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EDITORIAL FOREWORD

”

EARLY every day you and we, each of us, buy something.
It may be five gallons of gas; a new tie, hat or pair of
shoes ; an ice-cream cone, a hamburger, or a slice of steak and
some string beans for supper; a copy of, Collier’s, Esqmre, or
The Saturday Evening Post; a pair of tickets to a movie or a
symphony ; a picture or a set of books; a collegiate “jallopy”
or a swift new sedan; a summer shack or town house. Nearly
every day we swing into some kind of activity to serve ourselves
or others. We sell things or labor or advice. We work for
wages. Nearly everything we do has its economic aspect
whether we visit the sick with a book or flowers, study for an
examination, fish or play golf, or vote for a mayor or Presi-
dent. The sum of what we buy and sell and do is the sum of
our economic activity. The sum of what each of the two bil-
lions of us, who inhabit the earth today, buy and sell and do is
the sum total of the world’s economic activity.

We buy and sell and do these things each day for two rea-
sons. We want to keep alive. And we want to satisfy as many
of our desires and ambitions as possible. The jobless, or the
very poor, buy and sell and do just to subsist. But once a
minimum point is reached—and it is probably a different point
for each of us—we develop a mass of wants which, like bodily
hunger, keep us restless and seeking until they are satisfied.
Not all of these desires ever are satisfied even for the most
fortunate. We die, finally, still wanting to do and to be. As
an ancient wise man once remarked, “Happiness lies not in
being but in becoming what we want to be.” Perfection does
not exist nor will ever exist in our management of our economic
affairs either personal or national. ‘

But there is a vast gap between what we can get of life’s sat-
isfactions if we are awake, alert, or intelligent about what we
and others buy, sell, and do to attain them, and what we can

get if we are blind, deaf, and ignorant in these matters. In the
v
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field of our economic activities there is no slogan more stupid
and harmful than that which says “What you don’t know,
won’t hurt you.” Economic ignorance can and does every day
interfere with our happiness in a thousand ways. It makes us
wasteful. It robs us of many of the satisfactions we most want.
It lays us wide open to “chiselers” and “gyppers.” It leads us
to buy and sell the wrong things or right things at the wrong
time and the wrong price. It makes us mistrust the only spe-
cialists who know enough to get us out of economic troubles
when we get ourselves into them. It causes us to blame our
political and economic leaders for troubles that rise straight
from our own individual and mass stupidity.

In consequence, whether we are driven by our own thoroughly
selfish wish to live better, have more things and more pleasures,
or by a keen social conscience and desire to see to it that all our
fellow beings fare well and that none are “ill-clothed, ill-housed,
ill-fed,” we need to become daily less illiterate, more wise in
our economic life. In our buying and selling and doing it is
not “fun to be fooled”; it is only “fun to know.” Towards
knowing, therefore, we study economics. And for such study
Professor Vaile and Miss Canoyer have written this book.
They have set up some of our economic problems as buyers and
sellers and doers. They have stated these problems in every-
day terms so that we may see them clearly. They have an-
alyzed many of our daily activities and shown us their economic
meaning. They have given us some few essential tools for our
thinking about ourselves, and what we want, and how to get it.

Sometimes the authors startle us out of our previous notions
on some things. Some readers, for example, will scarcely be-
lieve, until they have read carefully, that from one point of
view their income is not what they make but what they spend,
not what they get but what they use. Others have never
thought of what might happen to children’s and young people’s
wants and to the markets that supply them if Dr. Townsend’s
Plan had been tried on a national scale for a while. Others
who have been talking earnestly or glibly about the “need for
economic security” will, perhaps, discover in these pages that
such security is not what most of us really want at all, but
that insecurity may be highly desirable. Others may suddenly
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realize that it might be best to train women more than men in
consumer economics since the women do the lion’s share of the
buying in the United States, and that the schools may have,
therefore, a responsibility they have hitherto neglected. By
these interesting means they clarify problems about which we
have had some wrong ideas because we did not know enough,
and they call sharply to our attention personal problems that
are always present but that we do not always recognize.

Professor Vaile and Miss Canoyer have written of these mat-
ters in plain language. They have purposely avoided formal
and abstract statements of cconomic principles. They have
instead illustrated some of the tendencies and the operation of
some of the laws that control our economic activities in present-
day United States. They have not tried to train us in a rigid
and exhaustive course in Principles of Economics to become
professional economists, but rather they give us as students
and laymen the chance to become more alert and awake in the
management of our economic thoughts and acts. They do not
intend the book to be more than an introduction to the prob-
lems of Income and Consumption since to treat even these ade-
quatecly would take a “five-foot shelf” of books. As they sug-
gest here and there in the present volume and in the outline in
the Appendix, our cconomic wants as consumers are complexly
based on biology, neurology, psychology, esthetics and many
another field of special knowledge.

But the authors have answered and clarified many of our
most intimate, pressing questions about our economic life as
makers of income and consumers of goods and services. They
have given us some objective measurements of income in the
United States both from the standpoint of each one as an indi-
vidual and of all of us as a people. This serves as a sort of
yardstick or scale against which we can set our own accom-
plishments in comparison with others. They tell us of what
income consists. They tell us why our incomes are always
smaller than we should like to have them. They sketch out for
us the many things that finally determine what share of the
total national income goes to each of us. They show the tried
and proven ways by which total income can be increased. They
analyze with extraordinary fairness and clarity the different
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proposals and plans for distribution of income such as Town-
send, share-the-wealth, public ownership, and co-operative.

The writers tell, with ample, clear, concrete illustration,
what consumption really is and what use is now actually made
of money incomes by each of us and our families. They show
how our standards of consumption vary from time to time, how
they differ when we are children, youth, adults, and aged.
They also show how such standards differ if we live in the coun-
try or the city, the south or north, the east or west, on the
coast or in the mountains. They probe into the difficult prob-
lem about which all of us have to do some clear thinking: that
is, the problem as to whether those of us with very low incomes
are really suffering or arc living by a satisfying standard but
one quite different from those of us with high incomes ; whether
the “rich” man enjoys and profits from life more or less than
the one who is “well off” or has a “moderate income.” On these
and other consumer problems the authors have found and pre-
sented much interesting evidence.

University of Minnesota RusseLL A. STEVENSON
June 1938 Dean, School of Business
Administration

Maicorm S. MacLeaw
Director, General College
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Part I
THE EXISTING ECONOMIC ORDER






CHAPTER 1
INTRODUCTION AND SCOPE

CONOMICS has been defined as ““a study of the price and
value aspects of human activities and institutions.”*
This definition suggests that the study include: 1. A listing
and evaluation of what people want and hope for in ways of
working, recreation, and general living both as individuals and
as groups; 2. A survey and analysis of institutions through
which people have tried to satisfy their wants; 3. A measure-
ment of the extent to which people have been able to satisfy
their desires; 4. An estimate of the effect of changes in eco-
nomic institutions, such as banks, railroads, stores, and even
governments, on human well being.

It is a common assumption, and one which we accept, that
individual people want to “get all they can out of life.” This
is, of course, an indefinite statement of human purpose or ob-
jective. It is, however, one which anyone will accept, provided
each can be his own judge of wherein lie the greatest satisfac-
tions. For the moment we shall not attempt to put specific
content into the concept of “abundant life”; each reader will
have some ideas on the matter, while later on we shall under-
take some discussion of what constitutes wealth, on the one
hand, and illth,> on the other, at least as indicated by what
people have chosen to do.

In the effort to accomplish this broad objective people have
sailed uncharted seas, built railroads through the wilderness,
planted crops, organized governments, invented machines, do-
mesticated the horse, cow and hen, prospected for gold, estab-
lished rules for the ownership and orderly transfer of property,
built factories, formed labor unions, painted murals, founded

15Garver and Hansen, Principles of Economics, Rev. Ed.,, Ginn, 1937,
p

"2 Illth—a word derived from ill and meaning a disastrous or hurtfull
condition: the antithesis of wealth.
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hospitals, and written symphonies. In all these matters people
have sought to combine their own ingenuity, strength, and
skill with the natural resources of land, water, minerals, plants,
and animals to the end that their desires might be fully satis-
fied.

Throughout the years men have attempted to develop rules
and methods in accordance with which people might work to-
gether for greater mutual benefit. Many of the rules have be-
come formalized into laws, administered and cnforced by gov-
ernments. Many of the methods are carried out by institu-
tions, recognized by governments as being desirable and legal,
such as corporations, trade associations, labor unions, and the
like, to which certain rights and privileges have been given.
Among the most basic rules of government are those establish-
ing standard weights and measures, monetary units of ex-
change, and rules of property ownership, use, and transfer.
It is unthinkable that any considerable number of pcople could
live together in a community or a commonwealth without rules
covering such matters as these. Certainly there is no recorded
history of such an accomplishment, but the cxtent and form of
the rules have differed widely. In the democratic countries of
today individuals are free to do as they will within the limits
imposed by the laws which their representatives have enacted.
Moreover, they are free to urge any change of the laws which
seems desirable, Finally, they are free to exchange goods and
services with each other within the limitations imposed by law,
and such exchange is simplified by a legally established mone-
tary system. This combination of free exchange, on the one
hand, with legal regulation, privilege and limitation, on the
other, results in an economic order based on specialization or
division of tasks; in fact, division of labor or of tasks is, per-
haps, its most conspicuous character. It frequently is called
the system of individual exchange-co-operation.

While there are some important differences among different
countries in the relative strength of legal control, on the one
hand, and freedom of individual choice, on the other, this gen-
eral economic system is the prevailing one throughout the
present-day civilized world. The differences are clearly illus-
trated, for example, in a comparison of the totalitarian states,



INTRODUCTION AND SCOPE 3

such as Germany and Italy, with the United States and Great
Britain. In the former, the powers of the dictatorial leaders
are very great; they conscript men for the army, they banish
or even kill those who oppose the central authority, they con-
trol the press, in considerable measure they dictate the quan-
tity of production in some important lines. Nevertheless, they
permit some freedom of individual choice in consumption; peo-
ple may eat, dress about as they please and their choices are
influenced, as will be explained more fully in the next chapter,
by prices that are free to move up or down in response to
changes in cither supply or demand. Even in Russia, the
soviet government relics to some extent on changes in the rela-
tion among prices to influence people’s choices of specific goods
and services. In the Scandinavian countries, the development
of Consumer Co-operative socicties provides a different balance
between the forces of law and organization, on the one hand,
and of free choice influenced by price, on the other, from that
prevailing in Germany, Russia, or the United States. In each
of these cases, therefore, the differences in the forces control-
ling individual action are, first of all, differences in degree be-
tween free, individual choice and centralized, dictatorial au-
thority exercised by one individual or group. Then, second,
there are differences in the form of such political control as
does exist; personal dictatorship in Germany, representative
democracy in the United States, consumer co-operation in
Sweden, soviet communism in Russia.

It should be remembered, however, that even in its purest
state, any system of individual exchange-co-operation is based
upon man-made laws ; that, in fact, no aspect of work or prop-
erty is ever wholly unregulated by law. The broad questions
of political economy largely turn, therefore, upon the proper
balance between the forces of law and of individual choice.
The test of the “proper-ness” of this balance would be, of
course, the extent to which it permitted the engineering, indus-
trial, and liberal arts to provide the things most wanted by the
people.

