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Preface
by	Dimitri	B.	Papadimitriou

	
When	the	recent	financial	crash	shook	the	global	economy—and	with	it	some	of	the
key	assumptions	underlying	a	great	deal	of	orthodox	economic	theory—many	turned
to	 the	 late	Hyman	P.	Minsky’s	writing	on	 financial	 instability	 for	 answers.	Now,	 as
financial	institutions	return	to	business	as	usual	and	the	lingering	damage	to	the	real
economy	draws	our	attention	 to	 the	struggles	of	 the	unemployed,	 the	working	poor,
and	 all	 those	 who	 have	 been	 left	 behind	 by	 the	 latest	 phase	 of	 finance-dominated
capitalism,	 another	 aspect	 of	 Minsky’s	 work	 needs	 to	 be	 injected	 into	 the
conversation.
	
Minsky	concerned	himself	as	much	with	the	issues	of	poverty	and	full	employment	as
he	 did	 with	 financial	 fragility,	 and	 just	 as	 his	 work	 on	 financial	 restructuring	 and
reregulation	 provides	 an	 essential	 guide	 for	 thinking	 about	 the	 limitations	 of	 our
current	approach	to	financial	reform,	his	writing	on	poverty	and	employment	can	shed
light	on	the	enduring	failure	of	conventional	public	policy	with	respect	to	the	problem
of	poverty.	In	the	interests	of	such	illumination,	the	present	volume	gathers	together	a
selection	 of	 Minsky’s	 published	 and	 unpublished	 work,	 spanning	 roughly	 three
decades,	on	poverty	and	the	challenge	and	promise	of	full	employment.
	
Most	 of	 the	 papers	 and	manuscripts	 assembled	 here	were	written	 in	 the	 1960s	 and
early	1970s	against	the	backdrop	of	the	War	on	Poverty.	These	early	writings	are	not,
however,	of	purely	historical	interest.	Although	most	of	the	papers	are	40-plus	years
old,	 they	 hold	 up	 well.	 If	 anything,	 they	 are	 even	 more	 relevant	 today,	 as	 the
unemployment	 rate	 has	 trended	 upward,	 income	 has	 become	 more	 unequal,	 and
chronic	long-term	unemployment	has	become	an	even	bigger	problem.
	
In	 the	 introduction	 to	 this	 volume,	 L.	 Randall	Wray	 frames	 Minsky’s	 approach	 to
poverty	 in	 the	 context	 of	 the	 latter’s	 critique	 of	 the	 policy	 strategies	 pursued	 in	 the
Kennedy–Johnson	War	on	Poverty	and	of	 the	economic	 theories	 that	underlay	 those
strategies.	The	astute	reader	will	notice,	however,	that	the	present-day	menu	of	policy
options,	and	the	intellectual	framework	that	supports	those	conventional	options	(and
forecloses	alternatives),	has	changed	little	since	1965,	when	Minsky	wrote	“The	Role
of	Employment	Policy,”	which	forms	the	first	chapter	in	this	collection.	The	difference



today,	perhaps,	is	that	poverty	has	been	relegated	to	the	backwoods	of	the	US	policy
landscape.	When	 the	 issue	 does	 come	 up,	 however,	 the	 conversation	 does	 not	 often
stray	 very	 far	 from	 the	 standard	 prescriptions	 of	 growth,	 transfers,	 and	 training:	 a
cocktail	 that,	 in	Minsky’s	 view,	would	 be	 just	 as	 ineffective	 today	 as	 it	 was	 half	 a
century	ago.
	
Retraining	and	“upgrading”	workers	without	ensuring	that	there	are	enough	jobs	to	go
around	 is	 akin,	 as	Minsky	 puts	 it	 in	 chapter	 1,	 “to	 the	 great	 error-producing	 sin	 of
infielders—throwing	the	ball	before	you	have	it.”	The	missing	ingredient	in	the	War
on	Poverty,	and	in	today’s	policy	strategies,	 is	a	commitment	to	what	Minsky	called
“tight	 full	 employment,”	which	he	associated	with	an	unemployment	 rate	as	 low	as
2.5	percent.
	
In	an	unfinished	working	paper	from	1994,	Minsky	and	I	wrote	that	the	free	market
system	as	it	existed	at	the	time	could	not	guarantee	that	a	close	approximation	to	full
employment	 would	 be	 the	 “normal	 condition”	 of	 the	 economy	 (Papadimitriou	 and
Minsky	1994).	Nothing	has	happened	in	the	last	decade	to	change	that	verdict.	Private
markets,	 left	 to	 their	 own	 devices,	 are	 not	 going	 to	 get	 us	 to	 sustained	 full
employment—let	alone	 the	2.5	percent	unemployment	 rate	 that	Minsky	 regarded	as
central	to	a	meaningful	antipoverty	campaign.	Public	action	is	essential.
	
The	key	to	sustained,	tight	full	employment,	in	Minsky’s	view,	is	direct	job	creation.
In	sketching	out	his	preferred	policy	framework,	he	turned	to	the	model	offered	by	the
public	 employment	 programs	 of	 the	New	Deal:	 the	Works	 Progress	Administration
(WPA),	 Civilian	 Conservation	 Corps	 (CCC),	 and	 National	 Youth	 Administration
(NYA).	Minsky	and	I	noted	the	irony	that	the	New	Deal,	which	emphasized	the	virtue
of	work	and	employment,	ended	up	surviving	largely	in	the	form	of	transfer	payment
schemes	 such	 as	 Social	 Security	 (Papadimitriou	 and	Minsky	 1994).	 Reaching	 tight
full	employment	would	require	a	return	to	the	forgotten	side	of	the	New	Deal	model:
the	 creation	 and	 expansion	 of	 modern	 equivalents	 of	 the	 WPA/CCC/NYA	 trio	 of
work-based	programs.
	
In	Minsky’s	updated	version,	the	government	would	step	forward	as	an	“employer	of
last	resort”	(ELR)	by	offering	a	job	at	a	minimum	wage	to	anyone	willing	and	able	to
work.	 The	 ELR	 proposal	 is	 fleshed	 out	 in	 various	 ways	 throughout	 the	 papers
collected	here,	and	more	recent	work	inspired	by	Minsky’s	ELR	has	taken	the	basic
idea	 in	further	directions,	 including	jobs	programs	that	are	administered	 through	the



nonprofit	and	social	entrepreneurial	sectors	(Tcherneva	2012)	and	programs	that	focus
on	the	delivery	of	social	care	services	(Antonopoulos	2007).	But	one	of	the	enduring
principles	that	underlies	these	various	ELR	or	ELR-inspired	schemes	is	a	recognition
of	 the	 role	 of	 income	 from	work	 as	 a	 supporting	 pillar	 of	 individual	 dignity.	 And
although	the	implementation	of	an	ELR	program	would	help	alleviate	periodic	deep
unemployment	 crises	 like	 the	 one	 the	 US	 economy	 is	 currently	 limping	 through,
Minsky	also	envisaged	 the	ELR	as	a	 tool	 for	making	 full	 employment	 a	permanent
feature	of	the	economy.	As	we	wrote	in	1994,

There	is	a	need	for	permanent	instruments	of	policy	which	generate	an	infinitely
elastic	demand	 for	work	 that	 is	useful.	The	desirable	 situation	 is	 that	at	every
moment	 in	 time	 the	 number	 of	 unfilled	 jobs	 is	 greater	 than	 the	 number	 of
unemployed.	This	can	only	be	guaranteed	if	the	government	acts	as	an	employer
who	has	a	vast	amount	of	projects	that	need	to	be	done	and	is	willing	and	able
to	pay	to	get	those	jobs	done.

Without	direct	job	creation	programs	underpinning	a	commitment	to	full	employment,
many	 conventional	 policy	 tools,	 on	 their	 own,	 are	 going	 to	 be	 inadequate	 to	 the
challenge	of	alleviating	poverty.	As	Minsky	explains	in	chapter	2,	standard	aggregate
demand	 stimulus	 through	 tax	 cuts	 and	 spurs	 to	 private	 investment	 will	 generate
inflation	 and	 financial	 instability	well	 before	 they	 secure	 anything	 resembling	 tight
full	 employment.	 And	 while	 he	 recognized	 that	 a	 successful	 antipoverty	 campaign
ultimately	requires	dealing	with	income	distribution,	in	chapter	3	Minsky	articulates	a
set	 of	 economic	 barriers	 to	 approaching	 the	 poverty	 problem	 via	 a	 more	 equitable
distribution	of	the	gains	from	economic	growth,	dwelling	in	particular	on	the	danger
of	inflation.	Minsky	explains	how	direct	job	creation	programs	along	the	lines	of	an
ELR	would	help	overcome	some	of	 these	obstacles.	 In	addition	 to	creating	 income-
earning	 opportunities	 for	 the	 unemployed,	 tight	 full	 employment	 through	 direct	 job
creation	 would	 create	 conditions	 in	 which	 low	 wages	 would	 rise	 faster	 than	 high
wages.	In	this	chapter,	Minsky	also	reveals	his	sensitivity	to	the	challenge	of	shaping
an	antipoverty	strategy	that	can	draw	broad	popular	support.	He	argues	that	ELR-style
service	programs	are	more	likely	to	build	public	legitimacy,	as	compared	to	a	purely
transfer-based	 approach,	 to	 the	 extent	 that	 they	 are	 regarded	 as	 yielding	 recognized
benefits,	in	the	form	of	goods	and	services,	to	the	broader	population.
	
In	 chapter	 4,	 Minsky	 analyzes	 the	 likely	 macroeconomic	 effects	 of	 a	 proposed
“negative	income	tax,”	a	policy	that	drew	some	high-profile	support	in	the	1970s	and
that	bears	a	family	resemblance	to	the	currently	in-vogue	idea	of	basic	income	grants.
He	cautions	 that	 a	negative	 income	 tax	and	other	 “social	dividend”	 schemes	harbor



inflationary	 dangers,	 such	 that	 the	 real	 value	 of	 program	 recipients’	 benefits	 can
“inflate	out,”	leaving	the	poor	and	those	with	modest	incomes	not	much	better	off.
	
Minsky’s	 objections	 to	 the	War	 on	Poverty	were	 not	 simply	 over	matters	 of	 policy
detail.	As	noted,	they	were	also	objections	to	the	fundamental	theoretical	assumptions
that	motivated	this	failed	approach.	In	chapter	5,	Minsky	tackles	what	he	regarded	as
one	 of	 the	 chief	 theoretical	 barriers	 to	 reorienting	 the	 economy	 around	 full
employment:	the	“neoclassical	synthesis.”
	
In	 chapter	 6,	Minsky	 folds	 his	 account	 of	 financial	 fragility	 and	 instability	 into	 the
discussion	of	poverty	and	full	employment,	and	 takes	on	what	he	calls	 the	“welfare
mess.”	Minsky	was	not	 an	opponent	of	 the	welfare	 state,	 but	he	 saw	 it	 as	 radically
incomplete	 in	 the	 absence	of	 a	 commitment	 to	 full	 employment.	Transfer	 programs
such	 as	 food	 stamps	 are	 partly	 a	 measure	 of	 the	 compassion	 of	 a	 society,	 of	 our
“national	conscience	and	affection	for	man,”	as	he	puts	it;	but	as	a	standalone	poverty-
alleviation	 strategy,	 they	must	 fail.	What	 is	 needed	 in	 place	 of	 a	 strictly	 “transfer-
based”	approach	to	poverty,	says	Minsky,	is	a	“job-based”	strategy.
	
Although	his	account	of	the	evolution	of	the	economy	toward	financial	instability	and
his	work	on	restructuring	the	financial	system	have	recently	received	more	attention
than	 his	 writing	 on	 full	 employment,	 for	 Minsky	 these	 topics	 are	 intimately
connected.	 This	 is	 evident	 throughout	 most	 of	 the	 chapters	 in	 this	 volume,	 and	 in
chapter	7,	originally	published	in	1994,	Minsky	draws	out	the	connections	even	more
explicitly.	Here	he	identifies	and	elaborates	on	two	fundamental	flaws	of	capitalism:	a
failure	to	reach	and	sustain	full	employment,	and	a	financial	system	that	tends	toward
debt	 deflation	 dynamics	 leading	 to	 deep	 depressions.	 The	 American	 economy	 is	 a
capitalist	economy	with	a	complex	financial	system,	in	which	financial	contracts	are
exchanges	of	money	“now”	for	money	“later.”	The	tendency	of	the	system	to	generate
financial	crises,	Minsky	asserts	in	chapter	7,	“cannot	be	eradicated	from	any	form	of
market	 capitalism	 in	which	 liabilities	 exist	 that	 are	 prior	 commitments	 of	 the	 gross
nominal	profit	flows	of	businesses.”	New	Deal–era	financial	reforms	helped	mitigate
the	problem	by	constraining	the	use	of	excessive	debts	for	specified	purposes,	and	the
resulting	 regulatory	 structure	 formed	 part	 of	 the	 new	 model	 of	 capitalism	 that
successfully	 delivered	 prosperity	 and	 stability	 for	 decades	 to	 follow,	 but	 the
underlying	flaw	did	not	disappear.	By	the	1980s,	according	to	Minsky,	the	financial
system	had	evolved	and	deregulation	had	proceeded	to	the	point	that	a	newly	fragile
financial	system	had	developed.	The	financial	system	was	reconstituted	in	the	1930s;
an	“overhaul	of	capitalism,”	he	writes	in	the	last	chapter,	is	once	again	needed.



	
In	 this	 final	 chapter,	 Minsky	 writes	 about	 the	 challenges	 faced	 by	 the	 Clinton
administration,	 but	 one	 could	 easily	 substitute	 “Obama”	 for	 “Clinton”	 and	 the
message	would	still	resonate.	In	fact,	 this	chapter	is	even	more	relevant	today,	since
we	have	now	experienced	 the	massive	debt	deflation	 that	Minsky	describes	here.	 In
the	 end,	 we	 did	 not	 get	 a	 “new,	 new	 model	 of	 capitalism”	 from	 the	 Clinton
administration	 along	 the	 lines	 recommended	 by	 Minsky	 (the	 Gramm-Leach-Bliley
Act	 of	 1999	 represented	 quite	 the	 opposite),	 and	 so	 far,	 despite	 the	 passage	 of	 the
2010	Dodd-Frank	Act,	we	 have	 yet	 to	 see	 it	 from	 the	Obama	 administration	 either
(see	LEI	2012).	The	current	phase	of	capitalism	still	needs	an	overhaul,	a	return	to	the
broad	model,	 not	 necessarily	 the	 specifics,	 of	 the	 New	Deal.	 That	means	 financial
reregulation,	 to	 promote	 stability	 and	 ensure	 that	 the	 financial	 sector	 serves	 as	 a
handmaiden	to	the	capital	development	of	the	economy,	creating	a	vibrant	and	stable
private	sector;	and	direct	 job	creation	programs,	to	ensure	the	tight	full	employment
that	is	crucial	to	battling	poverty	and	the	large-scale	waste	of	human	potential.
	
Public	discussion	of	poverty	has	become	muted	in	the	United	States,	and	although	we
may	 no	 longer	 be	 fighting	 a	 declared	 war	 against	 poverty,	 the	 problem	 has	 by	 no
means	disappeared.	In	today’s	economy,	the	gains	from	economic	growth	flow	even
more	unequally	to	the	top	tier	of	the	income	distribution,	and	policymakers	have	not
only	 failed	 to	 offer	 a	 plausible	 path	 back	 to	 full	 employment	 in	 the	 wake	 of	 the
financial	crisis,	but	 they	also	appear	willing	to	declare	victory	and	go	home	with	an
unemployment	rate	just	barely	below	8	percent.	This	is	the	true	measure	of	the	failure
of	the	current	iteration	of	American	capitalism:	chronic	and	systemic	unemployment
that	 relegates	 all	 too	 many	 to	 the	 scrap	 heap	 of	 the	 economy	 (Papadimitriou	 and
Minsky	1994).
	
“To	 meet	 the	 problems	 of	 an	 economic	 crisis,”	 Minsky	 writes,	 “it	 is	 necessary	 to
search	 out	 new	 directions	 in	 economic	 theory”	 (chapter	 5,	 105).	 We	 hope	 that
Minsky’s	work	aids	in	this	search	for	new	directions	and	helps	sweep	aside	some	of
the	theoretical	detritus	that	stands	in	the	way	of	policies	that	can	deliver	more	broad-
based	prosperity.
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Introduction
[*]

by	L.	Randall	Wray
	
The	 War	 on	 Poverty	 is	 a	 war	 most	 Americans	 would	 like	 to	 forget,	 a	 war	 only
halfheartedly	 embraced	 by	 Washington,	 a	 war	 decisively	 lost.	 Hyman	 Minsky
characterized	 the	 original	War	 on	Poverty	 as	 an	 attempt	 to	 “upgrade	workers,”	 and
numerous	 programs	 have	 been	 created	 since	 1964	 to	 improve	 the	 education,	 skills,
and	 incentives	 of	 the	 jobless	 to	 make	 them	 more	 appealing	 to	 private	 sector
employers.	 Further,	 “Keynesian”	 policies	 to	 raise	 aggregate	 demand	 in	 order	 to
stimulate	private	sector	employment	have	also	been	adopted	in	the	postwar	period	in
the	belief	that	economic	growth	would	raise	the	demand	for	labor	and	thereby	“lift	the
boats”	 of	 the	 poor.	 Still,	 unemployment	 rates	 have	 trended	 upward,	 long-term
unemployment	 has	 become	 increasingly	 concentrated	 among	 the	 labor	 force’s
disadvantaged,	 real	 wages	 for	most	 workers	 have	 declined,	 and	 poverty	 rates	 have
remained	stubbornly	high.
	
The	 economic	 theories	 on	which	 the	War	 on	 Poverty	was	 based	misunderstand	 the
nature	 of	 poverty.	 The	 notion	 that	 economic	 growth,	 together	 with	 supply-side
policies	to	upgrade	workers	and	provide	proper	work	incentives,	would	be	enough	to
eliminate	poverty	was	recognized	by	Minsky	at	the	time	to	be	fallacious.	According	to
Minsky,	the	critical	component	that	was	missing	in	1964,	and	that	remains	AWOL	to
this	 day,	 is	 a	 government	 commitment	 to	 full	 employment.	 Only	 a	 targeted	 jobs
program	paying	decent	wages	will	successfully	fight	poverty	among	the	nonaged	in	a
politically	acceptable	manner.
	
Johnson	Declares	War:	The	Economic	Opportunity	Act
In	 his	 first	 State	 of	 the	 Union	 address	 on	 January	 8,	 1964,	 President	 Lyndon	 B.
Johnson	declared	an	“unconditional	war	on	poverty,”	and	the	Economic	Opportunity
Act	was	 submitted	 to	Congress	 later	 that	 year.	According	 to	 Johnson,	 the	 plan	was
designed	to	deal	with	the	causes	of	poverty,	rather	than	simply	to	try	to	ameliorate	its
consequences.	 By	 expanding	 educational	 and	 training	 opportunities	 for	 the	 poor,
Johnson	 believed	 it	 would	 be	 possible	 to	 end	 poverty	 forever.	 While	 the	 act
established	 the	Head	Start	 program	 to	provide	preschool	 education	 as	well	 as	 some



job	 training	 and	 funds	 for	 the	 unemployed,	 it	 did	 not	 contain	 any	 significant	 job-
creation	 programs.	 Johnson	 considered	 the	 Economic	 Opportunity	 Act	 “a	 total
commitment	 .	 .	 .	 to	 pursue	 victory	 over	 the	 most	 ancient	 of	 mankind’s	 enemies”
(Public	Papers	of	 the	Presidents,	 380).	 It	 hardly	 seems	controversial	 to	 suggest	 that
nearly	five	decades	later,	the	enemy	is	still	at	large.
	
The	CEA	and	President	Kennedy
It	 is	 perhaps	 not	 sufficiently	 recognized	 that	 the	War	 on	Poverty	 got	 its	 start	 under
President	Kennedy,	whose	Council	of	Economic	Advisers	(CEA)	played	a	significant
role	 in	shaping	the	strategy	that	would	be	pursued.	The	key	program	omission	from
the	War	on	Poverty	was	direct	job	creation.	This	resulted	from	the	CEA’s	belief	that
(1)	poverty	was	not	inextricably	linked	to	unemployment,	(2)	unemployment	could	in
any	case	be	sufficiently	reduced	through	aggregate	fiscal	policies	(such	as	Kennedy’s
tax	cut	of	1963),	and	 (3)	millions	of	Americans	would	have	 to	be	maintained	as	an
unemployed	 buffer	 stock	 to	 keep	 inflation	 in	 check.	 These	 views	 still	 hold	 sway
among	economists.
	
The	 CEA	 was	 able	 to	 turn	 the	 president	 and	 policy	 against	 the	 dominant
“structuralist”	views	of	unemployment	held	by	many	economists,	most	policymakers,
and	even	most	of	Congress—and	by	Kennedy’s	close	adviser,	John	Kenneth	Galbraith
—all	of	whom	believed	 that	unemployment	above	2	percent	was	unacceptable.	The
structuralists	argued	that	demand	stimulus	alone	could	never	generate	jobs	where	they
were	 most	 needed—for	 low-skilled	 workers,	 and	 for	 African	 Americans.	 Further,
given	that	the	CEA	was	prepared	to	accept	4	percent	(or	more)	unemployment	as	“full
employment,”	and	as	African	American	unemployment	 rates	 ran	 two	 to	 three	 times
higher	than	the	overall	unemployment	rates,	a	War	on	Poverty	formulated	by	the	CEA
could	never	have	made	much	of	a	dent	in	African	American	poverty.
	
After	 Kennedy’s	 assassination,	 it	 was	 left	 to	 Johnson	 to	 carry	 the	War	 on	 Poverty
through	Congress.	Judith	Russell	(2004)	builds	a	convincing	case	that	the	mood	of	the
country	 and	 of	 Congress	 was	 such	 that	 a	 massive	 job	 creation	 program	 sold	 by	 a
president	with	Johnson’s	political	acumen	would	have	garnered	sufficient	support.	It
was	the	right	idea	at	the	ideal	time,	with	a	brief	window	of	opportunity	to	put	in	place
a	jobs	program	that	had	a	real	chance	at	eliminating	most	poverty.	It	was	the	CEA’s
version	 of	 Keynesianism—based	 on	 “priming	 the	 pump”	 to	 raise	 demand—that
played	 the	major	 role	 in	closing	 that	window.	 It	convinced	 the	president	 that	a	 jobs
program	was	not	a	necessary	element	in	the	fight	against	poverty.	Another	culprit	was



the	 widespread	 belief	 that	 the	 poor	 had	 to	 be	 changed	 before	 poverty	 could	 be
eliminated,	 based	 on	 the	 “culture	 of	 poverty”	 theses	 associated	 most	 closely	 with
Daniel	Patrick	Moynihan.
	
The	War	on	Poverty:	Minsky’s	Assessment
Minsky	 considered	 the	 War	 on	 Poverty	 “a	 conservative	 rebuttal	 to	 an	 ancient
challenge	of	the	radicals,	that	capitalism	necessarily	generates	‘poverty	in	the	midst	of
plenty’”	(chapter	1,	1).	As	he	saw	it,	Johnson’s	version	of	this	“conservative	rebuttal”
was	fundamentally	flawed.	Instead	of	providing	the	impoverished	with	an	opportunity
to	work,	it	provided	them	with	the	opportunity	to	learn	how	to	work.
	
Minsky	blamed	a	great	 deal	 of	American	poverty	on	unemployment.	And,	 since	he
blamed	unemployment	on	our	economic	system	rather	than	on	the	shortcomings	of	its
workers,	 he	 rejected	 supply-side	 “solutions”	 such	 as	 workfare,	 training,	 education,
and	so-called	“incentives	to	work.”	But	he	also	rejected	the	kind	of	demand	stimulus
policies	 that	have	been	called	upon	to	stimulate	employment	since	World	War	II.	 In
1975,	a	decade	into	the	War	on	Poverty,	he	argued:	“We	have	to	reverse	the	thrust	of
policy	 of	 the	 past	 40	 years	 and	 move	 towards	 a	 system	 in	 which	 labor	 force
attachment	 is	 encouraged.	 But	 to	 do	 that	we	must	make	 jobs	 available;	 any	 policy
strategy	which	does	 not	 take	 job	 creation	 as	 its	 first	 and	primary	objective	 is	 but	 a
continuation	of	the	impoverishing	strategy	of	the	past	decade”	(chapter	6,	141).	Since
the	 postwar	 antipoverty	 strategy	 had	 proven	 ineffectual,	 Minsky	 believed	 that
policymakers	 should	 return	 to	 the	 kind	 of	 strategy	 that	 characterized	 policymaking
prior	to	World	War	II—namely	programs	to	provide	public	employment.
	
One	could	see	the	War	on	Poverty	as	a	victory	for	the	“Age	of	Keynes”	but	a	defeat
for	 a	 real	 antipoverty	 strategy,	 in	 the	 sense	 that	 it	 brought	 with	 it	 a	 belief	 in	 the
importance	of	maintaining	aggregate	demand	 in	order	 to	promote	 economic	growth
but	 neglected	 the	 importance	 of	 jobs	 in	 reducing	 poverty.	 There	was	 an	 alternative
Keynesian	view	 to	which	Kennedy	and	 Johnson	could	have	 turned	 for	 support	of	 a
real	antipoverty	program.
	
A	 Structuralist	 Interpretation	 of	 Relationships	 among	 Employment,
Unemployment,	and	Poverty
Structuralists	 tended	 to	 emphasize	 job	 mismatch:	 even	 at	 cyclical	 peaks	 when	 the
aggregate	 number	 of	 jobs	 might	 be	 sufficient,	 the	 skills,	 education,	 and	 other



characteristics	of	a	substantial	set	of	the	unemployed	would	leave	them	without	jobs.
Such	views	were	dominant	 among	policymakers	of	 the	 early	1960s	 (Russell	 2004).
Similar	views	were	also	favored	at	the	end	of	the	1990s	as	the	“New	Economy”	boom
left	low-skilled	workers	behind	(Pigeon	and	Wray	2000).	But	the	structuralists	of	the
early	1960s	went	further,	because	they	argued	that	technological	and	other	structural
changes	 to	 job	markets	 would	 outstrip	 any	 ability	 to	 educate	 and	 retrain	 displaced
workers.	 In	 other	words,	 they	were	 highly	 skeptical	 that	 supply-side	 policies	 alone
would	be	sufficient	to	resolve	the	growing	unemployment	problem.	What	was	needed
was	a	combination	of	“active	labor	market”	policies	and	direct	job-creation	programs
for	the	structurally	displaced.
	
Minsky	 pointed	 out	 that	 even	 if	 the	 economy	 were	 not	 dynamically	 creating
structurally	displaced	workers,	 labor	market	 supply-side	programs	would	have	 little
effect	for	up	to	20	years—the	“gestation”	period	required	to	produce	a	worker:	“We
are	learning	that	what	happens	to	a	child	between	the	ages	of	three	to	five	is	of	vital
importance	 in	 determining	 the	 capabilities	 of	 the	 adult.	 Thus,	 preschool	 training	 is
necessary	to	break	the	vicious	circle	of	poverty.	But	if	this	view	is	true,	then	it	takes
18	 to	 20	 years	 to	 realize	 the	 benefits	 from	 such	 programs”	 (chapter	 1,	 20).	 In	 a
dynamic	society	that	is	always	moving,	and	generally	raising,	the	skills	goalposts,	that
long	 gestation	 period	 almost	 guarantees	 that	many	 individuals	 achieving	 the	 age	 of
labor	force	entry	will	not	be	prepared	for	the	jobs	that	then	exist.	Thus,	there	would
always	be	a	mismatch	between	labor	“supply”	and	“demand.”
	
As	a	student	of	the	institutionalist	tradition	at	the	University	of	Chicago,	Minsky	was
undoubtedly	aware	of	the	institutionalist			 approach	to	labor	markets:	the	structuralist
approach.	 He	 emphasized	 that	 joblessness,	 insufficient	 hours	 of	 work,	 and	 low	 pay
combined	 to	 create	 poverty	 among	 the	 able-bodied.	 He	 was	 willing	 to	 grant	 that	 a
system	of	welfare	would	be	required	to	deal	with	those	who	could	not,	or	should	not,
work.	 He	 insisted,	 however,	 that	 a	 comprehensive	 jobs	 program	 together	 with	 an
effective	 and	 adequate	 minimum	 wage	 would	 go	 a	 long	 way	 toward	 eliminating
poverty	among	those	willing	and	able	to	work.	Significantly,	he	called	for	a	“tight	full
employment”	goal	of	2.5	percent	unemployment.
	
Compared	with	 the	 expected	5.2	 percent	 unemployment	 rate	 in	 1965,	 he	 calculated
this	 would	 have	 increased	 GNP	 by	 $34	 billion	 to	 $53	 billion	 (using	 Okun’s	 law,
according	to	which	each	one	percentage	point	reduction	of	unemployment	raises	GNP
by	3	percent).	Minsky	pointed	out	 that	 this	 is	far	above	the	estimated	$11	billion	or
$12	billion	it	would	take	to	raise	the	incomes	of	all	those	living	in	poverty	above	the



poverty	line	for	that	year.	Hence,	while	a	comprehensive	employment	strategy	might
not	resolve	all	poverty	problems,	it	would	certainly	generate	more	than	enough	GNP
to	eliminate	poverty,	provided	that	the	GNP	gains	were	appropriately	distributed.
	
The	Strategy	of	Growth	through	Private	Investment
As	mentioned,	the	CEA	pushed	the	notion	of	pump-priming	to	generate	growth.	In	the
postwar	 era,	 with	 the	 exception	 of	 defense	 spending,	 “the	 preferred	 instrument	 for
generating	 expansion	 has	 been	 a	 tax	 cut	 or	 loophole,	 i.e.,	 the	 shifting	 of	 command
over	 resources	 to	 private	 hands”	 (chapter	 5,	 112).	 These	 “Keynesian”	 policies	 to
promote	 full	 employment	 relied	 on	 a	 favorable	 business	 environment	 to	 stimulate
investment	 spending.	Various	 tax	 incentives,	 including	 accelerated	 depreciation	 and
investment	 tax	 credits,	 were	 a	 common	 feature	 of	 the	 postwar	 investment	 strategy
(Tobin	 1966).	 Policymakers	 also	 tried	 to	 increase	 the	 certainty	 of	 capital	 income
through	 the	 use	 of	 government	 contracts	 with	 guaranteed	 profits,	 such	 as	 those
granted	to	the	defense,	transportation,	and	housing	industries.
	
However,	 Minsky	 (1973)	 argued	 that	 there	 were	 four	 problems	 with	 the	 high-
investment	 strategy.	 First,	 tax	 incentives	 to	 shift	 income	 to	 capital	 exacerbate
inequality	 between	ordinary	workers	 and	 those	who	have	money	 to	 invest.	 Second,
high	 capital	 incomes	would	 lead	 to	 opulent	 consumption	 by	 the	 rich	 and	 emulative
consumption	 by	 the	 less	 affluent,	 creating	 the	 potential	 for	 demand-pull	 inflation.
Third,	 contracts	 granted	 to	 sophisticated,	 high-tech	 industries	 generate	 demand	 for
skilled,	 high-wage	 labor,	 thereby	 exacerbating	 income	 inequality	 within	 the	 labor
force.	 Finally,	 by	 targeting	 the	 size	 and	 surety	 of	 capital	 income,	 tax-cut	 programs
would	 increase	 business	 confidence	 and	 debt	 financing,	 and	 borrowers’	margins	 of
safety	would	decline.	Thus,	a	private	investment	strategy	can	lead	to	a	debt-financed
investment	boom,	thereby	undermining	the	stability	of	the	financial	system.1

	
In	 sum,	 the	 postwar	 era	 was	 characterized	 by	 a	 preference	 for	 private	 investment
strategies.	 Even	 as	 the	War	 on	 Poverty	 got	 under	 way,	 the	 Johnson	 administration
demonstrated	its	preference	for	private	sector	spending	strategies,	passing	tax	cuts	in
1964	and	again	in	1965	and	1966.	By	encouraging	private	sector	spending	(especially
investment),	 policymakers	 aimed	 to	 stimulate	 growth	 in	 total	 income.	 But	 these
strategies	did	 little	 to	 improve	 the	conditions	of	 lower-middle-income	workers	 (e.g.,
factory	workers),	whose	real	incomes	declined	by	2.5	percent	over	the	period	1965–
70	 (chapter	 5,	 114).	 Worse,	 the	 private	 investment	 strategies	 tended	 to	 exacerbate
income	inequality,	generate	inflation,	and	undermine	financial	stability.



	
Public	Employment	Strategy
Even	 though	 the	 Kennedy	 and	 Johnson	 administrations	 succeeded	 in	 generating	 a
postwar	 boom	 that	 reduced	 unemployment	 rates,	 policymakers	 failed	 to	 understand
that	 “policy	 weapons	 which	 are	 sufficient	 to	 move	 an	 economy	 from	 slack	 to
sustained	full	employment	are	not	sufficient	 to	sustain	full	employment”	(chapter	5,
122).	As	long	as	policymakers	continued	to	favor	private	investment	strategies,	there
would	 be	 no	 sustained	 strides	 made	 in	 the	 war	 against	 poverty	 from	 one	 business
cycle	 to	 the	 next.2	 Minsky’s	 alternative	 would	 stress	 high	 consumption	 fueled	 by
policies	 that	 would	 increase	 wages	 and	 incomes	 at	 the	 bottom	 of	 the	 distribution.
Further,	government	spending	should	play	a	major	role	in	generating	growth.	Hence,
Minsky’s	 policies	 would	 favor	 both	 greater	 equality	 and	 greater	 stability.	 This	 ties
together	Minsky’s	two	research	agendas:	financial	stability	on	the	one	hand,	and	full
employment	with	greater	equality	on	the	other.
	
To	 improve	 the	 lot	 of	 the	 poor	 permanently,	 Minsky	 believed	 that	 policymakers
needed	to	address	the	question	of	income	distribution,	and	that	the	most	effective	way
to	do	 so	would	be	 through	 the	promotion	 and	maintenance	of	 full	 employment.	By
this,	 Minsky	 meant	 that	 it	 was	 necessary	 to	 achieve	 and	 sustain	 “tight	 full
employment,”3	which	he	defined	as	the	situation	that	“exists	when	over	a	broad	cross-
section	 of	 occupations,	 industries,	 and	 locations,	 employers,	 at	 going	 wages	 and
salaries,	would	prefer	to	employ	more	workers	than	they	in	fact	do”	(chapter	1,	3).
	
In	order	to	reach	this	goal	sustainably,	Minsky	advocated	that	government	become	an
employer	 of	 last	 resort	 (ELR).	 The	 ELR	 proposal,	 which	 has	 been	 taken	 up	 by	 a
number	of	analysts	(Wray	1997,	Papadimitriou	1999,	Antonopoulos	2007),	calls	upon
the	federal	government	to	institute	a	job	assurance	program	similar	to	the	New	Deal’s
Works	 Progress	 Administration	 (WPA),	 Civilian	 Conservation	 Corps	 (CCC),	 and
National	Youth	Administration	(NYA)	programs.	The	federal	government	would	fund
a	 job	 guarantee	 program,	 setting	 the	 price	 of	 (unskilled)	 labor	 and	 adjusting	 the
number	of	jobs	to	the	number	in	need	of	work.4

	
Minsky	 saw	clear	 advantages	 to	 this	 program.	First,	 he	 expected	 it	 to	 eliminate	 the
kind	 of	 poverty	 resulting	 solely	 from	 joblessness.	Whereas	 the	 investment	 strategy
begins	 with	 demand	 increases	 for	 specialized	 labor,	 hoping	 for	 the	 trickle-down
creation	of	low-skilled	jobs,	the	employment	strategy	“takes	the	unemployed	as	they



are	and	tailor-makes	jobs	to	their	skills”	(Minsky	1972b,	6).	Second,	if	the	existence
of	 tight	 labor	markets	 draws	 additional	workers	 into	 the	 labor	 force,	 the	number	of
workers	per	 family	will	 increase,	moving	some	 families	who	are	 in	or	near	poverty
away	from	it.	Third,	a	tight	labor	market	strategy	should	improve	the	distribution	of
income	among	workers,	as	market	processes	raise	the	wages	of	low-income	workers
faster	 than	 the	 wages	 of	 high-income	 workers.5	 Fourth,	 by	 discontinuing	 the
preferential	 treatment	 of	 capital	 income,	 Minsky	 believed	 that	 it	 was	 possible	 to
“decrease	[labor–profit]	inequality	by	decreasing	capital’s	share	of	income”	(Minsky
1973,	94).	Fifth,	Minsky	believed	that	by	deemphasizing	investment-led	growth,	the
likelihood	 of	 financial	 fragility	 would	 decrease.	 Finally,	 a	 public	 employment
strategy	 frees	policymakers	 from	 the	overriding	need	 to	 induce	 investment	 through
tax	incentives.
	
Barriers	to	Attaining	and	Sustaining	Tight	Full	Employment
Minsky	 seemed	 to	 anticipate	 the	kinds	of	 “pie	 in	 the	 sky”	objections	 that	might	 be
raised,	 but	 he	 recognized	 that	 legitimate	 barriers	 must	 be	 taken	 into	 account:
“Economic	forces	can	frustrate	programs	if	either	the	policy	objective	is	inconsistent
with	such	forces	or	 if	 the	program	is	so	poorly	conceived	that	 it	quite	unnecessarily
runs	afoul	of	a	barrier,	even	though	the	objective	is,	in	principle,	attainable”	(chapter
3,	45).
	
One	such	frustrating	force	is	inflation.	“The	policy	problem,”	he	argued,	is	to	achieve
and	sustain	tight	full	employment	“without	an	inflationary	rise	in	prices	and	wages”
(Minsky	1972b,	5).	But	Minsky’s	antipoverty	campaign	called	for	“a	rapid	increase	of
those	wages	that	are	close	to	or	below	the	poverty	line”	(chapter	1,	9).	He	recognized
that	 there	 might	 be	 an	 inflationary	 bias	 in	 a	 policy	 of	 this	 sort,	 particularly	 if	 the
productivity	(output	per	hour)	of	the	low-wage	workers	failed	to	keep	pace	with	their
wage	 increases.	 In	order	 to	keep	 the	overall	price	 level	 fairly	stable,	prices	of	other
goods	and	services	would	have	to	be	constrained.	Minsky	suggested	that	in	the	high-
wage	 industries,	 wages	 “would	 have	 to	 rise	 by	 less	 than	 the	 increases	 in	 the
productivity	of	their	workers”;	to	prevent	firms	from	simply	increasing	their	profits,	it
was	 necessary	 to	 ensure	 that	 “management	 in	 these	 often	 oligopolistic	 industries
would	 have	 to	 pass	 this	 decline	 in	 unit	 costs	 on	 to	 their	 customers”	 (chapter	 1,	 9).
Thus,	he	argued	that	“effective	profit	and	price	constraints	would	have	to	accompany
tight	 full	 employment”	 (Minsky	 1972b,	 6).6	 If	 inflationary	 pressures	 were	 not
contained,	Minsky	feared	that	the	“political	popularity	of	full	employment”	would	be
undermined	(chapter	3,	69).



	
The	 inflation	 constraint	 is,	 however,	 much	 less	 of	 a	 concern	 in	 today’s	 global
economy.	First,	 the	deflationary	pressures	 around	 the	globe	 are	 substantial	 as	many
nations	keep	domestic	demand	depressed	 in	order	 to	 run	 trade	surpluses,	 looking	 to
the	United	States	to	provide	demand	for	the	world’s	“excess”	output.	This	means	that
US	firms	face	substantial	price	competition	so	that	even	relatively	rapid	growth,	such
as	that	experienced	in	the	Clinton	expansion,	does	not	produce	inflationary	pressures.
Second,	 removal	 of	 trade	 restrictions	 together	 with	 technological	 advances	 has
increased	wage	competition	from	abroad,	especially	from	India	and	China,	 reducing
the	likelihood	that	low	unemployment	could	generate	a	wage-price	spiral.
	
The	 final	 institutional	barrier	 concerns	 the	 exchange	 rate	 regime.	Most	of	Minsky’s
papers	 on	 antipoverty	 policy	 were	 written	 in	 the	 1960s	 or	 early	 1970s,	 when	 US
policy	 was	 constrained	 by	 an	 international	 monetary	 system	 with	 fixed	 exchange
rates.	 Because	 the	 integrity	 of	 the	 Bretton	 Woods	 system	 rested	 on	 dollar
convertibility	 to	 gold,	 policymakers	 had	 to	 restrict	 their	 fiscal	 and	 monetary
operations	 to	 those	 that	 would	 not	 adversely	 affect	 the	 balance	 of	 payments.	 In
Minsky’s	words:

To	a	considerable	extent,	ever	since	1958	the	needs	of	the	dollar	standard	have
acted	 as	 a	 constraint	 upon	 domestic	 income.	 We	 have	 not	 had	 tight	 labor
markets	because	of	 the	 peculiar	 bind	 that	 the	 dollar	 is	 in	 internationally.	It	 is
apparently	 appropriate	 to	 allude	 to	William	 Jennings	Bryan	by	 saying	 that,	 in
part,	the	cross	that	the	American	poor	bear	is	made	of	gold.	.	.	.	The	solution	to
the	gold	standard	barrier	is	simple:	get	rid	of	the	gold	standard	(chapter	1,	18).

Today	the	dollar	is	a	floating	currency,	so	that	policy	is	not	constrained	by	the	need	to
protect	foreign	reserves.	Thus,	the	primary	barrier	to	attaining	and	sustaining	tight	full
employment	is	political	will.7

	
Conclusion
Private	investment	strategies	together	with	policies	to	“improve”	the	characteristics	of
poor	people	have	dominated	the	postwar	approach	to	poverty.	And,	while	 the	1950s
and	1960s	are	commonly	referred	to	as	the	“Golden	Age”	of	US	capitalism,	important
barriers	prevented	the	American	economy	from	sustaining	what	Minsky	characterized
as	tight	full	employment.
	



Minsky’s	 fundamental	 argument	 is	 simple:	 (1)	 poverty	 is	 largely	 an	 employment
problem;	 (2)	 tight	 full	 employment	 improves	 incomes	 at	 the	 bottom	 of	 the	 wage
spectrum;	 and	 (3)	 a	 program	of	 direct	 job	 creation	 is	 necessary	 to	 sustain	 tight	 full
employment.	Thus,	he	argued	that	a	program	of	direct	job	creation	was	a	“necessary
ingredient	of	any	war	against	poverty”	(chapter	1,	1).	As	Minsky	puts	 it:	“The	New
Deal,	with	 its	WPA,	NYA,	and	CCC,	 took	workers	as	 they	were	and	generated	 jobs
for	them.	.	.	.	The	resurrection	of	WPA	and	allied	projects	should	be	a	major	weapon
of	the	War	on	Poverty”	(chapter	1,	20).
	
Unfortunately,	 Johnson’s	Economic	Opportunity	Act	 did	 not	 provide	 for	 significant
job	creation.	Instead,	the	War	on	Poverty	aimed	to	improve	the	skills	and	knowledge
of	 the	 impoverished,	 hoping	 to	 “end	 poverty	 forever”	 by	 offering	 education	 and
training	 to	 those	 living	 in	 or	 near	 poverty.	 Almost	 five	 decades	 later,	 we	 are	 still
pursuing	the	same	failed	policies.	Minsky	teaches	us	that	until	we	change	tactics,	until
we	commit	to	full	employment,	we	will	continue	to	lose	the	war	against	poverty.
	
Notes
1.	For	more	on	this	connection	to	financial	instability,	see	Minsky	(1986).
2.	While	overall	poverty	rates	did	decline	after	1965,	the	gains	were	concentrated	only	among	the	elderly.	This	was
due	to	Social	Security	benefit	payments,	not	due	to	the	War	on	Poverty.	See	Bell	and	Wray	(2004).
3.	Minsky	used,	as	an	interim	measure	of	tight	full	employment,	an	official	rate	of	unemployment	of	3.0	percent.
He	considered	this	a	modest	target,	given	that	measured	rates	in	Europe	had	been	much	lower	than	3.0	percent.	But
he	also	viewed	it	as	a	desirable	objective,	since	it	was	significantly	better	than	anything	the	United	States	had
achieved	since	1953	(see	chapter	2).
4.	The	details	of	an	ELR	program	can	get	quite	complex	(e.g.,	the	inclusion	of	health	benefits,	child	care,	pensions,
and	so	on).	For	more	on	the	intricacies	of	the	proposal,	readers	should	consult	Wray	(1998).	For	my	purposes,	it	is
sufficient	to	note	that	such	a	program	may	be	administered	locally	(indeed,	this	is	probably	preferable),	but	it	must
be	funded	federally.
5.	Here,	Minsky	refers	to	a	study	published	in	the	Quarterly	Journal	of	Economics	(Anderson	1964),	which
showed	a	narrowing	of	wage	differentials	during	periods	of	extreme	labor-market	tightness.	James	K.	Galbraith
(2000)	has	focused	on	the	same	patterns.
6.	Minsky	also	proposed	the	elimination	of	taxes	on	corporate	income	and	corporate	contributions	to	Social
Security,	both	of	which	he	considered	inflationary	(Hawley	1981,	10).
7.	Wray	(1998)	demonstrates	how	Minsky’s	employer-of-last-resort	program	could	be	implemented	in	a
noninflationary	way.
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Chapter	1

The	Role	of	Employment	Policy
[†]

	(1965)
	
Introduction
The	 war	 against	 poverty	 is	 a	 conservative	 rebuttal	 to	 an	 ancient	 challenge	 of	 the
radicals,	 that	capitalism	necessarily	generates	“poverty	 in	 the	midst	of	plenty.”	This
war	intends	to	eliminate	poverty	by	changing	people,	rather	than	the	economy.	Thus
the	emphasis,	even	in	the	Job	Corps,	is	upon	training	or	indoctrination	to	work	rather
than	 on	 the	 job	 and	 the	 task	 to	 be	 performed.	However,	 this	 approach,	 standing	 by
itself,	cannot	end	poverty.	All	it	can	do	is	give	the	present	poor	a	better	chance	at	the
jobs	 that	exist:	 it	can	spread	poverty	more	fairly.	A	necessary	 ingredient	of	any	war
against	 poverty	 is	 a	 program	 of	 job	 creation;	 and	 it	 has	 never	 been	 shown	 that	 a
thorough	 program	 of	 job	 creation,	 taking	 people	 as	 they	 are,	 will	 not,	 by	 itself,
eliminate	a	large	part	of	the	poverty	that	exists.
	
The	war	against	poverty	cannot	be	taken	seriously	as	long	as	the	Administration	and
the	Congress	 tolerate	a	5	percent	unemployment	rate	and	frame	monetary	and	fiscal
policy	with	a	 target	of	eventually	achieving	a	4	percent	unemployment	rate.	Only	 if
there	are	more	jobs	than	available	workers	over	a	broad	spectrum	of	occupations	and
locations	 can	 we	 hope	 to	 make	 a	 dent	 on	 poverty	 by	 way	 of	 income	 from
employment.	To	achieve	and	sustain	tight	labor	markets	in	the	United	States	requires
bolder,	 more	 imaginative,	 and	 more	 consistent	 use	 of	 expansionary	 monetary	 and
fiscal	policy	to	create	jobs	than	we	have	witnessed	to	date.
	
Incidentally,	tight	labor	markets,	by	making	all	labor	something	of	value,	will	go	far
to	building	morale	among	our	urban	and	rural	poor.	The	community	facilities	program
may	be	a	poor	 substitute	 for	 tight	 labor	markets,	 even	 for	 the	 social	objectives	 it	 is
trying	to	achieve.
	
The	war	 against	 poverty	must	 not	 depend	 solely,	 or	 even	 primarily,	 upon	 changing
people,	 but	 it	must	 be	 directed	 toward	 changing	 the	 system.	However,	 the	 changes
required	 are	 not	 those	 that	 the	 traditional	 radicals	 envisage.	 Rather,	 they	 involve	 a
commitment	 to	 the	 maintenance	 of	 tight	 full	 employment	 and	 the	 adjustment	 of
institutions,	so	that	the	gains	from	full	employment	are	not	offset	by	undue	inflation



and	the	perpetuation	of	obsolete	practices.
	
To	anyone	who	has	a	deep	commitment	to	a	liberal	pluralistic	democracy,	a	policy	of
changing	the	system	rather	than	changing	people	is	most	attractive.
	
Job	creation	in	the	context	of	the	American	economy	means	the	sophisticated	use	of
expansionary	monetary	 and	 fiscal	 policies.	 Irrational	 prejudices,	 to	 which	 even	 the
recent	highly	professional	Councils	of	Economic	Advisers	have	catered,	exist	against
spending,	deficits,	 and	easy	money.	 Ignoring	 these	prejudices,	 are	 there	 any	 serious
barriers	against	using	expansionary	aggregate	demand–generating	policies	to	achieve
tight	full	employment?	In	addition,	if	barriers	do	exist,	can	expansionary	policies	be
designed	which	 get	 around	 or	 over	 them?	These	 are	 the	 problems	 upon	which	 this
paper	will	focus.
	
Other	papers	at	this	conference	have	considered	the	various	definitions	as	well	as	the
characteristics	of	poverty	in	America.	We	will	just	note	that	the	Council	of	Economic
Advisers	 estimated	 that	 in	 1963	 the	 heads	 of	 30	 percent	 of	 the	 families	 living	 in
poverty	were	 employed	 all	 year	 and	 another	 30	 percent	were	 employed	 part	 of	 the
year	(CEA	1965,	166,	Table	21).	A	program	of	ending	poverty	by	generating	tight	full
employment	 will	 mainly	 affect	 these	 families,	 as	 well	 as	 those	 which	 will	 have
members	drawn	into	the	labor	force	as	a	result	of	jobs	being	available.
	
It	is	also	estimated	that	the	heads	of	some	40	percent	of	the	families	living	in	poverty
were	 not	 in	 the	 labor	 force	 during	 1963.	 Obviously,	 expanded,	 improved,	 and
modernized	 programs	 of	 transfer	 payments	 and	 income	 in	 kind	 for	 the	 aged,	 the
infirm,	the	disabled,	and	needy	children	are	necessary.	As	I	see	it,	this	has	little	to	do
with	 the	 War	 on	 Poverty;	 it	 has	 mainly	 to	 do	 with	 our	 national	 conscience	 and
affection	for	man.	Simple	decency	calls	for	a	system	of	transfer	payments	and	income
in	kind	for	the	casebook	citizens	that	lifts	their	lives	well	above	any	“poverty	line.”
	
This	paper	is	almost	exclusively	concerned	with	the	problem	of	generating	enough	job
opportunities	of	the	right	kind,	at	the	right	place,	and	with	sufficiently	high	incomes
so	 that	all	who	are	willing	and	able	 to	work	can	earn	enough	from	jobs	 to	maintain
themselves	and	 those	 for	whom	 they	are	 responsible	 at	 a	 level	 above	 some	poverty
line.	 Some	 adjustments	 and	 additions	 to	 our	 system	 of	 transfer	 payments	 may	 be
required;	 in	 particular,	 family	 allowances	 may	 be	 in	 order.	 However,	 from	 the
perspective	 of	 this	 paper,	 such	 changes	 are	 peripheral	 elements;	 the	 fundamental



element	in	any	war	against	poverty	is	jobs.
	
Of	 course,	 sane	 adults	 should	 be	 free	 to	 choose	 poverty,	 but	 no	 one	 should	 have
poverty	thrust	upon	him.
	
Tight	Full	Employment
The	 single	 most	 important	 step	 toward	 ending	 poverty	 in	 America	 would	 be	 the
achieving	and	sustaining	of	tight	full	employment.	Tight	full	employment	exists	when
over	 a	 broad	 cross-section	 of	 occupations,	 industries,	 and	 locations,	 employers,	 at
going	wages	and	salaries,	would	prefer	to	employ	more	workers	than	they	in	fact	do.
Tight	full	employment	is	vital	for	an	antipoverty	campaign.	It	not	only	will	eliminate
that	 poverty	 which	 is	 solely	 due	 to	 unemployment,	 but,	 by	 setting	 off	 market
processes	which	tend	to	raise	low	wages	faster	than	high	wages,	it	will	in	time	greatly
diminish	the	poverty	due	to	low	incomes	from	jobs.	In	addition,	by	drawing	additional
workers	 into	 the	 labor	 force,	 tight	 full	 employment	 will	 increase	 the	 number	 of
families	with	more	than	one	worker.	As	a	result,	families	now	in	or	close	to	poverty
will	move	well	away	from	it.	There	may	be	a	“critical	minimum	effort”	that	is	needed
to	move	 families	 to	 a	 self-maintaining	 income	growth	 situation,	 this	 effort	 bringing
about	 a	 sharp	move	 to	 a	 position	well	 above	 poverty.	Having	multiple	 earners	 in	 a
family	is	one	way	of	achieving	this.
	
That	 is,	 there	 is	 no	 better	 cure	 for	 poverty	 than	 family	 income,	 especially	 family
income	earned	on	a	job.
	
There	 is	 a	 need	 for	 us	 to	 envisage	 what	 a	 tight-full-employment	 economy	 in	 the
United	States	would	 look	 like.	Many	adjustments	might	be	needed.	For	example,	 if
we	know	that	we	can	generate	as	many	jobs	as	there	are	workers	seeking	work,	then
those	 programs,	 many	 of	 which	 are	 legacies	 of	 the	 Great	 Depression,	 designed	 to
control	 the	 size	 of	 the	 labor	 force	 can	 be	 eliminated.	 In	 fact,	 the	 combination	 of	 a
commitment	to	tight	full	employment	and	the	view	that	income	earned	on	a	job	is	best
indicates	that	programs	to	expand	the	labor	force	are	in	order.

	
Serious	research	on	the	attributes	of	tight	full	employment	should	be	undertaken,	not
only	because	it	is	a	weapon	in	the	War	on	Poverty,	but	also	because	it	certainly	is	one
of	the	attributes	of	any	Great	Society.	In	this	section	only	three	attributes	of	tight	full
employment	will	be	taken	up:



1.	The	size	of	tight	full	employment	GNP	in	1965
2.	The	effect	of	tight	full	employment	on	relative	wages
3.	The	effect	of	the	transition	to	tight	full	employment	on	the	price	level

The	 “interim”	 employment	 goal	 set	 four	 long	 years	 ago	 by	 the	 Heller	 Council	 of
Economic	 Advisers	 and	 reaffirmed	 by	 the	 Ackley	 Council	 this	 year	 is	 a	 4	 percent
unemployment	rate.	On	the	basis	of	Swedish	and	other	European	experience,	this	is	a
very	 slack	 employment	 goal.	 Even	 if	 we	 allow	 for	 considerably	 greater	 voluntary
mobility	and	random	industrial	changes	 in	 the	United	States	 than	prevail	 in	Europe,
the	Swedish	equivalent	unemployment	rate	in	the	United	States	might	be	a	measured
2.5	 percent	 unemployment	 rate	 (Table	 1.1).	 As	 an	 interim	 definition	 of	 tight	 full
employment,	 I	 shall	 use	 a	 2.5	 percent	 unemployment	 rate.	 This	 is	 lower	 than	 the
measured	annual	rate	for	any	year	since	World	War	II.

	



	



	
The	 Council	 of	 Economic	 Advisers,	 which	 has	 been	 congratulating	 itself	 for	 the
performance	 of	 the	 economy	 in	 1964,	 admits	 that	 even	 with	 its	 slack	 4	 percent
definition	of	full	employment,	the	gap	between	the	potential	and	actual	gross	national
product	was	$27	billion	in	1964.
	
What	would	GNP	be	in	a	tight-full-employment	United	States	in	1965?	The	forecast
GNP	 is	 $660	 billion,	 but	 the	 Council	 does	 not	 expect	 any	 reduction	 in	 the
unemployment	rate.	Okun’s	rule	of	thumb	is	that	for	every	1	percentage	point	decline
in	the	measured	unemployment	rate	there	is	roughly	a	3	percent	increase	in	measured
GNP	(Okun	1962).	If	we	apply	his	rule	to	the	difference	between	5.2	percent	and	2.5
percent	unemployment	rates,	we	get	a	gap	of	$53	billion.	If	we	modify	Okun’s	rule	so
that	 it	holds	only	 for	unemployment	 rates	down	 to	4	percent,	 after	which	 there	 is	 a
one-one	relation	between	percentage	point	declines	in	the	unemployment	rate	and	the
percentage	 increase	 in	 GNP,	 we	 get	 a	 gap	 of	 $34	 billion.	 No	 matter	 how	 it	 is
estimated,	the	gap	is	much	larger	than	the	$11	to	$12	billion	which	has	been	used	as
the	amount	it	would	take	to	raise	the	incomes	of	all	those	now	living	in	poverty	above
the	poverty	line.
	
The	pattern	of	relative	wages	in	the	United	States	reflects	the	past	of	the	economy	and
present	institutions	as	well	as	present	labor	market	conditions.	It	is	important	to	recall
that	 relative	 wages	 are	 related	 to	 relative	 value	 productivities,	 and	 there	 is	 an
interrelation	between	relative	wages	and	relative	prices.
	
The	general	 rule	 seems	 to	 be	 that	 during	periods	 of	 extreme	 labor	market	 tightness
wage	 differentials	 narrow,	 and	 that	 during	 periods	 of	 slack	 they	 increase.1	 The
widening	of	the	differential	during	a	period	of	increasing	slack	in	the	labor	market	is
illustrated	by	the	relative	gross	average	hourly	earnings	in	the	primary	metal	industry
and	in	retail	trade.
	
Since	World	War	II,	the	ratio	of	primary	metal	to	retail	trade	hourly	earnings	has	risen
from	1.54	to	1.70.	In	1962,	average	hourly	earnings	in	retail	trade	were	$1.75,	which
is	 close	 to	 the	 $1.50	 per	 hour	 that	marks	 the	 poverty	 line.	 In	 1947,	wages	 in	 retail
trade	were	 two-thirds	of	 those	 in	 the	primary	metal	 trade.	 If	 the	same	ratio	 ruled	 in
1962,	given	primary	metal	 industry	wages	of	almost	$3.00	per	hour,	wages	 in	 retail
trade	would	have	been	about	$2.00	per	hour.	This	 is	 substantially	 farther	 above	 the



poverty	line	than	the	$1.75	per	hour	that	in	fact	prevailed.	That	is,	if	the	1947	wage
ratio	 had	 been	 maintained,	 the	 contribution	 of	 retail	 trade	 employment	 to	 poverty
would	have	been	much	smaller.
	
