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Dr.  R i c h a r d  B.  Hef iebower  , C h a i r m a n ,  D e p a r t m e n t  of E c o n o m i c s ,  
N o r t h w e s t e r n  U n i v e r s i t y ,  was born  in Mi l l iken ,  Colorado,  4 October  
1903. He was educated at  the U n i v e r s i t y  of Ca l i fo rn i a ,  spec i a l i z i ng  
in economics  of money  and b u s i n e s s  condi t ions  and the G o v e r n m e n t  
con t ro l  of p r i c e s .  He r e c e i v e d  a P h . D .  degree  in 1929. Dr .  Hef lebower  
taught  at the U n i v e r s i t y  of Idaho and the Pac i f i c  N o r t h w e s t  Banking 
School, and f rom 1929-43 s e rved  s u c c e s s i v e l y  as a s s i s t a n t  p r o f e s s o r ,  
a s s o c i a t e  p r o f e s s o r ,  p r o f e s s o r ,  E c o n o m i c s  D e p a r t m e n t  head,  d i r e c t o r  
and dean at the School of B u s i n e s s  A d m i n i s t r a t i o n ,  State Col lege  of 
Washington.  In 1939 he was p r e s i d e n t  of the Pac i f i c  Coas t  Economic  
Assoc i a t i on .  Dur ing  World  War  II, Dr .  Hef lebower  was a s s o c i a t e d  
with the Office of P r i c e  Admin i s t r a t i on ,  s e r v i n g  as ac t ing  d i r e c t o r  of 
the Food DiVision and  as  economic  a d v i s e r  to the deputy a d m i n i s t r a t o r  
for  p r i c e .  F r o m  1946-49 he was  a m e m b e r  of the s en io r  s taff  of the 
Brook ings  Ins t i tu t ion ,  Washington ,  D. C. Since 1949 he has  been 
p r o f e s s o r  and is  now C h a i r m a n  of the D e p a r t m e n t  of E c o n o m i c s  at 
N o r t h w e s t e r n  U n i v e r s i t y ,  and is  an a s s o c i a t e  edi tor  of the " J o u r n a l  
of I n d u s t r i a l  E c o n o m i c s . "  
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c o n s i d e r i n g  t h e  p u r c h a s e  of  m o r e  of  a g i v e n  good ,  m y  i n c o m e  i s  a 
r e s t r a i n t .  I n  o r d e r  to  p u r c h a s e  m o r e  of  t he  f i r s t  g o o d ,  I h a v e  to  g i v e  

up  m o r e  of o t h e r  g o o d s .  

T h e  r e s u l t  i s  t h a t  t h e  d e m a n d  c u r v e ,  a s  i s  s h o w n  in  f i g u r e  IA,  
a l w a y s  s l o p e s  d o w n w a r d  f r o m  l e f t  to  r i g h t ,  w h i c h  m e a n s  t h a t  we  w i l l  
b u y  l a r g e r  q u a n t i t i e s  a t  l o w e r  p r i c e s  o r  l o w e r  q u a n t i t i e s  a t  h i g h e r  
p r i c e s .  T h e  r e a s o n s  f o r  t h i s  b u y e r  a t t i t u d e  a r e  t h o s e  w h i c h  I j u s t  

gave  y o u .  

• i-',..~ I. I...i ~ ! l~r. i .!_~i~il Figure 
~ T I  . . . . . . . . .  

QUANTITY 

Q Q, 
Q U A N T I T Y  

F i g u r e  IB  

C o m m o d i t i e s  d i f f e r  w i d e l y  in  the  e l a s t i c i t y  of  d e m a n d ,  o r  i n  t he  
p e r c e r i t a g e  c h a n g e  in  a m o u n t s  p u r c h a s e d  w i t h  a g i v e n  p e r c e n t a g e  
c h a n g e  in  the  p r i c e  of t he  c o m m o d i t y .  S o m e  of  t he  f a c t o r s  t h a t  c o n -  
t r i b u t e  to  t h i s  e l a s t i c i t y  h a v e  b e e n  e x p l a i n e d  in  t h e  a s s i g n e d  r e a d i n g .  

F r o m  the  s e l l e r ' s  v i e w p o i n t ,  e l a s t i c i t y  is i m p o r t a n t  b e c a u s e  i t  
i n d i c a t e s  h o w  m u c h  the  p r i c e  w i l l  c h a n g e  if  t he  o u t p u t  w h i c h  h e  i n t e n d s  
to  s e l l  c h a n g e s .  If t h e r e  i s  a s l i g h t  e x c e s s  of  s u p p l y  and  t he  d e m a n d  
i s  i n e l a s t i c ,  t h i s  v o l u m e  c a n  m o v e  o n l y  b y  a d r a s t i c  d r o p  in  p r i c e .  
Such  a d e m a n d  s i t u a t i o n  i s  i l l u s t r a t e d  by  f i g u r e  IA.  I n e l a s t i c i t y  of 
d e m a n d  i s  c h a r a c t e r i s t i c  of  m a n y  a g r i c u l t u r a l  c o m m o d i t i e s ,  of  g a s o l i n e ,  
and  of  c o m m o d i t i e s  of  t he  k i n d  w h i c h  p e o p l e  l o o k  u p o n  a s  n e c e s s i t i e s  
and  f o r  w h i c h  t h e r e  i s  no  c l o s e  s u b s t i t u t e .  

On t h e  o t h e r  h a n d  t h e r e  a r e  s o m e  c o m m o d i t i e s  f o r  w h i c h ,  if  t h e  
p r i c e  d r o p s ,  a s u b s t a n t i a l  i n c r e a s e  in  c o n s u m p t i o n  w i l l  o c c u r .  S u c h  
a d e m a n d  s i t u a t i o n  i s  i l l u s t r a t e d  b y  f i g u r e  IB ,  w h i c h  s h o u l d  be  c o m -  
p a r e d  w i th  f i g u r e  IA.  T h e  c o m m o d i t i e s  of  e l a s t i c  d e m a n d  a r e  t h o s e  
f o r  w h i c h  t h e r e  i s  a v a r i e t y  of s u b s t i t u t e s  to  s a t i s f y  a g e n e r a l  w a n t .  



When the p r i c e  of a c o m m o d i t y  A d r o p s ,  i t  b e c o m e s  a c h e a p e r  a l t e r -  
na t ive  than  p r e v i o u s l y ;  m o r e  of it  and l e s s  of a l t e r n a t i v e  B wi l l  be 
bought .  Mos t  of us  p r e f e r  one p r o d u c t  o v e r  o t h e r s  fo r  s a t i s f y i n g  a 
g iven  want .  Hence  we wi l l  c o n s u m e  m o r e  of it  i f  i t  i s  o f f e r ed  at  a 
c h e a p e r  p r i c e .  

F r o m  the b u y e r ' s  v i ewpo in t  e l a s t i c i t y  of demand  is  i m p o r t a n t  b e -  
c a u s e  i t  i n d i c a t e s  the ex t en t  to which  the p r i c e  wi l l  change  in the even t  
the qu an t i t y  v a r i e s .  You know tha t  s o m e t i m e s  po t a toe s  a r e  qui te  h igh  
in p r i c e  b e c a u s e  of a s h o r t  c rop ,  whi le  a t  o the r  t i m e s  th i s  c o m m o d i t y  
i s  so cheap tha t  i t  i s  fed to the hogs .  P o t a t o e s  have  a h i g h l y  i n e l a s t i c  
demand  and a s upp ly  tha t  v a r i e s  r a t h e r  w ide ly  f r o m  y e a r  to y e a r ,  
a c c o r d i n g  to d i f f e r e n c e s  in y i e l d s  and a c r e a g e .  

B e c a u s e  t h e r e  i s  not  enough of m o s t  goods to s a t i s f y  a l l  b u y e r s ,  
a r a t i o n i n g  p r o b l e m  is  s e t  up. Not ice  tha t  I am r e f e r r i n g  to t h i s  
r a t i o n i n g  or  d iv id ing -up  p r o b l e m  wi thout  i m m e d i a t e l y  i n d i c a t i n g  the 
way  in which the l i m i t e d  s upp ly  i s  to be d iv ided up. H o w e v e r ,  g iven  
the f ac t  tha t  in p r a c t i c e  t h e r e  i s  not  enough of a c o m m o d i t y  to s a t i s f y  
a l l  wan t s  fo r  i t ,  then  s o m e  m e t h o d  h a s  to be d e v i s e d  or  evo lved  fo r  
d iv id ing  up t h i s  s c a r c e  supp ly .  

We had s o m e  e x p e r i e n c e  d u r i n g  Wor ld  W a r  II with a po in t  r a t i o n -  
ing  dev ice  which  was  de s igned  to d iv ide  up goods evenly ;  tha t  i s ,  on a 
p e r  c ap i t a  b a s i s .  Tha t  i s  not  h o w e v e r  the u s u a l  me thod ,  fo r  p r i c e s  
a r e  the u s u a l  m e t h o d  of r a t i o n i n g  the  p u r c h a s e  of a c o m m o d i t y .  P r i c e  
i s  a v e r y  e f f ec t i ve  r a t i o n i n g  dev ice ,  fo r  the  r e a s o n  I gave  a m o m e n t  
ago,  n a m e l y ,  when peop le  spend  m o r e  of t h e i r  i ncome  fo r  c o m m o d i t y  
A, t h e y  have  to g ive  up o the r  c o m m o d i t i e s .  T h i s  l i m i t s  the  c o n s u m p -  
t ion  of c o m m o d i t y  A. The a m o u n t  peop le  a r e  w i l l i ng  to spend for  a 
g iven  c o m m o d i t y  is  a f fec ted  by  the i n t e n s i t y  of d e s i r e .  Some peop le  
wi l l  s c r a p e  the bo t tom of the p u r s e  to get  a t i c k e t  to t h e  opera ;  o t h e r  
people would not go %0 the opera if the tickets were free. That is how 
extreme people,s wants differ. 

It  i s  a l s o  t r u e  tha t  t h e  i n c o m e  of a p e r s o n  h a s  an i n f l u e n c e  on how 
m u c h  he  wi l l  p u r c h a s e  of a g iven  c o m m o d i t y .  The  w e a l t h y  p e r s o n  who 
does  not c a r e  much  fo r  o p e r a  n e v e r t h e l e s s  can  go to the o p e r a ,  b e -  
c a u s e  he  knows  tha t  he w i l l n o t  have  to give up m u c h  of o t h e r  c o m -  
m o d i t i e s  and s e r v i c e s  in o r d e r  to p a y  the 5 or  10 d o l l a r s  fo r  a t i c k e t  
to the Met .  P r i c e  t h e r e f o r e  r a t i o n s  in a p a r t i c u l a r  way; i t  r e f l e c t s  
not  m e r e l y  i n t e n s i t y  of d e s i r e  but a l s o  a b i l i t y  to pay .  

One o f  the  m e r i t s  of p r i c e  i s  a r a t i o n i n g  d e v i c e - - i t  t ends  to 
r e f l e c t  what  we ca l l  in e ~ o n o m i c s  " c o n s u m e r  s o v e r e i g n t y ,  " t ha t  i s ,  
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the  f r e e  c h o i c e  of c o n s u m e r s .  It is  d i f f i cu l t  to give p l a y  to tha t  c h o i c e  

by  ar~y o t h e r  r a t i o n i n g  d e v i c e .  

If  we s u s p e n d  p r i c e  a s  a r a t i o n i n g  d e v i c e ,  we do not  r e m o v e  the  
r a t i o n i n g  p r o b l e m ,  as  we l e a r n e d  so qu i ck ly  d u r i n g  W o r l d  W a r  II .  T h a t  
was  not  n e w s  to s t u d e n t s  of e c o n o m i c  p r o c e s s e s .  If we se t  a c e i l i n g  
on the  p r i c e  of a c o m m o d i t y  be low the l e v e l  at  w h i c h  the  a v a i l a b l e  supp ly  
would  be  p u r c h a s e d ,  tha t  a c t  e s t a b l i s h e s  the c o n d i t i o n  u n d e r  wh ich  a 

b l a c k  m a r k e t  t e n d s  to d e v e l o p .  

F o r  e x a m p l e ,  u s i n g  f i g u r e  II, s uppose  tha t  the c o m m o d i t y  a v a i l -  
able  i s  OQ, a quan t i t y  wh ich  would c l e a r  the  m a r k e t  p r i c e  at  P .  Sup-  
pose  t hen  tha t  by  G o v e r n m e n t  f ia t  the  p r i c e  is  h e l d  down to P ' .  But  
a t  tha t  p r i c e  peop l e  a r e  w i l l i n g  to p u r c h a s e  m o r e  than  the OQ quan t i t y  
ava i l ab l e ;  t h e y  a r e  wi l l i ng  to buy  OQ' .  The  d i f f e r e n c e ,  o r  QQ' ,  is  the  

u n s a t i s f i e d  c o n s u m p t i o n  at  p r i c e  P ' .  

0 Q Q, 
QUANTITT 

F i g u r e  II 

I n s o f a r  as  b u y e r s  who fa l l  in  the QQ' s e g m e n t  s u c c e e d  in ge t t ing  
p a r t  of the supp ly ,  t h e y  t ake  it a w a y  f r o m  p e o p l e  in the  OQ s e g m e n t - -  
p e r s o n s  w i l l i n g  to pay  m o r e  t h a n  P '  f o r  the c o m m o d i t y .  U n l e s s  r e -  
s t r a i n e d  by  c o n s c i e n t i o u s n e s s  or  r e g u l a t i o n ,  t h e s e  " m o r e  w i l l i ng  and 
able  to buy"  c o n s u m e r s  wi l l  o f fe r  to pay  m o r e  than  P ' .  Such a r e  the  

c u s t o m e r s  fo r  the b l a c k  m a r k e t .  

