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INTRODUCTION

ROBERT L. HEILBRONER

There is a word that makes professors of economics wince these
days, as I can testify from personal experience. The word is, of course,
relevance. There was a time, not so many years ago, when I could teach
an introductory class the mysteries of diminishing marginal utility, ex-
plaining why the man in the Sahara desert would not be willing to pay
as much for the third pint of water as for the second, confident that when
the hands went up it would be because someone wasn’t convinced that
he shouldn’t pay more, because his total utility was greater. Now when
the hands go up, I know what the question is going to be: “That’s clear
enough, Professor Heilbroner, but we don’t see how it’s relevant.”

Is it relevant? It is certainly easy enough to understand why it does
not seem so. What has diminishing marginal utility to do with giant
corporations, the military-industrial complex, imperialism, ghetto life?
Isn’t time spent on the study of marginal utility simply time diverted
from the consideration of real issues, such as these? Worse, isn’t the very
act of taking seriously a figment like “diminishing marginal utility” apt
to cultivate an ivory-tower frame of mind that will no longer wish to
come to grips with the brute problems of the real world?

I think these are the kinds of misgivings that first come to the sur-
face when economics students begin to ask questions about the discipline
they are learning, rather than merely swallowing it down like so much
medicine. Yet I do not think that these initial objections count for very
much. As a rule, the aspect of economics that upsets those who begin to
study it is its abstractness, its seeming removal from life, but any in-
structor worth his salt can reassure his students that this abstract quality

ix



X Introduction

is a strength and not a weakness if we are to study large-scale questions,
and that the “unreality” of many economic conceptions conceals a sharp
cutting edge.

Thus, for example, the rationale for progressive taxation hinges on
nothing less than the belief that successive dollars of income, like suc-
cessive pints of water in the Sahara, yield cver smaller increments of
enjoyment to its recipients. In the same way, an ivory-tower idea such
as pure competition, which every first-year student regards as utterly
irrelevant, suddenly turns up as the indispensable starting point for an
understanding of Marx’s model of capitalism; or the rarified assumptions
of Pareto Optimality (that imaginary condition in which no further effi-
ciency or consumer satisfaction can be squeezed out of a given economic
system by rearranging its inputs or outputs) take on an unexpected politi-
cal and social relevance in discussing the problems of socialist planning.

Indeed, by the time an overly zealous instructor is through, the dan-
ger is that the shoe will be on the other foot, and that the class will have
been persuaded that the charge of “irrelevance” is nothing but the ill-
considered objections of those who have not yet mastered the subject.
But if he proceeds this far, it is now the instructor who risks becoming
irrelevant. For if the initial objections to the abstractions of economics
tend to be wide of the mark, this is very far from saying that the feelings
of unease aroused by the study of economics have no validity. What the
freshman student wants from economics—and hopefully what he will con-
tinue to want when he has become an instructor—is a heightened ability
to understand, and if possible to control, important aspects of the social
system in which he lives. Long after he has accepted the need for the
abstract character of economic thought, the student (and his instructor,
too) may still feel that cconomics ignores the most pressing issues of
society, or that it gives unsatisfactory answers to them. At that point, the
charge of “irrelevance” is no longer an objection that can be casily over-
come, but a serious challenge to the validity of the discipline itself.

Is economics a penetrative and reliable guide to the nature of
socicty? The purposc of this book of readings is to demonstrate that it
can be—that it can ask piercing questions, give cogent advice, and offer
decp perspectives on history and on social cevolution. To that cxtent, of
course, economics is as relevant as any study of society can be. But in a
sense, a book of readings that emphasizes the relevance of cconomics
fails to cxplain the other side of the coin—the rcasons why cconomics is
often not relevant. It would hardly do to fill the pages of this book with
examples of cconomics at its worst. Hence, in this initial essay I shall try
to point out why and to what cxent cconomics docs not succeed in being
useful; that is, why economics frequently does not ask the kinds of ques-
tions that would most clearly illumine society, or why it gets unsatisfactory
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answers to some of the questions it does ask, or why it often fails to offer
us the historic or philosophic guidance we seek from it.

The Irrelevance of Economists

Let me begin this analysis of the failures of economics by taking up
a touchy issue, but one that cannot be sidestepped. This is the fact that
the “irrelevance” that most disturbs many students is the unwillingness
of academic economists to ask disturbing or unpleasant questions with
regard to the social order, and in particular to avoid social criticism that
is radical in intent. Economics thus appears to many students not as a
genuinely objective science that sheds its illumination on the good and
bad aspects of society alike, but as a kind of high-level apologetics that
tends to illumine only those issues for which economics has an “answer,”
and to overlook those for which it has none.

I think one should admit that, on the whole, this criticism is fairly
taken. Most textbooks are bland in tone and pussyfoot around thorny
questions. How many, for example, ever mention the issues of imperialism,
or present the facts with regard to the concentration of wealth in the
United States, or examine very deeply the behavior of the corporate sec-
tor? Moreover, students who have gone beyond the textbooks into the
professional journals know that this blandness is by no means confined
to the delicate atmosphere of the classroom, but extends into the dialogue
that the profession holds with itself. With exceptions to which we will
return, it is simply a fact that most of the things that economists write
about are not matters of burning social importance, and that the prevail-
ing tone in which they do write about social questions tends to be one of
a sympathetic conservatism rather than of indignant radicalism.

Why are most economists so conservative in their outlook? Professor
Stigler, one of the best-known exponents of the conservative economic
philosophy, has contended that it is the result of the training that econo-
mists undergo, a training that disabuses them of heady notions with
respect to the changes that socialism (or some other form of institutional
rearrangement) could bring and that persuades them of the propriety of
the market system.!

It is probably true that a study of economics does tend to make one

'Stigler’s essay, “The Politics of Political Economists” first appeared in the Quarterly
Journal of Economics (November 1959) and has been reprinted in his Essays in the
History of Economic Thought. His actual words read: “It becomes impossible for the
trained economist to believe that a small group of selfish capitalists dictates the main
outlines of the allocation of resources. . .. He cannot unblushingly repeat such slogans
as ‘production for use rather than for profit.” He cannot believe that a change in the
form of social organization will eliminate basic economic problems.” (Essays, pp.
59-60.)
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wary of sweeping statements and unconsidered jumps, as does the study
of almost anything; but I am not wholly convinced by Stigler’s argument
that conservatism is somehow more intelligent than radicalism. I would
rather raise another, less elegant, possibility as to why economists arc
predominantly conservative in their outlooks. This is because economists
tend to be located in the upper echelons of the pyramid of incomes and
thus tend to share, consciously or otherwise, the conserving attitude that
is characteristic of top echelons in all societies. I do not mean that econo-
mists are the spineless servants of the very rich. But in 1967 the average
income of associate professors of economics (the middle group of academic
rankings) was $14,000 and the average income of a “superior” full pro-
fessor was $21,000. That was sufficient to place associate professors in the
top 10 percent of income receivers in the country, and superior full pro-
fessors in the top 2 percent. I do not see why it should be doubted that
economists, like all groups, take on the values and standards of the socio-
economic milieu in which they live.

Yet, what is generally true of the group as a whole is certainly not
true of each and every member of it. If, as both Professor Stigler and I
believe, the economics profession is marked by a general conservatism of
views, there are still economists enough, including some very eminent
ones, who do not share the prevailing attitude. What the essays in Part 1
of this reader will show is that economics can be a formidable vehicle of
social criticism and a powerful agent of social change. Hence, it is not
the discipline of economics, diminishing marginal utility and all, that can
be held responsible for its lack of relevance, if we mean by this its fre-
quently observed failure to direct its attention to important social issues.
The fault lies rather with the reluctance of many of its practitioners to
use their economic skills for purposes that may be intellectually uncom-
fortable, or politically risky, or simply out-of-step with their colleagues.
To that extent, the irrelevance of which students complain lies not within
the discipline of economics but within that of sociology, and the cure for
the problem lies in the determination of these students to put their own
skills to good use when they take the places of their former instructors.

The Limitations of Economics

But there is a second, and perhaps deeper, meaning to the charge
that economics is “irrelevant.” It is that the results produced by the appli-
cation of conventional economics too often have no usefulness—that the
answers that economics gives to the problems to which it does address
itself are frequently untrustworthy as guides to social policy.

This is a charge that, as we shall shortly see, contains what I believe
to be an important core of truth. Yet, before we examine the limits beyond
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which economic reasoning cannot be relied upon, it is important to estab-
lish the things that economics can do and the extent to which it can be
put to practical use.

The dividing line, as I see it, that separates what economics can do
from what it cannot, lies between the usefulness of economics in explain-
ing the structural characteristics of a market economy, and its relative
uselessness in predicting how a market economy will behave in a given
instance. To put it differently, economics is extremely relevant when we
want to know how the economy is constructed, so that we can trace the
numerous possible connections between one part and another, but usually
“irrelevant” (by which I mean unreliable) if we want to know exactly
which of these connections will be triggered off by a particular economic
stimulus.

We shall consider in a moment the reasons for this predictive failing
of economics. But at this juncture, while we are still concerned with
the positive, relevant aspects of conventional economic thought, it is
important to emphasize the enormous contribution that the structural
insights of economics offer us. Perhaps only someone who can remember
the intellectual confusion of the Great Depression, or the sense of heretical
shock that greeted President Kennedy’s proposal to spur economic growth
by deliberately incurring a federal budgetary deficit, can fully appreciate
the gain that has been won by the gradual clarification of the macro-
structure of the economy. For the first time in the history of industrial
society, we have finally grasped the nature of the mechanism by which
the critical aggregates of employment and income are determined. Even
if we still cannot manipulate that mechanism very well, the gain in intel-
lectual clarity in itself constitutes the strongest single claim that conven-
tional economics has for its own relevance, and it is a powerful claim
indeed.

Microeconomics is not far behind, moreover, in claiming for itself
a similar relevance. As with macroeconomics, microeconomics is also a
poor guide for prediction. But without its general structural concepts—
its ideas of demand and supply, of short and long run, of elasticity and
inelasticity, of marginal and average costs and revenues and products—
the operations of a market system would be virtually impossible to con-
ceive, much less to control. Since all economic systems, socialism included,
depend to some extent on the operation of a market mechanism, the link-
ages revealed by microeconomic analysis are indispensable for the under-
standing of all modern industrial systems. Whether it is to determine the
best way to alleviate poverty, or to curb pollution, or to distribute scarce
resources, or to judge the incidence of a tax, or to gauge the effects of
raising the price in a nationalized industry, it is to the apparatus of micro-
economics with its criss-crossed lines and its bowl-shaped curves, that
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we must turn if we are to think clearly about the conscquences of our
actions.

The articles in the sccond section of this reader are selected to dis-
play the power of economic reasoning in action, and I doubt that anyonc
can read through these selections and not be impressed with the clarifica-
tion that economic analysis can bring to tangled social problems. Yet I
do not want to leave the impression that economics, in its conventional
use, is therefore always relevant, in the sense of giving us clear answers
and reliable solutions. Rather, as I have already stated, I believe that
there are very important limits on the cxtent of the reasoning power of
economics, and it is to these limits that I will now turn.

I have already indicated one of the limits—the poor capabilities of
economics as a predictive science. One reason for this, with which we are
all familiar, is the inability of the discipline to handle more than a limited
number of variables at one time. Economics is forced to approach the
complexity of real-life situations exactly as we do in the classroom, on a
ceteris paribus—other things being equal—basis. But the one-thing-at-a-
time approach often brcaks down hopelessly when we try to apply it to
the world. Economics calculates its predictions as if the disturbance it
studics were the only stone dropped in a pond; whereas in fact, of course,
the surface of the pond is covered with the expanding concentric waves
of a hundred disturbances. It is hardly surprising that the patterns of the
disturbance in which we are interested become confused with or indis-
tinguishable from those of other disturbances, and that our predictions
lose their sharpness accordingly.

There is, however, a decper reason for the unreliability of economic
prediction than this. It is that the cntire predictive capability of macro-
and micro-thecory rests on a highly simplified set of assumptions with
regard to economic activity itself. These assumptions tell us that human
beings constantly try to maximize their receipts (or to minimize their
expenditures) as the paramount “behavior directives” in the course of
their daily lives. To the extent that firms or factors or consumers do not
obey these assumptions—that is, to the extent that they do not constantly
strive to move to the frontiers of their production possibilities or their
indifference maps—ecconomics loses virtually all of its ability to predict
the cffects of stimuli on the economic system. In that case, for example,
we can no longer state with certainty that a rise in price will result in a
fall in the quantity demanded and an increase in the quantity supplied,
for both of these classical behavior patterns are nothing but maximization
in action.

Do we actually maximize? The concept itself is full of ambiguities.
Maximize what, over what period of time? If we define maximization to
mean “psychic income” or “satisfactions,” then the concept loses its pre-
dictive power because any course of action may be said to lead to maxi-
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mum “well-being,” since we have no objective measure of whether that
well-being is really maximized or not. On the other hand, if we define
maximization to mean something specific, such as cash income, then we
encounter a problem with regard to predictions over any period of time
but the shortest run. A giant corporation, consciously trying to maximize
its income over a period of ten years, may rationally decide to undertake
any number of actions—raising prices, lowering them, increasing or de-
creasing its current investment—depending on how it interprets the future.
In this case, maximization may accurately enough describe the state of
mind of the management, but it is of little use in foretelling exactly what
management will do.

It is because of these difficulties that economics is much better at
describing the consequences of various paths that corporations or con-
sumers may follow, than in predicting exactly which they will in fact
elect to take. But there is a still more troublesome limit to its power of
prediction. For even if we could define maximization in such a clear-cut
way that we knew precisely what course of action it would enjoin, eco-
nomic theory still finds itself stymied before the awkward fact that maxi-
mization can lead to different—indeed, contradictory—behavior in different
expectational settings.

Ordinarily, as we have just said, a factor or a firm will try to maxi-
mize its income by selling more of a commodity when its price goes up
and less when its price goes down. But what if the rise in price leads us
to believe that prices will continue to rise in the future? In that case, the
road to maximization lies in a different direction, namely in holding back
on our offerings today so that they can be sold at a better price tomorrow,
or in buying more today before the price goes up further. In a word, when
expectations tell us that an observed change in price will continue in the
same direction, then the rational pursuit of maximum income bids us to
behave in exactly the contrary fashion to that which we do “normally.”

If this abnormal kind of economic behavior were limited to occa-
sional periods of extreme crisis, we might relegate it to a footnote. But
unfortunately, precisely this kind of behavior is all too normal, whenever
the economy is moving from one prevailing psychology, whether boom
or bust, to another. Then, typically, markets become unstable just because
expectations change, and the predictive capabilities of economics diminish
accordingly.? That is why even the most sophisticated econometric models
of the economy do well only as long as the basic direction of economic
movement remains the same, but fail badly in telling us the one thing we
want to know; that is, when that basic direction itself will change.

*The most searching critique of the shortcomings of the conventional economics can
be found in Adolph Lowe, On Economic Knowledge (Harper & Row, 1965, paperback,
1970).



xvi Introduction

Thus, one endemic shortcoming of economic reasoning is its inability
to alert us to the timing of economic events. But there is a second quite
different limitation to economic theory that interferes with its predictive
capability from another angle. It is that economic reasoning is unable to
connect changes in the economic variables with changes in the political
and social spheres of social activity. As a result, economics makes its pre-
dictions as if the stimuli and constraints of the market were the only
forces impinging on the activities of men, ignoring entirely the social and
political and psychological consequences of economic action. To put the
matter differently, conventional economics deals with the economy as if
it were only a mechanism for allocating goods and services, and overlooks
the fact that the economy is also a mechanism for allocating privilege and
power.

As a result, economic predictions often fail because they do not
anticipate the “feedbacks” of noneconomic activity. Typically, for instance,
economic theory will project a growth path by calculating the effects of
labor and capital inputs, capital-output ratios, and so forth, in this way
arriving at a course of economic output in the future. But the trouble with
these projections is that economic theory does not take into account the
noneconomic changes that the growth process itself may initiate. Eco-
nomics does not, for example, connect the trajectory of growth with social
frictions to which the growth process may give rise, or with political
resistances that may be encountered if growth brings a shift in income
as between regions or social groups. Nor does it ask whether a growing
level of income may alter our life-styles or our working habits in such a
way as to change our labor inputs. In a word, economic theory gives us
a picture of change from which the political or sociological elements have
been rigorously cxcluded, although it is just these factors that arc often
all-important in determining the ultimate results of economic change itself.

This restricted scope of economic vision serves to limit the relevance
of economic theorizing even more severely than its inability to handle the
vagaries of economic behavior. Indeed, here is where the freshman’s
unease about the “abtractness” of economics comes home with a ven-
geance. But at this level of analysis the student’s objections are not so
easily brushed aside. No one denies that abstraction is an essential pre-
condition for a social science if it is to reduce the complexity of the real
world to manageable proportions. But we can now see that the sharper
and clearer the abstract model we create, the less “interdisciplinary” that
model tends to be. Thus we learn how to handle the idea of a “firm,” but
only by blotting out the political and sociological attributes of real cor-
porations; or we invent the very convenient fiction of a “factor of produc-
tion,” but only at the cost of losing to sight the cxistence of individuals
who are also voters and members of social classes.
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The fault, however, is not just that of a failure of nerve on the part
of economists. The essential problem is that we do not know the nature
of these subtle linkages between the economic mechanism and the politi-
cal and social spheres of activity. What we lack, in a word, is a unifying
theory of social change in which the distinctions of “economics” and
“sociology” and “political science” would yield to a new “holistic” science
of society. As we shall see in our next section, there was a time when
economics seemed to be close to such a holistic science. It is not today.
Instead we stand impotent before the problem of understanding how to
integrate our knowledge of the economic structure and of economic be-
havior (unpredictable though the latter often is), with a corresponding
knowledge of political or sociological structures or of political or social
behavior. The discovery of such a new integrating model or paradigm
would be the greatest triumph of social science in our time, but at the
moment no such paradigm exists. As a result, we must admit to a pro-
found limitation to economic analysis for which no solution is now in
sight.

The Relevance of Economic Philosophy

These considerations bring us to the last meaning that we can attach
to the word relevance—the possibility of using economics as a guide for
social philosophy, in the sense of helping us to understand the direction
in which our social system is headed, or still more important, the direction
in which it should head.

In the light of the severe limitations that we have put upon the pre-
dictive power of economics, can we really look to economics as a reliable
guide for the future? The answer is necessarily disconcerting. We cannot.
At best, an economist who postulates a rationale for the historic setting
of our time or who projects the shape of society into the future is engaged
in no more than a kind of controlled speculation. That these speculations
can be both eloquent and plausible we shall leave for the reader to dis-
cover for himself in Part 3 of this book. But it would be wrong to pretend
that even at their most convincing these speculations attain the status of
genuine scientific effort, at least in the meaning that economics usually
arrogates to that word.

This is an important matter to which we shall revert at the very
conclusion of this essay. But meanwhile, for students who have read the
works of Smith, Ricardo, Mill, or Marx, this must seem like a serious
retreat for economics. For surely the great classical writers did not regard
their large-scale economic philosophies as mere “controlled speculations.”
In their hands economics seemed capable of presenting a perspective on
the present and the future in full accord with the scientific canons of their
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day. Why, then were they able to create economic philosophies of greater
power than we can?

From the vantage point of contemporary history, we can discern
two attributes of classical economic thought from which this extraordinary
self-assurance emanates. One of these, which is frequently overlooked, is
the strong feeling of social destination that infuses all the classical writers.
Smith, Ricardo, Malthus, Mill, and above all Marx, firmly believed that
they knew the direction in which society was heading, and moreover they
strongly approved of that destination as being in the best interests of
mankind. Thus, economics became for them not alone an objective expla-
nation of the “laws of motion” of their respective economic societies, but
also an instrument to assist the evolution of those societies in the various
directions in which they wished them to hurry.

A second common attribute of their thought was their frank will-
ingness to discuss their societies from the point of view of class composi-
tion and conflict. In place of the neutral “factors of production” with which
modern theory deals, the classical writers spoke openly of a contest of
landlords, workers, and capitalists, so that their theories of distribution
(which were intimately intertwined with their theories of growth) were
also guides to major political and social tensions within their societies.
And whereas the outcome of the struggle among the classes was differently
diagnosed by each writer, according to his differing assessments and
assumptions regarding resources, demographic behavior, technology, and
the psychology of the social classes, in every instance his pursuit of the
logic of economic interaction led him directly to an associated drama of
political and social change.

In our own day, both these underlying premises of classical reason-
ing have lost much of their erstwhile force. The blows of 20th-century
history, devastating for the prospects of liberal capitalism and orthodox
socialism alike, have largely obscured the vista of welcome historic desti-
nation that unified and fortified so much of classical thought. Today the
great majority of social scientists, economists included, stand before the
realities of 20th-century technology, bureaucracy, nationalism, and mili-
tarism with a sense of genuine perplexity, or even despair, that blurs the
vision of even the boldest of them.

Then, too, the increased complexity and growing modest affluence
of Western society have equally undermined the second of the premises
of classical analysis—that the dynamics of social change could be directly
predicted from the clash of social classes. In our day, the once decisive
clash of classes has given way to the cohesion of a “mass society” in which
the sources of social conflict take on wholly new forms, such as the con-
flict between generations. As a result, even the most fully worked-out
philosophy of historic change and social evolution—the imposing structure
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of Marxism—finds itself in need of rethinking its traditional views in the
light of present-day realities.?

Against these vast historic changes, it is hardly surprising that eco-
nomics has lost the self-assurance of a former age. The problem of con-
structing a plausible model of social change is much more difficult in our
day than in a simpler age, for all the reasons we have discussed in the
previous section as well as in this one. Yet it is one thing to take cognizance
of the difficulties of a task, and another to abandon it. Rarely has there
been a period of history as much in need of illumination as our own, and
however partial or uncertain, the controlled speculations of economic
thought, meshed as best they can be with political and sociological anal-
ysis, still constitute the best response that we can make to our human
situation.

Perhaps in the end, the answer to this impasse of the social sciences
lies in a new appraisal of the relevance of science itself. When we said
before that economics could offer no foresight that could be given the
name “scientific,” we may have inadvertently opened the direction in
which to seek the new paradigm of social unity that we need. The word
“scientific,” as we commonly use it, refers today to a rigorous model of a
mathematical kind from which all considerations of social values have
been carefully excluded. In the great question of human destination, how-
ever, values must surely occupy a central place: the future is meaningful
because it offers us choice. Perhaps, then, the very aim of economic phi-
losophy as a “scientific” guide to the future must give way to economic
philosophy as a consciously value-laden guide—a guide that uses the
enormous powers of scientific analysis, not to predict the future, but to
assist society in reaching the goals that it has elected to pursue. In such a
basic reorientation of the discipline, economics would become the hand-
maiden of politics, advising us of the institutional and behavioral and
technical conditions necessary to achieve a destination that society has
chosen through its political processes. Such a far-reaching suggestion takes
us well beyond the confines of this essay, although not, I am glad to say,
beyond the confines of what may ultimately be most relevant for economic
thought.*

*The evolution of Marxist thought can be followed in such books as Emest Mandel’s
Marxian Economic Theory (see the last essay in this collection), Ralph Milliband’s
The State in Capitalist Society, or in the various contributions to Erich Fromm’s
Socialist Humanism.

“See R. Heilbroner, “On the Possibility of a Political Economics,” Journal of Economic
Issues, December 1970, and “On the Limited Relevance of Economics,” The Public
Interest, Fall, 1970.
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What GNP Doesn’t Tell Us

A. A. BERLE, JR.

A well-known expert on the corporation tells us that Gross National
Product is a deceptive index, and suggests what we might do about it.

It is nice to know that at current estimate the Gross National Product
of the United States in 1968 will be above 850 billions of dollars. It would
be still nicer to know if the United States will be better or worse off as a
result. If better, in what respects? If worse, could not some of this produc-
tion and effort be steered into providing more useful “goods and services™?

Unfortunately, whether the work was sham or useful, the goods
noxious, evanescent, or of permanent value will have no place in the rec-
ord. Individuals, corporations, or government want, buy, and pay for stuff
and work—so it is “product.” The labor of the Boston Symphony Orchestra
is “product” along with that of the band in a honky-tonk. The compensated
services of a quack fortune teller are “product” just as much as the work
of developing Salk vaccine. Restyling automobiles or ice chests by adding
tail fins or pink handles adds to “product” just as much as money paid for
slum clearance or medical care. They are all “goods™ or “services”—the
only test is whether somcone wanted them badly enough to pay the shot.

This blanket tabulation raises specific complaints against economists
and their uncritical aggregated figures and their acceptance of production
as “progress.” The economists bridle, “We,” they reply, “are economists,
not priests. Economics deals with satisfaction of human wants by things
or services. The want is sufficiently cvidenced by the fact that human
beings, individually or collectively, paid for them. It is not for us to pass
on what people ought to have wanted—that question is for St. Peter.

Reprinted from Saturday Review (August 31, 1968), pp. 10-12. Copyright 1968 Satur-
day Review, Inc. Reprinted by permission of the author and publisher.
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A famous statistic in America’s Needs and Resources—published by the
Twentieth Century Fund in 1955—was that Americans in 1950 paid $8.1
billion for liquor and $10.5 billion for education. Maybe they ought to
have cut out liquor and paid for more education instead—but they didn't,
and value judgments are not our job. Get yourself a philosopher for that.
We will go on recording what did happen.”

What they are saying—and as far as it goes, they are quite right—
is that nobody has given economics a mandate to set up a social-value
system for the country. Fair enough—but one wonders. Closer thinking
suggests that even on their own plane economists could perhaps con-
tribute a little to the subject, although, as will presently appear, we must
get ourselves some philosophy, too. One branch of social indicating may
not be as far removed from cold economics as it would appear. Another
branch is more diffiault, though even it may yield to analysis.

Any audit of social result, any system of social indicators, requires
solving two sets of problems. First, with all this Gross National Product
reflecting payment to satisfy wants, did America get what it paid for?
In getting it, did it not also bring into being a flock of unrecorded but
offsetting frustrations it did not want? Essentially, this is economic critique.
Second—and far more difficult—can a set of values be put forward, roughly
expressing the essentials most Americans would agree their society ought
to be, and be doing, against which the actual record of what it was and
did can be checked? This second critique, as economists rightly contend,
is basically philosophical.

As for the economic critique, let us take the existing economic record
at face. Work was done, things were created, and both were paid for.
The total price paid this year will be around $850 billion. But, unrecorded,
not included, and rarely mentioned are some companion results. Undis-
posed-of junk piles, garbage, waste, air and water pollution come into
being. God help us, we can see that all over the country. Unremedied
decay of parts of the vast property we call “the United States” is evident
in and around most American cities. No one paid for this rot and waste—
they are not “product.” Factually, these and other undesirable results are
clear deductions from or offset items to the alleged Gross National Product
we like so well.

The total of these may be called “disproduct.” It will be a hard
figure to calculate in dollar figures. Recorded as “product” is the amount
Americans spent for television sets, stations, and broadcasts. Unrecorded
is their companion disproductive effect in the form of violence, vandalism,
and crime. Proudly reported as “product” are sums spent for medical care,
public health, and disease prevention; unheralded is the counter-item, the
“disproduct” of loss and misery as remediable malnutrition and prevent-
able disease ravage poverty areas. Besides our annual calculation of “gross”
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national product, it is time we had some idea of Gross National Disprod-
uct. Deducting it, we could know what the true, instead of the illusory,
annual “net national product” might be. (Economists use “Net National
Product” to mean Gross National Product less consumption of capital—
but it is not a true picture.)

There is a difference, it will be noted, between “disproduct” and
“cost.” Everything made or manufactured, every service rendered by hu-
man beings, involves using up materials, if only the food and living
necessities of labor. These are “costs.” They need not enter into this calcu-
lation. Conventional statistics already set up a figure for “capital con-
sumption,” and we deduct this from “Gross National Product.” That is not
what we have in mind here. We are trying to discover whether creation
of “Gross National Product” does not also involve frustration of wants as
well as their satisfaction. Pollution of air and water are obvious illustra-
tions but there are “disproducts” more difficult to discern, let alone
measure.

Scientists are increasing our knowledge of these right along. For
example, cigarettes (to which I am addicted) satisfy a widespread want.
They also, we are learning, engender a great deal of cancer. Now it is
true that at some later time the service rendered in attempting to care
for cancer (generated by cigarettes manufactured five years ago) will show
up as “product”; so the work of attempted cure or caretaking will later
appear as a positive product item. But that item will not be known until
later. What we do know without benefit of figures is that against this
year’s output of tobacco products whose cash value is recorded we have
also brought more cancer into being—an unrecorded “disproduct.” We
know at the end of any year how many more automobiles have been
manufactured. We also know that each new car on the road means added
injury and accident overall. Carry this process through our whole product
list, and the aggregate of “disproduct” items set against the aggregate
of production will tell us an immense amount about our progress toward
(or retrogression from) social welfare.

Once we learn to calculate disproduct along with product and dis-
cover a true “net,” as well as a “gross,” we shall have our first great “social”
indicator. We shall know what the country accomplished.

It could be surprising and disillusioning. It might disclose that while
satisfying human wants as indicated by the “gross” figure, in the process
we had also violated, blocked, or frustrated many of these same wants
and, worse, had done a great deal we did not want to do. Carrying the
calculation further, we would probably find (among other things) that
while satisfying immediate wants from today’s productivity, we had been
generating future wants (not to say needs) to repair the damage, waste,
and degeneration set up by current production.



6 Economic Critiques

Some of today’s “gross” product carries with it a mortgage—it sets
up brutal defensive requirements that must be met by tomorrow’s work
and things. Some forms of productivity may prove to generate more
decay, damage, or waste annually than their total amount, while neglect
of some production may annually place a usurious claim on future years.
Failure to maintain cities at acceptable standards is a case in point: it sets
up huge but unrecorded claims on the manpower and product of coming
decades. It is entirely possible to score annual increases of Gross National
Product as we presently figure it—and yet, after reckoning “disproduct,”
be little better off at the end of any year than at its beginning.

Calculation of “disproduct” is admittedly difficult. If seriously
tackled, I think it at least partially possible. At first it would be far indeed
from exact. All the same, “disproduct” is a plain fact of life—look out of
your window and you can see some. Crude calculation of the probable
amounts needed to offset many items of “disproduct” is not insoluble; tech-
nicians in some lines have fairly concrete ideas along these lines already.
Actuaries compute the “disproduct” resulting from automobile accidents,
and your car insurance bill is calculated accordingly. Carry the process
through and a crude though probably incomplete item could be devel-
oped. Using it, one could judge whether, materially at least, the country
had moved forward or backward.

In this first bracket of critique, economists are not required to make
value judgments of what is “good or bad.” They, with the advice of the
technical men in the various sectors, could merely be asked to tackle cal-
culation of “disproduct” as well as of “product.”

The second branch of the problem is harder. It raises the question
of whether a good deal of Gross National Product should not be steered
by social or political action toward creating a more satisfactory civiliza-
tion. That, of course, requires some elementary assumptions as to what
a satisfactory civilization ought to be and do. Can any such assumptions
be made?

Constructing enough of a value system to use as critique of a Gross
National Product indeed does seem not beyond common-sense possibility.
The job does, without question, require setting out some values on which
there is sufficient agreement to engage social opinion and, one hopes,
social action. Production stcered toward realizing these values can be
described as “good.” Production frustrating or tearing them down can
be stigmatized as “bad.” Let us try drawing up a list, tentative in the
extreme. I think there would probably be considerable agreement that
it is “good”; but if not, make a dinner table game of drawing a better one:

1. People are better alive than dead.
2. People are better healthy than sick.
3. People are better off literate than illiterate.
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. People are better off adequately than inadequately housed.

. People are better off in beautiful than in ugly cities and towns.

. People are better off if they have opportunity for enjoyment—
music, literature, drama, and the arts.

7. Education above the elementary level should be as nearly uni-
versal as possible through secondary schools, and higher educa-
tion as widely diffused as practicable.

8. Development of science and the arts should continue or possibly
be expanded.

9. Minimum resources for living should be available to all.

10. Leisure and access to green country should be a human ex-
perience available to everyone.

D UL

Anyone can add to or change this list if he likes, my point is that at
least a minimum set of values can be agreed on. We have done more
here than draw up a list of pleasant objectives. We have set up criteria.
By applying our list to the actual and recorded output of our Gross Na-
tional Product, we begin to discern that some of these values are perhaps
adequately pursued, some inadequately, some not served at all. Even now,
the Gross National Product figure is broken down into many lines. It
would have to be split up further or differently for purposes of criticism.
The elementary value-system we have projected (or some better edition
of it) could provide the basis for critique. It could permit discovery of
whether the recorded outturn of our vast hubbub of activity, after sub-
tracting “disproduct” from “product,” tended toward producing social
results more or less in accord with the objectives implied by our values.
If Governor Nelson Rockefeller is right in believing that in a decade the
Gross National Product of the United States will be a trillion and a half
dollars, it should be possible to steer increasing amounts of it toward
realization of this or any similar list of values, and the objectives it suggests.

I am aware that no American value-system can be real except as it
expresses a common divisor of the thinking of 200 million Americans.
Only totalitarian police state dictatorships, denying their citizens choice
of life and action, can lay down complete and all-inclusive value-systems,
force their populations and their production into that mold, and audit the
results in terms of their success in doing so. Free societies cannot. They
must content themselves with common denomination of basic value judg-
ments on which most of their people have substantial consensus—leaving
them free to do as they please in other respects. When a free society
attempts to impose value judgments going beyond consensus—as they did
when the Prohibition Amendment was adopted in 1919—it fails. Yet be-
cause there is a wide measure of consensus on values, America does move
along, does generate its enormous Gross National Product (and let us hope
solid Net National Product) precisely because there is substantial agree-
ment on what its people really want.
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Also there is probably a high factor of agreement on priorities—that
is, on what they want most. There are doubtful areas, of course. I will not
risk a guess whether priority would be given to military preparedness over
education were a Gallup Poll taken—more expenditures for defense and
less for aid to education. But I am clear that both in values and in priorities
a large enough measure of agrcement does exist so that if we put our minds
to it a critique of our outturn performance expressed in Gross National
Product can be had.

And we onght not to be stopped or baffled or bogged down because
philosophers cannot agree on the nature of the “good,” or because scien-
tists cannot predict with certainty the social effects of value judgments
carried into action. Wrong guesses about values show up in experience,
as happened in the Prohibition experiment. In light of experience, they
can be corrected. With even rudimentary social indicators, the current
cascade of emotional and sterile invective might be converted into rational
dialogue. Constructive use of social-economic forces and even of currents
of philosophical thinking might become possible.

I realize, of course, that up to now it has been assumed that social
indicators, based on an exdressed value-system, could not be achieved.
Well, only a generation ago scholars assumed nothing could be done
to alleviate the impact of assumedly blind economic forces, let alone guide
them. We know better today; rudimentary capacity to control and steer
these forces already exists; the so-called New Economics increasingly
guides their use. Similar thinking and similar tools can provide material
on which social policy can be based. Combined with the economic tools
currently being forged, social objectives might be brought out of dream-
land into range of practical achievement.

Discussion and debate would inevitably result from comparison of
actual operations with desired results. More intense and perhaps more
fruitful controversy would be engendered in areas where there were items
not appearing in our tentative list of values for lack of sufficient consensus.
Protagonists would insist they be included; opponents would object. This
could be healthy. It would be ballasted by realization that, were consensus
achieved, constructive action could be possible. Any caterwaul that Ameri-
can society is “sick” could be qualified by emerging factual knowledge
showing that either the accusation was untrue or, if true, that measures
for cure could be taken. The debate might disadvantage some pcople; for
one thing, it might reduce the torrent of boring despair-literature presently
drowning the rcading public. Possibly even contrasting currents of new
Puritanism might emcrge perhaps providing a not unpleasant contrast, if
not relief.

Knowing where American civilization is going is the first essential to
saving it (if itis to be saved) or changing it (if it is to be altered).



How Useful Is Economic Growth?

E. J. MISHAN

Here is a deep and searching criticism by a distinguished British econo-
mist of the assumption that production always satisfies “wants.”

The most commonly heard assumption to justify economic growth
is that any extension of the effective range of opportunities facing a person
(whether presented to him through the market or directly by the Govern-
ment) contributes to an increase in his welfare. Similarly any reduction
in the effective range of opportunities contributes to a diminution of his
welfare.

However, even in a market economy in which government interven-
tion is at a minimum, there is one important opportunity that is denied
to the customers; that of selecting the range of alternatives that will face
him on the market. He can choose only from what is presented to him
by the market—and a range of alternative physical environments is not
the only thing that the market fails to provide. For one thing, the so-called
extension of opportunities is not necessarily effective, in the sense defined.
When new kinds of goods or new models of goods appear on the market
the older goods or models are not always simultaneously available. They
are withdrawn from production at the discretion of industry.

The argument purporting to show how consumers’ wants ultimately
control the output produced is facile enough: for it is, on the one hand,
admittedly profitable to be first to discover and cater to a new want, while,
on the other hand, it would seem unprofitable to withdraw from the market
any good for which the demand continues undiminished. It would not be
hard, therefore, to lay down conditions under which the wants of con-
sumers tend quickly to influence the sorts of goods produced. But, unless

From Ezra J. Mishan, The Cost of Economic Growth, Copyright © 1967, pp. 109-112.
Reprinted by permission of Frederick A. Praeger, Inc.
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the wants of consumers exist independently of the products created by
industrial concerns it is not correct to speak of the market as acting to
adapt the given resources of the economy to meet the material require-
ments of society. In fact, not only do producers determine the range of
market goods from which consumers must take their choice, they also
seek continuously to persuade consumers to choose that which is being
produced today and to “unchoose” that which was being produced yes-
terday. Therefore to continue to regard the market, in an affluent and
growing economy, as primarily a “want-satisfying” mechanism is to close
one€’s eye to the more important fact, that it has become a want-creating
mechanism.

This fact would be too obviaus to mention, except that its implica-
tions are seldom faced. Over time, an unchanged pattern of wants would
hardly suffice to absorb the rapid growth in the flow of consumer goods
coming on to the markets of rich countries, the U.S. in particular, without
the pressure afforded by sustained advertising. In its absence, leisure, one
suspects, would be increasing faster than it is. National resources continue
to be used to create new wants. These new wants may be deemed imagi-
nary or they may be alleged to be as “real” as the original set of wants.
What cannot be gainsaid, however, is that the foundation necessary to
enable economists to infer and measure increases in individual or social
welfare crumbles up in these circumstances. Only as given wants remain
constant and productive activity serves to narrow the margin of discontent
between appetites and their gratifications are we justified in talking of an
increase of welfare. And one may reasonably conjecture that unremitting
efforts directed towards stimulating aspirations and enlarging appetites
may cause them to grow faster than the possibilities for their gratification,
so increasing over time the margin of social discontent.

Be that asit may, in high consumption economies such as the United
States, the trend is for more goods, including hardware, to become fashion
goods. Manufacturers strive to create an atmosphere which simultancously
glorifies the “pace-setter” and derides the fashion laggards. As produc-
tivity increases without a commensurate increase in leisure the accent
shifts ever more stridently to boost consumption—not least to boost auto-
mobile sales although cities and suburbs are near-strangled with traffic—
in order, apparently, to maintain output and employment. The economic
order is accommodating itself to an indigestible flow of consumer gadgetry
by inverting the rationale of its existence: “scarcc wants” have somehow
to be created and brought into relation with rising industrial capacity.

Under such perverse conditions growthmen may continue, if they
choose, to so juggle with words as to cquate growth with “enrichment,”
or “civilization,” or any other blessed word. But it is just not possible for
the cconomist to establish a positive relationship between economic growth
and social welfare.



TV Advertising at Work

DANIEL HENNINGER

The previous article questioned the validity of all consumer ‘“wants.”
Here is an excoriating critique of selling practices on TV.

For a decade Geritol's TV medicine man, Ted Mack, has been telling
drowsy viewers that Geritol would bring them back to life. And the Fed-
eral Trade Commssion has been telling Geritol, in formal complaints and
cease and desist orders, that its claims were deceptive and to discontinue
the misleading commercials. Geritol persisted. Last week [April 21, 1970]
the Justice Department filed a $1 million suit against Geritol ($500 thou-
sand against manufacturer J. B. Williams and $500 thousand against the
Parkson Advertising Agency) for failing to comply with the Commission’s
directives.

Geritol’s pitch for its life-giving tonic is a direct descendant of the
frontier medicine show of a century ago. After a sword swallower, fire
eater, banjo player or singing girl had gathered the curious, a “slicker”
sold Jo-He Magnetic oil (a 75-cent, three-ounce bottle cured colds, piles,
ague, rheumatism, scald head, cancer and croup) or Indian Sagwa or
Wizard Oil. When he had most of the town on Wizard Oil, he moved on.
Other slickers dealt in fruit trees, sold with pretty-pictured catalogs but
which arrived from back East half dead; or lightning rods—installation
for $53 and an “inspector” to come by shortly with a $20 rebate.

A century later the salesman, now a corporation, partnered with
television to make available: extra dry deodorants, enzyme detergents
(12 brands), hair sprays, nose sprays, laxatives, sleeping pills, smoking
cures, anything. A 60-tablet bottle of Bufferin costs 88 cents, but enough

From “The One Eyed Slicker,” by Daniel Henninger, The New Republic (May 1970),
pp. 17-19. Reprinted by permission of The New Republic, © 1970, Harrison-Blaine of
New Jersey, Inc.

11



12 Economic Critiques

of it is sold to make worthwhile the $9.25 million Advertising Age says
Bristol-Myers spent on 882 Bufferin commercials in 1968. Television pro-
motion does not come cheaply—60 seconds on network TV cost $40-60
thousand. Television commands that price because it guarantees a nightly
audience of 125 million people. In a minute or less the advertiser tries to
convince these millions that his product is different from the rest, faster
working, longer lasting, better looking, etc. The medicine show lives.

Last year Dristan told allergy sufferers, “Do anything you darn well
please without worryin’ about hayfever miseries,” and, “‘Now I can even
chew on ragweed!” With considerably less verve Allerest said “...you
can enjoy life the way regular people do if you take Allerest.” The Federal
Trade Commission filed complaints against Allerest and Dristan on the
grounds that neither completely prevents or relieves allergy symptoms
as their commercials implied. (The FTC holds that a commercial’s decep-
tion turns not on its literalness but on the impression it gives viewers.)
Both signed consent agreements and discontinued the ads. A commercial
for Contac nasal spray squirted Contac and a competitor onto rice paper.
Contac’s bigger puddle proved it put “more decongestant where the sinus
congestion is.” The implication, the FTC said, was that Contac could
better penetrate mucous membrane to relieve congestion, which it can-
not do. Menley-James replied they were simply showing that Contac
produces 40 percent more spray through the bottle’s bigger hole. Vicks
promoted Sinex nasal spray last year with a demonstration in which two
men with congested noses lean over a breathing apparatus made of two
vertical tubes in the middle of which is some cotton. One man squeezes
Sinex into the bottom of his tube, looks up and says, “I can feel it.” The
other man, using the competition, says nothing got through the cotton
in his tube. The voiceover comments that the vapors in Sinex are powerful
enough to penetrate congestion. The Commission challenged the impres-
sion that Sinex passed through cotton and nasal mucous to effect instant
free breathing. In its consent agreement Vicks denied any intention to
demonstrate that Sinex penetrated the cotton.

When STP oil treatment made its television debut, its commercials
featured Andy Granatelli, the racing buff, who told how well STP worked
in his racers. The FTC compelled Granatelli to make clear in future ads
that he is president of STP, Inc. Several years ago Colgate-Palmolive dem-
onstrated Rapid Shave’s beard-softening ability by spreading it on sand-
paper, then shaving the sandpaper clean. An FTC investigation disclosed
that that would have required soaking the sandpaper for over an hour,
and in fact, the on-camera demonstration was performed with sand spread
over glass. A recent Commission action against Colgate-Palmolive indi-
cates how a technically honest commercial can mislead. A sandwich was
wrapped in C-P’s Baggie; another was wrapped in a competitor’s plastic
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bag. They were submerged in water, bag X filled with water but Baggie
did not: proof that Baggies keep food fresher. The FTC said the demon-
stration was valid but the conclusion was not—with normal use the com-
petitor’s bag keeps anything as fresh as does the amphibious Baggie. In
another commercial, the remarkable clarity of Libbey—-Owens—Ford auto
glass was traced to the fact that the car’s windows were rolled down.
LOF said it was raining the day of filming.

One person who cares that TV commercials bilk consumers of mil-
lions annually is law professor John Banzhaf III. Banzhaf organized four
George Washington University law students into a group called TUBE
(Termination of Unfair Broadcasting Excesses). Watching TV the students
compiled a small but representative list of televised deception. (TUBE’s
list would be longer had they been able to read the ad copy on file at the
FTC, but the Commission says the copy for the televised commercials is
confidential.)

TUBE found that children are easy marks for phonied-up commer-
cials. During the Saturday morning cartoon and toy orgy a boy might
see this ad for Johnny Lightning racing cars—Announcer: “Here come
the 1970 Johnny Lightning Challengers! New triple threat three-engine
dragster . . . the speed hungry spoiler . . . the bug bomb . . . the powerful
smuggler . . . the sand stormer . . . the explosive TNT . . . they are beau-
tiful and they are fast/” A small group of boys are staring at toy cars
racing around a track. Backgrounds blur, the camera zooms in, cars fill
the screen, leap into the air and are caught in slow motion and stop action.
Little girls as well have been known to tire quickly of expensive dolls
that don’t dance and run like the ones on television. Like the running
Barbie doll that suddenly becomes human—“Wow! She’s real like me!”
cries a thrilled little girl. Deception in these ads might be arguable
because kids don’t pay for toys and Dad knows he’s been shilled when
he buys them.

TUBE alleges many commercials for enzyme detergents are mis-
leading (named were Ajax, Drive, Fab, Axion, Oxydol and Gain). A typ-
ical enzyme ad for Procter and Gamble’s Gain says “We're at the San
Pedro Wharf where the fish bloodstains put on this apron are a day old.
Look! Set in, locked in bloodstains.” Seconds later P & G’s man produces
a spotless apron. “Look! Set in, locked in bloodstains virtually Gone,
Gone, Gone! . . . Everything is unbelievably clean with the unbelievable
detergent—Gain!” What TUBE found hard to believe was the impression
that one need only pop his clothes and some enzymes into a washer to
work the miracle. In fact, says TUBE (and Consumers’ Union), enzyme
detergents require presoaking, often overnight, and are only effective
on protein-base stains. Last winter Listerine mouthwash was touted as a
weapon in the “cold” war: “This cold season, fight back with Listerine
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antiseptic.” Whatever Listerine docs, it doesn’t prevent colds. Banzhaf
believes that advertisers should have to indicate the damage their prod-
ucts may cause and cites as example some whitening toothpastes that
contain abrasives harmful to tooth enamel. Arthur Godfrey moved in this
direction when he told Colgate-Palmolive that he would no longer do
commercials for Axion, a presoaker, unless allowed to say that phosphates
in Axion were a water pollutant. C-P consented. Now Godfrey appears
(less frequently) by a river in the Everglades and says that pollution is
a serious problem, that Axion, like all detergents, pollutes water but until
government and industry come up with a solution, stick with Axion.

One thing hyperbolic ad minds may do freely is “puff.” Puffing is
saying one’s product is the best tasting, quietest, cleanest, smoothest,
whitest, brightest and so on. The puffing principle evolved in the early
days of television when it was thought that viewers would see, smell,
listen, taste and feel for themselves. Over the years, though, some adver-
tisers have puffed their products beyond this simple test: one detergent
gets clothes “whiter than white”; another goes “all the way beyond white!”
“The reason the laws allows this,” says John Banzhaf “is that it can’t
think of any way around it. The courts can’t get involved in tasting and
things like that.” A new ad genre is the spontaneous, man-on-the-street
testimonial, a child of TV news interviews. In a Shell gasoline commercial,
an actor posing as a gas station attendant berates a customer for using
Shell, but the customer defends Shell gasoline like a Kuwaitian sheik. For
this commercial, and others of its type, it may be necessary to film hun-
dreds of people to capture the right offhand response.

All this soft-core fraud gets on television because no one can or
wants to stop it. The three major networks have Standards and Practices
departments which are supposed to screen out deccptive ads before they
appear. The only requirement for the job is that one be able to see. Warren
Braren, former head of the New York office of the National Association
of Broadcasters’ Advertising Code, says “the network editors have no legal
or scientific training and thcy don’t have any scientific authorities to turn
to for opinions. For example you may have a casc in which an editor’s
mother uses a particular laxative; it’s fine for her, and on that basis he’ll
approve the claim. Or an editor may get substantiating reports on com-
parative claims for auto tires. The editor doesn’t have the expertise to
determine the validity of these tests, so he may discuss it with someone
else in the department. The networks take these tests on face value and
hope that nobody asks any questions.” Another individual in the ad-regu-
lation business says the editors are overworked and that pulling a deccp-
tive ad isn’t worth the grief: “NBC looks over maybe 2,000 ads a month
handled by six or seven editors at a national level, not spot and local
stuff. If it’s in preproduction or script form and not blatant, they may
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let it go for lack of time. Or an ad may get by because it comes in as a
final film already locked into a schedule. If the editor blows the whistle
on a multimillion-dollar project, the agency’s lawyers rush in saying if you
don’t take our schedule we’ll switch to another network. It may go up to
the vice president in charge of sales, pressure is put on and they accept
the schedule. It’s the facts of life.”

Occasionally the networks pass on questionable ads to the Adver-
tising Code at the NAB, the industry’s self-regulatory agency. The Code
has a Medical and Science Advisory Panel which serves on a limited, non-
fee basis. When its opinion is sought, says Braren, “the outcome is often
beneficial to the cause of truth in advertising.” Last year the Code staff
asked for some money to put several specialists on retainer. The NAB
denied the money. Also denied was a request for a few thousand dollars
to research problem areas like drugs, detergents and toothpastes. “Self-
regulation,” says Braren, “is thought of as a means of keeping the govern-
ment off the broadcaster’s back.”

The government, the FTC, really doesn’t cause the broadcasters
much backache. About 75 percent of the complaints the FTC files against
TV advertisers are settled by consent agreements in which the company
answers a cease and desist order by promising not to continue the specific,
offending commercial. There is no fine or sanction so consent agreements
don’t carry much punch. Despite Geritol’s frequent contributions to the
FTC consent file, it appears regularly on Huntley-Brinkley and Walter
Cronkite. And consent agreements have no effect on similar claims by
other manufacturers. Ignoring Geritol’s run-ins with the FTC, Sterling
Drug (Bayer aspirin) last year introduced Super Ionized Yeast for iron
anemia deficiency (“Chances are you may have the Gray Sickness™). Ster-
ling’s consent agreement reads like a photocopy of the Geritol file. Most
other FTC complaints are settled through lengthy litigation during which
the commercial still may appear.

The Commission now is in a court fight with Bristol-Myers and the
outcome may numb the entire analgesics industry which annually spends
$125 million advertising aspirin and has yearly sales to retailers of over
$400 million. About ten years ago, the FTC issued a complaint against
Bristol-Myers’ Bufferin and Excedrin. During the heyday of the hard-sell
commercial, Bufferin’s housewife burned clothes while ironing, her baby
spilled milk and another child fell off his tricycle. “Tension! Tension!
Tension!” echoed a voice with each disaster. The housewife took two
Bufferin, which works “twice as fast as aspirin,” and relieves “tension
headache.” An Excedrin ad in this vein claimed that Excedrin was 50 per-
cent stronger than aspirin, reduced swelling tissue, relieved tension and
was an antidepressant. (Since then Excedrin has somehow gotten stronger
and slightly confusing. David Janssen, who as a doctor in the “Fugitive”
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was for three years the most believable man in America, says “Two Ex-
cedrin contains twice as much pain reliever as four of the best selling
aspirin.”) The FTC said their studies showed none of these claims to be
truc, and for similar reasons filed complaints against Anacin, Bayer and
St. Joseph’s aspirin. Shortly, the Commission dismissed the complaints,
which would have produced endless litigation, in favor of rules to regulate
the entire industry. The proposed rules would forbid the aspirin people
from making any of the above claims unless they proved they had used
nonprescriptive analgesics within legal limits to produce a more effective
pain reliever (a difficult trick because the federal Food and Drug Admin-
istration has determined the types and amount of analgesic they may use).
The rules also proscribe any efficacy or safety claim “which contradicts,
or in any manner exceeds, the warnings, statements or directions” on the
product’s label, which specific were it applied to all TV commercials
would do away with many of them.

The analgesics industry in the person of Bristol-Myers is challenging
in court the Commission’s authority to make such rules. The rules them-
selves will be contested at Commission hearings for which the manufac-
turers will produce house physicians to support their claims. Should the
rules become final, the admen will work with the not very compelling fact
that “aspirin is aspirin.”

Troubling as these rules may be for the future of aspirin, they get
at only part of the deception problem. For one thing it is never announced
that last night’s commercial demonstration was a hoax and will no longer
be seen because the manufacturer signed a consent agreement. Few can
forget the Colgate toothpaste commercials in which “Gardol’s protective
shield” saved the announcer from baseballs, golf balls and coconuts. Fewer
still may recall the FTC proceeding that concluded that Colgate with
Gardol didn’t completely prevent cavities by creating a “protective shield”
or anything else. And unlike the dissatisfied farmer of a century ago, you
can’t beat your money out of them. Senator Philip Hart has introduced
a bill to give consumers more effective recourse than indignation. Hart’s
amendment to the FTC act would enable anyone to use a final cease and
desist order as prima facie evidence of deception and would permit class
actions, making it possible to sue a company over a product that sells for
about a dollar, but that has sales of several hundred thousand dollars.
Speaking before the American Advertising Federation earlier this year,
President Nixon’s national affairs counsellor Bryce Harlow characterized
bills like Hart’s as the work of “far-out consumer advocates.” He urged
the admen to support the President’s Consumer Protection Act which
permits fewer class actions. TUBE would dispense with the FTC alto-
gether and has petitioned the FCC to suspend the license of any station
airing deceptive commercials. For now reform of the advertisers, broad-
casters and regulators isn’t much more than a thought.



The Causes of Radical Black Militancy

REPORT OF THE TASK FORCE
ON LAW AND LAW ENFORCEMENT

An economic analysis of the position of the Negro in America today.

History teaches us that men’s frustration over the material circum-
stances of their lives is a frequent cause of collective violence. The more
intense and widespread the discontent is,- the more intense and wide-
spread the violence is likely to be. Of course, the occurrence, extent and
form of economically motivated violence are strongly influenced by other
factors: the degree of legitimacy which the discontented group accords
to the existing social and political order; the effectiveness of agencies of
direct social control such as the police; the extent to which political insti-
tutions afford peaceful alternatives to violence; and many other factors.
But the economic motive, the frustrated desire for improved living con-
ditions, has undeniably been one important cause of violence in many
periods of man’s history.

Has this cause been operative in the rise of radical black militancy?
The answer is clearly yes. A dominant theme of black protest in the United
States has always been the improvement of the material circumstances
of the Negro, and this goal has proved most frustratingly unobtainable
precisely in the cradle of radical black militancy: the northern urban
ghettoes.

The conditions of life in the racial ghetto have been exhaustively
examined elsewhere, particularly by the Kerner Commission. It is unnec-
essary for our purposes to repeat these findings again in detail, since even

Reprinted from James S. Campbell, Joseph R. Sahid, and David P. Stang, Law and
Order Reconsidered: Report of the Task Force on Law and Law Enforcement to the
National Commission on the Cause and Prevention of Violence. (Washington, D.C.:
U.S. Government Printing Office, 1969), pp. 99-105.
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a few of the facts of life in the ghetto are enough to suggest the level of
frustration that prevails there:

Unemployment rates for Negroes are double those for whites.
In the ghettoes in 1966 the unemployment rate was 9.3 percent
overall and even higher for blacks. Moreover, in these urban poverty
areas 2.5 times the number unemployed were underemployed:
part-time workers looking for full-time jobs, full-time workers eamn-
ing less than $3,000 per year, or dropouts from the labor force.
Among nonwhite teenagers—a group well represented both in riots
and in radical black militant activities—the unemployment rate in
1967 in poverty neighborhoods was approximately 30 percent.

Blacks own and operate less than 1 percent of the nearly five
million private businesses in the country—typically small, marginal
retail and service firms. Twenty-odd banks out of a national total of
14,000 are black-owned; seven automobile dealerships out of 30,000;
fewer than 8,000 construction contractors out of a total of 500,000.
In Washington, D.C., blacks comprise two-thirds of the population
but own less than 7 percent of the business. Ninety-eight percent
of all black income is spent outside the black community.

In the metropolitan northeast, Negro students start school with
slightly lower scores than whites on standard achievement tests; by
sixth grade they are 1.6 grades behind the white students, and by
twelfth grade, they are 3.3 grades behind. Many Negroes—between
one-third and one-half among male students—fail to finish high
school, the Negro drop-out rate being more than three times the
white rate.

In 1965 a black woman was four times as likely to die in child-
birth as a white woman; the black child was three times as likely to
die in infancy as the white child. White people on the average lived
seven years longer than black people.

In 1966 the national illegitimacy rate among non-white women
was 26 percent; in many large city ghettos it is over 50 percent: in
Harlem 80 percent of the first-born are illegitimate. In 1966 over 50
percent of the known narcotics addicts were Negroes. Rates of juve-
nile delinquency, violent crime, venereal disease, and dependency
on public assistance are many times higher in disadvantaged Negro
areas than in other parts of large cities.

In the face of undisputed evidence of the disadvantaged condition
of blacks in the urban ghettocs, some persons tend to minimize the im-
portance of deprivation as a cause of riots and of radical black militancy.
Two observations are commonly offered in support of this point of view.
First, it is pointed out that Negroes have long suffered from frustratingly
inferior living conditions, yet they have never before resorted to collec-
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tive violence of the magnitude that has occurred in the last 5 years. Sec-
ond, it is urged that while the lot of the Negro may be an unsatisfactory
one, nonetheless it has been continually improving, particularly during
the precise period when the greatest violence has occurred. In support
of this second point, the following facts can be offered:

The nonwhite unemployment rate in 1966 and 1967 was the
lowest since the Korean War, and in 1968 the black unemployment
rate in poverty neighborhoods had dramatically declined by more
than 50 percent in comparison with the 1966 figure.

The seven black-owned automobile dealerships (out of a total
of 30,000) are seven times as many as there were two years ago.
New black-owned banks are in formation in seven cities, and one
recent study showed that in certain areas of Harlem, black business
ownership has risen to 58 percent. Between 1960 and 1967 there
was a 47 percent increase in the number of blacks in white-collar
positions, craftsmen and operatives—the better jobs—compared to a
16 percent increase in the number of whites in such jobs.

The percentage of nonwhite persons enrolled in school is
higher in each age group than it was in 1960. In central cities, the
median years of school completed by Negroes 25 to 29 years of age
has increased by about one year, and the proportion of this group
completing high school has risen from 43 percent in 1960 to 61 per-
cent in 1968.

The nonwhite maternity mortality rate in 1965 was 20 percent
less than what it was in 1960 and less than one-ninth of what it was
in 1940. The proportion of nonwhite households situated in housing
that either is dilapidated or lacks basic plumbing has decreased
sharply since 1960 in all areas, especially in large cities. Although
the number of nonwhite families living in poverty areas in large cities
has been fairly constant between 1960 and 1966, of the total number
of nonwhite families the percentage living in such areas has declined
sharply since 1960.

One fatal difficulty, however, undermines most of this seemingly
plausible case against the proposition that the disadvantaged condition
of the Negro has been a significant cause of ghetto violence. That is the
failure to pay adequate attention to the comparative economic condition
of whites and Negroes, and to make this comparison over a longer period
of time than the last few years. The lesson of history is not that poverty
as such causcs violence, but rather that frustrations arising out of poverty
can cause violence. There may often be poverty but no frustration: the
frustration is present only when the disadvantaged person expects, or
feels entitled to, better material circumstances than those he is living
under. Increasingly, the black man in America has come to expect living
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conditions on a par with those of the white man and has come to believe
that he is entitled to such equality.

These expectations that the economic gap between black and white
will be closed have stemmed in part from the Negro’s experience of eco-
nomic progress, and the frustration has occurred because in the late 1950s
and early 1960s the gap between black and white stopped narrowing and
in some respects began to widen.

One basic measure of the gap between black and white is median
family income. Figure 1 plots median family income (total, white, and
Negro) for the years 1950 to 1967. Examination of this Figure reveals that
while median Negro family income has risen steadily since 1950, the
dollar gap between white and Negro family income has also steadily
increased in nearly every year.
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Figure 1. Median Family Income—Total, White and
Negro.
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Figure 2 expresses median Negro family income as a percentage of
median white family income. It indicates no significant Negro progress
in closing the gap between the years 1950 and 1965—but it does show a
heartening upsurge between 1965 and 1967.
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Figure 2. Median Negro Family Income as a Percent-
age of White Family Income, 1950 to 1967.

In Figure 3 a further refinement of this analysis is introduced. In
that Figure the average family income for the total population and for
the nonwhite population has been divided by the average years of school-
ing for each group, and the resulting figure for the nonwhite population
has then been expressed as a percentage of the resulting figure for the
total population. This percentage can be considered an “index of non-
white economic satisfaction”: if blacks and whites with the same amount
of education were earning the same amount of income, the index would
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be 100 percent and blacks would be as satisfied economically as whites.
Figure 3 shows that this is not the case, that the progress toward closing
the gap between white and black stopped in the early 1950s, and that the
relative economic position of the Negro worsened over the next ten years.
Only in the last few years has the gap begun to close again, and still the
index of nonwhite economic satisfaction is below its high point in the
early 1950s.

90%

80% [

70%

60%

50%

I | I
1940 1950 1960 1970

Figure 3. Index of Nonwhite Economic Satisfaction,
1940 to 1967.

The analysis in these three figures is confirmed by other economic
and social indicators. Thus, for example, although the nonwhite unemploy-
ment rate in 1966 and 1967 was the lowest since the Korean War, the ratio
of nonwhite to white unemployment remained roughly the same: two
to one. Although the school enrollment gap has narrowed for kindergar-
teners and 16- and 17-year-olds, it has widened for persons in their late
teens and early 20s, and proportionately more whites are going on to
higher education. (Obviously, if proportionately higher percentages of
nonwhite students do not continue on to college and graduate school, the
relative gains of Negroes in professional and skilled jobs of the past decade
may soon level off.) In 1940 the illegitimacy rate among nonwhite women
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was 17 percent; in 1966 it had risen to 26 percent. Between 1950 and 1966
the percentage of fatherless families among Negroes rose by one-third
while the percentage of fatherless families among whites remained sub-
stantially constant.

What these facts all add up to is that after a period of black progress
and rising expectations following the Second World War, a slackening of
progress occurred and, by many indicators, the relative economic position
of the Negro deteriorated over the next ten years. From defeated expec-
tations of progress, and an unsatisfactory condition to start with, frustra-
tion arises. It was this frustration which has been one important cause
both of the recent ghetto riots and of the rising violence of radical black
militancy.



Economic Trends in Poverty

ECONOMIC REPORT
OF THE PRESIDENT, 1969

The following is a summary of recent trends in the ““war against poverty.”
What factors might inhibit recent trends from continuing?

... the policy of the United States [is] to eliminate the paradox of
poverty in the midst of plenty in this Nation by opening to everyone
the opportunity for education and training, the opportunity to work,
and the opportunity to live in decency and dignity.?

For over four years the United States has had an explicit national
commitment to eliminate poverty in our society, a commitment enunciated
by the President in the State of the Union Message of 1964 and confirmed
by the Congress in the above words later that year in the Economic Oppor-
tunity Act.

Americans are increasingly prosperous. Median family income in the
United States (in constant 1967 prices) rose from $6,210 in 1959 to $7,974
in 1967, a gain of 28 percent in eight years. Yet many families are still not
able to attain minimum living standards. A preliminary estimate indicates
that in 1968 about 22 million people lived in households with incomes
below the “poverty line.” While this is far fewer than in the past—more
than 40 million were similarly situated in 1960—too many Americans
remain poor.

This chapter examines the recent progress in reducing poverty, the
nature of the task that remains, and the strategies available for eliminating
poverty.

From The Economic Report of the President, 1969. (\Washington, D.C.: U.S. Govern-
ment Printing Office, 1969), pp. 151-61.

*From Section 2, Economic Opportunity Act, 1964.
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A family is “poor” if its income is insufficient to buy enough food,
clothing, shelter, and health services to meet minimum requirements.
Universally acceptable standards for determining these minimum needs
are impossible to formulate since the line between physical necessities and
amenities is imprecise.

The social and psychological aspects of poverty further complicate
efforts to measure poverty. As average incomes rise, society amends its
assessment of basic needs. Individuals who cannot afford more than a small
fraction of the items enjoyed by the majority are likely to feel deprived.
Consequently, an absolute standard that seems appropriate today will
inevitably be rejected tomorrow, just as we now reject poverty definitions
appropriate a century ago.

Even a rough measure of progress in reducing poverty requires an
explicit definition, although the line drawn is unavoidably arbitrary. In its
1964 Annual Report, the Council used a poverty line of $3,000 annual
family income. Since 1965, the Council has employed the more refined
definition of poverty developed by the Social Security Administration
(SSA).

The SSA poverty lines reflect the differing consumption requirements
of families based on their size and composition, the age of members, and
whether their residence is farm or nonfarm. The calculations center around
the U.S. Department of Agriculture’s Economy Food Plan, which in
December 1967 added up to a per capita weekly food outlay of $4.90. For
families of thrce or more, the SSA measure assumes all other family needs
can be obtained for an amount equal to twice the family’s food require-
ment. In 1967, the nonfarm poverty threshold for an average four-person
family was $3,335 as compared to a median income, for families of that
size, of $8,995. Poverty lines for different types of households are shown
in Table 1.

The problems of low-income families neither begin nor end at any
arbitrary poverty line. A sharp decline in poverty may be a misleading
indicator of progress if a large number of families are raised just above
the poverty line. Accordingly, the SSA has also developed a “near poor”
standard averaging about onc-third higher than the poverty line but still
less than one-half of median income for many types of families. Near-poor
income standards are shown in Table 1.

The SSA poverty definitions have some limitations. Since they are
multiples of food costs, the poverty lines change only when food prices
change, and these prices do not necessarily parallel the prices of other
essentials. Regional differences in living costs are not reflected in the
poverty line. The income data take no account of income in kind such as
health care, subsidized housing, and foodstuffs (except for food grown on
farms). No adjustment is made for either net assets or fluctuating in-
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Table 1. Poverty and Near-Poverty Income

Lines, 1967
Poverty Near-Poverty
Household Characteristic® Income Line  Income Line
Nonfarm Households:

1 member $1,635 $1,985
65 years and over 1,565 1,890
Under 65 years 1,685 2,045

2 members 2,115 2,855
Head 65 ycars and over 1,970 2,655
Head under 65 years 2,185 2,945

3 members 2,600 3,425

4 members 3,335 4,345

5 members 3,930 5,080

6 members 4,410 5,700

7 members or more 5,430 6,945

Farm Households:

1 member 1,145 1,390
65 years and over 1,095 1,330
Under 65 years 1,195 1,450

2 members 1,475 1,990
Head 65 years and over 1,380 1,870
Head under 65 years 1,535 2,075

3 members 1,815 2,400

4 members 2,345 3,060

5 members 2,755 3,565

6 members 3,090 3,995

7 members or more 3,790 4,850

2Households are defined here as the total of families and unrelated individuals.

Note: Poverty and near-poverty income standards are defined by the Social
Security Administration; they take into account family size, composition, and place of
residence. Income lines are adjusted to take account of price changes during the year.

Source: Department of Hcalth, Education, and Welfare.

comes, and yet families with savings or temporary income intcrruptions
have different problems than the chronically poor.

These problems are currently under study in an effort to refine the
poverty concept. A different threshold could affect the distribution of
measured poverty among various groups but would probably show much
the same trend in total poverty over the long run.

With the general rise in family incomes in the postwar period, the
incidence of poverty—the percentage of persons in poor households relative
to the total population—has declined sharply from 30 to less than 12 per-
cent (see Figure 1). The number of persons in poverty declined about 20
million over the past 20 years, including a drop of 12 million since 1963—
an estimated 4 million in 1968 alone.
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Figure 1. Number of Poor Persons and Incidence of

Poverty.
MILLIONS OF PERSONS PERCENT
Bolo NUMBER OF POOR PERSONS 50
(Left scale)
40 (— —140
//\
T s —30
“\\//\
\\\\ N
N——— e’ T
20 = T —20
INCIDENCE OF POVERTY ¢ S
10 = (Right scale) 110
0 v HI s T s I ] e s I Tl e T Tl T it Tt i 0

1948 50 52 54 56 58 60 62 64 66 68

2Poor persons as percentage of total noninstitutional population.

Note: Poverty is defined by the Social Security Administration poverty-income
standard.

Sources: Department of Commerce, Department of Health, Education, and Wel-
fare, Office of Economic Opportunity, and Council of Economic Advisers.

Along with the reduction in the number of poor households, the
“poverty gap”—the difference between the actual incomes of the poor and
the incomes necessary to place them above the poverty line—has been
reduced. The poverty gap fell from $13.7 billion in 1959 to $9.7 billion in
1967, measured in current dollars.

The incidence of poverty is highest—23 percent—in those rural areas
not in metropolitan counties, with the heaviest concentrations in the South
and Appalachia. The incidence is also quite high—19 percent—in the
smaller cities and towns outside of major metropolitan areas. In the cen-
tral cities, the incidence is 16 percent and in their suburbs about 9 percent.

Most of the poor are white. In 1967 (the latest year for which detailed
data on the poor are available), 71 percent of all poor families and 83 per-
cent of all poor unrelated individuals were white. The incidence of poverty
is far higher among nonwhites: about 1 household in 3 compared with
about 1 in 7 among whites.
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Of the 2.4 million nonwhite houscholds in poverty, 2.3 million are
Negroes; the remainder are mostly the original Americans—Indians and
Eskimos. A 1964 survey revealed that 74 percent of the 55000 families
living on Indian and Eskimo reservations had incomes under $3,000.

Only recently has the reduction of poverty among nonwhites matched
the reduction among whites. Between 1959 and 1962, the number of whites
in poverty declined 2.8 million, but during the same period the number of
poor nonwhites rose by 0.9 million. Between 1962 and 1967, white poverty
was reduced another 7 million or about 28 percent, while poverty among
nonwhites fell by 3.2 million—also about 28 percent.

The relative position of nonwhite families, after deteriorating in the
late 1950s, has improved since 1961. Only since 1966 has nonwhite median
family income as a fraction of white median family income surpassed its
previous peak of 57 percent in 1952. Unemployment among nonwhite men
age 25 to 54 has recently fallen below 1951 to 1953 levels, but unemploy-
ment rates for nonwhite women and nonwhite teenage males are much
higher than during the early 1950s.

Most poor white families in the United States are not members of
identifiable ethnic groups; however, two groups—Mexican-Americans,
living largely in southwestern States, and Puerto Ricans, concentrated in
New York City—exhibit disproportionately high incidences of poverty. In
1966, unemployment rates among Mexican-Americans in southwestern
cities ranged between 8 percent and 13 percent, two to three times the
national average. Subemployment—the sum of unemployment, employ-
ment producing earnings too low to provide an escape from poverty, and
nonparticipation in the labor force by individuals who have given up hope
of finding work—ranged from 42 to 47 percent in the Mexican-American
sections of southwestern cities. And while Puerto Ricans constitute only
about 8 percent of the New York City population, they have been esti-
mated to represent over one-third of the recipients of welfare and about
one-third of all occupants of substandard housing.

A program for reducing poverty has four principal economic dimen-
sions.

First, sustained high employment and economic growth—key objec-
tives of economic policy for a wide variety of reasons—are prime essentials.

Second, education, training, medical assistance, and access to well-
paying jobs are needed by many of the poor to escape from chronic
unemployment and low-paying, dead-end jobs.

Third, three-fifths of the heads of poor households cannot easily
enter the labor force because of age or disability, or because they are
mothers with sole responsibility for the care of young children. Some
workers with large families are not likely—even with training and other
types of employment assistance—to earn an income sufficient to pull their
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families out of poverty. Because increased employment opportunities will
not eliminate poverty among these groups, some form of income main-
tenance is required.

Fourth, poverty is concentrated in “pockets”—city “ghettos” and cer-
tain rural areas. The numbers of poor in poverty pockets can be reduced
by promoting public and private investment in these communities and by
providing relocation assistance to those with employment opportunities
elsewhere.

In addition to economic policies, social and psychological strategies
have an important role to play. These include information about family
planning for those who request it, legal assistance, and the encouragement
of self-help organizations. Such programs lie outside the purview of this
Report.

Virtually all the progress in reducing poverty over the past 20 years
has occurred during periods of general prosperity. In three periods of sus-
tained economic expansion—1949 to 1953, 1954 to 1956, and 1961 to the
present—the annual decline in the number of individuals in poverty
averaged 2 million or more a year. In contrast, during recessions the num-
ber of poor people has increased. The brief recession of 1954 wiped out
half of the gains of the preceding four-year expansion, and several succes-
sive years of sluggish economic performance in the late 1950s increased
the number of persons in poverty to about the level of seven years earlier
(see Figure 1).

Poor families are affected unequally by economic growth and high
employment, depending upon their ability to take advantage of expanded
employment opportunities. Recent trends in poverty reduction for different
groups are shown in Table 2.

Economic expansion has caused significant reductions in poverty
among households headed by a working-age man. Tightening labor mar-
kets raise wages for the poor who are employed, and provide better
employment opportunities for the unemployed and for those with very
low-paying or part-time jobs. Furthermore, when prosperity pushes un-
employment rates to low levels among skilled workers, business is more
inclined to train poorly qualified workers for skilled jobs. From 1964 to
1966, the number of poor households headed by a working-age man with
work experience fell 400,000 a year; in contrast, there had been no decline
from 1959 to 1961.

The number of poor households headed by a working-age woman
with job experience has not changed during the 1960s. The decline in the
incidence of poverty among this group reflected a rise in the total number
of households headed by working-age women.

Prosperity is less effective in reducing poverty among households
headed by women for several reasons. Women are far less likely to be
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Table 2. Number of Poor Households and Incidence
of Poverty, Selected Years, 1959 to 1967

Characteristic of Head
of Household

Number of Poor Households:b
Total
Head 65 years and over
Unrelated individuals
Families¢
Head under 65 years
Unrelated individuals
White
Male
Female
Nonwhite
Male
Female
Families?
White
Male
Female
Nonwhite
Male
Female

Incidence of Poverty:¢
Total households?

Head 65 years and over
Unrelated individuals
Families¢

Head under 65 years
Unrelated individuals

White
Male
Female

Nonwhite
Male
Female

Families?

White
Male
Female

Nonwhite
Male
Female

1959

13.4
3.9
2.5
1.4
9.4
2.6
1.9

.6
1.3
7
.3
4
6.8
4.9
3.8
1.1
1.9
1.3
.6

24.0
48.6
68.1
32.5
19.8
36.8
329
24.6
39.1
54.3
47.1
63.5
16.8
13.4
11.4
359
48.6
42.1
71.3

1961

13.0
3.9
2.5
1.3
9.1
2.4
1.8

1.2

6.7
4.7
3.7
1.0
2.0
1.3

22.6
43.8
64.4
27.2
18.8
33.9
29.7
22.8
35.2
55.0
45.5
66.8
16.1
12.6
10.7
339
47.8
40.2
72.3

19667
Origi-
1964 nally Revised
Pub-
lished
Millions
11.9 10.9 10.7
3.8 3.9 4.0
2.8 2.7 2.7
1.1 1.2 1.2
8.0 7.0 6.8
2.3 2.1 2.1
1.8 1.6 1.6
.6 .5 .6
1.2 1.1 1.0
5 .5 5
2 2 2
3 3 3
5.7 4.9 4.7
4.0 3.3 3.1
3.0 2.3 2.2
1.0 1.0 9
1.7 1.6 1.5
1.1 .9 .9
.6 q i
Percent

19.9 17.8 17.5
40.0 38.5 38.9
59.9 55.3 56.3
21.6 23.0 23.1
16.0 13.7 13.3
31.0 28.3 28.7
28.3 25.8 25.5
22.0 20.1 21.0
33.0 30.0 28.8
45.1 41.7 45.3
34.6 29.1 35.5
58.1 54.1 55.1
13.3 11.2 10.6
10.4 8.4 7.9
8.5 6.5 6.1
31.2 29.1 27.9
27.8 34.3 334
32.3 25.9 25.1
62.4 61.2 60.3

1967

10.2
3.8
2.7
1.1
6.4
2.2
1.6

1.1

4.2
2.8
2.0

1.4

16.2
36.3
53.4
20.3
12.2
27.0
24.4
18.0
29.0
40.1
29.4
51.7

9.5

71

5.4
25.3
29.9
20.9
54.9
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employed than men; only about three-fifths of the women who head
families have some job experience, compared to about 90 percent for male
family heads. Many women who head families, being the adult solely
responsible for young children, are unable to accept full-time employ-
ment unless day care is provided for their children. Furthermore, women
are far less likely to escape poverty even if they do work, because their
employment is less steady and they earn lower wages. Nonwhite families
are more than twice as likely—and white families are more than 3 times
as likely—to be poor if headed by a woman than if headed by a man.

During the 1960s, the number of poor elderly households fell slightly,
while the incidence of poverty among this group decreased substantially.
High employment has some immediate effect on poverty among the aged
by providing more jobs for elderly individuals wishing to continue work.
This opportunity is particularly important for those with retirement in-
come below the poverty line.

Over the longer run, prosperity permits more workers to accumulate
assets and to achieve higher pension rights prior to retirement. At present,
an individual earning the minimum wage and working full-time in a job
covered by social security is entitled to old-age benefits of approximately
$120 a month upon retirement—only about $10 a month below the poverty
line.

Reflecting both the higher lifetime earnings of the aged and statutory
improvements, social security retirement benefits have increased greatly
and have been the most important factor in reducing poverty among the
elderly. Since 1961, legislation has increased social security retirement
benefits 21 percent across the board—substantially greater than the in-
crease in consumer prices. The minimum benefit increased 37 percent.

The ill and disabled have benefited least from recent prosperity and
other efforts to alleviate poverty. Although the incidence of poverty among
households whose heads are under 65 and not working for health reasons

aThe revised estimates differ slightly from those originally published because of
the use of a somewhat different estimating procedure. For an explanation of the two
methods, see “Current Population Reports Series P-60, No. 54.”

bHouseholds are defined here as the total of families and unrelated individuals.

¢Consists only of two-person families whose head is 65 years or over. All other
families included in “head under 65 years.”

dAll families other than two-person families whose head is 65 years or over.

¢Poor households as percentage of total households in the category.

Note: Poverty is defined by the Social Security Administration poverty-income
standard; it takes into account family size, composition, and place of residence. Poverty-
income lines are adjusted to take account of price changes during the period.

Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Department of Health, Education, and
Welfare.
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fell from 1959 to 1967, the number actually rose. Some disabled can be re-
trained, and these individuals can obtain jobs more readily when unem-
ployment is low. But many who are ill or disabled cannot take advantage
of job opportunities.

Table 3 shows the number of households and the number of persons
who were in the near-poor category in 1959 and 1967.

Table 3. Number of Near-Poor Households and
Incidence of Near-Poverty by Age and Sex of
Head of Household, 1959 and 1967

Age and Sex of Head Incidence of Near-

of Household Number (Millions) Poverty (Percent)?

