs, 102; relationship between changes in real and money wage rates, 111 n. ¥; index
numbers of rate of growth of manufacturing output, 125

Dunlop, John T., 104 n. 1; relationship between changes in real and money wage rates,
1n g,

Dynamic equilibrium: monetary equilibrium in, 9, 14, 15, 20; aim of econotnic develop-
ment, 15-20; conditions of, 26, 28-29; determinants of, 27 and fig. 3, 28; definition,
29; lag, 31. See also Equilibrium, monetary

Economic development: dynamic, 15; studies of properties of, 18; innovation theories
of, 115-116; definition, 116; fields dissociated from trend in unfavorable, 120; growth
of manufacturing industries in, 121 ff.

Economic systems: stagnant trends in mature, ix, 53 ff.; changes in composition of out-
put in growth of, ix-x, 48: hypothetical, in which savings equal investments, o;
aggregate money income rises in growing, 9; chronic underemployment in, no con-
dition of equilibrium, 15; British, from 1929-1932, 17; fluctuating, 18, 48; growing,
free from institutional rigidities. 82, and friction, 82; monetary characteristics of,
of full employment through public spending, 226~227. See also Stagnation

Ellis, Howard S., 218 n. 6, 224 n. 15,

Employment, full: dangers of guarante:, xi, xii, xiii-xiv, 225, 229; institutional changes
under, xii-xiii; defined, 3, 4-6; voluntary and involuntary, 3—4, 5; with low pro-
pensity to consume, 44-45; requires continuous increase in capital intensity per unit
of output, 45; requires rising output per man-hour, 53; effect of innovations on, 73—
77; effect on, of changes in money wage rates, g4—95, 110; produced by fluidity of
prices, 140; policy of subsidizing private producers for, 217, 218; policy of financing
public investment through central bank, 217, 219; income approach, 227; quantity
theory appioach, 227; government-made unworkable without direct controls, 227;
policy of consumer subsidics, 228, 231-232; private investment for, 230-231

Entrepreneurial expectations: determinants of activity, 23; amount of investment at
each income level, 23; of high demand, 43; equitable distribution of income con-
ducive to, 44; forecast composition of additional consumption, 5; charge for un-
certainty, 110; of period of growth, 117; lead to further improvements, 117; forecasts,
153-155; safety margins, 157-158, 166, 173, 201, 206; favorable and unfavorable sur-
prise, 159, 163; psychological propensities, 161-162; of marginal entrepreneurs, 166

Equilibrium, monetary: concept, 8-15 and fig. 1; useful in business cycle theory, g;
dynamic variety of, g, 11, 15, 20, 26 ff.; hypothetical condition, 12; level of full
utilization for, 13; weakness of conditions of, 14; consistency of, over time, 14; useful
theory, 47

Equilibrium theories: contrast reality with hypothetical equilibrium positions, ix;
justified, ix; underemployment and, 3, 15, 19-20, 21 ff., 47, 48; analysis, 7: limitations
of, 7; neo-classical, 7, 14, 15; deviations from, 7, 14—15; tool of analysis, 8, 14, 15;
monetary, 14, 47; level between high and low points of economic fluctuations, 15-16,
18-19. See also Dynamic equilibrium

Expansion: changes in composition of output contributing factor, x, 121; investment
exceeds savings in periods of, 8; consequence of self-justifying optimism, 22, 43-44;
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periods of, refute assumption of investment determined by rising consumption, 29;
generalized, 112 fE, 121; inducement to invest in, 112; term, 114-115; innovation
theories of, 115-118; new investment more rapid than undermaintenance during,
118; produced by shifts in composition, 118-121 passim; Acceleration Principle, 119;
by borrowing from banks, 197; characterized by satisfactory profit margins, 211;
progressive taxation may end period of, 212

Expansionary policies: public expenditure financed by central bank for, xi, 197-198,
208-209, 222; effective in early stages of recessions, xii; discontinued under private
investment, xii; flexible types of, xii; timing of, to wage and price tendencies, xii,
xiii; credit, 137-1388, 207; monetary, 174 ff.; and elasticity, 174 ff.; adopted to prevent
hoarding, 180; and counterinflationary policies, 180-186, 206~207. See also Govern-
ment securities, sale of