T h i s  d o e s  not  m e a n  tha t  when  we s u s p e n d  p r i c e  as  a r a t i o n i n g  
d e v i c e ,  we have  i m m e d i a t e l y  to i n t r o d u c e  p o i n t  r a t i o n i n g  in a l l  c a s e s .  
T h e r e  a r e  m a n y  o t h e r  r a t i o n i n g  d e v i c e s - - s o m e  of wh ich  c o m e  in to  
p l a y  a u t o m a t i c a l l y .  D u r i n g  W o r l d  W a r  II a v e r y  e f f e c t i v e  r a t i o n i n g  
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d e v i c e  was  the l eng th  of a queue .  A n o t h e r  w a y  of r a t i o n i n g  n y l o n  
s t o c k i n g s  fo r  w o m e n  was  : "Do you h a v e  a c h a r g e  a c c o u n t ? "  But  the  
e f f e c t i v e n e s s  of such  r a t i o n i n g  d e v i c e s  p a s s e s  with  t i m e  and,  e v e n  if 
c a r r i e d  out,  r a i s e  s o m e  q u e s t i o n s  about  w h e t h e r  t h e y  a r e  s o c i a l l y  
d e s i r a b l e  b a s e s  fo r  d iv id ing  up s c a r c e  goods .  

The  s a m e  p r o b l e m  a r i s e s  ff a p r i c e  f l o o r  is  p l a c e d  u n d e r  the  c o m -  
m o d i t y  at  a l e v e l  be10w tha t  a t  wh ich  the a v a i l a b l e  supp ly  wi l l  be bought .  
Suppose ,  u s i n g  f i g u r e  II aga in ,  tha t  the  quan t i t y  of an a g r i c u l t u r a l  
s t a p l e  a v a i l a b l e  fo r  s a l e  is  i n d i c a t e d  by O Q ' - - t h a t  quan t i t y  wh ich  could  
be sold  at  a p r i c e  of P ' .  If then  a f l o o r  i s  put  u n d e r  the  p r i c e  at  P ,  
quan t i t y  QQ' wil l  p i le  up in the  s t o r a g e  b i n s .  Tha t  i s  the  a m o u n t  wh ich  
wi l l  not  m o v e  at  p r i c e  P .  Th i s  is  the  way  p r i c e  c o n t r o l s  in a g r i c u l t u r e  
wol-k when  p l a c e d  above  the l e v e l  at  which  the a v a i l a b l e  supp ly  o f f e r e d  
fo r  s a l e  wi l l  m o v e  in c o n s u m p t i o n .  

Th i s  i s  enough  of l ook ing  a t  one b l a d e  of the  s c i s s o r s  o r  the d e m a n d  
o r  r a t i o n i n g  s i de  of the p r o b l e m .  B e f o r e  we t u r n  to the o t h e r  s i de  o r  the 
whole  q u e s t i o n  of supply ,  I want  to e m p h a s i z e  tha t  h e r e  I a m  t a l k i n g  in 
qui te  g e n e r a l  t e r m s  in o r d e r  to d e m o n s t r a t e  how e c o n o m i c  p r o c e s s e s  
a r e  o r g a n i z e d  t h r o u g h  the m a r k e t .  I a m  not  t r y i n g ,  at  t h i s  m o m e n t ,  
to g ive  any  s u g g e s t i o n s  a s  to how s u p p l i e s  of c o m m o d i t i e s  m i g h t  be 
p u r c h a s e d  a d v i s e d l y  by  s u p p l y  o f f i c e r s ,  n o r  n e c e s s a r i l y  to i n d i c a t e  
wha t  ought  to be the p o l i c y  of the  G o v e r n m e n t  wi th  r e s p e c t  to m o n o p o l y ,  
fo r  e x a m p l e .  I a m  e n g a g e d  in an e x p o s i t i o n  of how e c o n o m i c  p r o c e s s e s  
c a n  be o r g a n i z e d  t h r o u g h  the m a r k e t  r a t h e r  than  by  o v e r h e a d  d i r e c t i o n .  

Go ing  on to the supp ly  s i d e ,  we f ind t h a t  t h e r e  is  a r e s i s t a n c e  to  
p r o d u c i n g  m o r e  of a g i v e n  c o m m o d i t y .  In a c e r t a i n  s e n s e  th i s  r e s i s t -  
ance  t a k e s  the  f o r m  of cos t .  But it  would  be u n w i s e  to th ink  in t e r m s  
of p e o p l e ' s  w i l l i n g n e s s  or  u n w i l l i n g n e s s  to s e l l  goods  as  b e i n g  d e -  
p e n d e n t  s o l e l y  on t h e  c o s t  t h e y  i n c u r .  T h e i r  w i l l i n g n e s s  to s e l l  o r  
no t  to s e l l  m a y  r e f l e c t  t h e i r  e x p e c t a t i o n  of wha t  the  p r i c e  is  go ing  to 
be i n  the f u t u r e .  A f a r m e r  m a y  not  s e l l  w h e a t  in the fa l l  b e c a u s e  he  
t h inks  t h e  p r i c e  wi l l  be h i g h e r  a t a  l a t e r  pe r i od ;  o r  the  m a n u f a c t u r e r  
of v e g e t a b l e  o i l s  m a y  s e l l  s o m e  of the o i l s  he  h a s  b e c a u s e  he e x p e c t s  
tha t  he  can  buy  a s i m i l a r  quan t i t y  at  a l o w e r  p r i c e  at  a l a t e r  da te .  

In g e n e r a l ,  r o g e r  m o r e  of a g i v e n  c o m m o d i t y ,  it  i s  n e c e s s a r y  t o  
p a y  m o r e  fo r  i t .  In  p a r t  th i s  i s  b e c a u s e ,  at  l e a s t  in m a n y  i n d u s t r i e s ,  
added  output  t e n d s  to be p r o d u c e d  u n d e r  c i r c u m s t a n c e s  in which  the  
cos t  of p r o d u c t i o n  is  h i g h e r .  One r e a s o n  f o r  th i s  is  tha t ,  in  o r d e r  to 
p r o d u c e  m o r e  of a c o m m o d i t y  A, h u m a n  and m a t e r i a l  r e s o u r c e s  m u s t  
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be  a t t r a c t e d  a w a y  f r o m  s o m e  o t h e r  u s e .  T a k e  f o r  e x a m p l e  t h e  c a s e  of  
a l a r g e  m i l i t a r y  e s t a b l i s h m e n t  to  be  b u i l t  in  Sou th  C a r o l i n a - - a n  a t o m i c  
e n e r g y  p l a n t ,  I b e l i e v e - - w h e r e  m a t e r i a l s  a n d  w o r k e r s  w i l l  h a v e  to  be  
a t t r a c t e d .  I a m  c e r t a i n  t h a t  w a g e s  w i l l  h a v e  to  r i s e  in  o r d e r  to  a t t r a c t  

t h e  n e e d e d  s k i l l e d  l a b o r .  

C o n s e q u e n t l y ,  in  a f a s h i o n  o p p o s i t e  f r o m  the  f u n c t i o n i n g  of p r i c e  
a s  a r a t i o n i n g  d e v i c e  to  k e e p  c o n s u m p t i o n  down ,  p r i c e  s e r v e s  to  d i v i d e  
up  r e s o u r c e s  a m o n g  a l t e r n a t i v e  u s e s  f o r  t h e m .  In  a f r e e  m a r k e t  t h o s e  
w h o  w a n t  t h e s e  r e s o u r c e s  m o r e  i n t e n s i v e l y  a r e  w i l l i n g  to  p a y  m o r e  and  
b id  t h e m  a w a y  f r o m  t h o s e  who  w e r e  u s i n g  t h e m  p r e v i o u s l y .  

T h e r e  a r e  g r e a t  d i f f e r e n c e s  in  t h e  e l a s t i c i t i e s  of  s u p p l y ,  t h a t  i s ,  
h o w  m u c h  t h e  p r i c e  h a s  to  r i s e  in  o r d e r  to  g e t  m o r e  p r o d u c t i o n  of  a 
g i v e n  c o m m o d i t y .  T h e s e  e l a s t i c i t i e s  a l s o  d i f f e r  b e t w e e n  s h o r t  and  

l o n g  t e r m ,  a s  we w i l l  s e e  in  a m o m e n t .  

J u s t  a s  w h e n  p r i c e  i s  s u s p e n d e d  a s  a r a t i o n i n g  d e v i c e ,  i f  we  s u s -  
p e n d  p r i c e  a s  an  a l l o c a t i n g  d e v i c e ,  s o m e  s u b s t i t u t e  h a s  to  b e  d e v e l o p e d .  
If  we p u t  a c e i l i n g  on  w a g e s  and  on  r a w  m a t e r i a l  p r i c e s ,  we  h a v e  to  
d e v i s e  s o m e  o t h e r  m e c h a n i s m  t h a t  w i l l  a l l o c a t e  t h i s  l i m i t e d  s u p p l y  of 
l a b o r  and  t h i s  l i m i t e d  s u p p l y  of m a t e r i a l s .  Y o u  w i l l  b e c o m e  f a m i l i a r  
d u r i n g  the  c o u r s e  of  y o u r  i n s t r u c t i o n  h e r e  w i t h  t h e  p r o g r a m  f o r  a l l o c a t -  
ing  s c a r c e  m a t e r i a l s  d u r i n g  p e r i o d s  of m o b i l i z a t i o n  and  w a r .  

N o w  we a r e  r e a d y  to  pu t  t h e  t w o  b l a d e s  of t he  s c i s s o r s  t o g e t h e r .  
F i r s t  w e  w i l l  s e e  h o w  a p a r t i c u l a r  m a r k e t  i s  o r g a n i z e d .  T h e n  we  w i l l  
g o  on  to  s e e  h o w  the  w h o l e  e c o n o m y  i s  b o u n d  t o g e t h e r  b y  a s e t  of  i n t e r -  
r e l a t i o n s h i p s  a m o n g  m a r k e t s  f o r  t h e  t h o u s a n d s  of c o m m o d i t i e s  and  

s e r v i c e s  of t he  m o d e r n  e c o n o m y .  

W i t h  r e s p e c t  to  f i g u r e  HI ,  in  w h i c h  w e  h a v e  b o t h  a s u p p l y  c u r v e  a n d  
a d e m a n d  c u r v e ,  y o u  w i l l  n o t e  t h a t  t h e r e  i s  one  p r i c e  a t  w h i c h  t h e  a m o u n t  
t h a t  w i l l  be  s u p p l i e d  and  t h e  a m o u n t  t h a t  w i l l  be  p u r c h a s e d  a r e  t h e  s a m e .  
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When p r i c e  is  at  tha t  po in t ,  i t  i s  in wha t  we c a l l  " e q u i l i b r i u m " ;  tha t  i s ,  
a cond i t i on  of b a l a n c e .  If  i t  h a p p e n s  tha t  the q u a n t i t y  i s  l a r g e r ,  s a y  a t  
OQ' ,  it  m e a n s  tha t  the  s e l l e r s  a r e  w i l l i n g  to  s e l l  t ha t  a m o u n t  at  p r i c e  
p1 but  the  b u y e r s  a r e  not  w i l l i ng  to buy  tha t  a m o u n t .  At tha t  p r i c e  t h e y  
a r e  w i l l i ng  to buy  on ly  OQ".  E i t h e r  the quan t i t y  m u s t  be  r e d u c e d  o r  
the  p r i c e  cut .  But ff p r i c e  w e r e  to fa l l  to P " ' ,  the  l e v e l  at  w h i c h  
quan t i t y  OQ' could  be so ld ,  s e l l e r s  would  be u n w i l l i n g  to  o f f e r  tha t  
m u c h  goods .  The on ly  poin t  at  wh ich  a b a l a n c e  c a n  be s t r u c k  i s  at  
p r i c e  P and q u a n t i t y  OQ. BUt th i s  m e a n s  output  and c o n s u m p t i o n  of 
t h i s  c o m m o d i t y  a r e  d e t e r m i n e d ;  t h i s  s m a l l  s e g m e n t  of the e c o n o m y  i s  
t h e r e b y  " o r g a n i z e d . "  

T u r n i n g  now to f i g u r e  IV, we  can  see  how b a l a n c e  is  r e s t o r e d  a t  

0 q Q ' 

i I l t l l  
l l l l a , l l l  

Q" QUAI~TI2Y 

F i g u r e  IV 

the  s a m e  po in t .  L e t  us  a s s u m e  the d e m a n d  i n d i c a t e d  by the  c u r v e  DD 
in f i g u r e  IV i n c r e a s e s  to the  l e v e l  of the b r o k e n  l i ne  DID ' .  What  t h i s  
i n c r e a s e  of d e m a n d  m e a n s  i s  t ha t ,  f o r  s o m e  r e a s o n ,  such  a s  in i n -  
c r e a s e  of t h e i r  i n c o m e s ,  c o n s u m e r s  a r e  w i l l i ng  to buy  m o r e  of t h i s  
c o m m o d i t y  at the s a m e  p r i c e .  F o r  e x a m p l e ,  w h e r e a s  t h e y  would  
p r e v i o u s l y  buy only  OQ at  p r i c e  P ,  t h e y  wi l l  now buy  quan t i t y  OQ"  at  
tha t  p r i c e ;  but s u p p l i e r s  a r e  not  w i l l i ng  to s e l l  tha t  m u c h  at tha t  p r i c e .  
A f t e r  a s e r i e s  of a d j u s t m e n t s ,  a b a l a n c e  i s  e s t a b l i s h e d  at  p r i c e  P '  at  
wh ich  quan t i ty  OQ' wi l l  be  s u p p l i e d  and p u r c h a s e d .  T h i s  s h o w s  how 
the  e c o n o m y  t e n d s  to c o m e  b a c k  to  e q u i l i b r i ~ m  once  it  i s  d i s t u r b e d .  

The  f r e e  p l a y  of supp ly  and d e m a n d  t e n d s  to e s t a b l i s h  an o p t i m u m  
cond i t ion ,  a c o n c l u s i o n  which  e c o n o m i s t s  h a v e  po in ted  to  e v e r  s i n c e  
A d a m  Smi th .  T h i s  i s  an  o p t i m u m  c o n d i t i o n  b e c a u s e ,  on the  one hand  
it g i v e s  f r e e  p l a y  to c o n s u m e r  c h o i c e  or  c o n s u m e r  s o v e r e i g n t y .  On the  
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o t h e r  hand  c o m p e t i t i o n  a m o n g  s u p p l i e r s  s e r v e s  to p r o d  p r o d u c e r s  to 
be e f f i c i e n t  and to put  p r o d u c t i o n  in the  h a n d s  of the m o s t  e f f i c i e n t  p r o -  
duc ing  u n i t s .  The  r e s u l t ,  in a s e n s e ,  i s  the b e s t  of a l l  p o s s i b l e  a r r a n g e -  
m e n t s ;  c o n s u m e r s  ge t  wha t  t hey  want  in p r o p o r t i o n  to the  i n t e n s i t y  of 
t h e i r  d e s i r e s ,  and t h e i r  w i l l i n g n e s s  to spend  m o n e y  and ,  on the o t h e r  
h a n d ,  c o m m o d i t i e s  a r e  p r o d u c e d  as  e f f i c i e n t l y  as  p o s s i b l e .  