1959 1967 1959 1967

Near-Poor Households? 4.3 3.7 7.7 5.9
Families 3.8 2.9 8.3 5.8
Head 65 years and over® a 8 15.2 14.0
Head under 65 years? 3.1 2.1 7.6 4.8
Male head 3.4 2.4 8.4 5.5
Female head 4 5 8.2 8.7
Unrelated individuals 5 .8 5.1 6.0
Head 65 years and over 2 5 6.1 9.1
Head under 65 years 3 3 4.6 4.0
Male head 2 3 5.5 5.8
Female head 3 5 4.9 6.1

Addendum:

Near-poor persons 15.8 12.0 9.0 6.1

¢Near-poor households as percent of total number of households in the category;
near-poor persons as percent of total persons.

bHouseholds are defined here as the total of families and unrelated individuals.

¢Consists only of two-person families whose head is 65 years or over. All other
families included in “head under 65 years.”

2All families other than two-person families whose head is 65 years or over.

Note: Near-poverty is defined by the Social Security Administration near-
poverty-income standards; it takes into account family size, composition, and place
of residence. Near-poverty-income lines are adjusted to take account of price changes
during the period.

Detail will not necessarily add to totals because of rounding.

Sources: Department of Commerce and Department of Health, Education, and
Welfare.

The compositions of the poor and the near-poor categories differ
considerably. Most striking is the difference in the proportion of non-
elderly households headed by a working-age woman. These houscholds
account for 46 percent of all nonelderly poor households; among the near-
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poor, they account for 22 percent. Except for the elderly, most near-poor
families are headed by men who are employed, but at low wages.

The number of near-poor showed a considerable decline between
1959 and 1967. Many who rose from poverty were added to the near-poor,
but at the same time an even larger number of the former near-poor moved
to a higher income level.

As indicated above, prosperity has played a key role in reducing
poverty and is essential to further progress. But sustained growth and high
employment—in the absence of other more direct efforts to help the poor—
cannot maintain the recent rate of decline in poverty.

If the 1961 to 1968 reductions in the number of poor persons could
be continued, poverty would be eliminated entirely in about 10 years. If
the record of 1968 could be continued, poverty would be eliminated in
about 5.5 years. Maintenance of these rapid reductions will become in-
creasingly difficult because, as poverty declines, an increasing fraction of
the remaining poor are members of households whose economic status is
least affected by prosperity. Households headed by women with children,
disabled persons, or elderly persons accounted for 6.0 million or 59 per-
cent of all poor households in 1967.

Much of the progress in the 1960s has been due to the lowering of the
unemployment rate. As that rate fell, further declines were increasingly
effective. The hard-core unemployed, the educationally disadvantaged,
and the victims of discrimination are the last to be hired during a return
to high employment and the first to be fired during a slowdown. Upgrading
the unskilled and uneducated to fill shortages in skilled labor takes time.
Consequently, if high employment is maintained, these adjustments will
continue to reduce poverty, but their effects will gradually diminish. In the
absence of increased direct assistance to the poor or further reductions in
unemployment, present annual declines in poverty must be expected to
become smaller.

The elimination of poverty will be long in coming if the incomes of
the poor grow only at the same pace as the incomes of other households.
If the real income (including transfer payments) of each poor household
were to grow at 3 percent a year—approximately the average gain for all
households during normal conditions of economic growth—eliminating
only half of poverty would take 12 years for poor families and 17 years for
unrelated individuals. To shorten substantially the period needed to
reduce poverty, the incomes of the poor must grow faster than average
income—some redistribution to the poor must be made from the benefits
of growth.

Only a relatively small redistribution of the benefits of growth is
needed to speed greatly the reduction in poverty. If the approximately 85
percent of households that are not poor and reccive about 95 percent of
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total income are willing to make only a small sacrifice of the estimated
3 percent yearly growth in their real income per capita, the prospects for
poverty reduction can be greatly transformed. If the increase in real in-
come for the nonpoor is lowered merely from 3.0 percent to 2.5 percent a
year and if that differential of about $2.8 billion annually is effectively
transferred to those in poverty, then family incomes for those now poor
can grow about 12 percent annually. This redistribution would eliminate
the 1967 “poverty gap” of $9.7 billion in less than four years. Since any
program of redistribution would be likely to reach some of the near-poor
and might raise some poor families substantially above the poverty line
before others are affected, perhaps a better projection of the time required
would be six to eight years.

The rapid reductions in poverty during the 1960s paralleled a sig-
nificant rise in the share of total family income going to the lowest income
groups. In part, this shift in distribution has been accomplished by in-
creased employment of poor adults at higher wages.

The combined effect of the tax and transfer payment systems at all
levels of government also operates to redistribute income to the poor. The
net gain or burden from the public sector for any group depends on the
difference between all the benefits received from government expenditures
and all the taxes paid. Many programs—like national defense—have bene-
fits that are difficult to allocate by groups; however, the benefits of transfer
payments—such as social security benefits, welfare payments, and unem-
ployment compensation—can be allocated and compared with the tax
burden. The impact of federal, state, and local taxes and of transfer pay-
ments on the distribution of income in 1965 is shown in Figure 2.

The tax system by itself redistributes income away from the poor.
As a share of income, higher taxes are paid by households in the lower
income classes than by those with incomes between $6,000 and $15,000.
This reflects the heavy tax burden on low-income families from state and
local taxes—primarily sales, excise, and property taxes. Federal taxes also
contribute to this burden through the social security payroll tax.

The poor receive nearly as much from transfer payments as from all
other sources. While these payments do not go exclusively to the poor,
they do have a powerful redistributive impact. The ratio of receipts to
household income (excluding transfers) is very high in the lowest income
classcs. As household incomes rise, the proportion of transfers to other
income falls sharply.

When government transfer payments and taxes are combined, the
concentration of transfer payments in the lower income groups much more
than offsets their tax burden. But since average transfer payments fall
rapidly as income rises, the excess of taxes over transfer payments as a frac-
tion of income rises much more sharply from $0 to $4,000 than in higher
income classes.
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Figure 2. Taxes and Transfer Payments as Percentage
of Income (Excluding Transfers), by Income Class, 1965.
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The Human Side of Poverty

MARY W. WRIGHT

Poverty tends to become a mere statistic. Here is a vivid portrayal of
how it feels to be a poor Appalachian.

I know a man, I'll call him Buddy Banks. He lives in a ravine in a
little one-room pole-and-cardboard house he built himself, with his wife,
their 6 children, and baby granddaughter. Mr. Banks, 45 years old, is a
sober man, a kindly man, and a passive man. He can read and write a
little, has worked in the coal mines and on farms, but over the years he’s
been pretty badly battered up and today is “none too stout.” Last fall,
when he could no longer pay the rent where he was staying, his mother-in-
law gave him a small piece of ground, and he hastened to put up this little
shack in the woods before the snow came. If, as you ride by, you happened
to glance down and see where he lives, and see his children playing among
the stones, you would say, “White trash.” You would say, “Welfare bums.”

When the newspaper announced the new ADC program for unem-
ployed fathers, I thought of Buddy Banks. There is not much farm work
to be done in the wintertime, and Mr. Banks has been without a job since
summer. Here in their ravine they can dig their coal from a hole in the hill,
and dip their water from the creek, and each month he scratches together
$2 for his food stamps by doing odd jobs for his neighbors, who are very
nearly as poor as he is. Other than this there is nothing coming in. I
thought, maybe here is some help for Buddy Banks.

Mr. Banks does not get a newspaper, nor does he have a radio, and
so he had not heard about the new program. He said, yes, he would be

From “The Dusty Outskirts of Hope,” by Mary W. Wright. Reprinted with permission
from Mountain Life & Work (Spring, 1964), published by the Council of the Southern
Mountains, Inc., and with permission of the author.
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interested. I offered to take him to town right then, but he said no, he
would have to clean up first, he couldn’t go to town looking like this. So I
agreed to come back Friday.

On Friday he told me he’d heard today was the last day for signing
up. We were lucky, eh? It wasn’t true, but it’s what he had heard and I
wondered, suppose he’d been told last Tuesday was the last day for sign-
ing up, and I hadn’t been there to say, well, let’s go find out anyway.

Buddy Banks was all fixed up and looked nice as he stepped out
of his cabin. His jacket was clean, and he had big rubber boots on and
a cap on his head. I felt proud walking along with him, and he walked
proud. (Later, in town, I noticed how the hair curled over his collar, and
the gray look about him, and the stoop of his shoulders. If you saw him
you’d have said, “Country boy, come to get his check.”)

When we reached the Welfare Office it was full of people, a crowd
of slouchy, shuffly men, standing around and looking vaguely in different
directions. I followed Buddy Banks and his brother-in-law, who had asked
to come with us, into the lobby, and they too stood in the middle of the
floor. Just stood. It was not the momentary hesitation that comes before
decision. It was the paralysis of strangeness, of lostness, of not knowing
what to do. A girl was sitting at a table, and after a number of minutes of
nothing, I quietly suggested they ask her. No, they told me, that was the
food stamp girl. But there was no other. So finally, when I suggested, well,
ask her anyway, they nodded their heads, moved over, and asked her.
I wondered how long they might have gone on standing there, if I'd kept
my mouth shut. I wondered how long the others all around us had been
standing there. I had an idea that if I hadn’t been right in the way, Buddy
Banks just might have turned around and gone out the door when he saw
the crowd, the lines, and that smartly-dressed food stamp girl bending
over her desk.

Yes, he was told, and after waiting a few minutes, he was shown
behind the rail to a chair beside a desk, and a man with a necktie and
a big typewriter began to talk with him. They talked a long long time,
while the brother-in-law and I waited in the lobby. (They had asked the
brother-in-law if he had brought the birth certificates. No, he hadn’t, and
so they said there wasn’t anything they could do, to come back next
Tuesday. He said nothing, stared at them a moment, then walked away.
He stood around waiting for us all day long and never asked them an-
other question. He said he would tend to it some other time. Fortunately,
they got Mr. Banks sitting down before they inquired about the birth
certificates.)

I knew what they were talking about: I have talked long times with
Mr. Banks myself, and they were going over it again, and again, and I
could imagine Mr. Banks nodding his head to the question he didn’t quite
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understand, because he wanted to make a good impression, and it would
be a little while before the worker realized that he hadn’t understood, and
so they would go back and try again, and then Mr. Banks would explain
as best he could, but he would leave something out, and then the worker
wouldn’t understand, so that, in all, their heads were bent together for
almost an hour and a half. It seemed a long time to take to discover
Buddy Bank’s need—a visit to his home would have revealed it in a very
few minutes, but of course 12 miles out and 12 miles back takes time too,
and there are all those eligibility rules to be checked out, lest somebody
slip them a lie and the editorials start hollering “Fraud! Fraud!” Actually,
I was impressed that the worker would give him that much time. It takes
time to be sympathetic, to listen, to hear—to understand a human
condition.

At last he came out, and with an apologetic grin he said he must
return on Tuesday, he must go home and get the birth certificates. Then
they would let him apply. (How will you come back, Mr. Banks? Where
will you get the $3 for taxi fare by next Tuesday? Perhaps you could scrape
it up by Monday week, but suppose you come on Monday week and your
worker isn’t here? Then perhaps you won’t come back at all.. . .)

While Mr. Banks was busy talking, I was chatting with one of the
other workers. Because I am a social worker too, I can come and go
through the little iron gate, and they smile at me and say, “Well, hello
there!” We talked about all the work she has to do, and one of the things
she told me was how, often, to save time, they send people down to the
Health Department to get their own birth records. Then they can come
back and apply the same day. I wondered why Mr. Bank’s worker never
suggested this. Maybe he never thought of it. (Maybe he doesn’t live 12
miles out with no car, and the nearest bus eight miles from home. And no
bus fare at that.) Or perhaps he did mention it, and Mr. Banks never heard
him, because his head was already filled up with the words that went be-
fore: “I'm sorry, there’s nothing we can do until you bring us the birth
certificates,” and he was trying to think in which box, under which bed,
had the children been into them ... ?

So I tried to suggest to him that we go now to the Health Depart-
ment, but he didn’t hear me either. He said, and he persisted, I'm going to
the Court House, I'll be right back, will you wait for me? I tried to stop
him: let’s plan something, what we’re going to do next, it'’s almost lunch-
time and things will close up—until suddenly I realized that after the time
and the tension of the morning, this was no doubt a call of nature that
could not wait for reasonable planning, nor could a proud man come out
and ask if there might not be a more accessible solution. And so, as he
headed quickly away for the one sure place he knew, I stood mute and
waited while he walked the three blocks there and the three blocks back.
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I wonder if that’s something anybody ever thinks about when they’re inter-
viewing clients.

Mr. Banks and I had talked earlier about the Manpower Redevelop-
ment Vocational Training Programs, and he had seemed interested. “I'd
sure rather work and look after my family than mess with all this stuff, but
what can I do? I have no education.” I told him about the courses and he
said, yes, I'd like that. And so we planned to look into this too, while we
were in town. But by now Mr. Banks was ready to go home. “I hate all this
standing around. I'd work two days rather than stand around like this.”
It wasn’t really the standing around he minded. It was the circumstances
of the standing around. It took some persuading to get him back into the
building, only to be told—at 11:30—to come back at ten to one. (Suppose
his ride, I thought, had been with somebody busier than I. Suppose they
couldn’t wait till ten to one and kept badgering him, “Come on, Buddy,
hurry up, will you? We ain’t got all day!”)

I tried to suggest some lunch while we waited, but they didn’t want
lunch. “We had breakfast late; I'm not hungry, really.” So instead, I took
him around to the Health Department and the Circuit Court and the
County Court, and we verified everything, although he needed some help
to figure which years the children were born in.

At ten to one he was again outside the Welfare Office, and he drew
me aside and said that he’d been thinking: maybe he should go home and
talk this whole thing over a little more. He felt that before jumping into
something, he should know better what it was all about. This startled me,
for I wondered what that hour and a half had been for, if now, after every-
thing, he felt he must return to his cronies up the creek to find out what
it all meant. So we stood aside, and I interpreted the program as best
I could, whom it was for and what it required, and what it would do for
him and his family, while he stood, nodding his head and staring at the
sidewalk. Finally, cautiously, almost grimly, he once again pushed his way
into that crowded, smoke-filled lobby.

“Those who are to report at one o’clock, stand in this line. Others in
that line.” Mr. Banks stood in the one o’clock line. At 1:15 he reached the
counter. I don’t know what he asked, but I saw the man behind the desk
point over toward the other side of the building, the Public Assistance
side, where Mr. Banks had already spent all morning. Mr. Banks nodded
his head and turned away as he was told to do. At that point I butted in.
“Assistance for the unemployed is over there,” the man said and pointed
again. So I mentioned training. “He wants training? Why didn’t he say so?
He’s in the wrong line.” I don’t know what Mr. Banks had said, but what
does a person say when he’s anxious, and tired and confused, and a crowd
of others, equally anxious, are pushing from behind and the man at the
counter says, “Yes?” I butted in and Mr. Banks went to stand in the right
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line, but I wondered what the man behind us did, who didn’t have any-
body to butt in for him.

While Mr. Banks was waiting, to save time, I took the birth certifi-
cates to his worker on the other side. I walked right in, because I was a
social worker and could do that, and he talked to me right away and said,
“Yes, yes, this is good. This will save time. No, he won’t have to come back
on Tuesday. Yes, he can apply today. Just have him come back over here
when he is through over there. Very good.”

At 1:30 Buddy Banks reached the counter again, was given a card
and told to go sit on a chair until his name was called. I had business at
2:00 and returned at 3:00, and there he was, sitting on the same chair. But
I learned as I sat beside him that things had been happening. He had
talked with the training counsellor, returned to his welfare worker, and
was sent back to the unemployment counsellor, after which he was to
return once more to his welfare worker. I asked what he had learned about
the training. “There’s nothing right now, maybe later.” Auto mechanics?
Bench work? Need too much education. There may be something about
washing cars, changing oil, things like that. Later on. Did you sign up for
anything? No. Did they say they’d let you know? No. How will you
know? I don’t know.

At last his ADC (Unemployed) application was signed, his cards
were registered, his name was in the file. Come back in two weeks and
we'll see if you're eligible. (How will you get back, Buddy? I'll find a way.)

It was four o’clock. “Well, that’s over.” And he said, “I suppose a
fellow’s got to go through all that, but I'd sure rather be a-working than
a-fooling around with all that mess.” We went out to the car, and I took
him home. “I sure do thank you, though,” he said.

While I'd been waiting there in the lobby, I saw another man come
up to the counter. He was small and middle-aged, with a wedding band
on his finger, and his face was creased with lines of care. I saw him speak
quietly to the man across the desk. I don’t know what he said or what the
problem was, but they talked a moment and the official told him, “Well,
if you're disabled for work, then there’s no use asking about training,” and
he put up his hands and turned away to the papers on his desk. The man
waited there a moment, then slowly turned around and stood in the middle
of the floor. He lifted his head to stare up at the wall, the blank wall, and
his blue eyes were held wide open to keep the tears from coming. I couldn’t
help watching him, and when suddenly he looked at me, his eyes straight
into mine, I couldn’t help asking him—across the wide distance of the
crowd that for just an instant vanished into the intimacy of human com-
munion—I asked, “Trouble?” Almost as if he were reaching out his hands,
he answered me and said, “I just got the ncws from Washington and come
to sign up, and ...” but then, embarrassed to be talking to a stranger, he
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mumbled something else I couldn’t understand, turned his back to me,
stood another long moment in the middle of the crowd, and then walked
out the door.

Disabled or not disabled. Employed or not employed. In need or
not in need. Yes or no. Black or white. Answer the question. Stand in line.

It is not the program’s fault. You have to have questionnaires, and
questionnaires require a yes or no. There is no space for a maybe, but . . .

Nor is it the people-who-work-there’s fault, for who can see—or take
time to see—the whole constellation of people and pressures, needs and
perplexities, desires and dreads that walk into an office in the person of
one shufling, bedraggled man—especially when there are a hundred other
bedraggled men waiting behind him? You ask the questions and await the
answers. What else can you do?

Then perhaps it is the fault of the man himself, the man who asks—
or doesn’t quite know how to ask—for help. Indeed, he’s called a lazy
cheat if he does, and an unmotivated ignorant fool if he doesn’t. It must
be his own fault.

Or maybe it’s nobody’s fault. It’s just the way things are . . .



The Merger Movement:
A Study in Power

PAUL M. SWEEZY AND HARRY MAGDOFF

How serious is the recent trend to “‘conglomerate’” corporations? A radi-
cal analysis raises some interesting and surprising possibilities.

During the last year or so a tremendous amount of publicity has been
devoted to the corporate merger movement, but to our knowledge there
has not been much serious discussion of its significance. A review of some
of the outstanding facts and what they mean and do not mean may there-
fore be useful.

To begin with, there can be no doubt about the impressive magni-
tude of the movement, measured by any relevant standard. The following
table is constructed from Federal Trade Commission data as reported in
Business Week of April 19, 1969:

1966 1967 1968

Total number of acquisitions 1,746 2,384 4,003
Number of manufacturing and mining companics with

morc than $10 million assets acquired 101 169 192
Value of assets of acquired companies with more

than $10 million assets (billion $) 4.1 8.2 12.6
Number of acquisitions made by 200 largest companics 33 67 74
Value of asscts of companies acquired by 200 largest

companics (billion $) 2.4 54 6.9

Complcte data for carly 1969 are not published in the article from
which these figures arc taken, but one statistic alone is cnough to show
that, far from coming to an end, thc merger movement has actually

From Monthly Revicw, Vol. 21, No. 2 (June, 1969), pp. 1-19. Reprinted by permission
of Monthly Review, Inc. Copyright © 1969 by Monthly Review, Inc.
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accelerated in recent months. As against the $12.6 billion dollars of assets
in companies with assets of $10 million or more which were gobbled up
in 1968, the comparable rate of acquisition so far in 1969 has been running
at about $18 billion.

As to the size of the present movement relative to earlier merger
movements in U.S. history, Fortune magazine (February 1969, p. 80)
states: “There have been merger movements in the U.S. before. One began
in the 1890s and another in the 1920s; each lasted about a decade. But
the current merger movement is lasting longer and is immensely bigger.”

Radicals and anti-monopoly liberals frequently assume that the
increasing dominance of the giants necessarily implies the decline and
fall of small business. Nothing could be further from the truth. A recent
story in the Wall Street Journal (April 10, 1969) begins as follows:

Worried that conglomerates are gobbling up companies so fast that
by the end of the century some 200 super-corporations will own all
of American business?

Take heart. Far more businesses are starting out than selling out
these days.

Most of the fledgling firms are small, of course, and many won’t
last a year, but they are being formed at the fastest clip since the
years that immediately followed World War I1.

Analysts estimate that between 450,000 and 500,000 new businesses
will be launched this year, about 25 percent more than a half-dozen
years ago. By comparison, W. T. Grimm & Co., a Chicago financial
consulting firm, predicts that some 5,400 companies will go out of
existence through merger or acquisition in 1969.

The government’s new-business index, which measures the net
growth in business formations (new businesses minus firms that dis-

continue operations), last December stood at the highest point since
mid-1948.

The great majority of these new businesses of course are in either
retailing or the scrvice trades, but there are also many in various branches
of manufacturing. And far from contradicting the interests of the giant
corporations, this proliferation of small businesscs serves their purposes
in many ways. A detailed discussion of this problem would take us far
afield, but it may be worthwhile to point out three specific ways in which
the giants benefit from the existence of small businesses.

First, every big corporation buys thousands of items ranging all the
way from huge machines to paper clips. Many of these are supplied by
other big corporations, but many offer too little prospect of profit to interest
the big ones and these become the domain of small business. This being
the case, the giants naturally prefer that there should be an ample number
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of suppliers competing among themselves to ensure low prices and good
quality.

Second, the markets for the products of the giants typically undergo
seasonal and/or cyclical variations. This means that at any given time
demand for a product can be divided into a large segment which can
be looked upon as stable and reliable and a smaller segment which fluctu-
ates and may even disappear with the vicissitudes of the market. The
giants employ various strategies for dealing with this problem, depending
on the nature of the product and the market; but in most cases at least
one element in the strategy adopted is to allow a number of smaller com-
panies to enter the industry and fill some part of the fluctuating demand.
Benefiting from the giants’ monopoly price umbrella, these small com-
panies may do very well when demand is strong. The other side of the
coin, of course, is that they may be hit hard or even wiped out when
demand is weak. In any case, they act as a sort of stabilizer and balancer
for the carefully calculating giants.

Finally, much of the innovating function under monopoly capitalism
is carried out not by the giants but by small firms, often specifically orga-
nized to turn out a new product or try a new method of production or
distribution. And this is done not against the will of the giants but with
their hearty approval. Innovating is risky. Most small outfits that try it
fail, but a few hit the jackpot and it is this glittering reward that motivates
a host of new hopefuls to keep at it. From the point of view of the giants
all this activity serves the extremely useful purpose of showing which lines
of innovation are practical and profitable, with all the risk being borne
by others. Later on, the giants can move in, either buying out the success-
ful small firm or imitating its innovation with a version of their own.

There are other business and technical reasons for the existence
and spread of small enterprises in the period of monopoly capitalism, but
the three described above should be enough to dispose of the unfounded
notion that there is any tendency for the concentration and centralization
of capital to result in the disappearance of small business. The relative
importance of the giants grows; but as long as the system as a whole
expands (and capitalism cannot live without expanding), this not only
does not preclude but actually requires an absolute proliferation of the
dwarfs.

Our analysis to this point leads to the conclusion that the current
merger movement, though undoubtedly massive by historical standards,
is not likely to have any profound effects on either the functioning or
structure of the U.S. economy. What it means is more of the same, not
anything really new. And the same goes for the much-publicized fact
that the most spectacular merging activity of the last few years has been
by the so-called conglomerates, i.e., companies which operate not in one
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market or a few related markets but in dozens or even scores of often quite
unrelated markets. Two of the top five companies on Fortune’s latest
list of the 500 largest nonfinancial corporations (General Motors which
is number one and General Electric which is number four) have long
been conglomerates in this sense; and many, perhaps even a majority, of
the others would qualify for the same designation. The real reason for
the excitement about the “new” conglomerates lies elsewhere than in
their newness.

For one thing, the latter-day conglomerates have been heavily pro-
moted by all the devices of the Madison Avenue public relations industry
and its Wall Street affiliates and confréres.

The purpose of all this fancy public-relations activity is of course
to persuade Wall Street that the glamour stocks are worth a lot more
than mundane balance sheets and profit-and-loss statements would seem
to indicate. The desideratum is to attain, in the jargon of the stock market,
the highest possible price/earnings (P/E) ratio. The stock of an old con-
servatively managed company which grows more or less in step with the
economy as a whole (say at a rate of 4 to 5 percent a year) may sell at
10 to 15 times per-share earnings. The stock of a highly jazzed-up glamour
company which has been able to show a record of rapid growth in the
previous few years may, on the other hand, sell for 30 or 40 or even more
times earnings. And therein lies the sccret not only of the burgeoning of
the latter-day conglomerates but also of the rise to wealth and prominence
of a new stratum of the U.S. bourgeoisie. In order to be able to analyze this
phenomenon properly, it will be useful to review some of the facts of
corporate and financial life.

First, it is necessary to keep in mind as essential background the
situation with respect to control of the typical giant corporation. Legally,
of course, the stockholders are the owners of the corporation, and man-
agements are simply their agents. In practice, however, the stock of most
of the giants is widely dispersed among many thousands of holders, with
no individual or group owning more than a small percentage of the shares.
In these circumstances whatever management happens to be in power
can normally remain in power and appoint its own successors.! In their
famous work The Modern Corporation and Private Property (1932), Berle
and Means found that 44 percent of the 200 largest nonfinancial corpo-
rations were management-controlled in this sense. An updating study by
Robert J. Lamner (published in the American Economic Review of Septem-

1In many companies, incumbent managements are the lineal descendants (often in the
literal family sense) of managements which were installed in an earlier period by big
stockholders owning all or most of the company’s stock. In this way the families of
these earlier big stockholders often continue to control big corporations long after their
holdings have ceased to be a significant percentage of the total stock outstanding.
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ber 1966) showed that by 1963 this proportion had risen to 84.5 percent.
Reporting on Larner’s work, Business Week put the following caption
on a table comparing the situation in 1929 with that in 1963: “Professional
managers have won ultimate control almost everywhere among the 200
largest nonfinancial corporations.” Of course it is always possible for the
management of such a company to be ousted by someone who succeeds
in collecting proxies for a majority of the stock, and occasionally this does
happen. But pulling off such a coup is very expensive and difficult: all the
advantages are with the management, and under normal conditions it
can go about its business without fear or attack from outsiders. Or at
least that’s the way it was until the new conglomerates came along. We
shall return to this presently.

Next we need to know something of the way the conglomerates
operate: how they grow by taking over previously independent companies
and in the process generate the kind of increase in per-share earnings
which is so important as a prop and booster to their P/E ratios.

We can distinguish two types of takeover: that which from the point
of view of the acquired company is voluntary, and that which is involun-
tary. A company may want to be absorbed into another for many reasons.
For example, a man may have a large part of his wealth in the form of
stock in a company which he has built up in his own lifetime. If, as
often happens, there is no ready market for this stock, his heirs will be
in trouble when he dies. The obvious solution is for the man in question
to sell out while he is still alive and to leave his heirs cash and /or securities
for which there is a ready market. Another common reason why one com-
pany wants to be absorbed by another is that it needs capital for expansion
and lacks the absorbing company’s access to banks and the money market.
Or the two merging companics may both want to be part of a larger
enterprisc with more prestige and less vulnerability to fluctuations in
particular markets. In any case, regardless of the reasons a company may
have for wanting to be absorbed, the fact that it acts voluntarily greatly
simplifies the whole process. Voluntary mergers have figured prominently
in the growth of all the conglomerates, old and new, and doubtless will
continue to do so in the future.

Involuntary takeovers present different problems, and it is with
them that we are mainly concerned in what follows. The acquired com-
pany here is usually (maybe always) one whose stock is widely dispersed
among a large number of stockholders, in other words a company con-
forming to the type which, as we have already seen, predominates among
the 200 largest nonfinancial corporations. The usual procedure is for the
acquiring company to buy up secretly anything up to 10 percent of the
target company’s stock. (Ownership of 10 percent or more has to be dis-
closed to the Securities and Exchange Commission and immediately



The Merger Movement: A Study in Power 47

becomes public knowledge.) The next step may be for the aggressor (call
it company A) to approach the victim (company B) with arguments and
inducements designed to overcome the latter’s resistance. If this fails, as
it often does, A then plays its trump card, a tender offer to B’s stock-
holders. This is an offer to buy shares in B—either all that are tendered
or up to a certain percentage of the total outstanding—at a price which is
invariably above the current market price and may be far above the
market price. Payment may be made with cash or with A’s own securities
or some combination of the two. Once matters have reached this stage,
B’s management is all but defeated. Stockholders are an unsentimental lot,
interested only in making money. If someone comes along and offers them
more for their stock than they can get in the market, most of them will
accept. There may be some hesitation when the payment is in A’s securities
rather than cash, and B’s management will do its best to convince stock-
holders that they are better off with what they have than they would be
with what they are being offered. But usually this doesn’'t work: stock-
holders who think poorly of A’s prospects will simply turn around and
sell the securitics they receive in payment (at the time of the transaction
always worth more than what they give up) and buy other securities which
they like better.

How does it happen that acquiring companies can afford to make
such generous offers to the stockholders of target companies? Here two
factors come into play: first, the arithmetic of P/E ratios and stock prices;
and second, the effects of the tax laws, especially in that they treat interest
paid on debt securitics as a cost which is deductible in calculating net
income while dividends are paid out of net income. Two highly simplified
examples will serve to illustrate the principles involved.

Call the acquiring company A, the target company B, and the merged
company AB. Assume the following initial situation:

Shares After-Tax Earnings Price
Outstanding Earnings Per Share P/E Per Share

A 1,000,000 $1,000,000 $1 40 $40

B 1,000,000 $1,000,000 $1 15 $15

At this point A offers to exchange one share of its stock worth $40 on the
market for two shares of B’s stock worth $30, giving B’s stockholders a
gain of $5 a share or 33% percent. But they are not the only winners.
Assuming that the merged company continues to have a P/E ratio of 40,
the combined result will be the following:

Shares After-Tax Earnings Price
Outstanding Earnings Per Share P/E Per Share

AB 1,500,000 $2,000,000 $1.33 40
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What has happened is that by reducing the total number of shares out-
standing from two million to one and a half million, the same amount of
earnings produce an increase in earnings per share, and the same P/E
ratio yields a higher price for the stock (of which A’s stockholders own
the same number of shares as before). Everyone, it scems, gains—except
B’s management which is no longer its own boss and can be kicked out at
the whim of A’s management. This illustration shows the supreme impor-
tance of a high P/E ratio in the merger game and explains the lengths
to which its adepts will go to present to the investing and speculating
community an image of a super-streamlined perpetual-growth machine.
And one of the ironies of the situation is that the more successful they
are, the more they can create the appearance of growth (measured by
the earnings-per-share yardstick) simply by acquiring more and more
companies with lower P/E ratios.

The second example, showing the tax bonanzas that mergers can
produce, is adapted from a report headlined “Conglomerate Maze” which
appeared on the financial page of the New York Times of February 27,
1969. Company A has a million shares outstanding, annual after-tax earn-
ings of $2 million ($2 per share), pays no dividends, sells at $40 a share.
Company B has 10 million shares outstanding, earnings of $30 million
after taxes ($3 a share), pays a dividend of $1.50, and sclls at $39 a share.
A offers for each share of B’s stock one debenture (an unsccured bond)
with a face value of $50 and paying interest at the rate of 7.5 percent
($3.75 a year). In order to make the offer more attractive, A also offers to
throw in warrants good for the purchasec of the merged company’s shares
in the future, but this does not affect the arithmetic of the immediate
situation. B’s stockholders thus stand to gain $11 a share in the value of
their securities and $2.25 a share in their current income. It is assumed
that the earnings before taxes of the combined company are the same
as they were before, ie., $64 million. But earnings after taxes arc now
quite different. From the before-tax earnings of $64 million the merged
company decducts interest of $37.5 million before calculating taxable
income of $26.5 million. After-tax income is therefore now $13.25 million.
Since the only shares now outstanding are the one million of A stock, it
follows that per share carnings of A’s stock have risen from $2 to $13.25.
The losers this time arc the U.S. treasury, to the tunc of $18.75 million,
and of course B’s management. A has in cffect acquired B by making use
of B’s own earning power plus generous government financing, and in
the process has added handsomely to the value of A’s own stock.

By now it should be clear why any conservatively managed com-
pany to which the stock market does not assign a particularly high P/E
ratio and which does not have a lot of debt in its capital structurc is vulner-
able to takcover by one of the high-riding conglomerates which does enjoy
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a fancy P/E ratio and which has no scruples about going in for debt
financing in a big way. And what lends special importance to this situation
is simply this: the category of vulnerable corporations includes a very
large proportion of the long-established giants which are at the top of
the economic and political power structure of the United States.

This process and its repercussions can be traced through three
incidents: the takeovers of Wilson & Co. and Jones and Laughlin Steel
Corporation by Ling-Temco-Vought, and the attempted takeover of
Chemical Bank New York Trust Co. by Leasco Data Processing Equipment
Corporation.

On the basis of its 1967 sales of $991 million, Wilson & Co., meat-
packer and producer of sporting goods, was well within the charmed
circle of the 100 largest nonfinancial corporations and bigger than James
Ling’s entire Ling-Temco-Vought conglomerate. And yet during that
year Ling, through an intricate series of maneuvers and financial coups
(including a multi-million dollar loan from a European banking syndicate),
succeeded in taking over Wilson and in the process jumped from number
168 to number 38 in the 500-largest list. Other acquisitions in 1967 included
Greatamerica Corporation, itself a diversified company owning, among
other things, Braniff Airways. And then, just about a year after swallowing
Wilson, Ling pulled off his greatest coup, the takeover of Jones and Laugh-
lin Steel Corporation. J and L is the nation’s sixth largest steel producer,
a long-established member of what Business Week (May 18, 1968) called
the “tight-knit steel fraternity,” and closely allied to its Pittsburgh neighbors
in the Mellon empire. This was a classic case of the tender-offer technique:
J&L stock was selling at about $50 a share, and L-T-V offered the stock-
holders a package worth about $85 a share. The result was a foregone
conclusion. L-T-V will probably rank among the 20 largest industrials
when J&L is included among its subsidiaries.

This fast operator, but recently a parvenu even in Texas, had now
marched into Pittsburgh. What was to prevent him and others like him
from storming the ultimate bastions on Wall Street and Park Avenue?
The answer was not long in coming and, as could have been predicted,
it had two parts. On the one hand, the corporate establishment began to
bring its enormous financial power into play; on the other hand, it called
on its faithful servants in the seats of government to wake up and do their
job.

Both parts of the answer were dramatically illustrated by the abortive
attempt of Leasco Data Processing Equipment Corporation, a company
built up by a 29-year-old financial “wizard” named Saul Steinberg, to take
over the Chemical Bank of New York. Leasco operates in and around
the computer industry and owns a big insurance company. Though grow-
ing rapidly, it was not large enough to be listed anywhere in Fortune’s
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1968 directory of largest corporations (issue dated May 1, 1968). Chemical
Bank (formerly Chemical Bank New York Trust Company), on the other
hand, was listed as the nation’s sixth largest bank with assets of $8.4 billion.
In February 1969, Leasco mounted an attack on Chemical and was ob-
viously preparing the coup de grdce of a generous tender offer to Chemi-
cal’s stockholders. Before the end of the month, however, Steinberg was
forced to admit defeat. At the time, the reports in the business press were
brief and largely bare of detail. But a couple of months later the real story
came out. Here are excerpts from Business Week’s article entitled “Why
Leasco Failed to Net Chemical” in the issuc of April 26th (the whole
article is worth reading):

“I always knew there was an Establishment,” says Saul P. Steinberg,
the chubby, 29-year-old multimillionaire chairman of Leasco Data
Processing Equipment Corp. “I just used to think I was part of it.”

Leasco’s abortive play last February for giant Chemical Bank of
New York threw Steinberg against the real establishment of big,
conservative money—a confrontation so jarring that Wall Street still
clucks about it. In the end, says a Wall Street friend, “Saul found
out there really is a back room where the big boys sit and smoke
their long cigars.”. ..

Chemical Bank is old, rich (sixth-biggest commercial bank in the
U.S. with $9 billion in assets), and very powerful. It is a money
market bank—a lender to many of the bluest of blue-chip corpora-
tions and a big dealer in U.S. government securities. On its board sit
top executives of such companies as AT&T, DuPont, IBM, Sears,
U.S. Steel, Olin Mathieson, Uniroyal, New York Life, and Equitable
Life.

Never has so mighty a bank fallen to an outsider. To Chemical
Bank, and to many of its best customers, Steinberg—young, some-
times brash, a Johnny-come-lately, and Jewish to boot—was very
much an outsider. “Chemical” says a rival banker, “was afraid of
losing a lot of its corporate and personal trust business if Leasco took
over. Those people wouldn’t sit still for a Steinberg.”

The bank was apparently threatened with the loss of some business,
by customers who didn’t want a nonbanker in a position to know so
much about their financial affairs. . ..

Wall Street’s choicest gossip for weeks has dealt with what happened
during those 15 days [in February]—or what it thinks happened. . . .
One thing that did happen was that Leasco’s stock plunged from
140 to 106 in two wecks—driven down, many on Wall Street believe,
as bank trust departments sold what Leasco shares they held.. ..
At lecast one computer-leasing customer—and perhaps more—ap-
parently threatened to take its business elsewhere if Leasco actually
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made a bid for Chemical Bank. Leasco’s prime investment banker,
White, Weld & Co., told Steinberg on February 7 that he would have
to try to take over Chemical Bank without that firm’s help.
Investment banker Lehman Bros. admits that it was pressured by
commercial banks to not help Leasco—a ticklish situation since
Lehman is a heavy borrower of bank money.

The nation’s big banks, rocked by the thought of one of their num-
ber being taken over, did cluster together to create what one banker
calls “a massive groundswell of opposition that was felt in Washing-
ton and Albany. The whole industry was aghast.”

In Washington, Chemical Bank found support high up in the Nixon
administration, in Congress, and among the financial regulators.
In Albany New York Governor Nelson Rockefeller asked for im-
mediate legislation to shield banks in the state from takeover. A com-
parable bill, covering national banks, was introduced in Congress
on February 28 by Senator John J. Sparkman (D-Ala.), chairman
of the Senate Banking and Currency Committee.

It isn’t clear how much of a hand Chemical Bank had in all this.
In fact, as one man on Wall Street points out, “Chemical didn’t have
to do very much. It had so many friends, and every one wanted
to help.”

As it turned out, the corporate cstablishment’s counter-attack in the
Leasco—Chemical affair was only the opening salvo in a full-scale campaign
to put the parvenus in their place. During the weck of March 24th, the
Justice Department, in what Business Week (March 29) called “Washing-
ton’s first all-out assault on the merger-hungry giants,” filed an anti-trust
suit to separate Jones and Laughlin from Ling-Temco-Vought, and at
the same time forced Ling to accept an agrcement whercby, pending the
outcome of the suit, J&L would be maintained as an organizationally inde-
pendent entity, so that if the government wins J&L can be shifted to new
ownership with a minimum of difficulty. Ling, it scems, is to be made to
pay for approaching as near as Pittsburgh to the inncr sanctum.

Finally, Fortune, in its “Report from Washington” column in the
issue of May 1st, really pulled the curtain aside and showed what has been
and is going on behind the scenes. Here are excerpts from another piecc
(captioned, appropriately enough, “It’s open season on conglomerates, and
established business couldnt be happier”) which descrves to be read in

full:

Washington in recent years has shown about as much interest in
conglomerate mergers as in the prospects of the Washington Sena-
tors baseball team. The Justice Department under Lyndon Johnson
did not view conglomerates as much of a threat to competition, and
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the Federal Trade Commission, after blocking Procter & Gamble’s
takeover of Clorox in 1967, became passive. ...

Today, by contrast, antitrust and conglomerates would seem to
rank only behind Vietnam, the ABM, and inflation in the capital’s
interest. A dozen federal investigations are under way into the anti-
trust aspects of conglomerate mergers. A slew of bills are before
Congress to block airline and railroad mergers. Representative
Wilbur Mills has introduced a bill to remove tax incentives to
takeovers. Banking conglomerates ... are the target of strict ad-
ministration legislative proposals. For his part, the government’s
new trustbuster, Assistant Attorney General Richard McLaren, has
launched this spring a broad legal attack against mergers. Of 12
recent large conglomerate mergers, five have been challenged by
the government.

The result—not wholly unintended, perhaps—of these myriad federal
moves was to knock more than $5 billion (21 percent) off the market
values of 13 conglomerates’ shares between January 27 and March 24
and, consequently, dampen their merger potential. . . .

This sudden free-form, uncoordinated attack on mergers has sur-
prised even such dedicated antitrust Democrats as Representative
Emmanuel Celler of New York and Senator Philip Hart of Michigan,
who chair, respectively, the House and Senate judiciary subcommit-
tees on antitrust. “I never thought that I would see the day when the
business community would be pleading with the federal government
for an investigation of business. But that is exactly what has resulted
from the merger practices of some of our leading corporations.”. . .

The events that triggered Washington into action are not hard to
discern. It was not the number of mergers or the concentration
ratios, but rather the threat to the established way of doing cor-
porate business. “For years nobody paid a damn bit of attention to
my antitrust hearings. But now such nice people are being swallowed

»

up,” says Senator Hart. ...

Despite the near unanimity in the capital about the present dangers
of mergers, there is in some quarters considerable support for James
Ling’s complaints about Washington’s “conglomerate syndrome.” . ..
Even Senator Hart notes acidly that many of the proposals are not
“referring to established conglomerates like General Electric, or
R.C.A. or L.T.T. They are referring to the brand-new ones who are
threatening the old-line companies.”...

So much, then, for the attempts of the parvenu outsiders to crash the
corporate establishment. They threw a scare into the big boys all right,
but the latter now scem to be in the process of demonstrating that they
still have what it takes to maintain a monopoly of real power in corporate
America.
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What lessons are the underprivileged multi-millionaires likely to
derive from this experience? We don’t know for sure as yet, of course.
But it does seem likely that they will draw the obvious inference that
economic and political power cannot be separated. If you want the one,
you must aim also for the other. This consideration may lead them next
time to try first of all to get control of the crucial legislative and bureau-
cratic agencies in Washington which could help rather than block future
forays into the inner corporate circle. And for this they would need a
political instrument to use against the corporate-establishment-controlled
Republican and Democratic parties.

Upstart capital has always been an important source of financial
support for fascist-type movements which seek to harness popular dis-
content and resentments to overturn existing political structures. The story
recounted here of the rise and frustration of the new conglomerators may
therefore have as a sequel a significant strengthening of the fascist tend-
encies which George Wallace’s 1968 presidential campaign showed to be
already well developed in certain regions of the country and strata of the
population. The other side of the coin might well be that old wealth, fearful
of the implications for its own power of a fascist victory, would cling more
closely than ever to its tried-and-true political weapons.

But all we can say for certain at this stage is that the course of the
great merger movement of the 1950s and 1960s seems certain to complicate
what already promises to be a very confused and uncertain political situ-
ation in the period ahead.



Our Vietnamized Economy

MURRAY L. WEIDENBAUM

A careful report on the military-industrial complex seen at a distance.
For a close-up view, see the next essay.

Although American troops have been stationed in South Vietnam
since 1954, the major buildup occurred between the middle of 1965 and
the middle of 1967. This substantial and rapid expansion in U.S. military
spending—from $50 billion before the buildup to $80 billion now—has had
many important effects. Fundamentally, it has altered the allocation of the
nation’s resources between the private and the public sectors. At the end
of 1964, 20 percent of the Gross National Product was purchased by
government agencies and the remaining 80 percent was available to the
private economy. By early 1968, the government portion had risen to 27
percent and the private share had fallen to 73 percent.

The Johnson Administration consistently underestimated military
expenditures, particularly during the crucial buildup period in late 1965
and much of 1966. Most cconomists and government administrators, more-
over, failed to appreciate how quickly the military buildup was influencing
the national economy—that the economic impact was occurring as soon as
the defense orders were placed and, thus, substantially before the work
was completed, paid for, and showing up in the federal budget. Further-
more, policy measures to offset inflationary pressures were not taken soon
enough or in a substantial enough way. The January 1966 budget message
of the President maintained that the United States could afford simul-
tancously to wage a two-front war without raising taxes: the domestic war
against poverty and the war in Vietnam.

Reprinted from “Our Vietnamized Economy,” by Murray L. Weidenbaum, Saturday
Reciew (May 24, 1969). Copyright 1969 Saturday Review, Inc. Reprinted by per-
mission of the author and publisher.

54



Our Vietnamized Economy 55

But the program choices made were not as simple as the classroom
dichotomy of “guns vs. butter.” In a sense, we chose both more guns
(military spending) and more butter (more consumer purchases). How-
ever, we also chose—in part as tight money began to affect specific parts
of the private economy—less housing and fewer automobiles. Simulta-
neously, the nation was voting for more social welfare programs—thus
increasing both the military and the civilian portions of the public sector.
As a result, 1966 witnessed what was then the most rapid period of price
inflation since the Korean War.

Several major economic problems face the United States as a legacy
of 1965-66. With the collapse of the stable price and cost situation pre-
vailing prior to Vietnam, inflation is a major concern. Unusually high
interest rates have been set in a thus far unsuccessful attempt to contain
the inflation. Income taxes have been raised to reduce unprecedentedly
large budget deficits ($25 billion in fiscal 1968). Despite forecasts to the
contrary, a serious balance-of-payments situation continues. More basic
than all this, the public’s confidence in the ability to “fine tune” domestic
economic stabilization policies has been undermined. The basic informa-
tion and analysis released by the federal government to justify its policies
has created more suspicion than trust.

There also have been, of course, positive impacts of governmental
economic policy during the war. A fundamental imperative was success-
fully achieved; a large and rapid shift of resources from civilian uses or
idleness to military programs was accomplished. At the same time—unlike
either the World War II or Korean experiences—the nation managed to
avoid direct controls over prices, wages, and materials generally (although
relatively small amounts of copper and a few other metals were set aside
for use by defense contractors).

Despite the increases in defense spending and the accompanying
inflation, economic growth and real improvements in the living standard
of the average American continued. Even after allowing for inflation, the
average American has experienced a real growth in income, from $2,123
in 1964 to $2,473 in 1968. Also, expenditures for civilian government pro-
grams actually have increased by a larger amount than did the military
budget—simultaneously with the $30-billion rise in defense spending due
to the Vietnam war, civilian agencies of the Government have increased
their expenditures by $35 billion since the war began.

The shift from cold to hot war not only has raised the size of the
military budget, but also has changed its composition drastically. The fun-
damental change was the shift of emphasis from maintaining the potential
capability to deal with world-wide or general war situations, in favor of
moving toward a military establishment actually waging a difficult but
limited war whose dimensions kept evolving.

Three specific shifts in military requirements took place. The amount
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of funds going for tanks, artillery, rifles, ammunition, and similar conven-
tional battlefield hardware more than doubled from the prewar level. The
relative—as well as absolute—importance of missiles was reduced drasti-
cally. Meanwhile, the military aircraft budget was reoriented from new
long-range bombers to acquiring smaller “tactical” aircraft, particularly
helicopters and supersonic fighters, such as the F-4 Phantom.

Once again, the traditional manufacturing industries—automobiles,
mechanical equipment, textiles, clothing, tires—have become important
suppliers of war material. The most dramatic increases have occurred in
ammunition (orders have quadrupled since 1965), artillery and small arms
(more than doubled), clothing and textiles (doubled), tanks and vehicles
(up 68 percent), and food (up 66 percent).

Figure 1. U.S. Military Budgets (1964, 1969, 19747), in
Billions of Dollars.
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Source: Research Institute of America.
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The highly specialized, science-oriented aerospace and electronics
firms, although still very significant defense contractors, have found their
shares of defense business declining. The ten firms with the largest amount
of defense contracts in fiscal 1968—General Dynamics, Lockheed, General
Electric, United Aircraft, McDonnell-Douglas, AT&T, Boeing, Ling-
Temco-Vought, North American Rockwell, and General Motors—received
29.9 percent of the total awards. This was down from their pre-Vietnam
share of 32.2 percent. It is interesting to note that nine of these ten giants
of the military market are aerospace and electronics firms.

Unlike the period of production of large weapon systems—such as
ICBMs, which could be supplied only by a few of the industrial behemoths
with especially sophisticated capabilities—the economic demands of Viet-
nam involve numerous smaller contracts with a variety of medium-sized
firms. “Small” firms increased their share of defense contracts from 15.8
percent in fiscal 1963 to 18.4 percent in 1968. (Companies that made the
Pentagon’s list of the top 100 contractors in 1968, but were not in that
roster earlier, include Atlas Chemical, Colt Industries, Lykes, McLean
Industries, Automatic Sprinkler, Harris-Intertype, and National Presto
Industries.) But many branches of the industrial economy—including
leather, paint, plastic, paper, and furniture companies—have experienced
virtually no increase in defense work in recent years.

Large proportions of the companies working on Vietnam orders are
in the upper Midwest and in other relatively older industrial states in the
East, all of which have long-standing positions in the industrial and con-
sumer markets. The Far West, which since the Korean War had been
receiving a dominant share of defense orders, has experienced absolute as
well as relative declines as a military supplier. For example, Washington
state firms (mainly Boeing) received $530-million worth of defense con-
tracts in 1968, compared to twice that amount in 1964 ($1.1 billion).
Colorado’s $263 million of Pentagon orders in 1968 were down substan-
tially from the $390-million level of 1964, reflecting a decline in missile
work by the Denver Division of Martin-Marietta. Similarly, in 1964 Utah
received $340 million in military contracts, down to $263 million in 1968,
reflecting lower levels of work on the Minuteman ICBM.

Eight states received defense contracts in 1968 at rates at least twice
as high as the pre-Vietnam levels. They are Tennessee, Texas, Connecticut,
Illinois, Alabama, Mississippi, Minnesota, and Wisconsin. Six other states
were awarded defense contracts at least 50 percent greater than in fiscal
1965, before the military buildup in Southeast Asia—Florida, Indiana,
Louisiana, New York, Ohio, and Pennsylvania. Most of these states, such
as those in the upper Midwest, are major producers of Army ordnance and
other battlefield hardware. The most dramatic expansions have been
among helicopter manufacturers, notably Bell Aircraft in the Dallas-Fort
Worth area, Sikorsky Division of United Aircraft in the Hartford region,
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and Bocing-Vertol near Philadelphia. A special case of expanding effort is
the TFX (F-111) supersonic aircraft being built by General Dynamics in
Fort Worth.

Vietnam also has had important effects on the pattern of civilian
employment. Overall, out of more than one million new jobs directly
generated by the Vietnam war, the great majority has been in highly
skilled and highly paid occupations—238,000 more professional and
managerial employees vs. 30,000 more service workers (the latter being
among the lowest-paid groups in the nation’s labor force). While the war
effort has resulted in 245,000 more skilled factory workers being hired,
there have been only 65,000 more jobs for laborers, 178,000 more office
jobs, and 29,000 more sales positions. Thus, indirectly, the war effort has
intensified some of our domestic problems—by increasing jobs for the
highly skilled and relatively highly paid, rather than for the lower-income,
lower-skilled portions of the population. Only one out of every ten de-
fense jobs bears a laborer’s classification, while 22 percent of civilian
jobs do.

Early optimistic appraisals of the economic environment following
peace in Vietnam have glowed with visions of tax reduction, negative in-
come taxes, federal tax sharing with the states, and massive increases in
nondefense governmental activities. However, decisions alrcady being
made are strongly shaping the nature of economic adjustments to peace.
A return to the prewar dollar “base” of military spending no longer seems
feasible.

One reason for this is inflation. Prices on military procurements, and
wages and salaries for the armed forces and civilian employees, have in-
creascd. Under existing law, the pay of both military and civilian em-
ployees of the Pentagon is scheduled to rise by about $2 billion in
mid-1969. Several large weapon systems are in early production stages
and the large expenditures will come in the next year or so. They include
several nuclear carriers and destroyers (about $4 to 5 billion), the Poseidon
and Minuteman III missiles (about $7 billion), and the Safeguard ABM
system (estimated from $5 billion to several times that amount).

Moreover, because the non-Vietnam portions of the military budget
have been squeczed in recent years, considerable “catching up” is needed
especially in deferred maintenance, inventory replenishment, and ad-
vanced research and development. In 1968, for example, the Department
of Defense spent less money than in 1965 on research and development in
army ordnance and combat vehicles (tanks, artillery, etc.) and in military
science.

This is all aside from future consequences of any new decisions to
bolster the nation’s long-term arsenal of weapon systemns. Two portents of
future Congressional action are recent reports by the influential House and
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Senate Committees on Armed Services. After a year of detailed study and
hearings on strategic forces—those designed for all-out nuclear warfare—
the Senate Committee urged, “Prompt decisions should be forthcoming
for the deployment of additional and more modern weapon systems and
improvements to existing weapon systems.” The Committee specifically
recommended rapid development of a new long-range strategic bomber,
and accelerated research and development on an advanced ICBM—each
of which could cost $5 billion or more to develop and produce in quantity.

The House Armed Services Committee issued a similar report on sea-
power, again recommending new hardware. The committee chairman
described as “irrefutable” the conclusion that the Navy’s most urgent
requirement is new ships (nuclear escort ships currently cost about $125
million each, and nuclear carriers more than $500 million).

In addition, a large civilian space program is being recommended
for the 1970s. Simultaneous development of a permanent space station plus
continued exploration of the moon—after this year’s scheduled manned
landing—carries a price tag of $45 billion for the next decade. And develop-
ment of a commercial supersonic transport, if carried out, will cost more
than $1 billion. Over the whole economic structure, meanwhile, hangs the
threat of inflationary pressures—which, as of this spring, were substantial.

Hence, because of these built-in momentums, the economic environ-
ment is not conducive to easy selection of new or expanded domestic social
programs, regardless of urgency. Rather, economic factors tend to indicate
the need for hard choices among the many pressures for government
spending. A tough-minded sense of priorities and a careful weighing of
benefits against cost are very much needed.



The Contract State

H. L. NIEBURG

Here is an analysis of the deeper implications of the military-industrial
complex, suggesting that our entire system of capitalism is being subtly
subverted by it.

Government has become the economy’s largest buyer and consumer.
The government contract, improvised, ad hoc, and largely unexamined,
has become an increasingly important device for intervention in public
affairs, not only to procure goods and services but to achieve a varicty of
explicit or inadvertent policy ends—allocating national resources, organiz-
ing human efforts, stimulating economic activity, and distributing status
and power. The government contract has risen to its present prominence
as a social management tool since World War II, achieving in two decades
a scope and magnitude that now rival simple subsidies, tariffs, taxes, direct
regulation, and positive action programs in their impact upon the nature
and quality of American life. This evolution has occurred quietly and
gradually through a series of improvised reactions to specific problems.
Its central role has been achieved without public consideration of far-
rcaching social and political implications. Even today there is precious
little consciousness of the trend; political leaders tend to see each contract
as an isolated procurement action, overlooking the general pattern. Just as
federal grants-in-aid to state and local governments have (since 1933)
become principal means for national integration of divided local jurisdic-
tions, so federal contracting with private corporations is creating a new
kind of economic federalism.

The government contract has made it possible to perform new tasks

From In the Name of Science, by H. L.. Nieburg, pp. 184-99. Reprinted by permission
of Quadrangle Books from In the Name of Science by H. L. Nieburg, copyright © 1966,
1970 by H. L. Nieburg.
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deemed essential without direct additions to the size of federal govern-
ment, thus preserving the alleged rights of private property and profit. But
these huzzahs ignore the real ambiguity of the system that is emerging—
neither “free” nor “competitive,” in which the market mechanism of
supply /demand (the price seeking the level which best serves overall
productivity and social needs) has been abolished for key sectors of the
economy, its place taken by the process of government policy and political
influence. Instead of a free enterprise system, we are moving toward a
government-subsidized private-profit system.

Unlike older government-fostered industries, the new contractor
empire operates without the yardsticks of adequate government in-house
capability or a civilian market in areas where research and development
has become the critical procurement and the crux of the system. As de-
scribed in the 1962 Bell Report: The companies involved “have the
strongest incentives to seek contracts for research and development work
which will give them both the know-how and the preferred position to
seek later follow-on production contracts.” Favored corporations that win
R&D work thereafter exploit a number of special advantages: They may
achieve sole-source or prime contractor status, which eliminates competi-
tion and dilutes all cost and performance evaluation. The open-end, cost-
plus nature of the contract instrument, the lack of product specifications,
official tolerance of spending overruns, all of which increase the total con-
tract and fee (in a sense rewarding wasteful practices and unnecessary
technical complication), permit violation of all rules of responsible control
and make possible multiple tiers of hidden profits. The systems-manage-
ment or prime contractor role enables favored companies to become
powerful industrial brokers using unlimited taxpayer funds and contract
awards to strengthen their corporate position, cartelize the contract market,
and exert political influence.

In less than a decade the area surrounding Washington, D.C., has
become one of the nation’s major R&D concentrations. Every large corpora-
tion has found it necessary to establish field offices in proximity to NASA,
the Pentagon, and Capitol Hill. Most of these new installations emphasize
public relations and sales rather than research and development. The
Washington area now ranks first in the nation for scientific personnel (per
1,000 population), although the major product is company promotion and
politics rather than science.

The gross figures provide an index of the economic impact; the 1966
federal budget called for $23.7 billion in new obligational authority for
defense and space—$11.4 billion for Defense Department procurement of
hardware and control systems, $6.7 billion for R&D; $5.26 billion for NASA
(virtually all R&D), and an additional $272 million for space-related R&D
conducted by the Weather Bureau, the National Science Foundation, and
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the Atomic Energy Commission. Over 90 percent of this flows to the highly
concentrated aerospace industry. Another $3.3 billion was budgeted for
other kinds of R&D, making a total of $27 billion. The 1967 budget allo-
cated more than $30 billion to aerospace. Space, defense, and R&D to-
gether now comprise the single most substantial allocation of federal
funds, towering over all other programs. In the mid-1960s government
R&D (excluding related procurement) stabilized between 2 and 3 percent
of the GNP. Cumulative missile space spending in the decade which began
in 1955 amounted to over $100 billion (Defense Department, $84 billion;
NASA, $18 billion), and the remainder of the sixties will add at least an
additional $125 billion. Virtually every department and agency of the
federal government is involved to some extent in R&D contracting, al-
though the Defense Department and NASA account for more than 96
percent.

The first result of this staggering outpour has been the artificial infla-
tion of R&D costs which has enabled contractors to raid the government’s
own in-house resources. Officials in the lower reaches of the government
bureaucracy (both civilian and military), charged with administration of
contracts, find themselves dealing with private corporate officials who
often were their own former bosses and continue as companions of present
bosses and congressional leaders who watchdog the agencies. A contract
negotiator or supervisor must deal with men who can determine his career
prospects; through contacts, these industrial contractors may cause him to
be passed over or transferred to a minor position in some remote bureau-
cratic corner, sometimes with a ccremonial drumming before a congres-
sional committee.

The military cutbacks that characterized the Eisenhower years were
accompanied by expanding military budgets, a paradox explained by the
systematic substitution of private contractors to carry out historically in-
house activities. This trend was heralded as a move back to “free enter-
prisc.” Government installations and factories built in World War II were
sold to industry, usually at a fraction of the taxpayers” investment. Others
were leased at low fees to contractors who were then given government
business to make the use of these facilities profitable. In some instances
government built new facilities which it leased at nominal fees. Such
facilities were permitted to be used, without cost, for commercial produc-
tion as well.

The splurge of mobilizing private contractors for government work
occurred as a part of the unprecedented growth of the Air Force. As an
offspring of the Army, the new branch lacked the substantial in-house
management, engincering, and R&D capability that the Army had built
into its arsenal system. The Air Force sought to leapfrog this handicap in
competing for jurisdiction over new weapons systems, turning to private
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contractors to correct the defect. In its rapid climb during the fifties, the
Air Force fostered a growing band of private companies which took over a
substantial part of regular miliary operations, including maintaining air-
craft, firing rockets, building and maintaining launching sites, organizing
and directing other contractors, and making major public decisions. In the
area of missilery, junior officers and enlisted men were subordinated to the
role of liaison agents or mere custodians.

This had several bonus effects, enabling the Air Force to keep its
military personnel levels down in conformity with Defense Department
and administration policies, while building an enormous industrial and
congressional constituency with a stake in maintaining large-scale funding
of new weapons systems. The Air Force’s success over her sister services
during the Eisenhower years established the magic formula that all
federal agencies soon imitated. It set in motion a rush to contract out
practically everything that was not nailed to the floor and, in the process,
it decimated the government’s in-house management, engineering, and
R&D capability; inflated the costs of R&D through futile contests for
supremacy among contractors financed by contract funds; and as a con-
sequence reduced as well the scientific and engineering resources avail-
able to the civilian economy and to the universities.

The Army learned an important lesson in its struggle with the Air
Force during the Thor-Jupiter controversy—that its extensive in-house
engineering-management capability was a positive disadvantage in mo-
bilizing congressional and public influence to support military missions
and budgets. Private industry had provided the Air Force with a potent
weapon in Congress for outflanking the Army during all the years of stra-
tegic debate over missile development and the role of infantry forces in a
nuclear world. In part, the Air Force lobbying instrument of the 1950s
contributed importantly to overdependence by the nation on nuclear
weaponry and massive retaliation as the primary security doctrine, while
the complete range of subnuclear military capabilities was allowed to
wither. This lesson was inscribed on the Army-Navy skin by the budget-
paring knife of the Eisenhower administration and led to gradual weaken-
ing of the arsenal system. In the sixties all the military services and NASA
sought to parade bankers, captains of industry, local business leaders, and
politicians through the halls of Congress and the White House as lobbying
cadres in every new engagement.

The old research triad—government, industry, university—has vir-
tually disappeared. In its place is a whole spectrum of new arrangements,
such as the so-called “systems-engineering and technical direction” firms
operated on a profit or nonprofit basis (for example, General Electric is
employed by NASA to integrate and test all launch facilities and space
vehicles, while Bellcomm, a subsidiary of American Telephone and Tele-
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graph, is employed for engineering and management of all NASA opera-
tions; Aerospace Corporation plays a similar role for the Air Force). In
between are the major corporations, universities drawing a majority of
their rescarch budgets from government, nonprofit institutions conducting
pad-and-pencil studies of strategic and policy matters for government
agencies, and government laboratories operated by industry or by uni-
versities.

Knitting the complex together is an elite group of several thousand
men, predominantly industrial managers and brokers, who play a variety
of interlocking roles—sitting on boards of directors, consulting for govern-
ment agencies, serving on advisory committees, acting as managers on
behalf of government in distributing and supervising subcontracts, moving
between private corporations and temporary tours-of-duty in government.
Private corporations have contracts to act as systems engineers and tech-
nical directors for multi-billion-dollar R&D and production activities in-
volving hundreds of other corporations. Instead of fighting “creeping
socialism,” private industry on an enormous scale has become the agent of
a fundamentally new economic system which at once resembles traditional
private enterprise and the corporate state of facism. A mere handful of
giants (such as North American Aviation, Lockheed, General Dynamics,
and Thompson-Ramo-Wooldridge) holds prime contracts over more than
half the total R&D and production business. In dealing with their sub-
contractors and suppliers, these corporations act in the role of government
itself: “These companies establish procurement organizations and methods
which proximate those of the government. Thus, large prime contractors
will invite design competition, establish source selection bids, send out
industrial survey teams, make subcontract awards on a competitive or a
negotiated basis, appoint small business administrators, designate plant
resident representatives, develop reporting systems to spot bottlenecks,
make cost analyses of subcontractor operations, and request monthly
progress and cost reports from subcontractors.”

They are in the position of deciding whether or not to conduct an
activity themselves or contract it out, and they may use their power over a
subcontractor to acquire his proprietary information, force him to sell his
company to the prime, or make or break gcographical areas and individual
bankers, investors, and businessmen. They may themselves create “inde-
pendent” subcontractors in order to conceal profits, to keep certain pro-
prietary information from the government, or for other purposes. Generally,
they can and do use their decision-making power to stabilize their own
operations, expanding or contracting their subcontracts in accordance
with the peaks and troughs of government business, thus protecting their
economic strength at the expense of smaller and wecaker companies, seek-
ing to assure their own growth and standing among the other giant cor-
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porations by mergers, acquisitions, and investments in the flock of
companies dependent upon them for government largess.

The same top 300 companies that perform 97 percent of all federal
R&D also perform 91 percent of all private R&D. Most of the private R&D
is a means of maintaining the inside track for new awards in anticipated
areas of government need. Since these same companies do all or most of
their business with government, the so-called “private” R&D is paid for by
the government in the form of overhead on other contracts. For example,
the U.S. is still paying for Douglas Aircraft’s investment in developing the
DC-3 30 years ago. A congressional committee noted the trend:

At the moment a small number of giant firms in a few defense and
space-related areas, with their facilities located principally in three
states, and engaged almost exclusively in the application of existing
engineering and physical knowledge to the creation of new products
and processes, receive the overwhelming preponderance of the
government’s multi-billion dollar research awards. . . . Clearly, if the
resulting technical discoveries are permitted to remain within these
narrow confines rather than be disseminated widely through the
society, a disproportionate amount of the benefits will be channeled
into the hands of the few and further economic concentration will
take place.

The dominant centers of corporate power have largely usurped the
government’s evaluation and technical direction responsibilities. Frank
Gibney, one of the early consultants to the House Space Committee, ob-
served that “the spectacle of a private profit-making company rendering
national decisions makes the old Dixon-Yates concept look as harmless
as a Ford Foundation Research Project.”* The government’s Bell Report
of 1962 expressed concern at the erosion of its ability to manage its own
affairs and to retain control over contracting, which “... raises important
questions of public policy concerning the government’s role and capability
and potential conflicts of interest.” The proliferation of quasi-public corpo-
rations, both profit and nonprofit, springing from the soil of R&D spending
(such as Bellcomm, Aerospace Corporation, or Comsat Corporation), sym-
bolizes the bewildering innovations of the Contract State. Congressmen
throw up their hands trying to understand their relations to these new
organizations under the traditional dichotomy between private and public
enterprise.

1U.S. Congress House Select Committee on Government Research, Report, Contract
Policies and Procedures for Research and Development, Study VII, House Report
No. 1942, Union Columbus No. 835. Washington, U.S. Government Printing Office,
1964. p. 58.
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There is no doubt that the flow of billions of federal dollars into
narrow areas of the economy tends to create a self-perpetuating coalition
of vested interests. With vast public funds at hand, industries, geographical
regions, labor unions, and the multitude of supporting enterprises band
together with enormous manpower, facilities, and Washington contacts
to maintain and expand their stake. Pork-barrel politics and alignments
with federal agencies and political leaders provide a powerful political
machine to keep the contract flow coming.

The pattern is already in the process of filtering down to state and
local governments. In the name of preserving and utilizing the “unique”
systems-engineering and management capability that NASA publicists
claim as one of the space program’s major benefits to the civilian economy,
underemployed aerospace industrial teams are now pushing for contracts
in such areas as urban traffic management and water conservation.

Adherence of the R&D contract cult to the shibboleths of free enter-
prise may be a cloak to conceal the fact that the sharks are eating the
little fishes and that a kind of backhanded government planning, in which
they participate and from which they benefit, has come to replace free
enterprise. In spite of such temporary stimulants as tax-cutting and the
multiplier effect of missile-space spending, the civilian economy maintains
a faltering pace of growth. The aerospace industrics, on the other hand,
ride high on unprecedented profits and diversify their holdings, biting
deep into the most succulent portions of the civilian production machine
in a new wave of economic concentration, In order that their “unique
capability” not be wasted, defense firms are now moving into “systems
management” of Job Corps camps and national conservation programs.

The politics of corporate finance have accelerated concentration not
only in the government contract market but also in the civilian market,
both of which are now thoroughly interpenctrated and interlocked. The
acrospace giants have built huge conglomerate cmpires that span both
markets, and the old respectable firms are playing major roles as public
contractors. Among the top hundred prime aerospace contractors are such
household names as General Electric, General Motors, AT&T, Westing-
house, Chrysler, Ford, Socony-Mobil, Firestone, Philco, Goodycar, and
so on. Many of the acrospace companics arc mere fagades and legal fictions
having no individual existence but representing entities of financial and/or
political convenience. In a 1965 House Judiciary Committce report, the
five largest acrospace firms were cited as flagrant examples of corporate
interlock. Douglas has 15 directors interlocked with managements of 17
banks and financial institutions, onc insurance company, and 28 industrial-
commercial corporations (including Cohu Electronics, Giannini Controls,
and Richficld and Tidewater Oil Companies). Not uncommon is the pat-
tern by which cach company holds stock in its nominal competitors (Mc-
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Donnell Aircraft holds a large block in the Douglas Company “as an invest-
ment”). A study of 74 major industrial-commercial companies found that
1,480 officers and directors held a total of 4,428 positions. The antitrust
subcommittee staff concluded that management interlocks today are as
prevalent as they were in 1914 when the Clayton Act, prohibiting inter-
locking directorships, was passed.

During the second half of the nineteenth century the corporation
proved a powerful vehicle for mobilizing and organizing productive re-
sources to achieve rapid economic growth made possible by burgeoning
technology. Its very success, the efficiencies of bigness, and the inevitable
politics of corporate empire-building thrust into American skies the spires
of monopoly power. Since that time sectional and economic interests have
shifted and changed, the social and technological landscape has vastly
altered, and government has emerged as guarantor of social interests
against the claims of private power. Government contracting on its present
scale has added another dimension. Business and industry have always
been close to the centers of political power, but never before in peacetime
have they enjoyed such a broad acceptance of their role as a virtual fourth
branch of government—a consensus generated by the permanent crisis of
international diplomacy. Sheltered by this consensus, government has
accepted responsibility to maintain the financial status of its private con-
tractors as essential to U.S. defense and economic health. Cost competitive-
ness, the traditional safeguard against corporate power and misallocation
of national resources, has been suspended by R&D contract practices.

NASA and the Pentagon use their contracting authority to broaden
the productive base in one area, maintain it in another, create more capabil-
ity here or there for different kinds of R&D, create competition or limit it.
Under existing laws they may make special provisions for small business
and depressed areas and maintain contracts for services not immediatcly
required in order to preserve industrial skills or rescrve capacity for
emergency needs. All of this represents national planning. But without
recognition of planning as a legitimate government responsibility, plan-
ning authority is fragmented, scattered among federal agencies and Con-
gress, and the makeshift planning that results serves the paramount in-
tercsts of the most powerful political alignments. In place of forward
planning responsible to the broad national community, the nation drifts
sideways, denying the legitimacy of planning, yet backhandedly planning
in behalf of narrow special interests whose corridors of power are closed
to public control.

The result is severe distortion in the allocation of resources to national
nceds. For almost three decades the nation’s resources have been com-
manded by military nceds, consolidating political and cconomic power
behind defense priorities. What was initially sustained by emergency comes
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to be sustained, normalized, and institutionalized (as emergency wanes)
through a cabal of vested interests. The failure of nerve on the part of
these interests to redirect this magnificent machine toward a broader
range of values denies the nation what may be the ultimate basis of diplo-
matic strength and the only means to maintain the impetus of a mature
economy, namely the fullest enjoyment by all of our people of the immense
bounty of equity and well-being almost within our grasp.

The shibboleths of free enterprise perpetuate a system by which,
one by one, the fruits of the civilian economy fall into the outstretched
hands of the acrospace group. The so-called “Great Consensus” assembled
by President Johnson is based on the paradox of support from great
corporate giants as well as from labor and the Liberals. The civilian
economy and home-town industry have been systematically neglected in
the vicious circle of government contracts and economic concentration,
leading the small businessman, vast numbers of middle-management,
white-collar workers, and professional groups to embrace the simple
formulas of Goldwater conservatism, directing the anxieties generated by
incipient stagnation against the targets of autocratic organized labor and
government spending for welfare and foreign aid. The exploitation of the
myths of free enterprise have deflected attention from the feudal baronies
of economic power and the tendency of the administration to attack the
symptoms of growing inequality of wealth without disturbing the steep-
ening slope itself.

The dynamics of the Contract State require close scrutiny lest, in
the name of national security and the science-technology race, the use
of the nation’s resources does violence not only to civilian enterprise but
also to the body politic. In place of sensational claims about the ability
of the American system to mect the challenges of new tasks and rapid
technological change, it is necessary to judge the appropriateness and
adequancy of national policies that increasingly raise a question concern-
ing the relation between government and private contractor: who is
serving whom?

The R&D cult is becoming a sheltered inner society isolated from
the mainstream of national needs. More and more it departs from the
reality principles of social accounting, insulated against realism by the
nature of its contract relations with government and its political influ-
ence. The elementary principle of cconomics applies: whatever is made
cheaper tends to grow proportionately. Massive government subsidies to
R&D facilitate its cxpansion beyond the point of rational response to
international politics; it becomes a self-perpetuating pathology, intensify-
ing the regressive structure of the economy and making further pump-
priming exertions necessary.

As the arms race slows and is sublimated in space and science, as
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world politics break the ice of bi-polarity and return to the troublesome
but more flexible patterns of pluralism, it becomes important that great
nations achieve positive values. Military power, though essential, remains
essentially a limited and negative tool. Economic and social equilibrium
at maximum resource use may hold the key to ultimate international
stability, prestige, and national power. Federal expenditures are a response
to national needs and aspirations in all areas of public responsibility. The
needs and aspirations are limitless, while the resources to satisfy them are
relatively scarce. Many rich societies have withered because they allocated
their resources in a manner that precipitated the circular pathology of
inequity and instability. “Neither Rome’s great engineering skills, its
architectural grandeur, its great laws, nor, in the last analysis, its gross
national product, could prevail against the barbarians.”

The problem of bringing the Contract State under democratic con-
trol is but a new phase of a continuing challenge in Western industrial
societies. The legal fiction that holds economic and political institutions
to be separate and distinct becomes ever less applicable as economic
pluralism is swallowed up by corporate giantism. The myths of economic
freedom tend to insulate the giants from social control, protecting their
private-government status and threatening the political freedom of the
majority. The tension between private and public decision-making can
be a self-correcting process when its causes are visible and understood,
and when public authority is not wholly capitive to the pressures of
narrow interest groups. The process is delicately balanced, and there arc
points of no return.



How Good Is Economic Prediction?

BUSINESS WEEK

Here are two predictions as to the course of economic events during
1970. By the time you read this, one of them will have proven wrong.
Which is it? Why?

Prediction One

In the heated, and sometimes bitter, debate between the Keynesians
and the Chicago School, Milton Friedman and his monetarist colleagues
began with onc distinct advantage: Unlike the “new cconomists,” they
gave only the sketchiest of forccasts and could not be pinned to the wall
by their own predictions.

In the past year or so, however, that advantage has eroded. As the
Chicago School has come into vogue, monetarists have had to put them-
sclves on record about where they think the economy is headed. And they
have had to spell out in much more detail just what is supposed to happen
in the black box where, according to their theory, a kick in the money
supply is converted to a jump in gross national product.

Last weck, the Chicago School’s neck was cxtended full length by
the fullest disclosure yet of the box’s logical circuitry. The Federal Re-
scrve Bank of St. Louis, a stronghold of monctarist thinking, published the
specifications and predictions of its own econometric model, the first to
be built along strict lines of the quantity thcory of money. The model is
an expandcd version of one unveiled by the St. Louis bank 18 months ago.
But where the earlier model only forecast GNP, based on assumptions
about growth in the money supply, this onc takes a stab at predicting real
output, prices, uncmployment, and intcrest rates.

Prediction One from *“‘Monetarists Enter Forecasting Sweepstakes,” Business Weck
(May 2, 1970), pp. 100-102. Reprinted by permission of the publisher.
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The model puts the St. Louis Fed into a race which, so far, has had
no winners. No econometric model has done any better at forecasting
business than “judgmental” analysts using rule-of-thumb techniques. And
the only reason they have performed this well is that operators change
the structures of their models to make the results conform with common
sense.

For those used to large econometric models, such as the one at the
University of Pennsylvania’s Wharton School, even the expanded St.
Louis model seems pretty skimpy. While Wharton employs nearly 150
equations to forecast GNP sector by sector, St. Louis uses only eight and
limits itself to predicting broad aggregates.

The St. Louis model is abstract by design. It omits almost all of the
human variables on which Keynesians can at least speculate to envision
a rosier future amenable to the decisions of policymakers, For the mone-
tarists, however, the cold figures spell out a kind of economic predestina-
tion. Once the values of a handful of variables have been determined, the
mechanism inexorably grinds out the answers.

Actually, the St. Louis model does not try to forecast; it simulates the
future. Rather than attempting to second-guess the Federal Reserve Board’s
monetary policy, the model presents three diffcrent paths the economy
could travel in the next two years, assuming three different rates of growth
in the money supply (narrowly defined as currency plus demand deposits).

What comes out, for the immediate future, is a picture of such
unremitting pessimism that even the model’s builders hope its predictions
are off target. It sees no chance of avoiding some sort of recession this
yecar, a conclusion that any monetarist would reach on the basis of last
year’s static money supply. But, more ominously, it sees no prospect over
the next two years of either ending inflation or reducing interest rates by
anything short of an economic downturn of classic proportions.

On the price side, the best the St. Louis model sees is a drop in the
GNP deflator to 1.9 percent by the end of 1971, a rate of inflation close to
the Nixon Administration’s target. But this happens only if the econo-
mists assume zero growth in the money supply, a track that takes real
output steadily downward and produces a 7.7 percent unemployment rate.

The best track for employment, produced by a constant 6 percent
annual rate of growth in the money stock, still has the jobless rolls creeping
upward to 5.7 percent by the end of 1971. Prices would be rising by 3.8
percent, and the triple-A corporate bond rate would be a high 7.2 percent.

The model’s middle way, gencerated by a 3 percent annual increase
in the money supply, has little except compromise to recommend it: a
recession that bottoms out at the end of this year, followed by a sluggish
recovery that keeps unemployment climbing to 6.7 percent and inflation
declining only gradually.
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These conclusions result from a combination of two elements. One is
the quantity theory of money, which says that therc is a mechanical re-
lationship between changes in the money supply and changes in current
dollar GNP. The other is an analysis of the way real output, prices, and
interest rates respond to changes in money demand which leans heavily on
the theories of such “classical” economists as David Ricardo and Irving
Fisher.

By making these relationships explicit and trying to quantify them,
the St. Louis model underscores some essential differences between the
Chicago School and the Keynesians that tend to get blurred in the debate
over whether it is the money supply or the federal budget that determines
the direction in which the economy will go.

Conceptually, Keynesians start from the bottom and work up. They
see GNP as the sum of various expenditures for personal consumption,
investment, and government programs. Forecasting for the “new econo-
mists,” even with econometric models, is essentially a sophisticated count-
ing exercise that tries to predict the sum of individual spending decisions.

The economy looks distinctly different to the monetarists. They start
from the top and work down. First of all, the amount of money the banking
system makes available determines total spending, they say. Given this
“money demand” (measured by GNP in current dollars), underlying eco-
nomic forces decide how it is allocated between real output and inflation.
This is where predestination comes in.

The monetarists argue that national economic managers can have
little impact over the long run on actual output or employment. In the
short run, the Federal Reserve System can play with aggregate money
demand like a puppet on a string. Any speedup or slowdown in the growth
rate of the money supply will have to be reflected by corresponding change
in GNP, measurcd in current dollars. But whether this produces a change
in real GNP will depend on price changes, which are independently deter-
mined.

