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Preface to Second Edition

HE PRESENT revision is mainly an attempt to bring the first
T edition down to date, although considerable new material
has been inserted at various parts of the book.

On matters subject to current legislation or international ne-
gotiation, emphasis has been placed upon principles involved
rather than specific details. The reader is advised to consult
current periodicals for changes in laws and international agree-
ments which may have taken place while this book was in process
of publication.

In this edition as in the first, Professor Machlup has been my
chief source of inspiration and guidance.

.

ALBERT L. MEYERS

Preface to First Edition

ALTHOUGH this book has been written as a companion volume
to Elements of Modern Economics, it may well be used
independently. The reader is assumed to be familiar merely with
the modern thcory of value and distribution and with the princi-
ples of monopolistic compctition.

I wish to express my thanks to Dr. G. B. L. Arner and Dr.
Theodore Norman, who read various chapters and made valuable
suggestions. My debt to Professor Machlup is so great that noth-
ing short of dedicating the book to him can properly express my
appreciation.

It is to be distinctly understood that all expressions of opinion
are my own and in no way reflect the official attitude of the United
States Department of Agriculture.

ALBERT L. MEYERS
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CHAPTER 1

The State and Economic Policy

WHAT role the state should play in economic activity is one
of the most difficult questions for the average individual
to approach with an open mind. Most of us have simply accepted
by absorption the ideas of the particular family or social group to
which we happen to belong, without taking the trouble to examine
or question these ideas on their own merits. This attitude is apt
to be equally true whether we are the children of mineowners or
mineworkers; of sweatshop owners or members of the Amal-
gamated Clothing Workers; of steamship owners or seamen; of
chain store operators or of small independent retailers.

It is not the purpose of the author to advocate any particular
The minute that the cconomist indulges in such
advocacy, he ceases to be an economist and becomes a politician or

”

cause or ‘“‘ism.

a moralist.! As an economist, all that he can do is to advise the
politician, the moralist, or the social reformer as to the economic
causes and consequences involved in their proposals. The econ-
omist may, therefore, say to the politician: “You desire to achieve
a certain result for the people, but the plan you propose will not
bring about the result you desire because of such and such econo-
mic principles.” Or: “You desire to achieve two different results,
but these two results are not consistent with each other. If you
attain one it will prevent you from attaining the other. Conse-

' See Robbins, Lionel, The Nature and Significance of Economic Scienc;q, The
Macmillan Co., New York, 1932.
1



2 THE STATE AND ECONOMIC POLICY

quently you must choose between them.” Or: “You desire to
attain a certain result. It can be done, but only at such and such
costs. Is the result worth the cost?” Or: “You desire to achieve
a certain result. It can be donc by any one of the following
methods, each of which has such and such a cost. This is the
onc which will cost the least.”

1t will be noticed that the economist, as an economist, passes no
judgment on the merits of the desired result itself. For instance,
economics cannot prove whether or not this country would actu-
ally be a better place if everyone had absolutely equal wealth and
absolutely equal income. (It may be doubted whether any other
science could settle this question either, since the desirability of
economic equality is disputed and hence there arc no absolute
criteria on which to base judgment.) Granted, however, that it is
desired to bring about a situation in which all wealth shall be
equally distributed, economics can show what would be the prob-
able results of attempting to achieve such an end by taxation, by
direct expropriation of wealth, or by whatever other means may
be proposed. Economics can show further the probable changes
in total expenditures by the people after wealth was so divided.
It can also show (since people with smaller incomes ordinarily
spend a greater percentage on consumers’ goods than people with
larger incomes) that, with equal incomes, total savings and total
investment in capital goods would decline if saving were still to
be a matter of individual choice. Perhaps our present rate of
material “progress” is too rapid. Who knows? Nevertheless,
we do see that rapid expansion of capital equipment is not con-
sistent with equal incomes and voluntary saving. To meet this
problem in Russia, the state has taken over the function of saving
and investment by forcibly directing a certain amount of the labor
and resources of the country to the production of capital goods,
rather than consumer’s goods. Whether the Russian worker is
better off under successive Five-Year Plans than the American
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laborer under “‘exploitation” can partly be answered by budgetary
studies, but must remain partly a matter of opinion.

It is not the intention of the author to influence opinion on ques-
tions such as these. He will be entirely satisfied if the reader has
the same opinion after he has finished this book that he had before
he started it. He will be more than pleased, however, if the book
contributes in some measurc to the formation of an opinion, based
on reasoned judgment, instead of prejudice, on the questions
which will be discussed.

The sphere of influence of national governments in the eco-
nomic life of their individual citizens is widening greatly and is
apt to continue to increase, regardless of the political form of
government adopted, and even regardless of the avowed politico-
economic philosophy of the parties in power. The fundamental
structure of our economic life has become so complicated through
specialization and through the interdependence of individual
economic activity that we are confronted with a strange paradox.
Even the advocates of laissez faire and the people who advocate
“less government in business” are forced to devise laws to put their
aims into effect or to attempt to achieve the ends they desire.?

Man’s economic life has always been a struggle to obtain means
for the satisfaction of his wants. Strange as it may seem, however,
many of the most perplexing problems of governments of modern
times arise out of the increasing command over natural forces
which scientific discovery has given to man. There was no elec-
tric power problem until he discovered and harnessed electricity;
no railroad problem until railroads were invented; no farm prob-
lem in the modern sense until agronomy and mechanization had
increased agricultural yields and until modern transportation fos-
tered production for a world market; and no problem of labor and
capital in the modern sense until the invention of tools and ma-

* See Simons, Henry C., A Positive Program for Laissez Faire, University of
Chicago Press, 1934.
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chines, too expensive for the individual workman to own, pre-
vented the individual laborer from being his own capitalist.

It must not be assumed, however, that control by the state over
the economic life of the individual is anything novel or startling.?
It would be hard to imagine a more “regimented” form of “eco-
nomic planning” than existed in the prescribed system of agri-
cultural life on the medieval manor,* even as the control over the
individual in the ancient city-state of Sparta probably still leaves
something at which Stalin may shoot. The hereditary caste sys-
tem of occupations in India might be cited as another example,
although not one that resulted from conscious planning. The very
existence of the state is a restriction on the individual, regardless
of the benefits which may flow to the individual from such exist-
ence.

It may be doubted whether any state has ever existed that did
not exercise some form of control over property. The question
in dispute over governmental policy, however, is seldom the fact
of such control. What we dispute about is: What constitutes
property? Who shall own the property (individuals, groups or
the state)? How shall property be acquired or disposed of? If
property is privately owned, how much and in what manner shall
it be taxed? .

In spite of what we have said about the antiquity of government
control over economic life, there are many aspects of the problem
of government and business which have a distinctly modern flavor.
Most of the ancient states were confronted with the relatively
simple problem of crystallizing into laws the customs of an
agrarian or pastoral people which had been developed and tested
over long periods of time. The modern state, however, is con-
fronted with the problem of changing its laws to conform to the

®See Mackenzie, Findlay, Planned Society: Yesterday, Today, Tomorrow,
pp. 3-15(),‘ Prentice-Hall, Inc, New York, 1937.

;t Tradition, however, was more influential than conscious planning in setting the
pattern. :
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much more rapid rate of technological and economic development
which exists today. Furthermore, the modern state, in a greater
or lesser degree, is attempting to direct consciously and actively
the course of such development to particular ends. Both the ends
to be achieved and the means by which such ends are to be attained
are matters about which there are many grounds for legitimate
differences of opinion.

In considering the role of the state in economic activity, we must
constantly be on our guard against two contradictory tendencies;
one, a blind acceptance of existing conditions; the other, a too
ready acceptance of change merely with the idea that any change
will be an improvement. Too long a period of strict adherence to
traditional institutions and concepts may build up a backlog of
specific abuses that may lead to revolution, peaceful or violent.
Too rapid acceptance of sweeping changes leads to uncodrdinated
reforms that are apt to defeat each other’s purposes, and the mere
speed of adoption may give the economic system a stomach-ache
in the attempt to digest them.

We should be even more on our guard against the mere calling
of names when specific legislation is under consideration. Both
sides in a controversy usually resort to these tactics. Democracy
cannot survive unless the people will go behind the catchwords,
slogans, and cartoons to find the real issues involved, and to make
their decisions on these issues.

We shall have more to say about the functions of government
in connection with the specific problems discussed in the follow-
ing chapters. It may help us, however, to review briefly at this
time the more general functions of government in relation to
economic activity.

Establishment of Definitions

One function of government is that of providing standard
definitions so that people may know that they are talking about
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the same thing when they make an agreement. Thus, govern-
ment defines what is to be considered property, what is a valid
transfer of property, what is a claim of debt, and how such a claim
may arise. It also establishes weights and measures, such as the
pound, the quart, the foot, and the bushel. It defines what is to be
considered as legal money. It may define grades for certain prod-
ucts such as corn or cotton.” This list cf definitions made by
government might be extended to some length, and their establish-
ment is a tremendous help, without which modern business could
be conducted only with extreme difficulty. Most of these defini-
tions were established through the insistence of businessmen
themselves. (The still faulty nature of some of the definitions
provides lucrative employment for lawyers.)

The Regulatory Function |

A second, and extremely important, function of government is
the establishment of regulations governing the economic conduct
both of individuals and of business firms. Some of these regula-
tions are designed to prohibit certain activities entirely (for ex-
ample, Jaws against the purchase of stolen goods), while others
may place very sharp limitations upon the field of business (laws
prohibiting the sale of narcotic drugs without a doctor’s prescrip-
tion). Most of the rcgulations are designed to prevent certain
specific abuses, either of one individual against another, of one
business firm against another, of business firms against their em-
ployees or the public, or of individual actions against what is
deemed to be the public welfare. Merely to list all of the regula-
tions by Federal, state, and local governments that affect the eco-
nomic life of individuals or businesses would require many vol-

®In some cases, the government simply takes grades or weights and measures
already in use by the trade and gives them legal status. In other cases the
ig)ofvcrnment may actually establish standard grades where none has been in use
efore.
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umes the size of this book. This large number of laws is due nat
only to a developing social conscience which tends to outlaw many
old practices formerly considered permissible, but also to the fact
that modern technology and modern economic development bring
about many situations which the old laws [ail to cover. (Old and
useless laws of course tend to survive in our system unless they are
systematically eradicated from time to time.)

For regulations to be passed by the legislatures and sustained
by the courts it must be shown that they are in the interests of the
“public welfare.” At least in English-speaking countrics, the pre-
sumption is in favor of individual liberties and private property.
When a mecasure is proposed which will infringe on individual
liberty or impair rights in private property, it must be shown that
the “welfare of the community” will be increased sufficiently to
justify the infringement on the rights of the individual.® There
are, to be sure, no absolute objective standards of what constitutes
the “welfare of the community.” 1In a pcople of diverse economic
intercsts, diverse education, diverse rcligious beliefs, and diverse
racial backgrounds, there will be wide differences of opinion as to
what sort of measures will “improve the welfare of the commu-
nity.” We find laws proposed to prohibit the sale of intoxicating
liquors, to prevent the use of animals in experimental medicine
and biology, to prohibit railroad trains from running on Sunday,
and to prohibit tcaching that the earth is round. The sponsors of
these laws all claim (and no doubt most of them sincerely believe)
that they are in the interests of human welfare. In the absence of
absolute standards, our legislature and judges operate on the
theory that the people themselves are the best judges of what is
for their own good, so that, when a sufficiently large majority is
in favor of a measure, it is adopted and sustained by the courts.

°A _strigt traditional Ii_heral would limit individual rights only at the point where
thev (infringe on the rights of others and might not consider “welfare” alone
sufficient grounds for such limitation.
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Thus we are dependent for our regulations upon the collective in-
telligence, or the collective ignorance, of the community.

Public Ownership

Ownership and/or operation of productive units to provide
certain services for the people represents a third type of govern-
mental economic activity. Here the question at issue is not only
the matter of public welfare, but also the question of whether
public welfare will be better served by public or private provision
of the service in question. In some cases there is little doubt:
public health, for example, is undoubtedly better protected in
large cities by the municipal collection and disposal of garbage
without charge than if the people were left to hire their cwn
garbagemen. We could, of course, simply pass laws regarding the
disposal of waste matter, but the cost of enforcing them (in the
absence of free garbage collection) might be equal to or greater
than the cost of free collection. Certainly the degree of sanitation
achieved would be apt to be much lower. In connection with the
rendering of some other services, light and power for example, the
question of the relative efficiency (and other benefits) of public
and private operation is much more in dispute.

Establishment of Monopolies

A fourth economic function of government is the establishment
of monopolies. It is somewhat startling to reflect that a sup-
posedly anti-monopolistic government establishes hundreds of
thousands of monopolies for every one that it breaks. There are,
of course, many kinds of monopolies. First, there are those that
are called “natural monopolies,” which may consist of the owner-
ship of resources sharply limited by nature as, for example, a case
in which there is only one single deposit of a certain valuable ore.
The term has also been used to describe a situation in which the
public is better served by allowing a single company to perform
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the service, rather than to allow competition in the field. For
example, the streets of a large city would be a hopeless mass of con-
fusion if anyone who wished to do so were allowed to lay street
car tracks and run a street car line. Equally obvious difficulties
exist in the competitive provision of electric power, gas, and water
services. In the services we have mentioned above, there is also
a saving in cost, both to the companies themselves and to society
in general, when the service is provided by a monopoly rather
than by competitive companies with needless duplication of trans-
mission lines, plant and equipment.

In the field of “natural monopolies,” an appropriate govern-
mental department grants the exclusive right to one company to
render the service. The legal instrument which grants this right
is called variously a license, a franchise, or a charter. The at-
tempt is then made to obtain the benefits of lower cost of monop-
oly operation for the people, in the form of lower prices, rather
than to allow the monopoly to absorb them as profits. This gives
rise to the problem of rate regulation which will be considered in
subsequent chapters. (Regardless of whether the lowest possible
rates are achieved, we should not ignore the saving in real wealth
for society which these forms of monopoly give by avoiding the
waste of labor and resources resulting from the needless duplica-
tion of plant by competition.)

By the issuance of patents, government also creates monopolies.
For a limited period of years, the inventor who receives a patent
is given an exclusive right to use or dispose of his invention on the
theory that the prospect of making a monopoly profit will act as a
stimulus for invention. Undoubtedly it does so for many people.
It should be noted, however, that physicians, surgeons, and many
other research workers in the fields of pure science, ordinarily do
not patent their discoveries but publish them instead for the
world’s benefit. These men seem to feel amply repaid simply by
the respect and admiration of their fellow workers.
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Copyrights for books and songs come under much the same
general economic classification as patent monopolies. Of course
we had both authors and composers before we had copyright laws.
The ingratitude of public memory which has remembered the
songs but forgotten their composers has ill-rewarded the creators
of the folk ballads. Regardless of the motives of the creative
workers, there is one argument that may be advanced in lavor of
the monopolies which are granted in books, songs, plays, and in-
ventions. If it were not for the opportunity of sharing in monop-
oly profits, it is doubtful if businessmen would be as willing as
they are today to assume the risk of placing a new product on the
market. While we can all think of many of these kinds of
products which we would prefer not to be marketed (perhaps this
book is one of them), we can have no assurance that the absence of
monopoly profits would eliminate them.

Trade-marks registered by the government arce another form of
government-sponsored monopoly. The argument usually ad-
vanced in favor of government protection of trade-marks is that it
allows the customer to identify the goods and to be sure that sub-
stitution is not being practiced on him. This is only partially true.
All that trade-mark registration does is to assure that the goods are
being sold by the owner of the trade-mark. A firm that builds up
good will for its brand of coffee by starting out with No. 1 Santos
Coffee may gradually reduce the grade to No. 4 or 5, while still re-
taining the same brand name. Moreover, any owner of a trade-
mark who has built up a reputation for the quality of his product,
may sell the trade-mark, and the buyer may then sell whatever
grade of product he pleases under the old brand name. Clearly
then, a trade-mark protects the consumer only so long as its owner
is interested in maintaining the quality of his product. As soon as
either the original owner or a second owner of the trade-mark
attempts to make a quick profit by deteriorating the product, the
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brand name becomes a snare and a delusion instead of a protection
to the consumer. Even where quality is maintained, blind ad-
herence to trade-marks by consumers tends to render price compe-
tition ineffective and so prevents the consumers from obtaining
the most for their money. There is no objection to maintaining the
identity of goods by trade-mark. It may be argued that the manu-
facturer who consistently maintains a high standard for his prod-
uct should be allowed to benefit somewhat from the resultant
good will. But if what is desired is protection for the consumecr,
trade-marks are not enough. The establishment of Federal
grades, plus the requirement that thesc grades be printed on the
label and in the advertising, plus periodic inspection to prevent
false statements, would be a far better protection to the consumer.
As consumers are given objective standards by which to judge the
quality of products, price competition becomes more effective and
competitive increases of selling costs lose their attractiveness. The
benefit of government protection of trade-marks accrues primarily
and certainly to the owner alone. Such benefit as accrues to the
consumer is incidental and is dependent upon the desire of the
trade-mark owner to maintain his “‘good will” over a long period
of time.

Provision of Social Security

Although therc have been some forms of “poor laws” in various
countries for centuries, provisions for “social insurance” in the
form of workmens’ compensation insurance, unemployment in-
surance, old age pensions, and similar mcasures is a product of the
present century. Most countries now have some form of social
insurance. Both the proportion of the population covered by
such: programs and the benefits provided vary widely from one
country to another, the most advanced (or most extreme) being
Britain with its “cradle to-the grave” program.
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Full Employment Policy

The idea that the government should have an avowed policy to
maintain a high level of employment (by fiscal, monetary or other
means), rather than merely providing relief for the unemployed,
is still more recent than the principle of social security. Most of
the thinking on this point stems from the reaction of a group of
economists to the conditions of the severe depression of 1932-33.
The leaders of this group have been the English cconomist John
Maynard Keynes and Professor Alvin Hansen of Harvard.

Whether or not we agree with the theories or the specific pro-
posals of the Keynes-Hansen school, we cannot ignore the fact that
in recent years government budgets have become so large a part of
total national income that their management may have a serious
impact, for better or worse, upon general business and employ-
ment conditions.

As yet the only active efforts to promote a government fiscal
policy on full employment have been typified by the British White
Paper and the Murray Bill in the United States. This subject is
discussed more fully in other parts of this book.

Summary

We have seen that the government provides: (1) definitions
and (2) regulations for the conduct of economic activity; that it:
(3) engages in 'the provision of some economic services directly,
(4) grants monopolies to encourage the performance of some
other kinds of services, (5) provides social security for at least
some classes of citizens, and (6) may engage in policies designed
to promote a high level of employment. These activities may be,
and have been, classified in many other different ways and many
whole books have been written covering one or more of the fields
listed above. The list, however, may serve to remind us of the
various ways in which government authority may influence the
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economic conduct of private individuals or business firms. It will
also serve as a basis for consideration of the various possible posi-
tions the government may take in respect to the specific problerns
that we shall discuss in the following chapters.

We may observe at this point that, in a democracy, whenever
private business is not performing in a way that is deemed to be
consistent with the general welfare, there is generally a public de-
mand “that the government do something about it.” When gov-
ernment action is taken in response to such glamor, wise measures
are sometimes devised which stand the test of time. At times,
however, the government action may result in worse conditions
than the evil it was designed to correct. Blind faith in govern-
ment may be just as unfounded as blind faith in unrestricted
private enterprise. If private business wishes to avoid the re-
straints and possible evils of government regulation or ownership,
it must so conduct itself that it either promotes the public interest,
or at least does not run counter to it. In order to do this, it is not
enough for the businessman simply to understand how to run his
own business (although even this would help in some cases). It
is also necessary for him to understand the economic effects of his
decisions and actions upon other groups and upon the economy as
a whole. That businessmen are themselves becoming aware of
this problem is evidenced by the establishment of such agencies as
the Committee for Economic Development and the hiring of
economists by large business corporations.



CHAPTER 2

Principles of Taxation

rRoM the standpoint of their general economic significance,
F taxation and public expenditure should not be treated sepa-
rately but should be considered rather as separate parts of one sub-
ject. For taxation is merely a mcans of raising revenue to meet
the general or specific expenditures of the state. Economically,
taxation involves taking money from some people and giving it to
others to spend, but the net effect is that the tax-gathered money
is spent differently from the way it would have been had pecople
been allowed to use this money as they saw fit. The ordinary
justification of this process of taxation and expenditure is that the
collection of taxes from some people and the expenditure of the
proceeds by the government results in a greater well-being than
would have occurred had the individuals been allowed to make
their own decisions as to the use of their money.

The Budget

A statement of anticipated income and anticipated expenditures
drawn up by a government for some fiscal period (usually a year)
is called the government’s budget. If income and expenditure are
equal, the budget is said to be balanced; if income exceeds expen-
diture, we call the excess a surplus; if expenditure exceeds income,
the difference is called a deficit. Surpluses and deficits may occur

14
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either as the result of deliberate planning or as the result of cir-
cumstances which were unforeseen when the budget was drawn up.
The government, for example, may plan its expenditures to be
less than its income in order to have the surplus usable as a sort
of reserve for emergencies which may arise, to repay old debts, or
for any other purpose: or the surplus may arise simply because the
income proves to be greater or the expenditurcs less at the end of
the period than was anticipated when the budget was drafted.
Thus an unforeseen deficit will occur whenever revenues f{all be-
low anticipations or when expenditures are undertaken which
were not allowed for in the budget. A planned deficit arises
when the government decides that certain expenditures are so de-
sirable that they should be undertaken regardless of the fact that
it is impossible (or politically inexpedient) to pay for them out of
current tax revenue. In this event, it must borrow to meet the
excess expenditures.

‘Government borrowing raises so many other questions that we
shall consider the subject in another chapter. For the purposes
of this chapter, we shall assume that the budget is balanced. For
the time being, we shall also make the further assumption that all
the government expenditures are desirable. We are thus left free
to concentrate on the economic aspects of taxation itself.

Theories of Taxation '

Several theories have been developed concerning the manner in
which taxes should be levied by the states. Of these the principal
ones which merit attention are called the ability theory, the benefit
theory, the diffusion theory, and the economy theory. As we shall
discover later, it is not always possible to devise a tax which will
conform to all of these theories. But before beginning the discus-
sion, some attention must be paid to different types of taxes. The
folldwing' table will indicate the three fundamental types:
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TasLe I
$1,000 $10,000 $100,000
INcoME INCcOME INcoME
EXAMPLE i Tax as Tax as Tax as T‘,’I}’E OF
Tax in é):rl;t Tax in é’:’:'t Tax in Pel't AX
dollars | " | dollars | 2 | dollars Cg'f‘
income income income
T Regressive
Poll Tax $10. 10 | 1.0 10 0.1 10 | 0.01 tax
Proportional
Tax 1% of Income| 10 1.0 100 1.0 1,000 | 1.0 tax
Graduated Income P | Progressive
Tax 5 .05 250 25 12,500 | 12.5 tax

A regressive tax is one which declines as a percent of income as
incomes become larger. In the example we have assumed a flat
tax per head—constant in amount for all incomes. Note, how-
ever, that even a tax which increases in amount for higher incomes
but does not increase in full proportion to the increase in income
will still be regressive as a percentage. For example, suppose a
tax of $10, $90, and $800 for the three income groups listed in the
table. The tax as percent of income would then be 1.0 percent,
0.9 percent, ind 0.8 percent respectively—still regressive taxation.

A proportional tax absorbs an equal percentage of income from
all income groups.

The progressive tax is higher both absolutely and as a percentage
as income increases. Sometimes (as in our Federal personal in-
come tax), a part of this progression is achieved by exempting a
certain minimum amount of income from the tax as well as by
imposing higher percentages on the higher income brackets.

The Ability Theory

The ability theory states that a tax should bear most heavily on
those who are best able to pay it. At one time the possession of
property was regarded as a good indication of the ability to pay
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taxes. This was probably true, in a rough degree, in the days
when real estate constituted not only the principal form ot wealth,
but also principal form of income-producing property. More-
over, the existence of real estate is obvious to the naked eyc and
it is comparatively easy (economy theory!) to locate the owner
for the purpose of collecting taxes [rom him. Tt is these two con-
siderations which undoubtedly account for the survival of the real
estate tax as such an important part of our state and local systems
of taxation. Very early in its history, however, the real estate tax
was found to be inequitable and many attempts were made to im-
prove upon it in order to make it to conform more closely to the
ability theory. Obviously, a flat tax of so much per acre on all
farm land, good and bad alike, would not result in a just tax
burden as between different land owners. To meet this problem,
the tax on farm land was changed from a flat tax per acre to a tax
based on assessed valuation, which supposedly took into account
the earning power of the land.

In the casc of urban dwellings, the application of the ability
theory to real property in a misguided manner resulted in many
curious taxes, some of them having exceedingly unfortunate re-
sults. For example, in England at one time houses were taxed
according to thc number of windows they possessed. The at-
tempt to avoid this tax by decreasing the number of windows
resulted in a great number of badly lighted and ill-ventilated
homes. The bricking-in of windows and the building of houses
with fewer windows greatly reduced the amount of revenue which
accrued to the state. Many other curious and unwise tax laws can
be found in the old statute books. Even today, however, the regu-
lar practice of the assessors of raising the assessed valuation of a
piece of property when painting and modernization are done
probably accounts, at least in part, for the squalor of many of our
tenements.

In recent years we havé come more and more to consider the
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income of an individual, rather than the property which he pos-
sesses, as the proper measure of his ability to pay taxes. This
brings us to the question of graduated versus proportional taxa-
tion. A proportional tax would levy the same percentage rates
on all incomes regardless of size. A graduated tax levies a higher
rate of tax on higher incomes.

A little reflection will show that the progressive (or graduated)
tax conlorms far better to the ability theory than the proportional
tax. It must be obvious that a tax of 40 percent, or $400,000, on
a person with $1,000,000 income would impose far less strain
upon his ability to pay than a tax of 10 percent. or $100.00, on a
person with an income of only $1,000. It is also argued that the
progressive tax imposes a more equal sacrifice upon all taxpayers.
The measurcment of such psychic sacrifice is, however, highly
conjectural.

Some opponents of the graduated income tax have complained
that it discourages initiative and decreases investment. Thus
baldly stated, this argument is utter nonsense. As long as the tax
is so graduated that an individual will receive a higher net income
after taxes are paid on a higher income than he will after they are
paid on a lower income, there is no discouragement for him to at-
tempt to earn the higher income. T am sure that you and I would
both rather be in the position to pay a tax of 50 percent on a mil-
lion dollar income than we would to pay a tax of 30 percent on a
$100,000 income.!

There is an clement of truth in the argument that a graduated
tax discourages investment. If the graduated tax imposes a suffi-
ciently serious burden, the person with a very large income may
choose to invest all or a very large part of it in tax-exempt govern-
ment bonds. The answer to this, however, is not to repeal the

*The high income tax may, however, induce “iny;pstnimt" in a house for the
owner’s use or other durable consumers’ goods whose “real” income is not taxed.
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graduated income tax, but to remove the income tax exemption
privilege from all forms of government bonds.

The risk element must also be considered. Investments that
promise the most profits usually involve the greatest risk of the
principal invested. As higher income taxes cut down the possible
net return which may be realized from such investment, they tend
to discourage the undertaking of risks. We may see this more
clearly by considering it as the odds of a bet. Suppose there is a
proposition with equal chances of success or failure that requires
$50,000, but which will double my money if successful, and there
is no income tax. This is an even-money bet. Now suppose that
the government will tax my income 50 percent if the speculation
is successful. I must then invest $50,000 in order to make $25,000
(after tax is paid). In other words, I have to give two-to-one odds
on an even-chance bet. The limitation on possible profits is thus
a deterrent to risk-taking.

An objection to the-removal of the tax exemption privilege on
government bonds has been made on the grounds that it would
force the government to pay higher interest rates. This is not,
however, so serious an objection as would appear at first sight. A
comparison of the rate of yield on tax-exempt government bonds
with the yields on industrial bonds which receive a triple A rating
by Moody’s Manual shows only a slight difference over a period
of time. So long as safety of investments is the prime requisite in
the minds of many investors, the bonds of a solvent government
will continue to command high favor. This is evidenced by the
fact that many charitable foundations whose entire income is un-
taxable nevertheless retain large portions of their funds invested
in government securities. Furthermore, in times when a “strike
of capital” is alleged, the removal of the tax exemption privilege
from government securities might encourage more people to in-
vest in private business, thus tending to create more employment
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and saving the government the necessity of borrowing more
money for relief purposes.

The presence of the tax-exempt privilege on government securi-
ties in our income tax structure is certainly a contradiction of the
ability theory. The person who draws an income of $50,000 a
year in interest on government securities is obviously as fully able
to pay a tax as an individual who draws a similar income as a
salary for services to an industrial corporation. Indeed, the bond
holdcr is really in a better position to pay a tax, since the business
executive will lose his income whenever he is unable to perform
his services or whenever the company decides to discharge him;
the bond holder’s income, in contrast, will go on regardless of
other considerations so long as the government remains solvent.

The Benefit Theory

The benefit theory of taxation argues that taxes should be pro-
portioned among different individuals in accordance with the
benefits received from governmental activities. In its narrowest
construction, this theory relates specific taxes to specific govern-
ment expenditures. For example, the cost of laying water mains
by a municipality is often assessed directly against the property
owners whose property connects with the main. In the case of
some improvements, such as new streets, the strict application of
the benefit theory is apt to prove difficult. For instance, since all
the citizens are free to use the new streets, it is obvious that the full
benefit of the construction does not accrue to the adjoining
property owners alone. This problem quite often receives a
rough rule-of-thumb solution simply by the assessment of half of
the cost of the streets to the adjoining property owners and the
other half to the general taxation fund of the municipality. How-
ever, this solution still does not conform strictly to the benefit
theory. Those property owners in the next block or in the im-
mediate surrounding neighborhood will obviously derive more
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benefit in the usc of the new streets and in the enhanced value of
their property than will accrue to property owners located in more
distant parts of the city. Some communities have attempted to
meet this problem by assessing the cost in inverse proportion to the
distance from the improvement. Regardless of the method of
assessment adopted, it will be difficult to prove that it is in exact
accordance with the benefit theory.

Another tax that is in rough contormity to the benefit theory of
taxation is the tax on gasoline, to the extent that all the receipts
are spent on public roads and none is diverted to the gencral
revenue of the statc. However, since the damage done to roads
by trucks is probably greater in proportion than the damage done
by pleasure vehicles when compared to their respective rates of
gasoline consumption, the henefit theory is not strictly applied by
a flat tax per gallon on gasoline. This deficiency is made up in
part by charging the trucks a higher license tag fee than is charged
for pleasure cars. Since different trucks travel different mileages
over the public roads, a license tag fee, even though based upon
the weight of the truck, is not strictly equitable. Diversion of
gasoline taxes to uses other than roads violates the theory entirely.

In the case of some services performed by the government, it is
simply impossible to apply the benefit theory of taxation. For
example, take the public health service of a municipality. It is
impossible to determine who would and who would not have con-
tracted smallpox in the absence of tree and compulsory vaccina-
tion, or who would or who would not have contracted typhoid in
the absence of quarantine laws. Consider public playgrounds as
another area where the benefit theory cannot be applied. People
who live in the ncar neighborhood and have children feel that
they derive a great benefit from the existence of the playground.
On the other hand, pcople who live immediately adjacent to or
across from the playground may feel that the noise made by the
children detracts from the value of their property. The reader
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can think of many other kinds of services in which it is difficult or
impossible to apportion the cost of the service in proportion to the
benefit conferred.

A much more liberal interpretation of the benefit theory is ad-
vanced by some authors and disavowed by others. This interpre-
tation advances the thesis that in contrast with thosc with smaller
incomes or smaller amounts of property, those with the greatest
incomes or the greatest amount of property derive much more
benefit from governmental laws protecting private property and
enforcing contracts, and from the efforts of the police force and of
the army and navy in protecting the actual holding of private
property. This interpretation of the benefit theory is then made
an additional argument to the ability theory in advocating a grad-
uated system of taxation. A very plausible argument can be
made along these lines. However, when we come to consider
the activity of the police force and the army and navy in protect-
ing human lives as well as property, the application of the benefit
theory becomes difficult and doubtful. It would seem that the
ability thcory alone would constitute an adequate defense for a
graduated system of taxation without having recourse to a some-
what doubtful interpretation of the benefit theory.

Before turning to another subject, it may be well to point out
that there are some charges made by governments for services
rendered which cannot properly be called taxes at all. Such. for
example, are the charges made for registering deeds. Where the
charge simply covers the cost of the service rendered, such a charge
is not a tax but a fee. No one is required to register a deed to
property, but the registration of the deed makes it easier to prove
the legal ownership. The county usually performs this service
and charges a fee for it which covers its cost. Similarly, when a
municipality furnishes the water supply and charges in proportion
to the cost of the service rendered, such a charge is not a tax but a
fee. In many other cases this distinction may be more difficult to
draw.
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The Diffusion Theory

The diffusion theory (sometimes called the principle of the
broad base) postulates that the tax burden should be spread over
as many people as possible. The implication behind this is that
the taxation of more people will mean that more people will take
an interest in the government’s activity and will attempt to curb
government cxtravagance. To the extent that this implication is
true, the wide diffusion of the tax burden is particularly desirable
in states which have universal suffrage. If each individual is
made to realize that he must bear a share of the cost of govern-
ment, he may be more hesitant to vote for foolish expenditures or
to vote for legislators who proposc foolish expenditures. In order
to make this principle effective. however, the taxes must be levied
in such a way that the individual realizes the full burden of the
tax that he is actually paying. Indirect taxes which are concealed
in the price of the product have no merit in this respect. It is
even difficult for trained economists to determine exactly how
much of a real estate tax is being paid by the landlord himself and
how much is being passcd on to the tenant in the form of higher
rental. Consequently, many renters of dwelling space may vote
for municipal expenditure without realizing what proportion of
such costs they themselves will actually have to pay in the form
of higher rents.

The Economy Theory’

The economy theory of taxation postulates that as little as possi-
ble of the proceeds of a tax should be expended in actually collect-
ing the tax and as much as possible should be available for the
general revenues of the state. In the casc of some types of taxes,
the economy theory and the diffusion theory will be found to be
in contradiction to each other. Ordinarily, the fewer the sources
from which a tax must be collected, the less will be the cost of the
collection in proportion to the total receipts. Thus, in the casc of
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a tax on a manufactured article, the cost will be less if it is collected
at the factory than if it is collected [rom wholesalers, and much
less than if it is collected from retailers. It is sometimes claimed
in such a case that diflusion is achieved by passing the tax all along
the line to the consumer in the form of a higher price for the
finished product. We shall discuss later under what circum-
stances and to what extent tax shifting may take place. For the
moment let us grant that a full shift of the tax does take place and
that the final consumer does pay the {ull amount of the tax. If
under thesc circumstances the tax is concealed in the price of the
product, the end sought by the diffusion theory is still not fulfilled,
for il the consumer is in ignorance of the amount of tax he is pay-
ing, he will not thercby be motivated to demand governmental
economy. For example, the Federal revenuce stamp on a package
of cigarettes bears merely the picture of DeWitt Clinton and the
words “twenty cigarcttes” but states no amount of tax, so that an
individual would have to look up the United States Internal
Revenue laws in order to realize that if he smokes a package of
cigarettes a day, he is paying about $30 a year to the Federal Gov-
ernment.

The income tax is another cxample of a tax in which the ccon-
omy theory and the diffusion theory may conflict. At present,
only a minority of our citizens pay this tax. However, if the
exemptions under the income tax were drastically lowered, say
to $200 for a single man and $400 for a married man, and at the
same time the rate of tax imposed on these new taxpayers were
made much lower than that paid by present taxpayers (to conform
to the ability theory), it would be found that there would be large
numbers of people paying income taxes of 25 or 30 cents apiece.
Against this we would have to set the fact that the probable cost
of sending out income tax blanks, receiving the returns, auditing
them, and checking for possible violations would likely be in the
neighborhood of 50 cents for each taxpayer. There still is one
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way out of this dilemma: we might repeal all or a large number
of indirect taxes, such as those at present imposed on cigarettes,
cosmetics, beer and other articles bought in large volume by the
poorer class. The revenuc lost by the removal of these taxes
might then be assessed on the poorer classes in the form of an in-
come tax. If all of the Federal taxes which an individual with a
low income now pays without being aware of it were presented to
him as a single lump-sum income tax which he could see, the
effect might be salutary. It might even prove to be the case that
Congressmen could no longer make themselves popular by point-
ing with pride to the fact that they secured an (unnecessary) post
office for the community or rushed through a bill to make Goose
Creek navigable. Or it might be simply that people would vote
for Congressmen who would promise to repeal their taxes and
“soak the rich.”

Although it is probably safe to say that a majority of the expend-
itures of government are for socially desirable purposes, even at
present people with small incomes are paying a considerable pro-
portion of the total cost of government, directly or indirectly,
whether they realize it or not. Further expenditures of govern-
ment will tend to be horne more and more by the lower salaried
group. Remember that we are still assuming a halanced budget.
The sooner the average individual is made to realize that services
performed by the government are not a free gift, are not some-
thing for nothing, the sooner will he be prepared to take an active
and intelligent interest in honest and efficient government.

Steady Government Income

In addition to the theories which have already been explained,
there are certain other principles which are said to be essential for
a sound policy of taxation. The first of these is that the revenue
from a tax should remain fairly steady fromn year to year, or that
it should be such that it can be counted upon fairly certainly at
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least a year or two in advance. If the revenue which a tax yields
is fluctuating and uncertain, the government is apt to make ex-
penditures, counting on estimated receipts from a tax, and then
find that the returns are less than anticipated, thus giving rise to
unforeseen deficits. The duties on imports furnish us with exam-
ples both of some of the steadiest and some of the most violently
fluctuating forms of tax revenue return. The degree of stability
of returns from import taxes varies both with nature of the prod-
uct taxed itself and with taxing policy of the government. In
general, the steadiest return from import taxes will be yiclded by
those commodities whose consumption is a matter of habit, or
varies little from year to year, and which arc not produced domes-
tically. For example, the import tax on tea has been the steadiest
form of revenue for the United Kingdom throughout its history.
Taxes on sugar, coffec. and similar products are likewise steady
producers of revenue. On the other hand, commodities whose
purchase is a matter of fad or fancy are subject to wildly fluctuat-
ing degrees of revenue return—an import tax on batik shawls or
mahjong sets might yield a fabulous return one year and shrink
to zero the next.

For import taxes to constitute reliable sources of revenue, the
government must so design the tax that it will be a revenue pro-
ducer. This means that the government must give up all idea of
a protective tariff in connection with its revenue policy, for the
greater the degree of protection afforded by a tariff, the fewer
goods will be imported and the less the revenue will be.

The principles to be followed by a government in designing a
tariff to raise revenue are quite similar to those to be followed by
a monopolist in determining his best monopoly price. In seeking
the greatest return, the government will set its tax at such a point
that the tax per unit times the total number of units imported
will yield the greatest total revenue. Too low a tax will mean
that the government is sacrificing some of the revenue which it
possibly might have obtained from a commodity. Too high a tax
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will discourage imports either by decreasing domestic consump-
tion or by encouraging domestic manufacture of the product and
so will decrease the total revenue accruing to the government.
The analogy to monopoly net return is practically perfect. In
the days when England’s tariff was designed primarily to produce
revenue, a very simple device was adopted to avoid fluctuations in
the returns due to domestic manufacture. Whenever a tax was
placed upon the importation of a certain product. a similar tax
was likewise placed upon its domestic manufacture. Thus, the
government reccived its return regardless of whether the products
were imported or manufactured at home. The problem then was
simply the one outlined above, that of placing the tax ratc at the
point of greatest possible return. It should be noted that the im-
position of a tax on domestic manufacture cqual to the import tax
on an article is a complcte negation of any idea of protection; as
far as the tariff is concerned, the foreign and the domestic pro-
ducer are placed upon the same competitive basis. The income
tax, although conforming well to many other theories of taxation,
is not reliable as a steady producer of revenue. The returns from
this tax tend to fluctuate upwards and downwards with the move-
ments of national income in the business cycle. It is not always
possible or desirable for a government to expand dnd contract its
expenditures in accordance with its receipts from the income tax.
Indeed, if government expenditure is to be used as a means of
alleviating business depression, it must be adjusted upwards and
downwards exactly opposite to the fluctuation of the business cycle
and of the private national income. This leads to the suggestion
of government borrowing in periods of depression and repayment
of government debts in periods of prosperity, which is considered
in Chapter 4.

Simplicity of Tax Computation

Another requirement of a good tax is that it should be fairly
easy for the average individual to determine the amount of the tax
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that he should pay. This requirement of simplicity offers many
advantages: a tax which is simple to compute is more apt to be
considered a fair tax and hence the disposition to evade it is less;
simplicity of computation reduces the number of suits which are
brought in the court on interpretations of the tax law, conse-
quently reducing the expenses of litigation both to the government
and to private individuals; a simply drawn tax law is always far
less expensive to administer than a complicated one.

The relative complexity of the American income tax structure
arises from the fact that it is a tax on net income, and from the fact
that no standard methods of accounting procedure are universally
used by all individuals and corporations. Hence the Treasury is
driven to the necessity of laying down more or less arbitrary rules
of what does or does not constitute a legitimate expense or loss
which may be deducted from gross income in order to determine
net income. These rules must be applicable both to the proprietor
of a corner candy store and to the president of a large steel corpo-
ration. The inclusion under the definition of income of increase
in valuc of unsold property, and the allowance of deductions for
losses in value on unsold property. further complicate the problem.
Even professional accountants are apt to differ widely in their
estimates of the value of a given piece of property and of the
change in value which has taken place during a fiscal year. The
attempt' of the Treasury to lay arbitrary rulings for the computa-
tion of such values results in a complicated tax form. However,
so long as capital gains and losses are a part of the law, the
Treasury must of necessity make such rulings. It cannot simply
leave the problem up to the individual and say, “Let your con-
science be your guide.”

Regulatory Taxes

A tax is sometimes used as a means of regulation for certain
activities, either with no regard for revenue or with revenue as a
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second consideration. This use of the taxing power is generally
resorted to by the legislatures to accomplish regulation which lies
beyond their powers as defined by the Constitution. It has long
been recognized that Chief Justice Marshall was right when he
said, “The power to tax is the power to destroy.” 1If there is any
business which the legislature wishes to wipe out, all that it has to
do is to place a sufficiently high tax on it to render its operation
extremely unprofitable. Let this is really an abuse of the taxing
power. In a dictatorship such a procedure is unnecessary; all that
a dictator has to do is to publish an edict forbidding the practice
ol a certain kind of business, and the enforcement of this edict will
accomplish the end. In a democracy the use of the taxing power
for regulatory purposes gencrally means that the legislature is
exceeding the authority entrusted to it by the people. If the
people desire to give the legislature more power, this can.be done
by constitutional amendments. Such an amendment may be
drawn either so as to confer more gencral power on the legislature
or to empower it to act with respect to the particular evil under
consideration. If the people do not wish to entrust the legislature
with such power, the power should not be exercised by indirect
means through this use of the taxing power.

Unless there is external evidence, it is sometimes not easy to tell
whether a particular tax is designed as a revenue producer or as a
means of regulation. Sometimes, either through ignorance or
through unforeseen circumstances, a tax which was designed in
all good faith as a means of raising rcvenuc may prove to be a
weapon that drives an industry out of business. However, when
specific regulations are laid down in the tax bill and the tax is then
levied on those who do not conform, the intent of the legislature
is clear. In such cases, if the regulation is beyond that entrusted
to the legislature by the Constitution, the courts will not hesitate
to throw the law out. Such was the fate of one of the child labor
laws passed by Congress. It may be regretted that this and many
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other socially desirable laws may be likewise declared unconstitu-
tional. However, we cannot overlook the fact that if legislatures
are given [ree rein with the taxing power, they may pass many
socially undesirable laws as well as many socially desirable laws.
For example, a lobby of potato growers might be able to bring
sufficient pressure to bear upon Congress to jam through a law
putting a tax of $2 a pound upon spaghetti: or an anti-vaccination
society might succeed in getting a statc legislature to put a tax of
$50 a gram on smallpox vaccine.

Sometimes the regulatory tax is designed merely as a discourage-
ment rather than as an outright prohibition of a particular prac-
tice. For example, some people advocate high taxes on cigarettes
and alcoholic liquors in the hope that this will decrease their con-
sumption. Such laws are usually upheld by the courts, since the
revenue that is raised is clear and the regulatory aims are not stated
in the act. Nevertheless, the same objections apply to them as to
taxes that are outright confiscatory or prohibitive.

Taxation and Compensatory Fiscal Policy

Economists who propose to use government fiscal policy to
combat unemployment would not agree with the idea of a budget
which balances each year. Nor would they agree that a tax
should be a steady producer of revenue for the government. In-
stead, they argue that government deficit spending should be
used to combat unemployment. This involves ecither increasing
government expenditures while taxes remain at the same level or
keeping expenditures the same but reducing taxes to increase dis-
posable income so that people will spend more. In the opposite
situation of full employment with threatened inflation, they ad-
vocate taxes higher than the level'of government spending so as
to reduce the disposable income of the people and thus tend to
prevent prices from rising further. These economists want the
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budget to be balanced over a longer period of time, say ten years,
rather than to have it balance in each single year.

For the above purposes, taxes such as the income tax (and par-
ticularly the “pay-as-you-go” part of the income tax) provide a
certain amount of “built in flexibility.” That is, if all taxes were
of this sort, and expenditures were maintained at a constant level,
tax revenue would exceed government spending in times ol pros-
perity and government deficit spending in cxcess of tax revenue
would be automatic in times of depression. Professor Musgrave
has pointed out, however, that even if all taxes were of this type,
the amount of flexibility would not be sufhcient to counter either
serious inflation or serious unemployment without changing tax
rates or without large changes in the level of government spend-

9

ing.

This question of full-employment fiscal policy is considered in
more detail in other parts of the book. What we should note
here, however, is that taxes cannot be considered simply as means
of raising revenue for the government. We cannot afford to
ignore the inflationary or deflationary effects of various kinds of
tax policies. This is particularly true where taxes make up as
large a percentage of national income as they do in most countries
today. In part the inflationary or deflationary effect of a tax de-
pends upon who pays the tax and what he would do with the
money if he did not have to pay the tax. We shall touch upon
this question in the following chapter.

?Richard Musgrave, Paper read at American Economic Association Convention,
December 1947.



CHAPTER 3

Shifting and Incidence of Taxation

E Now come to one of the most difficult and involved sub-
W jects in the field of economics—the question of who actu-
ally bears the burden of the taxes that are levied by the various
agencies of the government, and the question ot who will actually
bear any new taxes that are imposed.

By the “shifting” of a tax we mean the passing ol the burden
of paying the tax from the person or firm on whom it was orig-
inally levied to someone else. 1f, for example, a tax ot 3 cents
per unit is levied on the manutacture of a certain article, and if
the manufacturer should then find it expedient (that is. that it
gives greatest net return after the tax is paid) to raise the price
of the article by 3 cents as he sells it to the wholesaler, we should
then say that the manufacturer had shifted the tax to the whole-
saler. If the wholesaler in turn finds that he fares best by raising
his selling price by.3 cents, he will shift the tax to the retailer.
The retailer might then raisc his selling price by the same amount
and so shift the tax to the consumer.

Before going any further we must note that, in the actual world,
the mere fact that the price of a product rises by the amount of
the tax is not sufficient evidence that a tax has been shifted. In
the example above, if, at the same time the tax was imposed, the
manufacturer’s other costs had risen by 2 cents, then the raising
of the price by 3 cents would shift only 1 cent, or one-third, of the
total tax burden and the manufacturer would himself be paying
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two-thirds of the tax. If the other costs had risen by 3 cents, an
increase in price of only 3 cents would leave the manufacturer pay-
ing the entire tax and not shifting any of it.

Contrariwise, the mere fact that the price of a product does
not rise after a tax is imposed is insufficient evidence that the tax
has not been shifted. The manufacturer may find that he is able
to force the producers of his raw materials to accept lower prices,
or that he is able to force his workmen to accept lower wages, as
a result of the tax. Taxes may be shifted backward as well as
forward in the production process. Note, however, that before
we say thgt the tax has been shifted backward in any case, it must
be shown that the tax was the occasion for the decline in raw
material prices or wages. If such declines would have occurred
without the tax (and no decline in selling price would have taken
place), then the manufacturer is himself paying the tax out of
what would otherwise have been increased profits.

By the “incidence” of a tax we mean the place where the tax
burden actually falls. The incidence of a tax falls on the person
who is unable to shift the burden to someone else, that is, the one
out of whose pocket the tax finally comes. It does not matter
who turns the tax money over to the government. If a tax is
levied on a manufacturer, he will be the one to turn the money
over to the government. However, if through higher prices the
tax has been shifted all along the line to the consumer, he is the
one upon whom the incidence of the tax actually falls. In some
ways the manufacturer and the other dealers may be said to be
acting as agents in collecting the tax for the government.

So long as the government receives the money, it might, at first
sight, appear to be a matter of indifference on whom the incidence
of the tax falls. Many taxes are indeed levied in this careless
fashion with little heed as to what group of people is actually
going to bear the tax. Nevertheless, difficult as the problem of
determining incidence may be, it cannot be ignored if we are
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concerned with equalizing the burden ol taxation or apportioning
it according to any of the theories (ability, benefit, and so forth)
outlined in the previous chapter. We may say. for instance:
“Here is an industry which can well afford to pay a tax.” How-
ever, unless we are extremely carcful of the manner in which the
tax is levied, we may find that the tax is finally paid not by the
industry on which it was levied but by a group ot people who were
already overtaxed.

Fven from the point ol view of raising revenuc, however, the
incidence of a proposed tax must be taken into consideration. If
the burden of paying a new tax falls on a group ot peopw who are
already. buying other taxed articles, the purchase of which they
now reduce, then the loss of taxes on these goods will have to be
offset against the receipts from the new tax. Under circumstances
which are not at all improbable, the imposing of an unwise new
rax may even decrease the total revenue which accrues to the state.
Let us suppose, for example, that there is already a tax on women’s
silk stockings but that this tax is actually being borne by the man-
ufacturer and not passed on to the consumer. Now let us suppose
further that a new and extremely heavy tax is placed on lipsticks
and that this tax is shifted to the consumers (by the consumers I
mean the women who buy the lipsticks—not the men who abSorb
them incidentally). Tt is entirely possible that many women
might then be willing to go bare-legged rather than refrain from
painting their lips. The loss in revenue from the tax on silk
stockings, which are no longer sold, might then be greater than
the returns from the new tax on lipsticks, and the total revenue to
the state would have declined because of the imposition of the
new tax.

Factors Affecting the Incidence of Taxation

We shall now attempt to analyze the conditions which either
force the persons or firms on which a tax is levied to bear the tax
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themselves, or which enable them to shift the incidence of the tax
to others. Except for a few rare individuals, anyone on whom a
tax is levied will cheerfully attempt to pass the tax on to someone
else if he is able to do so, rather than pay the tax himself. We
must look for the conditions under which people are able to shift
all or part of a tax to others. We may assume, with a fair degree
of accuracy, that a tax which is capable of being shifted will be
shifted.

Let us consider the question of incidence first in connection with
what we may call business taxes (taxes which are levied on the
manufacture or sale of a product, on the use of capital goods or
productive factors, or on the income of business firms). There
are several factors which we shall have to consider in connection
with these taxes: (1) the type of tax which is imposed; (2) the
nature of the total demand for the product; (3) the degree of
competition in the market where the industry sells its products
(monopoly, oligopoly, monopolistic competition, pure competi-
tion): (4) the technical cost conditions in the industry (shape of
the technical cost curves); (5) the nature of the total supply of
the means of production to the industry; (6) the degree of com-
petition in the market where the industry buys its means of pro-
duction (monopsony, oligopsony, pure competition among buy-
ers). Unfortunately we shall not be able simply to take each of
these elements and generalize upon it, but we ‘must take them in
various combinations according to the special problems which are
presented by them.

Taxes as Business Costs

Any tax which is imposed on a business must be considered first
as an addition to cost. The question then arises as to whether it
is advisable for the firm to alter its scale of output as a result of this
change. If output is decreased by a monopoly, the smaller output
can be sold at a higher price. The difference between the higher
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price and the former price will then represent the amount of tax
per unit of product which is being shifted to the buyer. This dif-
ference, multiplied by the total number of units sold, is the
amount of the total tax which is shilted to the buyers. (As we
shall see later, the price rise may exceed the tax under certain con-
ditions.) We must note carefully, however, the different results
which are occasioned by different types of taxes. A tax which is
in the nature of a lump sum (that is, which does not vary in
amount with output or sales) will be in the nature of an addition
to fixed cost. Such a tax will not change cither marginal cost or
average variable cost and hence will occasion no change in out-
put by the monopoly. On the other hand, a tax of a certain sum
per unit of output, or a tax expressed as a percent of gross sales,
will be an addition to average variable cost and to marginal cost
and will thus occasion a change in output to the point where the
new marginal cost (including tax) and marginal revenue are
again equal.
Tax as Fixed Cost

Under monopoly, any tax which is in the nature of a lump sum
tax will be paid entirely by the monopolist and not passed on to
the buyer. A lump sum tax is really a fixed cost. A fixed cost,
it will be remembered, is one which remains constant as a total
and does not vary with changes in output, regardless of the num-
ber of units produced. Since marginal cost is defined as the addi-
tional cost necessary to produce one more unit of output, it obvi-
ously contains no element of fixed costs. This is the case with any
tax assessed as a fixed amount on a monopoly. Such a tax makes
no change in the marginal cost curve of the firm, and so the point
of greatest monopoly profit is at exactly the same output as before.
Monopoly profits will, of course, be decreased by the amount of
the tax, but there will be no other point of output at which net
monopoly profits will be any greater than at the old output and
the old price. This statement is based on the assumption that the
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monopolist was already charging the full monopoly price for his
product before the tax was imposed. If this is not the case, the
imposition of a tax may cause him to re-examine his price policy
with a view to charging the full monopoly price. In such an
event some part, or all, of the tax may be passed on to the buyer.
However, we have no assurance that the monopolist would not
have sooner or later discovered the error in his pricing policy even
without the imposition of the tax. Thus, under these circum-
stances, the tax is the immediate occasion rather than the ultimate
cause of the higher price to the buyer.

A lump sum tax might be imposed in the nature of a license fee
or franchise tax, a tax as a percent of net income, or, in the short
run, a tax stated as a percent of the assessed value of capital or real
estate. While we have said that a tax of this sort on a monopoly
cannot be passed on to the buyer (if the monopolist has previously
been charging the full monopoly price). there are some circum-
stances under which the tax may be avoided. If the monopoly
is not dependent upon location, the firm may move out of the
jurisdiction of the government which imposes the tax. The bur-
den of heavy taxes has been the cause of movement from one
city or state to another by many manufacturing firms which were
highly competitive, as well as by firms which possessed a greater
degree of monopoly power.

If a tax burden absorbs all or a great part of the net income of
a monopoly firm which is unable to move, other expedients may
be adopted. Maintenance expenditures may be discontinued or
greatly reduced in an effort to recover some part of the money
capital invested. To the extent that the capital goods of the firm
are not specialized to the particular business, they may be sold or
invested in other lines not so heavily burdened by taxes. It is a
nice question to be determined how much a monopoly can be
taxed without being taxed out of existence.!

T the invested capital is mostly borrowed, the firm may, of course, be taxed into
bankruptcy long before the operating unit is taxed out of existence. However, so



38 SHIFTING AND INCIDENCE OF TAXATION

Tax as Constant Variable Cost

A variable cost is a cost which changes as @ total with changes
in output. When we speak of a tax as a constant variable cost, we
mean one wnich is constant per unil of output but which
increases as a total when output increases, because the tax must
be paid on more units ol output.

When tax is levied on a per unit of output basis on a mono-
poly, the tax becomes an addition to marginal cost at each possi-
ble output. The point of intersection of the marginal cost and
marginal revenue curves is thus shifted to the left. That is, the
point of g;reatest monopoly profits after the tax is included as a
cost will be at a lower output than before the tax was imposed.
The assumption is again made that the monopolist has been
charging the full monopoly price Before the tax was imposed. and
that the conditions of production other than the tax and the con-
ditions of demand are unchanged. Part of a tax per unit of out-
put on a monopoly will be passed on to the buyer. There are
several circumstances which will govern the proportion of the
tax which is so shifted:

(1) The closer to horizontal the slope of the demand curve. the
greater the proportion ot the tax that will be paid by the seller:
and, conversely. the steeper the slope of the demand curve, the
greater the proportion of the tax that will be paid by the buyer.

(2) (a) If the point of greatest monopoly profit was on the de-
clining part of the marginal cost curve before the tax was imposed,
the grcater the slope of the marginal cost curve, the greater the
proportion of the tax that will be shifted to the buyer; and, con-
versely, the less the slope of the marginal cost curve, the greater

long as any positive rate of return is being earned on invested capital, it is most
likely that the firm will continue to be operated either by the original owners or
by the creditors rather than an attempt made to withdraw capital in the manner
outlined. All monopoly profits might be absorbed by the discussed type of taxation
without causing the business unit to discontinue.
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the proportion of the tax that will be borne by the seller. (b) If
the point of greatest monopoly profit was on the rising part
of the marginal cost curve before the tax was imposed, the greater
the slope of the marginal cost curve, the greater the proportion of
the tax that will be borne by the seller; and conversely, the less the
slope of the marginal cost curve, the greater the proportion of the
tax that will be shifted to the buyer. ((‘3 In general, a greater
proportion of the tax will be shifted if the point of greatest mo-
nopoly profits was on a declining phasc ol the marginal cost curve
than if the point was on a rising phase of the marginal cost curve
before the tax was imposed.

Diagram 1 illustrates the effect of the imposition of a tax per
unit of output on a monopoly under onc set of demand and cost
conditions. Note the following results:

After Tax of
$5.00 Per Unit
Before Tax of Output
1Tas Imposed 1 as Imposed

Selling Price...... ....... $ 22.00 $ 25.00 Increase in price to
buyers ........... $ 3.00
Average Total Unit Cost... 1250 19.00
Profit per Unit........... 9.50 6.00 Decrease in  seller’s
profit per unit.... $ 3.50
Total Revenue............ 528.00 500.00
Total Cost........ ....... 300.00 380.00
Net Profit................ 228.00 120.00 Decline  in  seller's
profits ........... $108.00
Consumers lose 4 units of goods formerly worth
$22.00 cach—total $88.00, but spend $28.00
less, lcaving a net loss to consumers of *........................ 60.00
Total loss to consumers and seller................ $168.00
Revenue to government $5.00 on 20 units, total tax
TOVEIIUC. ¢ o vttt ettt te e e eeineeeannneenannnen, 100.00
Apparent net loss to the community.............. $ 68.00

* The $28.00 is now spent for other goods, but these other goods presumably yield
less satisfaction or the consumers would have bought them before they were induced
to do so by the price change occasioned by the tax. Consequently, the total loss to
the consumers may exceed the money loss of $60.00. '
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A TAX AS A CONSTANT
VARIABLE COST
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AR is average revenue (that is, demand curve)

MR is marginal revenue

ATUG, is average total unit cost before the tax

ATUGC:; is average total unit cost including the tax

MG, is marginal cost before the tax

MC: is marginal cost including the tax.

S: is the point of intersection of marginal cost and marginal revenue before the tax
S. is the point of intersection of marginal cost and marginal revenue after the tax
P,Q: is the price before the tax

P2Qs is the price after the tax

OQ: is the monopoly output before the tax

0Q; is the monopoly output after the tax
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It will be noted that there is sometimes a sort of “dry loss” possi-
ble in taxation—that is, a loss in value to the seller and consumers
combined which is greater than the revenue the government re-
ceives, leaving a net loss. To overcome this apparent net loss in
the above case, the government must take the $100.00 tax revenue
and, using the resources made idle by the contracted output, pro-
vide services worth $168.00 to the public,? but eyen a worthy ex-
penditure does not justify a bad tax.

If the demand curve for a monopoly product is a straight line,
we may make the following generalizations about a tax per unit
ol output (tax as a constant variable cost):®

The slope of the marginal revenue curve is always one-half of
the slope of the average revenue (or demand) curve.

The point at which the marginal revenue curve is cut by the
new marginal cost curve (including tax) will be higher than the
former point of intersection of marginal cost and marginal reve-
nue by a distance which represents the difference between the old
marginal cost at the old output and the new marginal cost (in-
cluding tax) at the new output.?

*Tt is only fair to note that the loss in excess of the amount of the tax was
occasioned by the fact that the tax was placed on a firm operating under conditions
of decreasing costs. If the government should spend the tax proceeds of $100.00 on
the purchase of goods from some other firm or industry operating under decreasing
costs, the lower prices to other buyers of this second good (caused by increased
output at lower cost) might offset the “dry loss.”” We ncglected, of course, the
cost 1o the government of collecting the tax.

3 See Robinson, Joan, Economics of Imperfect Competition, Ch. 5, Macmillan &
Co., Ltd., London, 1934, for a fuller explanation of this subject.

4These rather lengthy statements arc necessary to avoid ambiguity. I had
experienced some difficulty in reading Joan Robinson, but it was Professor Machlup
who pointed out to me that this is an example in the use of the phrase “change in
cost” exactly analogous to the ambiguities we have suffered from the use of the
terms “change in supply” and “change in demand” hoth as point changes and as
schedule changes. Whenever Mrs. Robinson uses the expression “change in margi-
nal cost,” one must be careful to note from the context whether she means: (1) A
change from one point to another on tlie same curve, (2) a change from one cost
curve to another, or (3) a change from one point on one cost curve to another
point on another curve. Until our economic vocabulary is enriched by words which
sharply distinguish these meanings, we shall have to suffer from circumlocutions
for the sake of clarity.
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Therefore, with a straight line demand curve, the rise in price
due to the tax is always equal to one-half the difference between
the old marginal cost at the old output and the new marginal cost
(including tax) at the new output. This may be seen from
Diagram 2.

TAX AS CONSTANT VARIABLE COST
"STRAIGHT LINE DEMAND CURVE
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Point S, is marginal cost at old output

Point S, is marginal cost including tax at new output

On the line P,Q; point J is measured equal in height to point S.

The distance JS; then represents the change between marginal costs at the old and
the new output

P, is above P; by one-half the distance JS;
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If marginal costs are constant, the increase in marginal cost will
be equal to the tax and the increase in price will be equal to one-
half the tax.

If marginal costs are rising at the former equilibrium output,
the difference between the marginal cost at the new equilibrium
point on the new marginal cost curve (including tax), and the
old marginal cost at the old output, will be less than the amount
of the tax. Therefore, the increase in price will be less than one-
half the tax.

If marginal costs are falling at the former equilibrium point,
the new marginal cost at the new output will be greater than the
old marginal cost 4t the old output by an amount which is greater
than the tax, and the increase in price will be more than half the
tax.”

The final effect of a tax as a constant variable cost is not always
the immediate effect in actual practice. For example, a new tax,
or a tax increase, of 1 cent per gallon is placed upon gasoline.
The first reaction of the sellers may be to increase their price to
consumers by 1 cent in order to impress them with the idea that
the tax has been imposed and that the rise is due to the tax alone.
Later on, the price (including tax) will be either raised or lowered
according to the principles we have outlined. Likewise, when
such a tax is repealed, the first effect is to drop the price by the
full amount of the tax reduction to make the customer believe
that he has been given the full benefit of the reduction. Later the
price will return to the most profitable point (not including this
tax or part of tax).

average revenue curve, the price will increase by the full amount of the tax. If
the slope of the marginal cost curve is greater than the slope of the average revenue
curve, the price will increase by more than the tax. If the demand curve is con-
cave, the effect upon price by the tax will be greater the greater the concavity of
the demand curve.