The	cohesiveness	of	relative	wages	and	the	importance	of	key	trade	union	contracts	in
setting	 a	 pattern	 for	wage	 increases	 depend	 upon	 the	 overall	 tightness	 in	 the	 labor
market.	 In	 particular,	 wage	 gains	 in	 industries	 with	 weak	 trade	 unions—such	 as
textiles—or	with	essentially	no	trade	unions—such	as	retail	trade—will	keep	up	with
or	 even	 improve	on	 the	bargains	 struck	 in	highly	organized	 industries	 such	 as	 steel
and	automobiles	only	if	the	labor	market	is	tight.2

	
Between	 1947	 and	 1962,	 employment	 in	 the	 primary	 metal	 industry	 fell	 by	 some
180,000,	while	 employment	 in	 retail	 trade	 rose	 by	more	 than	 1.3	million.	Over	 this
period,	 as	we	have	 seen,	 the	 ratio	of	primary	metal	wages	 to	 retail	 trade	wages	 rose
from	1.54	to	1.70;	that	is,	wages	in	primary	metals	rose	relative	to	wages	in	retail	trade,
even	though	employment	in	primary	metals	was	decreasing	while	employment	in	retail
trade	was	 increasing.	This	 indicates	 that	 it	was	supply	conditions	rather	 than	demand
conditions	 that	 affected	 relative	 wages;	 for	 if	 it	 were	 demand	 conditions,	 the	 rising
“demand”	for	labor	in	retail	trade	as	compared	with	the	primary	metal	industry	would
have	led	to	retail	wages	increasing	relative	to	primary	metal	industry.
	
Conceptually,	we	can	think	of	two	sets	of	industries—high-	and	low-wage	industries.
High-wage	 industries	 exist	 because	 the	 employers	want	 to	 be	 able	 to	 “select”	 their
workers.	 Perhaps	 they	 invest	 so	 much	 in	 training	 or	 are	 so	 vulnerable	 to	 worker
dissatisfaction	that	they	are	willing	to	pay	premium	wages	in	order	to	be	able	to	select
their	 workers	 and	 keep	 them	 happy.	 Since	 they	 award	 a	 prize	 whenever	 they	 hire,
these	high-wage	industries	have	an	infinitely	elastic	labor	supply	at	their	going	wage
(LS	in	the	diagram	on	p.	8).

	
A	simple	model	which	generates	the	observed	type	of	relative	wage	behavior	follows
(Figure	1.1).



	



	
The	 supply	 curve	 of	 labor	 to	 the	 low-wage	 industries	 is	 upward	 sloping—but	 its
position	depends	upon	the	number	of	workers	employed	by	the	high-wage	industries.
Thus,	 if	 employment	 by	 the	 high-wage	 industries	 increases,	 the	 supply	 curve	 of
workers	to	the	low-wage	industries	shifts	to	the	left;	and	if	the	high-wage	employment
decreases,	 the	 low-wage	 industry’s	 labor	 supply	 curve	 shifts	 to	 the	 right.	 If	 the
demand	curve	for	high-wage	industry	shifts	to	D1	from	D2,	the	supply	curve	of	labor
to	the	low-wage	industry	shifts	from	S2	to	S1.	As	a	result,	wages	fall	and	employment
increases	in	the	low-wage	industry.
	
If,	on	the	other	hand,	aggregate	demand	is	increased,	so	that	the	demand	for	labor	in
both	the	high-	and	low-wage	industries	rises	from	D1	to	D2,	then	the	supply	curve	in
the	low-wage	industry	also	shifts,	this	time	to	the	left	of	S2.	Total	employment	in	the
low-wage	 industry	 may	 rise	 or	 fall,	 depending	 upon	 the	 reaction	 of	 labor	 force
participation	 rates	 to	higher	wages	and	 improved	 job	availability,	but	 its	wages	will
rise,	while	wages	in	the	high-wage	industry	would	remain	constant.
	
This	“model”	of	the	labor	market	is	static.	It	ignores	the	fact	that	in	general	real	wages
will	 rise	over	 time.	We	can,	 as	 a	 first	 approximation,	 assume	 that	 in	 the	high-wage
industry	 money	 wages	 will	 rise	 at	 the	 same	 rate	 as	 labor	 productivity.	 Thus,	 in	 a
dynamic	context,	 the	 fall	 in	 low	wages,	 associated	with	 labor	market	 slack,	and	 the
rise	in	low	wages,	associated	with	labor	market	tightness,	must	be	interpreted	as	a	rise
or	fall	relative	to	wages	in	the	high-wage	industry.
	
One	of	 the	 intermediate	policy	objectives	of	 the	 antipoverty	 campaign	 should	be	 to
facilitate	the	rise	of	wages	in	low-wage	industries	while	constraining	the	rise	of	wages
in	 high-wage	 industries.	 A	 problem	 that	 arises	 in	 implementing	 such	 an	 incomes
policy	is	that	it	is	also	necessary	to	constrain	the	rate	of	increase	of	nonwage	incomes.
The	proud	boast	of	Gardner	Ackley,	chairman	of	the	Council	of	Economic	Advisers,
that	corporate	profits	after	 taxes	rose	by	18	percent	 in	1964,	shows	either	 that	some
policymakers	 are	 not	 serious	 about	 eliminating	 poverty,	 or	 a	 strange	 belief	 on	 their
part	that	poverty	has	nothing	to	do	with	income	distribution.
	
The	antipoverty	campaign	carries	an	implicit	commitment	to	a	rapid	increase	of	those
wages	 that	 are	 close	 to	 or	 below	 the	 poverty	 line.	 A	more	 rapid	 increase	 in	 these



wages	than	in	the	physical	productivity	of	the	workers	implies	a	rise	in	the	prices	of
the	products	or	services	that	use	these	workers.	For	the	measured	price	level	to	remain
constant,	 offsetting	 decreases	 in	 some	 other	 prices—the	 prices	 for	 the	 products	 of
high-wage	 industries—would	 have	 to	 take	 place.	 That	 is,	 for	 price-level	 stability,
wages	 in	 high-wage	 industries	would	 have	 to	 rise	 by	 less	 than	 the	 increases	 in	 the
productivity	of	their	workers,	and	management	in	these	often	oligopolistic	industries
would	have	to	pass	this	decline	in	unit	costs	on	to	their	customers.
	
The	 existence	 of	 nonlabor	 costs	 and	 incomes	makes	 the	 programming	 of	 declining
prices	 when	 wages	 rise	 less	 than	 labor	 productivity	 difficult.	 Assume	 that	 the
productivity	 of	 labor	 increases	 in	 our	 high-wage	 industries,	 but	 wages	 are	 kept
constant.	Let	us	also	assume	that	this	is	a	truly	disembodied	increase	in	productivity:
no	increase	in	the	capital	stock	or	visible	change	in	technique	occurred.	If	prices	per
unit	fell	by	the	same	percentage	as	did	wages	per	unit,	then	gross	profits	per	unit	of
output	would	also	fall	by	the	same	ratio.	However,	the	capital	value	of	the	firm	and	its
ability	 to	meet	contractual	financial	commitments	depends	not	upon	the	mark-up	on
wages,	 but	 rather	 on	 the	 flow	 of	 gross	 profits	 after	 taxes.	 Only	 if	 the	 elasticity	 of
demand	for	the	product	is	equal	to	or	greater	than	one	will	such	a	fall	in	relative	prices
lead	 to	 a	gross	profit	 flow	 that	 is	 large	 enough	 to	maintain	 capital	 values	 and	meet
financial	commitments.
	
As	 firms	 tend	 to	 be	 risk	 averters,	 the	 usual	 assumption	 they	 will	 make	 is	 that	 the
demand	 for	 their	 output	 is	 inelastic.	 They	 will	 attempt	 to	 cut	 prices	 by	 a	 smaller
percentage	than	the	fall	in	their	labor	costs,	thereby	raising	profit	margins.	Given	the
deviations	from	competitive	conditions	that	exist	in	much	of	our	economy,	they	will
succeed	in	this	effort.	Thus,	the	distribution	of	income	between	profits	and	wages	will
shift	 to	profits.	This	 is	not	desirable	both	on	policy	and	aggregate	demand	grounds,
and	given	the	generally	strong	position	of	trade	unions	in	high-wage	industries,	 it	 is
also	not	stable.
	
The	outcome	we	can	hope	for	with	tight	full	employment	and	a	commitment	for	low
wages	 to	 rise	 more	 rapidly	 than	 high	 wages,	 is	 for	 high	 wages	 to	 follow	 some
productivity	guideline.	As	a	result,	prices	of	the	products	of	the	high-wage	industries
will	 not	 fall,	 and	 prices	 of	 the	 products	 of	 the	 low-wage	 industries	 will	 rise.	 The
transfer	of	a	larger	proportion	of	the	overall	productivity	gains	to	the	workers	in	the
low-wage	industries	will	take	place	by	way	of	rising	relative	prices	for	the	output	of
the	low-wage	industries.



	
We	can	 look	 at	 the	 effect	 of	 relative	wage	 changes	 in	 another	way.	The	 high-wage
worker	 and	 other	 affluent	 citizens	 have	 been	 subsidized,	 by	 way	 of	 low	 product
prices,	by	 the	poor.	 If	 the	poverty	campaign	results	 in	 tight	 full	employment,	 it	will
lead	to	a	cost-push	inflation;	for	the	removal	of	the	subsidy	will	lead	to	a	rise	in	the
measured	price	level.
	
This	 inflation	 is	 a	 phenomenon	 of	 the	 transition	 from	 a	 slack-	 to	 a	 tight-full-
employment	 economy.	 Once	 a	 tight-full-employment	 economy	 is	 generated	 and
sustained,	 this	 source	 of	 inflationary	 pressure	 will	 cease.	 (Whether	 or	 not	 there	 is
inflationary	 pressure	 in	 a	 sustained	 tight	 labor	market	will	 be	 discussed	 in	 the	 next
section.)	Given	 the	 highly	 emotional	 and	 thus	 irrational	 opposition	 to	 inflation	 that
exists,	those	committed	to	the	elimination	of	poverty	in	America	will	have	to	prepare
to	hold	to	their	objectives	while	this	transitional	inflation	occurs.
	
Incidentally,	 the	 position	 that	 the	Administration	 (as	well	 as	many	 economists)	 has
been	 taking—that	 the	 likelihood	 that	 inflation	 will	 occur	 increases	 as	 the
unemployment	 rate	gets	 to	or	 below	4	percent3—is	 in	 the	nature	 of	 a	 self-fulfilling
prophesy.	By	repeatedly	stating	this	view,	they	are	“brainwashing”	business	and	labor
into	believing	that	inflation	is	unavoidable	at	low	unemployment	rates.	If	business	and
labor	begin	to	act	as	 if	 inflation	will	 take	place	once	unemployment	rates	are	down,
then	inflation	will	take	place.
	
Part	 of	 the	 task	 of	 those	 committed	 to	 the	 success	 of	 the	 War	 on	 Poverty	 is	 to
enlighten	 all	 concerned	 that	 the	 rectification	 of	 relative	wages—which	 is	 necessary
for	the	success	of	the	war—will	be	accompanied	by	a	rise	in	the	measured	price	level.
This	 inflation	 is	 quite	 a	 different	 kettle	 of	 fish	 from	 an	 inflation	 which	 either
maintains	or	perversely	changes	relative	wages.
	
Our	slogan	must	be:	not	all	inflations	are	bad!
	
Barriers	to	Using	Aggregate	Demand	as	an	Antipoverty	Measure
There	 is	 no	 doubt	 that	 the	 expected	 aggregate	 demand	 for	 1965	 is	 insufficient	 to
generate	 tight	 full	 employment.	 A	 tight-full-employment	 GNP	 would	 be	 in	 the
neighborhood	of	 $700	 	 billion.	The	Council	 of	Economic	Advisers	 forecast	 a	GNP
and	thus	an	aggregate	demand	of	$660	billion	for	1965.	They	also	predicted	that	no



appreciable	reduction	in	unemployment	rates	would	be	achieved.	The	estimated	$660
billion	GNP	is	below	the	slack-employment	definition	of	capacity	the	Council	uses.	A
minimal	aggregate	demand	policy	for	1965	consistent	with	the	objectives	of	the	war
against	poverty	is	to	use	monetary	and	fiscal	policy	to	raise	demand	to	at	least	the	4
percent	unemployment	capacity	level,	if	not	the	tight-full-employment	capacity	level.
	
Three	 purported	 barriers	 to	 the	 effectiveness	 of	 measures	 to	 increase	 aggregate
demand	 in	 the	 War	 on	 Poverty	 will	 be	 discussed.	 One	 is	 that	 labor	 and	 product
markets	will	 operate	 so	 that	 an	 increase	 in	 aggregate	 demand	will	 be	 dissipated	 in
price	increases.	The	second	barrier	is	that	urban	white	non-aged	poor	families	are	in
the	“tail”	of	 the	 income	distribution,	 so	 that	an	upward	shift	of	median	 income	will
not	 appreciably	 reduce	 the	 proportion	 living	 in	 poverty.	 The	 third	 is	 that	 a	 rise	 in
income,	 with	 or	 without	 an	 accompanying	 rise	 in	 prices,	 will	 quickly	 bring	 on	 a
balance	of	payments	crisis.
	
These	 three	 barriers	 are	 quite	 different.	 The	 first	 two	 are	 based	 upon	 technical
characteristics	 of	 the	 economy;	 the	 third,	 the	 balance	 of	 payments	 barrier,	 is	 based
upon	 legislated	 institutions	 and	 a	 policy	 objective.	 The	 dissipation	 via	 inflation
argument	 depends	 upon	 assumptions	 as	 to	 the	 nature	 of	 labor	 demand	 and	 labor
supply.	The	income	distribution	argument	follows	from	an	assumption	that	a	move	to
tight	 full	 employment	 is	 equivalent	 to	 growth	 at	 full	 employment	 insofar	 as	 the
distribution	of	income	is	concerned.	These	two	arguments	lead	to	the	propositions	that
further	increases	in	demand	will	merely	result	in	inflation	and	in	improving	the	lot	of
the	already	well-to-do.
	
As	will	be	indicated	below,	it	is	not	certain	that	these	two	barriers	exist.	Thus,	they	do
not	 constitute	 a	 good	 reason	 for	 failing	 to	 take	 additional	 measures	 to	 increase
aggregate	demand,	 such	as	measures	 to	ease	 the	money	market	or	an	additional	 tax
cut.	Such	programs	should	be	adopted	even	though	it	can	be	shown	that	they	would
not	 be	 as	 effective	 in	 eliminating	 poverty	 as	 a	 correctly	 distributed	 increase	 in
spending.	However,	 they	can	be	put	 into	operation	more	quickly	and	thus	should	be
used.	If	these	technical	barriers	do	exist,	then	the	only	cost	of	the	experiment	would
be	a	once-and-for-all	increase	in	the	price	level.
	
However,	there	is	a	real	barrier	to	such	an	experiment	with	aggregate	demand.	It	is	the
impact	 not	 only	 on	 our	 balance	 of	 payments,	 but	 also	 on	 our	 position	 as	 an
international	banker.	Monetary	 ease	 as	 a	means	of	 expanding	our	 economy	 is	 ruled



out	 by	 the	 need	 to	 keep	 foreign	 (and	 domestic)	 short-term	 deposits	 in	 the	 United
States.	Since	convertibility	of	European	currencies	has	been	achieved,	the	location	of
certain	deposits	is	sensitive	to	covered	interest	rate	differentials.	Thus,	the	active	use
of	monetary	 policy	 to	 expand	 demand	 is	 constrained	 by	 the	 banking	 aspect	 of	 our
balance	of	payments	problem.	Under	present	arrangements,	 the	monetary	authorities
must	 see	 to	 it	 that	 United	 States	 short-term	 interest	 rates	 are	 high	 enough	 to	 keep
short-term	balances—foreign	as	well	as	domestic—in	the	United	States.
	
Thus	the	only	really	available	devices	for	expanding	aggregate	demand	are	fiscal.
	
Underlying	the	Council	of	Economic	Advisers’	commitment	to	a	4	percent	“interim”
unemployment	goal	is	a	belief	that	the	“Phillips	curve”	for	the	United	States	is	such
that	 rapidly	 rising	 wages	 and	 prices	 occur	 whenever	 United	 States	 measured
unemployment	 is	 below	 4	 percent.4	 That	 demand	 increases	 are	 dissipated	 by	 price
increases	 when	 unemployment	 is	 below	 4	 percent	 is	 not	 a	 well-substantiated
argument.	 In	 the	 first	 place,	 the	 only	 type	 of	 tight	 labor	market	 that	 has	 ever	 been
observed	in	the	United	States	is	the	transitional	type.	We	move	to	tightness	and	back
away.	 We	 have	 never	 observed	 the	 results	 of	 moving	 to	 a	 tight	 labor	 market	 and
staying	 there.	 The	 evidence	 from	World	 War	 II	 is	 not	 relevant;	 for	 unconstrained
demand	was	 far	 greater	 than	 potential	 supply,	 and,	 of	 course,	 great	 premiums	were
being	paid	to	achieve	desired	labor	mobility.
	
The	evidence	from	Europe	should	be	examined	from	the	point	of	view	of	what	labor
market	institutions	would	be	needed	in	order	to	constrain	inflationary	pressures	under
conditions	 of	 tight	 full	 employment	 where	 the	 condition	 is	 expected	 to	 persist.	 It
seems	as	if	even	in	Sweden	there	still	is	a	wage	rate–unemployment	relation	similar	to
the	Phillips	curve,	although,	of	course,	the	Swedish	government	does	not	use	this	type
of	inflation	as	an	excuse	for	not	maintaining	tight	labor	markets.
	
The	argument	that	tight	full	employment	cannot	be	achieved	by	measures	to	increase
demand	is	a	structuralist	argument.	For	the	standard	income	determination	models,	it
is	assumed	that	 labor	 is	homogeneous	and	fluid.	 In	such	models,	as	 long	as	 there	 is
any	unemployment,	the	labor	supply	to	any	and	all	occupations	is	infinitely	elastic	at
the	 same	 going	wage	 rate.	 It	 does	 not	matter	 how	 demand	 is	 increased:	 no	matter
where	or	what	kind	of	 initial	 impact	occurs	 and	no	matter	what	 the	pattern	of	 final
output	may	be,	the	employment	and	wage	effects	are	the	same.
	



Obviously,	labor	is	not	homogeneous	and	fluid.	The	gestation	period	of	a	worker	with
particular	skills	 in	a	particular	place	may	be	quite	time	consuming	and	the	gestation
process	quite	costly.	At	every	date	there	is	a	need	not	only	to	generate	the	right	kinds
of	labor,	but	also	to	make	do	with	the	available	labor	force.	In	theory,	slight	changes
in	 relative	 supply	 prices	 of	 the	 various	 kinds,	 or	 qualities,	 of	 labor	 could	 lead	 to	 a
considerable	 amount	 of	 substitution	 in	 production;	 that	 is,	 in	 making	 do.	 Such
substitution	 in	 production	 would	 tend	 to	 narrow	 wage	 differentials.	 However,	 for
many	outputs	the	technical	possibilities	of	substitution	are	limited.
	
Since	 labor	 is	actually	heterogeneous	and	viscous,	 the	efficacy	of	different	demand-
generating	instruments	in	raising	employment	depends	upon	where	the	initial	change
in	final	demand	takes	place,	what	the	immediate	derived	demands	are,	and	what	the
ultimate	change	in	final	demand	is.	In	addition,	it	does	not	pay	to	train	workers	unless
it	is	felt	that	the	demand	for	a	particular	type	of	trained	labor	will	be	sustained.	Thus,
the	expected	length	of	time	for	which	labor	markets	will	be	tight	is	a	determinant	of
the	extent	to	which	labor	will	be	trained	to	conform	to	the	pattern	of	demand.
	
The	standard	 theory	of	aggregate	demand	generation	glosses	over	 the	differences	 in
effect	 of	 the	 various	 demand-generating	 policy	 actions.	 Monetary	 ease,	 increased
spending,	 and	 decreased	 taxes	 are	 perfect	 substitutes	 insofar	 as	 their	 effects	 upon
GNP,	employment,	and	prices	are	concerned.	A	conventional	argument	 is	 that	 fiscal
ease	can	be	used	to	offset	the	effects	of	tight	money;	and	seemingly,	tax	reductions	are
perfect	substitutes	for	spending	programs.	But	this,	in	fact,	is	not	so.
	
All	of	 the	policy	 instruments	have	“what	kind”	as	well	as	“how	much”	dimensions.
Proper	 attention	 to	 the	 “what	kind”	 is	necessary	 in	using	monetary-fiscal	measures,
and	the	“what	kind”	should	be	determined	in	the	light	of	the	contribution	it	makes	to
the	war	against	poverty.
	
As	was	mentioned	earlier,	the	use	of	expansionary	monetary	policy	is	constrained	by
the	 international	position	of	 the	dollar.	Thus,	we	need	not	discuss	 it,	 except	 to	note
that	the	path	from	monetary	ease	to	aggregate	demand	is	not	particularly	favorable	for
the	War	on	Poverty.
	
The	 Administration	 emphasized	 tax	 reductions	 in	 its	 expansionary	 fiscal	 policy	 of
1964	and	again	in	1965.	From	the	perspective	of	the	war	against	poverty,	this	is	a	poor
choice.	The	initial	impact	of	tax	reductions	is	through	the	increased	spending	power



of	those	with	incomes.	The	present	poor	are	not	direct	beneficiaries;	they	benefit	only
to	the	extent	that	jobs	are	created,	by	way	of	the	spending	of	the	affluent,	that	they	can
get.	 Given	 the	 regional	 and	 ethnic	 concentration	 of	 poverty	 and	 income,	 the
immediate	demand	 for	 labor	 resulting	 from	 the	spending	by	 the	beneficiaries	of	 the
tax	cut	will	have	only	a	small	component	of	demand	for	 the	services	of	 the	present
poor.	 From	 the	 point	 of	 view	 of	 the	 poverty	 campaign,	 it	matters	where	 the	 initial
spending	 takes	 place.	 The	 “trickle	 down	 upon	 them”	 approach	 of	 tax	 cuts	 is	 not
efficient;	Harlem	is	not	Scarsdale.
	
In	 order	 to	 use	 expansionary	 monetary	 and	 fiscal	 policy	 in	 an	 efficient	 program
against	poverty,	it	is	necessary	to	recognize	the	heterogeneity	and	the	viscosity	of	the
labor	force.	This	means	that	the	emphasis	should	be	upon	the	spending	side	of	fiscal
policy,	 and	 an	 object	 of	 the	 spending	 should	 be	 to	 have	 the	 largest	 primary	 and
secondary	 impact	 upon	 the	 present	 poor.	 Thus,	 spending	 should	 be	 directed	 at	 the
communities	with	 low	 incomes,	 and	 the	 spending	 programs	 should	 directly	 employ
the	low-income	worker.
	
If	we	look	at	the	pattern	of	increases	in	government	spending	in	the	postwar	period,	it
has	 been	 biased	 against	 the	 poor.	 The	 most	 rapidly	 growing	 sector	 of	 federal
government	 spending	 has	 been	 upon	 research	 and	 development,	 which	 has	 been
growing	at	the	rate	of	20	percent	per	year.	This	has	biased	labor	demand	toward	the
highly	educated	and	well	trained.	Another	rapidly	growing	sector	of	final	demand	has
been	in	education.	The	number	of	 teachers	 increased	by	48	percent	 in	the	decade	of
the	1950s,	while	the	labor	force	grew	by	14	percent.	These	policy-determined	changes
in	the	composition	of	final	demand	help	to	explain	why	the	belief	has	grown	that	from
now	 on	 job	 markets	 necessarily	 will	 be	 biased	 to	 the	 highly	 trained.	 A	 different
emphasis	in	final	government	demand	would	have	changed	the	trends	in	employment.
After	 all,	 during	 the	 Great	 Depression	 the	 lament	 was,	 “I	 used	 to	 be	 on	 the	 daisy
chain,	but	now	I	am	a	chain	store	daisy.”
	
That	is,	there	is	nothing	sacred	about	the	pattern	of	demand	for	labor.
	
As	a	result	of	economic	growth,	the	median	family	income	of	nonfarm	white	families
whose	head	was	aged	 less	 than	65	years	had	 increased	 to	$6,582	by	1960,	and	 less
than	 10	 percent	 of	 this	 group	 had	 incomes	 in	 the	 poverty	 range.	 Even	 though	 the
incidence	of	poverty	 in	 this	class	 is	 small,	 it	 is	a	 large	group	and	contains	 some	30
percent	 of	 all	 the	 poor.	 Locke	 Anderson	 advances	 the	 argument	 that	 for	 this	 large



group	 of	 the	 poor,	 further	 increases	 in	 overall	 income,	 resulting	 from	 economic
growth,	will	not	appreciably	decrease	the	incidence	of	poverty	(Anderson	1964).	He
based	 his	 argument	 on	 the	 fact	 that,	 in	 terms	 of	 the	 distribution	 of	 income,	 these
present	poor	are	in	the	long	attenuated	tail	of	the	income	distribution.	An	upward	shift
of	the	entire	distribution	will	not	draw	a	large	number	of	these	poor	across	the	poverty
line.
	
However,	 there	 is	 a	 difference	 between	 the	 growth	 of	 income	 that	 occurs	 in	 a
persistently	slack	labor	market,	such	as	we	have	had	in	the	recent	past,	and	the	shift
from	a	slack-	to	a	tight-full-employment	economy.	There	is	no	necessity	for	a	tight-
full-employment	 economy	 to	 grow	 any	 faster	 than	 a	 slack	 economy.	 The	 emphasis
upon	 growth	 of	 the	 Heller	 era	 (which	 is	 persisting	 now	 that	 Gardner	 Ackley	 is
chairman	 of	 the	 Council	 of	 Economic	 Advisers)	 was	 a	mistake.	What	 needs	 to	 be
emphasized	is	that	the	shift	from	a	slack-	to	a	tight-full-employment	economy	would
be	accompanied	by	a	once-and-for-all	 jump	 in	GNP	and	a	change	 in	 relative	wages
favoring	 the	 low-wage	 industries.	 That	 is,	 the	 increase	 in	 average	 income	 which
would	occur	during	 this	period	would	be	of	such	a	nature	as	 to	reduce	substantially
the	 lower	 tail	 of	 the	 income	 distribution.	 Thus,	 the	 shift	 to	 tight	 full	 employment
would	 lead	 to	 a	marked	 reduction	 in	 poverty.	 This	would	 be	 followed	 by	 a	 further
slow	decrease	in	poverty	under	conditions	of	continued	growth	with	the	new	income
distribution.
	
This	can	be	illustrated	by	referring	again	to	the	argument	about	the	relative	wages	of
primary	metal	workers	and	retail	trade	workers.	In	1962,	the	average	hourly	wage	of
primary	metal	workers	was	 approximately	 $3.00,	 and	 retail	 trade	workers	 averaged
$1.75	 per	 hour;	 that	 is,	 the	median	 annual	 income	was	 roughly	 $6,000	 in	 primary
metals,	 and	 approximately	$3,500	 in	 retail	 trade.	Given	 this	median	 income,	 a	very
small	percentage	of	 the	primary	metal	 industry	workers	would	be	likely	to	earn	less
than	 $3,000	 per	 year,	 whereas	 a	 substantially	 greater	 percentage	 of	 the	 workers	 in
retail	 trade	 would	 fall	 below	 the	 same	 poverty	 line.	 The	 change	 in	 relative	 wages
which	would	occur	in	a	tight	labor	market	would	increase	the	average	annual	income
of	retail	trade	workers	relative	to	that	of	primary	metal	workers	and	markedly	reduce
the	percentage	of	 retail	 trade	workers	with	 incomes	below	 the	 poverty	 line.	On	 the
other	 hand,	 an	 increase	 of,	 let	 us	 say,	 $500	 in	 annual	 incomes	 of	 primary	 metal
workers	would	not	markedly	change	the	number	lying	below	the	poverty	line.
	
In	 addition,	 if	 the	high	aggregate	demand	 resulted	 in	 shifting	workers	 from	 low-	 to
high-wage	industries,	then	the	incidence	of	poverty	would	be	markedly	reduced;	i.e.,



the	relative	weights	of	the	different	occupations	and	industries	in	the	determination	of
the	 overall	 income	 distribution	would	 change	 as	 tight	 full	 employment	 became	 the
way	of	life.
	
Thus	there	is	no	real	conflict	between	the	proposition	that	tight	full	employment	will
lower	poverty	markedly	and	the	proposition	that	further	growth	of	capacity	GNP	will
not	quickly	reduce	poverty.
	
Fundamentally,	 tight	 full	 employment	 is	 inconsistent	 with	 the	 Administration’s
balance	 of	 payments	 objectives.	 An	 international	 monetary	 system	 with	 fixed
exchange	rates	based	upon	the	dollar	is	incompatible	with	tight	full	employment	and
the	 rapid	 elimination	 of	 poverty	 in	 the	United	 States.	 If,	 for	 example,	 the	marginal
propensity	 to	 import	 equals	 the	 average	 propensity	 when	 imports	 are	 4	 percent	 of
GNP,	then	a	GNP	$50	billion	larger	than	that	achieved	in	1964	would	have	resulted	in
additional	 imports	 of	 about	 $2	 billion.	 Moreover,	 the	 move	 to	 tight	 labor	 markets
would	entail	a	rise	in	prices,	which	would	further	affect	 the	balance	of	payments.	A
balance	of	 payments	 deficit	 of	 $5	billion	 in	 any	one	year	 tends	 to	generate	 a	 flight
from	 the	 dollar,	 and	 a	 tight-full-employment	 economy	would	 tend	 to	 create	 such	 a
deficit.
	
To	a	considerable	extent,	ever	since	1958	the	needs	of	the	dollar	standard	have	acted
as	a	constraint	upon	domestic	income.	We	have	not	had	tight	labor	markets	because	of
the	 peculiar	 bind	 that	 the	 dollar	 is	 in	 internationally.	 It	 is	 apparently	 appropriate	 to
allude	to	William	Jennings	Bryan	by	saying	that,	in	part,	the	cross	that	the	American
poor	bear	is	made	of	gold.
	
A	Program	against	Poverty
The	 reason	we	 need	 to	 understand	 the	 barriers	 to	 pursuing	 a	 tight-full-employment
policy	is	to	enable	us	to	design	efficient	policy	strategies	to	overcome	these	barriers—
not	to	enable	us	to	shrug	our	shoulders	and	prepare	excuses	for	failure.	In	this	section
some	suggestions	will	be	made	as	to	how	the	federal	government’s	tax,	spending,	and
monetary	controls	can	be	used	to	generate	tight	full	employment,	although,	obviously,
it	will	not	be	possible	to	include	a	complete	catalogue	of	what	should	be	considered.
	
The	solution	to	the	gold	standard	barrier	is	simple:	get	rid	of	the	gold	standard.	If,	for
some	 subtle	 reasons	 understood	 only	 by	 bankers,	 the	Department	 of	 State,	 and	 the



Treasury,	we	cannot	do	this,	then	we	can	buy	economic	breathing	room	by	raising	the
price	 of	 gold.	 An	 even	 better	 move	would	 be	 to	 announce	 once	 and	 for	 all	 that	 a
“dollar	is	a	dollar,”	that	the	US	Treasury	will	sell	gold	as	long	as	it	has	any,	but	it	will
no	longer	buy	gold.	Within	a	very	short	time	an	international	monetary	system	rooted
firmly	in	the	dollar’s	ability	to	command	goods	and	services	in	the	US	would	arise—
and	we	would	be	able	to	proceed	to	build	the	Great	Society	at	home.
	
To	 the	 extent	 that	 we	 continue	 to	 try	 to	 live	 with	 the	 gold	 standard,	 expansionary
monetary	policy	is	not	available	as	a	weapon	to	achieve	tight	full	employment.	In	fact,
monetary	constraint	might	have	to	be	increased	as	income	increases	to	compensate,	as
far	as	the	balance	of	payments	is	concerned,	for	the	greater	volume	of	imports	which
accompanies	the	higher	GNP.5

	
On	 the	 other	 hand,	 the	 argument	 that	 more	 rapid	 expansion	 will	 not	 improve	 the
relative	position	of	the	poor	is	not	a	real	barrier	to	more	vigorous	monetary	and	fiscal
measures;	 it	 just	asserts	 that	 it	will	not	be	effective.	The	answer	 to	 this	objection	 is
“Let	us	try	tight	full	employment	and	see	what	happens.”
	
The	 function	 of	 intervention	 in	 a	 free	 enterprise	 economy	 is	 to	make	 the	 economy
behave	so	as	to	achieve	the	best	of	attainable	situations.	“Best”	often	implies	a	choice,
or	at	 least	a	 trade-off,	among	objectives.	The	war	against	poverty	as	a	“new”	policy
objective	implies	that	the	relative	weights	given	to	other	policy	objectives	need	to	be
reconsidered.	 In	particular,	 the	war	against	poverty	requires	both	a	definition	of	 full
employment	as	tight	full	employment	and	the	inclusion	of	a	relative	wage	or	relative
income	policy	objective	in	the	set	of	policy	goals.
	
Economic	theory	asserts	that	no	appreciable	inflation	will	occur	until	aggregate	labor
demand	exceeds	aggregate	labor	supply—the	homogeneity	and	fluidity	of	labor	will
guarantee	this	result.	However,	labor	is	not	homogeneous	and	fluid,	and,	in	addition,
effective	production	functions	seem	to	be	such	that	marked	substitution	among	types
of	labor	does	not	take	place	in	response	to	small	wage	differentials.	Thus,	economic
policy	 should	 devise	 interventions	 that	 make	 labor	 more	 homogeneous	 and	 that
generate	demand	for	the	unemployed,	relatively	low-wage	workers.
	
The	 emphasis	 upon	 job	 training,	 labor	 relocation,	 and	 other	 similar	 programs	 is
intended	to	make	labor	more	homogeneous.	However,	there	are	limits	to	the	capacity
of	 such	 programs	 to	 transform	particular	 types	 of	 labor	which	 are	 in	 excess	 supply



into	 the	 types	 that	 are	 in	 excess	 demand.	 Thus,	 as	 excess	 demand	 appears	 for
particular	 classes	 of	 labor,	 further	 expansion	 of	 demand	 for	 labor	 should	 be
concentrated	 on	 other	 types	 of	 labor.	 Once	 generalized	 excess	 supply	 of	 labor
disappears,	the	choice	between	tax	cuts	and	government	spending	as	alternative	fiscal
stimuli	becomes	important.	Whereas	the	ability	to	stimulate	the	demand	for	particular
types	 of	 labor	 by	way	 of	 generalized	 tax	 cuts	 is	 limited,	 the	 ability	 to	 tailor-make
government	 spending	 to	 conform	 to	 the	particular	 excess	 supplies	 is	 not	 limited.	 In
other	 words,	 although	 tax	 cuts	 and	 spending	 are	 largely	 equivalent	 in	 stimulating
recovery	 from	 a	 depression,	 they	 are	 not	 fully	 equivalent	 in	 generating	 full
employment	during	a	period	when	a	substantial	amount	of	unemployment	is	the	result
of	structural	changes.
	
Along	 with	 job	 training	 and	 labor	 relocation	 policies,	 programs	 to	 encourage	 the
substitution	 of	 labor	 that	 is	 now	 in	 excess	 supply	 for	 labor	 now	 in	 excess	 demand
should	also	be	undertaken.	Aside	from	industry	relocation,	such	programs	might	very
well	 take	 the	 form	of	breaking	complex	 jobs	down	 into	 simpler	 jobs—for	example,
using	park	patrolmen	as	supplements	to	completely	trained	police.	If	we	ever	do	get
an	urban	extension	service	(comparable	to	the	agricultural	extension	service),	one	of
its	tasks	might	be	to	look	at	an	area’s	demand	and	supply	of	labor	to	determine	how
complex	jobs	might	be	divided	into	jobs	within	the	grasp	of	the	existing	unemployed.
	
Dynamic	 economics	 is	 primarily	 concerned	with	 differential	 reaction	 and	 gestation
periods.	We	are	learning	that	what	happens	to	a	child	between	the	ages	of	three	to	five
is	 of	 vital	 importance	 in	 determining	 the	 capabilities	 of	 the	 adult.	 Thus,	 preschool
training	 is	 necessary	 to	break	 the	vicious	 circle	of	 poverty.	But	 if	 this	 view	 is	 true,
then	it	takes	18	to	20	years	to	realize	the	benefits	from	such	programs.	Similarly,	we
cannot	 stimulate	 the	 demand	 for	 labor	 of	 a	 20-year-old	 high	 school	 dropout	 by
increasing	 appropriations	 for	 the	 National	 Institutes	 of	 Health,	 the	 Atomic	 Energy
Commission,	 space	programs,	 and	 the	 like.	Programs	must	 be	designed	which	hold
out	a	promise	of	a	useful	and	productive	life	for	our	high	school	dropouts.
	
Spending	 programs	 aimed	 at	 directly	 employing	 those	 in	 the	 labor	market	who	 are
poor,	 and	 opening	 up	 job	 opportunities	 for	 second	 earners	 in	 the	 families	 of	 the
present	 poor,	 would	 have	 a	 strong	 impact	 upon	 poverty.	 Only	 in	 the	 second	 and
subsequent	 rounds	of	 spending	 following	 the	original	 round	will	 there	be	a	demand
for	other	kinds	of	labor,	and,	as	indicated	earlier,	primary	jobs	for	residents	of	Harlem
will	generate	retail	and	service	jobs	in	Harlem.	The	present	poor	are	more	likely	to	get
such	jobs	than	they	are	to	get	similar	jobs	in	the	suburbs.



	
The	New	Deal,	with	 its	WPA,	NYA,	 and	CCC

[‡]
,	 took	workers	 as	 they	were,	 and

generated	jobs	for	them.	Sweden	today	generates	public	works	jobs	for	the	seasonally
unemployed	 in	 its	 north	 country.	 We	 could	 easily	 do	 the	 same	 in	 areas	 such	 as
northern	Wisconsin	and	Michigan,	and	for	poor	farm	families	throughout	the	country.
The	resurrection	of	WPA	and	allied	projects	should	be	a	major	weapon	of	the	War	on
Poverty.
	
Note	that	the	WPA	was	a	labor-intensive	approach	to	unemployment,	and	it	did	tailor-
make	 its	 projects	 to	 the	 capabilities	 of	 the	 available	 labor.	 There	 was	 another
expansionary	 spending	 approach	 during	 the	 depression—PWA	 were	 its	 “initials”
during	at	least	part	of	its	life—which	went	in	for	massive	public	works.	Public	works
are	 favored	 by	 the	 trade	 union	 movement	 and	 by	 contractors	 as	 a	 solution	 to
unemployment	 programs.	 In	 the	 context	 of	 the	 war	 against	 poverty,	 programs	 of
expanding	 standard	 public	 works	 are	 inefficient;	 for	 they	 mean	 providing	 jobs	 for
already	 affluent	 workers.	 “Public	 works”	 is	 not	 much	 better	 than	 a	 tax	 cut	 as	 an
antipoverty	measure.
	
Work	should	be	made	available	to	all	who	want	work	at	the	national	minimum	wage.
This	would	 be	 a	wage	 support	 law,	 analogous	 to	 the	 price	 supports	 for	 agricultural
products.	 It	would	replace	the	minimum	wage	law;	for,	 if	work	is	available	 to	all	at
the	minimum	wage,	no	labor	will	be	available	to	private	employers	at	a	wage	lower
than	this	minimum.	That	is,	the	problem	of	coverage	of	occupations	would	disappear.
To	qualify	 for	 employment	 at	 these	 terms,	 all	 that	would	be	necessary	would	be	 to
register	at	the	local	public	employment	office.
	
Various	national	government	agencies,	as	well	as	local	and	state	government	agencies,
would	be	eligible	 to	obtain	 this	 labor.	They	would	bid	 for	 labor	by	submitting	 their
projects,	 and	 a	 local	 “evaluation”	board	would	determine	priorities	 among	projects.
Because	skilled,	technical,	and	supervisory	personnel	are	needed,	the	projects	should
be	 allowed	 to	 average	 something	 like	 $4,000	 per	 worker.	 The	 federal	 government
should	put	 in	 some	 funds	 for	materials,	but	 the	allocation	 for	materials	 should	be	a
fraction	of	the	labor	costs—let	us	say,	25	percent.
	
Not	 so	 long	 ago,	 economists	 and	other	 social	 scientists	 thought	 disarmament	was	 a
possibility.	Daniel	B.	Suits	used	the	Michigan	model	of	the	United	States	economy	to



estimate	 employment	 effects	 of	 various	 alternative	 programs.	 He	 found	 that	 if	 the
government	 used	 $1	 billion	 to	 employ	 some	 260,000	 workers—i.e.,	 a	 spending
program	concentrating	on	low-income	jobs—the	result	would	be	a	rise	of	322,000	in
employment	(Table	1.2).
	



	



	
Let	us	assume	that	there	are	some	two	million	more	unemployed	than	there	would	be
if	 we	 enjoyed	 tight	 full	 employment.	 Assume	 that	 the	 remaining	 “2.5	 percent”
unemployed	are	short-term	transitional	unemployed	who	would	not	take	advantage	of
such	 a	 program;	 standard	unemployment	 insurance	 is	 sufficient	 protection	 for	 these
unemployed.	An	expenditure	of	$7	billion	per	year,	resulting	in	direct	employment	of
1,820,000,	 on	 the	 basis	 of	 Suits’s	 estimates,	 would	 eliminate	 the	 excess
unemployment.	 However,	 with	 a	 wage	 support	 law,	 workers	 making	 below	 the
minimum	 wage—including	 many	 low-income	 farmers	 and	 people	 not	 now	 in	 the
labor	 force—would	 join	 the	 program.	 Perhaps	 a	 $10	 billion	 gross	 expenditure
employing	 some	2,600,000	workers	would	be	a	more	appropriate	 initial	 amount	 for
the	program.
	
Given	that	some	25	percent	of	the	labor	cost	would	be	available	for	material	spending,
the	 gross	 cost	 would	 be	 $12.5	 billion	 per	 year.	 This	would	 lead	 to	 a	 rise	 of	 $22.3
billion	 in	 GNP.	 Although	 it	 is	 a	 relatively	 unimportant	 consideration,	 federal	 tax
receipts	would	 rise	 by	 $3.3	 billion;	 thus,	 the	 net	 cost	 of	 such	 a	 program	would	 be
some	$9.2	billion	per	year.
	
This	path	to	tight	full	employment	generates	a	GNP	that	is	smaller	than	the	estimated
tight-full-employment	GNP	used	earlier.	This	is	so	because	these	workers	are	fed	into
the	value	of	output	at	less	than	the	median	labor	income.
	
Needed	 improvements	 of	 transfer	 and	 income	 in	 kind	 programs	 might	 cost	 an
additional	$5	billion	per	year.	Thus,	the	total	cost	of	a	meaningful	war	against	poverty
might	be	$17.5	billion	per	year.
	
Incidentally,	many	 of	 the	 proposed	 community	 development	 type	 projects	might	 fit
into	 the	 set	 of	 approved	 WPA-type	 projects.	 Certainly	 a	 directive	 to	 the	 local
evaluation	body	to	weight	such	programs	highly	would	be	in	order.
	
Once	 such	 an	 artificially	 created	 tight	 labor	 market	 existed,	 the	 pattern	 of	 excess
demands	 for	 labor	 resulting	 from	generalized	measures	 to	 expand	 aggregate	 demand
would	indicate	the	job	training	and	work	relocations	that	should	be	undertaken.	These
training	 and	 relocation	 programs	 are	 really	 valuable	 within	 a	 context	 of	 tight	 labor
markets.	Lifelong	 learning	for	all	 is	a	necessary	policy	objective	 in	our	complex	and



ever-changing	economy	and	society.	Programs	making	 this	possible	and	appealing	 to
all	should	be	 instituted.	But	 this	 is	not	solely	or	even	primarily	a	concern	of	 the	war
against	poverty.
	
In	 the	 process	 of	 achieving	 tight	 full	 employment,	 low	wages	 in	 the	 private	 sector
would	be	pushed	up,	hopefully,	more	quickly	 than	high	wages.	 (If	 this	did	not	 take
place,	 tight	full	employment	would	have	to	be	supplemented	by	an	incomes	policy.)
Under	these	conditions,	the	national	minimum	wage	could	be	raised.	If,	for	example,
$3.00	per	hour	is	the	median	gross	wage,	the	wage	support	level	could	be	raised	over
time	from	its	present	level	of	40	percent	of	the	median	wage	to	60	percent.	However,
raising	 the	 minimum	wage	 now	 is	 not	 particularly	 desirable;	 it	 is	 more	 important,
first,	to	make	the	present	minimum	wage	effective	for	all.
	
Many	workers	in	both	private	and	public	employment	are	paid	at	or	below	the	poverty
line.	Since	an	effective	antipoverty	war	would	raise	low	wages	relative	to	high	wages,
a	question	as	to	whether	the	rise	in	wages	should	be	passed	on	to	prices	is	in	order.
	
For	example,	such	workers	as	hospital	attendants	and	orderlies	require	relatively	little
skill	and	can	be	trained	easily.	They	also	tend	to	receive	incomes	close	to	the	poverty
line.	To	raise	their	incomes	and	not	raise	the	price	of	hospital	care,	the	“public”	nature
of	such	employment	should	be	recognized.	It	would	strike	a	visitor	from	Mars	as	odd
that	 in	 the	 United	 States	 the	 federal	 government	 can	 support	 the	 building	 and
equipping	 of	 hospitals,	 but	 it	 cannot	 support	 the	 pay	 of	 the	 operating	 personnel.	A
scheme	 under	 which	 the	 federal	 government	 paid	 a	 percentage	 of	 the	 wages	 of
workers	 in	 industries	 such	as	hospitals	 should	be	part	 of	our	permanent	package	of
price-	and	income-determining	measures.
	
Another	aspect	of	 the	problem	which	 I	will	 just	mention	 is	 that	people	can	become
impoverished,	 even	 though	 they	 are	 not	 poor.	A	 skilled	worker	 or	 an	 engineer,	 for
example,	 may	 lose	 a	 job	 because	 of	 technical	 or	 program	 changes.	 If	 no	 fully
equivalent	 job	 is	 available,	 this	worker	will	 suffer	 a	 capital	 loss—equivalent	 to	 the
loss	 by	 fire	 of	 an	uninsured	house.	Some	 integration	of	 programs	 to	 cope	with	 this
dynamic	 and	 high-level	 impoverishment	 into	 our	 unemployment	 compensation
system	 seems	 to	 be	 in	 order.	 Perhaps	 the	 capital	 value	 of	 such	 contract	 revisions
should	be	available	as	compensation	to	victims	of	technical	change.
	
The	 line	 between	 what	 is	 private	 and	 what	 is	 public	 is	 narrow	 and	 arbitrary.



Subsidized	employment	opportunities	 for	 the	present	poor	and	 ill-trained	are	 just	as
useful	as	subsidized	employment	opportunities	for	 the	people	 like	us	 in	conferences
such	 as	 this,	 or	 in	 government-supported	 research	 institutes.	We	 are	 rich	 enough	 to
afford	boondoggles	for	the	poor	as	well	as	the	affluent,	and	I	would	expect	the	gains
in	welfare	to	be	at	least	as	great,	per	dollar	of	expenditure.
	
To	 conclude,	 the	 way	 to	 end	 the	 biggest	 chunk	 of	 poverty	 is	 to	 generate	 jobs	 at
adequate	 incomes	 for	 the	 people	 in	 poverty.	 Some	 improvements	 in	 transfer
payments,	such	as	children’s	allowances	and	medical	care	for	all,	without	means	tests,
would	help;	but	the	basic	approach	must	be	to	provide	jobs	for	all	who	are	willing	and
able	to	work—taking	their	abilities	as	they	are.
	
Once	 tight	 full	 employment	 is	 achieved,	 the	 second	 step	 is	 to	generate	programs	 to
upgrade	workers.	I	am	afraid	that	in	the	poverty	campaign	we	have	taken	the	second
step	without	the	first,	and	perhaps	this	is	analogous	to	the	great	error-producing	sin	of
infielders—throwing	the	ball	before	you	have	it.
	
Notes
1.	A	study	which	summarizes	the	evidence	with	regard	to	the	effect	of	slack	and	tightness	is	Ulman	(1965).	The
illustrative	example	used	here	is	consistent	with	the	results	of	Ulman’s	thorough	analysis.
2.	Levinson	(1960)	supports	this	view.
3.	Kermit	Gordon,	director	of	the	Bureau	of	the	Budget,	was	cited	by	the	Wall	Street	Journal	of	February	24,	1965,
as	holding	this	view.
4.	The	“Phillips	curve”	is	a	relation	between	unemployment	and	wage	or	price	increases.	See	Phillips	(1958).	See
also	Lipsey	(1960;	1965)	and	Samuelson	and	Solow	(1960).
5.	Obviously,	all	of	the	complexities	of	the	international	monetary	problem	cannot	be	considered	in	this	paper,
where	it	is	but	one	of	many	issues.	Many	suggestions	for	modifying	the	present	monetary	system	are	being
discussed,	most	of	which	are	designed	to	bring	greater	flexibility	into	the	world’s	monetary	arrangements.	It	is
important	to	note	that	we	have	brought	“flexibility”	into	our	international	monetary	arrangements	by	devices	such
as	the	interest	rate	equalization	tax.	The	question	is	not	one	of	fixity	versus	flexibility;	rather,	it	is	“what	type	of
flexibility.”
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Chapter	2
Effects	of	Shifts	of	Aggregate	Demand	upon	Income

Distribution
[§]

	(1968)
	
In	 the	 United	 States	 a	 large	 portion	 of	 those	 living	 in	 poverty	 and	 an	 even	 larger
portion	 of	 those	 living	 close	 to	 poverty	 do	 so	 because	 of	 the	meager	 income	 they
receive	from	work.	The	questions	that	need	answering	if,	someday,	a	serious	war	on
poverty	is	to	be	mounted	relate	to	the	distribution	of	income	and	the	available	policy
tools	 which	 can	 affect	 the	 distribution	 of	 income	 in	 the	 relatively	 short	 run.	 The
emphasis	upon	 the	 short	 run	makes	programs	based	upon	accelerated	 investment	 in
humans	irrelevant.	It	also	means	that	the	impact	of	economic	growth	upon	the	extent
of	 poverty	 (Anderson	 1964)	 is	 not	 germane.	 The	 policy	 problem	 is	 to	 affect	 the
distribution	 of	 income,	 given	 the	 capacity	 to	 produce	 and	 the	 skills	 and	 locations
embodied	in	the	labor	force.
	
Early	in	the	preparations	for	a	possible	war	on	poverty,	I	was	drawn	into	discussions
dealing	with	the	prospective	campaign.	My	view	was	summarized	in	the	subtitle	of	a
talk	at	the	Berkeley	conference	(chapter	1),	a	subtitle	that	was	too	flip	for	the	editor	of
the	 published	 version.	 The	 subtitle	 was	 “Is	 This	 Trip	 Necessary?”	 I	 consciously
ignored	 the	 poverty	 of	 those	 not	 expected	 to	 be	 in	 the	 labor	 force,	 which	 can	 be
handled	only	by	a	sufficiently	generous	scheme	of	 transfer	payments.	The	argument
of	 the	 paper,	 and	 of	 some	 subsequent	 writings,	 was	 that	 the	 achievement	 and
sustaining	 of	 tight	 full	 employment	 could	 do	 almost	 all	 of	 the	 job	 of	 eliminating
poverty.
	
My	thesis	was	that	tight	full	employment	would	help	eliminate	poverty	in	at	least	two
ways:	 (1)	by	employing	 the	unemployed	and	moving	part-time	workers	 to	 the	 fully
employed	class,	and	(2)	by	fostering	labor	market	conditions	such	that	low	wages	will
increase	at	a	faster	rate	than	high	wages.
	
Tight	 full	employment	as	 I	defined	 it	was	neither	achieved	nor	sustained	during	 the
1960s.	 As	 an	 interim	 measure	 of	 tight	 full	 employment,	 I	 suggested	 a	 measured
unemployment	 rate	 of	 3.0	 percent,	 considerably	 below	 the	 best	 we	 have	 achieved



since	1953	but	well	above	measured	rates	in	Europe.	In	spite	of	a	war	added	onto	an
investment	boom,	the	lowest	monthly	unemployment	rate	achieved	during	the	current
expansion	was	 3.5	 percent,	 and	we	 never	 got	 far	 below	3.7	 percent	 for	 a	 sustained
period.

	
The	events	of	the	expansion	indicate	that	we	cannot	rely	upon	“undirected”	aggregate
demand	increases	 to	do	 the	 job	which	I	claimed	it	could	do.	This	 is	because	of	 two
facets	of	what	happened:

1.	The	crunch	of	August–September	1966	showed	that	a	sustained	expansion,	or
even	sustained	growth,	breeds	“stresses	and	strains”	within	the	economy	which
make	the	continuation	of	the	expansion	or	growth	unlikely.	Thus,	sustaining
tight	full	employment	may	require	more	than	just	an	expansionary	monetary
and	fiscal	policy.
2.	The	distribution	of	relative	wages	did	not	appreciably	improve	during	the
expansion	of	the	1960s.

Thus,	 it	 may	 be	 that	 greater	 attention	 to	 the	 structure	 of	 aggregate	 demand	 is
necessary	 if	 a	 desired	 change	 in	 relative	 wages	 is	 to	 be	 achieved.	 The	 question	 is
whether	 “directed”	 demand	 can	 achieve	 the	 goal	 of	 greater	 equality	 or	 whether	 a
system	of	direct	controls	is	needed,	with	or	without	directed	demand.

	
Income	Distribution	as	a	Policy	Goal
After	 the	 summer	 of	 1967,	 the	 “question”	 of	 the	 distribution	 of	 income,	 in	 all	 its
dimensions	and	not	only	as	measured	money	income,	should	be	the	leading	domestic
issue.	One	way	of	stating	the	problem	is	that	there	is	some	maximum	inequality	to	the
distribution	of	a	generalized	income	that	is	compatible	with	social	stability.	It	seems
clear	that	a	good	wording	of	the	leading	social	imperative	is	“to	assure	domestic	peace
and	tranquility.”
	
The	maximum	inequality	consistent	with	any	set	of	social	goals	is	not	invariant.	It	is
useful	 to	 conjecture,	 following	 Scitovsky (1964),	 that	 in	 a	 technically
sophisticated,	 highly	 urbanized	 society	 inequality	 of	 measured	 income	 more	 truly
reflects	 inequality	 of	 real	 or	 “subjective”	 income	 than	 in	 a	 less	 sophisticated,	 rural
environment.	In	the	dimensions	not	measured	by	the	earning	and	spending	of	private
income,	life	may	be	easier	and	the	contributions	of	public	and	free	goods	more	evenly
distributed	 in	a	 rural	and	small-town	setting	 than	 in	our	modern	cities.	Whereas	 the
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“inequality”	 in	 the	 distribution	 of	 private	 income	 may	 be	 partially	 offset	 by	 the
distribution	of	free	and	public	goods	in	some	settings,	in	our	modern	urban	ghettos	the
coverage	of	free	goods	has	decreased	and	public	goods	typically	are	distributed	so	as
to	 aggravate	 the	measured	 inequality	 of	 income.	 In	 addition,	 there	 are	 problems	 of
perception	 and	 tradition:	 rural	 poverty	 may	 be	 associated	 with	 a	 belief	 in	 the
inevitability	of	status	differences,	whereas	urban	societies	are	associated	with	a	belief
in	social	and	economic	mobility.
	
Another	 reason	why	 a	 consensus	 that	 equity	 exists	 is	 required	 is	 that,	 in	 a	modern
urban	society,	for	a	broad	set	of	occupations,	public	benefits	exceed	private	benefits.
The	 dependence	 of	 any	 particular	 unit’s	 output	 upon	 the	 smooth	 working	 of	 other
units	 is	 so	obvious	 that	 observed	difference	 in	 income	 received	must	 correspond	 to
some	notion	of	“fairness.”
	
Roughly	speaking,	 there	are	 two	classes	of	policy	instruments	which	can	be	used	to
affect	income	distribution:	one	set	affects	factor	payments	from	production;	the	other
affects	disposable	income	by	a	system	of	transfer	payments.
	
There	 has	 been	 much	 discussion	 of	 broadening	 the	 tax	 system	 to	 provide	 transfer
payments	by	right,	the	so-called	negative	income	tax	(Green	1967).	Objections	to	the
negative	income	tax	are	possible	on	two	planes.	One	is	that	if	the	income	guarantee	is
“adequate,”	 a	 sizable	 disincentive	 effect	 may	 exist,	 therefore	 decreasing	 attainable
real	 gross	national	 product.	The	 second	 set	 of	 objections	 is	 political	 and	 social:	 the
creation	 of	 a	 large	 class	 of	 social	 remittance	men	 and	 women	 is	 not	 conducive	 to
either	social	cohesion	or	domestic	tranquility.
	
The	virtues	of	 the	negative	 income	tax	are	 that	 it	eliminates	 the	stigma	and	costs	of
caseload	 welfare,	 and	 that	 in	 principle	 it	 could	 provide	 adequate	 incomes	 for	 the
economically	 inactive	 portion	 of	 the	 population.	More	 nearly	 adequate	welfare	 and
pension	schemes	and,	in	addition,	some	way	of	guaranteeing	such	income	protection
as	a	right	are	necessary.	But	it	is	an	admission	of	an	inability	to	make	the	production
process	respond	to	social	goals	to	resort	to	taxation	transfers	as	a	substitute	for	income
from	factor	payments.
	
On	the	other	hand,	the	position	hypothesized	by	Henry	Simons	(1938;	1948)	that	an
enterprise	 economy	 tends	 to	 generate	 a	 distribution	 of	 income	 and	 wealth	 that	 is
inconsistent	with	 the	 continuation	 of	 political	 democracy	 seems	 particularly	 timely.



The	solution	to	this	dilemma	proposed	by	Simons,	an	effective	system	of	progressive
income	taxation	and	transfers,	is	as	relevant	for	our	time	as	it	was	for	his.
	
The	“Crunch”	and	the	Limitation	to	Aggregate	Demand
The	 1960s	 witnessed	 the	 apparent	 victory	 of	 Keynesian	 policy.	 However,	 the
successful	 application	 of	 Keynesian	 policy	 may	 result	 in	 an	 economy	 that	 is
inherently	unstable.	This	instability	is	not	the	result	of	a	tendency	to	stagnate	or	enter
into	a	deep	depression	state;	rather,	it	is	due	to	a	tendency	to	explode.
	
Between	 the	 end	 of	World	War	 II	 and	 the	 crunch	 of	 1966,	 the	American	 economy
operated	within	an	expectational	climate	in	which	decision	makers	were	increasingly
expecting	 reasonably	 full	 employment	 to	be	maintained	 and	 to	 an	 increasing	 extent
both	 households	 and	 business	were	 expecting	 next	 year	 to	 be	 better	 than	 this	 year.
This	trend	in	the	expectational	climate	resulted	in	an	explosively	increasing	demand
for	private	investment	in	the	mid-1960s.
	
Rising	 investment	 generates	 savings.	During	 the	 1950s,	when	 a	 nascent	 investment
boom	 took	 place,	 the	 savings	 took	 place	 as	 a	 result	 of	 changes	 in	 the	 federal
government’s	 budgetary	 position.	 This	 was	 due	 to	 the	 application	 of	 conventional
fiscal	precepts	in	designing	tax	and	spending	programs.	In	the	1960s,	as	a	result	of	the
combination	 of	 “modern”	 fiscal	 policy	 ideas	 and	 an	 accidental	 war,	 government
revenues	 did	 not	 rise	 rapidly	 relative	 to	 government	 spending	 when	 private
investment	“exploded.”	Thus,	the	savings	to	offset	the	explosion	of	private	investment
had	to	come	from	the	private	sector.
	