Ezekiel, Mordecai, 41 n. 22; cited on income-consumption relationship, 66

Fabricant, Solomon, 122 n. 9

. Federal Reserve Board, chart of industrial production, 16 fig. 2, 17

Federal Reserve System: gold-buying operations of, 198; open-market purchase of
securities, 199; direct financing, 199; gold influx increased reserve ratios, 200; neg-
lected to counteract deflationary tendencies, 212-213; allowed supply of money to
shrink in depression, 212-213; eligibility requirements of, 213; ill-defined theories
of, 212, 213

Federal Trade Commission, wealth estimates, 78, 79

Fisher's time-preference theory of, 144

Fluctuating economics: reduction in cyclical, ix, 53 ff.; equilibrium level, 15-16,
18-19, 48

Gilfillan,S$.C,, 117 n. §

Gold purchase: by central bank, 178; in 1930’s. 191-192; outweighed borrowing from
commercial banks, 192; effect of, on member bank liquidity ratio, 193-197 and table
7; coupled with deficit financing, 198-200; substitute for, 199; resulted in risc in
liquidity ratios, 106

Goldenweiser, E. A, 63 n. 12

Government expenditures: in periods of underutilization, xi, xiii; financed by govern-
ment bank or central bank effective, 178-179; direct cffects of, justified, 219; three
methods for, 217 ff.; political difficulties in direct financing of, 223; prejudice against
direct financing of, 223; worthwhile projects for, 224-225; inflationary, 225; quasi
doles, 225; dircct controls, 225, 226, 227; wastefulness, 228; grants economic impunity
to wage and price raising groups, 228

Government securitics, sale of: to public raises interest rates, 174; effective if uses idle
balances instead of active money, 174-175; favorable and unfavorable effects of, 175;
decline of hoarding and private investment per unit of, 175; to commercial banks,
176-177; requires high elasticity of bank reserve ratio to interest rates, 181-182; in
open market, 177, 181, 182; yields from, increase security yields, 187; effect of deal-
ings in, on business credit, 187

Groves, Harold M., 235 n. 22

Haberler, Gottfried, determination of the interest rate, 141 n. §
Hagen, E. E., 63 n. 12

Hansen, Alvin H., 41 n. 21, 54, 65 n. 14,74 n. 25

Harrod, R. F., 74 n. 25

Hart, A. G., blocking of credit, 149 n. 8

Harvard Index of Business Conditions, 18g

Hawtrey, R. G., 75 n. 26
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Hayek, F. A. von, relative price changes, 45

Hicks, J. R., quoted on underemployment equilibrium, 21, 74 n. 24

Higgins, Benjamin, 104 n. 1

Hoarding: liquidity requirement, 144; idle balances, 146-150 passim; speculative vs.
contingency, 146-151; interest elasticity of, 148, 168-178, 175-176, 191; increased con-
tingency, with downward shift of profit expectations, 156, 164, 201; partly responsi-
ble for failure of investment and output, 171-172; overcome effects of, by changing
money supply, 172; expansionary monetary policies and clasticity of, 174-180

Humphrey, Don D., concentration ratios, g1—92

Income: aggregate money, 8, g, 10; expected, 8, 12, 27 and fig. 8 earned, defined, g-10
and fig. 1; aggregate, rises with consumer demand, 24; consumption relationship,
55, 63, 65, 66; reaction to increase in, 61-62; velocity, 201-204 and figs. 24, 25; dis-
tribution bears on output and employment, 210211, 212

Income: national for overlapping decades, App. III, 252; velocity of money and
‘Treasury bond yields, App. I11, 255

Industry: Federal Reserve Board chiant of industiial production, 16 fig. 2, 17; output
of, 85; Chamberlinian group, 85; 1elative signifiiance of single firms within, 86;
colluding by firms in, 86, 93; concentration ratios for, 86; concentration of produc-
tion, 93-94; new production functions in, 115; probable outcome, 160162

Inflation: policies to counteract, 183 ff.; possible to counteract by methods of credit
policy, 183, 185; effect of raising inierest rates, 181; threat of, with dishoarding of
idle deposits, 227; and with public investment projects, 228, 229; consumer sub-
sidies a threat. 229; anticyclical spending policy might counteract, 229