Most of the ideas in this section on taxes on monopoly as constant variable costs
are the result of Mrs. Robinson’s efforts to examine further the proposals of
Marshall and Pigou to tax increasing cost industries and to give a bounty to
decreasing cost industries. Whatever improvement in statement I have made in
Mrs. Robinson’s propositions is due to the help of Professor Machlup.
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Tax as a Changing Variable Cost

By a changing variable cost we mean a cost which changes
both per unit of output and as a total when output is changed.

A TAX AS A CHANGING
VARIABLE COST
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A good example of such a tax is a Gross Sales Tax. Such a tax
is simply a tax expressed as a percent of total revenue. The mar-
ginal cost of such a tax will be the same percent of marginal rev-



SHIFTING AND INCIDENCE OF TAXATION 45

enue as the tax is of total revenue. It follows from this that a
tax expressed as a percent of total revenue will occasion much less
reduction of output and much less increase in price than a tax of a
similar amount levied as a tax per unit of output. The demand
curve and the cost curves, before the tax was imposed, in Diagram
3 are exactly the same as in Diagram 1. In Diagram 1 the tax
was assumed to be $5.00 per unit. This is slightly less than 23 per-
cent of $22.00 which is the original monopoly price in both cases.
In Diagram 3 a tax of 23 percent of total revenue was imposed.
Notice that the consequent increase in price is only about $1.00 as
contrasted with the $3.00 increase in price when the tax was im-
posed as a tax per unit of output. \

Tax as Percent of Net Income

Note here the difference between the incidence of a tax as a per-
cent of net income and a tax as a percent of (gross) revenue of a
monopoly. While a tax as a percent of total revenue will partly
be passed on to the buyer, a tax as a percent of net income will be
paid cntirely by the monopolist. That point at which total net
income was maximized before the tax was imposed will still be
the point of greatest total net income after the tax, expressed as
a percent of net income, is deducted. In strict theory, such a tax
does not enter into the cost calculations of the monopolist at all.
It is simply a deduction to be made after his greatest net income is
determined. For this reason, a tax as a percent of net income is
often proposed when it is desirable that the incidence of a tax fall
on the firm upon which it is levied.

In actual practice, however, the matter is not quite so simple.
Although the tax cannot be shifted, it is one of the types most sub-
ject to evasion as there is no commonly accepted definition of what
constitutes net income. It is true, of course, that net income is
generally defined as gross receipts minus the costs of production.
This, however, does not help us much, for it only gives rise to the
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question of what are the legitimate costs of production which may
be deducted in computing net income for tax purposes. For in-
stance, a man may own all, or the majority control of a certain
company. Hec then may decide to pay himselt $50,000 or $100.-
000 a year, alleging that this sum represents his wages of manage-
ment and should be allowed as a cost deduction in figuring net in-
come Jor the firm.  Such a sum may, in many cases, be obviously
much greater than his services are worth, but who is capable of
saying with cxactitude that the man's services are worth exactly
so much and no more to the firm? Under such circumstances,
the Treasury (or other tax collection agency) is torced to make
arbitrary rulings and cven then every individual firm's tax return
may be subject to review by the courts. Such a process is costly
and uncertain both for the taxpayer and the government. More-
over, the manager’s salary is not the only element of cost which
may be a subject of tax evasion or a matter of legitimate doubt.
For this reason, a tax as a percent of gross sales may sometimes
be preferred to a tax as a percent of net income because, although
some part of the sales tax may be shifted, it is much less subject to
cvasion than the tax on nct business income. The incentive to
tax evasion is present, of course, in all taxes: the difference is one
of degrec. The net income tax may also encourage bond issues
rather than new stock issues as a means of capital expansion.

Taxes on Industries Operating Under Conditions
of Monopolistic Competition

The probable incidence of taxes on industries operating under
monopolistic competition is even less certain than their incidence
on perfect monopolies. Under the heading of perfect monopolies,
we were free to assume that the demand curve of the firm would
remain unchanged after the tax was imposed and to devote our
entire attention to the effect of the tax upon marginal cost. Un-
der monopolistic competition, however. the demand curves as well
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as the cost curves of the individual firms may be altered by the
tax, and we shall have to take this circumstance into account. A
tax that is applied generally to all or to a large part of articles con-
sumers buy will have some effect on the demand curve for a
monopoly product, due to changes in relative prices of other goods
and to changes in income distribution occasioned by the tax.
However, since by definition there are no close substitutes for
monopoly products, the results on the demand curve are largely
indeterminate and we have neglected them.  On the other hand,
firms operating under conditions ol monopolistic competition are,
by definition, selling products which are closely competing substi-
tutes for each other. Therelore, we shall try to consider the ceffects
resulting from their competitors’ reaction to the imposition of a
tax on the demand curves of the individual firms.

Tax as Fixed Cost

For a group of firms operating in an industry under conditions
of monopolistic competition, the effect of a lump sum tax upon the
cost of each individual firm will be exactly the same as the effect of
the same type of tax under monopoly. T'hat is, the tax represents
an increase in fixed costs but has no eftect upon marginal cost, and
hence there is no tendency on the cost side to reduce output of the
individual firm in order to shift the tax to the buyer. On the de-
mand side, however, several circumstances may occur:

(1) The burden of the tax may be such as to force some of the
competing firms out of business. In this case, the customers of the
defunct firms will be distributed among the firms that remain in
business, increasing the demand for their products. but we have
no reason to presume that the increased demand will be dis-
tributed equally among the remaining firms. Some firms may
obtain the lions’ share of the old firms’ customers; some may ob-
tain very few, and some may obtain none at all. In this event,
the firms receiving the greatest increase in demand may find it
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most expedient to raise their prices sufficiently to shift the entire
burden of the tax on to the buyers. (It may even be that their net
profits are greater after the tax is imposed than before.) Some
firms will be able to shilt a part of the tax to the buyers, while
others may have to absorb the entire cost themselves.

Under certain circumstances, the prices charged by all firms that
remain in business may be even less than before the tax was im-
posed: (a) If, before the tax was imposed, there were a large num-
ber of firms each operating at less than optimum capacity, and (b)
if, after some firms are forced out of business, the demand curves
of those which remain become more elastic (since the new cus-
tomers they acquire may be somewhat indifferent as to their spe-
cial services). For example. suppose that there is an excessive
number of gasoline stations in a large city. A license iee of $500
per year per station might cut the number of stations in half, and
the remaining stations might then find that by cutting their price
and operating at capacity, their net profits, cven after paying the
tax, arc greater than before the tax was imposed. This situation
will apply only in certain cases of diminution from a great number
of firms to a number which is still fairly large. It will not be ap-
plication in the case of a small oligopoly.

(2) It may be that no firms arc forced out of business by the
fixed cost tax. In this event, it is still remotely possible that a
considerable proportion of the tax may be shifted to the buyers.
This is most likely to apply in the case of an oligopoly (a small
number of firms which do take account of rival prices in de-
termining their own price policy). When a tax is imposed, if all
firms raise their prices simultaneously in an effort to shift the tax
to the buyer, any single firm will lose much less business than if it
attempted to raise its price alone. Nevertheless, even under these
circumstances, we cannot assume that the full burden of the tax
will be shifted to the buyer; as all firms raise their prices simul-
tancously, some of the customers of each firm may cease to buy the



SHIFTING AND INCIDENCE OF TAXATION 49

product entirely. The extent to which the tax can be shifted is
thus dependent upon the elasticity of demand for the product in
general, rather than on the elasticity of demand for the product as
sold by the individual firm. It may be argued, however, that the
possibility of shifting the tax to the buyer is not very great, be-
cause if conditions of total demand are such that all firms can raise
their prices together (without encountering a scrious decline in
the amount sold), it seems reasonable to suppose that they would
have done this without the impetus of a tax.

Tax as a Constant Variable Cost

A tax per unit of output on the firms operating in an indus-
try under conditions of monopolistic competition constitutes an
addition to marginal cost. Here again, however, we must con-
sider the most likely changes in demand as well as the change in
cost, so that the analysis that we made for this type of tax on per-
fect monopoly is no longer applicable. All we can say definitely
is that because the individual firm's demand curves will be shifted
somewhat (as all firms attempt to raise prices to shift the tax),
the proportion of the tax shifted will tend to be somewhat greater
than it would be in the case of a perfect monopoly. We cannot
assume, however, that each firm’s demand curve will be shifted
by the amount of the tax, particularly if the competing products
sold at dlﬁerent prices before the tax was imposed. Suppose, for
example, that a new tax of $100 each is imposed on the mantfac-
ture of automobiles. If, then, the tax were simply passed on to
the buyer, it would mean that car 4, which formerly sold for $900,
would now sell for $1,000, and car B, which used to sell for $1,000,
now sells for $1,100. But a great many of the former buyers of
car B may feel that $1,000 is all that they care to pay for a car. In
that case they will now buy car 4 at $1,000 (including tax) rather
than car B at $1,100. The manufacturer of car B may then find
that, in order to retain some of these customers, he will have to

MEY : M.EP.—4
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price the car at $1,050 or $1,025, thus paying one-half or three-
quarters of the tax himself.

A tax per unit of output may be the means of forcing some of
the competing firms out of business, which we found to be the
case under a lump sum tax. Similarly, depending upon the
circumstances, the prices charged by the various firms may be
either higher or lower than before the tax was imposed.

Tax as a Changing Variable Cost

The effects upon the cost curves of the various firms will be the
same as those indicated for the gross sales tax under perfect
monopoly. If the tax is applied to one industry alone, there will
be less tendency to shift it than there was in the case of the tax per
unit of output. However, if the tax is applied to all goods and
services, the tendency to shift it is much greater than if it were
applied to one industry alone, since all the alternative uses for the
buyers’ money are likewise subject to the tax. Nevertheless, it
must be obvious that if a 3 percent sales tax is imposed, buyers with
total incomes unchanged cannot pay 3 percent more for all goods
which they buy and continue to purchase the same quantity.
Furthermore, people obviously will not purchase three percent less
of all kinds of goods but will rather give up first those kinds of
goods whose denial represents least sacrifice to them. To the ex-
tent .that popular tastes (or needs) are similar, this will tend to
concentrate the decrease in demand in particular lines of goods.®
In these lines, even if the sellers pay the tax themselves, it is highly
improbable that they could recover the full volume of their former
sales since it is not merely the tax on these particular. goods, but
the necessity of paying three percent more for nearly all other
goods, which is causing the curtailed purchases. The tendency

- *If the tax is imposed in a period of unemployment and the proceeds are used for
relief, there will also be an increase in demand for other types of goods, perhaps
causing their prices to rise by more than the tax.
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of a general sales tax is thus to increase the price of some goods
and to decrease the price of others, but it is more likely that the tax
will be shifted in the case of necessities and goods of inelastic de-
mand than in the case of goods for which the demand is elastic.

Tax as a Percent of Net Income

This tax will not force any firms out of business in any single
industry to which it is applied. Those firms which are just break-
ing even (making no net income) will not have to pay any tax.
Other firms will have to pay only a certain percent of their net
income so that there is no compelling motive for them to cease
business. It is extremely unlikely that this type of tax will be
shifted; should those firms making the greatest profits (and there-
fore paying the greatest taxes) attempt to increase their prices, it
would be to the advantage of other firms to keep their prices low
and to take away business from the firms which raise prices. The
increased tax that the low-priced firms would have to pay would
be only a fraction of their increased net income. It appears, if the
tax were 10 percent, that anyone would gladly pay $1,000 in order
to secure an additional $10,000 net income, leaving a clear gain of
$9.000 even after the tax were paid.

We have already noted that, due to the difliculty or impossi-
bility of shifting this type of tax, it is more subject to evasion than
other taxes and is subject to high costs of administration. The
tax is also apt to be an uncertain producer of revenue for the gov-
ernment since business profits are subject to wide fluctuations in
the business cycle.

Taxes on Industries Operating
Under Pure Competition

Since decreasing costs are not, in general,” compatible with pure
competition, we can ignore this situation and concentrate our at-

*Except for external economies.
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tention upon the situations arising when taxes are placed on indus-
tries operating under conditions of constant or increasing costs.
Furthermore, we do not need to look for situations in which some
sellers will shift a tax and others will not, since it is one of the con-
ditions of pure competition that all sellers will sell at the same
price.

Under conditions of constant cost: Price is equal to both mar-
ginal and minimum average total unit cost for all firms in the
industry and there are no pure profits. In the long-run equilib-
rium, therefore, the full burden of any tax, regardless of the type,
will be shifted. In the short run, all firms may operate at a loss
antil some are forced to leave the industry. The decreased out-
put may then be sold at a price which covers all costs, including the
tax. The less the slope ol the demand curve, the greater the num-
ber of firms that will be forced to close to restorc an equilibrium
price including the cost of the tax. In some cases it may be possi-
ble to shift some of the tax burden back to labor or the suppliers of
raw materials, which would occasion a correspondingly smaller
decrease in the number of firms and a smaller increase in the price
of the product. Nevertheless, we can say definitely that under
pure and perfect competition and under conditions of constant
costs, all taxes will be shifted eventually.

Under conditions of increasing cost: Price, before the tax is im-
posed, is equal to marginal cost of all firms and to minimum aver-
age cost of the highest priced firms remaining in business under
equilibrium conditions. The incidence of taxation will be dif-
ferent under different types of taxes: .

Any tax upon the use of scarce factors of production (such as
land) will be absorbed by the owner of the factor and will not be
shifted. This is true, however, only when the tax is imposed on
the economic rent of the factor, regardless of the use to which it
is put. For example, if a tax of 20 percent of the economic rent
is placed on land used to grow wheat, but no tax is placed on land
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used for alfalfa, then the price of wheat will have to be sufficiently
high so that the returns from growing wheat after the tax is paid
are equal to the returns from growing tax-free alfalfa. On the
other hand, if a tax of 20 percent of the economic rent is placed on
all land, regardless of the use to which it is put, then the relative
attractiveness of different uses for the land will not be changed;
prices of the various products will remain unaltered and the land-
lord will have to assume the full burden of the tax.

It is interesting to note that a tax upon econotnic rent is absorbed
once and for all time by the person who owns the land (or other
resource of production) at the time when the tax is imposed. For
example, suppose there is a picce of land which yields a net income
of $1,000 a year. If the going rate of interest is 4 per cent, the land
will be worth $25,000 ($1,000 is 4 percent of $25,000). Now,
suppose a tax of 20 percent is placed on the rental value. The net
return after the tax is paid will be $800. Anyone who now wishes
to buy the land and to earn 4 percent on his investment will pay
only $20,000 ($800 is 4 percent of $20,000). The original owner
thus takes an immediate loss in asset value of $5,000 when the tax
is imposed. Subsequent owners will bear no part of the tax bur-
den unless and until the tax rate is increased.

A tax per unit of output (tax as constant variable cost) on an
industry operating under pure competition and increasing cost
will be partially shifted to the buyers of the product. The tax will
constitute an addition to the marginal and to the average total unit
cost curves of all irms. Those firms which were previously so
situated that the price was just equal to minimum average total
unit cost will be forced out of business, while others will contract
output to the point where the new price is just equal to marginal
cost, including the tax. As output is contracted, however, a lower
point will be reached on the old marginal cost curve. Therefore,
the price of the product need not rise by the full amount of the
tax in order to equate the new marginal cost, including tax, with
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the new price. Since we have assumed that under pure competi-
tion there are no pure profits, any part of the tax that is notshifted
to the buyers will be at the expense of economic rent of the scarce
factors of production being used in the industry.

" A tax as a percent of gross sales (tax as changing variable cost)
will be shifted in a manner quite similar to the tax per unit of out-
put, as outlined in the preceding paragraph. A lump sum tax, or
license fee, will likewise be at least partially shifted. To the extent
that marginal firms are forced out of business and to the extent
that other firms contract output, the decreased output can be sold
at a higher price including at least a part of the tax.

Taxes on Personal Property and Personal Income

So far we have been discussing taxes on business enterprises.
When we come to the subject of personal taxes the problem is
much simpler, as personal property is owned by the individual
and is not being produced for sale. Consequently, there is almost
no possibility of shifting this tax, or that on personal income.

While there is no possibility of shifting the tax on personal
property that is already in the possession of the individual, one
form of a shift may take place in connection with property not yet
acquired. If the property tax is placed on only a few articles and
not on all personal property, a number of people may refrain from
buying these particular articles. This decrease in demand may
cause the price to be lowered somewhat so that subsequent pur-
chasers do not feel the burden of the tax so heavily. For example,
if I have to pay a tax of $10 a year on a piano that sells for $800, I
am as well off if I had to pay $1,000 for a piano when no tax was
being charged (assumed rate of interest 5 percent). This is an
example of the backward shifting of a tax. The price might even
fall below $800, if people are afraid of further higher taxes on this
article. It is not likely, however, that the entire burden of a per-
sonal property tax will be shifted in this way, since in that event
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people would buy as much of the article as they did before the tax
was imposed and the price would not fall.

Backward Shifting of Taxes

So far we have been giving our attention mainly to the shifting
of taxes forward to the buyer of the product. The process of tax
shifting often takes place by the shifting of the burden of the tax
backwards to the sellers of raw materials or the resources of pro-
duction. Whether a tax is shifted backwards or not depends, in
part, upon the elasticity of supply of the resources of production.
The less elastic the supply, the greater will be the possibility of
backward shifting of a tax. In other words, as business firms offer
lower prices for resources (their means of passing the tax back-
wards), they will be able to obtain very ncarly tlie same amount of
resources if the supply is inelastic. Whereas, if the supply of re-
sources of any kind is very elastic, any attempt to beat down the
price will result in greatly curtailed offerings so that the firms will
not be able to obtain the desired quantity.

The same type of tax may happen to be shifted forward in one
industry and backward in another. We have a good example of
this in the case of the processing taxes. In 1933 a tax was placed
on the first domestic processing of both cotton and hogs in order
to defray the expenses of the Agricultural Adjustment Program.
The Treasury Department is apparently of the opinion that the
tax on cotton was shifted forward, while the tax on hogs was
shifted backward to the farmer. There are several reasons for
this difference. The value of raw cotton constitutes only a very
small fraction of the price of finished cotton goods, so that the
shifting to the tax forward resulted in only a negligible rise in the
- price of the finished products to be borne either by dealers or by
the consumer. On the other hand, the price of live hogs consti-
tutes an important part of the price of pork products and the de-
mand for pork is fairly elastic, so that it apparently was not ex-
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pedient to shift the tax to the consumer. The short-run (market)
supply of hogs is also more inelastic than that of cotton. Cotton
which is unsold stands a chance of appreciating in value during
the season by an amount which may cover the carrying charges.
Hogs, on the other hand, must be fed at considerable cost during
the time they are withheld from market and, as the hogs become
too heavy, their price per pound is much below that of lighter
hogs. Consequently, the farmer could be fairly easily forced to
stand the cost of the processing tax if he wished to dispose of his
hogs.

Other conditions being equal, a tax upon the use of a single
factor of production is apt to be more readily shifted backward
than any of the other types of taxes. Consider, for example, the
payroll tax for Social Security funds. This tax does not penalize
the employer upon his output but upon the amount and value of
labor that he uses. Consequently, if he can produce the same out-
put with less labor, he has an added incentive to do so in the re-
duced payroll tax that he will have to pay. Processes which use
more capital and less labor have now become more attractive than
they were before the tax was imposed. As workers become unem-
ployed, or are threatened with unemployment, through this proc-
ess they may be willing to work for lower wages. It may eventu-
ally prove to be the case that the workers will bear the full burden
of the payroll tax in the form of lower wages.

Tax Incidence on Consumption,
Savings, and Investment

Taxes may exert a considerable effect upon general business and
employment conditions. They exert this effect through their in-
fluence on consumption, savings, or investment. (Remember
that we define investment as the purchase of new capital goods.
not the mere purchase of securities.) In general, taxes which dis-
courage consumption or investment are deflationary. That is,
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they tend to decrease total spending on consumers’ goods and
capital goods. Taxes which discourage saving withouyt discourag-
ing investment are inflationary.

While the general principles are clear enough, it is not always
easy to predict what effect a particular tax will have or even to
assess accurately the effects of present taxes. This is because most
taxes fall partly on consumption, partly on savings, and partly on
investment. The net effect of the tax will then depend on which
of these categories is affected the most and this is not always easy
to judge. It may still be worth our while, however, to examine
the probable effects of some taxes.

In general, taxes which fall most heavily on the lower income
groups (sales taxes, excise taxes on low priced articles, and the
lower bracket income taxes) will tend to reduce consumption
greatly and savings only slightly. This is because the lowest in-
come groups generally save such a small part of their incomes that
most of the burden of any tax would have to be paid from reduced
spending even though all savings were given up. Also there will
be some individuals who consider their savings, small as they are,
to be so important to them that they will pay the entire tax out of
reduced spending rather than reduce their savings.

Taxes which fall most heavily on people in the upper income
levels will tend to reduce saving more than they reduce consump-
tion but may tend to reduce investment by as much or more than
they reduce saving. Wealthy individuals generally have made
adequate provision for their old age and so will tend to reduce
savings more than consumption when higher taxes impinge on
their income. Even fairly high taxes on articles of “conspicuous
consumption” such as mink coats and Rolls-Royce cars may not
reduce their purchase very much since ownership after the tax is
paid confers even more distinction than if only the price without
tax were paid.

With investment the effect is somewhat less obvious. Most of
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the direct investment is made by the higher income groups.
People with lower incomes more often lend their savings to banks
and insurance companies who in turn lend for investment. High
income taxes in the upper brackets may seriously discourage the
undertaking of risky investment. Ordinarily, people who assume
great risks are induced to do so by the chance of a large profit.
If the income tax absorbs 80 to 90 percent of any additional income
from risky investment, this reduces the realized gain to a small
fraction of the profits before taxes. With the “odds of the bet”
thus reduced, wealthy individuals may decide not to risk the loss
of their principal by direct new investment. They may instead
buy government bonds, or the old bonds of established corpora-
tions, or they may buy life insurance, or even hold their savings as
idle bank deposits. Whether the money is then held idle or
whether it is spent for capital goods or consumers’ goods will then
depend on what these other people do who receive it from the
wealthy savers.

In times of inflation, taxes which discourage either consumption
or investment or both will tend to combat the monetary pressure
for higher prices. On the other hand, in times of recession or de-
pression (due at least in part to insufficient investment), taxes
which discourage investment may prolong or accentuate the de-
pression. One way to meet this problem would be to levy a lower
surtax on risky new investment than on older, safer sources of
income. For example, the dividends from new corporations dur-
ing the first five years of their existence might be taxed at a lower
rate than the income from government bonds or the bonds of
established corporations. The details of such a tax law would
have to be carefully worked out, to avoid giving the benefits of
the low tax to a new corporation which simply buys out an old
corporation, and to confine its benefits to legitimate new invest-
ment. It would seem, however, that the merits of the plan war-
rant serious study by our tax experts.
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The problem of a possible deficiency of venture capital is ac-
centuated by recent trends in the disposal of national savings. In
1928, out of total national savings of 17.4 billion dollars, 2.3 billion,
or 13 percent, was intrusted to savings accounts, life insurance
companies, and saving and loan associations. In 1946 these
agencies received 9.5 billion dollars, or 46 percent of the total
national savings of 20.4 billion. Legal restrictions and the fiduci-
ary nature of these accounts demand that they be used mainly to
purchase high grade bonds and real estate first mortgages. Thus
it is necessary for someone else to assume a risk (the down pay-
ment on a new house, or the purchase of common stock in a new
corporation) in order to provide the ‘“‘cushion” for these funds to
be invested in mortgages and bonds. The savings banks and in-
surance companies demand that there be some owners’ equity to
protect them against loss through a fall in value of the property.

The problem is not acute at present due to the housing shortage
and the building boom which is providing a large number of real
estate mortgages to absorb these funds, and due also to the fact
that large amounts are still being placed in government bonds.
Even so, some big insurance companies ar¢ finding it necessary to
build apartment houses on their own account because they cannot
find speculative builders to whom they may lend. Prior to the
war, insurance companies and banks were hard put to find outlets
for a much smaller volume of savings. There is little doubt that
this problem will become more serious as the building boom
comes to a close.



CHAPTER 4

Government Borrowing and Creation of
National Income’ y

N CHAPTER 2 a budget deficit was defined as an excess of gov-
I ernment expenditures over income and it was pointed out
that such a deficit would be financed by government borrowing.
It was also noted that such a deficit might be either unanticipated
or due to deliberate fiscal policy. If the Treasury officials are
astute, however, unexpected deficits will be small as compared
with the total budget and negligible as compared with the total
national income. Moreover, to the extent that budget deficits are
unexpected, they are also unavoidable. We will therefore devote
most of our attention to government borrowing as a deliberate
fiscal policy.

Funded and Unfunded Debt

The unfunded debt of a government consists of its accounts
payable, borrowings from banks, and borrowings on short-term
notes. The government may borrow for short periods either: (1)
because income receipts do not coincide exactly in time with the
dates for making payments (this may be the case even when the
budget balances for the entire year); or (2) because the market
for government bonds appears to be unfavorable at the moment
and is expected to be better in the near future; or (3) because the

'T am indebted to Professor Fritz Machlup for suggesting that this chapter be
written, for its outline, and for most of its theoretical content.
60
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interest rates on short-term securities are much lower than those
on long-term securities.

The funded debt of the government consists of interest-bearing
bonds with a definite maturity date. Such bonds are always
issued for more than one year and generally the maturity date is
ten or twenty years or more from the date of issue. Some govern-
ments issue bonds without a fixed maturity date. In this case the
bonds are redeemed by purchase in the open market or may bear
a fixed call price. A funded debt may arise in one of three ways:
(1) through the funding of previously unfunded debt, that is, by
long-term borrowing to repay short-term obligations, or through
borrowing to repay old funded debt as it falls due. called refund-
ing (this process is simply a change in the form of debt and nced
not concern us further unless a new unfunded debt is contracted
which would then represent a net addition to the total debt): (2)
through the decision of the government to reduce taxes and to
meet some part of its regular budgetary expenditures by borrow-
ing rather than by taxation (this method has special economic
implications which will be considered in the latter part of the
chapter); (3) through the decision of the government to under-
take additional expenditures and to pay for them by borrowing
rather than by additional taxation. It will be observed that cate-
gories (2) and (3) are general causes for increase in debt, which
may be either funded or unfunded. ,

For our present purposes, the form of the public debt is not a
material question. Our immediate concern is with net additions
to the total public debt which are undertaken for the purposc of
additional government expenditures. Our only concern with the
length of time of the debt is as follows: Since debt repayment (that
is, repayment out of taxes, not simply refunding) will exert an
opposite economic effect to government borrowing, we assume,
in the discussion which follows, that a debt is not repaid until it
has had time to exert its full effect upon incomes.
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Sources of Government Borrowing

Government bonds may be sold to individuals, to corporations
and business firms, to financial institutions (insurance companies
and investment trusts), to government agencies (for social secu-
rity and other retirement or pension funds), to commercial banks,
and to the Federal Reserve Banks. The sale to different buyers
has considerably different economic efforts, depending upon the
source of the funds with which the bonds are purchased.

Individuals who buy government bonds may do so out of
several sources of funds, each of which has somewhat different
implications for our problem: (a) The bonds may be purchased
out of current savings from income which has just been received.
In this case if the government spends the money for productive
purposes, we might have a mere change in the form of investment
(government investment instead of private investment). If the
government spends the money on consumption (say, to buy food
for relief clients), we have government consumption instead of
private investinent or spending. In all of these alternatives there
. is no increase in money flow and no new income has been created.
(b) The bonds may be purchased out of idle bank deposits. This
will tend to increase the money flow. (c) The bonds may be
purchased from hoarded cash. This will increase money flow and
may also tend to increase cash reserves somewhere in the banking
system. Both (b) and (c) will represent a net increase in total
investment or total consumption, depending upon the purpose
for which the government spends the borrowed funds.

Business firms may buy government bonds: (a) from current
sales receipts instead of replacing inventories or of making main-
tenance expenditures (disinvestment on the part of the firm).
The government may then use the funds for investment or con-
sumption, as we have seen above. This is merely replacement of
private investment by government investment and does not in-
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crease money flow. (b) The bonds may be purchased from idle
bank deposits. (This is called “dishoarding” by some authors.)
This practice will increase the money flow in the economy and
will create new” income.

Government agencies, such as the Social Security Fund, obtain
their funds from what we may call extra budgetary taxation (pay-
roll taxes, pension deductions from government workers’ salaries).
Unless these funds are turned over to the Treasury to be spent, the
government will actually be hoarding money. - 1f this deflationary
influence is to be avoided, the government’s expenditures must
increase by the amount of the net increase in the Social Security
Fund.? So the Treasury borrows the money from the Social
Security Fund and gives government bonds in exchange for it.
Since expenditures are equal to the taxes collected for this pur-
pose, this does not increase money flow.

Commercial banks: (a) may buy bonds as someone happens to
repay bank loans (this creates no increase in the money flow); (b)
may buy bonds to increase their earning assets (this is called de-
posit creation, or credit creation, and does increase the money
flow). From June, 1933, to December, 1936, member bank hold-
ings of government securities increased by 8 billion dollars, most
of which represented a net increase in created bank deposits.
Most of the inflation in World War II was in the form of govern-
ment borrowing from the commercial banks.

Open market purchases of the Federal Reserve banks will be
made by created Federal Reserve bank deposits and will increase

2 Since it is not deemed advisable to invest in private securities (for one reason
there are not enough first- or even second-grade private securities to equal the 40
billion dollars which the fund might reach if the payroll tax schedule of the original
law is retained), the Treasury is ordered to issue special 3 percent honds to the
fund. Although 'the 3 percent interest constitutes an apparent additional income
to the Social Security Fund, it is at the same time an additional obligation of the
Treasury. Eventually new taxes will have to be raised for the government to pay
the interest, or other government expenditures will have to be reduced. (Amend-
ments are now being considered to change this provision.)
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money flow. To the extent that the bonds are bought from mem-
ber banks, or their customers, this will mean an increase in
member bank deposits with the Federal Reserve banks. Since
such deposits constitute the legal reserve of the member banks,
they may be in a position to increase their own customers’ created
deposits by some multiple of the increase in their F ederal Reserve
bank deposit. Federal Reserve banks can and often do purchase
bonds in the open market (from member banks and others) at the
same time that the'Treasury is selling bonds.

Financial institutions other than banks—for example, insurance
companies and investment trusts—who may purchase government
bonds, act mainly as agents for individual savers and therefore
simply transfer existing funds. If we wish to inquire further into
the source of these funds, we must go back to the individuals (or
business firms) who paid them to the financial institution.

We are now prepared to make certain general considerations.
Let us first take up those sources of government borrowing which
do not increase money flow. The question to be considered is:
Would the funds have been invested otherwise had the govern-
ment not borrowed them? If the funds would not have been in-
vested, then the government borrowing and expenditure prevents
the funds from becoming idle and so prevents a deflation of mone-
tary circulation. If the funds would have had another outlet, then
we may say that the government has competed with private indus-
try for the funds and private investment has been foregone.

The brief tabulation below may help us to summarize the
effects upon money flow of these various sources of government
borrowing.

We have no way of arriving at an arbitrary or definite answer to
the question of whether the funds would have been invested had
the government not borrowed them. Presumably, if the govern-

® To the extent that member banks buy government bonds on their own account
and do not resell them to the Federal Reserve banks, the effects on money flow are
the same as those outlined for the other commercial banks.
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ment had not been competing for funds, the interest rate would
have fallen somewhat. This lower rate might then have attracted
a large number of hborrowers who wished to expand their capital
or to undertake new enterprises. The mere fact that the govern-
ment borrows at a low rate of interest docs not mean that private
firms could have obtained funds anywhere near the same rate.
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The government bonds may have been bought by nervous indi-
viduals (or banks or firms) who would otherwise have simply
held cash but who buy the government bonds because they con-
sider them the most “liquid” form of asset which still yields them
some return.

On the other hand, it may be argued with some degree of plausi-
bility that mounting government expenditures, by weakening
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public confidence, may frighten off as much or more investment
than is being undertaken by the government. The argument
runs in this fashion: Potential investors, who see government debt
mounting, start to worry about when and on whom taxes will be
levied to pay the interest and to repay the principal. They are
afraid that if they invest in some firm, subsequently imposed taxes
will prevent them from earning a return on their investment and
perhaps even endanger the safety of the principal. Even if taxes
are not imposed directly on business firms, their prospects may be
impaired by other taxation. Thus, new higher income taxes
might impair the market for a firm manufacturing luxury goods,
or new sales taxes, by reducing the income of the lower-paid work-
ers, might seriously alter the demand for a firm making low-
priced goods.

If there is fear of an immediate inflation, this would result in a
heavy volume of investment as people rush to reduce their cash
balances and to acquire instead some asset which might give more
promise of retaining its value. If, instead, there is simply the
vague fear of possible inflation at some undermined future date,
this would be apt to induce the desire to remain extremely hqixd
in order to be able to take the best advantage of investment oppor-
tunities when the time does come. (The fear may be strong
enough to preclude investment in fixed interest-bearing securities,
but not strong enough to induce purchase of equities or com-
modities. Hence, “When in doubt, hold cash.”)

During a period of business decline, since other investment op-
portunities are rare, the presumption is that government spending
will act to reduce the extent of deflation. This is accomplished
through “facilitating the process of disinvestment.” For example,
when an employee hired by new government spending buys a
suit of clothes, the storekeeper (if prices are declining) either will
not replace the suit in his stock at all, or will replace it with one
which costs him less. Either of these courses will decrease the
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storekeeper’s investment in inventory (the former, of course, rep-
resents the greater decline). To the extent that government
spending facilitates the orderly disposal or revaluation of inven-
tories in this manner, it may prevent the “dumping of inventories
on the market” and the consequent panic prices. In periods of
decline as inventories are sold, the tendency is likely to be either
to use the proceeds to repay bank loans or to hold idle cash
balances (both deflationary measures). The government, by bor-
rowing and spending an equivalent amount of money, may offset
this deflationary influence.

In a period of recovery, government borrowing and spending,
to the extent that it causes higher interest rates or higher costs of
production through competition with private business for re-
sources, may simply be displacing what would otherwise be a
similar volume of private investment. If lack of confidence is
also a factor, the net effect on total investment may be negative.

The Multiplier Theory

We now turn our attention to those government expenditures
financed by borrowing from sources that actually do increase the
money flow. As the “new money” is passed on from one person
to another in the course of a year, it may create not only one in-
come but perhaps two or more. This brings us to a consideration
of Mr. Keynes’ famous doctrine of the ‘“investment multiplier.”*
First of all, Mr. Keynes gives us a new term which he calls the
“marginal propensity to consume,” which is the ratio of an incre-
ment in consumption to an increment in income. He assumes
that, due to certain “psychological propensities,” people will not
spend all their income on consumption goods and that they will

*Keynes, J. M., The General Theory of Employment, Interest and Money, Chs. 8,
9, 10, Harcourt, Brace & Co., New York, 1936. I have not hesitated to use non-
Keynesian language wherever it appeared to simplify the presentation.

5The use of the concept of a “marginal propensity to consume” is a “catch-all”
for a large number of assumptions, many of which may raise doubts as to the
validity of the multiplier doctrine or at least as to its practical applicability.
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spend a smaller part of income on consumption goods as their in-
come rises. The proportion of additional income that people will
spend on consumption goods is used in an attempt to measure the
amount of increase in total national income which will result
from any given increase in investment (or in government deficit
spending). To keep the presentation simple for the non-mathe-
matical reader, I shall try to translate Mr. Keynes’ equations into
words as far as is possible:

If we call k£ the multiplier,

(Increase in Income) = k (Increase in Investment)

k is determined by the marginal propensity to consume, the
relationship being expressed by the following equation:

(Marginal Propensity to Consume) = 1 =1

k
Or, this may be written:

1
k=
. 1 — (Marginal Propensity to Consume)

By substituting various possible assumed or estimated values for
the marginal propensity to consume, we arrive at the related value
for k, the multiplier. Thus, if at a certain time people will con-
sume one-half of any additional income they receive, the equation
becomes

-1
k_-l——_%

which is equal to 2. Substituting this value for k in our first
equation, we find that a given increase in total investment (or
of government deficit spending) of $100 would result in an in-
crease in total income of $200. In a similay way a marginal pro-
pensity to consume of 3/4 will give a multiplier of 4, a marginal
propensity to consume of 4/5 gives a multiplier of 5, a marginal
propensity to consume of 7/8 gives a multiplier of 8, and so on.
The people who first receive the “new money” as a result of
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investment or government spending are called the primary income
recipients and their income is called primary income. Those who
receive the money later on as it is passed from hand to hand are
called secondary income recipients and their income is called sec-
ondary income. For our purposes, we may construct a table based
largely on non-Keynesian concepts which may give a somewhat
different interpretation of the tfiultiplier doctrine. We assume
chat the government is spending ‘“‘new money” at the rate of $100
in each successive income period and that the marginal propensity
to consume is 4/5, resulting, according to Keynes’ equation, in a
multiplier of 5.

The first column of the table indicates the successive income
periods. The second column is based on the assumption of new
government spending (primary income) of $100 per income pe-
riod. Note that it is not just one expenditure which is then dis-
continued but that the government is assumed to spend $100 of
“new money” each income period. We are now beginning to
part company with Mr. Keynes by introducing the concept of an
income period. Not only does Mr. Keynes omit the element of
time from the multiplier equations, but he also specifically dis-
avows it in this connection.®

We must first inquire into the nature of and length of time of
the income period. The relevant income period for our purpose
is what Professor Machlup? calls “the income propagation period,”
which is the length of time necessary for income received by one
person to be transformed into net income received by another
person. This period will be different from, and may be con-

°Keynes, J. M., The General Theory of Employment, Interest and Money, p. 122,
Harcourt, Brace & Co, New York, 1936: “I have found, however, in discussion
that this ol:_ovnpus fact often gives rise to some confusion between the logical theory
of the multiplier, which holds good continuously, without time lag, at all moments of
time, and the consequences of an expansion in the capital-goods industries which
take gradual effect, subject to time-lag and only after an interval.” (Italics
supplied.)

" Machlup, Fritz, “Period Analysis and the Multiplier Doctrine,” Quarterly
Journal of Economics, November, 1939.
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siderably longer than, the period involved in the “transactions
velocity of circulation of money,” since many money payment
transactions are not net income transactions. An example may
help us: Suppose that workers hired by new government spending
spend part of their pay (primary income) buying suits from a
storekeeper who sells them exactly at cost. Thus no part of the
money is net income for the storekeeper (this is a non-income
transaction). Suppose, then, that the storekeeper uses the money
to buy suits from a wholesaler who also sells at cost price (another
non-income transaction). Now suppose that the wholesaler uses
the money to buy suits from a manufacturer who sells them, out
of stocks on hand, at exactly what they cost him to make (still no
net income). Finally, suppose that the manufacturer decides to
make more suits and hires workers for this purpose with the
money he has received from the wholesaler. At last, when the
clothing workers receive their pay envelopes, the money spent by
the government workers becomes net income for a second group.
We see that three non-income transactions have intervened be-
tween “income paid out” and ‘“net income received.”

In our illustration if the storekeeper had sold the suits for some-
thing above what they cost (to cover his own wage and possibly
interest on his own investment), then this part of the money re-
ceived would constitute net income for him at the moment he re-
ceived it. The income propagation period for this part of the
money is thus considerably shorter than for the remainder, being
mérely the interval between the time the new government work-
ers receive their pay and the time they spend it at the clothing
store. (That part of the money which represents the cost of the
suits is still a non-income transaction as far as the storekeeper is
concerned.) In their turn, the wholesaler and the manufacturer
may also be selling so as to make a net income and this will
shorten the income propagation period on other parts of the
money. That part of the money which is paid to the clothing
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workers, however, will not be net income until it has passed
through all previous hands and they receive it.

We see that the average income propagation period depends
upon: (1) the length of time that the money is held by the primary
income recipients; (2) the number of non-income transactions
which may intervene before each part of the money becomes net
income; and (3) the length of time that part of the money which
represents non-income transactions remains in the cash balance
of each person through whose hands it passes. Professor Machlup
“guesses” that the average income propagation period for the
United States on all income is about three months. Although he
points out that the marginal income propagation period (the pe-
riod involved for a small addition of “new money” to total in-
come) may be either shorter or longer than the average income
propagation period, he assumes for his argument that it also is
three months and we shall make the same assumption.

Now let us examine the table again. The workers employed
by the government in Income Period No. 1 spend 4/5 of their
income, according to our assumed marginal propensity to con-
sume, and after one full income propagation period it appears
again as $80 income for the group labeled Income Recipients No.
2. These, in their turn, spend 4/5 of their new income, or $64,
which is received as income by Income Recipients No. 3 in the
third period and so on. Meanwhile in Income Period No. 2 an-
other $100 has been paid out by the government and started on a
similar course. The last column shows the total increase of in-
come which is being received in each income period. The reader
may observe that, if we continued to expand the table for a num-
ber of periods, the total income figure would approach, but never
quite reach, a full $500 as we continued in each income period to
add 4/5ths of a smaller and smaller amount. It would require
thirty-three income periods (or 8 1/4 years on our assumption of
a three-months’ income period) for the total to reach $499.06.
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This is too far into the future for any government to look for
expanding income and employment. It is idle to assume that
“all other conditions” will remain unchanged for such a length
of time, particularly when these conditions will probably be
altered by the very fact of government spending alone. So in-
stead of looking at the ultimate theoretical value of the multiplier,
let us find the value for shorter periods (still assuming for the
time being that the theory itself is valid). Total increase in rate
of income at the end of the first year (assuming a three-months’
income period) is $295.20, of which $100 is the government ex-
penditure, giving a multiplier of 2.952, or slightly under 3, as
compared with an 8 1/4 year multiplier of 5. At the end of the
second year the multiplier is 4.16. At the end of the third year
the multiplier is 4.65, still about 7 percent short of the final
assumed value.

For short periods the Treasury is apt to be more interested in
aggregate income created than in the increase in the rate of in-
come. Total income created for the first year is found by adding
the first four items in the last column of the table, and amounts to
$819.20, of which $400 is government expenditure, giving a multi-
plier of only 2.05. At the end of the second year, total created
income for the two-year period is $2,335.54 and total government
expenditure is $800, the multiplier being 2.92. At the end of the
third year, total created income is $4,137.33, government expendi-
ture is $1,200, and the multiplier is 3.45.

The Leakages

The reader may have already started to wonder why only 4/5
of the new income is spent and what becomes of the amount that
is not spent during the period of expanding income. Some of it
may be used for debt repayment. In this case it represents no new
income to the recipient but merely the return of the principal to
the creditor. It will not become income for anyone again unless
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and until the creditor spends or reinvests it. Some of the money
may be absorbed in idle cash balances. To the extent that prices
rise as a result of the new money flow, individuals and business
firms will find it desirable to carry larger cash balances and will
not feel free to spend the full amount of the new income as they
Teceive it.

Note that if at any stage of our table the income recipients
should happen to take their income and buy government bonds
with it, this would cancel out an equivalent amount of bank
deposit creation. To put it simply: To the extent that these in-
come recipients invest in government bonds, the government will
not be spending “new money” and so will not be adding to the
money flow nor creating new income.

Defects of the Multiplier Theory

If the multiplier theory would actually work without qualifica-
tion as Mr. Keynes and some of his followers in this country seem
to believe, one would hardly venture to argue against the policy
of “government spending as the road to prosperity.” In addition
to the qualifications we have already mentioned, however, there
are certain other serious omissions in the theory. In the first place
the whole idea neglects the induced fall of private investment due
to lack of confidence created by rising government deficits. We
must not forget that “secondary income” can be created as readily
by private spending or investment as by government spending or
investment. Therefore, if government spending simply replaces
private investment of an equivalent amount, it may do no harm,
but it certainly does not increase total national income. In this
connection, it was previously stated that the multiplier doctrine
was applicable only to those cases in which government borrow-
ing caused an increase in money flow. Mr. Keynes' followers
either blithely ignore this point or else tacitlv assume that all eov-
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ernment funds for increased spending are drawn from sources
that will mean an increase in money flow.

If, however, it happens to be the case that government spend-
ing “scares off” a greater than equal amount of private investment,
then the multiplier may work in reverse. That is, not only will
total national income decrease by the difference between the
amount of government spending and the amount of private invest-
ment which is discouraged, but also all of the secondary income
which would have been created by the greater amount of private
investment will vanish.

The multiplier theory also neglects the element of discourage-
ment to private investment which may result from high costs
of production due to government competition for the resources of
production. Such discouragement of private investment may, of
course, have results similar to that due to lack of confidence.
Costs of productive resources will tend to rise more seriously the
more government spending is concentrated on particular lines.
Thus, if all government spending were concentrated in the build-
ing of concrete roads, the prices of cement, crushed stone, gravel,
and reinforcing iron might rise to such an extent as to make their
cost to private industry almost prohibitive. So long as there are
large numbers of unemployed workers, government competition
for labor in general may not cause wage rates to rise sufficiently to
prevent workers being employed by private industry, but if the
government employs large numbers of workers of particular
types of skill, then “bottlenecks” may develop; that is, private in-
dustry may be prevented from hiring large numbers of unskilled
workers because there is an insufficient number of the right type of
skilled workers to go with them to make up the desired produc-
tion organization. This condition will tend to be the more seri-
ous as “prevailing rates of wages” are increasingly paid on govern-
ment contracts.
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On the other hand, the doctrine of the multiplier does not in-
clude the possible induced rise in private investment which may
be caused by increased consumption. This is the principle of ac-
celeration of derived demand as enunciated by Professor J. M.
Clark.® If this principle operates, the effect may be much greater
than that indicated by the multiplier. Professor Clark points out,
however, that the extent of this derived demand will depend very
largely upon whether businessmen expect the boom induced by
deficit spending to be of long or short duration. If they do not
expect “‘pump-priming” to produce lasting results, they will
simply try to make the best possible use of existing capital equip-
ment, and such investment as does take place is likely to be in the
form of inventories rather than in long-term capital expenditures.

The Employment Multiplier

So far our discussion refers only to the possibilities of increased
money income and increased money expenditures which may or
may not be occasioned by deficit spending. However, the argu-
ments of the government spending advocates, who base their case
on Mr. Keynes’ theories, center almost entirely around their claim
that “government spending is the only way to obtain full employ-
ment of resources.” The only resource for which full employ-
ment is economically imperative seems to be that of labor.
Therefore, let us focus our attention on the possibilities of more
extensive employment of labor resulting from such increased
money income as may happen to result from greater government
spending.

Following the'terminology of R. F. Kahn,® the employment

8 Note, however, Professor Clark’s very careful qualifications of this doctrine
as applied to government deficit spending in his paper: “An Appraisal of the
Workability of Compensatory Devices,” American Economic Review, Vol. XXIX
supplement, March 1939, p. 195 ff.

9 Kahn's own views as to the probability of increased employment are somewhat
more sanguine than those expressed here. See “The Relation of Home Invest-
ment to Unemployment,” Economic Journal, Vol. XLI, p. 173.
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caused directly by the government expenditure (including the
employment of those who manufacture the materials the govern-
ment purchases) may be called primary employment and the em-
ployment resulting from the spending of those who receive the
government funds may be referred to as secondary employment.
(Note at the start that, unless government spending actually does
cause an increase in total spending, there will be no increase in
total employment since, as Mr. Kahn himself states, there is just
as much secondary employment to be expected from private in-
vestment as from public investment.)

The amount of employment resulting from increasing money
income depends primarily on two things: (1) wage rates; (2)
commodity prices. If wage rates rise at the same rate that income
rises, there will be no secondary employment and no more goods
produced.

If wage rates remain constant, there will be increased employ-
ment resulting from the enlarged income, but technical or in-
stitutional conditions under which output would be expanded will
determine the extent to which the enlarged income causes in-
creased employment and the extent to which the income is merely
absorbed by rising prices for the same output of goods. (Under
a system of universal monopoly there might simply be augmented
monopoly rent and no more employment.) Therefore, with con-
stant wage rates the increase in employment depends finally on
the elasticity of supply of various commodities that the income
recipients attempt to purchase. Increased employment might be
proportional to the increase in income. This, however, is very
unlikely even in the midst of a depression with the existing un-
employed resources. When plants are being operated at depres-
sion levels, only the most efficient machines and the most efficient
workmen are being put to work. Raw materials may be tem-
porarily selling at less than replacement cost. It follows that any
increase in demand which causes serious reductions in inventories
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will meet with rising supply prices for many lines of goods. Due
to rising supply curves, the ratio of non-wage income to wage in-

come will increase.

Government Investment to Prevent Secular Stagnation

According to Keynes, Hansen,® and others, wealthy countries
have a high propensity to save. At the same time they have a
large stock of capital which has a low marginal productivity.
These authors also claim that rates of interest cannot fall suf-
ficiently low to induce enough investment to be undertaken to
absorb savings because at low rates people prefer to carry their
funds liquid. (Liquidity preference curve becomes infinitely
elastic.) In previous periods one could count on new investment
opportunities to develop through: (a) population growth, (b)
opening of new areas within the country and abroad, () new in-
ventions requiring large amounts of capital. The authors claim
that these avenues of investment opportunity are now closing so
as to cause secular (long-run) stagnation and hence they believe
that government investment is necessary to offset the failure of
private investment. )

It is hard to argue against any theory based on so many conjec-
tures, such as a lack of future inventions. Concerning the interest
rate and the sensitivity of investment to small changes in it, let
us consider the effect upon the price of bonds. Suppose that the
interest rate is at 2 percent and that a bond which pays $2.00 per
annum sells for $100.00. Now suppose that the rate of interest
were to fall to 1.8 percent. A bond of long term paying $2.00
would then have a capitalized value of $111.11. This would
represent a rate of gain in capital value of 11 percent for those
who bought the bonds at $100.00, in addition to which they would
have the $2.00 interest payment, making a total gain of 13 percent

1 See Hansen, A. H., “Progress and Declining Population,” American Economic
Review, Vol. XXIX, No. 1, March 1939, pp. 1-15.
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during the year in which the market rate of interest fell from 2
percent to 1.8 percent. The very expectation of such a fall in the
rate of interest (if the rate is expected to remain low for some
time, as is indicated by the secular stagnation claim) should
send intelligent investors stampeding to buy bonds. This would
provide a good market not only for old bond issues but also for
any new issues which paid anything over 1.8 percent at the time
of issue.!!

Concerning the marginal efficiency of capital, the whole return
depends on the cost of capital equipment and on variable costs in
relation to selling prices. An adjustment in cost-price relation-
ships may work miracles in the marginal efficiency of capital.
Wages constitute the principal element in most variable costs. If
we are committed to a policy of unchanged (or rising) money
wages, it may be that some form of inflation will be necessary to
reduce the real wages to the point where labor can be fully
employed.

In connection with the liquidity preference argument, it is dif-
ficult to determine whether secular or cyclical causes were more
responsible for the semi-stagnation of the investment market in
the 1930’s. It may even be that our old friend “lack of confi-
dence” is the prime cause for any persistent desire for liquidity.

Professor Hansen has made a very strong case for the influence
of the rate of population growth upon the demand for capital in
the past fifty years or more. His analysis stands as a warning to
anyone who attempts to predict the future upon the pattern of the
past. We may, however, raise one question in connection with
the population problem. Will not the changed age grouping of
the population (caused by decreasing birth and death rates) re-
sult in a somewhat diminished “propensity to save”? We may
expect an increased proportion of those who are “living on their

1 See Professor Haberler’s report on Capital Formation published by the National
Industrial Conference Board, 1939.
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savings” and a decreased proportion of those who are “saving for
their retirement.” At best, however, this might be only a partial
corrective and could hardly offset any tremendous decrease in the
demand for capital.

A Possible Cyclical Policy for Government Borrowing

We have already made the assumption that government borrow-
ing in the recession phase of the business cycle is apt to prevent
funds becoming idle rather than simply to displace private invest-
ment or to scare it off, as might be the result of such government
action during the recovery period. It has also long been proposed
by many economists that public works projects be undertaken as
soon as private investment starts to fall off. Experience has
shown that it is difficult, if not impossible, to plan public works
projects and to put them into operation rapidly enough for them
to be of much effect in cushioning the decline.

It might be possible, however, for governments to defray all
expenses by taxation during normal or prosperous times and then
to reduce taxation and replace it by borrowing when business
conditions start to decline. This policy would be most helpful if
those taxes which were reduced or eliminated were those which
are part of business costs. It would then be desirable to have a
budgetary surplus in times of prosperity to retire the Gutstanding
debt, the heavier taxation at this time working as a contributing
factor in preventing excessive inflation. This program is not
suggested as a cure-all, by any means, but it does seem to offer a
measure for better timing of the inflationary and deflationary
effects of government financing.

Spending Our Way to Prosperity

No part of this chapter should be considered as an argument
against government relief for the unemployed. We have, how-
ever, raised some doubts as to the possible extent of secondary
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employment through government spending unless there is addi-
tional induced private investment. Regardless of the numerical
value of the multiplier, additional secondary income will be cre-
ated on that part only of government deficit spending which
represents a net addition to total money flow. The amount of
secondary employment that may be created through secondary in-
come might be seriously curtailed by (1) rising wage rates and
(2) rising prices of commodities (still assuming no induced pri-
vate investment). Meanwhile, the government will be incurring
additional interest charges both on that part of the deficit which
represents creation of new income and on that part which repre-
sents mere replacement of private investment.

Most advocates of the government spending policy do not con-
template repayment of the government debt.’? They do hope
that sufficient secondary income will be created out of which taxes
may be raised to balance the budget. Note, however, that if the
propensity to consume is the sole source of secondary income,
once the multiplier has approximated its final value government
expenditures must remain unchanged if total income is to be sus-
tained at the new high level. If the budget is to be balanced,
taxes will have to be equal to interest payments on the past debt
plus the amount of current expenditures. It follows, if any
attained income level is to be sustained, that either: (1) The addi-
tional taxes must be drawn from what would otherwise be idle
money, or (2) recipients of interest payments on government
bonds must have the same propensity to consume this part of their
income as was implied in the original multiplier, or (3) recipients
of government interest payments must immediately invest them
in new private investment. On any huge volume of new taxes it
seems somewhat overoptimistic to assume that condition (1) will

1t can be proved mathematically that debt repayment must result in a lower
total income than existed before the spending started if sole reliance is placed upon
the propensity to consume,

MEY: M.EP.—06
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be entirely fulfilled. To the extent that a large proportion of the
bonds are held by banks and insurance companies, we cannot rely
on condition (2). This leaves us dependent to a considerable
extent on condition (3). In other words, private investment must
be prepared to take over whenever the deficit starts to be reduced,
or government deficits must continue in an increasing spiral
merely to maintain any income level attained by government
spending. Professor Hansen seems to be far thore aware of this
danger than Mr. Keynes: “Public spending is‘the easiest of all re-
covery methods and therein lies its danger. If it is carried too
far, we neglect to attack those specific maladjustments without
the removal of which we cannot attain a workable cost-price
structure, and therefore we fail to achieve the otherwise attainable
flow of private investment.” 13

Since ultimate reliance must be placed in some measure upon
private investment, the opponents of the spending program may
be permitted a few pertinent questions: How is such private in-
vestment to be stimulated in the future? What is the nature of
the stimulants that they cannot be applied in the present rather
than to invoke such a huge volume of government expenditure?
If we are to depart from the strict Keynesian theory of the mul-
tiplier and to rely on private investment that may be induced by
government spending, then it would seem that the government
program should be designed to induce the greatest amount of
capital investment rather than to “increase consumer purchasing
power.”

It must be observed that there are sharp limitations to the mul-
tiplier doctrine as a justification for “make work” projects by the
government. If the government project is itself of the useless or
“leaf-raking” variety, then the only addition to the goods and
iervices available. for human consumption will have to come from
the secondary employment resulting from the government ex-

* American Economic Review, Vol. XXIX, No. 1, March 1939, p. 14,
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elaborate than bearers carrying packs and walking a trail is eco-
nomically justified, even the small cost of the crudest unsurfaced
road being too high for the possible volume of traffic to be carried.
On the other hand, between two populous manufacturing centers
nothing short of a four-track standard-gauge railroad, a four-lane
concrete highway, and airplane service may be adequate to handle
the volume and diversity of traffic which can most profitably be
carried. Before considering more specific problems, a brief dis-
cussion of the field and function of the various forms of transport
may be a help in acquainting us with the general picture.

Roads

Roads are one of the oldest means of transportation. Their
economic importance has varied from time to time, as has their
place in the transportation system. Although the ancient Roman
roads were built primarily for military purposes, they soon be-
came important arteries of commercial transportation.

During the Middle Ages the art of road building declined and
with it the importance of wagon roads as a means of transporta-
tion. The soft surface of Medieval roads set very low limits upon
the weight of the loads which might be carried and consequently
made roads an extremely expensive means of conveyance as well
as a slow and uncertain one. The lack of strong governments dur-
ing the Middle Ages also exposed road-borne freight to the danger
of confiscation by highwaymen. Even where the highwaymen
were suppressed, the feudal barons over whose domain the goods
passed often levied heavy tolls on merchandise crossing their
territory.

The intolerable condition of early English roads is attested in
the diaries of numerous travelers of the period. The repeated in-
troduction into Parliament of various measures intended to im-
prove the condition of the roads is evidence of the seriousness of
the problem. One of the most amusing was a regulation that all
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freight-carrying vehicles must have tires eighteen inches wide—a
vain hope to prevent the rutting of the soft roads by heavy
vehicles.

Modern road construction dates from the road engineering of
Metcalf, Telford, and MacAdam, the latter of whom discovered
the process of mixing crushed stone with the topsoil of the road
to give it a hard surface. The Macadam road still bears his name.
Although the Roman roads were built by the state, many Ameri-
can Colonial and some English roads were built and operated by
private companies. Toll gates and toll bridges which were main-
tained to charge people for the use of such roads may still be found
standing in some parts of the country. A high-speed toll road is
now in operation across the State of Pennsylvania from Harris-
burg to Pittsburgh,? and a privately owned toll road up Mt. Wash-
ington is still in operation.

Although there were some important arterial highways in the
early history of the United States, such as the Cumberland Road,
the Boston Post Road, and the Cherry Valley Turnpike, the roads
were much less important carriers of heavy freight than the rivers
and canals and the railroads that were later developed. Until
comparatively recently, our road systems have been developed
largely as “feeders” for the other forms of transportation and for
serving small communities where the volume of freight traffic did
not justify the building of branch railroad lines. The develop-
ment first of passenger automobiles and more recently of trucks
and busses has again made the roads an important form of con-
veyance of long-haul traffic.

Motor truck transportation of large consignments of heavy
freight for long hauls is not, even today, as economical as railroad
transportation of the same type of loads. On many types of loads

1 Although the toll charge is fairly heavy, trucks regularly use this road to avoid
}he ex;;:l gasoline consumption crossing the Pennsylvania mountains on the parallel
ree road.
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the trucks have one distinct advantage: There need be only one
loading and one unloading to carry the goods from the point of
shipment to the place where they are actually to be delivered. Not
only is this a saving in handling costs but also, particularly on
short hauls, it may result in a considerable saving in time of de-
livery.2

The friends of the railroads also tell us that truck transportation
is being unfairly subsidized in that the trucks travel over publicly
built highways and do not pay their fair share of the cost of con-
struction and upkeep of the roads upon which they travel. Some
studies indicate that this claim has been considerably exaggerated.
We should not forget that many railroads were subsidized during
their construction periods by large gifts of public lands.

The comparative infancy of the airplane and the recent im-
provements in freight and passenger locomotives on the railroads
makes it impossible for us to prophesy what the final position of
roads will be in our transportation system, either for freight or
passenger traffic. For some classes of traffic, it is likely that the
roads will again return to the status of “feeders”—for example,
in carrying passengers to and from airports. For other classes of
traffic, the roads may prove to be the most economical or con-
verient even on long hauls.

In the case of public roads, their free use makes it difficult to
measure their productivity. However, when a decision is being
made as to whether a new road is to be built, a reasonable test
that the authorities may apply has been suggested by Professor
Machlup. An estimate could be made of the amount of revenue
that could be earned by the road if it were operated as a toll road.
If this is in excess of the estimated cost of constructing and main-
taining the road, then the gain in real income to the people from
building the road and allowing free use of it will be in excess of

’Evgn though truck costs are higher on long hauls they may compete wherever
the rail rates are much above costs on particular commodities.
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the costs. In cases where relief labor is used on the roads, it may
be justifiable to deduct the cost of this labor from the total cost of
the road in making the estimate, if this relief labor would other-
wise have been supported in idleness or employed on nonuseful
projects.

Waterways

Where both shipping and receiving points are conveniently lo-
cated as regards navigable water, water-borne transport has always
been, and is likely to continue to be, the cheapest means of convey-
ing heavy freight. Except where the waterways are artificial or
must be kept navigable by artificial aid, there is absolutely no cost
for roadbed. Ships can also carry a greater weight and bulk per
horsepower of engine than any other form of conveyance.

There are, however, many serious disadvantages under which
water transportation labors. It has always been a comparatively
slow means of transport and is likely to continue to be so. It
is also relatively inflexible, as in the case of direct shipments, when
both shipping and receiving points must be on navigable water.
To obtain business from beyond these points there must be a com-
bination with other means of transportation, for canals cannot
ordinarily be run to warehouse doors as can the spur tracks of rail-
roads. For many kinds of package freight, the cost of unloading
from freight cars into boats and then loading again into freight
cars at the other end of the water haul makes it advisable to ship
the entire distance by rail rather than by a combined rail and
water route. For bulk cargoes which can be handled mechani-
cally, the advantage is the other way around. Iron ore, for in-
stance, is handled so efficiently by the mechanical loaders and un-
loaders in the Great Lakes ports that the ore is regularly shipped
by train to Duluth, loaded on boats, and reloaded into freight cars
at Ashtabula, Conneaut, and Fairport, Ohio, for shipment to the
steel mills in Pittsburgh and Youngstown. So great is the saving
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in costs of this combined rail and water route that the steel com-
panies, rather than ship directly by rail from the mines, main-
tain huge storage piles of ore both at the plants and at the lower
lake ports to carry them through the winter season when naviga-
tion is closed. A similar advantage is found in the shipment of
grain by water, since tI;e grain is likewise handled mechanically in
bulk cargo lots. ' The difference between the prices of grain in
Buffalo and Chicago in summer and winter regularly reflect the
increased cost of all-rail shipment in the winter.

Canals were once an extremely important form of water trans-
port but they have suffered a decline since the advent of the rail-
roads. They are quite expensive to build and maintain and their
courses are sharply limited by the topography of the land. Most
modern canals (such as the Suez and the Panama) have been built
not to compete with existing land transportation but rather to
shorten sea routes or to connect two important water transporta-
tion systems. The development of Diesel-engined barges, how-
ever, is bringing about an increase of traffic on many old canal
systems and may lead to a slight extension of some of them. The
comparative unseaworthiness of the old canal boats on lakes or
oceans, as well as their extreme slowness on the canals themselves,
was a serious handicap to them in competing with other forms of

shipping.
Railroads

Since the 1850’s the railroads have become the backbone of our
transportation system and in spite of present difficulties (financial
and other), give every promise of remaining as such, at least for
the near future. The ability to haul long trains of heavily laden
cars with a single source of motive power, the possibilities of rapid
transpoft over unobstructed roadbeds, continuous operation night
and day, the wide number of places that can be reached by rail,
and the comparative safety of railroad transportation are advan-
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tages which are not easily superseded. That the major railroads
are able to survive one financial reorganization after another and
one legal handicap after another is ample evidence of their im-
portant place in our transportation system.