For the Wharton and other Keynesian models, a forccast of current
dollar GNP is the end product of dozens of interacting equations. For
St. Louis, it is a simple calculation: An increase of $1 in moncy stock yields
an increase of $5.57 in GNP over the next four quarters. The cxact mech-
anism by which this happens remains obscurc. The figure was derived
from past data; in this sense, the St. Louis model offers no more than a
glimpse into the black box.

The St. Louis bank does treat federal spending as one elcment in
determining the direction of business. But, unlike the Keynesians, who see
a change in government cxpenditures behind almost every turn of the
business cycle, it thinks the net effect is minimal. The model’s spending
equation includes a measure of the federal budget as one of its two varia-
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bles. A rise in federal outlays will have a positive effect in the first six
months, with a dollar’s increase in the full-employment budget yielding
about a dollar’s increase in GNP. This gain, however, is almost completely
offset in the following three quarters as government expenditures “crowd
out” private spending, unless monetary policy changes to allow both to
expand. The St. Louis model can thus pretty well ignore the federal budget
and simply predict what will happen under alternative courses of mone-
tary policy.

With zero growth in the money stock for the rest of this year, GNP
for 1970 would work out to $967.3 billion, about as low as the most pes-
simistic of current forecasts—which generally are more bearish the closer
they get to Chicago. With a 3 percent growth rate, gross national product
would be $972.7 billion. But, St. Louis says unless the Federal Reserve
went wild with generosity—or panic—it could not produce the $985-billion
GNP predicted by the Council of Economic Advisers.

This represents a consensus of monetarist thinking. At his University
of Chicago office, Milton Friedman concedes that if the second quarter is a
turning point, the money school will have some heavy explaining to do.
“But,” he says, “I don’t see any sign that things are picking up.”

Intramural disagreement comes in at the next stage of the model,
where the St. Louis economists try to predict how nominal gains in GNP
will be divided into real output and prices. All other econometric models
have failed repeatedly at this point and other monetarists are generally
skeptical about whether St. Louis has found the secret.

Here again, the monetary model is a mirror image of the Keynesian
versions. The standard models estimate real and current dollar GNP more
or less independently and subtract one from the other to get changes in the
price level.

St. Louis’ model predicts price change directly and treats real output
at least in the short run, as a residual.

The bank uses only two variables to predict prices. First, it calculates
“demand pressure”—a measure of changes in the preceding four quarters
in the gap between real output and what the economy is capable of pro-
ducing with its resources fully employed. Then, it feeds in “anticipated
prices,” measured by a weighted average of price increases over the pre-
ceding 16 quarters. In the short run, anticipated prices are by far the
strongest force. And what gives the model its distinctly bleak outlook is
that the period over which it calculates this factor corresponds precisely
with the duration of the current inflation.

As the Chicago School sees it, the level of price increase that people
have come to expect is an independent variable underlying all major
cconomic decisions. With the economy at full employment, the monetarists
argue, prices will not necessarily be stable but keep moving at the rate
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people have come to anticipate. Once inflationary psychology has taken
hold, prices will stop rising only after an extended period of economic
sluggishness.

The crucial point, then, is how rapidly people form—and reform—
price expectations. St. Louis model builders admit that their anticipated
price equation is on shaky empirical ground. “No one has any good notion
about how expectations are formed,” says staff economist Keith Carlson.
The lag structure is derived from recent work on the behavior of long-
term interest rates. These, according to classical theory, respond directly
to price changes.

For this reason, the St. Louis model’s interest rate projections show
a pessimism that directly parallels its price predictions. They are different
sides of the same coin. Almost every economist fervently hopes it will turn
out to be counterfeit.

Prediction Two

Last November, the econometric forecasting model at the University
of Pennsylvania’s Wharton School announced that the U.S. had just moved
into what it perceived to be a benign recession. It predicted that gross
national product, after adjustment for price increases, would decline in
1969’s fourth quarter. And, although it forecast further drops this quarter
and next, the model did expect an upturn to get under way after midyear.

Now, with three more months of statistics under its belt, the com-
puter confidently sticks to its guns and predicts no major recession for
1970. Moreover, thanks in part to some mathematical refinements, it pre-
dicts a lower rate of inflation than it did before.

Wharton’s 1970 GNP forecast has been shaved to $974 billion in
current-dollar terms, down from $980-billion threc months ago. This is
close to the low end of the range of predictions on record so far for this
year. The model now sees the GNP price dcflator rising at a modest 3 per-
cent annual rate in the second half of 1970. (Last quarter, this pricc index
rose at a 4.6 percent annual ratc.)

After adjusting for higher prices, Wharton’s computer still secs the
economy starting off the year in reverse. Recal GNP will fall another $1
billion or so this quarter, and then drop by around $800 million in the
second. But the model foresces a sharp pickup after midycar—enough to
lift real growth for the year as a whole up about onc-half of 1 percent
from 1969’s level. As a result, the unemployment rate will rise to about
4.5 percent by midyear, then inch down. The 1970 average comes out to

Prediction Two from “Wharton’s Model Says It Again,” Business Week (February,
1970), p. 33. Reprinted by permission of the publisher.
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4.2 percent—just about what Federal Reserve Chairman Arthur F. Burns
and Council of Economic Advisers Chairman Paul W. McCracken have
been predicting.

When it comes to profits, the model is still gloomy. On a quarter-to-
quarter basis, corporate profits before taxes are expected to drop this
quarter, and again in the second. And while a pickup is expected after
midyear, comparisons with year-ago levels (the basis most businessmen
use to assess their earnings performance) will not show pluses until a year
from now.

The industries that will really feel pain as the economy moves deeper
into the valley are those that specialize in durables. Auto expenditures will
not really improve all this year, while housing will recover only sluggishly.
And although capital goods outlays will grow this quarter, they are then
slated to decline in each succeeding quarter as far ahead as the Wharton
model can see.



Can Private Industry Abolish Slums?

MICHAEL HARRINGTON

The following article is a slightly revised version of testimony presented
by the author of The Other America at a hearing of the National Com-
mission on Urban Problems.

Many well-intentioned Americans are deceiving themselves and the
public when they speak of abolishing the slums. The slums can be
abolished, but not in the way they suggest.

A number of programs have been proposed to end the scandal of
inhuman housing for the poor. I specifically want to address myself to
the theory that some kind of partnership between government and the
private sector will solve the problem, because I believe that this theory
is an illusion. It will not work.

Although my analysis is radical, it can be documented in the official
statements of the United States government.

The Council of the White House Conference on Civil Rights said
that the United States must build 2 million housing units a year, with
at least 500,000 especially designed for the poor, if it is going to live up
to its responsibilities.

President Johnson this year proposed building 165,000 low-cost hous-
ing units, or 335,000 less than the White House Conference minimum. If
past experience is any guide, the actual number constructed will come
to a bit over 30,000, or a deficit of 470,000 units.

Moreover, none of the proposals now being discussed come near
to the required number. For example, Senator Robert Kennedy’s approach
is clearly motivated by great compassion, yet it would only provide 400,000
units over seven years through a $1.5 billion tax subsidy to private
enterprise.

From Dissent,1 (Jan.-Feb., 1968), pp. 4-6. Reprinted by permission of the publisher.
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There can be no creative federalist panacea, enlisting business in a
social crusade, that will deal with this problem. The corporate sector, as
Mr. David Rockefeller testified with great candor before the Ribicoff
Subcommittee, is concerned with making money. Banks, and other business
institutions, will only invest funds if they are going to get a return.

Yet the slums are, in business terms, a bad risk. Until August of 1967,
the FHA excluded blighted areas from its mortgage insurance programs
on the grounds that such undertakings were “economically unsound.” I
assume that the bloodshed in Detroit motivated the revision of this policy
in August 1967. A governmental agency can thus decide, in the name of
public social priorities, to make an “uneconomic” investment of money. A
private enterprise will not and cannot.

Nor can this problem be dealt with by providing public subsidies
to private builders. All such proposals now before the country—from
Senators Percy and Robert Kennedy among others—are designed to operate
on a publicly supported profit principle. Yet even with this federal sup-
port through tax incentives or artificial interest rates, every one of these
suggestions ends up providing housing for families with incomes well over
$4,000 a year.

There is certainly a need to give governmental support to the housing
needs of people with incomes between $4,000 and $8,000. It is one of the
great postwar scandals that lavish, but discrete, subsidies have been pro-
vided for the homes of the middle class and the rich in the form of cheap,
federally guaranteed credit, income tax deductions, and other genteel
doles which effectively exclude everyone with income of less than $8,000
from the benefits.

But the fact remains that the Kennedy and Percy proposals, if the
published reports of their rent levels are correct, would not provide any
housing for the poor and the almost-poor. The rents would be too high
for, among others, the majority of Negroes in the United States.

And even if some way were found to bring the private sector into
the slums, it could not and should not play the leading role. It is precisely
the commercial calculus of land value that has exacerbated our crisis and
can hardly solve it. As Mayor Lindsay’s task force on urban design reported
to him, beauty, charm, and history cannot compete with office buildings,
and even a venerable structure like the Plaza Hotel will be torn down if
present trends continue. Within the framework of such an “economic”
approach, one builds most cheaply and profitably, while social and
aesthetic considerations are secondary.

The issue raised here is simple: Who is going to design the “second
America” President Johnson tells us we must build between now and the
year 2000? We must construct more housing units than now exist. How?
I submit that businessmen, whatever other qualifications they have, are
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not competent to design a new civilization and, in any case, have no demo-
cratic right to do so. The fundamental decisions on what America shall look
like and what life in it will be like should be made by the people. And
this is particularly important in the case of the slum poor, who have been
excluded from the making of every important decision in the nation.

In arguing thus, I do not want to suggest that there is no role for
the private sector. It is just that the social and acsthetic choices—those
“uneconomic” options—must be democratically planned and, because of
the logic of money-making, publicly financed. Then, and only then, can
the companies and corporations contract to carry out the public will; but
they should not determine it.

The necessity of such innovation cannot be evaded by magic schemes
for “rehabilitation.” The worst of our urban slums are criminally over-
crowded. To rehabilitate them successfully would mean removing half to
three-quarters of the people now living therc to new housing. Moreover,
the rehabilitation formulas often take the reality of segregation as a given.

I believe that our present crisis allows this country a marvelous op-
portunity to promote racial integration.

In fact if not in theory, our postwar housing has financed segregated,
white suburbs. Now that the government has officially recognized that we
must more than double the present supply of housing in the next third of
a century, there is the possibility of reversing this ugly policy. There should
not be one federal cent for “new towns,” either outside of the present
metropolitan areas or within them, that are not designed to promote racial
integration.

And this points up the need for new public institutions of democratic
planning. Our post-war housing deficit is not measured in simple terms
of our scandalous discrimination in favor of the rich and against the poor;
it is a matter of the failure of the democratic imagination as well. Without
thought of social or aesthetic consequences, we have proliferated super-
highways and suburbs and made slums more miserable, employment more
distant for the poor, old age more lonely for those left behind in the
central city, and so on.

There is obviously no simple solution to such a complex crisis. But
we should start immediately by adopting Senator Ribicoff’s proposal of
last January and spend approximately a billion dollars on finding out
what we want to do. This would be a wiser investment, as the Senator
suggested, than the present Model Cities program. (The monies which
Ribicoff spoke of were the $287 million budgeted for three years of the
Demonstration City program.) We cannot go on forever “demonstrating”
techniques and leaving the main problem areas untouched.

And in the process of such a massive planning expenditure, every
level of American society should be involved in the debate. I do not say
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this simply out of democratic conviction or populist sentimentality. For I
am convinced that where decisions on public subsidy are made at high
levels of expertise, there the priorities of money, rather than those of
society, prevail. There is only one way of establishing the social and aesthe-
tic values which will guide the “uneconomic” expenditure of money. That
is through democracy.

In summary, we know that we have to build 500,000 units of housing
for the poor every year. We are not doing so.

In market terms, business cannot be expected to go into the
job of slum eradication because it is a bad risk.

Even if the market terms are modified by federal subsidy, as
in various proposals now before the nation, all the poor and the
majority of Negroes would be effectively excluded from the benefits.

There must, therefore, be an “uneconomic” investment of pub-
lic funds motivated by considerations of social and aesthetic values
rather than by a calculus of private profit.

In this process, the private sector must play a subordinate role
as the contractor for the popular will. For the basic decisions in-
volved are not susceptible to business priorities and even hostile to
them. These are issues in the public sector of American life.

Moreover, the urban crisis allows the country a chance to use

federal funds to promote, rather than, as has been the case until now,
to thwart racial integration.

Finally, the enormous undertaking I outline here clearly re-
quires new public institutions for democratic planning. There is no
other way to design a new civilization.




Economics and Ecosystems

JON BRESLAW

The problem of ecology has emerged as one of the main challenges of
our time. Here is an economic analysis of how its challenges can be met.

The American economy can be best represented by the concept of a
competitive market. If one rcgards the market as a black box, then there
are two processes which do not come within the market’s sphere of in-
fluence—inputs and outputs. The inputs are raw materials, or resources,
used in the economy—air, water, metals, minerals, and wood. The outputs
are the residuals—sewage, trash, carbon dioxide and other gases released
to the atmosphere, radioactive waste and so on. We shall consider the
residuals first.

The environment has a certain limited capability to absorb wastes
without harmful effects. Once the ambient residuals risc above a certain
level, however, they become unwanted inputs to other production processes
or to final consumers. The size of this residual in fact is massive. In an
economy which is closed, the weight of residuals ejected into the cenviron-
ment is about equal to the weight of input materials, plus oxygen taken
from the atmosphere. This result, while obvious upon reflection, leads to
the surprising and cven shocking corollary that the disposal of residuals is
as large an operation, in sheer tonnage, as basic materials production. This
incredible volume has to be disposed of. It is at this stage that the market
process breaks down.

If the functioning of the economy gave risc to incentives, such as
prices, which fully reflected the costs of disposing of residuals, such in-
centives would be very much in point. This would be especially true if the

“Economics and Ecosystems” by Jon Breslaw. From The Environmental Handbook,
edited by Garrett de Bell, pp. 102-112. Copyright © 1970 by Garrett de Bell. A
Ballantine/Friends of the Earth book.
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incentives fully reflected costs to the overall society associated with the
discharge of the residuals to the environment. But it is clear that, what-
ever other normative properties the functioning of a market economy may
have, it does not reflect these costs adequately.

Market economies are effective instruments for organizing produc-
tion and allocating resources, insofar as the utility functions are associated
with two-party transactions. But in connection with waste disposal, the
utility functions involve third parties, and the automatic market exchange
process fails.

Thus the need to see man’s activities as part of an ecosystem becomes
clear. The outputs from the black box go through other black boxes and
become inputs again. If our black box is putting out too much and over-
loading the system, one can only expect trouble—and that is what one gets.

If we look at a particular production process, we find that there is
a flow of goods or services that consumers or businesses get whether they
want it or not. An upstream river may be polluted by an industry, and
the downstream user cannot usually control the quality of the water that
he gets. If the polluted water wipes out a fishing industry, then there is
some cost (the profit that used to be made by the fishing industry) that
does not appear on the balance sheet of the upstream user. Similarly,
there may be benefits involved—the upstream user may use the stream
for cooling, and the hot water may support an oyster farm downstream.

The activities of an economic unit thus generate real effects that
are external to it. These are called externalities. A society that relies
completely on a decentralized decision-making system in which significant
externalities occur, as they do in any society which contains significant
concentrations of population and industrial activities, will find that certain
resources are not used optimally.

The tool used by economists, and others, in determining a course
of action in making social decisions is the technique of cost-benefit analy-
sis. The basis is to list all the consequences arising from a course of action,
such as building a new freeway, and to make estimates of the benefits or
costs to the community of all these consequences. This is done in terms
of money values and a balance is drawn up, which is compared with
similar estimates of the consequences of alternative decisions, such as
building a rapid transit network or doing nothing. The sensible decision
is to go ahead with those projects where the benefits come out best,
relative to the costs. The art of cost-benefit analysis lies in using the
scanty information available to assign money values to these costs and
benefits. Differences in house prices are a way of getting at noise valuation.
Time is obviously worth money: how much can be estimated by looking
at what people do when they have a choice between a faster and more
expensive way of going from A to B and a slower but cheaper way?

Going back to our slaughtered fish, if the cost of reducing pollution
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by 50 percent were less than the profit that could be realized from fishing
at this level of pollution, then it makes sense to spend that amount. In
fact, the level of pollution should be reduced until the marginal cost of
reducing pollution (the cost of reducing pollution by a very small amount)
is just equal to the marginal revenue from fishing (the extra revenuc that
is received as a result of that amount less pollution). The question is,
where there is no market, how does onc get to this state of affairs?

Mecthod One is to internalize the problem so that a single cconomic
unit will take account of all of the costs and bencfits associated with the
external effects. To do this, the size of the economic unit has to be
increased. A good example of this is where one has several fisheries for
one limited species of fish, e.g., whales. If the fisheries operate separately,
cach concern takes as many as it can, regardless of the effect on the
total catch. If the fisheries were to act in unison, then the maximum catch
compatible with a stable population of whales would be taken, and no
more—the externalities would have been internalized. Unfortunately, waste
products arc often so widely propagated in nature and affect so many
diverse interests that the merger route is not feasible.

Method Two is the one mostly used at the moment: the use of
regulations set up by the government and enforceable by law. There
are many examples of these: minimum net hole size in fishing, parking
regulations on busy strects, limited number of flights at airports during
the night, zoning regulations as applied to land usc, and certain water
quality laws for industrial and municipal river users. Ideally, these reg-
ulations would take into account the different nature of the environmental
difficulty, varying both over place and time, c.g., high and low flows in
strcams, windy days for smoke control, etc. There are two main objections
to such regulations. In the first place, they are often difficult to enforce,
especially if there are high monetary returns involved and the likelihood
of being caught is small-flushing oil tanks in the English Channel. The
other objection is more sophisticated: in a competitive market the im-
position of regulations does not normally lead to the best use of resources.
It is better to do this by mcans of pricing, since this mcthod makes it
possible to balance incremental costs and gains in a relatively precise
manner. Also, regulations do not provide the funds for the construction
and operation mecasures of regional scope, should these prove cconomical.

Method Threc involves the legal system and the law of nuisance.
Thus when there is an oil spill on your shorc and you and your property
get covered in goo, then in such an obvious and casy case onc would
expect prompt damages—but ask the residents of Santa Barbara what
they think of courts and oil companies. Thus, though in theory the courts
provide a solution, in practice, they are slow and inefficient.

Method Four involves the paying of some monctary rent in order
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to get the practice of pollution stopped. One way is to pay a producer to
stop polluting. Although such payments would be received favorably
by the industries involved, the shcer size of the total payments necessary
as a means of preventing pollution would put an impossible strain on any
budget, and such a solution is only feasible for “special case” industrial
operations. Moreover, if a steel mill is discharging its waste into a river,
without charge, it is producing steel that is artificially cheap. Paying
the mill to stop pollution does nothing to get the steel price back to its
rightful value (i.e., when all costs are met) in the short run. In the long
run, this remains true only if the assumption of a compctitive market is
weakened.

Another way to implement Method Four would be to charge a
polluter for the pollution that he causes. Examples of such charges or
taxes would be a tax on sewage effluents which is related to the quality
and quantity of the discharge; or a surcharge on the price of fuels with
a high sulfur content which is meant to take account of the broader cost
to society external to the fuel-using enterprisc. This procedure is one
usually favored by economists, since it uses economic incentives to allocate
the resources (the waste assimilative capacity of the environment) similar
to those generated where market mechanisms can balance costs and
returns. The revenue from these charges can be used to finance other
antipollution facilities.

The use of charges for the wasted assimilative capacity of the environ-
ment implies that you have to pay in order to put things out of the black
box. Before the environment’s waste assimilative capacity was overloaded,
it was not used to its full capacity. A resource which is not fully utilized
has a zero price; once it is utilized it receives a positive price—which is
why charges now have to be imposed. From an ecological point of view
this is very good, since now that one has to pay to get rid of a product,
it means that this product has a value attached to it, albeit negative. The
cffect is to restructure industrial processes to take this into account. A
society that allows waste dischargers to neglect the offsite costs of waste
disposal will not only devote too few resources to the treatment of waste,
but will also produce too much waste in view of the damage it causes.
Or more simply, if you charge for waste disposal, industries will produce
less waste, and the wastes produced will often find use in some other
process—recycling. A paper-producing company using the sulphite method
will find it advantageous to change to the sulphate method through
increased effluent charges. In England, many firms have found profitable
uses for waste products when forced to stop polluting. In a few instances,
mostly in already depressed areas, plants may be capable of continuing
operation only because they are able to shift all or most of that portion
of production costs associated with waste disposal to other economic
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units. When this situation is coupled with one in which the plant is a
major part of the employment base of a community, society may have an
interest in assisting the plant to stay in business, while at the same time
controlling the external costs it is imposing. However, these would be
special cases which are used to help the adjustment to the new position
of equilibrium rather than change the position of the new equilibrium.

Just such an operation has been used in the Ruhr Valley in Germany,
starting in 1913. The political power of the Ruhrverband lies in the gov-
erning board made up of owners of business and other facilities in the
Ruhrverband area, communities in the area, and representatives of the
waterworks and other water facilities. It has built over 100 waste-treat-
ment plants, oxidation lakes, and waterworks facilities. Capital came
from the bond market, and operating expenses from a series of charges
contingent on the amount and quality of the effluent discharged by the
industries and municipalities in the region. This scheme is so successful
that, though the Ruhr River flows through one of the most heavily indus-
trialized regions of Germany, one can find ducks living on it. Shed tears
for the Potomac.

The inputs to our black box consist of renewable resources, such as
food and water, and nonrenewable ones such as minerals and land. In
considering free resources, it was stated that in a decentralized competitive
market economy such resources are not used optimally. In fact, they are
overutilized—rivers are overutilized as disposal units, hence pollution;
roads are utilized above their intended capacity with resultant traffic
snarl-ups. The same holds true for nonrenewable resources: they are not
used optimally.

Given a fixed technology, at any time in the past we would have
run into a critical condition with respect to our supplies of minerals and
metals. It is only changing technology, which makes for the profitable
extraction of pretechnical-change unprofitable deposits, that has enabled
us to manage without really bad shortages. Hence, the present rate of
extraction is only justifiable in the belief of future technical progress.
Yet this is just the assumption that is now undergoing examination. In
the past, man’s technical progress was a function of man’s incentive
and ingenuity; now, however, he has to take into account another factor—
the ability of the environment to accept his ravages.

As any child will comment, on observing the empty beer cans and
discarded packets lying on the roadside and around “beauty spots,” this
is wrong. It is wrong because we do not put sufficient value on the natural
resource—the countryside—to keep it clean. It is wrong for the same reason
a second time: we do not put sufficient value on the natural resources—
aluminum, plastic, paper or whatever—so that when we have used them
for their original purposes, they are disposed of, as rapidly as possible.
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The conclusion is clear: both our renewable and nonrenewable resources
are not being used optimally.

Take a specific example—oil. What are the factors that determine
its price? As usual, demand is a decreasing function of price, and supply
an increasing function. The point of intersection dictates the price and
quantity sold. When the optimal use of oil is considered, there are two
points of view that have to be taken into account. One is the value of the
oil to future generations, and the other is the social cost of the use of the
oil.

In considering future generations, optimal behavior will take place
in a competitive economy (with private ownership) if the private rate of
return is the same as the social rate of return. In noneconomic terms, all
this means is that the rate at which the future is discounted by individuals
is the same as the rate at which it is discounted by society. There is dispute
on this point—that is, whether the two rates are equal or not. However,
even if they are, because the individual companies seek to maximize their
private benefit, like in the fisheries example, the total exploration of the
resources is likely to not be optimal.

At this stage, government comes into the picture. On the conservation
side, a scientifically determined MER—maximum efficient rate (of oil
flow)—is determined for a particular site. The main effect of this is to stop
large fluctuations in the price of oil. Since half the total revenue of oil
companies goes into the discovery and development of new deposits, this
produces a high overhead cost. In the U.S., the aim is to produce as large
a growth in the GNP as possible, subject to constraints (inflation, full
employment, balance of payments, etc.). Hence the tradition of allowing
industries to write off the cost of capital equipment against tax, since new
capital stimulates the economy (investment) and makes for more efficient
production. The oil industry felt that the same principal should apply to
its capital costs—the rent it pays on oil deposits. Hence the oil depletion
allowance, which allows the costs of rents to be partially offset against
profits. The effect of this is to move the supply curve to the right—which
results in more oil being sold at a lower price. Thus it encourages oil com-
panies to extract more oil and find new deposits. This is great from a
military point of view, but disastrous when the effect of such exploitation
of the environment is considered: oil spills at sea, the probably permanent
scarring of the tundra in Alaska, and smog in our cities. Yet this is exactly
what is meant by social costs, the externalities which do not get considered
in the market price.

If the oil depletion allowances were removed or sharply reduced,
the oil producing industry could not continue to function at its accustomed
level of operation and maintain its accustomed price structure. Similar
considerations apply to minerals (mineral depletion allowance). Yet this
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is only the first step. Another method that would produce the same desired
results would be to make the extractor pay for the quantity of mineral or
metal that he mines, just as he should pay for the right to discard his waste.
This solves a whole lot of problems—by making the original substance
more expensive, the demand is reduced, be it for power-using dishwashers,
oil-eating automobiles, or resource-demanding economies. Morcover, these
products, being more expensive, will not be discarded, but recycled, thus
solving in part a pollution problem, as well as a litter problem (if they can
be separated). By recycling, there will be less demand for the minerals or
metals from the mining companies, since there is this new source of these
materials.

To a certain extent, this view of things is recognized. In England,
one of the proposals considered for solving the problem of scrapped cars
around the countryside was to charge an extra twenty-five pounds on the
price of each new car. This would be refundable when the vehicle was
brought in for scrapping—a bit like returnable bottles. In the U.S., the
use of natural gas as boiler fuel was recognized as an inferior use of an
exhaustible resource. “One apparent method of preventing waste of gas
is to limit the uses to which it may be put, uses for which another more
abundant fuel may serve equally well” (Supreme Court, 1961). This same
result could have been achieved by charging the gas producer for the
quantity of gas that he took (as well as rent to the owner of the gas deposit
for the right to extract gas from his property). The prices that should be
charged, like the prices charged for sewage disposal, vary from location
to location and depend upon the characteristics of the environment. The
price should be high enough to make recycling, if physically possible,
both a feasible and desirable process. If the use of the resources causes
some social cost—like air pollution—then this should be reflected in the
price. So too should the relative scarcity of the resource, compared to
substitutable alternatives, be a consideration.

If the socioeconomic system fails to change quickly enough to meet
changing conditions, then it is incumbent on the people to facilitate such
change.

A prerequisite to any lasting solution to environmental pollution is a
zero growth rate—the birth rate equaling the death rate. However, a stable
population produces a difficult economic problem in an economy like that
of the United States. To remain healthy (to stay the same size or grow),
the economy needs a growing market, since only in a growing market can
the capital goods sector remain efficient, given present technology. At first
sight, then, the achievement of a stable population is linked to a recession.
One might make the assumption that a growing market could still be
achieved by allowing per capita consumption to increase at the same rate
as the growth of the GNP. However, with restrictions on extraction indus-
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tries, this will probably not provide a total solution. The slack is more likely
to be made up by producing a different type of service—education at regu-
lar periods throughout one’s life, the move from cities to smaller communi-
ties and the investment involved in such a move, the rebuilding (or
destruction) of old cities compatible with their new uses. Put another
way, the economic slack that will have to be taken up to avoid a depression
gives us the opportunity to plan for the future, without worrying about
providing for an expanding population.

The essential cause of environmental pollution is overpopulation,
combined with an excessive population growth rate; other antipollution
measures can be used temporarily, but so long as the central problem is not
solved, one can expect no lasting success.



A New Left Critique of Economics

MICHAEL ZWEIG

Here is a critique, not directed against specific economic problems, but
against economics itself. It is interesting to compare Zweig’s strictures
with those in the introductory essay to this book.

A new left critique of economics begins with a critique of contem-
porary American society. We see that the United States is, and has been for
a long time, fundamentally racist and imperialist. Racism has sometimes
changed in style and imperialism has sometimes fastened upon new objects
to dominate, but their fundamental presence in America shapes our view
of the world and our expectations and demands of economics.

Many of us began our studies of the economy after sensing that there
is much wrong with America. Others had been economists in various
capacities before realizing and rejecting some of the fundamental premises
of the American social order. We come together in our attempts to under-
stand America, the more effectively to change it radically. We find that
standard economic analysis is not helpful in understanding the United
States and how it might be changed.

Our charge against economics is precisely that it is at best not helpful
to the construction of a decent society, and at worst supportive of the
present order. There are a number of specific characteristics of economic
procedure and substance which we find pernicious.

Our dissatisfaction with marginalism goes beyond the practical issues
raised in, say, the Lester—Machlup debates in the American Economic
Review after World War 11, or the issucs so caustically raised by Veblen.
Marginalism is appropriate as a technique under two fundamental con-
ditions: (1) scarcity; (2) a desire for maximization (or minimization). Mar-

From Michael Zweig, “A New Left Critique of Economics.” Reprinted with permission
of the author and the Union for Radical Political Economics, Inc.
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ginal analysis is legitimate only as long as the fundamental character of the
thing being analyzed is legitimate. We recognize that marginal calculus
is a powerful tool for formal analysis of the traditional class of microeco-
nomic problems, but we belive that a dedication to marginal analysis has
kept economists from dealing systematically with important questions of
American economic institutions and relations, not the least of which con-
cerns their legitimacy.

Without denying that many resources are in fact scarce and that
marginalist techniques might be useful to technical solutions of some
particular problems faced by poor and oppressed peoples, it is important
to answer Galbraith, Theobald and others who ask if this scarcity is not
itself manufactured by industry and advertising in the quest for consum-
erism. Who will be the economists helping to undo the artificial rat-race?
Who will be the operations-analysts in the hippie communities? Who will
analyze a world in which more stuff is not better? In the absence of effec-
tive scarcity marginalism loses its relevance.

Marginalist analysis can be pernicious as well as irrelevant. The spirit
of marginalism is one of small adjustments on the periphery of some large
aggregate whose fundamental and overall character is not an issue. (This
spirit is particularly well suited to the bureaucratic mind.) But the larger
questions are almost never asked. The spirit of marginalism is ill suited to
radical questioning of the precepts of economic and social arrangements,
and it is equally ill suited to deep, revolutionary change. Its political
analog is reformism and lesser-of-two-evils politics. Reform may be good.
A marginal adjustment may be good. But it may be best to construct a
whole new order based on wholly new institutional arrangements. Those
committed to marginalist thinking are intellectually (and even emotion-
ally) incapable of handling these larger questions. This is why we think
that marginalism is fundamentally counter-revolutionary.

Maximization subject to constraint is central to much of economic
analysis. Aside from the marginalist procedure discussed above, the very
concept of economic man’s response to constraint is counter-revolutionary.
Economic man will do the most he can within limits imposed upon him.
More likely, we think, in many social circumstances one recognizes con-
straints imposed externally, and one sets out to remove the constraint
before doing anything else. Decision making may always have to be done
subject to constraint, but orthodox economics supports a social order based
upon a population whose rationality (sanity?) is measured by the extent to
which it is willing to accept thosc particular existing constraints and values
and to play by other people’s rules. This is consistent with an elitist,
manipulated society, such as contemporary America—the kind of society
we seek to change.

The one branch of economics which purports to deal with how
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“good” a situation is also belongs to microeconomics theory. There are
a number of theorems in welfare economics designed to prove that com-
petitive cquilibria are best from a welfare standpoint. These theorems have
been challenged in a number of ways, largely on the grounds that the
perfectly competitive markets on which the theorems depend do not
exist. The theory of second best, in its several variants, tries to extend
welfarc analysis to more real world situations in which imperfections
are included, but the results become indeterminate, so far as is known.

The central problem with welfare theory lies not in these practical
difficulties. With clever work a solution to the technical problem may be
found. But then what will we have? Will we know how to make a good
world? No. But we might if the premises on which the analysis proceeds
were reflective of human decency. One of the postulates of welfare eco-
nomics is that utilities are independent. What I want and like cannot be
influenced at all by knowledge of what anyone else, friend or foe, likes or
wants. Economists have acknowledged that this postulate is unsatisfactory.
Samuelson notes that people do not behave this way, but reassures us that
“many of the conclusions of welfare economics will remain valid.” Which
will be spared and which not has never been systemically analyzed.

That this postulate is not a very good reflection of a lot of people is
not so important, since some degree of abstraction and generalization is
necessary. It is an unacceptable basis for analysis of “welfare” because
it posits a world of wholly selfish and isolated people, a world in which it
does seem that satisfaction can be at most marginal. Given such a postu-
late it is foolish and inconsistent to construct theorems concerning equity
and other matters of fundamentally interpersonal concern. Economists
have postulated a rotten world and have set about to see under what
circumstances it might be good, subject to the unchallenged constraining
postulate which makes it rotten to begin with. Welfare economists are
living contradictions, all by themselves.

Welfare economics is effectively silent on the questions which we
think are crucial to human welfare. What are the economic principles and
institutions which would provide the continuance of life to everyone as
a matter of right, not privilege based on income? How long can economists
calmly note that the distributions of income and wealth are, alas, irrelevant,
to the characteristics of cconomic welfare optima? What is “welfare”
if it has nothing to do with equity, and what have economists to say about
cquity? What are the theoretical and policy implications of Proudhon’s
correct observation, at least as applied to much of contemporary America,
that property is theft?

The U.S. economy is deeply rooted in a set of institutions and values
peculiar to our own culture. The bulk of literature in the development
field, and virtually all of the practical work in various countries by U.S.
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economists, follows from the proposition that to develop, a country must
adopt American standards and sensitivities. Much of the work reflects or
tries to create economic and social institutions specific to the U.S. experi-
ence. Development plans seem always to tie the developing country
economically and politically to the United States through trade schemes
as well as by fostering Western ideology in the third world.

We reject this ethnocentric view of development for both technical
and political reasons. Insistent imposition of U.S. standards and institu-
tions fails to recognize the potential for amassing energy for development
present in indigenous institutions or in models of the socialist or other
heterodox variety. Western technology is generally inappropriate to third
world countries, given the character of specialized labor and the extent of
the market in such economies. But the presence of western institutions
and technology is consistent with and part of U.S. imperialism, the effort
to control the economic and social order of countries around the world.
Development economists might do more for development and for freedom
if they stopped trying to devise more sophisticated ways of imposing
American intitutions and values onto other countries and spent their time
instead understanding and expunging imperialism.

The government has only recently been recognized as a major eco-
nomic actor along with consumers and investors. Although economists have
theories about the effects each of these actors has on the others, and itself,
we have no well defined theory of the state to explain its economic motiva-
tion and character. Economists say little explicitly about the nature of
government decision making, deferring to political scientists. It is increas-
ingly clear that the U.S. government acts in the economy to stabilize the
social order, ostensibly in the “national interest.” This 20th-century liberal
view of government is challenged among economists principally by Milton
Friedman and others of the “Chicago school.” We too challenge this con-
cept of government, although sometimes for reasons different from those
offered by the Chicago school.

There is no such thing as the “national interest.” Only people have
interests, and within the nation there are conflicting interests. Any particu-
lar economic policy of the government serves some economic interest
group and our understanding of the policy is incomplete until we know
whose interests it serves. “The national interest” is used to camouflage
the particular effects of many kinds of programs. It should be integral to
the function of economists whose interests lie in policy areas to see through
the camouflage and report on the political economy of the country as well
as on the technical economic mechanics of various programs and policies.
For example, part of knowing the economics of reserve currency status
should be knowing whose particular interests such a policy serves in the
United States and abroad, and whose interests would be served by going
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to, say, freely fluctuating rates after abandoning the reserve status of the
dollar.

The notion of stability has entered into the center of economic analy-
sis only in recent decades, particularly in macroeconomics. Economists
talk about Stabilization Policy, the effect of which is to leave undisturbed
the central features of American society. This development parallels the
drift from entrepreneurial to managerial dominance in the economy and
reflects the increasing conservatism of the American mentality. The spirit
of stabilization goes well with the spirit of marginalism, each contributing
to an intellectual and emotional baggage unsuited to understand and
support large scale social disequilibrium and change. Stabilization is a
means. Why should something corrupt, dangerous or oppressive be
stabilized?

Economists pay insufficient attention to the distribution of economic
power, and especially to its relation to the distribution of political power.
From Keynes General Theory we have constructed an elaborate set of
analyses and policies while neglecting Keynes’ own concluding remarks
on the critical importance of income redistribution. Welfare economists
claim to have little to say about income distribution since it is neutral with
respect to economic efficiency, although equity considerations are usually
briefly noted. But economists have at least been aware of the importance
of personal income distribution (and changes in it) for some time, even
though very little substantive work has been devoted to the issues thus
raised.

There remains a whole class of questions about the distribution of
economic gain which are crucial to understanding the economy, but which
hardly have been raised. Because of the riots and the talk about poverty,
we are learning something about the average distribution of employment
and unemployment among various groups in the country, with a much
less clear view of the marginal response of employment among different
groups traceable to particular types of government policies. What about
different distributions of profits and sales among different sized (or other-
wise classified) establishments resulting from different types of govern-
ment programs? How do different patterns of government expenditures
influence various regions or types of establishments? How can this infor-
mation lead to an understanding of the construction and implementation
of government economic policy? Whose interests arc served by those
policies?

Economists disaggregate the economy along the lines of the national
accounts or discuss functional share distribution of income. There are
other ways of disaggregating (e.g., Fortune’s 500, all other enterprises with
sales exceeding $1 million annually, all other enterprises; or firms with at
least 40 percent million annually, all other enterprises; or firms with at
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least 40 percent of sales in international transactions, firms with at least
some direct foreign trade, all other enterprises) which would be useful
in understanding the political economy of the United States. Disputes over
the control of resources and the distribution of power dominate domestic
and international developments, but economists are unprepared and usu-
ally unwilling to address these crucial issues.

Economists have long argued whether or not government policies of
various sorts are neutral with respect to the market, but it is generally
held that economic analysis itself is neutral with respect to political ide-
ology; the economic efficiency is the same in any society faced with scarce
resources; that capital accumulation is required for growth, no matter
what the mechanism of accumulation might be.

Standard economics equates efficiency with profit maximization. But
efficiency is at most a property of a means to some end, which may easily
be different from financial profit. The “conflict” between efficiency and
equity is a confusion. Equity is an end. Efficiency is not even a means, and
cannot be in conflict with anything. Equity conflicts with other ends, like
profit or growth or the preservation of private property. An economics
geared to profit maximization is not neutral, but loaded with a particular
end and a set of institutions which serve that end. It is also incorrect to
claim that the notion and operation of economic efficiency are neutral,
since that efficiency is based in part on market prices, which reflect a
particular income distribution, which is certainly not socially, politically
or ethically neutral. The notion that standard economics is somehow
neutral, presumably because it is a “science” which can be used equally
for good or evil, is fundamentally incorrect. The preceding discussion indi-
cates some other ways in which the standard economics violates neutrality
by militating against asking and answering certain radical questions.
Economics is not, and cannot reasonably be expected to be, neutral.

Some economists are sympathetic to radical questions, but find the
search for answers (if not the questions themselves) unprofessional, out-
side the realm of economics. This is felt either because the principles of
standard economics are called into question, or because the search leads
to other social and behavioral sciences. This narrow division of labor
among disciplines results in diminished capabilities for asking and answer-
ing nonmarginal questions about the foundations of our society. Fragmen-
tation of knowledge may be effective for certain purposes, but it militates
against effective, intelligent radical change.

We study economics because of a curiosity and concern about people
and the way people interact. Our reference point is human activity and
interests, not the latest journal article. We are committed to change in the
United States, deep change to turn away from poverty, racism and im-
perialism. Some of us tend towards an anarchist vision of a just society.
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Others tend to socialist principles. We are all committed to a scholarship
which aids our understanding of society and of ways to change it. In these
matters the margin is unimportant. There can be no accommodation with
the constraints of “national interest,” nor with the artificial bureaucratic
boundaries among the social sciences and within economics itself.

The temperament as well as the substance of these concerns are
outside the bounds of standard economic thinking. In trying to come to
grips with American economic activity we have felt a tension with the
profession. We see an America which has to change, and we see a body
of knowledge and social outlook among economists unsuited to that
change. We are trying to resolve that tension by searching for a new eco-
nomics which will be consistent with and relevant to a society ordered
differently from our own.

People all over the world are fighting for freedom—from oppression
by racists, from domination by imperialists, from want generated by scarc-
ity and consumerism alike, from “the national interest.” Oppression is the
problem. Liberation is the solution. We are trying to construct an eco-
nomics and an economy which will be part of the solution, not part of
the problem.

Join us.
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Economic Reasoning
at Work



The Economics of the 1960s —
A Backward Look

OTTO ECKSTEIN

A former member of the Council of Economic Advisors evaluates the
pluses and minuses of the New Economics.

The 1960s are behind us. What have we learned? And what should
we forget? Regretfully, there still is little study of the history of economic
policy. Historians record the minutiae of foreign affairs and domestic
politics, but the successes and failures of economic policy, which affect
the lives of the people more directly than the struggles of personalities
for power, are still not the subject of serious study. The books by Arthur
Schlessinger and Eric Goldman on the Kennedy and Johnson administra-
tions give short shrift to economic management.

This essay cannot fill that void. It presents only the reflections of a
brief participant in the economic policies of the 1960s, and a partial assess-
ment of that decade in the area of domestic policy.

In 1959 the Joint Economic Committee studies on Employment,
Growth, and Price Levels expressed concern about the slow growth of the
economy in the 1950s, the rising unemployment, and the increasing fre-
quency of recessions. All these were blamed on the restrictive policies in
the management of aggregate demand, a low rate of increase in the money
supply of only 1.9 percent for 1953 to 1959, and a destabilizing fiscal policy
because of the gyrations of the defense budget. The Committee issued
reports about the dimensions of poverty and the inadequacy of health
care, but it implicitly argued that if the economic growth rate was in-
creased, poverty would be reduced and the resources would be created

From Otto Eckstein, “The Economics of the 1960’s—A Backward Look,” Public
Interest (Spring, 1970), pp. 86-97. Copyright 1970 National Affairs, Inc. Reprinted
by permission of the author and publisher.

97



98 Economic Reasoning at Work

to help solve all our problems. Economic growth, then, was the major issue
as we entered the 1960s.

The critics of the 1950s maintained that the “natural” growth of the
American economy was substantially higher than the performance. By
“natural” growth they meant the performance that is possible, given
advancing technology, the institutional arrangements (e.g., sector distri-
butions) of the economy, and full utilization of this potential. Leon Key-
serling, who made cconomic growth a major issue, argued that the econ-
omy was capable of growing at a full 5 percent a year. James Knowles,
in his pioneer aggregate production function study for Employment,
Growth, and Price Levels, produced a medium estimate 3.9 percent, with
a half percent on cither side for low or high growth policies. In reply to
these voices, Edward F. Denison, in his famous study Sources of Economic
Growth, concluded that the natural rate of growth was only 3 percent,
implying that the policy of the 1950s was not in error, and that even
major changes in investment in physical and human capital would accel-
erate the rate of growth by only a few small decimals. If 1 percent sounds
like a quibble, we should realize that an additional 1 percent of economic
growth during the decade is $85 billion of extra output by 1969.

Actually, the economy grew at an annual average of 4.6 percent dur-
ing the decade 1959 to 1969. To obtain the natural rate of growth one
must correct for the gap of 4 percent between actual and potential GNP
in 1959 and for an overfull employment of 2 percent of potential in 1969.
Thus, the apparent growth of potential GNP was 4 percent for the decade;
James Knowles was right.

Where did Denison go wrong? The depression of the 1930s did more
harm to the economy than the Denison analysis indicated. The loss in
capital formation, and perhaps the lost technology and innovations as well,
were not fully made up when World War II brought full employment.
High employment has raised potential growth above prewar standards.

How was the high growth rate achicved in the 1960s? Economic
measures enacted in 1962 stimulated the rate of growth of the cconomy’s
potential through the investment credit and more liberal depreciation
allowances. The ncoclassical school of investinent analysts, led by Dale
Jorgenson, assigns great weight to this stimulus, though other equations
can probably explain the historical record as well. Without doubt, these
measures helped acccelerate capital goods spending by mid-1963. They led
to certain abuses, including an cxcessive growth of leasing. But the invest-
ment credit idea has not obtained a firm place in our institutional structure
and is about to disappear.

The central feature of economics in the 1960s was the triumph of
modern fiscal policy. It was a victory slow in coming. Six ycars passed
from the time in 1958 when many economists, Arthur Burns as well as the
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Keynesians, saw the need for a tax cut until the needed policy prevailed.
Why did it take so long to take the commonsense step of reducing an
excessive burden of taxation, so obviously in the interest of politicians and
their constituencies? It is a dramatic example of the power of established
prejudices over self-interest, even of ideas that were quite wrong.

First, even Keynesian economists forgot the lesson of their master, that
an economy could remain at underemployment equilibrium. Public and
scientific opinion had come to accept the necessity of government deficits
when the economy was sliding into recession. But the classical view of
the natural tendency to return to full employment remained deeply
ingrained. At the bottom of the 1958 recession, the leading indicators
established that the lower turning point had been reached and tax reduc-
tion was ruled out. The Samuelson task force to president-elect Kennedy
concluded that the economy was in an upswing, and therefore did not
endorse immediate tax reduction. Even this sophisticated group fell into
the classical trap. (Or was it political realism?) Recovery proceeded, and
by 1962 unemployment had fallen to 5.5 percent. But then the economy
stalled. Months dragged by as a good set of figures would raise hopes of
renewed advance and the next month would dash them. Only gradually
was it recognized that the tax burden was excessive and that the economy
was going nowhere. In this respect, the Council of Economic Advisers
understood the issue long before its academic allies.

Second, the concept of the annually balanced budget and the fear of
debt still held many persons in its grip. Few outside the government
believed that a tax cut would pay for itself—as it did—and so it appeared
that the initial impact of tax reduction would be an enlargement of the
budget deficit.

Third, the structuralists, with a following both in the Federal Reserve
Board and the Department of Labor, argued that the high unemployment
was the outcome of an imbalance between the new, technologically ad-
vanced jobs and the supply of unskilled, disadvantaged workers. The
structuralists had a legitimate point in advocating an upgrading of a por-
tion of the labor force. But in overstating their case they were obstruc-
tionists to modern fiscal policy. When the economy finally approached
full employment after 1964, the job gains of the unskilled and of the dis-
advantaged greatly exceeded the gains of the more skilled; we discovered
the social power of a tight labor market.

Fourth, Professor Galbraith’s voice, carrying from Delhi to Wash-
ington, argued that tax reduction would permanently lower the govern-
ment’s ability to command resources. He favored the traditional Keynesian
route of stimulating the economy through expenditures. Whatever the
merits of greater public spending, the simple fact was that the Congress
of the carly 1960s would not go that route.
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Fifth, advocates of tax rcform fclt that tax reduction offered them the
only opportunity to put together a political package which would make
the Congress accept the closing of loopholes. The theory was that Con-
gress would give the President some tax reform in exchange for the privi-
lege of cutting taxes. Actually it was the President and his advisors who
wanted tax reduction, while tax reform was a millstone around fiscal
policy.

Sixth, the monetary school of economists argued that tax reduction
was a minor element in economic policy, and that what was really needed
to stimulate the economy was a more suitable increase in the money
supply. At the time of the great fiscal debate, however, the monetary school
had little influence and cannot be said to have been a significant factor
in the delay.

After six years the taxes were cut. By July 1965, before defense con-
tracts began to rise, unemployment was down to 4.5 percent and falling
rapidly, the economy was growing at over 5 percent a year, and wholesale
prices were still stable and no higher than five years earlier. The economy
had shown, at least for 18 happy months, that it could prosper without
war with sensible, modern economic management; doubts about fiscal
policy were wiped out, and for a year or two economists rode high indeed.

Then came the Vietnam war and the end, for a period at least, of
modern fiscal policy. The budget underestimated defense spending by
$10 billion for fiscal 1967 and $5 billion for fiscal 1968. The impact on the
economy was underestimated by larger amounts because of the greater
jumps in defense contracts. If the economic impact of the war had been
known, the excise taxes would not have been cut in the summer of 1965.
In early 1966 there should have been a broad across-the-board tax increase.
But taxes were not increased because the President could not get the
American people to pay for the war. In the end, the war paralyzed the
political process, producing the surrealistic debate over the tax surcharge
from mid-1967 to mid-1968. International financial crises followed one on
another. Demand became excessive. The tax surcharge of mid-1968, which
Congress voted, finally restored some fiscal order.

The impact of the federal budget on the economy in the 1960s can
be measured crudely by the high employment budget surplus—an estimate
of the surplus that the budget would produce if the economy were at full
employment and producing revenues accordingly. The excessively restric-
tive policies of the 1950s had raised the full employment budget surplus
to about $13 billion in 1960. Increased expenditures to fight recession, the
military buildup over the Berlin crisis, and the investment credit and
depreciation reform lowered the surplus to about $6.5 billion in 1962.
Delay in tax reduction and a slowdown in expenditure increases raised
the surplus once more, reaching an $11 billion peak at the end of 1963.
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The tax cuts, and the increases in spending, caused an enormous
swing in the federal budget. By the beginning of 1967, the full employ-
ment budget showed a deficit of $12 billion—a welcome stimulus during
the slowdown; but its deepening to $15 billion by mid-1968 was a dis-
aster. Once the tax surcharge was passed and expenditure restraint became
effective, the swing in the opposite direction was equally massive. By the
second quarter of 1969 the high employment surplus approached $10
billion again. No wonder that the economy got rather out of hand, and
now faces a period of slow growth.

What judgment can be passed about discretionary policy in the light
of this record?

First, while the necessary alternative model simulations have not
been done, and so answers must remain qualitative at best, the record of
the 1960s seems to repeat the verdict of the 1950s. Discretionary policy
did harm as well as good. The policy proposed by the Committee for
Economic Development in 1947, if it had been followed, would have
done better. The CED recommended that the government maintain a
small full employment surplus in its budget, and normally eschew the
attempt to pursue a more ambitious, discretionary stabilization policy.
The CED policy would have avoided the excessive full employment sur-
pluses in the late 1950s and the early 1960s, the swings which led to the
reemergence of a very large surplus in 1963, and it would have forced
the financing of the Vietnam war by current taxes. The Great Society
programs still could have been financed out of the increase in full employ-
ment revenues during a period of rapid growth.

Second, it is evident that the major movements in the full employ-
ment surplus were not the result of deliberate stabilization policy. The
big swings were due to exogenous events: i.e., the Vietnam war and the
inability of the political process to make revenues respond to swings in
expenditures. Even if the government had abandoned discretionary policy
altogether, and sought to maintain a steady full employment balance of
small surplus, the same political difficulties would have gotten in the way.
Taxes would have had to be raised. It is likely that the political process
would have failed to execute the CED policy, just as it failed to carry
out a rational discretionary policy.

In the 1960s, expenditures by government rose at a substantially
higher rate than the gross national product. The total outlays (on national
income account) of all levels of government were 27.1 percent on the GNP
in 1960; by 1969, the figure rose to 31.4 percent. The outlays of states and
localities rose from 9.9 percent to 13.1 percent of GNP; federal outlays
rose from 18.5 to 20.5 percent.

This increase in part represents the Vietnam war, which absorbed
about 3 percent of GNP, some of it at the expense of other defense outlays.
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Most of the remainder was due to the growth of public activities in re-
sponse to a rising population and to slow productivity growth of govern-
ment service activities. But a major reason for the rise of government
spending was the Great Society programs cnacted from 1964 to 1966.

It is important to understand how this change in the public-private
mix came about. So long as the issue was posed in Galbraithian terms—
public versus private spending—the Congress did not respond. The Great
Society programs were made possible by the large spurt in the growth rate
from 1964 to 1966. Public spending came out of economic growth, not out
of private spending.

These are the summary figures: in 1964, before the Great Society
programs, the federal government collected $113 billion and spent $119
billion, producing a $6 billion deficit. By 1968, following the substantial
tax reductions, revenues were up to $154 billion, a rise of $41 billion, ex-
penditures were up to $179 billion, a rise of $60 billion. As a result, the
$6 billion budget deficit rose to $25 billion. What happened is clear
enough: military spending, mainly for Vietnam, rose by $27 billion. Spend-
ing on education at the federal level rose from $2 to $7 billion; on health,
from $2 to $10 billion; and the total of all other fields, including Social
Security, agriculture, urban affairs, and the old-line programs, went up
from $61 to $81 billion.

Thus, during the period of the Great Society legislation, there was
plenty of spending for old and new programs, civilian and military. Eco-
nomic growth produced the revenues, though in the end we did stumble
into an enormous deficit.

Because human beings are fallible and policy-makers all over Wash-
ington are subject to common tides of opinion and politics, the record of
monetary policy has similarities to fiscal policy. Until 1965, monetary
policy accommodated the gradual recovery to full employment, while
interest rates remained fairly stable. One might argue that interest rates
should have risen as the cconomy moved toward full employment, but
one should also remember that interest rates werc already high at the
beginning of the decade because of the cxcessively restrictive monctary
policies of 1959.

The monctary school of economists, led by Milton Friedman, claims
that the recovery to full employment was rcally due to a good expansion
of the money supply, perhaps prompted by the need to finance the budget
deficits. The theoretical debate about the relative importance of fiscal and
monetary policy is not likely to be settled here; but one can obscrve a
striking contrast for the period under review. The rhythm of the economy
seemed to respond to changes in fiscal policy. Unemployment staycd high
so long as the budget aimed for large high employment surpluses. It fell
after the tax cut of 1964. The increase in the broad money supply was
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fairly steady, both in the period of high level stagnation and during full
recovery. If easy money alone sufficed, full employment should have come
more quickly.!

From 1965 on, the Federal Reserve Board no longer fully accommo-
dated the economic growth, and interest rates began to rise. With the
benefit of hindsight about the war, the federal deficit, the capital goods
boom, and the inflation, it is now evident that monetary policy should
have become tougher earlier. Further monetary policy was too aggressive
during the 1967 slowdown, and if ever there was a case of overkill, the
antirecession fiscal and monetary policies of 1967 were an example. In the
summer of 1968, monetary policy eased too quickly after the passage of
the tax surcharge, and the authorities have been struggling ever since to
bring the banking system and inflation under control.

The monetary theorists sing a siren song which says that if money
supply is expanded at a constant rate, we would free ourselves of the
fallibility of human judgment about the timing of restricting or loosening
the amount of money in response to the economic cycle. There is little
doubt that we have overmanaged money, perhaps never more so than
during the extreme restraint of 1969-70. But there are hurdles on the way
to a more stable policy: if it really is the money supply that is to be regu-
lated, there had better be agreement on the figures. The record of the
money supply for the first half of 1969 has been rewritten, as it was for
several other crucial periods. Who would rest a policy on so weak a sta-
tistical reed? Further, it is difficult to define a “neutral” policy. Structural
changes in the financial system give different growth trends to the various
monetary magnitudes.

There has been little study of the quantitative relationships between
the various monetary measures, explaining the differences in the growth
of such variables as unborrowed reserves, the narrow money supply, the
broad money supply, the monetary base, total bank credit, bank loans,
total credit in the economy, etc. Until this work is done, adoption of any
rule applicable to one concept will simply convert the present disputes
into a quarrel about the selection and care of statistics.

The level of interest rates is also an indicator of monetary policy, and
to me still the most unambiguous. But it is evident from experience that a
stable interest rate is not a neutral policy. Interest rates should rise and
fall with the business cycle. Indeed, a stable interest rate policy is prob-

1For the statistically inclined reader, let me add a few regression results on this point.
For the period 1961 to 1965, correlations of quarterly data, utilizing poly-nomial
distributed lags of third degree, four quarters, constrained to zero at the remote end
show the following: the unemployment rate on the Full Employment Surplus: .82; on
the rate of increase of the money supply: .64. The results are not as clear cut for other
periods; but the first half of the 1960’s does seem to have been fiscal policy’s day.
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ably significantly destabilizing for the ecconomy. Thus, while interest move-
ments are a useful gauge, they do not provide a simple rule which policy
can follow.

By the cnd of the 1950s the need to reconcile full employment and
price stability was widely recognized. The new administration, building
on carlier Economic Reports, cstablished “Guideposts for Wage-Price Sta-
bility.” At first the guideposts only asserted some rather bland principles
about price and wage bchavior which a competitive cconomy would
achieve on its own. It reminded labor that wage increases beyond pro-
ductivity served mainly to raise prices; it reminded business that price
increases beyond trend costs raised profits only temporarily. But until
January 1966, when the guideposts were breached by the New York sub-
way settlement, the administration had pursued an active policy of seek-
ing to hold settlements close to the productivity rate.

The guidepost policies must be understood in the context of their
day. The economy was moving toward full employment; industrial operat-
ing rates were rising. Productivity was advancing rapidly and wage de-
mands were predicated on stable consumer prices. The longer the stable
costs and prices could be preserved, the closer the economy could come
to full employment without stumbling into the inflationary difficulties
which had haunted us in the mid-1950s.

In their heyday, in 1964 to 1966, the guideposts were a major element
of government policy. Government spending programs, fair labor stand-
ards proposals, minerals stockpile policy, civil servicc pay, agricultural
policy, and protective measurcs for specific industries both internal and at
the frontier, were cxamined, at the president’s direction, for their effect on
cost-price stability. This probably was the first time in history that an
administration examined its policy proposals fully from the objective of
price stability.

In addition, the guideposts partially reoriented the usual govern-
ment interventions in collective bargaining. Settlement of industrial con-
flicts was not an objective by itsclf but was coordinate with cost stability.
For somc time, at least, a Democratic government modified its traditional
role of urging management to scttle for large increases in order to restore
industrial harmony. On the price side, presidential intervention slowed
down the increases of some highly visible basic materials and a few final
products.

Did these policies have any effect? Wage equations which explain
other yecars of the postwar period fail during the guidepost years. To be
sure, other explanations have been found for the extraordinarily low
wagc increases of 1963 to 1966, but they are not totally convincing. With-
out claiming statistical proof, I would cvaluate the episode as prolonging
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the virtuous circle of high productivity growth, stable costs, and stable
price expectations by some months, and slowing the pickup of the price-
wage spiral.

The guidepost policies were politically very difficult. Every time the
president reduced a government program, intervened in a labor dispute,
rolled back a price, let goods in from abroad, or made a release from the
stockpile, he trod on sensitive toes. In due time, the affected industries
sought retribution through the political process. Only a president elected
by an enormous majority and commanding firm control over the Congress
could withstand the politicking of industries, which President Johnson did.

As the Vietnam war escalated and the president’s popularity began
to fade, the authority of the guidepost policies shrank. When the president
lost his command over the Congress in the 1966 elections, the most active
phase of guidepost policies drew to a close, though there were some suc-
cessful interventions as late as the summer of 1968.

There has been criticism of the guideposts as violating the principles
of a free market economy. These criticisms are misplaced. The markets
in our economy are relatively free compared to other economies; but
many industries benefit from government programs, from government
purchases, government-enforced production controls, import restrictions
and tariff, artificial reductions of supply through stockpile policies, and
so on. Similarly, the strength of labor unions is immensely aided not only
by the basic laws which redress the balance between employer and worker,
but also by the Davis—Bacon Act which strengthens the grip of the con-
struction unions, Walsh-Healey, and so on. We saw in the opening months
of 1969 that the government cannot shelve all its powers to influence wage
and price decisions. The absence of guidepost policies does not make
the government neutral.

The guidepost episode and the recent inflationary explosion leave
a nagging question: is the inflationary bias of the economy excessive at
a 4 percent unemployment rate, and does the rate of inflation inevitably
worsen at full employment? The United States has never had uninterrupted
prosperity before. Now that we have unlocked the secret, are we unable
to use it because we do not know how to live with full employment?

What should we have learned? What mistakes have we no right to
repeat? And where is the new ground that should be broken? A review
of the predictions made at the beginning of this decade indicates that one
cannot anticipate what will be the dominant problems. In 1960 no one
thought about the Vietnam war or appreciated that the inequality of
economic opportunity and disparities between black and white would
become the central social problem. The impact of an advancing economy
on the physical environment was not totally a surprise, but was far down
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the agenda of the decade. Even such traditional items as the deterioration
of the cities, the improvement of health and education, housing, and rural
opportunity had little specificity ten years ago. So don’t expect much help
here in pinpointing the major problems of the 1970s even within the area
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of economic performance.

Nonetheless we owe it to ourselves to attempt to distill a few points

from the review of the past period.

. The natural rate of growth of the economy for the 1970s exceeds

4 percent and we should judge economic performance accord-
ingly. The growth of the labor force accelerated in the mid-1960s
and will remain at a high rate. The advance of technology gives
every sign of remaining very rapid. The current high rate of
growth of the capital stock indicates the prospect of a natural
rate of growth at least as great as in the 1960s.

We will begin the decade with a very slow growth year. The over-
full employment of recent months will be converted into a small
gap between actual and potential output in 1970. If we focus
economic policy exclusively on fighting inflation, and if the fight
on inflation is confined to the strictly classical medicine, we con-
demn ourselves to several years of slow growth and the develop-
ment of a considerable gap between actual and potential output.

. The economy still seems unable to reconcile full employment

with price stability. The need for structural changes to improve
the competitiveness and flexibility of markets and to minimize the
harm of government protectionist policies remains as strong as
ever. Government machinery could be strengthened for these
pursuits.

. The trend cycle in the private economy will be in an upswing

phase at the beginning of the decade. While government policy
may temporarily slow the conversion of fundamental strength
into economic activity, rapid family formation with the resultant
need for housing and durables will keep the underlying tone of
the private economy strong. This is in sharp contrast to the begin-
nings of the 1960s.

Fiscal and monetary policies should avoid the extreme swings
which have characterized them in the last 20 years. Very full
employment surpluses and deficits have been mistakes without
exception. Periods of extreme advance or no advance in the
money supply have been mistakes without exception.

. The informed public finally understands the question of priorities

of resource use. The searching examination of our military budget
and the attempt to determine the economic costs of our foreign
policy commitments contain the promise of a more rational ap-
proach to resource allocation in the public sector.
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6. Economic performance is increasingly judged by its ability to
meet the social and environmental goals of the society. The 1960s
have shown that good macro-performance is a necessary but not
a sufficient condition for adequate social progress. The realization
that the resources are available may well have heightened the
impatience of the black and the young with our halting efforts.
The systematic changes in the private and public sector neces-
sary to assure adequate social progress and halt deterioration of
the environment appear to be the main challenges to economic
policy for the 1970s. But then again, the main tasks may prove
to be something else; by 1980 we will know.
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The Anatomy of Urban Crisis

WILLIAM J. BAUMOL

In this now-classic article, Professor Baumol gives an analysis of the
persistent inflation and urban decay of recent years.

There are some economic forces so powerful that they constantly
break through all barriers erected for their suppression. Such, for example,
are the forces of supply and demand which have resisted alike medieval
efforts to abolish usury and contemporary attempts to control prices. In
this paper I discuss what I believe to be another such mechanism which
has colored the past and seems likely to stamp its character on the future.
It helps us to understand the prospective roles of a wide variety of eco-
nomic services: municipal government, education, the performing arts,
restaurants, and leisure time activity. I will argue that inherent in the
technological structure of each of these activities are forces working almost
unavoidably for progressive and cumulative increases in the real costs
incurred in supplying them. As a consequence, efforts to offset these cost
increases, while they may succeed temporarily, in the long run are merely
palliatives which can have no significant effect on the underlying trends.

The justification of a macroeconomic model should reside primarily
in its ability to provide insights into the workings of observed phenomena.
Its aggregation of diverse variables usually deny it the elegance and the
rigor that are provided by microeconomic analysis at its best. Yet macro
models have succeeded in explaining the structure of practical problems
and in offering guidance for policy to a degree that has so far cluded
the more painstaking modes of economic analysis. This article hopes to
follow in the tradition—the structure of its basic model is rudimentary.

William J. Baumol, “Macroeconomics of Unbalanced Growth: The Anatomy of Urban
Crisis,” American Economic Review (June, 1967), pp. 415-26. Reprinted by permission
of the author and publisher.
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Yet it can perhaps shed some light on a variety of economic problems of
our generation.

Our model will proceed on several assumptions, only one of which
is really essential. This basic premise asserts that economic activities can,
not entirely arbitrarily, be grouped into two types: technologically pro-
gressive activities in which innovations, capital accumulation, and eco-
nomics of large scale all make for a cumulative rise in output per man-hour
and activities which, by their very nature, permit only sporadic increases
in productivity.

Of course, one would expect that productivity would not grow at
a uniform rate throughout the economy so it is hardly surprising that,
given any arbitrarily chosen dividing line, one can fit all goods and serv-
ices into one or the other of two such categories in whatever way the
dividing line is drawn. I am, however, making a much stronger assertion:
that the place of any particular activity in this classification is not pri-
marily a fortuitous matter determined by the particulars of its history,
but rather that it is a manifestation of the activity’s technological struc-
ture, which determines quite definitely whether the productivity of its
labor inputs will grow slowly or rapidly.

The basic source of differentiation resides in the role played by
labor in the activity. In some cases labor is primarily an instrument—an
incidental requisite for the attainment of the final product, while in other
fields of endeavor, for all practical purposes the labor is itself the end
product. Manufacturing encompasses the most obvious examples of the
former type of activity. When someone purchases an air conditioner he
neither knows nor cares how much labor went into it. He is not concerned
one way or the other with an innovation that reduces the manpower
requirements for the production of his purchase by 10 percent if the price
and the quality of the product are unaffected. Thus it has been possible,
as it were, behind the scenes, to effect successive and cumulative decreases
in the labor input coefficient for most manufactured goods, often along
with some degree of improvement in the quality of the product.

On the other hand there are a number of services in which the labor
is an end in itself, in which quality is judged directly in terms of amount
of labor. Teaching is a clear-cut example, where class size (number of
teaching hours expended per student) is often taken as a critical index
of quality. Here, despite the invention of teaching machines and the use
of closed circuit television and a variety of other innovations, there still
seem to be fairly firm limits to class size. We are deeply concerned when
elementary school classes grow to 50 pupils and are disquieted by the
idea of college lectures attended by 2,000 underclassmen. Without a com-
plete revolution in our approach to teaching there is no prospect that we
can ever go beyond these levels (or even up to them) with any degree of
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equanimity. An cven more extreme exampleis one I have offered in another
context: live performance. A half-hour horn quintet calls for the expendi-
ture of 2.5 man-hours in its performance, and any attempt to increase
productivity here is likely to be viewed with concern by critics and
audience alike.

The difference between the two types of activity in the flexibility
of their productivity levels should not be exaggerated. It is a matter of
degree rather than an absolute dichotomy. The jet airplane has increased
the productivity per man-hour of a faculty member who is going from
New York to California to give a lecture. Certainly the mass media have
created what may be considered a new set of products that are close
substitutes for live performance and by which productivity was increased
spectacularly. In addition, there are, as the reader will recognize, all sorts
of intermediate activities which fall between the two more extreme varie-
ties. Yet, the distinction between the relatively constant productivity indus-
tries and those in which productivity can and does rise is a very real one,
and one which, we shall see, is of considerable practical importance.

In addition to the separability of activities into our two basic cate-
gories I shall utilize three other assumptions, two of them primarily for
ease of exposition. The reader will recognize, as we proceed, that neither
is essential to the argument. The first of the incidental premises consists
simply in the assertion that all outlays other than labor costs can be ignored.
This assertion is patently unrealistic but it simplifies greatly our mathe-
matical model. A second, far more important, and more realistic assumption
is that wages in the two sectors of the economy go up and down together.
In the long run there is some degree of mobility in all labor markets and
consequently, while wages in one activity can lag behind those in another,
unless the former is in process of disappearing altogether we cannot ex-
pect the disparity to continue indefinitely. For simplicity I will in the
next section take hourly wages to be precisely the same in both sectors,
but the model is easily complicated to allow for some diversity in wage
levels and their movements.

A final inessential assumption which is, however, not altogether
unrealistic, asserts that money wages will rise as rapidly as output per
man-hour in the sector where productivity is increasing. Since organized
labor is not slow to learn of increases in its productivity it is likely to
adjust its wage demands accordingly. This assumption affects only the
magnitude of the absolute price level in our model, and does not influence
the relative costs and prices that are the critical elements in the analysis.
The entire analysis can be stated rather simply in intuitive terms. If
productivity per man-hour rises cumulatively in one sector relative to
its rate of growth clsewherc in the economy, while wages rise commensu-
rately in all areas, then relative costs in the nonprogressive sectors must
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inevitably rise, and these costs will rise cumulatively and without limit.
For while in the progressive sector productivity increases will serve as
an offset to rising wages, this offset must be smaller in the nonprogressive
sectors. For example (ignoring nonwage costs), if wages and productivity
in the progressive sector both go up 2 percent per year, costs there will
not rise at all. On the other hand, if in the nonprogressive sector produc-
tivity is constant, every rise in wages must yield a corresponding addition
to costs—a 2 percent cumulative rise in wages means that, year in year
out, costs must be 2 percent above those of the preceding year. Thus, the
very progress of the technologically progressive sectors inevitably adds
to the costs of the technologically unchanging sectors of the economy,
unless somehow the labor markets in these areas can be sealed off and
wages held absolutely constant, a most unlikely possibility.

We see then that costs in many sectors of the economy will rise
relentlessly, and will do so for reasons that are for all practical purposes
beyond the control of those involved. The consequence is that the outputs
of these sectors may in some cases tend to be driven from the market. If
their relative outputs are maintained, an ever-increasing proportion of
the labor force must be channeled into these activities and the rate of
growth of the economy must be slowed correspondingly.

These observations can be used at once to explain a number of
observed phenomena. For example, there is evidence that an ever-
increasing portion of the nation’s labor force has been going into retailing
and that a rising portion of the cost of commodities is accounted for by
outlays on marketing. Now there have been several pronounced changes
in the technology of marketing in recent decades: self-service, the super-
market, and prewrapping have all increased the productivity per man-
hour of the retailing personnel. But ultimately, the activity involved is
in the nature of a service and it does not allow for constant and cumulative
increases in productivity through capital accumulation, innovation, or
economies of large-scale operation. Hence it is neither mismanagement
nor lack of ingenuity that accounts for the relatively constant productivity
of this sector. Since some sort of marketing effort is an inescapable element
in economic activity, demand for this service is quite income elastic. Our
model tells us what to expect in this case—cuinulatively increasing costs
relative to those of other economic activities, and the absorption of an
ever-growing proportion of society’s resources by this sector—precisely
what seems to have been observed.

Higher education is another activity the demand for whose product
seems to be relatively income elastic and price inelastic. Higher tuition
charges undoubtedly impose serious hardships on lower-income students.
But, because a college degree seems increasingly to be a necessary condi-
tion for employment in a variety of attractive occupations, most families
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have apparently been prepared to pay the cver larger fees instituted in
recent years. As a result higher education has been absorbing a constantly
increasing proportion of per capita income. And the relatively constant
productivity of college teaching leads our model to predict that rising
educational costs are no temporary phcnomenon—that they are not a
resultant of wartime inflation which will vanish once faculty salaries are
restored to their prewar levels. Rather, it suggests that, as productivity in
the remainder of the economy continues to increase, costs of running the
educational organizations will mount correspondingly, so that whatever
the magnitude of the funds they need today, we can be reasonably certain
that they will require more tomorrow, and even more on the day after that.

But not all services in the relatively constant productivity sector
of the economy face inelastic demands. Many of them are more readily
dispensable than retailing and education as far as individual consumers
are concerned. As their costs increase, their utilization tends therefore to
decrease and they retreat into the category of luxury goods with very
limited markets or disappear almost completely. Fine pottery and glass-
ware produced by the careful labor of skilled craftsmen sell at astro-
nomical prices, though I am told the firms that produce them earn relatively
little profit from these product lines which they turn out primarily for
prestige and publicity, obtaining the bulk of their earnings from their
mass production activities. Fine restaurants and theaters are forced to
keep raising their prices, and at least in the case of the latter we know
that volume is dwindling while it becomes ever more difficult for suppliers
(the producers) to make ends meet.

An extreme example of an activity that has virtually disappeared is
the construction (and, indeed, the utilization) of the large and stately
houses whose operation even more than their construction allows for
little in the way of enhanced productivity, and whose rising costs of oper-
ation have apparently decreased their salability even to the wealthy.

These observations suggest something about the likely shape of our
economy in the future. Our model tells us that manufactures are likely
to continue to decline in relative cost and, unless the income elasticity
of demand for manufactured goods is very large, they may absorb an
ever smaller proportion of the labor force, which, if it transpires, may
make it more difficult for our economy to maintain its overall rate of output
growth.

The analysis also suggests that real cost in the “nonprogressive” sec-
tors of the cconomy may be expected to go on increasing. Some of the
services involved—thosc whose demands arc inclastic—may continue viable
on the free market. Some, like the thcater, may be forced to leave this
market and may have to depend on voluntary public support for their
survival. Our hospitals, our institutions of private education and a variety
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of other nonprofit organizations have already long survived on this basis,
and can continue to do so if the magnitude of contributions keeps up
with costs. Some activities will either disappear or retreat to a small scale
of operation catering primarily to a luxury trade. This fate may be in
store for restaurants offering true haute cuisine and it is already the case
for fine hand-worked furniture and for clothes made to measure. Some
activities, perhaps many of the preceding among them, will fall increas-
ingly into the hands of the amateurs who already play a considerable role
in theatrical and orchestral performances, in gastronomy, in crafts such as
woodworking and pottery. Finally, there is a considerable segment of
nonprogressive activity that is dependent on tax support. Some of the
problems that go with this position will be considered in the remainder
of this paper.

In all the observations of this section there is one implicit underlying
danger that should not escape the reader: the inherent threat to quality.
Amateur activity has its virtues, as an educational device, as a good use
for leisure time and so forth. But in a variety of fields it offers a highly
imperfect substitute for the highly polished product that can be supplied
by the professional. Unbalanced productivity growth, then, threatens to
destroy many of the activities that do so much to enrich our existence, and
to give others over into the hands of the amateurs. These are dangers which
many of us may feel should not be ignored or taken lightly.

One of the major economic problems of our times is the crisis of the
larger cities. Together with their suburban periphery the cities are attract-
ing ever greater segments of our population. Yet at least the core of the
metropolis is plagued by a variety of ills including spreading blight as entire
neighborhoods deteriorate, increasing pollution of its atmosphere, worsen-
ing traffic, critical educational problems, and, above all, mounting fiscal
pressures. The financial troubles are perhaps central to the entire issue
because without adequate funds one cannot hope to mount an effective
attack on the other difficulties. More than one reform mayor has taken
office determined to undertake a radical program to deal with the city’s
difficulties and found himself baffled and stymied by the monstrous deficit
which he discovered to be hanging over him, a deficit whose source
appeared to have no reasonable explanation. There seems in these cases
to be no way to account for the growth in the city’s financial needs—for
the fact that a municipal budget far above that which was roughly ade-
quate a decade earlier threatens to disrupt seriously the city’s most vital
services today. Where the political process is involved it is easy to blame
growing costs on inefficiency and corruption but when they take office,
reform administrations seem consistently puzzled by their inability to
wring out the funds they require through the elimination of these abuses.

A critical element in the explanation becomes clear when we recog-
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nize how large a proportion of the scrvices provided by the city are
activities falling in the relatively nonprogressive sector of the cconomy.
The bulk of our municipal expenditures is devoted to education which,
as we have already scen, offers very limited scope for cumulative increases
in productivity. The same is true of police, of hospitals, of social services,
and of a variety of inspcction services. Despite the use of the computer
in medicine and in traffic planning, despite the use of closed-circuit tele-
vision and a variety of other devices, there is no substitute for the personal
attention of a physician or the presence of a police patrol in a crime-ridden
neighborhood. The bulk of municipal scrvices is, in fact, of this general
stamp and our model tells us clearly what can be expected as a result.
Since there is no reason to anticipate a cessation of capital accumulation
or innovation in the progressive sectors of the economy, the upward trend
in the real costs of municipal services cannot be expected to halt; inexorably
and cumulatively, whether or not therce is inflation, administrative mis-
management or malfeasance, municipal budgets will almost certainly con-
tinue to mount in the future, just as they have been doing in the past.
This is a trend for which no man and no group should be blamed, for there
is nothing that can be done to stop it.

Though these may be troubles enough for the municipal administra-
tor, there arc other compelling forces that plague him simultancously.
Among them are the general class of extecrnality problems which have so
long been the welfare cconomist’s stock in trade.

Since the appearance of Marshall’s and Pigou’s basic writing in the
arca a most significant development has been the growing impact of
external costs on urban living. No longer are road crowding and smoke
nuisance only quaint cascs serving primarily as textbook illustrations.
Rather, they have become pressing issucs of public concern—matters dis-
cussed heatedly in the daily press and accorded serious attention by
practical politicians. Newspapers devote headlines to an engincer’s predic-
tion that the human race is more likely to succumb to its own pollutants
than through a nuclear holocaust, and report with glee the quip that
Los Angeles is the city in which one is wakened by the sound of birds
coughing.

Now there are undoubtedly many reasons for the explosion in external
costs but there is a pertinent observation about the relationship between
population size in a given arca and the cost of extcrnalities that seems
not to be obvious. It is easy to assume that these costs will rise roughly
in proportion with population but I shall arguc now that a much more
natural premise is that they will rise more rapidly—perhaps roughly as
the squarc of the number of inhabitants. For example, consider the amount
of dirt that falls into the house of a typical urban resident as a result of
air pollution, and supposc that this is equal to kn where n is the number
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of residents in the area. Since the number of homes in the area, an, is also
roughly proportionate to population size, total domestic soot-fall will
be equal to soot per home times number of homes = kn-an = akn?.
Similarly, if delays on a crowded road are roughly proportionate to n, the
number of vehicles traversing it, the total number of man-hours lost thereby
will increase roughly as n? since the number of passengers also grows
roughly as the number of cars. The logic of the argument is simple and
perhaps rather general: if each inhabitant in an area imposes external costs
on every other, and if the magnitude of the costs borne by each individual
is roughly proportionate to population size (density) then since these costs
are borne by each of the n persons involved, the total external costs will
vary not in proportion with n but with n?. Of course I do not maintain that
such a relationship is universal or even that it is ever satisfied more than
approximately. Rather I am suggesting that, typically, increases in popu-
lation size may plausibly be expected to produce disproportionate increases
in external costs—thus pressures on the municipality to do something about
these costs may then grow correspondingly.

Economic theory indicates yet another source of mounting urban
problems. These are the processes of cumulative urban decay which once
set in motion induce matters to go from bad to worse. Since I have dis-
cussed these elsewherc I can illustrate the central proposition rather
briefly. Public transportation is an important example. In many urban
areas with declining utilization, frequency of service has been sharply
reduced and fares have been increased. But these price rises have only
served to produce a further decline in traflic, leading in turn to yet an-
other deterioration in schedules and another fare increase and so on,
apparently ad infinitum. More important, perhaps, is the logic of the con-
tinued flight to the suburbs in which many persons who apparently would
otherwise wish to remain in the city are driven out by growing urban
deterioration—rising crime rates, a growing number of blighted neighbor-
hoods, etc. Once again, the individuals’ remedy intensifies the community’s
problems and each feeds upon the other. Those who leave the city are
usually the very persons who care and can afford to care—the ones who
maintain their houses, who do not commit crimes, and who are most
capable of providing the taxes needed to arrest the process of urban decay.
Their exodus therefore leads to further deterioration in urban conditions
and so induces yet another wave of emigration, and so on.