The	“Kaldorian”	relation	(Kaldor	1959),	in	which	the	propensity	to	save	out	of	profits
is	greater	than	the	propensity	to	save	out	of	household	disposable	income,	means	that
income	distribution	shifts	 toward	profits	whenever	savings	must	be	generated	 in	 the
private	sector.	One	way	 in	which	 this	change	 in	 the	distribution	of	 income	can	 take
place	is	through	inflation.	A	rise	of	prices	in	excess	of	the	rise	in	money	wages	lowers
real	 wages.	 This	 classical	 inflation	 pattern,	 in	 which	 savings	 are	 forced	 by	 rising
prices,	was	evident	during	1966	and	is	an	element	in	the	continuing	price	pressure	of
1967.	Thus,	not	only	does	the	“classical”	(wages	and	profits)	distribution	of	 income
“deteriorate”	during	an	investment	boom	but	also	the	deterioration	is	associated	with	a
politically	unpalatable	inflation.
	



The	 contention	 that	 a	 measured	 4	 percent	 unemployment	 rate	 is	 full	 employment
apparently	 was	 borne	 out	 by	 the	 accelerated	 rise	 in	 prices	 during	 1966	 and	 1967.
However,	 as	 wage	 increases	 were	modest	 throughout	most	 of	 1966,	 the	 guidelines
broke	more	on	the	price	than	the	wage	front;	the	mechanism	of	the	inflation	was	not
that	of	the	Phillips	curve	(Phillips	1958).
	
Private	 investment	 lagged	 in	 the	 first	 three	 years	 of	 the	 current	 expansion	 and
virtually	 exploded	 in	 the	 second	 three	 years.	 This	 investment	 explosion	 put	 serious
pressures	upon	financial	markets	even	in	the	absence	of	Federal	Reserve	action.	When
the	Federal	Reserve	System	applied	some	constraint,	a	“mini-panic”	occurred.
	
The	 “mini-panic”	 of	 1966	 can	 be	 interpreted	 as	 evidence	 that	 sustained	 full
employment	may	 result	 in	 such	 an	 explosive	 increase	 in	 investment	 demand	 that	 it
becomes	 impossible	 to	 achieve	 the	 sustained	 growth	 in	 demand	 necessary	 for
continuing	 full	 employment.	 This	 is	 so	 because	 the	 investment	 boom	 is	 due	 to	 a
“euphoric”	expectational	climate,	and	to	break	the	investment	boom	it	is	necessary	to
change	the	expectational	climate.	Once	the	expectational	climate	is	changed,	all	of	the
private	 sectors	 become	 sluggish.	 Only	 by	 accident	 would	 public	 demand	 increase
sufficiently	quickly	so	that	a	relatively	deep	recession	would	not	follow	such	a	change
in	expectations.	Of	course,	the	deep	depression	ratifies	the	changed	expectations	and
thus	it	will	take	time	to	rebuild	confidence.
	
The	 destabilizing	 investment	 boom	 of	 the	 1960s	 took	 place	 before	 unemployment
rates	were	 lowered	 to	 the	 levels	which	 I	 characterized	 as	 tight	 full	 employment.	 If
such	explosive	investment	booms	are	a	characteristic	of	American	capitalism	and	they
occur	prematurely,	 then,	 in	order	 to	 achieve	and	 sustain	 tight	 full	 employment,	 it	 is
necessary	to	contain	the	potential	investment	boom.	One	possible	way	is	to	so	direct
demand	that	it	does	not	generate	a	large	inducement	to	invest.	Another	possibility	is	to
control	 investment	directly,	 either	 by	 licensing	 investment	or	 by	 licensing	 access	 to
financial	markets.
	
Impact	of	the	Great	Expansion	upon	Income	Distribution
An	important	characteristic	of	 the	present-day	American	economy	is	 the	widespread
belief,	 which	 has	 been	 validated	 by	 the	 overall	 performance	 of	 the	 economy	 since
World	War	 II,	 that	 next	 year	 will	 be	 better	 than	 this	 year.	 One	 way	 in	 which	 this
“betterness”	 appears	 is	 in	 higher	 money	 incomes.	 Thus,	 the	 convention	 of	 annual



“improvement”	 factors	 in	 union	 contracts.	 As	 long	 as	 a	 pattern	 of	 annual	 wage
increases	 exists,	 changes	 in	 income	distribution	among	wage	earners	will	be	due	 to
the	pattern	of	wage	increases.
	
The	evidence	presented	by	Ulman	(1965),	mainly	for	post–World	War	II	years	prior	to
the	 recent	 expansion,	 is	 that	 a	 significant	 positive	 correlation	 exists	 between	 the
original	 level	 of	 gross	 hourly	 earnings	 and	 the	 percentage	 change	 in	 gross	 hourly
earnings.	This	contrasts	with	the	finding	for	the	depression	and	war	years	(Ross	and
Goldner	1950).
	
The	 pattern	 of	 arithmetic	 increases	 in	 wages	 that	 occurred	 during	 World	 War	 II
translates	into	geometric	increases	that	are	inversely	related	to	the	original	wage	level,
thus	decreasing	 the	 range	of	 relative	 earnings.	During	 the	 early	 postwar	 period,	 the
range	changed	but	little.	Between	1953	and	1960,	the	years	of	increasing	overall	slack
in	 labor	markets,	 the	 range	widened.	Between	1960	 and	1966,	 the	 range	of	weekly
wages	 has	 shown	 no	 real	 change,	 even	 though	 the	 dispersion	 of	 hourly	 rates	 as
measured	by	the	coefficient	of	variation	has	shown	some	narrowing	over	this	recent
expansion.
	
The	initial	observation	for	what	follows	is	1948.	This	year	may	be	too	close	to	the	end
of	World	War	II,	with	its	elaborate	wage	and	price	controls,	to	serve	as	a	“model”	for
relative	wages.	Between	1953	and	1961,	the	trend	was	toward	higher	unemployment
rates.	 The	 expansion	 of	 1961–66	 saw	 aggregate	 unemployment	 rates	 fall	 from	 6.7
percent	to	3.8	percent.	Does	chronic	and	growing	labor	market	slack	widen	the	range
of	weekly	earnings	among	industries,	whereas	a	period	of	labor	market	tightening	or
tightness	narrows	the	spread?
	
Relative	earnings	 in	 the	21	 two-digit	manufacturing	 industries	plus	mining,	contract
construction,	 wholesale	 trade,	 and	 retail	 trade	 were	 examined.	 For	 each	 year,	 the
average	weekly	wage	in	each	of	the	25	sectors	was	divided	by	average	earnings	in	all
manufacturing	to	get	relative	wages.
	
In	1948,	weekly	earnings	in	four	industries	(Table	2.1)	were	in	excess	of	120	percent
of	the	average	earnings,	and	three	industries	exhibited	earnings	that	were	less	than	80
percent	of	the	base.	In	sharp	contrast,	in	1966,	weekly	earnings	in	six	industries	were
in	 excess	 of	 120	 percent	 of	 all	 the	 manufacturing	 earnings,	 and	 earnings	 in	 six
industries	were	below	80	percent	of	the	base.	Whereas	in	1948,	of	the	25	industries,



18	were	 in	 the	 range	“weekly	earnings	 in	 all	manufacturing	±	20	percent,”	 in	1966
only	13	were	in	this	range.	(If	“±	10	percent	of	all	the	manufacturing	earnings”	is	used
as	the	central	group,	12	of	the	25	industries	were	in	the	range	in	1948,	whereas	only
nine	were	in	1966.)
	



	



	
Not	only	has	there	been	a	marked	thinning	out	of	the	middle	of	the	range	of	weekly
earnings	by	industry,	but	also	the	minimum	average	weekly	income	as	a	ratio	to	the
average	has	decreased.	In	1948,	weekly	earnings	only	in	tobacco	manufactures	were
below	70	percent	of	the	average.	In	1966,	three	industries	exhibited	weekly	earnings
lower	 than	 70	 percent	 of	 all	 manufacturing:	 these	 were	 leather	 and	 leather	 goods,
apparel	and	related	manufacturing,	and	retail	trade.
	
Of	 the	10	 industries	with	 the	highest	weekly	earnings	 in	1948,	 seven	had	 increased
their	relative	earnings	by	1966,	one	exhibited	no	serious	change,	and	two	(mining,	and
printing	and	publishing)	had	suffered	substantial	relative	declines.
	
Of	the	eight	industries	with	the	lowest	relative	wages	in	1948,	seven	had	experienced
a	substantial	decline	in	their	relative	wages	by	1966.	The	exception,	tobacco,	had	the
lowest	average	weekly	earnings	in	1948	(69	percent	of	the	all	manufacturing	average
earnings).	By	1966,	this	ratio	for	tobacco	was	76	percent,	and	tobacco	manufactures
were	fifth	from	the	bottom	in	weekly	earnings.
	
Some	of	the	declines	in	relative	weekly	earnings	were	really	substantial.	Earnings	in
apparel	 fell	 from	 82	 percent	 to	 61	 percent	 of	 the	 average	 of	 all	 manufacturing,
furniture	from	92	to	81	percent,	leather	from	78	to	67	percent,	textiles	from	82	to	73
percent,	and	lumber	from	90	to	83	percent.	In	addition,	retail	trade	fell	from	78	to	61
percent	and	miscellaneous	manufactures	from	90	to	79	percent.
	
The	 seven	 industries	 that	 ranked	 from	 11th	 (paper	 and	 allied	 products,	 relative
earnings	103	percent)	 to	17th	(food,	 relative	earnings	92	percent)	 in	1948	 tended	 to
show	but	slight	changes	in	their	relative	earnings	in	the	period	to	1966.	The	relative
earnings	 of	 electrical	 equipment	 dropped	 6	 percent;	 all	 the	 others	 remained
approximately	 unchanged	 in	 relative	 earnings:	 that	 is,	 the	 terminal-year	 relative
earning	was	±	3	percent	of	the	initial	relative	earnings.
	
Thus,	 over	 the	 period	 1948–66,	 for	 the	 industries	 examined,	 the	 rich	 tended	 to	 get
richer,	the	poor	tended	to	get	poorer,	and	those	in	the	middle	tended	to	hold	their	own.
	
If	 1948–66	 is	 broken	 into	 three	 subperiods,	 1948–53,	 1953–60,	 and	 1960–66,	 the



spreading	 of	 relative	 weekly	 earnings	 and	 the	 thinning	 out	 of	 the	 middle	 range
occurred	 during	 each	 period,	 although	 it	 has	 occurred	 at	 an	 accelerated	 rate	 since
1953.	Whereas	weekly	earnings	in	18	industries	in	1948	were	in	the	middle	range	(80
percent	to	119	percent	of	the	average	in	all	manufacturing),	17	industries	in	1953,	15
industries	in	1960,	and	13	industries	in	1966	were	in	this	range	(Table	2.2).
	



	



The	 increase	 in	 the	 spread	 since	 1948	 seems	 to	 be	 mainly	 due	 to	 the	 relative
retardation	in	the	increase	in	earnings	in	what	were	already	low-wage	industries.	The
relative	 retardation	of	what	were	 two	high-earning	 industries	 in	 1948—mining,	 and
printing	 and	 publishing—is	 perhaps	mainly	 due	 to	 technological	 changes,	 although
the	relative	retardation	of	earnings	in	mining	is	a	part	of	today’s	rural	poverty	scene.
	
Many	of	the	industries	in	which	relative	wages	declined	between	1948	and	1966	were
“sick”	 for	 part	 or	 all	 of	 this	 period.	 In	 the	 case	 of	 the	 textile,	 apparel,	 leather,	 and
furniture	 industries,	 one	 response	 to	 difficulties	 was	 a	 rather	 large-scale	 migration
from	major	metropolitan	centers	and	their	historical	areas	toward	small	towns	and	the
South.
	
A	theorem	seems	to	fall	out	of	the	experience	of	the	postwar	period.	Marked	declines	in
relative	wage	earnings	in	an	industry	will	be	accompanied	by	changes	in	the	location	of
the	plants	in	the	industry.
	
The	 maintenance,	 or	 even	 a	 continuation	 of	 the	 thinning-out	 trend,	 during	 the
expansion	 of	 1961–66	 is	 evidence	 that	 the	 supply	 curves	 of	 labor	 to	 the	 industries
with	 low	 relative	 wages	 remained	 highly	 elastic	 as	 the	 overall	 unemployment	 rate
decreased.	 This	 may	 reflect	 their	 locational	 advantages:	 with	 rural	 areas	 as	 a
continuing	 source	 of	 labor,	 the	 advantageously	 located	 low-wage	 industries	may	 in
fact	 be	 operating	with	 a	 huge	 reservoir	 of	 labor,	 responsive	 to	 job	 opportunities	 at
unchanging	markups	over	rural	incomes.
	
As	measured	by	the	coefficient	of	variation,	the	spread	of	hourly	earnings	decreased
slightly	between	1960	and	1966,	after	increasing	in	1948–53	and	1953–60.	In	spite	of
this,	 the	 coefficient	 of	 variation	 for	 weekly	 earnings	 increased	 between	 1960	 and
1966.	 Thus,	 hours	 worked	 were	 positively	 correlated	 with	 earnings	 so	 that	 the
distribution	 of	 weekly	 earnings	 had	 a	 wider	 range	 than	 the	 distribution	 of	 hourly
earnings.	 Inasmuch	 as	 it	 is	 earnings	 over	 a	 period,	 not	 the	 hourly	 rate,	 that	 is
important	 in	 income	 distribution,	 the	 minor	 drawing	 together	 of	 hourly	 rates	 that
occurred	during	the	expansion	is	not	especially	significant.
	
Leading	Sectors	in	Generating	Aggregate	Demand	and	Income	Distribution



Aggregate	demand	has	a	structure	which,	in	turn,	generates	the	particular	(including
regional)	demands	for	products	and	factors.	The	government	 impact	upon	aggregate
demand	also	has	a	structure.	As	long	as	income	distribution	is	a	“minor”	or,	better,	an
“unmentionable”	 policy	 goal,	 then	 the	 impact	 upon	 income	 distribution	 of	 the
particular	structure	of	government	programs	can	be	ignored.	Once	the	achievement	of
some	maximum	inequality	becomes	a	 recognized	social	 imperative,	 then	 the	way	 in
which	government	affects	income	distribution	becomes	a	factor	in	policy	decisions.
	
A	number	of	factors	have	combined	to	create	the	“shortages	in	the	midst	of	surpluses”
labor	 markets	 of	 the	 past	 10	 to	 15	 years,	 and	 the	 resultant	 spreading	 of	 relative
incomes.	 One	 has	 been	 the	 peculiar	 pattern	 of	 government	 demand.	 It	 is	 only
necessary	to	note	how	government	spending	on	research	and	development	has	grown
and	 to	 combine	 this	 with	 the	 growth	 of	 spending	 on	 education	 to	 recognize	 that
leading	 sectors,	 in	 terms	of	 the	growth	of	 aggregate	 demand,	 have	generated	 initial
demand	 for	 highly	 skilled	 professional	 and	 technical	 labor.	 Even	 though	 to	 a	 large
extent	 the	 impact	 of	 government	 has	 been	 of	 a	 stop-go	 nature,	 the	 research-plus-
education	growth	has	been	fairly	steady.
	
A	 second	 factor	 in	 determining	 the	 changes	 in	 relative	 incomes	 has	 been	 the	 rapid
migration	from	rural	areas,	in	particular	the	movement	of	Negroes	from	the	rural	South
(Perkins	and	Hathaway	1966).	This	has	generated	a	large—nay,	an	infinitely	elastic—
supply	 of	 unskilled	 and	 semiskilled	 workers	 in	 the	 cities.	 The	 disturbing	 results
reported	by	Batchelder	(1964),	that	Negro	male	incomes	deteriorated	relative	to	white
male	incomes	between	1950	and	1960	within	the	relevant	cells	indicates	that	the	data
on	average	wages	by	industry	may	obscure	increasing	spreads	of	incomes	within	each
industry.
	
A	third	factor	tending	to	spread	relative	earnings	has	been	the	stop-go	nature	of	many
facets	 of	 the	 economy	 since	 World	 War	 II.	 Over	 this	 period,	 on	 the	 whole,	 the
American	economy	has	done	well.	However,	this	overall	“smoothness”	has	been	the
result	of	a	series	of	stop-go	developments	in	various	sectors.	Not	only	has	the	country
engaged	 in	 two	 “minor”	 wars,	 but	 also	 the	 leading	 sectors	 have	 shifted	 with	 great
rapidity	from	general	defense,	to	missiles,	to	space,	to	private	investment.	Each	time	a
new	 government	 program,	 be	 it	 highways	 or	 aid	 to	 education	 or	 moon	 shots,	 gets
under	way,	local	excess	demand	for	labor	is	generated.
	
The	impact	of	new	leading	sectors	upon	wages	is	different	from	a	rise	in	employment



that	takes	the	form	of	rehiring	previously	employed	workers,	and	from	the	expansion
of	conventional	 industries.	Whenever	 local	demand	for	 labor	exceeds	supply,	wages
rise	(Lipsey	1960,	Schultze	1960).	In	addition,	wage	increases	in	a	sector	spill	over	to
other	 sectors,	 even	 in	 the	 face	 of	 overall	 labor	 market	 slack.	 This	 is	 so	 because
productivity	 of	 labor	 is	 a	 function	 of	 “morale,”	 and	 a	 decline	 in	 relative	 wages
adversely	 affects	morale.	However,	 in	 the	 presence	 of	 slack,	wage	 increases	 in	 the
following	sectors	will	be	lower	than	in	the	leading	sectors.
	
If	 a	 series	of	 stop-go	 shocks	occurs,	 and	 if	 these	 shocks	 all	 have	 their	major	 initial
labor	 market	 impact	 upon	 a	 restricted	 set	 of	 labor	 markets,	 then	 the	 wage	 in	 this
restricted	set	will	rise	relative	to	others.	If	these	repeated	impacts	occur	upon	what	are
already	high-wage	industries	and	occupations,	then	the	distribution	of	income	will	be
adversely	affected.
	
A	 test	 of	 whether	 the	 pattern	 of	 aggregate–demand	 creation	 has	 affected	 the
distribution	 of	 income,	 by	 a	 succession	 of	 such	 impacts	 upon	 the	 demand	 for
particular	classes	of	workers,	is	needed.	Detailed	occupational	income	data	and	a	way
of	 transforming	 each	 period’s	 leading	 sector	 into	 demand	 for	 labor	 in	 particular
categories	are	required	for	such	a	test.
	
Policy	Suggestions
From	the	above,	I	extract	two	propositions	relevant	to	policy	formation:

1.	The	American	economy	as	presently	organized	is	not	capable	of	achieving
and	sustaining	tight	full	employment.
2.	Within	the	employment	limitations	of	the	economy,	there	is	no	significant
tendency	toward	a	narrowing	of	the	spread	of	relative	income	from	labor.

I	add	to	the	above	that	a	narrowing	of	the	spread	of	income	from	labor	is	necessary.
	
If	 the	 post–World	War	 II	 pattern	 of	 shifting	 leading	 sectors	 determining	 aggregate
demand	 leads	 to	 perverse	 changes	 in	 the	 distribution	 of	 income,	 then	 we	 ought	 to
consider	changing	the	pattern	of	leading	sectors.	A	suggestion	of	real	merit	is	that	the
government	become	an	employer	of	last	resort.
	
One	 attribute	 of	 such	 a	 “tap”	 employer	 is	 that,	 when	 the	 terms	 upon	which	 it	 will
employ	 are	 set,	 the	 minimum	 wage	 for	 all	 is	 determined.	 There	 is	 no	 longer	 any



question	 about	 the	 “coverage”	 of	 minimum-wage	 legislation.	 In	 addition,	 the
minimum	wage	set	in	this	manner	does	not	have	an	adverse	effect	upon	employment,
as	may	 be	 true	 for	 the	 present	minimum-wage	 legislation.	 The	 relative	 size	 of	 the
wage	 set	 by	 the	 employer	 of	 last	 resort	 determines	 the	 division	 of	 the	 labor	 force
between	the	private	and	the	public	sectors.
	
In	 a	 world	 where	 nominal	 wages	 are	 expected	 to	 increase	 each	 year,	 some
improvement	factor	needs	to	be	included	in	the	terms	upon	which	the	employer	of	last
resort	hires.	If	the	improvement	factor	for	the	employer	of	last	resort	rises	at	a	faster
rate	than	average	and	above-average	wages,	the	range	of	relative	wages	decreases.	In
time,	 if	 such	 differential	 rates	 of	 change	 are	 sustained,	 a	 target	 ratio	 between	 the
minimum	and	average	can	be	achieved.
	
To	the	extent	that	the	high-wage	worker’s	nominal	income	rises	at	some	“productivity
rate,”	 the	 low-wage	worker’s	 nominal	 income	will	 need	 to	 rise	 at	 some	 faster	 rate:
there	 may	 be	 an	 inflationary	 bias	 in	 an	 incomes	 policy	 that	 takes	 as	 one	 of	 its
imperatives	 the	 achievement	 of	 greater	 equality.	 In	 addition,	 it	will	 be	 necessary	 to
restrain	 profits	 and	 investment;	 in	 particular,	 the	 highly	 destabilizing	 tendency	 for
investment	demand	to	explode	will	have	to	be	brought	under	control.
	
Although	we	currently	view	the	crisis	in	income	distribution	as	centering	around	the
urban	ghettos,	much	of	poverty	is	rural.	An	employer	of	last	resort,	willing	and	able	to
hire	 all	who	offer	 to	work,	will	 have	 a	 large	 impact	 on	 the	poorer	 rural	 areas.	One
effect	 of	 such	 a	 national	 employment	 policy	 will	 be	 to	 slow	 down	 the	 pace	 of
migration	 to	 the	 urban	 complexes.	 Inasmuch	 as	 many	 of	 the	 urban	 problems	 are
related	 to	 the	 rapid	 rate	 of	 migration,	 such	 a	 retaining	 effect	 following	 from	 an
employer	of	last	resort	will	be	an	added	virtue.
	
Much	experimentation	with	tap	employment	policies—and	its	equivalent,	the	creation
of	programs	which	will	have	their	major	initial	impact	upon	present	unemployed	labor
—will	be	needed.	However,	the	objective	is	clear:	it	is	to	take	the	labor	force	as	it	is
and	make	sure	that	fitting	jobs	are	available.	Instead	of	the	demand	for	the	low-wage
worker	 trickling	 down	 from	 the	 demand	 for	 the	 high-wage	 worker,	 such	 a	 policy
should	result	in	increments	of	demand	for	present	high-wage	workers	“bubbling	up”
from	the	demand	for	low-wage	workers.
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Chapter	3

Policy	and	Poverty
[††]

	(1969)
Introduction
In	a	rich	country,	poverty	is	a	matter	of	income	distribution.	This	is	true	whether	one
measures	poverty	 in	an	absolute	or	a	 relative	sense.	Poverty	 in	 the	sense	of	 relative
deprivation	is	a	matter	of	the	shape	of	the	distribution	of	income:	no	matter	how	high
the	absolute	income,	those	with	incomes	much	below	the	average	are	adjudged	poor.
Thus,	in	a	rich	country,	public	policy	aimed	to	eradicate	poverty	can	take	the	form	of
programs	designed	to	truncate	the	lower	tail	of	the	distribution	of	income	so	that	very
few	 are	 far	 below	 some	 average,	 an	 average	 which,	 for	 countries	 afflicted	 with
relative	poverty,	is	acknowledged	to	yield	an	adequate	level	of	living.
	
Before	we	proceed	it	is	best	to	make	precise	the	definition	of	income	that	seems	to	be
appropriate	 for	 a	 discussion	 of	 relative	 deprivation	 poverty.	 Almost	 all	 of	 those
classed	as	poor	 in	a	 rich	country	enjoy	a	private	disposable	 income	(earned	 income
minus	direct	taxes	plus	transfer	payments)	sufficient	to	maintain	life	at	a	standard	far
above	 that	 which	 all	 but	 a	 tiny	 minority	 achieve	 in	 countries	 such	 as	 India	 and
Pakistan,	where	absolute	poverty	is	the	lot	of	almost	all.	Part	of	the	poverty	problem
in	the	United	States	centers	around	the	social	and	personal	reaction	to	how	income	is
received.	The	welfare	recipient	can	be	poor,	even	if	welfare	standards	are	adequate,	if
cash	income	derived	from	welfare	is	personally	and	socially	demeaning.	Thus	social
dividend	 or	 negative	 income	 tax	 proposals	 which	 seemingly	 remove	 such	 stigmas
have	a	receptive	audience.
	
It	follows	that	poverty	in	the	United	States	relates	to	the	subjective	evaluation	of	well-
being,	 what	 economists	 have	 called	 utility,	 as	 much	 as	 to	 the	 size	 distribution	 of
conventionally	defined	 income.	The	relevant	 income	for	 the	study	of	poverty	would
measure	 the	 total	 satisfaction,	 adjusted	 for	 purely	 personal	 events,	 that	 a	 household
gets	from	both	privately	procured	and	publicly	provided	goods	and	services.	Note	that
a	job	in	and	of	itself	may	be	an	ingredient	in	income	thought	of	in	this	manner.
	
Such	a	“satisfaction	income”	concept	can	also	encompass	a	horizon	that	extends	over
several	generations,	so	that	economic	opportunity,	in	the	sense	of	an	expected	higher



income	and	status	for	children,	becomes	a	part	of	present	income.	In	an	open	society,
if	 the	 typical	 horizon	 is	 long,	 the	 relevant	 income	 of	 the	 current	 ambitious	 and
confident	poor	can	be	substantially	higher	than	their	measured	income.
	
This	satisfaction	income	concept,	like	utility,	cannot	be	measured	directly.	A	proxy	for
this	 income	concept	might	be	some	measure	of	 the	view	of	 the	purely	 relative	poor
about	the	fairness	or	equity	of	the	economy.	Thus	the	existence	of	a	consensus	about
equity	joins	efficiency,	growth,	and	stability	as	a	criterion	for	judging	an	economy	and
as	a	goal	of	public	policy	(Scitovsky	1964).
	
Relative	deprivation	poverty,	 in	contrast	 to	absolute	poverty,	 is	 truly	a	many-faceted
beast.	A	thorough	study	of	such	poverty	as	a	public	policy	problem	primarily	dealing
with	the	distribution	of	 income	involves	measuring	the	differential	social	 impacts	of
various	measures	 that	 could	be	 taken	 to	affect	 the	distribution	of	measured	 income.
This	is	beyond	my	competence,	and,	I	believe,	beyond	the	present	state	of	the	arts	in
the	 relevant	 social	 disciplines.	 Thus,	 even	 though	 the	 social	 impact	 of	 policies
designed	to	affect	the	distribution	of	income	may	be	more	significant	in	determining
views	 about	 dimensions	 such	 as	 equity	 than	 changes	 in	 the	 distribution	 of	 private
disposable	income	plus	public	goods,	the	emphasis	in	this	paper	will	be	on	measures
that	 could	 be	 undertaken	 in	 order	 to	 achieve	 a	 more	 equal	 distribution	 of	 private
disposable	income	as	well	as	to	increase	the	publicly	supplied	goods.
	
In	 designing	 public	 policies	 to	 affect	 income	 distribution	 it	 is	 necessary	 to	 keep	 in
mind	 that	 “there	 are	 some	 economic	 forces	 so	 powerful	 that	 they	 constantly	 break
through	 all	 barriers	 erected	 for	 their	 suppression”	 (Baumol	 1967).	 However,
economics	 after	 Keynes	 is	 not	 a	 dismal	 science.	 To	 a	 modern	 economist	 the
constraining	 powerful	 economic	 forces	 do	 not	 so	 restrict	what	 can	 be	 so	 that	what
exists	must	 be	 accepted	 as	 inevitable.	But	 as	Baumol	 reminds	us,	 the	possibility	 of
policy	does	not	mean	that	a	“good”	idea	will	necessarily	achieve	a	desired	goal.
	
Economic	 forces	can	 frustrate	programs	 if	either	 the	policy	objective	 is	 inconsistent
with	such	forces	or	the	program	is	so	poorly	conceived	that	it	quite	unnecessarily	runs
afoul	 of	 a	 barrier,	 even	 though	 the	 objective	 is,	 in	 principle,	 attainable.	 Thus	 an
essential	step	in	designing	programs	is	to	determine	whether	forces	exist	which	would
make	a	program	ineffective,	and	whether	a	particular	policy	goal	is	in	fact	impossible
to	achieve—perhaps	given	some	set	of	nonnegotiable	institutional	characteristics—or
whether	 the	difficulty	arises	because	 the	policy	 instruments	 that	 are	being	proposed



are	 not	 efficient.	 Such	 analysis	 should	make	 it	 possible	 to	 select	 programs	 that	 get
around	 barriers	 that	 are	 due	 to	 the	 policy	 instruments	 used	 and	 abort	 attempts	 to
achieve	 impossible	goals.	 In	addition,	 if	a	“nonnegotiable”	 institutional	constraint	 is
an	 effective	 barrier	 to	 the	 achievement	 of	 a	 policy	 goal,	 the	 radical	 question	 of	 the
value	of	such	institutions	needs	to	be	faced.
	
This	paper	will	take	up	some	[of	the]	economic	forces	that	can	frustrate	programs	to
end	or	alleviate	poverty.	However,	to	the	extent	that	inflation,	for	example,	is	a	result
of	 policies	 designed	 to	 eliminate	 poverty,	 the	 political	 response	 to	 inflation	 and
whether	or	not	inflation	is	equitable	among	classes	becomes	important.	Thus	what	is
attempted	 here	 can	 be	 extended	 by	 investigating	 the	 social,	 cultural,	 and	 political
forces	that	also	cannot	be	suppressed,	excepting,	perhaps,	at	a	large	cost.
	
In	 this	 paper	 I	 will	 first	 sketch	 a	 feasible	 program	 of	 radical	 changes	 in	 the
distribution	 of	 income	 by	 biasing	 the	 distribution	 of	 the	 increments	 to	 income	 and
then	 examine	 a	 number	 of	 barriers	which	must	 be	 taken	 into	 account	 in	 designing
policies	to	eliminate	poverty	or	redistribute	income	in	the	United	States.	This	will	be
followed	by	some	suggestions	for	a	policy	strategy	which	hopefully	gets	around	the
listed	barriers.	The	barriers	which	will	be	taken	up	deal	with:

1)	the	macroeconomics	of	the	negative	income	tax
[‡‡]

,
2)	the	limitations	upon	economic	growth,
3)	the	stability	of	relative	wages,	and
4)	the	feedbacks	from	sustained	full	employment.

I	doubt	if	my	list	is	exhaustive.
	
The	major	conclusion	of	the	paper	is	that	an	effective	program	of	income	equalization
or	poverty	elimination	will	need	to	be	linked	to	the	production	of	output,	which	can
take	the	form	of	public	goods.	Instead	of	transfers	by	taxation,	which	will	not	work,	a
program	of	 expansion	 of	 public	 employment	 and	public	 sector	 output	might	 do	 the
job.	 One	 reason	 is	 that,	 potentially,	 the	 poor	 could	 receive	 a	 large	 portion	 of	 their
income	in	public	goods;	the	second	reason	is	that	such	a	program	could	add	many	of
the	present	poor	 to	 the	public	payrolls.	 It	 is	 necessary	 in	designing	 such	 a	program
that	the	well-off,	who	are,	so	to	say,	being	discriminated	against,	receive	recognizable
benefits	from	the	income	equalization	program.
	
One	obvious	barrier	to	the	elimination	of	poverty	that	will	not	be	discussed	is	due	to



the	 existence	 of	 a	 military	 establishment	 whose	 fun	 and	 games	 absorb	 some	 10
percent	of	the	GNP.	This	is	an	especially	relevant	barrier	to	the	elimination	of	poverty,
for	 income	 used	 here	 includes	 the	 perceived	 benefits	 from	 the	 output	 of	 the	 public
sectors.	We	can	assume	that	for	many	Americans	the	perceived	benefits	from	foreign
adventures,	 military	 procurement,	 and	 space	 spectaculars	 are	 less,	 per	 dollar	 of
expenditure,	than	from	private	procurement	and	public	goods	such	as	schools,	parks,
and	safety	on	the	streets.	This	barrier	will	not	be	discussed	in	detail	because	I	assume,
perhaps	heroically,	 that	 it	does	not	 reflect	powerful	 forces	 inherent	 in	 the	American
enterprise	economy.	No	matter	how	powerful	the	military-industrial	research	institute
complex	 may	 be,	 they	 are	 not,	 I	 hope,	 an	 essential	 characteristic	 of	 American
capitalism.
	
Underlying	this	paper	is	the	view	that	good	intentions,	bright	slogans,	and	cadres	of
happy	warriors	 are	not	 enough.	Programs	must	 be	 consistent	with	 the	nature	of	 the
beast;	the	behavioral	rules	of	the	economy	determine	whether	programs	can	possibly
have	 the	 intended	 effect.	 Policy	 programs	 not	 designed	 to	 avoid	 or	 not	 powerful
enough	to	overcome	such	economic	barriers	will	clearly	be	counterproductive.	Hopes
raised	 then	 dashed	 are	 a	 clear	 danger	 to	 the	 fabric	 of	 society.	 Every	 policy	 failure
becomes	 evidence	 to	 those	 who	 do	 not	 accept	 the	 policy	 goal	 that,	 in	 fact,	 it	 is
impossible	 [to	 realize].	 The	 capabilities	 of	 our	 economy	 to	 generate	 a	 viable	 and
desirable	 social	 order	 have	 not	 been	 tested,	 and	 they	 will	 not	 be	 tested	 unless	 the
implications	of	programs	designed	to	achieve	policy	goals	are	thought	through	before
they	are	implemented.
	
The	Arithmetic	of	Radical	Income	Equalization
During	 the	 Great	 Depression,	 Huey	 Long	 articulated	 radical	 income	 equalization
ideals	with	his	slogans	“Share	the	Wealth”	and	“Every	Man	a	King.”	The	call	to	share
what	 in	 principle	 already	 existed	 reflected	 the	 stagnationist	 view	 of	 the	 economy
which	for	obvious	reasons	was	then	dominant.	In	an	optimistic	era	such	as	the	recent
past,	when	the	arithmetic	of	compound	interest	inspired	the	prevalent	view	of	normal
functioning	of	the	[economy],	income	equalization	or	the	elimination	of	poverty	could
be	visualized	as	being	achieved	by	biasing,	in	favor	of	the	poor,	the	distribution	of	the
increments	of	income	due	to	economic	growth.
	
In	 the	 1969	Economic	 Report	 of	 the	 President,	 the	 Council	 of	 Economic	 Advisers
wrote,	 “Only	a	 relatively	 small	 redistribution	of	 the	benefits	of	growth	 is	needed	 to
speed	 greatly	 the	 reduction	 in	 poverty.	 .	 .	 .	 If	 the	 increase	 in	 real	 income	 for	 the



nonpoor	is	lowered	merely	from	3	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	4	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	6	to	8	years”	(CEA
1969,	160).
	
There	 is	 no	doubt	 that	 the	modest	 result	 envisaged	by	 the	Council	 is	 arithmetically
feasible.	 The	 body	 of	 this	 section	 consists	 of	 an	 arithmetic	 example	 of	 what	 is
involved	in	biasing	the	distribution	of	the	growth	in	income	so	as	to	achieve	income
equalization	 or	 the	 elimination	 of	 official	 poverty	 within	 a	 designated	 period.	 The
possible	variations	in	programs	with	the	broad	objectives	of	income	redistribution	are
infinite.	Two	principles	underlie	the	program	presented.	These	are	that	the	portion	of
the	population	being	discriminated	against	 (the	better-off)	should	nevertheless	enjoy
some	 improvement	 in	 their	 living	 standard	 during	 each	 period,	 and	 that	 the	 period
during	which	 the	distribution	of	 the	benefits	 from	growth	 is	biased	 toward	 the	poor
should	 be	 rather	 short.	 In	 addition	 to	 these	 principles,	 it	 is	 necessary	 to	 decide	 for
exactly	 how	 long	 the	 program	 should	 be	 in	 effect,	 the	 target	 group,	 and	 the
distributive	objective	of	 the	 income	equalization	program	before	a	 specific	program
can	be	spelled	out.	The	period	chosen	for	the	example	is	a	decade,	and	the	target	is	a
radical	 equalization	 program	 designed	 to	 place	 a	 large	 proportion	 of	 the	 total
population	close	 to	 the	present	day’s	median	 income,	adjusted	 for	economic	growth
over	the	decade.
	
The	radical	income	equalization	objective	turns	out	to	be	almost	inconsistent	with	the
principle	that	the	well-off	should	continue	to	benefit	at	an	appreciable	rate	throughout
the	 program.	 It	 is	 shown	 that	 the	 sacrifice	 of	 growth	 of	 income	 by	 the	 well-off
increases	as	time	elapses;	this	would	be	true	of	a	more	modest	program	as	well.
	
However,	 the	 difficulties	 with	 any	 radical	 income	 equalization	 program	 lie	 in	 the
economics,	 not	 in	 the	 arithmetic.	Assuming	 the	 validity	 of	 the	 projected	 growth	 in
income	 and	 population,	 many	 different	 feasible	 programs	 can	 be	 constructed.	 The
deep	 question	 is	 whether	 there	 exists	 any	 economic	 mechanism	 by	 which	 the
arithmetically	possible	goals	can	be	achieved.
	



In	the	optimistic	mid-1960s,	“fiscal	dividend”	was	a	popular	phrase.	It	referred	to	the
rise	 in	 government	 receipts	 that	 would	 accompany	 a	 growth	 in	 income	 with	 tax
schedules	 unchanged.	 The	 fiscal	 dividend	 was	 supposed	 to	 make	 both	 a	 rise	 in
government	 spending	 and	 a	 lowering	 of	 the	 tax	 schedule	 possible.	 For	 example,	 a
rather	generous	children’s	allowance	of	some	$25	a	month	for	all	children	through	14
years	of	age	would	cost	in	the	neighborhood	of	two	years’	fiscal	dividend.	Thus,	in	a
“growthman’s”	world,	it	is	only	necessary	for	a	transfer	scheme	to	cost	less	than	the
growth	in	the	government’s	tax	take	with	fixed	schedules	for	it	to	involve	no	rise	and
even	to	allow	for	a	reduction	in	tax	schedules.	If	a	transfer	scheme	involves	transfers
in	excess	of	the	increment	of	the	tax	take	with	a	fixed	schedule	but	less	than	the	rise	in
income,	then	even	though	the	tax	schedule	would	have	to	be	raised,	it	would	still	be
possible	for	all	to	enjoy	a	rise	in	income.	Only	if	a	transfer	scheme	involves	transfers
greater	 than	 the	 rise	 in	 income	would	 it	 necessarily	 require	 a	decline	 in	 income	 for
some.
	
In	 the	 above	 paragraphs	 the	 technique	 for	 achieving	 radical	 income	 equalization	 is
identified	 with	 some	 unspecified	 transfer	 scheme.	 These	 could	 take	 the	 form	 of	 a
negative	 income	 tax,	 wage	 supplements,	 or	 some	 set	 of	 specific	 programs	 such	 as
child	 allowances	 and	old-age	pensions.	Transfer	payments	need	not	 carry	 the	 entire
burden	of	income	equalization	if	sharp	changes	in	relative	incomes	from	work	can	be
effected	or	if	public	employment	is	undertaken.
	
Income	is	defined	here	as	personal	income.	Thus	the	income	concept	is	narrower	than
that	which	was	deemed	most	appropriate	for	the	study	of	poverty,	which	is	disposable
income	plus	income	in	kind	from	public	goods.
	
Rainwater

[§§]		has	called	for	a	nation	of	average	men.	This	is	interpreted	here	as	the
existence	of	an	income	distribution	in	which	approximately	50	percent	of	the	family
units	are	in	a	narrow	lowest-income	class,	with	the	incomes	of	the	other	50	percent	of
the	population	distributed	 as	 in	 the	upper	 tail	 of	 the	present	 income	distribution.	 In
Rainwater’s	idea	this	narrow	lowest	class	is	to	be	centered	around	the	present	median
income.
	
In	1966,	the	median	income	was	about	$7,400,	i.e.,	it	was	in	the	$7,000–7,999	income
class.	The	income	equalization	target	that	was	selected	for	the	arithmetic	exercise	was
to	 bring	 all	 incomes	 below	 the	median	 class	 up	 to	 an	 $8,000	 level	 in	 1976,	 and	 to
allow	all	incomes	in	the	median	income	class	and	above	to	increase	at	a	growth	rate



[consistent]	with	this	income	equalization	objective	and	the	postulated	rate	of	growth
in	aggregate	income.
	
The	 arithmetic	 example	 assumes	 a	 4	 percent	 growth	 rate	 of	 real	 GNP	 and	 a	 1.25
percent	 growth	 rate	 of	 population.	 Thus	 a	 2.75	 percent	 growth	 rate	 in	 per	 capita
income	was	assumed.	On	 the	basis	of	 the	most	 recent	observations,	 the	growth	 rate
assumed	for	real	GNP	may	be	a	bit	small,	and	the	growth	rate	assumed	for	population
may	be	somewhat	high.	If	this	is	so,	then,	as	the	income	to	be	redistributed	is	fixed	in
per	 capita	 terms	by	 the	 redistribution	goals,	 the	 income	available	 for	 increasing	 the
real	per	capita	income	of	the	upper	income	groups	will	be	greater	than	assumed.	Thus
the	virtual	 stagnation	of	 the	 above-median	per	 capita	 income	 toward	 the	 end	of	 the
program	decade	will	not	be	necessary.1

	
For	every	income	class	below	the	$7,000	level,	the	ratio	of	$8,000	to	the	midpoint	of
the	income	class	was	calculated.	From	this,	the	rate	of	growth	which,	if	compounded
over	a	decade,	would	transform	the	class	midpoint	income	into	the	target	income	can
be	determined.	Thus	$8,000	÷	$2,250	=	3.56,	and	a	13.5	percent	annual	rate	of	growth
of	 real	 income	will	 transform	 the	 income	of	 the	midpoint	 of	 this	 income	 class	 into
$8,000.	(See	Table	3.1	for	the	required	growth	rates	for	all	income	classes.)
	



	





	
The	burden	of	such	an	income	equalization	program	increases	with	time.	In	the	first
year	 of	 such	 a	 program	 some	 $2.96	 billion	would	 be	 redistributed;	 this	 is	 but	 17.9
percent	of	the	$16.52	billion	rise	in	income	during	the	year.	In	the	10th	year	(1976	in
the	example)	family	income	will	have	grown	by	$198.4	billion,	but	in	this,	 the	final
year	of	the	program,	the	total	cost	of	redistribution	will	be	$68	billion;	34.2	percent	of
the	decade’s	increase	in	income	will	have	gone	into	the	redistribution	pot.	As	a	result
of	this	increased	burden	of	the	redistribution	program,	the	rate	of	growth	of	per	capita
income	 of	 the	 upper-income	 group	 decreases	 from	 1.89	 percent	 in	 the	 first	 year	 to
0.19	percent	in	the	10th	year.
	
It	seems	obvious	that	the	program	detailed	here,	though	arithmetically	feasible,	might
be	politically	unpalatable.	A	redistribution	program	must	yield	“benefits”	to	all,	and	a
rise	in	per	capita	income	of	the	just-above-middle	groups	by	0.19	percent	while	rapid
advances	of	 the	 impoverished	are	 taking	place	seems	politically	 indigestible.	 It	 also
seems	obvious	that	there	is	not	enough	income	in	one	half	of	1	percent	of	income,	the
redistribution	postulated	by	the	President’s	Council,	to	effect	a	radical	equalization	of
income	in	a	finite	time;	the	ratio	of	the	increment	in	redistribution	to	the	increment	of
income	growth	is	54.4	percent	in	the	10th	year.	This	means	that	some	2.1	percent	of
the	overall	income	in	the	terminal	year	would	have	to	be	distributed	via	some	scheme
from	the	upper-income	to	the	lower-income	groups.
	
A	more	modest	target	or	one	stretched	over	more	years	will	be	arithmetically	feasible
and	might	also	be	more	attractive	politically.	Thus,	if	the	original	program	is	sustained
for	 seven	 years,	 the	 upper	 income	 groups	 would	 still	 be	 enjoying	 in	 excess	 of	 1
percent	increase	in	per	capita	income	in	the	terminal	year.	Over	the	seven-year	time
interval,	the	bottom	$500	group	would	have	risen	to	about	$3,000	and	the	group	with
a	 midpoint	 of	 $1,250	 per	 year	 would	 have	 risen	 to	 about	 $4,560.	 The	 $4,500
midpoint-class	income	would	have	risen	by	some	31	percent	to	about	$6,000.	That	is,
the	radical	program	might	be	adopted	for	a	shorter	time,	leaving	the	final	approach	to
the	Rainwater	goal	for	a	longer	stretch	of	time.
	
It	 is	 a	 characteristic	 of	 the	 algebra	 of	 geometric	 processes	 of	 redistribution	 that	 the
burden	of	the	program	grows	and	is	greatest	in	its	final	stages.	Thus	growing	political
objections	 to	 redistribution	 programs	 can	 be	 expected	 as	 they	 progress	 unless	 the
programs	 of	 redistribution	 simultaneously	 yield	 benefits,	 perhaps	 in	 kind,	 to	 the



already	well-off.	A	transfer-by-taxation	scheme	(negative	income	taxes)	might	not	be
politically	acceptable	even	for	a	modest	goal,	whereas	a	work	program	with	the	same
income	equalization	results	that	yields	perceived	benefits	to	the	upper	income	groups
might	be	acceptable.	A	program	for	radical	income	equalization	cannot	be	accepted	as
the	basis	for	action	just	because	the	arithmetic	checks	out.
	
The	Limitation	on	Economic	Growth
An	arithmetically	feasible	program	of	radical	 income	equalization	depends	critically
upon	the	rate	of	growth	of	aggregate	output.	If	output	does	not	grow	fast	enough,	then
the	path	 to	 income	equalization,	 or	 even	 the	path	 to	 a	much	more	modest	goal,	 the
elimination	of	poverty,	can	be	blocked.
	
There	 are	 factors	 which	 can	 reduce	 the	 rate	 of	 growth	 of	 output,	 even	 if	 full
employment	 is	maintained.	To	a	 large	extent	 the	growth	 in	overall	output	per	capita
has	been	the	result	of	differing	rates	of	growth	in	productivity	in	the	various	sectors.2
If	the	output	of	sectors	with	high	or	rapidly	increasing	labor	productivity	is	growing
fast	 enough,	 so	 that	 their	 total	 employment	 increases,	 then	 total	 output	will	 tend	 to
grow	rapidly.	If	the	output	of	such	sectors	is	growing	slowly,	so	that	the	labor	force	in
these	sectors	is	declining,	then	overall	growth	in	output	will	be	slowed.
	
Thus,	 in	 our	 model,	 rapid	 growth	 is	 compounded	 of	 two	 elements—rapid	 rates	 of
increase	 in	 productivity	 in	 some	 sectors	 and	 increases	 in	 employment	 in	 these
progressive	sectors.	 If	 factors	are	operative	which	 tend	 to	 rapidly	 increase	 the	 labor
force	allocated	to	sectors	where	productivity	grows	slowly,	then	the	rate	of	growth	of
output	 would	 tend	 to	 decline.	 It	 may	 very	 well	 be	 that	 the	 current	 need	 for
improvement	in	the	urban	service	sectors	is	such	a	growth-reducing	factor.
	
Baumol	(1967)	has	made	precise,	within	a	simple	two-sector	growth	model,	some	of
the	implications	of	unbalanced	growth	in	productivity.	He	postulates	the	existence	of
two	 sectors—one	 technologically	 progressive,	 the	other	 technologically	 stagnant.	 In
the	 progressive	 sector,	 output	 per	 standard	 laborer	 grows	 exponentially.	 In	 the
stagnant	 sector,	 output	 per	 standard	 laborer	 remains	 constant.	 For	 the	 growth	 of
income	and	the	movements	of	the	price	level	to	be	determined,	it	is	necessary	to	make
precise	 assumptions	 about	 the	 assignment	 of	 labor	 and	 relative	 wages	 in	 the	 two
sectors.
	



The	 Baumol	 model	 consists	 of	 two	 sectors,	 a	 stagnant	 sector	 in	 which	 labor
productivity	does	not	grow	at	all	and	a	progressive	sector	in	which	productivity	grows
at	a	constant	exponential	rate	given	by	ert.	Thus,	in	the	stagnant	sector

(1)	Yst	=	aLst	and	in	the	progressive	sector
(2)	Ypt	=	bLptert.	In	addition,	wages	grow	at	the	same	rate	as	productivity	in	the
progressive	sector,
(3)	Wt	=	Woert.	The	wage	behavior	assumption	is	not	necessary,	excepting	that	it
enables	us	to	make	precise	statements	about	the	behavior	of	the	price	level.

The	implications	of	these	assumptions	can	be	stated	in	four	theorems	(Baumol	1967,
417–19).
	
Theorem	1.	The	cost	per	unit	of	output	in	the	stagnant	sector	Cs	will	rise	without	limit,
while	Cp,	the	unit	cost	in	one	progressive	sector,	will	remain	constant.

	
[.	.	.]

[***]

	
Theorem	2.	There	is	a	tendency	for	the	outputs	of	the	stagnant	sectors	whose	demands
are	not	highly	inelastic	with	respect	to	price	or	elastic	enough	with	respect	to	income
to	decline	and	perhaps,	ultimately,	to	vanish.
	
[.	.	.]
	
Theorem	3.	 If	 the	 ratio	 of	 the	 output	 of	 the	 two	 sectors	 is	 held	 constant,	more	 and
more	of	 the	 labor	 force	must	 be	 allocated	 to	 the	 stagnant	 sector	 and	 the	 amount	 of
labor	in	the	progressive	sector	will	tend	to	approach	zero.
	
Corollary.	 If	 the	 labor	 force	 is	 growing,	 a	 larger	 and	 larger	 percentage	of	 the	 labor
force	will	be	assigned	to	the	stagnant	sector.
	
	[.	.	.]
	
Theorem	 4.	 An	 attempt	 to	 achieve	 balanced	 growth	 in	 a	 world	 of	 unbalanced
productivity	must	lead	to	a	declining	rate	of	growth	relative	to	the	growth	in	the	labor
force.	 In	 particular,	 if	 productivity	 in	 one	 sector	 and	 the	 total	 labor	 force	 remain



constant,	the	growth	rate	of	the	economy	will	asymptotically	approach	zero.
	
[.	.	.]
	
Corollary.	 If	balanced	growth	is	sustained	 in	a	world	of	unbalanced	 technology	and
money	wages	rise	at	the	rate	of	increase	of	productivity	in	the	progressive	sector,	then
the	rate	of	increase	of	prices	will	approach	the	rate	of	increase	of	productivity.
	
[.	.	.]
	
If	 the	 technologically	 progressive	 sector	 is	 commodity	 production	 and	 the
technologically	stagnant	sector	is	the	service	and,	particularly,	the	government	sector,
then	the	Baumol	model	has	a	certain	charm	as	a	tool	for	interpreting	current	problems
and	 recent	 history.	 The	 early	 postwar	 period	 witnessed	 a	 veritable	 explosion	 in
commodity	 production,	 and	 the	 income	 and	 price	 elasticities	 of	 demand	were	 such
that	 a	 relative	 growth	 of	 commodity	 production	 took	 place,	 to	 the	 neglect	 of	 the
publicly	supplied	amenities	and	services.	The	starving	of	the	public	sector	under	the

conditions	of	the	1950s	was	one	of	the	themes	of	Galbraith’s
[†††]

	Affluent	Society—a
volume	 which	 also	 announced	 the	 elimination	 of	 all	 but	 pocket-	 and	 casebook
poverty.
	
The	 easy	 identification	 of	 services	 with	 low	 productivity	 growth	 and	 commodities
with	high	productivity	growth	should	not	be	carried	too	far.	In	the	process	sketched	in
the	theorems,	a	relative	price	ratio	can	develop	at	which	the	mechanization	of	service
production	 becomes	 feasible.	 The	 development	 and	 proliferation	 of	 car-washing
machines	and	the	coming	substitution	of	 the	labor-economizing	telephonic	facsimile
printer	 for	 the	 mailed	 letter	 are	 examples.	 The	 relative	 rise	 in	 the	 cost	 of	 postal
services,	particularly	the	impossibility	of	substituting	machines	for	the	human	reader
of	human	scrawls,	implies	that	in	the	not-too-distant	future	the	facsimile	transmission
of	personal	mail	over	telephonic	wires	will	be	cheaper	than	the	present	mail	system	in
urban	centers.
	
The	wiring	 of	 our	 households	with	 facsimile	 receivers	 and	 transmitters,	 newspaper
printing	devices,	and	wired	 television	 is	already	 feasible—and	would	 increase	 labor
productivity	in	what	now	seems	like	a	set	of	chronically	stagnant	sectors.
	



Thus	 the	 labor	 assigned	 to	 income	 elastic–price	 inelastic	 technologically	 stagnant
sectors	 of	 the	 economy	 may	 grow,	 but	 the	 rise	 in	 relative	 prices,	 the	 ever-rising
portion	of	GNP	 spent	 on	 these	 sectors	will	 act	 as	 a	 lure	 to	 the	 introduction	of	 new
techniques.	This	implies	that	whenever	the	production	of	a	labor-intensive,	apparently
income-elastic,	 commodity	 or	 service	 draws	 an	 increasing	 volume	 of	 employment,
there	 exists	 a	 real	 challenge	 in	 terms	 of	 the	 potential	 payoff	 from	 particular
technological	 changes.	 Thus	 job	 elimination,	 reminiscent	 of	 the	 substitution	 of
automatic	for	manual	elevators,	can	be	expected	to	occur.
	
The	message	is	that	the	process	sketched	by	Baumol	does	change	relative	prices	and
tends	 to	 drive	 certain	 productions,	 especially	 those	 that	 are	 not	 especially	 income
elastic	or	price	inelastic,	out	of	the	market.	For	the	income-elastic	and	price-inelastic
stagnant	sectors,	the	growth	of	employment	and	income	produced	in	the	sector	serves
as	 a	 lure	 for	 technical	 progress.	 Thus	 the	 drag	 on	 growth	 and	 the	 stimulus	 to
accelerated	increases	in	price	levels	from	Baumol’s	disease	should	not	be	viewed	as	a
necessarily	permanent	affair	but	rather	as	a	recurrent	“stage”	which	leads	to	cycles	in
the	growth	of	an	economy.
	
Baumol’s	model	shows	us	that	there	is	a	lure	to	technical	progress	in	changing	relative
prices	and	to	factor	allocations,	but	there	is	no	guarantee	that	the	progress	will	occur.
First,	 there	 may	 be	 temporary—or	 even	 long-run—blocks	 due	 to	 knowledge	 and
engineering	problems.
	
Education	 and	 perhaps	 some	 aspects	 of	 police	 work	 (which	may	 be	 one	 aspect	 of
education	under	consideration,	i.e.,	custodial	care	of	children)	seem	to	require	a	fixed
high-labor	 input	 per	 unit	 of	 output.	 The	 custodial	 aspect	 of	 hospital	 care—bedpans
and	alcohol	 rubs—remains	 labor	 intensive,	and	 the	 sophisticated	aspects	of	medical
care	are	also	labor	intensive.	Thus	there	will	at	any	time	be	a	core	of	labor-intensive,
price-inelastic,	 income-elastic	 services	 which	 will	 be	 the	 essential	 drag	 on	 output
growth.
	
In	addition,	there	will	at	any	time	be	bureaucratic	or	institutional	blocks	to	technical
progress.	 The	 railways,	 public	mass	 transportation,	 and	 the	 postal	 system	 are	 three
examples	 that	 readily	 come	 to	 mind	 where	 the	 vested	 interests	 of	 labor	 and
management	 combine	 to	 continue	 traditional	 ways	 of	 doing	 things.	 At	 present,	 the
vested	 interests	 of	 the	 over-the-air	 broadcasters	 and	 the	 regulating	 authority	 are
standing	 in	 the	 way	 of	 progress	 in	 the	 direction	 of	 the	 “wired	 city,”	 which,	 in



combination	with	facsimile	 transmission	and	electronic	printers,	will	be	 the	solution
to	the	labor-intensive	distribution	of	much	of	the	printed	matter.
	
The	 relative	 size	 and	 the	 relevant	 elasticities	 of	 output	 of	 the	 technologically	 and
institutionally	 recalcitrant	 sectors	will	determine	 the	 rate	of	growth	of	 the	economy.
At	 some	 periods	 the	 stagnant	 sectors—because	 of	 a	 recent	 breakthrough—will	 be
relatively	small,	 so	 that	 the	rate	of	growth	of	 real	GNP	will	be	high.	At	other	 times
they	will	be	large,	so	that	the	rate	of	growth	of	real	GNP	will	be	small.
	
With	 the	 rate	 of	 growth	 of	 GNP	 a	 variable	 depending	 upon	 technological	 and
institutional	 time-dependent	 variables,	 the	 viability	 of	 a	 trickle-down	 or	 share-the-
growth	 policy	 philosophy	 toward	 poverty	 is	 also	 variable.	 In	 periods	 when	 GNP
grows	rapidly,	even	a	small	bias	in	the	distribution	of	income	in	[favor]	of	the	lower-
income	population	can	result	in	a	sharp	rise	in	their	income.	For	example,	if	the	top	20
percent	have	50	percent	of	 the	aggregate	 income	and	 the	bottom	20	percent	have	5
percent	 of	 the	 income,	 a	 shift	 of	 1	 percent	 of	 the	 top	 20	 percent’s	 income	 to	 the
bottom	20	percent	of	the	population	can	result	in	a	10	percent	growth	in	the	income	of
the	bottom	20	percent.	If	GNP	per	capita	is	growing,	say,	at	5	percent	per	year,	then
the	 income	of	 the	 top	group	can	grow	at	4	percent	while	 the	 income	of	 the	bottom
group	can	grow	at	15	percent.	If	growth	in	per	capita	income	slows	to	1	percent	per
year,	then	by	holding	the	top	group	fixed	an	11	percent	growth	in	the	income	of	the
bottom	group	can	be	achieved.	In	an	environment	where	the	median	income	group’s
growth	in	income	is	restricted	to	1	percent	a	year,	any	attempt	to	redistribute	in	favor
of	the	bottom	group	will	be	associated	with	considerable	social	friction.
	
As	an	aside—and	the	slowdown	in	income	growth	of	the	median	income	groups	was
mainly	due	to	factors	associated	with	the	war	in	Vietnam	rather	than	those	identified

as	Baumol’s	disease—the	Wallace
[‡‡‡]

	phenomena	and	the	more	active	resistance	to
Negro	demands	occurred	during	a	period	 in	which	 the	 real	 income	of	 the	 industrial
wage	earner	may	have	been	stagnant	due	to	inflation.	If	the	blue-collar	worker’s	real
income	is	rising	at	some	3	percent	per	year,	then	he	will	perhaps	believe	that	there	is
enough	here	for	all	of	us	chickens	and	accept	the	integration	of	Negros	into	the	labor
force	and	efforts	to	improve	the	relative	lot	of	the	Negro.	However,	halt	his	progress
and	the	resistance	to	income	distribution	efforts	will	increase.
	