Perhaps even now the word “system” should not be used in
connection with our railroads if we are thinking of railroads in
general rather than of certain particular lines. Certainly nothing
less systematic can be imagined than the early construction and
organization of our railroads. The first railroads were usually
built to connect two cities that were fairly close together with
little, if any, thought as to where the line was finally to extend.
In the early days the different railroads used differently gauged
tracks, so that even where two roads happened to intersect, the
cars from one could not run on the other. The first long trunk
line was organized by Commodore Vanderbilt, who bought up a
number of short lines extending up the Hudson and across the
State of New York and connected them to form the New York
Central lines between New York and Buffalo.

Much of the haphazard nature of our railroad lines is traceable
to the era of railroad-building fever which followed Vanderbilt’s
initial success. The stock market literally went crazy in the buy-
ing of railroad securities; funds could easily be secured for the
construction of almost any railroad to almost any place. (Some
of the roads were actually constructed and some were not.) Most
of the railroads which were started at this time were intended by
their sponsors to reach the Pacific Coast eventually. The evidence
of this fond hope still persists in the phrase “and Western” which
embellishes the names of many roads that were started at this time
—for example, Delaware, Lackawanna & Western; New York,
Ontario, & Western; Norfolk & Western. Many others tried to
imitate Vanderbilt’s successful scheme by attempting to buy exist-
ing lines to unite into a railroad system. During this competitive
period, many small lines and branches were purchased, not so
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much for their value to the system which acquired them, but
often merely for the purpose of attempting to thwart the plans
of rival builders of railroad systems. Many of the new roads that
were constructed, instead of following the route indicated by effi-
cient transportation or volume of traffic, simply turned their
courses to go through the towns or villages which would grant
them the greatest amount of subsidy or which would purchase the
greatest quantity of their stocks and bonds. Although there were
no Rotary Clubs or Chambers of Commerce in those days, the
local boosters organized themselves and bent every effort to ensure
the running of the railroad through their town rather than
through the near and hated rival town.

Many railroads were built far in advance of the need for their
existence, many traversed territory that even today has not pro-
duced a profitable volume of traffic, and three transcontinental
lines were built when there was hardly enough business to justify
one. Since the bulk of the profitable freight and passenger traffic
still lay east of Chicago, the competitive effort to tap this source of
revenue possibly resulted in even more overbuilding of railroads
in the East than in the West. There followed an era of cutthroat
competition which resulted in extremely curious rate structures;
the roads cut their rates to absurdly low figures between points
where there was competition and then tried to make up the differ-
ence by charging extortionate rates between points on their own
lines where there was no competitor. It was not at all uncommon
for through freight from Chicago to New York to be charged a
lower rate than was charged on the same class of freight between
two cities only one hundred miles apart. More will be said about
rate structures later. Notice, however, that during this period of
cutthroat competition it was not sufficient for a town to have one
railroad entering it in order to have low freight rates and hence
adequate transpottation for business purposes. There would have
_to be two competing roads. That the railroads themselves were
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not averse to cutting into a rival’s protected territory explains the
construction of many branch lines that are practically useless
today.

After a period of supremacy in most classes of freight and pas-
senger traffic, and then a period of relative decline, the railroads
today are attempting to regain lost traffic. Through the experi-
mentation with streamlined trains and new types of motive power,
they are attempting to compete with the airplanes for the fast
passenger and express business. By lower fares and better ac-
commodations than formerly, they are attempting to regain pas-
senger business from the bus lines and to attract people from pri-
vate automobile driving. With store-door delivery on many types
of merchandise, they are striving to meet the competition from the
motor trucks for freight traffic. It is too early to determine what
the effects of these various measures will be, either on the railroads
themselves or on the competing means of transportation.

Airlines

The fact that airplanes and airlines are still in a state of relative
infancy leaves us in doubt both as to the future of airlines them-
selves and as to the competitive inroads they will make upon other
forms of transportation. It seems almost safe to prophesy that
the use of the airplane will be confined mainly to relatively light
loads and to classes of traffic which place a premium on speed.
The amount of motive power required merely to lift the plane, its
crew, and its gasoline supply tends to place severe engineering
limits upon the amount of useful load which even the largest and
best designed modern planes can carry. Since a failure of either
motive power or structure of the plane usually means a serious
accident, the planes must be serviced better and be replaced more
often than would be the case with trucks or busses. In conse-
quence, the airlines are forced to charge considérably higher rates
for the same weight or bulk of load than do other forms of trans-
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portation, and their business is thus confined to those classes of
traffic in which the superior speed of the plane is a sufficient justi-
fication for the payment of the higher rates. (Aside from its
speed, the plane also has an advantage in being able to carry
freight into otherwise inaccessible spots, such as the transport of
mining machinery to the new Canadian gold fields and to points
in the Andes.) In spite of its limitations, the airplane is destined
to become a much more important factor in our transportation
system than it is at present. The rate of its progress will be gov-
erned largely by the adoption of proper safety measures for air
transport.

Economic Limitations on Air Transport

In the field of passenger service, if the airlines are able to reduce
costs and to improve their safety records there is little doubt that
they will be able to make much further inroads upon railroad
passenger traffic than they have already done. In cargo traffic,
the casual observer may easily exaggerate the future possibilities
of airplane transport. It should be noted carefully that there are
very few economic circumstances which will justify very much
higher charges per ton mile for rapid transport.

Perishability of the product is one such element. Perishability
alone, however, would justify a higher rate for air freight only by
the amount which air carriage reduces waste and spoilage costs
below those of the slower means of transportation. In the case
of some flowers, fruits, and vegetables, the superior quality of the
fresher airborne product may enable them to command a pre-
mium price on the market which will cover the higher costs of air
transportation. While some experimental shipments have been
sold at premiums which covered the higher cost, the extent of such
a market may be seriously questioned. The relatively small
premium for “extra fancy” grades over grade A in most products
is evidence of fairly sharp limits in the number of people willing
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to pay premium prices. A premium of as much as 5 cents a pound
would be equal to only 5 cents a ton mile on a 2,000 mile shipment.
This is still considerably less than the present difference between
air freight and rail express rates, to say nothing of rail freight rates.

Some other economic reasons for paying a premium on speed
for air freight suggest themselves: Replacement of stocks for a
merchant who has run out of stock unexpectedly; emergency ship-
ments of repair parts for important machinery; shipments of
medicines and supplies to regions threatened by epidemics and
flood disasters; shipments of samples of new styles of women’s
dresses. The very description of these categories indicates that
they are exéeptional and will not account for very much tonnage
as compared with the general run of freight cargo.

Aside from the above reasons, and possibly a few others, the
only economic reason for a premium on speed of freight is the
saving of interest charges on the goods while in transit. In
the case of diamonds and $15,000 mink coats this interest saving
may amount to something. The vast bulk of all freight cargo,
however, is of such low value that the saving of even as much as a
week’s time in transport would justify an air freight premium of
only a fraction of a cent per ton mile. The evidence of a small
market for fast shipments is found in the fact that in 1944 express
revenues were only 400 million dollars as compared. with over
7,000 million for rail freight. The potential market for air freight
is obviously the express business and not the rail freight. Of the
express business, a small part will be willing to pay a high pre-
mium for the faster air freight, a larger part may be willing to pay
a small premium. The rest of the business could be captured only
by equal rates and better service or by lower rates. This is not to
deny that air cargo will increase materially and rapidly in the near
future. But we need not expect air cargo to reach astronomical
figures. It is fine to be air-minded, but we had better keep our
feet on the ground as far as commercial possibilities are concerned.
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Transportation Rate Making

One of the most difficult problems in transportation is that of
determining proper rate schedules for the various classes of freight
and passenger traffic. Many of the problems of rate making are
quite similar, regardless of whether the rates are set by an unregu-
lated carrier or whether they are to be determined by some regula-
tory body such as the Interstate Commerce Commission. The
unregulated carrier would, of course, be seeking the point of maxi-
mum net returns, while the regulatory body is charged with the
duty of limiting earnings to a certain fixed percentage on the
valuation of the property. Nevertheless, both are confronted with
the problem of setting the different rates for various classes of
freight and passenger trafficc. 'We shall use the railroads for an ex-
ample of rate making policies, but it will be found that the princi-
ples developed are applicable, with some slight modifications, to
other transportation agencies.

Unregulated Rates

The problems of a railroad that is free to set its own rates will
first be discussed; later the qualifications imposed by government
regulation will be introduced. Writers on railroad rates are fond
of using the terms “cost of service rendered” and ‘“‘charging what
the traffic will bear.” When an examination of the use of these
terms is made, however, it may be seen that “cost of service ren-
dered” is simply another name for marginal cost and that “charg-
ing what the traffic will bear” is the marginal revenue principle.
The process of fixing railroad rates is then simply one of attempt-
ing to equate marginal cost and marginal revenue in exactly the
same manner as that which was discussed in the determination
of prices under monopoly' and monopolistic competition.*

*1 am indebted to Professor Machlup for this observation.
“ See Meyers, Albert L., Elements of Modern Economics, Third Edition, pp. 178-
184, Prentice-Hall, Inc., New York, 1948.
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A railroad is in a position to determine with a fair degree of
accuracy the marginal costs associated with any particular addition
to its freight or passenger business; experience will show the
amount of the additional fuel and wage cost involved in running
one more train over its lines. Likewise (with somewhat less ac-
curacy), the cost of additional wear and tear on rolling stock and
roadbed occasioned by running this one extra train can be esti-
mated. The cost of adding one more car to a train which is al-
ready running on schedule may also be determined. This cost
will not be constant for each added car but will start to drop
sharply with the second car on the train. It will finally reach a
low point and then increase very slowly as more cars are added,
until the hauling capacity of the locomotive is noticeably over-
burdened. A train of fifty freight cars may have less than double
the variable cost of a train of twenty-five cars. A point will
eventually be reached at which it is cheaper to split the load be-
tween two trains rather than to add more cars to the same train.
Particularly in the case of passenger business, it may be found that
it is desirable to add another train, running at a different hour,
before the point of least cost of adding more cars to the first train
is reached. This will occur when a sufficient amount of traffic can
be attracted by the convenience of a train at a different time to
offset the somewhat higher cost of its operation before the full
capacity of the first train is reached.

We hear much about the burden of heavy fixed charges in con-
nection with the operation of a railroad. Interest charges on cost
of construction will continue whether any trains are run or not.
Expenditures for the signal system, maintenance of rails and road-
bed, and similar expenses will remain about the same whether ten
or a hundred trains a day run over its lines. While the number of
clerical help and station employees can be varied somewhat in re-
sponse to changes in the volume of traffic, this will usually be
found advisable only in response to long-continued changes in



PROBLEMS OF TRANSPORTATION 97

volume of traffic and not with daily or weekly changes. Except
for train crews and engine and car repair shops, most of the labor
force of a railroad must be organized to handle its peak loads and
cannot be materially reduced in temporarily slack times.

Although fixed costs bulk large in the total cost of a railroad,
and although their amount may be the factor which determines
whether the road operates at a profit or a loss, fixed costs have
nothing to do with the determination of rates by an unregulated
carrier. If marginal costs and marginal revenue are equated,
this procedure will yield the greatest possible surplus of revenue
over variable costs, which may happen to be enough to pay part or
all of the fixed costs or to yield a profit, as the case may be.
(Sometimes the attempt is made to allocate a part of the fixed
costs to some particular class of traffic, but this procedure has no
economic sense nor significance. It may be of some practical use
only in attempting to defend lawsuits involving railroad rates be-
fore an economically ignorant judge or jury.)

It has been stated before that “charging what the traffic will
bear” is nothing more nor less than taking proper account of de-
creasing marginal revenue in setting railroad rates. The fact that
the railroads are in a much better position than most sellers to
practice price discrimination in fixing their charges gives rise to
many interesting problems.

In the case of freight traffic the demand for transportation is a
derived demand, the direct demand being for goods at the point of
destination. The demand for transportation services is thus de-
rived from the demand for the goods themselves. In examining
the conditions under which a railroad may maximize total revenue

by charging a high or low freight rate on a particular commodity
between two certain points, we can do no better than to apply
Marshall’s® four principles governing the elasticity of derived de-

® Marshall, Alfred, Principles of Ecomomics, Eighth Edition, Book V, Ch. 6,
p. 385, Macmillan & Co., Ltd,, London, 1927.

MEY: M.E.P.—7
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mand. The four conditions for high freight rates are as follows:

(1) The services of the railroad should be essential, or nearly
essential, to the delivery of the commodity at the point of destina-
tion, no good substitute means of transportation being available
at a moderate price. The closest possible substitute, of course,
would be another railroad running between the same points qf
origin and destination of the commodity. The degree to which
other means of transportation approach being close substitutes for
railroad services will depend both upon their nature and the nature
of the product. For example, the railroads enjoyed almost a per-
fect monopoly in the transportation of perishable fruits and
vegetables until high-speed refrigerated trucks were developed.

(2) The commodity itself should be one for which the demand
is highly inelastic, so that a check to its supply will cause con-
sumers to offer a much increased price rather than go without it.
This condition implies that there are no products in the commu-
nity of destination that the people will purchase readily if the
price of the commodity in question rises materially. It also implies
that local production of the given commodity is impossible except
at extremely high costs; otherwise, although high freight rates
might yield large revenue for a short time, if they stimulated local
production of the article they might result in a total loss of all
traffic on this commodity to this community.

(8) Only a small part of the delivered cost of the commodity
should consist in the cost of transportation. Thus, a freight rate
of $20.00 a ton would double or more than double the delivered
cost of coal in most communities and would thus result in a serious
decline in the amount of coal purchased, whereas a freight rate of
even $100.00 a ton on silk neckties would constitute so negligible
a part of the delivered price that it would hardly be noticed by the
buyer and would cause almost no decline in purchases; conse-
quently freight traffic would not fall off because of the high rate.

(4) Even a small decrease in the amount of the commodity
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purchased should cause a considerable fall in its price at the point
of origin. In this case, even though the demand for the product
at the point of destination may be somewhat elastic, producers of
the product will pay the high freight rates and accept lower prices
for the product in order to avoid discouraging its sale by a high
delivered cost.

It is not necessary, of course, for all four of these principles to
be fulfilled in order for freight rates to be high on a certain com-
modity between certain points, but the greater the extent to which
each one is fulfilled in practice, the higher the freight rate which
will yield maximum total revenue, or in other words, the steeper
will be the slope of the demand curve for that transportation
service.

Discrimination in Freight Rates®

Price discrimination consists of the selling of the same service
(or good) by one seller to different buyers at different prices.
Discrimination is possible only when buyers can be divided into
groups which are really different markets. This implies two con-
ditions: (1) that buyers who are charged a higher price cannot or
will not enter the lower-priced market; and (2) that the service
cannot be resold by those who are charged the lower price to those
who would have to pay the higher price if they bought from the
original seller. In the case of freight rates, this grouping or
classification is comparatively easy, since it is impossible to change
one commodity into another? for the purpose of securing a differ-
ent freight rate, nor will a freight rate which is applicable only

% This section is based largely on the work of Joan Robinson. Those who desire
a more detailed and thorough discussion of price discrimination than is possible in a
text of this sort should read Chapters 15 and 16 in her Economics of Imperfect
Competition, Macmillan & Co., Ltd., London, 1934.

7 Except, of course, that raw materials or finished products, or parts or assembled
machines, may be shipped, depending on which has the cheaper freight rate. In the
case of lower rates on automobile parts than on assembled cars, this really represents
a difference in cost to the railroad (the unassembled parts are less bulky) rather
than an example of true price discrimination.



100 PROBLEMS OF TRANSPORTATION

between two designated towns be available for shippers between
other points.

When the different classes of customers have different elasticities
of demand for the service, discrimination yields a greater total
revenue than that obtained by charging the simple monopoly
price. A group with a very inelastic demand for transportation
may then be charged a high freight rate without much diminu-
tion in the volume of traffic received from them. At the same
time another group with a more elastic demand may be offered a
low freight rate in order to induce them to ship in large volume.
In this case a simple monopoly price (the same for both groups of
customers, nondiscriminatory) would not be high enough to take
full advantage of the inelastic demand of the first group, nor
would it be low enough to take full advantage of the large volume
of traffic to be obtained at low rates from the second group.

For purposes of simplicity, discrimination was described above
as though it were practiced between two groups only. If, after
this first division of customers has been made, there still remain
within either group shippers whose elasticities of demand for
transportation are different, it will then pay to subdivide that
group still further and charge different rates to each subdivision.
It will pay to continue to subdivide and discriminate so long as
any group still contains customers with different elasticities of de-
mand. The important practical difficulties are the finding of
means of classifying customers which correspond with their re-
spective elasticities of demand, and the fear that too much dis-
crimination may bring about calls for legislative action by ‘the
government. Perfect discrimination would consist in charging a
different rate to each shipper whose elasticity of demand for trans-
portation differs from that of any other shipper.

While the railroads have by no means achieved perfect dis-
crimination, they must be credited with a fairly thorough attempt
in this direction. The reader who is interested may ask his near-
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est freight agent to show him the rate classification book. He
will be given a book the size of a city telephone directory listing
the different ways in which freight rates are classified. It may be
interesting to note the different bases that are used by a railroad
to classify traffic for the purpose of charging discriminating rates:
Commodity discrimination consists in the charging Qf different’
rates per ton mile on different commodities of approximately
equal bulk. (Bulkier commodities, since they use more space,
cost more per ton to carry; hence a higher rate that represents only
this difference in cost is not discriminatory.) For example, fluid
milk and fuel oil are of nearly the same specific gravity and both
can be handled in bulk® in tank cars. Milk, however, fulfills
fairly well our four conditions for a high freight rate (see p. 98),
while fuel oil conforms to scarcely any of them. (1) The substi-
tute means of transportation for milk are few, and with the single
exception of trucks on short hauls, distinctly inferior. Fuel oil
can be carried any distance by water or truck without risk of spoil-
age. (2) The demand for milk itself is much less elastic than the
demand for fuel oil at most points of destination; many other
sources of heat are reasonably good substitutes for fuel oil, but
there are no really close substitutes for milk. (Canned milk is
the closest substitute for fluid milk but most people prefer the
fluid.) (3) Fluid milk sells at 19 cents to 21 cents per quart
(equal to 76-cents to 84 cents per gallon) retail in most.large cities,
while fuel oil retails at about 9 cents or 11 cents per gallon. Thus
a freight cost of 19 .cents per gallon would constitute only one-
fourth of the delivered price of milk, while a freight cost of even

81t is true that milk must be shipped in glass-lined tanks, but both oil and milk
shippers often furnish their own tank cars, thus making this cost to the railroad the
same for both, While milk must be carried as fast freight and oil may be carried
as slow freight, nevertheless, the fact that about the same amount of milk is shipped
every day allows the railroad to adjust its working force very closely to the volume
of traffic in milk. The shipments of oil, being intermittent, may happen to come just
at the time when the road is busy with a large volume of other traffic. Thus, the
actual carrying costs to the railroad may not be materially different as between
milk and oil. '



102 PROBLEMS OF TRANSPORTATION

10 cents per gallon on fuel oil would more than double its de-
livered price in most cities. (4) Dairy herds are decreased very
slowly in response to declining farm prices of milk. Milk will
spoil if not sold within a day or two, and if not sold as fluid, must
be sold to the creamery or evaporating plant at much lower prices.
Fuel oil, hgwever, may be shipped abroad easily it domestic freight
rates are too high. Thus, the elasticity of the domestic supply of
fluid milk being much less than that of fuel oil, the farmer may
be much more easily forced to bear a large share of the freight cost
than the oil refinery.

The railroad man would say that “the traffic in milk will bear
a higher freight rate than will that in fuel oil.” We say that the
elasticity of demand for milk transportation is less than the elas-
ticity of demand for oil transportation; therefore, freight rates
which result in a volume of traffic that makes marginal revenue
and marginal cost equal will be higher in the case of milk than in
the case of fuel oil. The reader who is familiar with other com-
modities may find interesting to analyze in a similar way the
possibilities of freight rate discrimination between them.

Local discrimination in freight rates consists in charging, on
different hauls, freight rates on the same commodities which are
not proportional to the difference in cost in carrying the goods.
We should note immediately that a rate which is lower per ton
mile on a long haul than on a short haul is not necessarily dis-
criminatory.? We may regard it as clear evidence of discrimina-

® A train crew can only be hired for a certain minimum length of working day. Costs
of loading and unloading will be the same regardless of the length of the haul. On
steam locomotives, the amount of coal lost in building up steam pressure and allow-
ing it to die down will be about the same for one mile as for one hundred miles.
None of these are fixed costs, since they would not be incurred at all if the train
were not run. It may be seen, however, that these elements of average variable
cost will be very high for the first mile and then will decline rapidly per ton mile,
as the length of the haul is increased, until a certain minimum cost point is reached.
In terms of marginal cost, all the cost elements mentioned above will be in the
marginal cost of the first mile. The marginal cost of the second, and immediately
subsequent, miles will consist only of the coal necessary to haul the train one more
mile and the infinitesimal additional wear and tear. At intervals of every 200 miles
or so. the railroad usually finds it advisable to change engines and train crews. If
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tion, however, when we see a higher (otal freight charge for the
same commodity for a short haul than for a long haul, or when
two different hauls of different length are carried for the same
freight charge. The principal and perhaps the only occasion for
local discrimination in freight rates consists in the existence of the
other possible means of transportation and in the rates charged
by other carriers for service between the same local points.
Competition between a railroad and some other form of trans-
port (a waterway, for example) is in the nature of monopolistic
competition. The two services are not perfect substitutes for each
other. A waterway may be slower and may offer more difficulties
in loading and discharging cargo. Between any two points where
water competition exists, rail freight rates will not be equal to
water freight rates for all classes of traffic but rather will be based
on the value of the difference in service which it is estimated
exists in the minds of the shippers. On many classes of traffic,
the railroad may not find it advisable to put rates low enough to
attract shipments from those who are completely indifferent to the
difference in service. On the other classes of traffic, the volume to
be gained by a low rate may be such that the most profitable rail
rate is as low as, or perhaps even lower than, the water rate.
The unregulated competition of two railroads operating be-
tween the same two cities approaches the nature of pure duopoly,
since the services of both are nearly perfect substitutes for each
other. It is seldom, however, that competition exists between two
railroads for business from all the towns along the lines of either
road. Usually the roads are so constructed that competition exists
between them as to important terminal cities but at intervening
points each road traverses a different route through different

followed rigidly, this practice would introduce a considerable amount of “lumpiness”
into the cost schedule. However, where a particular haul is only slightly in excess
of the standard distance, the same engine will be kept on the train and the crew
paid overtime wagess Thus, while marginal cost will rise somewhat for the added
mileage, it will not rise as much as if engine and crew were changed for an
additional distance of only ten or twenty miles.
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towns. In such a case, the rates will discriminate against the
towns where no competition exists. Two roads may be competi-
tive between New York and Buffalo, or between New York and
Chicago, with little competition at many intervening points.
Under these circumstances, in the period before railroad regula-
tion it was not at all uncommon to find lower total freight charges
(not merely lower ton mile rates) between New York and Chi-
cago than were charged for less than half the distance on each line
between points where no competition existed.

Since a railroad can gain by carrying any load for any rate above
variable costs rather than lose that particular bit of traffic, com-
petition between railroads tends very readily to become “cut-
throat” in character where excess capacity exists. Before rates
were regulated, competition among the several roads on through
freight between Chicago and New York was often of this charac-
ter. A classic example is recorded in which the rate on live cattle
from Chicago to New York was driven down to $1.00 per carload.
Thereupon Jay Gould, of the Erie Railroad, proceeded to make
money by going into the cattle business and buying cattle and
shipping them over his rivals’ lines at the low freight rate. (The
profit in this would last only until the New York price of cattle
dropped, or the Chicago price rose, to the level indicated by the
low freight rate.)

Rate “wars” of this sort will not endure for long. Either the
roads come to an agreement to divide the traffic between them at
some rate which is more profitable to both, or else the road with
the stronger financial backing may force the weaker road to sell
out. In any event the result is a return to higher monopolistic
rates. There are some temporary advantages to be reaped by
certain localities during these rate wars but there are also long-run
ill effects to offset them at least in part. Exceptionally low freight
rates may cause heavy concentration of industry in the favored
locality. After the rate war is over and rates are raised again,
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many firms may find that they can no longer compete with firms
in other cities more advantageously situated under the new rate
schedules. Either a costly moving process results or many of the
firms are forced out of business. The community also may then
suffer a heavy burden in caring for the unemployed workers who
had previously been attracted to it.

Another peculiarity may be noted in connection with local dis-
crimination: The actual cost of high freight rates will tend to be
borne more by either the shipping or the receiving community,
depending upon the competitive means of transportation in each
place. Thus, if an isolated farm community is served by only
one railroad (and no good highways or other means of transpdrt),
the farmers who ship into a large city which is entered by other
railroads will have to bear the full burden of highly discriminat-
ing freight rates. People in the city will pay no more for the farm
produce from this community than they have to pay for similar
goods from other regions enjoying lower freight rates. Contrari-
wise, on inbound freight the community served by only one means
of transportation will have to bear most of the cost of high freight
rates. Unless the difference in freight rates is paid by the buyer,
sellers will not ship into this community when they can send their
goods to other markets for less. Under discriminating rates, the
community which has no competition in transportation is thus
penalized in two ways. It must accept low prices (after freight
is deducted) for the goods it sells and it must pay high prices for
the goods it buys. .

Personal discrimination consists in charging different rates to
different shippers for the same commodities between the same
local points. So long as personal discrimination is practiced with
the sole motive of obtaining the greatest profit for the railroad, it
is no more and no less reprehensible than commodity or local dis-
crimination. Personal discrimination, however, is often practiced
for other motives. The officers of a railroad may be large stock-
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holders in a particular corporation (often a coal company in the
past) and may grant lower rates to this company so that it may
improve its competitive position. Bribery may be practiced by a
particular shipper to secure rates favorable to himself. Many mo-
tives, other than profit to the railroad, might be listed as the occa-
sion for personal discrimination. Where this kind of personal
discrimination is practiced, it will not appear openly in the pub-
lished rate schedule. In the past the favorite method was the
granting of secret rebates to favored shippers. A more subtle
method is to base the discrimination upon what is apparently a
.commodity or local basis. Thus if the favored shipper’s com-
modity differs in any way from that of his competitors, a lower
freight rate may be placed on his particular type of commodity.
If he happens to be the only manufacturer in a particular town,
then freight rates may be set lower on that commodity from that
town than on the same commodity from the competitive towns.

Passenger Fare Discrimination

The principles involved in passenger fare discrimination are
quite similar to those involved in freight rate discrimination.
‘Considerably greater difficulty is found, however, in dividing pas-
sengers into groups which will correspond to the different elas-
ticities of demand for transportation.

Passenger fare discrimination is achieved by offering types of
service which are somewhat different and then depending on the
customers to group themselves. On European railroads the fear
which many people have that they will be considered declassé if
they are seen traveling second class, enables the railroads to charge
a great deal more for first-class accommodations than the differ-
ence in cost between rendering first- and second-class service.
The premium which another group places upon cushioned seats
and somewhat more comfortable surroundings likewise enables



PROBLEMS OF TRANSPORTATION 107

the roads to charge a difference greater than the difference in cost
for second-class coaches over third-class.

In the United States the discrimination occurs between coach
and Pullman fares and between regular and excess-fare trains.
Another form of it is found in the low rates charged on so-called
excursion specials. It will be noticed that these trains are usually
run at rather inconvenient hours and quite often require the pas-
sengers to sit up overnight on a day coach. This is done to dist
courage commercial travelers, and others who would normally be
making the trip without special inducement, from taking ad-
vantage of the low fares on the excursion. Another form of dis-
crimination is the difference charged for upper and lower berths
on Pullmans. We may note that this difference does not take ad-
vantage of the full possibilities of the situation, since trains regu-
larly leave the stations with all lowers filled but with perhaps only
half of the upper berths occupied. Whether it would be advisable
to drop the price of upper berths (to divert passengers from the
coaches) or to raise the price of the lowers (to obtain more revenue
from those who would pay the higher price and to induce the
others to use upper berths) is a matter that could be determined
only by experiment.

A very important form of passenger fare discrimination exists
in the sale of low-priced weekly or monthly “commutation
tickets” between suburban points and large cities. The elasticity
of demand for this class of service is probably greater than for any
other kind of passenger business. Low commuters’ rates are an
important element in inducing people to live in the suburbs and
to ride the trains rather than to drive their own cars.

Public Policy on Rate Discrimination

In popular speech the term discrimination is practically synony-
mous with unfairness, and the charging of different rates to dif-
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ferent customers is often condemned without further reflectior.
We cannot dismiss the question so easily in the case of the rail-
roads, however. We must raise questions both as to what really
does constitute a standard of “fairness” and as to what alternative
methods of railroad rate making are practically expedient.

Perfect competition would result in the entire absence of dis-
crimination, and freight rates would differ only by the actual
difference in costs. Under perfect competition a ton of diamonds
(if no armed guards were required) would pay the same freight
rate as a ton of coal. Even under perfect competition, if the vol-
ume of traffic is greater in one direction than in the opposite direc-
tion, the “return loads” will bear a lower freight rate. The
variable costs in this particular case would be only the difference
in cost between hauling loaded and empty freight cars. Perfect
competition, however, is an impossibility in the field of transpor-
tation. In the case of the railroads themselves we are confronted
with monopoly, duopoly, or at most oligopoly; there are very few
points in the country between which even four or five railroads
compete. Between a railroad and other forms of transportation
the situation is one of monopolistic competition. In unregulated
rate making, therefore, the practical comparison is not between
perfect competition and discrimination, but rather between a
simple monopoly price and a discriminating monopoly price.

As a matter of pure theory, it may interest the reader to know
that Professor A. C. Pigou,’® one of the most socially minded
economists, believes that under certain circumstances perfect dis-
crimination may be a fairer method of pricing than perfect com-
petition. He points out that perfect discrimination charges each
buyer exactly the full amount that the product is worth to him
individually. Thus prices are charged in accord with the “ability
to pay” rather than imposing a single price on all, regardless of
difference in income or in desire for the product.

“’3Pigou, A. C,, Economics of Welfare, p. 286 ff., The Macmillan Co., New York,
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In the case of the railroads, however, we return to the compari-
son of simple monopoly price with discriminating charges.!!
There are some cases in which a railroad might not be built at all
if it were not for the possibility of charging discriminating rates.
Consider, for example, an isolated point in northern Canada
which is capable of producing both gold and lumber. By charg-
ing a high rate on gold ore and mining machinery and a low rate
on lumber there may be sufficient revenue to warrant building a
railroad, but if the road were forced to charge the same rate on all
freight, the revenue might not be large enough to induce its con-
struction. In cases like this, discrimination must be credited with
a net gain for the community. In view of the fact that goods
continue to be shipped by rail, the services of the railroad pre-
sumably are worth at least the amount of the rates charged both
to those who pay the high rates and to those who pay the low
rates. The building of the railroad thus represents a gain for
them.

In circumstances where some transportation service would be
provided even if discrimination were not allowed, the comparison
becomes more difficult. If discriminating prices are higher than
simple monopoly price for one group and lower than simple
monopoly price for another, we must balance the losses to those
who are charged the higher price against the gains to those who
are charged the lower price. On this point Joan Robinson says:2
“For instance, members of the more elastic market (for whom
price is reduced) may Be poorer than members of the less elastic
markets, and we may consider a gain to poorer buyers more im-
portant than a loss to richer buyers.” She says this, however,
because she is thinking of discrimination as practiced directly in
pricing consumers’ goods. In the field of transportation, the
least elastic demand may happen to come from a poor farming

Cf, Robinson, Joan, Economics of Imperfect Competition, Ch. 16.
# Ibid., p. 204.
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community which is served by no other means of transport, and
the most elastic demand may be that of a wealthy industrial city
which is served by many railroads and other transport agencies.

If marginal costs are falling and if volume of traffic would be
increased by discrimination, then there are some situations in
which discriminating monopoly price would be lower than simple
monopoly price in the less elastic as well as in the more elastic
classes of traffic. Il these circumstances prevail, then all shippers
will benefit under discriminating freight rates as against simple
monopoly rates.

Wasteful Use of Resources and the Need for Regulation

So far our discussion would indicate that unregulated rate dis-
crimination is preferable to unregulated monopoly price in rail-
road rate making. There are certain aspects of unregulated
discrimination, however, which are distinctly harmful to the
public interest. Most important is the waste of the resources of
production which is involved. This waste occurs in two ways:
(1) through needless duplication of transportation facilities; (2)
through poor economic organization of other productive activities
that depend on transportation. Where there is a large volume of
traffic that is being charged high rates under discrimination, there
will be an attractive opportunity for competition to enter the
field. The existing railroad may be physically capable of han-
dling even the full volume of traffic that would be available at
lower rates, and might very likely be able to do this at much lower
cost than if the traffic were divided with another road. In such a
case, the duplication of facilities by a second railroad would be a
sheer economic waste. To prevent this type of waste, it is now
provided by state and Federal laws that a new transportation line
must secure a “certificate of convenience and necessity” from an
appropriate commission before it may start to operate.

Perhaps even more important than needless duplication is our
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second class of waste: the improper organization of national re-
sources that results from distorted rate structures. This is caused
both by commodity and by local discrimination, but the latter
factor is probably the more important. Regions which are
“favored” by low freight rates will tend to carry production far
beyond the point of increasing costs. Other regions which may
be equally, or even better, equipped by nature for the production
of the same commodities may find that lower production costs are
not sufficient to offset high discriminatory freight rates, with the
result that they either do not produce at all or produce only for a
local market. In domestic trade, discriminating freight rates
may prove as effective a barrier to realizing the advantages of
specialization and division of labor as are high tariffs in interna-
tional trade.

Personal discrimination is generally condemned as leading to
the development of a monopoly by the favored shipper. The
question then turns to whether monopoly or competition is more
to be desired in the shipper’s industry. But even in an industry
where monopoly is best suited to public policy, we shall perhaps
be better served if the firm that achieves monopoly by forcing
others out of business does so by the means of lower production
costs rather than by freight rate favoritism.

Rate Regulation

The unfairness, both real and imagined, .of railroad rates
charged during the era of cutthroat competition and monopolistic
discrimination soon led to demands for rate regulation. The
period from 1869 to 1887 was marked by the introduction of laws
attempting to deal with this problem in many of the state legis-
latures. An attack on the high and discriminatory rates on grains,
livestock, and other farm produce constituted one of the chief
elements in the Granger Movement in the Midwestern states.

State legislation and the establishment of railroad commissions
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by the state to regulate rates could apply to rates within the state
only. At best the scope of this regulation was sharply limited and
at its worst it complicated the problem. Many state commissions
were not above setting discriminating rates themselves which
would operate to favor industries within the state as against those
outside the state.

The Interstate Commerce Commission was established by an
Act of Congress in 1887 in an attempt secure better practices in
the setting of interstate rates. At first there was considerable con-
flict between the Interstate Commerce Commission and the vari-
ous state regulatory bodies and a series of adverse court decisions
virtually emasculated its power. Later court decisions and new
legislation have clarified and extended the powers of the Com-
mission until it now has jurisdiction over all interstate rates and
may also order the changing of rates within a state where it can
be shown that these rates have an effect upon interstate commerce.
At its inception, the power of the Commission was confined to
detecting and prosecuting cases of rate discrimination as defined
in the original act, and even in this duty it was hampered by de-
fects in the way in which the law was drawn. Gradually the
power of the commission has been extended until it now has
power to determine both maximum and minimum rates in all
cases affecting interstate commerce.

In setting rates, the Commission is required by law to allow the
railroads a rate of return of 5% percent upon the ‘““value” of their
property. The problem of determining the fair value of this
property, as in the case of other utilities whose rates are regulated,
has proved extremely difficult of solution.3

After a long period spent in the correction of the more obvious
abuses in railroad rate structures, the Commission is at present
faced with the problem, not of preventing the railroads from

* See Meyers, Albert L., Elements of Modern Economic:. Third Edition, Ch. 17,
Prentice-Hall, Inc, New York, 1948,
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earning too much, but of enabling them to earn enough income to
survive. In doing this the Commission is itself forced to adopt, at
least in part, the policy of “charging what the traffic will bear”
(marginal revenue principle) and we find discrimination between
different classes of traffic on that basis. Considerable attempt has
been made to avoid discrimination between localities, although
rates are by no means uniform throughout the country, parti-
cularly where waterways are competitive with railroad lines. The
Commission can and does prevent the comp‘etitive undercutting of
rates by different railroads. Probably no rate structure can ever
be devised that will be entirely satisfactory either to the railroads
or to all shippers and passengers. The best that can be hoped for
is the attainment of the most effective compromise among the
conflicting interests. -

In allowing the railroads to earn “a fair rate of return,” the
Commission, in setting rates, is really taking over one of the
functions of management. However, we must not regard all of
the disputes about rates between the Commission and the railroads
as differences of opinion as to what constitutes good management.
The passenger fare controversy of the 1930’s is a good case in point.
It is well known that the elasticity of demand for transportation
may be different in different phases of the business cycle, thus
causing higher or lower rates to yield the greater revenue accord-
ing to circumstances. When the Commission proposed to drop
the basic passenger fare from 3.6 cents to 2 cents per mile, the op-
position of the Eastern railroads was probably motivated more
by the fear that rates would not be revised upward when occasion
warranted than by the immediate prospects of revenue at the
2-cent rate. After a trial of the 2-cent rate the Commission raised
the rate to 2} cents. Shortly after this, some of the roads volun-
tarily petitioned for a reduction to 2} cents, probably feeling that
experience showed rates could be revised upward and that the
immediate promise of revenue was better at the lower rate.

MEY: M.EP.—8
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Present Problems of the Railroads

Aside from rate structures, there are many difficulties which ac-
count for the unhappy situation in which most railroads find
themselves today. These may be reviewed briefly:

Many railroads are much overcapitalized. They are burdened
with bond issues so great that it is impossible for them to earn
interest upon them except at wartime traffic levels, and a great
number of these roads are so situated that an increase in rates
would reduce rather than increase their total revenue, in normal
times. The only permanent solution to this problem is bank-
ruptcy, which will wipe out these bond issues based on fictitious
valuations. There has been a reluctance to face the fact and ac-
cept this solution in the past because of the large amount of the
securities of these roads which were held by banks and insurance
companies; the evil day has been postponed by one breathing
spell after another in the hope that some bit of luck would change
the situation.

By means of laws and trade union rules, the railroads have been
“largely prevented from effecting economies in the use of labor.
Many of these restrictions were originally promulgated in the
name of safety but they have not been sufficiently flexible tQ allow
the roads to take full advantage of changes in motive power and
methods of operation.

There is much needless duplication of rail facilities between dif-
ferent points. If this traffic were confined to fewer roads running
at or near capacity, many operating economies could be achieved.
For this reason the railroads have been requested to submit plans
to the Interstate Commerce Commission for approval whereby the
existing roads will be merged to form ‘“systems.” At least one
serious obstacle to this plan presents itself: If the stronger roads,
in absorbing the weaker ones, are compelled to assume the present
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burden of fixed charges borne by these roads, this would in many
cases more than overbalance the economies to be achieved by con-
solidation. To date the Commission and the railroads have failed
to agree on the plans for any important systems. It would seem
plausible that the ultimate goal should be the consolidation of all
railroads into perhaps four or five systems, one for each region,
since we have seen that competition here does not achieve the
benefits that it brings in some other industries. The problem of
regulation would be no more difficult than it is at present, and
probably would be simpler.

Many roads are in possession of some branch and spur trackage
which is being operated at a definite loss and should be abandoned.
Whenever such a move is proposed by the roads, the community
affected usually protests loudly to the Commission. It would
seem that no community is entitled to demand railroad service
which it is unable to support by a reasonable volume of traffic.

Competition by trucks, busses, and airplanes has cut seriously
mto railroad traffic volume in recent years. Insofar as these means
of transportation are being subsidized through not being com-
pelled to pay their fair share of the costs of roads, airports and air
beacons, the railroads may have a legitimate ground for complaint.
It would seem to be an advisable policy for the long run to confine
new subsidies for these other forms of transportation to fields
where they can continue to give better and cheaper service, after
subsidies are withdrawn, than the railroads now provide.

Many railroads have been able to improve their financial posi-
tion materially during the war years. They have used the heavy
wartime earnings to retire substantial amounts of their bonded in-
debtedness. Many have also found it possible to float new bond
issues at lower rates of interest and have used the proceeds to
retire older bond issues which carried higher interests. Both of
these measures have served to bring about a substantial reduction
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in fixed charges which should put the roads in much better posi-
tion to withstand the impact of reduced earnings which would
result from falling traffic volume in a business recession.

Some of this advantage has been offset by higher operating
costs resulting from higher wage rates in both operation and main-
tenance, and in higher costs of materials. Materials costs would
fall, of course, with any decline of the price level in business re-
cession. Wage rates, however, particularly of well organized
unions like the railroad trades, have been notoriously “sticky” in
depressions. Average hourly earnings in manufacturing indus-
tries fell from 57 cents in 1929 to 44 cents in 1933. On class I
railroads, average earnings fell only from 67 cents in 1929 to 63
cents in 1933 and most of this represents reduced overtime rather
than reduced wage rates.

There have been a number of improvements developed in re-
cent years in railroad motive power, rolling stock, and mainte-
nance of way equipment. While none of these is spectacular in
and of itself, the combined total effect should be to bring about at
least a moderate reduction in costs. Widespread adoption of these
devices has been delayed by war and postwar shortages of mate-
rials and partly by the ultra conservatism of railroad management.
Cost savings on some of these may be offset by union ‘“‘featherbed
rules.”

Public Ownership of the Railroads

Many people have argued for and against government owner-
ship and operation of the railroads. The debate usually centers
around the question of government versus private efficiency in
operation. Well-managed government projects and poorly man-
aged private enterprises are offered as evidence by one side and
well-managed private business and poorly managed government
activities are offered as evidence by the other. An objective
answer to this question is almost impossible.
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It might be more to the point to assume, for the purposes of
the argument, that governmental and private efficiency are equal,
and then to ask to what extent government ownership and opera-
tion of the railroads would solve the problems outlined above.
In the first place, government ownership, in and of itself, would
not solve the problem of overcapitalization. If the government
were to take over the roads and assume all existing financial ob-
ligations at face value, it would be in exactly the same position as
the present owners, and losses would have to be paid out of taxes
and the bonds redeemed from the same source. Under no cir-
cumstances should the government pay more than the current
market value of the outstanding securities. Purchase at such a
price would be equivalent to bankruptcy proceedings, which could
achieve the same results and leave the roads in private hands. It
might be argued that the government would not overcapitalize in
the future, whereas after reorganization private owners might be
tempted to do so; however, the Securities and Exchange Commis-
sion now provides a means of preventing this.

If we are to judge from the present trends of labor legislation,
the government would probably be in no better position to econo-
mize in the use of labor than are the private owners at present. In
fact it is likely that the government would be even more hampered
in such economies.

The government could eliminate duplicating rail facilities but
this would be perhaps no more effective than a single all-inclusive
railroad system in private hands. If it is stipulated that no em-
ployees are to be laid off, either the government or a private owner
would be equally restricted in the economies to be achieved from
such a reorganization. As far as the elimination of non-paying
branch lines is concerned, there might be even more political
pressure to prevent this than there is at present, when the decision
lies with the Interstate Commerce Commission.

Competition with trucks, busses, and airplanes would be the



118 PROBLEMS OF TRANSPORTATION

Jame under government ownership of railroads as under private
ownership. Any restrictions which might be placed on this com-
petition could be enacted as well under one system as the other.
A plan might be advanced under which the government would
own these other means of transportation as well and would then
apportion service and traffic on the basis of general transportation
efficiency. Under such a plan government ownership of a trans-
portation system of such magnitude might be better than private
ownership because motor car manufacturers, airplane manufac-
turers, and the makers of railroad equipment would each be tre-
mendously interested in having the system use as great an amount
of his type of equipment as possible, to the exclusion of the others.
If the owners of such a private system were financially involved
in any of these manufacturing companies, such companies might
be unfairly favored. How much political favoritism of the same
type there would be is, of course, problematical.

In the determination of rate structures (except for rates within
the states which do not affect interstate commerce), the govern-
ment has nearly as much authority at present under the Interstate
Commerce Commission as it would have if it owned the roads. If
the rates are to be prevented from becoming purely political in
character under government ownership, they must be under the
jurisdiction of some body which is at least as free from politics as
the Interstate Commerce Commission.

After an examination of all these questions, the relative effi-
ciency of government and private business is still to be determined.
The issue, after all, will probably be decided on the basis of
political philosophy rather than by economic theory.



CHAPTER 6

Problems of Agricultural Policy

HE MUTUALLY interrelated problems that may be grouped
T under the general heading of ‘‘the farm problem” have
much with which to challenge the interest of the serious student
of economics, since they involve the application of almost every
principle of economic theory. As with many other questions of
national economic policy, the problem is political as well: The
pure economic theorist may propose a solution for the farm prob-
lem which is based on sound economic logic; the administrator,
however, who attempts to put such a plan into effect must face the
realities of both domestic and international politics. His question
is not so much “What is the best plan?” as it is ““What is the best
plan which can be adopted in the existing political situation?” As
regards any particular measure, it is not simply a question of “Is
this measure desirable?””, but rather ““After all the political con-
cessions that will be necessary to secure its adoption have been
made, will this measure still be desirable?”

At the very outset the question, “Is there any justification for
special aid to the farmer?” must be proposed. In opposition to
such aid it is urged that the farmer as a business owner stands a
chance to make a profit and assumes a risk of loss; therefore, there
is no more and no less reason to aid him in bad times than to rush
to the aid of a manufacturing capitalist who suffers reverses. The

farmer who, when wheat is selling at $3.00 a bushel, mortgages his
119
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own farm in order to buy an additional farm is a land speculator
and deserves no better fate than an urban real estate speculator
who makes a similarly unwise investment. In many cases
changes in taste and dietary habits have decreased the demand for
certain farm products, but the danger of these changes occurs con-
stantly for manufacturing producers, and nobody takes up collec-
tions for the destitute ex-manufacturers of hoop-skirts. The mere
fact that the farmer is in bad straits seemingly would entitle him
to exactly as much, and no more, consideration than we give to the
unemployed industrial worker.

In spite of these arguments, there are certain grounds on which
the farmer may legitimately, and with self-respect, claim the con-
sideration of his problems by the Federal government and the
American people. The farmer is injured by the special privileges
which are granted to other groups: The American tariff policy
forces the farmer to buy in a domestic market while he must sell
in a world market. Clothing, building materials, and household
goods are all protected by tariffs which raise the price that the
farmer has to pay for them. Corn, wheat, cotton, tobacco, and
the other major crops are produced in such quantities that an ex-
portable surplus results, and it is the price which prevails in world
markets which determines the domestic price for such products.

There are other inequities besides the tariff: Labor unions are
allowed to organize quasi-monopolies of their craft to raise wages,
which practice increases the prices of many of the products that
the farmer must buy. Most of the products which the farmer
must buy are either produced by monopoly or by firms operating
under conditions of monopolistic competition. One of the chief
reasons for the plight of the farmer is that agriculture in general is
one of the few branches of industry in which conditions approach-
ing those of pure competition still survive. It is not an exaggera-
tion to say that the farmer must sell in a highly competitive mar-
ket, while most if not all of the nonagricultural products which he



PROBLEMS OF AGRICULTURAL POLICY '~ 121

has to buy are produced and sold under conditions of vérying
degrees of monopolistic price control. -

A very brief review of the historical changes which have taken
place in American agriculture may put us in a position to under-
stand better the present agricultural problems. Even in Colonial
times, American agriculture was on an export basis. Wheat, corn,
tobacco, and later cotton were and have continued to be the princi-
pal crops upon which the farmers of this country depend for cash
income. Even in these early days, the demand situation prevail-
ing in European markets was one of the very important factors in-
fluencing the price which American farmers received for these
crops. However, when we probe more deeply into the matter, we
discover many contrasts between the situations prevailing under
early farming and those that prevail at present. The early de-
velopment of American agriculture paralleled in time the in-
dustrial progress of England, and presently of the United States.
Both in Europe and to a lesser degree in America, people were
concentrating in industrial manufacturing cities and- population
was increasing rapidly. Consequently, the demand for agricul-
tural products, both foodstuffs and agricultural raw materials, was
an ever-expanding one. The chief problems which confronted
the United States then were simply those of expanding agricultural
production and providing adequate means of transportation to
bring the agricultural products to hungry cities. Farmers suffered
occasionally from drought and other adverse weather conditions,
as they always have and probably always will, but where trans-
port facilities were adequate, for farmers to suffer from a surplus
of agricultural production was a condition that was almost entirely
unknown. Particularly heavy crops did depress prices and cause
farmers to grumble, but such a thing as a general surplus of prac-
tically all agricultural products was unheard of.

Agricultural problems before the twentieth century were chiefly
and almost solely problems of production. Practically all agri-
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cultural leaders devoted their efforts to increasing the yield and
improving the quality of agricultural products. The workers of
the natural sciences became the chief helpers of agriculture. New
varieties of plants better able to withstand the climatic conditions
of various localities were developed; means of controlling insect
pests were studied and perfected; scientific breeding improved
farm animals; new systems of crop rotation tended to retain the
fertility of the soil. This process is still going on and improve-
ment is still being made in the means of agricultural production.
However, the primary problem of the American farmer at the
present time is not so much how to produce a crop as how to dis-
pose of it at a profitable price once he has produced it.
Perhaps one single fact may make us realize vividly the change
which has taken place in agricultural poduction: In 1787, the year
the Constitution was framed, it required 19 people living on farms
to feed and clothe one person in the city, in addition to feeding
and clothing themselves; in 1937, 19 people on farms could pro-
vide for tHe agricultural requirements of 66 people living in
cities.! In 1946, they could feed and clothe 81 city people.

Production Responses to Price Changes

Since agriculture is characterized by conditions closely approxi-
mating those of pure competition, we should expect to find mar-
ginal farms dropping out of the production of various crops as
prices fall, and new farms beginning production as prices rise.
The theory states, however, that these changes may be expected to
take place “in the long run.” These changes do take place in
Ppractice but the increases in units of production in response to ris-
ing prices are much more rapid than the decreases in production
units following falling prices. Several factor account for this
difference.

* Secretary of Agriculture Henry A. Wallace, in a speech at Des Moines, Towa
August, 1938,
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Some crops require either special machinery or special methods
of production. Rice, for example, requires entensive irrigation.
When, in response to a higher price, irrigation facilities have been
provided, the tendency is for the farmers to try to hold on for a
few years in an attempt to realize something on the investment.
It usually requires about three successive years of low prices to
cause any substantial reduction in rice acreage; many other crops
require more than one year of low prices to cause acreage reduc-
tion. In the case of tree-grown crops such as fruits and nuts, re-
sponses in actual production to changes in price are much slower
both in increases and declines. A few years of relatively attractive
prices may cause expansion of orchards but these trees do not
begin to bear fruit for several years. Once they are bearing, even
several years of low prices may still find the grower reluctant to cut
them down. Aside from vagaries of nature, the only force operat-
ing to decrease production will be the failure to replace old
orchards and old trees as they die or cease to bear. If he can avoid
it, the grower will not ordinarily pick the fruit unless the price
promises to cover the cost of picking and marketing. Unless
weather damage or insect pests decrease the crop, prices may
remain at or near this low (variable cost) level for several years
without causing a substantial decrease in production.

Many types of soil and climate are technologically suited to the
growth of a wide range of crops. When we take freight rates and
marketing facilities into account, however, we find that the num-
ber of commercially feasible crops is considerably below the num-
ber of botanically adapted crops in most localities. Even crops
which are closely related in methods of production may exhibit
considerable marketing differences. For example, mariy parts of
the Western cattle range country are equally well suited to the
grazing and care of milk cows. They are too far away from large
cities, however, to allow shipment of fresh fluid milk or even the
production of evaporated milk and butter and cheese, and the
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higher freight rates prevent them from competing with the pres-
ent milk-producing areas which are closer to the centers of con-
sumption. The development of refrigerator cars and fast freight
service in recent years, however, has had a tendency to widen the
number of commercially feasible crops for many localities. The
South has benefited particularly by this development, since South-
ern truck crops mature earlier than those in the North and they
are able to command an early season premium in price which
helps to overcome the cost of the long haul.

When the number of commercial crops is sharply limited,
either by natural or economic factors, even shifts from one crop
to another may avail little in relieving the farmer from the effect
of disastrously low prices. For example, in some parts of the
Southeast the two chief crops competing for the use of the land
are cotton and peanuts. Any large shift from cotton to peanuts
in response to low cotton prices may find the farmer receiving as
low or lower cash return per acre of peanuts as he would have had
if he had continued to raise cotton. While the elasticity of de-
mand for peanuts may be somewhat greater than the elasticity of
demand for cotton, it is not great enough to prevent serious de-
clines jn price if there is a great addition to the supply.

Even before World War I, when agriculture was more prosper-
ous, many farmers had the bitter experience of shifting their entire
acreage from one crop to another, only to find themselves one year
behind the price changes in the market. This kind of experience
has led many of the more conservative farmers to give up attempt-
ing to forecast prices and instead to divide their land among a few
of its best uses in the hope that price fluctuations in the various
crops will cancel out to yield them a more stable income. Other
farmers may be led by experience to hold steadily to a single crop
in the hope of “making a killing” when years of high prices occur.
Some potato growers in Idaho figure that they can afford to stay
in business on one good price year out of five, and that with two
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or more good years out of five they will show a profit. Either of
these practices, if followed by any considerable number of farmers,
has a strong tendency to delay acreage changes in response to
price. Supply is thus inelastic for short periods.

So far we have been discussing simply the influences affecting
acreage changes as the determinant of agricultural production.
The number of acres planted to a given crop is the one factor af-
fecting production which is most subject to control in accordance
with the judgment of the farmer as to anticipated prices. If, for
the moment, the question of government control (or influence) is
ignored, the only important element other than price that will be
apt to deter the farmer from planting his intended acreage to a
particular crop is the presence of unfavorable weather at planting
time, which makes it difficult or impossible for him to work his
fields. Production, of course, is a function of yield per acrc as
well as of total acreage.?

The yield per acre is a factor which is far less subject to the
farmers’ control than the acreage planted. Weather is an im-
portant factor in determining the yield of all crops, and in many
instances weather alone can spell the difference between a
total crop failure and a record yield. Nevertheless, assuming
“normal” weather conditions, or similar weather conditions, in
two or more successive years, there-are many practices which the
farmer may adopt which will tend strongly to influence the yield
per acre and hence the total production: He may use fertilizer or
(within limits) he may increase the amount of fertilizer used; he
may buy a variety of seed which is known to give greater yields;
he may increase the number of times the field is cultivated; he
may make a more active effort to control insect pests for which
known remedies are available.

* Planted acreage is also the best single statistical measurement of the farmers’
desires to expand or contract production of a given crop. Fertilizer sales may
give a rough indication of the desire to inesease yields, but there is generally no
way of knowing to what crops the fertilizer is to be applied.
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In general, the relation between changes in the price anticipated
by the farmer and changes in the above practices to influence
yields is somewhat more complicated than in the case of acreage
variations. If the amount which can be added to the yield by any
one of these practices is known, we multiply it by the anticipated
price to obtain the anticipated increase in total revenue. If, then,
the cost of the practice falls anywhere short of this sum, it will ap-
pear profitable for the farmer to act along these lines. 'This is
simply a rough approximation of our principle of equating mar-
ginal revenue and marginal cost.

However, certain secondary influences present themselves,
which may tend toward prolonging the increased yields even at
much lower anticipated prices than the one which influenced the
first decision. When soil has been fertilized for a few years, a
sufficient amount of fertilizer may remain in the soil to yield fairly
large crops even though no more fertilizer is added for a year or
two. This, in fact, is a normal expectation. When superior seed
has passed the developmental stage and is produced in commercial
quantities, its difference in price over poor seed is generally so
slight that it pays to use good seed if the crop is to be planted at all.
After the crop has been planted, spraying or dusting for insect
pests may be the only means of saving all, or any considerable part,
of the yield. It will then pay to spray or dust if the anticipated
receipts from the crop (after harvesting and marketing charges
are deducted) are anything above the cost of spraying or dusting
itself, disregarding all previously incurred costs.

In the case of farm machinery, farmers should figure deprecia-
tion and interest charges in addition to the operating costs, and
make sure that all these costs will be covered by an increased value
product before they purchase the machine. ( At this moment the
cost is not yet incurred, hence variable.) Yet farmers who do this
may find that the price of the product falls and that the increased
yield from greater cultivation does not return all these costs for
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the use of the machine. Other farmers may not figure costs care-
fully at all—indeed many of them have bought tractors simply
from the motive of having something to ride on rather than having
to walk behind the plow or cultivator. In any event, once the
machinery has been purchased it will continue to be operated as
long as the costs of fuel, oil, and repairs are less than the expected
returns. (Depreciation and interest will now be fixed costs.)

Decreases in yields are due far more to weather conditions than
to voluntary contraction by the farmer. Methods of increasing
yield, which are adopted in response to high prices, will be con-
tinued in years of low prices as long as the anticipated price of the
product promises to cover the variable costs of their use. The
most important way in which lower prices may tend to reduce
yields is by leaving the farmer short of cash or credit with which to
buy fertilizer and equipment. (Judging by the credit policies of
fertilizer and equipment companies in many regions, this is not a
serious factor at present.) In most major crops produced in the
United States the long-time trend of yields has been steadily up-
ward. Even in cotton, several years of low prices failed to dis-
courage farmers’ efforts to increase yields and the 1937-1938 season
found fertilization, plus very favorable weather, producing an all-
time record yield. The tables which follow show the ten-year
average yields in each of several major crops for the United States:
and for certain states which may be considered typical. The 1945~
46 season yields are also shown separately.

These tables do not give an entirely true picture of the in-
crease in productive efficiency of farming for this period. During
the last two or three decades covered by the tablés, production of
grains and potatoes has been widely extended in the “dry land
regions” of the West. The relatively poor shawing of wheat, rye,
and oats is due partly to the spread of “extensive” farming meth-
ods and partly to dust storms occasioned by the type of farming.
The fact that the average yields for the country as a whole have
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TasLe III
TEN-YEAR AVERAGE YIELDS, UNITED STATES*
Wheat Rye Oats Corn Cotton  Tobacco Potatoes
(bu.) (bu.) (bu.) (bu.) (1b.) (1b.) (bu.)
1870-79 12,5 108 26.1 26.5 195.3 754.7 83.9
1880-89 132 121 280 26.0 184.5 712.5 83.0
1890-99 13.7 127 272 26.0 201.8 754.2 82.6
1900-09 144 13.3 288 27.3 193.4 8244 9.9
1910-19 142 125 31.0 26.0 193.1 808.4 97.2
1920-29 14.0 12.7 29.7 26.9 171.6 7728 110.6
1930-39 134 11.5 275 234 209.3 8324 1124
1940-45 17.3 123 33.1 321 259.1 1,033.6 136.9
Crop Year
1945-46 17.3 13.3 373 33.1 251.0 1,095.0 150.§
TasLe IV
TEN-YEAR AVERAGE YIELDS, IMPORTANT STATES*

o —VVheat Rye Qats Corn Cotton  Tobacco Potato—es

Kansas N.D. Towa Towa Miss. N.C. Maine
1870-79 136 * 339 374 208.6 470.7 108.0
1880-89 139 10.1 33.7 34.7 196.9 398.7 114.1
1890-99 134 108 318 343 209.5 536.7 129.4
1900-09 "13.8 13.3 30.6 38.1 203.5 6228 1758
1910-19 13.5 10.3 373 389 185.5 647.2 206.4
1920-29 13.2 120 354 40.1 197.7 6758 246.5
1930-39 122 9.8 31.8 374 252.0 818.8 265.0
1940-45 15.8 12.8 35.5 525 348.0 1,032.0 288.0
Crop Year
1945-46 15.5 15.5 40.0 46.5 334.0 1,109.0 255.0

Y Source: Crop reporting Service U. S. D. A.

2Not available.

continued to increase despite the inclusion of these poorer lands in
cultivation is evidence of a still greater increase in efficiency than
that shown by the yields. On the other hand, the fact that acre-
age control programs, particularly in cotton and tobacco, have been
in effect during the 1930-1937 period may tend to distort the pic-
ture in the other direction. Farmers who are given an acreage
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allotment will naturally take their least productive acres out of
cultivation.

Farming of New Land and Farm Abandonment

The above discussion of production responses to price changes
dealt with adjustments made by a farm which continues in opera-
tion, that is, one which continues with shifts and variations from
one crop to another and in attempts to secure high yields. There
is one other way in which production may vary in response to
price, that is, in the organization of new farms on previously un-
used land in response to high prices and the abandonment of old
farms as prices fall. Both of these responses are apt to be slower
than shifts from one crop to another, but even here increases in
production in response to price tend to take place much more
rapidly than decreases in production due to farm abandonment.
The prospect of a few years of high prices may make it appear
worth while to work lands of comparatively low fertility which it
would not pay to cultivate at lower prices. High prices may also
make it appear profitable to clear “waste land” of underbrush and
stones and bring it into cultivation.

It may take several successive years of low prices in most of the
possible alternative crops to cause much reduction in production
through farm abandonment. Mere foreclosure of a mortgage
does not mean that a farm is taken out of production. When a
mortgage is foreclosed, the holder of the mortgage has a choice
among three courses of action: He may allow the farm to be sold
for what it will bring at public auction, in which case the buyer
will continue to operate the farm; or he may bid the farm in him-
self and then either operate it or rent it to someone else (perhaps
to the previous owner). Even if no other buyer makes an offer,
we may be sure that the mortgageholder will attempt to operate
the farm as long as there is any prospect at all of recouping some
part of his losses. Generally this means that for somie few years

MEY: M.EP~9
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the farm will continue to be operated as long as the anticipated
returns promise to cover the additional costs of a year’s operation.
If taxes have been paid up to date, these variable costs need not
even include taxes. The operator can gamble on one year’s re-
turn and if this does not include enough to pay taxes, he may allow
the county or state to seize the land at a tax sale and keep in his
pocket whatever income there is above other costs. Lack of alter-
native occupations, particularly in business depressions, is another
factor operating to delay farm abandonment.

Faking a farm out of production is thus seen to be a very slow
response to price. More rapid abandonment is usually occasioned
by dust storms or other natural calamities which make the pros-
pects appear poor for raising any crop at all, regardless of price.
Farm abandonment in response to several successive years of low
farm income is usually preceded by a period of several years of
cutting costs, those most commonly dispensed with being fertiliz-
ing, terracing, and other soil-building practices. The farm is not
usually abandoned until it is “worked out.” If there is any danger
that we will be threatened with a shortage of arable land in the
future, there is thus some justification for the payments made by
the Agricultural Adjustment Administration for “soil-building
practices.”