Innovations: and the consumption function,” 61; output and employment rise or de-
cline with, 73~74; deepening or widening character of, 74-76, 216; per unit of output
effects, 75—76; stimulate economic activity, 76—77; cost-saving effect of, 76; in monop-
olies, 88; result in new production functions, 115-116; theotics, 115-118 passem. See
also Shifts in composition

Institutional changes: for full employment, xii; not requiied to prevent recessions,
xii; through mass unemployment or inflationary spiral of economic guarantee, xiii-
xiv; result from government-made full employment, 227-228

Interest rates: lowering of, and business activity, xi; 1igidity, 137 ., 171-173; lowering
of, may produce new investment, 138; failure to adjust downward during under-
utilization, 140, 167; rise in demand for hquidity and, 1 11; loanable funds theory in,
141, 112; Keynesian theory, 141-141 and fig. 20; elasticity and hoarding, 146, 18-
151, 167, 175; scro rate discussed, 166, 169, 172, 232; long-tun changes i, 167; de-
termination of, 170 fig. 22; dedine in, insufficient to maintain output, 171; and
private investment, 172-1%76, 207; undesirable to interfere with upward rigidity, 173;
sale of government securitics to public 1aises, 174175 dedine m, thiough open-
market purchases, 177. 181, 208; elasticity of private investment, 177, 1578, 18g; lower,
and employment, 18g; and business cycle, 189 fI.; leads and lags hefore Second World
Wir, 189 -191; elasticity of liquidity provisions, 200 fi.; liquidity 1atios discussed, 201,
206-208; income velodity and, 20¢; gold influx and dedline in, 206

Inventorics, accumulation of unplanned: planned investment to avoud, 25, 26, 29;
results in monctary and 1cal contiaction, 28

Investment for consumption: shift toward products stimulates, x: justified by con-
sumer demand, 22, 23, 24, 29; contracting cconomy if only, 31-32; no relationship
hetween time rate of change in consumption and, 35, 36, 42; corresponds to reduced
output in low activity, 36; marginal propensity to consume does not govern, 42;
psychologically determined, 13; cffect of population growth on, 70; per unit of con-
sumption varies inverscly with money wage rates, 98. See also Capital Formation;
Inventorics



256 Index

Investment for further investment, x, 21; cycle policy produces long-run trend in, xii;
flexible approach fails if insufficiency of, xiii; determinants of net, 11; defined, 24, 25,
29; willingness for, 26, 43, 45; inducement, go; importance of, 31, g2; tends to normal
level, 48; causes for chronic insufficiency of, 54; decline in money wage rate increases,
95-97, 212; new, vs. undermaintenance, 118, 129; interest elasticity of, 175, 207; sale
of securities to public reduces, 181; open-market purchases raise level of, 182; policies
stimulating, 212, 231 f. See also Capital formation

Kaldor, Nicholas, g n. 5

Kalecki, Michal, g n. 5

Keynes, John Maynard (Lord Keynes): cited on involuntary employment, 4, 5; theory
of underemployment equilibrium, 15, 21; interest theory, 21-22, 4648, 141-146 and
fig. 20, 205; consumption function, 46-47, 48; explanation of hoarding, 146; impasse,
180, 183; liquidity preference function, 201, 205

Keynes-Hansen hypotheses, factors producting stagnant trends, ix, 54 ff., 215

Knight, F. H.: quoted on increase in wealth, 30; rclationship of business decisions to
probability calculus, 152 n. 10; cited on zero rate of interest, 168-169

Knowles, L. C. A., cited on imports of cotton wool to England in the 18th century, 118
n.s

“Kondraticff downgrades,” 54

Kuznets, Simon: cited on income and its composition, 32; definitional differences be-
tween, and Barger, 85; cited on consumers’ outlay and capital formation, g fig. 4, 36
fig. 6, 38-39, 40—41 and fig. 10; estimates on marginal propensity to consume, §7-39
and figs. 8 and g; estimates on consumption function, 55-58 and figs. 11 and 12; data
for fig. 13, 64, 66; estimates of new capital formation, 70, 71, fig. 15; data for fig. 16,
73 table 3, 8o; estimates of new capital formation, 78-80; data for fig. 17, 83