But	to	return	to	the	major	theme:	if	income	distribution	is	the	name	of	the	game,	and
if	the	distribution	of	income	is	to	be	“rectified”	by	biasing	the	distribution	of	growth,



then	 it	 is	 necessary	 for	 the	 overall	 growth	 rate	 to	 be	 sufficiently	 high	 so	 that	 a
substantial	growth	in	income	for	all	except	perhaps	the	very	top	can	be	sustained.	If
Baumol’s	disease	is	 in	one	of	 its	more	virulent	phases—due	perhaps	to	bureaucratic
and	 institutional	 as	well	 as	 to	 technological	 reasons—then	 the	 potential	 for	 biasing
growth	 in	 disposable	 income	 is	 diminished.	 Under	 these	 circumstances	 we	 could
expect	more	 virulent	 opposition	 to	 income	 redistribution	 as	well	 as	more	 persistent
demands	for	change.
	
Note	 also	 that	 the	 bureaucratic	 resistance	 to	 change	 may	 be	 reinforced	 by	 slow
growth.	 If	 the	 prospects	 for	 improvement	 are	 not	 all	 that	 great	 there	 will	 be	 an
intensified	 effort	 to	 protect	 what	 one	 has.	 Britain	 may	 be	 a	 prize	 example	 of	 this
phenomenon.
	
[.	.	.]

[§§§]

	
The	Stability,	Perhaps	Perversity,	of	Relative	Wages
The	distribution	of	 income	 from	work	depends	upon	 relative	wages.	 In	 the	original
poverty	numbers	a	 large	percentage	of	 those	 in	poverty	worked	full	 time	during	 the
year.	If	the	distribution	of	relative	wages	can	be	affected	by	policy	or	by	the	behavior
of	the	economy,	then	the	possibility	exists	that	poverty	can	be	eased	by	relative	wage
changes.
	
Note	 that	 income	 from	work	 is	only	a	part	of	 total	 income;	 that	 the	overall	 income
distribution	includes	income	from	property	(interest	and	profits)	and	capital	gains	in
excess	of	price	 level	 increases.	During	 the	period	under	consideration,	 the	1960s	 to
date,	 there	 was	 a	 run-up	 of	 corporate	 profits	 after	 taxes	 and	 sizable	 capital	 gains
resulted	from	the	run	of	success	 the	economy	experienced.3	These	factors	 tended	 to
bias	the	distribution	of	the	increments	of	income	toward	the	wealthier.	However,	the
distribution	of	income	from	property,	or	even	the	share	of	income	going	to	property,	is
not	 of	 special	 interest	 to	 the	 poor	 and	 not-well-off	 portions	 of	 the	 population:	 their
income	is	derived	from	work,	and	for	their	income	to	gain	on	the	average	income	it
must	first	improve	relative	to	other	incomes	from	work.
	
A	simple	model	of	“high”	wage	and	“low”	wage	industries,	in	which,	in	order	to	be
selective,	high-wage	 industries	attempt	 to	keep	their	wages	at	a	premium	over	other



wages	during	a	period	of	normal	slack	in	the	labor	market,	indicates	that	in	a	period	of
tightening	labor	markets,	 low	wages	will	 tend	to	rise	more	rapidly	than	high	wages.
The	high-wage	sector	sets	a	money	wage	WH,	so	that	its	supply	of	labor	is	infinitely
elastic	at	this	wage.
	
A	rise	 in	demand	 increases	employment,	at	an	unchanged	money	wage.	The	supply
schedule	 of	 labor	 to	 the	 low-wage	 sector	 is	 some	 market	 supply	 curve	 minus
employment	 in	 the	high-wage	sector.	A	 rise	 in	employment	 in	 the	high-wage	sector
shifts	the	supply	curve	of	the	low-wage	sector	to	the	left:	SL1	shifts	to	SL2.	The	rise	in
overall	 demand	 that	 shifted	 the	 demand	 curve	 for	 labor	 in	 the	 high-wage	 sector	 up
also	shifts	the	demand	curve	for	labor	in	the	low-wage	sector	to	the	right.	Thus	wages
in	the	low-wage	sector	rise	from	WL0	to	WL1,	and	given	an	invariant	wage	in	the	high-
wage	sector	WH,	the	ratio	of	low	to	high	wages	rises.

	



	



An	alternative	model,	 using	 the	 same	 format,	would	have	WH	 as	 some	 ratio	 to	 low
wages.	 If	 the	 high	 wages	 are	 in	 “administered”	 industries,	 then	 the	 price	 of	 the
product	could	be	set	as	some	mark	up	on	wages.	In	this	case,	a	rise	in	WH	will	also
shift	DH	up	by	the	same	amount.	Thus,	in	Figure	3.2,	the	rise	to	WH2	and	DH2	means
that	the	change	in	employment	ΔE	remains	the	same,	but	the	relative	wages	of	high-
and	low-wage	workers	has	remained	unchanged.
	



	



If	 the	model	of	Figure	3.1	 is	 relevant,	 then	a	protracted	period	of	 full	 employment,
and	 in	 particular,	 a	 period	 of	 relatively	 tight	 full	 employment	 such	 as	 we	 have
witnessed	since	1965,	should	result	in	a	narrowing	of	the	spread	among	wages.	It	also
means	 that	 sustaining	 full	 employment	 would	 be	 a	 weapon	 for	 the	 elimination	 of
poverty	above	and	beyond	its	 impact	on	the	unemployed	and	the	underemployed.	If
the	model	 of	 Figure	 3.2	 is	 relevant,	 then	 no	 improvement	 in	 the	 status	 of	 the	 low-
wage	worker	can	be	expected	from	high	employment	aside	from	that	due	to	the	rise	in
employment.
	
In	the	10	years	1959	through	1968,	the	total	number	of	persons	in	poverty	fell	from
38.9	million	to	22	million.	In	the	eight	years	from	1960	through	1967,	the	percentage
of	 white	 families	 living	 in	 poverty	 fell	 from	 18.1	 percent	 to	 10.2	 percent;	 the
percentage	 of	 nonwhite	 families	 living	 in	 poverty	 fell	 from	 55.1	 percent	 to	 35.3
percent.	Even	 though	some	of	 the	credit	may	go	 to	various	 training	and	community
action	 programs,	 the	 decline	 in	 poverty	 seems	 most	 closely	 related	 to	 the	 rise	 in
employment,	including	the	increase	in	the	armed	forces.
	



	



The	impact	of	tight	labor	markets	upon	the	population	in	poverty	seems	clearest	when
attention	 is	 focused	 upon	 the	 nonwhites	 in	 poverty.	 In	 1960	 some	 55.1	 percent,	 in
1963	some	50.9	percent,	in	1966	some	40	percent	and	in	1967	some	35.3	percent	of
nonwhite	families	were	living	in	poverty.	In	1960	the	overall	unemployment	rate	was
5.5	percent,	in	1963	the	unemployment	rate	was	5.7	percent,	[and]	in	1966	and	1967
the	unemployment	rate	was	3.8	percent.	Between	1960	and	1967,	the	armed	services
increased	 by	 more	 than	 900,000	 and	 “civilian”	 employment	 by	 more	 than	 eight
million.	 It	 seems	 evident	 that	 the	 benefits	 to	 the	 nonwhite	 from	 the	 sustained
prosperity	lagged	behind	the	benefits	to	the	whites.
	
It	was	only	after	the	overall	unemployment	rate	was	lowered	from	the	neighborhood
of	5.5	percent	to	the	neighborhood	of	4	percent	that	an	appreciable	dent	was	made	in
the	proportion	of	nonwhites	in	poverty.
	
From	the	evidence	in	Table	3.3	it	seems	clear	that	the	rise	in	employment	(including
the	rise	 in	 the	armed	forces)	can	be	used	 to	explain	 the	decline	 in	 the	population	 in
poverty.	 The	 war	 on	 poverty	 has	 in	 effect	 followed	 an	 employment	 strategy—
although	 the	 initial	 gains	 in	 employment	 were	 not	 distributed	 so	 as	 to	 achieve	 a
maximum	impact	upon	the	population	in	poverty.	The	employment	strategy	actually
followed	was	 not	 efficient	 either	 in	 terms	 of	 the	 initial	 impacted	 population	 or	 the
bundle	of	goods	produced	with	respect	 to	 the	goal	of	ending	poverty.	The	power	of
adequate	 employment	 opportunities	 is	 perhaps	 made	 clear	 by	 the	 success	 in
decreasing	poverty	of	even	the	poorly	designed	employment	program	that	in	fact	was
implemented.	We	 can	 only	 conjecture	 at	 the	 impact	 that	 a	 high-employment	 policy
especially	designed	to	reduce	poverty	would	have	upon	the	population	in	poverty.
	
Tighter	 full	employment	can	help	 the	poor	 in	 three	ways:	by	moving	a	 family	 from
unemployed	to	employed	status,	by	eliminating	short-time	and	partial	unemployment,
and	by	raising	relative	wages.	The	available	evidence	indicates	that	there	has	been	no
improvement	 in	 the	 distribution	 of	 income	 from	 work,	 relative	 wages	 have	 not
improved	over	the	long	expansion	of	the	1960s,	and	over	the	longer	run	(since	the	end
of	World	War	 II)	 the	 evidence	 indicates	 that	 a	 deterioration	 in	 relative	 wages	 has
occurred.
	
Table	3.4	 shows	 the	distribution	of	 relative	weekly	wages	 in	various	manufacturing



industries,	mining,	construction,	and	trade.	The	data	are	summarized	in	Table	3.5.
	



	





At	 the	 end	of	World	War	 II,	 the	 distribution	of	weekly	wages	was	 closely	bunched
around	 the	 average	 for	 all	 manufacturing.	 Some	 seven	 industries	 fell	 into	 the	 95–
104.9	percent	of	all	manufacturing	range;	some	14	industries	fell	in	the	range	of	85–
114.9	 percent	 of	 all	manufacturing.	 In	 1948,	 for	 only	 one	 industry	was	 the	 average
income	more	than	125	percent	of	the	all	manufacturing	range;	for	only	one	industry
was	the	weekly	wage	less	than	75	percent	of	the	average	weekly	wage.
	
In	 the	postwar	period	a	 thinning	out	of	 the	midrange	of	weekly	wages	occurred.	 In
1960,	only	six	industries	were	in	the	95	percent	to	104.9	percent	range	and	only	three
more	were	in	the	105–114.9	percent	range;	the	85–94.9	percent	range	was	empty.	In
the	period	since	1960	a	 further	widening	of	 the	 range	has	occurred,	 so	 that	 in	1967
only	five	industries	remain	in	the	95–104.9	percent	range,	two	industries	are	in	excess
of	 130	 percent	 of	 all	 manufacturing,	 and	 two	 are	 less	 than	 65	 percent	 of	 all
manufacturing.	In	1948	the	lowest	wage	(tobacco	manufacturing)	was	68.9	percent	of
the	average	and	the	highest	wage	(petroleum	and	related	products)	was	130.4	percent
of	all	manufacturing.	In	1967	retail	trade	was	61.7	percent,	apparel	and	related	trades
was	63.6	percent,	while	contract	 construction	was	133.8	percent	 and	petroleum	and
related	products	was	133	percent	of	the	average	of	all	manufacturing.
	
Thus	 it	 seems	 as	 if	 the	 post–World	War	 II	 period	 has	 seen	 a	 dispersion	 of	 relative
wages	and	the	tighter	labor	markets	of	the	late	1960s	did	not	lead	to	a	narrowing	of
the	 range.	 Of	 course,	 in	 1968	 labor	 markets	 were	 even	 tighter	 than	 in	 1967,	 and
perhaps	a	narrowing	of	the	range	did	occur.	However,	the	hope	that	a	little	more	will
make	a	big	difference	seems	like	a	weak	reed	for	an	economic	policy	to	lean	on.
	
The	coefficient	of	variation	is	the	standard	deviation	divided	by	the	arithmetic	mean.
It	is	a	“deunitized”	measure	of	dispersion.	Over	the	extended	expansion	of	the	1960s
the	coefficient	of	variation	of	hourly	earnings	exhibited	some	decrease,	whereas	 the
coefficient	 of	 variation	 of	weekly	 earnings	 showed	 some	 increase.	 This	means	 that
whereas	relative	hourly	wages	tended	to	draw	together,	overtime	and	layoffs	tended	to
widen	 the	 distribution	 of	 income.	 Over	 this	 period	 of	 sustained	 prosperity	 and
tightening	 full	employment,	 the	behavior	of	hourly	 rates	conformed	 to	 the	model	 in
which	 extended	 prosperity	 narrows	 the	 range	 of	 wages	 but	 the	 changes	 in	 hours
worked	offset	this	tendency	so	that	the	range	of	weekly	earnings	widened.
	



	



	
It	is	worth	noting	that	the	distribution	of	hourly	earnings	is	not	as	dispersed	as	that	of
weekly	earnings,	 that	 the	dispersion	 is	 relatively	narrow	when	finance	and	 trade	are
excluded,	 and	 that	 for	 both	 hourly	 and	weekly	 earnings—but	 especially	 for	 hourly
earnings—the	 coefficient	 of	 variation	 excluding	 finance	 and	 trade	 did	 not	 exhibit
much	 of	 a	 trend.	 Thus	 we	 can	 infer	 that	 in	 the	 relatively	 more	 highly	 unionized
manufacturing,	 mining,	 and	 construction	 sectors	 the	 dispersion	 of	 wages	 did	 not
change	much	over	 the	decade.	 In	addition,	 the	differential	between	hourly	wages	 in
trade	 and	 finance	 and	 in	 manufacturing	 narrowed	 over	 the	 decade	 while	 the
differential	in	weekly	wages	widened.
	
The	evidence	from	the	coefficients	of	variation	is	consistent	with	the	evidence	from
the	analysis	of	the	behavior	of	relative	wages	by	industry.	The	period	of	the	1960s	did
not	see	any	narrowing	of	the	spread	of	wages.	If	such	a	narrowing	had	taken	place	the
income	 of	 the	 low-wage	 retail	 trade	 and	 apparel	 workers	 would	 have	 been
substantially	higher.	For	example,	if	these	workers	received	80	percent	rather	than	62
percent	or	64	percent	of	all	the	manufacturing	average,	their	income	would	have	been
about	30	percent	higher	 and	 the	number	of	 families	 [in	 close	proximity]	 to	poverty
would	have	been	appreciably	reduced	(some	10	million	workers	are	in	the	four	sectors
in	which	income	is	less	than	75	percent	of	the	average	in	all	manufacturing)	compared
to	the	actual	1967	situation.
	
Thus	the	labor	markets	as	 they	behaved	during	the	1960s	did	not	 tend	to	reduce	the
inequality	of	 incomes	as	unemployment	 rates	were	 lowered	and	kept	 low.	Thus	one
possible	benefit	from	a	full	employment	policy	did	not	appear.	Relative	wages	were
either	sticky	or	perverse.	The	question	is	open	whether	some	alternative	form	of	labor
market	behavior	and	organization	would	 lead	 to	a	different	pattern	of	 relative	wage
and	income	changes	during	periods	of	economic	expansion.	As	things	stand,	we	must
plan	policy	on	the	assumption	that	the	pattern	of	relative	wages	is	stable,	and	that	if
the	pattern	is	to	be	changed,	some	institutional	changes	will	be	needed.
	
The	Feedbacks	from	Sustained	Tight	Full	Employment
The	 general	 success	 of	 Keynesian	 economic	 policy	 during	 the	 eight	 Kennedy–
Johnson	 years	 is	 not	 to	 be	 doubted,	 even	 though	 the	 [period	 1965–68],	 which	 is
perhaps	 of	 greatest	 interest,	 might	 be	 classified	 as	 a	 “classical”	 war	 rather	 than	 a



“Keynesian”	 innovative	 period	 in	 economic	 policy.	 The	 validity	 of	 an	 employment
strategy	as	the	rock	upon	which	a	serious	antipoverty	war	is	to	be	based	is	clear	from
the	experience	of	the	past	four	years.	In	effect,	during	these	years	a	poorly	designed
employment	policy	was	associated	with	a	sharp	decrease	in	the	population	in	poverty.
	
The	employment	policy	was	poorly	designed	from	the	point	of	view	of	a	campaign	to
eliminate	poverty.	It	was	not	directed	at	the	poor,	but	rather	at	a	perceived	generalized
deficiency	 in	 aggregate	 demand.	 During	 this	 period,	 the	 available	 socially	 and
politically	approved	spending	was	heavily	biased	toward	military	spending	(the	war	in
Vietnam	was	 helpful),	which	 in	 an	 age	 of	 research	 directly	 benefits	 the	well-to-do.
Furthermore,	 the	 tax	 relief	 granted	 during	 this	 period	 in	 order	 to	 sustain	 demand
benefited	 property	 owners	 and	 other	 high	 incomes.	 The	 employment	 strategy	 was
implemented	by	trickle-down	tactics.
	
Nevertheless,	even	though	the	target	of	spending	was	not	the	poor,	the	very	fact	that
tight	 labor	markets	were	attained	and	sustained	 for	many	months	has	 resulted	 in	an
improvement	 in	 the	 lot	of	 the	poor.	 If	 tight	 labor	markets	were	continued,	 a	 further
increase	in	the	proportion	of	the	population	in	the	pool	of	experienced	workers	could
be	expected	 to	 take	place.	Sustaining	 tight	 full	employment	 is	necessary	 to	hold	 the
gains	 that	have	been	made,	as	well	as	 to	make	further	gains	possible.	Are	 there	any
fundamental	 and	 strong	 forces	 in	 a	 capitalist	 economy	 which	 tend	 to	 make	 the
sustaining	 of	 full	 employment	 politically	 unpopular,	 unproductive	 in	 reducing
poverty,	or	very	difficult?
	
The	answer	to	the	question	is	that	there	are.	“Inflation,”	especially	if	it	is	accelerating,
decreases	the	political	popularity	of	full	employment.	A	rise	in	the	relative	wages	of
urban	 civic	 employees	 (teachers,	 policemen,	 firemen,	 etc.)	 may,	 given	 the	 limited
fiscal	 power	 of	 urban	 governments,	 lead	 to	 a	 deterioration	 of	 the	 income	 provided
through	 public	 goods.	 In	 addition,	 the	 upward	 instability	 of	 investment	 demand
combined	with	the	financial	repercussions	of	an	investment	boom	may	make	it	very
difficult	to	sustain	full	employment.
	
Inflation
Milton	Friedman	and	some	of	his	disciples	have	taken	to	characterizing	the	decrease	in
unemployment	 rates	 in	 the	 recent	 past	 as	 “inflation	 induced”	 decreases	 in
unemployment.	This	terminology	runs	counter	to	the	Phillips	curve	language,	popular



in	this	country	following	a	terrific	performance	put	on	by	Samuelson	and	Solow
[****]

at	the	annual	meetings	of	the	economists	in	December	1960,	which	associates	the	rate
of	change	in	money	wages	with	the	unemployment	rate	(Samuelson	and	Solow	1960).
The	 rate	of	 change	 in	money	prices	 is	 less	 than	 the	 rate	of	 change	 in	money	wages
because	 of	 productivity	 increases.	 Thus,	 in	 the	 Samuelson-Solow-Phillips	 model,	 a
tightening	of	 labor	markets	 is	associated	with	 rising	prices	and	wages,	but	as	wages
rise	faster	than	prices,	the	real	wage	increases.	In	this	world	the	previously	employed
and	the	newly	employed	both	benefit—in	fact,	as	 the	differential	between	the	rate	at
which	 wages	 and	 prices	 change	 is	 often	 assumed	 to	 be	 an	 invariant,	 reflecting
productivity	changes,	 the	 improvement	of	 the	continuously	employed	worker’s	 lot	 is
independent	 of	 the	 unemployment	 rate.	 Thus,	 as	 it	 costs	 the	 previously	 employed
workers	 nothing,	 they	 might	 as	 well	 accept	 the	 decrease	 in	 unemployment.	 It	 is	 a
world	of	“social	harmony.”
	
The	Friedman	world	is	not	a	world	of	social	harmony—class	conflicts	can	rage.	An
excess	of	aggregate	demand	over	aggregate	supply	(the	excessive	aggregate	demand
is	 due	 to	 too	 large	 a	 rate	 of	 growth	 in	 the	money	 supply)	 raises	 prices	 relative	 to
wages.	This	 lowers	 the	 real	wage	of	workers	and	as	a	 result	employment	 increases.
The	 rise	 in	 prices	 in	 excess	 of	 the	 rise	 in	 wages	 lowers	 the	 real	 income	 of	 the
previously	 employed	 workers,	 making	 them	 worse	 off;	 the	 workers	 moving	 from
being	unemployed	to	being	employed	are	better	off.	Thus,	in	the	Friedmanite	world,
the	profit	 taker,	who	gains	 from	 rising	prices,	 and	 the	poor	benefit	 from	 tight	 labor
markets,	the	regularly	employed	worker	loses.
	
It	seems	as	if	the	Friedmanite	picture	had	some	validity	in	1968.	The	previous	year	or
so	 had	 seen	 industrial	 workers’	 wage	 rates	 lag	 a	 bit	 behind	 price	 increases.	 Thus
resentment	at	the	state	of	the	world,	which	was	improving	the	lot	of	the	others	at	the
expense	of	the	steadily	employed,	existed	and	perhaps	found	a	political	expression	in
[pro-Wallace]	sentiment.
	
Thus	the	[view	that]	wage	rate	increases	associated	with	low	unemployment	generate
inflation	 .	 .	 .	 looks	 upon	 inflation	 as	 socially	 benign;	 the	 inflation-induced	 view	 of
how	 low	 unemployment	 rates	 are	 achieved	 sees	 inflation	 as	 socially	 corrosive.	 If
benign,	low	unemployment	rates	plus	inflation	can	continue	indefinitely	and	need	not
accelerate;	 if	 corrosive,	 then	 low	 unemployment	 rates	 cannot	 continue	 indefinitely,
especially	 in	 a	 nonhomogeneous	 society,	 and	 as	 the	 losers,	 or	 nongainers,	 try	 to
maintain	or	improve	their	position	it	might	very	well	accelerate.
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Sustained	 low	unemployment	 rates	 are	 an	exotic	 environment;	American	capitalism
hasn’t	 been	 in	 this	 climate	 for	 at	 least	 40	 years,	 if	 ever.	The	question	 of	whether	 a
given	rate	of	inflation	will	be	associated	with	a	given	unemployment	rate	depends	in
the	 Friedmanite	 view	 upon	 whether	 the	 productivity	 of	 the	 workers	 whose
employment	 is	 induced	 by	 inflation	 is	 permanently	 increased.	 If	 so,	 then	 high
employment	will	no	longer	depend	upon	a	lowering	of	real	wages	through	inflation.
The	“natural”	or	“noninflationary”	employment	level	is	increased.
	
In	the	Phillips	view	a	similar	leavening	process	would	shift	the	relation	between	price
level	increases	and	employment,	so	that	each	unemployment	rate	is	associated	with	a
smaller	rise	in	prices.
	
If	the	need	for	inflation	to	induce	lower	unemployment	is	transitory,	then	in	time	the
inflation-induced	decline	 in	 income	of	 the	 prior	 employed	will	 come	 to	 a	 halt.	The
period	 of	 social	 conflict	 between	 the	 newly	 and	 the	 steadily	 employed	 will	 be
relatively	short	and	perhaps	we	can	afford	it.	If	no	such	shift	occurred,	then	socially
the	aggregate	demand	technique	for	ending	poverty	via	employment	is	a	blocked	path.
	
The	Wages	of	Public	Employees
Income	 includes	 the	 services	 received	 in	kind	 from	 the	public	 sector.	Most	of	 these
services,	especially	the	traditional	education,	health,	recreation,	and	public	protection,
can	be	considered	to	be	labor	intensive.	As	was	shown	earlier,	these	sections	may	be
both	nonprogressive	and	blessed	with	an	income	elastic	demand.	Thus,	as	time	goes
on,	 the	 labor	 supply	 and	 the	 relative	 burden	 associated	 with	 these	 sectors	 may
increase.	 However,	 there	 is	 another	 important	 element,	 quite	 independent	 of	 the
progress	 and	 demand	 factors,	 that	 will	 make	 the	 costs	 of	 public	 sector	 output	 rise
relative	to	the	cost	of	private	goods.
	
The	 expectation	 that	 full	 employment	 will	 be	 sustained	 affects	 the	 relative
attractiveness	 of	 different	 occupations.	 Highly	 seasonal	 and	 cyclical	 industries	 and
occupations	 need	 to	 pay	 a	 premium	 in	 hourly	 or	 weekly	 wages	 over	 occupations
which	are	not	affected	by	such	fluctuations.	This	is	necessary	in	order	to	compensate
the	workers	for	the	uncertainty	they	carry.
	
The	 expected	 utility	 to	workers	 from	different	 occupations	 for	 those	 free	 to	 choose



among	occupations	will	be	equal.	But	to	risk	averters	the	expected	utility	associated
with	 a	 fluctuating	 income	 is	 less	 than	 the	 expected	 utility	 associated	 with	 a	 stable
income	with	the	same	expected	value.	That	is,	making	$100	a	week	half	the	time	and
$200	a	week	the	other	half	of	the	time	yields	a	smaller	expected	utility	than	earning
$150	a	week	all	the	time.
	
The	 simple	 expected	utility	 calculus	 needs	 to	 be	modified	 depending	upon	whether
fluctuations	in	 income	are	associated	with	 leisure	as	a	good	and	whether	fluctuating
amounts	of	leisure	per	week	are	preferred	or	are	inferior	to	an	equal	average	but	stable
amount	of	 leisure	per	week.	However,	 the	main	modification	 that	has	 to	be	made	 is
whether	 the	 fluctuating	 pattern	 is	 known	 with	 certainty	 (fully	 anticipated)	 or
conjectural.
	
We	can	assume	that	seasonal	patterns	of	employment	are	known	with	[near]	certainty
and	 that	 cyclical	 patterns	 are	 conjectural.	 Thus,	 if	 there	 were	 only	 seasonal	 (fully
anticipated)	fluctuations	in	employment,	the	average	income	over	a	set	of	seasons	of
like	labor	in	different	occupations	would	tend	to	equalize.	However,	occupations	with
unanticipated	 fluctuations	 in	 employment,	 fluctuations	 that	 cannot	 be	 forecast	 with
certainty,	will	need	to	pay	a	premium	income	in	order	to	attract	a	given	class	of	labor:
the	expected	income	in	the	occupations	with	cyclically	fluctuating	incomes	will	need
to	be	greater	than	the	expected	income	from	cyclically	stable	occupations.
	
Public	service	employment	is	insulated	from	all	but	truly	major	business	declines.	The
hours,	wages,	and	incomes	enjoy	large	protections	against	cyclical	declines	in	income.
Thus,	 in	 a	 world	 in	 which	 cyclical	 fluctuations	 in	 income	 are	 important,	 public
employees	 can	 be	 expected	 to	 earn	 less	 on	 the	 average	 than	 employees	 in	 the
cyclically	sensitive	private	sector.
	
If	 due	 to	 a	 change	 in	 the	performance	of	 the	 economy	 the	 expectation	 that	 cyclical
fluctuations	 are	 expected	 to	occur	 is	 diminished,	 then	 the	premium	of	 cyclical	 over
stable	 incomes	 will	 need	 to	 decrease.	 However,	 such	 an	 attenuation	 of	 the
expectations	 that	business	depressions	will	occur	 takes	place	only	after	an	extended
run	of	prosperous	times.	Thus	it	will	be	associated	with	full	employment	and	sectoral
excess	demand	for	labor.	The	adjustment	of	the	two	classes	of	wages	to	the	change	in
expectations	will	 take	 place	 by	 a	 rapid	 increase	 of	 public	 sector	wages	 in	 order	 to
catch	 up	with	 private	 sector	wages.	 There	will	 be	 an	 independent	 impact	 from	 full
employment	 expectations	 tending	 to	 make	 the	 public	 sector’s	 costs	 rise	 relative	 to



those	in	the	private	sector.
	
As	a	result	of	this	phenomenon,	a	deterioration	of	the	public	sector	or	a	sharp	rise	in
costs	may	be	expected	to	occur	after	an	extended	period	of	full	employment.	To	the
extent	that	the	antipoverty	strategy	is	based	upon	full	employment	plus	a	rise	in	public
goods	production,	the	rise	in	relative	wages	of	public	sector	employees	as	a	result	of
full	employment	is	a	barrier	that	might	frustrate	the	policy	goal.	However,	this	barrier
depends	 upon	 the	 political	 and	 social	 reaction	 to	 higher	 taxes—and	 will	 in	 part
depend	 upon	 whether	 the	 gains	 from	 full	 employment	 and	 the	 income	 from
improvements	 in	public	goods	are	so	shared	as	 to	be	conducive	 to	an	acceptance	of
higher	relative	costs.
	
The	Financial	Barrier	to	Sustaining	Full	Employment
The	1960s	to	date	have	been	a	most	successful	period,	if	success	is	measured	by	the
absence	of	a	recession,	the	growth	in	real	GNP,	and	the	reduction	in	the	percentage	of
the	population	measured	as	living	in	poverty.	Aside	from	the	accelerated	rise	in	price
level	since	1964	(which	was	coincident	with	the	reduction	in	the	unemployment	rate
and	the	proportion	of	nonwhites	in	poverty),	the	major	flaw	of	the	1960s	is	that	wants
expanded	at	least	as	fast	as	output—especially	wants	for	wars	and	other	public	goods
—so	that	a	feeling	of	general	impoverishment	has	accompanied	the	great	enrichment.
Obviously,	 the	 problem	 of	 scarcity	 remains	 as	 long	 as	 wants	 are	 expandable;	 true
affluence	will	follow	upon	a	restriction	of	wants.
	
However,	even	though	wants	expand	as	fast	as	or	faster	than	capacity,	it	nevertheless
is	 true	 that	much	 of	 the	 observed	 decline	 in	 poverty	 is	 the	 result	 of	 the	 expansion
being	 sustained	 since	 1961.	 The	 population	 in	 poverty	 would	 increase	 sharply	 if
unemployment	 rates	 ever	 jumped	 to,	 say,	 6.8	 percent	 or	 8.8	 percent	 from	 the	 3.6
percent	 of	 1968.	 Continued	 success	 in	 reducing	 poverty	 depends	 critically	 upon
sustaining	 full	 employment	 and	 even	 making	 labor	 markets	 tighter	 than	 they	 have
been	to	date.
	
However,	it	may	very	well	be	that	sustaining	an	expansion	is	inherently	impossible	in
an	economy	such	as	the	United	States.	The	United	States	is	an	intensely	financial	and
basically	 a	 highly	 competitive	 capitalist	 economy.	 The	 very	 productivity	 and
responsiveness	 of	 output	 to	 consumer	 preferences	 is	 due	 to	 the	 way	 in	 which
investment	responds	to	profit	opportunities	and	the	way	in	which	financing	for	such



investment	 is	made	available	 through	a	 flexible	 financial	 system.	Thus	 the	essential
characteristic	 of	 American	 capitalism	 is	 a	 widespread	 willingness	 and	 ability	 to
engage	in	speculation.
	
In	 a	world	where	 the	memory	 of	 past	 recessions	 and	 depressions	 persists,	 a	 run	 of
very	good	years	will	tend	to	attenuate	if	not	erase	such	memories.	But	these	memories
find	 their	 expression	 in	 liability	 structures	 of	 firms	 and	 preferred	 asset	 holdings	 of
both	 households	 and	 financial	 institutions.	 An	 attenuation	 or	 erasure	 of	 such
memories	will	lead	to	sharp	changes	in	portfolio	preference.	These	changes	have	two
results:	 an	 investment	 boom	 and	 a	 sharp	 rise	 in	 interest	 rates	 as	 demand	 for
investment	 and	 position-taking	 financing	 increases.	The	 rise	 in	 interest	 rates	 causes
both	losses	to	owners	of	previously	issued	long-term	debt	securities,	and	a	higher	ratio
of	 cash	 payment	 commitments	 to	 expected	 cash	 receipts	 by	 those	 financing	 either
investment	or	positions	in	inherited	assets.
	
The	investment	boom	together	with	its	financial	repercussions	will	initially	lead	to	an
accelerating	expansion	that	carries	demand	beyond	full	employment	demand—which
means	 price	 level	 increases.	 Either	 because	 of	 endogenous	 limits	 to	 how	 much
financing	can	be	extracted	from	a	given	financial	system	or	policy	actions	designed	to
dampen	an	inflationary	expansion,	a	break	in	the	explosive	expansion	will	take	place.
This	can	lead	to	a	sharp	decline	in	asset	values	and,	following	a	“liquidity	crisis,”	a
sharp	 reduction	 in	 investment	demand.	A	 rather	 serious	 recession	or	depression	can
follow.4

	
In	1966	such	a	process	occurred,	leading	to	a	mini-panic	(called	“the	crunch”)	around
Labor	Day	 of	 that	 year.	 The	 serious	 recession	 or	 depression	 did	 not	 occur	 because
fiscal	 policy	 stepped	 in	 [almost]	 immediately	 with	 a	 sharp	 rise	 in	 Vietnam	 War
expenditures.	 The	 rise	 in	 military	 expenditures	 in	 1966–67	 really	 is	 a	 well-nigh
perfect	example	of	how	government	expenditures	should	rise	to	prevent	a	near	crash
in	 the	 financial	 sector	 from	accelerating	 to	 a	 full-blown	panic,	 and	 to	 abort	 a	 sharp
decline	in	income	and	employment.
	
It	 is	 also	 evident	 from	 the	 events	 of	 1966–67	 that	 a	 well-nigh	 perfect	 use	 of
coordinated	monetary	and	fiscal	policy	can	prevent	the	quite	awful	consequences	of	a
sharp	 fall	 in	 income	 from	occurring,	 but	 only	 at	 a	 price	 that	 includes	 a	 quite	 quick
recovery	 of	 the	 inflationary	 pressures.	 To	 constrain	 the	 explosive	 tendencies	 of
American	 capitalism	 it	might	 very	well	 be	 true	 that	 a	more	 serious	 set	 of	 financial



losses	 and	 declines	 in	 production	 than	 occurred	 in	 1966–67	 may	 be	 needed.	 This
would	carry	with	it	a	rise	in	poverty	via	a	rise	in	unemployment.
	
Thus	 it	 may	 be	 true	 that	 the	 explosive	 forces	 in	 American	 capitalism	 make	 it
impossible	to	sustain	extended	periods	of	full	employment,	such	as	we	have	enjoyed
in	the	1960s.	Thus	the	path	to	universal	affluence	through	perpetual	prosperity	may	be
blocked.
	
Conclusion
By	any	 reasonable	view	of	how	fast	 is	 fast,	 the	years	 since	1964	have	seen	a	 sharp
reduction	of	the	population	in	measured	poverty.	This	success	has	been	mainly	due	to
the	rise	 in	employment—including	the	armed	forces—and	little	or	none	of	 it	can	be
imputed	to	an	improvement	in	the	relative	incomes	of	the	low-paid	employed	worker.
That	 is,	 poverty	 has	 been	 reduced	 because	 of	 a	 change	 from	 unemployment,	 not
because	 the	relative	 income	of	 those	 in	poverty,	even	 though	fully	employed	during
the	year,	has	risen.	The	industrial	wage	structure	has	not	changed	in	the	desired	way.
	
It	also	seems	evident	that	there	are	sharp	limitations	on	what	can	be	done	by	transfer
payments.	In	particular,	the	labor	force	participation	and	the	savings	reaction	together
with	the	GNP	and	economic	growth	targets	make	it	likely	that	any	broad	improvement
in	 the	 transfer	 payments	 schemes	 will	 be	 inflated	 out.	 Thus,	 if	 transfer	 payment
schemes	are	introduced,	they	should	be	accompanied	with	incentives	for	labor	market
participation	 by	 revising	 Social	 Security,	 lowering	 the	 school-leaving	 age,
[establishing]	 preferential	 tax	 treatment	 of	 apprentice	 income	 and	 costs,	 etc.	 Ever
since	the	Keynesian	revolution,	those	facets	of	the	welfare	system	that	were,	in	effect,
introduced	to	lower	labor	market	participation	have	been	obsolete.
	
It	also	seems	true	that	a	highly	urbanized	environment,	carrying	with	it	a	demand	for
labor-intensive	services,	may	be	growth	retarding.	Thus	the	possibilities	of	alleviating
poverty	 or	 generating	 equality	 by	 biasing	 the	 distribution	 of	 increments	 to	 income
may	be	limited	by	a	slowdown	in	the	rate	of	growth	of	income.
	
If	 we	 add	 to	 this	 urbanization	 phenomenon	 the	 impact	 of	 the	 attenuation	 of
uncertainty	 upon	 relative	 wages	 it	 seems	 clear	 that	 the	 cost	 per	 unit	 of	 publicly
supplied	 “goods	 and	 services”	 as	 well	 as	 the	 relative	 quantity	 of	 such	 goods	 and
services	in	GNP	will	rise	with	both	economic	growth	and	economic	success.	The	shift



in	the	proportions	of	public	to	private	output	will	obviously	have	an	impact	upon	the
willingness	 of	 taxpayers	 to	 support	 programs	 which	 yield	 them	 no	 obvious	 or
perceived	benefits.
	
It	also	seems	evident	that	sustained	full	employment	may	not	affect	relative	wages	in
such	a	manner	as	to	raise	low	wages	relative	to	high	wages:	the	terms	of	trade	do	not
seem	to	move	in	favor	of	the	low-wage	earner	during	sustained	prosperity.
	
The	marked	decrease	in	 the	numbers	 living	in	poverty	during	the	1960s	was	mainly
due	to	a	run	of	prosperous	years.	The	financial	disruption	of	1966	and	the	even	tighter
financial	 market	 conditions	 of	 recent	months	 indicate	 that	 it	 may	 be	 impossible	 to
sustain	 tight	 full	 employment	 and	 economic	 growth.	 If	 this	 is	 so,	 then	 the	 goal	 of
eliminating	poverty	or	equalizing	 income	 is	 even	more	difficult	 to	attain	within	our
institutional	structure	than	the	success	of	the	past	few	years	would	indicate.
	
A	 gimmick	 or	 a	 good	 idea	 is	 not	 sufficient	 for	 successful	 economic	 policy.
Meaningful	economic	policy	must	be	consistent	with	the	underlying	behavioral	rules
of	 the	 economy.	One	 behavioral	 rule	 is	 that	 a	willingness	 to	 pay	 taxes	 and	 support
programs	 that	 involve	 taxes	 depends	 upon	 the	 benefits	 the	 taxpayer	 perceives.	 A
welfare	program	yields	little—once	true	starvation	and	public	begging	are	eliminated
—to	 all	 but	 the	most	 altruistic	 of	 taxpayers.	 Parks,	 public	 safety,	 clean	 streets,	 and
even	 the	 education	 of	 others	 yield	 perceptible	 or	 available	 benefits	 to	 [nearly]	 all
taxpayers.	The	ability	 to	achieve	a	 radical—or	even	a	modest—income	equalization
through	 public	 expenditures	 depends	 upon	 the	 public	 program	 yielding	 perceived
benefits	to	those	who	sacrifice	in	the	form	of	taxes	for	the	project.	If	a	growth	in	the
public	 sector	 can	be	achieved	which	yields	 the	 equivalent	of	 a	0.5	percent	per	year
increase	in	private	income	to	the	representative	taxpayer	(as	well	as	a	somewhat	larger
income	equivalent	to	lower	income	households),	then	it	is	possible	that	radical	income
equalization	would	be	acceptable.	That	 is,	a	work	program	that	yields	rapidly	rising
money	 income	 to	 the	 additional	 public	 employees	 while	 it	 yields	 perceptible	 and
recognized	benefits	to	others	than	those	employed	in	the	program	is	a	feasible	way	of
equalizing	income.
	
Whether	 it	 takes	 the	 form	 of	 wage	 subsidies	 to	 privately	 employed	 workers	 or
government	direct	demand	for	labor	and	supply	of	particular	outputs	is	not	relevant.
What	 is	most	 relevant	 is	 that	 any	 program	 of	 income	 equalization	 yield	 benefits—
such	as	postal	services,	or	even	cheap	food—to	those	who	pay	the	taxes.	Expensive



income	 equalization	 programs	 cannot	 depend	 upon	 altruism—public	 goods	 may
provide	 the	 vehicle	 by	 which	 self-interest	 is	 consistent	 with	 income	 equalization.
Thus,	 no	 income	 equalization	 program	 is	 truly	 feasible	 unless	 it	 provides	 for	 an
increase	of	labor	force	participation	and	in	output.
	
Suggestions	have	been	made	that	the	government	be	the	employer	of	last	resort.	In
any	such	program	the	government	would	presumably	set	a	wage	rate	at	which	it	 is
willing	 to	 employ	 all	 available	 workers.	 This	 wage	 rate	 immediately	 becomes	 a
wage	 floor	 for	 all	 sectors,	 hence	 I	 labeled	 an	 employer-of-last-resort	 program	as	 a
wage	support	law;	the	terms	upon	which	the	government	stands	ready	to	employ	all
is	analogous	to	the	farm	price	support	programs.
	
If	we	look	upon	wage	support	as	a	technique	for	generating	services	from	the	public
sector,	then	there	will	be	benefits	to	all	from	the	program.	If	it	is	possible	to	constrain
the	highest-wage	industries	while	allowing	the	wage	support	level	to	rise	faster	than
prices,	then	a	wage	support	law	might	be	able	to	narrow	the	range	of	wages.	One	of
the	 very	 high-wage	 industries	 is	 contract	 construction.	 The	 government	 is	 a	 major
purchaser	of	the	output	of	contract	construction.	The	government	might	be	able	to	set
a	 ceiling	 on	 how	 rapidly	 it	 will	 allow	 such	 wages	 to	 increase.	 Such	 a	 program	 of
restraint	in	high	wages	will	need	to	be	accompanied	by	equitable	and	biting	taxation
of	property	and	other	high	incomes.
	
The	urban	plight	calls	for	an	enlarged	public	and	urban	service	sector.	The	needs	of
wage	 equalization	 call	 for	 expanded	 government	 employment	 at	 improving	 wages.
Such	programs	could	yield	visible	benefits	to	the	nonpoor,	thus	it	may	be	feasible.
	
Poverty	in	America	will	not	be	eliminated	by	simple	programs	which	naively	assume
that	 all	 is	 possible.	 There	 is	 a	 serious	 doubt	 that	 a	 program	 can	 be	 devised	 to
overcome	 or	 circumvent	 what	 are	 the	more	 obvious	 barriers	 to	 success	 in	 such	 an
effort.	 However,	 without	 awareness	 of	 the	 barriers	 it	 truly	 would	 be	 a	 fluke	 if	 a
successful	program	were	devised.
	
Appendix:	An	Arithmetic	Example	of	Baumol’s	Disease
Assume	 that	 final	 demand	 is	 such	 that	 the	 “physical”	 output	 of	 the	 two	 sectors	 is
equal	at	all	times.	Thus	workers	will	be	shifted	from	the	technologically	progressive
sector	 to	 the	 technologically	 stagnant	 sectors.	 Assume	 that	 wages	 are	 set	 in	 the



progressive	sector	and	that	wages	determine	prices	so	that	the	nominal	price	per	unit
of	 the	output	of	 the	progressive	 sector	 remains	constant.	Wages	are	 the	 same	 in	 the
two	sectors,	 thus	the	price	per	unit	of	output	in	the	stagnant	sector	rises	at	 the	same
rate	as	productivity	increases.	It	is	clear	that	as	this	process	continues,	the	labor	force
will	be	switched	from	the	progressive	to	the	stagnant	sector,	the	growth	rate	of	output
will	decrease,	and	the	rate	of	increase	in	the	price	level	will	asymptotically	approach
the	rate	of	increase	in	productivity.
	
Let	us	assume	that	initially	we	have	200	workers,	100	assigned	to	each	sector.	Wages
equal	$1	per	period	in	both	sectors;	the	value	of	output	is	$200	per	period.	Output	per
man	 hour	 grows	 at	 6	 percent	 per	 period	 in	 the	 progressive	 sector.	 In	 order	 to	 keep
output	 the	 same	 in	 the	 two	 sectors,	 some	 three	 workers	 are	 shifted	 from	 the
progressive	 to	 the	 stationary	 sector	 for	 the	 second	 period.	Wages	 now	 equal	 $1.06,
output	in	each	sector	is	1.03,	the	total	value	of	output	is	$212.18,	the	growth	rate	of
output	is	3	percent,	and	the	price	index	has	risen	from	100	to	103.
	
If	150	workers	 are	 assigned	 to	 the	 stagnant	 sector	 and	50	 to	 the	progressive	 sector,
then	the	output	per	man	in	the	progressive	sector	will	need	to	be	three	times	the	output
of	the	first	example.	In	this	case,	wages	will	be	$3	per	period	and	total	output	is	300
units.	The	value	of	output	in	the	stagnant	sector	is	$450	[and]	in	the	progressive	sector
it	 is	 $150,	 so	 that	 GNP	 is	 600.	 The	 price	 level	 is	 2.0.	 Labor	 productivity	 in	 the
progressive	 sector	 grows	 at	 a	 6	 percent	 rate,	 so	 that	 at	 the	 end	 of	 one	 period
productivity	in	the	progressive	sector	is	3.18.	As	a	result,	2.15	workers	will	need	to	be
shifted	to	the	stagnant	sector,	the	wage	rate	will	rise	to	$3.18,	and	the	value	of	output
in	 the	 progressive	 sector	 is	 $152.15	 and	 in	 the	 stagnant	 sector	 it	 becomes	 $483.85.
Real	output	has	grown	from	300	to	304.3,	or	approximately	1.5	percent.	The	money
value	 of	 income	 produced	 rises	 to	 $636	 so	 that	 the	GNP	deflator	 rises	 from	2.0	 to
2.09,	i.e.,	by	4.5	percent.
	
In	the	third	case	the	initial	conditions	are	10	workers	in	the	progressive	sector	and	190
in	 the	stagnant	sector.	The	productivity	 in	 the	progressive	sector	 is	now	19	times	as
great	as	in	the	stagnant	sector	so	that	output	is	190	in	each	sector;	real	GNP	is	380.
Market	value	of	GNP	is	$3,800,	so	the	price	level	is	10.0.	After	one	period,	some	0.54
workers	need	to	be	shifted	to	the	stagnant	sector	to	maintain	equality	of	output	in	the
two	 sectors.	 The	 real	 value	 of	 GNP	 rises	 to	 381.08;	 real	 growth	 is	 some	 0.3	 of	 1
percent.	The	wage	rate	rises	to	20.14;	market	value	of	output	is	4,028.	The	price	level
is	10.57;	a	5.7	percent	increase	in	prices	has	taken	place.



	
Notes
1.	If	real	GNP	grows	at	4.5	percent	and	population	at	1	percent,	then	per	capita	income	would	grow	at	3.5	percent.
As	the	amount	needed	for	redistribution	will	decrease	due	to	the	smaller	population	and	as	the	growth	in	total	GNP
has	increased,	the	amount	available	in	each	year	to	make	the	well-off	better	off	increases.
2.	An	alternative	growth	model	posits	that	there	are	two	sectors—a	high-	and	a	low-productivity	sector.	Both	of
these	sectors	are	stagnant;	productivity	in	each	sector	remains	constant	but	output	grows	as	a	result	of	labor
shifting	from	the	low-	to	the	high-productivity	sector.	Obviously,	in	such	a	world,	in	time,	growth	ceases	once	all
labor	is	in	the	high-productivity	sector.
3.	The	argument	that	a	rise	in	investment	relative	to	income	leads	to	a	rise	in	the	ratio	of	profits	to	income	is
closely	identified	with	Kaldor	(1956).
4.	The	model	in	which	full	employment	growth	cannot	be	sustained	because	of	financial	factors	is	stated	in	greater
detail	in	Minsky	(1969).	(See	also	Minsky	1968a;	1968b.)
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Chapter	4

The	Macroeconomics	of	a	Negative	Income	Tax
[††††]

(1969)
	
Introduction
From	 time	 to	 time	 public	 policy	 proposals	which	 once	were	 far	 out	 quite	 suddenly
achieve	 social	 respectability.	 This	 seems	 to	 be	 the	 case	 with	 the	 “social	 dividend”
when	 it	 is	 dressed	 up	 in	 its	 currently	more	 fashionable	 garb	 as	 a	 “negative	 income
tax.”	A	social	dividend	is	very	simple.	It	transfers	to	every	person	alive,	rich	or	poor,
working	or	unemployed,	young	or	old,	a	designated	money	income	by	right.	Income
taxes	 are	 paid	 on	 receipts	 from	 work,	 property,	 or	 other	 transfer	 schemes.	 Such
taxable	 income	 is	 defined	 in	 the	 tax	 code,	 and,	 almost	 without	 exception,	 in	 the
various	 tax	 codes	 income	 in	 the	 form	 of	 the	 services	 of	 owned	 property	 or
“household”	labor	is	not	included	in	tax	code	income.	Thus	private	disposable	income
is	the	social	dividend	plus	tax	code	income	minus	taxes.
	
A	 negative	 income	 tax	 is	 rather	 more	 sophisticated	 in	 form.	 It	 transfers	 to	 every
eligible	unit	a	cash	payment	which	is	some	portion	of	the	difference	between	its	actual
and	some	designated,	or	target,	tax	code	income.
	
For	example,	for	a	household	of	four	the	social	dividend	might	be	worth	$3,000	per
year	and	a	tax	of	one-third	might	be	levied	on	“tax	code”	income.	Thus	no	tax	code
income	results	in	$3,000	of	disposable	income,	$6,000	of	tax	code	income	results	in
$7,000	 of	 disposable	 income,	 ($3,000	 +	 two-thirds	 of	 $6,000),	 $9,000	 of	 tax	 code
income	 results	 in	 $9,000	 of	 disposable	 income,	 and	 $12,000	 of	 tax	 code	 income
results	in	$11,000	of	disposable	income.
	
A	negative	income	tax	is	designed	to	supplement	private	income	from	work,	property,
or	transfers	by	making	up	a	portion	of	the	difference	between	tax	code	income	and	a
target	 income.	Thus	a	scheme	equivalent	 to	 the	above	social	dividend	would	add	 to
private	 disposable	 income	 one-third	 of	 the	 difference	 between	 such	 income	 and
$9,000.	 Once	 again,	 zero	 tax	 code	 income	 results	 in	 $3,000	 of	 disposable	 income,



$6,000	results	in	$7,000	of	disposable	income,	$9,000	results	in	$9,000,	and	$12,000
will	 pay	 a	 net	 tax	 of	 one-third	 on	 ($12,000	 –	 $9,000),	 resulting	 in	 $11,000	 of
disposable	income.
	
There	 are	 three	 “parameters”	 to	 a	 social	 dividend	 or	 negative	 income	 tax:	 the
minimum	 guarantee,	 the	 tax	 rate	 on	 earned	 income,	 and	 the	 break-even	 or	 target
income	 where	 disposable	 income	 equals	 earned	 income.	 Once	 any	 two	 of	 the
parameters	are	given,	the	third	can	be	computed.	A	negative	income	tax	scheme	fixes
the	target	income	($9,000	in	our	example)	and	the	tax	rate.	The	minimum	income	is
computed.	A	social	dividend	fixes	the	minimum	income	($3,000	in	our	example)	and
the	tax	rate.	The	break-even	or	target	income	is	computed.1

	
Thus	 the	 two	 schemes	 are	 identical	 in	 substance;	 only	 the	 label	 is	 different.
Administratively,	 a	 social	 dividend	 seems	 simpler,	 and	 I	 venture	 to	 guess	 that	 if
adopted	the	form	will	be	that	of	a	social	dividend	and	the	language	that	of	a	negative
income	tax.	In	terms	of	the	analysis	that	follows,	the	impacts	of	a	negative	income	tax
on	the	various	relations	might	be	seen	more	clearly	if	it	is	assumed	that	each	family
receives	a	monthly	check	which	is	determined	solely	by	family	size:	for	the	family	of
four	in	the	examples	above	the	monthly	check	will	be	$250.
	
There	 are	 great	 differences	 among	 the	 various	 proposals,	 however	 labeled.	 These
differences	relate	to	the	scale	or	generosity	of	the	proposal.2	Perhaps	the	general	idea
is	popular	because	the	various	proposals	so	differ	in	scale,	cost,	and	objective	that	it	is
possible	to	be	for	the	idea	for	many	different	reasons.	Some	proposals	are	not	offered
as	 a	 solution	 to	 poverty,	 defined	 in	 terms	 of	 the	 adequacy	 of	 private	 disposable
income;	they	are	offered	as	solutions	to	the	social	and	administrative	messes	that	are
presumed	to	characterize	existing	welfare	and	income-supplement	schemes.3

	
Proposals	which	distribute	no	more	to	the	present	poor	than	the	existing	programs	but
which	do	 it	more	 efficiently	 and	humanely	are	not	 at	 issue.	Reforms	of	welfare	 for
such	objectives	might	very	well	be	a	“no-loss”	game:	 there	are	savings	and	benefits
without	any	appreciable	costs	or	losses.
	
What	is	at	issue	is	the	efficacy	of	a	negative	income	tax	as	an	instrument	in	an	effort
to	eliminate	poverty,	defined	in	terms	of	some	absolute	or	relative	private	real	income.
For	a	negative	income	tax	to	have	this	effect	it	must	first	deliver	to	the	present	poor
and	 near	 poor	 a	 larger	money	 income	 than	 existing	welfare	 schemes.	Whether	 this



larger	money	income	will	turn	out	to	a	larger	real	income	needs	investigation.
	
A	negative	income	tax	or	social	dividend	scheme	that	is	an	instrument	in	an	effort	to
eliminate	poverty	will

(1)	set	a	substantially	higher	floor	to	family	money	incomes	than	now	exists,
(2)	set	an	effective	marginal	income	tax	rate,	on	even	the	lowest	tax	code
incomes,	that	is	substantially	higher	than	the	existing	marginal	income	tax	rates
on	tax	code	incomes	as	large	or	even	larger	than	the	break-even	income,	and
(3)	deliver	net	benefits,	as	measured	by	disposable	money	income,	to
households	that	have	tax	code	incomes	that	are	well	above	the	poverty	line,
however	it	may	be	defined.

In	addition,	 the	benefits	will	be	by	right	(no	means	 tests),	and	will	be	responsive	 to
changing	circumstances.	There	will	be	no	substantial	lags	or	costs	in	getting	on	or	off
the	benefit-receiving	status	as	earned	income	or	family	status	changes.
	
Points	(2)	and	(3)	are	related.	They	show	that	a	trade-off	exists	between	the	numbers
for	whom	the	substitution	ratio	between	leisure	and	work	is	changed	by	the	higher	tax
rate	and	the	size	of	the	change.	The	higher	the	marginal	tax	rate	for	a	given	income
floor,	the	lower	the	upper	limit	to	incomes	that	receive	net	benefits.	That	is,	a	$3,000
floor	 to	 income	and	a	50	percent	 tax	 rate	on	 tax	code	 income	will	 lead	 to	a	$6,000
ceiling	to	incomes	that	receive	net	benefits;	with	the	same	minimum,	a	33.3	percent
tax	rate	yields	a	$9,000	ceiling	to	incomes	that	receive	net	benefits.
	
The	 higher	 the	 tax	 rate,	 the	 greater	 the	 substitution	 effect	 upon	 each	 impacted
household,	i.e.,	 the	greater	the	stimulus	to	substitute	leisure	for	work.	The	lower	the
tax	rate,	 the	greater	 the	number	for	whom	a	rise	 in	 the	marginal	 tax	rate	occurs;	 the
greater	the	number	for	whom	the	stimulus	to	substitute	leisure	for	work	has	increased.
As	the	distribution	of	income	from	work	is	roughly	bell	shaped,	a	decrease	in	the	tax
rate	on	earned	income	will	lead	to	a	relatively	large	increase	in	the	number	for	whom
there	 exists	 a	 positive	 disincentive	 effect	 due	 to	 higher	 taxes,	 as	 long	 as	 the	 break-
even	income	is	not	greatly	in	excess	of	the	median	income.	The	choice	is	between	a
large	disincentive	effect	on	a	relatively	few	or	a	smaller	disincentive	effect	on	many.
	
Welfare	 schemes	 which	 offset	 earned	 income	 by	 equivalent	 decreases	 in	 welfare
benefits	 are,	 in	 effect,	 a	 100	 percent	 tax	 on	 earned	 income.	 This	 maximizes	 the
disincentive	per	unit	 affected,	 but	 it	minimizes	 the	 size	of	 the	 impacted	population.



Small	social	dividends	which	can	be	financed	without	any	rise	in	the	tax	schedule	(as
a	result	of	the	so-called	fiscal	dividend)	will	not	affect	the	substitution	ratio	between
work	and	leisure,	except	as	it	is	an	alternative	to	lowering	tax	rates	on	earned	income.
	
The	 additional	 point	 about	 administrative	 responsiveness	 and	 ease	 means	 that	 the
negative	income	tax	scheme	becomes	a	guarantee	of	a	minimum	cash	flow	per	period
to	each	household.
	
The	negative	income	tax	is	but	one	example	of	a	welfare	scheme.	It	is	unique	in	that	it
provides	a	floor	to	money	income	as	a	right	and	combines	the	floor	to	income	with	a
tax	on	earned	income	that	is	substantially	higher,	for	both	low	incomes	and	incomes
in	 the	 neighborhood	 of	 the	 median,	 than	 now	 rule.	 Some	 of	 what	 holds	 for	 the
negative	 income	 tax	 holds	 for	 all	 schemes	 that	 attempt	 to	 affect	 the	 distribution	 of
income	by	transfers	and	taxes,	including	schemes	which	provide	income	in	kind,	such
as	Medicare.	Some	of	what	holds,	such	as	 the	 implications	of	higher	marginal	 taxes
on	earned	income,	are	special	to	the	particular	set	of	schemes.
	
In	designing	[and]	evaluating	a	welfare	scheme,	or	any	other	scheme,	allowance	must
be	made	 for	 its	 systemic	 as	well	 as	 its	 direct	 or	 primary	 efforts.	 This	means	 that	 a
model	of	the	economy	must	be	set	up	and	the	various	functions	of	the	model	must	be
modified	 to	 allow	 for	 the	 scheme.	Once	 this	 is	done,	 the	differences	 in	behavior	or
properties	 of	 the	 model	 with	 the	 unchanged	 and	 the	 modified	 functions	 can	 be
determined.
	
In	order	to	determine	the	macroeconomic	effects	of	a	negative	income	tax,	it	will	be
assumed	that	an	income–expenditure	model	that	explicitly	incorporates	uncertainty	is
a	good	description	of	the	economy.4	Thus	the	negative	income	tax	will	be	assumed	to
have	implications	for	consumption,	investment,	and	portfolio	behavior,	as	well	as	for
the	supply	of	labor.
	
In	addition	to	the	assumptions	about	the	impact	of	the	change	in	the	welfare	schemes
upon	 the	 functions	 of	 the	 macroeconomic	 model,	 it	 is	 necessary	 to	 make	 some
assumptions	about	the	policy	goals.	This	is	so	because,	if	the	macroeconomic	effects
of	a	negative	income	tax	initially	lead	to	undesired	changes	in	variables	that	are	other
policy	 objectives,	 action	 taken	 in	 an	 attempt	 to	 achieve	 the	 other	 policy	 goals	may
erode	the	effect	of	the	negative	income	tax.