After all the above influences have been allowed for, there is
one still more important reason why agricultural production is not
voluntarily controlled in an effort to govern price. Since each
individual farmer is responsible for so small a part of the total pro-
duction of any crop, each one realizes that he cannot affect the
price to himself by the infinitesimal amount which he individually
may withhold from, or throw on to, the market. It requires the
reduction of output by all, or a very large number of, farmers to
raise the price from the supply side of the market. The only con-
sideration which will cause substantial voluntary reduction of
acreage (without agreement, benefit payments, or compulsion) is
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the firm belief of a great proportion of farmers, prior to planting
time, that the price of the crop will be very low. Cultivators of
particular crops have assembled in meetings from time to time and
counseled each other to reduce acreage. Usually the more they
believed one another’s promises, the more they believed that the
price was going to be high. Consequently, it frequently hap-
pened that each farmer went home and planted, not less, but more
acreage than the year before.

The question may be argued as to whether control of agricul-
tural production is desirable. If it is conceded that such control
is advisable, it must be obvious that the initiative of the individual
farmer cannot be relied upon to achieve it. Planted acreage de-
pends mostly on the price forecast in the mind of each individual
farmer. If all farmers believe the price will be high, it is likely to
be low. If all farmers believe the price will be low, it will prob-
ably be high. When “balanced agricultural production” has been
achieved, it has usually been the result of a happy and fortuitous
combination of right and wrong guesses on the part of the
farmers.3

Problems of Farm Valuation and Farm Debt

The value of a farm is its capitalized net income. That is, if
the annual average net income of a farm is divided by a given rate
of interest, the result is the capital sum which would have to be
invested at that rate of interest to yield a similar net income. This
formula, however, does not begin to solve our problem. The true
value of the farm must be based, not on the past net income, but
on the anticipated future net income. If the farm has been prop-
erly cared for and not “worked out,” the past yields may give us a
fair indication of the average production to be expected in the fu-

®Balanced production could be achieved if our economy remained stable long
enough. In its absence, the “wrong guess”'of a government administrator may do
more harm than wrong guesses by some farmers. Farmers with poor judgment
tend to be eliminated' by ‘¢empetition.- :Poor 'administratérs mhay be teplaced with
equally poor ones.
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ture; but former prices are most unreliable as a guide in determin-
ing the prices at which those future yields may be sold.

There is always a danger that farms will be overvalued after a
few years of high prices. Wars, crop failures in other parts of the
world, and violent upswings of the business cycle may each result
in short periods of high farm product prices. In these periods
prospective buyers of farms are always apt to pay too much atten-
tion to the net income of the past year or two and fail to realize
that the high prices and consequent high net income cannot be
expected to continue. As a result they rush to buy farms at ex-
cessively high prices and commit themselves to mortgages in order
to buy them. Bankers and other lenders in farm communities
have usually been equally short-sighted in extending excessive
mortgages on overvalued farms during periods of high prices.

When a few years of low prices follow a period of high prices,
farmers who have bought farms at inflated values find that they
are unable to meet even interest payments on the mortgages, to say
nothing of making repayments on the principal sum. Such times
usually find some farm groups demanding “more liberal” farm
credit while others are asking some form of price inflation or
farm aid.

Liberal credit in the form of government or government-guar-
anteed loans at interest rates lower than market rates of interest
can save the farmer only if his farm has not been too greatly over-
valued and too greatly mortgaged. To see how this works, let us
assume that, when wheat is selling at $1.50 per bushel, a farmer
with $3,000 cash buys a farm for $10,000, giving a $5,000 first
mortgage at 6 percent and a $2,000 second mortgage at 8 percent
for the unpaid balance. (To keep the problem simple, we will
assume that wheat is the only crop for which the land is fitted.)
Various possible circumstances are shown in the table on page 133.

The first line of the table shows us the farmer’s expectations
when he buys the farm. After meeting all other expenses he
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would have $140 to apply on paying back the principal on his
mortgages. (We assume that his living costs, which we deduct in
computing net income, are met out of his own wage as a farmer.
Properly speaking the interest charges are also costs, but in our
table we wish to show the relationship between these charges and
the cash available to meet them). Under these circumstances, if
the farmer continues to pay the $140 each year plus the interest
charges saved by its repayment, he will be able to pay off the sec-
ond mortgage in about ten years and the first mortgage twelve
years after that. In twenty-two years he will own a $10,000 farm

TasLe V

Price | Farm* | Farm?® Interest on | Interest on Debt | Unpaid
of Net Value $5,000 1st $2,0002nd | Repaid | Interest
Wheat | Income Mortgage Mortgage

$1.50 | $600 $10,000 | @ 6% $300 | @ 8% $160 | $140
@ 8% 160 .

100 | 360 6000 | @ 6% 300 . $100
100 | 360 6000 | @3% 150 | @ 4% 8| 126 ..
80 | 200 3333 | @3% 150 | @ 4% 84| .. 34

1 These figures are assumptions perhaps in rough accord with facts.

21n calculating farm value, we assume a rate of interest of 6 percent in each
case, which is, of course, an oversimplification.

3 Second mortgage is increased by $100 to cover previous unpaid interest.

free of debt if the price of wheat stays at $1.50 and if average
yields and other costs remain unchanged.

The second line of the table shows the situation in which the
farmer would find himself if, in the first year after he bought the
farm, the price of wheat should fall to $1.00. The farmer’s orig-
inal investment of $3,000 has been wiped out; the value of the
farm is $1,000 less than the combined amount of the first and sec-
ond mortgages, and $100 of the interest charges remains unpaid.
The farmer may be threatened with foreclosure if this situation
continues.

The third line of the table represents the situation as it would
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be if some government farm credit agency offered to take over
the existing debt of 3 percent on the first mortgage and 4 percent
on the second mortgage. If the price of wheat remains steadily at
$100, even with these liberal interest rates it will now take the
farmer thirteen years to pay off the second mortgage and addi-
tional eighteen years to pay off the first mortgage. If, however,
the farmer does not expect the price of wheat to rise above $1.00,
he would be unwise to accept these terms at all. By accepting
these terms, if the price of wheat does not average higher than
$1.00 he would be paying $7,100 for a farm worth $6,000 in ad-
dition to the $3,000 already lost. He would do better to allow the
farm to go at a foreclosure sale and then either rent a farm or try
to buy one at a value more in line with the price of wheat. Nor
should the credit agency take over the mortgages on these terms if
there is any expectation that the price of wheat will average $1.00
for a number of years. It should insist that the mortgages be
scaled down before it assumes them. The only consideration that
would justify the terms shown in line 3 of the table is the firm be-
lief on the part of all concerned that the price of wheat will rise
shortly and will average higher than $1.00 for long years to come.

Let us suppose, for a moment, that such a price rise is anti-
cipated and the terms are agreed upon. Line 4 of the table shows
what would then happen if, instead of rising, the price of wheat
should decline to 80 cents and promise to remain there. The
value of the farm would drop to one-third of its original purchase
price, and the farmer would lack $34 of even meeting the low
interest charges, without paying a cent on the principal.

We find, then, that more liberal credit is of real help to the
farmer in times of low prices only if the farm has not been too
greatly overvalued when originally purchased and only if prices
may be expected to rise again soon. The table also illustrates
the fallacy of the old rule which regarded 50 percent of the value
as a “conservative” loan. Fifty percent of value is conservative
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only on conservative values and not on valuations based on prices
thdt are temporarily extremely high.

There is, however, a sociological reason for special consideration
of the problem of farm mortgages. Urban businessmen who go
bankrupt are usually found to have their homes in their wives’
names so that they do not lose them, but the foreclosure of a farm
mortgage usually means the loss of a farm family home. Also, a
farm mortgage usually covers the farmhouse as well as the land
and other farm buildings. Even if the farmer were able to keep
his home after a foreclosure, it might be of very little use to him if
he is forced to seek work in some distant locality. Farm owners
are always known to be a conservative group, but a group of dis-
possessed farmers, or of those threatened with the loss of their
farms, will be ready to follow any crack-pot who promises them

relief.

Inflation as a Remedy for the Farm Debt

Inflation offers a dubious solution of the farm mortgage prob-
lem from the point of view of the individual farmer, and no so-
lution of the problem at all for the country as a whole. In order
for the farmer to free himself from mortgage debt through in-
flation, the prices of farm products must rise more than the prices
of the goods and services the farmer buys and must remain higher
for a sufficient length of time for him to be able either to pay off
the mortgage or to sell the farm at its higher valuation. Unfor-
tunately, no formula has yet been devised by which prices can first
be inflated and then stabilized. Both experience and plausible
economic theories indicate that every period of inflation is fol-
lowed by one of deflation; nor has any monetary scheme yet been
propounded for inflating the prices of one category of goods (for
example, farm products) without also raising other categories.

If a farmer sells his farm during a period of inflation and an-
other farmer buys the farm at the inflated value, giving a mort-
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gage as part payment, the identity of the debtor is changed but
the farm mortgage problem still remains for the country as a
whole. Farm prices rose steadily and rapidly from 1921 to 1925
and remained at a high level until 1929 (the index of farm prices
rose from 128 to 154 from 1921 to 1925 while the index of prices
paid by farmers rose only from 152 to 157), yet the number of

TasLE VI
FARM PRICES, FARM MORTGAGE DEBT AND RELATED STATISTICS

Index Index Farm  Value of Ratio Farm Total

of Prices Mortgage Farm Debt to Fore- Ownership

Year Farm Farmers Debt ($§ Capitala Capital closures Changes

Prices Pay Billions) (billions) (%)a (b) (c)
1930 128 160 9.6 584 16.0 208 61.5
1931 90 141 94 52.3 18.0 26.1 61.9
1932 68 124 9.1 439 20.7 417 76.6
1933 72 120 8.5 36.3 23.4 54.1 93.6
1934 9% 127 7.7 37.6 20.5 39.1 78.6
1935 109 130 7.6 38.7 19.8 28.3 69.1
1936 114 127 7.4 41.7 18.0 262 729
1937 133 133 72 427 16.9 224 74.0
1940 100 125 6.6 421 15.7 159 63.0
1945 202 174 5.3 63.4 84 3.0 69.7

Source: Agricultural Statistics and Agricultural Finance Review, U.S. Depart-
ment of Agriculture.

a Value of all agricultural capital. Figures for mortgaged farms alone available
only in census years.

b Number per 1,000 of all farms changing hands by forced sales and related defaults.

¢ Number per 1,000 of all farms changing hands for all reasons.
farmer bankruptcies in 1925 was over five times as great as it was
in 1921, and even in 1929 it was three times as great as in 1921. In
1933 the United States devalued the dollar in an avowed attempt
to improve farm prices (among other reasons). Table VI shows
what has been accomplished towards debt reduction.

While the table shows a considerable improvement in the farm

mortgage debt situation, little, if any, of this improvement can be



PROBLEMS OF AGRICULTURAL POLICY 137

credited to the devaluation of the dollar. All of the following in-
fluences were at work to reduce mortgage debt: (1) A consider-
able amount of the debt was reduced by mortgage foreclosure (if
the mortgage holder resold after foreclosure the new mortgage
was undoubtedly smaller in recognition of the lower value of the
land). (2) From 1933 through 1937 the Agricultural Adjust-
ment Administration paid out over two billion dollars, much of
which went to the owners of mortgaged farms. (3) Agricultural
prices were improved during this period by; (a) crop curtailment
under the A.A.A., (b) the drought, (c) purchases of farm products
by the Federal Surplus Commodities Corporation, (d) the failure
of the Canadian wheat crop, (e) accumulation of foodstuffs by
European countries as a result of war scares, (f) cotton loans above
market values. When all these influences are taken into con-
sideration, it is difficult to credit dollar devaluation with much
effect in raising farm prices, to say nothing of mortgage reduction,
in which causes (1) and (2) must likewise be taken into account.

Examination of the table can easily lead us into undue optimism
over the farm debt situation. In 1945 even after several years of
excessive wartime farm income, mortgages had been reduced to
only 62 percent of the 1933 level. The ratio of debt to capital is
deceptive since it refers to all farm capital and not to mortgaged
farms alone. In 1940 farm mortgages represented about 50 per-
cent of the value of the farms actually mortgaged. The farms
which have changed hands in recent years have, in many cases,
been sold at inflated values represented by their wartime earning
power. The longer the present high prices continue the more of
such sales will take place. Mortgages, even at 50 percent of these
inflated values, will leave the farm owners in a precarious posi-
tion when prices of foods decline to lower levels as they are bound
to do when production is restored in the rest of the world. If we
are able to maintain industrial employment at a high level, this
would ease the situation materially, otherwise we may be faced
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with a farm problem which approaches the seriousness of the
“thirties.

Farm Mortgage Debt and the Nature of Competition

Since agriculture is characterized by conditions closely approxi-
mating those of pure competition, economic theory teaches that
there is a persistent tendency for prices to be equal to the cost of
production. Therefore, there is no ordinary surplus income to be
expected out of which a farm mortgage can be repaid. There are
only a few conditions under which a farmer can hope to repay a
mortgage out of the receipts from the sale of farm produce‘: (1)
If the farm is purchased at a price sufficiently below its eventual
value, the surplus income is available for mortgage payment. (2)
If the farmer is able to pay a sufficient portion of the original pur-
chase price in cash by not spending the interest of his own invest-
ment, he may have funds available for mortgage repayment. (3)
If the farmer uses a large family as farm hands without paying
them, he may use what would have been their wages for mort-
gage repayment. (4) If the farmer is a more competent farmer
and farm manager than the average, his superior ability may in-
crease yields or lower costs so that some surplus will be available
for mortgage payments. (In a perfectly competitive economy he
could secure the same return as a wage by being a hired farm
manager, but from lack of opportunity for such employment peo-
ple may not recognize his ability so that he may have to run his
own farm to secure the equivalent of a fair wage.) (5) Better
than normal weather conditions in a particular locality may pro-
duce a surplus income through higher yields, provided that yields
are not high enough elsewhere to depress prices unduly.

Most of these conditions involve a considerable amount of self-
denial on the part of the farmer in order to repay the mortgage.
Whenever a farm is sold at a price which represents the full capi-
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talized value of its economic rent, mortgage repayment is apt to
prove extremely difficult if the mortgage represents a major pro-
portion of the original purchase price. When we consider that
in many parts of the country farmers have also been obliged to
obtain short-term credit for seed, fertilizer, and payrolls on dis-
tinctly disadvantageous terms, the wonder is not that so many
farmers fail, but rather that so many of them finally manage to
.own their farms. The answer is to be found partially in the very
low standard of living of many farm families. A great many of
those who manage to own their farms free and clear of debt will
be found to have purchased their farms at depressed values.
Comparatively few of those who purchase farms in years of in-
flated values will be able to hold on to them. Again we are con-
fronted with the problem of forecasting; not only must the farmer
be a forecaster to-determine what crops to plant, he must forecast
the general course of farm prices before he even buys a farm, if he
is to be successful.

Methods of Raising Farm Income

No one who is at all familiar with agricultural conditions will
deny that farmers suffered from prolonged and severe periods of
greatly reduced incomes between the two wars. It is distinctly
within the realm of possibility that these conditions may repeat
themselves either for individual crops or for agriculture in general.
The merits and defects of the farmer’s claim to special consider-
ation by the government have already been discussed. Regardless
of whether one approves of farm aid or not, political realism will
indicate that the strength of the farm vote will insure some form
of attempt to improve farm income regardless of which party is in
power. It is, therefore, very much to the point to examine the
various measures, proposed or in operation, which are designed
to increase farm income.
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Export Subsidies

Although they differ as to the mechanics involved, many farm
aid programs include as one of their main features some form of
subsidy to encourage export of “surplus commodities.” All ex-
port subsidies are open to two very serious objections: (1) Import-
ing countries are very likely to impose higher duties to offset the
subsidy. (2) Exporting competitor countries are also likely to
give subsidies if the United States starts the practice. (Our 1937
export subsidies on wheat and flour were introduced to meet the
competition of various forms of export aid given by Canada and,
since our program started, Australia and the Argentine followed
suit.) To the extent that either of these methods cancelled the
effect of the original subsidy, the subsidizing governments lost
money without aiding the farmers at all. Offset (1) enriches
foreign treasuries at the expense of our own. Offset (2) means
giving the foreign consumer the benefit of low prices if importing
countries do not raise tariffs. If the subsidies given by all com-
peting exporting countries are equal, no one country is likely to
gain in exports at the expense of the others. If the demand of the
importing countries is very elastic, total exports of all subsidizing
export countries may be increased. If the domestic demand is
then less elastic than the foreign demand, total increase in income
to the farmers as a result of this form of price discrimination
against domestic consumers might possibly exceed the cost of the
subsidy to the government. In many crops there is grave danger
that the cost to the government might exceed the benefit to the
farmer, even if foreign tariffs were not raised. Under such cir-
cumstances, it would be much better to pay the cash directly to the
farmer rather than to make part or all of the cash a gift to the
foreign consumer or to the foreign government.

A variant of the subsidy scheme is the proposal to set a fixed and
profitable price on the part of the crop that is sold in the domestic
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market and “to sell the rest for what it will bring” in the world
market. It is now being pushed politically under the slogan of
“guaranteding to the farmer the cost of production on crops sold
domestically.” This may sound fair and appealing to the man on
the street, but the student of economics need not be considered
cynical if he starts asking some embarrassing questions. What do
they mean by cost of production and how will it be calculated?
Is a separate cost to be calculated for each individual farmer on
each crop? A force of one million men could hardly do the job
in a year’s time, even if all farmers kept an accurate set of books,
which most of them probably do not. (Perhaps this is a way of
solving the farm problem—there might be so many men working
for the Department of Agriculture that there would be nobody left
on the farms.) Or is the marginal or average cost of the highest
cost farmer to be taken as a base? If this is the case, overproduc-
tion will make present surpluses seem small by comparison. Or
*is someone to make an inspired statistical guess as to what con-
stitutes the “‘typical” or “average” or “bulkline” cost of produc-
tion for each crop? Such a program would arouse howls of protest
from producers whose cost was higher than the estimate and
would probably still constitute an incentive for lower cost pro-
ducers to expand output. We have said nothing about the prob-
lem of setting different prices for different grades of each crop.
(In some crops, tobacco for example, the number of grade and
type combinations runs well up into the hundreds.) May we be
pardoned for asking what is meant when we are promised a “guar-
anteed price equal to cost of production”?

Leaving aside the cost problem, the higher the arbitrary price
is set, the lower will be the amount of domestic consumption and
the greater the proportion of the crop that will have to seek for-
eign markets. Our exports have been disappointing in volume
even at the fairly low prices of pre-war years. It is difficult to
compute what prices would be necessary to move all of the large
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surpluses abroad when world production is restored. Still, a low
export price will not act as a deterrent to the individual farmer.
Again we are confronted with the fact that no individtal farmer
acting alone could depress the world price by expanding his own
production, but this would certainly be accomplished if all farm-
ers acted in concert to expand production. The .plan offers an
additional motive to each farmer to expand. He is guaranteed
a “fair return” on part of his crop and so is in a better position to
take a gamble on the rest. The bitter experience of many other
countries demonstrates that prices cannot be controlled for long
without controlling production.

Relief Purchases of Surplus Farm Products

The purchase of surplus farm products for relief purposes offers
many attractions. Certainly we are all horrified by the spectacle
of “people starving in the midst of plenty,” and the distribution of
surplus agricultural products would be a means of attacking the
problem. As far as the relief measure for the unemployed is
concerned, the only question which can be raised is whether the
method of government purchase and distribution is cheaper than
that which would prevail if relief clients were paid cash and al-
lowed to make their own purchases. Even if this question is de-
cided in the negative, the claim might still be made that a wisely
paternalistic government may provide the people with a more
nutritious and better-balanced diet than they would buy for them-
selves.

‘When, however, ,the avowed aim of these purchases is to im-
prove distressed farm prices, and the relief objective is made some-
what secondary, some other questions of theory must be consid-
ered. In the first place, if the government agency purchases at
prices much above those prevailing in the market, it is faced with
three somewhat unpalatable alternatives: (1) It must be prepared
to buy any amount up to all of the crop which is offered for sale
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at the price; or (2) it must be prepared to face charges of favorit-
ism in buying at the high price from some farmers and not from
others ;or (3) it must devise a cumbersome and probably ex-
tremely expensive system of pro-rating purchases among all grow-
ers of the crop. (Even this last method will probably be criticized
by individuals who feel that more of their own or less of their
neighbor’s crop should have been purchased.)

By far the better-method of purchase is the “offer and accept-
ance” basis. Under this method the government agency asks
sellers to submit bids at which they are willing to offer their crop
for sale and the agency then accepts the bids up to the maximum
quantity it wishes to buy or the maximum price it wishes to pay,
beginning with the lowest bid and working upward. This sys-
tem has the advantage of removing “distress” lots from the market
and leaving the rest of the crop in firmer hands. It would also
seem reasonable to infer that those who offer to sell at the lowest
prices are most in need of a government outlet for their crop.
Farmers have been known to criticize this method, however,
claiming that dealers say, “This is the price the government is pay-
ing,” and then attempt to beat down the price on the rest of the
crop to that level. In some scattered instances this claim may be
true. Such dealers, however, are always looking for an excuse
to pay low prices and if this one were not available, they would
find another. When the government is actually removing some
of the surplus crop from his local market, the farmer should be
able to see through this excuse.

The effect of relief purchases upon prices may be expected to
vary considerably from one crop to another. In the case of citrus
fruits, celery, and other articles not ordinarily found in the diets
of the lowest income groups, consumption is probably increased
by relief. purchase and distribution.* In the case of dried prunes,

“Except possibly where the demand for the product by those not on relief is
highly elastic so that they are discouraged from buying a similar amount by the
price rise which is achieved.
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potatoes, and other low-priced staple foods, the amount of in-
creased consumption may be questioned. Even in these crops,
some results may be obtained in price by strategic timing and geo-
graphic location of purchases to relieve particularly glutted mar-
kets of distress merchandise. One qualification must be intro-
duced here, however: In years of large crops and extremely low
prices, some portion of the crop is usually left unharvested. In
general this burden falls heaviest upon the farms most distant
from market as they must bear heavier freight rates as well as
the harvesting charges. Under such circumstances, if we can as-
sume that the relief clients would have bought some of the product
had it not been given to them, then purchases from these more
distant areas distributed for relief in the cities will tend to depress
the price received by nearby growers.

Even though they may be very effective in raising prices of par-
ticular crops in individual years, the long-run effect of relief pur-
chases may still be open to question. The average farmer expects
some bad-price years as well as good-price years in any crop. The
effect of a few low-price years in succession is to drive out mar-
ginal producers or to cause some acreage reduction so that the
price of the crop tends to improve. However, if farmers in gen-
eral get the idea that the government stands ready to “bail them
out” by relief purchases whenever a low-price year occurs, acreage
may be steadily overexpanded. Under these circumstances the
government could not be blamed if it confined relief purchases to
those crops, those regions, and those farmers who were willing to
make some sacrifice to help themselves in the form of acreage re-
duction or marketing agreements.

Marketing Agreements

Marketing agreements are a somewhat less-known feature of
the work of the Agricultural Adjustment Administration and
offer some interesting possibilities. The original A.A.A. Act, and
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the parts of it reenacted in the Marketing Agreements Act of 1938,
relieve farmers and handlers from the provisions of the Sherman
Anti-Trust Act in making agreements conforming to the provi-
sions of the Marketing Agreements Act and approved by the
Secretary of Agriculture.

One provision which marketing agreements may contain is
limitation of shipments by grade and size regulations. When
there is an oversupply of a perishable crop, a considerable part of
the crop will be left to spoil in the field, on track, and in terminal
markets. It is highly desirable, both from the point of view of
the producer and the consumer, that this wastage be confined as
far as possible to the lower grades of the product. In years of
large crops, for example, cull potatoes and even No. 2’s may not
bring much more than freight charges in terminal markets, yet
their presence in the market often tends to depress the prices of
No. 1 potatoes by much more than the simple effect of their addi-
tion to the total supply. Unscrupulous dealers buy these low-
grade potatoes at distress prices and then advertise a “sale” of
potatoes at extremely low prices. Consumers, unable or unwill-
ing to go to the trouble of making grade comparisons, then expect
other dealers selling first-grade potatoes to meet these prices.
Grade and size regulations, together with compulsory govern-
ment inspection, offer a means of combating this evil.

Another provision allowed under the Marketing Agreements
Act is the pro-ration of shipments: that is, handlers are limited
to the shipment of an agreed percentage of each farmer’s crop.
Since it is somewhat difficult to enforce and expensive to adminis-
ter, pro-ration,_ is generally resorted to only when grade and size
regulations appear insufficient to meet the surplus problem (for
example, when all or nearly all of a crop is able to meet the highest
grade requirements). Under grade and size regulations, an in-
spector’s certificate is sufficient evidence that a car may be shipped.
Under pro-ration, it is necessary for someone to check each man’s

MEY: M.E.P.—10
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quotd against past shipments to see whether the quota is being ex-
ceeded by the shipment in question.

Whenever the demand for any crop is sufficiently inelastic, the
withholding of part of the crop from market will increase total
revenue. When it is remembered that no shipping charges (and
in some cases no harvesting charges) are incurred on the part of
the crop that is not sent to market, we can see how the farmers’ in-
come can be augmented considerably by such restriction. Grade
and size regulations and pro-ration offer a means of equalizing
both the burden and the profit of such withholding.

Marketing agreements have one serious legal handicap: They
can apply to shipments in interstate commerce only. Thus they
tend to become only partially effective in the case of a crop of
which a large percentage is marketed within the state where it is
grown. In such cases they would have to be implemented by in-
dividual state laws to the same effect in order to become 100 per-
cent effective. Some states do have laws requiring the grade of
the product to be stamped on all consumer packages. In such
states, consumer preference may be as effective in preventing the
marketing of culls from within the state as grade and size regula-
tions are in preventing culls from entering the state.

Reduction of Acreage

In 1934, in a pamphlet entitled “America Must Choose,”®
Henry A. Wallace, then Secretary of Agriculture, gave us the es-
sence of the American farm problem. In it he pointed out that
if we were to follow the course of extreme nationalism as indicated
by our previous tariff policy, we would have to be prepared to
take from 40 to 100 million acres of farm land out of production—

" World Affairs Pamphlets, No. 3, 1934, published by Foreign Policy Association,
New York, and World Peace Foundation, Boston. The problem as outlined by
Mr. Wallace may recur as ERP draws to a close. It would be modified if we
succeed in maintaining full employment, but even this would require a shift from
some export crops to those in larger domestic demand.
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40 million if we took out good land, 100 million if we took out
poor land. This course would place all the sacrifice on the farm-
ers. On the other hand, Secretary Wallace pointed out that if
we were to sell all our surplus farm produce abroad, we would
have to be prepared to reduce our tariffs sufficiently to import
one billion dollars worth more of goods than we did in 1929.
This course would impose the entire burden of sacrifice on the
manufacturers. He proposed a “planned middle course” to re-
tire approximately 25 million acres and to import 500 million
dollars worth of goods more than in 1929.

Many people may raise the question as to why farmers should
be “paid for taking land out of production” when low prices will
force them to do it anyway. The answer to this is twofold: (1)
As we have seen above, voluntary acreage contraction is response
to price is an extremely slow process; (2) such land will probably
not be taken out of production until its fertility is destroyed. If
there is any hope that foreign trade in agricultural products will
be restored, or if there is any prospect that expanding American
population, or one with an expanding income, will be able to buy
the products of our soil in the future, we should not risk this loss
of the soil. A difference should be noted here between the origi-
nal Agricultural Adjustment Act of 1933 which provided pay-
ments for mere reduction of acreage, and the Soil Conservation
and Domestic Allotment Act of 1936 which bases payments upon
the replacement of soil-depleting crops by soil-conserving crops
and upon other soil-building practices. There is, of course, little
excuse to pay the farmer simply for “not raising crops,” but if
such payments are made for reforesting, planting green manure
crops, or other soil-building or fertility-conserving practices, it
may be found in the end that we have adopted the cheapest means
of retaining our national heritage. It might, of course, be still
cheaper simply to educate the farmer in the use of these practices,
if they are in his self-interest.
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The Ever-Normal Granary

The basic idea underlying the ever-normal granary program is
the carryover of surpluses from periods of excessive production in
various crops to periods when production falls short of normal re-
quirements. The plan is applicable to grains and other crops
which are capable of storage for at least a full year. (If there is
again a surplus in the second year, the first year’s carryover may
be sold and replaced from the second year’s crop to continue stor-
age along with the second year surplus.) The success of the plan
hinges upon the occurrence of a short crop before too many succes-
sive years of large crops intervene. If it had been applied in the
past two or three decades, it apparently would have worked, pro-
vided that annual production would not have been changed by
the plan itself.

If the loan and storage features were the only elements in the
plan, there is a serious danger that the plan would defeat its own
purpose. Short crops have occurred in the past from a combina-
tion of reduced acreage and bad weather or other natural causes.
If loan and storage keep the price above that which would prevail
in years of large crops, then there is little incentive to acreage re-
duction, and sole reliance must be placed on natural causes for
the occurrence of a year or years in which the surplus carried over
can be disposed of. To guard against this, the loan program
provided that loans are available to those farmers only who were
“co-operators” in the acreage reduction program. It also pro-
vided for the imposition of marketing quotas, upon a vote of two-
thirds of the producers, whenever the Secretary of Agriculture
deemed them to be necessary.

One vital factor in the success or failure of the plan is the prices
at which the loan rates are set. The setting of too high a loan
rate will result in a market price which prevents the absorption
by the market of even a normal year’s consumption requirements,
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and an excessive amount of the crop will go “into the loan.” A
loan rate which is even equal to the market price may well be
too high, since the farmer is thus guaranteed at least the present
market price and a chance to wait without risk for higher prices.
(The terms of the loan prevent the government from recovering
from the farmer if the stored crop is eventually sold for less than
the amount of the loan.) The 1939 cotton loan situation should
not be blamed upon the Department of Agriculture. Both the
making of these loans and their amount (either as a direct amount
or by a rigid formula) were made mandatory by Congress. Also,
1939 acreage provisions were not in effect in time to cover the
1937 cotton crop. '
In the case of wheat there is also a special crop-insurance pro-
gram. “Under this program the insurance is against losses in
yield through unavoidable causes and provides either 50 percent
or 75 percent coverage. Both insurance premiums and insurance
indemnities are computed in wheat rather than money, so that the
insurance reserves provide in effect an additional storage granary
to be filled in years of fair or high yields and drawn upon in years
when yields are low.” ¢ To the extent that this insurance feature
operates successfully, like all insurance it will tend both to elimi-
nate risk and to eliminate profits. Recent experience may have
made the farmer more receptive to the idea of a small and steady
income rather than a chance of large profits or large losses.
Whether he will continue in this frame of mind remains to be
seen. .
At best, however, many of the above methods of improving
farm income are temporary expedients. In the end our solution
to the farm problem may be found to come by indirection. As
Professor Sprague has pointed out,? if we can make our economic

® Agricultural Adjustment, 1937-38, U. S. Dept. of Agriculture, Agricultural
Adjustment Administration.
" American Economic Review, Vol. XXVIII, No. 1, March 1938,
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system work as it should to provide full employment to people in
the cities and to draw some of the population from the farms to
the cities, the farm problem will disappear by itself.

Parity Prices and Income

“Parity” is a concept originated by farm organizations in an
effort to provide some sort of “measuring stick” to show when
price supports should be given to various crops and the price level
which is expected to be attained by such measures. The avowed
objective of parity is: “to give the farmer the same purchasing
power with respect to industrial commodities as he had in the
base period 1910-14.”

In practice, the parity price is computed by multiplying the
base period average price by the “index of prices farmers pay.”
For example, the base period price of corn is 64 cents per bushel.
If the index of prices farmers pay is 250, then parity price will be
250 percent of 64 cents or $1.60 per bushel.

Actually, the formula gives parity income to a unit of the crop
and not to the farmer. The formula takes no account of increases
in yield per acre. Thus in the case of corn, United States yields
have increased, on the average, about 23 percent over the base
period and Iowa yields have increased about 37 percent. Parity
price would therefore result in an increase in gross income cor-
responding to the increased percentage in yield. Since the index
of prices farmers pay moves upward with an increase in costs, this
represents an increase in net income as well. In the case of corn,
the increase in net income is probably even greater than the in-
crease in gross income, since the chief factor causing yield increases
has been hybrid seed which now does not cost much more than
standard seed.

It may be seen that a strict application of the parity price for-
mula is an effective means of depl:iving the consuming public of
the falling prices which would normally result from falling agri-
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cultural costs and increased yields. Agricultural prices can fall,
under the formula, but only to the extent that industrial prices
fall. If farm costs fall more than industrial costs, only part of the
benefit of lower costs is passed on to the consumer of farm prod-
ucts and the rest is pocketed by the farmer. If farm costs ‘fall
while industrial costs are rising, the public gets no benefit what-
ever from falling farm costs.

Another, and perhaps even more serious criticism of the parity
price formula, is that it takes no account of changes in demand.
In a free market, if the demand for one product decreases and the
demand for another product increases (perhaps because the second
is discovered to have more food value), the price of the first prod-
uct will fall and that of the second will rise. This price difference
will induce farmers to shift production from the unwanted to the
more desired product. With a strict application of the parity
price principle, however, any farmer who chose to grow a product
would receive the parity price for it even if nobody wanted it.
Meanwhile there might still be a shortage of other products more
in demand. The “fairness” of the 1910-14 base period may also be
questioned on other grounds. In these years, agricultural prices
were at a higher ratio to average wholesale prices of all commodi-
ties than they have been in any other period since 1890 with the
exception of the war years and 1928 and 1929. It may also be
observed that farm groups have not hesitated to advocate a dif-
ferent base period for their particular crop where it would yield
a higher price than the 1910-14 base. (Tobacco and potatoes are
on a 1919-1928 base.)

To meet the objections raised to parity prices, some people have
advocated, and the Department of Agriculture has computed, a
parity income formula. Parity income would maintain the index
of net income per person on farms equal to the index of per capita
income of the non-farm population (again with both index num-
bers on a 1910-14 base). This concept does meet some of the



152 PROBLEMS OF AGRICULTURAL POLICY

objections raised as to the failure of parity prices to take account
of changes in yields. However, no method had been suggested
for translating parity income into prices for farm products which
would take proper account of the shifts in demand for farm
products. Perhaps the parity formula might be used as a basis for
paying a cash subsidy to farmers, as farmers, rather than subsidiz-
ing particular crops as we have done in the past. Such a sub-
sidy, however, might nullify the effects of competition in weed-
ing out the inefficient farmers.

Any discussion of this sort raises the natural and logical question
as to whether it would not be better to attack the causes which
operate to the farmer’s disadvantage, rather than to adopt any
set of subsidies and palliatives to remedy the defects. Removal of
tariffs would tend to cause lower prices for most of the goods
which farmers buy. Also, as we purchased more foreign goods
because tariffs were reduced or repealed, this would increase for-
eign purchasing power for our exportable agricultural commodi-
ties. Removal or abatement of monopolistic restriction of output
by both businessmen and trade unions would also remove much
of the disadvantage suffered at times by farmers. Coupled with
these measures, if we can maintain a high level of industrial em-
ployment the “farm price problem” as such may largely disappear.
In advocating measures of this sort the farmers would also be
doing a service to the rest of the population who do not enjoy
special monopoly privileges, as well as being free from the stigma
of “asking the government for a handout.”

The “Back to the Farm” Movement

Some incurable romantics are advocating a complete decentral-
ization of industry with plants located in rural small towns and
the workers engaged in part-time farming. If such a plan in-
volved the synchronization of slack times in the factory with har-
vest times on the farms and the use of the workers as harvest
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hands instead of floating labor, there might be some sense to it.
The proposal, however, is for each worker to have his own small
farm. Such a plan, if followed extensively, would insure the im-
poverishment of thousands of specialized fruit and vegetable and
chicken farmers if many more people raise these products for their
own use, and so would still further decrease the demand for the
products of the factories. It is a negation of all of the advantages
we have found in specialization.

It would, of course, be nice for the employer to feel that his
workers had something to “fall back on” when the plant shut
down. Such a plan would also tend to increase the immobility of
labor and so tend to decrease labor’s bargaining power. Rather
than make the farmer the victim of this kind of “depression insur-
ance,” let us find a way of avoiding extreme business fluctuations
and turn the clock forward instead of turning it back. We have
spent much money and effort in educating professional farmers to
be good farmers. There is no need to turn around and try to
make jacks-of-all-trades out of good factory hands. '



CHAPTER 7

Forms of Business Ownership Organization

HE VARIOUs forms that business ownership may take are pre-
T scribed by law, and a large body of legal doctrine has grown
up around each of these forms. At first sight it might appear
that we are dealing with a purely legal question. However, the
legal advantages and disadvantages, the privileges and immunities
which are associated with each form of the business unit carry
with them certain economic consequences which make the form
of business ownership organization a question of economic im-
portance. Since the very definition of each form of business
ownership organization is a legal question, we shall have to pay
some attention to their legal aspects, although our main attention
will be directed to the economic problems involved in each form
of the business unit.

The Single Proprietorship

The single proprietorship may best be explained as a one-man
business organization. This does not mean that the proprietor
will have no employees, but it does mean that he is the sole owner
of the business. All of the business property belongs to him, and
he alone is responsible for all its debts; he will receive all the profits
which are made from this business and will suffer all of its losses.

When an individual is operating a business under the single
proprietorship form, the law does not distinguish between the in-

154
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dividual and his business. Any careful individual will keep two
sets of accounts, one for his personal income and expenditures
and another for the income and expenditures of his business. In
this way he will be better able to judge whether he is operating
his business properly or not. The law, however, makes no such
distinction; in its eyes the business firm and its owner are one and
the same person. All of his personal fortune may be levied upon
to satisfy the debts of the business, and any of his business assets
may be seized to cover unpaid personal debts. .

The single proprietorship has many distinct advantages.
Whatever profits there are go entirely to the owner and need
not be shared with others. Since there is only one individual
to make decisions, these can be made quickly and can follow a
consistent individual policy. Since the owner is free to discharge
any employee, he can rid himself of dishonest and incompetent
individuals much more readily than would be the case if these
individuals happened to be partners in a partnership or stock-
holders in a corporation. Since the owner’s entire personal for-
tune is at stake, he has the strongest motives to watch the business
carefully and to run it as efficiently as possible. In many retail
trades, people seem to derive a certain satisfaction in dealing di-
rectly with the owner of the business so that this form of owner-
ship organization is peculiarly well-adapted to small retail estab-
lishments. ~ An individual proprietorship can be started with a
minimum of legal expenditures; there is no corporation charter
to be procured, no incorporation fees to be paid, and the firm is
free from taxes levied against corporations.

There are, however, certain limitations and disadvantages at-
tached to the individual proprietorship. The capital of the firm
will be limited to the individual’s personal fortune plus the
amount he is able to borrow on his personal credit. There will
be no one except hired employees to whom the owner can entrust
the running of his business during his absence. The success of
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the individual proprietorship depends largely on the ability of the
owner to master all branches of business management. He must
be both a shrewd buyer and a capable salesman; he must be some-
what of an accountant; and he must be familiar with the technical
details of whatever business the firm is engaged in. He must be a
competent executive to direct the employees. It is true that indi-
viduals may be hired to take over some of these functions; the
ability of hired managerial employees, however, will depend to
a considerable extent on the amount of salary the firm is capable
of offering to attract them. The amount of such salaries will de-
pend upon the size of the firm which, in turn, depends upon the
amount of capital the individual is capable of raising. One great
disadvantage of the individual proprietorship is that a business
failure will involve the owner’s entire personal fortune. He can,
of course, place his home and certain other personal property in
his wife’s name, but if his wife should then happen to desert him,
he would have no means at all of recovering this property. The
individually owned firm also lacks continuity; in case the owner
dies or decides to retire, it may be impossible to sell the firm for
anything near the amount it has previously been worth as a going
concern.

Partnershipt

The simple business partnership consists of two or more indi-
viduals who are joint owners and joint proprietors of the business.
There is a partnership agreement which specifies the amount each
partner will contribute to the business, and fixes his share of the
ownership and his share in the profits. This agreement may be
verbal, but it usually is and should be written. The different
partners may contribute both cash and services to the business, or
some may contribute merely cash and others their services, or cash

* In discussing this and other forms of business ownership, the legal aspects given
are those common to most states. The reader should consult his own state laws
for features that may be peculiar to his state.
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and services may be contributed in varying proportions by the dif-
ferent partners. The partnership agreement usually recognizes
differences in value of the contributions of the various partners by
providing for corresponding proportions in the share of the profits
and the assets of the business. The partnership agreement will
usually stipulate also the proportion in which each partner is to
bear the losses in the event of failure. In the event of bankruptcy,
the courts will endeavor to carry out such terms as far as possible.
However, should any partner be unable to meet his share of the
losses, the courts will hold each and every other partner liable up
to the full amount of his personal fortune.

Legally, each partner is responsible for, and will be bound by,
any act committed by any other partner in the firm’s name, re-
gardless of any private understanding among the partners them-
selves. For example, two partners may have'an agreement that
one is to do the buying and the other the selling for the firm,
nevertheless, should the buying partner decide to go out and sell
goods much below cost, the other partner would be held responsi-
ble for delivery of the goods. Likewise, should the salesman
partner have a notion to buy a particular lot of goods at absurdly
high prices, the other partner would be held equally liable for
accepting and paying for the goods. Debts contracted by any
partner in the firm’s name are a debt against all the partners.
Should one of the partners borrow money in the firm’s name and
then keep it himself, the other partners might bring suit against
him for fraud, but regardless of whether they collected anything
from him or not, they would still have to pay the debt.

At first sight these provisions may seem somewhat harsh, but
they are based on a sound principle. It would be almost impossi-
ble to do business with a partnership if all partners had to be con-
sulted every time anything was to be sold to the firm or bought
from it. In most minor matters it would likewise be a needless
waste of the partners’ time. Consequently, it is a practical neces-
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sity that each partner be free to negotiate for the firm. To pro-
tect the public, it is then necessary to make each responsible for
the other’s actions. It is then up to the partners to watch each
other to see that they do not commit acts which are undesirable
for the business. In some respects, one should exercise more care
in choosing a business partner than in choosing a wife.

The Limited Partnership

In some states, limited partnerships are allowed. Such a part-
nership must have one or more general partners and may have
one or more limited partners. The status of the general partners
is the same as that outlined above under the simple partnership.
The limited partner is allowed to have the amount of his possible
loss limited to his share in the business, but he is subject to certain
restrictions: (1) He may contribute cash only and not services to
the business; (2) his namc must not appear in the firm’s name;
(3) he must not attempt to do business in the firm’s name. If he
violates any of these provisions, he loses his status as a limited part-
ner and automatically becomes a general partner. The reason for
these provisions is to avoid having people deceived into thinking
that a limited partner is a general partner. For instance, without
these provisions, if I could persuade John D. Rockefeller, Jr. to
invest $5,000 as a limited partner with me and we then adopted the
firm name “Rockefeller & Meyers,” I could probably obtain un-
limited loans from any bank; or if Rockefeller went out to buy
goods for the firm, we could obtain practically unlimited credit.
On the other hand, if these people knew that he was only a
limited partner, the firm’s credit would be limited to $5,000 plus
their best estimate of my own meager ability to repay possible
losses.

Advantages of the Partnership

The partnership can ordinarily obtain more capital than the in-
dividual firm, both through taking in more partners who will
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contribute capital and through the increased willingness of the
banks to lend more to a group of individuals than to a single in-
dividual. It can take in partners possessed of different skills to
manage the various special aspects of the business, and since these
partners will share in profits or losses, they may possibly devote
more conscientious effort to their tasks than they would as hired
employees, either of a single proprietorship or of a corporation.
If there is any truth in the adage that “two heads are better than
one,” it will be applicable here. In the temporary absence of any
of the partners, the business may still be left in responsible hands.
In dealing with the public, the partnership will still possess much
of the character of a “personal business” which is characteristic of
the single proprietorship. The partnership is likewise free from
legal requirements and taxes imposed on corporations as such.

Disadvantages of the Partnership

Although superior to the individual proprietorship in raising
capital, the partnership is still somewhat sharply limited in this.
respect. In spite of conspicuous exceptions (such as J. P. Morgan
& Co.), the capital of the average partnership will be found to be
small. In general, it is necessary to take in more partners in order
to raise more capital. As the business expands, it may be increas-
ingly difficult to find people willing to invest money in the firm
who will also be desirable partners in other respects. Another
possible serious disadvantage is disagreements among the partners
on matters of business policy. Unless these can be settled ami-
cably, the partnership will have to dissolve. No partner can sell
or transfer his holdings in the firm without the consent of the
other partners. Unless he can find a new partner satisfactory to
them, he will either have to buy out the other partners, sell out
to them at whatever price they will give, or force a dissolution of
the partnership. If any partner dies, his heirs will be under the
same disadvantage. The surviving partners will likewise be
under a handicap; if the share of the deceased is not willed to
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someone whom they consider a satisfactory partner, they must
either be willing to buy out the heir or face dissolution of the part-
nership. The liability of the partners for each other’s acts and the
unlimited liability of all general partners is also a disadvantage.

The Joint-Stock Company

The joint-stock company is a kind of transition type of business
ownership organization halfway between the partnership and
the corporation, possessing many of the features of both types.
The owners are under the same degree of full liability as in the
general partnership. Instead of the partnership agreement, own-
ership is represented by transferable shares of stock similar to
those of a corporation, and management is centered in a board of
directors elected by the stockholders. The joint-stock company
possesses practically all of the advantages of the corporation except
limited liability. It is free from the disadvantage of acquiring
and conforming to a corporation charter, and it is not subject to
corporation taxes levied as such. However, the unlimited liability
of stockholders has appeared to be such a disadvantage in selling
stock that the joint-stock company has not met with much favor
in this country. It is far more common in England.

The Corporation

A corporation is an artificial person, created by law, for the
purpose of accomplishing some object. The first corporations
were not business organizations but were religious, fraternal, be-
nevolent, or educational institutions founded by a royal charter
which conferred certain privileges and immunities upon them.
The older English Universities and the Medieval Guilds were
among the first corporations.

The business corporation is an adaptation of this form for busi-
ness purposes. A group of persons will apply to the state to grant
it a charter for the purpose of doing business as a corporation. If
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the charter is granted, a corporation is created which may do
business in the firm’s name; it may sue and be sued in the firm’s
name, exactly as an individual person; it may own property and
may borrow and owe money. Although the stockholders own
the corporation, they are not held liable individually for the ac-
tions of the corporation as it is considered to be a separate person.
Ordinarily, the possible loss of the stockholder is limited to the
amount which he paid for his shares. In the case of banking
corporations, in some states the stockholder may be held liable for
double the amount of the face value of the shares which he holds.

Some states have had the idea that the corporation charter might
be used as a means of exercising some sort of control over the cor-
poration. The charter would state rather rigid limits as to the
kind of acts the firm might perform, and general laws were passed
regulating their acts. In practice, the diversity of state laws and
the laxness or cupidity of some states have largely defeated this
purpose. Under the interstate commerce clause of the Constitu-
tion, a corporation created by one state is able to do business in
any other state; consequently, new corporations have taken out
their charters in those states which are most lenient. After the
United States Steel Corporation was granted a charter by the State
of Delaware which allowed it to “engage in any kind of business
in any part of the world,” there was a rush to incorporate under
the laws of that state and the state has since become notorious as a
“corporation mill.” The state has received so much revenue from
a small corporation tax on numbers of business firms whose real
centers of business are all over the country, that its own residents
are practically tax-free. Technically, the corporation is supposed
to have its main office in Delaware, but this is evaded by setting
up a “dummy” office. The doors of Wilmington office buildings
are plastered with the names of hundreds of large business firms
whose principal place of actual business is New York, Chicago, or
other large cities in other states. Some other states have at-

MEY: M.E.P.—11
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tempted to set themselves up in the business of “selling corporation
charters,” and as a result, the remaining states practically have had
to abandon their efforts to regulate corporations through their
charters. It has been proposed from time to time that corpora-
tions, particularly those doing interstate business, be required to
incorporate under Federal rather than state laws, but as yet no
action has been taken on this matter.

The Simple Business Trust

4

* The word “trust” in popular speech usually means combination
or monopoly. This arose from the fact that some of the first large
business combinations to be prosecuted in the courts had adopted
the trust form of organization. More accurately, the word “trust”
refers to a form of business ownership organization whicll need
not have any large-scale or monopoly aspects. The simple busi-
ness trust, sometimes called the Massachusetts trust because it re-
ceived its greatest development under the laws of that state, is a
form of organization under which the title to business property
is placed in the hands of a board of trustees who manage the busi-
ness in the interests of the former owners, who are then called the
beneficiaries of the trust. (This is in contrast to trusts for the
purpose of safeguarding inheritances in which the beneficiaries
are usually third parties.) The deed of trust which transfers the
property will specify the powers and duties of the trustees. Usu-
ally equity in the trust is evidenced by trust certificates which may
be transferred like shares in a corporation, to which they are quite
similar in all respects except that of voting. The deed of trust
often specifies that no liability shall attach to shareholders or
trustees.

For most purposes the trust would appear to be at least equal
to, and in some respects superior to, the corporation. Trustees
are ordinarily possessed of greater freedom to act for the business
than are directors of a corporation. To the extent that trustees
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are held more responsible for their actions than are directors, this
may be a greater protection for the minority shareholder than his
vote in a corporate organization. The main reason why the trust
form is not more widely used is probably due to the stigma at-
tached to the name in the various “Anti-Trust” agitations.

Co-operative Organizations

Co-operative organizations are often formed by consumers for
the purpose of buying and by farmers for the purpose of market-
ing their products. Some few manufacturing co-operatives have
been formed by workmen, but these have had little success. The
co-operative is usually organized as a corporation to do business
under a corporate name, but it has certain features distinct from
the ordinary business corporation: (1) In the true co-operative,
each member has one vote regardless of the number of shares that
he holds. (2) After a low fixed dividend (really an interest pay-
ment) is made on each share, further profits are shared on a
“patronage” basis; that is, each member receives dividends in the
proportion which his purchases or sales through the co-operative
bear to the total purchases or sales. The question of the field and
function of the co-operative is a separate subject which we will not
discuss here.

Business Ownership and Business Government

The various forms of business ownership organization are really
forms of business self-government and may be compared with
various forms of political government:? The single proprietorship
is an absolute monarchy; the partnership is an oligarchy; the cor-
poration is a republic (with voting based upon a property quali-
fication); the trust may be compared to the mandate; the co-op-
erative is a democratic republic.

? This_analogy is a teaching device used by Professor J. M. Shortliffe of Colgate
University in his classes. I have not seen it déveloped so extensively elsewhere.
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Within the corporation, the analogy to political government
may be carried even further. The corporation charter is its con-
stitution; its by-laws correspond to legislative enactments; the
board of directors is an administrative body empowered to carry
out the provisions of the charter and by-laws and allowed to pass
some administrative rulings of its own. The active control of the
corporation by a small group of stockholders is somewhat similar
to that exercised by the political bosses of a dominant party when
the opposition is negligible.

Types of Corporate Securities

Corporate securities are of two general classes, each of which
has many subclassifications: stocks, which represent ownership in
the corporation, and bonds, which represent claims of funded debt
against the corporation. We shall be able to discuss here only the
most important aspects of the principal types of stocks and bonds.
The reader who wishes further information on this subject should
consult a good text on corporation finance.

Common stock represents the ownership and, unless the interest
on bonds or the dividends on preferred stock are in default, usu-
ally represents the voting control of the corporation. Common
stock is issued in shares. The percentage of the total number of
shares held by any individual indicates his proportionate share in
the total of dividends and assets accruing to the common stock-
holders in general. Evidence of this ownership is given in the
form of a stock certificate which states the number of shares that
the holder owns, dividends on which may be paid only after all
interest on bonds and all preferred dividends have been paid. In
the event of dissolution of the company, the common stockholders
receive whatever is left after all debts, bonds and other prior claims
have been paid. Unless otherwise stated, after interest and pre-
ferred dividends have been paid there is no limit to the dividends
which may be paid on common stock except the earnings of the



BUSINESS OWNERSHIP ORGANIZATION 165

company and the discretion of the board of directors. The own-
ers of common stock thus stand the greatest chances of both profit
and loss. Since all other claims must be paid first, common stock
is often called the most risky form of investment. This statement
holds true, however, only as among different classes of securities
in the same company. The common stock of a prosperous com-
pany may easily be a safer investment than the bonds of a corpora-
tion which is suffering reverses.

Classified common stock is sometimes issued. In such cases
there will be two or more classes, usually called Class “A” and
Class “B,” only one of which has voting power. (There is no
uniformity as to which class, “A” or “B”, receives the voting
power.) There is no excuse for the issue of this type of stock.
It is purely and simply a trick device to allow a few individuals
to gain control of a corporation without being required to invest
as great an amount of money as would be required to purchase
majority control of unclassified common stock. The holders of
the non-voting stock are deprived of the power to protect them-
selves through voting and are not guaranteed any fixed dividends.

Preferred stock carries the provision that a certain fixed divi-
dend (a specified number of dollars on stock with no par value,
or a specified percent of par for stocks with par value) will be paid
on the stock before any dividends are paid to common stock-
holders. It may be either cumulative or noncumulative preferred
stock. On cumulative preferred stock, this year’s specified divi-
dend, plus unpaid dividends for all past years, must be paid before
any dividends are paid on the common stock. On noncumulative
preferred, only the specified dividend for any one year need be
paid before the dividends are paid on the common stock. Non-
cumulative stock is hardly worthy of the name “preferred” since
it is so easy for the stockholders to be cheated out of dividends.
For example, suppose that a corporation has $1,000,000 in common
stock and $1,000,000 in 6 percent noncumulative preferred stock.
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The first year it earns, let us say, $120,000, a sum which is enough
to pay a 6 percent dividend on both preferred and common stock.
The directors, however, say that it is advisable to set up a reserve,
invest the earnings in government bonds or other earning assets,
and vote to pay no dividends on either preferred or common stock.
The following year, if the company again earns $120,000, the di-
rectors may say that it is now well-established and needs no re-
serve, so they sell the government bonds, or other assets, and this,
plus the current year’s earnings, makes a fund out of which they
pay only this year’s dividend of 6 percent on the noncumulative
preferred stock and pay the remaining sum as an 18 percent divi-
dend on the common stock. Since the directors usually hold the
majority of the common stock and usually own very little pre-
ferred stock (usually none if it is noncumulative), it will be to
their interest to juggle the earnings from one year to another in
this way. There is practically no legal remedy for the preferred
stockholders in the situation we have outlined above, crude as it
is, and there are still more subtle ways of concealing earnings from
one year to the next. The only sure safeguard against this par-
ticular form of cheating is not to buy preferred stock unless it is
cumulative. ‘

The preferred stock of different companies may carry many
different provisions, either to safeguard further the preferred
stock-holders, or to provide for their further participation in large
earnings when they occur. To be certain of exactly what these
provisions are in the case of a particular stock, the corporation’s
charter should be consulted.? One rather common provision is
that, in the event of dissolution of the company, a certain fixed
sum be paid to the preferred stockholders before the common
stockholders receive anything. When this provision is made a
stock is said to be preferred as to assets.

*Or in many cases, the information may be obtained from Moody's Manual or
Poor’s Manual,
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A provision is sometimes found that, after the preferred stock-
holders have been paid their guaranteed dividend, and after the
common stockholders have been paid an equal percentage, further
earnings will be divided equally between the two groups. Where
this provision is in effect it removes some of the disadvantages
from noncumulative preferred stock.

Another provision occasionally made is that, whenever preferred
dividends are unpaid, preferred stockholders may vote their stock
along with common stockholders at meetings of the corporation.
This affords some measure of protection to the preferred stock-
holders but it is dependent upon the ability and willingness of this
group to organize for their own protection. In the case of a stock
which is widely scattered in small holdings, this may be difficult.
It is not unknown for stockholders (either preferred or common)
to surrender their proxies to a “stockholder’s protective commit-
tee” which really represents the existing management of the com-
pany.

Bonds represent the long-term funded debt of a corporation.
Since no one individual, or even one bank or insurance com-
pany, may be willing or able to loan millions of dollars to a single
corporation, bonds constitute a way of “cutting the debt into small
pieces” that may be disposed of more readily. This is an advan-
tage even to the large bank or insurance company that might be
willing to buy a whole bond issue. In the event that it needs
money later on, a claim divided in the form of bonds will be more
readily salable than the claim of a large debt in a single lump sum.
Bonds are usually issued in denominations of $100 or $1,000 al-
though, in order to attract the small investor, bonds of $50, $20,
and even as low as $10 are sometimes found. Bonds may be classi-
fied according to the nature of the claim of debt of which they are
small pieces.

Mortgage bonds are bonds that are secured by a mortgage upon
all or some part of the physical property of a corporation. They
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may be either claims against the real property of the corporation,
in which case they are real estate mortgage bonds, or they ‘may be
secured by a mortgage on movable property, in whicH case they
are called chattel mortgage bonds (for example, bonds secured by
a mortgage on railroad freight cars). There are first, second, and
even third and fourth mortgage bonds in some corporations. In
such cases, when foreclosure or bankruptcy takes place, the first
mortgage bonds must be paid in full before the second, the second
before the third mortgage bonds, and so on. Note well that the
mere presence of the word “first” in the title of a bond issue does
not necessarily mean that it is an absolutely first claim on the assets
of the corporation. We often find “first refunding,” “first con-
vertible,” and “first debenture” bonds issued by a company which
already has two or three prior mortgage bond issues outstanding.

Debenture bonds are simply a claim against the general assets
of a company that are not otherwise specifically pledged. In case
there are no other bond issues of the company outstanding, deben-
ture bonds are just as good as mortgage bonds. If we call mort-
gage bonds “pieces of a mortgage,” we may call debenture bonds
“pieces of a long-term promissory note.” If there are large issues
of mortgage bonds outstanding, debenture bonds in the same com-
pany may constitute an extremely risky junior security. Even
where no other issues are outstanding, unless it is specifically pro-
vided against, the company may issue mortgage bonds on property
against which debenture bonds have previously been the sole
claim, thus impairing the value and the possibility of redemption
of the debenture bonds.

Value of Bonds

In the event that interest payments are not made when they fall
due, or that the principal is not repaid when the bond matures,
bondholders may foreclose or bring an action in bankruptcy
against the corporation. The value of a bond will,then depend
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upon the proportion of the company’s assets which it represents
when such assets are sold at a forced sale. (Such value will not
exceed the face value of the bond, since any surplus over this
amount goes to the stockholders.) Since the “secondhand” value
of capital equipment at a forced sale is ordinarily much less than
its original value, it follows that no bond issue is “secured as to
principal” unless it is made in a considerably smaller amount than
the original purchase price of the assets against which it is a claim.
The more specialized the capital assets against which bonds are
issued, the more will their value be dependent upon the corpora-
tion as a “going concern.” Consequently, unless bondholders are
willing and able to take over a business and operate it for them-
selves, their right of foreclosure is useful only as a threat to the
management and is by no means a guarantee of the return of the
invested principal.

Unless adequate allowance is made for maintenance, the de-
preciation of plant and equipment may impair the value upon
which a bond issue rests. It is also to the interest of the bond-
holder to see that there is provision for a sinking fund which will
repay the bonds at maturity. Otherwise, particularly in the case
of long-term bonds, the company’s excess earnings may be paid
out in high dividends, leaving nothing but the possibility of bor-
rowing again as a means of repaying the bond issue.

In addition to the circumstances peculiar to the individual com-
pany, there are many general market factors which will affect the
value of bonds. When the market rate of interest on new capital
"investment declines, old bond issues will tend to rise in value.*
In extreme inflation, bonds, because their principal and interest
are payable as a fixed number of dollars, will lose their attractive-
ness as an investment. Mild inflation, after a period of depression,
may raise the prices of low-grade bonds to the extent that it in-

¢ See Meyers, Albert L., Elements of Modern Economics, Third Edition, p. 277,
Prentice-Hall, Inc.,, New York, 1948.
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creases the earnings of the various companies which have issued
them. Railroads and public utilities will be apt to profit less from
this source than will industrial corporations since their rates, being
fixed by regulation, are not apt to rise rapidly, and increases in
traffic volume, due to inflation, may be offset by higher operating
expenses.

Abuses of the Corporate Form of Organization

We have already mentioned some abuses of corporations. Be-
fore going further into specific abuses, we must raise the question:
“Who controls the corporation?” Whoever controls a corpora-
tion is responsible for its abuses (seldom legally responsible, un-
fortunately); even if he does not perpetrate them nor profit from
them, he is in a position to prevent them. The corporation was
compared to a little business republic, with the stockholders as
electors and the directors as representatives. In such a business
government, as well as in political government, there are political
parties by which the majority may exploit the minority. Political
bosses exercise control through controlling the active minority in
the majority party, and there are “blocs.” Finally we have what
corresponds to lobbyists representing outside interests that may
bring pressure to bear on the corporation. In actual practice most
stockholders seldom take an active and intelligent interest in the
affairs of the corporation. If they vote at all, it is usually simply
to approve matters (including the proposal of new directors) sub-
mitted to them by the board of directors.

The board of directors may be the controlling element, but it is
seldom, particularly where the board is large, that the board as a
whole exercises active control. Many directors may be “dummies”
elected to the board to do someone’s bidding. Many may be
“honorary” directors used as ‘“window dressing” in order to have
imposing financial names on the board. The failure of many di-
rectors even to attend meetings, long ago gave rise to the custom

’
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of giving each a twenty-dollar gold piece in order to get a quorum.
In practice it will be found that most often the board simply gives
“rubber stamp” approval to measures originating with one of the
following interests: (1) a single director, or a small group, who
may or may not be large stockholders; (2) a large stockholder who
may or may not be a director; (3) the active business management
of the corporation (President or General Manager); (4) a bank
or banking group which is lending to the corporation; (5) the
principal buyer of the corporation’s product; (6) the principal
supplier of raw materials; (7) the corporation’s lawyer. This list
might be extended considerably further> Any of these “pressure
interests” may be represented 'on the board of directors but this is
not necessary so long as they have one, or a small group, of the
directors who will actively present their measures and a com-
placent majority of the board who will follow the leader.
Excessive salaries voted to officers and executives of a corpora-
tion are one of the most common abuses and one that is least sub-
ject to legal control. It may appear that it would make little
difference to a corporate officer whether he received his earning
as salary or dividends; nevertheless, if that part of his salary which
is excessive were allowed to go into the general earnings of the
company where it belongs, it would be shared by the minority
stockholders. As a salary, it goes to him alone. In spite of the
fact that tremendous salaries are continually reported for execu-
tives of large corporations, this evil of excessive salaries is apt to
work more hardship upon the stockholders of small corporations.
A salary of $50,000 for the president of a small corporation might
absorb nearly all the earnings of the business, whereas a salary of
$100,000 for the president of a corporation which has two million
shares outstanding would amount to but 5 cents per share if the
entire amount were distributed and the executive paid nothing.

®Dr. Robert Gordon has made an extensive study of this question and the results
will soon be published.
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Since it is extremely difficult, if not impossible, to determine what
an executive actually is worth to a business, it is hard to say
whether any given salary is excessive and, if so, by how much.
Quite likely the salary should be in some sort of rough ratio to the
net earnings of the company. Rather than draft a general law to
this effect, however, the author would prefer to be left free to
criticize the man who would draft it.