It is clear that these cumulative processes can greatly increase the
financial pressures besctting a municipality and can do so in a variety of
ways: they can increase directly municipal costs by adding to the real
quantities of inputs required for the upkeep of buildings, to maintain levels
of urban sanitation, to preserve the level of education attained by an
average resident, etc.; they can reduce the tax base—the exodus of more
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affluent urban inhabitants cause a decline in the financial resources avail-
able to the city; and with the passage of time the magnitude of the re-
sources necessary to arrest and reverse the cumulative processes itself
is likely to grow so that the city may find it increasingly difficult to go
beyond programs that slow the processes slightly.

The story is perhaps completed if we add to the preceding observa-
tions the fact that each city is in competition with others and with its own
surrounding areas for industry and for people with the wherewithal to
pay taxes. No city government acting alone can afford to raise its tax rates
indefinitely. Even if they were politically feasible, mounting tax rates must
eventually produce diminishing and perhaps even negative returns as
they depress the tax base further.

We can now quickly pull the pieces of our story together, We have
just seen that our municipalities are perhaps unavoidably subject to a
variety of growing financial pressures: the limited sources of tax funds,
the pressures imposed by several processes of cumulative decay, the costs
of externalities which seem to have a built-in tendency to rise more rapidly
than the population. These phenomena imply that the activities of the
municipality will have to be expanded if standards of city life are to be
maintained. But the funds available for the purpose are extremely limited.
And over all this hangs the shadow cast by our model of unbalanced growth
which has shown that the costs of even a constant level of activity on the
part of a municipal government can be expected to grow constantly higher.

The picture that has been painted is bleak. It suggests strongly that
self-help offers no way out for our cities. All of this would then appear to
offer stronger theoretical support for the Heller-Pechman proposal that
the federal government can provide the resources necessary to prevent
the serious crisis that threatens our larger urban communities and whose
effects on the quality of life in our society may become one of the nation’s
most serious economic problems.



Should the Government
Share Its Tax Take?

WALTER W. HELLER

The problem of state and local finance has long been a serious cause
of social disrepair. Walter Heller, chairman of the Council of Economic
Advisors under President Kennedy, proposes a solution.

Washington must find a way to put a generous share of the huge
federal fiscal dividend (the automatic increase in tax revenue associated
with income growth) at the disposal of the states and cities. If it fails to
do so, federalism will suffer, services will suffer, and the state-local tax-
payer will suffer.

Economic growth creates a glaring fiscal gap; it bestows its revenue
bounties on the federal government, whose progressive income tax is
particularly responsive to growth, and imposes the major part of its
burdens on state and local governments. Closing that gap must take priority
over any federal tax cuts other than the removal of the 10 percent sur-
charge. And even this exception may not be valid. For, as New York
Governor Nelson A. Rockefeller has proposed, the revenue generated by
the surcharge can easily be segregated from other federal revenue and
earmarked for sharing with the states. So perhaps even the taxpayer’s
“divine right” to get rid of the surcharge may have to give way to the
human rights of the poor, the ignorant, the ill, and the black.

For when the state-local taxpayer is beset with—and, indeed, rebelling
against—a rising tide of regressive and repressive property, sales, and
excise taxes, what sense would it make to weaken or dismantle the progres-
sive and growth-responsive federal income tax? Whether our concern is
for justice and efficiency in taxation, or for better balance in our fed-
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cralism or, most important, for a more rational system of financing our
aching social necds, there is no escape from the logic of putting the power
of the federal income tax at the disposal of beleaguered state and local
governments.

Calling for redress of the fiscal grievances of our federalism is, of
course, far from saying that state-local government has reached the end
of its fiscal rope. The taxpayer’s will to pay taxes may be exhausted, but
his capacity is not:

Our overall tax burden—roughly 28 percent of the GNP—falls
far short of the 35 to 40 percent levels in Germany, France, the
Netherlands, and Scandinavia. Small solace, perhaps, but a strong
suggestion that the U.S. taxpayer has not been squeezed dry.

Untapped and underutilized tax sources still abound in state
and local finance. For example, 15 states still have no income tax,
and six still have no sales tax. If all 50 states had levied income taxes
as high as those of the top ten, state income tax collections in 1966
would have been $11 billion instead of $5 billion. The same type of
computation for state and local sales taxes shows a $5-billion add-on.
As for that sick giant of our tax system the property tax, the afore-
mentioned top-ten standard adds $9.3 billion to the existing collec-
tion of $24.5 billion.

It is only fair to point out, however, that states and localities have
not been exactly reticent about tapping these revenue sources. In spite of
taxpayer resistance and the frequent political penalties that go with it,
the 50 states have been doing a land-office business in new and used
taxes. In the past ten years, the six major state taxes (sales, personal and
corporate income, gasoline, cigarette, and liquor) were the subject of
309 rate incrcases and 26 ncw adoptions. Instead of slowing down, the
pace has speeded up; in 1967 to 1968, the states raised major taxes on
80 occasions and enacted seven new levies. Meanwhile, property tax bur-
dens have risen faster than anyone thought possible ten years ago.

Yet, this cffort has all the carmarks of a losing battle. Economic
growth generates demands for new and better services while leaving a
massive problem of water, air, land, and sound pollution in its wake.
Population growth, especially the rapid rise of taxeaters relative to tax-
payers (the number of Americans in the school-age and over-65 groups
is increasing more than twice as rapidly as those in-between), is straining
state-local budgets. And inflation—which increases the prices of goods and
services bought by state-local governments about twice as fast as the
average rate of price increase in the economy—also works against state-
local budgets.
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In trying to meet these spending pressures, state and local govern-
ments are inhibited by fears of interstate competition, by limited jurisdic-
tion, by reliance on taxes that respond sluggishly to economic growth,
and by fcars of taxpayer reprisals at the polls. But it would be a mistake
to assume that the case for federal support rests wholly, or even mainly,
on these relentless fiscal pressures and handicaps. Far from being just a
fiscal problem—a question of meeting fiscal demands from a limited taxable
capacity—the issue touches on the very essence of fedcralism, both in a
political and in a socioeconomic sense.

Table 1. Federal Aid to State and Local Governments
(Selected Fiscal Years of 1949-1969)
in Millions of Dollars

1949 1959 1967 19682 19692
Agriculture 86.6 322.5 448.0 599.4 644.0
Commerce and transportation 433.6 100.6 226.3 431.7 618.6
Education 36.9 291.3 2,298.7  2,461.9  2,398.2
Health, labor, welfare 1,231.5  2,789.7 6,438.0 8,207.1 9,135.0
Housing, community
development 8.6 188.4 768.3 1,185.2 1,812.5
Highway and unemployment
trust funds 2,801.2 4,501.7 4,773.1 4,796.7
Other 5.5 319.7 1,120.2 1,239.9 1,418.0
Total 1,802.7 6,813.4 15801.2 18,898.3 20,823.0

«Data estimated
Source: Bureau of the Budget

Indeed, it is from the realm of political philosophy—the renewed
interest in making state-local government a vital, cffective, and rcasonably
equal partner in a workable federalism—that much of the impetus for
more generous levels and new forms of federal assistance has come. The
financial plight of state-local government cannot alone explain the introduc-
tion of some 100 bills in Congress for various forms of revenue sharing
or unconditional block grants since 1954, when my proposal for apportion-
ing taxes was first made public and converted into a detailed plan by the
presidential task force headed by Joseph A. Pechman.

In this conncction, I have been amused by how often the following
sentences from my New Dimensions of Political Economy, published in
1966, have been quoted, especially by surprised conservatives: “The good
life will not come, ready made, from some federal assembly line. It has
to be custom-built, engaging the effort and imagination and resourceful-
ness of the community. Whatever fiscal plan is adopted must recognize
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this need.” In expressing similar thoughts publicly for a quarter-century,
I have not been alone among liberals. Yet, the statement is now greeted
as if the power and the glory of decentralization has just been revealed to
us for the first time. May I add that when we are embraced by those “who
stand on their states’ rights so they can sit on them,” we may be forgiven
for wincing,.

Moving from the political to the economic, one finds strong additional
rationale for new and expanded federal support in the economic—or
socioeconomic—theory of public expenditures. It is in this theory that our
vast programs of federal aid to state and local governments—projected to
run at $25 billion in fiscal 1970 (triple the amount in 1960)—are firmly
anchored. All too often, they are thought of simply as a piece of political
pragmatism growing out of two central fiscal facts: that Washington col-
lects more than two-thirds of the total federal, state, and local tax take;
and that nearly two-thirds of government public services (leaving aside
defense and social security programs) are provided by state-local govern-
ment. Throw in the objective of stimulating state-local efforts through
matching provisions, and, for many people, the theory of federal grants
is complete.

In fact, it is only the beginning. Consider the compelling problems
of poverty and race and the related problems of ignorance, disease, squalor,
and hard-core unemployment. The roots of these problems are nation-
wide. And the efforts to overcome them by better education, training,
health, welfare, and housing have nationwide effects. Yet, it is precisely
these services that we entrust primarily to our circumscribed state and
local units.

Clearly, then, many of the problems that the states and localities
tackle are not of their own making. And their success or failure in coping
with such problems will have huge spillover effects far transcending state
and local lines in our mobile and interdependent society. The increasing
controversy over the alleged migration of the poor from state to state in
search of higher welfare benefits is only one aspect of this. So, quite apart
from any fiscal need to run hat in hand to the national government, states
and cities have a dignified and reasonable claim on federal funds with
which to carry out national responsibilities. Only the federal government
can represent the totality of benefits and strike an efficient balance between
benefits and costs. Therein lies the compelling economic case for the exist-
ing system of earmarked, conditional grants-in-aid. Such grants will, indeed
must, continue to be our major mechanism for transferring funds to the
states and localities.

But the interests of a healthy and balanced federalism call for sup-
port of the general state-local enterprise as well as specific services. It is
hard to argue that the benefits of sanitation, green space, recreation, police
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and fire protection, street maintenance and lighting in one community have
large spillover effects on other communities. Yet, in more or less humdrum
services such as these lies much of the difference between a decent environ-
ment and a squalid one, between the snug suburb and the grinding ghetto.

Given the limits and inhibitions of state-local taxation and the sharp
inequalities in revenue-raising capacity—compounded by the matching
requirement in most categorical grants, which pulls funds away from
nongrant activitics—too many of the states and the cities are forced to strike
their fiscal balances at levels of services well below the needs and desires
of their citizens. The absence of a system of federal transfers to serve the
broad purpose of upgrading the general level of public services, especially
in the poorer states, is a serious gap—both economic and political—in the
fiscal structure of our federalism. Tax sharing could fill it.

The core of a tax-sharing plan is the earmarking of a specified share
of the federal individual income tax take for distribution to states and
localitics, on the basis of population, with next to no strings attached. The
so-called Heller-Pechman plan has the following main elements:

The federal goveinment would regularly route into a special
trust fund 2 percent of the federal individual income tax base (the
amount reported as net taxable income by all individuals). In 1969,
for example, this would come to about $7 billion, roughly 10 percent
of federal individual income tax revenues. This amount would be
channeled to the states at fixed intervals, free from the uncertainties
of the annual federal appropriation process.

The basic distribution would be on a straight population for-
mula, so much per capita. Perhaps 10 percent of the proceeds
should be set aside each year as an equalization measure—to boost
the share of the 17 poorer states (which have 20 percent of the
nation’s population).

To insure that the fiscal claims of the localities are met, a
minimum pass-through—perhaps 50 percent—to local units would be
required. In this intrastate allocation, the financial plight of urban
areas should be given special emphasis.

The widest possible discretion should be left to the state and
local governments in the use of the funds, subject only to the
usual accounting and auditing requirements, compliance with the
Civil Rights Act, and perhaps a ban on the use of such funds for
highways (for which there already is a special federal trust fund).

How wsell does the tax-sharing plan (also called revenue sharing,
unconditional grants, and general assistance grants) mcasure up to the
economic and sociopolitical criteria implicit in the foregoing discussion?
Let me rate it briefly, and sympathetically, on six counts.



Should the Government Share Its Tax Take? 123

First, it would significantly relieve the immediate pressures on state-
local treasuries and, more important, would make state-local revenues
grow more rapidly, in response to economic growth. For example, a 2-
percentage-point distribution on a straight per capita basis would provide,
in 1969, $650 million cach for California and New York, $420 million for
Pennsylvania, $375 million for Illinois, $140 million each for Mississippi
and Wisconsin, $125 million each for Louisiana and Minnesota, and about
$65 million each for Arkansas and Colorado.

The striking growth potential of this source of revenue is evident
in two facts: (1) had the plan been in effect in 1955, the distribution of
2 percent of the $125-billion income-tax base in that yecar would have
yielded a state-local tax share of about $2.5 billion; and (2) by 1972, the
base should be about $450 billion, yielding a $9-billion annual share.

Second, tax sharing would serve our federalist interest in state-local
vitality and independence by providing new financial elbow room, free of
political penalty, for creative state and local officials. Unlike the present
grants-in-aid, the tax-shared revenue would yield a dependable flow of
federal funds in a form that would enlarge, not restrict, their options.

Third, tax sharing would rcverse the present regressive trend in our
federal-state-local tax system. It seems politically realistic to assume that
the slice of federal income tax revenue put aside for the states and cities
would absorb funds otherwise destined to go mainly into federal tax cuts
and only partly into spending increases. Given the enormous pressures on
state-local budgets, on the other hand, tax shares would go primarily into
higher state-local expenditures and only in small part into a slowdown of
state-local tax increases. Thus, the combination would produce a more
progressive overall fiscal system.

Fourth, tax sharing—especially with the 10 percent equalization
feature—would enable the economically weaker states to upgrade the
scope and quality of their services without putting crushingly heavier
burdens on their citizens. Per capita sharing itself would have a consider-
able equalizing effect, distributing $35 per person to all of the states,
having drawn $47 per person from the ten richest and $24 per person from
the ten poorest states. Sctting aside an extra 10 percent for equalization
would boost the allotments of the 17 poorest states by one-third to one-half.
Thus, the national interest in reducing interstate disparities in the level of
services would be well served.

Fifth, the plan could readily incorporate a direct stimulus to state
and local tax efforts. Indced, the Douglas Commission (the National Com-
mission on Urban Problems), like many other advocates of tax-sharing
plans, would adjust the allotments to take account of relative state-local
tax efforts. In addition, they propose a bonus for heavy reliance on in-
dividual income taxation.
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A more direct stimulant to state and local efforts in the income tax
field would be to enact credits against the federal income tax for state
income taxes paid. For example, if the taxpayer could credit one-third or
two-fifths of his state and local incomc tax payments directly against his
federal tax liability (rather than just treat such taxes as a deduction from
taxable income, as at present), it would lead to a far greater use of this
fairest and most growth-oriented of all tax sources.

Ideally, income tax credits should be coupled with income tax shar-
ing and federal aid in a balanced program of federal support. But if
relentless fiscal facts require a choice, the nod must go to tax sharing
because (1) credits provide no interstate income-level equalization; (2) at
the outset, at least, much of the federal revenue loss becomes a taxpayer
gain rather than state-local gain; and (3) since one-third of the states still
lack broad-based income taxes, the credit would touch off cries of “coer-
cion.” Nevertheless, it is a splendid device that ought to have clearcut
priority over further tax cuts.

Sixth, and finally, per capita revenue sharing would miss its mark
if it did not relieve some of the intense fiscal pressures on local, and particu-
larly urban, governments. The principle is easy to state. The formula to
carry it out is more difficult to devise. But it can be done. The Douglas
Commission has already developed an attractive formula that it describes
as “deliberately ‘loaded’ to favor general purpose governments that are
sufficiently large in population to give some prospect of viability as urban
units.” I would agree with the Commission that it is important not to
let “no-strings” federal aid sustain and entrench thousands of small govern-
mental units that ought to wither away—though I still prefer to see the
tax-sharing funds routed through the 50 state capitals, rather than short-
circuiting them by direct distribution to urban units.

Supported by the foregoing logic, cspoused by both Democratic and
Republican platforms and candidates in 1968, and incorporated into bills
by dozens of prestigious Senators and Congressmen, one would think that
tax sharing will have clear sailing as soon as our fiscal dividends permit.
Not so. The way is strewn with obstacles and objections.

For example, tax sharing poses threats, or seeming threats, to special
interest groups including all the way from top federal bureaucrats who
see tax sharing’s gain as their agencies” and programs’ loss; through the
powerful lobbyists for special programs such as housing, medical care,
and pollution control programs, who recoil from the prospect of going
back from the federal gusher to 50 state spigots; to the Senators and Con-
gressmen who see more political mileage in tax cuts or program boosts
than in getting governors and mayors out of their fiscal jam.

But, of course, opposition gocs far beyond crass self-interest. It also
grows out of philosophic differences and concern over the alleged short-
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comings of tax sharing. There is the obvious issue of federalism versus
centralism. A strong contingent in this country feels that the federal govern-
ment knows best, and that state and local governments cannot be trusted.
Others fear that revenue sharing or unrestricted grants will make state-
local government more dependent on the federal government—a fear for
which I see little or no justification.

On the issues, some would argue that it is better to relieve state-local
budgets by taking over certain burdens through income-maintenance pro-
grams like the negative income tax; while others feel that too much of the
revenue-sharing proceeds would go down the drain in waste and corrup-
tion. Here, one must answer in terms of a willingness to take the risks
that go with an investment in the renaissance of the states and the cities.
Some costs in wasted and diverted funds will undoubtedly be incurred.
My assumption is that these costs will be far outweighed by the benefits of
greater social stability and a more viable federalism that will flow from
the higher and better levels of government services and the stimulus to
state-local initiative and responsibility.

In sum, I view tax sharing as an instrument that (1) will fill a major
gap in our fiscal federalism; (2) will strengthen the fabric of federalism
by infusing funds and strength into the state-local enterprise; and (3) will
increase our total governmental capacity to cope with the social crisis that
confronts us. The sooner Congress gets on with the job of enacting a
system of tax sharing, even if it means postponing the end of the 10 per-
cent surcharge, the better off we shall be.



The Rich, the Poor, and
the Taxes They Pay

JOSEPH PECHMAN

Redistribution of income as well as revenue is, or should be, a goal of
tax policy. Here is an analysis of the distributive impact of modern taxes.
What do you think the impact has been?

The distribution of income has always been a hotly debated subject.
Whatever has happened or is happening to the distribution of income,
some people will always assert that the rich are getting a bigger share
of the pie than is “fair,” while others will seek to show that this is not the
case. Few people, however, bother to find out the facts and fewer still
understand what they mean.

The same applics to the tax system. Everybody knows that there
are loopholes in the federal tax laws, but few realize that there are loop-
holes for persons at all income levels. Even fewer have a clear idea about
the effccts on the distribution of income of closing the more controversial
loopholes. And only the experts know the state-local tax structure is in
more urgent need of reform than the federal structure.

This article is intended to put thesc matters in perspective by
summarizing the available information. What has happened to the distri-
bution of income before taxes in recent years, and how has the tax system
modified it? What’s wrong with the national tax system? What reforms
are needed to make it a fairer system? What are the chances of getting
these reforms? And, beyond such reforms, what would be the shape of
a tax distribution that most Americans today might agree to be “fair”?

Despite the proliferation of sophisticated economic data in this
country, the United States government does not publish official estimates
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of the distribution of income. Such estimates were prepared by the Office
of Business Economics for a period of years in the 1950s and early 1960s,
but were discontinued because the sources on which they were based
were acknowledged to be inadequate. We have data from annual field
surveys of some 30,000 households conducted by the Bureau of the Census,
as well as from the annual Statistics of Income prepared by the Internal
Revenuc Service from federal individual income tax returns. But both
sources have their weaknesses: the Census Bureau surveys systematically
understate income, particularly in the top brackets; tax returns, on the
other hand, understate the share received by low income recipients who
are not required to file, Neverthelcss, if used with carc, the two sources
provide some interesting insights.

Before turning to the most recent period, it should be pointed out
that a significant change in the distribution of pre-tax income occurred
during the Great Depression and World War II. All experts who have
examined the data agrce that the distribution became more equal as a
result of (a) the tremendous reductions in business and property incomes
during the depression and (b) the narrowing of earnings differentials
between low-paid workers and higher-paid skilled workers and salaried
employees when full employment was recstablished during the war. The
most authoritative cstimates, prepared by the late Selma Goldsmith and
her associates, suggest that the share of personal income received by the
top 5 percent of the nation’s consumer units (including families and un-
related individuals) declined from 30 percent in 1929 to 26.5 percent in
1935 to 1936; the share of the top 20 percent declined from 54.4 percent
to 51.7 percent in the same period. The movement toward greater equality
appcars to have continucd during the war up to about 1944. By that ycar,
the sharc of the top 5 percent had dropped another notch to 20.7 percent,
and of the top 20 percent to 45.8 percent.

The income concept used by these researchers did not include
undistributed corporate profits, which are a source of future dividends or
of capital gains for shareholders; if they had been included, the movement
of the income distribution toward equality from 1929 to 1944 would have
been substantially moderated, but by no means eliminated.

The movement toward equality seems to have ended during World
War 11, at least on the basis of the available statistics. In 1952, for example,
the share of the top 5 percent was 20.5 percent and of the top 20 percent,
44.7 percent. (The differences from the 1944 figures are well within the
margin of error of these data, and can hardly be called significant.)

To trace what happened since 1952, we shift to the census data that
provide the longest continuous and comparable income distribution series
available to us. The best way to appreciate the trend is to look at the
figures for income shares at five-year intervals:
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Table 1. Before-Tax Income Shares, Census Data

(Percentage)
Top 5 Percent Top 20 Percent
Year of Families of Families
1952 18 42
1957 16 40
1962 16 42
1967 15 41

Source: Bureau of the Census. Income includes transfer payments (e.g., social
security benefits, unemployment compensation, welfare payments, etc.), but excludes
capital gains.

The figures indicate that the share of the top 5 percent declined
slightly between 1952 and 1957, and has remained virtually unchanged
since 1957; the share of the top 20 percent changed very little. Correspond-
ingly, the shares of the groups at the bottom of the income scale (not
shown in the table) also changed very little throughout the period.

Tax data are needed to push the analysis further. These data are
better than the census data for our purposes, because they show the
amount realized capital gains and also permit us to calculate income shares
after the federal income tax. But the great disadvantage of the tax data
is that the bottom part of the income distribution is underrepresented
because of an unknown number of nonfilers. Furthermore, the taxpayer
unit is not exactly a family unit, because children and other members of
the family file their own income tax returns if they have income, and a
few married couples continue to file separate returns despite the privilege
of income splitting, which removed the advantage of separatc rcturns
with rare exceptions.

There is really no way to get around these problems, but the tax data
are too interesting to be abandoned becausc of these technicalities. So,
we make an assumption that permits us to use at least the upper tail of the
income distribution. The assumption is that the top 10 or 15 percent of
the nation’s tax units are for the most part similar to the census family units
and the cases that differ represent roughly the same percentage of the
total number of units each ycar. Because we have official Department of
Commerce estimates of income (as defined in the tax code) for the country
as a whole, the assumption cnables us to compute income shares before
and after tax for the top 1, 2, 5, 10, and 15 percent of units annually for
the entire postwar period.

The tax scries confirms much of what we learned from the census
series, and adds a few additional bits of information besides. Here are the
data for selected years chosen to represent the three sets of federal income
tax rates levied, beginning with the Korcan War:
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Table 2. Before-Tax Income Shares, Tax Data

(Percentage)
Top 1 Top 2 Top 5 Top 10 Top 15
Percent Percent Percent Percent Percent
of Tax of Tax of Tax of Tax of Tax
Year Units Units Units Units Units
1952 9 12 19 27 33
1963 8 12 19 28 35
1967 9 13 20 29 36

Source: Statistics of Income. Income excludes transfer payments, but includes
realized capital gains in full.

According to tax returns, the share of total income, including all
realized capital gains, going to the top 1 percent of the tax units was
about the same for the entire period from 1952 through 1967. But the
shares of the top 2, 5, 10, and 15 percent—which, of course, include the
top 1 percent—all rose somewhat. These trends differ from the census
figures which show that the entire income distribution was stable. By
contrast, the tax data show that the 14 percent of income recipients just
below the top 1 percent—this group reported incomes between $12,000
and $43,000 in 1967—increased their share of total income from 24 percent
to 27 percent.

If the figures are anywhere near being right, they suggest two sig-
nificant conclusions:

First, in recent years the very rich in our society have not enjoyed
larger increases in incomes, as defined in the tax code, than the average
income recipient. Although realized capital gains are included in our
figures, they do not include nonreported sources, such as tax-exempt in-
terest and excess depletion; correction for these omissions would probably
not alter the results very much, because the amounts involved are small
relative to the total of reported incomes. Even a correction for the un-
distributed profits of corporations wouldn’t change the result very much
because undistributed gross corporation profits have remained between
10 and 13 percent of total reported income since 1950.

Second, a change in the income distribution may have occurred in
what are sometimes called the “middle income” classes. These classes con-
sist of most of the professional people in this country (doctors, lawyers,
enginecrs, accountants, college professors, etc.) as well as the highest paid
memboers of the skilled labor force and white-collar workers. The increase
in their share of total income from 24 percent to 27 percent, if it actually
occurred, represents a not insignificant improvement in their relative
income status.

Clearly, this improvement in the income shares of the middle classes
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could come only at the expensc of the lower 85 percent of the income dis-
tribution. But this is not the whole story. These figures contain only incomes
that arc gencrated in the private economy; they do not include transfer
payments (e.g., social security benefits, unemployment compensation, wel-
fare payments, etc.) which are, of course, concentrated in the lower income
classes. Correction of the figures for transfer payments might be just
enough to offset the increased share of the middle income classes. If this
is the case, the constancy of the shares of pre-tax income shown by the
census data is fully consistent with the growth in shares of the middle
incomes shown by the tax data. And, if this is the explanation of the con-
stancy of the income sharcs in the census distribution, it means that the
lower classes have not been able to hold their own in the private economy;
large increases in government transfer payments were nceded to prevent
a gradual erosion of their income shares.

Since one of the major objectives of taxation is to moderate income
inequality, it is appropriate to ask how the tax system actually affects the
distribution of income and whether it has become more or less equaliz-
ing. We examine first the impact of the federal individual income tax,
which is the most progressive clement in the nation’s tax system and for
which data by income classes arce readily available, and then we speculate
about the effect of the other taxes in the system.

While everybody grumbles about the federal income tax, few people
realize that tax rates have been going down for about two decades. Even
with the 10 percent surtax, the rates are lower today than they were from
1951 through 1963. Briefly, the history of the tax is as follows: tax rates
rcached their peak, and exemptions their low point, during World War II.
They were reduced in 1946 and again in 1948, when income splitting and
the $600 per capita exemption were also enacted. Rates were pushed up
close to World War II levels during the Korean War, but were reduced
in 1954 and again in 1964. The surtax that became effective for individuals
on April 1, 1968 moved the rates only halfway back to the 1954-to-1963
levels.

The structurce of the tax has been remarkably stable during this
entire period, despite all the talk about closing loopholes. The preferential
rate on long-term capital gains was cnacted in 1942; income splitting be-
came effective in 1948; interest on state and local government bonds has
never been taxed by the federal government; percentage depletion dates
back to the 1920s; and the deductions allowed for interest charges, taxes,
charitable contributions, medical expenses, and casualty losses date back
to 1942 or carlier. The 1954 law introduced a 4 percent dividend credit,
but this was repealed in 1964. (As a compromise, the $50 exclusion for
dividends, which was cenacted along with the credit, was raised to $100.)
A few abuses have been eliminated from time to time, but the revenues
involved have not been significant.
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The single major victory for tax reform occurred in 1964, when the
dividend credit and the deductions for state and local taxes other than
income, sales, property, and gasoline taxes were eliminated. All told, these
revenue-raising reforms amounted to about $750 million, and they were
accompanied by revenue-losing reforms of $400 million (mainly the mini-
mum standard deduction which benefitted only those with very low
incomes).

Given this history, it follows that the effective tax rates at specific
absolute income levels have been going down since World War I1. For
example, from 1947 to 1967, the effective rate of tax paid by taxpayers with
adjusted gross income of $5,000-10,000 declined from 13.8 percent to 9.5
percent; for those in the $15,000-20,000 class, the decline was from 24.6
percent to 14.0 percent; and above $100,000, the decline was from 57.4
percent to 39.5 percent. (These figures understate actual declines because
adjusted gross income excludes half of long-term capital gains that werc
much larger relative to total income in 1967 than in 1947.)

Although such figures are of considerable interest, they are not
directly useful for an analysis of the effect of the tax on the income distri-
bution. For it must be remembered that most people moved up the income
scale almost continuously throughout this period; under a progressive tax,
they would be taxed more heavily as a result of this upward movement.
There is a case for the argument that, as incomes rise, it is only “fair” that
progressive tax rates—cstablished on the basis of an earlier income distri-
bution that was considered “fair’—ought to go down somewhat. The key
question is: how much? Specifically, has the progressive taxation of in-
creased incomes been offset by the reduction in tax rates, or has there
been a “surplus” on the side of either income or taxation?

To answer this question, the effective tax rates were computed for
the top 1, 2, 5, 10, and 15 percent of the income tax units, but in this case
the full amount of realized long-term capital gains, and also other exclu-
sions, were included to arrive at a total income concept. The data show
that, on this basis, average effective tax rates were substantially lower in

Table 3. Effective Federal Tax Rates on Total
Income (Percentage)

Top1 Next 1 Next 3 Next 5 Next 5
Percent Percent Percent Percent Percent
of Tax of Tax of Tax of Tax of Tax
Year Units Units Units Units Units
1952 33 20 16 14 12
1963 27 20 16 14 13
1967 26 18 15 13 12

Source: Statistics of Income. Total income is the sum of adjusted gross income
and excluded capital gains, dividends, and sick pay.
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1967 than in 1952 for the top 1 percent, slightly lower for the next 1 percent,
and roughly constant for the next 13 percent. Note also that the effective
rate of tax paid in 1967 by the top 1 percent, whose before-tax income was
$43,000 and over, was only 26 percent of their total reported income,
including all their realized capital gains.

It is a fairly simple matter to deduct the tax paid by cach of these
groups from their total income to obtain their disposable income. The
results modify the conclusions we drew on the basis of the before-tax in-
comes in only minor respects. The shares of disposable income of the top
1 percent remain stable, and the shares of the top 2, 5, 10, and 15 percent
go up from 1952 to 1967. Furthermore, the shares of the “middle income
classes”—the 14 percent between the top 1 and top 15 percent—rise from
23 to 27 percent on a disposable income basis, or about as much as on a
before-tax basis (see Table 4).

Table 4. Shares of Total Disposable (After-Tax)
Income (Percentage)

Top 1 Top 2 Top 5 Top 10 Top 15

Percent Percent Percent Percent Percent

of Tax of Tax of Tax of Tax of Tax
Year Units Units Units Units Units
1952 7 10 16 24 30
1963 7 10 17 26 33
1967 7 11 17 26 34

Source: Statistics of Income. Disposable income is total income less federal
income tax paid.

We may conclude that the federal individual income tax has mod-
erated the before-tax income distribution by roughly the same proportions
since 1952. Thus, while tax rates at any given absolute income level have
declined, the effect of progression has just about offset the decline, leaving
the relative tax bite about the same in the top 15 percent of the income
distribution. Furthermore, similar calculations suggest that the post-World
War II income tax is just about as equalizing as it was in 1941. The tre-
mendous movement upward in the income distribution pushed much more
taxable income into higher rate brackets, but this has been offset by the
adoption of income splitting and the increase in itemized deductions.

It should be emphasized that the foregoing data omit large chunks
of income that are received primarily by high-paid employees of large
business firms. Tax-exempt interest and percentage depletion have already
been mentioned. In addition, beginning with the imposition of the very
high individual income tax rates and the excess profits tax during World
War 1I, methods of compensation were devised to funnel income to busi-
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ness executives in nontaxable forms. The devices used are well known:
deferred compensation and pension plans, stock option arrangements, and
direct payment of personal consumption expenditures through expense
accounts. There is no question that these devices are used widely through-
out the corporate sector. But little is known about the amounts involved,
and even less is known about the impact on the distribution of income.

A recent study by Wilbur G. Lewellen for the National Bureau of
Economic Research concluded that, even after allowance is made for the
new compensation methods, the after-tax compensation (in dollars of
constant purchasing power) of top executives in industrial corporations
was no higher in the early 1960s than in 1940. The more important finding
from the income distribution standpoint is that stock options, pensions,
deferred compensation, and profit-sharing benefits rose rapidly as a per-
centage of the executives’ compensation package from 1940 to 1955, and
then stabilized. The study did not attempt to measure the value of expense
accounts, and omitted firms in industries other than manufacturing. Never-
theless, the results of the study suggest that extreme statements about
the possible effects of these devices on the distribution of income in recent
years are not warranted.

The corporation income tax was enacted four years before the indi-
vidual income tax and it has been a mainstay of the federal tax system
ever since. It produced more revenue than the individual income tax in
17 out of 28 years prior to 1941; today, it is the second largest source of
federal revenue. The general corporation tax was reduced to 38 percent
after World War II. It was raised to 52 percent during the Korean War
and remained there until 1964, when it was reduced to 48 percent.

Public finance experts have argued the merits and demerits of a
corporation tax for a long time, but the issues have not been resolved.
Its major purpose in our tax system is to safeguard the individual income
tax. If corporate incomes were not subject to tax, individuals could avoid
the individual income tax by arranging to have their income accumulate
in corporations, and later on selling their stock at the low capital gains
rate, or holding on until death at which time the capital gains pass to their
heirs completely tax-free. Short of taxing shareholders on their share of
corporation incomes (a method which is attractive to economists, but is
anathema to businessmen and most tax lawyers) and taxing capital gains
in full, the most practical way to protect the individual income tax is to
impose a separate tax on corporation incomes.

Some people have argued that a large part or all of the corporation
income tax is shifted forward to the consumer in the form of higher prices.
On this assumption, the corporation income tax is a sales tax—a very pecu-
liar one, to be sure—and is therefore regressive. But the majority view
among tax experts is that the corporation income tax comes out of cor-
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porate profits, as was intended, so that the tax is borne by sharcholders.
Despite the large post-World War II increases in the number of share-
holders, stock ownership is still concentrated in the highest income classes.
This mcans that the corporation income tax is, to some cxtent at least,
a progressive tax.

The major change in the corporation tax in the last two decades
has been the enactment of more generous depreciation deductions in 1954
and 1962 and of the investment credit in 1962, As aresult, despite relatively
constant rates, the corporation tax has declined as a ratio to gross corpo-
rate profits (i.c., profits before deduction of depreciation) from 33 percent
in 1954 to about 27 percent in 1967. It rose in 1968 to 30 percent as a
result of the imposition of the 10 percent surtax. The impending expira-
tion of the surtax and repeal of the investment tax credit will just about
offsct onc another, so that the post-surtax ratio will continue at 30 percent
until the continuously growing depreciation allowances will tilt it down-
ward once again, Thus, although the contribution of the corporation tax
to the progressivity of the national tax system has declined somewhat (for
cconomic reasons that most cconomists regard as persuasive), the con-
tribution continues to be on the progressive side.

In theory, estate and gift taxes are excellent taxes because they have
little effect on incentives to carn income and, if cffective, would reduce the
incquality of the distribution of wealth that in turn accounts for much of
the incquity in the distribution of income. In practice, the yield of these
taxes is disappointing. Tax rates arc high, but there are numerous ways to
escape them. The result is that the federal government receives little of
its revenuc from these tax sources—about 1.7 percent in the current fiscal
year. The cffective rate of estate taxes on wealth passed cach year from
one genceration to the next must be less than 10 percent; and the gift tax
is even less effective. While these taxes are progressive, they have little
cffect on the distribution of wealth.

We now turn to the features of the national tax system that, in com-
bination, more than offsct the progressivity of the federal income and
estate and gift taxes. The social security payroll tax, which is levied at a
flat ratc on carnings up to a maximum of $7,500 under present law, was
cnacted in 1935 as the basic method of financing social security on the
principle that the workers were buying their own insurance. This idea is
doubtless responsible for the widespread acceptance of social security as
a permancent government institution in this country; but the insurance
analogy is no longer applicable to the system as it has developed. Present
beneficiaries receive far larger benefits than the taxes they paid would
entitle them to—a situation that will continuc indefinitely as long as Con-
gress raiscs benefits as prices and wages continue to rise. The trust funds
have not grown significantly since the mid-1950s; the payroll taxes paid
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by the workers have not been stored up or invested, but have been paid
out currently as benefits. When benefits promised to people now working
come due, the funds for their payment will be provided out of tax revenues
as of that future date.

Nevertheless, the insurance analogy has a strong hold on the thinking
of the administrators of social security and the Congressional tax-writing
committees. Every time a benefit increase is enacted, the payroll tax rates
(or the maximum earnings subject to the tax) are raised, in order to balance
out the revenues and expenditures for the next 75 years on an actuarial
basis. In a relatively short time, the trust funds begin running large sur-
pluses, which then become the justification for another round of benefit
increases by Congress. This requires a further increase in rates for actuarial
reasons, payroll taxes are again raised, and so on.

As a result of this process, payroll taxes have been raised seven times
since the beginning of 1960. The combined employcr-employee tax was
6 percent on earnings up to $4,800 on January 1, 1960; this year the tax is
9.6 percent on earnings up to $7,800. Most economists believe that the
burden of the employer tax, as well as the employee tax, falls eventually
on the workers (either by substituting for larger wage increases or inflating
prices). Thus, the federal government has been placing more and more
weight on this regressive element of the federal system.

Although the federal tax system is progressive on balance, the state
and local tax system is highly regressive. The states rely heavily on sales
taxes, while the local governments rely on property taxes. Personal and
corporation income taxes account for only about 11 percent of state-local
revenues from their own sources. This situation is disturbing because the
state-local tax system is the growing clement of the national system.
Wherecas the federal government has been able to reduce income tax rates
several times beginning in 1954, and has eliminated virtually all of its
excisc taxes, state governments continue to enact new taxes and to raise
the rates of old taxes to keep up with their increasing and urgent revenue
nceds; meanwhile, local governments kecep raising the already excessively
burdened property tax.

Federal tax receipts have moved within the narrow range of 19 to 21
percent of the Gross National Product since 1951. By contrast, state-local
receipts rose from 7.1 percent of the GNP in 1951 to 11.9 percent in 1968.
Assuming that state-local taxes respond more or less proportionately to
the rise in the national product (a rcasonable assumption), the states and
local governments must have increased rates by 68 percent in these 17
years to push up their tax yields to current levels. The net result is, of
coursg, that a greater degree of regression is being built into the national
tax system by the states and local governments as they continue to scek
for more revenues.
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Parenthetically, it might be observed that the “tax revolt” which has
been so much in the news of late must have been a reflection of the in-
creasing burden of state and local taxes. The revolt is allegedly concen-
trated in the “middle income” classes living in the suburbs. In this, there
is a paradox: this group probably pays a smaller proportion of its income
in taxes than the poor and near poor (see below), but the taxes they have
been paying, or recently began to pay, arc highly visible. Their incomes
have risen sharply in recent years, so that their federal income taxes are
higher in dollar amounts despite the 1964 rate reduction. Six states have
enacted new income taxes in the past eight years and ten states have
enacted new sales taxes; many others have raised the rates of both taxes
substantially. Most of the new suburbanites are now paying property taxes
directly as home owners, rather than indirectly as tenants, and property
taxes have also been rising everywhere. Tax morale was, therefore, gen-
erally at a low ebb when the federal government requested more taxes to
finance a budget containing $30 billion to fight an unpopular war. Since
the request was in the form of a surcharge on those already paying taxes,
and did nothing about those who escaped, the existing inequities in the
federal income tax at last became evident to large masses of taxpayers
who have no difficulty in communicating their unhappiness to their Con-
gressmen.

It is not easy to arrive at an accurate estimate of the impact of the
whole tax system at various income levels. Taxes are reported to different
federal, state, and local government agencies. No single agency has the
responsibility to compel reporting of taxes on a meaningful and consistent
basis. A number of isolated attempts have been made by students of
public finance to piece together from the inadequate data estimates of
the distribution of all taxes by income classes. These studics were for
different years, make different assumptions for the incidence of the various
taxes, and use different statistical sources and methodologies to correct
for the inconsistencies in the data. Neverthcless, they all arrive at similar
conclusions regarding the relative tax loads at different income levels.

The most recent cstimates were prepared by the Council of Economic
Advisers for the year 1965. They show the distribution of taxes by the
income classes of families and unattached individuals, income being
defined exclusive of transfer payments. The estimates for taxes and trans-
fers scparately, and in combination, are summarized in Table 5.

The following arc the major conclusions that can be drawn from these
and previously published estimates:

1. Since at least the mid-1930s, the federal tax system has been
roughly proportional in the lower and middle income classes, and
clearly progressive for the highest classes. Federal income tax
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Table 5. Taxes and Transfers as Percentage of

Income, 1965
Taxes
State Taxes
and Transfer Less
Income Classes Federal Local Total Payments Transfers
Under $2,000 19 25 44 126 —83a
$ 2,000- 4,000 16 11 27 11 16
4,000~ 6,000 17 10 27 5 21
6,000- 8,000 17 9 26 3 23
8,000-10,000 18 9 27 2 25
10,000-15,000 19 9 27 2 25
15,000 and over 32 7 38 1 37
Total 22 9 31 14 24

2The minus sign indicates that the families and individuals in this class received
more from federal, state, and local governments than they, as a group, paid to these
governments in taxes.

Source: Economic Report of the President, 1969. Income excludes transfer pay-
ments, but includes realized capital gains in full and undistributed corporate profits.

data suggest that the preferential rate on capital gains, and the
exclusion of interest on state and local bonds and other items
from the tax base, have produced some regressivity for the very
small group at the top of the income pyramid, say, beginning
with incomes of $100,000 or more.

2. State and local taxes are regressive throughout the income scale.

3. The combined federal, state, and local tax burden is heaviest in
the very bottom and top brackets, and lowest in the middle
brackets. This statement is, of course, based on averages for
each group and there are wide variations around these averages
for specific individuals, depending on the sources of their in-
comes, the kind of property they own, and where they live.

4. The poor receive numerous transfer payments (e.g., social
security unemployment compensation, public assistance, etc.) that
are financed by this tax system. The net effect of transfers as
against taxes is distinctly progressive, because transfer payments
make up such a large proportion of total income at the bottom
of the income distribution—56 percent for those with incomes of
less than $2,000 in 1965. (To some extent, this progressively is
overstated because the transfers do not always go to the same
people who pay taxes, the best example being social security
retirement benefits that are received only by retirees—many of
whom are not poor—while $1.5 billion of the payroll tax levied to
pay for these benefits are paid by the poor.) There is no reason
in the abstract, why a nation should not levy taxes on and pay
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transfers to the same groups; but while the nation wages a war
on poverty, it is surely appropriate to consider the possibility of
providing additional financial assistance to the poor by tax recluc-
tion as well as through transfer payments.

The preceding discussion indicates that the agenda for reforming
this country’s tax system to correct its regressive features is lengthy and
complicated. It involves rcconstruction of the tax systems at all levels of
government, and the development of new forms of intergovernmental
fiscal relations. State and local governments need to rely more heavily on
income taxes, rclicve the poor of paying sales taxes, and deemphasize the
property tax. At the federal level, the most important items on the agenda
are to alleviate the payroll tax on the poor, to decliver—at last—on promises
made by both political parties to close loopholes in the income taxes, and
make the estate and gift taxes more effective.

There are no easy solutions to the state-local problems, given the
political constraints under which our federal system operates. At the state
level, the trend is for moderate income and sales taxes—34 states already
have both, and the number increases every ycar. Six states have adopted
simple per capita credits against income taxes for sales taxes paid (with
refunds for those who do not pay income taxes) to alleviate the sales tax
burden on the poor. This device eliminates the regressive feature of the
sales tax and makes it more acceptable on grounds of cquity. Progress on
the adoption of state income taxes has been slow, but there has been a
new surge of adoptions by the states in the past couple of years as gov-
ernors and legislators have realized that they cannot get along without
the growth-responsive revenues from an income tax.

The states are also beginning to take a more responsible attitude
toward their local governments, although the situation is admittedly bad
in many parts of the country. More of the states’ own revenues should be
allocated to local governments through grants-in-aid to prevent the devel-
opment of city income and sales taxes that tend to drive wealthy taxpayers
and businesses to the suburbs. An ideal arrangement, that is alrcady in
operation in Maryland for income tax purposes, would be to have state-
wide income and sales taxes along with modest “piggyback” local taxes—
all collected by the state government and subject to state control so that
individual communitics will not get too far out of line with their neighbors.
(As a long-run goal, the federal government should collect state-local, as
well as federal, income taxes on the basis of a single return.)

The local governments need to improve local property tax adminis-
tration to remove the haphazard way in which the tax applies to propertics
of equal values. The states can help by providing technical assistance and
also by forcing the communities to meet minimum standards of administra-
tion. Consideration should also be given to the development of new local
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revenue sources to take some of the pressure off the general property tax.
The best alternatives are the “piggyback” income and sales taxes already
mentioned, always with the credit or refund for sales taxes paid by the
poor.

In addition, it is time to tap the high and rising land values for some
of the urgently needed local revenues. The National Commission on Urban
Problems, which was chaired by former Scnator Paul Douglas, has esti-
mated that land values rose from $269 billion in 1956 to $523 billion in
1966, or about $25 billion a year. This tremendous increase in wealth was
not created by the landowners but by society as a whole. This is, of course,
the basis of the old “single tax” idea that was oversold by the zealots as a
complete and final solution to the nation’s tax problems, although correct
in principle. The revenue potential of special taxes on land values or on
increases in land values is modest, but the approach has merit even if it
will not solve the financial problems of our cities and suburbs by itself.
It would also discourage the hoarding of land for speculative purposes and
thereby encourage more efficient use of land in and around the nation’s
cities.

But there is no hope for the states and local governments, whatever
they do on their own initiative, unless the federal government cuts them in
on its superior tax resources. It is true that federal grants to states and
local governments have increased rapidly in recent years—from $5 billion
in fiscal year 1958 to an estimated $25 billion this year—but the need is
even greater than that. To satisfy this need, more money will have to be
allocated to the categorical grants already authorized for such programs as
education, health, welfarc, and housing. Also, a federal-state-local income
tax revenue-sharing system should be cstablished to moderate the huge
disparities in fiscal capacities of the 50 states and to give governors and
local officials unrestricted funds that can be used to help solve their own
particular problems. The Nixon administration’s proposal, based on a plan
devised by a Johnson task force, is a good—though modest—beginning,

Mayors and county managers arc suspicious of revenue sharing
because they have little faith that the states will distribute the funds fairly.
To answer this criticism, various formulas have been devised to require
the states to “pass through” at least a minimum percentage of the revenue-
sharing grants. Disagrecment over the dctails of the “pass-through” should
not be allowed to dclay the adoption of an idea that will relieve some of
the fiscal pressurc at the state and local levels and, at the same time, pro-
vide revenues from a progressive tax that otherwise would be raised mainly
on a regressive basis. Ultimately, the federal government should allocate
2 percent of the federal individual income tax base to revenue sharing,

which would amount to $8 billion at current income levels and as much
as $12 billion in 1975.
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Much has been said about the necd for removing the poor from the
income tax rolls, and Congress seems to be prepared to remedy this anach-
ronism. But the more urgent problem is to remove the much heavier
payroll tax burden of the poor. The federal income tax bill of the families
and individuals who are officially classified as poor is only $200 million a
year, as compared with the $1.5 billion they pay in payroll taxes. In addi-
tion, the regressive feature of the payroll tax at the higher income levels
should be moderated immediately and ultimately eliminated entirely.

Several different approaches might be taken to achieve these ob-
jectives.

First, part or all of the payroll tax could be converted into a withhold-
ing tax for income tax purposes. No formal change in the payroll tax need be
involved; at the end of the year, individuals would receive credit against
their income taxes (or a refund if they are not income tax payers) for the
amount of payroll taxes paid.

Second, contributions from general revenues might be made, on the
basis of a fixed formula, to the social security and other trust funds. Such
a possibility was foreseen in the earlier days of social security.

Third, the social security system might be combined with a liber-
alized and modernized public assistance system or some variant of a
negative income tax. The negative income tax payments to the aged in
such a system would be financed out of general revenues.

But whatever is ultimately done about the payroll tax as the basic
revenue source for social security financing, the poor should be relieved
of paying this tax as soon as possible. The principle of a minimum taxable
level under the income tax—soon to be raised to the poverty levels—should
be carried over into the payroll tax. The Internal Revenue Service is already
proficient at handling tens of millions of refunds per year under the income
tax; the additional payroll tax refunds would not be an excessive burden.

As this was being written, Congress was working hard to complete a
tax reform bill. The details of the final legislation are still unclear, but
it might be useful to list the most important issues that must be settled, now
or later.

1. Revision of the treatment of capital gains is the highest priority
item. Profits from sale of assets held more than six months are taxed at only
half the regular rates up to a maximum of 25 percent, but even this tax
may be avoided indefinitely if the assets are transferred from one generation
to another through bequests. In the case of gifts, capital gains are taxed
only if the assets are later sold by the recipient. As a result, billions of
dollars of capital gains are subject to low rates or are never taxed.

Capital gains receive favored treatment for two reasons: first, full
taxation in a single year of a large realized gain accumulated over many
years would be unfair, unless the impact of the graduated income tax rates
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were moderated; second, too high a rate on capital gains might “lock”
most security holders into their present portfolios. The first of these prob-
lems could be solved by averaging capital gains over the period they were
held. The “lock-in” effect would be moderated by such an averaging
provision, and also by taxing capital gains when assets are transferred,
either by gift or at death. Both changes would reduce the advantages of
holding on to assets whose values had risen.

A complete reform of the capital gains tax would raise perhaps $8
billion in additional revenues annually, mainly from the top 15 percent
of the income population. But the more likely package—including a length-
ening of the holding period from six months to a year and elimination of
the maximum 25 percent tax rate (but not the exclusion of half of long-term
capital gains)—would yield only about $700 million a year.

2. The toughest issue involves percentage depletion for oil, gas, and
other minerals industries. These allowances are similar in many respects to
ordinary depreciation. The difference is that the amounts written off as
depreciation are limited to the cost of the asset, but percentage depletion
can—and does—substantially exceed the amount invested. In addition, an
immediate write-off is permitted for certain capital costs incurred in ex-
ploration and development, thus providing a double deduction for capital
invested in these industries. Most economists who have studied the matter
have concluded that present allowances are much too generous.

If the preferential treatment for all the mincrals industries were en-
tirely eliminated, revenues would be increased by $1.6 billion a year. If the
oil depletion allowance is reduced from 27 percent to 20 percent and the
other allowances are scaled down proportionately, as seems possible at
this moment, additional revenues would amount to about $400 million
a year.

3. The tax exemption of interest on statc and local government
securities is unfair because it benefits only the wealthy. It is also ineflicient
because the wealthy benefit from the full amount of the interest differential
for the tax exemption, which is set by the market at the point where the
marginal (and lower income) investor is encouraged to buy tax-cxempts.
According to one study, the federal government loses $2 of revenue for
every $1 of interest subsidy received by the states and local governments.
If state-local bond interest were taxed, the revenue could be used directly
to help the states and local governments. The estimated revenue gain
would be small initially because any legislation that might be enacted
would apply only to future issues and a considerable part of the new
revenue would be returned to the states in the form of a “sweetener” over
and above what the present tax exemption is worth to them.

4. The most irrational and expensive provisions are the deductions
for charitable contributions, interest payments, medical expenses, state
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and local taxes, and other personal expenditures that cut out billions of
dollars from the tax base. These deductions arc designed to improve the
definition of income on which taxes are to be based; in fact, many of the
deductions are mercly subsidies for particular types of personal expendi-
tures that hardly merit government encouragement.

Deductions for statc income taxes do not protect taxpayers against
excessive rates. There is also some justification for continuing the deduc-
tion for sales and income taxes as a device to encourage further state use
of these taxes to raisc the revenues they desperately need. But the same
rationale does not apply to property taxes; and there is certainly no excuse
for deducting gasoline taxes, which are levied to pay for benefits received
by highway users. The present method of computing the deduction for
charitable contributions is also questionable. Limiting the deduction to
contributions in excess of, say, 3 percent of incomc would encourage
larger-than-average gifts to charity and save $1.5 billion of revenue each
year. In addition, Congress should repeal the unlimited charitable deduc-
tion for those whosc taxes and contributions together exceed 80 percent of
their income for eight out of ten consecutive years. This provision has
permitted many wealthy people to escape tax entircly by donating appre-
ciated assets on which capital gains tax has not been paid but which are
deductible at their full value (including the gain) against other income.

A serics of reforms along these lines might bring in revenues in the
neighborhood of $5 billion a year. But Congress will probably do very
little in this area—except perhaps to eliminate the unlimited charitable
deduction which will bring in $50 million annually and to raise the standard
deduction (which will add to the erosion of the tax basc—at a cost of $1.4
billion—and do nothing to refine the taxable income concept in a manner
that would improve interpersonal equity).

5. The federal income tax has been particularly solicitous of the
aged. Taxpayers over 65 years of age have an additional exemption of $600,
pay no tax on their social security or railroad retircment pensions, and
receive a tax credit on other retircment income if their carnings are below
$1,524. Thesc benefits arc worth morc than $3 billion a ycar. There is every
reason to help the aged through public programs, but the tax system is a
bad way to do this because it gives the largest amount of relief to those who
nced it least. It would be better to climinate these deductions and use
the revenuc to incrcasc social sccurity benefits for all aged persons. The
Kennedy and Johnson administrations recommended a more modest ap-
proach that would limit the income tax relief to low-income aged, but not
raise any additional revenue.

6. Income splitting was cnacted in 1948 to equalize the tax burdens
of married persons living in community and noncommunity property
states. (The former had already been able to split their incomes for tax
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purposes.) But the provision introduced an unfair discrimination against
single people, and reduced taxes by an estimated $10 billion a year.
There are ways to eliminate this discrimination without introducing the
old community property problems, but the large revenue loss—which goes
almost entirely to married couples with incomes above $10,000—is proba-
bly irretrievable. This year, Congress seems to be in a mood to extend half
the advantages of income splitting to single people aged 35 years or older
and this will cost $650 million a year,

7. A few years ago, the Senate refused to accept a relatively simple
House plan to withhold income tax on interest and dividends. Instead,
they required information returns by corporations and financial institu-
tions, a copy of which would go to the taxpayer. There was some improve-
ment in the reporting of interest, but not nearly enough (dividends were
underreported very much). The introduction of withholding is the only
practical method of recovering the estimated $1 billion of tax that is now
lost annually through the carelessness, inadvertence, and dishonesty of
taxpayers (mainly in the lower and middle income classes).

8. Although some income tax avoidance will be eliminated by the
new legislation, the final bill will not close all the loopholes. As a safeguard
to prevent a few wealthy people from taking advantage of the special pro-
visions that would remain, two reforms are now being seriously considered
by the Congress. The first would require the allocation of personal deduc-
tions allowed to individuals between taxable and nontaxable income
sources. Thus, if only half of a taxpayer’s income is subject to tax, he would
be entitled to only half his deductions. The second would introduce a
minimum income tax at half the ordinary rates on an individual’s total
income (including all nontaxable sources) or require an individual to pay
tax at the full rates on at least half his total income. These revisions would
add $800 million of tax revenue a year if the income definition included
all sources of income. But they are not a substitutc for comprehensive
reform, but they will be needed until all the income tax loopholes have
been plugged—and that is not likely to happen very soon.

9. The corporation income tax would not be in bad shape if the de-
pletion allowances were modified, but a few technical reforms are also
needed. Corporations should not be allowed to reduce their taxes by
splitting up into a large number of smaller corporations. (Each corporation
has a $25,000 exemption against the corporation normal tax, which is
worth $6,500 for each corporation.) Banks and other financial institutions
have overly generous allowances for additions to reserves for losses on
their loans; these should be made more realistic. Real estate operators
should not be allowed to deduct depreciation at accclerated rates and
then, when the property is sold, taxed at the capital gains rates on their
profits (which is partly the result of the excessive depreciations). These
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revisions, which are incorporated in this year’s reform bill (except that the
real estate loophole was kept open for residential construction), would add
close to $2 billion a year to the corporation income tax yield. In addition,
the $100 deduction for dividends under the individual income tax—worth
about $200 million a year in lost revenue—is silly and should be repealed.

10. Taxes on property transferred from one generation to the next
are avoided in two ways. First, wealthy people put money in trust funds
for their wives, children, and grandchildren that are taxed when they
are set up but not when the income passes between generations or when
the trusts terminate. It is possible to escape estate taxes for two or three
generations in this way. Sccond, since gift tax rates are much lower than
estate tax rates, wealthy individuals can reduce the taxes on their wealth
or eliminate them entirely by systematically distributing the assets over
a period of years through gifts.

Avoidance through gifts can be reduced by combining the estate and
gift taxes into one tax. (An integrated tax would reduce the avoidance
through gifts, but not eliminate it entirely, because an individual could
carn interest on any tax he postponed.) The trust loophole is more difficult
to close, but methods have been devised to tax trust assets once every
generation. Another improvement in the estate and gift taxes that would
lower rather than raise revenues, would be to permit husbands and wives
to transfer wealth frecly between them without tax; under present law,
half of these transfers are taxable.

The long list of necded revisions in our federal, state, and local tax
system should convince anyone that the reforms now being contemplated
will not make a significant change in the progressivity of the system.
Congress could, if it wishes, increase the yicld of the present tax system by
$25 billion a year, an amount that would be sufficient substantially to
relieve the tax burdens of the poor and low-income nonpoor and to lower
tax rates clear across the board. Instead, the revenue to be gained from
this year’s tax reform bill—a Herculean effort by past standards—may be
in the neighborhood of $3 billion a year and much of this will be used to
reduce the taxes of the “middle” income classes by what amounts to little
more than a pittance, while the poor continue to bear much heavier tax
burdens.

According to the Council of Economic Advisers, total taxes of those
with incomes below $2,000 amounted to $7.3 billion in 1965, of which $4.2
billion were statc and local taxes and $3.1 billion were federal. Those with
incomes between $2,000 and $4,000 paid another $11.5 billion consisting
of $6.8 billion federal and $4.7 billion state-local taxes. The total tax bill
of $18.8 billion of those with incomes below $4,000 suggests what re-
gressivity really means in a country collecting taxes amounting to about 31
percent of its GNP.
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The classic objection against an attack on tax regressivity has been
that there is simply not enough income in the higher classes to do the job.
Would a substantial reduction in regressivity require confiscatory rates?
To appreciate one of the significant magnitudes involved, suppose the
federal government decided to refund all general sales, payroll, and prop-
erty taxes on housing paid by those who are officially classified as poor.
(The remaining taxes are selective excise taxes levied for sumptuary pur-
poses or in lieu of user charges, which could not be refunded in any
practical way. After this year, the poor will not pay any federal income
taxes.) These refunds would amount to about $4 billion—perhaps three-
quarters of the total tax burden of the poor and one-sixth of the burden
of those with incomes below $4,000—less than what this year’s tax reform
bill may give away in higher standard deductions and rate reductions.

It might be thought that such a proposal—to lift three-quarters of the
tax burden of the poor—is too timid. Why not go further? That indeed
could be done, but only as part of a larger redistribution of the tax burden.
After all, it is both inequitable and politically impossible to create a notice-
able “tax divide” between the poor (a fluid concept, in any case) and the
rest of society. To make the tax system progressive, it would not be enough
drastically to reduce the tax burden of the poor; the burdens of the near
poor and others at the lower end of the income scale would have to be cut
simultaneously. Indeed—again on principles of equity and political feasi-
bility—the relief should be diffused upwards until it benefits, say, the lower
half of the income distribution (or, more technically, those receiving less
than the median income, which is now in excess of $9,000).

There are a number of ways of modifying the tax system to redis-
tribute the tax burden in this way. The most straightforward—and perhaps
even the most practical, given the federal system of government in this
country—would be to give taxpayers credits against the federal income tax
for a declining percentage of the major taxes they now pay to federal,
state, and local governments, except for income taxes. Suppose we make
refunds to the poor for the general sales, payroll, and property taxes they
pay and permit others to claim credits against their federal income taxes
for 75 percent of these same taxes if they are in the $2,000-4,000 class, 50
percent in the $4,000-6,000 class, and 25 percent in the $6,000-8,000 class.
(Obviously, refunds would be paid to those with credits larger than their
federal income taxcs.)

Let us further assume that the taxes paid by thosc with incomes
between $8,000 and $10,000 remain the same, and that the revenues needed
to pay for the relief below $8,000 would come from those with incomes
above $10,000 in proportion to the taxes they now pay. Again, we need
not be concerned with the details of how this can be done. It would
certainly be more equitable to close the major federal income tax loop-
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holes first and then raise whatever additional revenue is needed by an
increase in the rates above $10,000. Either way, the ratio of total taxes to
income for any specific income class could be set at the same figure, al-
though the burden within each class would be distributed much more
equitably if the loopholes were closed first.

It turns out that, in 1965, the credits (and refunds) would have re-
duced taxes for those with incomes of less than $8,000 by $19 billion, and
this would have required an increase in the taxes paid by those in the
$10,000-15,000 class from an average of 27 percent to 32 percent and by
those above $15,000 from 38 percent to 46 percent, or an average tax
increase of about a fifth. The resulting effective rates of tax in this system
compare with the rates as they were in 1965 as follows:

Table 6. Taxes as Percentage of Income, 1965

Present Alternative

Tax Tax

Income Classes System System
Under $2,000 44 13
—$ 2,000- 4,000 27 14
4,000~ 6,000 27 19
6,000- 8,000 26 23
8,000-10,000 27 27
10,000-15,000 27 32
15,000 and over 38 46
Total 31 31

Note: Income includes capital gains, but excludes transfer payments.

A glance should convince anyone that this tax system would by no
means eradicate taxes at the lower end of the income scale. Most people
would regard tax burdens of as much as 13 to 14 percent for those with
incomes below $4,000 and 23 percent for those between $6,000 and $8,000
as much too high. Yet, the idea of relieving tax burdens for the lower half
of the income distribution even in this relatively modest way is clearly
impractical; Congress would face a revolt if it tried to raise taxes on
incomes above $10,000 by an average of 20 percent.

Perhaps we exaggerate the difficulties by using 1965 figures? Incomes
have risen substantially so that there is much more income to be taxed
above $15,000. But state and local taxes have also risen and the degree of
regressivity in the tax system has been aggravated. On balance, the rise in
incomes has probably been more powerful, but not enough to alter very
much the general conclusions that we have reached from the 1965 data.

The prospects for making the tax system progressive are more dis-
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couraging when one notes the way Congress usually behaves when it
reduces taxes. On the basis of past performance, one can predict with
certainty that Congress will not limit income tax reduction to the lowest
income classes. In 1964, when federal income taxes were reduced by an
average of 20 percent, incomes above $15,000 were given a tax cut of 14
percent. This year, much more than the revenue to be gained from closing
the loopholes and repealing the investment credit may be given away in
tax rate reductions. Of course, these actions reflect the pressures on the
Congressmen. The influence of the groups arrayed against a significant
redistribution of the tax burden is enormous, and there is no effective
lobby for the poor and the near poor.

It may be that, at some distant future date, the well-to-do and the
rich will have enough income to satisfy not only their own needs, but also
to help relieve the tax burdens of those who are less fortunate. In the
meantime, the tax system will continuc to disgrace the most affluent nation
in the world.



The Case for an Income Guarantee

JAMES TOBIN

Not whether to, but how to, eliminate poverty has become a top priority
economic question. Here is the rationale of a former member of the
Council of Economic Advisers.

In the national campaign to conquer poverty there are two basic
strategies, which may be labeled concisely, if somewhat inaccurately,
“structural” and “distributive.” The structural stategy is to build up the
capacities of the poorest fifth of the population to earn decent incomes.
The distributive strategy is to assure every family a decent standard of
living regardless of its earning capacity. In my opinion both strategies
are essential; correctly designed, they are more complementary than com-
petitive. To date the main emphasis of the federal “war on poverty” has
been the structural approach. I shall argue that the war will not be won
without a new and imaginative distributive strategy as well.

General economic progress raises the earning capacities of the popu-
lations at large—even of the less educated, less skilled, less experienced,
less motivated, and less healthy. Even without federal programs (other
than overall fiscal and monetary policies to keep the labor force fully
employed and the economy growing), the incidence of poverty gradually
declines. Measuring poverty by the government’s official income standard
(83,130 a year for four-person nonfarm families, and amounts estimated
to yield comparable standards of living for households of other sizes and
circumstances), its incidence has fallen from 22 percent to 17 percent
since 1959.

From James Tobin, “The Case for an Income Guarantee,” Public Interest (Summer,
1966), pp. 31—41. Copyright 1966 National Affairs, Inc. Reprinted by permission of
the author and publisher.
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The “war on poverty” testifies that the decline has not been fast
enough for the American conscience. But accelerating it by structural
measures is bound to be a slow and expensive process. Adults must be
trained or retrained; they must acquire work experience, good work habits,
self-confidence, and motivation; they must be made medically fit for regu-
lar employment; they must be placed in jobs and often moved to new
locations. What is required is almost a case-by-case approach. Leaving
the aged aside, there are about 8 million poor households including 9.5
million persons aged 22 to 54 and 3 million aged 16 to 21. The task of
upgrading the earning capacities of the present generation of adults is
staggering, a fact which in no way diminishes the importance of the effort
or the value of each individual success.

The earning capacities of the next generation may be successfully
raised by general structural measures—radical improvements in the educa-
tion, health, and residential environment of the 14 million children of the
poor. Again, the urgent importance of these efforts is in no way dimmed
by recognizing the great difficulties they confront.

But the structural strategy will take many years, probably more than
a generation. Even then its success will be incomplete; there will remain a
hard core of families with inadequate earning capacity because of ineradi-
cable physical, psychological, or circumstantial disabilities. And in the
interim many more families, with disabilities remediable but not remedied,
will fail to earn a decent living.

A distributive strategy is necessary, too, and the sooner the better.
Families must have a minimally decent standard of living, whether or not
they now have the ability to earn it in the job market. This can be pro-
vided by public assistance, and to withhold it from poor families is neither
just (since their disabilities are, if not irremediable, the consequences of
past discriminations and deficiences in public services) nor necessary (since
the upper four-fifths of the nation can surely afford the 2 percent of Gross
National Product which would bring the lowest fifth across the poverty
line).

Sometimes income assistance is scorned as treating the symptoms
of poverty, in contrast to the structural strategy, which treats the causes.
This reproach is not justified. For one thing, there is nothing intrinsically
wrong with treating symptoms, and sometimes it is the best the doctors can
do. More seriously, the symptoms of today’s poverty may be the causes of
tomorrow’s. The conditions of life in which many children now grow up
may predestine them to low earning capacity as adults.

However, many of those who distrust the distributive strategy have
a more sophisticated point in mind. They are afraid that more generous
income assistance to the poor will actually retard improvements in their
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earning capacitics. If a decent standard of living is guaranteed, why should
anyone work to get it or to acquire the ability to cam it on his own? For
centuries this cynicism about human nature has been the excuse by which
the affluent have relieved their individual and collective consciences and
pocketbooks of the burden of their less fortunate brethren.

We cannot dismiss the question just because it has a shabby history.
“Human nature” is not a reason to withhold public subsidies from people
with low-earning capacity. But it definitely is a reason to give the sub-
sidies in a way that does not destroy but indeed reinforces the incentives
of the recipients to work and to increase the economic value of their work.
The war on poverty needs a distributive strategy, but one that is carefully
designed to support and strengthen its structural strategy.

Unfortunately our present congeries of public assistance programs—
federal, state, and local—has just the opposite effect. The incentives built
in to our present subsidy programs arc perverse. Unless public assistance
is reformed and rationalized, it will seriously handicap the structural
weapons deployed in the campaign against poverty. An improved public
assistance program will not be cheap. If it is designed to aid rather than
retard the conquest of poverty, its cost will for some years be more than
our present programs. But it offers the hope that the conditions giving rise
to the need for public subsidies will gradually be remedied.

What are the defects of public assistance today? First is its inade-
quacy. Our governments administer a bewildering variety of welfare and
social insurance programs, from Federal Old Age, Survivors, and Dis-
ability Insurance (OASDI) to township relief. Yet half of the poor benefit
from none of these; and most of the public money spent to supplement
personal incomes goes to families above the poverty line.

These facts arc shocking but not as surprising as they may at first
appear. Eligibility to benefit from most government income supplements
depends on circumstances quite remote from current economic need. For
social insurance—OASDI and unemployment compensation—eligibility and
size of benefits depend on past contributions by the individual or his em-
ployer. Many programs assist particular groups—veterans, farmers, retired
railroad workers, the blind, ctc.

Even in the main noncontributory general assistance programs, cco-
nomic need is a necessary condition for benefits but not a sufficient one.
The most important of these is Aid for Dependent Children (AFDC),
administered under federal supervision by the states and localities, and
financed almost wholly by federal funds. AFDC payments are based on
necd, but the scveral states define nced with widely varying degrees of
realism and scldom attempt to meet fully even their own calculations of
nced. A 1961 study showed that the Middle Atlantic states met all the
income requircments they estimated. The East South Central States—
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Kentucky, Tennessee, Mississippi, and Alabama—estimated need at 20 per-
cent less, met on average only 61 percent (Mississippi 38 percent) of the
need so estimated, and met full need in only 3 percent of their cases.
Federal law permits payments only to families with children, and of these
only to families without an employed male adult—where, in effect, the
father has died or deserted, or is disabled or unemployed. Most states
restrict eligibility more than the federal law requires.

There are also federally financed programs of assistance to the aged
and disabled, which fill some of the gaps Social Security still leaves both
in eligibility and in adequacy of benefits. For the indigent who qualify for
nothing else there is old-fashioned local relief, but here the applicant may
run afoul of local residence requirements and other defensive stratagems.

Second, public assistance is geared to need in a manner that provides
perverse incentives to those dependent upon it. One major destructive
incentive is the one which AFDC gives for the break-up or nonformation
of families. Too often a father can provide for his children only by leaving
both them and their mother. It is hard to imagine a social contrivance
more surely designed to perpetuatc dependence on “welfare” in one gen-
eration after the other. We know that the major problems of poor people
of all colors are related, as both cause and effect, to unstable and chaotic
family structures. We know that, for historical reasons, Negro families
tend to be matriarchal. We know the crucial importance of home environ-
ment in education, and we know the dangers of depriving boys of male
adult models. To accentuate all these difficultics by deliberate public
policy is a piece of collective insanity which it would be hard to match.

The “means test” provides other disincentives—disincentives to work,
to save, to gain skills. The “means test” seems innocent enough in appear-
ance and intent. It says that the welfare payments shall be made only if,
and only to the extent that, the family cannot meet its needs (as officially
calculated) from its own resources. Thus if, in a given locality, the effec-
tive standard of need (which may be only a fraction of an estimated mini-
mal budget) for a mother and four children is $2,500 a year, the family
will receive $2,500 from the state if its members earn nothing on their own,
$1,500 if they earn $1,000, $500 if they earn $2,000, and so on. This arrange-
ment, under which your total take-home pay is the same no matter how
much you earn, is obviously not designed to encourage work or training
for future work. One way to describe it is to say that the marginal tax rate
on earnings is (so long as earnings do not exceed $2,500 in the example)
100 percent. The accuracy of this description, so far as incentive effects are
concerned, is not impaired by the fact that the “tax” on additional earnings
is not a literal payment to the government but a reduction in the govern-
ment payment to the family.

The means test also discourages thrift. Consider two self-supporting
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families, onc of whom saves while the other incurs debts. When and if
misfortunes occur, the welfare authorities will give full help to the second
but will generally force the thrifty family to use up its savings. Similarly,
a man who has over a lifetime of work acquired his own home may be
required to surrender title to it if he can’t get by without public assistance
in his old age.

It is true that there remains the incentive to escape public assistance
entircly, and, since the welfare standard of lifc is a meager one at best,
this incentive may seem substantial. But to many welfare households,
espccially the broken homes, it is too big a jump to be a realistic aspira-
tion. Unattainable goals may be demoralizing rather than motivating.
Most welfare dependents cannot set their sights higher than part-time,
low-paid employment. Yet this may be extremely important, both to ac-
quire work experience and rudimentary skill and to build up the family’s
morale and sense of achievement. The system is rigged against it; there is
nothing in it for them.

The welfare system of the United States contains plenty of ironies.
A nation which regards the integrity of the nuclear family as the very
backbone of its social structure provides incentives for its dissolution.
A society which views high marginal income tax rates as fatal to the incen-
tives for effort and thrift essential to its cconomy imposes 100 percent rates
on a large fraction of its population. The explanation of such bizarre
behavior is probably that present welfare policies represent an uneasy
compromisc among several principles. Since the thirties our society has
acknowledged its responsibility to assure through government a minimal
standard of living for all citizens. But the corollary charge on the public
purse has been accepted grudgingly, and the fear that the “privilege” of
welfare might be abused has dominated policy.

A by-product of this dominant fear is that much of the considerable
administrative cffort in public welfare reduces to detective work, to make
sure there arc no “cheaters” on the rolls, and to close surveillance of the
clients’ sources and uses of funds, to make sure that tax money is not
wasted in riotous living. Everything confirms welfare families in the
demoralizing belicef that they cannot manage their own affairs. This ten-
dency is reenforeced by the propensity of legislators to give assistance in
kind—surplus foods, subsidized housing, medical care for the indigent or
“medically indigent.” Eligibility for these specific benefits is usually defined
by a maximum income limit, awkward to administer and perverse in incen-
tive effccts.

An alternative approach, which commands the support of many ccon-
omists of all political and idcological shades (Milton Friedman, Gold-
water’s chief economic advisor in 1964, was onc of the first to suggest it)
is a national system of income supplements graduated to income and to



The Case for an Income Guarantee 153

family size. For more fortunate citizens, personal income taxes likewise
depend on income and family size; therefore the proposed income supple-
ments can be called, not very felicitously, negative income taxes. They
may also be regarded as federally guaranteed incomes, since they involve,
among other things, federal payment of a specified amount to every family
with zero income.

Various proposals embodying one or more of these features have
been set forth; and, as with all reform causes, the proponents differ widely
in their reasons. Some—like Robert Theobald and W. H. Ferry of Robert
Maynard Hutchins” Center for the Study of Democratic Institutions—are
interested mainly in the income guarantee. They believe that automation
is rendering work for pay obsolete, and that government handouts are the
only way to give the public the means to buy the immense bounty pro-
duced by the automatons. They do not share, therefore, the concern of
economists to provide incentives for work and for building up earning
capacity. I disagree strongly with their diagnosis, but for other reasons I
also advocate what amounts to an income guarantee.

The personal income tax would become a two-way street. At present,
calculations of the tax form lead to two alternative outcomes: either the
citizen owes something or he owes nothing. Under the proposal there
would be a third possibility: the government owes him something. This
would not carry the stigma of charity or relief; it would be a right of
national citizenship symmetrical to the obligation to pay taxes. It would
be uniform across the nation. A poor family would not suffer because of
residence in a poor or unresponsive state or county, or because of migra-
tion. The government payment would not depend on the supposed causes
of need (absence or disability of the husband, etc.) but simply on the fact
of need as scaled to family income and size. Finally, the graduation of the
“negative tax” to the family’s income would, like that of the existing posi-
tive tax, give the family an incentive to earn more on its own.

For illustration, consider the following scheme: The Internal Reve-
nue Service pays the “taxpayer” $400 per member of his family if the
family has no income. This allowance is reduced by 33'% cents for every
dollar the family earns; the incentive is that the family improves its situa-
tion by two-thirds of every dollar it earns. At an income of $1,200 per
person the allowance becomes zero. Above that income, the family pays
taxes, still at the rate of one-third on cach additional dollar. At some
higher income its tax liability so computed becomes the same as it is now,
and beyond that point the present tax schedule applies.

The impact of the proposal is exemplified for a married couple with
three children in Table 1. The first two columns show how the present tax
schedule treats the family. They assume that the family qualifies only for
the standard deduction. The last two columns show how thc proposed
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Table 1. lllustration of Impact of Proposed Income Allowances: Married Couple with Three Children

Present Tax Schedule

. Present Tax Schedule with Public Assistance Proposed Schedule
Family Income
before Federal Tax Tax (—) Income Tax (—) or Income After Tax (—) or Income After
or Allowance After Tax Assistance (+) Tax or Assistance Allowance (+) Tax or Allowance
S 0 $ 0 $ 0 $+2,500 $2,500 $+2,000 $2,000
1,000 0 1,000 +1500 2,500 + 1,667 2,667
2,000 0 2,000 + 500 2,500 +1,333 3,333
2,500 0 2,500 0 2,500 +1,167 3,667
3,000 0 3,000 0 3,000 +1,000 4,000
3,700 0 3,700 0 3,700 +767 4,467
4,000 —42 3,958 —42 3,958 + 667 4,667
5,000 —185 4,815 —185 4,815 + 333 5,333
6,000 —338 3,662 —338 5,662 0 6,000
7,000 —501 6,499 —501 6,499 —333 6,667
7,963 —654 7,309 —654 7,309 —654 7,309
8,000 —658 7,342 —658 7,342 —658 7,342

“Income level at which the present and proposed methods of calculating tax coincide; above this income the present tax schedule
applies.
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integrated schedule of allowances and taxes would treat the same family.
The middle columns superimpose on the present tax law hypothetical
public assistance, designed to see that the family has $2,500 and admin-
istered by a strict means test. The proposed improvement in the incentive
to the family to earn income on its own (to move down in the table) is clear
from comparing columns 5 and 7.

Similar tables would apply to families of other sizes. It may not be
desirable, however, to apply the basic formula of $400 per capita across
the board. Instead, a financial incentive to limit family size could be built
in by diminishing and perhaps eliminating the extra amount allowed for
an additional child when the size of the family is already large. This would
make sense if, and only if, the government simultaneously were making
sure that birth control information and technique are widely disseminated.

In the design of an integrated allowance and tax schedule a com-
promise must be struck among three objectives: (1) providing a high basic
allowance for families with little or no earnings, (2) building in a strong
incentive to earn more, and (3) limiting the budgetary cost of the scheme,
and in particular minimizing the payment of benefits to those who do not
need them. For example, in Table 1 the initial allowance might be raised
to $3,000. But if the 33% percent “tax rate” were retained for incentive
reasons, all the entries in columns 6 and 7 would be increased algebraically
by $1,000 (the last one only approximately so), and the table would have
to be considerably lengthened to cover all the beneficiaries of the proposal.
Obviously the government would be paying sizable benefits to families
who do not need them. This implication of a $3,000 initial allowance could
be escaped by raising the new “tax rate” to 50 percent, the break-even
income level, at which there is no tax positive or negative, would remain
$6,000. But the right to retain half of one’s own earnings is a less powerful
incentive than retention of two-thirds.

I do not contend that the particular compromise struck in my illustra-
tive proposal is optimal. But in discussing alternatives it is essential to keep
in mind that some compromise is necessary, that there are inexorable con-
flicts among the three listed objectives.

The illustrative proposal sketched above would reduce the net take
of the federal income tax by roughly $12-15 billion a year. Against this
cost must be set the eventual savings of a large part of the $55 billion a
year now spent by federal, state, and local governments for categorical
public assistance. How would the cost be met?