	
It	will	 be	 shown	 that	 a	negative	 income	 tax	 is	 expansionary	or	 inflationary,	 even	 if
budgets	 are	 balanced.	 Monetary	 and	 fiscal	 constraint	 can	 offset	 this	 inflationary
pressure,	but	at	a	cost	 in	 the	measured	gross	national	product	and	rate	of	growth.	 If
measured	gross	national	 product	or	 its	 rate	of	 growth	 is	 a	policy	goal,	 then	general
monetary	and	fiscal	constraint	is	not	available.	There	exists	a	price	level	at	which	the
real	 value	 of	 the	 negative	 income	 tax	 equals	 the	 real	 value	 of	 the	 prior	 welfare
schemes.	 If	 distributional	 details	 are	 ignored,	 at	 this	 price	 level	 the	 pre–negative
income	tax	equilibrium	is	reestablished.	However,	the	distributional	details	cannot	be
ignored.	If	the	negative	income	tax	induces	inflation,	there	will	be	an	upward	shift	in
tax	 code	 incomes.	 Families	 which	 initially	 were	 net	 beneficiaries	 would	 cross	 the
break-even	 line	 in	 dollar	 terms	 and	 experience	 a	 decline	 in	 their	 real	 income.
Simultaneously,	the	rise	in	prices	will	erode	the	real	value	of	the	benefits	to	the	poor.
The	end	result	will	be	an	equilibrium	which	delivers	less	in	real	terms	than	promised
to	the	poor,	while	biting	more	deeply	than	anticipated	into	the	real	income	of	the	not-
poor,	but	not	very	well-off,	population.
	
As	the	negative	 income	tax	 is	but	one	example	of	a	welfare	system	change,	what	 is
true	 about	 the	 expansionary	 and	 inflationary	 effects	 is	 true	 about	 any	 significant
improvement	in	the	welfare	system.	The	postwar	economic	history	of	Britain,	with	its
relatively	 slow	 rate	 of	 growth,	 in	 part	 may	 be	 due	 to	 the	 combination	 of	 an
expansionary	 (inflationary)	 stimulus	 of	 the	 welfare	 scheme	 and	 the	 existence	 of	 a
balance-of-payments	constraint.	The	recent	inflationary	pressure	in	the	United	States,
and	 the	 resistance	 of	 the	 inflation	 to	monetary	 and	 fiscal	 constraint,	 followed	 upon
substantial	 increases	 in	 Social	 Security,	 the	 introduction	 of	 Medicare,	 and
improvements	in	the	welfare	system	associated	with	the	War	on	Poverty.
	
The	 lesson	 to	 be	 learned	 from	 this	 exercise	 is	 that	 system-wide	 as	 well	 as	 direct
effects	 must	 be	 considered	 in	 evaluating	 public	 policy	 instruments.	 System-wide
repercussions	can	offset,	 in	all	or	 in	part,	 the	direct	effects	of	a	policy	action	and	in
addition	 impose	 unintended	 costs	 or	 losses.	 It	 is	 obvious	 from	what	 follows	 that	 a
negative	income	tax	generous	enough	to	significantly	reduce	or	eliminate	poverty	will
have	many	repercussions.	It	is	shown	that	these	system	effects	tend	to	offset	at	least
part	 of	 the	 initial	 benefits	 to	 the	 poor	 and	may	 impose	 unintended	 real	 costs	 upon
families	with	modest	incomes.
	
Impact	Points	of	a	Negative	Income	Tax



There	is	no	need	to	quibble	over	the	specifics	of	the	program.	For	our	example	of	a
meaningful	 negative	 income	 tax,	 a	 standard	 family	 of	 four	 is	 assumed	 to	 receive	 a
$3,000	social	dividend	and	to	pay	a	33.3	percent	tax	on	the	first	$15,000	of	tax	code
income.	 For	 tax	 code	 incomes	 greater	 than	 this	 the	 marginal	 tax	 rate	 will	 be
unchanged	at	33.3	percent	or	more.	With	this	scheme	every	family	making	less	than
$9,000	 a	 year	 is	 better	 off.	 If	we	 assume	 that	 the	 rate	 on	 [the]	 $9,000–$15,000	 tax
bracket	was	25	percent	prior	to	and	33.3	after	the	tax,	then	for	those	making	in	excess
of	 $15,000,	 a	 $500	 decrease	 in	 disposable	 income	 will	 occur;	 for	 those	 between
$9,000	and	$15,000,	the	decrease	in	disposable	income	will	be	a	proportional	part	of
the	$500.	If	this	tax	does	not	gather	enough	to	pay	for	the	negative	tax	payments,	then
it	will	 be	 necessary	 to	 add	 some	percentage	 points	 to	 the	 tax	 schedule	 either	 to	 all
incomes	or	perhaps	only	to	those	above	the	break-even	income	level.
	
It	 is	 assumed,	 perhaps	 heroically,	 that	 the	 negative	 income	 tax	would	 not	 by	 itself
throw	 the	 government’s	 budget	 out	 of	 balance	 at	 full	 employment.	 That	 is,	 the
increase	in	the	marginal	tax	rates	on	earned	income	above	the	break-even	level	as	well
as	 the	 funds	 released	 from	existing	welfare	schemes	will	 fully	pay	 for	 the	program.
Thus,	 initially,	 we	 conceive	 of	 the	 scheme	 as	 a	 transfer,	 where	 the	 sum	 of	 cash
benefits	equals	the	sum	of	taxes	paid	on	account	of	the	scheme	and	the	funds	released
from	other	schemes.
	
An	effective	negative	income	tax	will	have	three	direct	effects:

1.	an	income	and	a	substitution	effect	operating	through	the	supply	of	labor
function,
2.	a	wealth	effect	operating	through	the	consumption	function,	and
3.	a	cash-flow	effect	operating	through	the	liquidity	preference	function.

As	 a	 result	 of	 the	 impact	 upon	 the	 liquidity	 preference	 function,	 the	 amount	 of
investment	can	be	expected	 to	change.	 In	addition	 to	 the	extent	 that	 entrepreneurial
expectations	as	to	how	the	economy	will	function	are	affected	by	the	negative	income
tax,	there	will	be	an	effect	upon	the	investment	function.
	
An	effective	negative	income	tax	will	increase	the	disposable	income	of	those	earning
less	than	the	break-even	income,	lower	the	marginal	tax	rate	on	the	welfare	poor,	and
raise	the	marginal	tax	rate	on	income	from	work	for	the	working	poor	as	well	as	for
families	in	the	neighborhood	of	the	break-even	income.
	



Presumably,	an	income	effect	due	to	the	higher	minimum	income	guarantees	will	tend
to	induce	withdrawals	from	the	labor	force.	The	marginal	tax	rate	on	the	welfare	poor
will	 be	 reduced	 from	100	percent,	 as	 in	 present	welfare	 schemes,	 to	 the	 rate	 in	 the
negative	income	tax	scheme.	This	will	tend	to	increase	labor	force	participation.	Thus,
there	will	be	some	offsetting	tendencies	on	the	labor	offered	by	the	very-low-income
population	and	 the	welfare	poor	 that	will	 follow	from	 the	substitution	of	a	negative
income	 tax	 for	 the	 present	 welfare	 schemes.	 As	 an	 aside,	 it	 is	 worth	 noting	 that	 a
reduction	 of	 the	 tax	 rate	 on	 earned	 income	 for	 the	welfare	 poor	 could	 be	 obtained
without	any	of	the	other	features	of	the	negative	income	tax	proposals.	Since	this	100
percent	 tax	 aspect	 of	welfare	 schemes	has	been	pointed	out,	 some	welfare	 schemes
have	been	modified	to	eliminate	this	feature.
	
A	 negative	 income	 tax	 will	 raise	 the	 marginal	 tax	 rate	 on	 income	 from	 work	 for
families	well	up	in	the	income	scale.	Many	families	with	heads	of	household	working
full	time	will	simultaneously	experience	a	rise	in	disposable	income	combined	with	a
rise	 in	 the	 marginal	 tax	 rate.	 Using	 our	 standard	 example	 of	 the	 tax	 scheme,	 a
household	earning	$6,000	a	year	of	tax	code	income	will	have	a	disposable	income	of
$7,000.	 If	 the	household	“feels”	 that	a	$6,000	disposable	 income	is	adequate,	 it	can
achieve	this	by	reducing	its	labor	market	participation	so	as	to	earn	$4,500	a	year	of
tax	code	income.
	
A	 significant	 portion	 of	 total	 labor	 used	 is	 from	 second	 wage	 earners	 in	 families,
overtime,	and	moonlighting	(second	jobs).	Even	if	the	basic	workweek	labor,	mainly
supplied	 by	 heads	 of	 households,	 is	 not	 affected	 by	 such	 a	 tax,	 the	 willingness	 of
women	to	take	on	part-time	work	(Christmas,	etc.)	and	for	the	head	of	the	household
to	work	overtime	or	moonlight	will	be	affected.	Thus,	for	the	large	group	of	families
clustered	below	and	around	the	median,	the	tendency	will	be	to	substitute	leisure	for
income	as	a	result	of	the	lower	net	return	from	work.
	
It	is	worth	noting	that	leisure	as	measured	by	not	participating	in	the	labor	force	may
be	more	 valuable	 to	 households	with	 adequate	 incomes	 and	 some	 property	 than	 to
those	 with	 low	 incomes	 and	 no	 property.	Much	 of	 recreation	 presupposes	 income.
But,	 in	 addition,	not	participating	 in	 the	 labor	 force	need	not	 imply	 idleness.	Do-it-
yourself	is	a	way	of	supplementing	tax	code	income	by	income	in	kind.	Such	income
is	most	available	to	households	with	some	property;	for	example,	the	improvement	of
an	owned	home	by	sweat	capital.
	



Experimental	 attempts	 to	measure	 the	 disincentive	 effects	 of	 a	 negative	 income	 tax
are	highly	desirable	 (Orcutt	 and	Orcutt	1968).	However,	 studies	which	examine	 the
reaction	of	very-low-income	workers	may	miss	what	can	be	the	most	important	labor
market	 participation	 effect	 of	 such	 proposals:	 the	 withdrawal	 of	 some	 labor	 from
families	 already	 represented	 in	 the	 labor	 force	 whose	 incomes	 are	 well	 above	 the
poverty	level.	Behavioral	assumptions	made	by	those	with	high	incomes,	whose	very
job	 yields	 “income”	 in	 kind,	 and	 tested	 on	 those	with	 very	 low	 incomes	may	 have
little	predictive	validity	 for	 the	behavior	of	 the	 largest	group	affected	by	a	negative
income	 tax,	 those	 whose	 incomes	 are	 clustered	 around	 and	 just	 below	 the	 median
incomes.
	
Labor	supplied	can	be	considered	 to	be	a	 function	of	 the	 real	wage,	 real	nonhuman
capital,	and	the	real	capitalized	present	value	of	the	welfare	system.	At	any	moment
the	welfare	system’s	benefits	are	fixed	in	money	terms.
	
	





	
If	 effective,	 a	 negative	 income	 tax	 raises	 the	 floor	 to	 real	 income	 for	 all	 families
which	do	not	have	a	substantial	net	worth.	Givena	family’s	income	[and]	human	and
nonhuman	wealth,	and	 taking	 the	economic	and	demographic	position	of	 the	family
into	 account,	 there	 exist	 contingencies	 under	which	 their	 current	 disposable	 income
and	 income	 in	 kind	would,	 in	whole	 or	 in	 part,	 be	 due	 to	 the	welfare	 system.	 The
value	of	these	welfare	receipts	under	the	existing	law	times	the	“subjective”	likelihood
of	the	various	contingencies	occurring,	discounted	back	to	this	date	at	some	appropriate
interest	rate,	gives	the	present	value	of	the	welfare	system	to	a	household.	Households
not	on	welfare—or	not	even	receiving	net	benefits	from	the	negative	income	tax—are
made	 better	 off	 by	 the	 existence	 of	 such	 protection	 against	 even	 unlikely
contingencies.	 This	 is	 so	 because	 the	 typical	 household	 is	 a	 risk	 averter	 and	 the
welfare	scheme	is	in	the	nature	of	“free”	insurance	policy.	Certainty	of	income	at	the
minimum	level	or	certainty	of	supplements	on	the	occurrence	of	contingencies	is,	for
risk	averters,	the	equivalent	of	an	increase	in	present	wealth.5

	
A	meaningful	negative	income	tax	will	raise	the	present	value	of	the	welfare	system
substantially	 for	 the	 poor	 and	 the	 near	 poor.	 If	 the	 likelihood	 of	 unemployment	 or
short	 time	 is	 taken	 into	 account,	 a	 large	 portion	 of	 workers	 experience	 such
impoverishing	events	over	a	four-to-five-year	period.	Such	families	will	be	better	off
by	some	substantial	amount	as	a	result	of	the	higher	floor	to	disposable	income;	i.e.,
the	capitalized	value	of	the	improved	welfare	scheme	will	be	a	substantial	portion	of
the	family’s	nonhuman	wealth.
	
Many	studies	have	shown	 that	wealth—human	and	nonhuman—affects	 the	 [ratio	of
consumption	 to	 current	 or	 measured	 income]:	 the	 higher	 the	 wealth	 or	 permanent
income	 for	 a	 given	 level	 of	 actual	 income,	 the	 greater	 the	 consumption	 level.6	 An
improvement	in	the	system	of	welfare	payments	by,	in	effect,	increasing	wealth	can	be
expected	 to	 raise	 the	consumption–measured	 income	 ratio	of	 all	 except	 those	at	 the
very	highest	incomes.
	
Consumption	 expenditures	 can	 be	 considered	 to	 be	 a	 function	 of	 income,	 real
nonhuman	 wealth,	 the	 interest	 rate,	 and	 the	 real	 capitalized	 value	 of	 the	 welfare
scheme.	That	is,	the	consumption	function	is
	



	



If	the	cash	flows	from	labor	and	property	are	susceptible	to	reduction	due	to	economic
or	life	cycle	events,	a	household,	if	rational,	will	hold	some	precautionary	balances	of
liquid	 or	 cash	 assets.	 The	 introduction	 of	 a	 negative	 income	 tax	will	mean	 that	 for
many	units	 a	 substantially	higher	minimum	cash	 flow	per	period	will	be	guaranteed
than	was	true	prior	to	the	tax.	Thus	precautionary	holdings	of	cash	and	near-cash	assets
can	be	decreased.	The	affected	households	can	reduce	 their	 liquidity	either	by	going
into	 more	 adventurous	 financial	 assets	 or	 by	 purchasing	 consumers’	 capital	 goods.
This	portfolio	 transformation	will	mean	 that	 the	average	cash	and	near-cash	balance
per	dollar	of	income	and	of	other	assets	will	decrease.	Independently	of	any	expansion
in	the	money	supply,	aggregate	money	demand	will	increase	as	a	negative	income	tax
is	introduced.	In	the	conventional	language	of	economics	the	guarantees	embodied	in
an	effective	negative	income	tax	will	tend	to	increase	velocity.
	
The	 liquidity	 preference	 function,	 interpreted	 as	 a	 demand	 for	 money,	 can	 be
considered	as	a	 function	of	money	 income,	 the	 interest	 rate,	 the	money	value	of	 the
capital	stock,	and	the	money	value	of	the	welfare	system.	Thus	we	can	write
	



	



A	change	in	welfare	laws	that	raises	the	capitalized	value	of	welfare	will	not	have	a
direct	effect	upon	investment.	An	improvement	in	welfare	will	reduce	the	demand	for
money	balances	 and	 thus	will	 tend	 to	 lower	 interest	 rates.	This	 in	 turn	will	 tend	 to
raise	investment.
	
The	impact	that	an	improvement	in	welfare	will	have	upon	[the]	labor	supply	can	be
expected	to	induce	a	substitution	of	capital	for	labor	in	production,	thus	generating	an
increase	in	invest-ment	demand.
	
These	system	impacts	upon	investment	will,	however,	be	smaller	than	the	effect	upon
investment	 that	 can	 follow	 from	 any	 change	 in	 the	 expectational	 climate	 that	 may
follow	upon	the	improvements	in	welfare.	It	will	be	argued	that	the	labor	supply	and
the	consumption	function	shifts,	together	with	the	facilitating	effects	upon	the	demand
for	 money,	 will	 induce	 an	 inflationary	 expansion.	 As	 this	 becomes	 apparent,
speculative	shifts	in	the	investment	and	liquidity	preference	functions	will	take	place.
	
It	should	be	noted	that	no	quantitative	estimates	of	these	various	impacts	exist	and	it
is	quite	likely	that	some	of	the	effects	will	be	small.	However,	they	all	operate	in	the
same	expansionary-inflationary	direction,	and	it	is	the	combined	or	cumulative	effect

that	is	at	issue.	[.	.	.]
[‡‡‡‡]

	
Distributional	and	Policy	Goal	Effects
A	 negative	 income	 tax	 will	 affect	 many	 facets	 of	 system	 behavior.	 Therefore	 it	 is
necessary	to	distinguish	between	the	actual	and	the	intended	result	of	such	a	change.
A	negative	income	tax	is	adopted	to	change	the	distribution	of	income	in	a	particular
way.	Changes	in	money	disposable	income,	as	stated	by	the	law,	are	at	least	implicitly
taken	to	be	changes	in	real	income.	As	a	result	of	the	system-wide	effects	that	follow
from	the	introduction	of	a	negative	income	tax,	the	actual	changes	in	the	distribution
of	income	will	be	different	from	those	intended.
	
The	 introduction	 of	 a	 negative	 income	 tax	 in	 a	 full	 employment	 economy	 is
inflationary.	As	benefits	and	tax	rates	are	set	in	money	terms,	inflation	erodes	their	real
value.	 As	 the	 inflationary	 thrust	 dies	 out,	 a	 new	 equilibrium	 is	 reached.	 Its



characteristics	need	to	be	known.
	
Price	 stability	 may	 be	 a	 major	 or	 overriding	 policy	 goal,	 perhaps	 because	 of	 a
commitment	to	fixed	exchange	rates.	Monetary	and	fiscal	policy	may	be	used	to	offset
the	inflationary	tendencies.	The	new	equilibrium	with	these	policy	goals	needs	to	be
determined.
	
Distributional	Effects
The	 introduction	 of	 a	 meaningful	 negative	 income	 tax	 shifts	 the	 consumption	 and
liquidity	 preference	 functions	 so	 that	 excess	 aggregate	 demand	 appears.
Simultaneously,	 the	 labor	 supply	 function	 shifts	 so	 that	 labor	 supplied	 by	 families
with	incomes	in	the	neighborhood	of	the	median	decreases	at	the	same	time	as	labor
supplied	 by	 welfare	 families	 increases.	 If	 no	 explicit	 offsetting	 steps	 are	 taken,	 an
inflationary	expansion	will	take	place.	What	will	be	the	nature	of	the	equilibrium	after
the	inflationary	pressures	are	exhausted?	The	possibility	of	an	investment	boom,	with
the	result	that	business	cycles	are	triggered,	is	ignored.
	
Initially,	 benefits	 in	 the	 form	 of	 increases	 in	 disposable	 income	 and	 the	 valuable
assurance	 of	 a	 minimum	 income	 are	 widespread.	 Only	 families	 which	 have	 high
incomes	and	substantial	net	worth	are	worse	off,	and	this	is	a	conscious	policy	choice.
Even	 so,	 our	model	 scheme	 has	 a	maximum	 to	 the	 decline	 in	money	 income	 for	 a
family	($500	in	the	example).
	
As	 money	 wages	 rise,	 families	 pass	 from	 being	 net	 beneficiaries	 to	 being	 net
taxpayers.	 As	 prices	 rise,	 the	 real	 value	 of	 the	 transfers	 and	 the	 insurance	 features
declines,	as	does	the	real	value	of	the	maximum	additional	tax	any	household	pays.
	
Let	 us	 assume	 that	 initially	 the	 budget	 is	 balanced	 and	 throughout	 the	 inflationary
period	the	budget	for	items	other	than	the	negative	income	tax	remains	balanced.	The
decline	in	benefits	and	the	increase	in	receipts	on	account	of	the	negative	income	tax
that	 accompanies	 the	 rise	 in	wages	means	 that	 a	 surplus	 develops,	 and	 this	 surplus
increases	as	long	as	wages	rise.
	
Both	 the	 rise	 in	prices	and	 in	wage	 incomes	erodes	 the	 real	benefits	of	 the	negative
income	 tax.	 As	 a	 result,	 the	 labor	 supply	 consumption	 and	 liquidity	 preference
functions	drift	back	toward	their	initial	position,	therefore	increasing	aggregate	supply



and	 decreasing	 aggregate	 demand.	 The	 emerging	 surplus	 also	 tends	 to	 decrease
demand.	 Excess	 aggregate	 demand	 will	 be	 eliminated	 before	 inflation	 completely
wipes	 out	 the	 distributional	 effect	 of	 the	 negative	 income	 tax.	 There	 will	 be	 some
residual	 improvement	 in	 the	 income	of	 the	 lowest	 income	groups	and	 the	protection
embodied	in	the	law	will	still	be	worth	something	to	some	proportion	of	the	population
with	incomes	in	the	neighborhood	of	the	old	median	income.	However,	families	who
initially	 took	 the	 maximum	 possible	 decline	 in	 nominal	 income	 will	 find	 that	 the
decline	in	real	income	is	smaller	than	anticipated.
	
Inasmuch	as	the	initial	change	is	only	partially	eroded	by	the	inflation,	only	part	of	the
initial	 decline	 in	 aggregate	 supply	 will	 be	 offset.	 The	 initial	 impact	 upon	 liquidity
preference	will	tend	to	increase	investment;	the	initial	impact	upon	consumption	will
tend	to	decrease	investment.	A	priori,	it	is	not	possible	to	argue	which	dominates;	this
depends	 upon	 the	 behavior	 of	 the	 investment	 function	 and	 the	way	 in	which	 other
policy	instruments	are	used.	It	is	best	to	examine	the	impact	upon	the	rate	of	growth
in	the	context	of	an	examination	of	policy	goals.
	
Price	Stability
If	a	negative	income	tax	sets	off	inflationary	pressures	and	if	the	ultimate	equilibrium
is	characterized	by	(1)	the	poor	receiving	a	positive	net	benefit	smaller	than	intended,
(2)	a	 larger	group	of	 losers	 than	 intended,	and	 (3)	a	budgetary	surplus,	 then	a	more
modest	 negative	 income	 tax	 combined	 with	 a	 planned	 budget	 surplus	 could	 have
achieved	 the	 same	 real	 result	 without	 the	 price	 increases.	 The	 more	 generous	 the
negative	income	tax	scheme,	the	greater	the	required	surplus;	thus,	in	principle	there
exists	a	tax	scheme	such	that	real	transfers	can	be	as	large	as	desired.	However,	higher
tax	rates	mean	greater	withdrawals	from	the	labor	market.	The	possibility	exists	that
the	 rise	 in	 tax	 rates	may	 have	 a	 greater	 effect	 in	 reducing	 supply	 than	 in	 reducing
demand:	a	maximum	to	the	amount	that	can	be	transferred	exists.
	
For	 inflation	 to	 exist	 in	 spite	 of	 fiscal	 constraint,	 monetary	 ease	 is	 necessary.	 The
impact	of	a	negative	income	tax	upon	the	liquidity	preference	function	is	conducive	to
monetary	 ease.	 Thus	 an	 offsetting	 constraint	 in	 the	 rate	 of	 growth	 of	 money	 is
necessary.	This	implies	high	interest	rates	and	a	low	rate	of	investment.
	
If	we	 recognize	 that	 the	 price	 stability	 goal	 is	 often	 the	 byproduct	 of	 a	 balance-of-
payments	constraint,	and	if	we	assume	that	there	is	some	limit	to	the	fiscal	constraint



that	can	be	operative,	then	a	considerable	part	of	the	anti-inflationary	burden	needs	to
be	carried	by	monetary	policy.	This	implies	that	 investment	is	constrained,	which	in
turn	implies	a	low	rate	of	growth.
	
Conclusions
The	negative	 income	tax	has	been	proposed	as	an	effective,	straightforward	weapon
for	the	eradication	of	poverty.	It	is	in	truth	a	complex	instrument,	and	its	use	may	lead
to	unintended	and	undesirable	side	effects.	 In	particular,	a	negative	 income	tax	may
tend	 to	 induce	 inflation,	 reduce	 measured	 gross	 national	 product,	 and	 lower	 the
measured	 rate	 of	 growth	 of	 the	 economy.	 As	 the	 induced	 inflation	 works	 its	 way
through	 the	 economy,	 the	 real	 disposable	 income	 of	 families	 with	 quite	 modest
incomes	will	decline	and	the	net	benefits	to	the	intended	beneficiaries	will	be	eroded.
	
These	 repercussions	 follow	 from	 the	 higher	 marginal	 tax	 rates	 on	 quite	 modest
incomes	leading	to	a	withdrawal	of	some	labor	from	the	market	and	from	the	value	of
the	 guarantees	 embodied	 in	 the	 scheme	 to	 families	 that	 may	 not	 directly	 benefit,
inducing	 increased	 consumption	 and	 more	 adventuresome	 portfolios.	 Whether	 the
induced	inflation	will	be	rapid	and	large	or	slow	and	small	is	not	known	and	would	be
difficult	to	estimate.	If	the	induced	inflation	is	slow	and	small,	and	if	one	believes	that
experience	with	higher	real	incomes	will	integrate	the	present	disadvantaged	and	poor
into	society,	then	the	undesirable	side	effects	can	perhaps	be	endured.	If	the	net	gains
to	the	present	poor	evaporate	quickly	and	almost	completely,	and	if	the	residual	gain
of	 the	 poor	 is	 mainly	 at	 the	 expense	 of	 the	 slightly	 better-off,	 then	 the	 costs	 of	 a
negative	income	tax	might	far	outweigh	its	benefits.
	
It	 is	 worth	 noting	 that	 the	 macroeconomic	 effects	 of	 previous	 improvements	 in
welfare	systems	have	not	been	adequately	studied.	Britain	experienced	a	large	rise	in
its	welfare	and	social	services	system	after	World	War	II.	The	past	20	years	have	been
years	of	inflationary	pressures	and	slow	growth.	The	improvement	in	welfare	schemes
in	 the	 United	 States	 following	 the	 election	 of	 1964	 ushered	 in	 a	 period	 of	 price
inflation	which	has	proven	to	be	resistant	to	monetary	and	fiscal	measures.	Of	course,
other	events	such	as	Britain’s	wartime	debts	and	the	Vietnam	War	have	been	factors	in
creating	these	situations.
	
However,	 the	 general	 point	 of	 the	 argument	 is	 valid:	 far-reaching	 schemes	must	 be
subject	to	a	critical	examination	in	order	to	ascertain	their	system-wide	effects,	and	all



too	often	schemes	which	have	general,	system-wide	effects	are	adopted	and	examined
on	 the	 assumption	 that	 they	 have	 only	 local,	 particular	 effects.	 The	 design	 and
evaluation	of	policy	 instruments	must	 take	 into	account	both	 the	direct	 impact	upon
the	problem	being	attacked	and	system-wide	effects.	In	this	paper	it	has	been	argued
that	the	system-wide	effects	of	a	negative	income	tax	are	such	as	to	cast	doubts	as	to
its	ability	to	deliver	the	benefits	claimed	for	the	scheme.
	
Appendix:	System	Behavior
A	number	of	models	of	 increasing	complexity	will	be	used	 to	show	how	a	negative
income	tax	can	be	expected	to	affect	system	behavior.	These	models	will	assume	that
there	are	policy	goals,	which	can	be	stated	in	terms	of	the	level	of	measured	real	gross
national	product	or	the	rate	of	growth	of	real	gross	national	product	in	addition	to	the
“goal”	expressed	in	the	welfare	scheme.	In	a	later	section	the	implications	of	a	policy
goal	of	price	stability	will	be	examined.
	
1.	Labor	Demand	and	Supply
Let	us	assume	a	target	real	gross	national	product	as	the	policy	goal.	For	simplicity,
output	produced	is	a	function	of	labor	employed.	At	a	given	money	wage,	W0,	target
aggregate	demand	is	transformed	into	an	elastic	demand	for	labor:
	



	



An	improvement	in	the	welfare	scheme	which	raises	its	real	present	value	reduces	the
labor	supply.	At	W 	as	determined	in	equation	(7),	ND	>	NS,	 i.e.,	excess	demand	for
labor	 appears.	This	 implies	 rising	money	wages,	which	 in	 turn	means	 rising	prices.
Real	wages	do	not	rise.	Rising	wages	and	prices	reduce	the	real	value	of	the	welfare
scheme.	There	exists	a	price	 level	 such	 that	 the	 real	value	of	 the	welfare	 scheme	 is
back	at	its	original	value.	At	the	wage	rate	corresponding	to	this	price	level	the	initial
equilibrium	is	reestablished.	With	a	facilitating	monetary	system,	a	target	level	of	real
gross	national	product,	and	a	fiscal	system	(excluding	the	welfare	system)	that	is	fixed
in	real	terms,	any	improvement	in	the	welfare	system	must	be	inflated	out.
	
2.	Consumption	and	Growth
The	impact	of	a	negative	income	tax	on	consumption	can	be	divided	into	two	parts:
the	first	due	to	a	rise	in	transfer	payments	to	low-income	groups,	the	second	due	to	the
wealth	effect	of	the	legislation.
	
It	 is	 assumed	 that	 the	 budget	 remains	 balanced	 even	 though	 welfare	 transfers	 are
increased.	Thus	 taxes	 offset	 the	 transfer	 payments.	 The	 rise	 in	 present	 value	 or	 the
disposable	 income	of	 the	actual	benefit	 recipients	are	offset	by	an	equal	decline	 for
the	 actual	 taxpayers.	 It	 is	 also	 assumed	 that	 there	 is	 no	 net	 distribution	 effect	 upon
consumption:	the	gains	in	consumption	by	the	actual	recipients	offset	the	decline	by
net	taxpayers.
	
However,	 in	 addition	 to	 the	 actual	 transfer	 payments	 there	 is	 a	 net	 gain	 from	 the
insurance	 policy	 absorption	 of	 uncertainty	 aspects	 of	 the	 scheme.	 If	 we	 write	 the
consumption	function
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Let	us	ignore	the	labor	supply	impact	of	a	negative	income	tax—thus	current	income
remains	 target	 income	and	no	price	pressures	exist	due	 to	excess	demand	 for	 labor.
Let	us	for	the	moment	assume	investment	exogenously	determined.	An	upward	shift
of	 the	 consumption	 function	will	 increase	 aggregate	 demand—and	 at	 current	 prices
aggregate	demand	will	exceed	aggregate	supply.
	
In	a	simple	classical	model	a	shift	of	this	sort	in	the	consumption	function	will	raise
the	 interest	 rate	 and,	 assuming	 the	 correct	 shapes,	 raise	 consumption	 and	 lower
investment.	 The	 unchanged	 gross	 national	 product	will	 be	 split	 differently	 between
consumption	and	investment.
	
However,	 if	 the	 rate	 of	 growth	 of	 output	 is	 a	 policy	 goal,	 then	 the	 decline	 in
investment	will	 lead	 to	 a	 decline	 in	 the	 rate	 of	 growth.	 The	 policy	 goal	 of	 growth
means	that	an	attempt	will	be	made	to	finance	and	put	in	place	an	unchanged	amount
of	 real	 investment.	This	 implies	 an	excess	demand	 for	both	output	 and	 labor.	Wage
and	price	increases	will	erode	the	value	of	the	welfare	scheme	in	nominal	terms.	Thus
an	equilibrating	process	tending	to	inflate	out	the	rise	in	the	welfare	schemes	will	take
place.	Equilibrium	 at	 the	 old	 real	 value	 of	 the	 insurance	 aspects	 of	welfare	will	 be
reached.
	
Both	the	consumption	and	the	labor	supply	impacts	of	a	rise		in	welfare	schemes	tend
to	generate	an	excess	demand	for	labor		and	wage	and	price	increases.
	



	



3.	Liquidity	Preference	and	the	Financing	of	Excess	Demand
The	introduction	of	a	negative	income	tax	is	equivalent	to	introducing	in	all	portfolios
a	 fully	 paid-up	 insurance	 policy	 which	 sets	 a	 floor	 to	 cash	 receipts.	 For	 families,
including	many	now	well	above	the	median	income,	this	floor	is	considerably	higher
than	 the	minimum	assured	cash	 flow	without	 the	negative	 income	 tax.	Adjustments
will	be	undertaken	in	the	light	of	this	addition	to	portfolio.
	
At	existing	asset	prices	families	will	now	have	excess	supplies	of	cash	and	near-cash
assets	and	too	little	in	the	way	of	business	and	household	real	or	equity	investments.
In	 addition,	 the	 larger	 assured	 cash	 flow	 will	 make	 households	 willing	 to	 emit
liabilities	that	commit	future	cash	flows	and	to	use	the	funds	so	raised	to	purchase	real
household	 assets	 and	 equity-type	 financial	 assets.	 Thus	 a	 spillover	 via	 portfolio
adjustments	to	investment	exists.
	
The	 larger	 assured	 minimum	 cash	 flow	 will	 increase	 the	 attractiveness	 of	 such
household	liabilities	to	financial	intermediaries.
	
A	 negative	 income	 tax	 interpreted	 as	 a	 portfolio	 change	 is	 expansionary.	 In
conjunction	with	the	impact	that	a	negative	income	tax	has	upon	consumption	and	the
labor	supply,	this	means	that	the	excess	aggregate	demand	can	be	financed.	It	 is	not
necessary	for	the	monetary	and	fiscal	authorities	to	be	accommodating;	it	is	sufficient
if	they	are	passive:	an	improvement	in	the	welfare	system	tends	to	increase	velocity.
	
If	equilibrium	in	the	labor,	commodity,	and	money	markets	existed	at	an	initial	price
level	 and	 value	 of	 the	 welfare	 system,	 and	 if	 the	 capitalized	 value	 of	 the
improvements	in	the	welfare	system	as	it	affects	the	labor	supply,	consumption,	and
liquidity	preference	system	is	the	same,	then	there	exists	a	new	price	level	such	that
the	 real	 value	 of	 the	 augmented	welfare	 system	 equals	 the	 real	 value	 of	 the	 initial
welfare	system.
	
4.	Investment	and	Expectations
A	spillover	 from	 the	portfolio	 relation	 to	 the	price	of	 the	 stock	of	 real	 (and	 equity)
assets,	and	thus	to	the	demand	price	for	investment,	has	been	noted.	In	addition,	the



portfolio	 impact	 will	 tend	 to	 make	 the	 terms	 upon	 which	 new	 investment	 can	 be
financed	more	favorable.	Thus	with	an	unchanged	investment	function,	the	amount	of
investment	put	into	place	can	be	expected	to	increase.	Imbedded	in	the	positioning	of
the	 investment	 function	 is	 the	expectational	 climate.	 If	 changes	 in	 the	expectational
climate	can	be	expected	to	follow	upon	the	introduction	of	a	negative	income	tax,	this
indirect	effect	upon	the	investment	function	can	have	a	greater	effect	than	that	by	way
of	financing	terms	and	demand	prices	for	investment.
	
If	a	negative	income	tax	leads	to	a	significant	rise	in	the	floor	to	real	income,	it	will
imply	 a	 rise	 in	 the	minimum	 expected	 consumption	 levels.	 In	 addition,	 investment
tends	to	respond	positively	to	inflationary	expectations.	If	inflationary	pressures	begin
to	 be	 observed,	 investment	will	 tend	 to	 respond	 positively.	 Thus	 the	 improved	 real
prospects	and	 the	price-level	expectations	 that	can	be	expected	 to	 follow	a	negative
income	tax	will	tend	to	shift	the	investment	function	“upward.”
	
5.	Conclusion
By	itself,	unless	countermeasures	are	taken,	the	introduction	of	a	negative	income	tax
will	 tend	 to	 generate	 inflationary	 pressures.	 It	 can	 be	 shown,	 under	 rather	 strict
assumptions,	 that	 such	 pressures	will	 continue	 as	 long	 as	 the	welfare	 system’s	 real
value	is	greater	than	its	initial	or	equilibrium	real	value.	Thus	the	improvement	in	the
welfare	system	will	be	inflated	out.
	
If	 we	 assume	 that	 there	 are	 no	 distributional	 effects,	 then	 the	 end	 result	 will	 be	 a
welfare	floor	to	income	no	greater	than	the	initial	floor;	however,	distributional	effects
exist.	Even	if	 the	real	value	of	 the	welfare	system	returns	to	its	 initial	value,	 it	does
not	necessarily	 follow	 that	 the	value	of	 the	welfare	system	to	 the	poor	and	 the	near
poor	returns	to	its	initial	value.	However,	to	the	extent	that	there	are	residual	benefits
to	the	poor,	there	will	be	costs	imposed	upon	other	groups	which	differ	from	the	costs
initially	 imposed	 by	 the	 tax	 scheme.	 Thus	 distributional	 effects	 and	 the	 effects	 of
relaxing	the	policy	goals	need	to	be	considered.
	
Notes
1.	Christopher	Green	(1967)	examines	various	negative	income	tax	and	social	dividend	proposals.	Peter	Diamond
(1968)	reviews	Green’s	book	and	examines	the	labor	market	disincentive	effects	of	negative	income	taxes.

2.	The	various	suggestions	run	from	a	low	minimum	of	$1,500	(Friedman	and	Lampman*)	to	a	high	minimum	of
$3,200	(Yale	plan).	For	a	description	of	Friedman’s	and	Lampman’s	plans	see	Vadakin	(1968).	The	Yale	scheme
takes	the	form	of	a	model	tax	law;	see	Yale	Law	Journal	(1968).



3.	It	is	possible	to	favor	a	negative	income	tax	on	the	general	philosophical	ground	that	the	decision	maker	in	each
household	knows	best	how	to	maximize	the	satisfaction	received	from	the	resources	available	to	it.	Thus	the
provision	of	income	in	kind	to	both	the	poor	and	the	nonpoor	is	objectionable—whether	the	income	in	kind	be
schools,	medical	care,	subsidized	housing,	or	services	of	the	police,	courts,	and	fire	departments.	Such	market
anarchism	ignores	or	minimizes	the	significance	of	externalities,	such	as	my	being	better	off	if	your	children	are
both	vaccinated	and	educated,	and	the	existence	of	community—or	civilized—standards,	so	one	would	gladly
sacrifice	one’s	private	consumption	for	another’s	safety	on	the	street.	The	arguments	for	the	maximum	of	such
“freedom”	as	well	as	a	recognition	of	some	of	its	limits	are	in	M.	Friedman	(1967)	and	Simons	(1948).
4.	Any	standard	textbook	on	macroeconomics,	such	as	Ackley	(1961),	has	an	exposition	of	the	basic	model.
Fundamentally,	the	class	of	models	builds	on	J.	Hicks,	“Mr.	Keynes	and	the	‘Classics’:	A	Suggested
Interpretation,”	originally	published	in	Econometrica	(1937)	and	since	reprinted	in	many	volumes.
Recently,	the	validity	of	this	view	of	the	Keynesian	model	has	been	questioned	by	Clower	(1965),	Leijonhufvud
(1968),	and	Minsky	(1969).
For	the	meaning	of	uncertainty	in	the	context	of	Keynesian	economics	see	Keynes	(1936,	chapter	17;	1937).
5.	For	the	economics	of	risk	aversion	and	the	impact	of	uncertainty	upon	the	organization	of	activity	see	Friedman
and	Savage	(1948),	and	Arrow	(1963;	1965).	Diamond	(1968)	examines	the	impact	of	a	negative	income	tax	on
saving	via	its	effect	upon	uncertainty.
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Chapter	5
Where	the	American	Economy—and	Economists—Went

Wrong
[§§§§]

	(1972)
	
Introduction
An	oppressive	malaise	is	abroad	in	the	United	States.	This	is	only	superficially	due	to
the	 unending	 war,	 the	 persisting	 inflation	 joined	 to	 high	 unemployment,	 and	 the
unappealing	nature	of	recent	presidents.	By	the	usual	economic	indices—the	growth
of	GNP	and	the	absence	of	a	serious	depression—the	times	are	quite	good.	By	indices
of	 a	 political-economic	 nature,	 such	 as	 the	 overt	 and	wide	 dissatisfaction	with	 and
resentment	of	the	way	in	which	the	economy	distributes	its	benefits	and	burdens,	and
the	justified	feeling	that	the	politicians	and	their	intellectuals	do	not	have	the	answers
to	our	problems,	the	times	are	truly	bad.
	
Today’s	crisis	is	not	the	result	of	the	uncontrollable	and	inevitable	working	of	nature:
our	 plight	 is	 largely	 man-made.	We	 have	 just	 come	 off	 of	 more	 than	 a	 decade	 of
unprecedented	activism	in	economic	policy.	The	confident	and	often	arrogant	house
economists	of	 the	Kennedy,	Johnson,	and	Nixon	regimes	announced	 that	 they	knew
what	our	targets	should	be	and	that	they	had	the	capacity	to	control	and	guide—nay,
fine-tune—the	 economy	 so	 as	 to	 hit	 the	 targets.	 They	 both	 defined	 the	 nation’s
priorities	 and	 manipulated	 policy	 instruments	 as	 their	 theory	 dictated.	 Our	 present
plight	is	the	result.
	
We	should	not	underestimate	the	power	of	house	intellectuals.	As	Professor	Tobin	of

Yale,	who	served	Kennedy	and	now	advises	McGovern
[*****]

	wrote,	“the	 terms	 in
which	a	problem	is	stated	and	in	which	the	relevant	information	is	organized	can	have
a	great	 influence	on	its	solution”	(Tobin	1966,	14).	A	political	 leader	 is	a	captive	of
his	 house	 intellectuals	 and	 they	 in	 turn	 are	 prisoners	 of	 their	 theories—of	 their
intellectual	baggage.
	
During	 the	 past	 three	 administrations	 a	 special	 brand	 of	 economic	 theory—the
neoclassical	synthesis—has	been	the	intellectual	baggage	of	the	economists	who	have



acted	as	policy	advisers.	Much	of	what	is	wrong	with	the	American	economy	is	due	to
the	“tilt”	that	this	theory	has	given	to	economic	policy.	This	neoclassical	synthesis	is
not	only	responsible	for	where	we	are	but	it	cannot,	because	of	the	way	in	which	sets
up	problems,	serve	as	a	guide	to	the	resolution	of	our	current	crisis.
	
The	 economic	 root	 of	 our	 malaise	 is	 that	 even	 though	 we	 have	 succeeded	 in
preventing	 serious	 depressions	 and	 in	 assuring	 that	 growth	 in	measured	GNP	 takes
place,	we	have	failed	miserably	 in	 those	dimensions	of	our	economy	that	determine
the	quality	of	 life.	Our	cities	and	our	suburbs	are	 in	shambles,	and	our	rural	society
has	 been	 well-nigh	 liquidated.	 Public	 services	 and	 the	 services	 from	 vital
organizations	such	as	hospitals	and	utilities	have	deteriorated.	The	landscape	and	the
environment	have	been	despoiled.	A	crescendo	of	violence	and	fear	has	accompanied
what	 passes	 for	 prosperity	 and	 growth.	 Civil	 behavior,	 rights,	 and	 liberties	 are
apparent	 victims	 of	 our	 economic	 progress.	 It	 has	 become	 obvious	 to	 all	 that	 the
highly	touted	success	of	the	economy	depends	upon	a	debilitating	addition	to	military
spending	and	adventures.	In	many	ways	poverty	has	spread	even	as	GNP	has	grown.
Above	 all,	 the	 fairness	 of	 the	 system	 is	 now	 in	 question.	 “Perhaps	 American
capitalism	 is	 efficient,	 however,	 it	most	 certainly	 is	 not	 equitable”	 seems	 to	 be	 the
judgment	of	the	1970s.
	
Today’s	dominant	economic	need	 is	not	more	but	better.	The	vital	questions	are	 for
what,	 for	whom,	and	how	shall	our	economic	capabilities	be	used.	Vast	amounts	of
resources	 are	 used	 to	 induce	 waste;	 we	 are	 locked	 into	 myths	 such	 as	 a	 “housing
shortage”	when	entire	neighborhoods	of	good	housing	are	being	abandoned.	The	need
is	 for	 equity	 and	 justice	 to	 dominate	 narrow	 efficiency	 and	 growth	 as	 the	 goals	 of
economic	 life.	Social	objectives	and,	 if	a	pun	will	be	pardoned,	 the	humane	society
are	now	more	important	than	increasing	private	wealth.
	
Three	 aspects	 of	 the	 neoclassical	 synthesis—the	 narrow	 definition	 of	 income	 and
objectives,	 the	 technological	 treatment	 of	 income	 distribution,	 and	 the	 abstraction
from	capitalist	finance—are	mainly	responsible	for	the	bias	given	by	economic	theory
to	economic	policies	that	led	to	today’s	crisis.
	
Our	malaise	 is	 deep	 because	 it	 reflects	 the	 failure	 of	 both	 an	 ideal	 and	 a	 dominant
theory.	The	American	 dream—that	 private	 economic	 success,	measured	 in	 terms	 of
ever	 more	 private	 goods,	 is	 all	 that	 is	 needed	 for	 a	 person	 and	 for	 a	 nation—has
collapsed.	The	theory	which	rationalized	that	dream	and	gave	us	policies	to	realize	it



has	proven	to	be	irrelevant	as	new	problems	of	the	economy	arise.	Our	theory	and	our
dominant	intellectuals	have	lost	both	their	power	to	impress	and	their	capacity	to	lead.
	
Thus	an	intellectual	vacuum	and	real	problems	coexist.	Keynes,	in	the	famous	closing
passage	to	The	General	Theory,	wrote,	“At	the	present	moment	people	are	unusually
expectant	 of	 a	 more	 fundamental	 diagnosis;	 more	 particularly	 ready	 to	 receive	 it;
eager	 to	 try	 it	 out,	 if	 it	 should	be	 even	plausible.	But	 apart	 from	 this	 contemporary
mood,	 the	 ideas	 of	 economists	 and	 political	 philosophers,	 both	when	 they	 are	 right
and	when	 they	are	wrong,	are	more	powerful	 than	 is	commonly	understood.	 Indeed
the	world	is	ruled	by	little	else”	(Keynes	1964	[1936],	383).
	
The	1970s	are	like	the	1930s.	Once	again,	to	meet	the	problems	of	an	economic	crisis
it	is	necessary	to	search	out	new	directions	in	economic	theory.
	
An	Aside	on	the	Neoclassical	Synthesis
The	 neoclassical	 synthesis	 is	 the	 current	 standard	 economic	 theory.	 It	 is	 a	 blend	 of
Walras-Pareto	 general	 equilibrium	 theory	 designed	 to	 generate	 rules	 for	 efficiency,
and	 Keynesian	 income	 and	 employment	 theory	 designed	 to	 establish	 rules	 for
controlling	 business	 cycles.	 It	 guides	 the	 thinking	 of	 well-nigh	 all	 the	 publicly
prominent	 economists	 in	 the	 United	 States,	 the	 leading	 exception	 being	 Professor

Galbraith.
[†††††]

	
This	 system	 of	 thought	 is	 based	 upon	 two	 fundamental	 analytical	 constructs:
preference	systems	which	embody	households’	subjective	valuations	of	commodities,
and	resources	and	production	functions	which	embody	the	techniques	open	to	firms.
Preference	systems	rank	“bundles	of	goods”	and	can	be	“revealed”	in	markets	by	the
way	income	is	spent.	Production	functions	give	us	the	technology	of	the	economy—
they	describe	how	firms	can	combine	inputs—labor,	materials,	and	machine	time—to
yield	outputs.
	
In	 the	 Walras-Pareto	 theory	 each	 household	 is	 assigned	 some	 initial	 endowment.
Trading	 takes	 place.	Each	 household	 is	 assumed	 to	 trade	 only	 if	 the	 trade	makes	 it
better	off,	or	at	least	no	worse	off.	Some	of	the	trades	will	result	in	furnishing	services
(labor)	to	production	units;	some	will	be	exchanges	of	commodities.
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From	these	preference	systems,	production	functions,	and	initial	endowments,	supply
and	demand	 curves	 for	 labor	 and	outputs	 of	 various	kinds	 are	 derived.	Equilibrium
exists	 when	 supply	 equals	 demand	 for	 every	 variety	 of	 labor	 and	 output.	 Trading
processes	are	defined	so	that	such	an	equilibrium	will	be	achieved	and	the	shapes	of
preference	 and	 production	 functions	 are	 specified	 so	 that	 this	 equilibrium	 will	 be
stable.	 This	 equilibrium	 will	 be	 at	 full	 employment—or	 at	 a	 natural	 rate	 of
unemployment.	It	is	now	usual	to	set	the	model	up	so	that	it	will	generate	a	growing
economy.
	
This	 framework	 leads	 to	 a	 mathematical,	 rigorous	 proof	 that	 under	 restrictive
conditions,	the	equivalent	of	Adam	Smith’s	invisible	hand	proposition—that	each	by
serving	 his	 own	 interest	 serves	 the	 social	 good—is	 true:	 efficiency	 is	 served	 by
avarice.	 The	 conditions	 required	 for	 this	 formal	 proof	 are	 sufficiently	 restrictive	 so
that	this	result	can	be	interpreted	as	showing	that	the	model	is	or	that	it	is	not	relevant
to	our	economy.
	
The	 Keynesian	 component	 of	 the	 neoclassical	 synthesis	 yields	 the	 proposition	 that
equilibrium	 at	 less	 than	 full	 employment	 is	 possible.	 The	 analysis	 begins	 by
investigating	 how	 the	 private	 components	 of	 aggregate	 demandconsumption	 and
investment—are	 determined.	 In	 the	 standard	 presentations	 of	 the	 neoclassical
synthesis	 these	 demands	 are	 derived	 from	 preference	 systems	 and	 production
functions.	 Keynes	 emphasized	 that	 capital	 holding	 and	 investment	 decisions	 are
speculative	 and	 as	 a	 result	 investment	 is	 volatile	 and	 cannot	 be	 explained	 by
productivity	 and	 thrift.	 In	 the	 Keynesian	 part	 of	 the	 neoclassical	 synthesis	 it	 is
assumed	 that,	 due	 to	 either	 the	 volatility	 of	 investors’	 views	 of	 the	 world	 or	 the
inducements	or	constraints	flowing	from	the	monetary	and	fiscal	system,	consumption
demand	 plus	 investment	 demand	 can	 add	 up	 to	 less	 or	more	 than	 full	 employment
output.	 Furthermore,	 this	 state	 can	 persist.	 When	 this	 occurs,	 unemployment	 or
inflation	results.
	
The	 neoclassical	 synthesis	 reconciles	 the	 unemployment	 equilibrium	 of	 Keynesian
theory	 with	 the	 full	 employment	 equilibrium	 of	 Walrasian	 theory.	 This	 is
accomplished	in	two	ways.
	
In	 one	 way,	 consumption	 and	 investment	 demand	 are	 increased	 if	 unemployment
exists	as	a	 result	of	 the	 impact	of	price	deflation	on	 the	deflated	money	supply	and
thus	interest	rates.	This	Keynesian	effect	can	be	limited	in	its	scope	because	interest



rates	may	not	fall	and	investment	may	not	react	to	lower	interest	rates.
	
In	 the	 second	way,	 the	 function	determining	 consumption	 is	modified	 so	 that	when
wages	 and	 prices	 decline	 due	 to	 unemployment,	 the	 purchasing	 power	 of	 some
portion	of	wealth	increases.	This	leads	to	an	increase	in	consumption	at	every	level	of
income	or	employment.	As	a	result,	in	principle	consumption	plus	investment	will	in
time	add	up	to	the	full	employment	output.	Thus	in	principle	 the	market	mechanism
will	 assure	 that	 in	 equilibrium	 the	 economy	 is	 at	 full	 employment.	 Furthermore,	 if
markets	 are	 competitive,	 this	 equilibrium	 will	 also	 satisfy	 Smith’s	 dictum.	 (An
argument	symmetrical	with	that	for	unemployment	is	made	for	inflation.)
	
The	 above	 is	 the	 agreed-upon	 core	 of	 the	 neoclassical	 synthesis.	 Policy	 differences
among	 believers	 arise	 from	 two	 sources:	 differences	 as	 to	 the	 determinants	 of	 the
volatility	of	investment,	and	the	extent	to	which	an	active	monetary	or	fiscal	policy	is
necessary	 or	 effective.	 We	 will	 contrast	 the	 policy	 views	 of	 a	 model	 New-New
Economist	 (or	 monetarist)	 with	 those	 of	 a	 New	 Economist	 (a	 conventional
Keynesian).
	
For	a	model	New-New	Economist,	dominant	during	[the	early	Nixon	era],	instability
is	due	to	economic	policy,	especially	the	inept	management	of	money	by	the	Federal
Reserve.	 Some	 economists,	 for	 example	Professor	Friedman	of	Chicago,	 argue	 that
the	 foundation	of	 a	 correct	 economic	policy	 is	 stability	 in	 the	 rate	of	growth	of	 the
money	 supply.	Once	 this	 is	 achieved,	market	 forces	 can	be	depended	upon	 to	yield
full	employment.	If	past	errors	lead	to	deviations	from	full	employment	demand,	then
the	 appropriate	 current	 policy	 is	 to	 set	 and	 sustain	 the	 required	 stable	 monetary
growth.	 The	ways	 by	which	money	works	 its	 “magic”	 are	 so	 complex,	 subtle,	 and
powerful	 that	attempts	 to	react	 to	current	deviations	of	 income	or	employment	from
target	 can	 only	 aggravate	 the	 situation	 by	 either	 too	 much	 stimulus	 or	 too	 much
constraint.	In	other	words,	the	establishment	of	a	stable	monetary	environment	is	the
best	 tack	 for	 policy.	Within	 such	 an	 environment,	 after	 any	 disturbance	 the	 system
will	move	toward	equilibrium	quickly	and	vigorously.	Attempts	to	speed	this	process
will	lead	to	overshooting	the	target.
	
The	New	Economists,	dominant	during	[the	Kennedy–Johnson	era],	do	not	have	this
faith	that	the	economy	will	settle	down	into	and	sustain	full	employment	if	left	to	its
own	devices.	On	the	whole	the	New	Economists	do	not	offer	any	cogent	explanation
of	 the	 volatility	 of	 private	 demand:	 their	 theory	 of	 investment	 demand	 leaves	 little



scope	 for	 volatility.	 Nevertheless,	 they	 believe	 that	 demand—both	 investment	 and
consumption—varies,	 so	 that	 over	 any	 period	 consumption	 and	 investment	 demand
may	be	greater	or	smaller	than	what	is	necessary	for	full	employment	output.
	
Although	there	is	general	agreement	among	the	New	Economists	that	in	theory	price
flexibility	will	lead	to	full	employment,	they	also	generally	hold	that	this	mechanism
operates	too	slowly	or	that	there	are	serious	barriers	to	wage	and	price	changes.	Thus
market	 forces	cannot	be	relied	upon	 to	eliminate	unemployment	or	 inflation.	Active
intervention—either	 by	monetary	or	 fiscal	 policy—is	needed	 to	 offset	 the	 shortfalls
(and	 excesses)	 of	 demand.	 Fiscal	 policy	 which	 operates	 upon	 demand	 directly	 by
government	expenditures	and	indirectly	by	 taxes	 is	 the	favored	policy	 instrument	of
the	New	Economists.
	
Thus	 the	 economic	 theory	 of	 the	 New	 and	 the	 New-New	 Economists	 is	 identical.
Policy	differences	follow	from	judgments	as	to	the	causes	of	the	volatility	of	demand
and	 beliefs	 as	 to	 the	 efficacy	 of	monetary	 and	 fiscal	measures	 to	 offset	 changes	 in
private	demand.	Whereas	the	economists	of	the	Kennedy–Johnson	era	emphasized	the
power	of	fiscal	policy,	 those	serving	Nixon	in	 their	 first	years	 in	power	emphasized
the	power	of	monetary	policy.
	
Economic	Theory	and	Economic	Performance
Three	 specific	 shortcomings	 of	 the	 American	 economy	 are	 due	 to	 the	 biases
introduced	into	policy	as	a	result	of	the	neoclassical	synthesis:

(1)	The	deficiency	and	decline	in	the	standard	of	public	goods	and	“public
utility”	output	provided	by	government	and	regulated	private	enterprise,
together	with	an	apparent	deterioration	of	contributions	to	the	quality	of	life
from	noneconomic	institutions.
(2)	The	unequal	and	unfair	distribution	of	private	income	and	the	gains	from
economic	“growth”	and	“progress.”
(3)	The	emergence	and	persistence	of	inflationary	pressures	and	recessions	that
are	resistant	to	conventional	monetary	and	fiscal	devices,	combined	with
growing	evidence	that	the	financial	structure	is	fragile.

The	deficiency	and	decline	of	public	goods	and	the	deterioration	of	the	noneconomic
fabric	generating	social	well-being	are	related	to	the	definitions	of	well-being	used	in
the	 theory.	 The	 absence	 of	 any	 income	 distribution	 policy	 reflects	 the	 neoclassical
view	that	technical	production	relations	determine	the	distribution	of	both	income	and



the	gains	 from	growth.	The	persistence	of	 inflation	and	 the	growing	 fragility	of	 the
financial	 system	 are	 related	 to	 the	 misinterpretation	 of	 the	 role	 of	 finance	 in	 the
Keynesian	framework	and	the	resulting	misuse	of	policy	instruments.
	
The	American	economists	who	have	had	 the	ears	of	our	 recent	princes	have	helped
lead	the	country	astray:

(1)	By	being	Walrasian	and	Paretian	in	their	approach	to	economic	welfare.
Commodities	are	the	basic	unit	in	the	Paretian	analysis	of	welfare.	In	this	view,
households	are	not	embedded	in	a	society	that	creates	and	defines	wants.	As	a
result	of	this	commodity	emphasis,	GNP,	i.e.,	the	summation	of	the	value	of
commodities	(and	services)	produced	per	capita,	is	taken	to	be	the	measure	of
social	welfare.	The	limitations	of	this	measure,	when	want	satisfactions	are
taken	as	the	objective	of	economic	life,	are	ignored.
(2)	By	not	having	a	Marxist	thrust	to	their	theorizing	with	respect	to	saving,
investment,	and	the	distribution	of	income.	Standard	economic	theory	is	based
upon	two	constructs—the	preference	system	and	the	production	function—
which	yield	saving	and	investment	(and	thus	growth)	as	well	as	the	distribution
of	income.	The	adviser-economist	believing	in	the	validity	of	the	neoclassical
synthesis	can	evade	facing	up	to	questions	of	income	distribution	and	the
desired	rate	and	composition	of	economic	growth.
(3)	By	using	a	special	version	of	the	Keynesian	model	in	a	domain	where	it
does	not	apply.	The	standard	theory	appends	the	“Keynesian”	monetary–fiscal
analysis	to	a	Walrasian	general	equilibrium	system.	The	Walrasian	system—in
spite	of	complications	added	by	analysts—is	essentially	a	timeless	barter
paradigm.	Keynes	treated	an	intensely	financial	capitalist	economy	which
normally	experiences	business	cycles.	“Fine	tuning”	of	such	a	capitalist
economy	cannot	be	achieved.	Capitalism	is	flawed,	in	the	sense	that	stability	is
essentially	destabilizing,	i.e.,	a	capitalist	economy	tends	to	explode	once	it	is
stabilized	at	or	near	full	employment.