P r i c e ,  a s  a r a t i o n i n g  d e v i c e ,  h a s  one q u a l i t y  w h i c h  i s  v e r y  d i f f i cu l t  
to  i n t r o d u c e  into  any  o t h e r  r a t i o n i n g  m e t h o d .  T h a t  i s ,  i t  g i v e s  qui te  
f r e e  p l a y  to m i n o r i t y  w a n t s .  If a few c o n s u m e r s  wan t  s p o r t  a u t o m o -  
b i l e s ,  t h e y  can  get  t h e m  ff t hey  a r e  w i l l i ng  to pay  the c o s t  of p r o d u c i n g  
s p o r t  a u t o m o b i l e s  in  s m a l l  q u a n t i t i e s .  Oh,  we have  the  s o r t  of p r o -  
f e s s i o n a l  c o n s u m e r  who s a y s  she  w i s h e s  she  cou ld  ge t  a s m a l l  a u t o -  
m o b i l e  i n s t e a d  of t h e s e  h i g h - p o w e r e d  c a r s  wh ich  c o s t  so  m u c h .  I 
a l w a y s  s a y  to t h o s e  w o m e n  tha t  s o m e d a y  t h e y  m a y  wan t  to go to Y e l l o w -  
s t o n e ,  and t h e i r  b a c k s  could  not  s t and  t r a v e l i n g  tha t  f a r  in a c a r  wi th  
tha t  s m a l l  w h e e l  b a s e .  What  such  b u y e r s  d e s i r e  i s  to h a v e  c a r s  f i t t ed  
to t h e i r  p a r t i c u l a r  w a n t s  but  p r o d u c e d  and so ld  to t h e m  at  the  p r i c e  
t h e y  pay  f o r  c a r s  tha t  a r e  p r o d u c e d  in  l a r g e  q u a n t i t i e s  by  a s s e m b l y  

l i ne  m e t h o d s .  

I t  i s  s t i l l  t r u e ,  w h e r e  i n d u s t r i e s  a r e  c o m p e t i t i v e  o r  r e a s o n a b l y  so ,  
tha t  s m a l l  v o l u m e  w a n t s  fo r  s p e c i a l - p r e f e r e n c e  goods  wi l l  be p r o d u c e d ,  
a l though  the  p r i c e  wi l l  t end  to be h igh .  The  d o l l a r  i s  a un ique  vo t ing  
d e v i c e .  In c o n t r a s t  ou r  p o l i t i c a l  vo t ing ,  as  we c a r r y  i t  out in t h i s  
c o u n t r y ,  g i v e s  on ly  one r e s u l t - - t h a t  i s  a m a j o r  d e c i s i o n .  

The m a r k e t  s y s t e m  f o r  c o m m o d i t i e s  e n a b l e s  peop l e  to h a v e  " p a r t i a l  
r e p r e s e n t a t i o n , "  if I m a y  b o r r o w  a t e r m  f r o m  p o l i t i c a l  s c i e n c e .  

On the o the r  hand  the  s e l l e r  i s  c o n s t a n t l y  b e i n g  p r o d d e d  to be 
e f f i c i e n t .  If he  does  not  p r o d u c e  w h a t  p e o p l e  wan t ,  he  w i l l  not  be  ab le  
to s e l l  it  a t  a s a t i s f a c t o r y  p r i c e ;  he  m a y  e v e n  be  f o r c e d  into  b a n k r u p t c y  
o r  ff he  does  not  s u f f e r  b a n k r u p t c y ,  he  wi l l  have  l e a r n e d  h i s  l e s s o n  
and nex t  y e a r  he  wi l l  a t t e m p t  to p r o d u c e  wha t  i s  w a n t e d .  If he  i s  not  
p r o d u c i n g  as  e f f i c i e n t l y  as  he  can  and t h e r e  a r e  no r e a l  b a r r i e r s  to the  
e n t r y  of n e w  p r o d u c e r s ,  new r i v a l s  wi l l  s p r i n g  up who wi l l  o f fe r  goods  
at  l o w e r  p r i c e s .  T h e n  t h o s e  who w e r e  s e l l i n g  goods  at  h i g h e r  p r i c e s  
e i t h e r  have  to be m o r e  e f f i c i e n t  o r  go out  of b u s i n e s s .  T h e  t e n d e n c y ,  
t h e r e f o r e ,  i s  to f o r c e  p r o d u c t i o n  of t h o s e  goods  in t e r m s  of qua l i t y  
and v a r i e t y  of t y p e s  w h i c h  p e o p l e  wan t  and to h a v e  t h i s  p r o d u c t i o n  done 
at  the l o w e s t  c o s t  p o s s i b l e  wi th  known t e c h n o l o g y .  T h i s  i s  wha t  i s  
c a l l e d  an o p t i m u m  cond i t i on .  

-~ 9 
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Thus  f a r  I h a v e  r e a l l y  d e a l t  w i t h  a s i ng l e  m a r k e t  and h a v e  u s e d  it 
as  an  e x a m p l e  of how al l  m a r k e t s  w o r k  and a r e  o r g a n i z e d  :to p r o d u c e  
wha t  is  wan ted .  O n l y  o c c a s i o n a l l y  have  I h in t ed  at  the f ac t  tha t  the  
e c o n o m y  is  m a d e  up of not  s i m p l y  one c o m m o d i t y  o r  h u n d r e d s  of c o m -  
m o d i t i e s ,  but  of h u n d r e d s  of t h o u s a n d s  of c o m m o d i t i e s .  I h in t ed  a t  it  
when  I i n d i c a t e d  one of the f a c t o r s  a f f ec t i ng  h o w  m u c h  I wi l l  buy  of a 
g i v e n  c o m m o d i t y  is  how m u c h  of o t h e r  goods  I have  to g ive  up .  I 
h i n t e d  a t  i t  when  I t a l k e d  about  c o n d i t i o n s  of s u p p l y - - f f  we a r e  go ing  
to get  m o r e  of c o m m o d i t y  A, i t  m e a n s  we a r e  g o i n g  to w i t h d r a w  r e -  
s o u r c e s  f r o m  c o m m o d i t i e s  B, C, and D .  B e c a u s e  of t h e s e  i n t e r r e -  
l a t i o n s h i p s  a l l  c o m m o d i t i e s  a r e  c o m p e t i n g  with  one a n o t h e r  in a s e n s e .  

T h e r e  is  bu i l t  up a w e b  of i n t e r r e l a t i o n s h i p s  t h r o u g h o u t  t h e e c o n o m y  
tha t  when  a s t i m u l u s  of s o m e  kind is  app l i ed  in a l m o s t  any  p l a c e  in 
the e c o n o m y  a s e r i e s  of r e a c t i o n s  o c c u r  t h r o u g h o u t  the e n t i r e  e c o n o m y .  
It is  r a t h e r  i n t e r e s t i n g  to no te  s o m e  e x t r e m e  e x a m p l e s  of how th i s  
o p e r a t e s .  One is  tha t  the  m a r g a r i n e  i n d u s t r y  in th i s  c o u n t r y  r e a l l y  
got  i t s  s t a r t  b e c a u s e  p e t r o l e u m  was  d i s c o v e r e d  in P e n n s y l v a n i a .  
C a n d l e s  w e r e  m a d e  of  b e e f  ta l low;  when  k e r o s e n e  l igh t  b e c a m e  a v a i l -  
a b l e ,  the  m a r k e t  fo r  bee f  t a l l ow  s h r a n k  s h a r p l y .  The  p a c k e r s  s t i l l  
p r o d u c e d  t a l l ow .  In t r y i n g  to f ind s o m e  u s e  fo r  i t ,  t h e y  l e a r n e d  of the  
c o m m o d i t y  which  the F r e n c h  had d e v e l o p e d  as  a s u b s t i t u t e  fo r  b u t t e r  
and s t a r t e d  to  t u r n  out m a r g a r i n e - - o f  a Very  low q u a l i t y ,  I m i g h t  add .  
In c a s e  you do not  know m u c h  about  the  i n d u s t r y ,  t h e r e  is  no a n i m a l  
fa t  in m o s t  m a r g a r i n e  today .  

T o  t ake  a n o t h e r  e x a m p l e ,  ff t h e r e  is  an  e x c e s s  supp ly  of g a s o l i n e  
and the r e f i n i n g  i n d u s t r y  cu t s  i t s  c r u d e  r u n s ,  the e f f ec t  m a y  be an i n -  
c r e a s e  i n  the d e m a n d  for  coa l .  Tha t  i s  not  v e r y  h a r d  to e x p l a i n .  As 
the  c r u d e  r u n s  o f  the  p e t r o l e u m  r e f i n e r y  d rop ,  the  supp ly  of r e s i d u a l  
f u e l s  d e c l i n e s  and coa l  wi l l  r e p l a c e  tha t  fue l  in s o m e  u s e s .  

T h o s e  a r e  s i m p l y  e x a m p l e s  of how ou r  e c o n o m y  is  bound t o g e t h e r  
by a s e r i e s  of i n t e r r e l a t i o n s h i p s .  T h i s  shows  how the  o r g a n i z i n g  
p r o c e s s ,  wi th  c o m m o d i t y  a f t e r  c o m m o d i t y  added ,  i s  but  an  e x t e n s i o n  
of the  b a s i c  i dea  wi th  wh ich  we s t a r t e d - - t h a t  of supp ly  a n d  d e m a n d  fo r  
one  c o m m o d i t y .  

I a m  c e r t a i n  t ha t  m o s t  of you have  b e e n  qui te  d i s g u s t e d  a t  t i m e s ,  
by  the  f ac t  tha t  you canno t  ge t  a s i m p l e  and s h o r t  a n s w e r  f r o m  a n  
e c o n o m i s t .  When  we c o m e  to the  q u e s t i o n  a n d  a n s w e r  p e r i o d  I s h a l l  
i l l u s t r a t e  tha t  f ac t  once  aga in .  I u r g e  you  to be v e r y  s u s p i c i o u s  of 
any  s h o r t  a n s w e r  to an e c o n o m i c  p r o b l e m ,  b e c a u s e  the  e c o n o m i s t ' s  

10 
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f i r s t  a n s w e r  a l w a y s  h a s  to  be  s u r r o u n d e d  wi th  " i f s . "  Why  i s  t h a t ?  I t  
i s  b e c a u s e  the  e c o n o m i s t  h a s  t o  k n o w  the  w h o l e  s u r r o u n d i n g  s i t u a t i o n  
b e f o r e  h e  c a n  j u d g e  the  r e a c t i o n s  t h a t  m i g h t  be  s e t  up a s  a r e s u l t  of 
t he  f i r s t  s t i m u l u s  t h a t  i s  a p p l i e d .  So I d o u b t  v e r y  m u c h  w h e t h e r  a c c u -  
r a t e  a n s w e r s  c a n  be  g i v e n  to  e c o n o m i c  p r o b l e m s  e x c e p t  w h e n  the  
q u e s t i o n e r  and the a n s w e r e r  h a v e  c o m e  to  a fu l l  u n d e r s t a n d i n g  of all 
the relevant varlables. 

We t u r n  now f o r  a f e w  m i n u t e s  to  the  c h a r a c t e r  of s u p p l y  and  d e -  
m a n d  in s o m e  p a r t i c u l a r  t y p e s  of m a r k e t s .  H e r e  I w a n t  to  m a k e  an  
o b s e r v a t i o n  w h i c h  wi l l  h e l p  you  b r i d g e  w h a t  m a y  a p p e a r  to  be a gap  
b e t w e e n  wha t  I a m  s a y i n g  t h i s  m o r n i n g  ~nd w h a t  you  h a v e  b e e n  r e a d i n g .  
In  m u c h  of y o u r  r e a d i n g ,  you  a p p r o a c h  the  p r o b l e m  of s u p p l y  and  
d e m a n d  by  d e a l i n g  wi th  the  i n d i v i d u a l  f i r m .  H e r e  I a m  d e a l i n g  w i th  
t he  i n d u s t r y  o r  a g r o u p  of  f i r m s ,  the  p a r t  i n d u s t r y  p l a y s  and h o w  
t h r o u g h  i t s  r e a c t i o n  the  e c o n o m y  i s  o r g a n i z e d .  I b e l i e v e  t h a t  t he  i n -  
d u s t r y  a p p r o a c h  i s  m o r e  u s e f u l  f o r  d e a l i n g  wi th  p r o b l e m s  of s u p p l y  
p u r c h a s i n g  and of m o b i l i z a t i o n .  

f~ 
F i g u r e  V 
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F i r s t ,  we mus+  g ive  s o m e  a t t e n t i o n  to  the  c h a n g i n g  c h a r a c t e r  o r  
e l a s t i c i t y  of  d e m a n d  and s u p p l y  o v e r  t i m e .  As i l l u s t r a t e d  in  f i g u r e  V,  
i t  i s  qu i t e  p o s s i b l e  t ha t  if  the  p r i c e  f o r  the  c o m m o d i t y  d r o p s  f r o m  P 
to P ' ,  t he  c o n s u m p t i o n  wou ld  in  the  s h o r t  p e r i o d  i n c r e a s e  o n l y  f r o m  
OQ to  OQ' ,  bu t  if t he  p r i c e  r e m a i n e d  at  p r i c e  P '  f o r  a c o n s i d e r a b l e  
p e r i o d  of t i m e ,  m o r e  p e o p l e  wou ld  l e a r n  abou t  t he  p r i c e  and  m o r e  
of t h e m  wou ld  buy  the  c o m m o d i t y  t h a n  had  t r i e d  to  buy  i t  b e f o r e .  S o m e  
p e o p l e  in  t he  N o r t h  m i g h t  l e a r n  to l i ke  h o m i n y  g r i t s  i f  t h e y  t r i e d  t h e m .  
T h e  s a m e  wou ld  be t r u e ,  I s u p p o s e ,  of s o u t h e r n e r s  t r y i n g  s o m e  n o r t h -  
e r n  d i s h .  Wi th  the  p a s s a g e  of t i m e  i t  wou ld  be  qu i t e  p o s s i b l e ,  if the  
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q u a n t i t y  p r o d u c e d  at  the  l o w e r  p r i c e  i n c r e a s e d  and the p r i c e  r e m a i n e d  
at  P ' ,  tha t  the quan t i t y  p u r c h a s e d  would i n c r e a s e  to O Q " .  