From an overall cconomic point of view, there is no cost to the nation.
This is a redistribution of income and consumption, not a governmental
draft on productive resources such as is involved in building missiles or
schools. But a burden nonctheless falls on those whose taxes are higher
than they would be otherwise. It will doubtless be easier for them to
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accept the plan if the cost to them is a tax rate reduction foregone rather
than an actual boost in rates.

An income allowance plan of this design in no way conflicts with the
structural measures of the war on poverty. Indeed, people on welfare
would have more, not less, incentive to enroll in training and apprentice-
ship programs. They will keep more of what they are paid while training,
and more of what they subsequently earn. After financial detective work
is turned over to the experts of the Internal Revenue Service, social
workers can concentrate on their proper professional specialties, family
guidance and rehabilitation. The crucial substantive needs in the public
sector—for Headstart classes, community schools, clinics, hospitals, day
care centers, etc.—must be attacked by other means. But a new distribu-
tive strategy can make its beneficiaries better able and better motivated
to take advantage of improved public services.



Automation in a Market Economy

EDWARD J. NELL

Do machines displace labor? The controversy is an old, and still un-
settled one. Here is an analysis that raises some disturbing issues.

Traditionally, there have been two kinds of antitechnological think-
ing: the Neo-Luddite, which emphasizes the displacement of workers’
jobs, and the Tory Romantic, which emphasized the shattering of tradi-
tional social patterns. The latter position has recently been developed in
its extreme form by Jacques Ellul, who argues that the dominance of tech-
nique totally undermines the traditional moral concerns of Western cul-
ture. Both contain important elements of truth, but the first fails to
recognize the potential for new industries and even a whole new matrix
of social interdependence, in which nearly everyone’s living standard is
higher; the second denies the possibility of technology leading to a new
form of social structure where technique would become a means for man
to dominate his environment.

Nevertheless, to people who experience none or few of the benefits
of technological change, or experience them only by accident or fate,
technology will appear destructive, arbitrary, constraining, pervasive, and
independent of human concerns. To the dispossessed, for example, tech-
nological progress means a better equipped, more efficient, quietly in-
human police, a more elaborate bureaucracy, and a more complicated
environment. To them, and to many others, it means urban sprawl, air
pollution, smog, traffic, noise, and unpredictable changes in the job market.
Nor does technological change present this face only to the weak and
downtrodden. The employee whose job is suddenly altered or abolished

From Pamphlet No. 2. Published by Movement for a Democratic Society, the off-
campus, non-student wing of Students for a Democratic Society.
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through a decision in which he had no part, the city official whose prob-
lems appear to multiply, exponentially and autonomously, the citizen sud-
denly aware of his perilous existence in the shadow of nuclear weapons,
the housewife confronted by a bewildering array of prepackaged foods,
and everyone confronted by the mass media—all find themselves power-
less to control and unlikely to benefit from humanly created power to
shape—and destroy—our natural and social environment.

Both the distribution of the benefits of technical progress and the
disposition of the power to control it depend on the social structure; in
particular, on economic and legal or property relations. The primary bene-
fits of new technical methods go quite literally to those who profit from
their introduction; and the power to control technical progress rests largely
with those who control the large corporations capable of underwriting
research. For the most part civilian technical advances are introduced in
response to market criteria—will the improvement increase profits, will it
improve sales or secure the firm’s competitive position or improve its
public image? (This applies even to civilian government agencies which,
with some notable exceptions, are obliged to operate with “cconomic
efficiency.”) Technical advances in military and space activities certainly
involve market criteria where process efficiency is involved; but though
decisions, say, as to whether or not to produce new types of weapons will
depend, not on the market, but on military judgment, whatever that is.
The market, in turn, can be influenced through the media of communica-
tion and by the use of appropriate sales and marketing techniques, and
military judgment and Congressional appropriations can be influenced
through lobbying. This is not to suggest that a small, unified group holds
the technological destiny of America in its hands and directs it according
to its own ends. On the contrary; a small, disunited number of men in key
positions—primarily business leaders, but including political and military
decision-makers—with divergent and conflicting interests, determine the
technological future, and hence, to a considerable extent, the pace and
nature of social change, as an incidental by-product of competitive deci-
sion-making on quite different matters. Technological change, and all the
attendant social development and dislocation, emerge as unintended, often
unforeseen, consequences of competition for market shares, profit and
political influence. Technological change is determinate, but no one con-
sciously and responsibly determines it.

The importance of understanding this can hardly be overstressed
today, particularly since we may be on the verge of really major techno-
logical advances, which the market system, at least as presently consti-
tuted, may be increasingly unable to absorb. The claims of Theobald,
Seligman and others that a Technological Revolution is actually under-
way may seem exaggerated, but therc can be no doubt that qualitatively
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a different kind of technological change has appeared on the horizon. The
statistical picture is varied. The average rate of technical progress (rate
of increase in output per man-hour) from 1909 to 1947 was 2 percent;
during the years 1957 to 1963 this rose to slightly over 3 percent (3.6 per-
cent in 1964, 2.8 percent in 1965). One striking feature of the postwar
period has been the remarkable performance of agriculture. In spite of
relatively slight investment, productivity per man-hour increased an aver-
age 5.7 percent per annum from 1947 to 1963 (7.3 percent in 1965). In the
nonagricultural sector productivity has tended to rise since 1957 at an
average rate exceeding 2.5 percent, but while above the previous half-
century average, this is not above the average for the boom decade 1919 to
1929. Productivity among production workers in the manufacturing sectors
(where automation might be expected to proceed fastest) has increased
most rapidly (3.5 percent per year, on average) but apparently less rapidly
than during the period 1919 to 1929 (5.6 percent). These figures hardly
support a claim for a “revolution.” But matters are different when we look
at specific technological proposals. Major break-throughs have occurred
in metallurgy, metal processing, machine tools, warehousing, printing and
communications, transport and materials handling, design of industrial
manipulators, and, of course, agriculture. Pilot projects indicate substan-
tial and overdue progress in prefabricated construction of high-rise dwell-
ing units. These developments are significantly linked; just as, historically,
improvements in various industries all clustered around the substitution of
mechanical (steam) power for human power, and later around both the
assembly line principle and electrical light and power, so new improve-
ments in industrial technique tend to cluster around the introduction of
self-correcting automatic control systems—the principle of negative feed-
back. The substitution of mechanical for human guidance of tools in shap-
ing materials marked the transition from a craft to an industrial economy.
Mechanical control is nothing new. But automatic self-correction in such
control is. This feature becomes even more significant when combined
with the ability to calculate and solve problems, since then a flexible
sequence of complicated operations can be programmed, allowing the
computer to decide the appropriate order in which to perform them on
different occasions. In this way mechanical decision-making and mechani-
cal calculation can be substituted for human. The social implication of this
is that machines can now, for the first time, be expected to replace men in
the services sector and at lower management levels. Previously these areas
had absorbed labor displaced from manufacturing and agriculture. Now
no sector can be relied upon to absorb displaced labor.

Nor is the new automation prohibitively expensive. Leontief has esti-
mated its cost as 6 percent of total plant cost. He contends that while to
date no great change in employment has taken place, the same could have
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been said for horses in 1909. Like labor today, their working conditions
were better, pay higher and hours shorter than ever before. Projected,
the trend showed a steady rising curve of affluence, and the automobile
counted for no more than a fleck on the horizon. The analogy is disquict-
ing—the more so when we consider that almost 75 percent of current
research and development effort is channeled into war-related industries.
If this were shifted to projccts in the civilian economy we could expect an
enormous incrcase in productivity of those industries whose goods appear
on the market.

By contrast, military hardwarc is not marketed in the economist’s
sense of the term; there is no autonomous demand for it, nor can it be
“consumed” in any reasonable sense. It is paid for out of taxes and the
amount bought depends partly on military estimates of need (which are
strongly influenced by the politics of interservice rivalry) and partly on the
effectiveness of defense-industry lobbies. Technical progress in military
goods can be absorbed without displacing workers so long as Congress can
be persuaded to foot a given size of the bill. This progress simply means
more bang for a buck, and Congress scems willing to buy virtually any
amount of bang.

But in the civilian market economy pecople are not always so agree-
ably willing to spend. If technological progress speeds up, their regrettable
parsimony may lead to an impasse. With given wage contracts, technical
progress (during a ycar) shifts distributive shares in favor of profits, and,
except in times of acute labor shortage, the wage increases subsequently
granted seldom restore the original distribution. But the recipicents of
profits normally spend additional income at a lower rate than wage-earners.
Even if the additional income resulting from technical progress were
evenly divided, higher investment (in absolute terms) would be required
to absorb the higher savings resulting, but if a higher proportion of the
extra income goes to profits, a higher ratio of investment to income would
be necded to maintain full utilization of capacity. Investment, however,
will be undertaken only if there is a rcasonable prospect that the products
of new plant and equipment can be sold. If consumer demand as a fraction
of national income is falling, as extremely rapid tcechnical progress would
entail, the incentive to invest will be appreciably weakened, no matter
how high productivity has become. The result will be a lower level of
utilization of capacity, which usually means laying off workers. This, in
turn, mcans a further fall in consumption expenditure, and, at lcast in non-
union industrics, pressure on wage rates, as employers can threaten to
replace employed workers with unemployed onces at lower wages. Lower
wage ratces, if they come about, also mean a fall in consumption spending,
and a still further weakening of the incentive to invest.

In short, if a high rate of technical progress leads to a risc in profit’s
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share of national income, and if spending out of additional profit income is
less than spending out of additional wage income—both very plausible
assumptions—then rapid technical progress will tend to lead to a slump. To
avoid this, government intervention will be necessary. But there are sig-
nificant limits to what government can do in a free enterprise system in
which political activity must be financed by those who possess substantial
income-bearing property. He who pays the piper calls the tune. Govern-
ment spending will not normally be allowed to compete with private enter-
prise, either in the provision of marketable goods and services, or in the
market for scarce factors of production. One suggestion, of course, is that
the government could spend funds to eliminate poverty and improve con-
ditions in the cities.

But a successful and widespread poverty program might well put a
rather high floor under wages, particularly the wages of nonunion workers,
with adverse effects on marginal and small businesses. This suggests limit-
ing the poverty program, e.g., to training and retraining workers for areas
in which there is a demand. Perhaps more important, any poverty program
that involves organizing the poor is bound to upset the balance of political
power in the cities. A program that does not involve organizing the poor is
unlikely to have much impact. The most acceptable way for the govern-
ment to spend is to contract with private firms operating on a profit-making
basis for goods which the government in turn will consume itself, and so
will never put on the market in competition with privately produced com-
modities. The areas of government activity which most obviously meet
these conditions are military and aero-space enterprises, and these ac-
counted for nearly 70 percent of the 1966 $144 billion appropriations
budget (current military: 53.6 percent; national debt; 8.9 percent; veterans:
4.8 percent; space: 3.4 percent, to which some part of forcign relations: 2.2
percent should probably be added).

This suggests that the market system, as presently constituted, cannot
easily handle the impact of rapid technological improvement in a way
that would permit any widespread sharing of the benefits. In addition, the
market system fails in two important ways to provide adequate incentives
to introduce technical progress. First, in advanced economies many of the
most important innovations involve “public goods,” goods that must be
used or consumed collectively, and many of which must be produced by
“natural monopolies,” e.g., media of communication, systems of transpor-
tation, education, ctc. But, as our experience shows, the market system is
not well adapted to make optimal use of these; regulation and subsidies
arc required even for suboptimal operation, but such regulation is usually
easily influenced by industry’s portion of fixed costs. In the facc of a drop
in sales a fully automated firm has little “flexibility”—it cannot lay off
workers. It can shut down, but short of that it cannot easily adapt its cur-
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rent costs to its rate of sales. There may well be ways of avoiding this im-
passe (e.g., by installing a serics of small plants rather than one large one),
but to adopt them is to adapt technology to financial considerations—it is
likely to mean choosing a technologically inferior system to provide finan-
cial safety, of capitalism, but even in the absence of such ownership rights
net income—the valuc of the surplus of current output over production
and replacement necds—could be distributed through the market, e.g., by
paying cach member of the labor or supervisory force a fraction of the
surplus proportional to the market, the course of prudence, but hardly a
recommendation for the capitalist system.

Faced on the one hand with the inability of the market to respond to
rapid technological change in a way that will spread its benefits and on
the other with the market’s inability in certain spheres to provide incen-
tives to innovate, the liberal’s solution is to try to reform the market system.
Each difficulty is treated as a specific failure of the system to “work,” for
which specific remedies must be found. Liberals have had considerable
success in this and their ingenuity must not be underrated, but it is on this
issue that liberals and the New Left divide. The objection to the liberal
program is not that reform is impossible, but that it is irrelevant; it is not
merely the working of the society that is deficient, it is what it is working
at. To the New Left the organization of the social production and distribu-
tion of goods and services around the profit motive is inherently objecction-
able, and the fact that it is working badly suggests that the time is ripe to
consider an alternative mode of organization.



Production, Consumption,
and Externalities

ROBERT U. AYRES AND ALLEN V. KNEESE

Here the relationship between externalities and environmental pollution
is explored along with a proposal for coping with them.

For all that, welfare economics can no more reach conclusions appli-
cable to the real world without some knowledge of the real world
than can positive economics . . .!

Despite tremendous public and governmental concern with prob-
lems such as environmental pollution, there has been a tendency in the
economics literature to view cxternalities as exceptional cases.

We believe that at least one class of cxternalities—those associated
with the disposal of residuals resulting from the consumption and produc-
tion process—must be viewed quite differently. They are a normal, indeed,
inevitable part of these processes. Their economic significance tends to
increase as economic development proceeds, and the ability of the ambient
environment to receive and assimilate them is an important natural re-
source of increasing value. We will argue below that the common failure
to recognize these facts may result from viewing the production and con-
sumption processes in a manner that is somewhat at variance with the
fundamental law of conservation of mass.

Nature does not permit the destruction of matter except by annihila-
tion with anti-mattcr, and the means of disposal of unwanted residuals
which maximizcs the internal return of decentralized decision units is by

From Robert U. Ayres and Allen V. Kneese, “Production, Consumption, and Externali-
ties,” American Economic Review (June, 1969), pp. 282-8. Reprinted by permission
of the American Economic Association and the authors.

1E, J. Mishan, “Reflections on Recent Developments in the Concept of External Effects,”
Canadian Journal of Economic Political Science, (Feb. 1965), pp. 1-34.
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discharge to the environment, principally, watercourses and the atmos-
phere. Water and air are traditionally examples of free goods in eco-
nomics. But in reality, in developed economies they are common property
resources of great and increasing value presenting society with important
and difficult allocation problems which exchange in private markets can-
not resolve. These problems loom larger as increased population and
industrial production put more pressure on the environment’s ability to
dilute and chemically degrade waste products. Only the crudest estimates
of present external costs associated with residuals discharge exist but it
would not be surprising if these costs were in the tens of billions of dollars
annually. Moreover, as we shall emphasize again, technological means for
processing or purifying one or another type of waste discharge do not
destroy the residuals but only alter their form. Thus, given the level, pat-
terns, and technology of production and consumption, recycle of materials
into productive uses or discharge into an alternative medium are the only
general options for protecting a particular environmental medium such as
water. Residual problems must be seen in a broad regional or economy-
wide context rather than as separate and isolated problems of disposal of
gas, liquid, and solid wastes.

Frank Knight perhaps provides a key to why these elementary facts
have played so small a role in economic theorizing and empirical research.

The next heading to be mentioned ties up with the question of
dimensions from another angle, and relates to the second main error
mentioned earlier as connected with taking food and eating as the
type of economic activity. The basic economic magnitude (value or
utility) is service, not goods. It is inherently a stream or flow in
time. . ..

Almost all of standard economic theory is in reality concerned with
services. Material objects are merely the vehicles which carry some of
these services, and they are exchanged because of consumer preferences
for the services associated with their use or because they can help to add
value in the manufacturing process. Yet we persist in referring to the “final
consumption” of goods as though material objects such as fuels, materials,
and finished goods somehow disappeared into the void—a practice which
was comparatively harmless so long as air and water were almost literally
free goods. Of course, residuals from both the production and consump-
tion processes remain and they usually render disservices (like killing fish,
increasing the difficulty of water treatment, reducing public health, soiling
and deteriorating buildings, etc.) rather than services. Control efforts are
aimed at eliminating or reducing those disservices which flow to con-
sumers and producers whether they want them or not and which, except
in unusual cases, they cannot control by engaging in individual exchanges.
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To elaborate on these points, we find it useful initially to view envi-
ronmental pollution and its control as a materials balance problem for the
entire economy. The inputs to the system are fuels, foods, and raw mate-
rials which are partly converted into final goods and partly become waste
residuals. Except for increases in inventory, final goods also ultimately
enter the waste stream. Thus goods which are “consumed” really only
render certain services. Their material substance remains in existence and
must either be reused or discharged to the ambient environment.

In an economy which is closed (no imports or exports) and where
there is no net accumulation of stocks (plant, equipment, inventories, con-
sumer durables, or residential buildings), the amount of residuals inserted
into the natural environment must be approximately equal to the weight
of basic fuels, food, and raw materials entering the processing and produc-
tion system, plus oxygen taken from the atmosphere. This result, while
obvious upon reflection, leads to the, at first rather surprising, corollary
that residuals disposal involves a greater tonnage of materials than basic
materials processing, although many of the residuals, being gaseous, re-
quire no physical “handling.”

Figure 1 shows a materials flow of the type we have in mind in
greater detail and relates it to a broad classification of economic sectors
for convenience in our later discussion, and for general consistency with
the Standard Industrial Classification. In an open (regional or national)
economy, it would be necessary to add flows representing imports and
exports. In an economy undergoing stock or capital accumulation, the pro-
duction of residuals in any given year would be less by that amount than
the basic inputs. In the entire U.S. economy, accumulation accounts for
about 10 to 15 percent of basic annual inputs, mostly in the form of con-
struction materials, and there is some net importation of raw and partially
processed materials amounting to 4 or 5 percent of domestic production.
Table 1 shows estimates of the weight of raw materials produced in the
United States in several recent years, plus net imports of raw and partially
processed materials.

Of the active inputs, perhaps three-quarters of the overall weight is
eventually discharged to the atmosphere as carbon (combined with atmos-
pheric oxygen in the form of CO or CO,) and hydrogen (combined with
atmospheric oxygen as H,O) under current conditions. This results from
combustion of fossil fuels and from animal respiration. Discharge of car-
bon dioxide can be considered harmless in the short run. There are large
“sinks” (in the form of vegetation and large water bodies, mainly the
oceans) which reabsorb this gas, although there is evidence of net accu-
mulation of CO, in the atmospherc. Some experts believe that the latter is
likely to show a large relative increase, as much as 50 percent by the end
of the century, possibly giving rise to significant—and probably, on bal-
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Figure 1. Materials Flow.
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Table 1. Weight of Basic Materials Production in the
United States Plus Net Imports, 1963 (10* tons)

1963 1964 1965
Agricultural (including fishery and wildlife and
forest) products
Food 3 Crops (excluding livestock feed) 125 128 130
00 Livestock 100 103 102
Other products 5 6 6
Fishery 3 3 3
Forestry products (85 percent dry weight basis)
Sawlogs 53 55 56
Pulpwood 107 116 120
Other 41 41 42
Total 434 452 459
Mineral fuels 1,337 1,399 1,448
Other minerals
Iron ore 204 237 245
Other metal ores 161 171 191
Other nonmetals 125 133 149
Total 490 541 585
Grand total® 2,261 2,392 2,492

¢Excluding construction materials, stone, sand, gravel, and other minerals used
for structural purposes, ballast, fillers, insulation, etc. Gangue and mine tailings are
also excluded from this total. These materials account for enormous tonnages but
undergo essentially no chemical change. Hence, their use is more or less tantamount
to physically moving them from one location to another. If this were to be included,
there is no logical reason to exclude material shifted in highway cut and till operations,
harbor dredging, land-fill, plowing, and even silt moved by rivers. Since a line must
be drawn somewhere, we chose to draw it as indicated above.

Source: R. U. Ayres and A. V. Kneese, “Environmental Pollution,” in U.S. Con-
gress, Joint Economic Committee, Federal Programs for the Development of Human
Resources, Vol. 2, p. 360. Washington, 1968.

ance, adverse—weather changes. Thus, continued combustion of fossil
fuels at a high rate could produce externalities affecting the entire world.
The effects associated with most residuals will normally be more confined,
however, usually limited to regional air and water sheds.

The remaining residuals are either gases (such as carbon monoxide,
nitrogen dioxide, and sulfur dioxide—all potentially harmful even in the
short run), dry solids (such as rubbish and scrap), or wet solids (such as
garbage, sewage, and industrial wastes suspended or dissolved in water).
In a sense, the dry solids are an irreducible, limiting form of waste. By the
application of appropriate cquipment and energy, most undesirable sub-
stances can, in principle, be removed from water and air streams, but what
is left must be disposed of in solid form, transformed, or reused. Looking
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at the matter in this way clearly reveals a primary interdependence be-
tween the various waste streams which casts into doubt the traditional
classification of air, water, and land pollution as individual categorics for
purposes of planning and control policy.

Residuals do not nccessarily have to be discharged to the environ-
ment. In many instances, it is possible to recycle them back into the pro-
ductive system. The materials balance view underlines the fact that the
throughput of new matcrials nccessary to maintain a given level of pro-
duction and consumption deccreases as the technical efficiency of energy
conversion and materials utilization increases. Similarly, other things being
cqual, the longer that cars, buildings, machinery, and other durables re-
main in secrvice, the fewer new materials are required to compensate for
loss, wear, and obsolescence—although the use of old or worn machinery
(c.g., automobiles) tends to increase other residuals problems. Technically
cfficient combustion of (desulfurized) fossil fuels would leave only water,
ash, and carbon dioxide as residuals, while nuclecar energy conversion necd
leave only ncgligible quantitics of material residuals (although thermal
pollution and radiation hazards cannot be dismissed by any mcans).

Given the population, industrial production, and transport scrvice
in an economy (a regional rather than a national cconomy would normally
be the relevant unit), it is possible to visualize combinations of social
policy which could lead to quite different relative burdens placed on the
various residuals-receiving environmental media; or, given the possibilities
for recycle and less residual-gencrating production processes, the overall
burden to be placed upon the environment as a whole. To take one cx-
treme, a region which went in heavily for electric space heating and wet
scrubbing of stack gases (from stcam plants and industries), which ground
up its garbage and deliverced it to the sewers and then discharged the raw
sewage to watercourses, would protect its air resources to an exceptional
degree. But this would come at the sacrifice of placing a heavy residuals
load upon water resources. On the other hand, a region which treated
municipal and industrial wastc water strcams to a high level and relied
hcavily on the incineration of sludges and solid wastes would protect its
water and land resources at the cxpense of discharging waste residuals
predominantly to the air. Finally, a region which practiced high level re-
covery and recycle of waste materials and fostered low residual produc-
tion processes to a far-reaching extent in cach of the economic sectors
might discharge very little residual waste to any of the environmental
media.

Further complexitics arc added by the fact that sometimes it is pos-
sible to modify an environmental medium through investment in control
facilitics so as to improve its assimilative capacity. The clearest, but far
from only, example is with respect to watercourses where reservoir storage
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can be used to augment low river flows that ordinarily are associated with
critical pollution (high external cost situations). Thus internalization of
external costs associated with particular discharges, by means of taxes or
other restrictions, even if done perfectly, cannot guarantee Pareto opti-
mality. Investments involving public good aspects must enter into an
optimal solution.

To recapitulate our main points briefly: (1) Technological external
diseconomies are not freakish anomalies in the processes of production
and consumption but an inherent and normal part of them. (2) These
external diseconomies are quantitatively negligible in a low-population or
economically undeveloped setting, but they become progressively (non-
linearly) more important as the population rises and the level of output
increases (i.e., as the natural reservoirs of dilution and assimilative capacity
become exhausted). (3) They cannot be properly dealt with by considering
environmental media such as air and water in isolation. (4) Isolated and
ad hoc taxes and other restrictions are not sufficient for their optimum con-
trol, although they are essential elements in a more systematic and co-
herent program of environmental quality management. (5) Public invest-
ment programs, particularly including transportation systems, sewage dis-
posal, and river flow regulation, are intimately related to the amounts and
effects of residuals and must be planned in light of them.

It is important to develop not only improved measures of the external
costs resulting from differing concentrations and duration of residuals in
the environment but more systematic methods for forecasting emissions of
external-cost-producing residuals, technical and economic trade-offs be-
tween them, and the effects of recycle on environmental quality.



Economics, Economic Development,
and Economic Anthropology

GEORGE DALTON

An economist asks the question that is the title of this book.

Little else is requisite to carry a state to the highest degree of
opulence from the lowest barbarism, but peace, easy taxes and a
tolerable administration of justice.
Adam Smith
There is a deep-seated yearning in social science to discover one
general approach, one general law valid for all time and all climes.
But these primitive attitudes must be outgrown.
Alexander Gerschenkron

I should like to address the question, “Is cconomic thcory culture-
bound?” in two contexts: as the question relates to the cconomist’s ficld,
economic development, and as it relates to the anthropologist’s ficld, cco-
nomic anthropology.

In the last ten ycars sevcral prominent cconomists have questioned
the relevance of conventional cconomics (for example, price, aggregate in-
come, and growth theory) for dealing with the processes and problems of
economic development. This is an old themc stated in a ncw context.
Similar examples arc the German methodenstreit debate; von Mises and
von Hayck versus Taylor, Lange, and Lerner on planning without market
prices under socialism; and the marginalist controversy after World War I1.
In all of these, the same question was debated: the extent of realism, rele-
vance, and adequacy of formal cconomics in dealing with real-world
processes and problems of importance.

From Journal of Economic Issues (June, 1968), pp. 172-86. Reprinted by permission
of the publisher.
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In order to answer the question as it relates to economic develop-
ment, one must first answer two other questions: What are those special
characteristics of the structure and performance of underdeveloped coun-
tries which lead some economists to question the relevance of economics?
What are those special characteristics of conventional economics which
seem to these economists to be misleading or irrelevant in the context of
underdevclopment? We turn first to the special characteristics of under-
developed countries.

1. The basic fact of the underdeveloped world is the existence of
some one hundred underdeveloped nation-states, principally in Africa,
Asia, Latin America, and the Middle East. The economic, political, and
social diffcrences among them arc much greater than are the differences
among the few developed capitalist nations of Western Europe and North
America for which economic thcory was invented. The fact of extreme
diversity within the undcrdeveloped world—that it includes Liberia as well
as India and Mcxico—means that nothing like a single analytical model of
underdevelopment is feasible: the structures, processes, and problems are
too different.

2. Half or more of these countrics are developing their polities and
socicties as well as their cconomics. They are in the process of structural
transformation politically and culturally as well as economically and tcch-
nologically. They are combining their Industrial Revolutions with their
French Revolutions and their nation-building Mcrcantilist periods. They
arc creating nationwide political and social institutions as well as national
systems of banking, taxation, and transportation.

One reflection of this simultaneity of structural change is that all the
other social sciences now have interests in Asia, Africa, and Latin America
which are counterparts to the interests of economists. What economists
call development, political scientists call “modernization,” sociologists, “role
differentiation,” and anthropologists, “culture change.” These accompany-
ing political and social changes make economic-development processes
even more complicated. Indeed, from a Western economist’s viewpoint, a
sort of non-Euclidean universe is sometimes created: If building roads and
radio transmitters, in order to connect hitherto isolated regions in African
countries, is thought to provide valuable integrating devices for increasing
the political interaction among cthnically different citizens of what is now
one nation and for spreading the usage of English or French, then cost-
benefit analysts must gucss at the worth of these amorphous political and
linguistic benefits of roads and radios.

3. These countrics are not only underdeveloped, they are also over-
exposed. By this I mean two things: They are pursuing development delib-
erately, consciously, and quickly; and they are following policies which,
except for Japan and Soviet Russia, are outside the experience of the
already developed nations. The United States and Britain developed less
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consciously, less as a matter of deliberate national effort, less as an urgent
responsibility of governmental initiative. One consequence of current
development as an effort of conscious purpose is that the economic policy
of governments is pressing. Whatever one means by the economics of
development, it is not a field or pure theory but an applied field. Neither
Marshall nor Keynes invented economic theory with civil servants waiting
in the next room to put it into practice. A second consequence of this over-
exposure—this pressing public need to formulate development policy in
the quick pursuit of higher income—is the creation of impossible expecta-
tions and therefore inevitable disappointments. Satisfaction or disappoint-
ment with development progress is a fraction, the numerator being realized
results, the denominator, expectations. Rarely in the underdeveloped world
does the fraction approach one.

There are other reasons, moreover, for built-in disappointment with
realized results. Not only is development policy conscious, deliberate, and
pressing; too often, as Wolfgang Stolper reminds us, it is made on the basis
of fragmentary data. In primary producing countries, it should be re-
membered, economic policy is very much less autonomous than it is in
developed economies. Underdeveloped countries are dependent upon ex-
ternal prices and financial aid to an unusual extent.

4. Finally, the least-developed one-third or more of the underdevel-
oped countries have what I shall call micro-development problems of a sort
which are unfamiliar to Western economists but which in part are familiar
to Western agricultural economists and rural sociologists: problems of how
to transform subsistence agriculture and how to create more persons of
entrepreneurial initiative.

To sum up: The reality of underdevelopment—the sct of recal-world
circumstances to which economists address their theory—entails the fol-
lowing: wide diversity because of the large number of countries included;
social, cultural, political, and cconomic complexity because of the simul-
taneous changes toward modernization being experienced; and the press-
ing need to make policy decisions within constraints set by inadequate
information and exaggerated expectations.

We turn now to the second set of components which bear on our
problem, those characteristics of economics which make some economists
argue that conventional economics is irrclevant or downright misleading
for the analysis of the processes and problems of development. Here I
need only summarize what has been so clearly spelled out by Myrdal,
Scers, Hagen, and others. It is uscful, I think, to put these characteristics
of economics into three sets that are by no means mutually exclusive.

1. Many economic concepts, such as the multiplier, and much eco-
nomic analysis, such as the Keynesian theory of aggregate income deter-
mination, werce contrived in response to the special problems (for cxample,
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chronic unemployment) of already industrialized, already developed, na-
tionally integrated, large-scale market economies; underdeveloped coun-
tries have other problems for which neither the concepts nor the analysis
is relevant.

2. Many economic concepts, such as the accelerator, and much
economic analysis, such as growth theory, are interesting, useful, appli-
cable—indeed, even operational—because of the special structure of already
industrialized, already developed, nationally integrated, large-scale mar-
ket economies; underdeveloped economies have different structures, and
neither the concepts nor the analysis is relevant.

3. The leading ideas of economics, such as equilibrium analysis, and
the inherited policy preferences of economists, such as laissez faire, reflect
the special ethic of Anglo-America—a sort of Marshallian mentality—and
the special political, social, and even religious institutions and traditions
of Anglo-America. Africans, Asians, and Latin Americans have markedly
different histories, social structures, and political experiences and there-
fore find the leading ideas and policy preferences of conventional eco-
nomics uncongenial.

Among the development economists, two utterly different things are
meant by “applying economic theory.” It means a general method of
approach used to identify problems, to measure sectoral relationships,
and to put important questions to an economy. Here, the economist as
diagnostician of structure and measurer of performance is useful in all
underdeveloped countries. The second meaning is quite narrow: it is that
the micro- and macro-market processes which economists analyze in de-
veloped economies somehow have functional equivalents in underdevel-
oped economies, and so the analyses and the policy conclusions drawn
from them somehow can be directly “applied” in underdeveloped econo-
mies. This second meaning of “applying economic thecory” is the one that
rightly has been criticized.

One of the sad ironies of underdevelopment is that the less developed
economically a country is, the less able it is to apply economic analysis and
policy because of its social and political structures. Those countries need-
ing economic improvement the most are the least capable of making effec-
tive use of both economic analysis and economic aid.

The interesting question is not: “Is economics relevant or irrelevant
for underdeveloped countries?” This is not a good question because there
is so much economics and so many underdeveloped countries. A better
question is: “For which underdeveloped countries is what portion of
economics directly relevant; and how must economics, where it is not
relevant, be supplemented with socioeconomic analysis, and of what sort?”

The work of Irma Adelman and Cynthia Taft Morris serves as a
point of departure. They have shown that the large set of underdeveloped



174 Economic Reasoning at Work

countries can be divided into threce groups, low, intermediate, and high,
and that such a scparation into subsets is analytically useful because the
socioeconomic structures and the sociocconomic problems of develop-
ment for each subsct are markedly different.

At the lowest level of development are countries which are principally
but not exclusively in sub-Saharan Africa and are overwhelmingly agri-
cultural, having large subsistence sectors, a few primary commodities for
export, little social capital, and few market institutions. In cconomic
terms, these are not yet national economies, but rather congeries of
primitive and peasant villages hardly linked at all to the national society,
polity, or economy. Direct taxation and banking do not reach the bulk
of the village communities, and markets transact considerably less than
half of what is produced. There is no national integration culturally or
politically; rather, there is ethnic and linguistic diversity. (The small
West African country, Liberia, is in the middle of this lowest group. It
is a “dual” economy and an “enclave” economy. Foreign firms producing
iron ore and rubber for export account for most of the commodities pro-
duced for sale.)

To this least developed subset of countries, whose economies, polities,
and societies are least like those of developed nations, we can put the
question: “How relevant is conventional economics to analyze their proc-
esses and problems?” The answer, I think, is that economics is neces-
sary but not sufficient and that only a relatively small portion of that large
set of concepts, theories, and measurements which we call economics
is applicable.

The most directly applicable economics in such countries is statistical
measurement to establish quantitatively the nature of each one’s structure
and performance. The first job of the economist in such countries is to
create or improve national income accounts and other hard-data series—to
establish the factual base necessary to avoid costly mistakes.

The scecond job of the economist is that which former Secretary of
Defense McNamara is reputed to have accomplished so successfully in
the underdeveloped Pentagon: to establish cost-bencfit criteria for making
policy dccisions. Here the cconomist is very much at home, whether he
is at the Pentagon or in agricultural Nigeria. Economics is a gigantic
machine to compare costs with benefits.

In the subsect of least devcloped countries, there are other important
jobs of analysis for economists to do, but these jobs are socioeconomic
analyses, which require the cconomist (alone, or in collaboration with
other social scientists) to analyze and make policy within the special
institutional constraints of each country: how to transform subsistence
agriculture, how to increasc agricultural productivity, what kind of edu-
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cational system to establish and with what priority of budgetary outlay.

If someone should tell me that conventional economics was not
designed to answer such questions, I would agree; but I would also reply
that neither does conventional sociology, anthropology, political science,
or psychology answer such questions. And I would argue further that
economists—from Marx and Veblen to Lewis and Hagen—have been
notably more successful in doing socioeconomic analysis than the other
social scientists have been in crossing over into socioeconomic analysis from
their special subjects.

To sum up: For that subset of underdeveloped economies which is
least developed, only a narrow range of economics is directly applicable,
and the most formidable problems encountered are socioeconomic and
purely political and social problems entailed in creating modern nationwide
institutions.

Economic theory is culture-bound in the sense that its main lines of
analysis relate to the special structures and problems of large-scale, in-
dustrialized, developed capitalist economies. Economic development, as
done by economists, and economic anthropology, as done by anthro-
pologists, are recent fields of specialization whose subject matter is a
hundred or more national economies, on the one hand, and hundreds
(if not thousands) of small-scale village economies, on the other, in
Africa, Asia, Latin America, Oceania, and the Middle East. A large pro-
portion of both sets of economies have economic and sociopolitical struc-
tures and problems markedly different from those of the already-developed
economies. Except for the most advanced subset of the underdeveloped
national economies, institutional processes and problems of a sort un-
familiar to economic analysis arc pervasive, and they make necessary
socioeconomic analyses of a novel sort. A number of economists—Myrdal,
Lewis, Hagen, Adelman and Morris, and Polanyi—have already made
important contributions to the socioeconomic analysis of underdeveloped
national and village economies.

There is a methodological lesson to be learned from these literatures
of contention in economic development and economic anthropology. The
fact that intelligent men can disagree—and disagree rather heatedly—over
long periods of time almost certainly means there are ingrained semantic
difficulties underlying their disagreement. They are attaching different
meanings to the same words. In both disciplines, the crucial words are
“applying economic theory.” The anthropologists think they are applying
economic theory when they use the vocabulary of price theory to describe
whatever transactions they observe in primitive economies. Instead of
saying that a Trobriand Islander gives yams to his sister’s husband partly
to fulfill an obligation to his closest female relative and partly in recognition
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of her rights to land he is using, they say the Trobriander is “maximizing
prestige.” This is to use the terminology of economics as a fig-leaf to cover
their theoretical nakedness.

The development economists who are critical of conventional eco-
nomics are really saying that many underdeveloped countries have social
and political processes and problems which impede economic development
and have economic structures of a sort for which aggregative concepts
like “gross investment” are not operational. They are right. However, the
conclusion should be not to discard economics, but to learn about social
and political processes, and to disaggregate.



|s Scarcity Dead?

KENNETH E. BOULDING

In asking rhetorically if scarcity is dead, Professor Boulding finds a
renewed basis for the relevance of economic analysis.

Economics is first and foremost the science of scarcity. This is why
it is a dismal science. Its problems arise only if there is not enough to
go around. One of its greatest principles, though not necessarily the truest,
I have sometimes called the “Duchess’s Law,” enunciated by the Duchess
in Alice in Wonderland: “The more there is of yours, the less there is of
mine.” A variant is Goering’s law: “We cannot have both guns and
butter.” What he actually seems to have said, incidentally, according to
the invaluable Bartlett, is that, “Guns will make us powerful; butter will
only make us fat.”

There is a fundamental conflict which has gone on through almost
all of recorded history between the heroic and the economic, between
greatness and prudence, between extravagance and sobriety, and between
glory and common sense. Economics is the good, gray, rational science.
After the charge of the Light Brigade, economics asks the reason why.
Byronic frenzy may inspire us to say, “Let joy be unconfined”; the eco-
nomist says: “You will have to pay for this tomorrow.” Even when St.
Francis urges us to give and not to count the cost, the economist says that
somebody has to count the cost; and when somebody wants a Great Society,
the economist says: “Who is going to pay for it?” It is no wonder that the
economist is not very popular.

At this point someone is sure to come up and say, “But we have
changed all that. Science and technology have produced the age of

Chapter 9 of A Great Society? edited by Bertram M. Gross, pp. 209-26. © 1966, 1967,
1968 by Basic Books, Inc., Publishers, New York.
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affluence. Scarcity has been abolished. Let us cat, drink, and be merry;
there is plenty for all.” Among biology, automation, and systems engi-
neering, we can produce all we need with a fraction of the labor force,
and today not cven the sky is the limit. There are a good many voices today
urging that we can have both guns and butter, “more for everybody and
more for me too,” and that economics can be put in the ash can.

This view seems to me to involve delusions of grandcur and a totally
unwarranted euphoria derived from the careless and poorly sampled ob-
servation of a few special cases. It is true, of course, that the Duchess’s
Law is only a half-truth. Where there is economic development, where
the total to be distributed is increasing, then it is possible that the more
there is of yours, the more there is of mine too. We can all indulge in the
delightful positive-sum game of getting richer together. It is true also
that the process of economic development in a very real sense diminishes
scarcity, and diminishes the urgency of rational choice. This is the essential
point that Galbraith is making in The Affluent Society, and qualitatively
it is perfectly valid. One of the principal delights of being rich is that we
do not have to economize so much—that is, we do not have to devote so
much time and attention to the careful balancing of gain against loss at
the margin, and what Wordsworth decries as “the lore of nicely calculated
less or more.”

There is a familiar proposition in economics that the richer we are,
the less is the marginal utility of money, and the less significance for our
welfare is the expenditure of an extra dollar in any particular line. Using
money as a symbol of resources in general, we can expand this proposition
to say that the richer we are, the less is the marginal utility of a unit of
general resources, and the less it matters, in effect, whether we make
mistakes in allocation. For a poor man in a poor society, a mistake in
allocation may be fatal; a rich socicty can afford to be careless and extrava-
gant. Another billion dollars is only two thousandths of the GNP, so why
not spend it? Furthermore, even though unemployment is now down
below 4 percent, we should be able to get it down to 3 percent. There
is still a good deal of slack in the cconomy, and by absorbing it we could
easily raise the GNP by 5 or 10 billion and in these circumstances prac-
tically anything we want to do is virtually costless, it simply comes out
of unemployed resources. In a sense World War II was virtually costless
to the Amcrican consumer. Come on in, everybody, the water’s fine!
By this time, any economist who defends scarcity looks like a Prohibitionist
on a bathing beach. Truth, however, requires me to adopt the garment
of gloom, and to start an anti-euphoria socicty. In the face of “Scarcity
Is Dead” theology which is celebrated with such enthusiasm in certain
segments of our society, the economist nceds to bring to the attention
of the cclcbrants a few skelctons at their feast.
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In the first place, there is no evidence that we are undergoing any-
thing very unusual in the way of technological change and economic
developments. If we take, for instance, the indices of output per man-hour
calculated by the Department of Labor, we find, for example, that in the
last 18 years the average rate of increase of output per man-hour has
been 3.4 percent per annum for the total private sector, 59 percent in
agriculture, and 2.8 percent in the non-agricultural industries. The only
thing that approaches the spectacular is the remarkable increase in agri-
culture, though even this is only a speeding up of what has been going
on for more than a hundred years. In spite of automation, the rate of in-
crease in output per man-hour in nonagricultural industries is not spec-
tacular, and since agriculture is a constantly declining proportion of the
total economy, its impact on the total gets smaller all the time. It is, indeed,
one of the paradoxes of economic development that the more successful
any segment of the economy is in achieving rapid technological progress,
the more it is likely to decline as a segment of the total. Hence there is a
constant tendency for the more stagnant sectors of the economy, such
as government, education, the service trades, and so on, to increase in the
proportion which they bear to the total, and, inversely, rapid technological
change in one sector of the economy has in it, as it were, the seeds of
declining influence.

Furthermore, the American economy is by no means the most rapidly
developing in the world. It is indeed quite a long way down the list. Direct
productivity measures are not easy to come by for comparative purposes,
but in cases where the proportion of total resources employed is approxi-
mately constant, the rise in the gross national product per head is a good
first approximation measure of the rate of technical change. On this score,
the record of the United States in the last 20 years is by no means impres-
sive. In the 1950s there were 45 countries that had a higher rate of eco-
nomic development than the United States. This figure is a little unfair,
because the 1950s were to some extent a period of stagnation for the United
States and of unusually rapid development in other countries, and the
record of the 1960s will unquestionably look rather different. Nevertheless,
in the last 20 years, some countries, notably Japan, West Germany, and
some other European countries on both sides of the Iron Curtain, have
achieved rates of development which are unprecedented in human history.
A sustained rate of development of 8 percent per annum per capita, as in
the case of Japan, for instance, represents a new phenomenon in human
history. It is almost a quantum jump from anything which has happened
before. In the period before World War 11, no country sustained a rate of
increase in per capita GNP of more than about 2.3 percent. The difference
between 2.3 percent and 8 percent may be dramatically illustrated by
pointing out that under conditions of what might be called successful
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prewar development, the children are twice as rich as the parents; per
capita income approximatecly doubles every gencration. At 8 percent per
annum, the children are six times as rich as the parents. Whether this can
be kept up for more than a generation is of course a question. It is truc
also that both Japanese and West German rates of development reflect
the recovery of defeated and destroyed societies which, however, pre-
served their essential knowledge structure. They represent also an abnor-
mal proportion of the GNP devoted to investment; hence, cannot wholly be
attributed to a high rate of technological change.

Even when we have made all these downward adjustments, however,
the fact remains that we seem to be in the presence of a new phenomenon
which is associated in my mind with what might be called the second
impact of the scientific revolution on economic life.

The first phase was the period from, shall we say, 1860, to World
War II, in which we began to get the science-based industries such as
electrical engineering, chemical engincering, the nuclear industry, and so
on. Before 1860 the impact of science on the economy was very small. The
so-called Industrial Revolution of the 18th century was in fact the tag-end
of the long process of developing folk technology of the Middle Ages.

Now I think we can identify a second phase of the impact of science
on economic life which is reflected in very widespread scientific tech-
nologies in a great many scctors: in agriculture, in virtually all forms of
industry, in organization and information processing, and so on. It is this
second phase of the impact of science on economic life that produces these
8 percent per annum rates of growth, whereas 2 to 3 percent per annum
was characteristic of the first phase.

By this criterion, the United States is still in the first phase, and is in
a very real sense a backward country; or should we say more politely, a
developing country of the second rank, in spite of the fact that we are by
reason of our past growth and history still, by far, the richest country in
the world. If present trends continue, however, we will not remain in this
relatively advanced position for very long. I have calculated what I call
the “overtake dates,” based on the countries’ performance in the 1950s;
that is, at what dates would various countries overtake the United States
in real GNP per capita, if the growth of all countries continued to be what
it was in the 1950s. In the 1960s, of course, the picture looks rather differ-
ent. Rates of economic growth in the United States have increased, mainly,
however, because we have been absorbing unemployed resources, and not
because our rate of technological progress has increased. Rates of growth
in many other countries, especially in the socialist camp, have declined,
perhaps because of certain horizons which socialist organizations tend to
impose, especially in agriculture. The table of overtake dates, therefore,
was obsolete as soon as it was calculated. Nevertheless, it represents a
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certain possibility which cannot be ignored, and certainly any blithe and
unthinking optimism about the future of economic development in the
United States would be quite unjustified.

What are the reasons behind what I have sometimes called the mono-
nucleosis of the American economy, a condition in which we are not sick
enough to go to bed but in which nobody can pretend that we are operating
in perfect health? Part of it unquestionably is the result of fiscal and finan-
cial timidity, and our unwillingness or ineptitude in pursuing a full-
employment policy. Certainly no European country would have tolerated
the levels of unemployment which the United States has tolerated in the
last 20 years. Part of this arises from an almost paranoid fear of inflation
on the part of the Federal Reserve and financial institutions. Another part
arises from an equally paranoid fear of government deficits on the part of
Congress. Thanks to the extraordinary success of the tax cut in 1964, we
may now have learned a little better and be entering a somewhat new
era. It is still early, however, to be wholly optimistic, and the fact that so
many Americans seem to attribute the long prosperity to the war in
Vietnam is a bad sign. We have certainly done better than we did in the
1930s. The Council of Economic Advisers and the Joint Economic Com-
mittee have exerted fairly persistent pressure toward economic policies for
high levels of employment, and they must be credited with at least a
modest success. Nevertheless, the best that can be said about economic
policy in the last 20 years is that we could have done worse. The level of un-
employment which we have tolerated has probably prevented a more rapid
spread of technical improvements. The fact that it has been concentrated
so heavily in two segments of the population, the Negroes on the one hand
and young people on the other, is enough to offset much that has been
done in these 20 years toward the integration of both youth and the Negro
into the larger society. In 1965, for instance, when unemployment rates
for all workers were only 4.6 percent, the rate was 13.6 percent for young
people between 14 and 19, 8.3 percent for nonwhites, and only 24 percent
for married men. The fact that unemployment is so unevenly distributed,
therefore, makes it a much more serious problem than it seems from the
overall figures.

One should not, of course, overlook the genuine accomplishments of
the American economy in this period. In the last generation we have
approximately doubled per capita real income, and this increase has been
quite widely distributed. The real wages of the employed have almost
doubled; the proportion of national income going to labor has actually
shown some increase; and the record of the 20 years after World War II is
unquestionably much superior to the record of the 20 years after World
War I, which was a total failure. However, the fact that we could have
done worse, perhaps much worse, should not blind us to the fact that we
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also could have done better. The record should inspire neither despair and
self-hatred nor smugness and self-congratulation. We should at the same
time be glad that we have done as well as we did and ashamed that we
didn’t do better.

At least of equal importance with fiscal conservatism in explaining
the sluggish performance of the American economy is the absorption of
the whole American society in international political and military compe-
tition, its neurotic determination to be the only great power, and the
consequent absorption of a large proportion of our total effort by the war
industry, or what might be called the space-military complex. The rise of
the war industry has been far and away the greatest internal change in
American society in the last generation. In the 1930s it was barely 1 per-
cent of the gross national product. Today it is between 9 and 10 percent,
and if the Vietnam war continues to escalate, it will almost certainly go
beyond 10 percent. This change exceeds by whole orders of magnitude any
other change in the system. The only other proportional change in the last
generation which anywhere approaches it is the decline in agriculture.
Furthermore, from the point of view of growth and development, the 10
percent of the GNP which is absorbed by the war industry greatly under-
states its impact. Seymour Melman has estimated that some 60 percent of
the total research and development effort is channeled into the space-
military operation. Melman’s claim that the technological development of
the civilian sector of the economy has been severely and adversely affected
by this absorption of what might be called the growth resource by the
space-military complex is to be taken very seriously. It is onc of the aston-
ishing facts of our times that therc has been no comprchensive economic
study of the distribution and impact of technological changc in detail over
the economy as a whole. The many instances which Melman cites of
depletion and of relative technological stagnation in our socicty (for exam-
ple, in railroad, shipbuilding, machine tools, civilian clectronics, and in
education and hcalth—the list is frighteningly large) are of course sclective,
and can be offsct to some extent by reports of spectacular technical change
in other selected cascs, c.g., due to automation. Nevertheless, the evidence
for widespread technological malaise in the American economy is not to be
dismissed. The most obvious cxplanation is the absorption of such an
enormous proportion of our intellectual, research, engincering, and growth
resources by the relatively sterile activities of the space-military complex.

It may be argucd, of coursc, that thosc activities are not as sterile as
I have accused them of being, and that there arc in fact considerable
spillovers from the space-military industry into the civilian cconomy. In
the carly days this may have had some truth to it. Certainly, for instance,
we would not have had the jets as early as we did if it had not been for
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the enormous research resources devoted to the military industry. It is
becoming increasingly apparent, however, that those spillovers are declin-
ing, mainly because the space-military complex is now at least a whole
technological generation ahead of the civilian economy as a result of the
enormous resources that have been put into it. There are very great diffi-
culties involved in the transfer of technology between two societies, or even
between two parts of the same society, where one is more than a techno-
logical generation ahead of the other. We see this problem in its extreme
form in the difficulty of translating Western agricultural techniques into
forms which have any use for the poor countries of Asia and Africa. The
two technologies speak such totally different languages that they cannot
communicate at all. There may be a few side transfers from one to the
other, as, for instance, in the use of pesticides, but often these attempts to
transfer from a high technology to a low technology are more disruptive
of the low technology than they are helpful. We have seen many examples
of this in different parts of the world.

The same phenomenon is now becoming apparent between the space-
military complex within the United States and the civilian economy. While
there may be long-run technological payoffs on earth for all this elaborate-
ness of space and rocketry, miniaturization, and so on, the payoffs do not
seem to be for this generation. A recent study of the Denver Research
Institute, for instance, suggested that the spillover effects from the space-
military operation in Colorado into the civilian economy were very small.
Melman, again, has given a number of instances in which there has been
complete failure to make this transfer.

The end result of all this enormous resource devoted to the space-
military complex may be the self-subsistent household or grounded space
capsule, resting comfortably on earth, but getting all its power from solar
batteries, all its food from algae on the roof, and all its information from
predigested tapes. This seems a long way off and I am not sure I want it
even if we can get it.

In considering the impact of “greatness” on the American economy,
we must take into account not merely the direct alternative costs for eco-
nomic development and human welfare of the space-military complex,
high as these are; we must also take into account the possible discounted
costs of deterrence as an international system, particularly when deter-
rence itself is threatened by greatness in the sense of a Napoleonic desire
to impose our will and our way of life on all the peoplcs of the world. Even
if we suppose that the international system opecrates by pure deterrence,
or balance of terror, it can be shown that this has a fairly high negative
present value. A system of deterrence is a system of mutual threat and
counter-threat, summed up by the mutual posture: “If you do something
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to me, I will do something nasty to you.” In the case of the United States
and the Soviet Union, and eventually other potential nuclear powers, the
“something nasty” is very large indeed. It could involve the loss of more
than half of the total population, and perhaps considerably more than half
of the total capital. We do not really know much about the full conse-
quences of a large-scale nuclear exchange. It is certain, however, that it
would alter the whole ecological system of the earth very adversely from
the point of view of man’s welfare, and the probability that the disaster
might prove to be irretrievable in view of its ecological consequences is
at least an uncomfortably high number. In a system of deterrence, however,
the probability that the threats will be carried out must be above some
“noticeable” minimum. Otherwise the credibility of the threats falls to
zero, and since the stability of the system depends on the credibility of the
threats being above a certain threshold, it is clear that if the probability of
the threats being carried out falls below a certain point, the whole system
collapses. Either it simply ceases to organize human behavior—that is, the
bluff is called—or in an attempt to restore credibility, the threats are actually
carried out. There is, of course, no empirical method of estimating the
probability of nuclear disaster in any one year. In the light of the previous
history of the international system, however, in which systems of deterrence
have rarely lasted more than 25 years, it would seem not unreasonable to
put this probability at something between 1 and 5 percent per annum.
Even if we take the lower of these figures, this cumulates rather alarmingly
in a hundred years. Thus the probability of its not coming off in a hundred
years is (99/100)*°°, which is 0.36. So that the probability of disaster in any
hundred years’ period under this system is 0.64—two in three! If the chance
is 5 percent per annum, of course, the chance of disaster even in 20 years
is 0.64, and in one hundred years is 0.994! In making any estimate of the
cost of the Great Society, therefore, assuming that the Great Society implied
a rather grand Napoleonic military posture, we should calculate the present
value of the possible loss from nuclear warfare and subtract this from the
gross national product. In spite of the fact that there is no empirical method
of estimating these probabilities and any figures can be only illustrative,
it is clear that this deduction from the real value of the GNP could easily
be very large, even on the order of magnitude of the GNP itself. If the
disaster is really irretrievable, then even the smallest chance of it reduces
the real value of the GNP to zero, or, rather, reduces the capital value in
terms of human welfare of the United States itself as an organization to
zero. Consequently, in any decent world the United States would be bank-
rupted and dissolved. It is quite possible, therefore, that the real cost of
the Great Society is so high as to make its net value zero or even negative.

Economists are notoriously interested in the long run. They have a
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habit, indeed, of regarding themselves as the trustees for posterity. I may
be excused, therefore, as an economist, for looking beyond the immediate
political and economic exigencies of the present day and asking, what does
the Great Society mean in the longer perspective of human history? I have
elsewhere expanded on the idea that the present period in human history
represents an extraordinary transition, what I have sometimes called the
Third Great Transition, from the age of civilization which began with the
urban revolution of 3000 B.c. to something which is qualitatively different
and which I now call the Developed Society. The Developed Society, of
course, is the kind of world that will result from the process of development
as we see it going on today. It is very important, therefore, to ask of any
particular political program what is its contribution toward this great
transition. Is it going to make it more dangerous or less dangerous? Will it
speed it up or slow it down? Or will it even prevent it altogether? I am not
arguing, of course, that the Developed Society will be a stagnant perfec-
tion. I do argue, however, that the evolutionary process throughout its
whole vast span of time has been characterized by short periods of very
rapid change followed by rather long periods of slow change, and one sees
this also in human history. We have already gone through two transition
periods of very rapid change. One from the paleolithic to the ncolithic,
the other from the neolithic to civilization. The present period is entirely
comparable to these and of even greater magnitude. If we are interested
in development, therefore, it is quite legitimate to ask what the developed
society looks like, even though we are not going to be able to spell it out in
detail, and even though the developed society itself will undergo a con-
tinuous change and transformation, albeit, one suspects, at a somewhat
slower rate than we are having now.

The present transition is characterized by, and indeed largely caused
by, a mutation in the process of growth of human knowledge which we call
science. We are still very much in the middle of this process. In fact, it is
doubtful whether we have yet reached the middle, and it seems probable
that the next 50 years will see a rate of change at least equal to what we
have seen in the last century, perhaps even greater. Certainly, the impact
of the biological sciences on the condition of man and the nature of his
social system is going to be as spectacular as the impact of physics and
chemistry, and we have hardly seen the beginning of this. Some people
tend to view the transition as a prospect of absolutely unlimited expansion.
This tends to be the communist view, with the deification of man and what
seems to me a naive faith in his absolutely unlimited powers.

I take a somewhat more restricted and pessimistic view myself: that
the real significance of this transition is that it represents a change from an
open society characterized by a through-put of material (with ores and
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fossil fuels as inputs and pollutable reservoirs as recipients of outputs), to
a closed socicty in the material sense, in which there are no longer any
mines or pollutable reservoirs, and in which therefore all material has to
be rceycled. This is what I have called the “spaceship carth,” since a space-
ship, espccially if it has to go on long voyages, will have to be a miniature
of a closed system of this kind. In a spaceship, clearly there are no mines
and no sewers. Everything has to be recycled; man has to find a place in
the middle of this cycle. The spaceship earth simply repeats this on a larger
scale. Up until the present transition, man has always lived from the point
of view of his own inner image of himself and his environment, on a great
plane. There has always been somewhere to go, mountains or oceans to
cross, new sources of supply to exploit, and new geographical worlds to
conquer. Today the great plane has become a sphere, and the spherical
closed nature of man’s physical environment is becoming increasingly a
part of his image. When we look at the earth from space, we realize very
closcly what a small, closed, crowded spaceship it is. National boundaries
are virtually invisible even from a jet, and nobody has the nerve to claim
national sovereignty beyond the atmosphere.

The consequences of this transition from the great plane to the closed
sphere are profound in all spheres of life. In economics, this represents a
transition from what I have called the “cowboy economy” of exploitation
and pollution to the “space man economy” which is characterized by
extreme conservation. Whether the desperate necessity of conservation
will produce conservatism is an interesting problem. It is certainly not
beyond the bounds of possibility that one of the things we will necd to
conserve is change itself, and the ability to change. In the spaceship econ-
omy, consumption is no longer a virtue but a vice; and a mounting GNP
will be regarded with horror. Human welfare will clearly be scen to depend
not on the through-put of the society—that is, not on the amount it can
produce and consume—but on the richness and varicty of its capital stock,
including, of course, the human capital. Consequently, anything which
will conserve consumption and enable us to maintain a larger and more
claborate capital stock with smaller production would be regarded as
desirable. Great stress would have to be placed on durability, both of
things and of pcople. We may find, indeed, that the spaceship economy is
not feasible without a substantial cxtension of human life, as George
Bernard Shaw suggested in Back to Methuselah. 1 have discussed else-
where the appalling short-run consequences of cracking the aging barrier
and cxtending human life beyond the Biblical allotted span. Nevertheless,
if the spaceship carth is to be tolerable at all, it may well be that the con-
sumption of human knowledge which takes place by the frightful toll of
aging and dcath at the average age of 70 will be more than the resources
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of a depleted planet can cope with. We may end up, indeed, with a society
not unlike the extraordinary vision of Godwin:

The whole will be a people of men, and not of children. Generation
will not succeed generation or truth have, in a certain degree, to
recommence her career every 30 years. ... There will no war, no
crimes, no administration of justice, as it is called, and no govern-
ment. Besides this, there will be neither disease, anguish, melan-
choly, nor resentment. Every man will seek, with ineffable ardour,

the good of all.

What seemed absurd utopianism in 1793 may not seem absurd at all by
2500, for this may be the only way of life left open to the depleted earth.

A spaceship society does not preclude, I think, a certain affluence, in
the sense that man will be able to maintain a physical state and environ-
ment which will involve good health, creative activity, beautiful surround-
ings, love and joy, art, the pursuit of the life of the spirit, and so on. This
affluence, however, will have to be combined with a curious parsimony.
Far from scarcity’s disappearing, it will be the most dominant aspect of
the society. Every grain of sand will have to be treasured, and the waste
and profligacy of our own day will seem so horrible that our descendants
will hardly be able to bear to think about us, for we will appear as mon-
sters in their eyes.

How far, then, does the Great Society assist in making this transition?
It is hard to avoid giving it some rather bad marks. Greatness is a totally
inappropriate moral attitude for a spaceship society, which has to be,
above all things, modest. Greatness is all right on the great plains or on the
great plane. It is wholly inappropriate to a tiny, fragile sphere. A spaceship
cannot afford cowboys. It probably cannot even afford horses, and it cer-
tainly cannot afford men on horseback. It looks like a tea ceremony, not a
parade ground. The slightest touch of grandiosity could ruin it. It involves
conservation, coexistence, extreme care in conflict resolution, and, above
all, no rocking of the boat. The careless expansionism which is character-
istic of the idea of greatness is not merely inappropriate, it is a deep threat
to the system.

It may be that I am being profoundly unfair, that I am confusing
rhetoric with reality, and that my attack on the concept of greatness, which
I fear and despise, is an attack only on political rhetoric, a rhetoric which
is not to be taken seriously. Certainly the present administration should not
be damned merely for its rhetoric, it should be judged also by its acts. My
ownrhetoric is that of the modest society, as I put it in speeches these days:
“a little society where little people can have a little fun.” Still, you may say,
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are not many of the acts of the present administration consistent with this?
Is there not the antipoverty program, the Pcace Corps, Medicare, the new
interest in the reform of cities, pollution control, civil rights, and so on?
I am prepared to give credit here and without grudging. The antipoverty
program is a token, but it also represents a real social invention which may
have large consequences for the future in the whole idea that the poor
should organize themselves. The Peace Corps is likewise a token, but it
is perhaps a symbol of better things to come, and returned Peace Corps
members will unquestionably be a force for the enlivening and purification
of American life. Medicare is a last act of a long drama of social security,
and is at least designed to meet a real need. Possibly the new Department
of Housing and Urban Development can act as a long-run force to undo
some of the damage that has been done by public housing and urban
renewal, which has been a ruthless destroyer of communities and, by and
large, an instrument to inconvenience the poor with the object of restoring
the central city to the middle classes.

I try to be fair, I even feel a desire to be helpful, yet I find myself
seized with an uncontrollable revulsion which reduces me to a state of
complete political incapacitation. At this point I cannot help being per-
sonal, and what follows has no pretensions to science, nor even to philoso-
phy. Something about the senseless cruelty of the war in Vietnam and the
attitude of self-righteous grandiosity which is implied has produced in me
a political revulsion so deep that I have called into question the whole
political movement of the last 40 years, and I now perceive it as a gigantic
piece of overlearning and mislearning. I belong to a generation which was
traumatized by three great episodes: World War I, the Great Depression,
and World War II. If graded, the world social system to which I belong
clearly deserves a failing mark. On the other hand, my dissatisfaction with
western liberalism does not drive me into the socialist camp, for what I
see over there I like even less. I sce there revolutionary sentimentality,
oblivious of the fact that most revolutions have cost two generations of
growth. I sce miscrable corruption of the arts; an appalling centralization
of power; enormous and costly mistakes in social planning, such as the
First Collectivization in the Soviet Union and the Great Leap Forward in
China. I see sentimental imperialism, in the case of both the Soviet Union
and China—thcre is no rcason why Lithuania, Uzbekistan, Tibet, and so
on should not be at lcast as independent as Poland or Rumania—and I sce
also an obsolete idecology corrupting the sciences as well as the arts and
oppressing the free spirit of man. Where, then, do we go? To what standard
do we repair? There scems to be nothing but sleazy national flags and
obsolete slogans.

In this vast political and spiritual desert one looks for cases, where
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the springs of alienation can perhaps water new political mutations. One
looks, perhaps for an uneasy alliance of right and left, producing hybrid
vigor. The trouble with the center is that it is enormously powerful, for it
can move either way, just as the present administration holds down the
Right with its foreign policy and the Left with its domestic policy. The
dissidents of both Right and Left are helpless and powerless, unless they
can join to form a new center. A very critical question today, therefore, is
whether the political spectrum is a line or a circle, and whether a new
constellation is conceivable in which the learning process, of which the
centeris almost incapable because of its very success, can go on at the edges
and unite to form a new center. This sounds almost absurd. Nevertheless,
the political crisis of the world is so deep, the present system so untenable
and outrageous, that the time may be ripening for a profound dialectical
shift. Ordinarily I am not much impressed by dialectics, having much more
faith in the long, slow, continuous changes which produce growth and
knowledge and development. Yet, there are times when certain regroup-
ings occur and are fruitful. This may be one of them.

It is far too early to try to spell out a program for the Right-Left,
especially since if this comes off at all, there will have to be some hard
bargaining. Each side will have to sacrifice something, and it is not alto-
gether clear what will be sacrificed. Nevertheless, one might outline some
tentative principles upon which such a bargain might be made:

1. A rediscovery of individualism, or what might, to get the best of
all possible worlds, be called social individualism, as a political
and social objective. This means stress on variety, peculiarity,
even eccentricity; on the freedom to develop innumerable small
subcultures; on the richness and variety of human potentiality.
The enemies of this are conformity, consensus, compulsory
chapel, the draft, monopolistic public education, the corporate
image, and everything that tries to force people into too few
molds. Granted that there must be molds, let’s have a lot of them.

2. If social individualism is the objective, we must have a fairly
sophisticated view as to how to get it. Freedom does not just
happen, it has to be organized. Freedom is not anarchy, but
neither does government necessarily produce it. The problem of
how to organize social life in order to maximize freedom is a
good operations-research type of problem, the solution to which,
however, is by no means easy. In searching for the solution, some
things must be borne in mind.

(a) The market and the price system are enormously useful de-
vices for the reconciliation of personal freedom with social
control. I have illustrated this in my “green stamp plan” for
population control, whereby every person receives by right
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of being an individual a license to have the socially desirable
average number of children. Then a market is established in
these licenses or fractions thereof, so that the philoprogeni-
tive can buy them from those who do not wish to have
children. Wide individual freedom is assured in a highly sen-
sitive area, and yet overall social control can be established,
which is absolutely necessary in the spaceship earth. Politi-
cal democracy and the legal system must be looked at as
essentially generating and distributing processes for infor-
mation and knowledge, and they must eventually be inte-
grated with the broadening knowledge and methodology of
the social sciences. There must be room here for social in-
ventions yet to come, at the same time that traditional values
are cherished. One speculates about limited world govern-
ment, an antitrust law for nations, the breakup of the larger
nations into smaller states to give something like perfect
competition, the political legitimation of international busi-
ness, and all sorts of problems which cannot be dealt with
here.

(b) There must be some doctrine about the dynamics of the
transition from the great to the “modest” society. Revolution
is out, since this just creates and reinforces greatness, pom-
posity, corruption of taste, and is likely to establish tyrannies.
If revolution is out, however, we need to have an image of a
dynamic by which legitimacy is gradually withdrawn from
the old system and is acquired by the new, to the point
where eventually the old system becomes merely a show and
cannot cause any trouble. I am convinced that the dynamics
of legitimacy is the key to this whole problem. The trouble
is that I don’t know anything about the dynamics of legiti-
macy.

Are there any signs in the above of the alliance of Right and Left to
which I have referred? There are strong signs of social individualism on
the Left. The New Left in the United States is far more individualistic
than the old, much more concerned with freedom, with personality, really
morc anarchist than socialist, and it has at least a different sct of illusions
from its fathers. Even in the socialist countries, especially in Yugoslavia
and Poland, one can sce a movement toward social individualism. One
secs this, for instance, in the revolt of the artists, one sees it in the extraor-
dinary rcawakening of interest in the market. Yugoslav economists come
through all the time preaching Adam Smith and the virtues of the market,
though none will go so far as to recommend a stock exchange. It may be
that the collapse of empires and the doubling of the number of nations in
the last 20 years is again a symptom of something very important—the
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realization that national greatness is too expensive and that the people of
a modest nation have a much better time, or at least a better chance in the
long run of a better time.

In social policy one even finds curious alliances, for instance, on the
principle of a guaranteed annual income or a negative income tax as a
substitute for welfare, social security, and the whole impertinent apparatus
of parental government. Furthermore, the rise of the peace movement,
feeble as it is, in both the socialist and the liberal nationalistic world, is
again a symptom of a deep longing, of a profound dissatisfaction with the
world as it is, even if at the moment it seems pitifully weak.

I am prepared therefore to detect an oasis, fed perhaps by two differ-
ent springs. If their flow can be increased, the desert may yet turn into a
garden.



Scientific and ldeological Elements
in the Economic Theory
of Government Policy

JAMES O’CONNOR

How do values enter into economic analysis? Is economics—or should
it be—value free? Here is an analysis of the values implicit in conven-
tional economic theory and the implication of these values for govern-
ment policy based on this economic theory.

In our time ... faith in the manipulative omnipotence of the State
has all but displaced analysis of its social structure and under-
standing of its political and economic functions.

Paul A. Baran, “On the Political Economy of Backwardness,” A. N.
Agarwala and S. P. Singh, Editors, The Economics of Underdevelop-
ment.

In no other field [than public finance] has the intrusion of meta-
physics done so much harm as here.

Gunnar Myrdal, The Political Economy in the Development of
Economic Theory.

There is a large and growing body of economic doctrine on the sub-
ject of state expenditures and taxation which attempts to lay down guide-
lines for state fiscal policy. “Such studies,” in The Growth of Public Ex-
penditure in the United Kingdom, Peacock and Wiseman have written,
“attempt to set up criteria for the size and nature of government expendi-
tures and income by utilizing techniques usual in the study of market
economics. Starting from some concept of economic welfare, defined in
terms of individual choice, they attempt to specify the taxing and spending
activities of government that would conduce to the ideal condition of
such welfare.”

The general questions which are raised are: how large should the
state budget be, and how should budget expenditures be allocated between

From Science and Society, Vol. 33, No. 4 (1969), pp. 385-414. Reprinted by permis-
sion of the publisher.
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alternative ends? What should be the burden of taxes on various groups?
Put another way, what elements should make up a normative theory
of “public finance”? Immediately we can see that the conventional phrase
“public finance” reveals the ideological content of bourgeois economic
thought by prejudging the question of the real purpose of state expendi-
tures. In other words, it remains to be shown just how “public” are the
real and financial transactions that take place in the state economic sector.

Our first task is to develop as clearly as possible a statement of the
two main lines of orthodox theory, one based upon neoclassical micro-
economic theory, the second based on Keynesian macroeconomic theory.
It should be said at the outset that although many bourgeois economists
consider the analysis of public finance to be concrete, practical “precepts
for action,” others are aware that the theory is devoid of any significant
social and political content, and hence represents little more than a “coun-
sel of perfection.”

The second purpose of this paper is briefly to review the critique of
orthodox microeconomic theory, or welfare economics, developed by ortho-
dox economists themselves. This critique is based solely on the lack of
internal consistency or logical clarity of the theory, and in no way chal-
lenges its underlying assumptions. These underlying assumptions, as we
shall see, are based on the criteria of competitive markets and welfare
maximizing. In turn, these criteria take for granted the system of private
ownership of the means of production and the economic, social, and polit-
ical institutions that go with private ownership. We believe that these
criteria are based on a one-dimensional view of man and his real poten-
tialities, and, moreover, on a historically specific and short-lived system
of political economy.

Thus our third purpose is to develop our own critique of orthodox
public finance, one which challenges the assumptions of both micro and
macro theory and goes beyond an attempt to reveal certain logical incon-
sistencies or contradictions implied by it. We do not, however, attempt
to answer the question: What should the state do? We do not attempt to
reconstruct the normative theory of state finance, because that would
take us into a different subject altogether, the political economy of social-
ism. What state revenues and budgetary expenditures should be in a non-
capitalism society would depend on the specific type of socialism to emerge
from United States capitalism, the circumstances surrounding the struggle
for socialism, the coalition of forces which lead the struggle, and so on.
These questions would obviously take us well beyond the scope of our
subject matter.

In its approach to the role of the state under capitalism, welfare
economics, based on microeconomic analysis, adopts the principle of
“neutrality.” It is contended that the state (including state tax policy)
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should refrain from disturbing the pattern of resources allocation deter-
mined by private market relationships except in the event that the existing
allocations are at odds with the competitive norm—the types of allocations
which prevail in a regime of perfect competition—with “welfare maxi-
mizing.”

The concept of ideal output is central to the normative theory of
public finance. We have no intention of doing anything like full justice to
the range and complexity of problems arising from and variations on the
idea of ideal output, but rather make a simple and somewhat old-fashioned
statement of it. Pigou in his Economics of Welfare defines ideal output as
that composition of production such that “no alternative output which
could be obtained by means of reallocation among the various industries
of the economy’s resources would leave the community better off than
before.” To put it differently, “...any reallocation of the resources em-
ployed in producing the ideal output will so affect the various members
of the economy that those who are better off as a result of the change will
be unable to compensate those who are worse off as a result of the change
and at the same time make a net gain for themselves. ...”

The question next arises, when will private market relationships
depart from ideal output, or, to put it differently, when will the private
market misallocate economic resources, thus providing the “justification”
for state intervention?

First, markets organized along monopolistic rather than competitive
lines may lead to a misallocation of resources. Monopoly tends to keep
prices higher and outputs lower than those prevailing under competition.
Thus a tax to force the monopolist to lower the price, or a policy to re-
structure the market in order to bring the price down, is justified. In the
cvent that the marginal social cost exceeds marginal private cost, however
(the case of heroin production, for example), monopoly restrictions may
improve the allocation of resources, and an attack on the monopoly by the
state would not be “justified.”

Second, there is the more general case of the existence of externalities
in production. The full-blown name for the concept is “technological econ-
omics or diseconomies of scale,” which arise in many industries where the
costs facing the firm depend not only on the size and efficiency of the firm
itself, but also on the size and efficiency of the industry in which the firm
operates. Marshall was the first to formalize this concept, and limit it to
“technological” (compared with pecuniary) economies and diseconomics.

For example, in the fishing industry, the more operators are engaged
in fishing, the higher will be the costs facing any individual operator. In
this case, there are said to be external diseconomies of production. In this
event, marginal social costs (MSC) will exceed marginal private costs
(MPC). Thus the price of the commodity will be lower than it would be
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if the divergence between MSC and MPC were to be eliminated. In this
event, orthodox theory argues that a tax is in order, to discourage private
production, and thus reduce social costs to the point where there is no
disparity between social and private costs.

A good example of an industry in which there are considered to be
external economies of scale is education. It is argued that social costs fall
well below private costs because the educated individual contributes more
than the uneducated to capitalist society’s growth and political stability.
The same kind of argument is made regarding transportation facilities, In
these cases state subsidies are in order, or even public ownership.

A third departure from ideal output is the presence of increasing
returns to scale in the production of a commodity. If a commodity is pro-
duced under conditions of increasing returns (air transport, for example),
then just as in any industry, marginal revenue should be set equal to margi-
nal costs to maximize profits and hence welfare. But marginal costs will
be below average costs because average costs by definition are declining.
Thus in order to have an efficient resource allocation, the industry must
be subsidized. Otherwise, the firm must restrict output to cover average
costs and thus command a higher price. On the other hand, taxes should
be imposed on decreasing return industries; in these sectors, a policy of
pricing to cover costs will mean that marginal costs are higher than average
costs, signifying a misallocation of resources.

The extreme example of decreasing costs or increasing returns is the
case of the “public good.” The public good is defined as an activity where
the additional cost of extra use is zero, or to put it another way, where my
consumption does not reduce what is available to you. Standard examples
are radio and television programs, lighthouses, and the Defense Depart-
ment. Welfare economics teaches that for public goods price should be
zero or near zero. With a price in excess of zero, ideal output exceeds
actual output because more people could be better off and no one made
worse off by an expansion of output.

It should be noted that the concept of a public good has little or
nothing to do with whether the facility is owned by private capital or the
state. Theoretically, private capital could own and manage lighthouses
and the state could subsidize private capital so that prices could be set at
zero and profits still made. To put it another way, lighthouses and tele-
vision can be priced on the basis of private market principles; for example,
radar could be placed on lighthouses to prevent free-riders by means of
electronic scrambling of signals. And there is, of course, pay television.
There is a category of public goods, however (military goods are given as
the main example), in which the problem of “revealed preferences” arises.
One could choose whether or not to pay to see a television program. But
in the case of a military establishment, it is thought that there would be a
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general tendency to underpay via voluntary contributions because once
“defense” is provided, cveryonc is “protected” whether or not he wants
the protection. It is not possible to bomb North Vietnam in the name of
some Amecricans and not others. In these cases, privatc ownership of the
mecans of production, in our example, the means of destruction, is not war-
ranted because there is no entrepreneurial function provided. Thus public
goods, no matter what their special character, should be either heavily
subsidized or owned publicly.

There is a fourth category of market imperfections which “justify”
state interference in the private economy. This is a catch-all category which
includes the following special cascs: first, the case of neighborhood effects
or spillovers. To take one or two examples: my unwillingness to conform
to quarantine laws or mosquito control will affect cveryone in the com-
munity, and thus it is justified for the state to coerce me to conform. Or,
the existence of a public highway may raise property values locally. Thus
the state is justified in paying transit deficits with property taxes. Or, situa-
tions where one firm affects the efficiency in the employment of resources
by other firms. Suppose, for instance, that a farmer on a mountainside cuts
down trees to cultivate his land, affecting adversely the ecological cycle
by flooding the valley. These arc not true technological extcrnalities be-
cause the scale of the industry per se has nothing to do with the increase or
decrease in the costs of the specific firm. Other examples come to mind in
the capitalist labor market. For example, capitalists may have short-time
horizons and hire workers with life-time horizons, such that work time is
optimum in the short run but shortens a man’s working life in the long run.
Historically, hours laws can be traced to the irrationality of individual
capitalists in the labor market, and the need for the state to preserve the
labor power for all capitalists from the depredations of individual capi-
talists.

A final case is a situation where external cconomics or positive spill-
overs are so vast, and hence costs and prices under competition are so
high, that the commodity does not even get produced. In this event, few
people are even aware of the possible “advantage” to society. Good exam-
ples are import-substitute activities in underdeveloped capitalist countries
which may benefit the cconomy greatly in the long run but which are not
begun in the absence of protective state policy.

We offer so many examples of cases which do not fit neatly into the
standard orthodox categorics only to emphasize the fact that faced with
real concrete situations it is often possible to “justify” any particular govern-
ment interference after the fact—justify it in terms of orthodox criteria.
Thus the idea of consumer sovereignty and welfare maximization (or ideal
output) implics state intervention but offers few clear criteria. Because
these criteria are so abstract, the dictum that taxes should bec “neutral”
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except in the event that they are consciously designed to improve resource
allocation is somewhat empty. More important, there is nothing in norma-
tive theory to tell us whether or not the dictums are realistic in a political
sense—or to suggest precisely what externalities the state can be expected
to capture and which cannot be.

The traditional perspective on welfare maximizing and state policy
has come under increasing fire from contemporary orthodox economists,
not because there are so many cases which do not fit neatly into the increas-
ing cost or externality categories where the “correct” state policy is rela-
tively straightforward and unambiguous, but rather because of the internal
logic of the traditional view itself. Modern welfare economics rejects any
partial analysis (an analysis restricted to one industry or branch of the
economy) which purports to show that any given sector of the economy
should be expanded to seize externalities in production. The arguments of
contemporary welfare economists are highly mathematical and we will not
reproduce them here. The gist of the main argument is that given external
economies and necessary equilibrium conditions for the economy as a
whole, it can be shown under certain assumptions no more or less arbitrary
than those used by the traditional school that expanding sectors of the
economy where there are no externalities may increase output even more
than expanding sectors where there are. Further, there is the argument
that there is no way to know whether a tax to correct an external disecon-
omy is better than some alternative measure, including the alternative of
doing nothing.

One of the latest words on the subject has been said by Professor
Baumol, who wrote that if “external economies are. . .strong ...and per-
sist, it will indeed pay society to increase all activity levels indefinitely.”
Moreover, in the past decade there has been a sustained critique, again
from an orthodox standpoint, of the theory of consumer behavior on which
welfare economies is based.