If	meaningful	changes	 in	policy	are	 to	 take	place,	 it	will	be	necessary	for	economic
analysis	 to	 broaden	 its	 concept	 of	 human	 wants	 and	 goods	 (become	Marshallian),
deepen	its	understanding	of	income	distribution	and	growth	so	that	the	social	and	the
technical	 determinants	 are	 integrated	 (become	Marxist),	 and	 widen	 its	 view	 of	 the
possible	modes	of	operation	of	a	capitalist	economy	and	understand	the	limitations	of
policy	(become	Keynesian).

	



Human	Wants	and	Goals
The	theory	of	choice	is	introduced	into	academic	economics	by	postulating	that	each
household	 has	 a	 preference	 system	 and	 an	 initial	 allocation	 of	 goods.	 Preference
systems	 are	 unexplained	 and	 unchanging.	 They	 might	 be	 genetic	 characteristics,
except	that	in	some	of	the	parables	that	are	told	it	seems	as	if	the	preference	systems
were	there	at	the	creation	and	will	last	until	the	final	holocaust.	Similarly,	the	initial
bundles	of	goods	are	unexplained—they	presumably	are	some	heterogeneous	manna
which	 falls	 unto	 each	 unit.	 A	 trading	 process	 is	 defined	 which	 is	 a	 good-for-good
exchange	(barter)	with	recontracting	so	that	no	one	ever	makes	a	false	trade	(no	errors
and	no	regret	are	possible).	By	barter,	each	unit	achieves	its	best	possible	commodity
set.
	
The	 above	 is	 the	Walras–Pareto	 view	 of	 choice	 theory.	The	 alternative	Marshallian
view	is	very	different.	In	this	view,	man	is	a	social	animal	living	in	family	units	with
wants	that	can	be	satisfied	in	various	ways,	private	commodity	flows	being	only	one
among	many.	 There	 is	 no	 presumption	 that	 the	maximization	 of	 those	 satisfactions
that	flow	from	wants	that	marketable	commodities	and	services	satisfy	is	a	fit	measure
of	welfare.	In	particular,	private	wants	can	be	satisfied	by	public	means.
	
There	is	also	no	presumption	that	traded	commodities	when	summed	at	market	prices
yield	 the	 relevant	 concept	 of	 income.	A	Marshallian	 perspective	 leads	 to	 a	 broader
concept	in	which	humane	treatment	and	civil	behavior	yield	satisfaction.
	
The	Paretian	view	 that	welfare	 is	maximized	by	exchanges	among	goods	allows	no
place	for	free	and	nonappropriated	goods.	Thus	the	deterioration	of	the	quality	of	air
was	 not	 considered	 a	 major	 factor	 in	 economic	 analysis	 until	 thrust	 upon	 the
economist	by	the	environmentalist.	The	paradox	that	an	hour’s	drive	to	work	tends	to
increase	GNP,	whereas	a	20-minute	walk	does	not,	is	evidence	that	GNP	does	not	in
any	meaningful	sense	measure	economic	welfare.
	
The	neoclassical	way	of	looking	at	choice	induces	a	bias,	so	that	economists	tend	to
value	private	consumption	out	of	private	disposable	income	highly	and	to	discount	the
value	of	the	consumption	of	public	goods.	The	costs	and	benefits	of	alternative	social
organizations	are	not	examined.	The	economists	who	have	helped	mold	policy	have
not	 been	 especially	 sympathetic	 to	 considerations	 such	 as	Marshall	 put	 forth:	 “The
spirit	 of	 the	 age	 induces	 a	 closer	 attention	 to	 the	 question	 whether	 our	 increasing
wealth	may	not	be	made	to	go	further	than	it	does	in	promoting	the	general	wellbeing;



and	this	again	compels	us	to	examine	how	far	the	exchange	value	of	any	element	of
wealth,	 whether	 in	 collective	 or	 individual	 use,	 represents	 accurately	 the	 addition
which	it	makes	to	happiness	and	wellbeing”	(Marshall	1938	[1890],	85).
	
The	output	of	the	public	sector	is	part	of	GNP	and	the	satisfaction-producing	system
of	an	economy.	Nevertheless,	Professor	Tobin	described	choices	made	while	he	was
advising	Kennedy	by	remarking	that	“while	we	sympathized	with	the	stress	which	J.
K.	Galbraith	and	other	 liberals	placed	upon	 the	 importance	of	expanding	 the	public
sector,	 we	 did	 not	 agree	 that	 total	 output	 and	 growth	 of	 output	 had	 ceased	 to	 be
socially	important”	(Tobin	1966,	22).	Of	course,	Tobin	really	knows	that	a	growth	of
public	output	is	a	growth	of	output;	nevertheless,	the	meaning	of	his	assertion	seems
to	be	 that	 resources	used	 to	provide	parks,	 public	hospitals,	 public	 schools,	 and	 the
safety	of	persons	are	resources	wasted.	Throughout	the	‘60s	and	into	the	‘70s,	aside
from	the	military,	the	preferred	instrument	for	generating	expansion	has	been	a	tax	cut
or	loophole,	i.e.,	the	shifting	of	command	over	resources	to	private	hands.
	
Even	 when	 dissatisfaction	 with	 poverty	 or	 income	 distribution	 is	 manifest,	 the
neoclassical	bias	leads	to	advocating	policies	such	as	the	Nixon	welfare	reforms,	the
McGovern	social	dividend,	or	a	negative	income	tax.	This	is	so	even	though	there	are
strong	 indications	 that	 large-scale	 improvements	 in	 welfare	 programs	 will	 lead	 to
inflation	which	“inflates	out”	a	large	portion	or	even	all	of	the	welfare	gain.	There	is
an	apparent	inability	to	conceive	of	poverty	as	being	system	caused:	all	that	is	needed
to	correct	the	lot	of	the	poor	is	to	have	the	government	act	as	a	lady	bountiful.
	
To	 a	 neoclassical	 economist,	 GNP	 and	 employment,	 not	 the	 satisfaction	 of	 human
wants,	are	 the	objectives	of	national	economic	policy.	Tobin,	 in	his	previously	cited
lecture,	relates	how	Kennedy,	bowing	to	conservative	pressures	during	the	campaign,
promised	a	balanced	budget.	This	constraint	was	evaded,	however,	when	“the	Berlin
crisis	in	the	summer	of	1961	activated	one	of	the	escape	clauses	in	the	initial	balanced
budget	 pledge,	 leading	 to	 a	 defense	 buildup	 of	 some	 $3	 billion	 in	 annual
expenditures”	(Tobin	1966,	10).	This	comment	makes	one	wonder	whether	Vietnam
was	not	of	the	same	cloth	as	the	Berlin	crisis:	it	is	good	for	GNP,	whether	it	is	good
for	the	people	is	not	relevant.
	
This	bias	introduced	by	using	GNP,	which	includes	military	expenditures	as	an	index
of	welfare	and	of	success	for	economic	policy,	shows	up	in	foreign	aid	as	well	as	in
domestic	economic	policy.	Need	I	recall	that	as	little	as	four	years	ago	Pakistan	was



hailed	by	house	intellectuals	as	a	great	success	of	the	foreign	aid	program?	Today	we
know	better:	 the	 result	 of	our	help	was	 the	 forging	of	 the	 army	 that	 carried	out	 the
great	massacre	of	Bengal.
	
The	bias	introduced	by	modern	economic	theory	leads	to	a	neglect	of	all	but	GNP	as
an	indicator	of	aggregate	economic	welfare.	Concern	with	the	shape	of	GNP	is	needed
as	an	antidote	to	the	current	practice:	military	expenditures,	while	using	resources,	do
not	in	general	contribute	to	“welfare”	as	measured	by	private	and	public	consumption;
other	 dimensions	 of	 public	 expenditure,	 such	 as	 parks	 and	 schools,	 do.	 Unless	 an
economic	 theory	makes	 this	distinction	 it	 cannot	be	useful	as	a	guide	 to	 redirecting
priorities.
	
The	Distribution	of	Income	and	of	the	Benefits	of	Economic	Growth
The	 neoclassical	 synthesis	 leads	 to	 a	 neglect	 of	 income	 distribution	 as	 a	matter	 of
prime	policy	concern.	In	neoclassical	economics,	at	full	employment	the	proportion	of
GNP	 going	 to	wages	 and	 profits	 is	 determined	 by	 characteristics	 of	 the	 production
function:	 technique	 determines	 relative	 shares.	 A	 well-known	 proposition	 in	 this
theory	 is	 that	 if	 production	 conforms	 to	 a	 particular	 relation,	 a	 Cobb-Douglas
function,	as	is	often	assumed,	then	the	shares	of	wages	and	profits	in	GNP	are	fixed
and	independent	of	the	proportions	of	capital	and	labor	used.
	
If	technique	determines	income	distribution,	then	the	lot	of	the	poor	and	near	poor	can
be	 improved	only	 if	growth	of	output	per	person	 takes	place.	The	 iron	constraint	of
techniques	implies	that	a	meaningful	increase	in	the	proportion	of	income	going	to	the
poor	cannot	be	achieved.	This	theory	will	make	a	man	of	goodwill	an	almost	devout
believer	in	the	virtue	of	economic	growth.
	
The	 neglect	 of	 the	 distributional	 aspects	 of	 the	 saving	 and	 investment	 process	was
shown	by	Kennedy’s	liberal	Democratic	Council	of	Economic	Advisers.	Once	again,
citing	Tobin,	their	growth	orientation	disposed	the	Council	and	the	administration	“to
favor	 a	 policy	 mixture	 which	 would	 provide	 for	 a	 high	 proportion	 of	 public	 and
private	 investment	 in	 full	 employment	GNP.”	Thus,	 policy	measures	 such	as	 “a	 tax
credit	 for	 investment	and	 liberalization	of	depreciation	values”	were	adopted	(Tobin
1966,	 22–23).	 In	 the	 years	 1964,	 1965,	 1966,	 and	 again	 in	 1968	 and	 1969,	 these
measures,	 together	with	 the	 expectational	 climate,	 led	 to	 an	 investment	 boom.	 The
social	process	that	generates	more	saving	results	in	a	shift	of	income	to	gross	profits.



	
The	 investment	 boom	 which	 took	 off	 in	 1964,	 together	 with	 the	 war	 in	 Vietnam,
succeeded	in	reducing	unemployment.	This	induced	a	sharp	rise	in	the	income	of	the
poor.	 As	 a	 result,	 starting	 in	 the	middle	 1960s	 and	 continuing	 through	 1970,	 blue-
collar	 factory	workers,	who	had	been	 employed	prior	 to	 the	 achievement	 of	 tighter
labor	markets,	did	not	enjoy	any	increase	 in	 their	real	per	capita	disposable	 income.
Some	 of	 the	 observed	 resentment,	 social	 disarray,	 and	 community	 disorganization
reflects	 these	 facts.	 Over	 a	 five-year	 period,	 1965–70,	 real	 take-home	 income	 of	 a
representative	factory	worker	declined	by	some	2.5	percent;	this	followed	a	five-year
period,	1960–65,	in	which	a	13.3	percent	growth	took	place.
	
Simultaneously,	 this	group—the	employed	lower-middle-income	worker—suffered	a
decline	in	income	received	in	kind	from	public	goods.
	
There	is	an	inconsistency	between	guns	and	butter	once	full	employment	is	achieved.
Similarly,	 at	 full	 employment	 there	 is	 an	 inconsistency	 between	 investment	 and
consumption.	 At	 less	 than	 full	 employment,	 investment	 and	 consumption	 are
complements;	 at	 full	 employment,	 investment	 and	 consumption	 are	 substitutes.
Growthmanship	 tries	 to	 raise	 the	 rate	 of	 growth	 of	 full	 employment	 GNP	 by
increasing	 the	 proportion	 of	 investment	 in	 income.	 It	 will	 succeed	 as	 it	 raises	 the
proportion	of	profits	in	income.	A	rise	in	guns	along	with	a	rise	in	investment	and	a
shift	of	some	of	the	increased	wage	bill	toward	previously	unemployed	workers	leads
to	 an	 inflationary	 process	 which	 tends	 to	 reduce	 the	 real	 income	 of	 previously
employed	 workers.	 The	 attempt	 by	 middle-income	 workers	 to	 sustain	 a	 level	 or	 a
trend	 in	 consumption	 reduces	 household	 saving	 ratios.	 This	 further	 aggravates	 the
inflationary	tendency.
	
Furthermore,	 the	 combination	 of	 private	 consumption	 demand,	 private	 investment
demand,	and	increased	military	spending	leads	to	a	decline	of	real	resources	allocated
to	providing	public	consumption	goods.	The	anti–public	sector	bias	of	the	economist
is	 reinforced	 by	 the	way	 in	which	 resources	 are	made	 available	 for	 investment	 and
military	 spending	 by	 an	 inflationary	 process	 in	 a	 full	 employment	 economy.	Public
consumption	goods	diminish	in	supply.
	
Given	 the	 facts	 of	American	 political	 life,	we	 can	 posit	 the	 following:	 the	 rich	 get
relatively	little	of	their	consumption	from	public	services;	the	poor	almost	always	get
inferior	 public	 goods.	 Once	 again,	 it	 is	 those	 in	 the	 middle	 who	 get	 a	 meaningful



amount	 of	 their	 consumption	 through	 publicly	 supplied	 goods	 and	 services.	 A
deterioration	 here	 hits	 them	 hard.	 Thus	 the	 distributional	 impact	 of	 the	 policies
adopted	 has	 been	 slow	 or	 no	 growth	 in	middle-level	 private	 real	 income	 combined
with	a	sharp	deterioration	in	the	quality	and	quantity	of	public	goods.	It	is	no	wonder

that	Wallace
[‡‡‡‡‡]

gains	a	 following;	 that	 safety	 in	 the	streets	 (the	most	 important
public	good)	and	the	quality	of	schools—including	busing—are	such	potent	political
issues.
	
Recall	Johnson’s	War	on	Poverty.	The	main	thrust	was	education	and	training,	which
had	 to	 start	 at	 virtually	 the	 cradle.	 The	 prekindergarten	 of	 Operation	 Head	 Start
embodies	this	philosophy.	The	philosophy	of	Operation	Head	Start	means	that	all	the
poor	who	missed	prekindergarten	or	other	special	training	are,	except	for	the	lucky	or
the	gifted,	doomed	to	a	life	of	poverty;	what	is	called	a	dead-end	life.	The	Dead-End
Kids	 and	 the	 unemployed	 of	 the	 Depression	 years	 were	 such	 because	 of	 system
behavior.	Their	poverty	was	not	their	fault.	The	poor	of	the	liberal’s	War	on	Poverty
are	 poor	 because	 they	 are	 deficient.	 The	 liberal’s	War	 on	 Poverty	was	 born	 out	 of
neoclassical	 theory	 in	which	 it	 is	 the	 poor—not	 the	 economy—that	 is	 to	 blame	 for
poverty.	The	War	on	Poverty	tried	to	change	the	poor,	not	the	economy.
	
The	 negative	 income	 tax,	 which	 with	 another	 label	 is	 part	 of	 Nixon’s	 (and
McGovern’s)	program,	is	an	admission	that	the	economic	system	cannot	be	made	to
operate	 so	 that	 all	 who	 desire	 to	 work	 are	 able	 to	 achieve	 a	 socially	 acceptable
standard	of	life.	Work	is	in	itself	a	want	that	man	strives	to	satisfy.	The	conventional
neoclassical	theory,	as	it	confronts	poverty	in	the	midst	of	plenty,	offers	a	truly	dismal
solution:	 the	 unworthy	 poor	 are	 to	 be	 barred	 from	 even	 the	 satisfactions	 and	 social
intercourse	of	work	by	a	perpetual	dole.
	
A	 further	 example	 of	 the	 dead	 end	 to	 which	 neoclassical	 economic	 theory	 leads
appears	as	an	exercise	on	the	“Future	National	Output	and	the	Claims	Upon	It”	in	the
1970	Economic	Report	of	the	President	(78–84).	This	exercise	consists	of	projecting
GNP	available	by	taking	the	1969	actual	GNP	of	$932.3	billion	and	multiplying	it	by
(1.045)n	 (it	 is	 assumed	 that	GNP	will	 grow	at	4.5	percent	per	year),	where	n	 is	 the
number	 of	 years,	 from	 one	 to	 six,	 in	 the	 exercise.	 The	 projected	GNP	 available	 in
1975	is	$1.2	trillion.
	
The	claims	on	GNP	are	obtained	by	taking	the	actual	division	of	GNP	in	1969	among
federal	 government,	 state	 and	 local	 government,	 personal	 consumption,	 and	 gross

	



private	 investment	 and	 multiplying	 each	 component	 by	 an	 assumed	 appropriate
growth	 rate.	 The	 first	 conclusion	 of	 the	 exercise	 is	 that	 “existing	 claims	 upon	 the
growing	 available	 national	 output	 already	 exhaust	 the	 probable	 output	 and	 real
national	income	that	the	economy	can	generate	for	several	years	to	come”	(CEA	1970,
83).	 This	 is	 so	 in	 spite	 of	 the	 reduction	 in	 federal	 government	 purchases	 from	 $92
billion	to	$84	billion	over	the	years	1969–75.
	
This	conclusion	 is	 reached	by	 ignoring	 the	distribution	of	 income	and	consumption.
Consumption	is	by	far	the	largest	claim	on	available	GNP.	In	the	president’s	exercise,
consumption	 rises	 from	 $576	 billion	 in	 1969	 to	 $769	 billion	 in	 1975,	 a	 compound
growth	rate	of	5	percent	per	year.	Given	that	the	labor	force	grows	at	1.75	percent	per
year,	this	projection	assumes	a	3.25	percent	growth	in	consumption	per	labor	market
participant.	 The	 projection	 assumes	 it	 worthwhile	 to	 use	 resources	 so	 that	 the
consumption	 of	 those	 in	 the	 upper	 5	 percent	 of	 the	 income	 distribution	 grows	 in
excess	of	20	percent	per	labor	market	participant	between	1969	and	1975.
	
In	a	country	hard	pressed	for	resources	it	 is	worth	asking	whether	a	proper	sense	of
national	priorities	 is	evidenced	by	a	policy	which	blithely	assumes	 that	 the	national
interest	is	served	equally	well	by	increasing	the	personal	consumption	standard	of	the
representative	 upper-income	 family,	 say,	 one	 now	making	 $40,000	 per	 year,	 by	 20
percent	in	real	terms	over	a	six-year	period	as	by	increasing	the	consumption	standard
of	a	poor	family,	say,	one	now	making	$3,000	per	year,	in	the	same	ratio.
	
Let	 us	 assume	 [Table	 5.1]	 that	 a	 policy	 with	 respect	 to	 income	 distribution	 that
achieves	 the	 following	 contours	 is	 feasible:	 the	 real	 private	 consumption	 of	 a
representative	family	in	the	top	5	percent	of	the	income	distribution	is	not	to	increase,
the	real	private	consumption	of	a	representative	family	in	the	next	75	percent	of	the
income	distribution	will	rise	at	1.75	percent	per	year,	and	the	real	private	consumption
of	a	representative	family	in	the	bottom	20	percent	of	families	will	rise	at	3.25	percent
per	year.	Let	us	also	use	the	rule	of	thumb	that	in	1969	the	top	5	percent	of	the	family
units	had	20	percent	of	the	consumption,	the	next	75	percent	of	the	family	units	had
75	percent,	and	the	bottom	20	percent	had	5	percent.
	



	



	
The	1975	projected	consumption	in	the	president’s	Economic	Report	 is	$769	billion.
A	modest	 change	 in	 national	 priorities,	which	 reflects	 the	 view	 that	 it	 really	 is	 not
important	 for	 the	 private	 consumption	 standards	 of	 the	 representative	 rich	 man	 to
increase,	 that	 a	modest	 rate	 of	 growth	 of	 private	 consumption	 of	 the	 broad	middle
group	 is	 feasible	 and	desirable,	 and	 that	 sustaining	 the	 rate	of	growth	of	 the	poor’s
private	consumption	 is	 important,	will	 free	$71	billion	 for	 social	consumption.	This
means	that	the	federal	government	budget	could	be	well-nigh	twice	as	large	in	1975
as	projected—or	state	and	local	government	budgets	could	be	some	50	percent	greater
than	projected.
	
It	 is	 evident	 that	 the	 major	 potential	 for	 reordering	 national	 priorities	 lies	 in
redistributing	 income	 and	 directing	 the	 distribution	 of	 the	 benefits	 of	 growth.	 A
significant	 redistribution	 of	 income	 requires	 a	 decrease	 in	 the	 share	 of	 profits	 in
income.	 This	means	 that	 taxes	 on	 high	 incomes	 from	 all	 sources	 be	 raised.	 It	 also
implies	that	the	ratio	of	private	investment	to	GNP	decreases.	This	in	turn	means	that
the	productive	capacity	of	 the	private	sectors	will	not	grow	as	fast	as	projected.	But
this	does	not	mean	that	true	capacity	does	not	increase	as	projected.	As	we	know,	the
measuring	 rod	 of	GNP	 is	 in	 itself	 biased	 toward	 giving	 greater	weight	 to	 privately
produced	and	used	output	than	to	the	alternative	public	use	of	resources.	The	public
investment	 made	 possible	 by	 the	 resources	 freed	 from	 private	 investment	 is
productive	but	a	safe	walk	in	a	park	is	not,	whereas	a	television	program	is	included
in	GNP.
	
Production	 functions	 and	preference	 systems	are	 inventions	of	 theorists	designed	 to
order	and	interpret	nature.	Economic	theory	based	upon	these	constructs	indicates	that
it	 is	 futile	 to	 attempt	 to	 redistribute	 income	 and	 implicitly	 therefore	 to	 redirect
priorities.	Alternative	varieties	of	 economic	 theory	exist	which	 indicate	 that	 income
distribution	 and	 an	 economy’s	 priorities	 are	 socially	 determined.	 By	 modifying
institutions	 and	 usages,	 both	 income	 distribution	 and	 economic	 priorities	 can	 be
reordered.
	
The	Stability	of	Full	Employment
Correctly	 interpreted,	 Keynesian	 economics	 is	 a	 subtle	 and	 complex	 analysis.
Fundamentally,	 it	 argues	 that	 a	 financially	 sophisticated	 capitalist	 economy	 can



operate	in	a	number	of	ways.	One	is	a	postcrisis	stagnation	(the	Great	Depression	of
the	1930s),	another	is	slack	or	small	cyclical	growth	(the	Eisenhower	era),	and	a	third
is	an	explosive	euphoric	boom	(late	Kennedy–Johnson).	Although	within	 the	 theory
the	proximate	determinant	of	the	mode	of	operation	is	the	amount	of	investment,	the
underlying	 determinants	 are	 the	 speculative	 portfolio	 preferences	 of	 business	 firms,
households,	and	financial	 institutions.	Portfolio	preferences	reflect	expectations	with
regard	to	the	uncertain	future.	Expectations	are	determined	by	the	past	of	the	system
and	views	 as	 to	 the	 robustness	 or	 fragility	 of	 business	 institutions.	Thus	Keynesian
economics	is	historical	in	perspective	and	its	propositions	are	conditional.	It	embodies
the	view	that	in	a	capitalist	framework	vital	decisions	are	often	speculative.
	
The	 fundamental	 locus	 of	 speculative	 activity	 lies	 in	 the	 portfolios	 of	 households,
business	firms,	and	financial	institutions.	In	the	Keynesian	view,	privately	owned	real
capital	 [comprises]	 assets	 in	 portfolios.	Capital	 holding	 and	 expanding	 the	 stock	 of
capital	(private	investing)	are	speculative	activities.
	
The	 Keynesian	 model	 views	 the	 behavior	 of	 the	 economy	 as	 being	 subject	 to
influence	and	control	by	policy.	Throughout	most	of	the	capitalist	era,	policy	has	been
inadvertent.	 Economic	 theory	 offered	 no	 guide—and	 pre-Keynesian	 theory	 was
fundamentally	 incapable	 of	 acting	 as	 a	 guide—to	 policy	 relating	 to	 the	 dynamic
attributes	of	the	economy.
	
Standard	 economists	 of	 today	 fall	 into	 two	 camps:	 those	who	 virtually	 ignore	 their
economic	theory	when	they	give	policy	advice,	and	those	who	give	policy	advice	that
is	 consistent	 with	 the	 neoclassical	 synthesis.	 The	 first	 group	 typically	 are	 the
“liberals”	 and	 are	 often	 called	Keynesian.	Their	 policy	 advice	 is	 heavily	 dependent
upon	 the	 policy	 rules	 worked	 out	 when	 the	 Great	 Depression	 posed	 the	 policy
problem.	 The	 second	 group	 typically	 are	 the	 “conservatives”;	 sometimes	 they	 are
called	monetarists.	 Fundamentally,	 they	 hold	 that	 no	 policy	 is	 the	 best	 policy—but
cannot	 agree	 on	 what	 constitutes	 “no	 policy.”	 In	 detail,	 they	 argue	 that	 there	 are
“natural”	rates	of	unemployment	and	economic	growth	and	that	monetary	and	fiscal
policy	should	be	directed	at	avoiding	the	distortions	that	accompany	inflation.	Hence
monetary	stability—not	allowing	monetary	phenomena	to	rock	the	boat—is	the	major
contribution	that	policy	can	make.	Fundamentally,	this	view	is	dismal,	for	it	holds	that
these	natural	unemployment	rates,	growth	rates,	and	income	distributions	are	given	by
“nature,”	 and	 if	 they	 are	 not	 satisfactory,	 it	 is	 too	 bad.	 Nothing	 can	 be	 done	 to
appreciably	affect	them.



	
The	 interpretation	 of	 Keynesian	 economics	 advanced	 here—that	 Keynesian
economics	emphasizes	 the	dominance	of	speculation—is	at	variance	with	 that	given
in	textbooks.
	
In	particular,	the	standard	device	of	the	neoclassical	synthesis,	wedding	the	Keynesian
apparatus	 to	 a	 Walrasian	 output-determining	 system,	 is	 not	 legitimate.	 That
speculative	 considerations	 centering	 around	 financial	 markets	 can	 dominate
production	 function	 characteristics	 in	 determining	 economic	 system	 behavior	 is	 a
fundamental	 theorem	 of	 the	 Keynesian	 model.	 This	 is	 foreign	 to	 the	 neoclassical
synthesis.	 The	 Keynesian	 view	 is	 that	 a	 capitalist	 economy	 generates	 a	 cyclical,
dynamical	process	in	which	the	evolving	financial	environment	determines	the	system
state.	 The	Walrasian	 view	 is	 a	 “barter”	 paradigm,	 where	 activities	 which	 result	 in
steady	growth	are	carried	on	as	if	goods	were	traded	for	goods.	As	a	result	of	the	way
in	which	the	standard	Keynesian	model	has	developed,	economic	policy,	when	guided
by	 what	 passes	 for	 Keynesian	 theory,	 ignores	 the	 transitory	 nature	 of	 a	 particular
mode	of	system	behavior.
	
In	 the	 stagnant	 mode	 of	 system	 behavior,	 households	 and	 firms	 have	 recently
experienced	 sizable	 losses	 and	 they	view	 the	 future	with	 apprehension.	The	desired
liability	structure	of	 firms	 includes	 little	 in	 the	way	of	debt	 instruments.	 In	 fact,	 the
existing	liability	structure	is	viewed	as	being	too	risky.	Symmetrically,	households	and
financial	institutions	insist	upon	a	great	deal	of	protection	in	the	assets	they	hold.
	
As	 the	 stagnation	 continues,	 fears	 are	 attenuated	 so	 that	 stagnant	 behavior	 is
succeeded	by	a	mode	in	which	some	slight	adventures	in	liability	structure	and	asset
composition	are	hazarded.	Investment	will	be	accompanied	by	increases	in	corporate
debts	and	asset	owners’	portfolios	will	hold	an	increasing	proportion	of	risk	assets.	In
this	second	stage,	the	system	might	exhibit	short	cycles,	[and]	monetary	policy	might
very	well	seem	to	be	effective.
	
In	 the	 third	mode	 of	 behavior,	 the	 economy	 is	 euphoric	 in	 the	 sense	 that	 long-run
expectations	are	 taken	 to	be	very	 favorable.	Capital	goods,	productive	capacity,	and
liability	structure	are	viewed	as	being	too	conservative.	Simultaneously,	asset	holders
and	financial	intermediaries	are	willing	to	diminish	the	ratio	of	money	and	safe	assets
in	their	portfolios.
	



The	transition	from	the	second	state	of	cyclical	and	slack	growth	to	the	third	state	of
euphoric	 expansion	 is	 the	 point	 at	 which	 the	 shortcomings	 of	 the	 neoclassical
synthesis	 led	 to	 our	 current	 malaise.	 The	 model	 for	 policy	 which	 the	 Kennedy
economists	took	to	Washington	was	a	Keynesian	depression	model.	This	model	often
takes	 the	 form	 of	 a	 complex	 econometric	 model.	 Upon	 closer	 inspection,	 this
presumably	 sophisticated	 model	 is	 economically	 naïve;	 it	 is	 no	 more	 than	 an
expanded	 multiplier.	 It	 is	 a	 depression	 model	 in	 which	 both	 consumption	 and
investment	 (in	 guns	 and	 butter)	 can	 be	 obtained.	 Neither	 the	 complexity	 of	 the
financial	 structure	nor	 the	subtle	 interactions	between	 the	 financial	and	 the	 real	 that
characterize	both	the	economy	and	the	theory	of	Keynes	are	evident	in	these	models.
	
Given	 the	 amount	 of	 slack	 that	 developed	 during	 the	Eisenhower	 years,	 this	model
was	an	adequate	guide	to	policy	when	Kennedy	took	office.	The	tools	and	techniques
that	 Professor	 Alvin	 Hansen	 had	 developed	 at	 Harvard	 before	World	War	 II	 for	 a
deeply	stagnant	economy	were	for	the	moment	appropriate	to	the	moderately	stagnant
economy.	 There	 was	 no	 need	 to	 allow	 for	 differences	 between	 desired	 and	 actual
balance	sheets	for	households	and	business	firms	in	making	policy	decisions.
	
However,	 as	 the	 expansion	was	 sustained	 and	 the	 slack	 absorbed,	 the	 expectational
climate	 changed.	 Business	 developed	 a	 seemingly	 insatiable	 desire	 to	 invest	 and	 a
well-nigh	 unlimited	 capacity	 to	 finance	 investment	 by	 adjusting	 liability	 structures
and	eliminating	“excess”	liquidity	in	the	asset	structure.	Similarly,	households,	banks,
and	 other	 financial	 institutions	 became	 willing	 to	 modify	 their	 portfolios	 to
accommodate	the	demand	for	finance	by	firms.
	
One	of	the	articles	of	faith	of	 the	Kennedy	economists	was	that	“a	steadily	growing
fully	 employed	 economy	 is	 both	 desirable	 and	 attainable”	 (Tobin	 1966,	 2).
Furthermore,	 this	objective	 could	be	 achieved	by	manipulating	a	 limited	number	of
monetary	 and	 fiscal	 policy	 instruments.	 This	 view	 was	 derived	 by	 manipulating
models	 of	 a	 stagnant	 or	 slowly	 growing	 capitalist	 economy.	 But,	 and	 this	 is	 the
essential	contradiction,	success	in	achieving	a	growing,	fully	employed	economy	will
lead	to	a	euphoric,	bullish,	speculative	mode	of	behavior	of	the	economy.
	
In	the	euphoric	mode,	as	long	as	the	fundamentals	of	capitalist	finance	are	unchanged,
monetary	and	fiscal	constraint	will	not	be	effective	unless	expectations	are	affected.
The	 ruling	 expectations	 of	 the	 euphoric	 mode	 are	 such	 that	 monetary	 or	 fiscal
constraints	will	be	offset.	Such	offsets	will	cease	only	after	expectations	are	affected.



This	 typically	 will	 result	 from	 a	 financial	 crisis,	 crash,	 crunch,	 or	 squeeze,	 which
reveals	the	essential	fragility	of	capitalist	financial	institutions.	Such	a	change	ushers
in	 a	 stagnant	 phase—either	 a	 deep	 stagnation	 of	 the	 Great	 Depression	 or	 a	 more
modest	stagnation	consistent	with	the	large	and	activist	government	of	today.
	
The	 policy	 difficulties	 posed	 by	 a	 high-level	 slack	 economy	 with	 inflationary
tendencies	are	due	to	a	lack	of	understanding	that	policy	weapons	which	are	sufficient
to	move	 an	 economy	 from	 slack	 to	 sustained	 full	 employment	 are	 not	 sufficient	 to
sustain	 full	 employment.	The	 promises	made	 by	 the	New	Economists	 proved	 to	 be
illusionary:	 success,	once	achieved,	proved	 to	be	 transitory.	The	concentration	upon
the	analysis	of	how	a	slack	capitalism	works	left	them	without	an	understanding	of	the
dynamics	and	the	appropriate	policy	for	a	fully	employed	economy.
	
Conclusion
The	current	dispirited	mood	of	America	reflects	the	failure	of	both	the	economy	and
the	dominant	economic	theory.	It	 is	bad	enough	when	the	economy	does	not	deliver
what	 is	 expected,	 nay,	 promised.	 It	 is	 even	worse	when	 the	 policy	 advisers	 cannot
offer	a	diagnosis	and	a	program	to	solve	the	felt	shortcomings.	Rather	 than	take	the
economic	 doldrums	 seriously,	 policy	 advisers	 offer	 for	 the	 current	 ills	more	 of	 the
policy	that	has	failed.
	
In	the	work	of	Marshall,	Marx,	and	Keynes	there	exist	ideas	that	can	be	welded	into	a
new	 synthesis—one	which	 recognizes	 that	man,	 the	 object	 of	 economic	 life,	 is	 not
simply	 a	 consumer	 of	 GNP,	 that	 at	 our	 present	 stage	 of	 affluence	 growth	 and
efficiency	may	have	a	low	priority	compared	to	equity,	and	that	capitalism	is	flawed
because	 of	 its	 financial	 system.	 Furthermore,	we	 have	 to	make	 do	with	 the	 flawed
system	because,	once	controlled,	capitalism	is	more	flexible	and	responsive	than	the
alternatives.	Our	devotion	to	capitalism	is	in	spite	of	its	known	flaws.	However,	being
flawed,	it	should	be	subjected	to	fundamental	reform	and	continuing	control.
	
The	 fundamental	 flaw	 of	 capitalism	 centers	 around	 its	 financial	 system,	 which	 is
inherently	unstable.	The	 financial	 system	 is	also	 the	 instrument	by	which	 the	 social
surplus	 is	 appropriated	 to	 private	 business.	 Because	 of	 this,	 managers	 of	 large
aggregations	 of	 capital	 are	 fundamentally	 public	 servants	 and	 owners	 of	 large
accumulations	 of	 wealth	 are	 fundamentally	 trustees	 for	 the	 public.	 The	 civil
management	and	social	use	of	capital	aggregations	becomes	a	major	thrust	of	reform.



The	 name	 of	 the	 game	 of	 reform	 will	 be	 power	 and	 income	 distribution.	 But	 to
undertake	this	adventure	we	first	have	to	discard	the	neoclassical	synthesis	as	a	guide
to	public	policy.	The	economics	that	is	in	the	current	generation	of	text-	or	principles
books	will	not	do.
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Chapter	6

The	Poverty	of	Economic	Policy
[§§§§§]

	(1975)
	
The	precipitous	decline	in	industrial	production	that	occurred	between	September	of
1974	and	March	of	1975	was	replaced	in	April	and	May	by	a	mild	decline,	followed
by	a	small	increase	in	June.	Whether	or	not	the	recession	has	bottomed	out	is	not	as
significant	 as	 the	 fact	 that	 the	 forces	 making	 for	 a	 runaway	 recession	 have	 been
contained,	if	not	reversed.	The	likelihood	is	that	the	sharp	decline	will	be	succeeded
by	 a	 modest,	 if	 not	 stagnant,	 recovery.	 Because	 of	 the	 standoff	 between	 Mr.

Ford
[******]

	and	the	Congress,	we	can	expect	no	meaningful	initiatives	with	respect
to	the	continuing	high	unemployment	this	relative	stagnation	implies.	Thus	we	are	in
for	a	period	of	comparative	tranquility	in	our	economy—a	sluggish	performance	and
no	disruptions	from	policy	initiatives	aimed	at	improving	the	economy’s	performance.
As	there	are	no	immediate	issues	of	decision	on	which	a	stand	has	to	be	taken,	this	is
a	good	time	to	 take	a	 look	at	some	fundamental	aspects	of	our	economy	and	of	our
economic	policies.
	
Even	 though	 it	 is	 apparent	 that	 1973–75	 is	 not	 the	 beginning	 of	 a	 thoroughgoing
collapse,	 such	as	 took	place	 in	1929–33,	 this	 relative	 success	 should	not	prevent	us
from	 recognizing	 that	 the	 events	 of	 the	 past	 decade	 in	 general,	 and	of	 the	 past	 two
years	 in	particular,	with	 its	accelerating	 inflation,	disruptive	behavior	of	money	and
financial	 markets,	 and	 deepest	 (and	 longest)	 recession	 of	 the	 postwar	 era,	 have
revealed	serious	flaws	in	our	economy,	the	poverty	of	standard	economic	policy,	and	a
bankruptcy	of	conventional	economic	theory.
	
Our	 leading	 authorities,	 both	 in	 government	 and	 out,	 do	 not	 know	 what	 hit	 the
economy	 over	 the	 past	 few	 years.	 The	 standard	 response	 of	 the	 prominent	 policy-
advising	economists	(both	“liberals”	who	advise	Democrats	and	“conservatives”	who
advise	Republicans)	remains	consistent	with	the	advice	that	they	gave	four,	eight,	or
12	 years	 ago;	 though	 they	 have	 lived	 through	 much	 they	 have	 learned	 little.	 The
events	 of	 the	 past	 several	 years	 are	 not	 being	 used	 by	 these	 conventional	 seers	 as
critical	evidence	which	puts	their	theory	about	the	behavior	of	the	economy	and	their
views	 on	 public	 policy	 to	 a	 serious	 test.	As	what	 happened	 during	 the	 past	 several



years	deviates	from	the	way	the	economy	is	supposed	to	behave	if	standard	economic
theory	is	valid,	the	evidence	from	our	recent	experience	casts	doubt	upon	the	validity
and	 relevance	 of	 standard	 theory.	 Incidentally,	 both	 the	 “liberal”	 and	 the
“conservative”	economists	base	their	advice	on	the	same	economic	theory.	We	need	a
fresh	approach	to	an	understanding	of	what	makes	our	economy	run	which	assimilates
and	is	consistent	with	experience,	and	a	new	age	of	reform.	Reforms	are	needed	that
will	 transform	our	economic	structure,	 in	 the	 light	of	such	a	better	understanding	of
how	our	economy	works,	so	that	meaningful	and	realistic	policy	objectives	can	be	set
and	achieved.
	
Economics	 has	 been	 characterized	 as	 a	 dismal	 science.	 This	 is	 so	 because	 an
economist	recognizes	that	 there	are	 trade-offs,	 that	 the	economic	system	operates	so
that	well-intentioned	reforms	often	have	side	effects,	so	that	the	end	result	of	reforms
may	be	worse,	not	better,	than	the	initial	situation,	and	that	resources	and	productivity
limitations	constrain	what	 is	possible	 in	both	 the	short	and	the	 long	run.	Thus,	even
though	 an	 economist	 may	 be	 passionately	 devoted	 to	 equalitarian	 social	 justice
objectives,	 he	 often	 must	 be	 a	 naysayer	 to	 specific	 proposals	 whose	 objectives	 he
accepts.	The	professional	training	of	an	economist	forces	him	to	recognize	that	subtle
connections	exist	in	the	way	an	economy	functions	which	act	as	barriers	against	the
easy	 achievement	 of	 objectives	 that	 are	 highly	 desirable	 and	 deeply	 necessary.
Economists	thus	are	forced	to	be	skeptics,	and	the	skeptical	attitude	sits	ill	in	an	age
where	obvious	failures	indicate	that	fundamental	reforms	are	needed.
	
The	 economist’s	 role	 in	 the	 formulation	 of	 policy	 is	 to	 help	 design	 economic
structures	and	government	policies	that	move	the	performance	of	the	economy	in	the
desired	direction	and	contain,	even	if	they	do	not	eliminate,	undesirable	side	effects	of
policy	 actions.	 To	 be	 successful,	 policy	will	 have	 to	 be	 consistent	with	 a	 deep	 and
critical	understanding	of	how	an	economy,	with	institutions	such	as	we	have,	works;
those	 who	 see	 no	 evil,	 hear	 no	 evil,	 and	 speak	 no	 evil	 about	 our	 economy	 are
irrelevant	to	the	pressing	needs	of	our	time.
	
The	idea	that	there	are	trade-offs	which	are	inherent	in	the	way	any	economy	works
can	 be	 phrased	 by	 recognizing	 that	 there	 is	 no	 such	 thing	 as	 a	 free	 lunch	 for	 the
economy	as	 a	whole;	who	pays	 for	 the	 lunch	and	how	 it	 is	paid	 for	 are	 the	 critical
questions.	We	cannot	use	5	percent	 to	8	percent	of	our	productive	capacity	 for	war,
espionage,	 and	 space	 adventures	 without	 losing	 out	 someplace	 else;	 we	 cannot
improve	the	income	at	the	supermarket	of	10	percent	to	20	percent	of	our	population
without	 lowering	 the	 income	 at	 the	 supermarket	 of	 some	 other	 segment	 of	 the



population;	we	 cannot	 subsidize	 the	 construction	 of	 urban	 sprawl	without	 lowering
some	other	dimensions	of	income.	The	relative	decline	of	the	United	States’	per	capita
income,	 so	 that	 Switzerland,	 Sweden,	 and	 Denmark	 now	 have	 higher	 per	 capita
incomes	 than	 the	United	States,	 can	be	 laid	 to	 the	bleeding	of	 our	 economy	by	 the
excesses	of	defense;	the	inflation	of	prices	at	the	supermarket	can	be	laid	in	part	to	the
food	stamp	program;	and	 the	decline	of	our	central	 cities	has	been	 the	 result	of	 the
way	 suburban	 housing	 and	 the	 infrastructures	 for	 the	 suburbs	 have	 benefited	 from
subsidies	extracted	largely	from	the	dwellers	in	central	cities.	Looking	to	the	future,
the	pervasive	government	subsidies	and	acquiescence	[to]	private	taxation	by	utilities
—required	 by	 the	 proposals	 designed	 to	 keep	 energy	 output	 growing	 at	 its	 historic
rate—means	 that	 other	 dimensions	 of	 our	 living	 standards	 will	 be	 lower	 than	 they
otherwise	 could	 be.	 The	 benefits	 to	 the	 construction	 workers,	 contractors,	 and	 the
energy	 industries	 that	 the	 proposed	 national	 program	 in	 energy	 that	 emphasizes	 the
subsidization	of	 supply	expansion	 implies	will	 come	out	of	 the	 standard	of	 life	 and
well-being	 of	 other	 groups:	 more	 electric	 energy	means	 less	 of	 other	 outputs.	 The
question	about	a	 free	 lunch	 is	not	whether	 it	exists	 for	some,	which	 it	can,	but	how
and	by	whom	the	tab	will	be	paid.
	
Even	 though	 economists	 need	 to	 put	 down	 the	 heart-warming	 enthusiasm	 of	 both
social	reformers	and	the	mindless	cheerleaders	for	the	status	quo,	the	postwar	period
has	shown	some	improvement	over	earlier	 times.	The	fact	 that	 the	economy	has	not
gone	through	the	wringer	of	a	deep	depression	in	the	postwar	era	is	evidence	that	the
progress	 of	 the	 discipline,	 the	 economic	 policies	 legitimatized	 by	 the	 Keynesian
revolution,	 and	 the	 reformed	 structure	 of	 the	 economy	 that	 are	 a	 legacy	 of	 the
Roosevelt	 era	 combine	 to	 ensure	 that	 we	 now	 avoid	 the	 worst	 that	 we	 have
experienced	in	the	past.	Although	economists	must	remain	skeptics,	they	need	not	be
as	 dismal	 as	 in	 earlier	 times.	However,	 this	 success	 in	 avoiding	 the	worst—a	 great
depression—has	 been	 achieved	 at	 a	 cost	 of	 chronic	 and	 accelerating	 inflation,	 the
continuance	of	abysmal	poverty,	dehumanizing	policies	that	offer	minimal	protection
against	the	worst	ravages	of	poverty,	the	institutionalization	of	inefficiency,	and	what,
for	 want	 of	 a	 better	 term,	 can	 only	 be	 called	 “rip-offs”	 by	 the	 powerful	 and	 the
affluent.
	
Economic	policy	in	the	past	decade	has	been	characterized	by	a	failure	of	analysis,	a
substitution	of	clichés	for	reasoning,	excessive	sentimentality,	and	a	blatant	disregard
for	reality.	Although	political	posturing	and	opportunism	have	been	responsible	for	a
good	deal	of	what	ails	us—certainly	 the	erratic	course	of	economic	policy	since	 the
mid-1960s	 has	 disrupted	 the	 economy	 and	 aggravated	 problems—the	 roots	 of	 our



difficulties	are	deeper	than	the	economic	policy	excesses	that	can	be	attributed	to	the
Vietnam	 War	 and	 the	 lack	 of	 understanding,	 character,	 and	 integrity	 in	 policy
formation	that	characterizes	the	Nixon–Ford	years.
	
Before	we	get	into	the	details	of	our	argument	we	have	to	set	some	ground	rules.	We
are	 not	 interested	 in	 the	 behavior	 of	 some	 idealized	 economic	 order—whether	 the
idealization	takes	the	form	of	a	mathematical	construction	or	a	fictional	idealization.
We	are	 interested	 in	 the	behavior	of	 the	economy	as	 it	 is—with	 institutions,	usages,
and	government	interventions	that	are	the	product	of	history	and	which	embody	past
errors	 of	 analysis	 and	 policy.	Our	 policy	 objective	 is	 not	 the	 achievement	 of	 some
abstract	perfect	order—we	are	not	utopians—but	rather,	we	need	to	do	better	than	we
have.	We	never	want	to	be	caught	in	the	trap	where	the	ideal	is	the	enemy	of	the	good.
Furthermore,	 in	 doing	 economic	 analysis	 and	 policy	 prescriptions	 we	 need	 to
recognize	that	much	as	we	may	try	we	will	not	be	able	to	solve	economic	problems
once	and	for	all,	and	that	 there	will	be	a	need	to	repudiate	at	a	 later	date	what	was,
when	 instituted,	 an	 apt	 policy	 thrust;	 just	 as	 today	we	 need	 to	 reform	 and	 perhaps
reject	inherited	policy	strategies	that	in	their	time	were	apt	and	desirable.
	
Fundamentally,	 a	 capitalist	 economy	 is	 flawed	 in	 three	 dimensions.	 Because	 of	 its
financial	 system,	 capitalism	 tends	 to	 generate	 both	 speculative	 booms	 and	 deep
depressions,	i.e.,	the	economy	is	not	stable.	The	processes	of	capitalist	accumulation
tend	to	generate	monopolistic	and	near-monopolistic	market	structures	together	with
financial	practices	and	government	policies	which	sustain	these	monopolies;	i.e.,	the
economy	 is	 not	 efficient.	 In	 spite	 of	 the	 fact	 that	 the	 aggregate	 ability	 to	 produce
increases	and	 that	production	 in	our	complex	modern	world	 is	a	deeply	cooperative
affair,	 private	 wealth	 ownership	 and	 the	 effects	 of	 monopoly	 power	 upon	 relative
wages	 and	 profits	 rates	 mean	 that	 capitalism	 as	 we	 know	 it	 leads	 to	 the	 creation,
maintenance,	and	extension	of	extremes	of	poverty	and	wealth;	 i.e.,	 the	economy	 is
not	equitable.	Thus	economic	policy,	within	a	capitalist	 framework,	has	 to	be	based
upon	a	theory	that	helps	us	understand	the	flaws	if	we	are	to	overcome	or	contain	the
instabilities,	 inefficiencies,	 and	 inequities.	 To	 be	 useful,	 economic	 theory	 has	 to	 be
critical.
	
Financial	Instability
A	 fundamental	 and	 inescapable	 flaw	 of	 a	 capitalist	 economy	 centers	 around	 the
tendency	of	such	an	economy	to	generate	speculative	inflationary	booms	followed	by
financial	crises,	debt	deflations,	and	deep	depressions—to	generate	what	occurred	in



the	late	1920s	and	the	early	1930s.	This	instability	exists	because	investment—which
is	 always	 a	 decision	 to	 use	 current	 resources	 for	 a	 payoff	 in	 the	 often	 quite	 distant
future—is	a	speculative	activity	in	all	economies.
	
However,	in	a	modern	capitalist	economy	with	a	sophisticated,	complex,	and	evolving
financial	structure,	overriding	speculative	elements	exist,	which	revolve	around	how
investment	 and	 ownership	 of	 the	 stock	 of	 inherited	 capital	 assets	 is	 financed.	 In	 a
capitalist	 economy	 liability	 structures	 of	 increasing	 complexity	 exist	 and	 lead	 to	 a
wide	 range	 of	 financial	 assets	 for	 portfolios.	 The	 debts	 and	 thus	 the	 cash	 payment
commitments	these	financial	instruments	embody	reflect	past	and	present	views	about
the	future.	These	views	are	volatile	in	their	response	to	successes	and	failures	in	the
economy.	A	run	of	good	times	increases	the	desired	and	acceptable	amount	of	debts,
and	 such	 increases	 in	 debt	 finance	 the	 demand	 for	 capital	 assets	 and	 investment,
which	means	even	better	times,	and	so	on.	On	the	other	hand,	disappointment	in	the
performance	of	capital	assets	as	generators	of	cash	 leads	 to	 the	failure	of	 income	to
support	 inherited	 debt	 structures,	 which	 leads	 to	 a	 desire	 to	 reduce	 debt	 and	 thus
investment,	 which	 leads	 to	 even	 greater	 shortfalls	 of	 income,	 etc.	 This	 financial
instability	 is	 inherent	 in	capitalism,	and	many	accommodations	and	 institutions	of	a
capitalist	economy	are	designed	to	enable	us	to	live	with	such	instability.
	
A	 sophisticated	 financial	 system—banks,	 Wall	 Street,	 the	 various	 money	 market
institutions—is	really	 the	necessary	and	distinguishing	characteristic	of	an	advanced
capitalist	order.	The	basic	speculative	element	which	is	special	to	a	capitalist	economy
is	 the	 extent	 to	 which	 debt	 is	 used	 to	 finance	 the	 construction	 of	 new	 real	 capital
assets	 as	 well	 as	 for	 the	 holding	 of	 existing	 real	 capital	 assets.	 In	 Table	 6.1	 some
details	of	the	developments	of	the	finances	of	nonfinancial	corporations	over	the	years
since	1950	are	exhibited.	Over	this	period	as	a	whole	a	marked	increase	in	the	ratio	of
total	corporate	debt	to	the	gross	internal	funds	generated	by	corporations	(column	II)
has	 taken	 place.	On	 closer	 inspection,	 the	 development	 of	 the	 debt–cash	 flow	 ratio
falls	 into	 two	 steps:	 an	 early	 period,	 1950–65,	 in	 which	 this	 ratio	 showed	 no
perceptible	 trend	 (this	 ratio	was	 lower	 in	1965	 than	 in	1950),	 followed	by	a	decade
(1965–74)	in	which	the	ratio	increased	from	6.15	to	10.46.
	



	



Debts	are	promises	to	pay	cash	as	interest	and	as	a	repayment	of	principal.	The	cash
that	corporations	have	available	to	meet	these	commitments	is	the	difference	between
their	 receipts	and	 the	cost	of	purchased	materials,	services,	and	labor:	gross	 internal
funds	 is	 a	 good,	 though	not	 perfect,	measure	 of	 such	 available	 cash.	The	payments
corporations	 need	 to	 make	 are	 reflected	 by	 their	 total	 liabilities,	 whether	 these
liabilities	are	 short	 term	or	 long	 term,	and	 the	 interest	 rate	on	 their	 liabilities.	As	 is
well	known,	the	interest	rate	on	corporate	liabilities	has	increased	markedly	over	the
decade	1965–74	and	the	average	term	of	debt	has	decreased.	Thus	the	cash	payment
commitments	have	increased	by	an	even	greater	ratio	than	indicated	by	the	rise	in	the
liability	to	gross	internal	funds	ratio	from	6.15	in	1965	to	10.46	in	1974.	This	implies
that	if	corporations	are	to	achieve	the	same	ratio	of	funds	available	to	meet	financial
commitments	to	financial	commitments	in,	say,	1975,	as	ruled	in	1964,	they	may	have
to	double	their	gross	internal	funds	over	the	amount	achieved	in	1974.	We	hear	much
about	 the	 ratings	of	 corporate	bonds	and	 the	need	 for	 internally	generated	 funds	by
corporations;	what	we	don’t	hear	is	that	the	debt	structure	of	firms	that	we	now	have
generates	 an	 independent	 inflationary	 thrust	 to	 the	 economy.	 To	 achieve	 sufficient
internal	 gross	 profits	 to	 improve	 the	 quality	 of	 their	 debts,	 firms	 would	 need	 a
substantially	higher	dollar	markup	on	their	out-of-pocket	costs	of	production	than	that
which	 ruled	 in	 the	 early	 1970s.	 Profit	 inflation	 at	 a	 substantial	 rate	 is	 necessary	 to
make	corporations	as	healthy	as	 they	were	earlier.	This	need	for	profit	 inflation	 is	a
lingering	effect	of	earlier	inflation-and-investment	booms.
	
In	addition	to	the	rise	in	the	ratio	of	liabilities	to	cash	flows,	the	period	since	1950	has
witnessed	 a	 marked	 deterioration	 in	 the	 holdings	 by	 corporations	 of	 secure	 assets
relative	to	debts.	Thus	liabilities	were	5.12	times	demand	deposits	in	1950	and	23.04
times	demand	deposits	in	1975	(Table	6.1,	column	III).	A	similar	deterioration	in	the
ratio	of	secure	assets	to	liabilities	is	shown	in	column	IV	of	Table	6.1,	which	shows
that	liabilities	relative	to	protected	assets	(total	bank	deposits	plus	government	debt	of
corporations)	 has	 risen	 from	2.88	 in	 1950	 to	 11.9	 in	 1974.	Corporations	 have	 been
stripped	of	their	liquidity.
	
One	reason	for	the	rise	in	the	ratio	of	debt	to	cash	flows	and	secure	assets	is	shown	in
column	 I	 of	 Table	 6.1.	 The	measure	 of	 fixed	 investment	 divided	 by	 internal	 funds
shows	us	how	corporations	have	financed	their	additions	to	capital	assets;	up	until	the
mid-1960s	this	ratio	showed	no	perceptible	trend,	and	in	many	years,	such	as	1961–



65,	 fixed	 investment	 by	 corporations	 fell	 short	 of	 the	 flow	 of	 gross	 internal	 funds.
However,	in	the	years	1966–74,	this	ratio	never	fell	below	1.0	and	in	many	years	the
ratio	 was	 well	 above	 1.0;	 a	 marked	 shift	 from	 internal	 to	 external	 financing	 of
investment	took	place.
	
What	 is	 exhibited	 in	 Table	 6.1	 is	 the	 evolution	 of	 the	 financial	 structure	 of	 the
corporate	 sector	 from	 an	 initial	 robustness	 to	 a	 current	 fragility.	 In	 Table	 6.2	 the
evolution	 since	 1950	 of	 the	 financial	 structure	 of	 commercial	 banking	 is	 exhibited.
Without	 going	 into	 details,	 all	 of	 the	measures	 exhibited—the	 ratio	 of	 financial	 net
worth	 to	 total	 liabilities	 (column	 I),	 total	 liabilities	 to	 protected	 assets	 (column	 II),
demand	deposits	 to	 total	 liabilities	 (column	III),	and	bought	 funds	 to	 total	 liabilities
(column	IV)	indicate	that	the	banking	system	was	much	less	stable	and	robust	in	1974
than	it	was	in	1950.	The	data	indicate	that	we	should	not	be	surprised	at	the	fact	that
three	banks	of	over	a	billion	dollars	each	in	total	assets	failed	in	1973–74.
	



	



It	is	hard	to	believe,	but	it	is	true,	that	the	standard	economic	theory	virtually	ignores
financial	 phenomena	 of	 the	 kind	 exhibited	 in	 these	 tables.	 Monetary	 and	 financial
relations	 are	peripheral	 to	 the	 explanation	of	how	a	 capitalist	 economy	 functions	 in
the	standard	economic	theory	that	underlies	the	standard	set	of	policy	prescriptions.	In
an	economy	with	financial	characteristics	such	as	our	economy	possesses,	a	financial
structure	is	transformed	from	being	robust	to	being	fragile	over	a	period	of	prosperous
years.	At	the	end	of	World	War	II,	the	financial	system,	due	to	the	legacy	of	the	Great
Depression	 and	war	 finance,	was	 extraordinarily	 robust.	 Twenty	 years	 of	 economic
growth	 and	mild	 business	 cycles	 occurred	 before	 any	 serious	 evidence	 of	 financial
fragility	became	apparent.	The	first	postwar	sign	of	serious	fragility	of	 the	financial
structure	was	the	credit	crunch	of	1966.	Another	threat	of	financial	trauma	occurred	in
1970,	 and	 we	 have	 just	 experienced	 a	 third.	 These	 threats	 of	 financial	 crises	 were
aborted	by	Federal	Reserve	and	government	actions.	We	are	still	engaged	in	bailouts
and	refinancing	that	reflect	the	financial	tautness	of	1973–75.	Success	in	bailing	out

institutions	such	as	the	REITs
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	and	the	giant	banks,	which	is	what	is	going	on
now,	will	set	the	stage	for	a	renewal	of	accelerating	inflation.
	
Thus	we	have	had	three	threats	of	a	financial	crisis	in	the	past	decade,	and	the	third
threat	 was	 accompanied	 by	 a	 serious	 recession.	 The	 very	 size	 of	 the	 government
sector,	combined	with	Federal	Reserve	and	fiscal	policy	actions,	have	in	each	threat
prevented	 the	 occurrence	 of	 a	 debt	 deflation,	 and	 so	 far	 we	 have	 avoided	 a	 deep
depression	and	prolonged	stagnation.	However,	it	is	now	clear	that	the	economy	does
generate	 cycles,	 that	 these	cycles	 reflect	 inherent	 tendencies	 in	 the	 system,	and	 that
these	cycles	encompass	a	threat	of	deep	depressions.
	
Much	follows	once	a	cyclical	perspective	for	the	behavior	of	the	economy	is	adopted.
Income	 distribution	 becomes	 a	 result	 of	 the	 cyclical	 behavior	 of	 the	 economy	 and
policy	actions	rather	than,	as	standard	theory	holds,	the	result	of	the	purely	technical
conditions	 of	 production.	The	 existence	 of	 the	monopolies	 and	 trade	 unions	 can	 be
explained	by	a	desire	of	economic	agents	to	be	protected	from	the	losses	that	would
result	from	price	and	wage	competition	in	a	cyclical	economy.	Because	the	prevention
of	 a	 serious	 depression	 is	 of	 such	 overriding	 public	 concern,	 economic	 policy	 and
intervention	 are	 necessary.	 Laissez-faire	 is	 an	 impossible	 concept	 for	 a	 cyclically
unstable	economy.	The	issue	of	government	regulation	and	intervention	is	not	whether
they	will	 take	 place,	 but	what	 kind	 of	 intervention	will	 occur	 and	who	will	 in	 fact



benefit.
	