L e t  us  put  s o m e  po in t s  we o b s e r v e d  e a r l i e r  wi th  r e s p e c t  to d e -  
m a n d  e l a s t i c i t y  t o g e t h e r  wi th  s o m e  c h a n g e s  in supply  c o n d i t i o n s  o v e r  
t i m e .  In f i g u r e  VI the d e m a n d  is  shown to have  i n c r e a s e d  f r o m  DD 
to D ' D ' ,  but  in the  s h o r t  p e r i o d  it is  not  p o s s i b l e  to m a k e  any  i n c r e a s e  
in the quan t i t y  a v a i l a b l e .  

0 
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!ii i r 

Q Q, 

- - 4 - - - + - - + - - -  

- - - + - - - I - - - -  e " - -  

i ! ] ~  F i g u r e  VI 
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. . . .  
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Such is of ten  the  c a s e  with p e r i s h a b l e  c o m m o d i t i e s .  Tha t  be ing  the  
c a s e ,  the p r i c e  m i g h t  j ump  f r o m  P to P ' .  Ove r  a l o n g e r  p e r i o d  s u p -  
p l i e s  m i g h t  be b r o u g h t  in f r o m  o t h e r  a r e a s ,  o r  output  m i g h t  be e x -  
panded  as  is  shown by the s lope  of the  SS c u r v e .  A f t e r  such  a p e r i o d  
of t i m e ,  the  new e q u i l i b r i u m  p r i c e  would  be P " - a n d  the  quan t i t y  sup -  
p l i ed  and bought  would  be i n c r e a s e d  f r o m  OQ to OQ' .  

T h e s e  a r e  i l l u s t r a t i o n s  of how,  with  d i f f e r i n g  t i m e  p e r i o d s  and 
d i f f e r i n g  d e g r e e s  of e l a s t i c i t y ,  a new b a l a n c e  is  s t r u c k ,  f i r s t ,  t e m p o -  
r a r i l y ,  at P ' ,  but  then ,  wi th  the i n c r e a s e  in output ,  a m o r e  p e r m a -  
nen t  new b a l a n c e  i s  se t  at  P " .  Tha t  is  how the p r i c e  s y s t e m  o p e r a t e s .  

L o o k i n g  at  f i g u r e  VII ,  we see  how o v e r  a p e r i o d  of t i m e  the r e -  
a c t i o n  of an i n c r e a s e  of d e m a n d  or  supply  m a y  change  output  and p r i c e  
c o n s i d e r a b l y .  If the d e m a n d  i n c r e a s e s  f r o m  DD to D ' D ' ,  and if the 
quan t i t y  canno t  be i n c r e a s e d  at  a l l ,  p r o b a b l y  the p r i c e  wi l l  r i s e  
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s h a r p l y  f r o m  P to P '  I It m i g h t  be h o w e v e r  tha t  wi thout  adding  new 
f a c i l i t i e s  and m e r e l y  by o p e r a t i n g  at a h i g h e r  r a t e  the  output  could 
be i n c r e a s e d  to OQ'.  If so,  the  p r i c e  would d e c l i n e  to P " .  

Q I i  Q l l l  

i - - 4  

Q Q' 

Figure VII 

QUANTITY 

If there is an extended period of high-level demand, it is quite 
possible that the capacity of industry would be enlarged so that i t  
would be feasible to produce OQ". If so, the price should fall to P ' "  
in order to move that volume through the market. 

As the increase in demand continues, new ideas for the production 
of goods may come. More of the economies of scale, of which we 
will talk again in a moment, might be realized with output up and costs 
down more. If so, the price might settle at ply with quantity at OQ"'. 

Since much of your work is with industrial markets, I thought it 
well to introduce one important modification to the rising supply curve. 
I am certain you have all observed that in many markets for manufac- 
tured goods when the demand changes, the price does not necessarily 
change. In other words the industry is willing to sell more o r  less at 
the same price. I have attempted to illustrate this by figure VIII. 

M 
r.) 

.L 
I - i I t l  
, , , f l  

I l l  
I '1 

I 
141 

I 1 #  E t '  

I 

L I 
I\1 , I, P 7  

k J . l  I ] - l 
_ i " l l ' i i  

I ,J i ..1. 

i i I I 

il f l i J  L I I l'~ll 
i ~ " T I ,  1 % 1 " 1  

, ,k iJ t,,I 
' i  ~,¶ l . I  [ 

i I i I \ I  " I  i l l  
~1 , J;J I ,  
2I"-I I, i I 

I.~l ' I I '  I ~ 1 ' 1  
'i ' Jill I 
I~ I ' l iT I  I 

I ~ [ '  I 
, I  I 

[11 ! 
r l I 

i t -~ l l l  k ~  
4, i I 

\ 141 I 
IE "r',J I r~ l  I ~ I  
" ~ li~i , . i  l -,..~ 

O Q" Q Q'" Q' QUANTITY 

Figure VIII 
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We s t a r t  out wi th  t he  supp ly  s i t u a t i o n  be ing  r e p r e s e n t e d  by the  odd-  
s h a u e d  c u r v e  SS. Note  at  the l o w e r  le f t  hand  it d r o p s  off t o  i n d i c a t e  
tha t  ff the quan t i t y  so ld  w e r e  to ge t  a s  low as  tha t ,  s e l l e r s  would  be 
d e s p e r a t e  fo r  v o l u m e  and be r e a d y  to cu t  p r i c e  i n  o r d e r  to i n c r e a s e  
s a l e s .  

On the  o t h e r  hand if the  output  w e r e  to r i s e  so f a r  to the r i g h t  
tha t  t h e i r  p r o d u c t i o n  e f f i c i e n c y  s u f f e r s - - f r o m  i n e f f i c i e n t  w o r k m e n ,  
p o o r  r a w  m a t e r i a l s ,  and so  o n - - t h e  s e l l e r s  m a y  not  be w i l l i ng  to s e l l  
a t  p r i c e s  r e p r e s e n t e d  by  the f ia t  p o r t i o n  of the  SS c u r v e ,  In tha t  e v e n t  
the i n c r e a s e d  quan t i t y  would  be a v a i l a b l e  on ly  at  h i g h e r  p r i c e s .  

B e t w e e n  t h e s e  e x t r e m e s  the supp ly  c u r v e  is  h o r i z o n t a l ,  and ff 
d e m a n d  r i s e s  f r o m  the DD l e v e l  to DD' ,  note  tha t  the  i n d u s t r y  would  
be w i l l i n g  to s e l l  quan t i t y  OQ' ,  a m u c h  l a r g e r  quan t i t y  than  OQ, at  
the  s a m e  p r i c e ,  a c c o r d i n g  to th i s  a n a l y s i s .  If  the d e m a n d  c o n t i n u e d  
to go up h o w e v e r ,  s o m e  of the  i n e f f i c i e n c i e s  I r e f e r r e d  to p r e v i o u s l y  
would  a f f e c t  p r o d u c t i o n ,  and t h e y  m i g h t  i n s i s t  on an i n c r e a s e  in p r i c e .  

If  the d e m a n d  w e r e  to r i s e  so s h a r p l y  tha t  it  would be at  D " D " ,  
i t  is  qui te  p o s s i b l e  tha t  s i m u l t a n e o u s l y  s o m e  of the b a s i c  c o n d i t i o n s  of 
s u p p l y  w o u l d  be a l t e r e d .  The  d e v e l o p m e n t s  wh ich  g ive  r i s e  to a sub -  
s t a n t i a l  i n c r e a s e  or  d e c r e a s e  of d e m a n d  f o r  one p r o d u c t  of ten  a f f ec t  
o t h e r  c o m m o d i t i e s  a l s o  and t h r o u g h  t h e m  m o d i f y  the c o n d i t i o n s  of 
supply .  

In o t h e r  w o r d s  when  d e m a n d  is  r i s i n g  fo r  c o m m o d i t y  A, i t  is  
of ten  r i s i n g  f o r  m o s t  c o m m o d i t i e s .  T h i s  wi l l  a f f ec t  w a g e s  a s  the  de 7 
m a n d  fo r  l a b o r  a r i s e s ,  and wi l l  a f fec t  the  p r i c e s  of r a w  m a t e r i a l s .  
If  so,  the  i n c r e a s e  of d i r e c t  c o s t  wi l l  a l t e r  the p r i c e  at  wh ich  m a n u -  
f a c t u r e r s  a r e  w i l l i ng  to s u p p l y  v a r i o u s  a m o u n t s  of c o m m o d i t y  A. As 
a r e s u l t ,  it  i s  qu i te  l i k e l y  tha t  t h e y  would  be w i l l i n g  to s e l l  the  v a r i o u s  
s u p p l i e s  r e f e r r e d  to on the h o r i z o n t a l  e x c e s s  at  on ly  p r i c e s  i n d i c a t e d  
on the  h i g h e r  b r o k e n  supp ly  c u r v e  S 'S ' .  

Now we s h a l l  put  t o g e t h e r  the new c o n d i t i o n s  of d e m a n d  and of 
supply .  Suppose  we s t a r t  out wi th  a d e m a n d  r e p r e s e n t e d  by DD and 
a supp ly  r e p r e s e n t e d  a l s o  by SS. T h e n ,  q u a n t i t y  OQ would be sold  
and at  p r i c e  P .  If  the d e m a n d  w e r e  to r i s e  to D ' D ' ,  but  s i m u l t a n e -  
o u s l y  the supp ly  c u r v e  S'S '  b e c a m e  a p p l i c a b l e ,  the p r i c e  would r i s e  
to the  i n t e r s e c t i o n  of the  D 'D '  c u r v e  and S 'S ' .  T h e n  the  a m o u n t  p r o -  
d u c e d  and bought  would  be O Q ' " .  
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I t  i s  i m p o r t a n t  t o  m a k e  t h i s  p o i n t  a b o u t  s i m u l t a n e o u s  d e v e l o p -  
m e n t s .  We i n  e c o n o m i c s  e n g a g e  t o o  m u c h  i n  " a l l  o t h e r  t h i n g s  b e i n g  
e q u a l "  a n a l y s i s .  Y o u  m e n  w h o  h a v e  t o  d e a l  w i t h  t h e  l i v i n g  w o r l d  f i n d  
t h e r e  i s  a s t r o n g  t e n d e n c y  f o r  s o m e  f o r c e s  t o  g o  t o g e t h e r ,  a n d  t h a t  
t h e  u p s  a n d  d o w n s  of  d e m a n d  f o r  a p a r t i c u l a r  c o m m o d i t y  i s  o n e  p a r t  
o f  t h e  u p s  and  d o w n s  f o r  c o m m o d i t i e s  g e n e r a l l y ,  a s  t h e  l e v e l  o f  t h e  
i n c o m e  r i s e s  a n d  f a l l s .  C o n s e q u e n t l y ,  a t  t h e  s a m e  t i m e  d e m a n d  f o r  
a g i v e n  p r o d u c t  i s  m o v i n g ,  c o n d i t i o n s  o f  s u p p l y  a r e  o f t e n  c h a n g i n g  
also. 

I d o  w a n t  t o  t h r o w  in  o n e  o t h e r  p o i n t  w i t h  r e s p e c t  t o  f i g u r e  V H I .  
I t h i n k  w e  a r e  o f t e n  m i s l e d  b y  t h e  p r i c e s  t h a t  a r e  q u o t e d  f o r  i n d u s t r i a l  
m a t e r i a l s .  I n o t i c e d  in  t h e  " N e w  Y o r k  T i m e s "  f o r  S u n d a y  t h a t  o n e  o f  
t h e  s p o k e s m e n  f o r  t h e  s t e e l  i n d u s t r y  w a s  r a t h e r  o p t i m i s t i c - - h e  s a i d  
p r i c e s  a r e  f i r m .  M y  g u e s s  i s  t h a t  ff y o u  w e r e  to  l o o k  a t  p r i c e  l i s t s ,  
t h e r e  w o u l d  b e  n o  e v i d e n c e  t h a t  p r i c e s  h a d  g o n e  d o w n  o r  t h a t  t h e y  a r e  
n o w  a d v a n c i n g .  D o n ' t  b e  d e l u d e d  b y  t h e  p r i c e s  t h a t  a r e  q u o t e d .  E v e n  
t h o u g h  I h a v e  s h o w n  h e r e  a h o r i z o n t a l  r a n g e  in  t h e  s u p p l y  c u r v e ,  I 
w o u l d  b e  w i l l i n g  to  w a g e r  t h a t  i n  p r a c t i c a l l y  e v e r y  c a s e  t h e  c u r v e  
r e p r e s e n t i n g  a m o u n t s  t h a t  a c t u a l l y  a r e  a s k e d  w o u l d  h a v e  a n  u p w a r d  
s l o p e  t h r o u g h o u t  i t s  w h o l e  r a n g e .  A p r e t t y  g o o d  r u l e  t o  f o l l o w  i s  t h a t  
t h e  a c t u a l  p r i c e  w i l l  m o v e  i n  t h e  d i r e c t i o n  of  t h e  l e v e l  o f  d e m a n d ,  
w h e t h e r  o r  n o t  t h e  q u o t e  p r i c e s  do .  

P r i c e s  m a y  n o t  m o v e  b y  c h a n g i n g  t h e  s c t u a l  p r i c e  f o r  a p a r t i c u l a r  
i t e m ,  b u t  t h e  s a m e  e f f e c t  m a y  b e  a c c o m p l i s h e d  b y  c h a n g i n g  t h e  c o m -  
m o d i t y  i t s e l f .  O r  t h e  i n c o m e  of  t h e  i n d u s t r y  m a y  b e  a f f e c t e d  m a t e r i -  
a l l y  b y  t h e  f a c t  t h a t  w h e n  n a t i o n a l  i n c o m e  o r  d e m a n d  r i s e s ,  t h e y  a r e  
a b l e  t o  s e l l  a l a r g e r  o u t p u t  o f  t h e  m o r e  p r o f i t a b l e  i t e m s  i n  t h e i r  l i n e  
w h i c h  i n c r e a s e s  t h e i r  i n c o m e  r e l a t i v e  t o  t h e i r  c o s t s .  