Juggling of earnings from one corporation to another is a
favorite device by which stockholders may be swindled. Where
an individual or group has a major interest in one corporation and
a minor but actively controlling interest in another, opportunity
for unwarranted profit is‘offered. For example, if the corpora-
tion in which he has large stock holdings is selling products to
the other corporation, prices will be fixed very high. If his
major interest is in the buying corporation, prices will be set low.
Even though this practice is illegal, it is often extremely difficult
to prove that it has taken place, particularly where the product is
one that is not sold every day on the open market. For example,
what is the market price for automobile bodies in lots of 100,000,
or what is the fair value of 250,000 horsepower generators? Un-
less definite proof of overpricing or underpricing can be estab-
lished, the courts will naturally assume that those doing the buy-
ing or selling were acting in good faith.

Misuse of “inside information” for stock market purposes by
officers of a corporation is another common abuse. Some officers
of a company may be in a position to know the way its affairs are
going before this information becomes available to the general
public and they may then profit by buying or selling the com-
pany’s stock. This abuse is far more serious when officers are
selling in advance of bad news than when they are buying on the
basis of advance information of good news. When officers and
directors unload their large holdings, they tend to depress the price
of the stock seriously before the small stockholder has even a
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chance to sell. If it starts to become known in the market that
officers are unloading, a panic decline may drive the price of the
stock temporarily far below even the price which is justified by the
bad news. It requires rather a high type of ethics on the part of
officers not to unload and avoid losses when they know that the
price of a stock will go down, but there is certainly no excuse for
their selling short and making a profit under such circumstances.

Falsification of earnings for stock market purposes is also
fairly easy to engineer. Overly generous markdowns of the com-
pany’s assets for depreciation and obsolescence and the writing off
of perfectly collectible items as “‘bad debts”’ can make a very large
share of the earnings apparently disappear. When the price of the
company’s stock drops after the publication of this poor earnings
report, the “insiders” can buy it at a bargain. In a subsequent
earnings period the process can be reversed and the stock sold out
at a profit.

Purchase of assets from an officer of the corporation, either
openly or through a ‘“dummy” intermediary is fraught with
many possibilities of abuse. For example, an officer knows that
the company is going to need a certain piece of real estate, so he
buys it for himself and then resells it to the corporation at a quick
profit. There are many other variants of the scheme. -

Watered stock is the issuance of stock the original price of which
exceeds the value of the assets of the corporation. This may be
the result of giving a large block of stock to the owner of a patent
right (not necessarily the inventor) or of giving large- blocks of
stock to the organizer of the corporation, or to the underwriters
who sell the securities, for their “services,” the value of the stock
being more than the services or the patent are worth. It is not
even necessary that stock be given. An excessive cash payment for
services would have the same effect.

One way in which the small investor can protect himself against
this particular practice is never to buy the stock of a new company
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or a new issue of stock by an old company until it has been on the
market for at least a year or more. In spite of what the glib sales-
man tells you, this practice will not prevent you from “getting in
on the ground floor.” A study of the price history of the stocks
of today’s best and soundest companies will show that almost in-
variably the stock sold for much lower than its original issue price
within two years after the original issue. This practice will also
save you from buying the stock of many companies which are
either ill-conceived or outright fraudulent and which “fold up”
within a year or two. While he is marketing a new issue of stock,
an underwriter, who has guaranteed to the corporation that he
will sell the stock at a certain price, will buy back every share that
the public offers for sale in order to protect the price of the stock
which he still holds unsold. As soon as the issue is completely
sold out, this support will be withdrawn and the stock must seek
its own level on the market. If then the company is slow in
getting established (as it is very naturally apt to be) and the first
year’s earnings are disappointing, those who bought in the hope of
a quick profit will become tired of waiting and will unload their
holdings. Then, and not before then, if the long-time prospects
still look good, is the real time to “get in on the ground floor.”
The list of abuses of the corporate form of business ownership
which we have given could be almost indefinitely extended.
Should, therefore, the corporate form be abolished? No. It
would be impossible to organize large-scale businesses without it
and in many lines we must have large-scale business organization
if we are to have the product at any kind of reasonable price. The
answer lies in attempting to remedy the abuses as far as possible.
The Securities and Exchange Commission is a step in the right
direction. If we can maintain the present high type of its person-
nel, its powers should be still further extended. Regardless of
how good our laws or how well enforced, however, the investor
will still find it necessary to exercise self-protection and judgment.



CHAPTER 8

Large-Scale Organization, Combination
Monopoly, and Unfair Compelition

oME authors treat large-scale business organization and com-
bination as if the terms were synonymous, and others even
include monopoly as if its meaning were not different from the
other two. While there may be some few attributes which are
characteristic to all three, we shall keep our thinking much clearer
if we take the trouble to distinguish carefully between them and
to note the principles which are peculiar to each. Large-scale
organization may come as the result of combination or it may be
simply the result of the steady expansion of a previously small
firm. Large-scale business may be of any degree of competition
or monopoly. Nearly perfect monopolies may exist in an enter-
prise of any size and they may or may not be the result of previous.
combination of firms.

Economies of Large-Scale Production

Ability to take full advantage of the economies of specialization
and division of labor. We assume, of course, that the large firm
has a big enough market either to absorb its entire capacity of out-
put or to keep it running at a reasonably high percentage of
capacity most of the time. The large firm, then, will be able to
keep each man working at a highly specialized task. This allows
for the development of greater skill and speed at the particular

175
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operation and avoid the loss of time occasioned by changing from
one operation to another.!

Ability to use specialized machinery. In firms selling a large
output of a more or less uniform product, it becomes possible to
do nearly every operation on a machine developed to perform that
particular operation in the most rapid manner, since the machine
cost per unit of output will be small when total machine cost is
spread over a large output. Even if such machinery is not yet in
existence, a very large company can often afford to hire engineers
to design it. In some industries which involve very few opera-
tions (such as papermaking and sugar refining) the basic ma-
chinery may be so costly that a firm must operate on a fairly large
scale to use machinery at all.

Ability to pay large salaries for men of special ability. This
enables the large firm (if it has the judgment to select them) to
hire the best men for the “key positions”: engineers, division
superintendents, sales managers, and so forth. Although the small
firm may hire “consulting” engineers or chemists on a part-time
basis, the fees for such services both per hour and per ‘unit of
product will be higher than for the large firm which employs the
technologist full time.

Ability to obtain lower prices through quantity buying. Al-
most all raw materials are lower priced when purchased in large
quantities, and freight rates on materials are always lower in car-
load lots. Another economy which might be classed either with
this or with the previous one is the ability to hire a purchasing
agent and to hire experts to test materials purchased.

Ability to utilize by-products. Small plants often find it neces-
sary to throw away low-valued by-products, or even to hire some-
orte to carry them away. Large plants, on the other hand, may

1M'eyers, Albert L., Elements of Modern Economics, Third Edition, p. 168,
Prentice-Hall, Inc., New York, 1948,
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have a sufficient quantity of the by-product to enable them to set
up a separate plant to process it into some readily salable product
that will show a profit on the operation.

Ability to conduct experimentation and research. Large firms
can afford to set up elaborate and expensive experimental and re-
search departments to develop and test new products and new
methods of manufacture. The Westinghouse and General Elec-
tric Laboratories are conspicuous examples of this. For a small
company a few costly experiments which yielded negative results
would mean bankruptcy.? Large companies are able to hire
some of the foremost scientists and to conduct a tremendously
large number of individual experiments. The law of averages is
almost bound to give them a few profitable results which will
overbalance the cost of the failures. The experimental method,
when it is sufficiently well financed, may save many of the costs of
the “trial and error” method. The DuPont Company, for ex-
ample, built a “pilot plant” in order to solve most of the problems
of manufacture before building a large plant to manufacture their
new “Nylon” textile fibre.

All of the economies we have listed are peculiar to large-scale
business enterprises. If particular combinations or highly monop-
olistic firms happen to exhibit some of these economies, it will
be because they are also large-scale businesses, and not because they
are combinations or monopolies. Combination of a number of
previously small business units may result in a large-scale business
which is able to achieve the economies of large-scale production,
but it is the size of the business and not the mere fact of combina-
tion which is responsible for the economies. We shall find later
some economies peculiar to combinations and monopolies.

3 Small firms can now hire*research services from foundations such as Armour
Institute and M.I.T., but it hag still to be demonstrated. that this fts them on a
fully competitive bas:s with lange firms that have their own resegrch, saffs.

MEY: M.EP.—12
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Disadvantages of Large-Scale Business Organization

Extremely susceptible to business cycle. The dependence on
volume of output renders the large business subject to heavy losses
in business depressions when volume of sales declines. Large fixed
investments mean mostly large fixed costs which cannot be con-
tracted when output has to be contracted. The high-salaried
“key men” will have to be retained if the organization is to be
kept intact; their salaries also tend to become part of the fixed cost.

Comparatively inflexible. Large-scale businesses find it necessary,
to develop routine procedure to handle most of their minor
business decisions and business practices. This very routine places
them at a disadvantage in handling many business opportunities
which are open to smaller and more flexible firms. In manu-
facturing, the large firm is seldom equipped to handle small
orders, particularly if the specifications are even slightly different
from their standard products. Consequently, in business declines
when large orders are not forthcoming, the large firm may beé
forced to shut down or curtail output seriously which smaller
firms may be able to keep going through their adaptability to
meet the needs of particular small customers. In retail selling,
opportunities to buy distress lots of merchandise and to resell them
at a profit often appear. Large firms may be forced to decline
many of these opportunities because the quantity of goods is small
and because it may not be wise policy for them to whet their
Customers’ appetites for goods at bargain prices which they can-
not supply in sufficient volume to meet the demand.

The extremely large investment in specialized machinery means

a tremendously heavy cost even to improve and modernize the
product, to say nothing of changing from the manufacture of one
product to another. Thus, the large firm tends to develop an
“inertia” which may tend to keep it manufacturing the same prod-
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uct in the same way, sometimes for a considerable time after the
public taste for the product has changed.

Limitations of large-scale management. This is probably the
chief disadvantage of large-scale business. The larger the busi-
ness, the more the authority that must be delegated to minor
officials, which leads to the “dilemma of management.”* Either
great reliance must be placed upon the judgment of minor officials
and hence high-salaried men must be hired, or many arbitrary
rules must be laid down for their guidance thus tending to in-
crease the inflexibility criticized above.

Economies of Combination

As mentioned before, to the extent that combination results in
large-scale business, it will be capable of effecting the economies
(and will be subject to the disadvantages) of large-scale business.
These are listed above and we shall not discuss them further.
There are, however, certain economies and certain disadvantages
which result from the combination of existing business firms.
There are two major types of combination, horizontal and vertical.
Horizontal combination is the combination of two or more firms
in the same stage of the industry (for example, a combination of a
number of blast furnaces making pig iron). Vertical combina-
tion, sometimes called integration, is the combination of two or
more firms in successive stages of an industry (for example, the
combination of an iron mine, a blast furnace, a steel plant, and a
structural steel works).

Advantages of Horizontal Combination

Elimination of cross-hauling. When two or more firms lo-
cated in different geographic areas are combined, a considerable

8 Meyers, Albert L., Elements of Modern Economics, Third Edition, p. 169,
Prentice-Hall, Inc., New York, 1948.
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saving in freight costs may be achieved by supplying the demands
of each region from the factory closest to the customer: For ex-
ample, if two formerly competing firms, one located in Chicago
and the other in New York, are combined, the New York firm
will no longer ship goods into Chicago and vice versa; instead, the
Chicago factory will supply the Middle Western market and the
New York factory will supply the Eastern states. Any firm
which is large enough to set up branch factories at strategically
located points can, of course, achieve the same economies. Even a
large firm, however, may find it more convenient to buy out, or
merge with, an existing firm in a distant territory rather than to
set up a new plant in that locality to compete with the old firm.

Elimination of duplicate selling expenses. When two firms are
combined, it is no longer necessary to send two salesmen to call on
the same customer since one can now do the work. This does not
necessarily mean, however, that if two firms each having the same
sized sales force are combined, only one-half of the previous num-
ber of salesmen will be needed. Each firm may have some cus-
tomers on which the other has not been calling. The sales force
can be curtailed only to the extent that duplication has previously
existed. The combined firms might be found to have, say, three-
quarters of the previous total sales force, each salesman covering a
smaller territory more intensively. Similar economies may be
achieved in advertising expenses to the extent that the two firms
previously competed for the same market.

Elimination of other duplicated costs. The services of purchas-
ing agents, accounting departments, research departments, and
other nonmanufacturing departments may be combined and a
considerable reduction in personnel achieved by the combination
of two previously competing firms. Usually the greatest propor-
tionate reduction can be achieved among the higher salaried ex-
ecutives in these groups. The total amount of detail work to be
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done by clerks and other minor employees may be nearly as great
for the combined firms as it was when the two were separate.

Economic utilization of capacity. When a fairly large number
of plants are brought into a single combination, it may be found
that lower costs can be achieved when demand is slack by operat-
ing some of the plants at their optimum, or least cost, output and
keeping others shut down entirely, rather than to run all the plants
at reduced output as would be the case under competition. It will
generally be found too that some of the plants have lower unit
costs at optimum capacity than others. When this is the case, pro-
duction can be confined to the lower cost plants in dull times, the
higher cost plants being operated only at such times as the price of
the product warrants.

All of the above economies of combination are predicated upon
the assumption that an actual operating merger is formed. If the
combination is a mere financial or ownership arrangement and
the identity and operating set-up of the existing firm is retained
intact, naturally none of these economies will result. The actual
operating merger achieves economies which may be passed on to
the public in the form of a lJower price of the product if the com-
pany so desires, or if circumstances force it to do so. The mere
ownership merger, without an operating merger, may simply be
a means of avoiding price cutting and maintaining excessive cost
structures.

Disadvantages of Horizontal Combination

Product differentiation as a limit to the possible economies of
combination. When an intensive effort has been made to create
demand for particular brands of a product, the mere fact that the
two or more companies combine is not apt to make the customers
willing to shift from one brand to the other. If one company has
been spending millions of dollars to convince its customers that
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“dated coffee is the only fresh coffee” while another has been
spendmg similar sums to extol the merits of ‘“vacuum-packed cof-
fee,” and the two should happen to combine, it might prove con-
siderably embarrassing to retract the statements of one or the
other and package coffee in only one way in order to achieve sales
economy. If the separate brands are to be maintained, the selling
economies achieved by combination may be negligible or nonexist-
ent. Even where the products are in different price classes, and so
somewhat less directly competitive, this limitation persists. It will
be noticed, particularly in the larger cities, that General Motors
has different sales agencies for every one of its makes of cars.
This is probably because they have found that a dealer who does
not care whether he sells a customer a LaSalle or a Buick may lose
a sale to the dealer who is energetically selling nothing but Pack-
ards. In the smaller towns the savings in combining salesrooms
and repair departments are proportionately great enough to offset
this, and one dealer often handles two or more makes of General
Motor cars.

Essential and important differences in the actual nature of the
product (as distinct from mere differences in brand names and
packaging) may make it difficult to achieve the operating econo-
mies of combination as well as the selling economies. It will not
be possible to shut down some plants and keep others running at
best capacity unless a thoroughly standardized product is made by
all plants. .

Possible hazards in eliminating duplicate employees. In spite
of the statement that “a corporation has no soul,” business firms
are somewhat like human beings. It is not always possible to cut
two of them up and take parts of each and to reassemble an arti-
ficial being that is as healthy as either was before. Two business
firms may each be moderately successful as the result of the per-
sonnel which each has, without the relative merits of the different
minor executives being particularly apparent. It is entirely possi-
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ble that the poorer rather than the better men will be retained for
most positions when the two companies combine. Many com-
panies have some inefficient employees who are retained in their
positions simply because of their friendship or relationship with
the controlling interest. It is these very men for whom the “boss”
is apt to say the strongest word when the consolidation takes place.
Unless the favorites happen to be in exactly corresponding posi-
tions in the two firms, the net result may easily be the retention of
the inefficient and the firing of the efficient. Each firm may have
been able to carry its own ‘“deadheads,” but the combination may
sink under the combined weight of the two groups. Some other
firm may then take on the good employees who are discharged
and put the combination out of business. This is an extreme ex-
ample; nevertheless, we have seen many a combination of metro-
politan newspapers fail, though trying “to retain the best features
of each.”

Economies of Vertical Combination

Continuous supply of raw materials and other essential contribu-
fory products. The firm which is integrated as far back as the
source of its materials can always be assured of the materials it
needs to fill orders. Particularly in the metal trades, when rush
business follows a period of slackness in which mines have been
shut down, serious shortages of raw materials occur. In such
times the firm without its own source of supply may have to pay
outrageous prices for raw materials, and even high prices may not
be sufficient to insure prompt delivery when other firms have also
ordered. Semi-finished products and parts may likewise have
occasional periods of scarcity for the firm which buys rather than
controls them. ‘*‘Bottle necks” all along the line may be elimi-
nated by a well-planned chain of plants in the different stages be-
tween the raw material and the consumer.

Elimination of selling costs at intermediate stages. In the in-
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tegrated firm there are no selling costs between the raw material
producer and the first processor, between the first processor and
the second, and so on, as would have to be the case were these
successive stages of production separately owned. The cotton in
your shirt was probably bought and resold at least ten or twelve
times in some form or other before it reached you. On the other
hand, the iron ore, coke, and limestone in structural steel are often
sold only twice, once to the building contractor and then to the
buyer of the building. Selling and advertising may be dispensed
with all along the line_by vertical combination.

The claim is often made that the advertising of parts and materi-
als directly to the consumer helps the manufacturer to sell the
finished product. At best such advertising probably has only a
limited effect and is important only when the finished product,
or the parts or raw materials, are a comparative novelty to the
public. It is hard to imagine today a customer who is torn
between the purchase of two makes of cars because one uses his
favorite brand of ball bearings and the other uses a certain brand
of piston rings. Of course, the integrated firm can, and sometimes
does, continue to advertise the parts manufactured by its compo-
nent firms, but it is remarkable how little of such advertising it
seems to find necessary. General Motors runs an occasional adver-
tisement for “Fisher” bodies, few for “Delco” starting, lighting
and ignition, and almost none for any other part which is manu-
factured by its subsidiary companies. -

Co-ordination of manufacturing processes. Where a number
of plants are united in a vertical combination, each can be so
organized as to meet best the requirements of the succeeding
stage of production. For example, an independent parts manu-
facturer will have to design his product to fit as many different
makes of cars as possible or will have to be prepared to manufac-
ture various types to suit the different makes of cars. A parts
plant in an integrated chain will design its product to fit best one
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or two makes of cars only (the car may also be designed to use
the parts), and concentration on fewer types will allow further
adoption of mass production methods, provided that total output
is large enough to allow the use of such methods.

Reduction in total inventories. When the plants in successive
stages of production are independently owned, each may be com-
pelled to maintain fairly large inventories both of raw materials
and of products which are finished as far as that stage is concerned,
in order to be able to supply customers when the orders come in.
An integrated firm, on the other hand, can gauge the flow of the
entire productive process by the sales of the end product and may
be able to keep the total inventory much lower through avoidance
of duplicate stocks in successive plants. The independent firm
will naturally try to keep its stocks low when buyers are heavily
stocked, but such information on buyer’s supplies may not be as
available to it as it is to the firms which are integrated. More-
over, the independent firm must be ready to meet the demands of
any buyer who may come along or he may decide to buy from
someone else. The unit of an integrated firm need not hold
stocks unless the succeeding stage will require the product soon.

Disadvantages of Vertical Combination

Dependence of entire organization on the marketing of product
by the “end firm” or plant which produces goods in their most
finished form. Unless the selling organization at the end of the
integrated chain of plants is able to sell all of its products, all of
the preceding stages will either have to curtail output or shut
down as the case may be. If the primary plants have dispensed
with their selling force, they will not be in a position to solicit
business from independent manufacturers when their own organi-
zation is unable to absorb their produce. Even if they maintain a
small selling force, they will not ordinarily be able to obtain much
business from independents in slack times. Those independents
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who do have orders to give for parts or materials will prefer to
place them with other firms on whom they can continue to rely
for supplies in a period of prosperity, rather than to buy from a
link plant in an integrated chain which will decline or cancel
orders as soon as its own organization can absorb its product.
Moreover, the greater the degree of specialization achieved by the
integrated plants, the less suited will they be to supply the needs
of a general market.

Inability to take full advantage of low costs in depressions. In
times of depression, raw and semi-finished materials often sell at
prices much lower than their replacement cost. Independent
firms in the stages of production closer to the consumer may buy
these materials and place their product upon the market cheaply.
Even if the integrated firm should buy these materials rather than
manufacture its own, it would still be burdened with the fixed
costs of its own mines and primary factories.

Dilemma of excess or idle capacity. The various plants of an
integrated firm will be designed to meet the requirements of the
plant in the next stage; but what it meant by “requirements’?
Are they maximum, minimum, or average requirements? If
the plant is designed to supply the maximum requirements at
least cost, it will be operating at higher than minimum cost at
all times when the next plant does not require so great an output.
If the plant is designed to meet the minimum requirements of
the next plant, then the next plant must be prepared to buy its
additional supplies on the open market in times of rising prices
and may run the risk of failing to secure them at all. Designing
a plant to meet average requirements is at best a somewhat unsatis-
factory compromise between these two evils, being alternately
subject to both. This problem of selection of the optimum size of
plant in the face of fluctuating business conditions is faced, of
course, by the independent firm as well as by the units of a verti-
cal combination. ‘'However, the independent firm may be in a
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better position to secure more business by small price cuts than
the integrated unit which sells in the open market only occasion-
ally. The greater the degree of specialization of the integrated
unit plant, the less will be its opportunity to utilize its excess capa-
city by selling to outside firms.

Economies of Perfect Monopoly

By a perfect monopoly we mean an organization which controls
either the entire output of an industry or one which controls the
entire market for a commodity in a given locality.* Most of what
are commonly cited as economies of monopoly are really the
economies either of large-scale production or of horizontal com-
bination. It is true, however, that in many industries monopoly
may be able to practice these economies to a greater extent than
can either large-scale firms or combinations which do not control
the entire output or market. In fields where the potential market
for the entire product is small, even two or three firms only may
mean that the division of the market among them leaves each with
an output which is too small to achieve the economies of large-
scale production. In such circumstances, if the demand for the
product were fairly elastic, monopoly price would® probably be
lower than oligopoly® price and much lower than the price set by
a few firms which operated under a price agreement.

The monopoly is in a position to carry on what we have listed
as the economies of horizontal combination to their extreme pos-
sible limit. Cross-hauling is entirely eliminated. Duplication of
services may be completely avoided. Such advertising as is done
will be designed simply to increase total consumption of the prod-
uct and not to push one brand at the expense of another, and there
can be little doubt that advertising expense can be greatly reduced.

-

¢Or we may say that it is a firm whose product has no close substitutes.
“Ohgopoly_ is a situation in which there are few sellers, each of whom takes
account of his rivals’ price policy.
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Monopoly as a stimulus to integration. When a firm has an
assured control of the market for a product, this may be an induce-
ment to gain control of the earlier stages of production, perhaps
even as far back as the raw materials. On the other hand, if the
monopoly is the chief or only customer for the raw materials or
semi-finished products (monopsony), it might be more profitable
simply to beat down the prices of the supplying firms rather than
to acquire ownership of the firms themselves. The threat of po-
tential competition might be a more effective motive to induce
attempted control of the source of supply.

It may be questioned whether a firm which has a monopoly of
a source of raw materials can gain anything further (assuming it
is already charging the full monopoly price) by attempting to
enter the field of manufacturing finished products. There is one
set of circumstances under which a further gain can be made: If
the purchasers of the raw material are themselves making large
profits by fabricating it into finished goods, the monopoly owner
of the raw material supply, by competing with them, may force
them to accept lower prices for the finished goods. If there is
then any considerable elasticity in the demand for the finished
goods, this may be the means of selling a greater quantity of the
raw material at the same high price. In general, it will be found
that when the owners of the supply of raw materials begin making
finished or semi-finished products, they tend to confine their ef-
forts to those lines in which the raw material comprises as large as
possible a part to the value of the finished product. (For ex-
ample, the Aluminum Company of America manufactures pots
and pans and aluminum paint, but does not attempt to make
automobiles, airplanes, or typewriters, although all these use a
considerable amount of aluminum).

The field in which the greatest case can be made for the econ-
omies of monopoly is in that of public utilities, such as the furnish-
ing of water, gas, electric and telephone services. While these
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economies are not different in nature from those we have listed
for large scale organization and combination, the wastes which
occur through the duplication of facilities and the savings which
may be achieved through the elimination of these wastes in the
field of public utilities are so great that many economists have
classified the public utilities as “‘natural monopolies.” The use of
the term “‘natural” may be questioned, but the advantages of serv-
ice by a single company are so obvious that an exclusive charter
to render such service is usually granted to a single company by
the government of a community.

Disadvantages of Monopoly

Monopolies lack the stimulus of competition which forces the
competitive firm to be alert to discover new ways of lowering
costs. Research may be neglected and the industry allowed to be-
come completely moribund. This may be particularly true in
cases in which the maximum net earnings of the company are
limited by law. Unless the company is allowed to participate at
least to a certain extent in the savings which may be achieved,
there is no motive at all to seek lower costs. In such circumstances
the companies rather tend to conceal earnings by “padding” their
operating expenses.

Rigid prices. Once a monopoly has hit upon what appears to
be a satisfactory price, there may be a tendency to maintain this
price for a considerable period of time regardless of fluctuations in
general business conditions. This tendency may result, in much
greater fluctuations of output and of employment than would be
the case if prices were allowed to decline during the recession and
depression phases of the business cycle. If the monopoly is one
which produces raw materials or semi-finished goods, the mainte-
nance of rigid prices may force a greater decline in output and
employment among the firms that buy its products than would
occur if these firms were able to obtain the raw materials cheaper



190 ORGANIZATION, MONOPOLY, COMPETITION

during periods of business decline. The more rigidities are intro-
duced into our economic system, the more the pressure that will
have to be borne by those elements which still remain flexible,
such as the volume of employment.

Combinations in Restraint of Trade

At the beginning of this chapter combinations were discussed
mainly from the point of view of their abilities and disadvantages
in securing economies in production and selling costs. Those
combinations which are organized mainly for the fixing of prices
and the restraint of competition must now be considered. Since
every operating combination will tend to reduce the number of
competitors and so may tend to reduce price competition, it is not
always easy to distinguish between the two types. Greater control
over prices, rather than the achievement of economies, may be the
dominant motive for combination. As an arbitrary line of demar-
cation we shall assume that, in the combinations now being dis-
cussed, the identity of the individual firms is maintained. The
combination attempts to fix prices rather than to allow competi-
tive prices to prevail.

The Simple Price Agreement

The simplest form of combination in restraint of trade is a mere
agreement among previously competing sellers that they will all
sell at the same price. Such agreements have no standing in law
and will not be enforced by the courts. If the price agreed on is
profitable, each member of the agreement will attempt to sell all
that he can at that price and then will be tempted to cut the price
slightly in order to secure more business. At first the price may be’
adhered to in a nominal way, but concessions, which are really
price concessions, will be given in the form of more liberal credit
terms, extra delivery service, extra quantity discounts and the like.
Finally comes the stage of open breaking of the agreement.
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When price agreements of this sort have lasted any length of time,
it has usually been because there were one or two very large firms
which dominated the industry. When this is the case, the large
firm may threaten to undersell and force out of business any
smaller firm that breaks the agreement. If the smaller firm’s
business is concentrated in a particular locality, the large firm may
undersell it in that particular region without cutting its prices
elsewhere, and the threat may be effective in enforcing the agree-
ment for a considerable period of time.

The Price and Quota Agreement

If the voluntary price agreement is to be maintained for any
length of time, it is imperative that each member receive a “fair”
share of the business so that he will not be so strongly tempted to
violate the agreement. One method which is sometimes used in
an attempt to bolster the agreement is the allocation of sales
quotas or production quotas to the various members. Any
member who then sells in excess of his quota is fined a certain
amount per unit on the excess sales and this sum is divided among
the other members of the agreement. There is, of course, no
more certain means of enforcing the collection of fines than there
is of enforcing the price agreement itself. However, if the quota
system gives each member a satisfactory amount of the business,
each may then feel that it is better to adhere to the agreed price
and remain within his quota than trust to his own chances of
survival in an open “price war” which might be precipitated by
his violation of the agreement.

The Territory Pool

Another device which is sometimes used to strengthen the price
agreement is the territory pool. Under this arrangement the sales
area is divided up and each member is given a territory in which
he has the exclusive right to sell. This device has the advantage
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over the quota system in that it may be easier to detect violations
of the agreement when a member sells outside his allotted territory
than to determine whether he is selling a volume in excess of his
quota. Unless the territory is very carefully divided, however, and
unless sales in each territory conform to the expectations when the
division was made, members may easily become dissatisfied with
the share of the business that they are receiving and the agreement
will collapse.
Selling Pools and Cartels

A much stronger form of price agreement is provided for in the
selling pool. Under this form each member delivers his output to
a central selling organization which sells for all the members only
at the agreed price. It also provides an accurate means of seeing
that the sales of each member conform to his quota. In Germany
this type of organization was not against the law and these “car-
tels” were reorganized by a special “Cartel Law.” Under the
amendments to the Cartel Law passed in 1938, the Minister of Eco-
nomics could form compulsory cartels in any industry whenever
he thought this necessary to the welfare of the Reich. He might
also: (1) prohibit for a certain length of time the establishment of
new enterprises in a particular industry, (2) prohibit the enlarge-
ment of existing plants, or (3) limit their output.®

The early experience of the German cartels again demonstrated
the old principle that prices cannot be controlled without control-
ling production. Some of the earlier cartels established quotas
for their members on the basis of a fixed percentage of the plant
capacity of each member. This device broke down in a rather
curious manner. Member firms, which already had excess plant
capacity due to the quota restrictions, enlarged the size of their
plants in order to obtain a larger quota expressed as a percentage of

? See Kessler, W. C, “The New German Cartel Legislation,” American Economic
Review, V;ol. XXIV, September 1934, p. 477 ff., for a full discussion of these
ents. .



ORGANIZATION, MONOPOLY, COMPETITION 193

the larger plant capacity. It was also found that when profitable
prices were established new firms sprang up outside the cartel.
This meant that the structure of the cartel itself was threatened
unless it could either freeze the new firms out of business or force
them to enter the cartel and assign them a quota, which would
necessarily decrease the size of the quotas of the older members.
It was experiences such as these that led to the passage of the new
cartel legislation mentioned above.

It is interesting to note that one of the avowed objectives of the
German cartel legislation was to preserve the existence of the
smaller firms and to prevent their being absorbed by the larger
firms. The prevention of cutthroat competition by the establish-
ment of the cartels was expected to accomplish this end.

Collusive Biddi'ng on Contracts

Most governmental agencies advertise for bids on government
contracts with the understanding that the contract is to be
awarded to the lowest bidder. This procedure is required by
law on contracts awarded by many Federal, state, and local gov-
ernment agencies. In addition to obtaining lowest costs, it is also
one of the greatest safeguards against bribery and favoritism in
the awarding of contracts. Although it is no absolute guarantee
against such practices, it does make them more difficult. Some
large industrial concerns, and buyers of building construction in
particular, also use the procedure of asking for bids on contracts.

Two systems of collusive bidding are used by conspiring con-
tractors to defeat the purpose of requesting bids. The simpler
method is for all the supposed competitors to submit identical
bids. Although it is sometimes still used, this method is naive,
since the submission of identical bids is almost prima facie evi-
dence of collusion.” A more subtle method and a more difficult

"The United States Attorney General’s office brought an action under the Sherman
Act against tire companies that submitted identical bids on government contracts.
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one to detect is for the various contractors to get together and
agree on which one is to have the contract and at what price. He
then submits his bid and all the other contractors submit different
higher bids. If the various contractors all keep silent and adhere
to their agreement, it is extremely difficult to obtain evidence that
this practice is being used.

This second method is not apt to be successful for any length of
time, however, unless the number of bidders is fairly small and the
volume of total business is great enough so that each firm will
secure a sufficient amount of business to induce it to keep to the
agreement. In cases where a particularly large contract may give
a disproportionate share of the business to one firm, this problem
is sometimes met by a supplementary agreement that the previ-
ously designated ‘“‘successful” bidder shall award a part of the
work to one or more of the other firms on subcontracts.

The most conspicuous example of this type of collusive bidding
agreement that has been brought to light was discovered in the
investigation of the building trades scandal in New York City
which finally sent two of the principals to prison. In this case,
the contractors’ ‘“‘ring” was supported by building trades union
labor. In return for closed shop contracts and high wages, the
unions agreed not to work for any contractors outside of the agree-
ment. This kept the number of possible bidders small. Unable
to stand success, they kept on raising the prices until the cost of
building in New York reached such fantastic heights that it was
obvious that something was wrong and the investigation was
started.

Disadvantages of Price Agreements

It may be said with a fair degree of truth that, from the point
of view of the general public, the price agreement has all of the
disadvantages and practically none of the advantages of an out-
right ownership and operating monopoly. There will be none of
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the economies of large-scale production except as the individual
firms happen to be of large size. Furthermore, the restriction of
output to conform to quotas by such large firms as do exist will
tend to prevent them from operating at minimum cost. Of the
economies of combination, the elimination of cross-hauling will
exist only in the form of price agreement which we have described
as the territory pool. Elimination of duplicate selling organiza-
tions may occur in the case of sales pools or cartels, only if they
are expected to last for many years, so that the member firms feel
like taking the risk of giving up their own sales organizations.
Otherwise, none of the economies of combination are available
to the price agreement which retains the identity of the separate
firms.

Since so few of the economies of large-scale production, of com-
bination, or of monopoly are avajlable to the firms under a price
agreement, it follows that their costs will be higher than that of
an operating monopoly in the same field. Under the simple price
agreement, it is also impossible to close down a few of the plants
in order to run the others at optimum capacity. It is thus safe to
say that it is practically certain that prices will be higher under a
price agreement than they would be either under some form of
competition or under outright monopoly.

The greater loss to the public, in the form of higher prices,
under a price agreement than under an outright monopoly is ob-
vious. It must also be remembered that higher unit costs repre-
sent a wastage of our economic resources.

Advantages of Price Agreements

‘There are some alleged advantages to the public in price agree-
ments over monopoly. Though prices are uniform, competition
may exist in the form of services or quality of product. In any
event, such competition will not exist either under the territory
pool or under the selling pool. Even where sales quotas are al-
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lotted, competition on the basis of service or quality is not apt to
exceed that necessary to obtain the full amount of the quota for
the firm. Since such quotas, in order to obtain higher prices, are
usually lower than full competitive output, it is not likely that
much service or quality competition will be deemed necessary.
Service and quality competition are thus seen to be confined
largely to the simple price agreement without sales quotas. Even
under the simple price agreement, whenever service and quality
competition become really keen it will usually be found that this
is a prelude either to the breakdown of the agreement or to the
adoption of more stringent forms of price control.

The claim is also made that price agreements tend to keep the
smaller firms in business. Even if this is true, of what advantage
to society is the retention of the identity of small firms if they no
longer compete on the basis of price, and probably do not compete
even on the basis of service or quality? Most of the vaunted vir-
tues of small firms cease when the firms cease being competitors.
If a few large firms “‘gobble up” the small ones, the prices that they
charge may or may not be highef than the prices which were
charged when the small firms were in genuine competition with
them; but the prices charged by a few large firms are apt to be
lower than would be the case where there are many small firms
operating under a price agreement. Moreover, it is by no means
always certain that it is the smaller firms which are receiving the
protection under a price agreement. In some few industries where
the larger firms may be found to be too large to operate econom-
ically, it may be found that the severest competition is coming
from the small and medium-sized firms.

It is also alleged that controlled prices under a price agreement
tend to “stabilize business conditions.” Investigation will show,
however, that such “administered” prices go up by a succession of
large jumps in the upward phase of the business cycle and then are
lowered only reluctantly and gradually in the recession and de-
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pression. Each rumor of a jump in price brings about accumula-
tion of stocks by purchasers, and the peak of prosperity is apt to
find them with just as excessive inventories as they would have
with competitively priced products.

The Sherman Anti-Trust Act

The first important attempt of the Federal Government to at-
tack the problems of combination and monopoly in fields other
than the railroads was made in the Sherman Anti-Trust Act of
1890. This act declared ‘“every contract, combination in the
form of a trust or otherwise, or conspiracy, in restraint of trade or
commerce” either in interstate or foreign commerce to be illegal,
and further made it a misdemeanor to ‘“‘monopolize or attempt to
monopolize, or combine or conspire with any other person or per-
sons, to monopolize any part of the trade or commerce among the
several states, or with foreign nations.” Individual firms which
are injured by combinations in restraint of trade or other prac-
tices prohibited by the act are also permitted to sue for damages
and, if successful, it is stipulated that they receive three times the
amount of the damages proved, plus attorneys’ fees.

The cases under the Sherman Act were few and unspectacular
until the advent of the “trust-busting” era under the late President
Theodore Roosevelt. The Northern Securities case (an attempt to
combine the Great Northern and Northern Pacific railroads under
a holding company) and the cases involving the dissolution orders
against the Standard Oil Company and the Tobacco ‘Trust at-
tracted widespread public attention. For a time people actually
believed that the act would be effective in curbing monopolies.
The subsequent rapid spread of the “Interlocking Directorate”
(various directors being on the boards of two or more companies
to secure price or other agreements) and of the various forms of
price agreement soon proved this belief to be unfounded. A typi-
cal cartoon of the time pictured the “Standard Oil Trust” and the
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“Tobacco Trust” as fat men riding along luxuriously in a limou-
sine while a number of poor “trusts” on the curbstone are saying,
“Please dissolve us too.”

The rule of reason is a famous legal doctrine which was an-
nounced by the Supreme Court in the Standard Oil case. Under
a literal interpretation of the language of the Sherman Act, even
so small a combination as that of two corner grocery stores might
be deemed to be “in restraint of trade” and therefore unlawful.
To avoid the cluttering of the court dockets with cases such as
this, the Supreme Court, in effect, “read the minds” of the Con-
gressmen and announced that the act was intended to be directed
only against “unreasonable” restraint of trade and not against
combinations incidental to an otherwise lawful purpose. The
court has never put itself on record with a comprehensive defini-
tion of what does or does not constitute ‘‘unreasonable” restraint
of trade, so that no planned combination can be absolutely sure in
advance whether it will be deemed legal or not. From subse-
quent decisions of the court, we may draw the inference that the
court directs its particular attention to the questions: (1) whether
the combination controls a substantial majority of the output of an
industry, (2) whether an attempt is made to control or raise prices,
(8) whether competitors are compelled to join the combination or
are forced out of business by unlawful means, and (4) whether
prospective new competitors are prevented from entering the
industry.

The Clayton Act

It finally became evident that there was not much effect in
“busting the trusts” after an industry was in the hands of a com-
bination of a few large firms and after effective competition had
been stifled. The Clayton Act, passed in 1914, represents an at-
tempt to prevent the formation of monopolistic combinations by
making illegal some of the means by which monopoly power has
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often been attained. Specifically it was directed against holding
companies, local price discrimination, interlocking directorates,
and tying contracts (contracts which bind the purchaser of a prod-
uct to use certain of the seller’s other products in connection with
it: for example, requiring the buyer of a cotton compress to use
bale ties provided by the seller). These practi¢es were not neces-
sarily made illegal in themselves but were to be considered illegal
when the effect was to lessen competition substantially or to tend
towards the creation of monopoly. The Clayton: Act also made
civil damage suits easier than under the Sherman Act by providing
that conviction by the government under the criminal provisions
of the anti-trust acts was to be considered as prima facie evidence
against the defendant in a civil suit.

The Federal Trade Commission

The Federal Trade Commission was also established shortly
afterwards. Its principal duties are the conducting of investiga-
tions to determine whether the anti-trust acts are being violated
and aiding the Department of Justice in prosecution; the investiga-
tion of trade practices with a view to proposing remedial legisla-
tion to Congress; and the prevention of “unfair methods of com-
petition.”

Probably the most interesting phase of the work of the Federal
Trade Commission has been in the field of exposing and prose-
cuting “methods of unfair competition.” The mere listing of the
different types of unfair trade methods which the Commission has
had occasion to bring before the courts would fill several pages.
Among them will be found: false advertising, boycotting, in-
ducing breach of contract, bribing employees of customers and
competitors, conspiracy to cut off ‘supplies of competitors, dis-
crimination, disparagement of competitors, threatening competi-
tors and their customers with patent infringement suits, rebates,
closely imitating competitor’s name or trade-mark, tampering
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with competitor’s goods in order to make them demonstrate
poorly, and the maintenance of resale price by discrimination
against price cutters.

It is rather ironical to note that the vast majority of the Com-
mission’s actions have been to the effect of protecting the “good
will” of the various firms supposed to be injured. We know that
“good will” is one important element of monopoly power. Thus,
although attempting to prevent the formation of monopolies, the
actions of the Commission have contributed much to the rise of
monopolistic competition.

Prior to 1938, whatever protection the consumer received from
the Federal Trade Commission was apt to be entirely incidental.
“False advertising” was generally proceeded against not because
it injured the consumer but mainly because it tended to injure the
business of a competitor. Repeated cases have arisen in which a
firm manufactured a product identical with (or perhaps even
superior to) that of a competitor. If it then packaged its product
in a manner to imitate the competitor’s package and sold it at a
lower price, it would be enjoined from such a practice on the
ground that it was ‘‘deceiving to the public.” Granted that the
people are deceived in such a case, it is difficult to see how they
are harmed; if the product is identical and the price is lower and
will remain lower, it would seem that the deception is beneficial.
The damage to the competitor is obvious. It is only fair to state
that in a great many cases the imitation is an inferior product.
In such cases the public is also protected by the prohibition of
package imitation.

This discussion does not suggest any criticism of the Federal
Trade Commission itself. That body has simply been adminis-
tering the law as it has been written and as it was interpreted by
the courts. Under the 1938 amendment to the Trade Commission
Act, the Commission is now empowered to act in cases of decep-
tion which tend to damage the consumer, even though no damage



ORGANIZATION, MONOPOLY, COMPETITION 201

to a competitor can be shown. Congress conducted an investiga-
tion (Temporary National Economic Committee) which was
intended to shape the course of new legislation, but as yet nothing
has been done.

Public Policy on Competition and Monopoly

In spite of the “bust the trust” and “anti-monopoly” slogans
which have appeared in various political platforms from time to
time, we have by no means arrived at any definit¢ public policy
in this respect. Indeed, we have not even considered fully either
the means necessary to carry out a policy nor its full implications
if carried to its logical conclusion. At present, our system is a
curious hodge-podge of enforced and regulated monopolies (pub-
lic utilities); government-fostered and largely unregulated mo-
nopoly, oligopoly, and monopolistic competition, fostered by pat-
ents, trade-marks, protective tariffs, and the suppression of
“unfair competition”); and finally, a few surviving elements of
pure competition in the markets for some agricultural products.

If experience has taught us anything, it is that no particular
degree of competition or monopoly is “good” or ‘“bad” per se, but
rather that the nature of each particular industry will be the most
important element in determining what state of competition or
monopoly will be the most economical for the community. By
“most economical” we mean that which results in: (1) greatest
output at lowest prices, (2) most efficient use of resources, (3)
most convenient service for the consumer consistent with (1) and
(2). These three aims will sometimes be found to conflict with
each other and it then becomes a question of which end we desire
most or of possible compromises. (For example, do we want the
widest possible choice in articles of clothing or do we want the
lowest possible prices?) With these aims in mind, let us con-
sider the field and function of the various forms of monopoly and
competition in a supposed “ideal” economic system, which still
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attempts to take advantage of the motivating forces of profits and
differential wages.

The Field of Monopoly

Monopoly is indicated as the appropriate form for any industry:
(1) in which a single firm can achieve much lower unit costs than
would result from any division of the market among two or more
firms, and (2) in which duplication of facilities will not result in
a sufficiently greater value of service to the consumer to justify the
higher cost. The “public utilities” have already been cited as
examples of this situation. In the future we shall probably wit-
ness some expansion in the number of industries which are called
public utilities. (Perhaps retail milk distribution might be the
first addition.) When the word monopoly is used in this connec-
tion, it of course refers to ownership and operation of an industry
by a single firm and not to some form of price agreement or com-
bination in which the identity of individual firms is retained.

In some industries it may be found that demand is sufficiently
elastic and that marginal costs are falling over a sufficient range of
output so that unregulated monopoly price would be lower than
competitive price. In most cases some positive action must be
taken if the benefits of low monopoly costs of production are to be
passed on to the public in the form of lower prices. The alterna-
tives are then government regulation or public ownership.

The Field of Duopoly and Oligopoly

In industries where large-scale organization is necessary to
achieve lowest costs and at the same time the market is too large
to be served by one firm of optimum size (and possibly where
product differentiation can measurably increase consumer satisfac-
tion), duopoly or oligopoly would seem to be indicated. The
manufacture of low and medium-priced automobiles in the
United States appears to be the best example of such an industry.
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Whether we may rely upon competition to keep prices low de-
pends upon: (1) the willingness of the various firms to engage in
price competition and (2) the readiness with which buyers will
shift from one seller to another in response to small differences in
price. When this is not the case, there may be either recourse to
the Sherman and Clayton Acts in an attempt to prevent price
agreements (not too successful to date), or the government may
take a hand in setting maximum prices. The Department of
Justice in 1938 announced an interesting technique which may be
applicable in this situation: anti-trust proceedings are first started
as a threat, and then the case is dropped under a “consent decree,”
which contains provisions covering trade practices and presum-
ably an agreement to reduce prices. The results of this procedure
have been to improve practices in some industries. Even its an-
nouncement is an indication that we are beginning to be more
realistic than we were in the “trust-busting” decades.

The Field of Monopolistic Competition

Where there is a wide variety of tastes to be served, where the
manner of service may be an important element in the satisfaction
that the customer derives from the product, a_nd where the nature
of the industry is such that small firms are numerous and are the
most efficient, monopolistic competition would seem to be indi-
cated for the industry. The legal bulwarks of the monopoly ele-
ment in monopolistic competition are patents, trade-marks and
the general protection of “good will” for the owner of a business
by the laws and the courts. We have already had occasion to state
some of the arguments for and against these special privileges ac-
corded to business firms by the government. (See p. 8.)

Since “‘good will” could hardly exist without these important
elements of government protection, it would seem reasonable that
the government should insist that they be used as far as possible
in conformity with public interest and not as a means of prevent-
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ing price comparisons and of confusing or deceiving the buyer.
A few simple measures suggest themselves which, if generally
required (some are already in partial use), might greatly facilitate
price comparisons and so increase the element of price competi-
tion. (1) Wherever services are separable, require that they be
separately priced and purchased only at the buyer’s option. Re-
quire, for example, that delivery charges be stated separately from
the price of the product and be charged to those who insist on de-
livery and not to those who carry the goods home themselves.
Also make credit a separate and clearly stated charge only against
those who use it. (2) Limit packages and containers to a few
standard sizes, the gradations in size being such as to be readily
apparent to the eye. (3) Establish Federal grades for all prod-
ucts, wherever possible, and require that these grades be printed
in large type upon consumer packages. (4) Revise Federal
grades so that grades 1, 2 and 3 indicate, at least roughly, the
same relative grades for all commodities. (This need not pre-
clude the retention of a “fancy” grade for qualities which are
pleasing to the eye only.) (5) Provide that false claims, either in
the advertising or on the label of a product, be made sufficient
grounds for revocation of patent or trade-mark together with
widespread public notice of such revocation and the reason there-
for. (For a first offense it might be sufficient to require the pub-
lication of a retraction, publication being at the offender’s expense
and to be given the same publicity as had been given to original
false claim.) If this measure were ever proposed in Congress,
there would certainly be a howl about “‘government interference
with business,” but if a firm’s “good name” is to be protected in
the courts, it would seem that there should be a requirement that
it be a good name and not a vehicle for dishonest advertising.
The Field of Pure Competition

After defining the other fields, the field of pure competition is

thus narrowed down to those industries in which firms of efficient
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size produce each a small part of the total output and in which
product differentiation can confer no benefit upon the buyer. It
may be said, however, that if the regulations suggested in the
above paragraph were adopted, many industries now character-
ized by monopolistic competition would closely approximate the
conditions of pure competition. At least competition would be
much more on a price basis.

Conclusions

Monopoly is not ne'cessarily an evil; it may be the only form of
organization under which low costs can be achieved, but usually
it requires some form of government effort to see that the benefits
of monopoly accrue to the public. Neither large nor small busi-
ness has any claim to virtue or deserves to be designated as vice.
Each has fields to which it is most economically suited. Where
small business is actually most efficient, it will probably continue
to survive without help. In many industries where there are
small “special orders” as well as large markets for standard goods,
small firms may survive in the same industry with large firms.
If there exist any sentimental worries about what will happen to
the small businessman in those fields destined for large-scale or-
ganization, he may be pictured in the place where he probably will
arrive, as the minor executive in a large corporation. On the
average his salary might be expected to be greater than his earn-
ings as an independent businessman. A comparison of the execu-
tive employment records of large corporations with Dun and
Bradstreet’s records of the percentage of small business failures
would likely show that he would be more secure with the corpora-
tion than working for himself.

For the present our best course would be to allow each industry
to adopt the form that is best suited to it (possibly preventing cut-
throat competition and piracy during the process), and then to at-
tempt to secure the maximum benefits for the public from that
best form. For large noncompetitive business, some degree of
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price regulation may prove necessary. For small businesses (and
to some extent for larger ones), active efforts to force competition
on to a price basis may prove to be the solution.

Unregulated monopoly generally means higher prices, lower
output, and less employment in the monopolized field than would
prevail under pure competition. Where monopoly would have
lower costs than pure competition (or monopolistic competition),
the only way to obtain the benefit of these lower costs for the
public is through regulated monopoly or public ownership of the
industry.



CHAPTER 9

Problems of Organized Labor

OME unions have as their avowed, or tacitly understood, pur-
S ‘pose the overthrow of the capitalist system and its replace-
ment by some other social and economic organization under
which they think the position of labor will be better. Our in-
terest in such unions is not in the union itself but rather in the
.economic plan which it advocates. We shall consider some of
these plans in later chapters. Our present concern is with business
unionism, that is, with labor organization which attempts to se-
«cure for itself better wages, hours, and working conditions within
the framework of the capitalist system. It must not, however,
be inferred that business unionism and revolutionary unionism
are mutually exclusive classifications. Many unions which have
started with revolutionary aims and which still pay at least lip
service to their stated ideals have turned for all practical purposes
into first-rate collective bargaining agencies. Other unions which
are ostensibly business unions may actually be devoting most of
their thought and effort towards changing the economic system.
Almost invariably, as unions succeed in making gains for their
members through business unionism, they tend to soft-pedal or
lose sight of their revolutionary objectives.
It may be noted in passing that, in America, revolutionary ideals
have not come spontaneously from the ranks of labor itself. They
have come, rather, from “intellectuals” who have attempted to

207
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imbue the labor movement with their own zeal for reform. The
utter failure of most intellectuals to understand the mind of labor
is responsible for their lack of success. The average intellectual
reasons somewhat in this fashion: ‘“The present system is wrong,
My plan will improve it. Who suffers most under the present
system? Obviously it is the workers. Therefore they should
embrace my program with open arms.” Then he is bitterly dis-
appointed when the election returns roll in. Actually the Ameri-
can worker is much more interested in personal advancement for
himself or for his children. Free or cheap land, free public educa-
tion, and a rapidly expanding industry have contributed to what
Professor Perlman calls “opportunity consciousness.”* ‘Even
though the statistical odds may have been against him, the
worker has thought and acted as if opportunity for advancement
were present for his children if not for himself. The naive faith
in “the value of education” is evidence of this. Where the worker
has been motivated to group thought and action it has most often
been in the interests of those in his own trade or craft or of fellow
employees in the same factory or industry. Even then, such in-
terests have centered mainly on “more benefits here and now.”
The “raise” in the pay envelope secured by business unionism is
real and tangible as compared .to vague hopes for a better status
for labor under some other system a generation or two in the
future. Consequently, we have the amusing statement by the in-
tellectuals that “the American worker must be taught class con-
sciousness.” Class consciousness is a product of the environment
and probably cannot be taught. If unemployment continues long
and widespread or if our system fails to provide a better status for
all labor and not simply for a few skilled trades, then we may ex-
pect class consciousness to arise by itself. Until then, it is idle to
expect an American worker to think and feel like a European

1 Perlman, Selig, A Theory of the Labor Movement, The Macmillan Co., New
York, 1928.
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worker who has been “born to his class” and who knows that his
son will be born to the same class.

The Trade Union or Craft Union

The trade-union or craft union is composed of the members of
one particular skilled occupation. The large number of unions of
this type is accounted for by the relative ease with which they can
be organized. Workers in the same skilled trade can easily see
the interests which they have in common and so may be persuaded
to band together to protect and advance these common interests.
The fact that a certain skill or training is involved makes it dif-
ficult for the employer to obtain strike-breakers in times of dispute
and enhances the union bargaining power. If the training of ap-
prentices is in the hands of union members, this may be used to
prevent the development of nonunion competition in response to
high wages. Only one, or at most a very few, wages rates need
to be agreed upon by the members in order to present a common
front to the employers. Wherever the workers in a skilled craft
constitute only a small minority of an employer’s total working
force, an increase in their wages alone may result in only a small
increase in total labor cost and consequently, such an employer
may be persuaded fairly easily to make concessions rather than
be forced to shut down his entire plant because of a strike by these
“key men.” Since the members of the union are generally on
nearly the same intellectual level and have a common standard of
living, internal friction due to jealousy is kept at a minimum.

Disadvantages of the Craft Union

The craft union is extremely vulnerable to technological
changes in industry. New machines are often invented by which
unskilled or semi-skilled workers can do the work formerly per-
formed by skilled craftsmen. If a craft union attempts to prevent
the introduction of the machines in present factories, competitive
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nonunion factories will be organized to use the machines.? High
union wage rates in a particular craft may result in substitution of
products or materials which have lower costs (substitution of
poured concrete for brick or stone masonry, for example).

Another difficulty, which is partly the result of changing tech-
nology and partly inherent in the craft union type of organization,
is that of jurisdictional disputes. A building contractor, for ex-
ample, may have signed a contract with both the carpenters’ union
and the sheet-metal workers’ union. He then gets a job erecting
a building which has specifications calling for metal doors and
doorframes. The carpenters’ union insists that installing door-
frames and hanging doors is carpenter work and should be done
by them. The sheet-metal workers claim that the doors and
frames are made out of sheet-metal and must be installed by their
union. Each sides threatens to strike if the work is given to the
opposing union.

Strikes resulting from jurisdictional disputes have brought more
discredit on the labor movement in the mind of the general public
than any other single cause. When an employer signs a union
contract, his labor troubles should be over for the duration of the
contract so long as he keeps his side of the bargain in good faith.
Note that in the long run, it is the union officials rather than the
rank and file of the membership who have most at stake in a juris-
dictional dispute. If the demand for sheet-metal work is increas-
ing and the demand for carpentry decreasing, youths who are
about to learn a trade may learn metal work rather than carpentry
and even some of the carpenters may change their trade to that
of sheet-metal work. If the number of union carpenters declines,
however, the treasury of the carpenters’ union will no longer be
able to support union officials in “the style to which they have be-
come accustomed.” If there were but one industrial union em-

?See Meyers, Albert L., Elements of Modern Economic , Third Editi
Prentice-Hall, Inc., New York, 1948, i6s, ‘Third Edition, p. 225,
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bracing all building trades workers, the officials of such a union
would not have such a personal stake in the result and would
probably not tolerate a strike originating in a jurisdictional dis-
pute between their own members.

In the past, organization upon trade or craft lines has left un-
organized the vast majority of unskilled and semi-skilled labor.
Consequently, as the craft unions raise wages, they are subject
not only to the elasticity of substitution of capital for labor® but
also to the elasticity of substitution of unskilled for skilled labor.
(At least part of the saving in pre-fabricated houses results from
the smaller amount of skilled labor which is required both in
manufacture and in erection.)

The failure to organize the unskilled also accounts for the fail-
ure to organize a politically powerful labor party. It is true that
the American Federation of Labor has always opposed the forma-
tion of such a party, but its attitude on this question might have
been quite different if it had had twenty or thirty million mem-
bers to vote instead of its two or three million skilled workers.
Many of the reforms which the economic system has had to digest
since 1933 might have come earlier and more gradually if labor
had been better-organized politically in the past three or four
decades.

Industrial Unionism

Industrial unions attempt to organize all workers in a given
industry, regardless of their particular trade, occupation, .or degree
of skill. The industrial union is much better equipped to meet
the problems of changing technology than is the craft union.
Whether a job is performed by machine or by hand or by one
trade or another, it still may be done by an industrial union mem-
ber. As the industrial union may have a much larger member-
ship than a craft union, it may be able to support its officials and

*Ibid., p. 225.
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pay for office expense upon the basis of a much smaller contribu-
tion per member. To the extent that it is able to organize an
entire industry, it may be better able to prevent nonunion com-
petition. If the union is able to call a strike of the employer’s
entire working force, skilled as well as unskilled, he is not apt to
be able to run the plant with strike-breakers. With larger mem-
bership, the industrial unions will have greater political strength
than the craft unions.

Disadvantages of Industrial Unionism

We have said that the industrial union is better equipped to
handle jurisdictional disputes due to trade or craft differences.
Such disputes center around the definition of the work of a trade
of craft. As industrial unidnism expands, it will begin to en-
counter jurisdictional disputes based upon the definition of an in-
dustry. Several possible bases for demarcation of the borderline
between one industrial union and another may be suggested, but
each is open to objections: :

(1) Require that all those working for the same employer be-
long to the same union. In the case of the United States Steel
Corporation, this would include mineworkers, who might more
properly belong to a mineworkers’ union, structural steel erectors,
who should belong to a building trades industrial union, and rail-
road trainmen and seamen, who might be placed more appro-
priately in railroad and shipping unions.

(2) Require all workers making the same product to belong to
the same union. In the case-of electric refrigerators, such a union
would include only part of the employees of General Motors,
Nash-Kelvinator, General Electric Company, and only part of the
employees of many kitchen equipment manufacturers.

(8) Require all workers using the same material to belong to
the same union. In the case of leather, this would result in a
conflict between the jurisdictions of a shoe and leather workers’
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union, an automobile workers’ union, and a furniture and up-
holstery workers’ union.

(4) Make the union co-extensive with any employers’ or manu-
facturers’ association in a particular field, for the purpose of pre-
senting a united front in bargaining with such an association.
Many manufacturers, however, who produce a variety of products,
are members of more than one association. This basis would, in
many cases, cut across all three of the other types of classification.

Two principles are involved in the selection of the proper basis
of industrial union organization: (1) As far as possible, different
employers should be kept on the same competitive basis in hiring
and using union men to make products which are sold in com-
petition with each other. (2) To secure solidarity, all workers
in one factory should, as far as possible, belong to one union. As
may be seen from the preceding discussion, even these two prin-
ciples are not mutually exclusive.

No scheme of classification will be able to work without modi-
fications in individual cases as questions arise. This suggests the
need of a strong central organization governing all industrial
unions which will have the power to make and enforce somewhat
arbitrary decisions as to which union shall have the right to or-
ganize any particular group of workers whose status is in question.
This will work more smoothly the more any one of our four bases
is adhered to as the primary basis of classification, from which ex-
ceptions will be made in particular cases. The greatest danger of
conflict lies in the possibility of the rapid organization of several
different industrial unions, each with a different primary basis for
membership. Whether the C.I1.O. will be found capable of meet-
ing these problems remains to be seen. The dismal failure of the
A. F. of L. to solve these questions accounts, in the main, for the
growth of industrial unionism outside of, rather than within,
the Federation.

Another very weighty problem which confronts each industrial
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union is the determination of different wage scales for workers of
different skills within the union membership. So far this prob-
lem has been side-stepped by the newer industrial unions through
the expedient of using the existing wage scales and simply de-
manding a 5 or 10 percent increase in pay for all workers. This
dodge will not work forever. A great increase in demand for air-
planes, for example, may result in an increased demand for tool-
makers by the airplane industry. Then, unless toolmakers in the
automobile industry are paid higher wages, they will shift to the
airplane industry and automobile factories will have to close from
lack of these skilled men. The automobile factories, however,
will not be able to pay increases to all employees. Consequently,
the automobile workers’ union will have to negotiate wage in-
creases for the toolmakers but not for other employees. It is even
quite conceivable that the automobile industry may already be
paying as high a total wage cost as it can afford unless output and
employment are reduced. In such circumstances, if the union
wishes to keep all its members employed, it will have to negotiate
wage increases for the toolmakers and wage decreases for other
workers. Another circumstance which will force the union to
consider wage differentials is the introduction of a new machine.
Running the new machine is a new job and a new wage rate will
have to be determined for it. If the wage on the new job is set
too high in relation to the amount of skill required, other union
members may become dissatisfied. If the wage is set too low,
workers on the new job will be discontented and the machine may
be introduced much more rapidly than necessary owing to the
added incentive of lower wage cost. This does not imply
that these problems are insoluble. (The Amalgamated Clothing
Workers have done a first-rate job along these lines.) It does in-
dicate, however, that if industrial unionism is to avoid the perils
of internal dissention, it must have leaders with a sound economic
knowledge of the business with which they are dealing and with
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sufficient statesmanship to make the rank and file of the workers
accept their ideas. Leaders must be capable of saying “No” to
unwarranted wages increases and of ordering wage reductions
when necessary.

Union Wage Policy

In the early stages of their organization, most unions take the
attitude that they are “fighting the battle of labor against exploi-
tation by unscrupulous employers,” and there are no doubt many
situations in which this may represent the facts of the case. Be-
cause this attitude has a certain amount of dramatic appeal to the
public it is also usually the favorite pose even of officials of a well-
established union when they are being quoted by the press.

However, once the union has won its struggle for recognition
and has become the bargaining agent for its members, it is actually
in the business of selling labor.* Whether the union itself recog-
nizes the situation or not, it is actually in much the same situation
as a monopolist attempting to sell his product. The union may
fix the price of labor, but it will then be the conditions of demand
which determine the number of men who will be employed at
that price.

In most cases, the demand for labor is a derived demand. Em-
ployers do not generally hire labor for its own sake but rather
because the labor is capable of making somc product which the
public will buy. Thus the demand for labor is derived from the
demand for the product. In any case, where it is possible to vary
the proportions of capital and labor which are used in making a
product, the demand for labor, in the long run, will be more
elastic than the demand for the product itself.

A source of possible confusion which may prevent the union
from perceiving clearly the full implications of its wage policy
is the fact that the short-period demand for a certain type of labor

* See Schlichter, Sumner, American Economic Review, March 1939, pp. 121-137.
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may be fairly inelastic while the long-run demand for the same
labor is extremely elastic. The building trades offer a good ex-
ample of this. Assume that a certain contractor has signed a
contract to build a large apartment house. Such a contract usu-
ally provides a bonus if the building is completed ahead of the
agreed date and a penalty for delayed completion. The con-
tractor, therefore, is in a position where he may agree to consider-
able wage increases without cutting down his working force. In-
deed, after a brief strike is settled, he may even hire more men
than before in order to complete the job on time. He is in a
position where he may have to forego his profits, or even take a
small loss, in order to avoid a greater loss. On all future contracts,
however, this contractor and all others dealing with the union will
regard the new high wage scale as given cost data in setting their
bids. The cost of building apartments and hotels may then be
so high that it will be impossible to make a profit from their rents.
No hotels or apartments will be built at such costs, and the vast
majority of the building trades workers will then find themselves
unemployed.