Thus,	once	 it	 is	 recognized	 that	capitalism	 is	 inherently	unstable,	 it	 follows	 that	we
need	 an	 activist	 economic	 policy	 to	 constrain	 and	 attenuate	 the	 effects	 of	 this
instability.	Once	an	activist	economic	policy	is	accepted,	the	question	of	what	kind	of
policies	will	 be	 adopted	 and	whose	 interests	will	 be	 served	by	 the	 adopted	policies
becomes	 important.	The	discussions	of	 economic	policy	 in	 the	postwar	period	have
faced	up	to	the	issue	of	the	use	of	government	policies	to	prevent	serious	depressions
and	 some	 of	 the	 inflationary	 consequences	 of	 such	 policies,	 but	 the	 discussion	 has
virtually	 ignored	 questions	 about	 how	 policy	 affects	 what	 kind	 of	 output	 will	 be
produced	and	for	whom	output	will	be	produced.
	
Policy	Responses	to	Recession	and	Hunger
Because	 the	 dominant	 fact	 of	 the	 past	 decade—the	 emergence	 of	 financial	 fragility
and	thus	 the	recurrent	 threats	of	a	debt	deflation	and	deep	depression—is	foreign	 to
the	 economic	 theory	 that	 acts	 as	 a	 guide	 to	 policy,	 the	 policy	 actions	 of	 the	 past
several	 years	 have	 been	 either	 trivial	 or	 inept.	 Because	 policy	 has	 been	 guided	 by
irrelevant	theory	and	responded	to	irrelevant	clichés,	such	as	the	appeal	to	the	virtues
of	 a	 nonexistent	 free	 enterprise	 system,	 or	 by	 excessive	 sentimentality,	 such	 as	 the
issue	of	hunger	in	America,	policy	has	been	inept	and	often	irrelevant	to	the	serious
issues	we	confront.
	
A	most	striking	aspect	of	the	irrelevance	and	wrongheadedness	of	policy	has	been	the
recourse	to	the	dole,	not	only	in	response	to	the	current	recession,	but	over	the	longer
run.	 A	 dole	 is	 the	 handing	 out	 of	 cash	 or	 services	 where	 nothing	 is	 required	 in
exchange	for	the	handout.	Although	much	has	been	made	of	welfare,	the	facts	are	that
what	 is	 usually	 meant	 by	 welfare	 is	 but	 a	 small	 part	 of	 the	 total	 of	 such	 transfer
payments	in	cash	and	in	kind.	When	the	administration	and	Congress	were	confronted
with	the	highest	unemployment	rates	of	the	postwar	period	their	immediate	response
was	 to	 institutionalize	 and	 sustain	unemployment	by	 increasing	 the	 amount	 and	 the
duration	of	unemployment	insurance	and	the	handing	out	of	cash	tax	rebates	from	the
Treasury.
	
Transfer	Payments
A	major	trend	in	our	economy	has	been	the	growth	of	transfer	payments.	In	Table	6.3
the	 growth	 of	 transfer	 payments	 from	 1929	 through	 the	 first	 quarter	 of	 1975	 is



detailed.	 From	 a	 trivial	 proportion	 of	 personal	 disposable	 income	 in	 1929,	 transfer
payments	have	grown	so	that	they	are	15.6	percent	of	disposable	personal	increase	in
1975.	 It	 is	 also	 apparent	 that	 the	greatest	 growth	 in	 transfer	 payments	 has	occurred
during	the	Nixon–Ford	years.	Welfare	state	transfers	grew	from	$61.6	billion	in	1969
to	$134.6	billion	in	1974.	They	more	than	doubled	in	five	years.	Welfare	state	transfer
payments	are	a	conservative	policy	response	 to	a	characteristic	of	our	economy:	 the
generation	of	unemployment	[and]	economic	dependency	in	the	midst	of	what	should
be	a	plenitude	of	opportunities.
	
Transfer	payments	consist	of	much	more	than	welfare.	In	1973,	the	last	year	for	which
a	detailed	breakdown	of	 transfer	payments	 is	available,	 they	 totaled	$113	billion,	of
which	 $50.7	 billion	was	 Social	 Security	 and	 $9.7	 billion	was	 hospital	 and	medical
insurance.	That	which	 is	often	characterized	as	 the	“welfare	mess,”	Aid	 to	Families
with	Dependent	Children	 totaled	$7.2	billion	 in	1973,	a	 sizable	 sum	but	only	about
6.5	percent	of	the	total	of	transfer	payments.
	



	



Food	Stamps
One	sleeper	in	the	transfer	payments	schemes	which	is	now	a	substantial	sum	is	the
food	 stamp	 program.	 This	 program	 is	 an	 example	 of	 how	 excessive	 sentimentality
affects	policy,	and	in	addition	of	how	a	poorly	thought-out	policy	effort	that	reflects
good	intentions	has	undesirable	side	effects.	The	food	stamp	program	is	a	significant
factor	generating	the	inflation	that	has	so	troubled	us	in	the	past	several	years.
	
Today	in	the	supermarkets	of	the	nation	there	are	two	kinds	of	money	that	can	be	used
to	purchase	food:	everyday	money	and	the	“funny	money”	of	food	stamps.	Basic	 to
the	food	stamp	program	is	the	definition	someplace	in	the	Department	of	Agriculture
of	a	“standard	economy	diet”	that	is	defined	as	a	minimum	that	everyone	presumably
should	 have.	 The	 cost	 of	 this	 standard	 diet	 for	 families	 of	 different	 sizes	 is
determined,	 and	 the	 food	 stamp	 program	 is	 based	 upon	 the	 view	 that	 a	 household
should	spend	no	more	than	30	percent	of	a	specially	defined	disposable	income;	i.e.,
its	 actual	 income	minus	 some	 quite	 bizarre	 deductions.	 If	 this	 computed	 income	 is
sufficiently	low	that	30	percent	of	it	will	not	purchase	the	standard	diet,	then	sufficient
food	stamps	to	purchase	the	standard	diet	can	be	purchased	for	30	percent	of	income.
	
Currently,	 the	 standard	 diet	 for	 a	 family	 of	 four	 is	 valued	 at	 $162	 per	month.	 This
means	that	if	the	take-home	pay	of	a	family	of	four	is	$400	a	month,	this	family	can
purchase	$162	of	food	stamps	for	$113.	With	a	take-home	pay	of	$350	per	month	the
cost	of	$162	of	food	stamps	will	be	$95	per	month.1	Inasmuch	as	the	cost	to	a	family
of	the	standard	diet	increases	with	family	size,	the	income	which	entitles	a	family	to
food	stamps	increases	with	family	size.	Thus	a	family	that	has	six	children,	with	wage
and	 salary	 income	 of	 $10,000	 a	 year—which,	 after	 Social	 Security	 taxes,	 income
taxes,	 journey	 to	work,	and	medical	cost	deductions	 that	are	 taken	 to	define	 income
for	 food	 stamp	 purposes,	might	 well	 come	 to	 $700	 per	month—will	 be	 entitled	 to
purchase	$278	of	food	stamps	for	$207.	Inasmuch	as	a	family	with	three	children	and
the	same	income	will	not	be	entitled	to	food	stamps,	we	have	a	children’s	allowance
of	 23-plus	 dollars	 a	 month	 for	 the	 incremental	 children	 in	 such	 larger	 families.
Inasmuch	as	the	income	tax	deduction	for	children	is	worth	a	minimum	of	$8.75	per
month	 to	 a	 family	 paying	 income	 tax,	 the	 total	 children’s	 allowance	 for	 the	 fourth,
fifth,	and	sixth	children	of	our	large	family	may	be	in	excess	of	$32	per	month.	For
some	families,	through	food	stamps,	we	have	a	variant	of	the	negative	income	tax	that

proved	so	disastrous	to	McGovern
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	in	1972!



	
What	 happens	 to	 prices	 when	 demand	 is	 increased	 without	 any	 commensurate
increases	 in	 supply?	 The	 answer	 is	 obvious:	 prices	 rise.	 Now	 let	 us	 integrate	 this
single	 idea	 into	 an	 analysis	 of	 the	 effects	 of	 the	 food	 stamp	 program.	 In	 1970,	 the
value	 of	 food	 purchased	 for	 off-premises	 consumption	was	 about	 $100	 billion	 and
food	 stamps	 were	 $1	 billion.	 Food	 stamps	 accounted	 for	 about	 1	 percent	 of	 food
purchases.	 In	 1973,	 the	 last	 year	 for	 which	 detailed	 information	 is	 available,	 food
purchased	by	households	cost	about	$125	billion	and	food	stamps	accounted	for	$2.2
billion,	approaching	2	percent.	Newspaper	reports	on	the	food	stamp	program	indicate
that	the	costs	are	now	running	at	the	rate	of	$5.2	billion	a	year.	We	do	not	have	current
details	of	national	income	to	enable	us	to	update	food	spending.	Let	us	assume	it	now
runs	at	$170	billion,	so	food	stamps	are	now	3	percent	of	such	food	purchases.
	
Every	time	the	price	of	 the	standard	budget	 increases,	 the	value	of	food	stamps	that
can	be	purchased	for	an	unchanging	number	of	real	dollars	increases	and	the	number
of	 households	 eligible	 for	 food	 stamps	 increases,	 because	 the	 maximum	 eligible
income	is	the	cost	of	the	standard	diet	as	related	to	family	size	divided	by	0.3.	Today,
large	 families	with	 incomes	well	 above	 $10,000	 a	 year	 as	 commonly	measured	 are
eligible	for	food	stamps.	Every	rise	in	the	price	of	food	in	the	standard	basket—and
remember,	 food	 stamps	 can	be	used	 for	 all	 foods,	 not	 just	 basic	or	 surplus	 foods—
means	 that	 eligible	 households	 receive	 larger	 amounts	 and	 more	 households	 are
eligible;	the	rate	at	which	funny	money	is	printed	increases	even	more	rapidly	than	the
inflation	 rate.	 Some	20	million	 are	 now	on	 food	 stamps,	 and	 the	 estimates	 are	 that
another	20	million	are	eligible	but	are	not	now	receiving	food	stamps.	An	explosive
inflationary	potential	exists	in	the	food	stamp	program	even	beyond	what	has	already
been	achieved.
	
A	 rise	 in	 the	 price	 of	 food	mainly	 hurts	 those	who	 are	 close	 to	 the	 eligibility	 line
although	 not	 eligible.	 The	 near	 poor	 are	 mainly	 hurt	 by	 such	 a	 program	 that	 is
intended	 to	 help	 the	 poor.	 If	 food	 costs	 are	 an	 element	 determining	 collective
bargaining	demands,	and	 in	many	areas	an	 indexing	of	wages,	 salaries,	and	 transfer
payments	 is	 in	 effect,	 the	 repercussion	 is	 automatic:	 a	 rise	 in	 food	 prices	 translates
into	 a	 generalized	 rise	 in	 wages,	 supply	 prices,	 and	 demand	 for	 goods.	 The
beneficiaries	 of	 income	 increases	 “fight	 it	 out”	 with	 the	 food	 stamp	 recipients	 for
available	food,	raising	prices	another	round,	which	raises	both	the	eligibility	level	for
food	stamps	and	 the	amount	paid	out	 to	prior	 recipients	of	 food	stamps,	and	so	on.
Food	stamps	constitute	an	independent	cause	of	an	inflationary	spiral.



	
If	ever	there	was	a	program	in	which	sentimentality	with	regard	to	hunger	and	clichés
about	 consumer	 sovereignty	 dominated	 analysis	 and	 reason	 it	 is	 the	 food	 stamp
program.	There	must	be	a	better	way	than	the	road	we	have	traveled.	I	will	get	back	to
transfer	payments	before	I	finish.
	
One	striking	characteristic	of	policy	over	the	past	40	years	has	been	a	consistent	thrust
toward	the	generation	of	income	independent	of	current	labor	market	participation.	If
an	economy	is	felt	to	be	unable	to	generate	a	sufficient	number	of	jobs	to	employ	all
who	 are	 willing	 and	 able	 to	 work	 under	 one	 set	 of	 social	 rules,	 then	 one	 way	 to
eliminate	 unemployment	 is	 to	 change	 the	 social	 rules	 so	 that	 labor	 market
participation	 is	 decreased.	Raising	 the	 school-leaving	 age	 and	 improving	 retirement
benefits	 [while	 lowering	 the	 eligibility	 age]	 is	 one	 tack;	 another	 is	 to	 improve	 the
money	 income	 that	 is	 available	 independent	 of	 labor	market	 participation.	Welfare,
unemployment	 insurance,	 and	 food	 stamps	 are	 additional	 elements	 in	 the	 anti-
employment	thrust	to	policy.
	
No	matter	how	much	the	process	is	obscured	by	artifacts	like	the	Social	Security	trust
funds,	 transfer	 payments	 always	 involve	 a	 transfer	 of	 income	 from	 those	 who	 are
active	in	the	labor	force	to	an	inactive	segment	of	the	population.	This	transfer	takes
the	 form	 of	 raising	 the	 price	 level	 of	 consumption	 goods	 relative	 to	 the	 wages	 of
production	workers,	adjusted	for	whatever	increases	in	productivity	may	occur.	There
is	 a	 limit,	 determined	 by	 increased	 productivity	 of	 labor	 in	 the	 production	 of
consumers’	 goods,	 to	 the	 increase	 in	 transfer	 payments	 that	 is	 consistent	 with	 an
improvement	in	the	real	income	of	production	workers.	Shifts	in	the	labor	force	away
from	 the	 production	 of	 consumer	 goods	 and	 toward	 the	 production	 of	 investment
goods	 or	 sterile	 government	 goods	 such	 as	 defense,	 and	 increases	 in	 the	 scope	 and
generosity	of	transfer	payments	that	combine	to	exceed	the	limit	given	by	increases	in
productivity	in	the	production	of	consumer	goods,	will	lead	to	price	increases,	i.e.,	be
inflationary.	The	standard	of	life	not	only	of	the	production	workers	in	consumption
goods	 but	 of	 the	 entire	 population	 is	 lowered	 by	 such	 programs	 if	 they	 are	 carried
beyond	the	limits	given	by	productivity	increases	in	consumption-goods	production.
	
We	have	to	reverse	the	thrust	of	policy	of	the	past	40	years	and	move	toward	a	system
in	which	 labor	 force	 attachment	 is	 encouraged.	 But	 to	 do	 that	 we	must	make	 jobs
available;	any	policy	strategy	which	does	not	take	job	creation	as	its	first	and	primary
objective	is	but	a	continuation	of	the	impoverishing	strategy	of	the	past	decade.



	
Income	Distribution:	Poverty	and	Impoverishment
Much	has	been	made	of	economic	growth	as	a	solution	to	problems	of	poverty,	and
much	 of	 policy	 has	 been	 based	 upon	 the	 importance	 of	 investment	 as	 the	 major
determinant	of	the	rate	of	growth.	Investment	means	that	current	resources	are	used	to
produce	hoped-for	future	income.	One	side	effect	of	this	emphasis	upon	investment	is
the	 development	 of	 liability	 structures	 that	 contain	 a	 large	 volume	 of	 debt.	 The
acceleration	 of	 financial	 instability,	 discussed	 earlier,	 is	 one	 result	 of	 the	 emphasis
upon	growth	through	investment.
	
The	institutionalization	of	the	emphasis	upon	investment,	by	means	of	investment	tax
credits,	accelerated	depreciation,	and	various	proposed	absorptions	of	entrepreneurial
risk	by	 the	government,	are	all	conducive	 to	 instability,	and	by	 transferring	workers
from	the	production	of	current	output	to	the	production	of	hoped-for	future	output,	the
emphasis	upon	investment	is	inflationary.
	
One	major	development	over	the	postwar	period	has	been	a	widening	of	the	spread	of
relative	 wages	 among	 production	 workers.	 Over	 the	 past	 decade	 a	 sharp	 rise	 has
occurred	 in	 the	 relative	 wages	 of	 production	 workers	 in	 contract	 construction.
Inasmuch	as	workers	in	contract	construction	are	largely	employed	in	the	production
of	 capital	 assets,	 this	 increase	 is	 a	 result	 of	 the	 way	 in	 which	 the	 emphasis	 upon
growth	through	investment	has	strengthened	the	hand	of	a	particular	set	of	unions,	at
the	expense	of	other	workers	and	the	public	in	general.
	
Prior	to	the	1930s,	trade	unions	in	the	United	States	were	woefully	weak.	This	was	so
because	 union	 strength	 and	 power	 was	 related	 to	 business	 cycle	 stages.	 During
periods	of	good	times	and	labor	shortages,	labor	succeeded	in	organizing,	and	during
depressions	 labor	 unions	 were	 effectively	 reduced	 in	 power,	 if	 not	 destroyed.	 One
aspect	of	the	Great	Depression	was	an	enormous,	20	percent	decline	in	prices	and	a	33
percent	decline	in	wages	over	the	years	1929–33.	The	financial	repercussions	of	such
a	fall	in	prices	and	wages	were	that	the	burden	of	debt	increased	enormously,	leading
to	successive	waves	of	bankruptcy,	each	wave	making	the	Depression	worse.	It	was
reasoned	that	if	a	floor	were	set	to	how	far	wages	could	fall,	then	a	cumulative	debt
deflation	could	not	occur.	(It	is	important	to	note	that	the	New	Deal	policies	were	set
before	 the	 publication	 of	The	General	Theory	 by	Keynes.	 The	monetary	 and	 fiscal
thrust	 toward	 the	 control	 of	 recessions	 and	 great	 depressions	 had	 no	 intellectual



respectability.)	Thus,	once	price-fixing	by	the	National	Recovery	Administration	was
ruled	out	by	the	Supreme	Court,	it	was	felt	that	strong	trade	unions	were	needed	as	a
barrier	 against	 wage	 and	 price	 deflation.	 Hence	 the	 development	 of	 government
support	 of	 trade	 union	 organization.	 Similar	 reasoning	 underlay	 the	 agricultural
programs.
	
However,	since	World	War	II	 the	various	Keynesian	devices	 to	sustain	income	have
been	 available	 and	 respectable,	 and	 transfer	 schemes	 plus	 large	 federal	 government
spending,	due	mainly	to	so-called	defense,	have	made	the	floor	 to	 income	relatively
high.	 Thus	 the	 deep	 depressions	 that	 periodically	 virtually	 destroyed	 trade	 unions
have	 been	 removed,	 and	 the	 protections	 of,	 and	 lack	 of	 control	 over,	 trade	 union
power	has	 remained.	This	has	 resulted	 in	not	only	a	strong	upward	 thrust	 in	money
wages	but	also	an	increase	in	the	dispersion	of	relative	wages	since	World	War	II.	The
coexistence	 of	 strong	 trade	 unions	 alongside	 weak	 trade	 unions	 and	 unorganized
sectors	is	perhaps	the	worst	of	all	possible	arrangements,	especially	in	a	society	whose
morality	approves	of	or	tolerates	the	exercise	of	“clout.”	A	regime	of	universal	trade
union	 organization	 with	 annual	 tripartite	 [participation]	 (labor,	 management,	 and
government)	is	superior	to	what	we	have.
	
In	 Table	 6.4,	 some	 details	 supporting	 the	 above	 assertions	 with	 respect	 to	 wage
movements	and	wage	dispersions	are	presented.
	



	



Over	 the	 years	 1948–73,	 the	 average	 weekly	 earnings	 of	 production	 workers	 in
manufacturing	rose	from	$53.12	 to	$165.24.	Over	 the	same	quarter	of	a	century	 the
consumer	price	index	(CPI)	rose	from	72.1	to	133.1;	the	relative	CPI	was	1.846.	If	the
price	level	had	remained	constant	over	these	25	years	an	average	wage	of	only	$89.91
would	have	purchased	the	same	bundle	of	goods	that	the	$165.24	purchased.	Of	the
$112.12	increase	in	weekly	wages,	some	$36.79	represents	real	betterment	and	$75.33
was	an	offset	to	inflation.	At	the	same	time,	the	spread	of	the	distribution	of	earnings
of	nonsupervisory	workers	has	sharply	increased.	In	1948,	42	percent	of	the	workers
were	in	industries	that	fell	in	the	range	of	plus	or	minus	15	percent	of	the	average	in
all	manufacturing,	19	percent	were	 in	 industries	where	average	earnings	were	more
than	 15	 percent	 above	 the	 average	 in	 all	 manufacturing,	 and	 39	 percent	 were	 in
industries	 where	 earnings	 were	 less	 than	 85	 percent	 of	 the	 average.	 In	 1969,	 23
percent	were	in	industries	in	the	bracket	of	plus	or	minus	15	percent	of	the	average,
25	 percent	were	 in	 industries	where	 earnings	were	more	 than	 15	 percent	 above	 the
average,	and	52	percent	were	in	industries	where	earnings	were	less	than	85	percent
of	 the	 average	 in	 all	 manufacturing.	 In	 1973,	 the	 latest	 years	 for	 which	 data	 are
available,	the	range	of	plus	or	minus	15	percent	of	the	average	included	23	percent	of
the	workers	 in	 these	 categories,	 27	 percent	were	 in	 industries	where	 earnings	were
more	 than	 15	 percent	 above	 the	 average,	 and	 54	 percent	 were	 in	 industries	 where
earnings	were	less	than	85	percent	of	the	average.
	
If	 we	 look	 at	 the	 ranges	 of	 relative	 earnings	 we	 note	 that	 in	 1948	 the	 entire
distribution	ran	from	65	percent	to	135	percent	of	the	average,	less	than	1	percent	of
the	 production	 workers	 were	 in	 an	 industry	 with	 earnings	 that	 were	 more	 than	 25
percent	above	the	average,	and	27	percent	were	in	an	industry	with	wages	less	than	75
percent	of	the	average.	In	1973,	the	range	runs	from	145.5	percent	of	the	average	to
55.6	percent	of	the	average,	17	percent	of	the	workers	are	in	industries	with	more	than
25	percent	above	the	average	in	weekly	wages,	and	41	percent	are	in	industries	with
less	than	75	percent	of	the	average.	Clearly	the	range	has	increased.
	
Of	special	interest	in	the	light	of	our	above	discussion	of	investment	is	the	course	of
average	weekly	earnings	in	contract	construction.	In	1948,	weekly	wages	in	contract
construction	were	120	percent	of	the	average	in	manufacturing,	in	1966	they	were	at
130	 percent	 of	 the	 average,	 and	 in	 1973	 they	 were	 145	 percent	 of	 the	 average.
Contract	 construction	 labor	 is	 a	major	 ingredient	 in	 the	 cost	 of	 housing	 and	 in	 the



plant	part	of	investment.	But	to	validate	investment	in	housing	or	in	plant,	the	rents	or
profits	have	to	be	large	enough	to	pay	the	interest	and	the	principal	on	the	debts	and
equities	that	are	issued	to	finance	this	investment.	The	prices	of	the	products	of	these
investments,	whether	they	be	the	house	rents	or	utility	bills,	have	to	be	high	enough	to
meet	 these	 financial	 commitments.	 The	 absolute	 dollar	 values	 of	 future	 rents	 and
future	profits	have	to	be	larger	relative	 to	 today’s	wages	in	manufacturing	than	they
were	 for	 earlier	 construction.	 Dollar	 markups	 on	 operating	 costs	 have	 to	 rise	 to
validate	newly	produced	capital	assets	that	are	used	in	commodity	production.	This	in
itself	is	an	inflationary	pressure.	Either	the	other	dimensions	of	the	standard	of	living
of	 the	 rest	 of	 the	 population	 have	 to	 decline	 to	 repay	 investors	 for	 the	 wages	 of
construction	workers	 or	 a	 generalized	 inflation	has	 to	 occur	which	 raises	 the	 future
dollar	 incomes	of	other	workers	 to	a	 level	 that	 is	consistent	with	the	higher	costs	of
construction	labor.
	
As	long	as	we	are	on	an	investment	kick	in	national	policy,	the	power	of	the	unions
and	contractors	in	construction	is	not	only	sustained	but	increased.	They	will	attempt,
and	 by	 the	 record	 to	 date	 succeed,	 in	 keeping	 and	 increasing	 their	 current	 incomes
relative	 to	 other	money	 incomes.	 Thus	 the	 inflation	 is	 not	 only	 not	 a	 “one	 round”
phenomenon	but	is	a	recurring	phenomenon,	and	furthermore,	it	is	at	an	accelerating
rate.
	
When	in	1948	the	average	contract	construction	weekly	wage	was	120	percent	of	the
average	weekly	wage	in	manufacturing,	the	average	worker	could	more	easily	pay	the
rents	 needed	 to	 validate	 housing	 costs	 than	 when	 the	 average	 wage	 in	 contract
construction	was	145	percent	of	the	average	wage	in	manufacturing,	as	in	1973.	Wage
increases	have	priced	new	housing	out	of	 the	 average	worker’s	 ability	 to	pay.	As	 a
result,	we	need	ever-increasing	doses	of	subsidies	and	an	acceleration	of	inflation	to
sustain	housing	production.
	
Maintenance	of	housing	is	more	labor-intensive	than	the	construction	of	new	housing.
Part	 of	 the	 urban	 problem	 can	 be	 laid	 to	 the	 rise	 in	 the	 relative	wages	 of	 labor	 in
construction,	 which	 has	 an	 even	 greater	 impact	 upon	 maintenance	 than	 upon	 new
construction.
	
What	Can	Be	Done?
The	way	in	which	the	economy	has	functioned	over	the	past	10	years	and	the	likely



future	of	our	economy,	if	we	keep	along	the	path	we	are	on,	are	clearly	unsatisfactory.
The	 irrational	 elements	 in	 our	 economy	 are	 pervasive.	 The	 current	 crisis	 is
compounded	 out	 of	 flaws	 which	 are	 inherent	 in	 capitalism,	 and	 institutional
arrangements	 and	 policy	 thrusts	which	 in	many	 instances	were	 adopted	 to	 alleviate
some	of	the	shortcomings	of	capitalism.	These	institutional	arrangements	and	policy
thrusts	 are	 largely	 ineffective,	 and	 to	 some	 extent	 perverse,	 because	 policy	 has	 not
been	based	upon	a	deep	realization	of	the	flaws	inherent	in	the	economy.	To	do	better
we	have	to	design	our	institutions	and	operate	our	policies	on	the	basis	of	an	analysis
of	the	economy	which	recognizes	the	imperfect	nature	of	the	capitalist	order	of	things.
	
Thoroughgoing	 reform	 will	 touch	 on	 many	 elements	 of	 our	 economy.	 The	 market
mechanism	is	a	powerful	control	and	coordinating	device	if	the	ruling	conditions	are
appropriate—and	 the	 most	 appropriate	 ruling	 condition	 is	 the	 absence	 of	 private
power	 and	 control	 over	markets.	 Technically,	 this	 private	 power	 and	 control	 is	 the
result	of	monopoly,	but	in	addition	to	the	power	over	markets	due	to	monopoly-type
arrangements,	there	is	the	power	that	comes	from	size.	In	place	of	an	antitrust	policy,
we	need	a	positive	policy	with	respect	to	size;	a	simple	slogan	to	guide	action	is	that
bigness	is	bad.”
	
Bigness
Of	course,	what	is	“big”	can	become	an	issue.	In	banking,	the	sector	of	the	economy	I
know	best,	we	can	define	a	bank	as	being	too	big	if	it	will	not	be	allowed	to	fail.	In
the	current	situation,	this	may	mean	an	upper	limit	to	size	of	any	bank	of	something
between	$5	billion	and	$10	billion	in	total	assets.	(The	$60	billion	National	City	Bank
and	 Bank	 of	 America	 are	 clearly	 too	 big.)	 In	 the	 corporate	 sector,	 the	 limits	 of
acceptable	size	may	be	more	difficult	to	define,	and	the	difficult	question	is,	what	are
the	alternatives	to	allowing	organizations	that	are	too	big?	It	is	easier	to	break	up	the
giant	banks	than	some	of	the	giant	corporations.
	
One	way	 of	 looking	 at	 the	 issue	 of	 appropriate	 size	 and	 organization	 is	 to	 inquire
whether	a	firm	or	an	industry	is	going	to	fully	face	the	test	of	the	market	or	whether	it
is	going	to	be	protected	by	various	government	actions	if	unfavorable	developments
occur.	 Furthermore,	 we	 may	 inquire	 as	 to	 how	 the	 prices	 of	 what	 it	 sells	 are
determined.	Is	 there	an	 impersonal	market	which	determines	price,	so	 the	unit	 takes
what	 it	can	get,	or	are	 the	prices	of	what	 it	 sells	determined	by	 its	own	or	by	some
regulatory	procedure;	i.e.,	it	gets	what	it	can	take?	Many	prices,	such	as	utility	rates,
which	by	their	very	nature	do	not	directly	reflect	current	costs,	can	be	best	viewed	as



the	result	of	private	taxing	power.	AT&T,	Union	Electric,	and	TWA
[§§§§§§]

	are	more
like	tax	farmers	than	the	competitive	businessman	of	the	economics	textbooks.
	
Where	an	organization	is	in	the	nature	of	a	private	taxing	authority,	an	arbitrariness	in
the	 prices	 of	 outputs	 is	 inevitable.	 This	 arbitrariness	 implies	 an	 ability	 by	 the
organization	to	cross-subsidize:	to	get	revenue	from	sector	A	rather	than	from	sector
B.	But	 once	 the	 issue	 of	 cross-subsidization	 through	 the	 taxes	 of	 a	 rate	 structure	 is
admitted	to	exist,	the	question	needs	to	be	raised	whether	an	entire	industry,	like	the
railroads,	should	meet	its	costs	through	taxes	in	the	form	of	prices,	or	perhaps	part	of
the	 costs	 can	 be	 met	 by	 taxes	 on	 other	 outputs,	 or	 from	 general	 revenues.	 For
example,	 if	 railways	 are	 less	 polluting	 and	 less	 energy-intensive	 than	 trucks,	 buses,
automobiles,	or	airplanes,	it	might	make	sense	to	add	into	the	fares	or	cost	structure	of
trucks,	buses,	automobiles,	and	airlines	funds	to	subsidize	railroads.	Special	gasoline
taxes	to	subsidize	mass	transportation	are	a	rational	possibility	for	cross-subsidization.
Given	 the	arbitrary	nature	of	particular	prices	 for	particular	outputs	of	 such	capital-
intensive,	 joint-product	 organizations	 as	 railways	 and	 automobiles,	 the	 possibility
exists	that	relative	prices	should	be	used	to	guide	use	patterns.	In	fact,	prices	for	the
private	taxing	and	publicly	subsidized	sectors	of	the	economy	are	as	much	a	political
decision	as	the	income	tax	schedule.
	
It	 is	 clear	 that	 utilities,	 transportation,	 and	much	 of	 communications	 can	 be	 called
private	enterprise	sectors	only	by	an	unwarranted	extension	of	 the	 term.	We	have	to
escape	from	the	hang-up	about	nationalization	and	go	back,	not	to	square	zero,	but	to
the	 early	 1930s,	 when	we	were	 innovative	 in	 creating	 various	 not-private	 and	 not-
centralized	public	 forms	of	organization	 that	would	be	authorized	 to	use	 the	private
taxing	 powers	 not	 for	 profits	 but	 to	 serve	 a	 publicly	 defined	 purpose.	 If	 Congress
would	not	be	remiss	in	its	oversight	functions,	if	legislatures	and	boards	of	aldermen
really	oversaw	such	public	bodies,	I	would	trust	decentralized	public	enterprise	with
many	 tax	 powers,	 rather	 than	 giant	 private	 corporations	 which	 stand	 revealed	 as
corrupt	and	corrupting	institutions.
	
Construction	Wages
It	was	pointed	out	earlier	 that	wages	 in	construction	have	 risen	 relative	 to	wages	 in
other	industries.	Over	the	period	in	which	this	took	place	a	large	part	of	construction
was	 on	 government	 contract—roads,	 military,	 space,	 public	 housing—and	 another
large	 part	 of	 construction	 was	 for	 the	 private	 taxing	 authorities,	 such	 as	 utilities,



communications,	etc.,	which	pass	on	increased	costs	in	their	private	taxes.	In	addition,
housing	construction	receives	pervasive	subsidies	through	mortgages,	etc.	Look	at	the
to-do	 that	 takes	place	whenever	housing	 starts	 fall	below	some	 target.	Furthermore,
business	investment,	which	is	heavily	construction,	is	subsidized	and	encouraged	by
government	programs	such	as	investment	tax	credits.
	
Much	of	construction	labor	is	thus	either	paid	for	by	government	or	is	protected	from
market	forces	by	government	policies.	But	if	the	government	pays	or	protects,	should
not	the	government	be	involved	in	the	setting	of	contract	terms?	A	general	principle
should	rule	government	intervention	in	markets	for	labor:	if	the	government	is	to	pay,
or	if	private	taxes	are	to	pay,	then	the	government	should	participate	in	the	setting	of
wages	 and	 prices.	 Thus	 permanent	 institutionalized	 wage	 and	 price	 controls	 in	 the
construction,	utility,	health,	and	defense	supply	sectors	are	called	for.	In	construction,
I	 suggest	 the	 thrust	 of	 government	 controls	 should	 be	 to	 roll	 back	 wages	 to	 the
neighborhood	of	125	percent	of	the	average	in	all	manufacturing	from	the	present	(or
1973)	145	percent	of	the	average.
	
Reform	of	Transfer	Payments
The	transfer	payment	mess	cannot	be	handled	by	piecemeal	changes.	Thoroughgoing
reform,	 based	 upon	 an	 understanding	 of	 how	 our	 economy	 works	 and	 principles
consistent	 with	 human	 dignity	 and	 independence,	 is	 needed.	 The	 principles	 that
should	 underlie	 the	 reform	 are	 an	 affirmation	 of	 both	 the	 dignity	 of	 labor	 and	 the
social	value	of	receiving	income	as	a	right	because	it	is	earned.	Thus,	thoroughgoing
reform	 requires	 the	manipulation	of	 the	economy	so	 that	 there	are	 jobs	 for	 all—the
young,	 able-bodied	 adults,	 the	 handicapped,	 and	 the	 aged.	 Very	 few	 should	 be
excluded	by	principle	from	the	dignity	which	comes	from	a	realization	of	their	worth
through	 doing	 a	 job.	 The	 task	 of	 job	 creation	 is	 to	 take	 people	 as	 they	 are	 and	 to
generate	jobs	that	fit.	No	more	demeaning	the	worth	of	the	unskilled	by	calling	their
jobs	“dead-end”	jobs.
	
In	order	to	have	more	jobs	than	workers	and	not	create	a	strong	inflationary	thrust,	the
job	guaranteed	will	have	to	be	at	the	statutory	minimum	wage	for	adults,	with	some
minor	differentials	for	youth.	Furthermore,	because	it	is	highly	desirable	that	the	old,
the	young,	the	infirm,	and	those	with	child-care	responsibilities	have	the	opportunity
to	work,	the	jobs	that	are	created	should	include	part-time	as	well	as	full-time	jobs.
	



As	only	the	government	can	take	people	as	they	are	and	fit	jobs	to	them,	I	propose	the
creation	of	an	open-ended	modern	equivalent	of	 the	Works	Progress	Administration
(WPA)	of	the	1930s.	As	I	conceive	it,	this	modern	WPA	would	differ	from	the	public
service	employment	schemes	 that	are	being	advanced	 in	 that	 the	 jobs	would	be	at	a
wide	 variety	 of	 public	 and	 semiprivate	 contracting	 agencies.	 The	 objectives	 of	 the
contracting	 agency	 would	 be	 spelled	 out	 and	 the	 tasks	 to	 be	 performed	 would	 be
agreed	upon.	As	 I	visualize	 this	scheme,	 it	guarantees	every	participant	who	fulfills
job	responsibilities	an	income	of	$4,200	a	year	(the	current	minimum	wage	rate).	By
allowing	 multiple	 earners	 in	 a	 family,	 family	 income	 can	 exceed	 the	 $4,200	 by	 a
margin.	 There	 should	 be	 no	means	 test	 for	 these	 jobs.	Anyone	willing	 and	 able	 to
work	will	be	put	on	the	projects.
	
The	guarantee	of	an	income	through	a	job	is	 the	first	step	toward	the	elimination	of
the	welfare	mess.
	
Job	creation	through	the	WPA	is	a	completely	different	strategy	from	that	which	has
been	 followed	 during	 both	 Kennedy–Johnson	 and	 the	 Nixon–Ford	 eras.	Whenever
over	the	past	15	years	there	has	been	a	lack	of	jobs	the	policy	strategy	has	been	either
to	 reduce	 taxes—almost	 always	 for	 the	 already	 affluent—or	 to	 expand	 government
spending	on	projects	that	 tend	to	hire	the	already	well-paid	workers:	defense,	space,
highways,	 fancy	metro	systems,	housing,	etc.	The	strategy	has	been	 to	 reduce	 taxes
and	 increase	 spending	 for	 the	 already	 affluent,	 in	 the	vague	hope	 that	 some	benefit
will	trickle	down	to	the	poor	and	low-income	population.	The	strategy	proposed	here
is	 to	 create	 jobs	 at	 a	 modest	 income	 for	 all.	 The	 immediate	 benefits	 are	 to	 the
unemployed	and	the	low-income	population.	The	already	affluent	need	no	breaks,	and
they	can,	so	to	speak,	take	care	of	themselves.
	
In	 addition	 to	 the	 open-ended	 WPA,	 I	 would	 immediately	 resurrect	 the	 Civilian
Conservation	 Corps	 (CCC)	 of	 the	 1930s.	 This	 could,	 and	 should,	 be	 done
independently	of	 the	other	parts	of	 the	scheme.	 I	would	make	 the	enlistment	period
for	CCC	one	year;	I	would	initially	program	the	operation	for	1,000,000	young	men
and	women	at	the	ages	of	16	through	21.	As	I	see	it,	the	program	would	involve	camp
living,	 the	 young	 worker	 would	 receive	 room	 and	 board	 and	 perhaps	 $5	 a	 week
pocket	 money,	 and	 at	 the	 end	 of	 the	 year’s	 participation	 a	 lump-sum	 payment	 of
$2,000	would	be	made	 (alternatively,	$20	a	week	could	be	sent	home	and	a	$1,000
lump-sum	payment	could	be	provided).	I	would	use	military	personnel	in	supervisory
functions	at	 the	camps.	The	contracting	agency	 for	 the	 tasks	would	provide	 the	on-
the-job	supervision.	I	visualize	both	urban	and	rural	projects	for	the	corps.



	
The	 putting	 to	 useful	 work	 of	 such	 youths	 will	 do	 much	 to	 alleviate	 the	 social
problems	of	our	urban	areas.	If	40,000	young	men	and	women	who	do	not	want	to	be
in	 school	and	who	are	unemployed	with	no	 immediate	 job	prospects	were	 removed
from	 the	New	York	City	school	 system	and	streets,	 the	 task	 for	 the	schools	and	 the
public	order	authorities	would	be	eased.	After	a	year	in	the	corps	the	young	men	and
women	 would	 have	 broader	 visions,	 job	 experience,	 and	 confidence	 in	 their
capabilities,	as	well	as	a	 stake	 for	either	 schooling	or	a	 start	on	another	 job.	To	my
mind	it	is	a	criminal	neglect	of	public	responsibility	that	the	CCC	went	off	to	World
War	 II	 and	never	 returned.	 It	 is	 of	 great	 urgency	 that	 it	 be	 reestablished	 as	 soon	 as
possible.
	
A	third	weapon	in	the	arsenal	of	a	job	strategy	against	poverty	is	the	resurrection	of
the	 National	 Youth	 Administration	 (NYA)	 of	 the	 Depression	 days.	 NYA	 was	 a
program	 that	 provided	 jobs	 through	high	 schools	 and	 colleges.	 I	would	make	NYA
jobs	 available	 to	 all	 who	 want	 to	 work,	 with	 the	 high	 schools	 and	 colleges	 as	 the
contracting	agent.	Not	only	would	such	jobs	provide	income	and	work	experience	for
students,	if	properly	run	the	work	performed	would	remove	some	of	the	cost	burdens
on	 the	 schools.	 NYA	 should	 also	 provide	 open-ended	 summer	 employment
opportunities	for	youths.	The	object	would	be	to	make	about	$800	per	year	in	income
through	jobs	available	 to	youngsters	 in	high	school,	half	during	 the	school	year	and
half	 in	 the	 summer.	 I	would	 have	 the	 program	 provide	 $1,600	 per	 year	 for	 college
students,	again	half	during	the	school	year	and	half	during	summer.
	
A	fourth	tool	in	the	program	is	a	universal	children’s	allowance.	Because	I	envisage
that	 the	NYA	and	CCC	will	pick	up	 the	 tab	 for	youth	 income	at	 the	age	of	16,	 this
program	will	cover	all	children	until	their	16th	birthday.	At	$40	per	month,	with	61.3
million	 children	 under	 16	 (1972),	 the	 gross	 payment	 would	 be	 $29.4	 billion.
Eliminating	the	$750	per	child	allowance	in	the	income	tax	would	recapture	about	$9
billion.	In	1972,	aid	to	dependent	children	cost	$7	billion,	and	the	elimination	of	food
stamps	 for	 children	 should	 recapture	 several	 additional	 billions	of	 dollars.	Thus	 the
net	 costs	of	 a	 children’s	 allowance	would	be	 about	$11	billion,	 and	doubtless	other
transfer	 payment	 schemes	 could	 also	 be	 reduced	 at	 the	 same	 time.	 Although	 $11
billion	may	seem	like	a	great	deal,	we	must	 recall	 that	 total	 transfer	payments	were
running	at	almost	$160	billion	in	the	first	quarter	of	1975.
	
Social	 Security	 is	 another	 transfer	 payment	 scheme	 that	 has	 to	 be	 brought	 under



control.	 Basically,	 I	 would	 eliminate	 the	 62	 optional	 and	 the	 65	 “mandatory”
retirement	 ages.	 I	would	 also	 eliminate	 the	 ceiling	 on	 earned	 income.	 I	would	 give
each	person	the	option	of	beginning	to	receive	Social	Security	benefits	at	the	age	of
65	 or	 to	 delay	 receiving	 benefits	 until	 later,	 allowing	 the	 death	 benefit	 and	 the
retirement	 income	 to	 increase	 on	 an	 actuarially	 sound	 basis	 with	 the	 age	 of	 actual
retirement.	Such	a	combination	of	a	right	to	work	(including	full	or	half-time	on	the
WPA)	and	 the	ability	 to	 schedule	Social	Security	benefits	 to	conform	 to	 the	wishes
and	 needs	 of	 the	 retiree	 should	 enable	 us	 to	 end	 the	 pressure	 for	 ever-escalating
benefits.
	
What	such	a	program	of,	say,	2.5	million	on	WPA	($10	billion),	one	million	on	CCC
($4	billion),	and	some	million	high	school	youths	and	half	a	million	college	students
on	 NYA	 ($1.6	 billion)	 should	 do	 is	 break	 the	 back	 of	 dependency	 and	 poverty,
especially	 if	 combined	 with	 an	 $11	 billion	 dollar	 net	 cost	 children’s	 allowance.
Twenty-seven	billion	dollars	or	so	seems	like	a	lot,	but	it	is	quite	manageable	in	light
of	our	current	$158.7	billion	of	transfer	payments.	In	addition,	the	workers	in	WPA,
CCC,	and	NYA	will	be	contributing	to	national	income	and	well-being	through	their
projects.	From	the	present	schemes	we	get	little	or	nothing.
	
Furthermore,	 the	 WPA	 approach	 is	 a	 substitute,	 not	 an	 add-on,	 for	 two	 programs
adopted	 during	 this	 recession:	 the	 extended	 unemployment	 insurance,	 which	 is
blatantly	 inflationary,	 and	 the	 tax	 reductions/investment	 tax	 credits,	 which	 are	 a
continuation	of	giving	to	the	well-to-do	in	the	hope	that	something	may	accrue	to	the
poor.	Thus	the	net	costs	of	a	program	such	as	I	envisage	will	be	substantially	less	than
the	gross	costs	of	the	program.	It	is	fiscally	manageable.
	
A	vital	attribute	of	the	above	schemes	is	that	they	set	floors	to	income.	They	do	not
promise	 affluence;	 they	 promise	 a	 reasonable	 minimum	 and	 the	 dignity	 of	 self-
reliance.	A	 job-based,	 rather	 than	a	 transfer-based,	strategy	against	poverty	 is	a	 first
and	vital	step	toward	making	our	economy	work	better.
	
Capital	Shortage
A	 major	 attempt	 is	 under	 way	 by	 the	 administration,	 bankers,	 and	 Wall	 Street
operators	 to	 create	 a	 belief	 that	 the	 American	 economy	 is	 suffering	 from	 a	 capital
shortage.	In	particular,	they	are	adding	up	guesses	as	to	capital	needs	for	the	decades
ahead	and	estimating	the	availability	of	savings	flows	in	order	to	come	up	with	gaps



of	 greater	 or	 smaller	magnitudes	 that	 they	 label	 as	 a	 capital	 shortage.	 Their	 policy
proposals	are	aimed	at	 increasing	 the	 flow	of	 savings	by	 tax	changes	which	benefit
corporations:	 larger	 and	 permanent	 investment	 tax	 credits,	 exempting	 dividend
payments	 from	 the	 corporate	 income	 tax,	 increasing	 the	 tax-exempt	 dividend
allowance	 for	 households,	 and	 various	 schemes	 of	 government	 underwriting	 of
corporate	debt,	especially	in	the	energy-related	fields.
	
Some	of	the	proposals	for	government	risk	absorption	for	large-scale	enterprises	could
serve	 as	 a	 definition	 by	 example	 of	 socialism	 for	 the	 rich.	 Any	 guarantee	 against
losses	due	to	an	inept	choice	of	technology,	which	is	a	feature	of	the	proposals	for	the
privatization	 of	 the	 front	 end	 of	 the	 nuclear	 energy	 chain,	 is	 a	 government
underwriting	of	inefficiencies	in	the	choice	of	techniques.
	
However,	I	really	want	to	deal	with	some	more	fundamental	aspects	of	the	so-called
“capital	 shortage.”	 First	 of	 all,	 it	 is	 economic	 nonsense	 to	 speak	 of	 a	 “capital
shortage”	 independent	 of	 the	 price	 that	 has	 to	 be	 paid	 for	 providing	 capital	 on	 the
lavish	scale	that	is	proposed.	What	are	we	going	to	give	up	if	we	go	ahead	and	build
capital	assets	at	the	scale	envisioned?	What	are	the	alternative	technical	choices	which
are	available	which	have	been	rejected	in	determining	capital	needs?
	
We	 know	 we	 have	 large-scale	 unemployment	 and	 we	 also	 know	 that	 even	 at	 the
cyclical	 peaks	 our	 unemployment	 rates	 are	 significantly	 greater	 than	 those	 of	 the
successful	 Western	 European	 economies.	 We	 really	 suffer	 from	 chronic	 labor
surpluses—that	is	the	reason	why	we	need	to	introduce	a	permanent	WPA,	CCC,	and
NYA	 into	 our	 policy	 strategy.	We	 have	 carried	 substitution	 against	 labor	 too	 far	 in
much	 of	 our	 technology,	 and	 the	 proposals	 now	 emanating	 from	 the	 administration
and	Wall	Street	really	want	to	further	this	tendency.
	
Central	 to	 the	 argument	 that	 there	 is	 a	 capital	 shortage	 is	 the	 energy	 crisis.	 The
attempt	 to	meet	a	presumed	need	for	energy	requires	enormous	sacrifices	of	current
output.	We	know	that	Sweden	has	a	higher	per	capita	GNP	than	the	United	States.	We
also	know	that	the	energy	consumption	per	capita	in	the	United	States	is	twice	that	of
Sweden.	This	is	a	counterexample	to	the	argument	that	we	need	more	energy	to	raise
our	standard	of	living.	If	we	were	as	energy	efficient	as	Sweden,	we	could	presumably
achieve	our	current	[standard	of	living]	with	half	our	energy	consumption.	We	would
presumably	be	in	a	position	to	be	a	net	exporter	of	oil	 if	we	achieved	this.	Think	of
what	such	energy	efficiency	in	the	United	States	would	do	to	OPEC!



	
But	to	achieve	such	energy	efficiency	we	would	need	to	do	much	more	than	increase
the	 energy	 efficiency	 of	 the	 automobiles	 we	 use	 to	 levels	 comparable	 to	 those
achieved	in	Europe	and	Asia.	We	would	need	to	restructure	our	transportation	system
—rebuild	our	railways—and	more	importantly	compact	our	urban	centers	so	that	the
journey	to	work	is	decreased.
	
We	need	to	think	hard	about	the	social	prerequisites	for	achieving	a	compacting	of	our
urban	centers	so	that	the	journeys	to	work	and	the	journeys	to	the	activities	of	life	are
decreased	and	much	less	energy	dependent.	After	all,	the	cheapest,	least	polluting,	and
perhaps	most	healthful	way	 to	get	 from	one	place	 to	another	 is	either	 to	walk	or	 to
bicycle.	 In	our	urban	centers	we	should	endeavor	 to	arrange	 things	so	 that	 for	most
people	the	journey	to	work,	to	leisure	activities,	to	schools,	and	to	shops	is	either	less
than	a	mile	or	can	be	accomplished	readily	by	public	transport.
	
We	need	 to	manage	our	 cities	 and	our	 productive	 facilities	 better.	We	 really	 do	not
need	more	of	what	the	capital-shortage	people	are	trying	to	sell.
	
I	mentioned	 earlier	 that	 bigness	 is	 bad	 because	 it	 conveys	 power.	We	 need	 to	 seek
alternatives	to	the	giant	corporations	as	the	centerpiece	of	our	economic	life.	Certainly
the	aberration	of	corporate	structure,	which	leads	to	the	conglomeration	of	many	types
of	 activities	 under	 one	 corporate	 umbrella,	 does	 much	 more	 harm	 than	 good.	 The
glamor	is	gone	from	the	fairy	tale	about	the	efficiency	of	large-scale	organization.	We
now	know	that	the	giant	corporations	and	conglomerates	are	not	paradigms	of	virtue,
of	efficiency,	or	of	foresight.
	
What	we	need	 is	 an	age	of	 experimentation	with	alternatives	 to	 the	giant	 firms	and
capital-intensive	production	techniques.	We	need	a	revitalized	cooperative	movement
which	looks	toward	the	establishment	of	cooperatives	of	various	kinds.	As	overhead
wage	scales	and	prices	rise	in	the	corporate	sectors	of	the	economy,	room	is	made	for
high	 and	 fulfilling	 standards	 of	 living	 through	 craft	 and	 handicraft	 production.	We
really	 should	 have	 a	National	Handicraft	Extension	Service,	 an	 urban	 equivalent	 to
the	Agricultural	Extension	Service,	which	aims	at	 the	promotion	of	 localized	 labor-
intensive	 production:	 we	 need	 craft	 alliances,	 furniture	 craftsmen	 cooperatives,
sewing	associations,	neighborhood	maintenance	organizations,	and	urban	cooperative
stores.	 We	 need	 experimentation	 in	 industrial	 organization	 which	 allows	 for	 state,
local,	and	regional	ownership.	The	thrust	that	developed	after	World	War	II,	in	which



the	 giant	 corporation	 was	 the	 focus	 for	 development	 and	 progress,	 was	 largely	 an
error	and	certainly	has	now	run	out	of	steam.	Even	perceptive	Wall	Street	operators
are	now	calling	 for	massive	government	 subsidization	of	giant	 firms.	Before	we	go
along	that	route,	we	should	explore	alternatives.
	
Capitalism’s	 virtues	 and	 strengths	 depend	 upon	 the	 innovations	 and	 initiative	 that
come	from	entrepreneurial	involvement	not	only	in	management	but	in	the	financing
of	 operations.	 The	 corruption	 revealed	 by	 Watergate	 and	 the	 bribery	 of	 foreign
operations	may	be	 just	 the	 tip	of	 the	 iceberg.	 If	 the	“management”	of	a	corporation
owns	but	little	of	the	corporation,	if	they	have	learned	how	to	launder	money	to	bribe
foreign	officials	and	to	pay	the	levies	of	CREEP	and	other	politicians,	is	it	too	much
to	suspect	that	the	same	techniques	can	be	used	to	convey	bank	and	corporate	funds
for	the	benefit	of	management?	Integrity	and	the	giant	corporate	organizations	as	they
now	exist	seem	to	be	mutually	exclusive.
	
Thus	 what	 we	 have	 is	 in	 many	 ways	 the	 antithesis	 of	 free	 enterprise.	 Only	 by
thoroughgoing	reforms,	designed	not	to	aid	the	rich	and	affluent	but	to	abet	the	lot	of
the	poor	directly—not	by	trickle-down	techniques—can	we	do	better.
	
The	crucial	need	 is	 for	a	good	hard	 look	at	where	we	are—and	what	 is	wrong	with
where	we	 are.	 I	 have	 offered	 some	 suggestions	 along	 those	 lines,	 and	 some	 rather
modest	proposals	for	reform	of	our	approach	to	economic	policy.
	
Note
1.	The	numbers	are	from	a	food	stamp	program	table	which	rounds	out	the	30	percent	of	income	standard
expenditures.

	
Source
Federal	Reserve	Board	of	Governors.	1950–74.	“Flow	of	Funds	Accounts	of	the	United	States.”	Various	releases.
Washington,	D.C.



Chapter	7
Full	Employment	and	Economic	Growth	as	an	Objective

of	Economic	Policy

Some	Thoughts	on	the	Limits	of	Capitalism
[*******]

(1994)
	
1.	Resonance	between	1933	and	1993
I	 participated	 in	 a	 conference	 on	 “Financing	 Prosperity	 in	 the	 21st	Century”	 at	my
home	 base,	 the	 Jerome	 Levy	 Economics	 Institute	 of	 Bard	 College,	 on	March	 4–6,
1993.1	March	4	was	the	60th	anniversary	of	the	inauguration	of	Franklin	D.	Roosevelt
as	 president	 of	 the	 United	 States.	 The	 climactic	 event	 of	 the	 great	 collapse	 of
American	 capitalism	 was	 the	 bank	 holiday	 that	 immediately	 followed	 the
inauguration:	 officially	 the	 bank	 holiday	 began	 on	March	 6,	 1933.	 Our	 conference
bridged	 the	 60th	 anniversaries	 of	 the	 inauguration	 and	 the	 bank	 holiday.	 The
combination	 of	 the	 dating	 and	 the	 topic	 of	 our	 conference	 made	 me	 think	 of	 the
differences	and	the	similarities	between	the	scenes	as	Roosevelt	was	inaugurated	and
as	Clinton	was	starting	his	term.
	
In	what	follows	I	argue	that	the	problems	President	Roosevelt	faced	60	years	ago	and
the	problems	that	now	confront	President	Clinton	resonate.	Each	inherited	a	rich	but
failed	 economy.	 In	 the	 situation	 Roosevelt	 confronted	 the	 failure	was	 so	 great	 that
almost	 all	 agreed	 that	 something	 quite	 dreadful	was	wrong,	 although	 there	was	 no
consensus	on	what	the	problem	was,	why	it	took	place	when	it	did,	and	how	to	resolve
the	problem.2

	
To	date,	in	the	1980s	and	1990s,	the	American	economy	and	the	rich	capitalist	world
have	dodged	the	bullet	of	a	debt	deflation	and	a	deep	depression,	such	as	took	place	in
1929–33.3,4	 The	 wholesale	 bankruptcies,	 massive	 asset	 price	 deflation,	 collapse	 of
GNP,	and	large-scale	unemployment,	which,	if	they	occur,	would	create	a	consensus
about	 the	need	 for	drastic	government	action,	have	not	 taken	place	as	yet,	 and	 they
may	not.	Whereas	 in	1933	 the	economic	environment	 substituted	 for	 the	gallows	 in
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concentrating	 the	 collective	 “mind,”	 the	 amorphous	 fear	 that	 the	 current	 situation
breeds	has	not	concentrated	that	collective	“mind.”
	
S.	 Jay	 and	 David	 Levy,	 my	 colleagues	 at	 the	 Jerome	 Levy	 Economics

Institute
[†††††††]

,	 diagnose	 the	 current	 situation	 as	 a	 contained	depression.	Such	a
depression	 does	 not	 send	 strong	 signals	 that	 something	 is	 seriously	wrong	with	 the
economy	(Levy	and	Levy	1992).	Because	of	the	ambivalent	nature	of	the	signals	that
a	contained	depression	sends,	President	Clinton’s	call	for	change	is	not	well	focused.
President	Clinton	and	many	in	his	administration	may	know	that	something	is	wrong,
but	they	seem	unable	to	put	their	finger	on	what	it	is.
	
One	 thing	 that	 is	 seriously	 wrong	 with	 today’s	 United	 States	 economy	 is	 that	 we
refuse	 to	 accept	 how	 rich	 and	 potentially	 productive	 the	 economy	 is.	 Because	 we
think	ourselves	poor	we	are	unwilling	to	use	government	spending	to

(a)	first	achieve	and	then	sustain	a	close	approximation	to	full	employment;	and
(b)	create	resources	which	enhance	the	productive	capacity	of	the	economy.

This	inhibition	against	using	fiscal	powers	is	due	to	a	combination	of	unwillingness	to
acknowledge	that	we	are	in	fact	rich	and	an	unnatural	fear	of	inflation.
	
What	is	true	for	the	United	States	is	also	true	for	the	other	rich	economies:	they	plead
poverty	and	cite	the	potential	for	inflation	as	an	excuse	for	tolerating	unemployment.5

	
One	 way	 in	 which	 the	 current	 era	 resonates	 with	 that	 of	 the	 1930s	 is	 that	 the
economies	 are	 not	 living	 up	 to	 the	 standards	 that	were	 achieved	 in	 the	 recent	 past:
furthermore,	rather	simple-minded	policy	interventions	that	were	fairly	successful	in
the	 recent	 past	 are	 no	 longer	 as	 effective	 as	 they	 were.	 This	 attenuation	 of	 the
effectiveness	 of	 policy	 interventions	 indicates	 that	 the	 institutional	 structure	 has
evolved	so	that	the	current	economy	is	not	a	simple	replication	of	recent	economies.
An	implication	of	the	decline	in	the	efficacy	of	policy	interventions	is	that	to	achieve
full	 employment	 once	 again,	 resource-creation	 economic	 institutions	 need	 to	 be
changed.
	
2.	The	New	Model	Capitalism	of	the	1930s
Between	1933	and	1938,	by	a	process	of	trial	and	error,	the	Roosevelt	administration
responded	to	the	failure	of	the	virtually	laissez-faire	capitalism	of	the	first	third	of	the



twentieth	 century	 by	 creating	 an	 interventionist	 capitalism	 characterized	 by	 a
thoroughly	 revised	 financial	 system,	 a	 greatly	 expanded	 government,	 and	 increased
regulation	of	the	labor	and	product	markets.	The	reconstructed	financial	system	aimed
to	 constrain	 speculation	 and	 induce	 a	 focus	 on	 resource	 creation.	 Government
spending	 increased	 the	 ratio	 of	 utilized	 to	 available	 labor	 and	 financed	 resource
creation.	 The	 regulation	 of	 labor	 and	 industry	 aimed	 to	 improve	 the	 distribution	 of
income	and	contain	private	oligopoly	power.6

	
The	financial	reforms	of	the	1930s	reflected	the	view	that	the	function	of	the	financial
structure	 was	 to	 abet	 enterprise,	 not	 to	 fuel	 speculation.	 Compartmentalization	 and
transparency	were	the	principles	that	guided	financial	reforms.
	