Labor organizations: increase in monopoly power of, g94; rise in money wage rates
through, g4; maximum bargaining power defined, 104-105 and fig. 19; effectiveness
of, 105-106; changes in supply of labor and, 110

Lange, Oscar, optimum propensity to consume, X, 74 n. 2.4

Lerner, A. P.: measure of monopoly power, 84, 86; interpretation of Keynes' position,
96, 109; determination of the interest rate, 141 n. 3; fear arising from rising public
debt, 146 n. 7, 221 n. 10

Lescures, Jean, 112 n. 1

Liquidity: under full employment guarantee would reinforce inflation, xi; increased
by reduction of prices and money wage rates, 137-188; rise in, may produce new
investment, 138; shifting of price level changes degree of, 139; rise in demand for,
141, 162, 165-166, 167, 170, 171; preference, 156; elasticity of, in regard to interest,
182~183, 200; gold purchases provided bank, 192, 196-197, 200, 206; historical, func-
tions, 205

Lutz, F. A, interpretation of rise in net rates of interest, 157 n. 16

Macaulay, Frederick R., cited on short-term rates and volume of production, 189

Manufacturing: and unit labor costs, 102-103 and fig. 18; growth of, 121~129 and table
5; data on, growth in excess of average, 122-129 and tables 4, 5; rclative weight of,
125; vs. other activities, 129 ff.; significance of increase and decline of, 129-133;
indexes of output and unit labor costs, App. III, 254

Markets: oligopolistic, 108; relationship between demand and supply side of labor,
109 ff.; changes on supply side of labor, 110-111

Means, Gardiner C., cited on concentration of ownership, 93 n. 50

Mills, Frederick C,, cited on industry figures, 122-124, 131-132

Ministry of Labor Gazette, 17 n. 14
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Mitchell, Wesley C., 19 n. 17
Monetary equilibrium: significance of, 8, g, 10

Money: value of present consumption and of present net investment, g; rise or decline
in, expenditures, 139; loanable funds, 141, 145; effect of speculative and contingency,
stocks defined, 147-148; interest elasticity of, stocks, 148; demand for idle balances,
149; new, 177, 178, 181; inflationary developments require new, 183-185; new, can
prevent dishoarding, 207; new, if interest rates high, 207; underutilization calls for
easy, policies, 212 ff.; central banks regulate supply of, 213; idle balances accumulate
in large-scale public spending, 227

Money wage rates: changes in, and in real wage rates, x, 97, g9—~100, 103; depend on
legal and institutional ariangements, 4; employment at lower real wage rates but
samc money wage rates, 4; ellect of changes in, on employment, 9495, 97-98, 99
passim, 109, 137-138; theory of remedying unemployment by lowering. g4-108; as
cost factors, 97; changes corrected for man-hour output, 101; autonomous changes,
103 ff., 109; under bilateral monopoly, 103 ff. and fig. 19° determined by bargaining
power of union, 105; determined by pressure of public opinion, 105; relation between,
and unemployment, 109; flexibility of, 111; reduction in prices and, increases liquid-
ity, 137-138; 1ise with increase in over-all productivity, 136. Sec also Wage rates, real

Monopolistic restriction of output, 87; factors not measurable, 87; lowering of cost
functions, 87-88; shift of expected demand curves, 88-8g; eflect of, on income dis-
tribution, 89; offsetting foices not dependable, 8g—go; leads to concentration ratios,
91, 92; question of collusion, g3

Monopoly: producers’ group affected by expansionary policies, xii; bilateral, wage 1ates
under, 103 ff.

Monopoly power: need of direct controls over, xi; measmes of, 83-85, 86, 89; concen-
tration ratios and emergence of, 86, 91-g3: checks on, 86; output smaller than com-
petitive output, 87, go; lowering ot cost functions, 87-88: restriction of output
through effects on income, 89: leads to malallocation of resources, go; trend toward,
o1 fl.; hypothesiv of 1esponsibility of, for depression, 91; concentration, 93-94; of
labor organizations, 94

Multiplier, 176, 178, 179, 225

Musgrave, Richard A., forecasting investment 1isks, 154 n. 14
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