T h e r e  i s  a n o t h e r  s i t u a t i o n  w h i c h  i s  o f  p a r t i c u l a r  i m p o r t a n c e  in  
m o b i l i z a t i o n  a n d  o t h e r  i n d u s t r i e s  w h i c h  a r e  in  t h e  d e v e l o p m e n t a l  s t a g e .  
I n  s u c h  c a s e s  t h e  l e v e l  o f  c o s t  i s  i t s e l f  i n f l u e n c e d  b y  t h e  l e v e l  o f  
d e m a n d .  I a m  n o t  t h i n k i n g  h e r e  o f  t h e  f a c t  t h a t  w h e n  d e m a n d  d e c l i n e s ,  
b u s i n e s s m e n  b e c o m e  m u c h  c o n c e r n e d  a b o u t  t h e  c a r e l e s s n e s s  a b o u t  
c o s t s  t h a t  d e v e l o p  d u r i n g  a b o o m .  I a m  s u r e  t h e r e  a r e  m a n y  b u s i n e s s -  
m e n  w h o  w o r r i e d  a y e a r  a n d  h a l f  a g o  t h a t  f f  d e m a n d  d e c l i n e d  a l i t t l e ,  
t h e y  w o u l d  n o t  b r e a k  e v e n .  T h e i r  d e m a n d  d id  d e c l i n e  b u t  I h a v e n ' t  
n o t i c e d  t h a t  m a n y  c o m p a n i e s  w e r e  f o r c e d  in  t h e  r e d .  

T h e r e  a r e  a s u r p r i s i n g  n u m b e r  o f  s a v i n g s  w h i c h  c a n  b e  m a d e  
w h e n  d e m a n d  i s  n o t  a s  f a v o r a b l e  a s  m i g h t  b e ,  a n d  t h e r e  a r e  a 
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s u r p r i s i n g  n u m b e r  of i n e f f i c i e n c i e s  tha t  m o v e  in when  d e m a n d  h a s  
b e e n  h igh fo r  an e x t e n d e d  p e r i o d .  I n t e r e s t i n g  as  th is  s u b j e c t  i s - - t h a t  
o f ten  c o s t s  r e f l e c t  d e m a n d  m o r e  than  the  r e v e r s e - - h e r e  I a m  m o r e  
c o n c e r n e d  wi th  the  e f f ec t  of an  i n c r e a s e  o f  d e m a n d  on the c o n d i t i o n s  
of i t s  p r o d u c t i o n  in an i n d u s t r y  wh ich  h a s  the  p o t e n t i a l i t y  of g r e a t  e c o -  
n o m i e s  as  v o l u m e  g r o w s .  

T h e  poin t  to be  m a d e  h e r e  i s  i l l u s t r a t e d  by f i g u r e  IX. 

QUAN~ T~ 

F i g u r e  IX 

If  we s t a r t  out  wi th  the i n d u s t r y  o p e r a t i n g  on a r e l a t i v e l y  sm~11 s c a l e - -  
t h i s  would be t r u e  of a f a i r l y  new i n d u s t r y - - i t s  c o s t  m a y  be r e p r e s e n t e d  
by  the c u r v e  AC. If a t  tha t  t i m e  the  d e m a n d  is  r e p r e s e n t e d  by DD, the  
p r i c e  would  t end  to be at  P .  Th i s  i s  a f a m i l i a r  a r g u m e n t  so  f a r .  If,  
h o w e v e r ,  the d e m a n d  w e r e  to m o v e  o v e r  to D ' D ' ,  the f i r s t  e f f ec t  m i g h t  
be ,  un t i l  a change  in the  c h a r a c t e r  of p r o d u c t i o n  f a c i l i t i e s  could  be 
b r o u g h t  about ,  tha t  the  p r i c e  would r i s e  to P ' .  If  the d e m a n d  w e r e  to 
r e m a i n  at  D 'D '  f o r  a w h i l e ,  s o m e  m a n u f a c t u r e r s  would ge t  the i dea  
tha t  t hey  could  then  p r o d u c e  on a qui te  d i f f e r e n t  s c a l e .  When b u s i n e s s -  
m e n  s e e  a~, o p p o r t u n i t y  to p r o d u c e  an a r t i c l e  in  l a r g e  v o l u m e ,  the  
whole  m e t h o d  of p r o d u c t i o n  v a r y i n g  a l l  the way  f r o m  the p r o d u c t i o n  of 
m a t e r i a l s  to the l ayou t  of the p lan t  and the  l eng th  of a s s e m b l y  l i n e s ,  
and so  on, is  c h a n g e d  r a d i c a l l y .  The  cos t  c u r v e  A ' C '  would  r e p l a c e  
AC. As a c o n s e q u e n c e ,  i n s t e a d  of the  i n c r e a s e d  d e m a n d  D 'D '  b r i n g -  
ing a h i g h e r  p r i c e ,  o v e r  a p e r i o d  of y e a r s  i t  would  be apt  to  b r i n g  a 
l o w e r  p r i c e  such  as  P " .  With d e m a n d  i n c r e a s e d  to D " D " ,  a s t i l l  
l a r g e r  s c a l e  of o p e r a t i o n s  and new d e s i g n s  fo r  p l a n t s  m i g h t  o c c u r  and 
the p r i c e  could  fa l l  s t i l l  f u r t h e r  to P ' " .  

Such c o s t  and p r i c e  e x p e r i e n c e  i s  c h a r a c t e r i s t i c  to an e x t r e m e  
d e g r e e  of a l l  new m i l i t a r y  e q u i p m e n t .  Such p r o d u c t s  go f i r s t  in to  
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a p i lo t  p l a n t  s t a g e  and then ,  ff adap te~  to l a r g e - s c a l e  p r o d u c t i o n ,  c a n  
be  t u r n e d  out by  the t e n s  of t h o u s a n d s  or  m i l l i o n s  at  a low c o s t .  

The  kind of s i t u a t i o n  p o r t r a y e d  by  f i g u r e  IX  g i v e s  r i s e  to  an  i n -  
t e r e s t i n g  q u e s t i o n .  If you a r e  i nvo lved  in buy ing  e q u i p m e n t  fo r  an  
i n d u s t r y  tha t  f a c e s  t h i s  p o t e n t i a l  c h a n g e  of i t s  c o s t  c u r v e  f r o m  AC to 
A ' C '  o r  AI 'C  ' ' ,  wha t  shou ld  be  y o u r  p o l i c y ?  Should  you ,  in f ix ing  a 
p r i c e ,  t h ink  tha t  a c o s t  of A ' C ' ,  o r  fo r  t ha t  m a t t e r  A " C " ,  cou ld  be  
a c h i e v e d ?  The  s a m e  po in t  a p p l i e s  to a m a n u f a c t u r i n g  i n d u s t r y  in  
p r i c i n g  i t s  own p r o d u c t s  to s e l l  in  a c o m p e t i t i v e  m a r k e t .  Should i t  
p r i c e  on the  b a s i s  of the  f i r s t  c u r v e ,  the  s e c o n d  c u r v e ,  o r  the  t h i r d  
c u r v e  ? 
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F i g u r e  X 

Thus  f a r  we  have  t a l k e d  as  though  i n d u s t r i e s  w e r e  a l l  c o m p e t i t i v e .  
T h e  bugaboo  of m o n o p o l y  o c c u p i e s  a l a r g e  p l a c e  in the l i t e r a t u r e  of 
e c o n o m i c s .  I a m  not  go ing  to c o v e r  in d e t a i l  the  m o n o p o l y  p r o b l e m .  

The  m a j o r  p r i n c i p l e  c a n  be d e m o n s t r a t e d  by  the  u s e  of f i g u r e  X 
g i v e n  the  c o s t s  of the  m o n o p o l i s t  at  v a r i o u s  r a t e s  of output  and the  
d e m a n d  fo r  the  p r o d u c t .  He  c a n  be e x p e c t e d  to c h o o s e  the  output  and 
p r i c e  at  wh ich  the  to ta l  p r o f i t  would  be l a r g e s t .  Of c o u r s e ,  f i g u r e  X 
e x a g g e r a t e s  the  p r o f i t  p o s s i b i l i t i e s ;  h e r e  wi th  p r i c e  P '  c o m p a r e d  to 
the  c o m p e t i t i v e  p r i c e  P ,  m o n o p o l y  p r o f i t  i s  r e p r e s e n t e d  by  the  a r e a  
SP'  RT.  

T h e  r e a l l y  i m p o r t a n t  q u e s t i o n - - a n d  the  one w h i c h  is  qu i t e  d i f f i -  
cu l t  to a n s w e r - - i s ,  When  does  a m o n o p o l y  e x i s t ?  In  a n s w e r i n g  tha t  
q u e s t i o  n the  i m p o r t a n t  po in t  i s  the  s lope  of the  d e m a n d  c u r v e  as  the 
m a n a g e m e n t  of the  f i r m  s e e s  i t .  U n d e r  p u r e  c o m p e t i t i o n ,  the  
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m a n a g e m e n t  a c t s  a s  i f  i t  s a i d  to  i t s e l f :  " T h e  a m o u n t  we  s e l l  h a s  n o  
e f f e c t  o n  t h e  t e r m s .  W e  w i l l  t a k e  t h e  p r i c e  in  t h e  m a r k e t  a s  a g i v e n  
c o n d i t i o n  a n d  a d j u s t  o u r  o u t p u t  a c c o r d i n g l y .  " T h e  m o n o p o l i s t  s a y s :  
" M y  d e m a n d  i s t h e  d e m a n d  f o r  a p r o d u c t .  T h e  d e m a n d  c u r v e  f o r  t h e  
p r o d u c t  i n d i c a t e s  h o w  m u c h  i c a n  s e l l  a t  v a r i o u s  p r i c e s . "  

I n  t h i s  c o u n t r y  h o w e v e r  w e  do n o t  h a v e  m u c h  m o n o p l o y  in  t h e  s e n s e  
j u s t  g i v e n  to  t h a t  w o r d .  B u t  in  m a n y  i n d u s t r i e s  t h e  s e l l e r s  a r e i n  a 
p o s i t i o n  to  s a y :  " I  h a v e  s o m e  i n f l u e n c e  on  t h e  p r i c e . "  In  o t h e r  w o r d s  
h i s  d e m a n d  c u r v e  i s  m o r e  e l a s t i c  t h a n  i s  t h e  d e m a n d  f o r  t h e  p r o d u c t  
a s  a w h o l e .  

T h e  d i f f i c u l t  p r o b l e m  t h a t  we  f a c e  a t  t h i s  p o i n t  i s  t h a t  of  t h e  d e t e r -  
m i n a n t s  of  t h e  s l o p e  of  t h e  d e m a n d  c u r v e .  D o e s  i t  h a v e  a l a r g e  a m o u n t  
o r  a l i t t l e  b i t  of  s l o p e ?  I h a v e  n o  w a y  of  k n o w i n g .  I c a n  s a y  t h a t  e m -  
p i r i c a l  i n v e s t i g a t i o n s  h a v e  l e d  to  t w o  c o n c l u s i o n s .  T h e r e  a r e  s o m e  
i n d u s t r i e s  in  w h i c h  f i r m s  a r e  s o  a w a r e  o f  t h e i r  i n f l u e n c e  on  t h e  p r i c e  
t h a t  t h e y  do  a v o i d  o v e r t  p r i c e  c o m p e t i t i o n ,  and  t h e i r  c o m p e t i t i v e  a c t s  
a r e  a l l  t a k e n  w i t h  a n  e y e  o n  t h e  c o u n t e r a c t i o n  of  t h e i r  r i v a l .  T h i s  i s  
a s i t u a t i o n  f o r  w h i c h  e c o n o m i s t s  h a v e  c o i n e d  t h e  w o r d  " o l i g o p o l y , "  
w h i c h  y o u  m a y  h a v e  h e a r d  a b o u t .  

W h e t h e r  o r  n o t  t h i s  f e e l i n g  i s  b u t t r e s s e d  b y  a f e w  t e l e p h o n e  c a l l s ,  
n o  one  k n o w s .  T h e r e  i s  n o t h i n g  l i k e  m a k i n g  u n c e r t a i n t y  l e s s  b y  l e a n -  
i n g  o n  a n  i n t e r m e d i a r y  s u c h  a s  a t r u s t e d  r e p o r t e r  f o r  a t r a d e  p a p e r ,  
f o r  e x a m p l e ,  I w i l l  s a y  t h i s - - t h a t  e m p i r i c a l  r e s e a r c h  a l s o  s u g g e s t  
t h a t  t h e  m a n a g e m e n t  of  t h e  t y p i c a l  i n d u s t r i a l  f i r m s  d o e s  n o t  h a v e  
c o n f i d e n c e  in  t h e  l o n g - t e r m  i n e l a s t i c i t y  o f  i t s  o w n  d e m a n d  c u r v e .  

In  o t h e r  w o r d s  m a n a g e m e n t  m i g h t  t h i n k  t o d a y  t h a t  i f  i t  d r o p p e d  
i t s  p r i c e ,  i t  m i g h t  n o t  b e  f o l l o w e d ;  a n d  i f  i t  r a i s e d  i t s  p r i c e ,  i t  m i g h t  
n o t  b e  f o l l o w e d  e i t h e r .  B u t  o v e r  a l o n g e r  p e r i o d  of  t i m e  t h e  m a n a g e -  
m e n t  i s  i m p r e s s e d  b y  t h e  e x t e n t  t o  w h i c h ,  i f  i t  a c t s  v e r y  m u c h  l i k e  
a m o n o p o l y ,  o t h e r s  w i l l  t a k e  a d v a n t a g e  of  t h a t  f a c t .  