Compartmentalization	involved	the	creation	of	special	financing	agencies	for	different
economic	sectors	(housing,	rural	electrification,	agriculture,	and	general	business	are
some	 examples)	 as	 well	 as	 restricting	 the	 liabilities	 that	 these	 different	 classes	 of
institutions	were	permitted	to	issue.
	
Transparency	 established	 the	 principle	 that	 information	 about	 the	 income	 and
activities	of	publicly	held	corporations	and	transactions	on	the	exchanges	of	the	equity
and	debt	instruments	of	such	companies	were	to	be	both	truthful	and	widely	available.
	
Transfer	payment	 schemes	were	not	 the	main	 thrust	of	 the	New	Deal.7	The	welfare
state,	which	substituted	transfer	payments	for	income	from	work	and	owned	property,
mainly	developed	after	 the	1960s,	when	 the	measured	unemployment	 rate	began	 its
upward	trend.
	
Direct	government	employment,	offered	by	project-related	job	programs	such	as	[the]
Works	 Progress	Administration	 (WPA),	National	Youth	Administration	 (NYA),	 and
Civilian	 Conservative	 Corps	 (CCC),	 and	 large-scale	 public	 works	 projects	 which
funded	 employment	 by	 contractors,	 were	 the	 main	 government	 income-providing
operations	 in	 the	 1930s.	Able-bodied	men	 and	women,	 as	well	 as	 youths,	 obtained
income	 in	 exchange	 for	work.	 It	 became	 a	 responsibility	 of	 government	 to	 provide
opportunities	for	work	when	the	private	economy	faltered.8

	
Roosevelt	inherited	a	failed	and	discredited	capitalism.	A	new	model	capitalism,	with
an	extended	set	of	government	 interventions	 in	 the	economy,	was	put	 in	place.	This



did	 not	 happen	 in	 the	 first	 100	 days,	 during	which	 the	 immediate	 problems	 of	 the
acute	crisis	were	tackled.	The	new	model	was	mainly	put	in	place	in	the	second	half
of	the	first	 term	and	the	first	part	of	the	second	term	(1935–38).	The	new	model,	as
augmented	by	the	postwar	transfer	payments	of	the	“welfare	state,”	served	the	United
States	well	for	almost	half	a	century.9

	
3.	The	Deteriorating	Performance
The	 performance	 of	 contemporary	 capitalisms	 [has]	 deteriorated;	 they	 have	 not
broken	 down.	 Over	 the	 past	 dozen	 or	 so	 years,	 the	 new	 model	 of	 1933–37	 has
developed	ailments	that	are	due	to	a	combination	of	age	and	the	infusion	of	laissez-
faire	 adulterants	 into	 the	 institutional	 structure	 during	 the	 decade	 in	 which
conservative	 ideologues	 administered	 the	 interventionist	 economy.	 An	 overhaul	 of
capitalism	 is	 needed	 if	 the	 low	 levels	 of	 unemployment,	 the	 relative	 price	 stability,
and	the	readily	observed	improvement	in	the	standards	of	living	that	characterized	the
first	 20	 or	 so	 years	 after	 the	 Second	 World	 War	 are	 once	 again	 to	 characterize
capitalist	economies.
	
The	pratfalls	and	comedy	acts	of	 the	first	 four	months	of	 the	Clinton	administration
make	it	seem	far-fetched	to	propose	that	its	historic	task	is	to	put	in	place	a	new	model
capitalism	 which	 would	 develop	 programs	 and	 institutions	 which	 contribute	 to	 the
creation	 of	 human,	 physical,	 and	 knowledge	 resources,	 and	 to	 their	 full	 utilization
(full	employment).	The	Clinton	administration	needs	 to	focus	on	policies	 to	achieve
full	 employment	 and	 to	 create	 resources.	 It	 needs	 to	keep	 the	programs	 simple:	 the
New	 Deal	 work	 projects	 which	 were	 orientated	 to	 the	 achievement	 of	 concrete
objectives	are	models	for	program	initiatives.
	
4.	A	Bit	of	History
The	 usual	 characterization	 of	 the	 1933	 bank	 holiday	 is	 that	 “Roosevelt	 closed	 the
banks.”	 This	 is	 not	 true.	 By	 Saturday,	 March	 4,	 1933,	 the	 day	 Roosevelt	 was
inaugurated,	the	governors	of	some	30	states	had	closed	the	banks	in	their	states.	Even
as	Roosevelt	was	being	inaugurated	he	was	informed	that	the	New	York	banks	would
not	open	on	Monday,	March	6.	The	bank	holiday	was	a	preemptive	strike—it	moved
the	 resolution	 of	 the	 problem	 of	 illiquid	 and	 insolvent	 banks	 and	 other	 financial
institutions	from	the	financial	community	to	the	federal	government.
	



The	United	States	bank	holiday	was	the	climactic	event	of	a	great	contraction	of	the
American	economy	that	began	in	October	1929	and	lasted	until	March	1933—some
42	months	of	well-nigh	monotonic	decline.	The	decline	was	both	 long	and	deep.	 In
the	United	States—and	the	United	States	was	by	no	means	the	worst	case—output	fell
by	about	33	percent,	prices	fell	by	about	33	percent,	and	 the	 indices	of	stock	prices
(the	Dow	Jones	and	the	Standard	&	Poor’s)	fell	by	some	85	percent.10	In	the	winter	of
1932–33,	 unemployment	 affected	 at	 least	 25	 percent	 of	 the	 labor	 force:	 this	 in	 a
country	where	one-third	of	the	labor	force	was	in	agriculture.
	
Sixty	years	ago	capitalism	was	a	failed	economic	order.	Today,	as	the	countries	of	the
Soviet	 bloc,	 including	 the	 successor	 states	 to	 the	 Soviet	 Union,	 rush	 to	 become
capitalist	market	economies,	we	must	not	allow	the	failure	of	Soviet	communism	to
blind	us	to	the	weaknesses	of	capitalism.	We	need	to	examine:

(a)	What	attenuated	the	success	of	the	early	postwar	capitalism?
(b)	Why	are	the	capitalist	states	now	in	crisis?
(c)	What	are	the	contours	of	a	“new”	new	model	capitalism?

The	 successful	 capitalisms	of	 the	 1950s	 and	1960s	were	 not	 the	 same	 as	 the	 failed
capitalisms	of	the	1930s.	In	essence,	the	1930s	system	was	a	small-government,	gold-
standard-constrained,	and	essentially	laissez-faire	capitalism.	It	was	replaced	by	a	big-
government,	flexible-central-bank,	and	interventionist	capitalism.	As	Michal	Kalecki
and	Jerome	Levy	pointed	out,	a	government	deficit	is	the	equivalent	of	investment	for
maintaining	the	profits	of	enterprise.11	The	big-government	capitalisms	that	were	put
in	 place	 in	 response	 to	 the	 great	 collapse	 of	 1929–33	 protect	 the	 economy	 from	 a
severe	fall	in	aggregate	profits,	such	as	occurred	in	the	great	contraction	of	1929–33.
This	makes	the	collapse	of	asset	values,	which	was	so	critical	 to	the	development	of
the	Great	Depression,	impossible.
	
The	 Roosevelt	 government	 used	 a	 variety	 of	 inadequately	 funded	 government
employment	 devices	 to	 offset	 the	 weakness	 of	 the	 private	 demand	 for	 labor.	 Even
though	government	deficit	financing	had	a	positive	effect	on	profits	in	the	mid-1930s,
the	scale	was	too	small	to	lift	profits	to	a	high	enough	level	to	trigger	a	resumption	of
private	investment.	Government	spending	sufficient	to	set	off	the	flows	of	funds	that
would	 lead	 to	 a	 recovery	 of	 private	 investment	was	 not	 achieved	 until	 the	massive
government	defense	procurement	of	the	late	1930s.
	
Full	 expansion	 from	 the	 Great	 Depression	 depended	 upon	 the	 recovery	 of	 private
investment.	 This	 required	 a	 new	 financial	 structure,	 learning	 how	 that	 financial



structure	operated,	and	a	regaining	of	confidence	by	borrowers	and	lenders.
	
Financial	 reform	was	 an	 integral	 part	 of	 the	 new	model	 capitalism	 that	 was	 set	 in
place	in	the	1930s.
	
5.	Reconstituting	the	Financial	Structure	in	the	1930s
During	the	Roosevelt	years,	 the	reconstitution	of	the	financial	structure	was	a	major
policy	 task	and	a	great	deal	of	 argumentation	and	negotiation	 took	place	before	 the
legislation	was	adopted.12	It	was	not	until	after	1936	that	the	new	financial	structure
was	 in	 place.	 It	 was	 based	 upon	 two	 principles:	 compartmentalization	 and
transparency.
	
The	 financial	 structure	 was	 reconstituted	 with	 special	 financial	 organizations	 for
specified	 functions:	 for	 housing,	 for	 agriculture,	 for	 imports	 and	 exports,	 for
commercial	 banking,	 for	 investment	 banking,	 and	 for	 deposit	 insurance.	 The
operations	of	 the	publicly	 traded	 corporations	 and	 the	markets	 in	which	 the	 trading
took	place	were	to	be	transparent.	In	addition,	the	Federal	Reserve	was	reorganized	so
that	 the	 gold	 standard	 rules	 of	 central	 bank	 behavior	 no	 longer	 forced	 it	 to	 be
deflationary	when	prices	were	dropping	drastically	 and	unemployment	was	high.	A
government	investment	bank,	the	Reconstruction	Finance	Corporation,	was	part	of	the
control	 and	 support	 mechanism	 for	 the	 financial	 structure	 and	 for	 the	 financing	 of
resource	 creation:	 it	 operated	 by	 infusing	 government	 equity	 into	 transportation,
industry,	and	finance.13

	
The	 financial	 institutions	 of	 the	 post-1936	 era	 differed	 markedly	 from	 that	 which
broke	down	between	1929	and	1933.	Once	in	place,	this	system	of	1936	evolved	as	a
consequence	of	the	profit-seeking	efforts	of	the	various	institutions.	Any	institutional
structure	which	sets	limits	to	the	self-seeking	behavior	of	economic	units	will	set	off
reactions	designed	to	evade	or	avoid	those	limits.	In	addition,	technological	changes
impinge	 upon	 the	 profit	 potential	 of	 units	 in	 the	 financial	 structure	 in	 a	 variety	 of
ways.	As	a	result	of	institutional	and	usage	responses	to	constraints	and	technological
changes,	 the	effect	upon	the	operations	of	an	economy	of	a	particular	 legislated	and
administered	 regime	 will	 change.	 Even	 though	 the	 formal	 Roosevelt	 financial
structure	has	 largely	 remained	 in	place	 since	 the	1930s,	 the	operating	details	of	 the
structure—as	 well	 as	 the	 consequences	 of	 the	 structure	 for	 the	 financing	 of	 “the
capital	development	of	the	economy,”	the	portfolios	of	households,	and	the	stability	of



the	economy—have	changed.
	
As	 households,	 firms,	 government	 units,	 and	 financial	 institutions	 learn	 how	 a	 new
legislated	 financial	 system	works,	 they	modify	 their	 behavior	 so	 that	 they	 can	 best
profit	 within	 this	 new	 structure.	 In	 50	 years	 such	 changes	 have	 led	 firms	 to	 use
proportionally	 less	 internal	 finance	 and	 new	 equity	 issues,	 and	 more	 debt	 for	 the
financing	of	investment,	even	as	financial	market	changes	facilitated	the	greater	use	of
debt	 to	 hold	 positions	 in	 existing	 assets.	 Over	 the	 same	 time	 frame,	 financial
institutions	changed	their	portfolios	so	that	private	default-possible	debt	weighed	more
heavily	 in	 the	 structure	 of	 assets,	 and	 a	 general	 shortening	of	 debt	 relative	 to	 assets
took	 place.	As	 a	 result	 a	 once-robust	 financial	 system	 became	 increasingly	 fragile:
fragility	 implies	 an	 increased	 likelihood	 that	 a	 small	 stimulus	 will	 lead	 to	 large
changes.	A	fragile	financial	structure	leads	to	an	economy	that	is	unstable;	that	is,	more
vulnerable	to	a	debt	deflation.
	
No	serious	threat	of	a	financial	crisis	occurred	between	the	end	of	the	Second	World
War	and	1968.	In	1968,	the	repercussions	in	the	commercial	paper	market	[from]	the
default	 of	 the	 Penn	Central	Railroad	 on	 its	 commercial	 paper	 rudely	 awakened	 the
complacent	Federal	Reserve	Board	of	Governors	to	remember	its	responsibilities	for
maintaining	the	stability	of	the	financial	system.	Since	1968	the	Federal	Reserve	has
been	forced	on	more	than	one	occasion	to	take	steps	to	abort	what	it	deems	to	be	an
embryonic	financial	crisis	arising	from	a	lack	of	liquidity	of	some	set	of	institutions	or
markets.
	
The	 big-government	 capitalisms	 of	 the	 1950s	 and	 1960s	 succeeded	 in	 moderating
business	 cycles	 because	 the	 deficits	 that	 big	 governments	 ran	when	 income	 turned
down	sustained	business	profits	when	investment	lagged.	One	significant	result	of	the
short	 and	 shallow	 recessions	of	 the	1950s	 and	1960s	was	 that	 the	market	 power	of
unions	and	large	oligopolist	firms	was	strengthened.	The	strong	trade	unions,	the	lack
of	sustained	unemployment,	and	transfer	payments	abetted	the	improvement	of	the	lot
of	those	near	the	bottom	of	the	income	distribution.
	
Inflationary	pressures	resulted	from	the	combination	of	higher	unit	labor	costs	and	the
market	power	of	firms.
	
President	Kennedy	caught	 the	flavor	of	 the	experience	of	 the	first	 two	decades	after
the	Second	World	War	 in	 the	aphorism	“A	rising	 tide	 lifts	all	boats.”	This	aphorism



has	been	negated	by	the	experience	of	[the]	1980s,	when	the	lot	of	those	at	the	bottom
stagnated	or	deteriorated	even	though	aggregate	income	measures	indicated	continued
improvement.	 It	 seems	 clear	 that	 capitalisms	 can	 function	 in	 a	 variety	 of	 different
ways	and	 that	preference	systems	and	 the	 technical	conditions	of	production	do	not
lead	to	a	“law	of	distribution.”
	
If	capitalisms	are	 to	be	successful	 in	 the	21st	century	 they	are	 likely	 to	be	different
from	 the	models	with	which	we	 are	 familiar.	The	 new	model	 of	Roosevelt	 showed
that	Kennedy’s	aphorism	can	be	true.	As	a	result,	the	ends	that	a	successful	economy
needs	 to	 achieve	 include	 a	 wider	 distribution	 of	 the	 fruits	 of	 prosperity	 than	 was
achieved	over	extended	periods	of	time	by	the	pre-1930s	model	capitalism.
	
6.	Why	Are	the	Capitalist	Economies	Now	in	Crisis?
Reagan	 and	 Thatcher	 tried	 to	 overthrow	 the	 big-government	 interventionist
capitalisms	 that	 they	 inherited.	 In	 the	United	States	 the	major	 substantive	economic
changes	of	the	Reagan	years	were:

(a)	the	destruction	of	the	revenue	system;
(b)	the	emergence	of	an	economy	that	was	structurally	dependent	upon	the
government’s	deficit	financing	of	a	budget	that	was	mainly	devoted	to	transfer
payments	(including	interest	on	the	government’s	debt)	and	military	spending;
(c)	a	high-consumption	economy	due	to	the	increases	in	the	inequality	of
income	distribution	and	in	entitlements;
(d)	the	fall	in	the	real	wage	of	a	large	portion	of	the	labor	force;
(e)	a	fragile	financial	system;	and
(f)	a	rising	tide	of	un-	and	underemployment.

After	a	spurious	prosperity,	largely	based	upon
(a)	an	unproductive	government	deficit,
(b)	an	enormous	expansion	of	the	financial	services	industry,	and
(c)	financing	schemes	that	left	the	country	with	an	excess	supply	of	office
structures,	highly	indebted	firms,	and	nonperforming	assets,

the	 economy	 of	 the	 United	 States	 has	 virtually	 stagnated	 for	 some	 five	 years.
Furthermore,	government	spending	became	even	more	inefficient	as	an	instrument	to
create	resources,	because	the	high	interest	rates	that	were	a	long-lasting	legacy	of	the
experiment	in	practical	monetarism	of	the	Volcker	era	and	the	great	expansion	of	the
government	debt	resulted	in	a	huge	item	in	the	budget	called	“interest	on	the	debt.”



	
The	Reagan–Thatcher–Bush	experience	is	a	second	failure	of	the	laissez-faire	model.
It	 showed	 that	 the	 laissez-faire	 model	 of	 capitalism	 cannot	 meet	 the	 performance
standards	established	in	the	1950s	and	1960s.
	
The	 Clinton	 administration	 is	 groping	 toward	 the	 invention	 of	 a	 “new”	 new
capitalism.	 This	 “new”	 new	 model	 accepts	 the	 central	 tenet	 of	 Rooseveltian
capitalism,	which	is	that	effective	capitalism	requires	a	large	government	sector,	but	it
shifts	government	spending	to	financing	resource	creation	and	the	efficient	delivery	of
those	services	for	which	fee-for-services	mechanisms	for	the	rationing	of	access	and
the	recovery	of	costs	are	either	not	effective	or	carry	unacceptable	social	costs.14

	
7.	Essential	Flaws	of	Capitalism
I	have	not	addressed	the	questions	of	what	are	the	flaws	that	made	capitalism	a	failure
in	1933	and	again	in	these	days,	and	whether	these	flaws	are	the	result	of	attributes	of
capitalism	which	 are	 its	 essential	 characteristics.	One	 striking	 flaw	 of	 capitalism—
which	 was	 identified	 by	 Marx	 and	 Keynes—is	 its	 inability	 to	 maintain	 a	 close
approximation	to	full	employment	over	extended	periods	of	time.	The	abysmally	low
standards	 of	 living	 that	 now	 exist	 within	 even	 relatively	 successful	 capitalisms	 are
largely	 side	effects	of	 the	 inability	 to	attain	and	 sustain	 such	approximations	 to	 full
employment.
	
Keynes	 imputed	 this	 failure	 to	 the	 fact	 that	 capitalism	 is	 not	 merely	 a	 market
economy:	 it	 is	 also	 a	 financial	 system.	A	 fundamental	 aspect	 of	 capitalism	 is	 that
there	 are	two	 sets	 of	 prices.	 One	 set	 consists	 of	 the	 prices	 of	 current	 output.	 The
second	 set	 consists	 of	 the	 prices	 of	 assets,	 both	 the	 capital	 assets	 used	 by	 firms	 in
production	and	 the	financial	 instruments	 that	 firms	 issue	 in	order	 to	gain	control	of
the	fixed	and	working	capital	they	need	(see	Minsky	1975;	1986).
	
Current	 output	 prices	 carry	 profits	 and	 are	 the	 mechanism	 by	 which	 costs	 are
recovered.	In	the	abstract,	these	prices	are	keyed	to	the	money	wage	rate.	The	prices
of	 capital	 assets	 and	 financial	 instruments	 are	 present	 prices	 for	 future	 streams	 of
incomes.	The	proximate	determinants	are	determined	in	different	sets	of	markets.	As	a
result,	 they	 are	 capable	 of	 varying,	 and	 they	 do	 vary,	 with	 respect	 to	 one	 another.
Markets	do	not	constrain	capital	asset	and	current	output	prices	to	a	constant	ratio.
	



The	 financial	 instruments	 issued	 by	 firms	 are	 held	 by	 households	 and	 financial
institutions,	 such	 as	 banks,	 pension	 and	 mutual	 funds,	 and	 insurance	 companies.15
Ever	 since	 the	 corporation	became	 the	 dominant	 form	of	 business	 organization,	 the
liabilities	of	firms	include	equity	shares	as	well	as	debts.	The	equity	shares	and	some
debts	 of	 some	 companies	 are	 freely	 traded	 on	 public	markets:	 the	market	 value	 of
these	instruments	depends	upon	publicly	available	information.	In	practice,	the	price
level	of	assets	 in	a	capitalist	economy	is	an	 index	of	 the	market	price	of	shares	and
debts.16

	
The	reforms	of	the	financial	system	during	the	Roosevelt	era	made	transparency	the
overriding	 principle	 for	 corporate	management	 and	 the	 operation	 of	markets	where
financial	 instruments	 are	 issued	 and	 traded.	 Information	 about	 the	 operations	 of
corporations	 and	 of	 markets	 on	 which	 equity	 shares	 are	 traded	 was	 to	 be	 freely
available.17

	
Other	 liabilities	 of	 corporations—debts	 to	 banks	 and	 private	 placements—do	 not
depend	upon	publicly	available	information,	but	rather	on	negotiation	and	discovery.
Such	debts,	which	are	not	marketable,	can	be	syndicated	among	institutions,	such	as
banks,	 insurance	 companies,	 and	 pension	 funds,	 which	 are	 deemed	 to	 be
knowledgeable	about	processing	private	information.
	
As	a	result	of	the	security	market	reforms	of	the	Roosevelt	era	the	law	caught	up	with
the	fact	that	modern	capitalism	is	corporate	capitalism.
	
Over	the	40-plus	months	of	the	great	contraction	the	price	level	of	current	output	fell
by	33	percent,	whereas	 the	price	 level	of	equities	on	 the	stock	exchanges	fell	by	85
percent.	 If	 the	 ratio	of	 the	prices	of	old	and	new	capital	assets	was	greater	 than	1:1
before	1929,	in	1933	the	ratio	of	old	to	new	was	1:4.	In	1933	no	one	would	order	new
investment	 output	 when	 the	 second-hand	 market	 for	 capital	 assets	 was	 full	 of
bargains.
	
In	standard	economic	 theory,	prices	are	 the	 terms	upon	which	alternative	goods	and
services	are	available.	As	the	theory	is	set	up,	all	that	really	matters	are	relative	prices.
However,	 to	 producers	 in	 a	 capitalist	 economy	 output	 prices	 recapture	 wage	 and
material	costs	and	carry	profits	(gross	capital	income).	These	profits	enable	a	firm	to
pay	the	interest	and	principal	that	is	due	on	debts,	and	to	provide	funds	for	dividends
and	retained	earnings.18	Inasmuch	as	debts	are	almost	always	denominated	in	money,



to	producers	nominal	prices	matter.	In	the	markets	where	assets,	financial	and	real,	are
traded,	prices	reflect	present	views	about	future	money	flows.	The	market	value	of	a
firm	 is	 a	 capitalization	 of	 its	 nominal	 profits	 and	 therefore	 it	 is	 stated	 in	 nominal
terms.
	
In	a	progressive	capitalist	 economy	 investment	outputs	 are	 a	part	of	 current	output.
When	 investment	outputs	 are	 completed	 they	 are	 assimilated	 to	 the	 stock	of	 capital
assets:	the	investing	firm	pays	the	investment	producer	for	the	investment	good.	This
payment	 is	made	with	 internal	 funds	(retained	earnings),	 funds	raised	by	 the	sale	of
equities,	and	funds	raised	by	debts,	either	as	borrowings	from	banks	or	as	the	receipts
from	 the	 sale	 of	 bonds.	 At	 the	 moment	 of	 purchase	 the	 value	 of	 a	 particular
investment	 output	 changes	 from	 being	 determined	 by	 the	 sale	 price	 to	 being
determined	by	 the	present	value	of	 the	 future	 incomes	 that	 operating	 and	otherwise
using	this	asset	is	expected	to	generate.
	
In	 practice,	 in	 a	 modern	 rich	 capitalist	 economy	 corporations	 are	 the	 principal
proximate	 recipients	of	 capital	 income	or	gross	profits.	A	capitalist	 economy	can	be
viewed	as	 a	 set	of	 interrelated	balance	 sheets	 and	 income	statements.	There	are	 two
ultimates	in	this	formalization:	firms,	which	own	the	capital	stock	of	the	economy;	and
households,	 which	 own	 the	 financial	 liabilities	 of	 other	 units	 as	 assets.	 Financial
institutions	stand	between	firms	and	households.	Today,	to	a	large	extent,	the	liabilities
(equities	 and	 debts)	 of	 firms	 are	 owned	 by	 financial	 intermediaries	 of	 one	 type	 or
another	and	the	assets	of	households	are	largely	liabilities	of	financial	intermediaries.
	
These	 intermediaries—banks,	 savings	 institutions,	 insurance	 companies,	 mutual
funds,	and	pension	funds,	to	identify	the	most	prominent	financial	intermediaries—are
self-seeking	(profit-seeking)	institutions.	In	a	modern	capitalist	economy,	maximizing
behavior	 is	not	 restricted	 to	households	and	firms	 that	own	capital	assets:	 the	entire
array	 of	 financial	 intermediaries	 seeks	 profits.	 Each	 profit-seeking	 financial
intermediary	has	its	own	agenda;	they	are	not	charitable	institutions.
	
Of	 these	 profit-seeking,	 private-agenda	 financial	 organizations,	 one	 set	 plays	 an
exceptionally	delicate	role	in	capitalist	economies.	This	set	consists	of	the	investment
or	merchant	bankers	who	either	as	brokers—who	bring	buyers	and	sellers	together—
or	dealers—who	take	financial	liabilities	into	their	own	accounts—act	as	midwives	to
company	startups	and	the	financing	of	continuing	operations.
	



Essentially,	these	operators	have	superior	knowledge	about	their	customers	who	need
financing	(those	who	have	a	need	for	funds)	and	their	customers	who	need	outlets	in
which	 money	 can	 be	 placed.	 They	 turn	 this	 private	 knowledge—of	 the	 conditions
under	which	funds	are	desired	and	the	conditions	under	which	funds	are	available—to
their	 own	 advantage,	 even	 as	 they	 perform	 the	 social	 function	 of	 selecting	 the
investments	that	the	economy	makes.
	
These	 financial	 intermediaries	 are	 of	 critical	 importance	 in	 determining	 the	 values
attached	to	capital	assets	as	collected	infirms.	In	a	balance	sheet	the	book	value	of	the
owner’s	inter-est	 in	the	firm	is	the	difference	between	the	sum	of	the	values	entered
for	capital	and	financial	assets	and	the	value	of	debts.	Dividing	the	book	value	of	the
owner’s	equity	by	the	number	of	outstanding	shares	yields	the	book	value	of	a	share.
However,	 for	 the	 main	 companies	 in	 a	 large	 economy,	 there	 is	 a	 thick	 market	 for
equity	shares	and	this	market	value	may	be	less	 than,	equal	 to,	or	greater	 than	book
value.	A	main	consideration	in	decisions	to	invest	is	that	the	market	valuation	of	the
capital	assets	needs	to	exceed	the	supply	price	of	the	investment	output,	with	a	margin
of	safety	that	allows	for	the	riskiness	of	the	project.
	
One	consequence	of	the	introduction	of	these	layers	of	profit-seeking	organizations	in
the	markets	which	 determine	 the	 value	 of	 financial	 instruments	 is	 that	 the	 value	 of
financial	instruments,	and	therefore	the	value	imputed	to	capital	assets,	can	and	does
vary	 independently	 of	 the	 cost	 of	 investment	 outputs.	 Furthermore,	 the	 extent	 to
which	internal	funds	are	expected	to	be	available	to	finance	investment	depends	upon
the	 excess	 of	 anticipated	 cash	 flows	 from	 operations	 over	 the	 amount	 needed	 to
service	liabilities	that	were	issued	to	finance	such	acquisitions	in	the	past.
	
Because	the	capitalization	rate	depends	upon	present	views	of	the	future	and	the	value
of	 the	secure	assets	 in	portfolios,	 the	 ratio	of	market	price	of	capital	 in	 firms	 to	 the
market	price	of	investment	outputs	can	vary.	The	very	structuring	of	the	argument	in
terms	of	a	demand	for	investment	output	that	depends	upon	the	capitalizing	of	future
profits	and	the	determination	of	the	supply	price	of	outputs	as	dependent	upon	labor
costs	of	producing	these	outputs	ensures	that	the	supply	and	demand	relations	would
not,	in	economist	jargon,	be	homogeneous	of	degree	zero	in	either	money	or	in	money
wages.	The	result	would	also	not	be	independent	of	the	extent	to	which	positions	of
market	power	are	capitalized	into	the	price	level	of	capital	assets.	Thus,

(a)	the	capitalist	technique	of	valuing	outputs	and	valuing	capital	assets,
(b)	the	market	determination	of	liability	structures,	and



(c)	the	possibility	of	sharp	increases	and	decreases	in	the	t	price	of	capital	assets
and	financial	instruments

lead	to	system-determined	increases	and	decreases	in	the	price	of	assets	relative	to	the
price	level	of	current	output.	This	ratio	feeds	into	the	amount	of	investment	financed,
which	in	turn	leads	to	the	flow	of	current	profits.19

	
Once	 current	 profits	 fall	 sufficiently,	 or	 the	 carrying	 costs	 of	 debts	 [increase]
sufficiently,	 so	 that	 the	 cash	 flows	earned	by	operations	or	 from	 financial	 assets	by
highly	 indebted	 operations	 are	 insufficient	 to	meet	 commitments	 on	 liabilities,	 then
the	 pressure	 of	 the	 need	 to	 validate	 debts	 (and	 for	 depository	 institutions	 to	 meet
withdrawals)	 leads	 to	 a	 proliferation	 of	 attempts	 to	 make	 positions	 by	 selling	 out
positions.	The	result	can	be	a	sharp	fall	in	asset	values.	A	downward	spiral	in	which
investment	ceases	and	profits	evaporate	can	occur:	the	end	result	of	overindebtedness
can	be	a	great	or	a	serious	depression.
	
Although	 the	 obvious	 flaw	 in	 capitalism	 centers	 around	 its	 inability	 to	 maintain	 a
close	approximation	 to	 full	employment,	 its	deeper	 flaw	centers	around	 the	way	 the
financial	system	affects	the	prices	of	and	demands	for	outputs	and	assets,	so	that	from
time	 to	 time	 debts	 and	 debt	 servicing	 rise	 relative	 to	 incomes	 and	 conditions
conducive	 to	 financial	 crises	 are	 endogenously	 generated.	 Once	 such	 a	 crisis	 is
triggered,	 a	 collapse	 of	 investment	 followed	 by	 a	 long-lasting	 depression
accompanied	by	mass	unemployment	will	take	place,	unless	a	combination	of	lender-
of-last-resort	 interventions	 by	 the	 central	 bank,	 which	 sustain	 asset	 prices,	 and
enlarged	government	deficits,	which	sustain	profits,	takes	place.20

	
This	financial	flaw	cannot	be	eradicated	from	any	form	of	market	capitalism	in	which
liabilities	 exist	 that	 are	 prior	 commitments	 of	 the	 gross	 nominal	 profit	 flows	 of
businesses.	 Reforms	 which	 constrain	 the	 possibility	 of	 using	 excessive	 debts	 for
specified	purposes	were	part	of	the	new	model	capitalism	of	the	1930s.	Many	aspects
of	these	constraints	were	rendered	ineffective	by	institutional	evolution	by	the	1980s.
In	particular,	constraints	upon	the	assets	eligible	for	the	portfolios	of	the	savings	and
loan	 associations	 were	 relaxed.	 The	 result	 was	 a	 series	 of	 crises	 of	 financial
institutions	and	corporate	indebtedness.	A	big	depression	did	not	happen	in	the	early
1990s	 because	 the	 government	 validated	 the	 debts	 of	 the	 financial	 institutions	 that
became	insolvent,	and	huge	government	deficits	sustained	profits.21

	



The	new	model	capitalisms	that	emerged	out	of	the	Great	Depression	and	the	Second
World	War	had	much	larger	government	sectors	 than	 the	failed	model	of	 the	1920s.
Central	 banks	 were	 no	 longer	 constrained	 by	 the	 gold	 standard:	 they	 were	 now
expected	 to	 use	 their	 ability	 to	 affect	 the	 behavior	 of	 banks	 to	 sustain	 income	 and
employment	and	contain	any	 thrust	of	 the	economy	to	an	accelerating	 inflation	or	a
deep	deflation.	The	ability	of	a	country	to	float	its	currency	was	much	greater	and	the
responsibility	 for	 maintaining	 aggregate	 demand	 by	 government,	 and	 even	 by
international	cooperation,	was	acknowledged.
	
For	much	of	the	period	in	which	the	new	interventionist	model	worked	well,	the	sole
governor	of	the	international	system	was	the	United	States’	commitment	to	maintain
its	domestic	economy	at	a	relatively	close	approximation	to	full	employment	and	its
willingness	 to	 run	a	 trade	deficit.	This	power	of	 the	United	States	within	 the	world
economy	has	been	eroded	as	it	has	become	a	smaller	part	of	the	world	economy.
	
Capitalism	failed	in	1929	because	of	the	flaw	inherent	in	the	two-price-system	nature
of	 capitalism.	 In	 the	 1930s	 and	 after	 the	 Second	 World	 War	 capitalism	 was
reconstructed	with	a	much	greater	government	sector,	which	in	the	United	States	was
largely	devoted	to	sustaining	consumption	and	military	spending.	Private	investment
remained	 the	 major	 determinant	 of	 the	 increase	 in	 productive	 capacity,	 and	 the
amount	of	private	 investment	still	 rested	upon	the	price	 level	of	capital	assets	being
greater	 than	 the	 supply	 price	 of	 investment	 outputs.	 The	 flaw	 in	 capitalism—that
overindebtedness	 can	 lead	 to	 a	 sharp	 decline	 in	 the	 ability	 to	 validate	 debts	 and
therefore	to	a	sharp	fall	in	the	value	of	capital	assets	as	collected	in	firms—remained,
even	 though	 the	 structure	 of	 assets	 and	 liabilities	 in	 the	 first	 two	 decades	 after	 the
Second	World	War	did	not	allow	for	a	debt	deflation	to	occur.
	
8.	Recent	History
The	recent	history	of	the	United	States	is	a	history	of	thrusts	toward	a	debt	deflation
that	 were	 contained	 by	 a	 combination	 of	 central	 bank	 intervention	 and	 massive
government	deficits.	The	contained	depression	of	the	early	1990s	first	led	to	a	sharp
fall	in	short-term	interest	rates	and,	with	a	lag,	by	a	fall	in	longer-term	interest	rates.
This	 fall	 in	 interest	 rates	 raised	 the	 present	 values	 of	 income	 streams:	 asset	 values
increased.	This	rise	has	abated	the	turbulence	in	US	financial	markets.
	
The	capitalism	that	failed	over	1929–33	was	a	small-government,	constrained-central-



bank,	essentially	laissez-faire	economy.	The	capitalism	that	had	a	good	run	after	 the
Second	World	War	was	a	big-government,	interventionist	economy	with	central	banks
that	were	less	constrained	than	during	the	interwar	years.
	
The	post–Second	World	War	model	of	capitalism	was	so	successful	over	the	first	20-
plus	years	after	 the	war	 that	some	are	given	to	calling	that	period	a	Golden	Age.	In
truth,	it	was	not	a	utopian	Golden	Age,	for	each	of	us	can	find	fault	with	some	details
of	 the	economy	of	the	1950s	and	1960s.	But	 that	performance	might	very	well	be	a
practical	best.	On	an	 absolute	 scale,	 the	most	 recent	20-plus	years	 after	 the	Second
World	War	have	not	been	bad,	but	they	suffer	by	comparison	with	the	early	postwar
period.	However,	a	clear	path	of	deterioration	is	discernible	over	recent	years,	in	part
because	 of	 policies	 such	 as	 those	 which	 Reagan	 and	 Thatcher	 exemplify,	 in	 part
because	of	the	way	in	which	protracted	success	led	to	an	acceptance	of	commitments
to	 pay	 which	 erode	 the	 margins	 of	 safety	 that	 make	 capitalist	 firms	 and	 financial
institutions	resilient.
	
The	 junk	bond	episodes	and	 the	commercial	construction	excesses	are	built	 into	 the
way	 in	 which	 business	 people	 and	 bankers	 interact	 in	 a	 capitalist	 economy.	 Only
capitalist	 economies	 in	 which	 the	 regulatory	 agencies	 have	 stronger	 and	 more
sophisticated	controls	 than	 those	of	 the	regulatory	agencies	 in	 the	United	States	can
avoid	the	financial	excesses	that	bring	financially	complex	economies	to	the	brink	of
collapse.
	
9.	Dimensions	of	the	Crisis	in	Policy
“Why	are	 the	welfare	states	of	post–Second	World	War	capitalist	economies	now	in
crisis?”	is	the	[next]	question.	I	can	answer	for	the	United	States.
	
The	Social	Security	system,	which	is	the	keystone	of	the	welfare	state	in	the	United
States,	was	never	adjusted	for	the	enormous	increase	in	life	expectancy	over	the	past
60	years.	If	life	expectancies	now	were	as	they	were	60	years	ago	there	would	be	no
crisis	 in	 the	Social	Security	part	of	 the	United	States’	welfare	 state.	The	solution	 to
this	 is	 rather	 simple:	 increase	 the	 age	 at	 which	 people	 retire.	 However,	 this	 would
increase	the	labor	force.	Therefore,	there	is	a	need	to	increase	the	number	of	available
jobs.
	
Another	problem	of	the	welfare	state	in	the	United	States	is	with	what	is	there	called



“welfare.”	 This	 system—Aid	 to	 Families	 with	 Dependent	 Children	 (AFDC)—
provides	 cash	 and	 in-kind	 support	 (medical	 care,	 housing,	 and	 food	 subsidies)	 to
families	with	children,	 if	 income	from	work	or	assets	 is	not	available	 to	support	 the
children.	In	practice,	a	significant	part	of	the	population	that	is	welfare-dependent	is
seemingly	locked	into	a	pattern	of	dependency:	women	who	were	raised	by	recipients
of	AFDC	 have	 children	who	 in	 turn	 are	 being	 raised	 by	 a	woman	 on	AFDC.	This
welfare	problem	is	increasingly	viewed	as	a	disaster	in	terms	of	the	well-being	of	the
recipients.	However,	the	alternative	to	welfare	is	work	for	the	mother	and	child	care
for	the	children.
	
Welfare	reform	leads	to	a	similar	problem	as	Social	Security	reform.	To	have	people
who	are	now	on	welfare	or	on	Social	Security	entering	the	labor	force	increases	the
demand	for	jobs.	The	problems	of	the	welfare	state	in	the	United	States	stem	from	the
inability	to	achieve	and	sustain	tight	full	employment.
	
We	now	live	in	a	world	where	less	than	3	percent	of	the	United	States’	labor	force	is
in	 agriculture	 and	 where	 a	 decreasing	 percentage	 of	 workers	 can	 produce	 all	 the
standard	manufactured	goods	that	the	economy	demands.	There	is	a	need	to	support
more	workers	 in	 the	production	of	socially	useful	outputs	 that	are	not	manufactured
goods	 and	 where	 the	 costs	 may	 not	 be	 recoverable	 by	 any	 simple	 fee-for-services
arrangement.	In	the	United	States,	military	spending,	on	both	weapons	and	manpower,
supported	 workers	 whose	 costs	 were	 not	 covered	 by	 incomes	 based	 upon	 fees	 for
services.	 Taxes	 and	 government	 borrowing	 raised	 the	 funds	 for	 these	 expenditures.
There	is	a	need	to	replace	the	military	use	of	available	resources	with	other	forms	of
resource	use	which,	like	military	spending,	do	not	depend	for	their	funding	upon	fees
for	services.
	
There	is	one	crisis	in	the	American	welfare	state	apparatus	which	is	different	in	kind
from	 those	 in	 Europe.	During	 the	 Second	World	War	 the	United	 States	 began	 job-
related	health	care	“insurance”	and	job-related	supplements	to	Social	Security	in	the
form	 of	 defined	 benefit	 pensions	 that	 were	 liabilities	 of	 corporations.	 Many
corporations	also	took	responsibility	for	the	health	care	of	their	retired	workers.	These
pensions	 were	 not	 funded	 until	 the	 1970s,	 and	 even	 now	 many	 are	 only	 partially
funded.	These	pensions	typically	are	vested	after	quite	a	few	years	on	the	job	and	until
recently	were	not	portable:	workers	were	tied	to	corporations	which	presumably	had
secure	market	positions	in	perpetuity.
	



Over	 the	 past	 several	 years	 a	 large	 number	 of	 the	 great	 corporations	 of	 the	United
States	 have	 had	 serious	 financial	 difficulties.	 Some	 have	 gone	 into	 bankruptcy	 and
others	have	downsized	dramatically.	Firms	have	taken	drastic	steps	to	reduce	not	only
their	 shop-floor	 workers	 but	 also	 their	 overheads.	 Security	 of	 employment	 in	 the
United	States	was	never	as	great	as	in	Japan,	but	it	certainly	was	much	greater	in	the
past	than	it	is	today.
	
The	newly	revealed	vulnerability	of	corporations	means	that	the	private-pension	and
health-care	 systems	 of	 the	 postwar	 period	 are	 no	 longer	 viable.	 The	 Clinton
administration	is	attacking	the	problems	of	our	health-care	system.	As	yet	there	is	no
serious	 attack	 on	 the	 problems	 of	 the	 pension	 system	 that	 supplements	 Social
Security.
	
The	Clinton	administration	is	a	repudiation	of	the	economics	and	social	policies	of	the
Reagan–Bush	years.	It	accepts	that	there	are	government	functions	which	are	legacies
of	the	past	which	need	to	be	reconsidered.	It	denies	the	conservative	assertion	about
the	 incompetence	 of	 government.	The	 administration	 also	 recognizes	 that	 programs
such	as	welfare,	Social	Security,	and	health	care	require	reformulation.
	
A	big	 issue	as	yet	not	addressed	is	how	the	United	States	 is	going	to	administer	 the
industrial	policy,	which	up	to	now	has	been	carried	in	the	military	budget.	The	United
States	 still	 has	 an	unrivaled	 resource	 in	 the	 depth	 and	wide	distribution	of	 research
universities:	almost	every	state	has	one	or	more,	usually	quite	serious,	establishments.
Many	 of	 these	 state	 universities	 have	 strong	 applied-research	 interests,	 usually	 in
fields	that	are	closely	related	to	the	state’s	economy.	The	harnessing	of	the	power	to
create	 and	 invent	 that	 such	 universities	 have,	 and	 the	 transformation	 of	 the
development	arms	of	the	Defense	Department	into	a	civilian	advanced-project	agency,
are	frontiers	that	the	Clinton	administration	will	have	to	address	as	they	fully	develop
an	industrial	policy.
	
The	 end	 result	 of	 the	 Clinton	 administration	 is	 likely	 to	 be	 a	 “new”	 new	 model
capitalism	that	uses	the	model	put	in	place	in	the	1930s	as	its	point	of	departure.	This
“new”	 new	 model	 will	 not	 repudiate	 or	 attempt	 to	 dismantle	 the	 old	 new	 model,
which	was	 the	 aim	 of	 Reagan.	 The	 “new”	 new	model	 of	 capitalism	will	 explicitly
recognize	 that	 the	 achievement	 of	 a	 full	 employment	 economy	 must	 come	 from
organizations	 that	 are	 neither	 typical	 private	 corporations	 nor	 government
departments,	as	we	have	understood	them	in	the	United	States.



	
Initially,	the	corporation	was	a	private	organization	chartered	by	a	special	act	to	carry
out	 a	 public	 function.	 We	 can	 expect	 the	 “new”	 new	 model	 capitalism	 to	 create
corporations	which	mix	private	 and	public	 funding	 to	 carry	out	 programs	 that	 have
social	purposes.	We	can	see	glimpses	of	this	in	ideas	that	are	being	floated	for	health
maintenance	organizations,	for	 the	development	of	 technologies,	and	for	community
development	 banking.	 It	 is	 not	 a	 matter	 of	 picking	 winners	 in	 some	 technological
struggle,	 but	 rather	 a	 matter	 of	 defining	 needs	 that	 can	 be	 filled	 with	 known
techniques	but	which	require	special	organizations	to	carry	them	out.
	
There	may	well	be	some	experimentation	in	taxation.	The	progressive	income	tax	was
compromised	 by	 Reagan.22	 The	 argument	 that	 consumption	 is	 a	 fairer	 basis	 for
taxation	 than	 income	 is	gaining	 some	 following.	 It	 is	doubtful	whether	 the	political
courage	exists	 to	recognize	that	 the	logic	of	a	consumption	tax	requires	that	 the	fair
rental	 value	 of	 owner-occupied	 housing	 should	 be	 entered	 into	 the	 consumption
measure	used	for	calculating	the	tax.	However,	a	thorough	and	logical	consumption-
based	 tax	system	would	simultaneously	 reintroduce	meaningful	progression	 into	 the
tax	 system	 and	 cut	 through	 the	 confusions	 relating	 to	 capital	 gains	 and	 pension
schemes.
	
As	was	mentioned	earlier,	pensions	are	a	policy	problem,	due	to	the	American	system
of	 a	 government	 Social	 Security	 system	 supplemented	 by	 private	 pension	 schemes,
which	in	turn	are	publicly	supported	by	the	exemption	from	taxation	of	income	placed
in	 pension	 funds,	 either	 at	 the	 corporate	 level	 or	 at	 the	 beneficiary	 level.23
Furthermore,	 the	 income	earned	by	 the	assets	held	by	pension	 funds,	as	well	 as	 the
portfolio	 gains,	 are	 exempt	 from	 taxes	 until	 the	 beneficiary	 begins	 to	 receive	 a
pension	from	the	fund.
	
10.	Conclusion
In	a	 tentative	way	 the	Clinton	administration	 is	 trying	 to	discover	 the	contours	of	a
“new”	new	model	of	capitalism:	as	yet	it	is	not	a	conscious	quest.	But	as	one	item	in
the	 menu	 of	 unmet	 needs	 leads	 to	 yet	 another,	 and	 as	 the	 administration	 seeks	 to
define	 “the	 better”	 the	 country	 deserves,	 a	 “new”	 new	 model	 of	 capitalism	 will
emerge	which	has	as	its	anchors	a	commitment	to	full	employment	and	a	partnership
of	 public	 and	 private	 agencies	 in	 the	 development	 of	 resources.	 This	 “new”	 new
model	will	be	based	upon	a	more	explicit	recognition	than	anything	that	has	hitherto



guided	 policy	 in	 the	 United	 States:	 that	 the	 capitalist	 market	 technique	 of	 creating
resources	 is	 flawed	 in	 that	 it	 is	 inherently	 myopic	 and	 needs	 to	 be	 permanently
supplemented	by	the	long	view	that	government	alone	can	have.	Furthermore,	in	the
complex	system	of	product,	labor,	and	financial	markets	that	is	a	capitalist	economy,
the	 market	 mechanisms	 cannot	 achieve	 and	 maintain	 full	 employment.	 Institutions
which	supplement	private	employment	with	an	open-ended	supply	of	jobs	are	needed
for	capitalism	to	be	successful.
	
Capitalism	succeeded	because	 it	 is	 a	 system	 that	can	 take	many	 forms,	whereas	 the
Soviet	 model	 of	 communism	 was	 unable	 to	 change	 its	 forms.	 Once	 a	 “new”	 new
model	of	capitalism	that	is	successful	is	put	in	place,	we	can	be	sure	that	the	success
will	 be	 transitory.	 For	 any	 model	 of	 capitalism	 that	 succeeds	 for	 a	 time	 will	 have
features	that	constrain	short-sighted	myopic	behavior	which	is	to	the	apparent	benefit
of	 some	 economic	 agents.	 As	 a	 result,	 the	 efficacy	 of	 a	 particular	 structure	 of
institutions	and	usages	to	bring	about	a	successful	economy	will	diminish.
	
Long	ago	Abba	Lerner	summed	up	the	view	put	here	as	arguing	that	success	brings
into	 play	market	 developments	 that	 breed	 failure.	 The	 problem	 of	 discovering	 and
putting	in	place	the	institutions	of	a	successful	capitalism	cannot	be	solved	once	and
for	all.	Success	is	transitory.	Future	generations	will	have	to	confront	a	later	version	of
the	problem	we	now	face:	to	turn	a	failing	capitalism	into	a	successful	capitalism.
	
Notes
1.	This	is	a	quite	broad	reworking	of	a	paper	I	presented	in	Milan,	March	18–20,	1993,	at	a	conference	on	“The
Structure	of	Capitalism	and	the	Firm	in	Contemporary	Society.”	The	call	for	that	conference	read:	“When	the
whole	world,	so	to	speak,	is	capitalist	it	is	timely	and	useful	to	question	the	limits	of	capitalism,	its	ability	to
provide	answers	to	new	contemporary	problems,	and	the	scope	for	intellectual	innovations	capable,	to	some	degree
at	least,	of	remedying	such	limitations.”
2.	Roosevelt	was	inaugurated	on	March	4,	1933.	Hitler	had	taken	power	on	January	20,	1933.	Newspapers	like	the
Hearst	press	(which	supported	Roosevelt	in	the	campaign	of	1932)	found	much	to	praise	in	Mussolini’s	Fascism.
Anti-laissez-faire	ideas,	such	as	President	Theodore	Roosevelt’s	New	Nationalism,	which	looked	to	some	form	of
state	capitalism	as	a	means	of	resolving	problems	of	cyclical	instability,	insider	manipulation	of	the	financial
system,	growing	importance	of	oligopoly,	and	the	obvious	inequality	of	income	distribution,	were	very	much	“in
the	air.”	The	Hoover	administration	had	put	in	place,	although	they	did	not	do	much	with	it,	the	Reconstruction
Finance	Corporation,	a	government	investment	bank,	which	was	a	key	organization	in	the	Franklin	Roosevelt
variety	of	state	capitalism.	Several	government	financing	organizations	that	still	exist,	such	as	the	Home	Loan
Banks	and	the	Export	Import	Bank,	were	spinoffs	from	the	RFC.
3.	Debt	deflation	is	the	label	that	Irving	Fisher	attached	to	the	interactive	process	among	debts,	output	prices,
business	cash	flows,	asset	prices,	and	employment	which	took	place	over	1929–33	and	other	great	depressions.	See
Fisher	(1933)	and	Minsky	(1982).
4.	But,	using	a	concept	attributed	to	Yogi	Berra,	the	Fat	Lady	has	yet	to	sing:	we	may	be	in	the	midst	of	a	debt



deflation	that	is	being	played	out	on	a	longer	time	scale.
The	National	Bureau	of	Economic	Research	tells	us	that	an	expansion	began	in	late	1992.	At	the	time	of	this
writing	(late	1993),	the	data	indicate	that	the	expansion	is	“a	sometimes	thing”:	the	expansion	has	been	moderate,
another	dip	is	possible,	and	the	prospects	for	another	set	of	crises	in	global	financial	markets	are	still	alive.
A	period	of	42	months	elapsed	between	the	stock	market	crash	in	1929	and	the	bank	holiday	of	1933.	If	the	much
larger	share	of	government	in	GNP	and	the	financial	system	interventions—by	which	governments	prevent	the
negative	net	worth	of	banks,	savings	institutions,	and	insurance	companies	passing	through	to	the	deposits	and
other	nonequity	liabilities—slow	the	debt	deflation	process,	then	a	debt	deflation	process	in	today’s	institutional
environment	may	take	much	longer	to	develop	fully	than	the	42	months	between	October	1929	and	March	1933.	If
we	take	the	stock	market	crash	of	late	1987	as	a	triggering	event	for	a	possible	debt	deflation,	then	the
repercussions	of	this	stock	market	crash	may	not	be	fully	played	out.
One	aspect	of	the	Great	Depression	was	that	the	economy	stagnated	for	many	months	after	the	downside
movement	was	contained.	The	current	performance	of	the	rich	capitalist	economies	resembles	that	of	stagnant
economies.
5.	The	road	to	full	employment	would	be	easier	if	a	concerted	effort	to	achieve	and	sustain	full	employment	was
undertaken	by	the	club	of	rich	countries	than	if	the	United	States	took	this	path	on	its	own.	The	United	States’	full-
employment	GNP	may	well	be	10	percent	greater	than	current	measured	GNP	and	at	full-employment	incomes	the
United	States’	huge	trade	deficit	might	well	be	substantially	greater	than	at	present.	An	across-the-board	tariff	of
some	10	percent	to	15	percent	would	constrain	some	of	the	leakage	into	imports	of	the	stimulus	from	a	full-
employment	policy	and	would	be	a	good	thing	in	its	own	right	as	a	revenue	measure.
6.	In	The	New	Dealers,	Jordan	A.	Schwartz	(1993)	argues	that	the	New	Deal	was	largely	an	exercise	in	state
capitalism,	in	which	the	government	partook	in	the	creation	of	financing	vehicles	for	households	and	private
business,	the	production	of	infrastructure,	and	the	emergence	of	innovative	productions.	In	Schwartz’s	view,	much
of	the	government’s	role	in	resource	creation	and	the	funding	of	innovation	was	transferred	to	the	military	in	the
era	of	hot	and	cold	wars.	The	current	need	to	develop	a	post–Cold	War	institutional	structure	which	facilitates
resource	creation	and	facilitates	the	adoption	of	innovative	products	and	processes	is	one	way	in	which	the	Clinton
and	the	New	Deal	eras	resonate.
7.	Little	in	the	way	of	entitlements	existed;	I	don’t	even	know	if	the	word	had	been	coined.	Two	premises—no	one
will	starve	in	America,	and	a	dole	is	anathema—led	to	the	“made	work”	programs	of	[the]	WPA,	CCC,	and	NYA.
8.	In	the	early	post–Second	World	War	era	buoyant	private	investment	demand	and	the	sustained	level	of	military
spending,	combined	with	demand	for	housing,	led	to	a	close	approximation	to	full	employment	being	achieved,
even	as	the	ratio	of	government	debt	to	GNP	fell.
9.	The	Social	Security	system	was	not	a	large	payout	factor	in	the	economy	until	the	late	1960s	and	early	1970s,
when	retired	workers	with	30	and	35	years	of	employment	under	Social	Security	became	common.
10.	In	the	discussion	of	the	Great	Depression	in	the	United	States	the	focus	is	usually	upon	the	unemployment	rate
and	the	fall	in	output	prices.	The	fall	in	the	indices	of	equity	and	of	real-estate	prices	was	much	greater	than	the	fall
in	GDP	or	in	output	prices	as	Arthur	Miller’s	play	The	Price	examines	the	effects	through	three	generations	on	one
family	of	the	fall	in	the	stock	market.	It	is	an	excellent	evocation	of	the	emotional	impact	of	the	Great	Depression
on	the	previously	well-to-do.
11.	Michal	Kalecki	(1971).	The	Jerome	Levy	argument	anent	the	relation	between	investment	and	profits	is	most
accessible	in	Levy	and	Levy	(1983).	See	also	Minsky	(1986).
12.	Ronnie	J.	Phillips	(1992)	details	the	discussion	of	banking	and	financial	system	reform	in	the	aftermath	of	the
collapse	of	the	financial	system	over	1929–33.
13.	The	immediate	resolution	of	the	banking	crisis	of	1933	was	led	by	the	Reconstruction	Finance	Corporation,
which	took	equity	positions	in	about	50	percent	of	the	banks	that	reopened	after	the	bank	holiday.	The	Federal
Reserve,	which	had	been	created	in	an	effort	to	control	systemic	bank	failures	by	supplying	liquidity,	failed	to	stem
systemic	bank	failures	in	the	1930s,	when	the	problem	was	caused	by	the	erosion	of	equity	due	to	nonperforming
assets.



In	the	savings	and	commercial	bank	crisis	of	the	1980s	the	Federal	Reserve	once	again	was	unable	to	contain	the
failures	and	assure	the	validation	of	deposit	liabilities:	the	Congress	and	the	Treasury	supplied	the	funds	which
validated	deposits	and	contained	the	forced	sale	of	assets.	The	Federal	Reserve	is	not	capable	of	containing	a
solvency	crisis.	A	government	investment	bank	/	holding	company	is	necessary	if	adverse	system-wide
consequences	of	an	epidemic	of	nonperforming	assets	are	to	be	contained.
14.	A	health	care	delivery	system	which	guarantees	universal	access	to	some	acceptable	minimum	of	care	is	one
major	system	that	is	part	of	a	“new”	new	capitalism.
15.	In	a	modern	economy,	household	and	government	debts	exist	and	are	held	by	financial	institutions	and	directly
by	households.	These	other	liabilities	both	complicate	the	cash	flows	and	offer	routes	which	can	either	dampen	[or]
amplify	the	effect	of	the	business	and	financial	debt	structure	on	the	performance	of	the	economy.	In	particular,
whereas	in	a	clean	(no	household	debts,	no	government	debts)	economy,	interest	income	is	always	a	distribution	of
gross	capital	income,	in	our	(in	fact)	dirty	complex	economy,	interest	income	is	also	a	distribution	of	wage
incomes	and	a	claim	on	tax	revenues.
16.	In	principle,	an	index	of	the	market	price	of	existing	capital	assets	is	the	appropriate	index	of	asset	prices	to	use
in	conjunction	with	the	index	of	current	output	prices,	but	the	information	for	such	an	index	is	not	available.	The
growth	of	the	holding	company	form	of	corporate	capitalism	means	that	entire	lines	of	business	are	sold	and
bought.	The	model	of	the	second	price	level	needs	to	incorporate	how	the	prices	of	such	operating	businesses	are
determined.
17.	This	freely	available	information	means	nothing	unless	sophisticated	and	knowledgeable	analyses	of	this	data
exist.	An	effective	transparent	financial	system	requires	security	analysts,	who	distribute	their	analyses	either	for	a
fee	or	in	exchange	for	the	use	of	the	services	of	their	“firms.”	The	lack	of	assurance	about	the	integrity	of	security
analysts	may	be	an	explanation	for	the	rise	of	the	open-ended	mutual	fund	as	the	proximate	supplier	of	equity	and
debt	assets	for	households.
18.	Retained	earnings	are	the	way	the	equity	base	of	a	corporation	grows	without	recourse	to	the	sale	of	equity	on
the	public	market.
19.	The	relation	between	the	price	level	of	capital	assets	and	current	output,	along	with	other	factors,	determines
the	volume	of	aggregate	demand	and	the	excess	or	deficient	demand	for	labor	at	the	current	wage	rates.	This
excess	or	deficient	demand	will	affect	the	movement	of	wages	and	thus	the	price	level	of	investment	output.
20.	In	this	view,	the	intervention	by	a	deposit	insurance	authority	to	ensure	that	deposits	at	“protected	institutions”
are	paid	at	par	is	a	central	banking	action.
21.	This	validation	has	been	called	a	bailout.
22.	The	1993	[Omnibus	Budget	Reconciliation	Act]	improved	the	fiscal	picture,	but	it	did	not	undo	all	the	harm	of
the	1980s	to	the	revenue	system	of	the	United	States.
23.	Whereas	placements	into	pension	accounts	are	to	a	limit	(which	is	a	substantial	part	of	income	for	almost	all)
pretax	dollars,	employees’	“contributions”	to	Social	Security	are	of	aftertax	dollars.	Symmetry	would	call	for
making	the	“contributions”	of	employees	to	Social	Security	pretax	dollars.	Once	this	is	done	the	reason	for
exempting	social	security	payouts	from	taxation	vanishes.
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