The science of economics furnishes tools for the analysis of
any kind of economic order. Ability to use these tools can be
attained only through thorough technical training in colleges,
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professional schools, and in business or industry itself. An in-
troduction to the study of economics cannot go far in this tech-
nical training. It can, however, as groundwork for further
study, describe existing economic conditions, ways in which
these conditions are changing, and some measures that are
being proposed to modify or control these trends. Such an
introduction should give any student an appreciation of the
difficult but interesting problems involved in the satisfying of
human wants. It also should give him some basis for judging
how practical and consistent are the proposed solutions to
these problems. It may, finally, encourage some to continue
the study of economics until full competence in the use of the
tools of economic analysis is attained.

No one who reads these words will have been satisfied with
his lot throughout the preceding year; none will have had
everything he dreamed of and desired. All but the most naive,
fatalistic, or credulous will have asked why they can not have
what they want, when they want it, and enough of it.

The attempt to answer these inquiries leads one into a per-
plexing maze; at times the path seems straight and brilliantly
lighted, while at other times it is lost in an infernally complex
pattern that leads nowhere unless in circles; at times the sub-
stance of the maze is pleasant to the senses, while at other
times it appears harsh and bruising and a stench in the nos-
trils. Clearly, improvement is to be sought, if at all, in many
fields ; partly in better understanding and practice of engineer-
ing, plant breeding, chemical industries, and the like ; partly in
better understanding of human psychology; partly in greater
personal integrity, intelligence, and industry; and partly in
an improved system of political, financial, and industrial or-
ganization that would lead to wiser choices in the use of our
human and natural resources.

Economic society surely presents a complex pattern. No
easy formula describes it. To begin with, philosophers do not
agree (much less do ordinary folk) on the rating or ranking
of satisfactions—that is, on the judgment of what we want
most or least, and what we need most or least. How do we
rate, for example, the emotional strength or the social desira-
bility of the thrills that come from a fast automobile ride, an
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evening of Wagnerian opera, or the phantasy of an opium
dream? Or how do we value any of these thrills compared
with the satisfactions to be gained from wearing a comfortable
pair of shoes, or a coat in the latest fashion? Perhaps some
day psychologists and philosophers will give us a complete and
scientific method of making these comparisons, but the nearest
approach we have at present is in the relative prices we are
willing to pay either in money or in time and energy. Cer-
tainly at any one moment each person has a somewhat different
ranking of satisfactions from any other person. Consequently,
the composite pattern of society becomes a statistical pot-
pourri or, what is worse, a statistical kaleidoscope with its
ever-changing relationships. This is one reason for the com-
plexity of the maze.

Another difficulty lies in our failure to be precise, clear, and
consistent in definition and use of terms. For example, certain
groups have urged that “equality of educational opportunity”
should be available to every youth. These groups have not
always taken pains, however, to make clear what is meant by
“equality of opportunity.” In practice this idcal has some-
times been interpreted to mean “identity of exposure to edu-
cational processes,” or exactly the same kinds of schools and
courses for everyone, which is not necessarily ‘“equal oppor-
tunity,” and which may even be quite undesirable; it is by no
means certain, for example, that boys in a farming community
should be given the same training as boys in an industrial com-
munity. Or again, the term “profit” is used in so many ways
that much fine print could be used just in listing them. Many
of our quarrels over the “necessity for,” “desirability of,”
“justification of,” “inequity” or “iniquity,” as you will, of prof-
its, settle themselves when a definition is agreed upon.

And still further, the different individual ways of looking at
things add to the confusion because each of us is likely to feel
that whatever is in our interest, or that of our group, is
“right,” while everything else is “wrong.” We attempt to
“maximize social income” by improving our own economic posi-
tion: if we enjoy football games more than symphony concerts
we feel that there ‘“should be” many such games available at
low admission charges; on the other hand if we enjoy sym-
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phony concerts and detest football games, we want many low-
priced concerts. Through pressure groups, such as chambers
of commerce, labor unions, the Grange, parent-teachers asso-
ciations, and the like, we constantly attempt to modify the dis-
tribution of income and its satisfactions among individuals;
farmers urge crop control so that their income will be in-
creased ; while labor unions fight for shorter hours and higher
wages.

Frequently in these adjustments we apply the formula “from
him who has in accordance with his ability and to him who has
not in accordance with his nced”; but we have grave difficulty
in defining either “ability” or “need” because each of us wants
them both defined in our personal interest.

In the present book the authors undertake to straighten a
few of the passages in the maze. We approach the problem
from the standpoint of the consumer of goods and services
rather than from that of the producer. We shall tread the
same intricate system of streets, alleys, dead ends, and paths;
but we believe that some of them may seem less puzzling than
when first viewed from the vantage point of the producer.

The consumer is not always easily defined and separated
from the producer. In our complex industrial system, the fin-
ished product of one industry may be the raw material of an-
other; cotton thread is “consumed” in the making of sheets,
and woolens are “consumed” in suits. Here, however, we con-
fine the term “consumption” more nearly to the housewife’s
idea; that is, the use of goods and services for the immediate
gratification of individual desire, and such goods and services
will be called consumer goods. Included in this concept is the
use of durable consumer goods, such as houses, and the prod-
ucts of governmental activity, such as schooling and highways.

Production and consumption in another sense cannot be split
apart. Someone has said that he who does not get enjoyment
from his work will likely get little out of life. With this we
agree; that is, we believe that creative activity gratifies di-
rectly one of the deepest human desires. History is rich with
stories of great happiness born of creative expression. That
sort of psychic income is not included in the usual measure-
ment of either production or consumption, but it is so clearly
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a part of the pattern of life that it merits consideration in all
studies of “maximum satisfactions.”

In recent decades, however, the desires of people seem to
have focused more and more on the “ability to consume” in the
more ordinary sense. People want a higher wage or price for
their product, not as an evidence that it is judged good by
others, but in order that they may buy more things from
others. The desire is to sce the dance of the professionals
rather than to join in the dance of the peasants. The ability
to consume, in the market sense, appears to be a dominant mo-
tive force in individual and social activity.

And so, recognizing both the difficulty of separating produc-
tion from consumption and the novelty of the approach, we
turn our attention in this volume to an introductory survey of
the existing economic order and what it does for each of us,
as scen by people as consumers. We use this approach in full
appreciation that it does not follow strict chronology; that
production must occur in time before consumption, that things
must be made before they can be used. We are told, however,
that in using motion pictures of athletic performances for
coaching purposes, it is often useful to run the film backward—
and a jig-saw puzzle may be started with any one piece or with
many at the same time, and proceed to completion. Perhaps
opr principal reasons for using this approach are our beliefs:
(1) that the problems of consumption are more nearly a mat-
ter of universal experience than are the problems of produc-
tion; (2) that, on the whole, people are more interested in them-
selves as consumers than as producers; and (3) that perhaps
individuals can do more to improve their status as consumers
than as producers.

This book is written particularly for those who have an alert
curiosity about political-economic-social questions, but who
have not yet had opportunity to examine broadly the relation-
ships in these fields. Our purpose throughout is to state prob-
lems as clearly as possible, and to weigh evidence for and
against various proposals. We believe there is seldom one com-
pletely right solution to human affairs, with all other solutions
wrong, as might be the case with a simple problem in arith-
metic. Consequently our aim has been to avoid indoctrination,
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to encourage thoughtful consideration, and to develop toler-
ance.

In this survey we undertake a description and analysis of
present income and its use, involving at least the following
questions:

1. Of what do income and consumption consist for a nation and
for its individuals?

2. How do present production and distribution of income agree
with various ideals or standards of consumption?

We approach these questions under two assumptions: first,
that most people in the United States and elsewhere want more
income than they have and, second, that they could have more
than they do have. These assumptions are borne out both by
common observation and by information from many sources.
In 1934 the Brookings Institution, for example, published a
study, Admerica’s Capacity to Consume, which emphasizes the
first point. In part they conclude that:

a. Vast potential demands alike for basic commodities and for
conventional necessities exist in the unfulfilled wants of the masses
of the people, both rural and urban.

b. The United States has not reached a stage of economic devel-
opment in which it is possible to produce more than the American
people as a whole would like to consume.

¢. We cannot materially shorten the working day and still pro-
duce the quantity of goods and services which the American people
aspire to consume.

d. In emphasizing the need of increasing consumption, we must
not forget the necessity of simultaneously expanding production.

In an earlier book (1925) in which he summarizes what he
terms the “tragedy of waste,” Stuart Chase emphasizes our
two questions, but makes clear that the second is not easy of
solution.

We have assumed all along that not enough is normally turned
out by way of goods and services to keep the majority of American
families above the line of economic insecurity and want. We have
assumed the existence of a wide margin of poverty. . . . Half and
more of our man-power counting for nothing; half and more of
the yearly output of natural resources heedlessly scattered and de-
stroyed . . . a billion slaves of energy turning useless wheels, drag-
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ging unheeded loads. Motion, speed, momentum unbounded . . .
to an end never clearly defined, to a goal unknown and unseen.
. « . As one stands on the streets of a great city like New York,
dwarfed and shadowed by mighty buildings—solid as monoliths;
the roar of the traffic in one’s ears; brushed by innumerable pass-
ersby each intent on the next thing which must be done; subways
thundering below; the shriek of the steamer whistles from the har-
bor—one is overwhelmed with the audacity of trying to change or
to modify this stupendous reality. Waste, friction, jam? Yes . . .
and what of it? See the way that cornice fits its marble wall, the
precision of lintel and arch, the woven steel nicety of the naked
skyscraper, the curve and flow of motor bodies, subway trains wild
as stampeded elephants, yet slowing to the inch mark on the plat-
form. Come, you measurers of lost man-power and let us see you
fit one stone upon another, rivet one girder to an upright, direct
one rush hour at Times Square! We may waste, but Almighty God
will bear witness we can build!

Whatever may be said concerning the complete adequacy of
the studies on which these two statements are based, we doubt
if anyone will seriously differ from their major conclusions.
Consequently a final question must be asked:

8. What can we do, either individually or in groups, that will
improve the condition of the consumer?

" The authors have attempted to construct answers to the first
two questions by assembling and analyzing information from
many sources. In discussing the third question we hope we
have avoided the pitfalls of indoctrination and special plead-
ing. It has been our purpose merely to develop some degree
of understanding of the present economic system, leaving the
reader free to draw his own conclusions concerning both per-

sonal and public policy.



CHAPTER 2

THE ESSENTIAL FEATURES OF AN ECONOMIC
ORDER

INDIVIDUAL EXCHANGE—AND GOVERNMENTS

OMEHOW men have never been able to discover an effort-

less approach to contentment. Men have wanted things
that, like diamonds, first editions, and a new dress by a Paris
designer, were scarce. Through the ages, they have fought
each other for trcasured possessions. They have seen the
greener grass on the other side of the fence and have climbed
over; they have heard voices calling “something lost beyond
the ranges, lost and calling to you—Go!” They have tried
eagerly, boldly, but perhaps not always wisely, to go and do
and have.

Through the ages many systems have been tried to aid peo-
ple, individually and as groups, to gain their desires. Robinson
Crusoe is represented as contriving to satisfy his wants, in so
far as they were satisfied at all, through the labor of his own
hands working with the forces of nature. Probably many
hunters and explorers have done the same for a time. In all
primitive and pioneer societies there has been a high degree of
this sort of individualism.

When people get together in tribes, clans, villages, cities, or
nations they find that they possess different abilities and skills.
One enjoys hunting wild game and excels in it; another prefers
to watch the domestic flocks; another can carve wood or shape
metal with extraordinary skill. As these differences are dis-
covered men begin to specialize and to do the things for which
each is best fitted; their special products are then exchanged
for those of their neighbors. This process has been carried
so far that, as pointed out in the previous chapter, division of
tasks has become a major characteristic of economic activities.