T h e r e  a r e  t w o  v e r y  p o t e n t  s o u r c e s  o f  d i s t u r b a n c e  of  m o n o p o l y .  
O n e  i s  t h e  m e m b e r  of  t h e  i n d u s t r y  w h o  i s  n o t  b i g  e n o u g h  to  f e e l  t h a t  
i t  i s  r e s p o n s i b l e  f o r  t h e  l e v e l  o f  p r i c e ,  b u t  i s  b i g  e n o u g h  to  t a k e  c a r e  
o f  i t s e l f  v e r y  s a t i s f a c t o r i l y  in  t e r m s  of  p r o d u c t i o n  c o s t s  a n d  f i n a n c i a l  
r e s o u r c e s .  I n  t h i s  k i n d  of  a l e c t u r e  I do  n o t  t h i n k  i t  i s  a p p r o p r i a t e  
f o r  m e  to  m e n t i o n  c o m p a n i e s ;  I s u g g e s t  t h a t  i f  y o u  l o o k  o v e r  t h e  p e t r o -  
l e u m  i n d u s t r y ,  y o u  c a n  f i n d  s e v e r a l  e x a m p l e s  of  t h e  k i n d  of  c o m p a n y  
I h a v e  in  m i n d .  
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T h e n  in the  whole  c o n s u m e r - g o o d  a r e a ,  t h e r e  is  a v e r y  p o w e r f u l  

r e s t r a i n t  i m p o s e d  in the  f o r m  of the l a r g e  r e t a i l  o r g a n i z a t i o n s  who a r e  
a l w a y s  p o t e n t i a l l y  t h e i r  own s u p p l i e r s .  If t h e y  a r e  b e i n g  c h a r g e d  a 
p r i c e  tha t  i s  h i g h e r  t h a n  the l e v e l  e f f i c i e n t  m a n u f a c t u r i n g  c o s t s  w a r -  
r a n t ,  t h e y  c a n  s p o n s o r  a s u p p l i e r  o r  go into the m a n u f a c t u r i n g  t h e m -  
s e l v e s .  

T h i s  is  a p h a s e  of what  M r .  G a l b r a i t h  r e f e r s  to as  " c o u n t e r v a i l -  
ing  p o w e r "  in h i s  book on A m e r i c a n  c a p i t a l i s m .  E v e n  m o r e  r e l e v a n t  
i s  the de f i n i t i on  of c o m p e t i t i o n  by P r o f e s s o r  Wi l cox  of S w a r t h m o r e  
a s  " t w e n t y  p a r t s  o l i gopo ly  and one p a r t  S e a r s - R o e b u c k . "  

I h a p p e n  to  be of the s c h o o l ,  and I s a y  so  f r a n k l y ,  t ha t  b e l i e v e s  
tha t  the  c o m p e t i t i v e  f o r c e s  in  the  i n d u s t r y  s e c t o r  of the A m e r i c a n  
e c o n o m y  a r e  v e r y  p o w e r f u l .  

With r e s p e c t  to w a g e s  as  a p r i c e ,  we canno t  s a y  m u c h  tha t  i s  
de f in i t e .  We do not  know m u c h  about  what  i n f l u e n c e s  c h o i c e  of o c c u p a -  
t ion  o r  wha t  i n f l u e n c e s  the to ta l  supp ly  of l a b o r .  R e f e r r i n g  to f i g u r e  
XI w h e r e  t h e r e  is  a v e r y  o d d - s h a p e d  supp ly  c u r v e  SSiSd, the s e g m e n t  
SiSd r e p r e s e n t s  the p o s s i b i l i t y  tha t  when  w a g e s  a r e  h igh ,  the  a m o u n t  
of h o u r s  of w o r k  wh ich  w o r k e r s  do wi l l  f a l l .  
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HOURS OF WORK 

F i g u r e  XI 

T h e y  wi l l  t ake  s i c k  l e a v e  when  t hey  a r e  not  s ick;  f e w e r  m e m b e r s  of 
the f a m i l y  w o r k  w h e n  t h e y  d r a w  h igh  w a g e s .  T h i s  c o u l d  be  a s e r i o u s  
p r o b l e m  d u r i n g  m o b i l i z a t i o n  fo r  t hen  our  m o s t  i m p o r t a n t  and s c a r c e s t  
r e  s o u r c e  is  m a n p o w e r .  

In a p a r t i c u l a r  o c c u p a t i o n  h o w e v e r ,  a c h a n g e  of w a g e s  r e l a t i v e  
to o t h e r  w a g e s  wi l l  a f fec t  the  n u m b e r  of p e r s o n s  s e e k i n g  e m p l o y m e n t  
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i n  t h a t  i n d u s t r y .  I~ m o r e  m e n  a r e  w a n t e d  in  a l o c a l i t y  o r  i n  a n  o c c u p a -  
t i o n ,  t h e s e  w o r k e r s  c a n  b e  a t t r a c t e d - ' n o t  s o l e l y  b y  w a g e s ,  b u t  b y  w h a t  
A l f r e d  M a r s h a l l  c a l l e d  t h e  " n e t  a d v a u t a g e s . "  T h e s e  a d v a n t a g e s  i n c l u d e  
s e c u r i t y  of  j o b ,  l i v i n g  c o n d i t i o n s ,  w o r k i n g  c o n d i t i o n s ,  t e n u r e ,  p r e s t i g e ,  
a n d  a w h o l e  h o s t  of  c o n d i t i o n s  o f  t h a t  s o r t .  

So,  t h i s  m o s t  b a s i c  of  a l l  r e s o u r c e s ,  m a n p o w e r ,  c a n  be  i n f l u -  
e n c e d  b y  w h a t - - f f  o f f e r e d .  I f  t h e n  d e m a n d  f o r  l a b o r  i n  a p a r t i c u l a r  
o c c u p a t i o n  r i s e s  f r o m  DD t o  D ' D '  i n  f i g u r e ,  XI ,  m o r e  w o r k e r s  c a n  
b e  o b t a i n e d  b u t  a t  w a g e s  r e p r e s e n t e d  b y  W ' .  

I t  i s  a l s o  t r u e ,  a s  w a s  s e e n  i n  t h e  c a s e  of  c o m m o d i t i e s ,  t h e  d e -  
g r e e  t o  w h i c h  m o r e  w o r k e r s  c a n  b e  a t t r a c t e d  d e p e n d s  on  t h e  g e n e r a l  

e m p l o y m e n t  s i t u a t i o n .  

I n  t h e  t h i r t i e s  y o u  c o u l d  g e t  m o r e  w o r k e r s  a t  a n o m i n a l  i n c r e a s e  
i n  w a g e s  a n d  i n  s o m e  c a s e s  y o u  c o u l d  h a v e  h i r e d  m o r e  w o r k e r s  e v e n  
a t  r e d u c e d  w a g e s ,  O n  t h e  o t h e r  h a n d  a t  t h e  p e a k  of  t h e  w a r  m o b i l i z a -  
t i o n  in  1944 a n d  1945,  i t  d id  n o t  do  a n y  g o o d  to  i n c r e a s e  w a g e s  in  o c -  
c u p a t i o n  A; w e  d i d  n o t  h a v e  a p o o l  of  u n e m p l o y e d .  

T h e  o n l y  w a y  m o r e  w o r k e r s  c o u l d  b e  o b t a i n e d  t h e n  w a s  to  t a k e  
f r o m  o c c u p a t i o n s  B and  C ,  w h e r e  e m p l o y e r s  w o u l d  t r y  to  k e e p  t h e i r  
w o r k e r s  i f  t h e y  c o u l d  g e t  a p p r o v a l  f r o m  t h e  W a r  L a b o r  B o a r d  f o r  a 

w a g e  i n c r e a s e .  

We  h a v e  d e b a t e d  f o r  s o m e  t i m e  in  t h i s  c o u n t r y  t h e  e f f e c t  of  a n  
i n c r e a s e  i n  w a g e s  o n  e m p l o y m e n t .  T h i s  i s  a t o p i c  o n  w h i c h  I do  n o t  
b e l i e v e  we  h a v e  a n y t h i n g  d e f i n i t i v e  to  s a y  in  e c o n o m i c s  a t  t h e  p r e s e n t  
t i m e .  T h e r e  a r e  t w o  r e a s o n s :  

1. O n e  i s  t h a t  t h e  i n c r e a s e  of  w a g e s  u s u a l l y  o c c u r s  a t  t h e  t i m e  
w h e n  t h e r e  i s  a g e n e r a l  i n c r e a s e  i n  d e m a n d  f o r  l a b o r .  So i t  i s  d i f -  
f i c u l t  t o  s a y  w h e t h e r  t h e  l a c k  of  c h a n g e s  in  e m p l o y m e n t  r e f l e c t s  l a c k  
of  i n f l u e n c e  of  w a g e s  o n  e m p l o y m e n t  o r  r e f l e c t s  t h e  s i m u l t a n e o u s  i n -  

c r e a s e  of  d e m a n d  f o r  t h e  i n d u s t r y ' s  g o o d s .  

2.  A n o t h e r  r e a s o n  w h y  i t  i s  d i f f i c u l t  t o  i n d i c a t e  t h e  e f f e c t  of  w a g e  
c h a n g e s  on  e m p l o y m e n t  i s  t h a t  b u s i n e s s  i s  n o t  a l w a y s  a s  e f f i c i e n t  a s  
i t  c a n  b e .  I t h i n k  t h a t  a n y o n e  w h o  h a s  b e e n  in  a m a n u f a c t u r i n g  p l a n t  
h a s  s e e n  h o w ,  i f  t h e y  w o u l d  m a k e  s o m e  c h a n g e  in  e q u i p m e n t  o r  o r g a n i -  
z a t i o n ,  t h e y  c o u l d  r e d u c e  c o s t .  I f  t h e  w a g e s  p a i d  b y  t h i s  i n d u s t r y  w e r e  
i n c r e a s e d ,  t h i s  m i g h t  b e  t h e  p r o d  t h a t  w o u l d  l e a d  t h e m  to  p u t  i n  n e w  
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o r g a n i z a t i o n  o r  n e w  e q u i p m e n t .  Of  c o u r s e  a f t e r  s o m e  d e l a y  t h e y  
m i g h t  h a v e  d o n e  t h e  s a m e  w i t h o u t  t h e  i n c r e a s e  i n  w a g e s .  

T h e  a n a l y s i s  t h u s  f a r  h a s  b e e n  o f  t h e  s o r t  r e f e r r e d  t o i n  e c o n o m -  
i c s  " p a r t i a l . "  W e  h a v e  d e a l t  w i t h  a p a r t i c u l a r  c o m m o d i t y  o r  w i t h  t h i s  
c o m m o d i t y  v e r s u s  a n o t h e r  c o m m o d i t y .  B u t  i m p l i c i t  i n  t h i s  a n a l y s i s  
h a s  a l w a y s  b e e n  t h e  a s s u m p t i o n  t h a t  m o r e  o f  c o m m o d i t y  A i s  w a n t e d ,  
t h e  a d d e d  r e s o u r c e s  n e e d e d  to  p r o d u c e  i t  c o u l d  a t t r a c t  a w a y  f r o m  
o t h e r  u s e s  w i t h o u t  m u c h  d i f f i c u l t y .  

T o  c o m p l e t e  t h e  s t o r y  o f  s u p p l y  and  d e m a n d ,  w e  h a v e  t o  r e c o g n i z e  
t h a t  r e a c t i o n s  on  t h e  s u p p l y  s i d e  to  a c h a n g e  in  d e m a n d  w i l l  b e  i n -  
f l u e n c e d  v e r y  p o w e r f u l l y  b y  t h e  e x t e n t  to  w h i c h  t h e r e  i s  o r  i s  n o t  f u l l  
u s e  o f  t h e  h u m a n  a n d  m a t e r i a l  r e s o u r c e s  of  t h e  e c o n o m y .  H e r e  i s  
r e f l e c t e d  o n e  of  t h e  m a j o r  c h a n g e s  in  e c o n o m i c  i d e a s  s i n c e  s o m e  of  
y o u  w e r e  in  c o l l e g e .  

T h e  d e g r e e  t o  w h i c h  r e s o u r c e s  a r e  b e i n g  f u l l y  u t i l i z e d  i s  v e r y  
f u n d a m e n t a l  t o  t h e  w h o l e  p r o b l e m  of  m o b i l i z a t i o n .  I f  w e  w a n t  t o  h a v e  
m o r e  s t e e l ,  o r d i n a r i l y  a l l  we  h a v e  to  do i s  w a i t  a w h i l e  a n d  s t e e l  c a n  
b e  f o r t h c o m i n g .  S o m e t i m e s  we  c a n  g e t  i t  w i t h  no  w a i t  a t  a l l .  B u t  ff  
s t e e l  m i l l s  a r e  o p e r a t i n g  a t  c a p a c i t y ,  g e t t i n g  m o r e  s t e e l  f o r  m a k i n g  
m o r e  o f  A i s  p o s s i b l e  o n l y  b y  m a k i n g  l e s s  o f  s o m e t h i n g  e l s e .  T h i s  
m e a n s  t h a t  t h e  s u p p l y  f o r  e a c h  c o m m o d i t y  b e c o m e s  q u i t e  i n e l a s t i c  b e -  
c a u s e  o u t p u t  o f  t h e  e c o n o m y  a s  a w h o l e  h a s  b e c o m e  a l m o s t  e n t i r e l y  
i n e l a s t i c .  

T h i s  i s  t h e  f i n a l  c o n s i d e r a t i o n  t h a t  a l w a y s  m u s t  b e  i n t r o d u c e d  
i n t o  t h e  s u p p l y  and  d e m a n d  p r o b l e m .  A r e  t h e r e  i d l e  r e s o u r c e s  t h a t  
c a n  b e  p u t  t o  w o r k  i f  t h e  d e m a n d  i n c r e a s e s 7  I f  t h e r e  a r e ,  o u t p u t  c a n  
b e  i n c r e a s e d  e a s i l y  and  p e r h a p s  a t  o n l y  a n o m i n a l  i n c r e a s e  i n  p r i c e .  
O n  t h e  o t h e r  h a n d  i f  we  h a v e  q u i t e  f u l l  u s e  o f  r e s o u r c e s ,  i t  b e c o m e s  
i n c r e a s i n g l y  d i f f i c u l t  t o  g e t  m o r e  l a b o r  a n d  m a t e r i a l s  f o r  p a r t i c u l a r  
u s e .  