Only in the event that the elasticity of demand for a given type
of labor is less than unity will it be possible for the entire group to
benefit by a wage high enough to result in some unemployment.
Under this circumstance, it might then be possible to assess dues
upon those who are employed and pay out-of-work benefits to
those who are unemployed. In any case, where the elasticity of
demand for labor is greater than unity, total wages paid out will
be less at a high wage than at a low wage. In such circumstances,
any wage high enough to result in unemployment means a net loss
to the union membership considered as a group. If all wages
were pooled and then divided equally among the membership,
both employed and unemployed, the effects would be apparent to
everyone. In actual practice, the majority who remain employed
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will gain at the expense of the minority who are unable to find
work.

There may be cases in which an industry is composed of a large
number of efficient employers and a few very inefficient ones, who
manage to stay in business because the general wage level in the
industry is low. In such circumstances, a higher union wage
level imposed on all employers would drive the inefficient ones
out of competition. If the other employers were all operating
under conditions of decreasing costs, they might then be able to
absorb (even at the higher wage) all the employees who are laid
off by the firms which fail. Cases like these are among the few in
which minimum wage laws may benefit labor as a whole.

The position of the union official with respect to the wage
problem is by no means a happy one. He may happen to under-
stand the economics of the situation without being able to enforce
his policies. Let us suppose that the wage scale is the highest
which can prevail for the time being without resulting in serious
unemployment. A rival for the office may then make political
use of the situation, telling the members, “What has this fellow
done for uss We haven’'t had a raise in two years. Put me in
office and I'll see that we get action.” The official is then faced
with a situation where he must either convince the membership
that the present wage is better policy than a higher one, or yield
to pressure and fight for a higher wage which he believes will be
injurious to the union’s best interests, or lose his office to the rival
who will fight for the higher wage. '

Hours of Labor

Historically, we have witnessed the somewhat startling phe-
nomenon of increased productivity per worker with a shorter
working day. Not all of this increased productivity can be traced
¢n the charter dav cince new machinerv and new methods have
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been introduced in many instances. There have, however, been
many experiments in which, with the same machinery and
methods, the length of the working day has been reduced from
twelve to ten hours, or from ten to eight hours, with an actual in-
crease in total output from the same labor force. Wherever in-
creased productivity results from a decrease in hours, there is a
clear gain both to the employer and to the worker.

We have probably approached the limits of such gains in many
industries. Productivity per hour might still be increased through
a shorter day, but it hardly seems reasonable to expect that a man
will produce more in six hours than in seven or eight hours. Sev-
eral factors are at work. The increased productivity of the eight-
hour day over the twelve-hour day is largely accounted for by the
proper amount of rest given by the eight-hour day. Once a
worker has sufficient time to get the rest he needs, this source of
possible increased productivity tends to be exhausted. It is also
well-known that even in short working days the first and last hours
are the least productive due to ‘“‘getting into the swing” and “get-
ting ready to stop.” If the day is shortened from eight to six
hours, these two hours become one-third of the total working
time and productivity in the other hours would have to increase
considerably to make up for them as well as for the two-hour de-
crease in the length of the day. It may still be the case, however,
that many industries will find productivity increased by a reduc-
tion from a six-day forty-four-hour week to a five-day forty-hour
week.

In many labor disputes we must be careful to distinguish be-
tween the demand for an actual shorter working day and a shorter
“basic day.” The latter is usually a demand for higher wages in
disguise. The workers do not care to work shorter hours in such
a case, but they want the overtime wage rates to begin at an earlier
hour. Workers have sometimes struck for a shorter “basic day”
and then have been very much disappointed when the employer
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shortened the length of the actual working day. One argument
can be offered for the short basic day. It may be a means of
making the employer pay higher wage rates in rush times when
he can afford to do so, without compelling him to pay the same
rate when work is slack. This will be the case, however, only
when the actual day is the same length as the basic day in the
slack seasons.

“Share the Work”

The shorter working week has recently been advocated as a
means of relieving unemployment. It is open to serious question
in this respect. In most cases, the employer cannot afford to pay
the same wage for a shorter week, unless productivity is as great
in the shorter week as in the longer one. If the productivity is as
great, he will require no additions to his present working force to
produce the same amount of product. If wages per week are re-
duced in proportion to the reduction in working time, this be-
comes a method of sharing the unemployment. If the week is
reduced from forty to thirty hours, and the wage from $40 to $30,
we may say that all workers who were formerly employed at forty
hours are now 25 percent unemployed. However, it is by no
means certain that in such a case the employer would hire 25
percent more men to make up for the reduced hours.

There are several reasons for this: In some cases the employer
may be producing for stock in order to keep his working force
employed. Such an employer would not be motivated to take
on more workers by a reduction in hours. For every employer,
the hiring of added men means an increase in expense for work-
man’s compensation insurance and an increase in payroll taxes
for social security. If this happens to result in higher unit costs,
the operating force will not be increased by a full 25 percent. The
possible effect of shifts in demand may also affect the final result.
Accuima that ninemnlaved workers drawing insurance benetfis of
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$20 a week are employed at $30 per week as a result of the shorter
week. This represents an increase of $10 per week in their “pur-
chasing power.” Against this, we have a drop of $10 per week in
the purchasing power of the workers who were already employed
and whose wages decline from $40 to $30. The increase in de-
mand of the first group will be concentrated mostly on ‘“‘necessi-
ties,” while the decreased demand of the second group will be
mainly in the field of “comforts” and “luxuries.”” Whether
total employment resulting from these opposite changes will in-
crease, decrease, or remain unchanged, is difficult to prophesy.

Working Rules

Different unions have different working rules, varying from a
few short and simple regulations to a long and complex docu-
ment. We shall consider only some of the most common. As a
union achieves a high wage scale, there is a tendency on the part
of the employer to substitute lower-paid labor for union members
wherever possible. Many union rules are drafted in an attempt
to defeat this practice. For example, a rule may specify the num-
ber of apprentices or helpers which may be hired for each union
man on the job. Other rules may specify very carefully the type
of work which must be done by master craftsmen and that which
may be done by apprentices or helpers. (A carpenter’s helper
may drive nails but must not use a saw, plane, or chisel.)

Another group of rules may deal with restriction of output:
That is, that which constitutes a “day’s work” is specified and
no union member may exceed this performance. The original
argument offered for such regulations is that they are designed
to prevent the driving or “sweating” of workmen by the employer.
In many cases, however, the amount of the “day’s work” has been
steadily reduced through other motives.

Both apprenticeship rules and restriction of output are usually
the result of a very common fallacy in union reasoning, namely,
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the assumption that there is a fixed amount of work to be done.
The idea is then that if each man does less work, or if the work
is confined to master craftsmen as far as possible, there will be
more jobs for union men. This idea is valid only if the demand
for the product is perfectly inelasticc With any considerable
amount of elasticity of demand for the product (as is more often
the case in reality), these rules may have the effect of decreasing
the employment of both union men and helpers. An example of
this case may be helpful. Let us assume two different sets of cost
figures for a five-room house, as follows:

CASE 1
3 Union men  $1,500
9 Helpers 900
Materials 1,600

Total cost $4,000

CASE 11

6 Union men  $3,000
6 Helpers 600
Materials 1,600

Total cost  $5,200

If conditions of demand for these houses are such that 300 of them
would be bought at $4,000 but only 100 at $5,200, the employment

situation would then be:

CASE 1

Union men employed 900
Helpers employed 2,700

Total employment 3,600

CASE II

Union men employed 600
Helpers employed 600

Total employment 1,200

Now let us assume that instead of requiring a ratio of 1 union
man to 1 helper, Case I is altered by cutting the union ‘“‘day’s
work” in half. The cost situation would then be:

CASE 1II

6 Union men

9 Helpers
Materials

Total cost

$3,000
900
1,600

$5,500
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If the demand is such that 90 houses will be bought at $5,500, the
employment situation will then be:

CASE 1III
Union men employed 540
Helpers employed 810 .
Total employment 1,350

We have, of course, picked a situation of very elastic demand
(although it may be a close approximation to the facts). The
point to be emphasized is that the union cannot count on a change
in working rules to “increase the number of jobs” unless it is
actually certain that the demand for the product is extremely in-
elastic. Again we see the necessity for the union to recognize that
it is in the business of selling labor-power and that it must pursue
a wise price policy in its own self-interest.

The National Labor Relations Board

Under the act establishing the National Labor Relations Board,
an employer is compelled to engage in collective bargaining with
a union chosen by his employees. Thus the “right to bargain col-
lectively” has now acquired legal status. The employers who
have gone to such violent lengths in opposing union organization
are probably more responsible for the passage of this act than any
other single cause. If it does nothing else, the act should tend to
reduce the number of strikes where union recognition is the main
issue. _

The ultimate benefit to labor as a result of this act depends not
so much upon the decisions rendered by the Board as it does upon
the ability to organize competent business unions (either craft or
industrial) in the previously unorganized fields.

The unwarranted actions of some unions (wildcat strikes,
breaches of contract, boycotts, etc.) operating under the benefits
of the National Labor Relations Act led to demands for its revi-
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sion. This revision took the form of the Taft-Hartley Act.
Labor union leaders who were called in to testify on this act
simply took the flat position that no change in the previously
existing law was necessary. As a result, the provisions of the act
are probably somewhat more harsh than they would have been if
they had been drawn in the light of constructive union criticism.
The union leaders offended some of their best friends in Congress
by their uncompromising opposition.

As yet we have not had enough experience with the Taft-Hart-
ley Act to appraise its workings in practice. Some of its provisions
are being subject to test in the courts as this is written. It is inter-
esting to note that some of the provisions (such as proper account-
ing for union funds and their use) are approved by the rank and
file of union membership, although not by union officials.



CHAPTER 10

Union Wages, a Monopoly Problem’

ANY people, both inside and outside of the ranks of labor,
would like to see workmen receive better wages. In par-
ticular, they would like to see an improvement in the status of the
lowest income or ‘“‘underprivileged” groups. These advocates,
and others, have felt that “collective bargaining is necessary to
equalize the bargaining power of workmen with that of large-
scale employers.” The conclusion is then drawn that all that is
necessary to improve the lot of the underprivileged is for all low-
income occupations to be organized into strong labor unions.
Perhaps we have been deceived by observing the spectacular
gains in money wages obtained by a number of unions, or the
smaller but still substantial gains in real wages won by a smaller
number of unions. No one questions the ability of any one union
to obtain higher wages for its membership, particularly in times
of general prosperity. The important question is whether unions
can obtain higher real wages for all workers, not merely for a
favored minority. Without questioning at this time the desira-
bility of higher wages for all, and particularly for the lower paid,
let us examine the possibilities of union action.

‘The inspiration for and most of the content of this chapter come from “Mono-
polistic Wage Determination,” a paper delivered by Fritz Machlup before the
United States Chamber of Commerce, January 11, 1947,

224
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Sources of Wage Increases

Wage increases for a particular union may come from one of
several sources: (1) They may come out of reduced profits of the
firm which employs the workers (or temporarily because employ-
ers are absorbing the amount of wage increase as a loss). (2)
They may come out of higher prices for the product. (3) They
may come from government subsidies paid to the employer. (4)
They may come from increased productivity. Obviously in ‘the
case of sources (2) and (3) the gains of the union must come
partly at the expense of other workers (thc other workers are also
consumers and taxpayers). Therefore only sources (1) and (4)
give any possibility of greater real income for all labor as a whole.
Let us examine the sources in somewhat more detail.

Paying Higher Wages Out of Profits

When certain industries are making large profits, unions claim
that this indicates ability to pay higher wages (although demands
for wage increases are not confined to such industries). The
public seems to be impressed by such arguments, perhaps because
of the “fairness” of the idea that higher wages should be paid out
of profits, or perhaps because of the hope (usually the false hope)
that wage increases will not result in higher prices where profits
exist. But, let us examine the possibilities of paying higher wages
for all workers out of profits. :

In 1946 total wage and salary payments for the United States
amounted to slightly over 111 billion dollars while corporate
profits after taxes amounted to 12.5 billion dollars. (Corporate
profits after taxes is the figure selected because corporation taxes
went largely to pay the wages of government workers included in
the figure of 111 billion.) Now then, if the whole 12.5 billion of
profits had been paid out as wages, it would have amounted to an

MEY: M.EP.—I15
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average wage increase of 1l percent, or with a 40 hour week, it
would have amounted to 10 cents an hour for the 60 milllon in the
labor force. (Wage increases of as much as 35 cents an hour were
demanded by many unions in 1946 and many were settled at 18
cents an hour).

In cold fact, however, all profits could not be paid out as higher
wages for any length of time. If no firms were allowed to make
profits, not only would no new investment take place, but old
capital equipment would not be replaced as it wore out. In this. .
situation total national income and employment would soon fall
to the low levels of 1932 or worse. In the long run, then, only the
profits in excess of the amount necessary to induce continued
capital investment could be paid out as higher wages. What small
part of the 12.5 billion profits of 1946 were actually such “excess’
profits it is impossible to compute.

Even if there were large profits in excess of the amount neces-
sary to keep investment at a high level, there are other serious
objections to paying higher wages out of profits. Notoriously,
the rate of profits is not uniform for all industries, nor even for
all firms within an industry. Payment of higher wages only in
those firms or those industries that showed high profits would
then violate the doctrine of equal pay for equal work. If, for
example, the automobile industry is making large profits but the
shipbuilding industry is just breaking even, or taking a loss, should
toolmakers in the automobile industry be paid $1.50 an hour while
toolmakers in shipbuilding are paid $1.00 an hour? I do not envy
the union official who would advocate such a policy. On the
dther hand, if equal wages are to_be paid for equal work of equal
skill, then the profits test for wages breaks down even within a
given industry. Suppose that General Motor is making “excess™
profits as we have defined them, but Packard and Studebaker are
just breaking even. A rate of wages sufficient to absorb General
Motors excess profits would, with no increase in prices, be the
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means of bankruptcy for Packard and Studebaker with consequent
unemployment to their employees.

Wages and Monopoly Profits

The idea of labor unions “taking monopoly profits away from
the monopolist” has a certain amount of appeal. If this could be
done without any increase in the monopoly prices, we might be
in favor of the idea. (Even here, however the question of equal
pay for equal work would arise between monopoly and competi-
tive industries which happened to employ the same kind of labor.)
Actually, if the monopolist is already operating at the point of
maximum net profit, an increase in wages will have the same effect
as a tax per unit of output (See Chapter 3). That is, the price will
be increased by something less than the full increase in average
cost, profits will decrease, but output and employment will also
decrease. If the monopolist has not been charging the full
monopoly price, the wage increase may be the immediate cause
which induces him to do so, and the effects upon output, employ-
ment, and prices will be even more serious. Only in the event
that there is an increase in demand at the same time that the wage
increase takes place, will there be no decrease in output and em-
ployment. In this latter case, price will increase more, and out-
put and employment will increase less than they would have done
if the demand increase had occurred without the wage increase.
We find then, that the increased wages come partly at the expense
of the public (higher prices), partly at the expense of other labor
(higher prices and less employment), and only partly at the ex-
pense of monopoly profits.

Wages and Competitive Profits

If pure competition exists in an industry and all firms are mak-
ing “‘excess” profits, then wages could be increased at the expense
of profits (again ignoring equal pay for equal work between in-
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dustries) without price increases. In pure competition, however,
a high rate of profits is generally considered to be the necessary
and sufficient condition to attract new firms into the industry. If
wage increases absorb profits, new firms will not be attracted into
the industry, and prices will be prevented from falling. Thus the
wage increases come partly at the expense of consumers who are
denied lower prices for the product, and partly at the expense of
the other workers who would have found jobs if the industry had
expanded according to competitive theory.

Higher Wages and Higher Prices

If all wages, all prices, and all other incomes were increased by
an equal percent, then obviously no one would gain or lose. The
higher wages and incomes would buy exactly the same amount of
goods and services as they did before the increase. If all wages
were increased by an equal percent and prices rose only by the
amount of increased wage cost, other incomes remaining constant,
labor as a class would gain at the expense of all other classes (re-
ceivers of pensions, life insurance beneficiaries, landlords, holders
of government bonds, as well as industrial stock- and bondhold-
ers)—if there were no decrease in employment.

A little reflection, however, should convince us that there is
bound to be some decrease in employment in such a situation. In
the long run, since labor is more expensive relative to capital
than it was before, there is bound to be some substitution of capital
for labor. Immediately, some people who are faced with higher
prices and no increase in income will start to curtail their con-
sumption of goods and services. Some of these people may
merely reduce their Savings, but others who have previously been
spending all their incomes will obviously have to reduce the
physical volume, although not the dollar volume, of their expendi-
tures since they cannot buy so much at the hlgher prices. These
people may have haircuts and permanent waves less often. They
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may shine their own shoes and press their own clothes rather than
hire these services. Those with low incomes may buy less expen-
sive foods. Those with higher incomes may reduce the number
of their servants. In any event their decreased volume of pur-
chases of goods and services will contribute to reduced employ-
ment. It may be questioned whether increased buying by the
workers (who now receive higher incomes) will completely offset
this tendency. They will have higher purchasing power only to
the extent that their wage increases exceed the price increases.
They may, however, decide to save some of their added income.
To the extent that they do this their savings must be offset by in-
creased investment in order to prevent a decline in total spending.
Since we have ruled out any increase in incomes to those outside
the labor force, it may be questioned whether there is any motive
for this added investment.

A more serious criticism of this doctrine of higher wages-
higher prices lies in the fact that all wages never increase by an
equal percentage. Suppose that the price level increases by 15 per-
cent in a particular year. Then, as is usually the case, we find
some wages increasing by 25 percent, some by 20 percent, some by
15, some by 10, some by 5, and some not at all. In this case those
workers whose wages increase by the same percent as the price
level will break even. The greater number of dollars they re-
ceive in the pay envelope will buy just the same amount of goods
as before the price increase. Those workers whose wages increase
by more than the increase in prices will gain. Their gain will
come almost entirely, however, at the expense of those income
groups whose income either did not increase, or increased less than
the increase in prices. If there is no increase in productivity, and
if holders of goods make inventory profits on the rising prices, it
may be questioned whether the gains of those who received the
higher wage increases will even equal the losses of those who re-
ceived less increase than the average.
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If, in a general upswing of this sort, it were the underprivi-
leged, low-income groups that received the greater percentage
increases and the “aristocrats” of the labor movement who received
the smaller increases, or no increases, then we might view the
situation with more equanimity. Unfortunately, however, it is
generally those unions which are already receiving the highest
wages which are the best organized and therefore they are the ones
who are able to bargain for the higher increases.

We can readily see how organization of the low paid workers
can improve their position relative to that of the workers at present
better organized and higher paid. (This, of course, does not mean
that differences in wages due to differences in skill or training, or
to differences in the demand for the product would be wiped out.)
If there is no increase in productivity, however, relative improve-
ment in the status of the lower paid workers will have to come
largely at the expense of real wages in the higher paid groups.
Moreover, if prices increase as the lower paid workers gain wage
increases, and if this increase in “the cost of living” is made the
basis of demands for still higher wages by those who have previ-
ously been the higher paid groups, then indeed we are in a spiral
“rat race.” Worse still, if extensive strikes are necessary for the
lower paid workers to gain their ends, and if the higher paid
trades strike to maintain their relative position, then the loss of
production in the idle time can mean a lower real national income
for everyone.

Wage Increases from Higher Productivity

We have found that unions have the ability to increase the real
wages of their membership at the expense of other labor, and little,
if any, ability to increase wages at the expense of profits. The
ability to gain at the expense of the rest of labor is strongest when
the unions comprise a minority of the total labor force and tends
to diminish as a majority of labor becomes ‘organized. How then
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is the standard of living, or the real wages, of all labor, as a group,
to be improved? The answer is so obvious that we sometimes
fail to see it. The only way in which all of the people in the na-
tion can have larger real incomes is for us to increase the produc-
tion of goods and services at a faster rate than the population
increases. This is what we have done as the table on p. 232 indi-
cates. Moreover, it is entirely possible for labor to obtain a larger
share of a larger income as total production increases. In fact it
actually has happened. Compensation to employees was 58.2 per-
cent of an 87 billion dollar income in 1929. In 1946, compensation
to employees was 65.5 percent of an income equal to 140 billion
dollars in terms of 1929 purchasing power. Most of the remain-
ing 35 percent of the national income went not to property own-
ers but to the self-employed (farmers, professional men, etc.).
In terms of relative share of the disposable income the position of
the middle and lower income groups improved even more than
these figures indicate, since 1946 income tax rates were much more
steeply graded upward than those of 1929 (e.g., income taxes took
63 percent of a 1946 income of $100,000 as compared with 14.8 per-
cent of the same income in 1929).

This is not to be taken as an unqualified endorsement of the
status quo. Both total real income and the share in it of the lower
income groups would probably have been greater without the
monopoly restriction of output practiced by some businesses and
by some unions. It may be fair, however, to draw an invidious
comparison with Russian progress in production and income.
Actually, Russian progress should be compared with our own in
the 80’s when we too were changing from an agricultural to an
industrial nation.

The apparent decline in production and income from the peak -
of the war years requires some explanation. In part this is a real
decline, caused by fewer hours worked due to a shorter average
work week, by time lost in strikes in 1946 and 1947, and bv shut-
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downs of plants for reconversion and because of raw material
shortages. A part of the decline is due to the statistical peculiarity
of the definition of gross national product. Thus the wages of
the armed forces (included as part of the gross national product)

TasLe VII

PER CAPITA GROSS NATIONAL INCOME (PRODUCT)
1869-1947* EXPRESSED IN TERMS OF 1929 DOLLARS

(Dollars per Capita)

Gross Income Gross Income
Year Per Capita Year Per Capita
1869—1878 $ 237 1931 $ 799
1879—1888 321 1932 688
18890—1898 383 1933 642
1899—1908 505 1934 653
1909—1918 577 1935 669
1919 632 1936 760
1920 637 1937 773
1921 592 1938 790
1922 627 1939 854
1923 707 1940 923
1924 704 1941 1027
1925 718 1942 1343
1926 754 1943 1304
1927 753 1944 1398
1928 752 1945 1375
1929 852 1946 1135

1930 814 1947 p 1006

*The figures from 1869 to 1918 are averages by decades.

# preliminary.

Source: 1869—1928, Kutznets, Simon, National Product Since 1869, National
Bureau of Economic Research, 1946; 1929—1947, U.S. Department of Commerce,
Survey of Current Business; both quoted in Our National Debt and Our Savings,
Commitee on Public Debt Policy, 1947.

declined from 22.4 billion dollars in 1945 to 8 billion dollars in
1946. Non-military wages and salaries fell only from 95 billion
to 92 billion. On the other hand, transfer payments increased by
5 billion dollars from 1945 to 1946, largely because of the G.I. bill
of rights, and these payments are not included in the gross national
product. From 1946 to 1947 total gross national product in-
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creased from 203.7 to 229.6 billion dollars, but this increase was
not enough to offset the increases in the price level and in the
population.

How to Distribute Benefits of Increased Production

Many people who recognize that a general increase in real wages
can come only out of increased productivity fall into the error of
reasoning that all, or the largest part, of the benefit of the increase
should go directly to the particular group whose production has
increased. Fortunately, or unfortunately, the economic operation
of a free market does not yield this result.

As the output of any individual workman exceeds that of his
fellows in the same craft, he can and should receive higher wages
than they do. Generally he will receive higher wages unless
union rules prevent the payment of bonuses or piece-work wages.
As all workers in a trade expand output, they are practically cer-
tain to receive a lower wage per unit of output. (What may
happen to wages per hour will be discussed below.)

This result should not be surprising to us for it is exactly what
happens in a competitive market for commodities. For instance,
if only a few farmers use hybrid corn seed, their increased yields
will add only a small amount to the total production of corn. The
price will not decline and so these few farmers will make higher
earnings as the result of increased yield and lower unit costs. On
the other hand, when all farmers use the improved method, the
great increase in total production forces a decline in price and the
benefit of the improvement is passed on to the consumers of corn.

Perhaps our confusion of thinking results from a misunder-
standing of the phrase “productivity of labor” and of what causes
increases in such productivity. Actually, most of the increases in
product per hour of labor are not the result of greater labor effort.
Practically all of our spectacular incregses in product per man hour
have come as the result of new machines, or new methods, which
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decrease the labor effort required per unit of product. There is
thus no ethical reason for turning over the full amount of the gain
from increased productivity to the particular labor group whose
output has been increased. Nor is there any economic reason for
doing so.

If the labor group demands that the full benefit of increased pro-
duction from new methods be turned over to the workers, then
there is no motive to introduce the new method. The effect is
then exactly the same as the “‘suppression” of a patent by a mono-
poly business. If, in spite of lack of motive, the new method is
introduced anyway and all gains are turned over to the workers,
then the effect is the same as if a monopolist, using the new
method, decided to keep prices and output at exactly the same
point as they were before the cost saving method was introduced.
In other words, the public has no more goods and no lower prices
than they had before and the union makes a monopoly “profit” in
the form of higher wages. To keep this gain the union would
have to restrict its membership, or use other means, to prevent
other workers from shifting into this trade in order to earn the
higher wages.

How then are the gains from increased productivity distrib-
uted? ‘Under competitive conditions, the first few firms to adopt
the new method will make a temporary profit because the price
of the product is still largely determined by the higher costs of the
majority of firms who have not yet adopted the improvement.
This profit may be regarded partly as an inducement to face the
risk involved in trying the new method and partly as a reward to
the superior judgment of the firms who first see its possibilities.
(If there were no risk, and all firms could see the possibilities, the
new method would be adopted by all firms at once and there
would be no profits.) Competition thirough lowered costs even-
tually forces all firms to adopt the improved method even though
the late comers make no profits. All labor, and all the rest of the
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public, then benefits from the “increased productivity” as pur-
chasers of the product in the form of more goods or services at
lower prices.

Even where a new productive method is introduced by a
monopoly industry, there is bound to be some gain for the public
if the monopolist acts intelligently in his own self-interest. If
the method lowers marginal and average costs (as it must, or it
would not be adopted), then the point of maximum net profits
will be at a greater output and a somewhat lower price than it was
before. (Of course abolition or regulation of the monopoly would
result in greater public gains.)

The most feasible economic way, and perhaps the “fairest” way,
of distributing the gains from increased productivity is thus
through lower prices and larger output of the product whose cost
has been reduced by the new productive method. The labor
which produces the product will share in the general public benefit
to the extent that they are also purchasers of the product which
they make. Whether this gain as consumers, for this particular
labor group, is augmented or offset by the effect on their wages,
is dependent on the conditions of demand for the product.

In any event, when a new productive method “increases the
productivity of labor,” the labor cost per unit of product (wages
per unit of product) will decline. The effect upon hourly wages
will depend upon the conditions of demand for the product, and
upon the demand for labor in other industries. If the demand
for the product is highly elastic and the price of the product falls
by the amount of the decrease in costs, then, even using the more
productive method, more labor may be required to produce the
much greater output than was used before the new method was
adopted. If this extra labor must be attracted away from other
industries, then higher wages per hour will prevail although the
wage per unit of product is lower. This is not mere logic-chop-
ping. It is the only way we can explain the increases in wages and
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the tremendous increases in employment which took place in the
automobile industry during the thirty years or so when there was
no union organization. The fact that automobile workers are
benefiting as purchasers of the prod-act, as well as by the higher
wages and employment, may be verified by a glance at the park-
ing lot outside of any automobile factory.

Where the demand for the product is inelastic, the position of
labor in the industry is less fortunate. As the price of the product
falls, the public buys more of it, but not enough more to offset the
decline in price, so that total amount spent for the product is less
than it was before the cost was reduced. In this case, fewer work-
ers will be required to produce a somewhat larger output. In a
competitive labor market hourly wages might be reduced, at least
temporarily. There is an offsetting influence, however. As
people spend less for this product, they have more money with
which to buy other goods and services. Increased demand for
the other products will mean a demand for more labor to produce
them and the labor released by the first industry can be absorbed
by the other industries, the demand for whose products has in-
creased.

This shifting of labor is by no means a painless process. In
many cases it may mean the moving of the home from one locality
to another. In some cases it means learning a new skill or accept-
ing less skilled work. It is one of the prices we must pay for prog-
ress. If we wish to avoid all shifts in demand for labor we must
have no improvements in productive methods, no new products,
and no change in peoples’ tastes for products.

In the peculiar circumstances where an improvement in produc-
tive methods means a reduced demand for labor in the particular
industry, due to inelastic demand for the product, union pressure
may prevent what would otherwise be a decline in hourly wage
rates. To the extent that the pressure is successful, more labor
will have to shift to other industries than would have been the
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case at the lower wage. The gain to the workers who remain in
the industry at the old wage rate must be balanced against the loss
or inconvenience to the extra number of workers who are forced
to shift jobs.

In a way it does seem unfair that workers in an industry whose
productivity has increased should suffer either actual loss or in-
convenience while the rest of the community is achieving pure
gains through more products at lower prices. (This is true only
where the demand is inelastic. Where the demand for the prod-
uct is sufficiently elastic the workers gain rather than lose, as
shown above.) However, these workers will gain in real income
as productivity increases in other industries. We must reiterate
that all labor can gain in real income only as total productivity in-
creases. If the workers in each industry establish the principle
that all savings in costs should be passed directly to them in the
form of higher wages, then no inducement would exist for the
adoption of improved methods and the nation’s output per capita
would remain constant, if it did not actually decline.

Another aspect of the matter deserves attention. If Keynes and
his followers have taught us anything, it is that where a high level
of saving exists, a high level of investment must be maintained in
order to avoid serious declines in national income and total em-
ployment. If wage increases are to absorb all gains resulting from
the use of newer and more productive capital goods, the “propen-
sity to invest” will approach zero, and instead of merely a stagnant
economy we will have falling national income and falling employ-
ment.

Implications for Union and Public Policy

Unfortunately, union officials cannot sit back and claim the
credit for increasing real wages which results from constant money
wages and falling prices caused by increased productivity. Such
gains would come from the working of a competitive economy
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automatically, without union intervention. Union members are
prone to judge their leaders by their ability to gain at least money
wage increases from the employers (although they are beginning
to pay more attention to real wages). If union members are to
feel that they are ‘“‘getting something” in return for union dues and
assessments, their gains must come, at least apparently, as the re-
sult of the efforts of union officials.

On the other hand, we have seen that gains in real wages for all
labor, and not merely gains for one union at the expense of the rest
of labor, come almost entirely from increased total productivity.
Gains for one union at the expense of the rest of labor become in-
creasingly difficult to obtain as more and more labor is organized
into unions.

One way out of the dilemma suggests itself. 'We might increase
the amount of money in circulation by exactly the proportion by
which the production of goods and services has increased each
year. Prices would then, on the average, remain constant, instead
of falling with increasing output, and the increased amount of
money could be used to pay higher money wages ‘which would
exactly correspond to the increase in rcal wages resulting from the
increased productivity. The union officials could then bargain
with employers for this amount of increase in wages without any
disturbance to the system. Note, however, that the maximum
percentage increase in money wages for each union would have to
be no greater than the percentage increase in total national pro-
duction.? If “gross inequities” still existed between the wages of
- different occupations (due to past differences in bargaining power
rather than to the skill or training required by the job) they might
be “ironed out” by some unions receiving more, and others less,
than the national average wage increase until such discrepancies
were corrected.

Such a plan has a certain attractiveness, but it is not without

?The maximum wage increase may be less than the full increase in production in
so far as it is necessary to induce capital investment in more productive facilities.
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difficulties, aside from the one already mentioned of controlling
the maximum rate of wage increases bargained for by the unions.
Some method might have to be devised to prevent an unfair share
of the increased product from going to enhanced monopoly
profits. (A real solution for the monopoly problem would re-
move most of the need for the plan itself, and would remove con-
siderable amount of the justification for trade union existence as
well.) Also, if classes other than wage earners are to be allowed
to participate in the gains from increased productivity, some means
must be devised to allow their money incomes to increase in the
same proportion as that of labor. Bonds, preferred stocks, leases,
annuities, pensions, and insurance policies would all have to have
“flexible” clauses, increasing interest, rents, or benefits. (On the
other hand, if we are to assume a continuance of the long-run
“natural” decline in the interest rate, perhaps these increases
should be somewhat less than the average as based on increased
productivity.) In any event, ignoring the ethical question of in-
come distribution, consideration must be given to the rate of
return to the other groups which will yield the desired level of
investment.

We actually have had a period of quite stable average prices
with slowly rising wages. It was 1923 to 1929. It is only fair to
state that this was not a period of uniformly rising wages. There
was marked wage distortion. Wages of journeymen in the build-
ing trades rose by 45 percent from 1923 to 1930. Average wages.
per hour of all employees in manufacturing rose by only 8 percent
from 1923 to 1929 and declined to a level only 6 percent above
1923 in 1930. It is easy to see why other workers were not able
to continue to buy (or to pay high rent for) houses.

What Is a Fair Wage?
We might define a fair wage as the wage which would prevail

in each occupation if there were perfect (or at least unrestricted)
competition among workers for jobs, and among employers for
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workmen. This does not mean that all wages would be equal.
Jobs that require rare mental or manual ability, jobs that require
a long training period, and jobs that workers are reluctant to enter
because of the hazardous nature of the occupation, or because of
the distastefulness of the work or surroundings, would all com-
mand higher wages than those of common laborers in jobs where
working conditions are reasonably good. These conditions would
result in higher wages only to the extent that they caused a scarcity
in the number of people able and willing to do the work relative
to the demand for the particular type of labor service. Also dif-’
ferences in- wages might arise from the demand side of the market
whenever an expanding industry desired to obtain more workers
than were willing to make the necessary shift into the industry at
the previously prevailing wage rate.

This suggests one legitimate field for union collective bargain-
ing. Wherever failure of employers to compete for workers re-
sults in wages lower than ‘those which would prevail under
“free” competition on both sides of the labor market, collective
bargaining might be used to bring wages up to this competitive
level. Cases of this sort, however, are probably much more con-
spicuous than they are common. A few “company towns” in the
coal and textile industries are, or were, notorious examples of lack
of competition in the labor market. We should not assume, how-
ever, that monopoly in the manufacture or sale of a product neces-
sarily implies an absence of competition by the same firm in the
labor market. A monopoly telephone company, for example,
may be competing for electricians with a large number of manu-
facturers of radio sets and a still larger number of electrical con-
tractors, as well as with some other monopoly power companies.

The mere fact that employers do not often go to their competi-
tors’ employees and attempt to entice them away by higher wages
should not be taken as evidence of lack of competition. Even in
the wheat pit, probably the most competitive market in the world,
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traders do not “bid above the market.” They try to buy all that
they want at the prevailing market price, and only after they have
bought up all that is available at that price will they raise their
offers and bid up the price if they still want more wheat. Even
in a competitive labor market, unemployed workers in a trade will
gencrally be absorbed first, before there is any upward pressure
upon the wage level by employers competing for workmen. The
“help wanted” signs on the factories and advertisements in the
newspapers are evidences ol competition by employers for labor.

On the other hand, if a union establishes a wage above the com-
petitive level, and if employers at this wage then hire workers up
to the point where the marginal cost equals the price of the prod-
uct under pure competition (and up to the point where marginal
cost equals marginal revenue under monopoly), then if workers
in other lower paid industries wish to shift into this industry, we
have monopoly restriction of employment and output by the
unions. In the competitive industries, this will be purc “union-
istic”’ restriction of output and employment. In monopolies, the
union wage policy will constitute an additional restriction to that
previously practiced by the monopolist in charging the monopoly
price for the product.

Wherever a monopolist “buys labor” from a union at a high
monopoly union wage, he will turn around and sell the product
of that labor at a price which yields a monopoly profit on top of
the wage. Although monopoly profits will be somewhat Jower
at the higher wage and price levels, the price of the product will
inevitably be higher and consequently output and employment
will be less than if the monopoly had bought labor at “‘competi-
tive” wage levels. Far from “offsetting the evil of monopoly,”
the union wage level has “compounded the felony.”

If a union maintains wages above the competitive level, then
entrance into the occupation by workers shifting from other lower
paid trades must be prevented. The more overt union methods

MEY: M.E.P.—16
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of doing this are well publicized: high dues and initiation fees,
work permits, unnecessarily long apprenticeship periods, limita-
tion of the number of apprentices, and outright refusal to accept
new members in the union are the more common. A more im-
portant bar to entry exists, and would still exist even if these other
tactics were not used. Even though the union freely admits new
members, if 2 man must hold a union card to obtain a job and no
union worker is allowed to work for less than the union scale, and
if employers are then already employing all the men that they
“can afford to” at the union wage, then new workers are effectively
prevented from entering the employment simply by the fact that
there is “no help wanted.” To obtain employment under these
conditions, new workers would have to offer to work at, say, five
or ten cents an hour below the union scale (which still might be
twenty-five cents an hour more than they had been earning else-
where). In union parlance this is “scabbing the job” and is
punishable, at the mildest, by loss of the union card, so “it’s just
not done.”

Implications for Legislative Policy

No part of this chapter should be considered as an argument
for the abolition of unions. In addition to “bringing wages up to
the competitive level” wherever they happen to be lower, unions
perform many other useful functions for their membership such as
obtaining better working conditions, reducing work hazards, and
preventing arbitrary discipline or dismissal by the foreman.

It does suggest, however, that perhaps, in the interest of labor
as a whole, we need not be so solicitous in granting unions special
favors and immunities under the law. The sobering fact that we
have to remember is that, as far as wages are concerned, union
benefits to labor as a whole cease when competitive wage levels
have been attained. Wages above this level come mainly, if net
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entirely, at the expense of lower wages and less employment for
the rest of labor.

Wherever prices are held high and output and employment are
restricted by monopoly business owners, greater benefits may be
attained for all by a direct attack on the monopoly. Perhaps this
may be done through the Federal jurisdiction over patents and
trade-marks and by tariff reductions, in addition to the somewhat
creaky machinery of the Sherman Act. Where effective competi-
tion cannot be obtained by any legal means, regulation of the
monopoly price is a last resort. In any event, we have found that
monopoly union tactics wages are not the answer to the prob-
lem of monopoly prices.



CHAPTER 11

Social Security

HE PROBLEMS of provision for industrial accidents, unemploy-
ment, old age, sickness, death of the breadwinner of a family,
and care for mothers may be grouped under the general head of
the problem of social security. In the days when society was
characterized by the self-sufhicing, or nearly self-sufficing, farm
family, some of these problems did not exist and the others were
handled in a more or less competent fashion by the family group
itself, supplemented at times by the contributions of private
charity. In more recent times, changing industrial and social
organization has (1) rendered the worker dependent on a money
wage as practically the sole source of income, (2) reduced the size
of the family and scattered it geographically, (3) abolished, or
severely curtailed, child labor as a possible source of additional
family income, and (4) resulted in periodic widespread unem-
ployment. Unemployment, in addition to being a problem itself,
has rendered the worker less able to meet from his own income
the other problems enumerated in the first sentence. Private
charity, although greatly expanded, has been unable to meet the
added burden through lack of funds, inefficient administration,
and because of the natural reluctance on the part of many people
to accept charity. Many private charities are also confined in
scope by the conditions of the gift.
244
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Workmen’s Compensation

Before the passage of worykmen’s compensation acts, and even
in occupations not yet covered ‘by the acts, the workman could
recover damages only in those cases of industrial accident which
could be proved to be the result of the employer’s own negligence.
Negligence on the part of an employer is exceedingly difficult to
prove under the common law, particularly as scveral defenses are
open to the employer:

(1) The doctrine of contributory negligence. Under this doc-
trine, if a worker is himsclf negligent in the slightest degree, he
cannot receive damages no matter how great the negligence of the
employer. Thus, an employer might leave dangerous gears en-
tirely uncovered, but if a workman wore baggy overalls which
caught in the gears, he might be adjudgéd guilty of contributory
negligence and refused damages.

(2) The assumption of risk. Under this doctrine of common
law, the worker is presumed to assume the “ordinary risks of his
occupation” as a condition of employment. Thus, the risk of
being burned in handling molten steel in a steel plant would be
considered onc ol the ordinary risks of the employment and no
damages would be paid even if the accident were the result of an
employer’s negligence.

(3) The fellow servant doctrine. Under this doctrine, if the
accident is the result of another employee’s negligence, the em-
ployer is held to be not responsible. .

As if these obstacles were not enough, the fact remains that the
employer has generally been able to hire better legal talent than
the workman. Some employers would also threaten to discharge
any workman who brought suit and any other employee who testi-
fied in his favor. For all practical purposes, the odds against the
worker probably exceeded 100 to 1, and he would either be
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content with no damages or be happy to sign away his claim for
perhaps $50.

Where workmen’s compensation laws are in effect, the general
practice is to make the employer responsible .for “‘any accident
arising out of or in the course of the employment.” No proof of
negligence is required. All that must be shown is that the acci-
dent occurred on the job. Where questions have arisen, the courts
have generally been extremely liberal in interpreting these acts to
the employee’s benefit. The American Association for Labor
Legislation has drawn up a set of standard provisions which
should be included in the best type of workmen’s compensation
law. Some of the most important points may be briefly sum-
marized:

(1) Payment of all medical and hospital costs by the employer.

(2) Payment for loss of working time due to accident at a rate
not to exceed two-thirds of the regular wage. (Full payment is
not recommended, in order to avoid malingering.)

(3) No compensation should be paid for a period of not less
than three nor more than seven days at the beginning of the dis-
ability. (The purpose is to cut down administrative and insur-
ance expense on a large number of petty claims which result in
no serious loss to the worker.)

(4) Compensation for total disability. The disabled workman
should receive during cfisability 66 2/3 percent of wages, compen-
sation not to be more than $25 or less than $8 a week, unless his
wages are less than $8 a week, in which case compensation should
be the full amount of wages. If he is a minor, he should, after
reaching twenty-one, receive 66 2/3 percent of the wages of able-
bodied men in the occupation group to which he belonged.

(5) Compensation for partial disability. The workman who
is only partially disabled should receive a percentage of his wages,

. *In the few cases where the worker has overcome the legal obstacles, sympathetic
Jurlbeis have often awarded large damages, but this is not a general solution of the
problem,
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proportioned to the degree of physical disability (taking into
account age and occupation), and subject to readjustment only on
account of changes in extent of disability (maximum and mini-
mum payments to be the same as under total disability).

(6) Compensation for death.

(a) Funeral expenses. The employer should be required
to pay a sum not exceeding $150 for funeral expenses, in addition
to any other compensation.

(b) Compensation for widow or widower. If living with
the decedent at the time of death, or if dependent, they should be
granted 35 percent of the worker’s wages till death or remarriage,
with a lump sum on remarriage equal to two years’ compensation.

(c) Compensation for widow or widower and children.
In addition to (b), 15 percent should be allowed for each child
under 18, not to exceed a total of 662/3 percent for all
dependents. Compensation on account of a child should cease
when it dies, marries, or reaches the age of 18.

(d) Compensation for children with no surviving parent.
Twenty-five percent for one child under 18, and 15 percent for
each additional child, to be divided equally among them and not
to exceed a total of 66 2/3 percent. Compensation to cease in the
same manner as under (c). ' ‘

(e) Compensation for other dependents. Should be the
same as under (d) except that such compensation should be paid
only during dependency.

(7) Employments to be included. All employments should be
included, only excepting those of casual workers in the service of
employers who have no regularly employed workers.

(8) Injuries to be included. Compensation should be provided
for all personal injuries in the course of employment, and for
death resulting therefrom within six years, but no compensation
should be paid where the injury is occasioned by the willful in-
tention of the employee to bring about the injury or death of him-
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self or of another. The act should include occupational diseases
which, when contracted in the course of the employment, should
be considered personal injuries for which compensation is payable.

(9) Other remedies. To avoid needless and wasteful lawsuits,
no other claims for damages should be allowed to the worker.
If the employer has becn criminally negligent, he can be prose-
cuted by the state under other laws.

(10) Methods of insurance. Employers may:

(a) Maintain their own insurance fund subject to ap-
proval of the Accident Board or the state insurance authority.

(b) Insure in a State Insurance Fund managed by the
Accident Board upon the same principles and subject to the same
general requirements as those governing Mutual Insurance Asso-
ciations.

(c) Insure in a mutual or stock insurance company which
is subject to strict regulation by the state insurance authority.

(11) Organization of the Accident Board. The board should
consist of three or five members appointed by the Governor with
the consent of the upper house of the legislature, and should have
power to employ necessary assistants. Its members should be re-
quired to devote their entire time to its work. The entire cost of
administration of the Accident Board should be paid out of a state
appropriation.

(12) Procedure. Provision should be made for the determina-
tion of all claims for compensation, either by the Accident Board,
or if the number of claims is large, by one member of the Board or
an authorized deputy. A decision by a member or deputy should
be conclusive, unless appeal is taken to the entire Accident Board
within a specified time. Appeals from decrees of the Accident
Board should not be allowed, except on questions of law, in which
case they should be carried direct to the highest court.

(183) Reports of accidents. The Board should be required to
use the Standard Accident Reporting Blank of the American As-
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sociation for Labor Legislation, which is now in use for about half
the industrial population of the country and requires full and ac-
curate reports of all industrial accidents as a basis for computa-
tion of future insurance rates and future safety regulations to de-
crease or prevent accidents.

(14) Rehabilitation. Restored earning power is of more im-
portant than is the distress relieved. The administrative board
should therefore be authorized to encourage, to co-operate with, or
to conduct enterprises for the re-education and rehabilitation of
injured persons.

The reader may be interested in comparing his own state work-
men’s compensation law with this set ol standards. The most
common defect to be found will be the exclusion of many classes
of employees from the benefits of the act. Typical classes often
excluded are: employees of small firms, agricultural workers, do-
mestic servants, and employees of religious institutions. If there
is any justification for workmen’s compensation, there is no justi-
fication for these exclusions. The fact that accidents occur less
frequently in some occupations than in others is no justification.
Insurance rates are extremcly low for occupations with low acci-
dent experience. The few employees who do happen to be in-
jured or killed in the excluded occupations are just as injured and
just as dead as those who come under the provisions of the act. In
general, the greater the number of workmen protected, the lower
the insurance rates can be made.

Many arguments are offered in favor of workmen’s compensa-
tion, some of them on ethical and some on economic grounds. It
is argued that injuries to workmen should be a cost assumed by
the employer just as much as depreciation and wear and tear of
capital equipment. Most workmen either are too improvident
or earn wages too low to enable them to care for themselves out
of savings or even by means of individual accident insurance
policies. Hazardous occupations often do not pay wages suffi-
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«<ciently higher than less hazardous occupations to compensate for
the degree of risk involved, since workers either do not realize the
risk or are overly optimistic. If compensation is not provided, the
burden of caring for the injured and their families will fall on
the community. It is argued that it is more equitable to place
this burden upon the employer and/or the purchasers of the prod-
uct who have the benefit of the services of the labor involved.
The strongest argument for compulsory workmen’s compen-
‘sation is that it tends to reduce the number of accidents. When
each employer knows that each accident means a definite cost to
him (either in the form of a deduction from his own accident
‘reserve fund or in the form of higher insurance premiums), he has
a financial incentive to reduce accidents. Under the old Factory
Inspection Laws, an employer would often try the effects of a ten-
-dollar bill in producing astigmatism in the factory inspector.
Where workmen’s compensation laws are in effect, an employer
-often hires a safety engineer to find danger spots and to try to
eradicate them. A conspicuous example of what may be done to
reduce industrial accidents has been given us in the construction
-of the Chrysler building. Previous to this time it had been the
almost normal experience that one life was lost for each story of a
building above eleven stories. A careful study was made of these
accidents and the chief cause was discovered to be that of tripping
-over tools or materials left in the workers’ way. The engineers
then made a schedule providing that no material was to be moved
to any floor until it was ready to be used immediately. They also
provided for the immediate removal of all waste material and the
picking up of all tools not in use. The result was that this build-
ing, the tallest in the world when completed, was built without a
single loss of life and without.a single accident resulting in per-
manent disability. Other industries have been' able to show
equally remarkable records when scientific safety methods have
been employed. In recent safety contests, some factories employ-
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ing thousands of men have gone as long as two or three years
without a single loss-of-time accident.

It must not be assumed that the employer actually bears the full
cost of workmen’s compensation. The passage of workmen’s
compensation laws, or their application to a new group, acts ex-
actly in the same manner as the imposition of a new tax. (See
Chapter 3.) In same cases the insurance cost, or part of it, may
be shifted forward to the consumer, and in other cases the cost
may be shifted back to the worker. Sometimes the employer may
have to bear all or part of the cost himself. This consideration,
however, does not materially weaken the arguments for work-
men’s compensation. If people demand products which are pro-
duced by hazardous methods (such as radium watch dials or
highly explosive materials), it may be argued that they should
be made to bear the added cost of insurance for workers. Even
where the cost of insurance is shifted backward to the worker, he
is probably better protected at lower cost to himself than could be
achieved by any other means.

Unemployment Insurance

Some writers claim that unemployment insurance is exactly
analogous to workmen’s compensation insurance, and the plans
for insurance which they propose offer many close parallels to
some of the provisions of compensation insurance. We may note
at the outset, however, certain fundamental differences which
make unemployment insurance a problem that must be consi-
dered- on its own merits and which may suggest a somewhat
different procedure: '

(1) The amount of unemployment that may occur in any one
year is not subject to prediction within acceptable limits of actu-
arial accuracy.

(2) Unemployment is well known to occur in large waves
rather than evenly over a period of time. Points (1) and (2) both
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involve serious qualifications of the principles of fire or accident
insurance. Fundamentally, fire and accident insurance involve
the principle of paying current losses out of current premiums,
plus the maintenance of a reasonable reserve fund to meet “un-
forescen” contingencies. Unemployment, however, since it is
characterized by wide and unpredictable fluctuations, would re-
quire either (a) the establishment of huge reserves relative to
total insurance in force, or (b) ability to borrow to meet benefit
payments in excess of receipts, or (c) periodic gilts to the fund by
the government. While (b) and (c) are not necessarily poor
solutions for the problem, they are distinctly outside the realm of
insurance on an actuarial basis.

(3) While industrial accidents are usually capable of reduction
by active effort on the part of the. employer, unemployment is a
matter which is largely beyond the individual employer’s control.
If there are any fixed costs, the employer already has a financial
incentive to continue in operation if price of the product is above
minimum variable costs. Even assuming that the full.cost of un-
employment insurance was actually borne by the employer, the
ability to save all of a 6 percent payroll tax (by maintaining full
employment) might be suflicient to compensate for conditions
which would otherwise indicate the layoff of about 6 per cent of
the working force. 'When conditions are such that least loss will
be incurred by running the factory at half or quarter of ordinary
output, the possible saving on unemployment insurance becomes.
negligible as a stimulus to greatér employment.

(4) In unemployment insurance on a national scale, the alter-
nate accumulation and disbursement of sums running into billions.
of dollars constitutes a monetary problem which does not exist
in the case of fire and accident insurance. Consider the difficul-
ties if unemployment insurance were handled on the same basis as
private companies handle fire or accident insurance. In times of
nearly full employment there would be huge amounts of premi-
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ums to be invested. The use of these funds to buy securities in the
open market would tend to drive securitics prices still higher than
those in a “bull” market which ordinarily accompanies expanding
employment. Then when unemployment came, in order to pay
out the benefits, large blocks of these securities would have to be
dumped on an already declining market. The possible losses
which would be incurred might easily be so great that it would be
better to hold the funds as hoarded cash. Furthermore, the mar-
keting of the securities in times of recession might easily con-
tribute to a state of panic which would increase unemployment
still further.

(5) Any attempt to base unemployment insurance premiums
upon risk experience will tend to place the heaviest burdens of
added cost upon industries which may be least able to bear them.
Thus, public utility companies and others which have a very steady
volume of business may easily be able to guarantee their workers
a minimum of, say, 48 weeks’ work a year and so avoid all pay-
ments. Other industries, where the demand for the product
fluctuates more, would be saddled with heavy costs. This might
be desirable if the employer could readily reduce unemployment,
but we have already seen that this possibility is sharply limited.

The Real Nature of Unemployment Insurance

The above discussion would lead us to conclude that unemploy-
ment insurance can hardly be called insurance in the ordinary
sense of the term. What is it then? Properly speaking it more
nearly approaches the status of systematic unemployment relief.
As such, there are many arguments in its favor: (1) It tends to
treat all unemployed workers (who are covered by the plan) on
an equal basis. (2) It removes the stigma of charity from the
benefit payments. (To further this end it is probably better to
keep on calling it “insurance,” even though the term is inaccu-
rate.) (3) It gives us a means of keeping an accurate count of the
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unemployed which is currently up to date and may be used as a
means of guiding other government policies.  (4) If used on a
national scale, it may be a better means of distributing the burden
of caring for the unemployed than throwing the burden on the
local community. (5) Regardless of the plan of raising the funds,
conrtributions to the fund are apt to be more equitable than those
of private charity.
Coverage of Unemployment Insurance

Unemployment insurance cannot be considered separately from
other forms of relief. The indigent who are not cared for by un-
employment benefits will constitute a “residual relief load” which
must be cared for by other means. If the Federal Government
“turns the relief problem back to the states” as some people now
advocate, there will be a heavy burden of “residual relief” for the
state and local communities to handle. If unemployment benefits
are to constitute the “first line of defense,” this suggests that as
many occupations and as many people as possible be covered by
unemployment insurance. When a local community is suffering
from heavy unemployment, the possibilities of raising revenue
locally from real estate taxes, income taxes, or even sales taxes, are
seriously curtailed. The imposition of the heavy residual relief
burden, if unemployment insurance coverage is unduly restricted,
will thus tend to fall on the local communities at times when they
are least able to bear such a burden. The present Social Security
Act probably provides to many exemptions. In particular, the
exemption of employers with less than eight employees permits
evasion by some industries which might properly be included in
the plan. For example, some gasoline companies and chain stores
have already adopted the expedient of “leasing” the units to the
man who was formerly the hired manager. Thus all the stores
and gas stations having less than eight employees in the individual
units are exempted from the plan, although the total number of
such employees may run into the thousands.
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Somewhat the same general criticism may be offered against the
arbitrary limitation of the length of the benefit periods. (The:
Social Security Act places a limit of twelve weeks.) The general
theory of such limitation is to keep the plan “solvent,” that is, to
pay benefits only from payroll taxes and workers’ contributions.
Considered in terms of the total relief load, however, such solvency
is only technical. Those workers who happen to be out of work
longer than the allotted period are simply given into the care of
some other agency. The time limitation is no éuarantee against
malingering, and this problem can be better handled by other
means.

Amount of Benefits

Almost every consideration dictates that the size of the unem-
ployment benefit should closely approximate a bare subsistence
level. This will be the best guarantee against ‘loafing on the
dole” and the strongest inducement for a man to hunt a job for
himself rather than to wait until one is offered him. It also makes
it possible for the funds to cover a wider number of cases and to
reduce the burden of residual relief. If a subsistence standard is
adopted, it should, of course, take into account the number of de-
pendents on the worker. Some advocates of large benefits base
their argument on the “maintenance of consumer purchasing
power.” The consumer purchasing power theory is itself open
to question, but even if it were valid, when the total amount of
funds is limited, consumer purchasing power cannot be enhanced
by giving higher benefits to fewer people rather than small bene-
fits and wide coverage.

Methods of Raising Funds

Most economists seem to be agreed that either all or a great part
of a payroll tax for unemployment insurance will be eventually
shifted to the worker. Since this is a tax which varies not with
output, but with the amount of labor used and the amount of
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wages paid, it does seem logical that the tax will be shifted to
the worker. (See €hapter 8.) If this is substantially true, there
is much to be said in favor of having the worker pay such a tax
directly rather than through a “concealed” wage reduction; direct
payment by the worker helps to maintain the idea of insurance
rather than charity. If the workers realize the share they are pay-
ing, there might be a tendency to reduce political pressure for
higher benefits. There also might be motivation to bring social
pressure against those individuals who are known to be malinger-
ing.

Workers’ contributions alone, whether made directly or in the
form of a payroll tax on the employee, will not be sufficient to
support an unemployment benefit program unless there is a long
period of full, or nearly full, employment before a depression
occurs. The contributions will be still less adequate to meet an
emergency if they are segregated in the funds of the several states,
and within the states are still further segrcgated by industries or
individual firms (a practice allowed by the Social Security Act).
Two alternatives are thus left open to the government if the un-
employment relief problem is to be adequately handled: (I) It
may supplement the unemployment funds out of general revenue
or by borrowing in periods of depression. (2) It may provide
other agencies such as PWA, WPA and the like to care for the
residual relief load. The second alternative is the one to which
we are apparently committed by present legislation.

There is much to be said for a national system of unemployment
insurance, plus alternative (1). If insurance were on a national
basis, it would promote more mobility of labor. (Under the
present Social Security Act there is danger that workers will have
to remain within a particular state or even in the employment of a
particular firm in order to be eligible for benefits.) It would also
permit a more even distribution of the costs and a closer balancing
of receipts and payments, and there would be the possibility of
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continuing unemployment benefits for longer periods of time in
individual cases and localities than is possible under a segregated
system. The supplementing of the funds by Federal borrowing
in periods of severe depression would permit the further extension
of unemployment benefits rather than make necessary so extensive
a resort to other forms of relief. If sound public works projects
are available, they can be used to take workers from the unemploy-
ment insurance roster. If not, continuation of unemployment
benefits will certainly be less expensive (and perhaps no more
demoralizing) than “made work” projects.

Unemployment Provisions of the Social Securily Act

The Social Security Act (Public No. 271, 74th Congress) does
not itself provide a system of unemployment insurance but gives
aid to those states which do set up such systems, and (in effect)
penalizes those which do not. The method is the imposition of
a Federal tax (to be paid exclusively by employers) of 1 percent
of all wages and salaries (up to the first $3,000 of each worker’s
remuneration) in 1936, 2 percent in 1937, and 3 percent for all
subsequent years. In states where there are unemployment insur-'
ance systems approved by the Social Security Administration, the
employer may claim an exemption from the Federal tax of the full
amount paid to the state system up to nine-tenths of the amount of
the Federal tax. Therefore, in states which do not have approved
laws, employers will still have to pay the tax but the states will be
receiving none of the funds to help with their unemployment
relief problems.

Certain exemptions are made. Employers who have employed
fewer than eight workers are exempted regardless of the nature
of the firm. In addition, exemptions are provided for: (1) agri-
culture; (2) domestic servants in a private home; (3) services of
members of the immediate family, except children over 21; (4)
employees of the Federal Government or its agencies; (5) em-
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ployees of a state government or its subdivisions; (6) nonprofit
agencies carried on for religious, charitable, scientific, literary, and
educational purposes.

Certain minimum standards to which state laws must conform
to receive approval are provided:

(1) Benefits to the unemployed eligibles must be paid through
public employment offices in the state or through such other agen-
cies as the state may approve. (This is the wisest provision in the
act.)

(2) No payments may be made until two years after the state
plan has been established.

(3) All funds received by the states shall be deposited with the
Secretary of the Treasury to their credit in the Unemployment
Trust Fund.

(4) All funds withdrawn by the states from the trust fund must
be expended in the payment of unemployment compensation.

(5) The states must make such reports in such form and con-
‘taining such information as the Board may require.

(6) Compensation shall not be denied under the state law to
-any otherwise eligible individual for refusing to accept new work
under any of the following conditions: (a) If the position offered
is vacant due directly to a strike, lockout, or other labor dispute;
(b) if the wages, hours, or other conditions of the work offered
are substantially less favorable to the individual than those prevail-
ing for similar work in the locality; (c) if, as a condition of being
employed, the individual would be required to join a company
union or be required to refrain from j ]ommg any bona fide labor
organization.

So long as they conform to the minimum requirements of the
act, the states are thus allowed a considerable amount of freedom
in developing their own plans for unemployment insurance.
One achievement of the law is.that it prevents any industries
covered within any state from profiting competitively against other
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states by not having unemployment insurance or by having plans
which are seriously substandard as compared with the others.

Old-Age Pensions

A growing need for some form of care for the indigent aged
has become apparent. In the past such care has been provided by
the local or county poorhouses plus some pensions or cash relief
provided by some few states or local authorities. Most state laws
have also attempted to compel close relatives to care for aged
dependents when they were financially able to do so. In times of
prolonged depression, however, the latter alternative has been of
little help since large numbers of unemployed workers have been
unable to care for themselves, to say nothing of other dependents.

The Social Security Act provides that the Federal Government
will, after October 1, 1948, give to states $15 of the first $20 paid
a needy aged person, plus 50 percent of the amount paid in excess
of $20. However, the maximum monthly payment to any indi-
vidual (federal and state) cannot exceed $50. In order to qualify
for these pensions, the recipient must be shown to be in actual
need; other sources of income may result in a reduction of the
amount of pension granted.

Old-Age Insurance and Annuities

A sharp distinction must be kept in mind between old-age pen-
sions and old-age insurance and annuities. _ The former are solely
a form of relief and are granted on the basis of age and need,
without regard to previous occupation. The annuities, on the
contrary, are paid solely on the basis of past contributions to the
fund and without regard to the wealth of the individual. (He
must, however, leave gainful employment in order to start re-
ceiving the annuity.) The entire administration of insurance and
annuities is'in the hands of the Federal Government.

The taxes for old-age insurance are levied on all employments
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except those specifically excluded. The exemptions are about
the same as those listed for unemployment insurance, except that
establishments with less than eight workers are not exempt and no
tax is levied on the amount of any individual wage which exceeds
$3,000. As provided in the original act, the schedule of payments
was as follows:

PERCENT OF TAX ON ALL WAGES AND

SALARIES OR PART THEREOF WHICH 1S
$3,000 PER YEAR OR LESS

Payment hy Payment by

Year Employer a Employee a
1937-1939 1.0% 1.0%
1940-1942 1.5% 1.5%
1943-1945 2.0% 2.0%
1946-1948 2.5% 2.5%
1949 and after 3.0% 3.0%

a IFrom time to time thesc increases have been
postponed by Congress and contributions are still
at the beginning level of 1%.

This scheme of collections will mean that estimated receipts plus
interest will exceed disbursements for most of the earlier years
by such an amount that the reserve fund will reach an estimated
maximum of 47 billion dollars in 1980. Since the funds must
be invested in Federal Government bonds which yield 8 percent
(the Treasury to issue special bonds for this purpose if necessary),
interest payments will have to come out of the general govern-
ment funds. The interest, or at least a part of it, is thus a “con-
cealed subsidy.” If the Treasury does not spend the proceeds
from the sale of the bonds to the fund, the effect is deflationary.
T€ it does spend the funds, either new taxes or new borrowing will
have to be used to repay the money when the annuity payments
begin te exceed the payroll taxes.

A worker’s monthly annuity is related to his “average monthly
wage” which is defined in the Social Security Act. When this
average monthly wage has been obtained, the monthly annuity
(worker’s primary benefit) is computed by (1) taking 40 percent
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of the first $50 of the average monthly wage and adding to it 10
percent of the remainder up to $200; and (2) adding 1 percent of
the sum thus obtained for each year in which the worker was paid
as much as $200 in covered employment. If an insured worker
dies, either before or after he reaches the age of 65, provision is
made for monthly payments to survivors specifically designated in
the Act. The amount of these payments also is related to the
worker’s primary benefit.

Other Grants

In addition to unemployment insurance and old-age pensions,
the Social Security Act provides for giants to the states for care of
dependent children, for mothers’ pensions (maternal and infant
care), for crippled children, for rehabilitation work, and for public
health services. Some of these features require state contribution
and others do not, but in no case is it necessary for the state to
match the Federal contribution dollar for dollar.