Three major points have been made. First, consumers may not be
consistent in their choices; thus, it is not possible to say that they are better
off in one situation rather than another. Second, externalities in consump-
tion, or collective aspirations and well-being, have no place in traditional
theory. Third, the argument is made that if the community is made up of
one set of persons at one time, and another at another time, how can it be
said when and if the community is better off?

We can safely conclude from this brief review of the critics of tradi-
tional theory that welfare economics, even one based on the assumption
that capitalism as a system is eternal, offers no firm criteria for state policy.

The recason is that the critics of traditional welfare economics, as well
as its few remaining defenders, accept criteria based on values which are
in turn derived from a system based on the domination of private capital.
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To put it another way, any notion of economic rationality which is inde-
pendent of the “rationality” of the competitive private market is still taboo.

For this reason, claims by some economic theorists that value judg-
ments have no place in their analysis arc without any real foundation. Many
traditional and modern welfare economists may claim that they attempt
merely to determine the circumstances in which people with given eco-
nomic interests may pursue these interests more “efficiently” by broadening
the role of the state in the economy. But, at the same time, the thcorist
accepts these interests as valid—as worth defending and realizing. In the
event that he rejected the given private interests, he would hardly waste
time deducing from them implications for statc action under varying sets
of circumstances. It follows that the welfare cconomist ideologically sup-
ports the dominant private interests at the expense of the politically weak-
est private interests.

Another technical school of economics is the positive school. The
positive economist views himself as a technician who rules out explicit
normative theorizing, and finally, accepts the preferences of the “authori-
ties” as given. The customary role of the positive economist is either an
adviser to the state or some private group, or a technician faced with a
“maximization” problem chosen by himself.

In the first case, the economist claims a certain neutrality with respect
to the wisdom or lack of wisdom of some change proposed by the state,
and confines himself to formulating alternative means to a given end.
Needless to say, the positive economist accepts without question the de-
sired end and, moreover, ordinarily fails to consider all possible alternative
means to this end. There are no economists, for example, currently em-
ployed to work out the economic implications of nationalizing the drug
industry or the oil interests, even.though on pure cfficiency criteria alone
many cconomists would be compelled to give these industrics very low
marks. Thus the economic technician is to one degrec or another merely
a normative cconomist in disguise.

This is not a surprising conclusion; what is surprising is the econo-
mists’ claim that they arc merely “objective” analysts. If anything, the posi-
tive cconomist-technician adviser is less objective today than in the past.
It can no longer be written as confidently that “cconomists treating gov-
ernment influences on the economy have largely neglected the essential
institutional and procedural aspects of government action. That is why
their analyses and recommendations arc often characterized as utopian
and unrealistic by the specialist in public finance.” Today the “objective”
economist is more willing to dispense with independent critical judgments
than in the past, and, converscly, accept more constraints (“institutional
and procedural aspects of government action”) in his analysis.

In the second case, the cconomist analyzes an cconomic maximiza-
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tion problem chosen by himself; for example, the “optimum” investment
in some new water resource. If all existing constraints—physical, legal,
administrative-budgetary, and so on—are incorporated in the analysis, then
the economist is bound “to exclude the interesting solution,” to quote Otto
Eckstein. What is meant by this is that a given market situation determines
a certain set of prices, level of investment, and so on, and thus in order to
put his apparatus to work, the economic technician must ignore at least
one given political, property, financial, or other given relationship. The
choice of which constraint to “assume away” is, of course, a normative
judgment. Even here, the economist’s values are in the center of his work.

The only important issues of state economic policy which the tradi-
tionalist does not refer to the welfare norm are the distribution of income,
economic stabilization (including international stabilization), and economic
growth. So far as the distribution of income is concerned, after many
decades of debate, contemporary orthodox economists by and large reject
the neoclassical fiction of “tax justice.” The economist qua economist is
powerless to make comparisons of “interpersonal utility” and thus cannot
justify a progressive tax structure, or any other tax structure, without refer-
ence to given legal norms, precedent, “public opinion,” and so on. Among
orthodox economists the general consensus appears to be that the market
distributes income more or less “fairly” in advanced capitalist countries—
even though there is some recognition that everyone does not have equal
access to the capital market (e.g., higher education)—although the more
sophisticated writers are fully aware that this is not a necessary attribute
of the market. For example, Samuelson rebuts those who accept the mar-
ginal productivity doctrine as a normative theory of income distribution
between economic classes in the following way: “Under appropriate con-
ditions of demand and technology, a marginal productivity theory might
impute 99 percent of the national income away from labor, which would
be exploitation enough in the eyes of radical agitators.”

Thus it would appear that contemporary economics has traveled a
long way to go (admittedly) a very short distance, yet on one crucial ques-
tion the subject remains in the Dark Ages. We refer to the tendency to
separate the (“ethical”) question of income distribution from the (“scien-
tific” or “objective”) question of resource allocation and market efficiency.
From the standpoint of formal logic, this separation is unobjectionable.
However, an analysis of the political economy which ignores the actual
connections between distribution and allocation is unreal. Clearly, eco-
nomic efficiency depends on the distribution of output and income, and
thus it is impossible to develop any fully satisfactory norms for resource
allocation independent of the given distribution of income. Furthermore,
it is not at all certain that a more equal income distribution would not
automatically be accompanied by an increase in social consumption at the
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expense of private consumption as status symbols and material emulation
in general would figure much less prominently in the social economy.

In a world of conspicuous consumption, for example, leveling income
may greatly increase welfare. For another thing, if the satisfaction that one
individual gets from his consumption depends in part on another indi-
vidual’s consumption, then changing the income distribution will change
ideal output and hence welfare.

Lastly, in order to promote what some economic classes and groups
consider to be an equitable distribution of income, it might be necessary
to abandon the private market system altogether, or at the very least,
modify it to the degree that its foundations are undermined. Needless to
say, bourgeois economics defines “ethical” and “equitable” without refer-
ence to this alternative.

Complicating matters, the normative theory of state expenditure
assumes that everyone benefits equally from a given expenditure (e.g., the
police). The assumption is made that there is no link between the dis-
tribution of income and the welfare impact of state expenditures; for ex-
ample, that individuals who cannot afford to travel benefit from highway
expenditures as much as those who can. In the private market, bourgeois
economists often justify inequalities in income distribution on the basis of
“preserving incentives.” No economist would ever dare say in public that
inequalities in the welfare impact of “public” expenditures are required
to preserve incentives.

Next we turn to macroeconomic fiscal theory, again beginning with
an exposition of the main lines of the theory. Macroeconomics, like eco-
nomics generally, uses the postulate-deductive form of equilibrium theory
which begins with a few simple axioms and combines them to form a group
of concepts that are logically interrelated. These concepts provide the basic
terms of the system and describe the primary general relations between
them.

The purpose of macroeconomic, or income theory, is to analyze the
determinants of aggregate or total spending on commodities. The elemen-
tary concept is the utility of objects for individuals; the general relation is
the principle of maximization of utility for individuals and returns (profits)
for firms. A million light years, however, separate individual utility and
demand for commodities from aggregate demand for commodities, and in
macroeconomic theorizing, individual utility is ordinarily lost sight of. This
means that macrocconomics in no sense can be considered pure economic
theory.

In the most simple macroeconomic model total income, or the value
of total production (Y), is constituted by consumption spending (C), invest-
ment spending (I), and government spending (G), (Y = C + I + G). The
level of employment is determined by the level of income or production
(E = E(Y)). The price level (P) is assumed to be unchanged up to the
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point of full employment. When full employment is reached, the price
level is determined by the level of spending.

Macro-theory does not independently investigate the determinants
of consumption, which is made to depend on income via the “marginal
propensity to consume” (MPC). The simplest form of the consumption
function is C = a + bY, where a is the volume of consumption when in-
come is zero, and b is the propensity to consume, or the proportion of
income consumed. Income itself, and hence employment and prices, are
thus determined by investment spending and government spending.

There are almost as many theories of investment as there are invest-
ment theorists. The original Keynesian theory, a simple one, views in-
vestment as depending on the anticipated rate of profit (p), the money
supply (M), and society’s preference for holding assets in liquid (cash)
form (LP). Government spending is determined by the political authorities
and is not subject to economic laws.

The elementary functional relations of the system are: (1) The higher
the MPC, the higher the level of income and employment; (2) The greater
the stock of money, the lower the rate of interest, the higher the volume
of investment, and the higher the level of income and employment; and
(3) The weaker the preference for holding assets in the form of cash, the
greater the demand for bonds, the higher the price of bonds, the lower
the rate of interest, and the greater the level of investment, income, and
employment.

The system is said to be in equilibrium when the volume of produc-
tion at current prices equals consumption, government spending, and
intended investment. Actual investment equals intended investment when
inventories of commodities are no lower or greater today than capitalists
expected them to be yesterday, i.e., when today’s sales equal yesterday’s
production. In this event, the market is cleared; there is no excess demand
or supply. The peculiar characteristic of the Keynesian model is that the
system may be in equilibrium even though there may be a sizeable amount
of unemployment (or, alternatively, inflation).

Thus to increase employment, income must be increased. Income
may be increased directly by raising the propensity to consume (for ex-
ample, by deflating the economy and increasing the real value of savings,
and hence liberating savings for consumption), by raising investment (e.g.,
by subsidies to capitalists), and by government spending or tax reductions.
Income may be increased indirectly by increasing the supply of money,
lowering the rate of interest, and hence raising the level of investment.

It should be obvious from this discussion that macro-theory was
formulated with an eye to macro-policy—that in no sense can macro-theory
be considered pure theory, or value-free theory. The orientation of macro-
theory is toward the control of income, employment, and prices via state
economic policy. Thus macro-theory, fiscal theory (the analysis of the
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effccts of government spending, taxation, and borrowing), and fiscal policy
(applied fiscal theory) all boil down to fundamentally the same phenome-
non—how to make capitalism a viable economic and social system by keep-
ing unemployment and inflation within reasonable bounds.

It should also be obvious that macro-thcory (like microcconomic) is
not a social science. It does not analyze the rclations between men, but
rather the relations between abstractions such as total income, the price
level, etc.

Macro-theory of the type discussed above (i.e., theory which places
primary emphasis on demand) has been popular during two historical
eras—during the late mercantilist period and today, the epoch of monopoly
capitalism. In both periods the state plays a central role in the economy.
During the era of laissez faire, income theory was banished by the classical
and neoclassical economists. Brought to life by Keynes, today it dominates
economic thought in the advanced capitalist countries.

The main point is that macro-theory is at one and the same time the
science and ideology of the ruling class—or, more precisely, the dominant
stratum of the ruling class, the corporate oligarchy. The corporate oli-
garchy has long ago accepted the inevitability and desirability of economic
self-regulation—or what is euphemistically called government intervention
in the economy. What is more, the corporate oligarchy is the only segment
of the ruling class which is in a position to effectively control macro-fiscal
policy. I do not think that this assertion requires elaborate proof. There is
a growing historical literature which describes the sources and develop-
ment of a class consciousness on the part of the corporate rich, and there
is a sociological literature which describes the modes of control by the
corporations of the quasi-private planning and policy organizations such
as CED, and the process of ideology formation in which these organiza-
tions play a decisive role. Even if such a literature did not exist, it is casy
to understand why fiscal policy must be formulated in the intcrests of the
hundred or so dominant corporations, becausc the health of the economy
depends almost cxclusively on the health of these giants.

Income thceory, then, is a technical science to the degree that it has
practical value to the corporations. To put it another way, income theory
is scientific insofar as it is useful to preserve and extend monopoly capi-
talism as a system and perpctuate class divisions and class rule. On this
criterion, for example, neo-Keynesian theory is more scientific than Keynes’
original doctrines. A fiscal policy for growth is more practical than one for
cconomic stabilization because of its bias in favor of investinent, and
hence profits.

On the other hand, income theory is not a critical science because it
constitutes itself on the given economic and legal foundations of capitalism.
It fails to make the foundations of capitalism themselves a subject for
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analysis. At best, then, income theory offers only a description of the
mechanics of operation of advanced capitalist economies. A critical science
is not a science of mechanics, but of real causes, historical causes; the vari-
ables are not abstractions such as the interest rate, or supply of money, but
rather they are human agents.

Thus over the past 30 years there has developed an elaborate analysis
of the determinants of income, employment, and production—an analysis
which has proven to have great practical value in helping the state under-
write business investments and business losses—or to use the long-current
euphemism, in helping the government to stabilize the economy and en-
courage it to grow. What is more, its practical value to the corporations
and business in general is greatly enhanced by the fact that business in-
creasingly takes it for granted that income theory is an accurate description
of the economy.

On the other hand, few would place much confidence in the explana-
tions of the ultimate causes of fluctuation and growth which are integral
to income theory. These explanations run in terms of individual psy-
chological motivations and responses and abstract completely from the
ever-changing, concrete socioeconomic setting which decisively conditions
consumer and business behavior. The concepts of “propensities,” “prefer-
ences,” “anticipations and expectations” seem to Marxist economists to be
very fragile foundations for such an elaborate structure as income theory.
The alternative, and correct, path, in my view, is to submit consumption,
investment, and government spending to a structural determination; that
is, to deduce the implications for the volume of and changes in investment
(or consumption) in the context of the actual behavior of large corporations
operating in oligopolistic markets.

Perhaps an analogy will be useful at this stage. A good one is the rela-
tionship between medicine, on the one hand, and biochemistry, biophysics
and other sciences which attempt to understand the body as a whole, on
the other. To a surprising degree, there is frequently a great gulf separating
medicine from the body sciences. The diagnosis and treatment of some
diseases—a good example is mental illness—often remain unchanged when
the body scientists advance their understanding of the causes of illness,
for the simple reason that medicine remains an excellent description of the
mechanics of the body. In fact, it is well known that in psychotherapy
a priori statements about which technique will produce results with any
given patient are very hard to come by. Often, the therapist is not even
aware of why he has achieved results. One could make the same statement
about some economic policymakers.

Income theory is neither right nor wrong—in the sense of being close
to or distant from the real causes of economic change—because income
theory does not pretend to investigate real causes. It is only more or less
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uscful-morc uscful if the mechanics of operation of the economy are
accurately spccified, less uscful if not. The main criterion of success is
results.

Income theory can achieve good results even though its theoretical
foundations may be weak. But it could get better results if it were scien-
tifically based on real causes, as we will suggest below. The point which
needs emphasis, however, is that it is impossible for an cconomic theory
which exists to maintain capitalism and class rule to be based on real
causes. The rcason is that a causal science is a critical science, one which
subjects the foundations of capitalism—as well as the transitory economic
manifestations of these foundations—to analysis. Clcarly, a theory which is
designed to perpetuate the social and economic relations (and indirectly
the taboos and superstitions) of capitalism will be of little value to anyone
who wishes to question these relations and taboos and superstitions.

If the cconomic theory questioned its own assumptions, it would
negate itself; and since income theory is first and foremost ruling-class
theory, a critical theory would imply that the ruling class would have to
question itself, its own right to rule, or negate itself. Let me illustrate with
a simple example in the form of a hypothesis: suppose that inflation is
caused by the groups or classes which benefit from inflation; suppose fur-
ther that anti-inflation policy is in the hands of those who caused the infla-
tion. The anti-inflation policy will leave some groups or classes worse off
and some better off. Among those who will be better off, will be the group
which was the prime mover behind the inflation, the original beneficiaries.
Now supposc that the ruling class employs economists to study inflation—
indecd, not only study inflation, but find acceptable ways to causc infla-
tion. Clearly, a critical science of inflation would require that economists
study not only their employers but themselves.

The economics profession adamantly refuses to do this—to consider
itself a part of the experimental field. But it is obvious that economics as a
technical science is a social phenomenon—and it may be true that only
economists are in a position to comprehend their own social role. In
fact, we believe it can be shown that the economist’s tools have made it
possible to have a little unemployment and a little inflation, an optimal
situation for the corporations. For example, two famous economists, Paul
Samuelson and Robert Solow, wrote an article entitled, “Our Menu of
Policy Choices,” in which “we” are given the “choice” of a little unemploy-
ment and a little inflation, or, alternatively, a little inflation and a little
unemployment! Abolishing both unemployment and inflation is impossible
given the fact (for bourgeois economists, the cternal fact) that employment
depends on the growth of income, which in turn depends on investment,
which in turn requires at least a slight profit inflation (that is, prices rising
faster than moncy wages).
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In short, income theory does not seek to remove the extremes of
society—unemployment and inflation (and capital and labor, rich and
poor, privileged and underprivileged, rulers and ruled)—but rather, to
quote Mary, it attempts to “weaken their antagonisms and transform them
into a harmonious whole,” Marxists believe this to be impossible. And
hence a critical bourgeois social science, including income theory, is for
this reason impossible.

Let us now turn to the treatment which public finance affords the
relationship between budgetary policy and economic growth. “Growth
models in their present form,” Peacock and Wiscman write, “cannot be
treated as anything more than exercises in a technique of arrangement.”
The basic reason that income and growth theory is unrealistic is the failure
to include a theory of state expenditures. Evsey Domar once noted that
government expenditures can be dealt with in one of three ways: they can
be assumed to be “exogenous” to the system, they can be merged with
consumption expenditures, or they can be assumed “away altogether.”
The latter alternative is completely unsatisfactory, and to assume that gov-
ernment expenditures are determined by “outside” forces is tantamount to
an admission that they are beyond the realm of comprehension. Merging
all government spending with private consumption merely substitutes fic-
tion for fact.

Paradoxically, government spending is increasingly placed in the
middle of discussions of growth and stagnation. Most economists view
the state as a kind of deus ex machina and assume that government spend-
ing not only can but should make up the difference between the actual
volume of private expenditures and the level of spending which will keep
unemployment down to a politically tolerable minimum. State expendi-
tures in this way are incorporated into models of fluctuations and growth.
However, the actual determinants of government spending are not con-
sidered; rather, what is considered is the volume of spending and taxation
necessary to achicve certain goals given certain assumptions and charac-
teristics of the given model.

The reason why economists do not know the actual determinants of
government expenditure is not hard to find. There are no markets for most
goods and services provided by the state, and hence it is not possible to
lean on the doctrine of revealed preferences. Thus a theory of state expen-
ditures requires an examination of the forces influencing and conditioning
demand. But utility thcory forbids any inquiry into these forces—putting
aside statistical cxplanations such as the age-mix of the population, cli-
matic conditions, and the like.

This line of thinking leads to the conclusion that before fiscal theory
can lay claim to being a critical scicnee, the laws which govern the deter-
mination of the volume and composition of state expenditures, and the
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relation between expenditures and taxes, must be uncovered. This means
that fiscal thcory must have a clear notion of the character of the state
under monopoly capitalism—fiscal thcory is then a branch of the theory
of the state.

Space does not permit any but the briefest discussion of the elements
which truly scientific fiscal theory must contain.

First of all, a clear distinction must be made between socially neces-
sary costs and cconomic surplus—a distinction between the value of total
output and the costs of producing that output. The concept of “nccessary
costs” is valuc-free in the sense that it has meaning independently of any
given economic system. Necessary costs are outlays required to maintain
the economy’s productive capacity and labor force in their given state of
productivity or cfficiency. The difference between total output and neces-
sary costs constitutes economic surplus, Further, a distinction must be
made between what may be called discretionary uses of the surplus by
the state, and nondiscretionary spending. Without these distinctions, it is
not possible to evaluate the role of state expenditure in the determination
of aggregate demand and economic growth.

To the degree that state expenditure constitutes necessary costs, state
outlays merely substitute for private outlays; hence, do not have any inde-
pendent cffect on aggregate demand. The only difference is that taxpayers
as a whole, rather than as a specific industry or branch of the economy, arc
charged with the costs. An example is education outlays required to main-
tain the labor force in its given state of productivity.

To the degree that statc expenditures comprise economic surplus,
and to the degrce that the surplus consists of nondiscretionary spending
(e.g., education outlays required to raise the skill level of a labor force in
accordance with advancing technology), state outlays again substitute for
private spending—and aggregate demand remains unchanged. In our view,
nondiscretionary spending is made up of two main categories: first, a large
part of collective consumption—cxpenditures on social amenities laid out
more or less voluntarily by residents in a given community; sccond, what
might be called complementary investments, a special form of private
investment the costs of which arc borne by the taxpayer, and without
which private investment would be unprofitable. Water investments in
agricultural districts would be a good example.

Additional demand, and hence cconomic surplus, is generated, first,
by wastcful and destructive outlays (the main example being military
spending) and, sccond, discretionary investments, or state investments
madc to cencourage future private accumulation (e.g., industrial develop-
ment parks). In this casc, there is an increment to demand and surplus
because private capital would otherwise not have made the expenditure.
Here the rise in government spending will be financed largely out of taxes
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and thus at the expense of private consumption. The state will in this event
create more surplus (or savings) than it absorbs.

Finally, transfer payments (e.g., debt interest and farm payments)
generate more surplus than they absorb because they alter the distribu-
tion of personal income in the direction of greater inequality.

Whether or not fiscal policy can be a viable instrument for maintain-
ing a respectable volume of demand depends on whether or not total state
spending generates more surplus than it absorbs. If so, then the state
budget must continuously increase for the economy to remain in the same
place. If not, then state expenditures cannot be considered in any sense
autonomous, and correspondingly, the state cannot be considered to be
able to act independently of the specific interests of specific firms, indus-
tries, or other segments of the ruling class. Of course, the truth lies some-
where in between these cxtremes—exactly where we do not know. But
often it is more scientific to admit to an area of ignorance than to confi-
dently predict that capitalism can or cannot save itself by the utilization
of budgetary policy.
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Economic Philosophies



Worldly Philosophies

SMITH, MILL, MARX, MARSHALL, AND KEYNES

Adam Smith is the intellectual father of what is now labelled classical
economics. In the later works of Mill, Marshall, and Keynes we see not
only the evolution of “western economics,” but a concern for areas of
inadequate performance. For example, Mill raised the problem of distri-
bution; Keynes the problem of full employment. In addition, they dis-
agreed as to whether the system was tending upward in a progressive
spiral or toward a stationary state. The common ground among Mill,
Marshall, and Keynes was the belief that these problems could be
resolved within the capitalistic system. Some modifications may be nec-
essary, but the system was basically sound. The works of Karl Marx
stand as a direct challenge to the soundness of the capitalistic system.
His distinction lies in a theoretical analysis which concluded that capital-
ism could not resolve its problems within its own system. A word of cau-
tion. These excerpts only hint at the richness of thought of our “founding
fathers” and again we urge the student to dip into the originals.

Wealth of Nations, Adam Smith

The greatest improvement in the productive powers of labor, and the
greater part of the skill, dexterity, and judgment with which it is anywhcre
directed, or applied, seem to have been the effects of the division of labor.

The effects of the division of labor, in the general business of socicty,
will be more easily understood by considering in what manner it operates
in some particular manufactures. It is commonly supposed to be carried
furthest in some very trifling ones; not perhaps that it really is carried
further in them than in others of more importance: but in those trifling
manufactures which are destined to supply the small wants of but a small
number of people, the whole number of workmen must necessarily be
small; and those employed in every different branch of the work can often
be collected into the same workhouse, and placed at once under the view
of the spectator. In those great manufactures, on the contrary, which are
destined to supply the great wants of the great body of the people, every
different branch of the work employs so great a number of workmen that

From the books The Wedlth of Nations by Adam Smith. Introduction by Professor
Edwin R. A. Secligman. Vols. I and II. Everyman’s Library Edition. Published by
E. P. Dutton & Co., Inc., and reprinted with their permission.
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it is impossible to collect them all into the same workhouse. We can seldom
see more, at one time, than those employed in one single branch. Though
in such manufactures, therefore, the work may really be divided into a
much greater number of parts than in those of a more trifling nature, the
division is not near so obvious, and has accordingly been much less
observed.

To take an example, therefore, from a very trifling manufacture; but
one in which the division of labor has been very often taken notice of, the
trade of the pin-maker; a workman not educated to this business (which
the division of labor has rendered a distinct trade), nor acquainted with the
use of the machinery employed in it (to the invention of which the same
division of labor has probably given occasion), could scarce, perhaps, with
his utmost industry, make one pin in a day, and certainly could not make
20. But in the way in which this business is now carried on, not only the
whole work is a peculiar trade, but it is divided into a number of branches,
of which the greater part are likewise peculiar trades. One man draws out
the wire, another straightens it, a third cuts it, a fourth points it, a fifth
grinds it at the top for receiving the head; to make the head requires two
or three distinct operations; to put it on is a peculiar business, to whiten
the pins is another; it is even a trade by itself to put them into the paper;
and the important business of making a pin is, in this manner, divided into
about 18 distinct operations, which, in some manufactories, are all per-
formed by distinct hands, though in others the same man will sometimes
perform two or three of them. I have seen a small manufactory of this
kind where ten men only were employed, and where some of them conse-
quently performed two or three distinct operations. But though they were
very poor, and therefore but indifferently accommodated with the neces-
sary machinery, they could, when they exerted themselves, make among
them about 12 pounds of pins in a day. There are in a pound upwards of
4,000 pins of a middling size. Those ten persons, thercfore, could make
among them upwards of 48,000 pins in a day. Each person, thercfore, mak-
ing a tenth part of 48,000 pins, might be considered as making 4,800 pins
in a day. But if they had all wrought separately and independently, and
without any of them having been educated to this peculiar business, they
certainly could not each of them have made 20, perhaps not one pin in a
day; that is, certainly, not the 240th, perhaps not the 4,800th part of what
they are at present capable of performing, in consequence of a proper divi-
sion and combination of their different operations.

In every other art and manufacture, the effects of the division of
labor are similar to what they arc in this very trifling one; though, in many
of them, the labor can neither be so much subdivided, nor reduced to so
great a simplicity of opcration. The division of labor, however, so far as it
can be introduced, occasions, in every art, a proportionable increase of the
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productive powers of labor. The separation of different trades and employ-
ments from one another seems to have taken place in consequence of this
advantage. This separation, too, is generally carried furthest in those coun-
tries which enjoy the highest degree of industry and improvement; what
is the work of one man in a rude state of society being generally that of
several in an improved one. In every improved society, the farmer is gen-
erally nothing but a farmer; the manufacturer, nothing but a manufac-
turer. The labor, too, which is necessary to produce any one complete
manufacture is almost always divided among a great number of hands.

This great increase of the quantity of work which, in consequence
of the division of labor, the same number of people are capable of per-
forming, is owing to three different circumstances; first, to the increase of
dexterity in every particular workman; second, to the saving of the time
which is commonly lost in passing from one species of work to another;
and last, to the invention of a great number of machines which facilitate
and abridge labor, and enable one man to do the work of many.

This division of labor, from which so many advantages are derived,
is not originally the effect of any human wisdom, which foresees and in-
tends that general opulence to which it gives occasion. It is the nccessary
though very slow and gradual consequence of a certain propensity in
human nature which has in view no such extensive utility; the propensity
to truck, barter, and exchange one thing for another.

Whether this propensity be one of those original principles in human
nature of which no further account can be given; or whether, as seems
more probable, it be the necessary consequence of the faculties of reason
and speech, it belongs not to our present subject to inquire. It is common
to all men, and to be found in no other race of animals, which seem to
know neither this nor any other species of contracts. Two greyhounds, in
running down the same hare, have sometimes the appearance of acting
in some sort of concert. Each turns her towards his companion, or endeav-
ors to intercept her when his companion turns her towards himself. This,
however, is not the effect of any contract, but of the accidental concur-
rence of their passions in the same object at that particular time. Nobody
ever saw a dog make a fair and deliberate exchange of one bone for another
with another dog. Nobody ever saw one animal by its gestures and natural
cries signify to another, this is mine, that yours; I am willing to give this
for that. When an animal wants to obtain something either of a man or of
another animal, it has no other means of persuasion but to gain the favor
of those whose service it requires. A puppy fawns upon its dam, and a
spaniel endeavors by a thousand attractions to engage the attention of its
master who is at dinner, when it wants to be fed by him. Man sometimes
uscs the same arts with his brethren, and when he has no other means of
engaging them to act according to his inclinations, endeavors by every



214 Economic Philosophies

servile and fawning attention to obtain their good will. He has not time,
however, to do this upon cvery occasion. In civilized society he stands at
all times in nced of the cooperation and assistance of great multitudes,
while his whole life is scarce sufficient to gain the friendship of a few per-
sons. In almost every other race of animals each individual, when it is
grown up to maturity, is entircly independent, and its natural state has
occasion for the assistance of no other living creature. But man has almost
constant occasion for the help of his brethren, and it is in vain for him to
expect it from their benevolence only. He will be more likely to prevail
if he can interest their self-love in his favor, and show them that it is for
their own advantage to do for him what he requires of them. Whoever
offers to another a bargain of any kind, proposes to do this. Give me that
which I want, and you shall have this which you want, is the mcaning of
every such offer; and it is in this manner that we obtain from onc another
the far greater part of those good offices which we stand in nced of. It is
not from the benevolence of the butcher, the brewer, or the baker that we
expect our dinner, but from their regard to their own interest. We address
ourselves, not to their humanity but to their sclf-love, and never talk to
them of our own necessities but of their advantages.

What are the common wages of labor, depends everywhere upon the
contract usually made between those two partics, whose intcrests are by
no means the same. The workmen desire to get as much, the masters to
give as little as possible. The former are disposed to combine in order to
raise, the latter in order to lower the wages of labor.

It is not, however, difficult to foresce which of the two parties must,
upon all ordinary occasions, have the advantage in the dispute, and force
the other into a compliance with their terms. The masters, being fewer in
number, can combine much more casily; and the law, besides, authorizes,
or at least does not prohibit their combinations, while it prohibits those of
the workmen. We have no acts of parliament against combining to lower
the price of work; but many against combining to raise it. In all such dis-
putes the masters can hold out much longer. A landlord, a farmer, a master
manufacturer, a merchant, though they did not employ a single workman,
could generally live a year or two upon the stocks which they have already
acquired. Many workmen could not subsist a week, few could subsist a
month, and scarce any a yecar without employment. In the long run the
workman may be as nccessary to his master as his master is to him; hut
the necessity is not so immediate.

We rarcly hear, it has been said, of the combinations of masters,
though frequently of those of workmen. But whoever imagines, upon this
account, that masters rarcly combine, is as ignorant of the world as of the
subject. Masters are always and everywhere in a sort of tacit, but constant
and uniforim combination, not to raisc the wages of labor above their
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actual rate. To violate this combination is everywhere a most unpopular
action, and a sort of reproach to a master among his neighbors and equals.
We seldom, indeed, hear of this combination, because it is the usual, and
one may say, the natural state of things, which nobody ever hears of.
Masters, too, sometimes enter into particular combinations to sink the
wages of labor even below this rate. These are always conducted with
the utmost silence and secrecy, till the moment of execution, and when the
workmen yield, as they sometimes do, without resistance, though severely
felt by them, they are never heard of by other people. Every individual
who employs his capital in the support of domestic industry, necessarily
endeavors so to direct that industry that its produce may be of the greatest
possible value.

The produce of industry is what it adds to the subject or materials
upon which it is employed. In proportion as the value of this produce is
great or small, so will likewise be the profits of the employer. But it is only
for the sake of profit that any man employs a capital in the support of
industry; and he will always, therefore, endeavor to employ it in the sup-
port of that industry of which the produce is likely to be of the greatest
value, or to exchange for the greatest quantity either of money or of
other goods.

But the annual revenue of every society is always precisely equal to
the exchangeable value of the whole annual produce of its industry or
rather is precisely the same thing with that exchangeable value. As every
individual, thereforc, endcavors as much as he can both to employ his
capital in the support of domestic industry ... every individual necessarily
labors to render the annual revenue of the society as great as he can. He
gencrally, indeed neither intends to promote the public interest, nor knows
how much he is promoting it ... he intends only his own gain, and he is
in this, as in many other cases, led by an invisible hand to promote an end
which was no part of his intention.

Theses on Feuerbach and Das Kapital, Karl Marx

The philosophers have only interpreted the world, in various ways;
the point, however, is to change it.

Historical Tendency of Capitalist Accumulation. \Vhat docs the
primitive accumulation of capital, i.c., its historical genesis, resolve itsclf
into? In so far as it is not immediate transformation of slaves and serfs
into wage laborers, and therefore a mere change of form, it only means
the expropriation of the immediate producers, i.c., the dissolution of

From Selected Works of Karl Marx and Frederick Engles, pp. 30, 235-7. Reprinted
by permission of International Publisher’s Co., Inc. Copyright © 1968.



216 Economic Philosophies

private property based on the labor of its owner. Private property, as the
antithesis to social, collective property, exists only where the mcans of
labor and the cxternal conditions of labor belong to private individuals.
But according as these private individuals are laborers or not laborers,
private property has a different character. The numberless shades that
it at first sight presents, correspond to the intermediate stages lying be-
tween these two extremes. The private property of the laborer in his
means of production is the foundation of petty industry, whether agri-
cultural, manufacturing, or both; petty industry, again, is an cssential
condition for the development of social production and of the free individ-
uality of the laborer himself. Of course, this petty mode of production exists
also under slavery, serfdom, and other states of dependence. But it flour-
ishes, it lets loose its whole energy, it attains its adequate classical form,
only where the laborer is the private owner of his own means of labor
set in action by himself; the peasant of the land which he cultivates, the
artisan of the tool which he handles as a virtuoso.

This mode of production presupposes parceling of the soil, and
scattering of the other means of production. As it excludes the concen-
tration of these means of production, so also it excludes cooperation, divi-
sion of labor within each separate process of production, the control over,
and the productive application of, the forces of naturc by society, and the
free development of the social productive powers. It is compatible only
with a system of production, and a society, moving within narrow and
more or less primitive bounds. To perpetuate it would be, as Pecqueur
rightly says, “to decree universal mediocrity.” At a certain stage of de-
velopment, it brings forth the material agencies for its own dissolution.
From that moment, new forces and new passions spring up in the bosom
of socicty; but the old social organization fetters them and keeps them
down. It must be annihilated; it is annihilated. Its annihilation, the trans-
formation of the individualized and scattered means of production into
socially concentrated oncs, of the pygmy property of the many into the
huge property of the few, the expropriation of the great mass of the people
from the soil, from the mecans of subsistence, and from the means of labor,
this fearful and painful expropriation of the mass of the people forms the
prelude to the history of capital. It comprises a series of forcible methods,
of which we have passed in review only those that have been epoch-making
as mcthods of the primitive accumulation of capital. The expropriation
of the immediate producers was accomplished with merciless vandalism,
and under the stimulus of passions the most infamous, the most sordid,
the pettiest, the most meanly odious. Sclf-earned private property, that is
based, so to say, on the fusing togcther of the isolated, independent laboring
individual with the conditions of his labor, is supplanted by capitalistic
private property, which rests on exploitation of the nominally free labor of
others, i.c., on wagec-labor.
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As soon as this process of transformation has sufficiently decomposed
the old society from top to bottom, as soon as the laborers are turned into
proletarians, their means of labor into capital, as soon as the capitalist
mode of production stands on its own feet, then the further socialization
of labor and further transformation of the land and other means of pro-
duction into socially exploited and, therefore, common means of produc-
tion, as well as the further expropriation of private proprictors, takes a
new form. That which is now to be expropriated is no longer the laborer
working for himself, but the capitalist exploiting many laborers.- This
expropriation is accomplished by the action of the immanent laws of capi-
talistic production itself, by the centralization of capital. One capitalist
always kills many. Hand in hand with this centralization, or this expropri-
ation of many capitalists by few, develop, on an ever-extending scale, the
cooperative form of the labor process, the conscious technical application
of science, the methodical cultivation of the soil, the transformation of
the instruments of labor into instruments of labor only usable in common,
the economizing of all means of production by their use as the means of
production of combined, socialized labor, the entanglement of all peoples
in the net of the world market, and with this, the international character
of the capitalistic regime. Along with the constantly diminishing number
of the magnates of capital, who usurp and monopolize all advantages of
this process of transformation, grows the mass of misery, oppression, slav-
ery, degradation, exploitation; but with this too grows the revolt of the
working class, a class always increasing in numbers, and disciplined, united,
organized by the very mechanism of the process of capitalist production
itself. The monopoly of capital becomes a fetter upon the mode of produc-
tion, which has sprung up and flourished along with, and under, it. Cen-
tralization of the means of production and socialization of labor at last
reach a point where they become incompatible with their capitalist
integument. This integument is burst asunder. The knell of capitalist
private property sounds. The expropriators are expropriated.

The capitalist mode of appropriation, the result of the capitalist
mode of production, produces capitalist private property. This is the first
negation of individual private property, as founded on the labor of the
proprictor. But capitalist production begets, with the inexorability of a
law of nature, its own negation. It is the negation of negation. This does
not reestablish private property for the producer, but gives him individual
property based on the acquisitions of the capitalist era, i.c., on cooperation
and the possession in common of the land and of the means of production.

The transformation of scattered private property, arising from indi-
vidual labor, into capitalist private property is, naturally, a process incom-
parably more protracted, violent, and difficult, than the transformation of
capitalistic private property, already practically resting on socialized pro-
duction, into socialized property. In the former case, we had the expropri-
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ation of the mass of the pcople by a few usurpers; in the latter, we have
the expropriation of a few usurpers by the mass of the pcople.

Principles of Political Economy, J. 8. Mill

It must always have been seen, more or less distinctly, by political
economists, that the increase of wealth is not boundless: that at the end
of what they term the progressive state lies the stationary state, that all
progress in wealth is but a postponement of this, and that each step in
advance is an approach to it. We have now been led to recognize that
this ultimate goal is at all times near enough to be fully in view; that we
are always on the verge of it, and that if we have not reached it long ago,
it is because the goal itself flies before us. The richest and most prosperous
countries would very soon attain the stationary state, if no further improve-
ments were made in the productive arts, and if there were a suspension of
the overflow of capital from those countries into the uncultivated or ill-
cultivated regions of the earth.

This impossibility of ultimately avoiding the stationary state—this
irresistible necessity that the stream of human industry should finally
spread itself out into an apparently stagnant sea—must have been, to the
political economists of the last two generations, an unpleasing and dis-
couraging prospect; for the tone and tendency of their speculations goes
completely to identify all that is economically desirable with the progres-
sive state, and with that alone. With Mr. [James Ramsay] McCulloch, for
example, prosperity does not mean a large production and a good distribu-
tion of wealth, but a rapid increase of it; his test of prosperity is high
profits; and as the tendency of that very increase of wealth, which he calls
prosperity, is towards low profits, cconomical progress, according to him,
must tend to the extinction of prosperity. Adam Smith always assumes
that the condition of the mass of the people, though it may not be posi-
tively distressed, must be pinched and stinted in a stationary condition of
wealth, and can only be satisfactory in a progressive state. The doctrine
that, to however distant a time incessant struggling may put off our doom,
the progress of society must “end in shallows and in miseries,” far from
being, as many people still belicve, a wicked invention of Mr. Malthus,
was cither expressly or tacitly affirmed by his most distinguished predeces-
sors, and can only be successfully combated on his principles. Before
attention had been dirccted to the principle of population as the active
force in determining the remuneration of labor, the increase of mankind
was virtually treated as a constant quantity: it was, at all events, assumed
that in the natural and normal state of human affairs population must

From “Principles of Political Economy,” Vol. 2 (New York: D. Appleton & Co., 1889),
pp. 334-39.
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constantly increase, from which it followed that a constant increase of
the means of support was essential to the physical comfort of the mass
of mankind. The publication of Mr. Malthus’s Essay is the era from which
better views of this subject must be dated; and notwithstanding the
acknowledged errors of his first edition, few writers have done more
than himself, in the subsequent editions, to promote these juster and more
hopeful anticipations.

Even in a progressive state of capital, in old countries, a conscientious
or prudential restraint on population is indispensable, to prevent the
increase of numbers from outstripping the increase of capital, and the
condition of the classes who are at the bottom of society from being
deteriorated. Where there is not, in the people, or in some very large
proportion of them, a resolute resistance to this deterioration—a deter-
mination to preserve an established standard of comfort—the condition
of the poorest class sinks, even in a progressive state, to the lowest point
which they will consent to endure. The same determination would be
equally effectual to keep up their condition in the stationary state, and
would be quite as likely to exist. Indeed, even now, the countries in
which the greatest prudence is manifested in the regulating of population,
are often those in which capital increases least rapidly. Where there is an
indefinite prospect of employment for increased numbers, there is apt
to appear less necessity for prudential restraint. If it were evident that a
new hand could not obtain employment but by displacing, or succeeding
to, one already employed, the combined influences of prudence and public
opinion might in some measure be relicd on for restricting the coming
generation within the numbers necessary for replacing the present.

I cannot, therefore, regard the stationary state of capital and wecalth
with the unaffected aversion so generally manifested towards it by political
economists of the old school. I am inclined to believe that it would be,
on the whole, a very considerable improvement on our present condition.
I confess I am not charmed with the ideal of life held out by those who
think that the normal state of human beings is that of struggling to get
on; that the trampling, crushing, elbowing, and treading on each other’s
heels, which form the existing type of social lifc, are the most desirable
lot of human kind, or anything but the disagreeable symptoms of one
of the phases of industrial progress. The northern and middle states of
America are a specimen of this stage of civilization in very favorable
circumstances; having, apparently, got rid of all social injustices and
inequalities that affect persons of Caucasian race and of the male sex,
while the proportion of population to capital and land is such as to ensurc
abundance to every able-bodiecd member of the community who does not
forfeit it by misconduct. They have the six points of Chartism, and they
have no poverty: and all that these advantages seem to have yct done
for them (notwithstanding some incipient signs of a better tendency) is
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that the life of the whole of one sex is devoted to dollar-hunting, and of
the other to breeding dollar-hunters. This is not a kind of social perfec-
tion which philanthropists to come will feel any very cager desire to
assist in realizing. Most fitting, indeed, is it, that while riches arc power,
and to grow as rich as possible the universal object of ambition, the path
to its attainment should be open to all, without favor or partiality. But
the best state for human nature is that in which, while no one is poor,
no one desires to be richer, nor has any reason to fear being thrust back, by
the efforts of others to push themselves forward.

That the energies of mankind should be kept in employment by the
struggle for riches, as they were formerly by the struggle of war, until
the better minds succeed in educating the others into better things, is
undoubtedly more desirable than that they should rust and stagnate.
While minds are coarse they require coarse stimuli, and let them have
them. In the meantime, those who do not accept the present very early
stage of human improvement as its ultimate type, may be excused for
being comparatively indifferent to the kind of economical progress which
excites the congratulations of ordinary politicians; the mere increase of
production and accumulation. For the safety of national independence it
is essential that a country should not fall much behind its ncighbors
in these things. But in themselves they are of little importance, so long as
either the increase of population or anything else prevents the mass of
the people from reaping any part of the benefit of them. I know not
why it should be matter of congratulation that persons who are alrcady
richer than anyone needs to be, should have doubled their means of con-
suming things which give little or no pleasure cxcept as representative
of wecalth; or that numbers of individuals should pass over, cvery year,
from the middle classes into a richer class, or from the class of the occu-
piced rich to that of the unoccupied. It is only in the backward countries
of the world that increased production is still an important object: in thosc
most advanced, what is economically needed is a better distribution, of
which one indispensable means is a stricter restraint on population.
Leveling institutions, either of a just or of an unjust kind, cannot alone
accomplish it; they may lower the heights of society, but they cannot, of
themsclves, permanently raise the depths.

On the other hand, we may supposec this better distribution of
property attained, by the joint cffect of the prudence and frugality of
individuals, and of a system of legislation favoring cquality of fortunes,
so far as is consistent with the just claim of the individual to the fruits,
whether great or small, of his or her own industry. WWe may suppose, for
instance, a limitation of the sum which any one person may acquire by
gift or inheritance, to the amount sufficient to constitute a moderate inde-
pendence. Under this twofold influence, socicty would exhibit thesc lead-
ing features: a well-paid and affluent body of laborers; no enormous
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fortunes, except what were earned and accumulated during a single life-
time; but a much larger body of persons than at present, not only exempt
from the coarser toils, but with sufficient leisure, both physical and mental,
from mechanical details, to cultivate freely the graces of life, and afford
examples of them to the classes less favorably circumstanced for their
growth. This condition of society, so greatly preferable to the present,
is not only perfectly compatible with the stationary state, but, it would
seem, more naturally allied with the state than with any other,

Principles of Economics, Alfred Marshall

Economics is a study of men as they live and move and think in the
ordinary business of life. But it concerns itself chiefly with those motives
which affect, most powerfully and most steadily, man’s conduct in the
business part of his life. Everyone who is worth anything carries his
higher nature with him into business; and, there as elsewhere, he is
influenced by his personal affections, by his conceptions of duty and his
reverence for high ideals.

The advantage which economics has over other branches of social
science appears then to arise from the fact that its special field of work
gives rather larger opportunities for exact methods than any other branch.
It concerns itself chiefly with those desires, aspirations and other affections
of human nature, the outward manifestations of which appear as incentives
to action in such a form that the force or quantity of the incentives can
be estimated and measured with some approach to accuracy; and which
therefore are in some degree amenable to treatment by scientific machin-
ery. An opening is made for the methods and the tests of science as soon
as the force of a person’s motives—not the motives themselves—can be
approximately measured by the sum of money, which he will just give
up in order to secure a desired satisfaction; or again by the sum which
is just required to induce him to undergo a certain fatigue.

Economists study the actions of individuals, but study them in rela-
tion to social rather than individual life; and therefore concern themselves
but little with personal peculiarities of temper and character. They watch
carefully the conduct of a whole class of people, sometimes the whole of
a nation, sometimes only those living in a certain district, more often those
engaged in some particular trade at some time and place: and by the aid
of statistics, or in other ways then ascertain how much money on the
average the members of the particular group, they are watching, are just
willing to pay as the price of a certain thing which they desire, or how

From Alfred Marshall, Principles of Economics, pp. 14-15, 25-6, 33, 36-7. Reprinted
by permission of St. Martin’s Press, Inc.,, New York, The Macmillan Company of
Canada, and The Macmillan Company of Houndmills Basingstoke Hampshire.
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much must be offered to them to induce them to undergo a certain effort
or abstinence that they dislike. The measurement of motive thus obtained
is not indced perfectly accuratce; for if it were, cconomics would rank with
the most advanced of the physical science; and not, as it actually does,
with the least advanced.

The term “law” means then nothing more than a general proposition
or statement of tendencies, more or less certain, more or less definite. Many
such statements arc made in every scicence. . . . Thus a law of social science,
or a Social Law, is a statement of social tendencics; that is, a statcment
that a certain course of action may be expected under certain conditions
from the members of a social group.

Economic laws, or statements of economic tendencies, are those social
laws which relate to branches of conduct in which the strength of the
motives chiefly concerned can be measured by a moncey price.

It is sometimes said that the laws of cconomics are “hypothetical.”
Of course, like every other science, it undertakes to study the effects which
will be produced by certain causes, not absolutely, but subject to the con-
dition that other things are equal, and that the causes are able to work
out their cffects undisturbed. Almost cvery scientific doctrine, when care-
fully and formally stated, will be found to contain some proviso to the
effcct that other things are equal; the action of the causes in question is
supposed to be isolated, certain cffects are attributed to them, but on
the hypothesis that no cause is permitted to enter except those distinctly
allowed for. It is true however that the condition that time must be
allowed for causes to produce their effects is a source of great difficulty
in cconomics. For meanwhile the material on which they work, and per-
haps cven the causes themselves, may have changed; and the tendencies
which are being described will not have sufficiently “long run” in which
to work themsclves out fully.

Though cconomic analysis and general reasoning are of wide appli-
cation, yct every age and cvery country has its own problems; and cvery
change in social conditions is likely to require a new development of
cconomic doctrines.

The General Theory of Employment, Interest, and Money,
John Maynard Keynes

The outstanding faults of the economic socicty in which we live are
its failure to provide for full employment and its arbitrary and incquitable
distribution of wecalth and incomes.

From The General Theory of Employment, Interest, and Money, by John Maynard
Keynes. Reprinted by permission of Harcourt, Brace, Jovanovich, Inc., 1965, pp. 3724,

378.
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Since the end of the 19th century significant progress towards the
removal of very great disparities of wealth and income has been achieved
through the instruments of direct taxation—income tax and surtax and
death duties—especially in Great Britain. Many people would wish to see
this process carried much further, but they are deterred by two considera-
tions; partly by the fear of making skilful evasions too much worthwhile
and also of diminishing unduly the motives towards risk-taking, but mainly,
I think, by the belief that the growth of capital depends upon the strength
of the motive towards individual saving and that for a large proportion
of this growth we arc dependent on the savings of the rich out of their
superfluity. ... We have seen that, up to the point where full employment
prevails, the growth of capital depends not at all on a low propensity to
consume but is, on the contrary, held back by it; and only in conditions
of full employment is a low propensity to consume conducive to the growth
of capital. Moreover, experience suggests that in existing conditions saving
by institutions and through sinking funds is more than adequate, and
that measures for the redistribution of incomes in a way likely to raise
the propensity to consume may prove positively favorable to the growth
of capital.

Thus our argument leads towards the conclusion that in contemporary
conditions the growth of wealth, so far from becing dependent on the
abstinence of the rich, as is commonly supposed, is more likely to be
impeded by it. One of the chief social justifications of great incquality of
wealth is, thercfore, removed. I am not saying that there are no other
reasons, unaffected by our theory, capable of justifying some measure of
inequality in some circumstances. But it does dispose of the most important
of the reasons why hitherto we have thought it prudent to move carcfully.

For my own part, I believe that there is social and psychological
justification for significant inequalities of incomes and wealth, but not
for such large disparities as exist today. There are valuable human activi-
ties which require the motive of money-making and the environment of
private wealth-ownership for their full fruition. Morcover, dangerous
human proclivities can be canalized into comparatively harmless channels
by the existence of opportunitics for moncy-making and private wealth,
which, if they cannot be satisfied in this way, may find their outlct in
cruelty, the reckless pursuit of personal power and authority, and other
forms of self-aggrandizement. It is better that a man should tyrannize
over his bank balance than over his fellow citizens; and whilst the former
is sometimes denounced as being but a means to the latter, sometimes at
least it is an alternative. But it is not necessary for the stimulation of these
activities and the satisfaction of these proclivities that the game should be
played for such high stakes as at present. Much lower stakes will serve
the purpose equally well, as soon as the players arc accustomed to them.
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The task of transmuting human nature must not be confused with the
task of managing it. Though in the ideal commonwealth men may have
been taught or inspired or bred to take no interest in the stakes, it may
still be wise and prudent statesmanship to allow the game to be played,
subject to rules and limitations, so long as the average man, or even a
significant section of the community, is in fact strongly addicted to the
money-making passion.

The State will have to exercise a guiding influence on the propensity
to consume partly through its scheme of taxation, partly by fixing the
rate of interest, and partly, perhaps, in other ways. Furthermore, it seems
unlikely that the influence of banking policy on the rate of interest will
be sufficient by itself to determine an optimum rate of investment. I con-
ceive, therefore, that a somewhat comprehensive socialization of invest-
ment will prove the only means of securing an approximation to full
employment; though this need not exclude all manner of compromises
and of devices by which public authority will cooperate with private ini-
tiative. But beyond this no obvious case is made out for a system of State
Socialism which would embrace most of the economic life of the com-
munity. It is not the ownership of the instruments of production which
it is important for the State to assume. If the State is able to determine
the aggregate amount of resources devoted to augmenting the instruments
and the basic rate of reward to those who own them, it will have accom-
plished all that is necessary.



Excerpts from
Capitalism and Freedom

MILTON FRIEDMAN

Here, in capsule form, are sections from the best-known statement of
the “libertarian” view. The interested reader may want to compare this
economic philosophy with its critique in the next essay.

In a much quoted passage in his inaugural address, President
Kennedy said, “Ask not what your country can do for you—ask what you
can do for your country.” It is a striking sign of the temper of our times
that the controversy about this passage centered on its origin and not
on its content. Neither half of the statement expresses a relation between
the citizen and his government that is worthy of the ideals of free men
in a free society. The paternalistic “what your country can do for you”
implies that government is the patron, the citizen the ward, a view that
is at odds with the frce man’s belief in his own responsibility for his own
destiny. The organismic, “what you can do for your country” implies that
government is the master or the dcity, the citizen, the servant or the
votary. To the frec man, the country is the collection of individuals who
compose it, not something over and above them. He is proud of a com-
mon heritage and loyal to common traditions. But he regards government
as a means, an instrumentality, ncither a grantor of favors and gifts, nor
a master or god to be blindly worshipped and served. He recognizes no
national goal except as it is the consensus of the goals that the citizens
sevcrally serve. He recognizes no national purpose except as it is the
consensus of the purposes for which the citizens scverally strive.

The free man will ask ncither what his country can do for him nor
what he can do for his country. He will ask rather “What can I and my
compatriots do through government” to help us discharge our individual

From Capitalism and Freedom, by Milton Friedman (Chicago: University of Chicago
Press, 1962), pp. 1-21, 196-202. © 1962 by the University of Chicago. Reprinted by
permission.
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responsibilities, to achicve our several goals and purposcs, and above all,
to protect our freedom? And he will accompany this question with another:
How can we keep the government we create from becoming a Franken-
stein that will destroy the very freedom we cstablish it to protect? Freedom
is a rarc and delicate plant. Our minds tell us, and history confirms, that
the great threat to freedom is the concentration of power. Government
is neccssary to preserve our freedom, it is an instrument through which
we can exercise our frecdom; yet by concentrating power in political hands,
it is also a threat to frcedom. Even though the men who wield this power
initially be of good will and even though they be not corrupted by the
power they exercise, the power will both attract and form men of a
different stamp.

How can we benefit from the promise of government while avoiding
the threat to frecdom? Two broad principles embodied in our Constitution
give an answer that has prescrved our freedom so far, though they have
been violated repeatedly in practice while proclaimed as precept.

First, the scope of government must be limited. Its major function
must be to protect our freedom both from the enemies outside our gates
and from our fellow-citizens: to preserve law and order, to enforce private
contracts, to foster competitive markets. Beyond this major function,
government may cnable us at times to accomplish jointly what we would
find it more difficult or expensive to accomplish scverally. However, any
such use of government is fraught with danger. We should not and cannot
avoid using government in this way. But there should be a clear and large
balance of advantages before we do. By relying primarily on voluntary
cooperation and private enterprise, in both economic and other activities,
we can insure that the private sector is a check on the powers of the
governmental sector and an effective protection of freedom of speech, of
religion, and of thought.

The second broad principle is that government power must be
dispersed. If government is to cxercisec power, better in the county than
in the state, better in the state than in Washington. If T do not like what
my local community does, be it in sewage disposal, or zoning, or schools,
I can move to another local community, and though few may take this
step, the mere possibility acts as a check. If I do not like what my state
does, I can move to another. If T do not like what Washington imposes,
I have few alternatives in this world of jealous nations.

The very difficulty of avoiding the cnactments of the federal govern-
ment is of course the great attraction of centralization to many of its
proponents. It will enable them more effectively, they believe, to legis-
latc programs that—as they sce it—are in the interest of the public, whether
it be the transfer of income from the rich to the poor or from private to
governmental purposes. They are in a sense right. But this coin has two
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sides. The power to do good is also the power to do harm; those who con-
trol the power today may not tomorrow; and, more important, what one
man regards as good, another may regard as harm. The great tragedy of
the drive to centralization, as of the drive to extend the scope of govern-
ment in general, is that it is mostly led by men of good will who will be
the first to rue its conscquences.

The preservation of freedom is the protective rcason for limiting
and decentralizing governmental power. But there is also a constructive
reason. The great advances of civilization, whether in architecture or
painting, in science or literature, in industry or agriculture, have never
come from centralized government. Columbus did not set out to scek a
new route to China in response to a majority dircctive of a parliament,
though he was partly financed by an absolute monarch. Newton and
Leibnitz; Einstein and Bohr; Shakespeare, Milton, and Pasternak; Whitney,
McCormick, Edison, and Ford; Jane Addams, Florence Nightingale, and
Albert Schweitzer; no one of these opened new frontiers in human knowl-
edge and understanding, in literature, in technical possibilities, or in the
relief of human misery in responsc to governmental directives. Their
achievements were the product of individual genius, of strongly held
minority views, of a social climate permitting varicty and diversity.

Government can never duplicate the variety and diversity of indi-
vidual action. At any moment in time, by imposing uniform standards in
housing, or nutrition, or clothing, government could undoubtedly improve
the level of living of many individuals; by imposing uniform standards
in schooling, road construction, or sanitation, central government could
undoubtedly improve the level of performance in many local arcas and
perhaps even on the average of all communitics. But in the process,
government would replace progress by stagnation, it would substitute
uniform mediocrity for the variety essential for that experimentation which
can bring tomorrow’s laggards above today’s mean. ...

It is widely believed that politics and economics are separate and
largely unconnected; that individual freedom is a political problem and
material welfare an cconomic problem; and that any kind of political
arrangements can be combined with any kind of economic arrangements.
The chief contemporary manifestation of this idca is the advocacy of
“democratic socialism” by many who condemn out of hand the restrictions
on individual freedom imposed by “totalitarian socialism” in Russia, and
who are persuaded that it is possible for a country to adopt the essential
features of Russian economic arrangements and yet to ensure individual
freedom through political arrangements. The thesis of this chapter is that
such a view is a delusion, that there is an intimate connection between
economics and politics, that only certain combinations of political and
economic arrangements are possible and that in particular, a socicty which
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is socialist cannot also be democratic, in the sense of guaranteeing individ-
ual freedom.

Economic arrangements play a dual role in the promotion of a frec
socicty. On the one hand, freedom in economic arrangements is itself a
component of freedom broadly understood, so economic freedom is an
end in itself. In the second place, economic freedom is also an indispensable
means toward the achievement of political freedom.

The first of these roles of economic freedom needs special emphasis
because intellectuals in particular have a strong bias against regarding
this aspect of freedom as important. They tend to express contempt for
what they regard as material aspects of life, and to regard their own pur-
suit of allegedly higher values as on a different plane of significance and
as deserving of special attention. For most citizens of the country, however,
if not for the intellectual, the direct importance of economic freedom is
at least comparable in significance to the indirect importance of cconomic
freedom as a means to political freedom.

The citizen of Great Britain, who after World \War II was not
permitted to spend his vacation in the United States because of exchange
control, was being deprived of an essential freedom no less than the
citizen of the United States, who was denied the opportunity to spend
his vacation in Russia because of his political views. The one was ostensibly
an cconomic limitation on freedom and the other a politicial limitation,
yet there is no essential difference between the two.

The citizen of the United States who is compelled by law to devote
something like 10 percent of his income to the purchase of a particular kind
of retirement contract, administered by the government, is being deprived
of a corresponding part of his personal freedom. How strongly this depri-
vation may be felt and its closcness to the deprivation of religious freedom,
which all would regard as “civil” or “political” rather than “economic,”
were dramatized by an episode involving a group of farmers of the Amish
sect. On grounds of principle, this group regarded compulsory federal
old-age programs as an infringement of their personal individual freedom
and refused to pay taxes or accept benefits. As a result, some of their live-
stock were sold by auction in order to satisfy claims for social security
levies. True, the number of citizens who regard compulsory old-age in-
surance as a deprivation of freedom may be few, but the believer in free-
dom has never counted noses.

A citizen of the United States who under the laws of various states
is not free to follow the occupation of his own choosing unless he can get
a license for it, is likewise being deprived of an essential part of his free-
dom. So is the man who would like to exchange some of his goods with, say,
a Swiss for a watch but is prevented from doing so by a quota. So also is
the Californian who was thrown into jail for selling Alka-Seltzer at a price
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below that set by the manufacturer under so-called fair trade laws. So
also is the farmer who cannot grow the amount of wheat he wants. And
so on. Clearly, economic freedom, in and of itself, is an extremely important
part of total freedom.

Viewed as a means to the end of political freedom, economic arrange-
ments are important because of their effect on the concentration or disper-
sion of power. The kind of economic organization that provides economic
freedom directly, namely, competitive capitalism, also promotes political
freedom because it separates economic power from political power and in
this way enables the one to offset the other.

Historical evidence speaks with a single voice on the relation between
political freedom and a free market. I know of no example in time or place
of a society that has been marked by a large measure of political freedom,
and that has not also used something comparable to a free market to
organize the bulk of economic activity.

Because we live in a largely free society, we tend to forget how
limited is the span of time and the part of the globe for which there has
ever been anything like political freedom: the typical state of mankind
is tyranny, servitude, and misery. The 19th century and early 20th century
in the Western world stand out as striking exceptions to the general trend
of historical development. Political freedom in this instance clearly came
along with the free market and the development of capitalist institutions.
So also did political freedom in the golden age of Greece and in the early
days of the Roman era.

History suggests only that capitalism is a necessary condition for
political freedom. Clearly it is not a sufficient condition. Fascist Italy and
Fascist Spain, Germany at various times in the last 70 years, Japan before
World Wars I and I, tzarist Russia in the decades before World War I—
are all societies that cannot conceivably be described as politically free.
Yet, in each, private enterprise was the dominant form of economic organi-
zation. It is therefore clearly possible to have economic arrangements that
are fundamentally capitalist and political arrangements that are not free.

Even in those societies, the citizenry had a good deal more freedom
than citizens of a modern totalitarian state like Russia or Nazi Germany,
in which economic totalitarianism is combined with political totalitari-
anism. Even in Russia under the Tzars, it was possible for some citizens,
under some circumstances, to change their jobs without getting permission
from political authority, because capitalism and the existence of private
property provided some check to the centralized power of the state.

The relation between political and economic freedom is complex
and by no means unilateral. In the early 19th century, Bentham and the
Philosophical Radicals were inclined to regard political freedom as a
means to economic freedom. They believed that the masses were being
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hampered by the restrictions that were being imposed upon them, and
that if political reform gave the bulk of the people the vote, they would
do what was good for them, which was to vote for laissez faire. In retro-
spect, onc cannot say that they were wrong. There was a large measure of
political reform that was accompanicd by cconomic reform in the direction
of a great dcal of laisscz faire. An enormous increase in the well-being of
the masses followed this change in cconomic arrangements.

The triumph of Benthamic liberalism in 19th-century England was
followed by a reaction toward increasing intervention by government in
economic affairs. This tendency to collectivism was greatly accelerated,
both in England and clsewhere, by the two World Wars. Welfare rather
than freedom became the dominant note in democratic countries. Recog-
nizing the implicit threat to individualism, the intellectual descendants
of the Philosophical Radicals—Dicey, Mises, Hayek, and Simons, to men-
tion only a few—fcared that a continued movement toward centralized
control of economic activity would prove The Road to Serfdom, as Hayek
entitled his penetrating analysis of the process. Their emphasis was on
economic frecdom as a means toward political freedom.

Events since the end of World War 1I display still a different relation
between economic and political freedom. Collectivist economic planning
has indced interfered with individual freedom. At least in some countrics,
however, the result has not been the suppression of freedom, but the re-
versal of economic policy. England again provides the most striking exam-
ple. The turning point was perhaps the “control of engagements” order
which, despite grecat misgivings, the Labour party found it nccessary to
impose in order to carry out its cconomic policy. Fully enforced and carried
through, the law would have involved centralized allocation of individuals
to occupations. This conflicted so sharply with personal liberty that it was
enforced in a negligible number of cases, and then repealed after the law
had been in cffect for only a short period. Its repeal ushered in a decided
shift in economic policy, marked by reduced rcliance on centralized
“plans” and “programs,” by the dismantling of many controls, and by in-
creased emphasis on the private market. A similar shift in policy occurred
in most other democratic countrics.

The proximate cxplanation of these shifts in policy is the limited
success of central planning or its outright failure to achicve stated objec-
tives. However, this failurc is itsclf to be attributed, at least in some
mecasure, to the political implications of central planning and to an unwill-
ingness to follow out its logic when doing so requires trampling rough-shod
on trcasured private rights. It may well be that the shift is only a temporary
interruption in the collectivist trend of this century. Even so, it illustrates
the close relation between political freedom and economic arrangements.

The basic problem of social organization is how to coordinate the
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economic activities of large numbers of people. Even in relatively back-
ward societies, extensive division of labor and specialization of function
is required to make effective use of available resources. In advanced
socicties, the scale on which coordination is needed, to take full advantage
of the opportunities offered by modern science and technology, is enor-
mously greater. Literally millions of people are involved in providing one
another with their daily bread, let alone with their yecarly automobiles.
The challenge to the believer in liberty is to reconcile this widespread
interdependence with individual freedom.

Fundamentally, there are only two ways of coordinating the economic
activities of millions. Onc is central dircction involving the use of cocrcion
—the technique of the army and of the modern totalitarian state. The other
is voluntary coopcration of individuals—the technique of the market place.

The possibility of coordination through voluntary cooperation rests
on the elementary—yet frequently denied—proposition that both parties to
an economic transaction benefit from it, provided the transaction is bilater-
ally voluntary and informed.

Exchange can thercfore bring about coordination without coercion.
A working model of a society organized through voluntary exchange is a
free private enterprise exchange economy—what we have been calling
competitive capitalism.

In its simplest form, such a socicty consists of a number of indepen-
dent houscholds—a collection of Robinson Crusocs, as it were. Each house-
hold uses the resources it controls to produce goods and services that it
exchanges for goods and secrvices produced by other houscholds, on terms
mutually acceptable to the two parties to the bargain. It is thereby enabled
to satisfy its wants indirectly by producing goods and services for others,
rather than directly by producing goods for its own immediate use, The
incentive for adopting this indircct route is, of course, the increased product
made possible by division of labor and specialization of function. Since
the houschold always has the alternative of producing dircctly for itself,
it nced not enter into any exchange unless it benefits from it. Hence, no
exchange will take place unless both parties do benefit from it. Coopera-
tion is thereby achieved without coercion.

Specialization of function and division of labor would not go far if
the ultimate productive unit were the houschold. In a modern socicty, we
have gone much farther. We have introduced enterprises which arc inter-
mediarics between individuals in their capacities as suppliers of service
and as purchasers of goods. And similarly, specialization of function and
division of labor could not go very far if we had to continue to rely on the
barter of product for product. In conscquence, money has been introduced
as a means of facilitating exchange, and of cnabling the acts of purchasc
and of sale to be separated into two parts.
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Despite the important role of enterprises and of money in our actual
economy, and despite the numerous and complex problems they raise, the
central characteristic of the market technique of achiceving coordination
is fully displayed in the simple exchange economy that contains ncither
enterprises nor money. As in that simple model, so in the complex enter-
prise and money-exchange economy, cooperation is strictly individual and
voluntary provided: (1) that enterprises are private, so that the ultimate
contracting partics are individuals and (2) that individuals are effectively
free to enter or not to enter into any particular exchange, so that every
transaction is strictly voluntary.

It is far easier to statc these provisos in gencral terms than to spell
them out in detail, or to specify precisely the institutional arrangements
most conducive to their maintenance. Indeed, much of technical economic
literature is concerned with precisely thesc questions. The basic requisite
is the maintenance of law and order to prevent physical coercion of one
individual by another and to enforce contracts voluntarily entered into,
thus giving substance to “private.” Aside from this, perhaps the most diffi-
cult problems arise from monopoly—which inhibits effective freedom by
denying individuals alternatives to the particular exchange—and from
“neighborhood cffects”—effects on third parties for which it is not feasible
to charge or recompense them. ...

So long as effective frecdom of exchange is maintained, the central
feature of the market organization of economic activity is that it prevents
one person from interfering with another in respect of most of his activities.
The consumer is protected from coercion by the seller because of the
presence of other sellers with whom he can deal. The seller is protected
from coercion by the consumer because of other consumers to whom he
can sell. The employee is protected from cocrcion by the employer because
of other employers for whom he can work, and so on. And the market docs
this impersonally and without centralized authority.

Indeed, a major source of objection to a freec cconomy is precisely
that it does this task so well. It gives pcople what they want instead of
what a particular group thinks they ought to want. Underlying most argu-
ments against the free market is a lack of belicf in freedom itself.

The existence of a free market does not of course climinate the nced
for government. On the contrary, government is essential both as a forum
for determining the “rules of the game” and as an umpire to interpret and
enforce the rules decided on. What the market does is to reduce greatly the
range of issues that must be decided through political means, and thereby
to minimize the extent to which government need participate dircctly in
the gamc. The characteristic feature of action through political channels
is that it tends to require or enforce substantial conformity. The great
advantage of the market, on the other hand, is that it permits wide di-
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versity. It is, in political terms, a system of proportional representation.
Each man can vote, as it were, for the color of tie he wants and get it; he
does not have to see what color the majority wants and then, if he is in the
minority, submit.

It is this feature of the market that we refer to when we say that the
market provides economic freedom. But this characteristic also has impli-
cations that go far beyond the narrowly economic. Political freedom means
the absence of coercion of a man by his fellow men. The fundamental
threat to freedom is power to coerce, be it in the hands of a monarch, a
dictator, an oligarchy, or a momentary majority. The preservation of free-
dom requires the elimination of such concentration of power to the fullest
possible extent and the dispersal and distribution of whatcver power can-
not be eliminated—a system of checks and balances. By removing the
organization of economic activity from the control of political authority,
the market eliminates this source of coercive power. It enables economic
strength to be a check to political power rather than a reinforcement.

Economic power can be widely dispersed. There is no law of con-
servation which forces the growth of new centers of economic strength
to be at the expense of existing centers. Political power, on the other hand,
is more difficult to decentralize. There can be numerous small independent
governments. But it is far more difficult to maintain numerous equipotent
small centers of political power in a single large government than it is to
have numerous centers of economic strength in a single large cconomy.
There can be many millionaires in one large economy. But can there be
more than one really outstanding leader, one person on whom the energies
and enthusiasms of his countrymen are centered? If the central govern-
ment gains power, it is likely to be at the expense of local governments.
There scems to be something like a fixed total of political power to be
distributed. Consequently, if economic power is joined to political power,
concentration scems almost incvitable. On the other hand, if economic
power is kept in separate hands from political power, it can serve as a
check and a counter to political power.

The force of this abstract argument can perhaps best be demonstrated
by example. Let us consider first, a hypothetical example that may help
to bring out the principles involved, and then some actual examples from
recent experience that illustrate the way in which the market works to
preserve political freedom.

One feature of a free society is surely the freedom of individuals to
advocate and propagandizc openly for a radical change in the structure of
the society—so long as the advocacy is restricted to persuasion and does
not include force or other forms of cocrcion. It is a mark of the political
frecdom of a capitalist society that men can openly advocate and work
for socialism. Equally, political freedom in a socialist society would require
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that men be free to advocate the introduction of capitalism. How could
the freedom to advocate capitalism be preserved and protected in a social-
ist society?

In order for men to advocate anything, they must in the first place
be able to earn a living. This alrcady raiscs a problem in a socialist socicty,
since all jobs are under the direct control of political authoritics. It would
take an act of self-denial whose difficulty is underlined by experience in
the United States after World War I with the problem of “security” among
federal employees, for a socialist government to permit its employees to
advocate policics directly contrary to official doctrine.

But let us suppose this act of sclf-denial to be achieved. For advocacy
of capitalism to mecan anything, the proponcnts must be able to finance
their cause—to hold public meetings, publish pamphlets, buy radio time,
issue newspapers and magazines, and so on. How could they raise the
funds? There might and probably would be men in the socialist society
with large incomes, perhaps even large capital sums in the form of govern-
ment bonds and the like, but these would of necessity be high public
officials. It is possible to conceive of a minor socialist official retaining his
job although openly advocating capitalism. It strains credulity to imagine
the socalist top brass financing such “subversive” activities.

The only recourse for funds would be to raisc small amounts from a
large number of minor officials. But this is no real answer. To tap these
sources, many pcople would alrcady have to be persuaded, and our whole
problem is how to initiate and finance a campaign to do so. Radical move-
ments in capitalist societies have never been financed this way. They have
typically been supported by a few wealthy individuals who have become
persuaded—by a Frederick Vanderbilt Field, or an Anita McCormick
Blaine, or a Corliss Lamont, or by a Friedrich Engels. This is a role of
incquality of wealth in preserving political freedom that is seldom noted—
the role of the patron.

In a capitalist society, it is only nccessary to convince a few wealthy
people to get funds to launch any ideca, however strange, and there are
many such persons, many independent foci of support. And, indeed, it is
not cven necessary to persuade people or financial institutions with availa-
ble funds of the soundness of the ideas to be propagated. It is only neces-
sary to persuade them that the propagation can be financially successful;
that the newspaper or magizine or book or other venture will be profitable.
The competitive publisher, for example, cannot afford to publish only
writing with which he personally agrees; his touchstone must be the like-
lihood that the market will be large enough to yicld a satisfactory return
on his investment.

In this way, the market breaks the vicious circle and makes it possible
ultimately to finance such ventures by small amounts from many people
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without first persuading them. There are no such possibilities in the socialist
society; there is only the all-powerful state.

Let us stretch our imagination and suppose that a socialist govern-
ment is aware of this problem and is composed of people anxious to pre-
serve freedom. Could it provide the funds? Perhaps, but it is difficult to
see how. It could establish a bureau for subsidizing subversive propaganda.
But how could it choose whom to support? If it gave to all who asked, it
would shortly find itself out of funds, for socialism cannot repeal the ele-
mentary economic law that a sufficiently high price will call forth a large
supply. Make the advocacy of radical causes sufficiently remunerative,
and the supply of advocates will be unlimited.

Moreover, freedom to advocate unpopular causes does not rcquire
that such advocacy be without cost. On the contrary, no society could be
stable if advocacy of radical change were costless, much less subsidized.
It is entirely appropriate that men make sacrifices to advocate causcs in
which they deeply believe. Indeed, it is important to preserve freedom
only for people who are willing to practice self-denial, for otherwise free-
dom degenerates into license and irresponsibility. What is essential is that
the cost of advocating unpopular causes be tolerable and not prohibitive.

But we are not yet through. In a free market society, it is enough to
have the funds. The suppliers of paper are as willing to sell it to the Daily
Worker as to the Wall Street Journal. In a socialist society, it would not be
enough to have the funds. The hypothetical supporter of capitalism would
have to persuade a government factory making paper to sell to him, the
government printing press to print his pamphlets, a government post office
to distribute them among the people, a government agency to rent him a
hall in which to talk, and so on.

Perhaps there is some way in which one could overcome these diffi-
culties and preserve freedom in a socialist society. One cannot say it is
utterly impossible. What is clear, however, is that there are very real
difficulties in establishing institutions that will effectively preserve the
possibility of dissent. So far as I know, none of the people who have been
in favor of socialism and also in favor of freedom have really faced up to
this issue, or made even a respectable start at developing the institutional
arrangements that would permit freedom under socialism. By constrast,
it is clear how a free market capitalist society fosters freedom.

A striking practical example of these abstract principles is the experi-
ence of Winston Churchill. From 1933 to the outbrcak of World War 11,
Churchill was not permitted to talk over the British radio, which was, of
course, a government monopoly administered by the British Broadcasting
Corporation. Here was a leading citizen of his country, a Member of
Parliament, a former cabinet minister, a man who was desperately trying
by every device possible to persuade his countrymen to take steps to ward
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off the menace of Hitler's Germany. He was not permitted to talk over the
radio to the British people because the BBC was a government monopoly
and his position was too “controversial.”

Another striking example, reported in the January 26, 1959 issuc of
Time, has to do with the “Blacklist Fadeout.” Says the Time story:

The Oscar-awarding ritual is Hollywood’s biggest pitch for dignity,
but two years ago dignity suffered. When one Robert Rich was
announced as top writer for the The Brave One, he never stepped
forward. Robert Rich was a pseudonym, masking one of about 150
writers . . . blacklisted by the industry since 1947 as suspected Com-
munists or fellow travelers. The case was particularly embarrassing
because the Motion Picture Academy had barred any Communist or
Fifth Amendment pleader from Oscar competition. Last week both
the Communist rule and the mystery of Rich’s identity were sud-
denly rescripted.

Rich tumed out to be Dalton (Johnny Got His Gun) Trumbo, one of
the original “Hollywood Ten” writers who refused to testify at the
1947 hearings on Communism in the movie industry. Said producer
Frank King, who had stoutly insisted that Robert Rich was “a young
guy in Spain with a beard”: “We have an obligation to our stock-
holders to buy the best script we can. Trumbo brought us The Brave
One and we bought it”. . ..

In effect it was the formal end of the Hollywood black list. For
barred writers, the informal end came long ago. At least 15 percent
of current Hollywood films are reportedly written by blacklist mem-
bers. Said Producer King, “There are more ghosts in Hollywood
than in Forest Lawn. Every company in town has used the work of
blacklisted people. Were just the first to confirm what everybody
knows.”

One may believe, as I do, that communism would destroy all of our
freedoms, one may be opposed to it as firmly and as strongly as possible,
and yet, at the same time, also belicve that in a free society it is intolerable
for a man to be prevented from making voluntary arrangements with
others that are mutually attractive because be believes in or is trying to
promote communism. His freedom includes his freedom to promote com-
munism. Freedom also, of course, includes the frecedom of others not to deal
with him under those circumstances. The Hollywood blacklist was an
unfree act that destroys frecdom because it was a collusive arrangement
that used coercive means to prevent voluntary exchanges. It didn’t work
preciscly because the market made it costly for pcople to preserve the
blacklist. The commercial emphasis, the fact that pcople who arc running
enterprises have an incentive to make as much money as they can, pro-
tected the freedom of the individuals who were blacklisted by providing
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them with an alternative form of employment, and by giving people an
incentive to employ them.

If Hollywood and the movie industry had been government enter-
prises or if in England it had been a question of employment by the British
Broadcasting Corporation it is difficult to believe that the “Hollywood Ten”
or their equivalent would have found employment. Equally, it is difficult
to believe that under those circumstances, strong proponents of individ-
ualism and private enterprise—or indeed strong proponents of any view
other than the status quo—would be able to get employment.

Another example of the role of the market in preserving political
freedom, was revealed in our experience with McCarthyism. Entirely
aside from the substantive issues involved, and the merits of the charges
made, what protection did individuals, and in particular government em-
ployees, have against irresponsible accusations and probings into matters
that it went against their conscience to reveal? Their appeal to the Fifth
Amendment would have been a hollow mockery without an alternative to
government employment.

Their fundamental protection was the existence of a private market
economy in which they could earn a living. Here again, the protection
was not absolute. Many potential private employers were, rightly or
wrongly, averse to hiring those pilloried. It may well be that there was
far less justification for the costs imposed on many of the people involved
than for the costs generally imposed on people who advocate unpopular
causes. But the important point is that the costs were limited and not pro-
hibitive, as they would have been if government employment had been
the only possibility.

It is of interest to note that a disproportionately large fraction of
people involved apparently went into the most competitive sectors of the
economy—small business, trade, farming—where the market approaches
most closely the ideal free market. No one who buys bread knows whether
the wheat from which it is made was grown by a Communist or a Republi-
can, by a constitutionalist or a Facist, or, for that matter, by a Negro or a
white. This illustrates how an impersonal market separates economic
activities from political views and protects men from being discriminated
against in their economic activities for reasons that are irrevelant to their
productivity—whether these reasons are associated with their views or
their color.

As this example suggests, the groups in our society that have the
most at stake in the preservation and strengthening of competitive capital-
ism are those minority groups which can most easily become the object
of the distrust and enmity of the majority—the Negroes, the Jews, the
foreign-born, to mention only the most obvious. Yet, paradoxically enough,
the enemies of the free market—the Socialists and Communists—have been
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recruited in disproportionate measure from these groups. Instead of recog-
nizing that the existence of the market has protected them from the atti-
tudes of their fellow countrymen, they mistakenly attribute the residual
discrimination to the market.