Specialization has developed both among individuals with
10
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different abilities and among regions with different natural ad-
vantages. Certainly the well-being of people as consumers of
material goods and services has been enhanced greatly by the
use of machinery in the making of which some people have spe-
cialized. The health of people has been better preserved be-
chuse a few men have devoted themsclves to medical research
and practice. Great writing and painting and music have
come almost entircly from the hands and minds of men who
have done little else; so have scientific discoveries and inven-
tions. Those who specialize in growing wheat, or baking pies,
or washing dishes, or building houses, or selling groceries, or
waving hair, make it unnecessary for others to perform these
particular tasks. The results of individual specialized labor
can then be exchanged to the mutual advantage of the traders
provided the occupations or products have been chosen with
due regard to the desires of those with whom trading is pos-
sible. All this is commonplace, of course, but the principle of
specialization plays so important a part in economic develop-
ment that it must be kept constantly in mind.

So long as men are free to do what they will, they tend to
do the things that give them the greatest power of exchange.
Today some men are doctors, others are engineers, others in-
vent new gadgets, and still others teach school; and each has
chosen his particular task largely because he believed when he
started that it offered the most remunerative opportunity open
to him. In general men are free today to choose what they
will do in life in so far as they have the necessary abilities, but
we shall sce later that this is not entirely true. In Part III
we shall discuss, also, some of the possibilities of wiser choices
in both personal and geographic specialization.

Occasionally in history a single individual has appeared who
was stronger, or smarter, or more ruthless than his fellows. He
has seized power and has told others what to do. And so we
have the occasional great dictators of history. Sometimes one
group of people, rather than an individual, has obtained power
over other groups, and varying degrees of slavery have re-
sulted, as in the case of the Negroes in the South before the
Civil War. Some of the individual and group dictatorships
have lasted a long time. Certainly we are never entirely free
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from some degree of control that has been given to certain
people by law and that is not associated directly with the
ability of individuals to make or do things that other peopl-c
want. Nevertheless, during the past several centuries indi-
viduals have co-operated to increase their own and each other’s
satisfactions through an informal, spontaneous system of pro-
duction and consumption, effected and regulated in the main
by free exchange between individuals and non-political groups.

Many things have been done to facilitate the processes of
specialization and exchange; transportation systems that
reach to the ends of the world, communication devices that
make possible conversations between individuals anywhere at
any time, and long-distance transmission of power are sig-
nificant examples. Among these things perhaps nonc is more
important than the establishment, facilitation and regulation
of a monetary system by means of which exchanges may be
carried out. Time was when goods were bartered directly
against goods; a primitive method to which there was some
little return in the depths of the great depression and which
is still found in some isolated communities. Later, various
clumsy media of exchange were tried; large stones and salt,
for example. It is a far cry from those units to paper money
in convenient denominations, personal bank checks, and drafts
or bills of exchange that may be sent by telegraph any dis-
tance almost instantaneously.

Modern banks are an important part of the present mechan-
ism of exchange. They furnish the consumer a safe and con-
venient place to deposit his funds until he needs to use them
and, then, a convenient way to transfer them to anyone else.
Through their savings departments they provide opportunity
for one person to place funds in safe-keeping with the bank,
and then permit someone else to borrow and use these funds,
payment for this use going, in part, to the depositor. Through
their trust departments banks undertake to manage and con-
serve investment funds for individuals so that their income
from property ownership in its various forms may be main-
tained. Of course bankers make mistakes in these matters
occasionally, but many small investors find them a most useful
and reliable source of advice on many financial matters.
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Discussion of the many present media of exchange and their
specific uses, advantages, and limitations is outside the scope
of this book." It will be pointed out in the next chapter, how-
ever, that money serves not only as a medium of exchange, but
also as a mcasure of value; that is, it permits direct compari-
son of the relative worth of different goods and services to
people. In this capacity, as will also be pointed out more
fully, no monetary system has yet been devised that is entirely
satisfactory.

The present economic order of exchange-co-operation has
been as good, perhaps, as any other that has been tried. Work-
ing under it, however, people have not yet been able so to pool
their resources and their efforts that everyone could satisfy all
his desires; in fact, very few have ever had all they wanted.
Morcover, cven those who appcar to be able to satisfy their
every want, those who are called rich and are often the envy
of the rest of us, are never entirely sure of their position. Con-
stant vigilance, accompanied by continuous worry, is often
their lot, so that they have little time or energy left to enjoy
the things their money might buy. And “shirt sleeves to shirt
sleeves in three generations” appears to have been the rule
more often than not.

And so it bchooves us as citizens and as consumers to ex-
amine the methods by which we now co-operate in order to dis-
cover wherein they are weak or inefficient. Then we may well
turn our attention to the ways to improve co-operation for
mutual benefit. No one can judge proposals for reform un-
less he understands what systems have been tried in the past,
the working of the present system, and has accurate knowledge
of past and current results. Moreover, no one can take full
advantage of the present system for either his own or public
benefit without such understanding and knowledge. The sub-
Jject matter of this book as a whole is designed to aid the stu-
dent in these directions.

1 Readers who are interested in material on these matters are referred
to: O'lLeary and Patterson, An Introduction to Money, Banking, and
Corporations, Macmillan, 1937; or Luthringer, et al, Money, Credit, and
Finance, Little, Brown and Company, 1938.
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THE PRINCIPAL TASKS

Any system by which the activitics of men are modified, regu-
lated, or controlled must provide a more or less orderly method
of arriving at certain basic decisions. Some of the fields in
which these decisions must be made will first be indicated ; then
the problems concerning cach field will be claborated and illus-
trated.

The principal tasks with which any system of political ccon-
omy must be concerned are:

1. The rationing of limited supplies of goods and services among
those desiring them.

2. The determination of what shall be produced from the avail-
able supply of natural resources, with the aid of human effort.

3. The determination of the particular tasks to be performed by
each individual.

4. The determination of the rate at which capital plant shall be
built as an aid to future production and consumption; the rate,
that is, at which new factories shall be built, machinery installed,
land cleared for farming, oil wells drilled, and so on.

Each of these fields is of direct concern to the individual
because it affects both the total income of a group of people
and the share of this total that goes to each individual.

1. Rationing of Limited Supplies. As alrcady suggested,
the supply of many things is insufficient to satisfy the desires
of all people. Consequently, things must be rationed to those
who are to use them; that is, the amount of the limited sup-
plies that each person may have must somchow be determined.
Of course some things are so plentiful relative to their useful-
ness as to be a nuisance; weeds, for example, or mosquitoes, or
noise. Such things call for no rationing and enter the cco-
nomic system at all only when cffort is necessary to remove or
avoid them. Other things are so plentiful that no single unit
of them is important, but they arc never particularly in the
way; no one is concerned, for example, about any particular
cubic yard of air, although one may be concerned about get-
ting air into certain places like tunnels or deep mines. Such
things, also, are outside any system of political cconomy, but
there are not many such. Most things of which we are con-
scious at all are limited in supply and must be rationed; this
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applies to our supplies of food, clothing, housing, and so on.

There are many ways in which rationing might be carried
out. Most of these ways have been tried and are still used
under special circumstances. During emergencies created by
war or famine, for example, dictators dole out shares of essen-
tial commodities in accordance with their own interpretation
of need or desirability; whether the distribution is beneficent
or not depends upon the total supply that can be distributed
and upon the temper of the dictator; even democracies have
their bread lines. Under very primitive social conditions, the
physically strong take what they want and leave the remainder
to the weak as do wolves and some other wild animals. Ancient
patriarchs, absolute monarchs, medieval barons, each have had
their ways of rationing through the use of a high degree of
centralization of the power of decision.

During the nincteenth century and so far in the twentieth,
rationing has been accomplished, in the main, by the mechanism
of price. A rise in price discourages consumption, on the one
hand, and encourages production, on the other. A fall in price
has the opposite effects. When prices are free to move, they
tend to adjust to that point where the available supply is just
taken from the market and where the cost of producing the
supply for the immediate future is just met. Price is a simple
and ecfficient mechanism for equating demand and supply; in
the process it rations the supply to those who can and will pay
the price.

Early in the use of the price system, however, it was decided
that this form of rationing did not always bring the desired
results. For example, it came to be believed commonly in the
United States many years ago that the youth of the country
should receive more chance for schooling than they or their
parents could or would pay for. Education at public expense,
without direct cost to the individual receiving it, was the result.
The postage-stamp method of payment for mail service is an-
other illustration of departure from rationing through the
mechanism of a price that is nicely adjusted to cost; if prices
that covered the costs of specific services were charged, mail
might never be sent to some remote places. Tariffs, subsidies,
sales and excise taxes, and many other devices are employed
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to modify both the kind and the amount of goods and services
used by individuals. Social considerations other than the
ability and willingness of the individual to pay a price set by
cost, clearly enter into these cases of rationing and the num-
ber of such cases has grown to large proportions through the
years.

In such cases government, local, state, or national, steps in
to modify the rationing. Thus we illustrate the dual system
of control, partly economic and partly political, justifying the
term ‘Political Economy.” Once the use of these two forms
of control is started there is no logical proportionality be-
tween them. Neither is there any final legal limit to the ex-
tent of political control. The division becomes a matter of
social expediency, or of what people believe will work the best,
and it is constantly being shifted. In spite of much contro-
versy over the form of control, the major task remains, how-
ever, and must not be overlooked; limited supplies must be
rationed. The details of the rationing will depend on the char-
acter of those handling the dual controls and may be ecither
beneficent or selfish, merciful or ruthless, stable or vacillating,
co-operative or dictatorial, wise or foolish.

2. Determination of What Shall be Produced. Before goods
can be consumed they must be produced. Before we can eat
our Thanksgiving plum pudding, for example, many people
will have performed many tasks; farmers will have planted and
harvested wheat, currants, sugar cane; plows and stoves and
steam kettles will have been fashioned; flour mills, packing
plants, and iron mines will have given employment to men.
Someone will have decided to do each of these things and some
of them will have been decided long before our pudding ap-
pears. The decision to do them will have been based, in part,
however, on the expectation that we will demand our pudding
when the day arrives. In other words, anticipation of the pat-
tern by which consumer goods and services will be rationed
determines what will be produced. Since all the activitics nec-
essary to produce the pudding—or any other good—proceed
somewhat continuously, it may be said that in a sense the
Thanksgiving Day demand directs and pays for all the steps.

In a price-controlled society, each step in the complicated
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process of production receives a portion of what people are
willing to give for the finished good. If the amount is sufficient
to interest the producer, human efforts and natural resources
continue to be devoted to this activity; if insufficient, the pro-
ducer turns his attention elsewhere and produces other things.

Perhaps an illustration will make the point clearer. The
large meat packers are said to base their purchases of beef
cattle on the equation of costs and probable selling prices each
day. Their calculations proceed somewhat as follows:

Start with today’s selling price of beef cattle
Add—estimated cost of processing
Subtract—estimated value of by-products
Remainder—estimated cost of dressed beef
Compare with—today’s market price of dressed beef

If the comparison shows that the market price of dressed meat
is above cost, the packers purchase cattle; if not, they delay
purchase until either (a) the price of beef cattle goes down
or (b) the price of dressed meat goes up. Thus they permit
price relationships to shape their decisions and to govern their
production. If packers persist in their restriction of pur-
chases of cattle, farmers, in turn, will reduce their cattle-feed-
ing and -brecding programs. Similar calculations are made
throughout industry wherever society is organized under a
price ecconomy.