General Aspects of Social Security

Most of the arguments for social security legislation rest upon
ethical or humanitarian grounds which we need not question here.
The most important economic question is, “How much social
security benefits can we afford?” With very little exception, all
social security benefits are paid to people who are not working and
who therefore are not producing any wealth for the community.
We are already approaching the limits of returns from the “soak
the rich policy” to support present forms of Federal, state, and
local expenditure. It follows that the costs of the social security
program will fall mainly on those who are employed in the mid-
dle and lower income classes. Only a few provisions (such as
those for public health and child care) offer any possibilities of in-
creasing the productive power of future generations. The provi-
sion against any gainful employment for those drawing old-age
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annuities prevents them from making any contribution to ma-
terial national wealth. (This provision was intended to make
jobs for younger workers and could be suspended under present
full employment conditions.) As time passes, the whole net ef-
fect of the legislation will be to increase the proportion of national
money income which is spent on consumption. In the case of the
old-age insurance, present moncy-spending on consumption s
decreased in favor of greater spending in the future when the an-
nuities are received. Much more important than money, how-
ever, is the question of goods. If less goods are consumed now,
will there be more goods available for future consumption? We
could produce more goods now and save them till later, but this is
not advisable as we do not know what forms of goods will be in
demand in the future. Raw materials can be saved for future
generations by not consuming them now, but this does not apply
in the case of labor. The only way in which present labor-power
can be saved for the use of future generations is to use the labor
now in the construction of tools, machinery, buildings and other
capital equipment which may be used to increase the productive
capacity of labor in the future. In times of depression, when there
is a deficiency of private investment for these purposes, it follows
that there is a grave responsibility for the government to invest
the receipts from payroll taxes in ways which will tend to increase
the future productive capacity of the nation rather than to fritter
away the labor-power in ‘“made work” projects. Either this must
involve more ‘“‘government competition with private business” or
means must be found by which the government can make loans to
private business for the purpose of expanding capital equipment.
Some people may not like either of these alternatives, but we can-
not tell Jabor to take a vacation and then expect to find any prod-
uct of labor when the vacation is over.

In recent years the attention of economists has been centered
much more on attempts to reduce unemployment through fiscal



SOCIAL SECURITY 263

policy. Even the staunchest advocates of such plans, however,
contemplate an irreducible minimum of “frictional” unemploy-
ment of from two to three millions. Even if completely success-
ful, therefore, these fiscal measures would still leave room for un-
cmployment insurance to cover workers during necessary shifts of
jobs and occupations.

Attainment of a sustained high level of employment, howcver,
would ease the problems presented by most other forms of social
security except industrial accidents. As a large majority of the
people are continuously employed, they should be in a better posi-
tion to care for themselves and their relatives without so much of
the burden being turned over to the state.



CHAPTER 12

International Economic Policy

s THIs is being written, several new institutions and practices
Ahave either been established, or are in the process of possible
adoption, in the field of international trade, foreign exchange, and
international finance. The International Bank for Reconstruc-
tion and Development and The International Monetary Fund
have been established, although not joined by all countries. The
International Trade Organization and The International Wheat
Agreement are in process of ratification or rejection by the various
countries which participated in the negotiations. State trading,
practiced at first mainly by Russia, is now being used, at least par-
tially, by England and a few other countries.

Even to discuss the details of these plans, to say nothing of an-
alyzing them adequately, would crowd the rest of the material out
of this book. This chapter is intended mainly to present the prin-
ciples involved, as an aid in understanding the detailed informa-
tion which the reader may obtain from other sources.

Before we can discuss international economic policy we must
have in mind some standard of what constitutes national well-
being. For Americans, perhaps more than for other people, it is

*This chapter is based primarily on Haberler, Gottfried, Principles of Inter-
national Trade, The Macmillan Co., N. Y., 1936; Williams, John H., “The Ade-
quacy of Existing Currency Mechanisms,” American Economic Reviewe, March,
1937; Enke, S., and Salera, V., International Economics, Prentice-Hall, Inc., N. Y,
1947, and the teaching of Professor Machlup.
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necessary to reiterate the simple and obvious truth that the wealth
of any country increases only as the quantity of goods which it
possesses. The debts which are owed to us by foreigners can be
added to this total only to the extent that they can be converted
into foreign goods which may be consumed by our people.

England’s present position, and the repeated public announce-
ments of her officials that she should export more and import less,
should not confuse us on this point. England is in the same un-
fortunate position as a laborer who has contracted a debt and worn
out his tools in the past, and must now decrease his consumption
and increase the hours that he works in order to pay the debt and
buy new tools. 1f England were in a creditor position, as she was
before World War I, she would again happily import and con-
sume more goods than she exported.

We tend to confuse ourselves by thinking of national wealth
and national income in the same terms we use for the short-cut
calculation of the wealth or income of an individual, that is, in
terms of money. When we speak of a man with $1,000,000 in
the bank or invested in bonds, we consider him as very well-to-do.
In reality this consideration rests upon the knowledge we have of
the goods that one million dollars will buy at present prices. If,
however, goods were so scarce (or dollars so plentiful) that a cup
of coffee sold for $10,000 and a piece of pie for $20,000, we would
regard our millionaire as a poor man. The same short-cut think-
ing exists with respect to changes in wealth. If a grocer buys a
stock of goods for $500 and then sells them for $1,000, we consider
that he has done very well for himself. If immediately after he
received payment, however, the government should happen to re-
pudiate its currency, his $1,000 would be worthless and he would
be regretting that he did not keep his groceries for himself to eat
or to barter for shoes and clothes.

We can keep our thinking clearer on the subject of foreign trade
if we will occasionally have reference to what Professor Taussig
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has called “the barter terms of trade.” We may then see readily
that if, in exchange for an export of 10,000 automobiles, we receive
1,000,000 pounds of coffee or 1,000,000 pounds of rubber, we are
much better off than if we received only 500,000 pounds of these
articles. The lower the price of foreign goods (in comparison
with our own cost of production for the same product), the greater
will be our gain from foreign trade. If as a nation we had the
economic intelligence of a six-year-old child (who always likes to
get more candy for his penny), we would welcome an influx of
“low-priced foreign goods” instead of holding up our hands in
horror and slapping on tariffs whenever this occurs.

“Buy American”

In these days of economic maladjustment, certain people who
are honestly ignorant and others who are attempting to bolster
markets for their own overpriced goods are attempting, in every
country, to make capital of the slogans, “Buy American,” “Buy
British,” “Buy Italian,” and so on. The appeal is to “Keep your
money at home” and to “Employ your own workmen.” The
spread of this idea may eventually lead people to see the absurdity
of its own logical conclusion: “Buy in your own State,” “Buy in
your home town,” “Buy in your local neighborhood.” The logi-
cal end would be, “Don’t buy from anybody but yourself.” Those
who insist that keeping out foreign goods is the way to employ
American workmen must explain to us why the depression ever
occurred when tariffs, which were already high, were increased
steadily from 1920 to 1932.

LT

Economic Nationalism

As threats of war make their chronic appearance, nation after
nation begins to toy with the idea of making itself self-sufficient
in time of war. The United States is probably better equipped
to do this than any other country, unless it be Russia. Let us
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payments® flowing to it from country B (perhaps because A’s ex-
ports to B exceed its imports, or because the people in B are buying
securities on the stock exchange in 4, or for any other reason).

In this situation there will be an amount of bills of exchange?®
drawn on people in country B and offered for sale in 4 which
exceeds the amount of the requirements of people in 4 who have
payments to make to B. The banks in 4 will buy this surplus
foreign exchange, thus putting more money (usually created de-
posit credit) into circulation in 4. In consequence, prices in 4
will start to rise. Since the supply of foreign exchange is a tempo-
rary surplus which the banks will have to hold as a balance in a
foreign bank until they can resell it, they will not be willing to
pay as high a price for bills of exchange as they would at a time
when foreign payments and reccipts were equal. In other words,
the rate of exchange falls somewhat.

What is happening in country B at the same time? The bills
of exchange are sent over to the banks in B for collection and de-
posit to the credit of the 4 banks, that is, individual deposits be-
longing to people in B are reduced and deposits to the credit of
the A banks are increased. But since the banks in 4 have bought
more bills of exchange than they have sold, this excess will not be
drawn upon and will become an idle deposit. Thus idle bank
deposits have replaced some active bank deposits in B, and we may
say that the velocity of circulation of money has decreased, or that
money previously in circulation has been absorbed into idle cash
balances. The decreased effective quantity of money in B will
tend to cause prices to fall.

Thus we have three factors at work: (1) higher prices in 4, (2)
lower prices in B, and (3) a lower price of B’s money in terms of
A’s money (that is, a lower exchange rate). All three of these

* See Meyers, Albert L., Elements of Modern Economics, Third Edition, Ch. 24,
Prentice-Hall, Inc., New York, 1948,

s Ibid.

MEY: M.EP.—18
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operate to cause people in A to buy more goods from B (or to
spend their vacations in B). At the same time, since money in B
will buy much more at home than it will abroad, people in B will
tend to buy more home-produced and less foreign goods, thus de-
creasing imports.

If no other conditions are changed, increased demand for B's
goods will cause prices in B to rise, decreased demand for A’s
goods will cause prices in 4 to fall, and increased demand for
bills of exchange in 4 (to pay for increased imports from B) will
cause the rate of exchange to rise again. These forces will con-
tinue to operate until the balance of payments is equal and pur-
chasing power parity is regained.

We see that the “impact” of the fluctuation has been “split three
ways’: Prices in 4 have fluctuated a little; prices in B have fluctu-
ated a little; the exchange rate has fluctuated somewhat. Notice
that the word “gold” has not been mentioned in our explanation.
The process that was outlined could have taken place without an
ounce of gold in existence. This is what may happen when two
countries on the paper standard follow “the rules of the game.”

Now let us suppose that, instead of the above situation, the
authorities in country 4 decide that it is desirable to have a “stable
price level.” They would regard the influx of payments from B
with alarm and attempt to prevent its influence in causing prices
to rise. This might be done by: (1) raising the discount rate (this
tends to make it less attractive for businessmen to borrow from the
banks and so results in less creation of deposits); (2) raising the
reserve ratio required for banks (if the actual ratio is about equal
to the new legal ratio, this prevents any further expansion of de-
posits); (3) selling government bonds in the open market in an
amount equal to the payments from B and holding the money
received from the sale as an idle balance (these practices are some-
times called “sterilization” of capital imports although the term is
used more often in connection with gold imports).
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The failure of prices to rise in 4 means that this source of in-
creased demand for imports (and restraint on exports) is not pres-
ent as it was in the first situation discussed. This means that the
rate of exchange will have to fall further and/or the prices in B
will have to fall further in order to bring about the increased im-
ports to A and the decreased exports from 4 which are necessary
to equalize the balance of payments. Thus the “stable price level”
in A is achieved at the expense of greater fluctuation in the ex-
change rates and in B’s price level.

A further complication may be noted. If the restrictive meas-
ures adopted to bring about “stabilization” in A have the effect (as
they may easily have) of raising the interest rate in 4 above that
prevailing in B, this will tend to attract short-term capital from
B to A, thus increasing the flow of “hot money” * which 4 must
“sterilize” in order to prevent a price rise. If this happens, the
fall in the exchange rate and/or in B’s prices which is necessary
to equalize the balance of payments will be still greater.

Now let us suppose that, instead of A4, it is country B (the coun-
try making the payment) which has a price stabilization policy.
We remember that, according to the ‘“rules of the game,” B’s
currency should contract and its prices fall in order to restore the
balance of payments. Under a stabilization policy, however, the
monetary authorities would attempt to prevent this fall in prices
and would deliberately expand the amount of money in circula-
tion. The methods might be: (1) lowering the discount rate; (2)
lowering reserve requirements; (3) purchasing government‘bonds
in the open market; (4) issuing new paper money.

To the extent that the price decline is prevented, this source of
stimulus to exports and discouragement of imports will not be
present as it would be if B followed the “rules of the game.”
Consequently, it will be necessary for the exchange rate to fall still

¢ Imports of short-term capital which may cause inflation and then be withdrawn
causing deflation.
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lower and/or the price level in A to rise still higher if the balance
of payments is to be restored. Under these circumstances, a
“stable” domestic price level in B is really “inflationary” when
the international situation is considered.

Another complicating circumstance may be noted. Under our
“rules,” a country that is making greater foreign payments than
it receives should contract its currency circulation. This (particu-
larly if the discount rate is raised) will tend to cause a rise in the
market rate of interest. Ordinarily, this will tend to be an induce-
ment to the investment of funds by foreigners and the movement
of these funds will contribute a part toward the restoration of the
balance of payments. Just the reverse may occur if the country
expands its currency when our “rules” require currency contrac-
tion. If people begin to fear that the expansion is a prelude to
further inflation, there may be a “flight of capital” from the coun-
try. Under such circumstances we may say that the “money
flows up hill” (that is, it flows in a direction opposite to that indi-
cated by the longer trend), and temporarily the adverse balance
of payments is increased. (Widespread misunderstanding has
prevailed on this point. Even some finance ministers have argued
that their inflation was occasioned by an “unfavorable” balance of
payments, failing to see that the inflation itself was the prime
cause of the continuing adverse balance.)

If both country 4 and country B are following a policy of
domestic price stabilization, the full burden of correcting the bal-
ance of payments will fall upon the exchange rate. In conse-
quence, the exchange rate must fall extremely low. It is quite
probable that the rate may fall temporarily to a point far below
that necessary to restore the balance. In our case (page 273) the
banks in 4 were quite willing to buy exchange on B at rates only
slightly lower than those previously prevailing, because they knew
that two powerful factors (4’s price rise and B’s price decline)
were operating to increase the future demand for foreign ex-



INTERNATIONAL ECONOMIC POLICY 277

change. When the rate of exchange itself is the only factor which
may be expect‘ed to cause increased imports to A, however, the
banks either will not buy foreign exchange at all or they will buy
only at rates so low that they feel assured they will not lose in
carrying foreign balances for a long time.

Violently fluctuating exchange rates make it extremely difficult
to carry on both import and export business. It becomes unwise
to make commitments in terms of foreign currency even for the
length of time required to ship goods, to say nothing of the time
required to manufacture them. The export industries may then
suffer from a severe amount of unemployment which will have
an adverse effect on general business conditions throughout the

country.

Exchange Stabilization

Now let us consider a situation in which neither country is at-
tempting domestic price stabilization, but instead the exchange
rate is held rigidly at a fixed point. This was roughly the case
in prewar times between two countries on a full gold standard.?
It is a mistake to say that the rate ol exchange did not fluctuate in
those times; it did fluctuate, but only within the relatively narrow
limits set by the gold points. A fluctuation of 4 cents in the dollar-
sterling rate of exchange, for example, amounted to only about
one percent in the value of the pound.

Where rigid, or very narrowly fluctuating, exchange rates pre-
vail, the full burden of corrective action must be borne by the
price structures of the different countries. It is also urged by some
writers that stable exchange rates tend to bring about the result
that inflation or deflation in one country becomes ‘‘internation-
ally contagious” and spreads to other countries. In general, it
may be said that it is difficult to see how any country can reap the

s See Meyers, Albert L., Elements of Modern Economics, Third Edition, Ch. 24,
Prentice-Hall, Inc., 1948.
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advantages of international trade without being subject, at least
in some measure, to influences resulting from changing business
conditions in the countries with which it trades. We can still con-
cede, however, that exchange rates which are allowed to find their
own level, without active regulation by the monetary authorities,
will result in less disturbance to prices in other countries resulting
from inflation or deflation by any one country.

Exchange Stabilization Plus Price Stabilization in Both Countries

Now let us assume that both 4 and B are following a policy of
stabilizing their domestic price levels and also that the exchange
is being “pegged” at a fixed rate. Let us also assume that there is
an excess flow of payments from B to 4, due to the fact that the
fixed prices in B are too high relative to the fixed prices in 4.
Note that the excess flow of payments will tend to continue so long
as the prices in the two countries are “frozen” (stabilized) at their
artificial levels. There will be some difference in the mechanics,
depending upon whether it is country 4 or country B which is
exercising an active effort to peg the exchange rate. -

If country A pegs the rate, it will do so by buying bills of ex-
change on B at a price above that which would prevail in a free
market. Bills of exchange will also be -sold at the same fixed
price. Under our assumption of fixed price levels in the two
countries (and with B’s prices too high relative to A’s prices),
the amount of bills of exchange which the 4 Government Ex-
change Stabilization Fund will have to purchase will always be
in excess of the amount which can be sold at the pegged rate.
Thus the stabilization fund will be taking a steady loss on its
transactions, a loss which can never be recovered until something
is done to decrease exports from A and/or to increase imports
from B. That is, something must be done to increase the demand
or to decrease the supply of bills of exchange. One possibility
suggests itself: If 4 has had high tariffs, it may repeal or reduce
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them in order to encourage imports and so to stimulate the de-
mand for exchange. We must not ignore the other complicating
circumstances which will be present. Due to 4's efforts to prevent
a price rise, we have seen that the market rate of interest in 4 will
tend to rise. At the same time, due to the exchange control, a
unit of B’s money will exchange for a greater number of units of
A’s money for the purpose of investment in A than if the rate of
exchange were allowed to seek its own level. We thus have twa
influences, a higher interest rate and a higher exchange
rate, both operating to cause capital movements from B
to A. This will increase tremendously the amount of
surplus foreign exchange which the Stabilization Fund will have
to buy. Unless the Stabilization Fund is to go bankrupt, certain
drastic measures, perhaps even in addition to tariff reductions,
may be necessary, such as: (1) a prohibitive tax on capital imports,
and (2) a prohibition of exports, and (3) refusal to allow tourists
from B to enter the country.

Rather than adopt such drastic measures, country 4 would be
quite likely to give up attempting to control domestic prices or to
abandon exchange control, or to abandon both price control and
exchange control. Note, however, that during the time the con-
trols are in effect, the artificial difference in prices may stimulate
the export industries in 4 to expand to a point which cannot be
maintained when controls are relaxed. This expansion will tend
to draw some resources away from their more usual employment
in “‘domestic”’ industries. Thus we can have unwise expansion
and maladjusted production even with, or perhaps we should say
because of, a stable price, level.

Now let us assume that it is B instead of 4 which is trying to
control the exchange rate under the same circumstances (stable
prices in both countries and an excess balance of payments from
B to A, price level in B being held too high relative to A’s price
level). In country B, the pegged price of bills of exchange drawn
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against 4 will be below the price which would prevail in a free
market. The government will have to issue orders that all foreign
exchange must be sold to the Stabilization Fund at the fixed price.
Since this price for bills will be below that which importers could
obtain by selling the bills of exchange directly to importers, there
will be many attempts to evade the regulation and even ‘“Black
Bourses” (bootleg exchange markets) may be set up. Even more
difficult to detect and stop will be the practice by exporters of col-
lecting their debts in 4 and of investing the funds in 4 without
resorting to exchange transactions. To ensure that the total avail-
able supply of foreign exchange passes through the hands of the
fund at the fixed price will require a thorough policing and
espionage of everyone likely to have foreign exchange transactions.
(This is much the same as the situation which prevailed in Ger-
many prior to World War I1.) Even if the exchange control au-
thorities obtain possession of all available foreign exchange, they
will not have enough to satisfly the needs of all those who would
like to purchase exchange at the pegged rate. Consequently the
exchange will have to be rationed and each buyer given a quota
which he may purchase.® Since foreign sellers are not likely to be
willing to give long term credit under these circumstances, ration-
ing of exchange practically amounts to an import quota system.
At first the quota basis may be set up as a simple percentage of
past exchange requirements. This, however, will make a serious
reduction in the imports of basic raw materials and the govern-
ment will likely be driven into the practice of determining which
imports are “essential” and which are “nonessential,” exchange
being issued only to importers of the, “essential” goods. The

®The success of the British and American Stabilization Funds for a few years
between the two wars, without resort to quotas, was possible because the rate of
exchange was not rigidly pegged. The policy of the boards of the two funds was
not to prevent normal movements of the exchange rate, but rather to try to offset
erratic fluctuations due to speculation and temporary panic. Even so. it was found
necessary in May, 1939, to adopt the rather mild device of requesting British brokers
not to quote prices on American securities.
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country will then have to produce for itself, at higher costs, many
of the goods which it formerly imported. Its resources will thus
be economically misdirected. Note that the two chief stimuli to
export (a falling price level and a rising foreign exchange rate)
have been deliberately foregone as a matter of policy. Conse-
quently, the only hope of country B to restore the balance of pay-
ments is through reduced imports. This means a lower standard
of living for its people than would have prevailed had the ex-
change and price controls not been in effect.

General Aspects of Stabilization

The more naive school of domestic price stabilizers is simply
opposed to price declines and rather welcomes rises in the “‘general
price level.” The extreme form of this doctrine was found in the
slogan, “Reflate prices to the 1926 level and then stabilize.” More
sophisticated advocates of stabilization are opposed to price rises,
as well as price declines, from monetary causes, primarily because
they believe that price rises induced by money and credit expan-
sion are almost certain to result in drastic deflation. Even though
we hold the latter viewpoint, we may still raise the question
whether all changes in the price level occasioned by changes in
international payments are of the same nature as changes caused
by either deliberate or uncontrolled monetary policy.

First, let us drop the assumption of only two countries trading
with each other. This does no harm to any of the propositions we
developed above. When we are examining conditions in country
A, we now substitute “the rest of the world” wherever we form-
erly mentioned country B. Likewise, when we are examining
conditions in B, “the rest of the world” becomes a synonym for
country 4. Both countries are now selling to, buying from, and
making and receiving payments from, many other countries.
Country 4 will now have an excess inflow of payments only when
payments from the rest of the world exceed payments by 4 to the
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rest of the world. Country B will have an excess outflow of pay-
ments only when payments to the rest of the world exceed pay-
ments from the rest of the world. One important new circum-
stance is introduced: Each country’s exports are now selling in
competition with similar products of other countries, except for
those few products on which the country may have a monopoly.

Now let us re-examine the situation in country B if it follows the
rules of the game and allows its currency to contract and its prices
to fall when it has an excess outflow of international payments.
This procedure means a fall in costs and a fall in prices for its ex-
port goods. Since the country is in competition with other coun-
tries, we may assume that the elasticity of demand for most of its
export goods is far greater than unity. Thus the fall in prices
relative to those of other countries will result in a great increase
in volume of sales of export goods. (Other countries presumably
will not be able to sell the same volume of goods at the lower prices
as they formerly did because they have not had the benefit of a
fall in costs due to a currency contraction.) The expansion in the
export industries will call for a greatly increased volume of em-
ployment in those industries. This may not only offset other
tendencies towards unemployment but, if the elasticity of demand
for exports is great enough, it may re-employ many of those who
previously happened to be out of work. Thus the chief bogeyman
(deflationary unemployment) feared by opponents of a falling
price level is not present in this situation.” The beneficial effects
of the falling price level may be seriously impaired, however, if the
importing countries foolishly impose new higher tariffs in order to
deprive themselves of the benefit of more goods at lower prices.
This points to one advantage of “trade agreements” which bind
duties at existing rates, or at specified maximum rates.

Now let us re-examine the situation in country 4, assuming that
it follows the rules of the game and allows its currency to expand

'fIt will be present, however, if wages and other costs do not fall with falling
prices.
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when an excess inflow of foreign payments occurs. The chief
danger that the stabilizers foresee is a temporary overexpansion
of domestic industry which cannot be maintained when the flow
of excess payments ceases or is reversed. We have seen that a.
simple attempt to prevent price rises may result in a continued in-
flow of foreign short-term investment funds. The “undesirable”
expansion could be avoided more easily if the cxpanded purchas-
ing power were directed to the purchase of imported goods. In-
sofar as the “new money” is spent for imported goods: (a) no
temporary rise in domestic prices will take place, and (b) the
balance of payment will tend to be restored by the increased de-
mand for foreign exchange. The most appropriate means of ac-
complishing this end would be to empower the stabilization au-
thority, not to sterilize foreign payments, but rather to make at
least temporary tariff reductions whenever an excess inflow of pay-

ments occurs.

The International Monetary Fund

The International Monetary Fund represents an attempt to
compromisc between the extreme rigidity of exchange rates under
the gold standard (or under strict exchange control) and the
frequent and erratic fluctuations of unregulated exchange between
paper standard countries.

The Fund was established by contributions of the members, the
quota of each country being based on its national wealth and the
importance of its foreign trade. Seventy-five percent of the mem-
ber’s contribution was made in its own currency and the other 25
percent in gold. If the member did not have enough gold for this
purpose, it was permitted to contribute 10 percent of its holdings
of gold and American dollars and to make up the balance of the
25 percent with its own currency. (The country’s quota must be
kept at its original gold value by more contributions of its own
currency if its currency depreciates.)
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The Fund operates by allowing a member country (if it is com-
plying with other provisions of the Fund) to buy the currencies of
other foreign countries from the Fund in an amount up to 25 per-

-cent of the buying country’s quota in any one year. The purpose
of this is to allow the country to meet any temporary discrepancy
in its balance of payments without resort to the drastic restrictions
on trade or exchange that have been practiced in the past. Pro-
visions are made for the country to repurchase its own currency
from the Fund (not, however, its original quota contribution) as
its balance of payments improves.

When the Fund was established, each country was required to
place a par value on its currency in terms of gold. To prevent
exchange fluctuations, ordinary exchange transactions may not
deviate more than one percent either way from this par value.
However, a country may change its par value:

(I) By an amount 10 percent either way from the original par
value, simply by notifying the Fund; approval is automatic.

(2) By an amount (including all previous changes) which is
20 percent either way from the original par value, only on app-
roval by the Fund, but the Fund must express its approval or dis-
approval within seventy-two hours.

(3) By an amount greater than (2) only upon approval by the
Fund and the Fund may take a longer time to consider its decision.

The Fund is expected to base its approval on whether the change
“is necessary to correct a fundamental disequilibrium.”

On the first occasion for these provisions to become operative,
France devalued its currency by considerably more than 20 percent
from the originally declared par value, without waiting for the
Fund’s approval. The Fund is now free, at its own discretion, to
refuse to sell foreign currency to France. Whether the Fund will
impose this penalty remains to be seen. As yet (May 1948) no
official statement has come from the Fund although some indi-
vidual members have expressed their displeasure. The whole
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incident was unfortunate. It seems reasonable to believe that the
Fund would have approved all, or nearly all, of the devaluation of
the franc if given time to consider the matter. France has set a
bad precedent by failing to make use of the machinery which she
herself helped to create.

If the Fund’s holdings of one country’s currency are threatened
with exhaustion, it may request the member to lend currency to
the Fund or require it to sell currency to the Fund in exchange
for gold. In addition, if deemed necessary, it may proclaim this
a scarce currency which authorizes the other member nations to
impose exchange restrictions on the use of such currency during
the period of scarcity.

There is no question of any threat to the solvency of the Fund
since, when a member has bought the maximum amount of
foreign currency from the Fund, the Fund will hold an amount in
that country’s currency equal at current par value to double the
amount of foreign currency sold.

The success of the Fund in meeting the exchange problem will
probably depend mainly on two matters outside the Fund's own
jurisdiction: the removal or reduction of trade barriers other than
exchange restrictions, and the maintenance of a high level of em-
ployment in the larger countries. On the other hand, a free ex-
change market with fairly stable rates would contribute to the
solution of these other problems. Tariff reductions mean nothing
if they are immediately counteracted by exchange quotas or by
deliberately devalued exchange rates.

International Capital Movement and Foreign Investment

The type of foreign loan which results in the greatest advantage
both to the country which makes the loan and to the country that
receives it is a loan to improve the productive process in some
product which the borrowing country is best fitted to produce. A
good example of such an investment might be the building of a
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railroad in some Central American country which will lower the
cost of transportation of bananas to the seacoast. The saving in
cost will provide a means by which the Central American country
can pay the interest on the loan at no sacrifice to itself and may
very well be large enough to provide additional income above the
interest charges. The people in the United States, on the other
hand, will benefit by being able to obtain a greater quantity of
bananas at a lower price than before. It is not necessary, of course,
for the entire amount of the interest to be paid in bananas. Asa
result of the lower price, the Central American country may sell
more bananas to England and then use bills of exchange on Eng-
land as a means of interest payment. We may then use the Eng-
lish bills of exchange to obtain more good woolen cloth.

The type of foreign investment from which both the home and
the foreign country profit least is the setting up of foreign “branch
factories” behind a foreign tariff wall. Thus we put “protective”
tariffs on Canadian lumber and paper and mineral products. In
return, Canada puts a protective tariff on American automobiles.
In consequence, we find Canadian branches of American auto-
mobile companies established just across the river from Detroit in
Sarnia and Windsor, Ontario. Unit costs in the American fac-
tories are thus made higher than if the entire output were
produced in them and costs in the Canadian branch factories are
much higher because the smaller market does not permit full
utilization of mass production methods. Capital and labor both
in Canada and the United States are misdirected to less productive
uses as a result of the mutual tariff wall.8

Short-term foreign loans by a country which has an excess in-
flow of payments to a country which has a purely temporary (per-
haps a seasonal) deficit in its balance of payments may be a means

®1f Canadian tariffs on automobiles were repealed, there would still be assembly
plants in Canada but they would not be located so close to Detroit. They would be
spread out, as American assembly plants are, to take advantage of freight rates.
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of avoiding unnecessary fluctuations in exchange rates and prices.
Movements of capital from a country with a deficit balance of pay-
ments to a country with an excess inflow of payments are move-
ments in the “wrong direction,” usually representing a “flight of
capital.” Such movements can best be avoided by the discontinu-
ance by the deficit country of the inflationary policies which cause
the flight of capital. From the point of view of the country which
receives the “fleeing capital,” this is the type of payment about
which the strongest argument for ‘‘sterilization” can be made.
Since most of this capital will return to its own country as soon as
the “scare” passes, it cannot safely be used as a basis of expansion
by the country which gives it temporary custody.

The International Bank for Reconstruction and Development

We may very well ask two questions: “What was wrong with
long-term foreign lending between the two World Wars?”’ and
“How may the International Bank be expected to improve upon
this situation?” We might have phrased our first question,
“What was wrong with American long-term lending?” because
we made a majority of the loans and a still greater majority of the
mistakes.

We entered the first war a debtor nation and emerged as the
world’s largest creditor without any understanding of how the
government, the bankers, the investing public, or the general
public of a creditor nation should act. Under these circumstances
many mistakes were made:

(1) Many foreign loans were made for purposes which either
reduced, or did not enhance, the borrower’s capacity to repay the
loan (e.g., loans to governments to meet current expenses which
should have been met by taxation; loans to build public parks,
monuments to dictators, and other forms of public consumption.)
(2) Many bonds of foreign governments and corporations
(whether used for productive purposes or not) were sold to Amer-
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ican investors at an interest cost which made it difficult to service
the debt. (This interest cost was occasioned partly by the high
rate paid the investor and partly by the high commissions re-
ceived by the underwriters who sold the securities to the American
public, e.g., a $100 bond sold to an American may have carried a
nominal rate of interest of 89, but the underwriter charged a
109, commission for selling the bond. The borrower then re-
ceived only $90 for which he must pay $8 interest, the effective
rate to the borrower being 8.899,, plus the $10 premium. On a
10-year loan this would bring the rate of interest to about 109.

(3) Some of the loans failed to carry adequate provision for
periodic repayment of the principal. When misfortune occurred,
this found the debtor owing the full amount instead of the smaller
sum he would have owed had annual payments been made.

(4) The inter-Allied war debts, which probably should have
been “Lend Lease” as they were in World War 11, were linked to
German reparation payments (at least by the other Allies) and
were not repaid when reparations were no longer enforced.

(5) In a few cases political animosity against the then prevail-
ing United States foreign policy caused some nations to be reluc-
tant either to pay their debts or to enforce claims of debt against
their own citizens.

(6) On debts stated in dollars, the fall of the foreign exchange
rates greatly increased the debt burden of some countries and their
citizens in terms of their own money.

(7) Last, and most important, we failed to recognize that, in
the long run, the only way in which a creditor country can receive
even interest payments on its loans (to say nothing of principal
repayment) is by importing more goods and services than it ex-
ports. We increased our tariffs several times from 1919 to 1932
which made it more difficult for some countries to pay us and al-
most impossible for others.

The effect of many of these influences was held in abeyance dur-



INTERNATIONAL ECONOMIC POLICY 289

ing the 1920’s by the fact that new loans to foreigners and Ameri-
can direct investment abroad (building foreign branches of
American factories) was far in excess of the interest and principal
repayments on the older foreign loans. The effects began to be
felt immediately, however, when American foreign investment
was suddenly and drastically reduced. Figures for direct invest-
ment are not available, but foreign securities sold in America de-
clined from 1.8 billion dollars to 0.67 billion from 1927 to 1929.
Prior to 1929 the part of the proceeds of the loans which was spent
within the foreign countries (and not used to buy American
goods) was available as American foreign exchange for debt and
interest payments. After this, nothing but goods and gold (com-
paratively little gold) remained for payments.

In view of these circumstances, it is not surprising that there
were many defaults. Some individual investors lost heavily and
there were of course the partial defaults on the inter-Allied war
debts and the postwar loans to Germany. In spite of these de-
faults, the extremely unfavorable opinion of the average American
on foreign lending is not warranted by the facts of the experience.
Actually, from 1919 to 1939 repayments of principal and interest
exceeded the original amount lent on both public and private
foreign loans and investments. (The practically perfect record of
Canadian loans and investments accounts for a large part of this.)
Some individuals lost, but as a nation, we lost no principal. In-
stead we received a fraction of one percent interest, as well as re-
payment of the principal, on all loans and investments considered
as a total. Nevertheless, the bad impression remains. The
squeals of those who lost drowned out the contented grunts of
those who made large profits on their foreign investments.

The Need for a World Bank

If the standard of living of the world is to be improved, the large
undeveloped resources of the industrially backward countries

MEY: M.E.P.—19
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must be put to work and European productivity must be restored.
At first in the more fortunate countries, and later in others, in-
vestment outlets must be found to equal the high level of savings,
as reconversion is completed, if a high level of employment is to
be maintained. The Marshall Plan, not contemplated when the
bank was organized, will probably care for most reconstruction
needs. The development loans should not be made by the govern-
ments of individual countries if commercial imperialism is to be
avoided, even if the governments were willing to make such loans.
Private investors, frightened by the inter-war experience, are not
expected to supply the required amount of capital by unsecured
private investment. Even rates of interest exorbitant to the bor-
rower probably would not be high enough to induce lenders to
take the risk (real or imaginary) which they attribute to these
loans, because of the influence of the income tax. At 1947 income
tax rates, an American top bracket investor who made a foreign
loan or investment of $100,000 at 89, interest would net, after
paying taxes, only $495 or } of 1 percent more than he would
receive if he used the money to buy U.S. government bonds pay-
ing 2} percent. Even in the $50,000 to $60,000 income bracket,
the extra return on a $1,000 foreign bond on the same terms would
be only $13.75 or 1.4 percent. Thus on rates almost ruinous to
the borrower, the added yield to the investor, after taxes are paid,
is almost negligible as an inducement to assume greater risk. On
the other hand, if some form of guarantee against loss is given to
the investor, interest rates to the investor might be equal to those
on first grade industrial bonds, while interest charges to the for-
eign Borrower need be only slightly higher than this to cover the
small “inevitable” loss on a large number of diversified, well
selected loans.
Will the Bank Meet the Problem?

As far as possible the Bank has been designed to meet the dif-

ficulties we have outlined above and to avoid the previous mistakes
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in foreign lending. The member nations subscribe to the capital
of the Bank in roughly the same proportion as their contributions
to the International Monetary Fund. (Membership in the Bank
is required for a country or its citizens to obtain a loan, and mem-
bership in the Find is required for membership in the Bank.)

The lending procedure is as follows: The borrower must first
try to obtain the loan in the private capital market. If this cannot
be done on reasonable terms, the Bank, if it approves of the loan,
may offer to guarantee private subscriptions to the loan. If the
loan still cannot be floated, even with the guarantee, the Bank may
make direct loans either out of its own capital or from the proceeds
of the sale of its bonds.

Since all loans must be approved by a board made up of men
with financial experience in many different countries, unwise
loans may be kept to a minimum. Since all members will share
in the losses through defaults, the moral pressure against the de-
faulter should be greater than in the case where only one country,
or the private individuals of one country, is the lender.

On guaranteed loans, in addition to the approval of the board,
approval must be obtained from the country where the loan is
floated and from the country in whose currency the loan is made.

'On direct loans the Bank is unrestricted on those made from the
gold part of its capital, but where the loan is made from the cur-
rency contribution of a member to the Bank’s capital, consent of
that country is required. This provision, and the previous one,
should prevent disturbances in the balance of payments which
might “arise if the loan were used to buy capital goods in a third
country, or converted into currency of a third country without its
consent. .

Representation of a large number of countries on the board
should prevent the loans’ being made the basis of imperialistic
pressure, which some countries have been guilty of in the past.
Representation of debtor countries on the board should prevent
the inclusion of unwarrantedly harsh terms in the loan contract.
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On the other hand, the voting system, which gives majority con-
trol to the largest contributors seems sufficient to prevent domina-
tion of the board by debtors.

The Bank will accumulate a reserve against losses through the
interest received on loans made from its own capital and through
a commission charge of 1} percent both on guaranteed loans.and
on loans made with borrowed capital. Loans must be repaid in
the currency in which they were made, or if repaid in another
currency for convenience, payment must be equal in value to the
amount of the original currency at the time the loan was made.
This prevents repayment in depreciated currency.

On direct loans made either with its own or borrowed funds,
the bank may modify the payment terms for a period not to ex-
ceed three years. During this period, payments may be accepted
in the borrower’s currency provided the borrower agrees to allow
the bank to make use of this currency, to maintain its value in
terms of gold, and to repurchase it from the bank as soon as possi-
ble. This meets the situation which arose sometimes in the past,
where a country was able to raise taxes to meet its debt service but
was unable to obtain foreign exchange as a means of payment.
The new provisions may make repayment easier and more certain
than if taxes were forgone, or dissipated in expenditures, when' it
was impossible to buy foreign exchange with them to pay the debt.
In some such cases in the past, when the exchange position of the
country has finally improved, unpaid interest and principal have
accumulated to such an amount that to meet them out of current
taxes would seriously jeopardize the political fortunes of the party
in power, and perhaps even the economy of the debtor country.

The Bank Is Only a Bank

As far as the purely banking aspects are concerned, the Bank
seems to offer a good solution to the problems of international
lending and it seems designed to avoid most of the mistakes of
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bad banking and investment practice of the past. Assuming only
reasonably good management, it would appear that diversification
of loans and the Bank’s own earnings should be adequate to pre-
vent net capital losses arising from purely domestic conditions
within the borrower countries. That is, earnings should offset
occasional bad debts.

No bank, however, can meet the most important problem of
international lending. We must repeat that, in the long run, no
country can receive either interest or principal payments on its
loans unless it imports more goods and services than it exports.
If the countries which lend (either directly or through the Bank)
continue to impose new tariffs and trade barriers as goods start to
flow into them, payment of international debts will be impossible.

Reciprocal Trade Agreements

Although it contains some elements of bilateralism, the recipro-
cal trade agreements program represents the first attempt at a
return to sanity in Amecrican tariff policy in nearly twenty years.
Under the program, this country negotiates treatics with other
countries in which we give duty reductions on certain of their
products in return for duty reductions on some of our exports to
them.

Some curious features may be noted in the negotiation of these
treaties. We are already bound by “most favored nation” treaties
with many other countries whereby we are compelled to give them
the same duty reductions as we give to any country under the new
trade agreements. If we were not careful, each duty concession
which we gave under the new treaties might seriously impair our
bargaining power to negotiate other trade agreements with coun-
tries already on a “most favored nation” status. One way of
avoiding this which the negotiators have used is to grant conces-
sions on those products only of which the other country making
the agreement is the principal supplier to us. In negotiating the
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first British Trade Agreement, the Committee went even further
than this and introduced “price brackets” in order to avoid giving
the same concessions to Japan as we gave to England until Japan
was also willing to make an agreement with us. Thus the duty
was reduced on high-priced fishing rods, which England supplies,
and no duty reduction was made on low-priced fishing rods, which
came from Japan.

Protests Against the Trade Agreements

Each time the Trade Agreements Committee has a duty conces-
sion under considération, the domestic manufacturers in the indus-
try flock to Washington to protest against “‘the loss of invested
capital” which they say will result and the trade union leaders trot
dutifully along to protest against “the loss of jobs when American
factories shut down.” Let us consider the merit of these protests.

It is extremely unlikely that any real capital will be lost. Plant
and equipment will continue to be operated so long as the price
of the product is above marginal variable cost. Since few duties
constitute more than 50 percent of the selling price of the product,
it is extremely unlikely that even complete abolition of the duty
would reduce the price below the variable cost level. Stockhold-
ers would lose dividends and bondholders might lose some part of
their interest, but the plant would continue to be operated till it
wore out. The loss to stock- and bondholders is offset by the gain
to all consumers of the product. National income is not reduced,
it is merely distributed differently.

How about labor? If plants are operated till they wear out, this
will mean a period of ten or twenty years during which labor may
shift into the expanding export industries which increase output
as a result of tariff concessions gained from other countries. Mean-
while, the real income of all labor will be increasing as a result of
the lower prices resulting from each tariff concession.
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The results will follow even under the worst possible assump-
tion, that is, that all firms are forced out of the industry in the long
run as plant wears out. Far more likely, however, only the most.
inefficient firms will be forced out of competition and the others
will continue to operate indefinitely at somewhat reduced profits.

The Gain from Trade Agreements

The unthinking observer will attempt to measure the gain from
trade agreements solely in terms of increased exports. As a matter
of fact, we will gain both from increased exports and increased
imports; the greater gain will come through increased imports.
Imports should increase more than exports in order to add
to the real wealth and real income of the country. We are
now ‘“‘swapping” one $40 vacuum cleaner for about 100 pounds of
sugar. Perhaps, when we have more agreements, we may be able
to swap two vacuum cleaners for 250 pounds of sugar.

The International Trade Organization

As this is being written the representatives of the various nations
are meeting in Havana to agree upon a charter for the Interna-
tional Trade Organization under the sponsorship of the United
Nations. In addition to tariffs, the charter represents an attempt
to find an international solution to the problems presented by
many other forms of trade barriers. What terms can be agreed
upon that will be ratified by the participating nation$ remains to
be seen.

Meanwhile, a large number of nations met at Geneva in the
summer of 1947 and drafted a General Agreement on Tariffs and
Trade. In part this Geneva Agreement is an extension, on a
multilateral basis, of the reciprocal trade agreements program. It
also includes some of the features of the proposed I.T.O. charter.
The agreement is now in effect between the United States, the
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United Kingdom, France, the Benelux countries, Canada, Aus-
tralia and Cuba. Ten other countries must ratify for the agree-
ment to become effective with respect to them.

The general tendency at the present time seems to be toward a
healthy reduction of tariffs and trade barriers, although perhaps
not so rapidly as might be desired. The unfortunate exchange
position of many countries has forced the inclusion of “escape
clauses” in some agreements. It is to be hoped that the operations
of the Fund, the International Bank, and the Marshall Plan will
provide a more favorable climate in which further agreements can
be negotiated.

State Trading

One possibly serious threat to freer international trade is the
practice of state trading, that is, of the state acting as the sole im-
porter or exporter of a commodity. This has long been practiced
by Russia, but has recently been adopted by England with respect
to some few commodities. Arbitrary reduction of purchases by
the state importing agency would render tariff reductions and
removal of exchange restrictions practically mecaningless. Al-
though we now have a “sellers’ market” there is danger in the
future that state monopoly purchasing agencies may beat down
prices below those which would prevail in a competitive market.
Also, if the practice is applied to a large number of commodities,
the state, rather than the individual becomes the judge of what
imported products are to be consumed and what imported raw
materials and machines its industries are to use. While special
circumstances may be advanced as a partial justification, it is to
be hoped that the practice will be discontinued as rapidly as possi-
ble.



CHAPTER 13

Economic Planning in a Socialist State

HE PRESENT chapter is not an attempt to ‘“‘evaluate” socialism.
T It merely represents an effort to analyze the problems which
would confront a planning board trying to organize an economic
system based on socialist standard of welfare and conforming to
socialist principles. Any innuendos either in favor of or against
socialism are the reader’s own, and are not intentionally the au-
thor’s.

In recent years socialism has come to have almost as many dif-
ferent meanings as there are different individuals who attempt
to explain its doctrines. As a starting point for our purposes, the
best definition is the one given by Professor Pigou:! “A socialized
industry is one in which the material instruments of production
are owned by a public authority or voluntary association and
operated, not with a view to profit by sale to other people, but for
the direct service of those whom the authority or association repre-
sents. A socialized system is one the main part of whose produc-
tive resources are engaged in socialized industries:” Further,
Professor Pigou points out that while socialism abolishes profits
(in the sense of buying or hiring resources of production and sell-
ing the product at a price greater than cost), it need not abolish
the profit motive if the latter term is used simply as a synonym
for the motive monetary gain.

* Pigou, A. C., Socialism Versus Capitalism, p. 2, Macmillan & Co., Ltd., London,
1937. Reprinted by permission of the Macmillan Company.
297
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A planned society is not necessarily a socialist society.? A
scheme of central planning could be devised which would operate
to yield its greatest benefits to a small aristocracy, to all native
whites, to the leaders of a communist or fascist party, or to any
other controlling group. While in theory a socialist society might
get along without much central planning, operating simply as a
collection of individually socialized industries, most contemporary
socialists lay great stress on planning as an important feature of
such a society.

The concept of planning cannot be dissociated from the end or
purpose such planning is expected to achieve. The vaguer Uto-
pians tell us that such planning should be for the “common wel-
fare” and fail to give us any very definite standards of their con-
cept of this ambiguous term. It is possible, of course, to decide
the standards of common welfare upon the basis of a majority
vote. It is entirely within the realm of possibility, however, that
under such a system the voting of the majority (or of an effectively
organized voting minority) might result in as much, or nearly as
much, exploitation of minority groups as exists in our present
much-maligned system. Some more definite statements of the
socialist welfare formula have been: “From each according to his
ability, to each according to his need,” “Equal distribution of in-
come,” and recently the more sophisticated, “The most equal
distribution of income that is consistent with the greatest social
net product.” It is not our purpose here to question the wisdom
of these welfare concepts. We are more concerned with the prob-
lems of the Socialist Central Planning Board which is entrusted
with the task of effectuating them. .

The basic problems confronting such a board are: (1) How
much of each good shall be produced? (2) How are the re-
sources of production to be allocated for the production of these

2See Mackenzie, Findlay, Planned Society: Yesterday, Today, Tomorrow,
Prentice-Hall, Inc., New York, 1937.
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goods? (3) How can the efficiency of any given production unit
be measured? (4) How much of the resources of production
shall be devoted to the production of goods for present consump-
tion and how much to goods for future consumption (capital
goods)?

If equal, or nearly equal, incomes are to be established, the
present proportions in which goods are manufactured will hardly
be more than a point of departure from which the board may start
its calculations. Steam yachts, mink coats, and other articles of
“conspicuous consumption” would be definitely out of the picture
for home consumption. (It still might be desirable to produce
some of this type of goods for export if other countries are capital-
istic: caviar and sables are important articles of export from Rus-
sia.) In place of these goods there would need to be a tremendous
expansion in some of the more common articles of consumption.
How shall the various quantities of these goods be determined?

Assume that the board should happen to make a fairly good
statistical estimate of the total amount of each good required.
There is still the problem of distributing these goods. Rationing
does not seem to be an adequate solution for the problem. Of
some goods there would not even be one apiece to go around
(automobiles for example). Even for other goods which might
be more plentiful, rationing would not achieve the greatest possi-
ble satisfaction for each individual. One might prefer to have an
additional suit of clothes rather than more shirts and shoes, while
another would prefer to have more books or phonograph records.
Surely the Socialists who are so critical of inefficiency in our pres-
ent system would not ask to return to the crudities of barter to
correct the faults of rationing. It would seem that some sort of
money and price system would not only be more efficient but also,
through allowing greater freedom of choice, would result in a
greater total satisfaction. Goods that were scarce relative to the
demand for them could be priced high and other goods, of which
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there was a greater quantity available, could be priced low. The
buyers’ responses to these prices would then serve as a guide to ex-
pansion or contraction of production of various goods in subse-
quent periods. The chief criticism of capitalist price structure
from a welfare point of view is that it reflects differences in in-
comes as much as or more than it does differences in desire for the
product. With a more nearly equal distribution of income it
would seem that the prices which people were willing to pay
would be a fairly accurate indication of the desire for the product.
Even with a price system the problem is by no means simple.
In addition to the desire for each good, the price set should take
account of the social cost involved in its production. The social
cost of production of any unit of a good will be the amount of the
most valuable alternative product that could be produced with the
same resources. Since the socialist system is presumably ruling
out profits, equilibrium for an industry would be established at
the point where average revenue is equal to average social cost.
The magnitude of the task of the planning board is occasioned
both by the number of prices which must be set and by the fact
that these must be set with reference to each other, that is, there
must be a general equilibrium solution. Under capitalism the
individual firm is more or less able to accept the demand curve
for its product as given data (possibly to be altered by advertis-
ing); the cost elements are also given data for the vast majority of
firms. With our planning board, however, the prices which it
sets for all other products will be an important element in de-
termining the demand for any one product; the prices set for other
products will be the basis for imputing the value of labor and
capital used in their production. This value of labor and capital
will then, in turn, be the cost data upon which the output and
price of any single commodity must be adjusted. To solve the
problem at one fell swoop would require the solution of thousands
of simultaneous equations (possibly with the number of un-
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knowns exceeding the number of equations). Even if the social-
ized state were a static state, the ideal solution could be reached
only after a long process of trial and error. The Socialists, how-
ever, are insistent that socialism will not be a bar to technological
progress so that these problems must be solved not for a static, but
for a dynamic state. The solution to the pricing problem and the
balance between the production of different goods is admittedly
faulty under capitalism. There is little ground for arguing that
socialism would improve upon it. According to Professor Pigou,
“What is needed to improve on it, is not will, but knowledge.
The relevant knowledge is of a sort that we do not at present
possess, and the eventual winning of which is no more likely
under the one system than under the other.”?

Allocation of Resources

The allocation of resources is, of course, dependent upon the
decision of the relative quantities of goods to be produced. How-
ever, certain other problems are also present. The allocation of
labor possibly presents more difficulties than any other factor.
Workers may be allowed their own choice of occupation as far
as is practicable, but it is still extremely unlikely that the number
of workers who desired to enter any particular occupation would
exactly correspond to the required number. If equal wages are
to be the rule, excess numbers would have to be weeded out of the
overcrowded occupations by some arbitrary decree and workers
would have to be forced into the employments where there was a
deficient labor supply by similarly coercive means. It appears that
the only way to avoid such arbitrary action would be to pay higher
wages in the understaffed occupations and lower wages for those
in which the labor supply was in excess. Whether this would be
too much of a compromise with the doctrine of equal incomes is
still a matter for debate among Socialists.

8 Pigou, A. C., Socialism Versus Capitalism, p. 44.
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Certain occupations also require a much longer period of train-
ing than others. The state will have to decide which individuals
are to be selected for such training. For some occupations this
selection may be done much better under socialism than under
capitalism. Previous school records may be made the basis for
selection without the qualification of family wealth to cover the
expense of education whieh exists in capitalistic societies. There
is still bound to be a considerable margin of error, however; the
mere fact that a boy makes an “A” in beginning chemistry is no
positive proof that he will be a competent physician or surgeon.

The costs of training suggest an additional element in general
cost calculations. Those industries which are given highly trained
workers must be charged with the cost of training not only the
workers actually used but also a proper pro rata share of the cost
of training, or partial training, of other individuals who have been
“tried and found wanting.” If equal wages are to be paid to all
workers, those who are selected for higher technical training
should be paid, while they are studying in the technical school (in
addition to free tuition), a wage equal to that which they might
otherwise be earning. If higher wages are to be paid for the more
highly trained occupations, simply giving tuition and living ex-
penses during the training period may constitute an adequate
recompense and an adequate inducement. Regardless of which
system is used, the social cost of training (which, in addition to
the cost of running the school, consists of the loss of otherwise
possible productive services of students during the training period)
will be about the same.

Unless some such form of cost accounting is used to charge the
various industries with the cost of training workers assigned to
them, the calculations of the planning board are apt to fall into
serious error. Those industries which ordinarily employ a greater
proportion of skilled and trained men might easily be found to be
turning out a greater value product than are other industries em-
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ploying a similar number of less skilled workers. This might
lead to false judgments as to the relative efficiency of management
in the two types of industries. Worse still, it might lead the plan-
ning board to divert a greater amount of labor into the skilled
and trained occupations than would be warranted by a proper
balancing of properly calculated social cost and social product.
The allocation of resources other than labor may not be quite so
difficult (assuming that the problem of determining the right pro-
portions of consumers’ goods has been solved). The same price
may be charged for raw materials to all industries which use them
so that efficiency comparisons on this basis will not necessarily be
distorted. Other serious considerations are present, however. If
the industries are willing to take more than the present output at
the established price, should the output of the mines be expanded
to accommodate the demand, or should the price of the materials
be raised so as to exclude the least valuable uses? The decision
here rests on the relative merits of conservation of resources versus
present satisfaction of consumers’ wants. The price cannot be set
simply to cover the costs of extraction but must take some account
of the ‘“‘depletion” involved in using up exhaustible natural re-
sources. In the case of lumber the solution is fairly easy. The
“harvest” can be confined to mature timber and reforestation can
be practiced to assure a fairly even annual supply. In agriculture
the best soil conserving practices can be adopted and a price suf-
ficient to cover the costs of these practices may be sufficient to
guarantee against soil depletion. For irreplaceable mineral re-
sources the board has no such easy solution. Under capitalism
the scarcest of these resources are generally under a considerable
degree of monopolistic control. The element of monopoly profit
in their price has a considerable tendency to check what may -be
too rapid consumption. Under socialism the only check will be
the wisdom of the board in weighing the relative merits of the
claims of present and future generations to the use of the resources.
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Measurement of Efficiency

We have already mentioned some of the general problems of
efficiency measurement but there are some particular problems
which deserve special consideration. In the competitive parts
of a capitalist economy at least a rough method is provided in
the comparison of results of different firms which operate under
more or less similar conditions. Also, wherever competition is
effective there are strong tendencies toward increased efficiency,
regardless of whether or not any efforts are made to measure
efficiency. Competition for the best land tends to force it into
its most valuable uses (most valuable from a capitalistic viewpoint,
of course). Competition for the use of the most efficient laborers’
services may result in wages which are roughly proportional to
the differences in efficiency. Most important of all, the process
of bankruptcy is continually at work to weed out the least effi-
cient managers. It is one of the most pertinent criticisms of
monopoly that these forces either do not operate, or operate much
less strongly under monopoly than they do under competition.

In a socialist economy, although monopoly prices may perhaps
not be charged, each industry will constitute 2 monopoly from the
viewpoint of operation and management. It follows that if the
capacity of managers is to be measured so that the inefficient ones
may be removed and replaced, there must be some method of
measuring the potential productive capacity of the resources with
which they are supplied. A part of the problem with respect to
labor might be solved by the adoption of the piece—Work system
of wages whenever applicable. (In addition to the actual wage,
a system of family allowances might be made to give additional
compensation out of general state funds to workers with depend-
ents.) If some such system is not used, and in places where piece-
work is not applicable, some form of “‘accounting labor cost” must
be adopted which will charge the manager who is given highly
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efficient workers with a higher labor cost than the manager to
whom less efficient workers may be assigned. Much the same
principle applies to other resources. It would be obviously un-
fair to expect the manager of a collective farm in Montana to
produce the same yield of corn as is obtainable in Iowa or north-
ern Illinois. In accounting, some consideration must be given to
the element of economic rent even in a socialist economy.

Some form of reasonably accurate cost accounting must be de-
vised, not only to measure the efficiency of management but also.
to be used as a guide in the proper allocation of resources. There
are some jobs which are best adapted to take full advantage of
the most efficient workers’ capacities. In other jobs individual
differences in labor efficiency may be only a negligible factor in
affecting total output. Obviously, if greatest production is to be
achieved, the efficient workmen must be placed in those positions
where their superior efficiency will have the greatest opportunity
to affect the output.

Note that in the measurement of efficiency for the purpose of
allocation of resources, the relevant criterion must be economic
efficiency rather than mere technological efficiency. Thus a given
piece of land might be capable of producing a bale of cotton to
the acre as compared to a national average of only half a bale.
The same land might be capable of producing only 20 bushels of
corn to the acre as compared to a national average of 25 bushels.
If the national economy was in more pressing need for corn than
it was for cotton, however, it might be advisable to use this land
for corn rather than cotton.

A very serious problem of efficiency measurement presents itself
where one industry is producing semi-finished products which
are turned over to other industries for further fabrication or for
incorporation as parts in some other product. If the price set for
the semi-finished product is too high, the efficiency of the primary
producer will be made to appear greater than it actually is,

MEY: M.E.P.—20
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whereas the other industries which use the product will be made
to appear less efficient than they really are. If the price is set too
low, the comparison will be unfair in the opposite direction.

Balance Between Capital Goods and Consumers’ Goods

Our planning board will have several types of decisions to make
with respect to capital. It must decide whether the existing cap-
ital equipment is to be reduced, maintained, or expanded. Even
on that portion which represents maintenance, it must be decided
whether capital shall be apportioned among industries in the
same ratio as it has been in the past or whether the capital equip-
ment of some industries should be expanded and that of others
contracted. If it is decided to expand the total capital equipment
of the nation, the decision must be made as to how this equip-
ment is to be allocated among the old industries and what part
is to be devoted to the establishment of new industries, if any.
The rate of capital replacement must also be determined: Should
old machines be used until they are worn out or should they be
replaced by newer types of machines as fast new ones are in
vented?

Perhaps the best approach to these problems is to work from
the particular to the general. If the principle of social cost is
to be followed, each industry should be charged for the main-
tenance of the capital which it uses. Such a charge may prop-
erly be made a part of the price of the product. It does not
necessarily follow that maintenance charges must be used to re-
place capital in the particular industry; changes in “demand”
may indicate that capital in this particular industry should be
reduced while in some others it is being expanded. The main-
tenance charge is necessary in all industries, however, to pre-
vent an involuntary reduction in the total amount of capital
equipment of society and to keep a proper cost accounting basis.
If it should actually be decided that the total amount of capital



PLANNING IN A SOCIALIST STATE 307

in existence was too large, then the maintenance charges of all
industries could be reduced by a flat percentage representing the
desired amount of decrease.

In addition to the maintenance charges, some account must be
taken of the fact that labor and other resources, if not used to
make capital goods, could be used to make consumers’ goods by
more direct processes. This brings us back to the general ques-
tion of the desirability of present goods versus future goods, or in
other words, to the question of a social rate of interest. The
question here is whether this decision is to be made on an individ-
ual or a group basis. One method might be the dependence on
individual voluntary savings to provide capital. Such saving
might be induced by setting a rate of interest to be paid. Im-
mediately, however, we run into some difficulties. If socialism
prohibits inequalities of income due to inherited wealth, if it pro-
vides completely free public education, and if it reduces unemploy-
ment and cares for the aged and infirm, many of the motives for
saving which exist in a capitalist society will no longer be present.
Practically the only motive left for saving is that provided by the
interest rate itself, that is, by the prospect of the increased amount
of goods to be consumed by the same individual in the not-too-
distant future. It seems almost certain that, to induce any con-
siderable amount of saving, this rate would have to be extremely
high.

An interest rate does not solve the problem. It merely allows
individuals to save or not as they see fit and to govern their savings
by the amount of the interest rate as it appeals to them. The
decision is still up to the planning board. If it thinks that a large
accumulation of capital is desirable, it will set a high interest rate;
if not, it will set a low one.

It is not necessary for the socialist state to pay interest in order
to obtain capital equipment. (Strict Marxist theory regards in-
terest with horror as an “unjustified” return.) The state could
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simply assign workers and resources arbitrarily to the industries
producing capital goods. Payment of money wages to the work-
ers would enable them to buy their share of consumers’ goods in
competition with other workers. The net effect is a form of
“forced saving” quite similar to that resulting from the use of
created bank credit under capitalism.

Even though there is no such thing as a market rate of interest
in the socialist state, some concept closely similar to it is necessary
for figuring social cost and for the allocation of capital goods to
various industries. When any industry receives capital goods
(either for addition to total capital or for replacement), it means
that the community has had to go without the present consump-
tion of such consumers’ goods as might have been produced if the
labor and resources had not been used to make these capital goods.
Therefore, capital should be put to only those uses in which it can
yield a return in social value which will be sufficient to compensate
for the postponement of consumption as well as for the cost of pro-
duction of the capital goods. This conpensation for the post-
ponement of consumption is really a social rate of interest. Thus,
although the board does not pay a rate of interest, it is compelled
to charge one for proper accounting purposes. If saving is not
voluntary on the part of individuals, the state must operate on the
theory that the planning board is a better judge of the relative
merits of present versus future consumption than the people are
themselves.

Contrary to the opinion of many critics of socialism, there
appears to be more danger that arbitrary decisions of a planning
board will result in too-rapid expahsion of capital equipment
rather than that the expansion will be too slow. Engineers and
technical experts in the various industries will always be eager
to adopt new machinery which, by purely engineering standards,
is more efficient than the old machines with which they are work-
ing. The Russian experiment is ‘confirming evidence of this.
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Workers have been asked to “pull in their belts” for one Five Year
Plan after another in order to industrialize the country at what
most observers believe to be too rapid a rate.* (In part this was
due to the fear of not being able to obtain goods from capitalist
countries. In this the Russians displayed their ignorance of the
businessman’s psychology; a communist dollar sounds as sweet
to him when it is ringing in the cash register as any other-dollar.)
In order for new machinery to replace old machinery or to be
made as an addition to total capital, the net gain in value of prod-
uct added by the new machine must be sufficient to compensate
for the postponement of consumption as well as for the other costs
involved.

We still have not solved the problem of what should be the
amount of the social rate of interest. We have not found a proper
welfare standard for balancing the merits of present consumption
against future consumption. One possible method might be to
put the question to a popular vote, but this might easily lead to
too small an accumulation of capital. People might vote to feed
and clothe and house themselves well at the possible expense of
provision for future generations. This Socialist would, of course,
answer that the difference in human nature under socialism
would militate against this. This, however, is an argument which
the economist is not competent to answer.

*England’s chronic “dollar crisis” is perhaps the result of an attempt to expand
capital equipment and at the same time to raise the standard of living of the lower
third of the population.



CHAPTER 14

Economic Planning in a Totalitarian State

HE IMMEDIATE difficulty in discussing totalitarian planning
is to find a proper statement of its objectives so that the plan-
ning may be analyzed in the light of possible attainment of the de-
sired goals.! In all the pronouncements of the leaders of these
states we find the avowed aim of ‘“‘aggrandizement of the state” or
“welfare of the state”; for example, “nothing outside or above the
state, nothing against the state, everything within the state, every-
thing for the state.”? It is difficult for most of us, however, to
grasp a concept of the “welfare of the state” which is avowedly
different from ‘“general welfare” of the individuals who com-
pose the state. We know how hard it is to measure or even to de-
fine “general welfare” in the ordinary sense of the term; how much
more difficult, then, to frame a concept of the “welfare” of an
abstract creature called the state in whose advancement even the
identity of the individual is supposed to be lost.