In the 1920s and the 1930s, intellectuals in the United States were
overwhelmingly persuaded that capitalism was a defective system inhibit-
ing economic well-being and thereby freedom, and that the hope for the
future lay in a greater measure of deliberate control by political authorities
over economic affairs. The conversion of the intellectuals was not achieved
by the example of any actual collectivist society, though it undoubtedly
was much hastened by the establishment of a communist society in Russia
and the glowing hopes placed in it. The conversion of the intellectuals
was achieved by a comparison between the existing state of affairs, with
all its injustices and defects, and a hypothetical state of affairs as it might
be. The actual was compared with the ideal.

The attitudes of that time are still with us. There is still a tendency
to regard any cxisting government intervention as desirable, to attribute
all evils to the market, and to evaluate new proposals for government
control in their ideal form, as they might work if run by able, disinterested
men, free from the pressure of special interest groups. The proponents of
limited government and free enterprise are still on the defensive.

Yet, conditions have changed. We now have several decades of ex-
perience with governmental intervention. It is no longer necessary to
compare the market as it actually operates and government intervention
as it ideally might operate. We can compare the actual with the actual.
Which if any of the great “reforms” of past decades has achieved its ob-
jectives? Have the good intentions of the proponents of these reforms been
realized?

Regulation of the railroads to protect the consumer quickly became
an instrument whereby the railroads could protect themselves from the
competition of newly cmerging rivals—at the expense, of course, of the
consumer.

An income tax initially enacted at low rates and later seized upon as
a means to redistribute income in favor of the lower classes has become
a facade, covering loopholes and special provisions that render rates that
are highly graduated on paper largely ineffective. A flat rate of 23.5 per-
cent on presently taxable income would yield as much revenue as the
present rates graduated from 20 to 91 percent. An income tax intended to
reduce inequality and promote the diffusion of wealth has in practice
fostered reinvestment of corporate earnings, thereby favoring the growth
of large corporations, inhibiting the operation of the capital market, and
discouraging the establishment of new enterprises.
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Monetary reforms, intended to promote stability in economic activity
and prices, exacerbated inflation during and after World War I and
fostered a higher degree of instability thereafter than had ever been
experienced before. The monetary authorities they established bear pri-
mary responsibility for converting a serious economic contraction into the
catastrophe of the Great Depression from 1929 to 1933. A system estab-
lished largely to prevent bank panics produced the most severe banking
panic in American history.

An agricultural program intended to help impecunious farmers and
to remove what were alleged to be basic dislocations in the organization
of agriculture has become a national scandal that has wasted public funds,
distorted the use of resources, riveted increasingly heavy and detailed
controls on farmers, interfered seriously with United States foreign policy,
and withal has done little to help the impecunious farmer.

A housing program intended to improve the housing conditions of
the poor, to reduce juvenile delinquency, and to contribute to the removal
of urban slums, has worsened the housing conditions of the poor, con-
tributed to juvenile delinquency, and spread urban blight.

In the 1930s, “labor” was synonymous with “labor union” to the intel-
lectual community; faith in the purity and virtue of labor unions was on
a par with faith in home and motherhood. Extensive legislation was enacted
to favor labor unions and to foster “fair” labor relation. Labor unions
waxed in strength. By the 1950s, “labor union” was almost a dirty word; it
was no longer synonymous with “labor,” no longer automatically to be
taken for granted as on the side of the angels.

Social security measures were enacted to make receipt of assistance
a matter of right, to eliminate the need for direct relief and assistance.
Millions now receive social security benefits. Yet the relief rolls grow and
the sums spent on direct assistance mount.

The list can easily be lengthened: the silver purchase program of
the 1930s, public power projects, foreign aid programs of the postwar
years, F.C.C., urban redevelopment programs, the stockpiling program—
these and many more have had effects very different and generally quite
opposite from those intended.

There have been some exceptions. The expressways crisscrossing the
country, magnificent dams spanning great rivers, orbiting satellites are
all tributes to the capacity of government to command great resources.
The school system, with all its defects and problems, with all the possibility
of improvement through bringing into more effective play the forces of
the market, has widened the opportunities available to American youth
and contributed to the extension of freedom. It is a testament to the public-
spirited efforts of the many tens of thousands who have served on local
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school boards and to the willingness of the public to bear heavy taxes for
what they regarded as a public purpose. The Sherman antitrust laws, with
all their problems of detailed administration, have by their very existence
fostered competition. Public health measures have contributed to the
reduction of infectious disease. Assistance measures have relieved suffering
and distress. Local authorities have often provided facilities essential to
the life of communities. Law and order have been maintained, though in
many a large city the performance of even this elementary function of
government has been far from satisfactory. As a citizen of Chicago, I
speak feelingly.

If a balance be struck, there can be little doubt that the record is
dismal. The greater part of the new ventures undertaken by government
in the past few decades have failed to achieve their objectives. The United
States has continued to progress; its citizens have become better fed, better
clothed, better housed, and better transported; class and social distinctions
have narrowed; minority groups have become less disadvantaged; popular
culture has advanced by leaps and bounds. All this has been the product
of the initiative and drive of individuals cooperating through the free
market. Government measures have hampered not helped this develop-
ment. We have been able to afford and surmount these measures only be-
cause of the extraordinary fecundity of the market. The invisible hand has
been more potent for progress than the visible hand for retrogression.

Is it an accident that so many of the governmental reforms of recent
decades have gone awry, that the bright hopes have turned to ashes? Is it
simply because the programs are faulty in detail?

I believe the answer is clearly in the negative. The central defect of
these measures is that they seek through government to force people to act
against their own immediate interests in order to promote a supposedly
general interest. They seek to resolve what is supposedly a conflict of
interest, or a difference in view about interests, not by establishing a
framework that will eliminate the conflict, or by persuading people to have
different interests, but by forcing people to act against their own interest.
They substitute the values of outsiders for the values of participants; either
some telling others what is good for them, or the government taking from
some to benefit others. These measures are therefore countered by one of
the strongest and most creative forces known to man—the attempt by mil-
lions of individuals to promote their own interests, to live their lives by
their own values. This is the major reason why the measures have so often
had the opposite of the effects intended. It is also one of the major strengths
of a free society and explains why governmental regulation does not
strangle it.

The interests of which I speak are not simply narrow self-regarding
interests. On the contrary, they include the whole range of values that
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men hold dear and for which they are willing to spend their fortunes and
sacrifice their lives. The Germans who lost their lives opposing Adolf
Hitler were pursuing their interests as they saw them. So also are the men
and women who devote great effort and time to charitable, educational,
and religious activities. Naturally, such interests are the major ones for
few men. It is the virtue of a free society that it nonetheless permits these
interests full scope and does not subordinate them to the narrow mate-
rialistic interests that dominate the bulk of mankind. That is why capitalist
societies are less materialistic than collectivist societies.

Why is it, in light of the record, that the burden of proof still seems
to rest on those of us who oppose new government programs and who
seek to reduce the already unduly large role of government? Let Dicey
answer: “The beneficial effect of State intervention, especially in the form
of legislation, is direct, immediate, and, so to speak, visible, whilst its evil
effects are gradual and indirect, and lie out of sight....Nor...do most
people keep in mind that State inspectors may be incompetent, careless, or
even occasionally corrupt...; few are those who realize the undeniable
truth that State help kills self-help. Hence the majority of mankind must
almost of necessity look with undue favor upon governmental intervention.
This natural bias can be counteracted only by the existence, in a given
society,...of a presumption or prejudice in favor of individual liberty,
that is, of laissez faire. The mere decline, therefore, of faith in self-help—
and that such a decline has taken place is certain—is of itself sufficient to
account for the growth of legislation tending towards socialism.”

The preservation and expansion of freedom are today threatened
from two directions. The one threat is obvious and clear. It is the external
threat coming from the evil men in the Kremlin who promise to bury us.
The other threat is far more subtle. It is the internal threat coming from
men of good intentions and good will who wish to reform us. Impatient
with the slowness of persuasion and example to achieve the great social
changes they envision, they are anxious to use the power of the state to
achieve their ends and confident of their own ability to do so. Yet if they
gained the power, they would fail to achicve their immediate aims and, in
addition, would produce a collective state from which they would recoil
in horror and of which they would be among the first victims. Concentrated
power is not rendered harmless by the good intentions of those who
create it.

The two threats unfortunately reinforce one another. Even if we avoid
a nuclear holocaust, the threat from the Kremlin requires us to devote a
sizable fraction of our resources to our military defense. The importance
of government as a buyer of so much of our output, and the sole buyer of
the output of many firms and industries, already concentrates a dangerous
amount of economic power in the hands of the political authorities, changes



242 Economic Philosophies

the environment in which business operates and the criteria relevant for
business success, and in these and other ways endangers a frece market.
This danger we cannot avoid. But we needlesly intensify it by continuing
the present widespread governmental intervention in areas unrelated to
the military defense of the nation and by undertaking ever new govern-
mental programs—from medical care for the aged to lunar exploration.

As Adam Smith once said, “There is much ruin in a nation.” Our basic
structure of values and the interwoven network of free institutions will
withstand much. I believe that we shall be able to preserve and extend
freedom despite the size of the military programs and despite the economic
powers already concentrated in Washington. But we shall be able to do
so only if we awake to the threat that we face, only if we persuade our
fellow men that free institutions offer a surer, if perhaps at times a slower,
route to the ends they seek than the coercive power of the state. The
glimmerings of change that are already apparent in the intellectual climate
are a hopeful augury.



Elegant Tombstones:
A Note on Friedman's Freedom

C. B. MACPHERSON

Although it is not in itself a statement of economic “philosophy,”
Macpherson’s reply to Friedman is germane to the problem of using
economics to achieve an historical perspective.

Academic political scientists who want their students to think about
the problem of liberty in the modern state are properly anxious to have
them confront at first-hand various contemporary theoretical positions on
the relation between freedom and capitalism. The range of positions is
wide: at one extreme freedom is held to be incompatible with capitalism;
at the other freedom is held to be impossible except in a capitalist society;
in between, all sorts of necessary or possible relations are asserted. Differ-
ent concepts of freedom are involved in some of these positions, similar
concepts in others; and different models of capitalism (and of socialism)
are sometimes being used. It is clearly important to sort them out. But
there is some difficulty in finding adequate theoretical expositions of the
second extreme position, which might be called the pure market theory
of liberalism. These are very few of them. Probably the most effective, and
the one most often cast in the role, is Milton Friedman’s Capitalism and
Freedom which is now apt to be treated by political scientists as the
classic defense of free-market liberalism. As such it deserves more notice
from the political theorists” standpoint than it got on publication, when
its technical arguments about the possibility of returning to laissez faire
attracted most attention. Whether or not Capitalism and Freedom is now
properly treated as the classic defense of the pure market theory of liberal-
ism, it is at least a classic example of the difficulty of moving from the level
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permission of the Canadian Political Science Association, Kingston, Ontario, and the
author.

243



244 Economic Philosophies

of controversy about laissez faire to the level of fundamental concepts of
freedom and the market.

This note deals with (1) an error which vitiates Friedman’s demonstra-
tion that competitive capitalism coordinates men’s economic activities
without coercion; (2) the inadequacy of his arguments that capitalism is
a necessary condition of political freedom and that socialism is inconsistent
with political freedom; and (3) the fallacy of his case for the ethical ade-
quacy of the capitalist principle of distribution.

Professor Friedman’s demonstration that the capitalist market econ-
omy can coordinate economic activities without coercion rests on an ele-
mentary conceptual error. His argument runs as follows. He shows first
that in a simple market model, where each individual or household controls
resources enabling it to produce goods and services cither directly for
itself or for exchange, there will be production for exchange because of the
increased product made possible by specialization. But “since the house-
hold always has the alternative of producing directly for itself, it nced not
enter into any exchange unless it benefits from it. Hence no exchange will
take place unless both parties do benefit from it. Cooperation is thereby
achieved without coercion” (p. 13). So far, so good. It is indeed clear that
in this simple exchange model, assuming rational maximizing behavior
by all hands, every exchange will benefit both parties, and hence that no
coercion is involved in the decision to produce for exchange or in any act
of exchange.

Professor Friedman then moves on to our actual complex economy,
or rather to his own curious model of it:

As in [the] simple model, so in the complex enterprise and money-
exchange economy, cooperation is strictly individual and voluntary
provided: (a) that enterprises are private, so that the ultimate con-
tracting parties are individuals and (b) that individuals are effec-
tively free to enter or not to enter into any particular exchange, so
that every transaction is strictly voluntary (p. 14).

One cannot take exception to proviso (a): it is clearly required in the
model to produce a cooperation that is “strictly individual.” One might, of
course, suggest that a model containing this stipulation is far from corre-
sponding to our actual complex economy, since in the latter the ultimate
contracting parties who have the most effect on the market arc not indi-
viduals but corporations, and moreover, corporations which in one way or
another manage to opt out of the fully competitive market. This criticism,
however, would not be accepted by all economists as self-cvident: some
would say that the question who has most cffect on the market is still an
open question (or is a wrongly-posed question). More investigation and
analysis of this aspect of the economy would be valuable. But political
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scientists need not await its results before passing judgment on Friedman’s
position, nor should they be tempted to concentrate their attention on
proviso (a). If they do so they are apt to miss the fault in proviso (b), which
is more fundamental, and of a different kind. It is not a question of the
correspondence of the model to the actual: it is a matter of the inadequacy
of the proviso to produce the model.

Proviso (b) is “that individuals are effectively free to enter or not to
enter into any particular exchange,” and it is held that with this proviso
“every transaction is strictly voluntary.” A moment’s thought will show
that this is not so. The proviso that is required to make every transaction
strictly voluntary is not freedom not to enter into any particular exchange,
but freedom not to enter into any exchange at all. This, and only this,
was the proviso that proved the simple model to be voluntary and non-
coercive; and nothing less than this would prove the complex model to be
voluntary and noncoercive. But Professor Friedman is clearly claiming
that freedom not to enter into any particular exchange is enough: “The
consumer is protected from coercion by the seller because of the presence
of other sellers with whom he can deal. . .. The employee is protected from
coercion by the employer because of other employers for whom he can
work . ..” (pp. 14-15).

One almost despairs of logic, and of the use of models. It is easy to
see what Professor Friedman has done, but it is less easy to excuse it. He
has moved from the simple economy of exchange between independent
producers, to the capitalist economy, without mentioning the most impor-
tant thing that distinguishes them. He mentions money instead of barter,
and “enterprises which are intermediaries between individuals in their
capacities as suppliers of services and as purchasers of goods” (pp. 13-14),
as if money and merchants were what distinguished a capitalist economy
from an economy of independent producers. What distinguishes the capi-
talist economy from the simple exchange economy is the separation of
labor and capital, that is, the existence of a labor force without its own
sufficient capital and therefore without a choice as to whether to put its
labor in the market or not. Professor Friedman would agree that where
there is no choice there is coercion. His attempted demonstration that
capitalism coordinates without coercion therefore fails.

Since all his specific arguments against the welfare and regulatory
state depend on his case that the market economy is not coercive, the
reader may spare himself the pains (or, if an economist, the pleasure) of
attending to the careful and persuasive reasoning by which he seeks to
establish the minimum to which coercion could be reduced by reducing or
discarding each of the main regulatory and welfare activities of the state.
None of this takes into account the coercion involved in the separation of
capital from labor, or the possible mitigation of this coercion by the regu-
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latory and welfare state. Yet it is because this coercion can in principle be
reduced by the regulatory and welfare state, and thereby the amount of
cffective individual liberty be increased, that liberals have been justified
in pressing, in the name of liberty, for infringements on the pure operation
of compctitive capitalism.

While the bulk of Capitalism and Freedom is concerned with the
rcgulatory and welfare state, Fricdman’s dcepest concern is with socialism.
He undertakes to demonstrate that socialism is inconsistent with political
frcedom. He argues this in two ways: (1) that competitive capitalism, which
is of coursc negated by socialism, is a necessary (although not a sufficient)
condition of political freedom; (2) that a socialist society is so constructed
that it cannot guarantce political freedom. Let us look at the two arguments
in turn.

The argument that competitive capitalism is nccessary to political
freedom is itself conducted on two levels, neither of which shows a neces-
sary rclation.

(a) The first, on which Friedman properly does not place very much
weight, is a historical correlation. No society that has had a large measure
of political frcedom “has not also used somcthing comparable to a free
market to organize the bulk of cconomic activity” (p. 9). Professor Friedman
rightly emphasizes “how limited is the span of time and the part of the
globe for which there has cver been anything like political freedom”
(p- 9); he belicves that the exceptions to the general rule of “tyranny, scrvi-
tude and misery” are so few that the relation between them and certain
cconomic arrangements can casily be spotted. “The 19th century and carly
20th century in the Western world stand out as striking exceptions to the
genceral trend of historical development. Political frecdom in this instance
clearly came along with the free market and the development of capitalist
institutions” (pp. 9-10). Thus, for Professor Friedman, “history suggests
... that capitalism is a nccessary condition for political freedom” (p. 10).

The broad historical corrclation is fairly clear, though in cutting off
the period of substantial political freedom in the West at the “carly 20th
century” Friedman scems to be slipping into thinking of cconomic freedom
and begging the question of the relation of political freedom to cconomic
frccdom. But granting the correlation between the emergence of capi-
talism and the emergence of political freedom, what it may suggest to the
student of history is the converse of what it suggests to Professor Friedman:
i.c., it may suggest that political freedom was a necessary condition for the
development of capitalism. Capitalist institutions could not be fully estab-
lished until political freedom (ensured by a competitive party system with
cffective civil liberties) had been won by those who wanted capitalism to
have a clear run: a liberal state (political freedom) was needed to permit
and facilitate a capitalist market society.
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If this is the direction in which the causal relation runs, what follows
(assuming the same relation to continue to hold) is that freedom, or rather
specific kinds and degrees of freedom, will be or not be maintained accord-
ing as those who have a stake in the maintenance of capitalism think them
useful or necessary. In fact, there has been a complication in this relation.
The liberal state which had, by the mid-19th century in England, estab-
lished the political freedoms needed to facilitate capitalism, was not demo-
cratic: that is, it had not extended political freedom to the bulk of the
people. When, later, it did so, it began to abridge market freedom. The
more extensive the political freedom, the less extensive the economic free-
dom became. At any rate, the historical correlation scarcely suggests that
capitalism is a necessary condition for political freedom.

(b) Passing from historical correlation, which “by itself can never be
convincing,” Professor Friedman looks for “logical links between economic
and political freedom” (pp. 11-12). The link he finds is that “the kind of
economic organization that provides cconomic frecedom directly, namely,
competitive capitalism, also promotes political freedom because it sepa-
rates economic power from political power and in this way enables the one
to offset the other” (p. 9). The point is developed a few pages later. The
greater the concentration of coercive power in the same hands, the greater
the threat to political frecedom (defined as “the absence of coercion of a
man by his fellow men”). The market removes the organization of eco-
nomic activity from the control of the political authority. It thus reduces
the concentration of power and “enables economic strength to be a check
to political power rather than a reinforcement” (p. 15).

Granted the validity of these gencralizations, they tell us only that
the market enables economic power to offset rather than reinforce political
power. They do not show any nccessity or inherent probability that the
market leads to the offsetting of political power by cconomic power. We
may doubt that there is any such inherent probability. What can be shown
is an inherent probability in the other dircction, i.c., that the market leads
to political power being used not to offsct but to reinforce economic power.
For the more completely the market takes over the organization of cco-
nomic activity, that is, the more ncarly the society approximates Fricdman’s
ideal of a compctitive capitalist market society, where the state establishes
and enforces the individual right of appropriation and the rules of the
market but does not interfere in the operation of the market, the more
completcly is political power being used to reinforce economic power.

Professor Fricdman does not sce this as any threat to political free-
dom becausc he docs not sec that the capitalist market necessarily gives
coercive power to those who succeed in amassing capital. He knows that
the cocrcion whose absence he equates with political freedom is not just
the physical cocrcion of police and prisons, but extends to many forms
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of economic coercion, e.g., the power some men may have over others’
terms of employment. He secs the coercion possible (he thinks probable)
in a socialist society where the political authority can enforce certain terms
of employment. He does not sce the coercion in a capitalist society where
the holders of capital can enforce certain terms of employment. He does
not see this because of his error about freedom not to enter into any par-
ticular exchange being enough to prove the uncoercive nature of entering
into exchange at all.

The placing of economic coercive power and political coercive power
in the hands of different sets of people, as in the fully competitive capitalist
economy does not lead to the first checking the second but to the second
reinforcing the first. It is only in the welfare-state variety of capitalism,
which Friedman would like to have dismantled, that there is a certain
amount of checking of economic power by political power.

The logical link between competitive capitalism and political free-
dom has not been established.

Professor Friedman argues also that a socialist society is so con-
structed that it cannot guarantee political freedom. He takes as the test
of political freedom the freedom of individuals to propagandize openly for
a radical change in the structure of society: in a socialist society the test is
freedom to advocate the introduction of capitalism. He might have seemed
to be on more realistic ground had he taken the test to be freedom to advo-
cate different policies within the framework of socialism, e.g., a faster or
slower rate of socialization, of industrialization, etc.: it is on these matters
that the record of actual socialist states has been conspicuously unfree.
However, since the denial of freedom of such advocacy has generally been
on the ground that such courses would lead to or encourage the reintroduc-
tion of capitalism, such advocacy may all be subsumed under his test.

We may grant at once that in the present socialist states (by which
is meant those dominated by communist parties) such freedom is not only
not guaranteed but is actively denied. Professor Friedman does not ask
us to grant this, sincc he is talking not about particular socialist statcs but
about any possible socialist state, about the socialist state as such; never-
theless the actual ones are not far from his mind, and we shall have to refer
to them again. His case that a socialist state as such cannot guarantce
political freedom depends on what he puts in his model of the socialist
state. He uses in fact two modcls. In one, the government is the sole em-
ployer and the sole source from which necessary instruments of effective
political advocacy (papcr, use of printing presses, halls) can be had. In the
other, the second stipulation is dropped.

It is obvious that in either model a government which wished to
prevent political advocacy could use its cconomic monopoly position to
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do so. But what Professor Friedman is trying to establish is something
different, namely, that its economic monopoly position would render any
socialist government, whatever its intentions, incapable of guaranteeing
this political freedom. It may be granted that in the first model this would
be so. It would be virtually impossible, for a government which desired
to guarantee freedom of political advocacy, to provide paper, presses,
halls, etc., to all comers in the quantities they thought necessary.

But in the second model this would not apply. The second model
appears when Professor Friedman is urging a further argument, namely,
that a government which desired to guarantee free political advocacy
could not effectively make it possible because, in the absence of capitalism
and hence of many and widely dispersed private fortunes, there would be
no sufficient source of private funds with which to finance propaganda
activities, and the government itself could not feasibly provide such funds.
Here there is assumed to be a market in paper, presses, and halls: the
trouble is merely shortage of funds which advocates can use in these
markets.

This second argument need not detain us, resting as it does on the
unhistorical assumption that radical minority movements are necessarily
unable to operate without millionaire angels or comparably few sources of
large funds. Nor, since the second argument assumes that paper, presses
and halls can be purchased or hired, need we challenge the assumption
put in the first model, that these means of advocacy are unobtainable in
the socialist state except by asking the government for them.

We have still to consider the effect of the other stipulation, which
is made in both models: that the government is the sole employer. Accept-
ing this as a proper stipulation for a socialist model, the question to be
answered is: does the monopoly of employment itself render the govern-
ment incapable (or even less capable than it otherwise would be) of safe-
guarding political freedom? Friedman expects us to answer yes, but the
answer is surely no. A socialist government which wished to guarantee
political freedom would not be prevented from doing so by its having a
monopoly of employment. Nor need it even be tempted to curtail political
freedom by virtue of that monopoly. A government monopoly of employ-
ment can only mean (as Friedman allows) that the government and all its
agencies are, together, the only employers. A socialist government can,
by devolution of the management of industries, provide effective alterna-
tive employment opportunities. True, a government which wished to
curtail or deny the freedom of radical political advocacy could use its
monopoly of employment to do so. But such a government has so many
other ways of doing it that the presence or absence of this way is not
decisive.
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It is not the absence of a fully competitive labor market that may
disable a socialist government from guarantceing political freedom; it is
the absence of a firm will to do so. Where there’s a will there’s a way, and
for all that Friedman has argued to the contrary, the way need have noth-
ing to do with a fully competitive labor market. The real problem of politi-
cal freedom in socialism has to do with the will, not the way. The real
problem is whether a socialist state could ever have the will to guarantee
political freedom. This depends on factors Friedman does not consider,
and until they have been assessed, questions about means have an air of
unreality, as has his complaint that Western socialists have not faced up
to the question of means. We shall return to both of these matters after
looking briefly at the factors which are likely to affect such a will to politi-
cal freedom.

On the question of the will, we cannot say (nor indeed does Professor
Friedman suggest) that a will to guarantee political freedom is impossible,
or even improbable, in a socialist state. True, if one were to judge by exist-
ing socialist states controlled by communist parties, the improbability
would be high. (We arc speaking here of day-to-day political freedom,
which is the question Friedman has set, and not with the will to achicve
some higher level of freedom in an ultimately transformed society.) But
if we are to consider, as Professor Friedman is doing, socialist states that
might emerge in the West, we should notice the differences between the
forces in the existing ones and those inherent in possible future West-
ern ones.

There are some notable differences. First, the existing socialist states
were virtually all established in underdeveloped societies, in which the
bulk of the people did not have the work habits and other cultural attri-
butes needed by a modern industrial state. They have had to change an
illiterate, largely unpolitical, peasant population into a litcrate, politicized,
industrially oriented people. While doing this they have had to raise pro-
ductivity to levels which would afford a decent human minimum, and
cven meet a rising level of material cxpectations. The pressures against
political freedom that arc sct up by these factors arc obvious. In the few
instances, e.g., Czechoslovakia, where socialism did not start from such
an underdeveloped base, it started under an external domination that pro-
duced cqual though different pressures against political frecdom. Nonc of
these pressures would be present in a socialist state which emerged inde-
pendently in an alrcady highly developed Western socicty.

Second, in the existing socialist states the cffort to cstablish socialism
has been made in the face of the hostility of the Western powers, whether
manifested in their support of counter-revolution or in “encirclement” or
“cold war.” The ways in which this fact has compounded the pressures
against political freedom duc to the underdeveloped base are obvious.
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Presumably the force of this hostility would be less in the case of future
socialist takeovers in Western countries.

Third, the existing socialist states were all born in revolution or civil
war, with the inevitable aftermath that “deviations” from the line estab-
lished from time to time by the leadership (after however much or little
consultation) tend to be treated as treason against the socialist revolution
and the socialist state. We may at least entertain the possibility of a
socialist takeover in an advanced Western nation without revolution or
civil war (as Professor Friedman presumably does, else he would not be so
concerned about the “creeping socialism” of the welfare state). A socialist
state established without civil war would not be subject to this third kind
of pressure against political freedom.

Thus of the three forces that have made the pressures against politi-
cal freedom generally predominate in socialist states so far, the first will
be absent, the second reduced or absent, and the third possibly absent, in a
future Western socialist state that emerged without external domination.

When these projections are borne in mind, Professor Friedman’s com-
plaint about Western socialists appears somewhat impertinent. He com-
plains that “none of the people who have been in favor of socialism and
also in favor of freedom have really faced up to this issue [of means], or
made even a respectable start at developing the institutional arrangements
that would permit freedom under socialism” (p. 19). Perhaps the rcason
is that they think it more important, in the interests of frecdom, to examine
and even try to influence the circumstances in which socialism might
arrive, than to begin planning institutional arrangements. Western social-
ists who believe in political freedom are, or should be, more concerned
with seeking ways to minimize the cold war (so as to minimize the chances
that the second of the projected forces against political freedom will be
present in the socialist transformation they hope to achieve in their coun-
try), and seeking ways to minimize the likelihood of civil war (so as to
minimize the third of the forces against political frcedom), than with
developing “institutional arrangements that would permit freedom under
socialism.”

But although, in a socialist state, the existence of a predominant will
for political freedom may be more important than institutional arrange-
ments, the latter should not be neglected. For even where there is, on the
whole, a will to guarantee political freedom, there are likely always to be
some pressures against it, so that it is desirable to have institutions which
will make infringements difficult rather than easy. What institutional
arrangements, beyond the obvious ones of constitutional guarantees of civil
liberties and a legal system able to enforce them, are required? Let us
accept Professor Friedman’s statement of additional minimum institutional
requirements. Advocates of radical change opposed to the government’s
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policies must be able to obtain the indispensable means of advocacy—
paper, presses, halls, etc. And they must be able to propagandize without
endangering their means of livelihood.

As we have already seen, there is no difficulty inherent in socialism
in meeting the first of these requirements, once it is granted (as Professor
Friedman’s second model grants) that the absence of a complete capitalist
market economy does not entail the absence of markets in paper, presses,
and halls.

The second requirement seems more difficult to meet. If the govern-
ment (including all its agencies) is the sole employer, the standing danger
that the monopoly of employment would be used to inhibit or prevent cer-
tain uses of political freedom is obvious. The difficulty is not entirely met
by pointing out that a socialist state can have any amount of devolution
of industry or management, so that there can be any number of employers,
or by stipulating as an institutional arrangement that this devolution be
practiced. For it is evident that if there is a ubiquitous single or dominant
political party operating in all industries and all plants (and all trade
unions), it can make this multiplicity of employment opportunities wholly
ineffective, if or in so far asit wishes to do so. The problem is not the ab-
sence of a labor market but the possible presence of another institution, a
ubiquitous party which puts other things ahead of political freedom.

The stipulation that would be required to safeguard political free-
dom from the dangers of employment monopoly is not merely that there
be devolution of management, and hence employment alternatives (which
could be considered an institutional arrangement), but also that there be
no ubiquitous party or that, if there is, such a party should consistently
put a very high value on political freedom (which stipulation can scarcely
be set out as an institutional arrangement). We are back at the question
of will rather than way, and of the circumstantial forces which are going
to shape that will, for the presence or absence of such a party is clearly
going to depend largely on the circumstances in which a socialist state
is established.

There is, however, one factor (which might be institutionalized)
which may, in any socialist statc established in the West, reduce even the
possibility of such intimidation through employment monopoly. This is
the decreasing necessity, in highly developed societies whose economic
systems are undergoing still further and rapid technological development,
of relating income to employment. One need not be as sanguine as some
exponents of the guaranteed income to think it possible, even probable,
that before any advanced Westem nation chooses socialism it will have
seen the logic of using its afluence and averting difficulties both political
and economic by introducing a guaranteed minimum annual income to
everyone regardless of employment. In this event, the technical problem
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that worries Professor Friedman—how to ensure that a threat to employ-
ment and hence to livelihood could not be used to deny political freedom—
would no longer be a problem. A threat to employment would no longer
be a threat to livelihood. It would indeed be a cost, but as Professor Fried-
man says, “what is essential is that the cost of advocating unpopular causes
be tolerable and not prohibitive” (p. 18).

But even without such a separation of employment from income, the
technical problem of securing political freedom from being denied by the
withholding of employment can be met by such devolution of manage-
ment as would constitute a set of alternative employments provided that
this is not offset by a ubiquitous party hostile to political freedom. If there
is such a party, no institutional arrangements for safeguarding political
freedom are reliable; if there is not, the institutional arrangements do not
seem to be difficult.

We noticed that Professor Friedman, in arguing that freedom would
be increased if most of the regulatory and welfare activities of contem-
porary Western states were abandoned, did not take into account the
coercion involved in the separation of capital from labor or the possible
mitigation of this coercion by the regulatory and welfare state. But in
Chapter 10, on the distribution of income, he does deal with a closely
related problem. Here he sets out the ethical case for distribution accord-
ing to product, as compared with “another [principle] that seems ethically
appealing, namely, equality of treatment” (p. 162). Distribution according
to product he describes, accurately enough, as the principle “To each
according to what he and the instruments he owns produces” (pp. 161-
162): to be strictly accurate this should read “resources” or “capital and
land” instead of “instruments,” but the sense is clear. This is offered as
“the ethical principle that would directly justify the distribution of income
in a free market society” (p. 161). We can agree that this is the only prin-
ciple that can be offered to justify it. We may also observe that this prin-
ciple is not only different from the principle “to each according to his
work,” but is also inconsistent with it (except on the fanciful assumption
that ownership of resources is always directly proportional to work). Pro-
fessor Friedman does not seem to see this. His case for the ethical principle
of payment according to product is that it is unthinkingly accepted as a
basic value-judgment by almost everybody in our society; and his demon-
stration of this is that the severest internal critics of capitalism, i.e. the
Marxists, have implicitly accepted it.

Of course they have not. There is a double confusion here, even if
we accept Friedman’s paraphrase of Marx. Marx did not argue quite, as
Friedman puts it (p. 167), “that labor was exploited . . . because labor pro-
duced the whole of the product but got only part of it"—the argument was
rather that labor is exploited because labor produces the whole of the value
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that is added in any process of production but gets only part of it—but
Friedman’s paraphrase is closc cnough for his purpose. Certainly the impli-
cation of Marx’s position is that labor (though not nccessarily each indi-
vidual laborer) is entitled to the whole of the value it creates. But in the
first place, this is, at most, the principle “to each according to his work,”
not “to each according to what he and the instruments he owns produces”
or “to cach according to his product.” In the sccond place, Marx accepted
“to cach according to his work” only as a transitionally valid principle, to
be replaced by the ultimately desirable principle “to cach according to his
need.” Professor Fricdman, unaccountably, only rcfers to this latter prin-
ciple as “Ruskinian” (p. 167).

Having so far misread Marx, Professor Friedman gives him a final

fling.

Of course, the Marxist argument is invalid on other grounds as
well . .. [most] striking, there is an unstated change in the meaning
of “labor” in passing from the premise to the conclusion. Marx
recognized the role of capital in producing the product but regarded
capital as embodied labor. Hence, written out in full, the premises
of the Marxist syllogism would run: “Present and past labor produce
the whole of the product.” The logical conclusion is presumably
“Past labor is exploited,” and the inference for action is that past
labor should get more of the product, though it is by no means clear
how, unless it be in elegant tombstones [pp. 167-168].

This nonsense is unworthy of Professor Fricdman’s talents. The Marxist
premises arc: Present labor, and the accumulation of surplus value created
by past labor and extracted from the past laborers, produce the whole
value of the product. Present labor gets only a part of that part of the valuc
which it creates, and gets no part of that part of the value which is trans-
ferred to the product from the accumulated surplus value created by past
labor. The logical conclusion is presumably that present labor is exploited
and past labor was cxploited, and the inference for action is that a system
which requires constant exploitation should be abandoned.

Ignorance of Marxism is no sin in an cconomist, though cleverness in
scoring off a travesty of it may be thought a scholarly lapse. What is more
disturbing is that Profcssor Fricdman scems to be satisfied that this treat-
ment of the cthical justification of different principles of distribution is
sufficient. Given his own first postulate, perhaps it is. For in asserting at
the beginning of the book that freedom of the individual, or perhaps of the
family, is the liberal’s “ultimate goal in judging social arrangements,” he
has said in effect that the liberal is not required scriously to weigh the
ethical claims of equality (or any other principle of distribution), let alone
the claims of any principle of individual human development such as was
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given first place by liberals like Mill and Green, against the claims of free-
dom (which to Friedman of course means market freedom). The humanist
liberal in the tradition of Mill and Green will quite properly reject Fried-
man’s postulate. The logical liberal will reject his fallacious proof that the
freedom of the capitalist market is individual economic freedom, his un-
demonstrated case that political freedom requires capitalism, and his falla-
cious defense of the ethical adequacy of capitalism. The logical humanist
liberal will regret that the postulate and the fallacies make Capitalism and
Freedom not a defense but an elegant tombstone of liberalism.



The Problems and Prospects
of Collective Capitalism

GARDINER C. MEANS

Here it is asserted that the evolution of private capitalism into *“‘collec-
tive capitalism” has created a new set of problems with which traditional
economic theory is not adequate to cope.

Thirty-six years ago, our system of private capitalism was in a state
of collapse. A quarter of the labor force was unemployed, the economy
was operating at less than two-thirds of its capacity, business enterprises
were failing on all sides, farms were being foreclosed on a mass scale, and
money, the medium of exchange which is at the heart of capitalism, was
being wiped out by the closing of banks until the whole banking system
ceased to operate. The collapse of the capitalist system predicted by Karl
Marx seemed to be taking place before our eycs.

Then came a revolution. It was not the Marxian revolution in which
labor seizes the instruments of production, but a more basic and less obvi-
ous revolution which rejected the principles and policies of private capi-
talism and made a start toward developing a new set of principles and
policies applicable to a new type of capitalism.

This revolution rejected the principle that under capitalism auto-
matic forces would tend to maintain full employment and that any signifi-
cant departure from a prosperous condition is only temporary. It rcjected
the principle that automatic forces would tend to bring to each individual
an income in proportion to his contribution to production, and that unem-
ployment is the product of an individual’s own laziness or moral lack. It
rejected the principle that automatic forces of supply and demand would
tend to maintain a fair balance between farm and industrial prices. At the
London Conference of 1933 this revolution rcjected the principle that

From Journal of Economic Issues (March, 1969), pp. 18-31. Reprinted by permission
of the publisher.
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automatic forces would correct any persistent unbalance in international
payments.

These rejected principles were a fundamental part of the warp and
woof of private capitalism. For more than one hundred years, these prin-
ciples had been accepted as valid and had provided the basis for national
policies.

Why this sudden wholesale rejection? The casy answer is to say that
the policies based on these principles were not working. But why were the
policies of private capitalism which had worked rcasonably well for over
a century failing to work? The principles on which they were based had
been developed and refined by a host of able economists, Their logic had
been epitomized by Léon Walras in his beautiful system of equations. Their
validity for the economy of private capitalism was well established.

The answer is to be found in two great institutional changes which
had taken place that destroyed the validity of the classical assumptions.
One was a change in the characteristics of the predominant form of enter-
prise, and the other was a change in the characteristics of the predominant
form of market.

For most of the 19th century, the predominant type of enterprise
was the small private enterprise. Such enterprise was the basic concept of
classical economic theory, and the economic system was analyzed as a
system of small private enterprises interrelated through markets in which
no individual enterprise had significant market power. Monopoly was rec-
ognized as an aberration to be broken up or regulated while prices in the
competitive markets were presumed to adjust frecly and flexibly to equate
supply and demand. Thus, the policies of private capitalism were based
on the twin assumptions of small private enterprises and flexible market
prices. It was these policies that had failed 36 ycars ago.

By the 1930s, these assumptions had ceased to apply. The United
States had become one in which the big modern corporation played a pre-
dominant role, and the great bulk of commodities and services entering
the market were exchanged at inflexible, administered prices.

Today we see in the foreground the big modern corporation. Obvi-
ously it is not a private cnterprise. There is nothing private about a corpo-
ration with a hundred thousand stockholders, a hundred thousand workers,
hundreds of thousands of customers and thousands of suppliers. Also obvi-
ously, such a corporation is not government. It is an institution standing
midway between private enterprise and public government.

In a very real sense, the modern corporation is a great collective. Its
management tends to be a self-perpetuating body in control of the enter-
prisc and the enterprise itself consists of all those participating in it—some
supplying capital, some supplying manpower, some supplying raw mate-
rials and some providing the market. The responsibilities of management
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can no longer lie solely with the stockholders. Within the wide limits set
by the new type of competition, management has the power to affect the
interests of all the participants in the enterprise and the responsibility to
use this power to balance these interests. The long-run survival of the
collective as an independent institution is likely to depend on manage-
ment’s maintaining an effective balance between these often conflicting
interests which give the collective its life. The very legitimacy of the power
wielded by management depends on its achieving such a balance.

Also in the foreground of our real economic world is what I have
called “administrative competition.” It, like collective enterprise, lies out-
side the principles and policies of private capitalism. Administrative com-
petition is a form midway between classical competition under which no
one has any market power and classical monopoly in which pricing power
is unique. Whether we call this “competition among the few” or adminis-
trative competition or use such misleading terms as “monopolistic competi-
tion” or “imperfect competition,” it is essentially a form of competition in
which a price (or wage rate) is not set by the equating of supply and
demand but by administrative action, and held constant for a period of
time and through a series of transactions.

Under administrative competition, demand and costs influence price
but do not determine it. Demand can change without producing a change
in price. Costs can change without producing a change in price. And a
change in price can be made with no initiating change in demand or costs.
Actual price becomes in some degree a matter of the arbitrary use of pric-
ing power within the limits, often broad, set by demand and costs. At the
same time, demand and costs tend in part to be a product of how this
arbitrary power is used.

By the time of the great depression, the institutional changes of the
preceding 50 years had converted a system of private capitalism into a
system predominantly made up of huge collectives and markets in which
prices are determined by administrative decision. The great evolution from
private capitalism has given us a new form of the free enterprise system
which may be called Collective Capitalism. It is a form of capitalism lying
entirely outside the conceptions of John Stuart Mill and Karl Marx, and,
of course, outside the conceptions of Adam Smith. [This new] collective
capitalism has crcated a new sct of problems with which classical theory is
not competent to cope.

The first of the set of problems, and I think the most important, is the
way we think about our economic system. There is a great and understand-
able tendency to describe the present-day economy as a private enterprise
system, though with some important modifications. This tendency appears
both in the teaching of economics and in the theorizing about the system.
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I believe the time has come to reverse our field and describe our system
as a collective enterprise system which has some elements of both private
enterprise and government enterprise.

When we follow the implications of this reversal, the beginning
theory course will describe our present economy as one in which big collec-
tive enterprises play a major role with the remainder of production carried
on, for the most part, by government on the one hand and by private enter-
prise on the other. Similarly, price and wage analysis would first focus on
administrative competition and the indeterminacy of prices and wage
rates. Then classical monopoly and classical competition would be con-
sidered as special cases.

This procedure would be in sharp contrast with much of present-day
teaching. For example, Samuelson’s Economics starts the section on price
determination with four chapters primarily devoted to the determination
of price by supply and demand, followed by a chapter on equilibrium of
the firm devoted mostly to pricing by a monopolist, and a final weak chap-
ter on “imperfect competition.” Since the great bulk of commodity and
service transactions take place at administered prices, this approach from
classical competition to administrative competition clearly leaves a false
impression.

We do not yet know as much about administrative competition as we
do about classical competition. Points that need to be covered are the
indeterminacy of prices, their insensitivity to changes in demand and in
costs, and the possibility of arbitrary prices changes. We also need to cover
the possibility that administrative competition may result in higher cost as
well, or instead of, lower prices. And one can question whether the neat
curves of marginal cost and marginal revenue have much relevance to
practical pricing decisions where pricing is aimed at a target rate of return.
What is of major importance is that administrative competition should be
the central focus of teaching.

Likewise in theoretical analysis there is need to posit in place of the
simplified classical model of an economy solely involving classical compe-
tition and perfectly flexible prices and wages, a simplified model in which
all production is carried on by collectives and all prices are administered
prices. The theoretical implications of such an economy could then be
adjusted to apply to an economy which has some classical competition and
some government production.

I do not believe that we can fully understand the practical problems
of collective capitalism or develop the best policies for dealing with them
until we have made this revolution in teaching and theory. But already
some of the practical problems are apparent and we are moving toward
solutions. I will consider here five of the major problems created by collec-
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tive capitalism, indicate some of the steps we have already taken toward
their solution, and point the direction in which a satisfactory solution seems
to me likely to lie.

The first practical problem is, of course, that of maintaining full
employment. Under the theory of private capitalism, there was a price-
adjustment mechanism which would automatically tend to maintain that
level of aggregate demand necessary to eliminate involuntary uncmploy-
ment and assure reasonably full employment. If aggregate demand was
deficient, a fall in the price-wage level would increase the real value of
the outstanding stock of money, making it greater than the public would
choose to hold at the lower level of prices. This redundancy of money
would restore real aggregate demand.

Under collective capitalism, the price-wage structure does not have
that degree of flexibility necessary to allow this classical mechanism to
work. Instead of a general fall in price level, a deficiency in aggregate
demand creates a fall in employment and incomes which more than offsets
the stimulating effect of any increase in the real stock of money.

The need for positive government action to maintain aggregate
demand was fully recognized in the Employment Act of 1946, and there
has been general agreement that monetary and fiscal measures should pro-
vide the primary means. But the 20 years of experience still leaves us with
neither the institutions nor the policies which allow a fine tuning of aggre-
gate demand, or even a reasonable certainty that coarse tuning can be
maintained.

It is my own opinion that monetary measures can be a powerful tool
for maintaining the appropriate level of aggregate demand, but we have
not yet learned how to use them effectively.

Clearly we nced to know more about the actual effect of mone-
tary and fiscal policy on aggregate demand, and also to revise our monetary
and fiscal institutions so as to be able to adjust aggregate demand to
the level called for by our productive capacity. When I first introduced
the concept of administered prices, I pointed out their implications for
monctary policy, and more recently I have suggested how to reorder
our monctary institutions to make them morc effective instruments for
regulating the level of aggregate demand. Once we get away from the
overemphasis on fiscal policy and the interest cffect of money, I believe
we will develop a sct of monetary institutions and monetary policies which
will allow the finc adjustment nccessary for maintaining the appropriate
level of aggregate demand.

A second major problem of collective capitalism is a new type of
inflation unknown to private capitalism. The inflation of classical theory
was a demand inflation with a general rise in prices and wage rates. The
inflation represented too much money chasing too few goods, and at
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least for a single country, it could be prevented by the fine tuning of aggre-
gate demand to give both full employment and stability in the price level.

The new type of inflation arises from the indeterminacy of admin-
istered prices and wage rates, and from the market power they involve.
It is sometimes called “cost-push” inflation with the implication that it
results from labor’s use of its power to push wage rates up faster than
productivity. This is a theoretical possibility. But so also is it a theoretical
possibility that business price administrators raise prices arbitrarily, with-
out any increase in units costs or in demand. This could be called a “profits-
push” inflation. Because this new type of inflation could be either a cost-
push or a profits-push inflation and because it could only come where
prices or wages are administered, I have chosen to call it “administrative
inflation.”

A characteristic of demand inflation under the conditions of collec-
tive capitalism shows itself first in the prices subject to classical com-
petition, but only with substantial lag for administered prices and wage
rates. It is also characteristic that it can occur only when aggregate demand
is in excess of that needed for full employment. This was true of the
inflation which followed the removal of price controls after World War 11
and of the Korean War inflation. Both were clearly demand inflations.

In contrast, an administrative inflation shows itself first in a rise of
administered prices with no rise or fall in classically competitive prices,
and it can occur whether or not there is full employment. The 1953 to
1958 price rise was clearly of this character. In that period, the bulk of
the 8 percent rise in the wholesale price index was in administered prices,
while the indexes for such categories as textiles and farm products went
down, a finding that was inadvertently confirmed in a statistical analysis
developed by proponents of the Chicago school. This 1953 to 1958 inflation
occurred in a period of slack demand, as is indicated by the average un-
employment of over 5 percent and the large amount of idle industrial
capacity. When the Federal Reserve Board sought to control this inflation
on the assumption that it was a demand inflation, it created the depres-
sion of 1957 to 1958. Throughout the period a paradox to classical theory
existed: simultaneous inflation and underemployment. The inflation was
clearly not the result of excess demand.

It has been suggested that administrative inflation can be controlled
by maintaining a substantial cushion of unemployed labor and capital.
But the administrative inflation of the 1950s occurred with 5 percent of the
labor force unemployed. Even if such a cushion could be successful, full
employment and creeping inflation would seem to be a more economic
alternative than to force more than a million and a half of extra unem-
ployment on those least able to bear the burden. Undoubtedly a system
of price and wage controls could prevent administrative inflation, but
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again, the remedy would seem to me worse than the disease. I do not
believe we have yet given the guideline approach an adequate test. Once
the problem is fully understood, I believe that guidelines worked out by
the government with the assistance of the leaders of enterprise, labor and
consumers could eliminate administrative inflation, or keep it to an accept-
able minimum. If not, more drastic measures would be needed.

A third problem created by collective capitalism concerns the external
balance of payments. Under private capitalism and the gold standard,
flexible prices and wage rates were expected to adjust automatically so as
to correct any fundamental imbalance in payments between countries.

With the inflexibility of prices and wages under collective capitalism,
the old gold-flow mechanism simply could not work. If prices and wage
rates were flexible, a fall in the stock of money in the gold-losing country
could be expected to bring a reduction in aggregate demand with a cor-
rective effect of a reduced internal price level. But where prices are insensi-
tive to declining demand, the reduced aggregate demand would result
in unemployment. The old gold mechanism could have corrected an
imbalance in payments, but it would do this by creating a depression in
one country and a boom in the other.

The institutions set up at Bretton Woods are effective in prolonging
the period in which change or special measures can correct an imbalance
in payments and special drawing rights can extend the period, but neither
can correct a fundamental imbalance except by abrupt and painful changes
in exchange rates. Of course, we would have an automatic mechanism if
we dropped the objective of exchange stability and let exchange rates
work themselves out in the market, but this would set up speculative
movements and lose the very real values of short-run exchange stability.

I believe that this problem will ultimately be solved by an intermedi-
ate course which gives short-run stability in exchange rates and long-run,
but gradual, flexibility. Most of the advantages of exchange stability could
be obtained if exchange rates were kept within a known narrow bracket
for six months or one year at a time. For example, if periodic small changes
in the bracket were made in the light of current balances but announced,
say, six months or a year in advance, such a forward peg could give short-
run stability of rates, avoid speculative pressures for change and yet over
a period of years, allow very considerable but gradual changes in exchange
rates.

Just what form the intermediatc mechanism may take I cannot fore-
see. But it seems to me clear that changes in internal levels of employment
as a method of exchange adjustment will not be tolerated; and that neither
freely floating exchange rates nor fixed exchange rates with occasional
exchange crises provides a satisfactory basis for adjusting the balance of
payments.
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A fourth problem arising from collective capitalism has to do with
the allocation of resources. According to the theory and principles of
private capitalism, a country’s resources would tend to be best used if
each small producer sought to maximize his profits. Competition would
keep prices in reasonable relation to costs and the unseen hand would
guide individuals into the most economic use of the resources available
to them.

But the large collective enterprise and administrative competition
do not fit into this beautiful picture. The powers of corporate management
are only crudely controlled by the unseen hand. To maximize profits is
often to make less than the most effective use of resources. And mistakes
in a single management that would be of negligible importance in a
small enterprise can affect the lives of tens or even hundreds of thousands
of individuals in a big collective.

The answer to this problem is not to break up collective enterprises
into such small pieces that classical competition can prevail. The afluence
of our society arises in large part from the high productivity of our big
collectives. We do need our antitrust laws and agencies to prevent monop-
oly where administrative competition can prevail, but these agencies
cannot cnforce classical competition. Nor is it a satisfactory answer to
regulate these collectives except where technology requircs monopoly,
as in the case of the public utilities, for regulation involves a degree of
centralization which tends to be dcadening to initiative.

There are, however, two lines of development which are wholly
compatible with our free enterprise system and could be expected to
make collective capitalism operate more effectively in using our resources.

The first is to forge a criteria of performance for the management of
our big collectives. It is an appropriate function of the big collectives to
make profits. But the objective of maximizing profits is no longer appropri-
ate. In my book on Pricing Power and the Public Interest, I examined this
problem and suggested certain lines of approach based on target pricing
and incentives to performance. Whether these or some other lines of
approach are finally adopted, the managements of the big collectives do
need a clarification of what constitutes good performance and incentives
to stimulate such performance.

The second line of development which I believe would make the
policy decisions of both the managers of collective enterprises and govern-
ment more effective has to do with economic planning. Economic planning
of the Russian type would clearly be incompatible with our free enter-
prisc system. But advisory planning can provide business and government
with valuable background against which to make specific decisions.

This brings me to the question: What is the future of collective
capitalism? On this I am an optimist. I do not sce this country reverting
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to private capitalism. Nor do I see us following the path of Russia. The
major problems of collective capitalism are not the product of internal
contradictions in our system, but the product of contradictions between
collective capitalism and the set of policies appropriate to private capital-
ism. We have already made important progress toward devcloping new
policies. As we come to recognize more thoroughly the imperatives of
collective capitalism, I believe we will solve the major problems which it
has created. I do not suggest that we will produce a perfect system. Nor
do I suggest that the improvement in the workings of collective capitalism
can be brought about easily. Resistance to change and the pressures of
immediate self-interest will stand in the way. But I believe that the general
interest in a well-running economy will override these resistances.

Thus I envisage a system in which fine tuning of aggregate demand,
principally through monetary policy, will maintain a high level of employ-
ment of both men and machines; in which administrative inflation will
be under practical control through advisory planning, wage-price guide-
lines and perhaps specific controls for strategic commodities; in which an
external balance of payments will be maintained through exchange rates
which are relatively fixed for short periods of time, but gradually change
to correct fundamental imbalances; in which business decisions (as well
as those of government) on the allocation of resources will be brought
into closer relation to the public interest through advisory planning and
clarification of what constitutes economic performance; and a complete
system of government measures to support incomes of the disadvantaged
at an acceptable minimum level, while above this level inequities are
kept to a minimum through better operation of the economy and through
the continued use of taxation.

I would expect such an economy to yield a steadily rising level of
incomes, greater leisure and the funds to enjoy it, and the resources to
help in the development of less developed countries. Whether the affluent
life can also be a good life will be a real problem, but not one I will deal
with here.



Our Obsolete Market Mentality

KARL POLANYI

Can the market system serve as a long-term vehicle for human progress?
The late Karl Polanyi delivers a thoughtful negative verdict.

The first century of the Machine Age is drawing to a close amid fear
and trepidation. Its fabulous material success was due to the willing,
indeed the enthusiastic, subordination of man to the needs of the machine.
[Laissez faire] capitalism was in effect man’s initial response to the chal-
lenge of the Industrial Revolution. In order to allow scope to the use
of elaborate, powerful machinery, we transformed human economy into
a self-adjusting system of markets, and cast our thoughts and values in
the mold of this unique innovation.

Today, we begin to doubt the truth of some of these thoughts and
the validity of some of these values. Outside the United States, [laissez
faire] capitalism can hardly be said to exist any more. How to organize
human life in a machine society is a question that confronts us anew.
Behind the fading fabric of competitive capitalism there looms the portent
of an industrial civilization, with its paralyzing division of labor, standardi-
zation of life, supremacy of mechanism over organism, and organization
over spontaneity. Science itself is haunted by insanity. This is the abiding
concern.

No mere reversion to the ideals of a past century can show us the
way. We must brave the future, though this may involve us in an attempt
to shift the place of industry in society so that the extraneous fact of the
machine can be absorbed. The search for industrial democracy is not
merely the search for a solution to the problems of capitalism, as most

Reprinted from Commentary, by permission; copyright © 1947 by the American
Jewish Committee.
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people imagine. It is a search for an answer to industry itself. Here lies
the concrete problem of our civilization. Such a new dispensation requires
an inner freedom for which we are but ill equipped. We find ourselves
stultified by the legacy of a market-economy which bequeathed us over-
simplified views of the function and role of the economic system in society.
If the crisis is to be overcome, we must recapture a more realistic vision of
the human world and shape our common purpose in the light of that
recognition.

Industrialism is a precariously grafted scion upon man’s age-long
existence. The outcome of the experiment is still hanging in the balance.
But man is not a simple being and can die in more than one way. The
question of individual freedom, so passionately raised in our generation,
is only one aspect of this anxious problem. In truth, it forms part of a
much wider and deeper need—the need for a new response to the total
challenge of the machine.

Our condition can be described in these terms: Industrial civilization
may yet undo man. But since the venture of a progressively artificial
environment cannot, will not, and indeed, should not, be voluntarily dis-
carded, the task of adapting life in such a surrounding to the requirements
of human existence must be resolved if man is to continue on earth. No
one can foretell whether such an adjustment is possible, or whether man
must perish in the attempt. Hence the dark undertone of concern.

Meanwhile, the first phase of the Machine Age has run its course.
It involved an organization of society that derived its name from its
central institution, the market. This system is on the downgrade. Yet
our practical philosophy was overwhelmingly shaped by this spectacular
episode. Novel notions about man and society became current and gained
the status of axioms. Here they are.

As regards man, we were made to accept the heresy that his motives
can be described as “material” and “ideal,” and that the incentives on
which everyday life is organized spring from the “material” motives. Both
utilitarian liberalism and popular Marxism favored such views.

As regards society, the kindred doctrine was propounded that its
institutions were “determined” by the cconomic system. This opinion was
even morc popular with Marxists than with liberals.

Under a market-cconomy both assertions were, of course, true. But
only under such an economy. To overcome such doctrines, which constrict
our minds and souls and greatly enhance the difficulty of the life-saving
adjustment, may rcquire no less than a reform of our consciousness.

[Laissez faire] economy, this primary reaction of man to the machine,
was a violent break with the conditions that preceded it. A chain-reaction
was started—what before was merely isolated markets was transmuted into
a self-regulating system of markets. And with the new economy, a new
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society sprang into being. The crucial step was this: labor and land were
made into commodities, that is, they were treated as if produced for sale.
Of course, they were not actually commodities, since they were either not
produced at all (as land) or, if so, not for sale (as labor). Yet no more
thoroughly effective fiction was ever devised. By buying and selling labor
and land freely, the mechanism of the market was made to apply to them.
There was now supply of labor, and demand for it; there was supply of
land, and demand for it. Accordingly, there was a market price for the
use of labor power, called wages, and a market price for the use of land,
called rent. Labor and land were provided with markets of their own,
similar to the commodities proper that were produced with their help.
The true scope of such a step can be gauged if we remember that labor
is only another name for man, and land for nature. The commodity fiction
handed over the fate of man and nature to the play of an automaton
running in its own grooves and governed by its own laws.

Nothing similar had ever been witnessed before. Under the mer-
cantile regime, though it deliberately pressed for the creation of markets,
the converse principle still operated. Labor and land were not entrusted
to the market; they formed part of the organic structure of society. Where
land was marketable, only the determination of price was, as a rule, left
to the parties; where labor was subject to contract, wages themselves
were usually assessed by public authority. Land stood under the custom
of manor, monastery, and township, under common-law limitations con-
cerning rights of real property; labor was regulated by laws against
beggary and vagrancy, statutes of laborers and artificers, poor laws, guild
and municipal ordinances. In effect, all societies known to anthropologists
and historians restricted markets to commodities in the proper sense of
the term.

Market-economy thus created a new type of society. The economic
or productive system was here entrusted to a self-acting device. An insti-
tutional mechanism controlled human beings in their everyday activitics
as well as the resources of nature. This instrument of material welfare was
under the sole control of the incentives of hunger and gain—or, more
precisely, fear of going without the necessities of life, and expectation of
profit. So long as no propertyless person could satisfy his craving for food
without first selling his labor in the market, and so long as no propertied
person was prevented from buying in the cheapest market and selling in
the dearest, the blind mill would turn out ever-increasing amounts of com-
modities for the bencfit of thc human race. Fear of starvation with the
worker, lure of profit with the employer, would keep the vast establishment
running.

In this way an “economic sphere” came into existence that was sharply
delimited from other institutions in socicty. Since no human aggregation
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can survive without a functioning productive apparatus, its embodiment
in a distinct and separate sphere had the cffect of making the “rest” of
society dependent upon that sphere. This autonomous zone, again, was
regulated by a mechanism that controlled its functioning. As a result, the
market mechanism became determinative for the life of the body social.
No wonder that the emergent human aggregation was an “economic”
society to a degree previously never even approximated. “Economic mo-
tives” reigned supreme in a world of their own, and the individual was
made to act on them under pain of being trodden under foot by the
juggernaut market. Such a forced conversion to a utilitarian outlook fate-
fully warped Western man’s understanding of himself.

This new world of “economic motives” was based on a fallacy.
Intrinsically, hunger and gain are no more “economic” than love or hate,
pride or prejudice. No human motive is per se economic. There is no
such thing as a sui generis economic experience in the sense in which man
may have a religious, aesthetic, or sexual experience. These latter give
rise to motives that broadly aim at evoking similar experiences. In regard
to material production these terms lack self-evident meaning.

The evidence of facts, I feel, should at this point be adduced. First,
there are the discoveries of primitive economics. Two names are outstand-
ing: Bronislaw Malinowski and Richard Thurnwald. They and some other
research workers revolutionized our conceptions in this field and, by so
doing, founded a new discipline. The myth of the individualistic savage
had been exploded long ago. Neither the crude egotism, nor the apoc-
ryphal propensity to barter, truck, and exchange, nor even the tendency to
cater to one’s self was in evidence. But equally discredited was the legend
of the communistic psychology of the savage, his supposed lack of appre-
ciation for his own personal interests. (Roughly, it appeared that man
was very much the same all through the ages. Taking his institutions not
in isolation, but in their interrelation, he was mostly found to be behaving
in a manner broadly comprehensible to us.) What appeared as “com-
munism” was the fact that the productive or economic system was usually
arranged in such a fashion as not to threaten any individual with starva-
tion. His place at the campfire, his share in the common resources, was
secure to him, whatever part he happened to have played in hunt, pasture,
tillage, or gardening.

Second, there is no difference between primitive and civilized society
in this regard. Whether we turn to ancient city-state, despotic empirc,
feudalism, 13th-century urban life, 16th-century mercantile regime, 18th-
century regulationism—invariably the economic system is found to be
merged in the social. Incentives spring from a large variety of sources,
such as custom and tradition, public duty and private commitment, reli-
gious obscrvance and political allegiance, judicial obligation and admin-
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istrative regulation as established by prince, municipality, or guild. Rank
and status, compulsion of law and threat of punishment, public praise and
private reputation, insure that the individual contributes his share to
production. Fear of privation or love of profit need not be altogether absent,
Markets occur in all kinds of societies, and the figure of the merchant is
familiar to many types of civilization. But isolated markets do not link
up into an economy. The motive of gain was specific to merchants, as was
valor to the knight, piety to the priest, and pride to the craftsman. The
notion of making the motive of gain universal never entered the heads of
our ancestors. At no time prior to the second quarter of the 19th century
were markets more than a subordinate feature in society.

Third, there was the startling abruptness of the change. A free market
for labor was born in England only about a century ago. The ill-famed
Poor Law Reform (1834) abolished the rough-and-ready provisions made
for the paupers by patriarchal governments. The poorhouse was trans-
formed from a refuge of the destitute into an abode of shame and mental
torture to which even hunger and misery were preferable. Starvation or
work was the alternative left to the poor. Thus was a competitive national
market for labor created. Within a decade, the Bank Act (1844) established
the principle of the gold standard; the making of money was removed
from the hands of the government regardless of the effect upon the level
of employment. Simultaneously, reform of land law mobilized the land,
and repeal of the Corn Laws (1846) created a world pool of grain, thereby
making the unprotected Continental peasant-farmer subject to the whims
of the market. Thus were established the three tenets of economic liberal-
ism, the principle of which market economy was organized: that labor
should find its price on the market; that money should be supplied by a
self-adjusting mechanism; that commodities should be free to flow from
country to country irrespective of the consequences—in brief, a labor
market, the gold standard, and free trade. A self-inflammatory process
was induced, as a result of which the formerly harmless market pattern
expanded into a sociological enormity.

These facts roughly outline the genealogy of an “economic” society.
Under such conditions the human world must appear as determined by
“economic” motives.

Under capitalism, every individual has to earn an income. If he is
a worker, he has to sell his labor at current prices; if he is an owner, he
has to make as high a profit as he can, for his standing with his fellows
will depend upon the level of his income. Hunger and gain—even if
vicariously—make them plow and sow, spin and weave, mine coal, and
pilot planes. Consequently, members of such a society will think of them-
selves as governed by these twin motives. In actual fact, man was never
as selfish as the theory demanded. Though the market mechanism brought
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his dependence upon material goods to the fore, “economic” motives never
formed with him the sole incentive to work. In vain was he exhorted by
cconomists and utilitarian moralists alike to discount in business all other
motives than “material” ones. On closer investigation, he was still found
to be acting on remarkably “mixed” motives, not excluding those of duty
toward himself and others—and maybe, sceretly, even enjoying work for
its own sake.

However, we are not here concerned with actual, but with assumed
motives, not with the psychology, but with the ideology of business. Not
on the former, but on the latter, are views of man’s nature based. For once
society expects a definite behavior on the part of its members, and pre-
vailing institutions become roughly capable of enforcing that behavior,
opinions on human naturc will tend to mirror the ideal whether it re-
sembles actuality or not. Accordingly, hunger and gain were defined as
cconomic motives, and man was supposed to be acting on them in every-
day life, while his other motives appcarcd more cthereal and removed
from humdrum existence. Honor and pride, civic obligation and moral
duty, even self-respect and common decency, were now deemed irrelevant
to production, and were significantly summed up in the word “ideal.”
Henee man was believed to consist of two components, one more akin
to hunger and gain, the other to honor and power. The one was “material,”
the other “ideal”; the one “cconomic,” the other “noncconomic”; the onc
“rational,” the other “nonrational.” The Utilitarians went so far as to
identify the two scts of terms, thus endowing the cconomic side of man’s
character with the aura of rationality. He who would have refused to
imagine that he was acting for gain alone was thus considered not only
immoral, but also mad.

The market mechanism, morcover, created the delusion of economic
determinism as a general law for all human society. Under a market-
cconomy, of course, this law holds good. Indeed, the working of the eco-
nomic system here not only “influcnces” the rest of socicty, but determines
it—as in a triangle the sides not merely influence, but determine, the angles.
In Mainc’s famous phrase, “contractus” replaced “status”; or, as Ténnies
preferred to put it, “socicty” superseded “community”; or, in terms of the
present article, instead of the economic system being embedded in social
relationships, these relationships were now embedded in the economic
system.

While social classes were directly, other institutions were indirectly
determined by the market mechanism. State and government, marriage
and the rearing of children, the organization of science and cducation,
of religion and the arts, the choice of profession, the forms of habitation,
the shape of settlements, the very aesthetics of private life—cverything
had to comply with the utilitarian pattern, or at least not interfere with
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the working of the market mechanism. But since very few human activities
can be carried on in the void; even a saint needing his pillar, the indirect
effect of the market system came very near to determining the whole of
society. It was almost impossible to avoid the erroneous conclusion that
as “economic” man was “real” man, so the economic system was “really”
society.

Yet it would be truer to say that the basic human institutions abhor
unmixed motives. Just as the provisioning of the individual and his family
does not commonly rely on the motive of hunger, so the institution of the
family is not based on the sexual motive. Sex, like hunger, is one of the
most powerful of incentives when released from the control of other
incentives. That is probably why the family in all its variety of forms is
never allowed to center on the sexual instinct, with its intermittencies and
vagaries, but on the combination of a number of effective motives that
prevent sex from destroying an institution on which so much of man’s
happiness depends. Sex in itself will never produce anything better than
a brothel, and even then it might have to draw on some incentives of the
market mechanism. An economic system actually relying for its main-
spring on hunger would be almost as perverse as a family system based
on the bare urge of sex.

To attempt to apply economic determinism to all human societies
is little short of fantastic. Nothing is more obvious to the student of social
anthropology than the variety of institutions found to be compatible with
practically identical instruments of production. Only since the market was
permitted to grind the human fabric into the featureless uniformity of
selenic erosion has man’s institutional creativeness been in abeyance.

No protest of mine, I realize, will save me from being taken for an
“idealist.” For he who decries the importance of “material” motives must,
it seems, be relying on the strength of “ideal” ones. Yet no worse misunder-
standing is possible. Hunger and gain have nothing specifically “material”
about them. Pride, honor, and power, on the other hand, are not necessarily
“higher” motives than hunger and gain. Our animal dependence upon food
has been bared and the naked fear of starvation permitted to run loose.
Our humiliating enslavement to the “material,” which all human culture
is designed to mitigate, was deliberately made more rigorous. This is at
the root of the “sickness of an acquisitive society” that Tawney warned of.
And Robert Owen’s genius was at its best when, a century before, he
described the profit motive as “a principle entirely unfavorable to indi-
vidual and public happiness.”

I plead for the restoration of that unity of motives which should
inform man in his everyday activity as a producer, for the reabsorption
of the economic system in society, for the creative adaptation of our ways
of life to an industrial environment.
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On all these counts, laissez faire philosophy, with its corollary of a
marketing society, falls to the ground. It is responsible for the splitting
up of man’s vital unity into “real” man, bent on material values, and his
“ideal” better self. It is paralyzing our social imagination by more or less
unconsciously fostering the prejudice of economic determinism. It has
done its service in that phase of industrial civilization which is behind us.
At the price of impoverishing the individual, it enriched socicty. Today,
we are faced with the vital task of restoring the fullness of life to the
person, even though this may mean a technologically less efficient society.
In different countries in different ways, classical [laisscz faire] liberalism
is being discarded. On Right and Left and Middle, new avenues are being
explored. British Social-Democrats, American New Dealers, and also
European fascists and American anti-New Dealers of the various “man-
agerialist” brands, reject the liberal [laissez faire] utopia. Nor should the
present political mood of rejection of everything Russian blind us to the
achievement the Russians in creative adjustment to some of the funda-
mental aspects of an industrial environment.

On general grounds, the Communist’s expectation of the “withering
away of the state” seems to me to combine clements of liberal utopianism
with practical indifference to institutional freedoms. Asregards the wither-
ing state, it is impossible to deny that industrial society is complex socicty,
and no complex society can exist without organized power at the center.
Yet, again, this fact is no excuse for the Communist’s slurring over the
question of concrcte institutional freedoms. It is on this level of realism
that the problem of individual freedom should be met. No human society
is possible in which power and compulsion are absent, nor is a world in
which force has no function. [Laissez faire] philosophy gave a false direc-
tion to our ideals in seeming to promise the fulfillment of such intrinsically
utopian expectations.

The breakdown of market-economy imperils two kinds of freedom:
some good, some bad.

That the frcedom to exploit onc’s fellows, or the frcedom to make
inordinate gains without commensurable service to the community, the
freedom to keep technological inventions from being used for the public
benefit, or the frecedom to profit from public calamities secretly enginecred
for privatc advantage, may disappear, together with the free market, is all
to the good. But the market cconomy under which these freedoms throve
also produced freedoms that we prize highly. Freedom of conscience,
frcedom of speech, freedom of meeting, freedom of association, frecedom
to choosc onc’s job—we cherish them for their own sake. Yet to a large
extent they were by-products of the same economy that was also responsi-
ble for the cvil freedoms.

The existence of a separate cconomic sphere in society created, as it
were, a gap between politics and economics, between government and
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industry, that was in the nature of a no man’s land. As division of sov-
ereignty between pope and emperor left medieval princes in a condition
of freedom sometimes bordering on anarchy, so division of sovereignty
between government and industry in the 19th century allowed even the
poor man to enjoy freedoms that partly compensated for his wretched
status. Current skepticism in regard to the future of freedom largely rests
on this. There are those who argue, like Hayek, that since free institutions
were a product of market-economy, they must give place to serfdom once
that economy disappears. There are others, like Burnham, who assert the
inevitability of some new form of serfdom called “managerialism.”

Arguments like these merely prove to what cxtent economistic preju-
dice is still rampant. For such determinism, as we have seen, is only
another name for the market mechanism. It is hardly logical to argue
the effects of its absence on the strength of an economic necessity that
derives from its presence. And it is certainly contrary to Anglo-Saxon
experience. Neither the freezing of labor nor selective service abrogated
the essential freedoms of the American pecople, as anybody can witness
who spent the crucial years 1940 to 1943 in these States. Great Britain
during the war introduced an all-round planned economy and did away
with that separation of government and industry from which 19th-century
freedom sprang, yet never were public liberties more securely entrenched
than at the height of the emergency. In truth, we will have just as much
freedom as we will desire to crcate and to safeguard. There is no one
determinant in human society. Institutional guarantees of personal frec-
dom are compatible with any cconomic system. In market socicty alone
did the economic mechanism lay down the law.

What appears to our generation as the problem of capitalism is, in
reality, the far greater problem of an industrial civilization. The economic
[libertarian] is blind to this fact. In defending capitalism as an economic
system, he ignores the challenge of the Machine Age. Yet the dangers that
make the bravest quake today transcend economy. The idyllic concerns
of trust-busting and Taylorization have been superseded by Hiroshima.
Scientific barbarism is dogging our footsteps. The Germans were plan-
ning a contrivance to make the sun emanate death rays. We, in fact,
produced a burst of death rays that blotted out the sun. Yet the Germans
had an evil philosophy, and we had a humane philosophy. In this we
should learn to see the symbol of our peril.

Among those in America who are aware of the dimensions of the
problem, two tendencies are discernible: some believe in elites and aris-
tocracies, in managerialism and the corporation. They feel that the whole
of society should be more intimately adjusted to the economic system,
which they would wish to maintain unchanged. This is the ideal of the
Brave New World, where the individual is conditioned to support an order
that has been designed for him by such as are wiser than he. Others, on
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the contrary, believe that in a truly democratic society, the problem of
industry would resolve itself through the planned intervention of the pro-
ducers and consumers themselves. Such conscious and responsible action
is, indeed, one of the embodiments of freedom in a complex society. But,
as the contents of this article suggest, such an endeavor cannot be suc-
cessful unless it is disciplined by a total view of man and society very
different from that which we inherited from market economy.



The Irrational System

PAUL BARAN AND PAUL SWEEZY

A radical view of the failure of capitalism, not only from an economic,
but from a moral point of view.

The paycheck is the key to whatever gratifications are allowed to
working people in this society; such self-respect, status, and recognition
by one’s fellows as can be achieved depend primarily on the possession
of material objects. The worker’s house, the model of his automobile, his
wife’s clothes—all assume major significance as indexes of success or fail-
ure. And yet within the existing social framework these objects of con-
sumption increasingly lose their capacity to satisfy. Forces similar to those
which destroy the worker’s identification with his work lead to the erosion
of his self-identification as a consumer. With goods being sought for their
status-bearing qualities, the drive to substitute the newer and more expen-
sive for the older and cheaper ccases to be related to the serviceability
of the goods and becomes a means of climbing up a rung on the social
ladder.

In this way consumption becomes a sort of extension and continua-
tion of the process of earning a livelihood. Just as the worker is always
under pressure to get ahead at the expense of his fellows at the shop or
office, so the consumer pursues the same goals at the expense of his neigh-
bors after work. Neither worker nor consumer is ever really satisfied;
they are always on the lookout for a new job, always wanting to move
to a better neighborhood. Work and consumption thus share the same
ambiguity: while fulfilling the basic needs of survival, they increasingly
lose their inner content and meaning.

From “The Irrational System,” by Paul Baran and Paul Sweezy, in Monepoly Capital,
Monthly Review Press, 1968, pp. 345-49, 351-53, 362-67. Reprinted by permission of
Monthly Review Press. Copyright © 1966 by Paul M. Sweezy.
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Nor are matters any better when it comes to another aspect of the
worker’s nonwork life—the expenditure of leisure time. Leisure has tradi-
tionally been thought of as serving the purpose of “recreation,” that is to
say the revival and refocusing of mental and psychic energies from their
compulsory commitment to work to genuinely interesting pursuits. Now,
however, the function of leisure undergoes a change. As Erich Fromm
has observed, leisure becomes a synonym of time spent in passivity, of
idleness. It no longer signifies doing what a person wants to do, as distinct
from doing, at work, what he must do; to an ever-increasing extent it
means simply doing nothing. And the reason for doing nothing is partly
that there is so little that is humanly interesting to do, but perhaps even
more because the emptiness and purposelessness of life in capitalist society
stifles the desire to do anything.

This propensity to do nothing has had a decisive part in determining
the kinds of entertainment which are supplied to fill the leisure hours—
in the evenings, on weekends and holidays, during vacations. The basic
principle is that whatever is presented—reading matter, movies, radio and
TV programs—must not make undue demands on the intellectual and
emotional resources of the recipients; the purpose is to provide “fun,”
“relaxation,” a “good time”—in short, passively absorbable amusement.
Even the form and organization of the material is affected. The show is
continuous, the movie theater can be entered at any time; the book can
be read from front to back or from back to front; skipping a few install-
ments of a serial does not matter; the TV can be switched from channel
to channel without loss of coherence or comprehension.

Other forms of “killing time”—what a revealing expression!—are
hardly more exacting. Being a sports fan does not involve participation
in any activity or acquiring any skill. Events are provided for all seasons,
and it is not even necessary to attend in person since giant corporations
find it a profitable form of advertising to sponsor radio and TV broadcasts
of games and matches. Elaborate statistical records are compiled and
regularly published in specialized books and periodicals, enabling even
fans who have never played a game in their lives to discuss the various
teams and players with all the assurance of experts. Being interested at
different times of the year in the sports appropriate to the season turns
into something people have in common. Like the largely imaginary good
and bad points of different makes and models of automobiles, the strengths
and weaknesses of teams and players become topics of conversation which
the inherent triviality of the theme transforms into mere chatter.

Perhaps nothing is more symptomatic of the part played by leisure
in daily life than this degeneration of conversation into chatter. Like
friendship, conversation presupposes the existence of some common pur-
poses, interests, and activities. Friendship implies an emotional commit-
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ment; conversation demands an intellectual effort. When these precon-
ditions do not exist—when people exist together but do not relate to one
another in any fundamental way—both friendship and conversation are
bound to atrophy. When people have nothing to say, “small talk” becomes
the order of the day. As the word friend fades and comes to designate
someone whom one happens to have met, it applies to a multitude of
acquaintances and to no one in particular. Social gatherings are motivated
less by a desire to be with other people than by fear of being alone. Peo-
ple’s unrelatedness at these gatherings is often and characteristically dis-
solved in alcohol.

The satisfaction derived from this kind of conviviality is fleeting;
the hangover is inevitable. Although suffocating in his solitude, the indi-
vidual does not overcome it, as David Riesman has observed, by becoming
a particle in a crowd. The misery of loneliness and the horror of together-
ness produce an attitude of ambivalence between involvement and with-
drawal. Leaving one party with the thought that he might as well have
stayed at home, he goes to another thinking that he might as well be there.
Thus he is drawn into an uninterrupted whirl of socializing—on different
levels and scales of course, depending on class, status, and income—or
concluding, as Arthur Miller has put it, that if one has to be alone one
may as well stay by oneself, he turns into a recluse, spending hours on
end “working around the house,” mowing the lawn, pottering in the back-
yard. Brooding and muttering to himself, he turns on the radio, listens to
a scrap of news or a singing commercial, switches over to the TV to see
the end of a Western, leaves both and looks absent-mindedly at the news-
paper filled with accounts of crime and scandal—in short, shifts restlessly
from one way of doing nothing to another way of doing nothing, all the
while longing for and dreading the beginning of the work week when he
will start longing for and dreading the coming of the weekend.

In these conditions the sensation produced by leisure is closely re-
lated to that experienced at work—grinding, debilitating boredom. Only
it must be added that the boredom lived through in the hours and days
of free time can be even more oppressive than that endured during the
work week. In the case of work it appears to be natural, an aspect of
the grim necessity to earn one’s bread in the sweat of one’s brow. All of
human history has taught people to take it for granted that physical suffer-
ing and psychic distress are the price of survival. And as long as scarcity
dominated the human condition, this calculus, cruel as it undoubtedly
was in the light of the idleness and luxury enjoyed by the privileged few,
appeared cogent and convincing to the have-nots. For them every short-
ening of the work day, every reduction in the work week were precious
steps in the direction of freedom.

Today we must ask what remains of that cogency, of that progress
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toward freedom when the torturc of work buys a longer span of nonwork
which is itself robbed of all joy, which turns into an extension of work
itsclf, into the emptiness, tedium, and torpor of modern leisure? What
rationality is left in bearing the self-denial, the repression, the compulsion
of work when what follows at the end of the working day and the working
week is the barren desert of boredom that is free time in this society?