A perfectly free operation of the price mechanism would give
a quite accurate reflection of people’s willingness and ability
to pay for any particular use of energy and resources; it
would be a highly democratic form of control. That is, under
such conditions, whenever a person spent $5.00 for a pair of
shoes, for example, he would express his personal choice in
favor of shoes and against any other possible use for that par-
ticular $5.00; and the choice would carry the full authority
and responsibility of a voluntary exchange of purchasing
power. The person who sold the shoes and received the $5.00
could then use it to pay his clerks, his landlord, and the manu-
facturer of the shoes. The latter would distribute the portion
he received between the laborers in his factory and the people
from whom he purchased his raw materials. Finally a part of



18 FEATURES OF AN ECONOMIC ORDER

the $5.00 would go back to the tanner, the meat packer and
the stockman. The amount of activity at each point in this
long chain of enterprises would be determined by the number
of pairs of shoes that consumers elected to buy and the prices
they actually paid. If too few shoes were made to mecet the
demand—if, that is, there were not enough for all the people
who were willing and able to pay the planned price—the price
could be raised, in which case some consumers would decide to
use their moncy for other purposes. The higher price would
be unusually favorable to sellers, however, and consequently
more people would be attracted into this particular line of busi-
ness. Thus the supply would increase to equal the demand at
a price that was neither more nor less attractive to producers
than those prevailing in other fields of activity.

This condition that tends to develop under freely competitive
enterprise is called both an equation of supply and demand,
and an equilibrium point. It is called an equation of supply
and demand because the price paid by consumers just equals
the costs incurred by producers; it is called an equilibrium
because there is no immediate urge to change the employment
of people or the use of natural resources.

Such a condition of equation and equilibrium is the reflec-
tion of personal choices in the market places of the world.
When these choices have been freely made, and when shifts in
occupations and uses of resources are unrestricted, the equa-
tion of supply and demand at an equilibrium point indicates
that men and resources are being used in the most effective
manner so far devised by human ingenuity. Any shift in pro-
duction would result in some shortage or excess of product
relative to demand; that is, people would be unwilling to pay
the full costs of producing some goods, but would be willing to
pay more than the full cost of producing other goods. Conse-
quently profits and losses would appear in business which
would lead, in turn, to further shifts in employment. No more
completely democratic way of determining what shall be pro-
duced has ever been formulated than that of a freely competi-
tive price system.

It must not be inferred, however, that the authors, or anyone
else for that matter, believe that a freely competitive price
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system is in operation anywhere in the world today. The truth
is quite the contrary, and always has been; the price mechan-
ism has been “frozen” and “‘set” at many points so that it is
quite incapable at those points of expressing the democratic
choices to which reference has just been made.

Restrictions in the freedom of competitive price movements
have had two general origins, namely: (1) governmental con-
trol; and (2) private action which has resulted in some degree
of monopoly, which has, that is, permitted some individuals or
limited groups to prevent an increase in the supply of a par-
ticular good or service in response to the willingness of con-
sumers to pay a price that more than covered producers’ costs.

Among the important cases of governmental control may be
mentioned the regulation of railroad freight rates, the bureau-
cratic dccisions concerning the amount of new highway to be
constructed, and the licensing of physicians, as illustrations of
three different types of interference with individual freedom
to “vote with dollars” in directing production. In the first
case, the price of the scrvice is set by government and it tends
to be inflexible; in the second case, the amount of a good (high-
ways) available for use is determined for consumers rather
than by consumers and is made available without reference to
a price to be paid directly by the users; in the third case the
number and quality of people admitted to a profession is de-
termined by arbitrary standards, and the price of medical
service is influenced by this determination rather than by free
entry into the field on a competitive basis.

Illustrations of private action that has resulted in monopo-
listic control over supply are equally casy to cite. Large cor-
porations, such as the American Aluminum Company, the
United States Steel Corporation, or the Standard Oil Com-
pany, have come to own or control so large a portion of the
total supply of certain goods that their single decision to cur-
tail production has had an important effect on the total supply
of goods available to consumers in their respective fields. This
control of supply frequently has been used to the benefit of
the owners and against the interests of both consumers and
employees. (See Fig. 1.) Trade unions, also, have been able
to limit membership and thus to control the supply of certain
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Fic. 1. When there are only a few producers in any industry it is possible
for them to restrict their output so that they receive relatively high prices
per unit; when there are many producers, such restriction of output is less
likely to occur. During the depression years, 1930-1932, for example, the
producers in several industries with small numbers of operators did curtail
prices as shown above. As a result, the prices of their products remained
nearly constant at a time when prices in general were falling drastically.
Production of farm crops produced on many farms, in contrast, remained
nearly constant, while prices fell severely. (Source: Vaile, R. S., Overhead
Costs in Agriculture, in Carver Essays, Harvard University Press, 1935.)
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types of skilled labor, such as printers, master plumbers, and
electricians., As a result, the wages of members have been
higher than would have been the case under freely competitive
entry into the particular trades.

Patents and copyrights have given the holders legal priv-
ilege of limiting output without fear of immediate competition.
This gives something of a combination of governmental and
private activity in restraint of free choice and trade. Even
when full governmental protection is not afforded by patent or
copyright, many manufacturers have branded their goods and
have attempted to convince consumers that their brands were
superior to all others. In many cases sales promotion has re-
sulted in distortion of the consumer’s judgment and, thus, has
led to his willingness to pay a high price for one brand, such
as Camel cigarettes or Florsheim shoes, without intelligent re-
gard to competitive opportunity.

Even though the price system does not move freely in con-
trol of economic production, decisions concerning what to pro-
duce, and when, must still be made. The introduction of other
methods of deciding these matters appears to be based on the
assumption that some particular individual or group should
make decisions for the rest of us, either because the central
authority will be wiser than democratic choice or because some
one or more groups stand to benefit at the expense of others.
Certainly no one imagines that we shall ever have a society
regulated entirely by the price mechanism, but the balance be-
tween the different types of control will be a continuous source
of debate and experiment. Some of the possibilities of increas-
ing human well-being by specific changes in balance will be dis-
cussed in Part III.

3. Determination of Occupations. There are many different
things to be done in the world. Particular tasks often re-
quire special abilities and carry special satisfactions to indi-
viduals or to groups. If all tasks were equally useful to others,
each of us could do whichever ones we enjoyed the most or dis-
liked the least. The results of individual activity are not all
equally appreciated, however, by the rest of society. Someone
might get great personal satisfaction, for example, out of
throwing stones through windows, but the rest of society would
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not pay the individual for that activity. Much arduous prep-
aration and many slecpless nights are included in the life of a
physician, but society thinks so much of the results of these
efforts that the income of a good physician is relatively large
and, consequently, a considerable number of people clamor for
admission to medical schools; the cost of the preparation in
money, time and energy may later discourage all but those
whose interests and abilities especially fit them for this type of
work.

In general, people are free to choose their occupations,
within the limitations of their interests and abilities, on the
basis of the expected income to be derived. There are, how-
ever, some important exceptions to this rule, namely:

a. Perhaps the first limitation on the freedom of young peo-
ple to choose their occupations is the influence of parents.
Frequently a boy is expected to enter the firm or profession
of his father without regard to his own desires or abilitics. In
other cases parents want their children to enter a different
line of work and perhaps a different stratum of society than
their own. This has led to overemphasis on the desirability of
white collar jobs and perhaps of professional and college edu-
cation. In many instances it has resulted in frustration and
maladjustment on the part of the individual.?

b. Even in a new and democratic country like the United
States there are social groups, and it is difficult for individuals
to get started in any occupation which traditionally “belongs”
to some other group. This difficulty is much greater, of course,
in an older country like England or India.

c. Some occupations can only be undertaken by people who
possess some money or other capital resource. It is much more
difficult in this country, for example, to start independent
farming than it was 50 years ago because of the price of land.
The same difficulty is even more pronounced in many lines of
manufacturing in this era of large-scale industry. It is much
easier, financially, to enter the fields of grocery retailing or
shoe repairing as an owner-manager than those of automobile
manufacturing or railroading. In fact, it is easier, financially,
to enter almost any particular ficld as an employee than as

2 See Williamson, E. G., Students and Occupations. Holt, 1937.
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an employer. The professions require longer and more ex-
pensive preparation than most of the trades, while the trades
require more than common labor. Since these things are so,
some people with first rate ability doubtless are kept from un-
dertaking important things, for which they could be fitted and
which they would really like to do, by lack of funds. Of course
people with ample funds often make a wrong choice of occupa-
tion for the other reasons suggested in these paragraphs.

d. Frequently pcople do not know their own abilities, nor do
they have any casy way to find out what they might do well.
Psychologists are making important progress in adapting tests
of interests and abilities that will forecast for young people the
lines for which they can expect to develop aptitudes, and while
pretesting of interests and abilities is not yet perfected, yet a
more general use of the present tests probably is to be recom-
mended. It is still true, however, that many young people never
do get started in the thing for which they would be best fitted,
because they do not know their own abilities.

e. It is often true, also, that people misjudge the opportuni-
ties in various occupations or specific jobs. A fairly obvious
and simple casc might be that of the professor in a mid-western
college who is offered $1000 more salary at a large eastern
university. The higher salary leads him to accept, only to
find after moving that the higher cost of living in the eastern
city approximately offscts the increase in salary. A more com-
plicated case—and perhaps more typical—would be that of
the girl who accepts employment in a poorly lighted tailor
shop at a wage which is, perhaps, adequate for the weariness
of the day, but which in no sense compensates for the eye strain
and future semi-blindness that results. Certainly the degree
of freedom to choose one’s occupation that is available here
and now does not guarantee wisdom of choice from the stand-
point either of the individual or of national economy. Some
of the chances for wiser choices are discussed in Part IIL.

4. Determination of the Rate of Capital Accumulation.
Perhaps the outstanding characteristic of twentieth-century
life 1s the large accumulation of capital goods of all sorts—
factories, stores, railroads, telephone and other communication
systems, motorized farms, highways, public buildings. All
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these things are designed to make production both easier and
greater in the future. These accumulations were accomplished
only through some temporary reduction in immediate consump-
tion, for it is not possible to produce as much for immediate
consumption when a part of the total energy available is de-
voted to the making of capital goods. Russia has found this
strikingly and, perhaps, bitterly true ever since she started her
rapid development of industrial plants. In the long run the
ability of Russia to produce for immediate consumption may
be greatly increased by the enlargement of capital plants, but
during the construction period the people have gone without
many things they might have enjoyed in order that they might
build power dams and airplanes or tractor factories.

Our purpose here is not to discuss the wisdom or the hard-
ship associated with the Russian decision to put tremendous
effort into the construction of capital plants, but rather to
point out that some decision concerning the rate of capital
development must be made in some manner by every social
group. Under private capitalism the decisions have been left
to individuals, and personal savings have been invested on the
expectation that consumers would pay enough for the goods
made in the plants to repay their original cost; otherwise the
plants would not have been built.® In Russia the decisions
have been made by the central soviet on the expectation that
the final result will be good for Russia. But in any case the
decisions must be made.

These four basic tasks are the essential parts of any eco-
nomic order. Later on in this book we shall examine some of
the results, good and bad, that have accompanied recent meth-
ods of making the necessary decisions in these four fields.
Finally we shall consider some of the many suggestions that
are current for other methods of directing economic activities
to see how they might affect total consumption and the lot of
the individual consumer.

8 Perhaps it should be pointed out, however, that after a corporation
has been organized and has attained considerable size, it often is the man-
agement rather than the full group of investors that determines the rate
of expansion or contraction of capital in a single plant.
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THE BASIS FOR DECISION

Individuals in this country are frce to spend whatever in-
come they receive, with some exceptions that will be noted later,
in almost any way they like; they may choose among the wares
of all the merchants in the country, they may engage in any
form of recreation, or they may invest in any enterprise de-
signed to yield income in the future. The array of choices so
made becomes the evidence on which the decisions just discussed
are founded.