T h e  r e v e r s e  s i d e  o f  t h i s  s i t u a t i o n  i s  t h a t  i f  d e m a n d  f a l l s  f o r  a 
c o m m o d i t y ,  i t  i s  f a i r l y  e a s y  to  m a k e  t h e  a p p r o p r i a t e  a d j u s t m e n t  i f  
t h e r e  i s  g e n e r a l l y  a h i g h  l e v e l  o f  d e m a n d  in  t h e  e c o n o m y .  T h e n  t h e  
r e s o u r c e s ,  h u m a n  and  m a t e r i a l ,  w h i c h  a r e  r e l e a s e d  f r o m  a p a r t i c u l a r  
u s e  c a n  be  e a s i l y  a t t r a c t e d  i n t o  o t h e r  e m p l o y m e n t s .  B u t  i f  t h e  d e -  
m a n d  d e c l i n e  f o r  one  p r o d u c t  i s  o n l y  p a r t  o f  t h e  g e n e r a l  f a l l  of  d e m a n d  
t h e  p r o c e s s  i s  e x t r e m e l y  p a i n f u l .  T h e n  r e s o u r c e s  t h a t  c a n n o t  b e  u s e d  
in  o c c u p a t i o n  A w i l l  n o t  f i n d  e m p l o y m e n t  in  o c c u p a t i o n s  B ,  C ,  a n d  D.  
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Our  p r i c e  s y s t e m  d o e s  n o t  a d j u s t  i t s e l f  g r a c e f u l l y  to  d e c r e a s e s  

in d e m a n d .  It  i s  m u c h  e a s i e r  t o  a d j u s t  to i n c r e a s e  i n  d e m a n d  f o r  
p a r t i c u l a r  c o m m o d i t i e s ,  and al l  c o m m o d i t i e s ;  than  it i s  to m a k e  down-  
w a r d  a d j u s t m e n t s .  D o w n w a r d  a d j u s t m e n t s  a r e  m o s t  d i f f i cu l t  to m a k e  
when  t h e r e  is  a d e c r e a s e  in d e m a n d  fo r  a l l  the  a l t e r n a t i v e  u s e s  of 
t h e s e  r e s o u r c e s .  

All  the po in t s  m a d e  h e r e ,  p a r t i c u l a r l y  the  l a s t  o n e s ,  have  an i m -  
p o r t a n t  b e a r i n g  on the p r o b l e m  of m o b i l i z a t i o n  po l i cy .  It  i s  e a s y  to 
j u m p  to the c o n c l u s i o n  tha t  b e c a u s e  now we a r e  going to n e e d  s o m e  
d i f f e r e n t  g o o d s  p r o d u c e d  than  we h a v e  p r o d u c e d  b e f o r e ,  t h i s  c a n  be 
done b e s t  by  s u b s t i t u t i n g  a u t h o r i t y  fo r  the  p r i c e  s y s t e m .  I s u g g e s t  
tha t  the m o r e  you u n d e r s t a n d  how the p r i c e  s y s t e m  w o r k s ,  the  m o r e  
you  wi l l  r e s p e c t  it; and I would  add,  the  m o r e  you have  e x p e r i e n c e  in  
t r y i n g  to s u b s t i t u t e  a u t h o r i t y  fo r  the  p r i c e  s y s t e m ,  the  m o r e  d i f f i cu l t  
you  s e e  tha t  s tep  to be .  T h i s  i s  not  to a r g u e  tha t  l a r g e - s c a l e  m o b i l i -  
z a t i o n - - c e r t a i n l y ,  a l a r g e r  one than  we had  fo r  the K o r e a n  W a r - - i s  
p o s s i b l e  wi thou t  s o m e  i n t e r f e r e n c e  with  the p r i c e  s y s t e m .  T h e n  the  
d i r e c t i o n s  of c h a n g e  we have  to m a k e  a r e  e x t r e m e  and h a v e  to b e  
m a d e  m o r e  r a p i d l y  and p e r f e c t l y  than  c a n  be b r o u g h t  about  j u s t  by  
p a y i n g  m o r e  for  w h a t e v e r  i t  i s  t hen  wan t ed .  

I w i s h  to s a y  h o w e v e r  tha t  i t  i s  e q u a l l y  e r r o n e o u s  to a s s u m e  t h a t  
a l l  of t h e s e  a d j u s t m e n t s ,  e v e n  t h o s e  of ful l  m o b i l i z a t i o n ,  can  be 

h a n d l e d  b e s t  by s u b s t i t u t i n g  d i r e c t  c o n t r o l s  fo r  p r i c e s .  The  f u n d a -  
m e n t a l  e r r o r  we m a d e  in m o b i l i z a t i o n  d u r i n g  Wor ld  W a r  II w a s  tha t  
we  p l a c e d  too m u c h  r e l i a n c e  on d i r e c t  c o n t r o l s  and too l i t t l e  on r e -  
duc ing  the e x c e s s  c i v i l i a n  d e m a n d  wh ich  c o m p e t e d  with  the m i l i t a r y  
d e m a n d .  Nex t  t i m e  we m u s t  not  m a k e  tha t  e r r o r .  

Second ,  I would s a y  tha t  if d i r e c t  c o n t r o l s  w e r e  i n t r o d u c e d ,  it  i s  
f a r  b e t t e r  to c o n t r o l  ( a l l o c a t e )  the u s e  of  r e s o u r c e s  and ( r a t i on )  c o m -  
m o d i t i e s  than  it i s  t o  r e l y  p r i m a r i l y  on p r i c e  c e i l i n g s  fo r  c o m m o d i t i e s .  
The  l a t t e r  i s  what  we did a l m o s t  e n t i r e l y  in the  c i v i l i a n  s e c t o r  l a s t  
t i m e .  We r e l i e d  on p r i c e  c o n t r o l  and did not  d i r e c t l y  u n d e r t a k e  to 
a l l o c a t e  l a b o r .  We did s o m e w h a t  o f f se t  t h e  d e m a n d  f o r  l a b o r  t h r o u g h  
the  a l l o c a t i o n  of m a t e r i a l s  h o w e v e r .  We ought  to put ou r  p r i m a r y  
reliance on controlling the use of commodities and raw materials, 
rather than on holding down prices and hoping that some kind of ration- 
ing and allocation devices will be worked out. I do not believe we held 
prices nearly as low last time as the indexes showed and I do not think 

we would hold them next time if we follow policies analogous to those 

used last time. 
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T h i s  r e m a r k  i s  a l l  p a r t  o f  m y  c o n c l u d i n g  c o m m e n t :  T h a t  i s ,  t h a t  
t h e  f o r c e s  of  s u p p l y  a n d  d e m a n d  a r e  e n o r m o u s l y  p o w e r f u l .  T h e  r e a s o n s  
a r e  t h a t  t h e y  a r e  r e a l l y  n o t h i n g  b u t  t h e  a t t e m p t  of  i n d i v i d u a l s  a s  p r o -  
d u c e r s  a n d  c o n s u m e r s  t o  t r y  to  do  b e t t e r  f o r  t h e m s e l v e s  f i n a n c i a l l y - -  
c o n s u m e r s  to  m a k e  d o l l a r s  go  f u r t h e r ,  and  p r o d u c e r s  a n d  w o r k e r s  t o  
o b t a i n  h i g h e r  i n c o m e s .  

O n e  o f  t h e  r e a s o n s  I a m  o p t i m i s t i c  a b o u t  t h e  c o m p e t i t i v e  c h a r a c -  
t e r  o f  t h e  i n d u s t r i a l  s e c t o r  o f  t h e  e c o n o m y  i s  t h a t  i t  w o u l d  b e  v e r y  
d i f f i c u l t  e v e n  i n  t h e  a b s e n c e  of  t h e  a n t i t r u s t  l a w s  e f f e c t i v e l y  t o  i n t e r -  
f e r e  w i t h  t h e  s e e k i n g  o f  p r i v a t e  a d v a n t a g e  w h i c h  i s  t h e  m e a n s  b y  w h i c h  
e c o n o m i c  a d j u s t m e n t s  a r e  m a d e .  B o t h  o u r  d e p r e s s i o n  a n d  o u r  m o b i l i -  
z a t i o n  e x p e r i e n c e  s h o w  t h a t  e v e n  t h e  G o v e r n m e n t ,  w h e n  b a c k e d  b y  t h e  
e n t h u s i a s m  of  a w a r  p e r i o d ,  f i n d s  i n t e r f e r e n c e  w i t h  t h i s  f o r c e  o f  s u p -  
p l y  a n d  d e m a n d  to  b e  e x t r e m e l y  d i f f i c u l t .  T h e r e f o r e  I s u g g e s t  t h a t  w e  
s h o u l d  i n t e r f e r e  w i t h  i t  o n l y  w h e r e  i t  i s  r e a l l y  n e c e s s a r y ;  b u t  w h e r e  
we  do ,  we m u s t  n o t  do  i t  i n  a h a l f - h e a r t e d  f a s h i o n - - w e m u s t  g o  to  t h e  
h e a r t  of  t h e  p r o b l e m  b y  a l l o c a t i o n  a n d  r a t i o n i n g .  

One of the reasons why supply and demand are so important and 
are broader than your individual problems is that whether in peace or 
war, it is:the market, operating through supply and demand, that is 
a method of organizing the economy without overhead direction. 

Through it we have freedom to select our occupation, to select whether 
we will spend our income on this or that commodity, and to choose 
among places to put our savings. All such choices are part of the 
whole concept of individual freedom which is of first importance in the 
political area, but freedom of choice there relies heavily on the extent 
of choice in the economic sphere. 

M R .  N I K L A S O N :  D r .  H e f l e b o w e r  i s  r e a d y  f o r  y o u r  q u e s t i o n s .  

Q U E S T I O N :  D o c t o r ,  w h e n  y o u  a r e  t a l k i n g  a b o u t  r a t i o n i n g  and  
a l l o c a t i o n  r a t h e r  t h a n  c o n t r o l l i n g  p r i c e s ,  a r e n ' t  y o u  m o r e  a p t  to  c a u s e  
a b l a c k  m a r k e t .  H o w  w o u l d  y o u  c o n t r o l  t h a t ?  

DR. HEFLEBOWER: If we try to hold the price of a commodity 
at P' (see figure II) rather than at P, but have available only quantity 
OQ, then trouble with a black market is likely. At price P' con- 
sumers would buy quantity OQ' which is more than is available. Con- 
sequently, there is unsatisfied demand equal to OQ'. 

If, on the other hand, formal rationing is established and ration 
tickets only equal to OQ are issued--because that is all of the product 
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a v a i l a b l e - - i t  s h o u l d  b e  p o s s i b l e  to  h o l d  t h e  p r i c e  a t  P ' .  B y  t h i s  
m e a n s  t h e  p o r t i o n  of  " w i l l i n g  d e m a n d "  r e p r e s e n t e d  b y  OQ'  i s  t a k e n  o u t  
o f  t h e  m a r k e t .  I t  h a s  t h e  s a m e  e f f e c t  a s  i f  d e m a n d  w e r e  to  d e c l i n e  
to  t h e  l e v e l  a t  w h i c h  o n l y  O Q  w o u l d  b e  b o u g h t  a t  P .  

W h e n  we  f o r m a l l y  r a t i o n ,  we  p u t  o u t  a n e w  m o n e y ;  b u t ,  we  l i m i t  
t h e  a m o u n t  of  t h i s  s p e c i a l  m o n e y  t h a t  e a c h  p e r s o n  c a n  hax*e. T h e  
a t t e m p t  i s  t o  l i m i t  t h e  a m o u n t  of  t h i s  s p e c i a l  m o n e y  to  t h e  q u a n t i t y  o f  
t h e  r a t i o n e d  g o o d s  a v a i l a b l e .  

S T U D E N T  : In  t h e  b l a c k  m a r k e t  p e o p l e  w e r e  a b l e  to  m a k e  a g o o d  
p r o f i t  o n  t h o s e  i t e m s  t h a t  p e o p l e  h a d  to  b u y  t h e r e .  

DR.  H E F L E B O W E R :  Y o u  m e a n  t h e  b l a c k  m a r k e t  w a s  in  r a t i o n  
r i c k e t s - - n o t  b y  s e l l i n g  b e y o n d  t h e  c e i l i n g  p r i c e  ? 

STUDENT: T h e  r e s a l e  v a l u e  of them. 

D R .  H E F L E B O W E R :  T h e r e  c a n  be  two  k i n d s o f  b l a c k  m a r k e t s .  
W h e n  t h e  c o m m o d i t y  i s  n o t  f o r m a l l y  r a t i o n e d ,  t h e  b l a c k  m a r k e t  t a k e s  
t h e  f o r m  of  s e l l i n g  a t  h i g h e r  p r i c e s  t h a n  t h e  c e i l i n g  p r i c e s .  W h e n  
f o r m a l  r a t i o n i n g  i s  e s t a b l i s h e d ,  t h e r e  c a n  b e  a b l a c k  m a r k e t  i n  r a t i o n -  
i n g  t i c k e t s .  T h i s  i s  t h e  s a m e  p r o b l e m  a s  t h a t  of  c o u n t e r f e i t  m o n e y .  
W e  a l w a y s  r a t i o n  b y  m o n e y - - r e g u l a r  m o n e y  t h i s  t i m e - - I  d o n ' t  t h i n k  
a n y b o d y  h e r e  h a s  a l l  t h e  m o n e y  h e  w a n t s .  S o m e  p e o p l e  a r e  g e t t i n g  
a r o u n d  t h a t  r a t i o n i n g  b y  b l a c k  m a r k e t  t h r o u g h  c o u n t e r f e i t i n g .  T h i s  
i s  r e a l l y  a p r o b l e m  of  e n f o r c e m e n t .  

Q U E S T I O N :  I s n ' t  t h e  d i f f e r e n c e ,  t h o u g h ,  t h a t  t h e  b l a c k  m a r k e t  
o n  r a t i o n  c o u p o n s  d o e s n ' t  a p p e a r  a s  p a r t  of  t h e  p u b l i c  d e b t  a f t e r  t h e  
e m e r g e n c y  i s  o v e r ;  t h e  h o l d e r  l o s e s  i t .  

DR. HEFLEBOWER: Is this what you have in mind? If prices 

are allowed to go up, this tends to affect the level of cost for the 

whole of the war effort, and because we never tax as heavily as the 
increase in cost, the total debt is inflated. Then, since much of this 
debt is in a form that is money or can be converted into money, a 
wartime inflation results. 

Colonel, the only effective way to hold the price down--which is 
what you want to do so that rising prices will not bring about a further 
rise on the level of the debt--is to ration the commodity if the com- 
modity is scarce. Ceiling prices were generally complied with on 
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m a n y  c o m m o d i t i e s  i n  t h i s  c o u n t r y  t h a t  w e r e  n o t  r a t i o n e d .  B u t  t h e s e  
g o o d s  w e r e  o f  t h e  t y p e s  t h a t  p e o p l e  d i d  n o t  w a n t  i n t e n s i v e l y .  