Repression has always marked the exploitation of man by man.
Curbing the striving for freedom, subduing the aversion to toil and self-
denial, destroying the sense of compassion and solidarity with fellow
men, repression has forced man into molds making him fit to exploit and
be exploited. As Freud put it, “it is impossible to ignore the extent to
which civilization is built up on renunciation of instinctual gratifications,
the degree to which the existence of civilization presupposes the non-
gratification (suppression, repression, or something else?) of powerful
instinctual urgencies.”

For many centuries the forces of repression derived much of their
formidable power from two sources which remained relatively invariant.
One was the state of constricting scarcity which was—in the conditions
of the time, rightly—considered to be an inescapable fact of nature. The
incidence of burdens imposed by that scarcity was of course open to ques-
tion and criticism: the injustices associated with it gave rise to almost
continuous popular protest; convincing arguments could be and were
advanced to show that in a different social order the dire effects of scarcity
could be mitigated. But the existence of scarcity could not be denied. And
the recognition of its existence necessarily implied the recognition of the
inevitability of life-long labor and bare subsistence standards of living
for the vast majority of mankind.

The other source of fuel for the engine of repression is closely
rclated to the first: the people’s unquestioning belief in the basic princi-
ples underlying the taboos and prohibitions, the rules and regulations
governing the behavior of men in society. These principles, elaborated
by society’s cultural and religious apparatus, transmitted from one gen-
eration to the next, internalized and appearing as an immutable aspect
of “human nature,” coagulated into a conscience, a superego, ever watch-
ful and sternly punishing violators of its precepts with bitter feelings of
guilt. Society thus acquired what might be called a psychic police force
cffectively upholding spiritual “law and order.”

What distinguishes our time from all carlier epochs is that by now
in the advanced capitalist countries the mechanism of repression has
accomplished its historical mission. The work discipline and self-denial
which it imposed made possible the massive accumulation of capital and
with it the building up of an enormously productive industrial apparatus.
The development of automation and cybernation in the last two decades
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signals the end of the long, long era in which the inevitability of scarcity
constituted the central fact of human existence. There can be no doubt
that the continued acceptance of that inevitability under conditions such
as prevail in the United States today is false consciousness par excellence.
It now serves only to maintain and support an oppressive social order, and
its sway over the minds of people reflects nothing but the anachronistic
prevalence of an outlived ideology.

This state of affairs cannot be changed by wishing or incantation.
Declarations that what the United States needs is a “spiritual revival”
or a clarification of “national goals” are as symptomatic of the pathological
condition they are directed against as of a profound inability to com-
prehend its nature and origins. When a writer as sensitive and observant
as Paul Goodman truthfully states that “our society cannot have it both
ways: to maintain a conformist and ignoble system and to have skilled
and spirited men to man the system with,” only to conclude that “if 10,000
people in all walks of life will stand up on their two feet and talk out
and insist, we shall get our country back,” one gets the full measure of
the failure of even our best social critics to face up to the real character
and dimensions of the crisis of our time.

For behind the emptiness, the degradation, and the suffering which
poison human existence in this society lies the profound irrationality and
moral bankruptcy of monopoly capitalism itself. No outraged protests,
no reforms within the monopoly capitalist framework can arrest the decay
of the whole. And as becomes clearer every day, this decay makes increas-
ingly problematical the rationality of even the most spectacular advances
in scientific knowledge and technical and organizational skills. Improve-
ments in the means of mass communication merely hasten the degenera-
tion of popular culture. The utmost perfection in the manufacture of
weapons of destruction does not make their production rational. The
irrationality of the end negates all improvements of the means. Rationality
itself becomes irrational. We have reached a point where the only true
rationality lies in action to overthrow what has become a hopelessly
irrational system.

Will such action be forthcoming in sufficient volume and intensity
to accomplish its purpose? The future of the United States and of monop-
oly capitalism obviously depends on the answer. So also, though more
indirectly, does the future of mankind itself for a long time to come.

The answer of traditional Marxian orthodoxy—that the industrial
proletariat must eventually rise in revolution against its capitalist oppres-
sors—no longer carries conviction. Industrial workers are a diminishing
minority of the American working class, and their organized cores in the
basic industries have to a large extent been integrated into the system as
consumers and ideologically conditioned members of the society. They
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are not, as the industrial workers were in Marx’s day, the system’s special
victims, though they suffer from its elementality and irrationality along
with all other classes and strata—more than some, less than others.

The system of course has its special victims. They are the unem-
ployed and the unemployable, the migrant farm workers, the inhabitants
of the big city ghettos, the school dropouts, the aged subsisting on mecager
pensions—in a word, the outsiders, those who because of their limited
command over purchasing power are unable to avail themselves of the
gratifications, such as they are, of consumption. But thesc groups, despite
their impressive numbers, are too heterogeneous, too scattered and frag-
mented, to constitute a coherent force in society. And the oligarchy knows
how, through doles and handouts, to keep them divided and to prevent
their becoming a lumpen-proletariat of desperate starvelings.

If we confine attention to the inner dynamics of advanced monopoly
capitalism, it is hard to avoid the conclusion that the prospect of effective
revolutionary action to overthrow the system is slim. Viewed from this
angle, the more likely course of development would seem to be a con-
tinuation of the present process of decay, with the contradiction between
the compulsions of the system and the elementary needs of human nature
becoming ever more insupportable. The logical outcome would be the
spread of increasingly severe psychic disorders leading to the impairment
and eventual breakdown of the system’s ability to function even on its
own terms.

But as we emphasized, advanced monopoly capitalism does not
exist in isolation, and any speculation about its future which takes account
only of its inner laws and tendencies is certain to be misleading. The
United States dominates and exploits to one extent or another all the
countries and territories of the so-called free world and correspondingly
meets with varying degrees of resistance. The highest form of resistance
is revolutionary war aimed at withdrawal from the world capitalist system
and the initiation of social and economic reconstruction on a socialist
basis. Such warfare has never been absent since the Second World War,
and the revolutionary peoples have achieved a series of historic victories
in Vietnam, China, Korea, Cuba, and Algeria. These victories, taken to-
gether with the increasingly obvious inability of the underdeveloped coun-
trics to solve their problems within the framework of the world capitalist
system, have sown the seeds of revolution throughout the continents of
Asia, Africa, and Latin America. Some of these seeds will sprout and ripen
rapidly, others slowly, still others perhaps not until after a long period of
germination. What seems in any case clear is that they are now implanted
beyond any prospect of exterpation. It is no longer mere rhetoric to speak
of the world revolution: the term describes what is already a rcality and
is certain to become increasingly the dominant characteristic of the his-
torical epoch in which we live.
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The implications of this fact for the future of monopoly capitalism
are only beginning to become apparent. The ruling class of the United
States understands, instinctively and through experience, that every ad-
vance of the world revolution is a defeat—economic, political, and moral—
for itself. It is determined to resist such advances wherever they may
threaten, by whatever means may be available; and it counts on its
enormous superiority in the technology of warfare to bring it victory. But
the truth is that in this struggle there can be no real victories for the
counter-revolutionary side. Underlying the revolutionary upsurge are real
economic, social, and demographic problems; and is the very nature of
counter-revolution to prevent these problems from being rationally at-
tacked, let alone solved. Counter-revolution may win, indeed already has
won, many battles, but the war goes on and inexorably spreads to new
peoples and new regions. And as it spreads so does the involvement of the
United States.

No one can now foresee all the consequences for the United States
of this increasing commitment to the cause of world counter-revolution,
but equally no one can doubt that it will profoundly affect the inner as
well as the outer course of events. In the long run its main impact may
well be on the youth of the nation. The need for military manpower seems
certain to rise sharply; it may soon be normal for young Americans to
spend several years of their lives, if they are lucky enough to survive,
fighting in the jungles and mountains of Asia, Africa, and Latin America.
The psychic stress and physical suffering experienced by them and their
families will add a new dimension to the agony inflicted by an anti-human
social order. Will the effect be merely to hasten the process of decay
already so far advanced? Will the shock perhaps awaken more and more
people to the urgent need for basic change? Or will, as some believe, the
increasingly evident hopelessness of its cause lead the American ruling
class to the ultimate irrationality of unleashing nuclear holocaust?

That no one can now answer these questions means that all the
options are not foreclosed, that action aimed at altering the course of
events has a chance to succeed. There are even indications, especially
in the Negro freedom movement in the South, in the uprisings of the urban
ghettos, and in the academic community’s mounting protest against the
war in Vietnam, that significant segments of the American people are
ready to join an active struggle against what is being cumulatively re-
vealed as an intolerable social order. If this is so, who can set limits to
the numbers who may join them in the future?

But even if the present protest movements should suffer defeat or
prove abortive, that would be no reason to write off permanently the pos-
sibilty of a real revolutionary movement in the United States. As the
world revolution spreads and as the socialist countries show by their
example that it is possible to use man’s mastery over the forces of nature
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to build a rational society satisfying the human needs of human beings,
more and more Amecricans are bound to question the nccessity of what
they now take for granted. And once that happens on a mass scale, the
most powerful supports of the present irrational system will crumble
and the problem of creating anew will impose itself as a sheer necessity.
This will not happen in five years or ten, perhaps not in the present cen-
tury: few great historical dramas run their course in so short a time. But
perhaps ceven fewer, once they are fairly started, change their nature or
reverse their direction until all their potentialities have been revealed.
The drama of our time is the world revolution; it can never come to an
end until it has encompassed the whole world.

In the meantime, what we in the United States need is historical
perspective, courage to face the facts, and faith in mankind and its future.
Having these, we can recognize our moral obligation to devote ourselves
to fighting against an evil and destructive system which maims, oppresses,
and dishonors those who live under it, and which threatens devastation
and death to millions of others around the globe.



The Limits of American Capitalism

ROBERT L. HEILBRONER

Is capitalism static or dynamic; changeless or in flux? Here is a view
that asserts that a deep-seated ‘‘revolution” is in process in our very
midst.

The definition of “capitalism” seemed of primary importance in
establishing the boundaries of change, and for this reason the slow left-
ward movement of the business ideology assumed a putative central role
in enlarging the perimeter of social action.

Assuming that the ideology of business would continue along its
gradual path of liberalization, how far did this mcan that capitalism could
change? What limits, we asked, werc inherent in the system, rather than
in any particularly idcology of the day?

The answer at which we have arrived is necessarily imprecise, but
it does not seem entirely indeterminate. In the dynamic process of social
change, the economic relationships that give risc to privilege are those
that fix the degree of social resistance, and these rclationships give us a
general indication of what is possible and what is not.

It is not difficult to recapitulate this difference. \What scems possible
is to bring about social change—in the distribution of wealth or in the
control over output or in the imaginative destination of society or its
relations with the noncapitalist world—that stops short of an intolerable
curtailment of those privileges that all elites within American capitalism—
and indeed, the general public as well—are eager to protect. What is im-
possible, within the time period in which we arc interested, is to effect
changes that would involve the virtual destruction of the central insti-
tutions of the system itself. This means, for example, that the distribution
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of wealth can be corrected at the bottom but not at the top. It means that
the control over output can be improved very greatly, but that the essential
commercial character of a market system is beyond alteration. It means
that a considerable accommodation can be made with the noncapitalist
world, but that the imagination of that world (or of the American mind)
is not likely to be captured by the capitalist rhetoric. There are, in a word,
deep-seated attributes to the quality of American life that constitute an
impregnable inner kecp of the system of Amcrican capitalism as we
know it.

And vyet, if we now recall our earlier concern with feudalism, we
will recall that, despite the seeming impregnability of its institutions in
the 13th century, by the 18th century somehow the system had none-
theless changed out of all recognition. Hence we must ask whether the
inncr keep of capitalism, although out of range of bombardment today,
may not also be ultimately vulnerable to the kind of penctration that
finally invested the feudal citadels of privilege.

The question asks us to reflect on how feudalism expired. The
answer is not by rcvolution. However important for other reasons, the
revolutions of the 18th and 19th centuries merely ripped off the tattered
covers of feudalism to reveal ncw economic societies, already full-formed
and operative, bencath them. Rather, feudalism gave way to capitalism
as part of a subversive process of historic change in which a newly
emerging attribute of daily life proved to be as irresistibly attractive to
the privileged orders of feudalism as it was ultimately destructive of them.

This subversive influence was the gradual infiltration of commercial
relationships and cash exchanges into the everyday round of feudal exist-
ence, each act of marketing binding men more fully into the cash nexus
and weakening by that degrce the traditional duties and relationships
on which feudalism was based. Against this progressive monctization
the old order struggled in vain, for the temptations and pleasures of the
cash economy were greater than the erosion of privileges that went with it:
“It is the costliness of clothes that is destroying the nobles of our German
lands,” wrote onc chronicler, telling of a widow who sold a village to
raisc the price of a blue velvet gown to wear to a tournament.

Could there be an cquivalent of that powerfully disintegrative and
yct constitutive force in our day—a force sufficiently overwhelming to
render impotent the citadel of capitalism and yet as irresistibly attractive
to its masters as the carlier current of change was to feudalism? I think
there is such a force, and that it alrcady bulks very large within our
world, where it is cumulatively and irreversibly altering the social system
even more rapidly than did the process of monctization during the medi-
eval era. This revolutionary power is the veritable explosion of organized
knowledge and its applied counterpart, scientific technology, in mod-
ern times.
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The extraordinary rate of expansion of this explosion is sufficiently
familiar to require only a word of exposition. There is, for instance, the
often-quoted but still astonishing statement that of all the scientists who
have ever lived in all of history, half are alive today. There is the equally
startling calculation that the volume of scientific publication during the
past ten to fifteen years is as large as or larger than that of all previous
ages. Such examples are no doubt more impressionistic than exact, but
they serve accurately enough to convey the notion of the exponential
growth of scientific inquiry in our day. As to the equally phenomenal
growth of the powers of the technology, if that needs any demonstration,
there is the contrast cited by Kenneth Boulding between the decades
needed to reconstruct Germany after the Thirty Years” War or the cen-
turies needed to recuperate from the physical destruction that accom-
panied the collapse of the Roman Empire and the scant 20 years in which
the shattered and burned cities of modern Europe and Japan were re-
built after the Second World War.

This explosion of science and scientifically based technology is often
thought of as a product of capitalism, insofar as it arose within a capitalist
milieu and in an age dominated by capitalism. Yet the association was
far more one of coexistence than of causal interrelation. Science, as we
know it, began well before capitalism existed and did not experience
its full growth until well after capitalism was solidly entrenched. At
best we can say that the secular air of bourgeois culture was compatible
with, perhaps even conducive to, scientific investigation, but we can
hardly credit the acceleration of scientific activities after the middle of
the 19th century—the work of Darwin, Maxwell, Rutherford, Freud,
Mendel, not to mention the great contemporary mathematicians—to the
direct stimulus or patronage of capitalism itself.

Perhaps more surprising, even scientific tcchnology exhibits but
little debt to the existence of capitalism. The technology on which capital-
ism began its long course of growth in the 18th and early 19th centuries
was mainly of a pragmatic, intuitive, prescientific kind. The Second Law
of Thermodynamics was not formulated by Kelvin until 1851, and its
immense practical significance was only slowly realized thereafter. The
English textile, iron and steel, or chemical industries were founded and
prospered with no “scientific” underpinnings at all. The same is true
for the young railroad industry, for canal building, or road laying. Even
as late as the mid-19th century, a proposal by the famous Siemens
brothers of Berlin that cable be scientifically tested before being laid
was dismissed by British engineers as “humbug.”

There was, of course, a certain amount of systematic industrial
experimentation in the mid-1800s, and a burst of important inventions,
many of which depended on some application of scientific knowledge,
in the second half of the century. Yet the deliberate employment of scien-



286 Economic Philosophies

tific investigation to create or refine the technology of production was
considcrably dclayed in arriving. In this country the first private industrial
laboratory was not built until 1900 by the General Electric Company,
and organized research and dcvelopment on a large scale did not really
get under way until 1913.

Thus we find the flowering of science and the application of science
to technology—the very hallmarks of the modern era—to be currents that
arose within capitalism, but that do not owe their existence dircctly to
capitalism. Rather, like the first manifestations of the market in the
medieval era, science and its technology emerge as a great underground
river whose tortuous course has finally reached the surface during the
age of capitalism, but which springs from far distant sources. But that
is not where the resemblance ends. As with the emergent market forces,
the river of scientific change, having now surfaced, must cut its own
channel through the existing social landscape—a channel that will, as in
the case with the money orientation in medieval life, profoundly alter
the nature of the existing terrain. Indeed, if we ask what force in our day
might in time be strong enough to undercut the bastions of privilege and
function of capitalism and to create its own institutions and social struc-
tures in their place, the answer must surely be the one force that dominates
our age—the power of science and of scientific technology.

There is, I suspect, little to argue about as to the commanding
presence of science in modern times. What is likely to be a good deal less
rcadily accepted, however, is the contention that this force will cause
drastic modifications in, or even the eventual supersession of, capitalism.
For at first glance the new current of history scems to have imparted an
immense momentum to capitalism by providing it with the very thing it
most required—a virtually inexhaustible source of invention and innova-
tion to ensure its economic growth. Merely to review in our minds the
broad areas of investment and economic output that owe their existence
entirely to the laboratory work of the past three decades—the nuclear
and space establishments, electronics, the computerization of industry,
the wonder drugs, the creation of new materials such as plastics—is to
reveal the breadth of this new gulf stream of economic nourishment.

Yet, like the attractions of the cash market for the feudal lord, the
near-term advantages of science and technology conceal long-term con-
flicts and incompatibilities between this new force of history and its host
socicty. Just as the insertion of cash exchanges into the finc structure of
feudalism ultimately made obsolete the functional mechanism of a ma-
norial society, so the insinuation of science and technology into the
interstices of business enterprise promises to outmode the fundamental
working arrangements of capitalism.

At lcast onc of these disruptive manifestations is alrcady familiar to
us. This is the tendency of technology to crecate social problems that
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require nonmarket controls to correct or forestall. In part these agencies
of control are contained and concealed within the centers of production
themselves, where they show up as the rising echelons of corporate ad-
ministration and supervision that are needed to regulate the underlying
traffic of production. In part the controls show up in the familiar bureaus
of government that directly oversee the operation of the new technology—
the bureaus that cope, with greater or lesser success, with the social
repercussions of transportation, nuclear energy, drugs, air pollution, etc.
In still a different aspect, the controls invade areas of social life rather
than production, as in the astonishing network of government required
solely to manage the automobile (an effort that requires the labor of one
out of every ten persons employed by all state and local governments)
or in the multiplying administrative requirements of the mega-city, itself
so much a product of modern technology. Meanwhile, in the background
of the social system the controls are manifest as the growing apparatus
of regulation over wages and prices, and over the total flow of economic
activity all ultimately traceable to the need to intervene more closely
into an economy of increasing technological complexity.

Not that the disruptive effect of technology is itself a new phe-
nomenon. The dislocations of the technology of the prescientific age—
say the spinning jenny—were quite as great as those of the modern age,
such as the computer. The difference is that in an earlier age the repair
of technological disturbances was largely consigned to the adaptive
powers of the individual, to the ameliorative efforts of small-scale local
government, and to the annealing powers of the market itself. Today,
however, these traditional agencies of social recovery can no longer cope
effectively with the entrance of technology. The individual, now typically
a member of a small urban family rather than of a large extended rural
family, is much less capable of withstanding economic displacement
without external assistance. The local community, faced with large-scale
problems of unemployment or ecological maladjustment brought about
by technical change, has no recourse but to turn to the financial help
and expertise available only from larger government units. The market,
which no longer “clears” when the marketers are enormous firms rather
than atomistic business units, also discovers that the only antidote to
grave economic disjunction is the countervailing influence or force majeur
of central governing authority. In a word, technology in the modern era
seems to be exerting a steady push from many levels and areas of the
economy in the direction of a society of organization.

This well-known effect of technical progress is, however, only the
most obvious, and perhaps not the most fundamental, way in which the
scientific current works against the enveloping economic order. A deeper
cutting edge of technology lies in another attribute of its impact on
society—its capacity to render redundant the physical energies of man,
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at lcast as thesc cnergies are mainly harnessed in a market setting. That
is, machines do man’s work for him, thereby frecing him from the bonds
of toil and, not less important in the context of our inquiry, from the
hegemony of the market process.

We can see this disemployment cffcct most dramatically in the
case of agriculture. A century ago farming, as the basic activity of socicty,
absorbed the working encrgics of 60 to 70 percent of the population.
Today, although no less essential to the provisioning of the human com-
munity, agriculture requires only the effort of some 8 percent of the
population (working only two-thirds as long as its forebears in the 1860s)
and even this small fraction will probably be further reduced to about
4 to 5 percent within a decade.

But equally startling is the labor-displacing effect of modem tech-
nology in that congeries of activitics associated with the extraction of
basic materials from nature and their fabrication, assembly, conversion,
or transport to point of sale. If we look back to 1900 we find that about
38 of every 100 working Americans were then employed in mining, manu-
facturing, the generation of power, transport, or construction. Since then
scicnce and technology have given us a stupendous array of new prod-
ucts, each requiring large amounts of human effort—the automobile and
truck, the whole range of consumer durables, the communications indus-
try, office machinery, new metals, fabrics, and materials of all kinds to
name but a few. Yet at the end of that period the total requircments for
labor in all the goods-centered industries had risen by only two percentage
points, to 40 out of every 100 workers. As fast as demand grew for these
myriad products, that fast did technology and science permit labor to
be economized. During the era of the grecatest increasc in factory pro-
duction ever known, virtually no increase in labor was necded—indeed,
since the hours of work fell, there was actually a relatively decreased
nced for human effort in the output of goods.

The point is important enough to warrant another word of cxposi-
tion. What technology has done over a 50-ycar span is to enable relatively
fewer workers in the “goods scctor” to supply the needs of a richer popu-
lation. As the table below shows, this is duc to a deep penctration of
tecchnology into mining, construction, transportation, and utilities. In
manufacturing proper there was a 12 percent increase in labor needs in
terms of relative numbers of men, although in terms of hours, therc was
a reduction of labor requirements here, too. By way of contrast, there has
been an increasc in the proportion of workers required to provide services
—rctail and wholesale trade, finance, government, domestic service, cte.

This sccular shift takes on new significance in the light of the tech-
nology of automation. We do not yct know whether the new devices that
count, sort, remember, check, and respond to stimuli will intensify the
labor displacement process in those industries where technology has
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already long been at work. But there is reason to believe that technology
has begun to invade what has heretofore been a sanctuary of relatively
unmechanized work—the vast numbers of jobs in the office, administra-
tive, and service occupations. In 1900 less than one-fourth of the total
working population was employed in these nonfarm, nonfactory kinds
of work—as lawyers, teachers, government officials, stenographers, book-
keepers, clerks, servants. By 1960 more than half the labor force was in
these jobs. And now, into this varied group of occupations, technology is
starting to penetrate in the form of machines as complex as those that
can read and sort checks or as relatively simple as those that dispense
coffee and sandwiches.

Table 1. Workers Per 1,000 Population, United States

1900 1965
Mining 10 3
Manufacturing 82 92
Construction 22 16
Transportation and utilities 27 21
All “goods sector” (above) 141 132
All service sector 93 178

Source: For 1900, Historical Statistics of the United States Bureau of the Census,
Washington, 1960, Series D 57-71; for 1965, Economic Indicators.

This is not to maintain that no new areas of employment exist to
take the place of those occupied by machinery. Certainly there remain
very large and still untapped possibilities for work in the repair and
reconstruction of the cities; the provision of education, public safety,
and conveyance; in the improvement of health and recreation facilitics;
in the counseling of the young and the care of the aged; in the beautifi-
cation of the environment. Provided only that demand can be marshaled
for these activities, there will surely be no dearth of job prospects for
the coming generation.

But that is preciscly the point. The incursion of technology has
pushed the frontiers of work from the farm to the factory, then from the
factory to the store and the office, and now from store and office into a
spectrum of jobs whose common denominator is that they require public
action and public funds for their initiation and support. The employment-
upsetting characteristics of technology thus act to speed capitalism along
the general path of planning and control down which it is simultaneously
impelled by the direct environment-upsetting impact of technological
change.

If we look further ahead, the necessity for planning is apt to become
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still more pressing. Given the trajectory of present scientific capabilities,
the day of a “fully automated” society is by no means a fantasy, although
its realization may well require another century, or possibly more. But
in the long evolutionary perspective in which we are now interested, one
can surely look to the time when all or nearly all of the paid labor of our
present society outside the categories of professional or managerial work
(and a good deal within those echelons) could be accomplished by ma-
chinery with but little human supervision. That is to say, we can, without
too much difficulty, imagine a time when as small a proportion of the
labor force as now suffices to overprovide us with food will serve to turn
out the manufactured staples, the houses, the transportation, the retail
services, even the governmental supervision that will be required.

What the leisured—not to use the word “unemployed”—fraction of
the population will then do with itself is an interesting and important
question. If it is not to starve, it must be given the chance to share in
society’s output. Should there exist sufficient modes of activity resistive
to mechanization, this may be accomplished through the market mecha-
nism: instead of taking in one another’s wash, we will buy one another’s
paintings. But even in this best outcome, the underlying processes of
production, now enormously mechanized and intricately interconnected,
would almost certainly require some form of coordination other than the
play of market forces. And then, of course, if the leisured population
does not find adequate opportunities for unmechanizable employments,
it will simply have to be given a right to share in society’s output—an even
more basic infringement on the hegemony of the market.

Thus, in a manner not entirely dissimilar from the way in which
the steady monetization of feudal life weakened the relevance and effec-
tiveness of manorial ties, the incorporation of technology into the
working mechanism of the capitalist system also renders less relevant
and effective the market ties on which that system is ultimately founded.
Partly because of the social disturbances it creates in an urban industrial
environment, partly because of the progressive compression of the need
for human effort in the provisioning of society, the steady entrance of
technology into capitalism forces new social structures of control and
supervision to rise within and over the marketplace.

But the erosion of the market goes decper yet. For the introduction
of technology has one last effect whose ultimate implications for the
metamorphosis of capitalism arc perhaps greatest of all. This is the effect
of technology in steadily raising the average level of well-being, thereby
gradually bringing to an end the condition of material need as an effective
stimulus for human behavior.

This is by all odds the most generally hailed attribute of science and
technology, for everyone recognizes that the end to want would represent
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the passage over an historic watershed. But it must be equally clear that
such a passage will also represent a basic revision of the existential situa-
tion that has hitherto provided the main impetus for work. As the level
of average enjoyments increases, as needs diminish and wants become
of such relative unimportance that they can be easily foregone, the tradi-
tional stimuli of capitalism begin to lose their force. Occupations now
become valued for their intrinsic pleasures rather than for their extrinsic
rewards. The very decision to work or not becomes a matter of personal
preference rather than of economic necessity. More telling, the drive for
profit—the nuclear core of capitalist energy—becomes blunted as the
purchasable distinctions of wealth decline. In a society of the imaginable
wealth implicit in another hundred years of technical progress, who will
wish to be the rich man’s servant at any price? In such a society the serv-
ices that have always been the prerogative of the rich will have to be
performed by machine or dispensed with altogether—a state of affairs
already visible in many areas if we compare the life of the wealthy today
with that of the past.

All this is no doubt a gain in human dignity, as the bowers and
scrapers, the waiters and flunkeys—not to mention the performers of
menial tasks everywhere—escape from work hitherto performed only
under the lash of necessity. But that is not an end to it. As a result of this
inestimable gain in personal freedom, a fundamental assurance for social
viability also vanishes, for the market stimuli that bring about social pro-
visioning are no longer met with obedient responscs. One has but to
imagine employees in an industry of central importance going on strike,
not with the slim backing of unemployment insurance and a small union
supplement, as today, but with liquid assets sufficient to maintain them,
if need be, for a year or more, to envisage the potential for social disorder
inherent in the attainment of a genuinely widespread and substantial
affluence.

Yet it is precisely such an affluence that is within clear sight pro-
vided that the impetus of science and technology continues to propcl
the economy for another century. In this impasse there is but one possible
solution. Some authority other than the market must be entrusted wwith
the allocation of men to the essential posts of society should they lack
for applicants.

We have concerned ourselves so far only with the curious two-edged
effect of science and technology on the functional aspects of capitalism,
both sustaining and hurrying along its growth, and by that very fact press-
ing it into a more organized social form. Now we must pay heed to a second
and perhaps even more critical effect. This is the conquest of the capitalist
imagination by science and scientific technology.

I think it is fair to say that capitalism as an idea has never garnered
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much enthusiasm. The acquisitive behavior on which it is perforce based
has suffercd all through history from the moral ambivalence in which it
has been held; all efforts to raise money-making to the level of a positive
virtue have failed. The sclf-interest of the butcher and the baker to whom
Adam Smith appealed in lieu of their benevolence may scrve as powerful
sources of social energy, but not as powerful avatars of social imagination.

By way of contrast, I think it is also fair to say that science and its
technical application is the burning idea of the 20th century, comparable
in its impact on men’s minds to the flush of the democratic enthusiasm
of the late 18th century or to the political commitment won by commun-
ism in the early 20th. The altruism of science, its “purity,” the awesome
vistas it opens, and the venerable path it has followed, have won from all
groups, and especially from the young, exactly that passionate interest
and conviction that is so egregiously lacking to capitalism as a way of life.

And it is not only within capitalism that the charismatic powers of
science reveal their extraordinary appeal. Within the citadel of economic
commitment itself, inside Russia, we hear that science, and science alone,
has the capacity to penetrate and to overrule the orthodoxies of Marxist
philosophy. A. J. Ayer, after lecturing at the Faculty of Philosophy in
Moscow University in 1962 reports: “The prestige of science is so great
that it is now becoming a question of (the philosophers) having to adapt
their philosophical principles to current scientific theory than the other
way round.”

It is not alone that science carries a near-rcligious ethos of conviction
and even sacrifice. In Russia as well as in America the new elites arising
within the framework of the old society—and as a social order focused on
economics, contcmporary communism is, like capitalism, an “old” society—
owe their ascendancy and their allegiance in large part of science. The
scientific cadres proper, the social scientists, the government administra-
tive personnel, cven the military, all look to science not mercly as the
vehicle of their expertise but as the magnctic north of their compass of
values. These new elites, as we have indicated, have not as yet divorced
their social goals from those of the society to which they are still glad to
pay allegiance, and no more than the 13th-century merchants huddled
under the walls of a castle do they see themselves as the potential archi-
tects and lords of a socicty built around their own functions. But, as with
the merchants, we can expect that such notions will in time cmerge and
assert their primacy over the aims of the existing order.

What sorts of notions are these apt to be?

One general direction of thought will surely be the primacy of scien-
tific discovery as a central purpose of society, a raison d’étre for its exist-
ence, perhaps cven a vehicle for its religious impulses. To partake in the
adventure of the scientific mission or its technological realization should
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accordingly become as dominating a motivation for the future as the wish
to participate in economic adventure is at present, and no doubt the distri-
bution of social resources and of privileges will reflect this basic orientation
toward scientific exploration and application.

Not less characteristic will be an emphasis on rational solutions to
social problems that are today not yet subject to human direction. Not
alone economic affairs (which should become of secondary importance),
but the numbers and location of the population, its genetic quality, the
manner of social domestication of children, the choice of life-work—even
the very duration of life itself—are all apt to become subjects for scientific
investigation and control. Indeed, the key word of the new society is apt
to be control.

It is tempting but idle to venture beyond these few suggestions. What
manner of life, what institutions, what ideologies may serve the purposes
of a society dedicated to the accumulation of scientific knowledge and
power we cannot foretell; the variations may well be as great as those
observable in societies dedicated to the accumulation of material wealth.
Nor does there seem to be much point in attempting to foresee by what
precise strategems the elites and ideas of the future may finally assert their
claims. Who, for instance, could have foreseen that the long evolution into
capitalism would require not merely the diffusion of market relations but
the indispensable way station of mercantilism, the “mixed economy” of the
18th century? Or who could have predicted that the nobility of England,
traditionally one of the haughtiest in Europe, would learn to protect its
social privileges by intermarrying with the despised mercantile families,
so that English feudalism could melt imperceptibly into a capitalist aris-
tocracy, whereas in France the nobility would widen the social distance
from the bourgeoisie until, as de Tocqueville says, “the two classes were
not merely rivals, they were foes™?

Such twists of the historic route warn us that historic projection is
rarely, if ever, a matter of simple extrapolation from the present and recent
past. Neither routes nor time-tables are laid out in history with an eye to
regularity or a concern for Euclidean simplicities. Should there arise radi-
cal parties in America, broadly based and aimed at a rational reorganiza-
tion of economic affairs, the pace of transition would be quicker. Should
there not—the perhaps pessimistic premise on which this analysis is based,
for I do not believe that such parties are a likely phenomenon if capitalism
achieves the degree of change that is within its compass—change will still
occur, but more slowly. Veblen was too impatient for his engineers to take
over; Schumpeter more realistic when he advised the intelligentsia to be
prepared to wait in the wings for possibly a century, a “short run” in affairs

of this kind, he said.
So, too, the examples of the past discourage us from attempting to
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prophesy the manner of demise of the social order to be superseded. The
new institutions of social and cconomic control will appear only slowly
and sporadically amid the older forms, and will lack for some time an
articulate conception of a purposively constituted and consciously directed
social system. The old ideas of the proper primacy of economic aims will
linger together with newer ideas of the priority of scientific interests. And
no doubt the privileges of the older order will endure side by side with
those of the new, just as titles of nobility exist to this very day, some assimi-
lated to the realities of capitalism, some adorning doormen or taxi drivers.
It is conceivable that violence may attend the displacement of power and
responsibility from one elite to another, but more probably the transfer
will be imperceptible; managed as in the case of the English aristocracy,
by the sons of the old elite entering the professions of the new.

All these are the merest speculations, difficult to avoid entirely, not
to be taken too literally. What is certain is only one thing. It is the pro-
found incompatibility between the new idea of the active use of science
within society and the idea of capitalism as a social system.

The conflict does not lie on the surface, in any clash between the
immediate needs of science and those of capitalism. It lies in the ideas that
ultimately inform both worlds. The world of science, as it is applied by
society, is committed to the idea of man as a being who shapes his collec-
tive destiny; the world of capitalism to an idea of man as one who permits
his common social destination to take care of itself. The essential idea of
a society built on scientific engineering is to impose human will on the
social universe; that of capitalism to allow the social universe to unfold as
if it were beyond human interference.

Before the activist philosophy of science as a social instrument, this
inherent social passivity of capitalism becomes archaic and eventually
intolerable. The “self-regulating” economy that is its highest social achicve-
ment stands condemned by its absence of a directing intelligence, and
each small step taken to correct its deficiencies only advertises the inhibi-
tions placed on the potential exercise of purposeful thought and action by
its remaining barriers of ideology and privilege. In the end capitalism is
weighed in the scale of science and found wanting, not alone as a system
but as a philosophy.

That an ascendant science, impatient to substitute reason for blind
obedience, inquiry for ideology, represents a great step forward for man-
kind I do not doubt. Yet it seems necessary to end on a cautionary note.
Just as the prescient medievalist might have foreseen in capitalism the
possibilities for the deformation of human life as well as for its immense
improvement, so the approaching world of scientific predominance has
its darker as well as its more luminous side. Needless to say, there lurks
a dangerous collectivist tinge in the prospect of controls designed for the
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enlargement of man but inherently capable of his confinement as well. But
beyond that there is, in the vista of a scientific quest grimly pursued for
its own sake, a chilling reminder of a world where economic gains are
relentlessly pursued for their own sake. Science is a majestic driving force
from which to draw social energy and inspiration, but its very imperson-
ality, its “value-free” criteria, may make its tutelary elites as remote and
unconcerned as the principles in whose name they govern.

Against these cold and depersonalizing possibilities of a scientifically
organized world, humanity will have to struggle in the future, as it has
had to contend against not dissimilar excesses of economic involvement
in this painful-but also liberating—stage of human development. Thus if
the dawn of an age of science opens larger possibilities for mankind than
it has enjoyed heretofore, it does not yet promise a society whose over-
riding aim will be the cultivation and enrichment of all human beings, in
all their diversity, complexity, and profundity. That is the struggle for the
very distant future, which must be begun, nonetheless, today.



Socialist Economy

ERNEST MANDEL

A long-term view of the economic possibilities of socialism.

The socialization of the major means of production and cxchange
brings into existence a new mode of production, no longer based on private
appropriation of the social surplus product. During the period of transition
from capitalism to socialism, however, socialization of the means of pro-
duction is still linked with private appropriation of the necessary product
in the form of wages, of exchange, of selling of labor-power for a money
wage. Furthermore, part of the social surplus product is still appropriated
in the form of individual consumer privileges, and under a burcaucratically
deformed regime of the transitional society these privileges may assume
very considerable dimensions. Private interest thus remains the basic stimu-
lant of individual economic effort. The economy continues to be a moncy
economy.

From the economic standpoint, the contradiction between a mode of
production based on collective ownership of the major means of produc-
tion and collective appropriation of the social surplus product, on the one
hand, and on the other, the private interest which continues to operate as
chief driving-force of individual economic activity, is a constant source
of friction and contradiction under planned cconomy. But even more im-
portant than this cconomic contradiction is the social contradiction that
follows from it. “Labor,” regarded as the full development of all the poten-
tialitics of ea.ch individual, and at the same time as conscious service by

From Marxist Economic Theory, Vol. 2, by Ernest Mandel, pp. 654-86. Reprinted by
permission of Monthly Review Press. Copyright © 1962, 1968 by Ernest Mandel. Trans-
lation Copyright © The Merlin Press, London, 1968.
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the individual to society, is a concept which in the long run is incompatible
with the concept of “labor” as the way of “earning one’s living,” of ensur-
ing one’s means of subsistence, or appropriating, so far as possible, all the
goods and services that enable an individual to satisfy his needs.

So long as the economy continues to be fundamentally a money
economy, with the satisfaction of the bulk of people’s needs depending
on the number of currency tokens a person possesses, and so long as, under
conditions of relative shortage, rationing by the purse governs distribution,
the struggle of all against all to appropriate a bigger proportion of these
currency tokens will inevitably persist. So long as the exercise of certain
social functions makes it easier to appropriate comparatively scarce goods
and services, it is inevitable that the phenomena of careerism, nepotism,
corruption, servility towards “superiors” and an autocratic attitude to
“inferiors” will remain widespread. The absence of a genuine democracy
of producers, consumers and citizens, of strict and untrammeled super-
vision by them of the activity of administrators and leaders, of the pos-
sibility of replacing the latter without coming up against a jointly organ-
ized resistance and without having to go beyond legal methods: all these
gaps cannot but accentuate the corrupting influence of money in all spheres
of social life. The continued existence of money and commodity cconomy
in itself implies the survival of the phenomenon of universal “mercenari-
ness” of life which their original appearance give rise to in primitive com-
munities based upon the production of use-values. If, in the economy of
the transitional period, access to comfort were institutionalized instead of
remaining directly negotiable by mcans of money, the influence of this
“mercenariness” would be indirect rather than direct—which does not mean
that it would be any the less. The public discussions which have taken
place in the U.S.S.R. about the abuses entailed by the stampede to get
university places have told us a great deal on this point.

The authorities and the influential writers who continually declare,
in the U.S.S.R. and elsewhere, that it is necessary first and foremost to
“crecate a new outlook,” that labor must first become “an individual neces-
sity fclt to be such by the individual,” before material incentives can be
abolished, and the transition made to distribution according to necd,
reveal a “voluntarist deviation” and reverse a relationship of cause and
cffect which is nevertheless quitc obvious. It is necessary first to see the
withering away of money economy through the production of an abun-
dance of goods and services, before the psychological and cultural revolu-
tion can fully manifest itself, and a new socialist consciousness bloom in
place of the egoistic mentality of the “old Adam.” In the era of the tran-
sitional society, and «fortiori in the U.S.S.R. or China, it is not “capital-
ist survivals” that give rise to a desire for individual enrichment, but
the everyday reality of distribution rationed by money. To hope to
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create, under these conditions, a “communist consciousness” by means of
a “struggle against the survivals from the capitalist past” is to undertake a
real labor of Sisyphus.

Before the acquisitive outlook of individuals can disappear as the
essential driving force of economic behavior, these individuals must have
acquired experience that society has ceased to treat them as Cinderellas
and become a generous and understanding mother, automatically satisfy-
ing all the basic needs of her children. This experience must have pene-
trated into the unconscious of individuals, there to encounter the echoes
from the primitive-communist past which have never been completely
buried by the effects of 7,000 years of exploitation of man by man. This
experience must have produced a conscious awareness of the new situa-
tion, and, more than that, new habits and customs, for the psychological
revolution to occur and for the “old Adam” to die and give place to the
socialist or communist man of the future.

If Marxists consider that plenty is a necessary condition for the com-
ing of a fully developed socialist society, it is in this sense and for this
reason. The new way of life cannot be born otherwise than from the
integration of a new mode of production and a new mode of distribution.
It is not a matter of preaching socialist morality, but of creating the mate-
rial social and psychological conditions for this morality to be applied by
the great majority as a matter of course.

Since the beginning of the monopoly capitalist era and the rise of a
powerful labor movement in the advanced industrial countries, individual
wages are no longer the only way in which individual labor is paid for.
Alongside them has appeared the social dividend or social wage. This
means the totality of the payments which are made to the individual by
society, regardless of what the former has or has not given in exchange,
as an individual: free elementary (and, later, secondary) education; free
school meals; free health services, free hospital care and even free pre-
scriptions; free parks, museums and sports-grounds; free, or almost free,
municipal services, such as public lighting; etc.

One must, of course, be clear about the meaning of the expression
“frec education” or “free health service.” The freedom from payment
applies only to the individual; society, must, of course, “pay” for these
services, that is, devote part of its resources (of its total available labor-
time) to the satisfaction of these nceds. The “social wage” is thus the
socialization of the cost of satisfying a certain number of needs for all
citizens.

This “social wage” foreshadows, at least potentially, the mode of dis-
tribution of the future, that is, of an economy directed towards satisfying
the needs of all individuals. An economy based on the satisfaction of needs
differs from a commodity economy in so far as it satisfies these needs
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a priori, distributing goods and services regardless of any exactly-measured
counter-payment (exchange) supplied by the individual.

Even in capitalist society, elementary education is free whether or
not a child’s parents pay their taxes, perform useful work for society, are
“good citizens” or are hardened criminals.

But this “social wage” merely foreshadows the mode of distribution
according to need; it does not offer a true image of it, even in societies
which are in transition from capitalism to socialism (except, perhaps,
where this transition takes place in the richest countries). It is only the
commodity, money form of wages that has been given up; the content,
poor and measured out with miserly care, is still the same.

Since we are still in an economy of semi-shortage, the social services
are usually treated like poor relations. The way they are distributed is
more akin to rationing than to plenty; sometimes it is even accompanied
by an obligation (elementary education, vaccination, etc.). Excessively
large classes; “mass-production” medical treatment (“doctoring on the
cheap”); neglect of “nonpaying” clients in favor of “paying” ones—these
features link the embryonic forms of the “social wage” which much more
closely to the commodity society which has given rise to them than to the
socialist society whose task will be to open the way to plenty. Only in a few
special cases can the infinitely richer, freer and more varied content of the
socialization of costs reveal itself; free libraries which offer practically all
kinds of books which may be asked for (and here it is necessary that room
in such libraries be not strictly rationed!); museums and parks, open free
of charge, which enable all citizens to enjoy the pleasures formerly reserved
to a few narrow strata of rich or highly educated people.

The prodigious development of the productive forces in the era of
transition from capitalism to socialism makes it possible to set in motion
two processes which radically alter the mode of distribution: on the one
hand, the “social wage” must draw closer and closer to its “ideal” norm,
that of plenty; on the other, more and more goods and services must pass
out of the category of those distributed through exchange (purchase) and
into that of goods and services distributed according to need.

The conditions governing this transformation of the mode of distri-
bution are still linked to the requirements of a society based on semi-
shortage. Before freeing itself from the heavy, age-old burden of economic
calculation, society needs to calculate more exactly and precisely than ever
before. The first goods and services to which the new norms of distribu-
tion can be applied are thus those

1. which are very homogeneous;
2. for which demand has become inelastic, in relation to a fall in
prices and a rise in incomes;
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3. which it is hard to use as products or services replacing those
which are still distributed according to the norms of exchange
of a commodity economy;

4. or the distribution of which in return for payment in money in-
volves obvious injustices (actually reducing the national income),
whereas free distribution would considerably enhance social wel-
fare (providing a potential source of increase of the national
income).

In short, society first socializes the costs of satisfying needs under
conditions such that this socialization does not involve a considcrable
increase in these costs. When demand for a product has become inelastic,
however much prices fall or incomes rise, the socialization of the costs of
production of this product entails no extra charge for society as a whole.
This is the position, for instance, with salt in every industrially advanced
country, where consumption of it does not vary, in normal times, either
with its price or with people’s incomes.

The economic law which governs the withering-away of commodity
economy can be formulated like this: as socicty gets richer, and as planned
economy ensures a mighty expansion of the productive forces, it acquires
the resources needed to socialize the costs of satisfying an increasing num-
ber of needs for all citizens. And as the standard of living of the citizens
rises, the elasticity of demand for more and more goods and scrvices de-
clines to zero, or cven becomes negative, in relation to price reductions
and increases in income. In other words, for these two reasons, the ad-
vances of planned economy make it possible to transfer morc and more
goods and services into the category of those which can be distributed in
accordance with needs.

A number of writers admit that such a partial transformation of the
mode of distribution is feasible. But they do this, usually, only in order to
deny at once that it could become universal in its application. Are there
not constantly ncw necds arising, as fast as the “classical” necds are satis-
fied? Is it possible to bring all products, one after another, into the cate-
gory of those which are distributed according to nced, without at the same
time giving risc to all-round wastage of socicty’s resources, and thus sceing
the rcappearance of shortage in new spheres? Do not the products which
satisfy even such basic necds as food, clothing and shelter vary ad infini-
tum in diversity and quality? Will not an attempt to do away with cx-
changc and moncy in thesc spheres result in a dreary uniformity and lack
of frecedom?

Let us take first the question of the alleged variety of nceds. Any
modcrately scrious study of anthropology and history will show, on the
contrary, how remarkably stable they are: food, clothing, shelter (and in
certain climatic conditions, warmth), protection against wild animals and



Socialist Economy 301

the inclemency of the seasons, the desire to decorate, the desire to exercise
the body’s muscles, the satisfaction of sexual needs, the maintenance of
the species—there are half a dozen basic needs which do not seem to have
changed since the beginning of homo sapiens, and which still account for
the bulk of consumer expenditure.

To these we may add needs for hygiene and health-care (simple ex-
pressions of the instinct of self-preservation at a certain level of conscious-
ness) and needs to enrich one’s leisure (simple extensions of the needs to
decorate, to exercise one’s muscles, and to increase one’s knowledge, which
are as old as the human race), and we have almost exhausted the list of
consumer expenses even in the richest countries of the world, on the basis
of a small number of basic needs which are anthropological characteristics
to a much greater extent than products of special historical conditions.

Since these needs have remained basically unchanged since the
appearance of man on earth, and since even the richest classes of past
ages have not extended their consumer expenditure beyond this remark-
ably short list of satisfactions, there is no reason to suppose that the coming
of a socialist society, of abundance of products, and of individual and
social consciousness at a much more mature level than ever before, will
give rise to any revolutions in this sphere. Nowhere does the law of “dimin-
ishing returns” apply more than in regard to the intensity of needs. Thus
the first objection is disposed of.

Let us now look at the apparently infinite variety of means to satisfy
these few basic needs. There is, first, the problem of the quantity of the
products required to meet these needs. On this point, history has already
provided an answer, on the part of the possessing classes of our era.
Between the stout country squire of the early 19th century stuffing himself
with roast beef and swilling port wine, or the big bourgeois of the “Belle
Epoque” with his 20-course dinners, on the one hand, and, on the other,
the rich capitalist of today, slim, devoted to sport, and constantly watching
his weight, the change is undeniable. With the increase in income, the
increasing consumption of food has given way to a more rational kind of
consumption; the criterion of health has superseded that of blind or showy
self-indulgence. This change does not so much reflect and ethical progress
as it reflects the demands of self-preservation, the self-interest of the indi-
vidual himself.

The same applies where dress is concerned. True, in this sphere,
especially among women, the amount of clothing “consumable” without
damage to health and the possibilities of waste (clothes worn only once or
twice) are much greater than in the sphere of food. Nevertheless, if the
restraints of health do not apply here, those of comfort and taste soon come
into play. Without the help of lackeys and servants it is not very comfort-
able to change one’s clothes too often or even to possess too many. Indeed,
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though excesses in this sphere arc constantly committed by the “new rich,”
several sociologists have observed that in the richest families of Britain
and the United States a real reversal of this trend has occurred; clothes
which are worn but comfortable, or simply clothes one likes, are preferred
to clothes glowing with freshness or which are continually being replaced.
Others ceven speak of a stylistic evolution in clothing, which they describe
like this: “first, a stcady trend toward uniformity, with the clothing worn
by people of moderate income coming to approximate the appearance and
materials of the clothing worn by people of high income; second, a decline
in the number of frills, reflecting a movement in the direction of greater
simplicity; third, and most recent, an ‘accent on youth.

The same situation exists in respect of housing and furnishing. When
domestic servants and even housekeepers have vanished—and the new
level of wages, together with social disapproval, will certainly make them
vanish in the transitional society between capitalism and socialism!—there
is a limit to the number of rooms one can wish to have (and can get) for
one’s accommodation, a limit dictated precisely by individual comfort.
Already, today, except for a handful of millionaires, the luxury flat is pre-
ferred by most bourgeois to the 19th-century country house. Sweeping
away the old-time rooms crowded with furniture and knick-knacks, the
evolution of comfort and taste has dictated a mode of furnishing the
sobriety and functional nature of which set a relatively narrow limit to
quantitative accumulation. This tendency even goes so far as to impose a
voluntary restriction on the number of gadgets.

There is no reason to suppose that these tendencics, which are
already manifest in the last phase of capitalist society, despite a striking
degree of social inequality and unlimited chances for waste on the part
of the possessing classes, will be reversed in the era of transition from
capitalism to socialism, or in socialist society itself. On the contrary, it is
infinitely more probable that rational consumption will develop further,
at the expense of consumption inspired by mere caprice, desire to show
off, and lack of taste or sense of proportion, forms of consumption which,
in capitalist society, are not so much “innate in the consumer” as dictated
and conditioned by the gencral social climate and the cfforts of advertisers.

It remains to consider the problem of the diversity and quality of
products which, instcad of their quantity, delay the coming of the times
when demand for them becomes inclastic both to price changes and to
income changes. The phenomena of diversity and quality are nowadays
dictated by fashion, by the compartmentalizing of socicty, and by tech-
nical progress (“new products”). All these phenomena are, in the last analy-
sis, independent of individual whims; even in capitalist society they are
social phenomena, guided if not consciously determined by social forces.

Fashion is a typically social phenomenon, with the impetus coming
from the side of the producers (the designers), not from that of the con-
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sumers. It is a few important couturiers in Paris who “make” fashion, not
the “public.” Already today, for the huge majority of consumers, the range
of variety is remarkably narrow, and not at all limitless. At any given
moment there are not an infinite number of styles “coexisting,” but only
a few. Even in the haute couture of our time, based on craft methods and
the individual client, there are not “thousands” of different models; the
number is more limited than is supposced. And alongside these specially-
made models, intended for a few rich women, there is a small range of
models which are mass-produced and intended for the masses. A socialist
economy would probably be able to expand much more widely this range
of varieties at present available, rather than have to restrict it, so as to be
able to go over to distribution according to need. To do this it would rely
on the law of large numbers, on the permanence of physical requirements,
on the educative effect of “socialist advertising,” on public opinion polls,
on public competitions and other techniqiles which would make it possible
really to proceed from the tastes and wishes of consumers in order to deter-
mine the variety of goods produced. For this reason we cannot go along
with Oskar Lange and H. D. Dickinson when they propose to retain com-
modity economy in a socialist economy so far as all high-quality products
are concerned.

As for new products, their mass production and their “launching”
on the market, that is, their large-scale distribution among consumers, is
already determined by the firms which produce them and not by the
whims of the consumers. It is thus well and truly “planned”—but planned
by a handful of capitalist firms, in accordance with criteria of private profit
alone, and not in accordance with the objective and rational needs of the
community and of the individuals composing it. How indeed can one talk
of the consumer’s “urgent need” for products which he does not know exist,
“urgent needs” which do not reveal themselves until, as though by chance,
the producer launches his new product on to the market?

A socialist society would of course not hand over this planning to
the “masters” of production and of promotion. It would avoid duplication
of work and obvious waste. But it would take into account much more
fully than is done today the real wishes of consumers, through the use of
all available techniques of sampling opinion, direct questioning and meet-
ings of citizens. It would extend the range of choice much further than
today. And as in the sphere of consumer durables the measurement of
needs is much easier and more precise, and waste can be easily checked,
it is also much easier to determine the quantity of products needed to be
accumulated in store in order to produce inelasticity of demand in relation
to prices and incomes.

A certain margin of uncertainty may, of course, continue to exist.
It will long, if not always, remain possible that there will be a conflict
between the socialization of certain household tasks and their carrying out
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on an individual basis with the help of improved mechanical means. The
washing-machine and the dish-washing-machine will go on being sought
for, even when a very extensive and convenient network of restaurants
and laundries has put high-quality scrvices, free, at the disposal of all
citizens. A socialist socicty will never dictate to its members the obligatory
use of communal services by refusing to make available to them the means
of securing these same services on an individual basis. Because such a
society will aim to satisfy all the rational needs of man, it will respect the
need for periodical isolation and solitude, which is the dialectical and
permanent corollary of man’s social nature. Similarly, while the individual
motor-car is obviously irrational as a means of transport in towns, it re-
mains by far the most flexible means of transport for leisure trips over a
short or medium distance, and even when travel by air, rail and bus are
free, men will go on wanting a private motor-car in order to follow their
own itineraries, stopping where trains and buses do not stop, or merely in
order to be alone. A socialist society will respect these wishes and, far from
condemning them as “petty-bourgeois survivals” will endeavor to meet
these needs, the rational nature of which will be obvious to anyone of
good faith.

There is thus no substantial obstacle to the progressive universaliza-
tion of the new mode of distribution, according to need, without any
counterpart in the form of an exactly measured amount of labor being
required. On the contrary, present-day evolution, though distorted by all
the consequences of a social setting dominated by money, exploitation,
incquality and the desire to “succeed” at the expense of onc’s neighbor,
already clearly shows the main lines of the future evolution of consump-
tion. Consumption on a basis of plenty and freedom, far from developing
without any limit towards irrational caprice and waste, will increasingly
assume the form of rational consumption. The requirements of physical
health and mental and nervous equilibrium will more and more take prece-
dence over the other motives of human behavior. They will logically be
the chief concerns of men whose basic needs have been met. Arrival at this
conclusion requires no “idealization” of man. As we see from the example
of food-consumption by the capitalists of today, this corresponds to the
very nature of the vertical animal, to his most obvious physical interests.

While the “social wage” affects only a very small part of total con-
sumption, its profound psychological and social implications remain
limited or even quite hidden. The social climate of capitalism corrupts
everything it touches, even those buds of the future society which are
slowly opening within it.

But when the “social wage” extends to the bulk of individual con-
sumption its cconomic, social and psychological implications are sharply
manifest. Until then, cconomic growth, the rise in the standard of living,
always implied an extension of money and commodity economy, in the era
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of transition from capitalism to socialism as in earlier periods. Now, how-
ever, they imply, on the contrary, a more and more marked shrinkage of
measured exchanges and of the use of money.

This happens in the first place, for obvious economic reasons. If an
increasing proportion of needs arc satisfied without expenditure of money
by the consumers, this expenditure mustrelate to an increasingly restricted
sphere of economic life. And if increasing money income is spent on acquir-
ing a steadily decreasing number of commodities and services, then useless
tensions are caused. There would have to be either a frantic increase in
prices in this sector, or else the artificial stimulation of a continual emer-
gence of “new” products, and the appearance of “new needs,” or else the
soaking-up of an increasing proportion of this money income by means
of taxation. The circulation of moncy would appear as more and more
futile and pointless. In practice, the producers would rcceive ever-higher
“wages,” an increasing proportion of which would, however, be kept back
at source, the remainder being spent on more and more casual and minor
requirements. Money would thus in any case be excluded from the essen-
tial economic circuits, concerned with meeting basic and ordinary needs,
and driven into the periphery of economic life (conspicuous consumption,
gambling, forms of expenditure which socialist society would increasingly
subject to more disapproval and penal taxation).

The most logical solution would be to reduce, and not increase, the
amount of individual money wages and salaries, to reduce the circulation
of money, in proportion as the new mode of distribution according to need
spread and became general. “Individual wages” would become increas-
ingly a small supplementary bonus to ensure the distribution of the last
“scarce” goods and services, the last vestiges of “status” inherited from
the age of social inequality. It would increasingly lose its function of
preserving the consumer’s freedom of choice, from the moment when
plenty embraced an increasing range of goods and services. “Choice” will
be restricted to spending one’s time in shifting from one point of distribu-
tion to another, dividing one’s time between one form of consumption and
another, instead of substituting one form of expenditure for another. Com-
modity economy, money economy, the economy of semi-shortage, will
have begun to wither away.

It is not only the logic of the new mode of production that will bring
about this withering away of commodity production. Automation entails
the same logical necessity in the sphere of production. The production of
an abundance of goods and services is in fact accompanied by the more
and more rapid elimination of all living, direct, human labor from the pro-
duction process, and even from the distribution process (automatic power
stations; goods trains driven by remote control; self-service distribution
centers; automatic vending machines; mechanized and automatized offices,
etc.). But the elimination of living human labor from production means the
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elimination of wages from the cost of production! The latter is increasingly
reduced to the “costs” of operations between enterprises (purchase of raw
materials and depreciation of fixed plant). Once these enterprises have
been socialized, this involves much less transfers of real money than
simply accounting in monetary units.

As services will continue nonautomatized for a longer period than
goods, money economy will retreat more and more into the spheres of
exchange of services for services, purchase of services by consumers, and
purchase of services by the public sector. But in proportion as the prin-
cipal services become automatized in their turn (e.g., public services, auto-
matic machines for providing drinks and standardized articles of current
use, laundries, etc.), money economy will become restricted more and
more to “personal services” only, the most important of which (medicine
and education) will, however, be the first to undergo a radical abolition of
money relations for reasons of social priority. In the end, automation will
leave to money economy only the periphery of social life: domestic serv-
ants and valets, gambling, prostitution, etc. But in a socialist society which
ensures a very high standard of living and security to all its citizens, and
an all-round revaluation of “labor,” which will increasingly become intel-
lectual labor, creative labor, who will want to undertake such forms of
work? Socialist automation thus brings commodity economy to the brink
of absurdity and will cause it to wither away.

This withering-away, begun in the sphere of distribution, will spread
gradually into the sphere of production. Already in the era of transition
from capitalism to socialism, socialization of the major means of produc-
tion and planning imply a more and more general substitution of money
of account for fiduciary money in the circulation of means of production.

So far we have considered only the economic consequences of the
new mode of production, the withering-away of commodity economy and
of money to which it will lead. We must now consider the social and psy-
chological results, that is, the complete upheaval in relations between men,
between individuals and society, as these have developed out of thousands
of years of social experience derived from antagonism between classes of
exploitation of man by man.

Free distribution of bread, milk and all other basic foodstuffs will
bring about a psychological revolution without precedent in the history
of mankind. Every human being will henceforth be ensured his subsistence
and that of his children, merely by virtue of being a member of human
socicty. For the first time since man’s appearance on earth, the insecurity
and instability of material existence will vanish, and along with it the fear
and frustration that this insecurity causes in all individuals, including,
indirectly, those who belong to the ruling classes.

It is this uncertainty about the morrow, this need to “assert oneself”
in order to ensure one’s survival in a frenzied struggle of all against all,
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that is at the basis of egoism and the desire for individual enrichment, ever
since the beginning of capitalist society and even, to a certain extent, since
the development of commodity economy. All the material and moral con-
ditions for the withering away of egoism as a driving force in economic
conduct will have vanished. True, individual ownership of consumer goods
will doubtless expand to an unheard-of degree. But in face of the abun-
dance of these goods, and the freedom of access to them, the attachment
of men to ownership will likewise wither away. It is the adaptation of man
to these new conditions of life that will create the basis for the “new man,”
socialist man, for whom human solidarity and cooperation will be as
“natural” as is today the effort to succeed individually, at the expense of
others. The brotherhood of man will cease to be a pious hope or a hypo-
critical slogan, to become a natural and everyday reality, upon which all
social relations will increasingly be based.

Will an evolution along these lines be “contrary to human nature™
This is the argument invoked as a last resort against Marxism, against the
prospect of a classless society. It is regularly put forward by those who do
not know this human nature, who base themselves on crude prejudices or
suspicions in order to identify morals and customs derived from a certain
socioeconomic context with biological or anthropological characteristics
alleged to be “unchangeable” in man. It is also invoked by those who
endeavor to preserve at all costs a conception of man which is based on
the idea of original sin and the impossibility of “redemption” on this earth.

But anthropology starts from the idea that that which is distinctive
of man is precisely his capacity for adaptation, his capacity to create a
second nature in the culture which forms the only framework in which he
can live, as Professor A. Gehlen puts it.

These practically unlimited possibilities of adaptation and appren-
ticeship are the essential anthropological feature. Human “nature” is what
precisely enables man continually to rise above what is merely biological,
to continually surpass himself.

The tendency to competition, to the struggle of all against all, to the
assertion of the individual by crushing other individuals, is not at all some-
thing innate in man; it is itself the product of an “acculturization,” of an
inheritance which is not biological but social, the product of particular
social conditions. Competition is a tendency which is not “innate” but
socially acquired. Similarly, cooperation and solidarity can be systemati-
cally acquired and transmitted as a social heritage, as soon as the social
milieu has been radically changed in this direction.

More than that—a disposition to cooperation, to solidarity, to love
of one’s neighbor corresponds far better to specific biological needs and
basic anthropological features than a tendency to competition, conflict or
oppression of others.

The withering away of commodity and money economy is, however,
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only one of the factors bringing about the disappcarance of social in-
equality, classes and the state. The other factor is the considerable exten-
sion and creative use of leisure.

The ruling class or stratum of society has always possessed the privi-
lege of leisure. This is the section which, freed from the burden of having
to work for its living, from the burden of physically exhausting labor, from
mechanical work, has been able to devote itself more or less completely to
the accumulation of knowledge and the management of the economy and
of society. The extension of such leisure will make it possible for an increas-
ing number of citizens to undertake and carry out these functions. This is
the technical means to ensuring the progressive withering away of the state.

For nearly a century now the shortening of the working day has been
a tremendous civilizing factor, as Karl Marx pointed out when the ten-hour
day was introduced. It has provided the basis for everything worthwhile in
present-day bourgeois democracy. Nevertheless, it is a contradictory phe-
nomenon. The advantages gained by shortening the working day are largely
offset by the lengthening of working life, the lengthening of the time spent
in traveling to and from work, the intensification of physical effort (first for
manual workers, then later, to an increasing extent, for office workers), and
by the commercialization of leisure.

Furthermore, the big step forward essentially remains the change from
the ten- or twelve-hour day to the eight-hour day. The latter became gen-
eral in modern-type industry in the advanced capitalist countries around
1920. Since then, there has been only a relatively slight shortening in the
manual worker’s working day, the forty-hour week existing only in a few
countries, where, moreover, it is accompanied by the five-day week, the
week of 45, 44 or 42 hours spread over five days implying cven a lengthen-
ing of the working day.

We must take into account the considerably intensified pace of work
since 1918, the nervous tension involved in operating equipment which is
increasingly expensive and often dangerous, the often even greater tension
experienced on the way to work, especially if the journey is made by
mechanical transport, and also air pollution and insufficiently sound-
proofed housing, if we are to draw up a comprehensive balance-sheet of
the physical, mental and nervous fatigue suffered by the worker of today,
as compared with that of the worker of 50 ycars ago. Much evidence from
doctors confirms that this fatigue is greater than it was, in spite of free
weekends and two or three weeks” annual holiday.

What follows from this is that a large part of “free time” is not “leisure
time” at all but “time spent in getting rid of physical and nervous fatigue.”
The effect of holidays is largely neutralized because the worker takes his
holiday when his organism is in such a state of fatigue that he is at first
incapable of real, normal relaxation.
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The commercialization of leisure is adapted to this condition of
things. It starts from a recognition that after an ordinary working day the
average contemporary proletarian is incapable of an intellectual or physi-
cal effort. But on the pretext of providing him with “relaxation” or “diver-
sion,” commercialized leisure causes either an atrophy of critical capacity
or a morbid and lasting excitement which ends by degrading and disinte-
grating his personality to some degree. All the condemnations of “leisure
civilization” nevertheless avoid the question: the ultimate cause of the
degradation of leisure lies in the degradation of work and of society.

What is needed therefore, is a new and radical shortening of the
time spent at work, in order to bring about the essential aim of socialism,
which is that of the self-management of producers and citizens. Taking
into account the present intensity of productive effort, the threshold at
which the producer becomes materially capable of concerning himself
currently, “habitually,” with the management of the enterprise where he
works, and with the state, is, apparently, the half-day of work, or a week
of 20 or 24 hours, depending on whether working hours are fixed at five
or at six hours a day. At the present rate of progress in productivity (an
average of 5 percent per year in the highly-industrialized countries),
within the framework of a rationally planned economy freed from all mili-
tary or parasitic burdens, and consciously directly towards the priority
purpose of saving human labor, this objective could be attained before
the end of the 20th century. Even within the framework of capitalism,
in the United States, the average length of the working week has fallen
from 70 hours in 1850 and 60 in 1900 to 44 in 1940, 40 in 1950 and 37.5 in
1960, or a reduction of nearly 40 percent in half a century, nearly four
hours per decade. On the basis of this same rate of decline the 24-hour
week could be attained around 1990 to 2000 in a socialist society. The
American economist George Soule comes to the same conclusion without
leaving the framework of capitalist society—but without realizing all the
contradictions implicit in such a forecast.

A more rapid reduction in the working day would undoubtedly be
possible in a fully developed socialist society, but it would be held back
by the raising of the school-leaving age (advancing from universal com-
pulsory secondary education to universal compulsory higher education),
and also by the lowering of the age of retirement. These changes would
mean a more rational reduction in working hours per human life than a
more rapid reduction in the working day—while productive life would
continue to extend from 16 to 65.

A thoroughgoing reduction in the time spent at work would set the
problem of leisure in an entirely different social context. Ultimately, of
course, the “useful employment of leisure” is closely linked with the
problem of socializing the cost of satisfying human needs, with the new
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mode of distribution. It is infinitely “cheaper” to satisfy the needs of
20 million workers with standardized tclevision programs made up of
mass-produced films, or newspapers published in millions of copies, than
to satisfy them with high-quality theatrical performances, a wide variety
of books or the means of producing culture instead of merely consuming
it. It costs much less to make a film for a million spectators than to enable
a million amateurs to make their own films. Galbraith attributes the increase
in juvenile delinquency amid affluence to the inadequacy of public expendi-
ture as compared with the exccssive amount of private consumption of
commercialized leisure. But with the raising of citizens’ standards of liv-
ing, and the general development of social wealth, the useful employment
of lcisure will become increasingly a transformation of the citizen from
being a passive object to being a conscious creative participant in a variety
of cultural activities (sport, art, science, literature, technique, education,
exploration, etc.). At the same time, participation in the management of
the cconomy and the leadership of social life, which today involves only
a tiny fraction of the leisure of the workers as a whole (except in the case
of the active members of the workers’ organizations), will become more
and more important as a way of using “free time.” It also will tend to
become active and creative rather than passive, as at present (“attendance
at meetings” through a feeling of duty, of obligation to others, because
one must, or out of personal interest which is often of a very dubious kind).

It is often objected that the workers “do not want to manage their
enterprises.” Usually, this refers either to attempts at “joint manage-
ment” within a capitalist economy or to certain “marginal” experiments in
the Eastern countries, that is, in both cases, to enterprises whose real
fate is felt by the workers concerned to be settled elsewhere, and in socio-
cconomic context in which exhaustion and alienation on the part of the
labor-force have not been reduced. If the worker declines to lose his
precious hours of rest attending meetings on which nothing decisive for
his own fate depends, that should not surprise us. It has been enough, how-
cver, in Yugoslavia, for the experience of sclf-management of enterprises
to give the workers concerned the feeling that their activity in the sphere
of management has a real and positive, effcctive influence on their standard
of life, for an increcasing proportion of the working masses to participate
actively in the work of the workers’ councils. The latter now control ncarly
a third of the financial resources of the enterprises.

Automation makes a big contribution to this process. It logically
implies a tendency towards the elimination of the laborer, or even the
skilled worker, from the production process. It tends to increase the labor-
force employed before and after actual production (research and investi-
gation work, administration and distribution), but to the extent that it
takes place in a socialized, or already socialist, economy, it does away
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with unskilled manual labor, reproducing only more and more highly
skilled and “intellectual” labor. It thus appears as the great force working
to abolish the difference between manual work and mental work, leaving
only the latter in existence.

The industrialization of agriculture, which has already gone very
far in the United States and which is spreading in Western Europe, will
be the last tendency of economic evolution connected with the withering-
away of classes and of the state. It will cut down to a minimum the num-
ber of “countryfolk” engaged in “farm and field” work, and those who
remain will be transformed more and more into agronomists, geotech-
nicians, and engineers in charge of automatic or semi-automatic agricultural
machinery. The break-up of the big cities into homogeneous “new towns,”
each one self-sufficient, will do away with even the outward signs of the
difference between “town” and “country” and create integrated areas
embracing greenery, cultivation, housing, recreation and social life, and
zones of industrial production.

Radical reduction in the size of these areas will make it possible to
abolish to an ever-increasing extent those delegations of power which
continue to predominate in the first phases of the withering away of classes
and the state. They will replace self-management by citizens on a rota
basis, in ad hoc social organizations, by self-management of free com-
munes of producers and consumers, in which everybody will take it in
turn to carry out administrative work, in which the difference between
“directors” and “directed” will be abolished, and a federation of which
will eventually cover the whole world.

Is this a Utopia? What is essential is to see that these possibilities are
all contained in an advance of productivity made the most of by an
economic system based partly on the socialization of the means of produc-
tion and the creation of plenty in goods and services, and partly on the
replacement of commodity economy by a mode of distribution which
eliminates money and the desire for personal enrichment from the life
of mankind.

Will the productive forces go on increasing indefinitely in a socialist
society? It will be for the citizens of socialist society alone to answer this
question, that is, it will really be a matter of free choice for them, and
not of any “economic necessity.” Under capitalism, and even in the tran-
sition period from capitalism to socialism, the idea of exercising “prefer-
ence” as between the “marginal utility of net investment” and the “marginal
utility of increased leisure” is basically absurd. Current consumption by
producers, even when it is increasing, always falls short of felt needs; the
length of the working day, even when it is being cut down, continues to
be limited only by the state of physical and nervous fatigue beyond which
output falls precipitously.
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As against this, in a socialist society which ensures plenty in goods
and services to its citizens, the possibility of a genuine choice between
increased wealth and increased leisure will be given for the first time. This
will be a real choice, in the sense that it will no longer depend on an eco-
nomic need to meet pressing nceds. The only economic demands which
still exist will be that of renewing the stock of machinery (gross invest-
ment, depreciation) and that of ensuring an increase in the social product
corresponding to the increase in population. As, however, it is to be hoped
that socialist mankind will plan its population increase just as it will plan
the economy, freedom of choice for the citizens will remain unimpaired.

In any case, economic growth is not an end in itself. The aim is to
satisfy the needs of society, of the consumers, within the framework of
optimum rational development of all human potentialities. Just as the
optimum of consumption does not at all imply unlimited increase, the
satisfaction of human needs does not in itself imply a continuous and
unlimited expansion of the productive forces. When society possesses a
stock of automatic machinery which is adequate to cover all current nceds,
including a reserve of multi-purpose machine-tools sufficient to cope with
any emergency, it is probable that “economic growth” will be slowed down
or even halted for a time. A man who is completely free from all material
and economic worries will have been born; political economy will have
had its day, because economic calculation will be finished. The question
of “profitability” or of “economy of labor-time” will have vanished as a
criterion of wealth, and will be replaced by the mere criterion of leisure
and its best use, as Marx foresaw in a prophecy of genius:

The theft of other people’s labor, which is the basis of present-day
wealth, is a wretched basis when compared with this new basis of
wealth created by large-scale industry itself. As soon as labor in its
direct form ceases to be the principal source of wealth, labor-time
ceases, and must cease to be the measure of wealth, and therefore
exchange-value must cease to be the measure of use-value. The
surplus labor of the masses ceases to be the condition for the develop-
ment of general wealth, just as the leisure of a minority ceases to be
the condition for the development of the general capacities of the
human mind. Thus there collapses production based on exchange-
value, and the immediate process of material production loses its
sordid and contradictory form. The free development of individuals,
not the shortening of necessary labor-time in order to create surplus
labor [becomes the aim of production]; it is thus now a matter of
reducing to the minimum the necessary labor of all society, so as to
make possible the artistic, scientific, etc. education of individuals
through the leisure and resources thus created . . .

... If the working masses themselves appropriate their surplus labor
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—and if the disposable time thereby ceases to have a contradictory
existence—necessary labor time will be limited by the needs of the
social individual, and the development of society’s productive forces
will, on the other hand, increase so rapidly that the leisure of all will
increase despite the fact that production will be directed towards
increasing the wealth of all. For real wealth is the developed produc-
tive power of all the individuals. Thus it will no longer be labor-time
that will be the standard of wealth, but leisure.”*

Or, more precisely: the criterion of wealth will become men’s free,
rational, creative use of free time, directed towards their own development
as complete and harmonious personalities.

But will this creative human activity, integrating theory and prac-
tice, leaving all mechanical and routine work to machines, passing from
research to production and from the painter’s studio to the site where a
new town is being built amid the words—will it still be “labor”? This basic
category of Maxist sociology and economics must in its turn be subjected
to a critical analysis.

Labor is the fundamental characteristic of man. It is through labor
that the human race appropriates its necessary means of life; it is labor
which is at once the primary reason for, the product of and the cement
of social relationships. Man does not become a social being in the anthro-
pological sense of the word, does not acquire his normal physiological
equipment, without a phase of “active socialization” which extends from
his birth until puberty, if not until his physical and intellectual maturity.

But when the need to work in order to produce the means of life
has gone, because machines by themselves carry out this work, what
remains of labor as man’s fundamental characteristic? Anthropology
defines the concept of labor. What is, in fact, characteristic of man is
praxis, action: “Man is a creature so constituted physically that he can
survive only by acting.”

Labor in the historical sense of the word, labor as it has been prac-
ticed up to now by suffering and miserable mankind, condemned to earn
their bread in the sweat of their brows, is only the most wretched, the most
“inhuman,” the most “animal” form of human praxis. Just as for Frederick
Engels the entire history of class-divided humanity is only the prehistory
of mankind, so labor in its traditional form is only the prehistoric form
of creative, all-sided human praxis, which no longer produces things but
harmoniously developed human personalities. After the withering away
of the commodity, of value, money, classes, the state and the social division
of labor, fully developed socialist society will bring about the withering
away of labor in the traditional sense of the word.

1K. Marx, Grundrisse . . ., Vol. 1, pp. 593, 6.
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The final purposc of socialism cannot be the humanization of labor,
any more than it can be the improvement of wages or of the wage relation-
ship; there are only transitional stages, expedients and palliatives. A mod-
ern factory will never constitute a “normal” or “human” setting for human
life, no matter how much the working day is shortencd or the place and
its machincry are adapted to man’s nceds. The process of the humanization
of man will not be completed until labor has withered away and given
place to creative praxis which is solely directed to the creation of human
beings of all-round development.

For a long time, homo faber, man as producer of the instruments of
labor, has been put before us as the real creator of civilization and of
human culture. Recently, writers have tried to show that science, and even
philosophy itself, has emerged progressively from productive labor in
the strict sense, constantly nourishing itself from practice. The Dutch
historian Huizinga has, however, sharply opposed this tradition, with his
contrary conception, of homo ludens, “man at play,” as the real creator
of culture.

Marxism, brilliantly confirmed by all present-day anthropology, and
to a large extent even by Freudian psychology, enables us to integrate
these two currents of thought, each of which reflects a fundamental
aspect of human history. At the start, man was both faber and ludens.
Scientific and artistic techniques progressively separated off from pro-
duction techniques; but, with their specialization, a social division of labor
became indispensable for an initial phase of further progress. Homo faber,
banished to outer darkness, has neither the resources nor the leisure for
play, free creation, the spontaneous and disinterested exercise of his faculi-
ties, which is the specific aspect of human praxis. Homo Ludens has
become, more and more, man of the privileged classes, that is, of the
possessing classes and those dependent on them.

But thereby he has in turn suffered a special kind of alienation: his
play becomes increasing sad play, and continues so even during the great
centuries of social optimism (for instance, the 16th and 19th centuries).
Frced from the constraint of routine work, reintegrated in the collective
community, socialist man will once again become both faber and ludens,
increasingly ludens and at the same time faber. Already today, attempts
are being made to introduce more and more “play” into certain forms of
work, and more and more “scrious work” into play. The abolition of labor
in the traditional sense of the word implies at the same time a new flower-
ing of the chief productive force, the creative energy of man himself.
Material disinterestedness is crowned by the creative spontaneity which
brings togcther in the samc eternal youth the playfulness of children, the
enthusiasm of the artist, and the eureka of the scientist.

For the bourgcoisie, property means freedom. In an “atomized”
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society of commodity owners, this definition is broadly true; only a sufficient
amount of property releases a man from the slavery of selling his labor-
power to get the means of existence, from this condemnation to forced
labor. This is why bourgeois philanthropists, no less than demagogues,
ceaselessly call for the impossible “deproletarisation” of the proletariat
through the “diffusion of property.”

Vulgar Marxists have taken out of its context a famous phrase of
Hegel’s, quoted by Engels, according to which freedom is merely “the
recognition of necessity.” They interpret it in the sense that socialist
man will be the subject to the same “iron economic laws” as capitalist
man with the sole difference that, having become conscious of these laws,
he will endeavor to “use them to his advantage.”

This positivist variant of Marxism has nothing in common with the
real humanist tradition of Marxist and Engels, with the boldness of their
analysis and the profoundity of their vision of the future. Marx and Engels
both repeated more than once that the realm of freedom begins where
necessity ends. Even in a socialist society, factory work would continue
to be a sad necessity, which was felt as such; it is in one’s leisure hours that
real freedom unfolds itself. The more that labor in the traditional sense
of the word withers away, the more it is replaced by a creative praxis of
all-round-developed and socially integrated personalities. The more man
frees himself from his needs by satisfying them, the more does “the realm
of necessity give place to the realm of freedom.”

Human freedom is not a “freely accepted” constraint, nor is it a
mass of instinctive and disorderly activities such as would degrade the
individual. It is a self-realization of man which is an eternal becoming
and an eternal surpassing, a continual enrichment of everything human,
an all-round development of all facets of humanity. It is neither absolute
rest nor “perfect happiness,” but, after thousands of years of conflicts
unworthy of man, the beginning of the real “human drama.” It is a hymn
sung to the glory of man by men aware of their limitations who draw from
this awareness the courage to overcome them. To the man of today it seems
impossible to be both doctor and architect, machine-builder and atom-
smasher. But who can speak of limitations that man will never be able
to break through, man who is stretching out his arms towards the
stars, who is on the brink of producing life in test-tubes, and who tomor-

row will embrace the entire family of mankind in a spirit of universal
brotherhood?
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