To be sure, governmental agencies take some of our income
through the medium of taxation—about 20 percent on the
average in this country at present—and cxpend it in accord-
ance with a centrally determined program, but aside from this,
individual choices dominate the field of consumption. In gen-
cral, however, each individual does those things which, within
the limitations of his income and his tastes, he believes will give
him the greatest satisfaction and permit him most completely
to avoid pain and suffering. We wear leather shoes rather
than wooden ones because we believe them more comfortable
and better looking; we spend more money in this country on
cigarettes than on symphony concerts because fifty cents spent
for cigarettes gives enjoyment to more of us than does fifty
cents spent for symphony tickets. And so with all our
choices; in each one we try to get as much satisfaction out of
any one dollar as out of any other. Of course it often is dif-
ficult to make direct comparisons between the satisfactions
gained from two different acts of consumption, but the contin-
ued repetition of purchases by many people becomes realistic
testimony of personal judgments in the mass.

Not only do individuals want to maximize their personal
satisfactions, but groups and nations likewise strive to gain the
largest possible group or national consumption. Whether the
sum of “best” uses of income by individuals gives the “best”
use for an entire country is a moot question that need not de-
tain us long at present. We may repeat, however, that as a
nation we decided long ago that everyone should consume cer-
tain things regardless of their ability or willingness to pay the
cost. As already pointed out, it was decided, for example, that
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all the youth of the country should have an opportunity for
education regardless of the financial status of individual fami-
lies, in the belief that a high degree of literacy was a desirable
social end. Moreover, adequate supplies of pure water and the
sanitary disposal of sewage are considered so clearly in the
interest of gencral welfare that they frequently are furnished
by communities without reference to individual ability to pay.
These cases are illustrative of the important program of “en-
forced consumption” that is undertaken by representative
governments and that is paid for through our system of tax
collections without allowing chance for personal choice in the
matter. The existence of such items is evidence that the group
has decided that greater good will come to the commonwecalth
if part of the pattern of consumption is centrally planned and
administered.

In any program of socially planned consumption, questions
concerning both the willingness and the ability of the individual
to pay are involved. At most points in our present system of
taxation and governmental expenditure, pcople with large
financial ability are expected to contribute more liberally than
those with less ability, regardless of the personal use made of
the particular governmental service. This arrangement is
based on the belief that the welfare of the community as a
whole is important both to the earning power and to the en-
joyment of every citizen in it. Generally speaking, this posi-
tion is accepted by those who are fortunate enough to have
high purchasing power, but there are variable limits beyond
which they will not tolerate taxation in the interests of others;
one of the important problems of political economy is the wise
adjustment of taxes to those limits.

Another reason, or justification, for socially planned con-
sumption, effected through taxation and public expenditure, is
often advanced. Individual incomes do differ markedly, and
there is a fecling that people with very large incomes do not
get as much satisfaction out of any particular dollar’s worth
of consumption as do individuals with small incomes. The
corollary is that if some dollars are taken away from those
with large incomes and given to those with small, the total well-
being of the nation will be increased; under this reasoning it
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would reach a maximum only when all incomes were equal.
This is not the place to attempt a justification of inequality
of incomes, nor should we ever undertake to justify in its en-
tirety the present distribution, but we should point out that
just as there arc differences of ability in other respects, so
there doubtless are differences in ability to gain satisfactions
from consumption. Probably ability to gain title to a share
in the world’s production is not precisely correlated with abil-
ity to appreciate the fine things of life in consumption; that is,
a man who has made himself rich through great ability and
untiring effort may not appreciate the things his money can
buy such as travel, books, music, and art as much as might
some other who has not the ability to earn the moncey for these
things. With at least equal assurance we can say, however,
that there is fairly strong evidence that the ability to earn and
the ability to appreciate do go together. To the extent that
this is true, uncqual distribution of income available for con-
sumption will tend to maximize the well-being of a nation. It
will readily be admitted by all students of the matter that, as
yet, there is no direct and scientific measurement of the well-
being of a nation, but perhaps we may go so far as to say that,
in general, when socicty gives to its most talented people rela-
tively large rewards in terms of income, freedom to experiment
and to use their imaginations, comfort and recreation to keep
them fresh and strong, these able people will lead the way to a
better society, in which there will be more comfortable shoes,
safer highways, finer music, morc adequate medical care, and a
better five-cent cigar.

Exact mecasurcment is one of the basic requirements of any
science, but in order for measurement to be useful at least
three things are necessary:

a. Definition of the characteristic to be measured.
b. A unit of measurement.
c. A standard of comparison.

The social sciences are full of difficulties of measurement.
Too frequently there is lack of definition of the characteristic
to be measured; more frequently there is lack of satisfactory
units of measurement; most frequently, perhaps, there is lack
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of adequate standards of previous performance for purposes
of comparison.

It is said that in Persia distances between towns often are
measured by the time required to go on horseback from one to
the other. This would be a satisfactory measurement provided
time of travel for approaching horseman, friend or foe, is the
important characteristic to be described and counted ; it might
not do at all for the purpose of estimating the cubic yards of
concrete required to surface a road, or the distance in terms of
airplane flight. Or you may have heard of the wartime rabbit
pie made, so it was said, half of rabbit and half of horse meat
—that is, at least, one rabbit to one horse. The single animal
as a unit might be all right for some purposes, but it hardly
would be considered accurate in describing a meat pie. Nor is
it possible to know whether the athlete has made a good jump
unless one knows how far other men have jumped.

Similarly in our problem of measuring the well-being of in-
dividuals and nations. We have wide differences of opinion
concerning the relative values of specific consumer goods and
we are slow in developing precise methods of comparison.
There are at least two general reasons for this situation,
namely:

1. We lack any clear understanding of what reactions or satis-
factions different people really want. Do we want a nervous thrill
or serene complacency; is contract bridge a fine matching of wits
or a stupid bore; is Roquefort cheese a delicacy or something rot-
ten; is comfort or appearance to be rated highest in the selection
of a pair of shoes?

2. We lack specific knowledge of the relative quality of different
goods by which they can yield the services we have agreed upon.
Is oak a better wood than walnut; is 100% wool better than 75,
or 50% wool mixed with cotton; is a Ford better than a Plymouth,
or a Camel than a Chesterfield?

At present there is neither right nor wrong answer to these
and countless similar questions; they are matters of individual
Judgment. When individual choice prevails each person gener-
ally can answer them in his own way, while any other method
of decision leads to some sort of compromise based on “aver-
age” or “authoritarian” opinion.

People are looking constantly for better ways to make all the
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decisions that are necessary in a complex society. This is no
simple task. To this end it is important that each of us know
as much as possible about our social institutions, how they
work, and what they have accomplished for us. Only when
equipped with that knowledge are we in a position to consider
the possibility of improvements.

SUMMARY

In this chapter attention has been called to the fact that, in
present-day society, there are two forms of control of economic
activity. In the first place, there is the inner urge that leads
each person to do certain very specific things. These things
may differ widely among people and even for the same person
at different times. The weather, last night’s party, the state
of one’s bank account, a good book or a sermon or a school
lecture, may have an important influence on individual action.
In the second place, there are customs, regulations, laws—and
policemen to enforce them—that dircct some parts of economic
behavior. The exact form of legal control and the balance
between it and personal freedom to do as one pleases are con-
stantly changing in some degree; but the two forms of control
are always present.

Four principal fields in which decisions must be made, either
by free personal choice or by governmental edict, have been
outlined. These are (1) what shall be done and made; (2)
who shall do and make each specific thing; (3) who shall have
and use the things that are made; (4) what machinery and
other capital shall be built for future use.

In the search for better methods of making these important
decisions it is necessary that we try to measure the well-being
of individuals and of groups of people. To do this it is neces-
sary that we do certain things, including: (1) define the char-
acteristics we want to measure; (2) agree upon units of meas-
urement; (3) establish standards of comparison. These things
have been done only imperfectly as yet in economic science. In
following chapters the effort is made to measure as accurately
as possible the progress that has been made in the production
and use of income for personal consumption.



CHAPTER 3

SOME BASIC CONCEPTS WITH WHICH ECONOMICS
IS CONCERNED

F YOU would talk with me, define your terms.” Perhaps
under some conditions “‘a rosc by any other name would
smell as sweet,” but if, while talking about roscs, onc insists on
calling them skunk cabbages some of one’s listeners are sure to
form a wrong impression of their fragrance. In order to min-
imize such misunderstandings it is desirable that we spend some
time at the outset on definitions and the statement of a few
basic concepts.

In any economy regulated by individual exchange-co-opera-
tion, markets and marketing must play an important part; the
income of the individual limits his share in the total of eco-
nomic goods and services; the rights of individuals concerning
ownership and freedom to act contribute to his well-being.
Price and group action (political or corporate) are the dual
controls of economic activities. No study of the consumer and
his problems can proceed far without use of these terms and,
unfortunately, each of them is used loosely both by economists
and others to mean quite different things at different times.
It is essential, therefore, that we set out these differences as
clearly as possible and that we be constantly on watch to sece
which meaning is intended in each separate context.

1. Markets and Marketing. Nowadays ncarly everything
from which consumers draw satisfactions is sold at lcast once
before it is consumed. Some things are sold many times over,
with more or less important changes in form each time. (Sce
Fig. 2.) One may purchasc a pair of shoes today from a re-
tailer, but sometime earlier these shoes were sold by a whole-
saler, or perhaps the manufacturer, to the retailer. Still
earlier, leather was sold by a tanner to the shoe manufacturer,

hides were sold by a packer to the tanner, cattle were sold by a
30
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farmer to the packer. A similar list of transactions takes
place with every commodity ; with some the series is more com-
plicated than the one just outlined, while with others it is more
direct. Perhaps it will be worth while to take a particular con-
sumer good—bread, for example—and “revolve the consumer’s
dollar backward” to sce just who docs get its various parts.

PHYSICAL MOVEMENTS OF GOODS

o————= Re- Processor Dis-
ceiving tributing
Wholesal ocal
Local Central Retail
Producers Market Market Market Consumers

Fic. 2. The above generalized diagram illustrates two typical movements;
the concentration of wheat, first in the local, then in the terminal elevators
and mills; and also the dispersion of the processed commodity, flour, to a
few wholesalers, to a great many retailers, and finally to a vast group of
consumers. In the converging movement, the raw materials usually concen-
trate first in “local” or “producers’” markets and finally in “central” or
“wholesale” markets. In the dispersion movement, the goods may succes-
sively travel through a wholesale and a retail, or consumers’, market. Any
commodity on its way from producer to consumer may, of course, travel
any one of a multitude of courses that are considerably more complex than
the above. (Source: Vaile and Slagsvold, Market Organization, p. 56,
Ronald Press, 1930.)

Three hundred pounds of baker’s bread are commonly made
from one barrel of flour which, in turn, is made from 4.6
bushels of wheat. In a recent year, bread was selling at retail
for 10 cents a pound, or $30 for 300 pounds. Data are avail-
able on the average cost of the processes involved in changing
farmer’s wheat into consumer’s bread, to permit the division of
this $30 in various ways with rcasonable accuracy. In Table 1
the points of sale are indicated, together with the total amount
retained at each stage in the flow of wheat from the farmer
through the various processes until it appears as bread on the
consumer’s table. (These data are averages for the conven-
tional channels of sale to the consumer by the retail grocery
store.)
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TABLE 1

TOTAL SALES AND MARGINS ON 300 POUND LOAVES OF
BREAD FROM FARMER TO CONSUMER

Total Gross *

Sales Margin
Retailer ........... $30.00 $ 6.00 ($2.98 spent
Baker ............. 24.00 14.60 for ingredients
Flour mill ......... 6.42 2.09 other than flour.)
Elevator ........... 4.31 .86
Farmer for wheat ... 3.45

* The difference between the price paid for the raw materials or goods
at any one stage in the processing, and the price at which the article is
sold by the same processor; sometimes called ‘“value added” by the
process, or “gross profit.”” This sum is used for such things as wages,
rent, cost of power, and net return to the proprietor.