T h e  q u e u e  m e t h o d . w a s  a p e r f e c t l y  s a t i s f a c t o r y  r a t i o n i n g  d e v i c e  
i n  m a n y  s u c h  c a s e s .  

I do  n o t  s a y  t h a t  w e  h a v e  t o  r a t i o n  e v e r y  c o m m o d i t y  f o r  w h i c h  we  
a r e  g o i n g  to  s e t  a c e i l i n g  p r i c e ;  b u t  o n  e v e r y  c o m m o d i t y  f o r  w h i c h  
t h e r e  i s  l a c k  of  w i l l i n g n e s s  to  p o s t p o n e  p u r c h a s e - - t h e  b e s t  e x a m p l e  i s  
b e e f s t e a k - - r a t i o n i n g  m u s t  b e  i m p o s e d  i f  t h e  c e i l i n g  p r i c e  i s  t o  b e  h e l d .  

I do  w a n t  t o  e m p h a s i z e  h o w e v e r  t h a t  r a t h e r  t h a n  r e l y  p r i m a r i l y  
u p o n  p r i c e  c e i l i n g s  and  r a t i o n i n g  t o  a v e r t  w a r t i m e  i n f l a t i o n ,  w e  s h o u l d  
go  a s  f a r  a s  w e  c a n  in  a d e m o c r a t i c  s o c i e t y  t o  t a x  t h e  m o n e y  a w a y  
f r o m  t h e  p e o p l e  s o  t h e y  w i U  n o t  b e  a b l e  t o  b u y  b e e f s t e a k s  a t  i n f l a t e d  
p r i c e s .  

Q U E S T I O N :  T h e r e  h a s  b e e n  t a l k  t h a t  t h e  p e r f e c t  e c o n o m y  i s  f r e e  
c o m p e t i t i o n  in t h e  m a r k e t .  I t  s e e m s  to  m e  t h a t  s i n c e  1948,  w h e n  
p r i c e  c o n t r o l s  w e r e  t a k e n  of f ,  f r e e  c o m p e t i t i o n  h a s  b e e n  s p i r a l i n g  
p r i c e s  u p  a l l  t h e  t i m e .  E a c h  y e a r  t h e r e ' s  a r i s e  i n  t h e  o v e r a l l  p r i c e s .  
I s  t h a t  t r u e ?  I f  so ,  w h a t  c a u s e s  i t ?  

DR.  H E F L E B O W E R :  B e f o r e  a n s w e r i n g  t h e  q u e s t i o n  I w a n t  t o  be  
c e r t a i n  t h a t  we  a g r e e  o n  t h e  f a c t s .  I t h i n k  t h e r e  h a s  b e e n  i n c r e a s e s  
b u t  t h i s  w a s  a d e f i n i t e  l e v e l i n g  ou t  o f  p r i c e s  a f t e r  1 9 4 7 - 4 8  a n d  p r i o r  
t o  t h e  K o r e a n  W a r .  T h e  i n c r e a s e  in  p r i c e s  in  1 9 5 0 - 5 1  w a s  r e l a t e d  
to  t h a t  w a r .  T h e r e  h a s  b e e n  n o  m a t e r i a l  i n c r e a s e  i n  p r i c e s  s i n c e  
t h e  f i r s t  h a l f  of  195 I .  

The level of prices will tend to equal the amount of goods divided 
by the amount of money. "So, if the amount of money increases more 
rapidly than does the quantity of goods, and this money is spent-- 
which is not always true--the prices of goods will be bid up. This is 
more clearly seen again in the case of beefsteak, and cost of pro- 
duction has nothing to do with the price of beefsteak in the short run. 
Then the price of beefsteak reflects the level of consumer demand. 

W h e n  i t  w a s  s a i d  d u r i n g  a n d  a f t e r  t h e  w a r ,  " I f  w e  r a i s e  t h e  w o r k -  
e r s '  w a g e s  t h i s  w i l l  i n c r e a s e  c o s t s  a n d  p r i c e s  w i l l  go  u p " - - w h e n  t h e y  
s a i d  p r i c e s ,  t h e y  m e a n t  f o o d ,  l a r g e l y .  W a g e s  a s  a c o s t  do  n o t ,  in  
t h e  s h o r t  t e r m ,  h a v e  m u c h  to  d o  w i t h  t h e  p r i c e  of  f o o d .  B u t  w h e n  t h e  
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w a g e s  of  w o r k e r ~  r i s e ,  t h e i r  i n c o m e s  a r e  l a r g e r  and  t h e i r  e x p e n d i -  
t u r e s  pu l l  up t he  p r i c e s  of  f o o d .  T h a t  i s  t he  w a y  i t  w o r k s .  

Consequently, when you talk about ir~lation in the sense of move- 
ment in the general level of all prices, you are talking about problems 
in money supply. The failure during the war to do as good a job of 
taxation and monetary control as we could have done, was the basic 
force behind rising prices then! Some errors in policy after the war 
facilitated further increases in the money supply. 

The explanation of how the market mechanism governs the econ- 
omy is usually made without reference to the money supply. If how- 
ever, the money supply is enlarged and that money supply is effectively 
used, as by Government expenditures during the war, this increases 
incomes and expenditure rates. This means that demand for goods 
rises. If the output does not rise accordingly, and when there is full 
employment it cannot, prices will rise. 

I f  t h e r e  i s  a d e m a n d  f o r  m o r e  of p r o d u c t  A and  m o r e  of p r o d u c t  
A c a n  be  p r o d u c e d  e a s i l y ,  i t s  s u p p l y  i s  c a l l e d  e l a s t i c .  B u t  in  a w a r  
o r  in  a p e r i o d  s u c h  as  we h a v e  h a d  s i n c e  t he  w a r ,  g e t t i n g  m o r e  of 
t h i s  c o m m o d i t y  u s u a l l y  m e a n s  t a k i n g  r e s o u r c e s  a w a y  f r o m  o t h e r  c o m -  
m o d i t i e s ;  I t  m e a n s  t h a t  if  we  a r e  go ing  to  h a v e  m o r e  b e e f ,  we  a r e  
g o i n g  to  h a v e  l e s s  p o r k - - o r  if  we  a r e  g o i n g  to  h a v e  m o r e  s o y b e a n s ,  
w e  a r e  g o i n g  to  h a v e  l e s s  c o r n .  T h e n  s u p p l y  of a l l  g o o d s  i s  i n e l a s t i c ;  
t he  o u t p u t  c a n n o t  be  i n c r e a s e d  b e c a u s e  we  a r e  a l r e a d y  u s i n g  p r a c t i c -  
a l l y  a l l  of  o u r  r e s o u r c e s .  T h e n  t h e r e  i s  o n l y  one  w a y  f o r  i n c o m e  a n d  
e x p e n d i t u r e s  to  w o r k  t h e m s e l v e s  out;  t h a t  i s ,  by  b i d d i n g  up t h e  g e n e r a l  
l e v e l  of  p r i c e s .  T h e  p r i c e  m e c h a n i s m  is  a d e v i c e  w h e r e b y  t h e s e  i n -  
c r e a s e s  in  p e o p l e ' s  i n c o m e s  a r e  r e f l e c t e d  on the  p r i c e s .  Of  c o u r s e ,  
s o m e  c o m m o d i t i e s  r i s e  m o r e  t h a n  o t h e r s - - e i t h e r  b e c a u s e  p e o p l e  w a n t  
m o r e  of  s o m e  t h a n  o t h e r s ,  o r  b e c a u s e  t h e  o u t p u t  c a n n o t  be  e n l a r g e d  
v e r y  m u c h .  

Since 1951 there has been an approximate equilibrium befween 
total demand and output at a general level of prices that has nottended 
to move very much, up or down. Of course individual prices of com- 
modities have been moving up and down. There has been shortages 
of one and an excess of another, but that is the price mechanism work- 
ing. So I think it would be fair to say it has worked very well. The 
time when it did not work was in the thirties when we had a general 
drop in the level of demand. The price mechanism adjusts much more 
easily to increases than to decreases. 
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QUESTION: This morning in the "Journal" there was an interest I 
ing article which appeared to be a paradox with respect to Philco. The 
article said its people were going to raise prices now when the market 
is glutted. They may consider themselves to be in a position of com- 
petition, but the demand is practically nonexistent. What factors 
would cause a company to raise its prices in the face of such condi- 

tions as the se ? 

D R .  H E F L E B O W E R :  I r e m e m b e r  a P h . D .  e x a m i n a t i o n  q u e s t i o n  
w i t h  w h i c h  s o m e  of  o u r  g r a d u a t e  s t u d e n t s  h a d  g r e a t  d i f f i c u l t y ,  O n e  of  
t h e  b r i g h t  y o u n g  m e m b e r s  of  t h e  f a c u l t y  s a i d ,  "I  w o u l d  h a v e  f e l t  b e t t e r  
i f  t h e y  s a i d  t h i s  w a s  i m p o s s i b l e . "  

I a m  v e r y  s u s p i c i o u s ,  f r a n k l y ,  of  w h a t  i s  h a p p e n i n g  in  a c a s e  o f  
t h i s  s o r t .  T h e y  m i g h t  a c t u a l l y  r a i s e  a q u o t e d  r e t a i l  p r i c e ,  w h i c h  i s  
a d e v i c e  f o r  d e l u d i n g  t h e  i n n o c e n t  c o n s u m e r s  w h o  d o n o r  k n o w  a n y  
b e t t e r .  I w o u l d  d o u b t  t h a t  t h e r e  h a s  b e e n  a n y  p r i c e  r i s e ,  o r ,  i f  t h e y  
m a d e  o n e ,  t h a t  i t  w i l l  s t i c k  u n d e r  t h e  c o n d i t i o n s  y o u  h a v e  l a i d  d o w n .  

T h e r e  h a v e  b e e n  a f e w  c a s e s  in  w h i c h  c o m p a n i e s  h a v e  r a i s e d  
p r i c e s  w h e n  d e m a n d  f e l l ,  b u t  i n s t a n c e s  a r e  h a r d  t o  f i n d .  W h e n  d e -  
m a n d  h a s  f a l l e n ,  i t  i s  a r a t h e r  odd  t i m e  to  r a i s e  p r i c e s .  T h i s  w o u l d  
c u t  c o n s u m p t i o n .  A c t u a l l y ,  w i t h  p l a n t s  a l r e a d y  b u i l t ,  w h e n  d e m a n d  
f a l l s  t h e  o n l y  r e l e v a n t  c o s t s  a r e  t h e  v a r i a b l e  o n e s .  S i n c e  v a r i a b l e  
c o s t s  a r e  o r d i n a r i l y  l e s s  t h a n  t o t a l  c o s t s ,  t h e r e  i s  n o  p o i n t  t o  r a i s i n g  

p r i c e s .  

S T U D E N T :  A r e  we  s u p p o s e d  t o  t a l k  w a r  c o n t r a c t s  on  t h a t  a s -  

s u m p t i o n  ? 

DR. HEFLEBOWER: The question is, What costs are relevant 
in the short run? This is a point which we just did not have time to 
go over, but it is a topic on which I could have spent another half 
hour. In the short run, if you cannot sell your capacity output, your 
average total cost is not a relevant fact. With plants already built, 
depreciation, for example, is not avoidable. But out-of-pocket costs 
are, and if not covered by current prices, presumable production will 

fall or the plant will close down entirely. 

Of course, when a company's considering establishing a plant, it 
will try to figure out what its costs will be and what the demand will 
be. Then total cost is important because with all assets liquid manage- 
menthas achoice as to whether to invert its funds in fixed assets or not. 
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B u t  o n c e  i t  b u i l d s  t h e  p l a n t ,  a l l  c o s t s  r e l a t e d  t o  t h e  p l a n t  a r e  s u n k .  I t  
c a n n o t  r e c o v e r  t h e s e  f u n d s  e x c e p t  f r o m  r e c e i p t s  a b o v e  o u t - o f - p o c k e t  
c o s t s .  

T h e  f a c t  t h a t  t h e  t o t a l  i t  c o s t  p e r  u n i t  w i l l  r i s e  w h e n  o p e r a t i n g  t h e  
p l a n t  b e l o w  c a p a c i t y  i s  n o t  a n  i m p o r t a n t  c o n s i d e r a t i o n  f o r  w h a t  p r i c e  
p o l i c y  s h o u l d  be  in  t h e  s h o r t  r u n .  M a n a g e m e n t  s h o u l d  a t t e m p t  t o  g e t  
m a x i m u m  r e c e i p t s  p o s s i b l e  a b o v e  o u t - o f - p o c k e t  e x p e n s e s .  T h a t  i s  
t h e  b e s t  p r i c e .  

T o  t u r n  n o w  s p e c i f i c a l l y  to  t h e  q u e s t i o n ,  p r e s u m a b l y  t h e  m a n u -  
f a c t u r e r : w i t h  w h o m  y o u  a r e  n e g o t i a t i n g  h a s  a l t e r n a t i v e  u s e s  f o r  h i s  
f a c i l i t i e s .  I f  s o  h e  d o e s  n o t  h a v e  to  s e l l  b e l o w  t o t a l  c o s t  a n d  m a y  e v e n  
b e  a b l e  t o  g e t  m u c h  m o r e .  I f  t h e  l a t t e r  i s  t r u e ,  y o u  c a n n o t  e x p e c t  h i m  
t o  t a k e  a n  o r d e r  a t  t o t a l  c o s t  p l u s  10 p e r c e n t ,  u n l e s s  f o r  p a t r i o t i c  
r e a s o n s  o r  b e c a u s e  h e  i s  o r d e r e d  t o  d o  s o  b y  t h e  G o v e r n m e n t .  O n  
o p e n  b i d s ,  p r e s u m a b l y  s u p p l i e r s  o f f e r s  a r e  b a s e d  n o t  m e r e l y  o n  c o s t s  
b u t  o n  w h a t  t h e y  c o u l d  g e t  f r o m  a l t e r n a t i v e  u s e  of  t h e i r  f a c i l i t i e s .  

M R .  N I K L A S O N  : O u r  t i m e  h a s  r u n  o u t .  T h a n k  y o u ,  D r .  
H e f l e b o w e r ,  f o r  y o u r  v e r y  e f f e c t i v e  t r e a t m e n t  of  a m o s t  f o r m i d a b l e  
s u b j e c t .  
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