A few possible explanations offer themselves. First, for the
vague concept of the “welfare of the state” we might substitute
“the development of the state as an efficient engine for waging
war.” Such a statement would hardly be inconsistent either with
the statements or the actions of Hitler and Mussolini. It might
be said further that such a concept involves the ability to wage a

' See Mackenzie, Findlay, Planned Socicty: Yesterday, Today, Tomorrow,
Ch. XXIII, Prentice-Hall, Inc., New York, 1937.

”Sztzuzrgzc:;5 M. Luigi, “The Totalitarian State,” Social Rescarch, May 1936,
pp. =499,
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war of aggression rather than the mere defense of the state. War-
fare, however, would seem to be antithesis of welfare, even for
this nebulous creature called the state. Even expenditures for de-
fense consume, rather than create, national wealth and are re-
garded by most people simply as a necessary evil. It seems to be
fairly well established also that no nation has made a net profit
on any territory acquired by war in recent years. The “bloodless
victories” of Germany over Austria and Czecho-Slovakia may
appear to be exceptions to this. Since it turned out to be neces-
sary to maintain a large military force to keep these countries sub-
jugated, however, Germany might have made more by trading
with these countries than by technically owning them.®

There is one peculiar psychological basis for a military “wel-
fare” concept: Some individuals may derive great pride in being
citizens of a powerful state which is respected or feared by other
nations. The theory behind this is that membership in a “glori-
ous” group is a compensation for an individual inferiority com-
plex. Much the same phenomenon can be observed in college
fraternity life and in supposedly more adult fraternal organiza-
tions. The individual who wastes the most time bragging about
his fraternity or his club is usually the onc with the fewest per-
sonal attributes of which he can be proud as an individual. We
cannot dismiss this attitude too lightly. The question is, though,
how many people are so constructed that the satisfaction of this
vanity will compensate for the lack of satisfaction of more ma-
terial wants? How much butter and bratwurst would the Ger-
man be willing to give up in exchange for bullets and bayonets?

There is also another angle to the military “welfare” concept.
Some individuals are so constructed mentally that they do not like
to make decisions for themselves. For these people, the regi-
mentation of their lives under an army type of discipline where

® The war did not last long enough to form a basis for judgment of the produc-
tivity of the slave-labor economy practiced by Germany in some occupied countries.
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most of the decisions are made for them, plus a reasonable amount
of security, may offer an attractive rather than an unattractive
mode of existence. Even though these people may recoil from
making decisions themselves, a considerable part of their happi-
ness will depend upori how well the central authority succeeds in
making decisions which are pleasing to them. Again we have the
question of what proportion of the population is of this mental
type. On the basis of these two aspects of military “welfare” we
have a curious paradox. The “all glorious state” is best adapted
to the welfare of a nation of weaklings and mental misfits.

Another possible explanation presents itself. The “welfare of
the state” may be simply a smoke screen to cover the exploitation
of the rest of the people for the benefit of a certain favored group
(the Nazi leadership in Germany, the Communist party members
in Russia). The fact that party membership is limited, although
all totalitarian states have one-party governments and will tolerate
no other parties, lends substance to this interpretation. The claim
of “acting in the best interests of the nation” is always considered
good political strategy in any country. It is, moreover, a compar-
atively easy process of reasoning for those in power to convince
themselves that what is good for them personally is good for the
nation as a whole. The chief difference between democracies and
dictatorships in this respect is that democracies provide a ready
means of “turning the rascals out” when the decisions resulting
from this form of mental astigmatism are in fact offensive to the
majority of the people.

A distinction must be drawn here between totalitarianism as
it exists in Russia and its recent manifestations in Italy and Ger-
many. Stalin claims repeatedly that the present techniques are
simply a temporary expedient designed to prepare the people and
the country for its ultimate goal of pure Marxist socialism. It is
somewhat difficult, however, to reconcile this claim with the
purges of the “Old Bolsheviks” whose principal offense is appar-
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ently a more strict adherence to Marxist doctrine than that prac-
ticed by the Communist party under the Stalin dictatorship. The
longer the change to a pure social democracy is delayed, however,
the less likely is the possibility that it will be achieved by anything
short of a revolutionary overthrow of the present leadership.
Fascist totalitarianism, on the other hand, makes the subjugation
of the individual to the state a matter of avowed and permanent
policy. Judged by actions rather than by avowed claims, the dif-
ference between the two forms is apparently steadily diminishing.
Fascism* started as the avowed protector of capitalism and private
property. The devices of exchange control, compulsory cartelli-
zdation, price-fixing, conscription of labor and similar measures
have, however, left little semblance of capitalism as it exists in a
free market and have meant much more impairment of the rights
of private property than most other countries have exercised even
in war time. Russia, on her side, starting from a strictly com-
munist ideology, has modified this with differential wages, various
forms of private property, and other characteristically capitalist
devices. We shall devote no further particular attention to Rus-
sia. To the extent that she tries to operate on socialist lines, the
preceding chapter gives an analysis for her problem. If she turns
towards fascism, as she may possibly do, the present chapter will
be more applicable.

We still have not settled upon a statement of the fascist objec-
tive. In spite of other interpretations which may be placed upon
both the words and actions of leaders in the fascist states, let us
consider as their objective “the development of the state as an
efficient engine for waging war.” We have the authority of Mus-
solini himself in considering this to be the fascist aim:

And above all, Fascism, the more it considers and observes the future
and the development of humanity quite apart from political considerations

¢The terms “fascism” and “fascist” as used in this chapter are intended to
designate the systems in both Italy and Germany prior to World War II.
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of the moment, believes neither in the possibility nor the utility of perpetual
peace. It thus repudiates the doctrine of Pacifism—born of a renunciation
of the struggle and an act of cowardice in the face of sacrifice. War alone
brings up to its highest tension all human energy and puts the stamp of
nobility upon the peoples who have the courage to meet it. All other trials
are substitutes, which never really put men into the position where they
have the great decision—the alternative of life or death. Thus a doctrine
which is founded upon this harmful postulate of peace is hostile to Fas-
cism. . . .

. . . But here again Fascism repudiates the conception of ‘economic’ hap-
piness, to be realized by Socialism and, as it were, at a given moment in
economic evolution to assure to everyone the maximum of well-being.
Fascism denies the materialist conception of happiness as a possibility, and
abandons it to its inventors, the economists of the first half of the nineteenth
century: that is to say, Fascism denies the validity of the equation, well-
being equals happiness, which would reduce men to the level of animals,
caring for one thing only—to be fat and well-fed—and would thus
degrade humanity to a purely physical existence.”

Judged as a system of preparing the state for war, the fascist
plan offers many advantages. The rigid discipline which prevails
during peacetime means that no very great change in govern-
mental controls will have to take place when a war actually oc-
curs. Giving preference to “essential industrics of war” in obtain-
ing labor and raw materials during peacetime tends to lessen the
shock and confusion to the economic and industrial system in
changing from a peacetime to a wartime basis. Roads, railroads
and other forms of transport are constructed and operated, not
with a view to maximum economic service in time of peace, but
rather with a view to maximum strategic importance in time of
war. The maintenance of a very large standing army plus a
trained reserve, together with carefully rehearsed mobilization
plans, allows the state to bring the maximum possible number of
men under arms in the minimum length of time.

" Benito Mussolini, “The Political and Social Doctrine of Fascism,” in Mackenzie,
Findlay, Planned Society: Yesterday, Today, Tomorrow, Prentice-Hall, Inc.,, New
York, 1937, pp. 803-805.



-PLANNING IN A TOTALITARIAN STATE 315

The technique of exchange controls plus subsidization of do-
mestic production in essential industries tends to make the fascist
state as nearly self-sufficient as national resources and national
genius in inventing substitute goods will permit. ~Another ad-
vantage must be conceded to the fascist economics of warfare. In
a free market the attempt to expand the production of munitions
by such great amounts would naturally lead to large increases in
wages and prices of raw materials for the munitions industries.
The fascist state is not troubled in this manner. It controls the
labor unions and forbids them to ask for wage increases. It may
set maximum prices on domestically produced raw materials. If
the raw materials are imported, it may prevent “‘nonessential” in-
dustries from bidding competitively for them by denying them
the necessary foreign exchange with which to make purchases.
If not enough labor offers itself at the fixed wage rates, the state
conscripts labor to work on desired military projects. Where the
state can command it does not have to induce.

Currency inflation (carefully concealed as far as possible by ex-
change controls), together with the ability to fix maximum prices
for certain goods, provides for a tremendous amount of what
might properly be called “extra-budgetary taxation”; or we might
call it “forced saving” for military purposes. If a free market
were maintained, the attempt to raise the necessary funds for mili-
tary expenditures by direct taxation might be sufficient to arouse
the open hostility of even so phlegmatic an individual as the aver-
age German. .

On the basis of the above considerations we must concede that
the fascist system is magnificently designed for preparation for
a “quick short war.” Even on the basis of war efficiency, particu-
larly if the war is to be a long one, we may raise some questions
concerning the efficacy of fascist organization. The wartime pro-
duction record of the democracies certainly does not suffer when
compared with that of Germany and Italy even when differences
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in resources are allowed for. There is no evidence that the mo-
rale of the fascists who had lived the “strenuous life” was any
higher than that of the trained British and American troops who
faced them. Possibly the greatest advantage of the fascist (as of
any other) dictatorship is the ability to strike without warning
while the democracies must vote to declare war.

We must now turn to an appraisal of fascism as a program for
peacetime economic planning. In spite of the lofty disdain which
Mussolini and Hitlet professed for the material things of life
(speaking themselves with full stomachs), the average Italian
and the average German were probably still concerned with the
standard of living which the regime gave to them. In judging
the ability of fascism to increase national wealth or national in-
come or to provide a higher peacetime standard of living, we may
be unfair to fascist leaders who specifically disavow such ends.
In deciding whether to adopt fascism for America, however, it
might be perfectly in order to postulate some such criteria. We
do not need to fight an offensive war; preparation for defense is
sufficient. Therefore, the question as far as we are concerned is:
What has the technique of fascist control to offer in the way of
solution for our peacetime cconomic problems?

At the very outset it must be conceded that a dictatorship is
much better adapted for comprehensive central planning than is
a constitutional democracy. The plan can be worked out as a
consistent whole and need not suffer the degree of compromise
which is necessary to get legislation adopted by a democratic
legislature. While the plan is in operation the only political com-
promises which need to be made are the minimum necessary to
prevent a revolution. Perhaps this means only the maintenance
of a sufficiently large police force, and keeping the police them-
selves contented. All this implies, however, is that the dictator-
ship has power, it is not implied that it has the requisite knowl-
edge to make the best plan or to administer it.
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The minute that we advocate departure from the judgments
of a free market in establishing economic values, we are postu-
lating that the central authority has a better knowledge of what is
best for the common welfare than have the people themselves.
We found in the preceding chapter some of the difficulties which
this entails. The Socialists are at least able to offer the claim that
unequal distribution tends to distort the pricing process. Fascism
is the avowed “protector of capitalism” and so cannot promise
equal incomes. Perhaps the fascist system aims simply to give us
a “better” distribution of income rather than equal incomes. If
so, what standards are there to determine how such income should
be apportioned?

Fascism has, of course, offered us no plan of income distribu-
tion. The only obvious policy along these lines has been the at-
tempt to ‘“‘preserve small business.” Planning for this purpose,
however, involves a negation, rather than an increase, of eco-
nomic efficiency. Insofar as small businesses are efficient, unless
they are actively hindered, they will survive by themselves or grow
into larger businesses which may be still more efficient. The re-
tention of inefficient small business may involve considerable
waste of national resources. The use of the cartel system for this
purpose, with fixed prices and production quotas, may prevent
the weeding-out of imefficient business firms even in industries
where the typical firm would continue to be small in a free mar-
ket. (On this basis, anti-chain store and resale price maintenance
legislation might be considered fascist measures.)

One of the achievements of fascism that has attracted widest at-
tention has been its apparent ability to reduce unemployment.
What are the reasons for this reduction? They are : (1) The
tremendous increase of expenditure for armaments and military
purposes. Thi§ reduces rather than increases national wealth.
(2) The maintenance of a large standing army. These men are
consuming rather than producing wealth. (Whatever useful
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work was performed by the WPA and CCC was a net gain as
contrasted with this, yet we counted them among the unem-
ployed.) (3) The prevention of imports through exchange con-
trols, resulting in great expansion of certain domestic industries
and particularly of domestic agriculture. This means the diver-
sion of labor into occupations where it is less efficient. (The
statement of Hitler that Germany must “‘export or die” was a
tacit admission of this.) The sum total of these measures simply
shows that Germany produced a smaller quantity of goods with
more labor than would have been the case if this labor were ef-
ficiently applied. She did not solve the unemployment problem;
in one sense she merely spread partial unemployment among all
workers. -

One other factor operates to reduce unemployment: Through
state control of trade-unions it is possible to prevent money wages
from rising with the cost of living, thus reducing real wages.
This last point offers food for thought for the American labor
movement. If American unions are unable to set wages at which
it is economically possible to hire most of their members, there
is some danger that “It can happen here.” Many students of the
problem are convinced that the rise of Hitler in Germany was
primarily a reaction against the too-rapid advance of the German
labor movement.

Another Viewpoint on Fascism

We have been under considerable difficulty in the analysis of
fascism, perhaps because fascism cannot be considered as an eco-
nomic system in the same sense as socialism or capitalism. In
one sense, fascism may be regarded merely as the extreme expres-
sion of economic nationalism. If this interpretation is accepted as
correct, then external rather than internal conditions were chiefly
responsible for the rise of fascism in Italy and Germany. The
Smoot-Hawley tariff in the United States, high tariffs and import
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quotas in France, high tariffs in the new countries created by the
Versailles Treaty, and the system of Empire Preference in the Brit-
ish Empire, deprived Germany and Italy of their most important
foreign markets. In consequence, they were forced to become
much more self-sufficient than would have been the case under
more intelligent economic conditions of international trade.
These two countries were not equipped with the natural resources
to practice self-sufficiency so as to achieve a standard of living ap-
propriate to a modern industrial nation. This may have been
part of the motivation for war. .

We were all at least mildly irked, if not put to some discomfort,
by our own wartime controls, so much so, that we relaxed them
perhaps too fast for smooth reconversion. Consider then a sys-
tem in which such controls are multiplied, more drastic, and a
permanent part of the peacetime economy. Such is life under
fascism for those who want it.



CHAPTER 15

Economic Planning in a Capiltalistic
Democracy

HE BEST approach to our problem is through a definition of
T capitalism. That of Professor Pigou' can hardly be im-
proved upon: “A capitalist industry is one in which the material
instruments of production are owned or hired by private persons
and are operated at their orders with a view to selling at a profit
the goods or services that they help to produce. A capitalist
economy, or capitalist system is one the main part of whose pro-
ductive resources is engaged in capitalist industries.”

Immediately some people will object that the very idea of cen-
tral planning is inconsistent with capitalism unless it becomes
fascist planning, and inconsistent with democracy unless it be-
comes socialist planning. This does not necessarily follow, al-
though the avoidance of these two horns of the dilemma must
necessarily limit the field within which planning may be consid-
ered both capitalistic and democratic. The avoidance of socialism
and fascism must be found both in the statement of the ends to
be achieved by planning and in the techniques for achieving those
ends.

We might choose as a statement for such ends, ““the elimination
or minimization of business cycle fluctuations,” or “the fullest

* Pigou, A. C., Socialism Versus Capitalism, p. 1, Macmillan & Co., Ltd., London,
1937. Reprinted by permission of the Macmillan Company.
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possible utilization of resources.” Note that we say nothing di-
rectly about welfare or the distribution of income. There can be
little doubt, however, that the attainment of these ends would in-
crease the material “well-being” of the nation. Also, success in
eliminating the business cycle and in keeping resources more fully
employed would undoubtedly increase the incomes of most of
the low-income groups. The relative share in national income
received by the lower income groups might very likely increase.
There can be little doubt that their absolute real income would be
greatly enhanced.

Most of the chapter will be devoted to a consideration of possi-
ble techniques although we might well precede this by a state-
ment of some general principles which these techniques must
follow if the “pitfalls” of fascism and socialism are to be avoided.
(1) Consumers must be considered to be the best judges of what
is best for their own individual welfare as expressed by their de-
mand for goods and services in a free market. Such choices may
be influenced by education or propaganda but they may not be
coerced, either by rationing of goods or by arbitrary control of
allocation of productive resources. (2),Some goods or services,
whose widespread or general consumption is considered to be
“socially desirable” by a democratic decision, may be provided
by the state either without charge or at prices lower than those
which would be charged by private industry. (These are really
“islands of socialism in a sea of capitalism.” If the jslands be-
come too numerous, we have a socialist continent with capitalist
lakes.)? (3) The amount of individual saving must be left to
the individual as influenced by the rate of interest and such other
personal considerations as may happen to determine his choice
between present and future consumption. ( 4) The direction of
investment (other than that made by the state) must be deter-
mined by the competition of various opportunities for profit to

2 Ibid., p. 10.
MEY: M.E.P.—21
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obtain the supply of available capital at prevailing interest rates.
This does not prevent the state from attempting to control either
the interest rate or the total quantity of money, or both, in an
attempt to equate the rate of investment with the rate of saving.
(If, however, the bulk of direct investment is made by the state
rather than by private individuals or private institutions, the so-
cialist islands again threaten to become a mainland.) (5) Com-
petition must be relied upon to establish prices as far as possible.
Where competition does not exist or is not practicable, price regu-
lation may be necessary. The goal of such price regulation must
be prevention of monopolistic restriction of output rather than
the elimination of profits.

We might summarize these points by saying that their general
implication is that the technique of planning should be along the
lines of “making capitalism work the way it is supposed to work.”
The primary function of the state thus becomes the determination
and enforcement of “the rules of the game.” The state becomes
an active participant itself only in those cases where the rules will
not work. We shall now attempt to discover what techniques of
planning are possible within these rather narrow limits.

Provision of Information

No scheme of planning, whether capitalist or other, can promise
much without adequate data on which to base decisions. While
tremendous improvements have been made in the amount and
quality of both government and private business statistics in the
past twenty years, we have only begun to scratch the surface in
accumulating data for the solution or even for the intelligent dis-
cussion of many economic problems. Many theories of the cause
of business cycles, for example, center around some phase of sav-
ing, investment, or the rate of capital goods production, yet the
available data permit only the rashest kind of wild guesses as to
quantitative changes in these factors. Even on unemployment,
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the reduction of which is one of the avowed ends of most plan-
ning schemes, our most adequate data up till now have been those
of censuses which are out of date by the time they are compiled
and published. As soon as various state unemployment insurance
plans came into operation, we had accurate monthly or weekly
information concerning the number of unemployed who are eligi-
ble for benefit payments. It still requires some inspired statistical
guessing to estimate total unemployment on the basis of this par-
tial sample. For banking, our best data include only reporting
member banks of the Fcderal Reserve System and do not cover
large numbers of nonmember state and private banks.

Even though nothing further were done in the way of planning,
the provision of more adequate information might enable indi-
vidual businesses and industries to plan their own operations
better. A few economists have even predicated a theory ot busi-
ness cycles upon errors in the decisions of businessmen which are
based on lack of information. Even though other economists dis-
pute this as a primary causal theory, they would doubtless agree
that the possession of better information might be an important
element in lessening the amplitude of business fluctuations. Ade-
quate information all along the line from primary producer to
ultimate consumer as to inventories and volume of sales should
help to prevent accumulation of such large excess inventories as
have existed in the past. Smaller excess inventories will tend both
to lessen the amount of price decline in depression and to shorten
the length of time which is necessary to reduce them. In addition
to this, if primary producers have adequate information that
dealers’ stock are getting low in relation to the volume of sales,
it may appear to be a safe procedure to increase production in
anticipation of increased sales. This practice would tend to bring
recovery earlier than might be expected in the ahsence of such
information.

Businessmen might bear this in mind when tempted to grumble
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about the work of filling out reports for the government. On its
part, the government might do well to accept the recommenda-
tions and to further the work of the Central Statistical Board to
avoid needless duplication in such reports. This might then be
made the basis of obtaining more information at the same cost
to the businessman and to the government.

Definition of the Fields of Various Types of Competition
and Monopoly

In place of the present half-enforcemen® or sporadic enforce-
ment, of the anti-trust laws, the government might formulate a
definite policy on the nature of competition or monopoly which
appears to be best suited to each industry. (See Chapter 8.)
Under the present unsettled policy, no large firm which is in a
dominant position in an industry can feel sure that it may expand
its capital equipment and its output without running afoul of the
anti-trust laws. New firms, on the other hand, may be deterred
from entering the industry through fear of possible expansion
on the part of the large firm. While such fears may be of negligi-
ble importance in times of prosperity and lax enforcement, they
may be a contributing element in deterring new capital invest-
ment in times of depression when it is most needed.

In a field such as this where there are so many conflicting inter-
ests, and where changes in technology may alter the entire nature
of an industry, no one would be so foolhardy as to suggest an ab-
solutely rigid plan, which would not be subject to alteration in the
light of experience. This does not mean, however, that this is a
question that can be dumped in the lap of some administrative
board trusted to act on its own discretion. Uncertainty as to the
probable decisions of such a board might be as great or greater
than present uncertainty as to the degree of lethargy in the Federal
Trade Commission and the Department of Justice and the uncer-
tainty as to the probable attitude of the courts. It would seem,
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.

nevertheless, that we should be able to formulate some statements
of general policy on this question which might be a much more
definite guide for business action than we now have. If a more
definite policy is not formulated, the request of businessmen that
plans for combination be approved or disapproved by the Depart-

ment of Justice before they are adopted does not seem to be un-
reasonable.

Definition of the Fields of Public and Private Enterprise

This is another question which is not strictly so much one of
planning as it is one of statement of policy. The production and
distribution of electric powér is the most conspicuous example of
the lack of such a policy at present. The obvious difficulty is the
lack of a definite majority political opinion on either side of the
question of public ownership. The advocates of public owner-
ship are not strong enough to force the general adoption of their
policy, while their opponents are not strong enough to prevent
piecemeal adoption. The unfortunate result is that neither public
nor private investment is as great as it might be, for an expanding
industry, if a definite policy were determined upon. It is idle to
hope that private interest will give up without a struggle, nor do
the advocates ot public ownership give any signs of relaxing their
efforts. A compromise might be effected, however, on the basis
of limitation of territory for each of the two forms of ownership.
Such a compromise need not be the permanent solution, but if it
is to be effective it must be for a sufficient length of time to permit
reasonably safe investment in durable capital equipment.

Co-ordination of Government Activities

Before a government can exercise much claim to wisdom in
planning for general business activity, it would seem reasonable
to expect that the various activities of the government itself should
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at least be designed so as not to work at cross purposes with each
other. The Treasury Department cannot have one monetary
policy and the Federal Reserve Board another. The State Depart-
ment cannot have one foreign trade policy and the Commerce
Department another. The Interior Department cannot have one
conservation policy and the Agriculture Department another.
This is not a criticism of these departments or agencies. They
must administer the laws which are given to them. The fault lies
in the passage of one piece of legislation after another with little
regard to the whole into which they are expected to fit.
Fundamentally, the difficulty lies in the problem of determining
what is in the interest of the nation asa whole and then in making
that interest .politically articulate. The only economic interest
‘which all of us have in common is that we are all consumers. As
such, we are obviously all benefited by a greater total output of
goods at lower prices. Unfortunately, each of us is more con-
cerned about his own individual income as a producer. A 10 per-
cent increase in my own wages or profits will more than offset a
20 percent increase in prices of any group of goods that comprises
anything less than half of my total expenditures. Consequently,
those of us who are faced with foreign competition, lobby for a
tariff on our product. Those of us who are small retailers, lobby
for anti-chain store laws. Those of us who are interested in
shipping, lobby for ship subsidies or for laws preferential to our
own ships. Those of us who are butter producers, lobby for a tax
on oleomargarine. Each of these types of legislation, and many
others, is a bit of governmental favoritism which benefits one
group as producers at the expense of all the rest of the nation as
consumers. If all measures of this sort were up for consideration
at one time and the effects of each of them on the prices we pay
were to be clearly shown, opposition might become active and
effective. Instead of this, the measures are introduced slowly over
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a period of time. The people who can see their direct interest in
them are active in bringing pressure on the legislature for their
passage. The rest of us sit idly by, perhaps not even realizing
that one chip after another is being whittled {rom our real in-
come. Later on, alter one measure after another has gone into
effect, we begin to wonder what makes “the high cost of living,”
why “the farmer receives so small a percent of the retail price of
his product,” and why “labor is unable to buy the goods which it
produces.” We have alrcady rcached the point where new special
benefits to certain groups of producers (to farmers, for example)
are advocated and enacted on the grounds of attempted remedy
for the inequities created by old special benefits. This system will
not work universally. More of these special benefits tend to divert
labor and capital into industries where they arc less efficient than
if they were allocated in an unsubsidized market. So long as
resources are continued in employment in these less productive
uses, total national real income must be less than the possible maxi-
mum. The only real remedy is the removal of the special benefits
so that resources may be put to better uses. Short of this, “equal-
ity” can only be achieved by making everyone take an equal loss as
his share of the reduced national income caused by misdirection of
resources through tariffs and subsidies.

It may be objected that the removal of special privilege is an
extremely difficult political feat. Granted. If we cannot accom-
plish this task, however, it would seem to be idle to talk of eco-
nomic planning in a capitalist democracy. Any system of plan-
ning which contemplates the continuance permanently of special
political privileges is not likely to stop short of fascism unless it
happens to be overthrown by social revolution. The inefficient
producer, who is protected in his inefficiency by a tariff or sub-
sidy, is in a rather poor position to point the finger of scorn at the
inefficiency of socialism.
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Monetary Planning

This is one field in which at least a policy, if not planning itself,
is practically forced upon us.* Paradoxically, if we judge by re-
sults, even the absence of a policy is itself a policy; that is, if the
government exercises no control over the quantity of bank credit,
it is really following the policy of leaving control of the effective
quantity of money to the discretion of the banks themselves.

So pervasive is the influence of money upon all forms of eco-
nomic activity that a successful solution of the monetary problem
might obviate the necessity for the more elaborate and detailed
schemes of planning in many other fields. If we could manage
money properly, we could probably eliminate the business cycle
with the least possible amount of “government interference in
business.”

A statement of the goal for monetary policy is much easier to
make than a statement of the means for its attainment. We may
develop standards for a monetary policy by considering the situa-
tion which exists in a barter economy, where the supply of any
one commodity constitutes a demand for all other commodities.
Under barter I cannot sell (swap) the goods which I possess with-
out taking my payment in other goods. Thus, such a thing as
general overproduction is impossible. There may be too great
a quantity of one good and not enough of another, so that one
product may have a low exchange value in terms of the other, but
people with the scarce goods cannot dispose of them without tak-
ing the other goods in exchange.

One concept of a “perfect” monetary system is that it should
leave the above situation unchanged. In other words, money
should be so managed that the only cause for changes in the prices

"Henry C. Simons, “Rules_vs. Authorities in Monetary Policy,” in Mackenzie,
Findlay, Planned Socicty: Vesterday, Today, Tomorromw, p. 463, Prentice-Hall,
Inc., New York, 1937.



PLANNING IN CAPITALISTIC DEMOCRACY 329

of goods will be changes in their relative production and changes
in desire or taste for them. Money itself should exert no inde-
pendent influence upon prices. Professor Hayek and other econ-
omists call this the concept of neutral money.

As Sur economic system is organized, changes in the quantity
of money cause changes in the relative prices of different goods
because we do not all have the quantity of money in our pockets,
or in our bank accounts, changed at the same time and in the same
proportion.* Monetary changes make their effects felt first at one
point in the system and later on at other points. If the prices
which constitute selling prices for any business firm rise faster as
a result of an increase in money circulation than the prices which
constitute its costs, that firm will be motivated to expand its out-
put. To do this, it will borrow from a banking system which
creates money for the firm to use in the form of a credit to the
firm's checking account. This new money will help to increase
prices elsewhere. As long as there are unemployed labor and
resources, selling prices for many firms will tend to rise more
rapidly than costs. When resources become more fully employed,
costs will tend to catch up with selling prices. Meanwhile, the
capital goods industries will have expanded output, not because
there 1s an increased demand for capital goods due to increased
saving but rather because of the fact that other firms are trying
to take advantage of an increased monetary demand for their
goods. As soon as the money increase stops, demand for capital
goods will fall off immediately. As workers are discharged from
capital goods industries, demand for consumers’ goods will de-
crease. As bank loans are repaid and not renewed, demand in
terms of money for other goods will decrease and we are in a
“vicious spiral of deflation.” '

To prevent this whole process by monetary control, we would

¢ Meyers. Albert L., Elements of Modern Economics, Third Edition, Chs. 21 and
22, Prentice-Hall, Inc., New York, 1948,
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have to keep the effective quantity of money constant. Another
way to express this is to say that we must keep the amount of
money equal to the “money work to be done.” In any period, the
amount of money which can be used for making payments is the
quantity of total cash and bank credit in existence, multiphed by
its average velocity of circulation (the average number of times it
changes hands). The “money work to be done” consists of the
total amount of payments which must be made. This work
would be increased, for example, if a farmer, who had previously
paid his hired men in farm produce, now started to pay them in
cash. It would be decreased if one firm, which formerly bought
materials from another, should merge with the other firm.

At present we have only roughly accurate estimates of the
quantity of money and still rougher estimates of the velocity of
circulation. Concerning the “money work to be done,” it might
be difficult even to hazard a guess as to the direction in which it
is changing. Perfectly neutral money, therefore, is practically an
impossible achievement.

While perfect control may be an impossibility, we may easily
prevent the amount of expansion and contraction which we have
at present. One step toward this would be to require the banks to
maintain a 100 percent reserve ratio against demand deposits. In
other words, the banks would not be allowed to create money on
their own account, but would be reduced to the status of middle-
men who would collect cash savings and lend them out again.
To be effective, however, this might have to be supplemented by
measures designed to prevent the creation of other money sub-
stitutes by business firms themselves. _

Less drastic but perhaps less effective controls may be found in
the full use of the powers of the Federal Reserve Board, plus varia-
tions in government fiscal policy with respect to taxation and
borrowing. ( See Chapter 4.) Even this would seem to require
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that all banks be compelled to become members of the Federal
Reserve System.
Conclusion
The difficulties which we have found in connection with all
forms of planning are mostly traceable to deficiencies in our
knowledge. Whatever may happen to be our political, social,
or economic philosophy, we are challenged with the necessity of
improving upon it. As yet no one has all the answers. There is
plenty of room for you to contribute.
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taxes on, 56
“Cradle to the grave” program, 11
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Craft unions:
functions of, 209
limitations of, 209-211
Credit (See also Borrowing and Debt) :
short-term, farmers, 139
sources of government, 62-67
Crippled children, grants to states for,
262
Crop rotation, 122
Crops, withholding from market, 146
Cross hauling, 187
elimination of, 179
Cumberland Road, 86
Cumulative preferred stock, 165-166
Currency inflation, effects of, 315
Cyclical borrowing policy, 78
Czecho-Slovakia and Fascist economy,
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D

Death, compensation for, 247
Debenture bonds, 168
Debt :
funded, 61
problems of farm, 131-135
unfunded, 60-61
Decreasing cost, industries operating un-
der, 51
Deeds, registration, distinguished from
tax, 22
Deficit spending, 30
Deficits :
budget, 14-15, 60
causes of, 14-15
Definitions, establishment of standard, 6
Deflation, vicious spiral of, 329

Delaware, Lackawanna and Western
Rail-road, 90
Demand :
acceleration of derived, 76
curve, 42

deposits, reserve ratio, 330
Democracy, economic planning in, 320-
331
Department of Justice:
approval of combinations by, 324
functions of, 203
Dependent children, grants to states for,
262

Deposits, reserve ratio against demand,
330

Depreciation :

concealment of earnings by excessive,

173

equipment, 169

farm machinery, 126

plant, 169
Depression :

government spending to relieve, 66-67

vertical combination susceptible to, 186
Devaluation, dollar, 137
Dictatorships, taxation of businesses, 29
Diesel-engined barges, 89
Diffusion theory of taxation, 23
Directors :

corporate boards of, 170

“*dummy”, 170

honorary, 170
Disability, compensation for, 246-247
Discrimination :

commodity, 101-102

freight rate, 99-106

local, 102-105, 111

passenger, 106-107

perfect, 100

personal, 105-106, 111

price, defined, 99

public policy on rate, 107-110

unfair trade practice of, 199
Disputes, jurisdictional, 210, 212
Dividends :

cumulative, 165-166

noncumulative, 165-166
Division of labor, economics of, 175-176
Dollar, devaluation of, 137
“Domestic commodities,” 269
Domestic price stabilization :

exchange stabilization plus, 278-281

exchange stabilization without, 277
Domestic servants, exemption from So-

cial Security Act, 257

“Dummy” directors, 170
Duopoly :

field of, 202

railroads, 108
DuPont Company, “pilot plant” of, 171
Duties, import, 26-27

Earnings (See also Income and Profit) :
excessive depreciation to conceal, 173
falsification of, 173
juggling of, 172
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Economic institutjons, development of, 5
Economic Nationalism, 266-267, 315
Economic planning :
in capitalistic democracy, 320-331
in socialist state, 297-309
in Soviet, 2-3, 312-313
in totalitarian state, 310-319
Economic rent, tax upon, 53
Economics :
government’s role in, 1-13
international policy, 264-296
role of, 1-4
state’s role in, 1-13
welfare, 310-312
Economic theory of taxation, 23-25
Economist, role of, 1
Educational institutions, exemption from
Social Security- Act of, 258
Employees, hazards in eliminating dupli-
cate, 182
Employer, negligence of, 245
Employment :
multiplier, 76-78
primary, 77
risks of, 245
secondary, 77
taxes, effect on, 56
England (see¢ United Kingdom)
Enke, S., and Salera V., International
Economics, 264
Equipment :
depreciation of, 169
maintenance of, 96, 169
Erie Railroad, 104
European railroads, passenger fare dis-
crimination on, 106
Excess capacity, dilemma of, 186
Exchange:
foreign, rationing, 271
“rationing” foreign, 271
restrictions, 315
stabilization of, 277
Excursion rates, 107
Exemptions, income tax, 19-20, 24
Expenses, selling, elimination of, 180
Experimentation, ability to conduct, 177
“Export points,” 269
Export subsidies, increasing farm in-
come by, 140-142
Express, transportation by, 92
Extravagance, government, 23

F

Factory Inspection Laws, 250
“Fair rate of return,” 113
“Fair” wages, 239-242
False advertising, penalties for, 200
False statements, penalties for, 11
Falsification of earnings, 173
Farm, movement back to, 152-153
Farm acreage, reduction of, 146-147
Farm debt:
competition and, 138-139
inflation as remedy for, 135-138
problems of, 131-135
Farmers:
ability to forecast, 139
bankruptcies, 136
effect of labor unions on, 120
short-term credit, 139
tariff inequities against, 120
Farm income:
capitalization of, 131
ever-normal granary program for in-
creased, 148-150
export subsidies as source of, 140-142
increasing, 139-152
relief purchases as source of, 142-144
Farm lands:
abandonment of, 129-131.
capital, value of, 136
cultivation of new, 129-131
foreclosures, 136
government loans, 132
loans on, 132
mortgage of, 129, 136
repayment, 138
sociological considerations, 135
taxes on, 17 .
Farm machinery :
depreciation of, 126
interest charges on, 126
Farm mortgage debt, 136-137
Farm prices, production responses to,
122-129 -
Farm products:
acreage changes and 123-125
carryover of surplus, 148
relief and acceptance basis of purchas-
ing surplus, 143
relief purchases of surplus, 142-144
Farm valuation, problems of 131-135
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Fascism (Sce also Italy):
analysis of, 310-319
defined, 313
economic nationalism compared with,
315
military strength of, 314
Featherbed rules, 116
Federal grades, establishment of, 11
Federal personal income taxes, 16, 24
Federal Reserve Banks, open market
operations of, 62, 63-65
Federal Reserve Board, powers of, 326,
330-331
Federal Reserve System, compulsory
membership, proposal for, 330-331
Federal Surplus Commodities Corpora-
tion, 137
Federal Trade Commission, 199-201, 324
Fees, taxes, distinguished, 22
Fellow servant doctrine, 245
Financial institutions, government bond
purchases by, 62, 64-65
Five-Year Plans, Soviet, 3, 309
Fixed charges, railroad, 96
Fixed cost, taxes as, 36-37, 47-49
Flat taxes, 17
Foreclosures, 136, 168
Foreign exchange:
rationing, 271
restrictions, 315
stabilization of, 272-281
Forecign investments, 285-287
curtailment, 289
France, import quotas in, 318-319
Franchises, rights under, 9
Freight locomotives, improvement of, 87
Freight rates:
conditions for high, 98-99
discrimination. in, 99-106
Freight traffic, trend of, 92
Full employment policy, 12
Funded debts, government, 61
Funeral expenses, compensation for, 247

G

Gasoline taxes, 21

General Agreement on Tariffs and
Trade, 295

General Electric, 212

General Electric Laboratories, 177

General Motors, 212

General Motors sales agencies, 182
General partnership:
characteristics of, 156-158
limitations of, 156-157
German cartels, 192, 313
Germany (See also Hitler; Nazi econo-
mic policies) :
Austria united with, 311
Czecho-Slovakia seized by, 311
markets lost by, 318-319
military strength of, 314
G.I. Bill of Rights, 232
Gordon, Robert, on corporate manage-
ment, 171
Gould, Jay, 104
Government :
activities co-ordinated, 325-327
bonds: N
commercial bank purchases of, 62,
63, 65
corporate holdings of, 62, 63-65
Federal Reserve purchases of, 62,
63-65
financial institutions as purchasers
of, 62, 64-65
individual purchasers of, 62, 65
insurance companies as purchasers
of, 62, 64
investment trusts as purchasers of,
62, 64
market for, 60-67
redemption of, 61
refunding, 61
borrowing, 60-83
monetary circulation increased by,
62
sources of, 62-67
budget, 14-15
business ownership and, 163
debt (See Borrowing and Debt)
deficit spending, 30
definitions established by, 6
economic policy and, 1-13
employees, exemption from Social
Security Act of, 257
establishment of monopolies by, 8-11
Exchange Stabilization Fund, 278-
281
extravagance, 23
investment to prevent secular stag-
nation, 78-80
loans on farms, 132
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Government (Cont.) :
“make-work” projects, 82
ownership, 8, 116-118
regulatory function of, 6-8
stability of income, 25-27
Grades :
establishment of, 11
stamping of, 146
Graduated income tax, 16, 18
Grain, shipment of, 89
Granger Movement, 111
Grants, Social Security, 261-262
Great Britain (See United Kingdom)
Great Northern combination case, 197

Haberler, Gottfried, Principles of Inter-
national Trade, 264
Haberler, Prof., report on capital forma-
tion, 79
Hansen, A. H.:
on employment, 12
on national savings, 78, 82
Hayek, F. A., on neutral money, 329
Hazardous occupations, 249-250
Hitler (See also Germany; Nazi eco-
nomic policies), 310-319
Honorary directors, 170
Horizontal combination :
capacity economically utilized in, 181
duplicate costs eliminated in, 180
duplicate selling expenses eliminated
in, 180
economies of, 179-181
elimination of cross-hauling in, 179
hazards of eliminating duplicate em-
ployees in, 182
limitations of, 181-183
Hospitalization, coverage of, 246

Idle capacity, dilemma, 186
Import :
duties, 26-27
quotas, 271
“Import points,” 269
Income (See also Net income; Profit) :
capitalization of farm, 131
increasing farm, 139-152
multiplier, 67-74, 81
national, 232
primary, 70

Income (Cont.):
secondary, 70, 74, 81
stability of government, 25-27
taxes:
exemptions from, 19-20, 24
Federal personal, 16, 24
fluctuation of, 27
graduated, 16, 18
percentage basis of, 16, 18
personal, 54-55
“Income propagation period,”" 70
Index, farm prices, 136
India, caste systems of, 4
Indirect taxes, 23, 25
Industrial accidents, provision for, 245
Industrial unionism :
aims of, 211-212
limitations of, 212-215
Industrics, capitalist, 320
Infant care, grants to states for, 262
Inflation :
bond prices during, 169
currency, 315
farm relief by, 135-138
investment policy before, 66
taxes, effect on, 57, 80
Insect pests, control of, 122
“Inside information,” misuse of, 172-173
Institutions, economic, S
Insurance:
old-age, 259
unemployment
insurance)
Insurance companies :
government bond purchases by, 62, 64
mutual, 248
stock, 248 )
Insurance fund, maintenance of own, 248
Integration, monopoly as stimulation to,

(Sce  Unemployment

Interest charges, railroad, 96
Interest on farm machinery, 126
Interlocking directorates, 197
International Bank for Reconstruction
and Development, 264, 287-296
lending procedure, 291
need for, 289-293
success of, 290-292
International capital movements, 285-287
“International commodities,” 269
International economic policy, 264-296
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International Monetary Fund, 264, 283-
285, 291
International trade, advantages of, 84
International Trade Organization, 264,
295-296
International Wheat Agreement, 264
Interstate Commerce Commission :
merger plans subject to approval of,
114
powers of, 95, 111-113, 117
Inventions, patents on, 9
Inventories, reduction of, 185
“Investment multiplier”:
defects of, 74-76
theory of, 67-74
Investments:
discouragement of private, 75
factors increasing opportunity for, 78
foreign, 285-287
foreign, curtailment, 289
private versus public, 74-75, 81-82
risk of, 18-20
secular stagnation prevented by gov-
ernment, 78-80
taxes, effect on, 57
tax exemption privileges on, 18-20
Investment trusts, government bond pur-
chases by, 62, 64
Iron ore, transportation of, 88-89
Irrigation facilities, 123
Italy (Sece also Fascism) :
markets lost by, 318-319

J

Joint stock company, 160
Jurisdictional disputes, 210, 212

K

Kahn, R. F., on employment, 76
Kessler, W. C., “The New German
Cartel Legislation,” 192
Keynes, J. M.:
on employment, 12
on high level of savings, 237
The General Theory of Employment,
Interest, and Money, 70
Keynes-Hansen School, 12
Keynes multiplier theory, 67-79
Kutznets, S., National Product Since
1869, 232

L

Labels, government protection of, 11
Labor :
division of, 175-176
economy on use of, 114
hours of, 217-219
mobility of, 84
problems of organized, 207-223
Soviet conscription of, 313
transportation facilities and, 84
unions, 120
Laboratories :
General Electric, 177
Westinghouse, 177
Labor Management Relations Act of
1948, 223
Laissez-faire, 3
Large-scale business organizations:
economies of, 195
inflexibility of, 178
managerial defects of, 178-179
susceptibility to business cycle of, 178
Laws, “public welfare,” 7
“Lend-Lease,” 288
Licenses, 9
License tags, 21
Limited partnership, 158
Lobbyists, 170
Locomotives, improvement of, 87

MacAdam, road engineering of, 86
Machinery, specialized, economies of, 176
Machlup, Fritz:
on “cost of service rendered,” 95
“Period .Analvsis and the Multiplicr
Doctrine,” 70
Mackenzie, F., Planned Society: Yester-
day, Today, Tomorrow, 4, 298,
310
Mairitenance :
equipment, 96, 169
plant, 169
“Make-work” projects, 82, 263
Malingering, 246
Management :
corporate, 170-174
expert, ability to hire, 176
large-scale, limitations of, 178-179
Manor, medieval, agricultural life on, 4
Manufacturing processes, co-ordination
of, 184
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Marginal :
costs, 39-41, 49, 95-96
propensity to consume, 67
Marketing agreements, 144-146
Marketing Agreements Act of 1938, 145
Marshall, Chief Justice, quoted on taxes,
Marshall Plan, 290, 296
Marxist socialism, 312
Marxist theory, 307
Massachusetts Institute of Technology,
177
Massachusetts trusts, 162
Medical expense, compensation for, 246
Metcalf, road engineering of, 86
Meyers, A. L., Elements of Modern
Economics, 95, 112, 169 176, 179,
210, 273, 277, 329
Middle Ages, road building during, 85
Milk, transportation of, 101-102
Minority stockholders of a corporation,
rights of, 171
Money :
neutral, 329
quantity theory of, 329-330
Monetary planning, capitalistic demo-
cracy, 328-331
Monopolistic competition :
field of, 198-199, 36, 46-47, 203
government-fostered, 201
railroad, 108
taxes under, 36, 46-47
Monopoly :
as stimulus to integration, 188
establishment of, 8-11
field of, 202, 204"
lack of competitive stimulation on, 189
limitations of, 189-190
natural, 8-9
perfect :
cconomies of 187-189, 203
tax incidence on, 46
prices, 181, 183-184
profits, 36
public policy on, 201
railroad, 108
taxes under, 36
types of, 324-325
union wages, 224-243
unregulated, 201
wages and profits, 227

Monopsony, taxes under, 35
Mortgage bonds:
chattel, 168
real estate, 168
security of, 167
Mortgage debt, competition and farm,
138-139
Mortgages :
farm lands, 129, 136
foreclosures, 136
sociological considerations, 135
repayment, 138
“Most favored nation,” 293
Mothers' pensions, grants to states for,
262
Motor truck transportation, 86-87, 92,
115, 117
Multiplier, employment, 76-78
Multiplier theory:
defects of, 74-76
Keynes, 67-79
Murray bill, 12
Musgrave, R., on taxes and inflation, 31
Mussolini (Sec also Fascism; Italy):
economic policies of, 310-319
“The Political and Social Doctrine of
Fascism,” 314
Mutual insurance companies, 248

Nash-Kelvinator, 212
National income, 232, 265
Nationalism, economic, 266-267, 315
National Labor Relations Board, powers
of, 222-223
National wealth, 265
Natural monopolies, ownership of, 8-9
Nazi economic policies, 310-319
Negligence :
doctrine of contributory, 245
employer's, 245
Net income (See also Income; Profit) :
farm, capitalization of, 131
tax as percent of, 45-46, 51
New York Central Railroad, 90
New York, Ontario & Western Rail-
road, 90
Norfolk & Western Railroad, 90
Northern Pacific Railroad, attempt to
combine, 197
Northern Securities case, 197
Notes, short-term, 60-61
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o

Oats, average yields of, 128
Obsolescence, excessive allowance for,
173

Old-age insurance, 259
Old-age pensions, 11
Oleomargarine, 326
Oligopoly :

field of, 202

government-fostered, 201

prices, 187

railroad, 108

taxes under, 35
Oligopsony, taxes under, 35
Open market operations, Federal Re-

serve Bank, 62-65
Organization, large-scale, limitations of,
178-179

Organized labor, problems of, 207-223
Orphans, compensation for, 247
Overcapitalization, railroad, 114
Ownership:

government, 8, 111-113

public, 8, 116-118

P

Panama Canal, 89
Parity :

purchasing power, 269-272

defined, 271

Parity prices and income, 150
Partners:

duties, 158

liability, 157
Partnerships, 156-160

advantages, 158

agreement, 157

defined, 156

disadvantages, 159

general, 156-158

limitations of, 156-157

limited, 158
Passenger fare discrimination. 106-107
Passenger locomotives, improvement of,

87

Passenger traffic, trend of, 92
Patents, 243

infringement suits, 199

monopoly fostered by, 201

rights, 9
Pay-as-you-go taxes, 31
Payroll taxes, 56, 63, 252, 255-257, 260
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Peace Bridge, 270
Pension funds, government bond pur-
chases for, 63
Pensions :
grants to states for mothers’, 261-262
old-age, 259-260
Perlman, Selig, A Theory of the Labor
Movement, 208
Personal income, taxes on, 54-55
Personal property, taxes on, 54-55
Pigou, A. C.:
Economics of Welfare, 108
Socialism I”ersus Capitalism, 297, 301,
320
Planned society, 298
Plant:
depreciation, 169
maintenance, 169

" Poll tax, 16

Pools :
selling, 192, 195
territory, 191
“Poor laws,” 44
Population, demand for capital related
to growth of, 78
Potato crops, 128
Preferred stock:
characteristics of, 165-167
cumulative, 165-166
noncumulative, 165
preference as to assets, 166
preferences of, 165-167
Pressure politics, 170
Price agreements:
advantages of, 195-197
business stability under, 196
limitations of, 194-195
small concerns favored by, 196
types of, 190-194

" Price discrimination, defined, 99

Price-fixing, Soviet, 315

Prices :
agricultural production responses to,
122-129
and quota agreements, 191
changes in relative, 329
cutting, 199-200
farm, 136
foreign, translation of, 269
index farm, 136
monopoly, 187
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Prices (Cont.) :
oligopoly, 187
parity and income, 150
reflation of, 281
rigidity of monopoly, 189
stability versus exchange
272-277
taxes, effect on, 32
wages, relation to, 228-230
Price stabilization:
general aspects, 281-283
exchange stabilization plus domestic,
278-281
exchange stabilization without
mestic, 277
Primary employment, 77
Primary income, 70
Private charity, 244, 254
Private enterprise, public versus, 325 |
Private investments: 1
discouragement of, 75 !
encouragement of, 78, 81, 82 |
|
i

stability,

do-

government investments to holster, 78
Private spending,

created by, 74 :

Processing taxes, 55 ;

Production : |

economies of large-scale, 175-177 ;

gains, distribution of, 233-237 !

increased, how to distribute, 233-237

|

I

|

|

secondary income

prices related to agricultural, 122-129

processes, co-ordination of, 184
Productive capacity :

economic utilization of, 181, 186, 189 '

excess, 186 '
Profit (See also Income; Net income) :

in Socialized State, 297

monopoly, 36

wages and competitive, 227
Progressive taxes, 16, 18
Property :

definition of, 6

ownership of, 4

taxes, 4, 16-17

taxes on personal, 54-55
Proprietorship :

defined, 154

limitations, 155

single, 154-156 )
Prosperity, spending to promote, 80-83
Protective tariffs, 26, 120, 201, 271, 315
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Public enterprise, definition of fields of,
325

Public health services, grants to states
for, 262
Public ownership, 8, 116-118
Public utilities, rate regulation of, 9,
111, 201
“Public welfare”, 7
Public Works Administration, 256
Pullman fares, 107
Purchasing : .
economies of large-scale, 176
power parity, 269-272
Purchasing power parity defined, 271

Q

Quantity purchasing, economics of, 176
Quota agreement, price and, 191

R

Ruailroads (Sece also Transportation) :
certificate of convenience and necessity
for, 110
combination of, 114-116
competition among, 90, 103-104, 108
consolidation, 114, 115
current problems of, 114-116
duopoly between, 108
duplication of facilities, 114
“Fair rate of return”, 113
featherbed rules, 116
fixed charges of, 96
improvements, 116
interest charges of, 96
maintenance of, 96
marginal costs of, 95-96
monopolistic competition between, 108
oligopoly between, 108
overcapitalization of, 114
private operation of, 116-118
public ownership of, 116-118
rates
discrimination in:
freight, 99-106
passenger, 106-107
public policy on, 107-110
freight, conditions for, 98-99
regulation of, 9, 111-113
structures of, 91, 118
unregulated, 95-99, 110
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Railroads (Cont.) :
reorganization of, 114-115
signal systems of, 96
“systems,” formation of, 114
totalitarian state policy regarding, 314
trade union rules affecting, 114
transportation by, 89-92, 114-116
wages of employees of, 96, 116
wasteful duplication of facilities of,
110, 114-115, 117
Rates:
public utility, regulation of, 9, 111, 201
wars, duration of, 104
Raw materials, adequacy of, 183
Real estate:
mortgage honds, 168
taxes, 4, 16-17
Rebates, 199
Recession, government borrowing dur-
ing, 80
Reciprocal trade agreements, 293-294
Recovery, government borrowing dur-
ing, 67
Reflation, price, 281
Refunding bonds, 61
Regressive taxes, 16
Regulations :
function of, 6
“public welfare”, 7
Rehabilitation, grants to states for, 249,
262
Relief purchases, offer and acceptance
basis of, 143
Religious institutions, exemption from
Social Security Act of, 258
Rent, economic, 53
Reorganizations, railroad, 114-115
Replacement costs, 186
Resale price maintenance, 200
Research, cost of, 177
Research services, 177
Reserve ratio, 330
Resources, wasteful use of, 110-111
Retirement’ funds, Government bond
purchases for, 63
Revolutionary unionism, business ver-
sus, 207
Risks, assumption of employment, 245
Roads:
American Colonial, 86
as “feeders”, 87
estimated revenues of, 87

Roads (Cont.) :
MacAdam, 86
Roman, 86
toll, 86
transportation by, 85-88
Robbins, L., Nature and Significance of
Economic Science, 1
Robinson, Joan, Economics of Imperfect
Competition, 41, 99, 109
Roman roads, 86
Roosevelt, Theodore,
under, 197
“Rule of reason”, 198
Russia (See Soviet Russia)
Rye, average yields of, 128

anti-trust  era

S

Safety, 250
Salaries, excessive corporate, 171
Sales :
foreclosure, 168
tax as percent of, 50-51
Sales agencies, General Motors, 182
Savings (Sece also Investments) :
propensity of wealthy nations for, 78
taxes, effect on, 56-59
Schlicter, Summer, on union wages, 215
Secondary employment, 77
Secondary income, 70, 74
Secular stagnation, government in-
vestment to prevent, 78-80
Securities, types of corporate, 164-170
Securities and Exchange Commission,
powers of, 117, 174
Self-insurance, 248
Selling expenses :
duplicate, 180, 195
climination of, 183
Selling pools, 192, 195
Sherman Anti-trust Act, 145, 197, 243
Shipments :
limitation on, 145
pro-ration of, 145
Ship subsidies, 326
Short-term credit, farmers, 139
Short-term notes, government borrow-
ing on, 60
Sickness, provision for, 244
Simons, H. C.:
Positive Program for Laisses-Faire, 3
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Simons, H. C. (Cont.):
“Rules wvs. .duthorities in Monetary
Policy 328
Single proprietorship, 154-156
limitations, 155
Smith, Adam, 84
Smoot-Hawley tariff, 318-319
Social insurance, 11 :
Socialist Central Planning Board, prob-
lems confronting, 298-301
Socialist state:
allocation of resources in, 301-304
balancing capital and consumers’
goods in, 306-309
economic planning in, 297-309
efficiency measurements in, 304-30G
Socialized industry, 297 -
Socialized system, 297
Social Security :
benefit payments under, 259-262
employees’ payments under, 260
employer credits, 258
exemptions under, 257
general aspects of, 261-264
old-age insurance under, 259-260
other grants under, 261-262
payroll taxes under, 56
provision for, 44
provisions of, 257-263
state laws, 258
tax rates of, 260
unemployment insurance under, 257-
259
Social Security Board, 257
Social Security Fund, government bond
purchases for, 63
Soil Conservation and Domestic Allot-
ment Act of 1936, 147
Soviet Russia:
economic planning in, 2-3, 312-313
progress in production and income, 231
Sparta, city-state of, 4
Specialization, economies of, 175-176
Spending, prosperity by, 80-82
Stabilization, exchange versus
272-277
Stalin, economic policy of, 4, 312-313
Standard Accident Reporting Blank of
the American Association for
Labor Legislation, 278-249
Standard Oil Trust, 197

price,
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State:
definitions established by, 6
economic policy and, 1-13
monopolies established by, 8-11
ownership, 8
regulatory function of, 6-8
Social Security Act standards, 258
State Department, foreign trade policy
of, 326
State Insurance Fund, 248
State trading, 264, 296

Steel companies, transportation prob-
lems of, 88-89
Stock :
classification of, 164-167
classified common, 165
common, 164-165
cumulative preferred, 165-166
insurance companies, 248
noncumulative preferred, 165
watered, 173
Stockpiling, 267
Streamlined trains, 92
Strikes :
jurisdictional, 210, 212
wildcat, 222
Sturgo, M. Luigi, “The Totalitarian
State”, 310

Subsidies, export, 140-142
Suez Canal, 89
Sugar, 267
taxes on, 26
Surplus Commodities Corporation, 137
Surpluses, budget, 14-15, 81

T

Taft-Hartley Act, 223

Tariffs:
General Agreement on, 295
lobby against, 326
protective, 26, 120, 201, 271, 315
reduction of, 243, 285
revenue, 26-27

Taussig, Prof., on barter

trade, 266

Taxation (See also Taxes):
ability theory of, 16-22
backward shifting of, 55-56
benefit theory of, 20-22
by dictatorships, 29
compensatory fiscal policy, 30-31

terms of
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Taxation (Cont.):
diffusion theory of, 23
“dry loss” in, 41
economic theory of, 23-25
incidence, factors affecting, 34-35
incidence of, 32-59
inflation, effect on, 30
principles of, 13-31
property, 4
regulatory, 28-30
shifting of, 32-59
simplicity of computation, 27-28
steady income from, 25-27
theories of, 15-25
Taxes (Scc also Taxation) :
as business costs, 35-36
as changing variable cost, 44-45, 50-51
as constant variable cost, 38-43, 49-50
as fixed cost, 36-37, 47-49
as percent of net income, 45-56, 51
business, 35
effect on, 56-59
capital, 37
capital gains and losses, 28
Chief Justice Marshall on, 29
cigarette, 24
coffee, 26
complexity of, 28
cotton, 55
deeds, registration,
from, 22
economic rent, 53
effect on prices, 32
employment, effect on, 56
evasion of, 17
farm land, 17
fees, distinguished from, 22
flat, 17
gasoline, 21
graduated income, 16, 18
hog, 55
import, 26-27
“incidence” defined, 33
incidence on consumption,
and investment, 56-59
income, 16, 18-20, 24, 54-55
indirect, 23, 25
industries under monopolistic compe-
tition, 46-47
inflation, effect on, 57, 81, 83
inflation checked by higher, 80

distinguished

savings,

INDEX

Taxes (Cont.):
investment, effect on, 57
license tags, 21
lump sum, 37
oleomargarine, 326
on industries under monopolistic com-
petition, 36, 46-47
1 industfies under pure competition,
35, 51-53
perfect monopolies, 46
on personal income, 54-55
on personal property, 54-55
pay-as-you-go, 31
payroll, 56, 63, 252, 260
poll, 16
processing, 55
progressive, 16, 18
proportional, 16, 18
real estate, 4, 16-17
reduction, as check on unemploy-
ment, 83
regressive, 16
regulatory, 29
savings, effect on, 56-59
securities exempt from, 18-19
“shifting” defined, 32
sugar, 26
tea, 26
types of, 15-16
unemployment, check on, 83
urban property, 17
Tea, 267
taxes on, 26
Technical cost curves, 36
Telford, road engineering of, 86
Temporary National Economic Com-
mittee, 201
Territory pools, 191
Thrift, propensity of wealthy nations
for, 78
Tobacco:
crops, 128
Trust, 197
Toll roads, 86
Tolls, 270
Totalitarian state:
currency inflation in, 315
economic planning in, 310-319
military strength of, 313-314
railroads in, 314
transportation in, 314
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Tourists, 271
Trade:
agreements :
British, 294
Committee, 294
grain from, 295
protests against, 294-295
reciprocal, 293-294
balance of, 268
combinations in restraint of, 190
General Agreement on, 295
international, 84
International Trade
295-296
Trade Agrcements Committce, 294
Trade Commission Act, amended, 200
Trade-marks, 243
imitation of competitors’, 199
monopoly fostered by, 201
registration of, 10-11
Trade-unions :
functions of, 209
limitations of, 209-211
Traffic, freight, 92
Transportation :
air, 87, 92-94
economic limitations, 93
special value of, 94
bus, 92, 115
canal, 89
commutation tickets, 107
competition of railroad and waterway,
103
excess-fare trains, 107
excursion specials, 107
expense, 96
express, 92
“Fair rate of return”, 113
milk, 101-102
motor truck, 86-87, 115, 117
private automobile, 92
problems of, 84-118
public ownership of railroads, 116-118
Pullman fares, 107
* railroad, 89-92, 114-116
rate making, 95-111
rates, perishability, effect on, 93
rate wars, 104
road, 85-88
speed, premium on, 94
store-door delivery, 92

Organization,
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Transportation (Cont.) :
streamlined train, 92
totalitarian state policy regarding, 314
truck, 86-87, 115, 117
wasteful duplication of facilities of,
110-111, 114-115, 117
waterway, 88-89, 103
Treasurv Department, monetary policy
of, 326
Truck transportation, 86-87, 115, 117"
Trust, simple business, 162-163

i })

Unemployment :
deflationary, 282
insurance, 11
benefits, 255
contributions for, 256
coverage of, 251-257
funds, methods of raising, 255, 258
nature, 253-254
payment, 258
provisions of Social Security Act,
257-259
raising funds for, 255-257
taxes, 252, 255-257
share the work policies, 219-220
tax reduction, as check on, 83
union working rules, effect on, 220
Unfair competition, prosecution of, 199
, Unfunded debt, government, 61
i Union:
. apprentices, 220
. building trades, 216
© business versus revolutionary, 207
craft, 209-211
' *“equal pay for equal work”, 227
hour policies of, 217-219
immunities under the law, 242
increased wages, implications for
union and public policy, 237-239
industrial, 211-215
i labor, 120
i need for, 224
output, restrictions on, 220
“share work” policies, 219-220
trade, 209-211
Wages (See also Wages, union) :
a monopoly problem, 224-243
competitive profits, 227
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Union (Cont.) : v
Wages (Cont.) : Wages :

increases by, implications for legis-
lative policy, 242-243
monopoly profits, 227
payment out of profits, 225-227
policies of, 215-217
relation to prices, 228-230
sources of increase, 225
working rules of, 220-222
United Kingdom:
empire preference of, 319
import taxes of, 26
roads, 85-86
Stabilization Fund, 280
United States Steel, 212
Unregulated rates, 95-99, 110
Urban property, taxes on, 17
Utopians, 298

v
Valuation :
bond, 168-170
problems of farm, 131-135
Vanderbilt, Commodore, trunk line

organized by, 90
Variable cost:
changing, 44-45, 50-51
constant, 38-43, 49-50
Versailles Treaty, 319
Vertical combination :
economies of, 179, 183-185
inventories reduced in, 185
limitations of, 185-187
production processes co-ordinated in,
184
raw material supplies in, 183
selling expenses eliminated in, 183
susceptibility to depression of, 186

doctrine of higher, 229
“fair”, what are, 239-242
implications for union and public
policy, 237-239
increase through productivity, 230-237
railroad, 96, 116
union :
a monopoly problem, 224-243
competitive profits, 227
increase through productivity, 230-
233
monopoly profits, 227
payment out of profits, 225-227
policy, 215-217
relation to prices, 228-230
sources of increase, 225
Wallace, H. A.:
“America Must Choose”, 146
Secretary of Agriculture, 122, 146-147
Watered stock, 173
_Waterway transportation, 88-89, 103
Way and structures, maintenance of, 96
Weather conditions, crops subject to,
123, 125
Welfare economics, 310-312
Welfare of the community, nature of, 7
Westinghouse, 177
Westinghouse Laboratories, 177
What,  average yields of, 128
Widow, compensation for, 247

| Wildcat strikes, 222

Williams, John H., “The Adequacy of
Existing Currency Mechanisms”,
264
Workmen's compensation, 11
compulsory, arguments for, 250
Workmen’s compensation acts, 245-251
World bank:
need for, 289-293
success of, 290-292
WPA, 256, 318
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