This example suggests the necessity for selling contacts at
many points in the chain of activities that finally result in one’s
possession of a loaf of bread. The data are not arranged to
show the total cost of market operations, but they do show
that retailing alone absorbs 20 percent of the consumer’s dol-
lar. The cost of selling at each of the other points adds ma-
terially to this percentage. Other illustrations of “revolving
the consumer’s dollar backward” are shown in Fig. 3.

The term “market” is used in connection with this compli-
cated process with several meanings. (a) Sometimes it is used
to designate the place where the sale is made—a market house
or market place. Sometimes it is used in reference to the arca
in which a particular supply generally is sold, such as the
urban market for the whole milk furnished by the Twin Citics
Milk Producers’ Association. Both of these uses involve a geo-
graphic meaning of the word.

b. The particular organization that carries out the market-
ing process may be called a market. We say that a market is
highly organized or relatively unorganized, depending upon the
degree of regulation and regularity connected with transac-
tions in it. As already pointed out, goods may be sold many
times before they reach the ultimate consumer (see especially
Fig. 2). At each of these points of sales there is a salesman,
a store, a broker’s office, or some agency that makes it possible
for the buyer and the seller to get together and transact their
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business. In some cases buyers and sellers may meet quite
casually and conduct their business in whatever way pleases

ANALYSIS OF THE CONSUMER'S DOLLAR

Physica)
Distribution
19%

Manufacturers’
Marketing
3%

Basic
Production
61%

Dﬁhg's;fa
1Stributi
11‘% tion

Bread

Manufacturers’
Marketing
28%

Fabrication
13%

Physical
Distribution
32%

Physical
Distribution
36%

Corn Flakes Rolled Oats

Fro. 8. Marketing costs are an important part of the consumers’ dollar
for most consumer goods. In three of the four food commodities analyzed
in the figure above, more than half of the price goes to those who perform
the acts of physical distribution and of sale, leaving in two cases only one-
third of the price for those engaged in production of the raw materials and
fabrication of them into the finished goods. The relatively low cost of
marketing beef is exceptional among consumer goods. (Source: Borsodi,
Ralph, The Distribution Age, p. 56, Appleton, 1927.)

them. In other cases like the grain exchanges, central cattle
markets, and wholesale fruit auctions, there are elaborate for-
mal rules that govern the conditions of trading.

The sale of different commodities is very differently con-
ducted in another sense, There are cases in which business is
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integrated; that is, the same people or closely affiliated cor-
porations conduct several business processes, thus avoiding the
necessity of any sale between the various steps. For example,
the Ford Company owns some iron mines, steel plants, glass
factories, and other industries supplying part of the raw ma-
terials out of which they manufacture Ford cars. If these
factories and plants were owned by unrelated corporations, as
is often the case, the Ford Company would need to purchasc its
raw materials, but under its existing form of organization no
sale or purchase is necessary. (Sce Figs. 4 and 5.)

The differences in the degree of integration or separateness
of ownership of the various stages of production call for a
definition of the term market demand. It will be clear to any-
one who considers the matter that there is a market demand,
in the sense of someone ready to buy, for such materials as raw
cotton, iron ore, wheat, crude rubber, tobacco leaf, and similar
raw materials. This market demand for raw materials is called
derived demand; that is, it exists only because it is expected
that final consumers will want the products that can be made
from these raw materials. The market price of the raw mate-
rials is a reflection of that part of the consumer price for the
finished good which is not absorbed by the costs of processing;
this market price or value may be imputed even to those mate-
rials that are not actually sold, but are used in integrated
industries.

Because of this “round-aboutness” of production, it is useful
to clear thinking to divide cconomic goods into two gencral
groups, namely, consumer goods and producer goods. Con-
sumer goods arc those that result directly in satisfaction or
enjoyment on the part of the user. There are, of course, con-
sumer services as well as goods. Shoes and other clothing, pre-
pared foods, houses, automobiles, movies, permancnt waves,
books, and cigarcttes are all illustrations of consumer goods
and services. Producer goods fall into two major classes which
should be distinguished at this point, namely, raw materials
and capital plants. The finished product of one non-
integrated industry may become the raw material of another
industry. Wheat, for example, is the finished product of a
farm but is the raw material of a flour mill. Even flour is a
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raw material for the baking industry, both commercial and
household. Raw materials are clearly connected with the fin-
ished consumer good and the process of fabrication or refin-
ing is obvious to anyone who observes an industry. It may be
pointed out again, moreover, that all of the stages by which a
raw material is transferred into a consumer good may be under

MARKETING CHANNELS FOR CONSUMER GOODS
a-Conventional

Wholesaler

Wholesaler

R
Chain R
Warehouse [R]
R
[R]
[R]
Whalesal
olesaler =
[R]

¢-Manufacturer’s Chain

.&

CIE
Aot

M=Manufacturer R=nRetailer

Fi6. 5. There is a tendency for marketing channels to become more direct,
and this is accomplished by a form of integration. It used to be that
competing manufacturers sold to several competing wholesalers each of
whom, in turn, attempted to sell to many competing retailers. (Part a of
the figure.) Chains of retail outlets, variously organized as shown in parts
b and ¢ have lessened the need for competition at the stages intermediate
between the manufacturer and the retailer, but have not lessened the com-
petition among retailers for the trade of individual consumers. (Source:
Vaile and Slagsvold, Market Organization, p. 52, Ronald Press, 1930.)
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one ownership or several, and in the latter case numerous
market organizations are required. Capital plants are a some-
what different type of producer goods, including factory build-
ings and machinery, farms and the tools for running them, and
similar things. These plants are aids in converting raw materi-
als into finished goods, but they never enter directly into the
finished product in the way that the raw materials do. They
arc aids in the division of labor because they make it possible
for men to use power devices and precision tools. The particu-
lar types of market organization or agencies that are required
or established to carry out the necessary changes in ownership
of materials as thcy pass from their original form to the final
user or consumer is referred to as the structure of the market.

c. Most basically the term “market” refers to the complex
set of forces that results in a certain price being paid by con-
sumers for a particular bill of goods. These forces include all
the items that make up the cost of the goods; such things, for
example, as rent, wages, and payment for wear and tear on
machinery in factories, the necessary remuneration to the
farmer or miner for raw materials, the transportation charges
to move both raw materials and finished goods from where they
are produced to where they will be consumed, and so on. These
costs set a limit below which prices will not fall without a re-
sulting reduction in supply. The market forces include also
the various eclements of demand. These appear to be of two
general sorts, psychological and economic. The psychology
of demand is concerned with the desires, whims, and vagaries
of consumers. It includes insistence upon style in dresses,
speed in automobiles, color in apples, as well as more strictly
utilitarian characteristics. Psychology is an important factor
in the demand for consumer goods, with very little direct effect
upon the derived demand for producer goods. The economics
of demand is concerned with the purchasing power of particu-
lar individuals and groups, which is, in turn, closely connected
with income. The desires of individuals and their purchasing
power set an upper limit above which price will never go.
Detailed discussion of the interplay of these various factors in
determining the pattern of consumption will be found in Chap-
ter 9.
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2. Income. As consumers we are greatly interested in our
income, for the size of one’s income limits the extent of one’s
consumption. And yet income is not easy to define. Income
may be considered, for some purposes, as the total of all money
and credits reccived. This does not serve our present purpose
well, for one’s gross income or receipts may be very large while
the part available to spend on consumption is small. A retail
grocer may have sales of $75,000 a yecar, for example, but
when he has paid for his stocks of merchandise, his clerk hire,
his fuel and light bills, and the other necessary expenses of his
business, only a small part of his $75,000 will be left to him;
perhaps not over $1500, or $2500 if he has been an unusually
good manager. Even of this amount some may have to go for
taxes, or payment of previous loans, or some purpose other
than his current personal and family consumption.

The federal government and many of the states have under-
taken to establish legal definitions of personal income as a basis
for levying taxes. They have had great difficulty in deciding
what should be counted and what not. Onec of the troubles has
been that individuals often obtain ownership in land, or capital
plant, or inventories of goods at some appraised value as part
of their apparent income. Then when they dispose of their
ownership they may get cither more or less money for it than
they expected and the question arises, “Is the gain or loss from
expected value to be counted in current income?” This is but
one of many complicated questions that have bothered income
tax departments for many years.

One thing we can say with assurance concerning income—it
is a flow of value and can be counted only in relation to a pe-
riod of time; wealth, in contrast, is a store of value, existing
and possessed by someone at a moment of time. In other
words, what we receive in a particular year or other fiscal pe-
riod is income, while what we possess at any moment is wealth.
If one receives a wage for services, a price for the sale of a
city lot, and inheritance of a farm or a factory, he has in this
sense received an income. If he still possesses the farm or fac-
tory the next year, it is not income to him, for there has been
no further flow of its ownership; it is, however, now part of his
store of wealth.
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Some authorities would go still further in limiting the con-
cept of income. These would claim that people do not really
receive income until they actually obtain goods and services to
consume. In this sense one’s inheritance of a farm is not in-
come to him, but an increase in his ownership of wealth. One
could convert this into income by selling the farm—or by bor-
rowing on it—and using the money for a vacation trip or other
form of consumption. Perhaps this is the most accurate con-
cept of income, but it is not the most commonly used.

For our purposes it is not necessary that we choose one best
definition, but that we understand the differences among the
several definitions and that we take care to determine the sense
in which the term is used whencver we sce or hear it. Perhaps
it will be helpful if we think of net intake or receipts available
for consumption as income in the sense of purchasing power,
and of actual conswmption as realized income.

When we examine this last concept of income we sce that, by
its terms, the use of consumer goods and services constitutes
the total of income. The building of factories is a necessary
step towards the production of future income, but it is not in-
come. In the process of building, however, someone is willing
to pay money wages to carpenters, bricklayers, and others in
anticipation of subsequent business earnings. These wages
are, in the main, promptly converted into income in the form
of groceries, clothing, and the other goods and services con-
sumed by the wage earners and their families. Durable con-
sumer goods, such as houses and automobiles, present another
complication. Strictly speaking, only their depreciation is
realized income, although frequently their purchase for indi-
vidual use is so considered. If a house burns down or is other-
wise destroyed immediately after completion, no real income
was produced in its building.

Income is generally reported in terms of money. This is
convenient because nearly all business transactions are com-
pleted by money payments and because money is a convenient
common denominator with which to obtain the sum of satisfac-
tions derived respectively from a new pair of shoes, a month’s
supply of milk, a week end at a lake resort, a carton of ciga-
rettes, a symphony concert, and any quantity of other things.
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Money is, however, inadequate and inexact as a measure of
income, for at lecast three reasons. First, there are many satis-
factions that we receive without any monetary payment. There
are the glory of the sunrisc and similar beauties of nature that
come to society without prices. Then, too, the flowers in a
neighbor’s garden, a borrowed book, an evening spent with
friends, give us delight. More nearly in the economic field,
there is the great contribution of the housewife to herself, her
husband and her family which generally does not enter into
monetary calculations of income ; the tax authorities are agreed
that this particular form of income is not part of the tax base.
Other cases, however, arc not quite so clear. If, for example,
a college gives free tuition to the children of a professor on
its faculty, is this part of his family income? Certainly a flow
of satisfactions has been received just as surely as though the
children had been sent to some other college where tuition was
required. But the money wages of the professor remain the
same whether he sends his children to the local college or to
another, or indecd, whether he has no children at all. Money
income generally fails to count special benefits or perquisites
that do not involve cash transactions.

Second, it frequently is difficult to distinguish “consumption
goods” from “production goods.” The illustration of money
expended on the building of a factory seems a clear case of
production goods, while the purchase of a dinner in a restau-
rant is an equally clear case of consumption good; if all cases
were as easily classified, a measure of monetary expenditures
devoted to consumption income would be simple. When a
carpenter pays for a street car ride between his house and his
work, on the other hand, the expenditure scems logically a
necessary “cost of doing business” and, thus, not income; when
the same man takes his family by street car to the park for a
picnic the carfares are as much consumption expenditures as
the nickels for lemonade or peanuts for the elephants. No one
would bother in practice, however, to keep separate count of
such expenditures when made for the two purposes.

The third difficulty with money as a measure of income lies
in the fact that the value of the dollar is not constant. By
this we mean that a given number of dollars will not always
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buy the same bill of goods. (See Figs. 6-9.) The converse of
this is that the general level of prices is constantly changing.
This fact makes difficult any direct comparison of monetary
income at different moments of time. We cannot tell whether
we live better or not so well as our grandfathers just by com-
paring our dollar expenditures with theirs.

A good many years ago a monk, who had the responsibility
for making a fixed moncy revenue cover the expenses of his

AVERAGE MONEY WAGES PER HOUR OF EMPLOYED WAGE EARNERS
UNITED STATES, 1929 AND 1933

1929 1933

1 Dollar 76 Cents

Fi1e. 6. In the depression year of 1933 the hourly wages of people em-
ployed in American industries averaged only 76 percent as high as in 1929.
That is, any person who worked the same number of hours in 1933 as in
1929 received only 76 percent as much in money wages. It does not follow,
however, that his purchasing power income was reduced a like amount.

monastery, undertook to work out a method of estimating the
year-to-year changes in the value of money. He did this by
noting the changes in the prices of each of the commodities and
services which he had to buy and then averaging these changes.
In making this average, the change in each item was given a
weight equal to the ratio of the expenditure on that item to the
total budget. The resulting figure we call an index of prices
and it is generally reported in relative terms; some one year or
period being arbitrarily taken as 100 and other years shown
as percentages of that figure.

Since this method of figuring the change in the value or pur-
chasing power of money was first thought of, many index
numbers have been calculated. In Fig. 10 there is shown
graphically one such index of wholesale prices in the United
States for a long period of time. In recent years the Bureau
of Labor Statistics has calculated and published several



“‘REAL EARNINGS'* OF EMPLOYED WAGE EARNERS
UNITED STATES, 1929 AND 1933

1929 1933

1 Dollar 99 Cents

Fie. 7. When the money wages shown in Fig. 6 are adjusted for the
changes in cost of living, it is found that the 76 cents received in 1933
would purchase nearly the same bill of goods as did the $1.00 received in
1929. The calculation is as follows:

money wages X 100 —real wages; or the relative amount of goods

and services that can be bought with the money
income.

cost-of-living index

76
For 1933 the figures are—’ﬁx 100 = 99, the relative real wage. (The
cost-of-living index in 1933 stood at 77 relative to 100 in 1929.)

COMPARISON OF ‘‘REAL EARNINGS'' OF WAGE EARNERS AS A GROUP
UNITED STATES, 1929 AND 1933

1929 1933

1 Dollar 57 Cents

Fie. 8. Total real wages of all wage earners in the United States did not
fare so well in 1933 as suggested by Fig. 7. 'This is due to two factors,
namely: (1) a smaller number of people worked in 1933 than in 1929, and
(2) those who were employed at all, worked a smaller number of hours.
When allowance is made for these changes, it is found that the real wages
of all people employed in 90 leading manufacturing industries were only
57 percent as high in 1933 as in 1929.
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PURCHASING POWER OF THE WAGE EARNER'S DOLLAR
UNITED STATES, 1929 AND 1933

1929 1933
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1 Dollar 1 Dollar 29 Cents

Fie. 9. Any wage carner whose money income in 1933 was the same as in
1929 would have had a purchasing power or real income equal to $1.29 at
1929 prices of goods and services. That this fortunate result did not occur
for most wage earners is indicated by the data presented in Figs. 7 and 8.
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Fie. 10. This graph shows changes in the level of prices, reported by
weeks, months and years, in a representative list of important commodities.
The figures are shown as percentages of the average prices prevailing
during the year 1926, which is called the base year and is represented by
100 percent. Note that the three violent price increases occurred during
three major wars. (Source: Monthly Labor Review, September, 1935.)
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monthly indexes of prices. The Survey of Current Business
published monthly by the Department of Commerce contains
the leading price and purchasing power indexes for the United
States and some for foreign countries. Illustrations of some
typical price movements that must be combined to form an
index number of prices are shown in Figs. 11, 12, and 13.

INDIVIDUAL PRICES
Dispersing from 1913

Coke

QOats

Beef
Pork
Copper

Petroleum
Lumber

Hides

Coffee

Rubber

! | 1 | 1
1913 1914 1915 1916 1917 1918
Year

Fre. 11. This chart shows the wide dispersion of price movements of ten
commodities between 1913 and 1918. In the figure the price of each com-
modity is shown as 100 in 1918; the prices in the subscquent years are then
shown at their existing level relative to that position.

If you will imagine the movements of price in this small group of com-
modities multiplied by the number of commodities on the markets of the
world you will have a picture of the extreme complexity of price move-
ments which must be averaged to form a price index. (Source: Fisher,
Irving, The Making of Index Numbers, p. 12, Houghton Mifflin, 1922.)
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While there have been some refinements in the technique of
weighting and averaging individual items in the making of
index numbers, these nced not detain us here. We are con-
cerned, rather, with the uses to which the indices may be put,
with special emphasis on the nced for care in the selection of
the best index for a specific purpose.

One of the important uses of index numbers has already been

AVERAGING TWO COMMODITY PRICES

Per Cent
125 -

120~ Milk (120) -

115 — -

Average or Index No. (112)
110 —~ ]

105 — Wheat (104)
100 +

Jan 1, 1930 Jan.1, 1931

Fie. 12. The making of an index number is illustrated in simplified form
by this figure. Two commodity prices only are used, although in any actual
index a much larger number probably would be used. If the price of wheat
were $1.00 per bushel on Jan. 1, 1930, and $1.04 on Jan. 1, 1981, it would
have risen 4 percent. Similarly, if the price of milk were 10 cents a quart
on the first date and 12 cents a quart on the second date, it would have risen
20 percent. Expressed in terms of 1930 prices as 100, the 1931 prices would
be 104 and 120 respectively. The simple index number would then be an

104 - 120
average of these two relatives; that is ol

1930.

=112 relative to 100 in

mentioned, namely, estimating the extent to which a money
income will permit the maintenance of a customary standard
of living. An index constructed for this purpose is called a
cost-of-living index. It must be constructed to reflect the
changes in the prices of all the items that are included in the
accepted standard of living, and each item must be weighted
in accordance with its importance in the standard. Many of
the items that enter into standards of living, and their relative
importance, are discussed in Chapter 9. Wage adjustments
are sometimes made in accordance with changes in the cost-of-
living index for wage earners’ families.

Another use to which index numbers are put is the compari-
son of the power of one group of commodities to exchange for



SUMMARY OF YEARLY CHANGES IN WHOLESALE PRICES
UNITED STATES, 1891-1918

74\

1890 1892 1894 1896 1898 1900 1902 %904 1906 1908 1910 1912 1914 1916 1918
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Fio. 18. This chart illustrates the diversity of fluctuations of prices of
252 selected commodities included in the Bureau of Labor Statistics index
number during the period of 1891-1918. The reader will note the relative
stability of the index number which is represented by the heavy center line
and the erratic movements of its component parts represented by the light
lines radiating from one central point each year; these lines show only
6 out of the 252 price movements, but they are chosen to show the ex-
treme divergencies each year, The index number, as is pointed out in
Fig. 12, is the average movement and shows the average percentage change
of prices from one point of time to another.
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other commodities. For example, comparison may be made
between the price movements of farm products and those of
things farmers must buy. Such comparisons show the changes
in the purchasing power of farmers’ crops and are an indica-
tion of rural welfare.

A third purpose for index numbers of the sort we are dis-
cussing is to estimate the real changes in production or sale
of goods when physical measurements are not available, or
when commodities are to be combined for which no common
physical measure exists. It is difficult, for example, to get any
direct measurement of the change in production of wheat, eggs,
butter, and potatoes in a general farming area—or of shoes,
hats, and cotton cloth in an industrial area—but an approxi-
mation can be arrived at by adjusting the sales value of all
the items by an index of the change in prices.

Perhaps some simple illustrations will make these several
uses clearer. (a) If a carpenter received $1200 in wages in
1929 and only $1100 in 1931, he might fcel that his income had
been reduced. If in fact, however, the relevant cost-of-living
index had gone down from 100 in 1929 to 87 in 1931, his real
income would actually have increased. The calculation would
be as follows:

1200

100 X 100 = $1200

1100

—_— 100 = $1264
87 X 3

In other words, the smaller money income would actually pur-
chase more goods and services in 1931 than the larger money
income did in 1929, by $64 worth. This relationship explains
the fact that people on fixed salaries actually are better off in
a depression, and suffer more in times of expansion and high
prices, than those whose incomes fluctuate more in harmony
with the cost-of-living index. (b) If a farmer’s cash income
was $1000 in 1929 and only $600 in 1931 the reduction would
seem very great, but if the price of things farmers buy had
fallen from an index of 100 to 80 the loss would not be so seri-
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ous as at first appears; the $600 in 1931 would then be worth
as much to him as $750 would have been in 1929 ; that is, there
would have been a reduction of only 25 percent instead of the
apparent 40 percent in purchasing power. The method of cal-
culation is the same as in the previous example. (c) If the
value of goods produced by a group of factories decreased
from $6,000,000 to $4,000,000 between two years, one might
assume that the output had been greatly curtailed. But if the
price per unit had fallen at the same time from an index of 100
to an index of 60, the physical output would have actually
increased. The calculation in this case includes two steps:

(1) $6,000,000 . 150 = $6,000,000
100
34,000,000 +/ 9 — $6,670,000

60

That is, the amount produced in the second year would have
been worth $6,670,000 at the price prevailing in the first year.
(2) If the value the first year is counted as 100, then the rela-
tive adjusted value the second year would be

(igz X 100 =111

In other words, the physical output would have had to be in-
creased 11 percent to give the $4,000,000 sales at the reduced
prices. These cases suggest some of the many ways in which
index numbers make possible a more accurate interpretation of
monetary measurements of income than could be made from the
original dollar figures.

3. Sources of Individual Ability to Consume. Individuals
obtain income in the sense of purchasing power in various
ways. The most universal of these is as compensation for direct
services performed for someone else. Such compensations may
be received in the form of wages or salaries or commissions.
On the other hand, purchasing power may come to the indi-
vidual in return for the use of land, capital goods such as
buildings and machines, or money, which he owns and either
uses productively or permits someone else to use. If an owner
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uses the capital himself, the compensation is a proprietor’s
return commonly called “profit.” If he permits someone else
to use the capital the compensation takes the name of “rent,”
“dividend,” or “interest.” In any case it is an expression of
what people have considered the use of the capital worth to
society, and this “worth” comes from the fact that more total
consumption income is available than would be without the use
of this particular capital.

These two important sources of purchasing power are in-
distinguishable in the case of many individuals. Farmers and
proprictors of factorics or stores expect to have a net balance
of business receipts over business expenditures at the end of
each year. This net balance is the money income resulting
from their particular business enterprise. Part of it is the
result of their personal effort and part of it results from the
use of capital; it is impossible to distinguish directly between
the two parts. An approximate determination may be made,
however, by estimating the amount that someone else would be
willing to pay in wages for the personal services of the laborer-
manager, on the one hand, or in rent and interest for the use
of the capital, on the other hand.

While the two sources of the purchasing power mentioned
above are the most general ones, there are others that are im-
portant to certain individuals. These include, for example,
gifts of all sorts, the most important of which are probably
associated with the custom or practice of inheritance. They
also include chance winnings from speculation and gambling.
It is desirable that these two terms be distinguished, for prop-
erly used they refer to very different things. Speculation in-
volves the assumption of a risk or uncertainty connected with
some business enterprise. This risk or uncertainty is an
essential part of the business and must be borne by someone.
It arises out of the incompleteness or incxactness of our knowl-
edge concerning either demand or the costs of supplying the
demand. For example, if a farmer keeps title to his wheat for
some months after harvest, he runs the risk that the price may
change. The change may, of course, be either in his favor or
against him. In the former case, he gains by holding the
wheat, and in the latter case he loses. Had he sold immediately
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after harvest someone else would have borne this risk and would
have received the gain if the price advanced. Speculation also
occurs in the stock market; that is, in the ownership of shares
in business corporations. Here again, there is uncertainty as
to whether the demand for particular consumer goods will
cause the derived value of manufacturing plants to rise or fall.
If the former takes place while an individual owns part of the
stock of the company, he is able to sell the stock and show a
speculative profit. This profit is income to the individual.
Someone, of course, must own the stock at all times whether it
is either rising or falling in value or remaining constant.

Gambling and betting, in contrast to speculation, may be
defined as the taking of chances that are created for that ex-
press purpose. For example, it is not necessary that anyone
bet on the outcome of horse races or football games, since the
events are financed by admission fees and the betting has noth-
ing to do directly with either the income or the expenditures of
the management; also contract bridge and similar games may
be played either with or without money payment to the winner.

Still another incidental source of individual purchasing
power is found in the proceeds from robberies. There are, of
course, various degrees of ruthlessness and finesse in this field.
The man who holds up a bank with a machine gun, the butcher
who “weighs his thumb,” and the banker or trustee who
manipulates accounts to his own advantage, hold somewhat dif-
ferent places in socicty although their source of income is
really much the same.

In total these several sources of income are small when com-
pared with the returns to labor and capital, but to the partic-
ular individual they may be important. A student in college
may be supported almost entirely by gifts. Some professionals
derive their entire income from winnings at cards or other
gambling. A second-story man lives off the result of his pilfer-
ing. It should be noted, however, that each of these sources of
income represents a redistribution of existing purchasing
power among individuals without any net addition to total
social income such as accompanies the basic sources previously
discussed.

Still another part of consumption income reaches the indi-
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vidual in the form of government services which he may or may
not pay for personally. The head of a family in any modern
city receives the privilege of education for his children, the use
of streets and parks for the entire family, police and fire pro-
tection for his property, and other services quite independently
of his payment for these services. Of course the entire cost of
the service is paid by the people of the community collectively
through the collection and disbursement of tax funds. By this
process some individuals have their consumption raised above
their purchasing-power income while for others the reverse is
true. For the former the increase in consumption is similar to
that accompanying any other gift, at least in many of its
aspects. Whether the process from the point of view of the
second group more closely resembles giving or robbery depends,
of course, upon how the decision to furnish the services was
made; under normal operation of a democratic government the
contributions to common expenditures resemble free giving,
while under conditions of revolution or dictatorship they have
many points of similarity to robbery.

4. Origins and Limitations of Ownership. Statistical studies
indicate that from 75 to 85 percent of the individual receipts
of purchasing power are the direct payment for personal
effort;* presumably this portion of the total is distributed in
accordance with the ability of individuals to find ways of being
useful to socicty. Fifteen to 25 percent is payment for the
use of capital in its various forms through dividends on stocks,
interest on bonds, mortgages and other loans, rents on build-
ings, net returns to farm and store proprietors, and the like.
This share is distributed in proportion to the ownership of
capital, without direct reference to the abilities of the indi-
viduals who receive it. Perhaps it is worth while to inquire
briefly, therefore, into the ways in which individuals acquire
ownership.

Personal ownership may come about in any of three broadly
defined ways, namely, purchase, gift, or appropriation. We
may discuss some of the implications of each in turn.

When one buys a farm or a store or any other item of capi-

1 Discussion of data in support of this generalization is found in Chap-
ter 5.
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tal, a saving of previously acquired purchasing power must be
inferred.* Such a saving could have occurred only if consump-
tion were less than rcceived purchasing-power income. If the
latter is entirely a personal-effort income, then the individual
may be said to have acquired property ownership as a direct
result of his ability to serve society in production and to econ-
omize on his immediate consumption. He has deferred con-
sumption in order that he might have larger purchasing power
later; larger both by the amount others are willing to pay him
for the use of his capital and, finally, by the amount for which
he can sell his capital goods. Certainly in these circumstances
the individual would seem “entitled” to any increase in future
consumption.

When ownership has been acquired by the individual through
gift, the case would appear to be somewhat different. When
the government gave land that belonged to no individual, but
to the people jointly, to the carly railroad companies, it was
done on the assumption that railroad building was in the com-
mon interest and that the land grants would result in the most
generally useful development of the public domain. It may be
questioned, perhaps, whether the corporation stockholders who
have acquired the railroads are “entitled” to an owner’s return
on that portion of their present property which was an orig-
inal gift, since there was no personal effort involved in its ac-
quisition. (It should be noted, however, that the present
stockholders have paid, in many instances, for the present full
property value.) Whatever may be said about the railroad
case must probably be said about the farms throughout most
of the country. Land ownership was originally granted by
government to individuals who made a very low payment or
none at all. The sons or grandsons of the original owners
have since inherited many of these lands and the income which
they derive from ownership has little necessary relationship to
their personal ability or effort.

2 If one buys “on time” it should be noted that the income from owner-
ship continues to flow to the selling owner in the form of a contractual
interest payment. In such cases the buyer proposes to apply subsequently
saved purchasing power to the fulfillment of his contract. He does not
obtain the full monetary return of ownership until his payments are com-

pleted. Otherwise the sequence is identical to that accompanying a cash
purchase.
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What has just been said about these special cases applies,
of course, to the entire institution of inheritance. Provision
was made long ago for handing down property from father to
eldest son, generation after generation. This provision was
made on the assumption, in part, that established families have
proven their ability to manage enterprises efficiently in the
general interest of all the people. If history has proved—or
ever should prove—this assumption false, a principal reason for
inherited ownership will have disappeared. As will be pointed
out later, fundamental changes in the public attitude towards
inheritance have alrcady taken place.

When personal ownership is acquired by appropriation the
case is again different. If the appropriation follows true dis-
covery—as with the prospector or the inventor—there is wide
agreement that the pioneer is “entitled” to his find and to any
income that may flow from it. But when the appropriation
takes the form of acquiring things that are already owned by
someone else, without “due process of law,” the Greeks and
everyone since “have a word for it.” Clearly, the individual is
not “entitled” to the flow of income from property which he
has acquired through chicanery, misrepresentation, or outright
robbery.

Private ownership of capital goods and of natural resources
has long been considered a personal privilege and right. Time
was, perhaps, when might was the only rule of right, but that
condition has little in common with modern practice. Nowa-
days we pass laws, and employ police power to enforce them,
in protection of the ownership rights of individuals. With
limited exceptions, the individual may dispose of his property
as he sees fit, even to the extent of willing its ownership and
dictating its use after his death.

And yet the rights of ownership are never complete or abso-
lute. One may appear to have full ownership in a pair of
shoes, but he may not legally throw them through his neigh-
bor’s window. One may own a city lot, but he may not use the
portion of it devoted to public sidewalk for any other purpose
and, if it happens to be zoned for residential purposes only, he
may not use it for a factory. You must keep your cow out of
your neighbor’s cornfield; a canning company is permitted to
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operate only if it disposes of its wastes in prescribed manner;
a railroad company must maintain certain specified services
and may charge only certain rates if it is to keep its franchise.
Ownership rights are restricted in many ways by common con-
sent and by legal action of properly constituted authorities.
And it may be pointed out that there is no logical stopping
point in the curtailment of individual control that accompanies
ownership.

Individual rights are limited not alone in ownership, but in
practically all other fields as well. The rights to “personal
liberty and the pursuit of happiness” are granted to us only
in so far as we do not interfere seriously with the rights of
others; and what constitutes intereference is subject to con-
stant change in definition. We cannot practice law or medicine
without a license, speed laws may prevent our getting our full
thrill out of fast driving, we may not keep a cow in the city to
supply our family with milk, the maximum amount we can
charge others for the use of our money is set by law. These
are but illustrations of the many ways in which individual free-
dom is curtailed and, here again, there appears to be no logical
limit to the use of group action in limiting personal liberty.
Conflict would seem to be inevitable and continuous between
those who, on the one hand, wish to limit the freedom of others
in their own selfish interest and those who, on the other hand,
seek to curb the power of certain individuals in what they be-
lieve to be the interest of the general public.

5. The Function of Price. Within the limits set by the rules
of the game, as they are sct at any particular moment by cus-
tom and legal act, price operates as an important guide to
individual action. Other people offer to each of us individually
a price for our personal service or for the use of our capital.
The upper limit of the price bargain is set by what the buyer
believes the service or use of capital will be worth to him, either
for personal consumption or as an aid to further production.
The lower limit for an effective price offer—that is, one that
will result in a deal—is set by our willingness to do the job or
to dispense temporarily with the use of our capital. The inter-
play of judgment of buyer and seller finally results in a price
somewhere between these two limits at which a trade is made or
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a deal consummated. If the good or service is reproducible like
cans or cars rather than non-reproducible like the painting of
a master, and if the price agreed upon is satisfactory enough
to the seller, a supply will continue to be forthcoming. Simi-
larly, if the satisfaction the buyer gets from his cans or cars
is of the sort that bears repeating and if it proves equal to
anticipation, demand is likely to continue.

Broadly speaking, this mechanism of decision operates
throughout the entire field of economic activity; it is present
in the bargaining for labor at all the levels, in the rent of a
summer cottage, in the sale of crude oil, or eggs, or watches, or
scrap iron, or steam yachts, or cabbage. Perhaps, however,
the mechanism is used with less precision in connection with
purchases for final consumption than elsewhere. If this be
true, the cause probably lies in the inability of the consumer to
exercise sound judgment in balancing the satisfactions to be
expected from one purchase against those that would come
from some other use of purchasing power. The reality of this
lack of ability, together with some of its causes, will be dis-
cussed in Part II while some possible remedies will be consid-
ered in Part IIL

6. Group Action in the Interest of the Consumer. On the
assumption that consumers are somewhat at a disadvantage in
the operation of the price mechanism, organized governments
have undertaken certain things in their behalf. These things
fall somewhat naturally in three classes, namely:

a. Rules and regulations
b. Redistribution of income
c. Public services

The rules and regulations laid down by public legislatures in
the interest of consumers include such things as the pure food
and drug laws, the standards of weights and measures, usury
laws, prohibitions of misbranding and false description, and
the like. In gene