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Dr.  Janus  Poppe,  In s t ruc to r ,  P l ans  and Read ines s  Divis ion,  
ICAF, was born  on 31 May 1916. He r e c e i v e d  his  B.S .  (1937) f rom 
The Ruyte r  Naut ica l  Academy;  B. S. F .S .  (1945) f rom George town 
Un ive r s i t y ,  School of F o r e i g n  Service ;  M.A.  and P h . D .  (1948) f rom 
A m e r i c a n  Un ive r s i t y ,  He s e r v e d  as in te l l igence  spec i a l i s t ,  Chief  
In te l l igence  Branch  v, i t h  the Ne the r l ands  R e p r e s e n t a t i v e s  to the 
Combined Chiefs of Staff in Washington,  D . C . ,  1943-49; with the 
In te l l igence  Working  Team and P l e n i p o t e n t i a r y  for  the Ne the r l ands  
Government  with NATO Regiona l  P lann ing  Group, Washington,  D . C . ,  
1949-50. He was a s s o c i a t e  p r o f e s s o r  of economics  at Georgetown 
Un ive r s i t y ,  Washington,  D . C . ,  1950-52 and at Bucknel l  Un ive r s i ty ,  
Lewisburg ,  Pennsy lvan ia ,  1952-54; a s s o c i a t e  p r o f e s s o r  of economics  
and s t a t i s t i c s  at Georgetown Univers i ty ,  1954- 58; a s s i s t a n t  d i r e c t o r  
and c o m p t r o l l e r ,  Un ive r s i t y  of Maryland ,  F a r  Eas t  Divis ion,  Japan,  
1958-60. In 1960 he jo ined the facu l ty  of the Indus t r i a l  Col lege of 
the Armed  F o r c e s  as I n s t r u c t o r ,  P l ans  and Read iness  Divis ion.  This  
is  his f i r s t  l e c t u r e  at the Indus t r i a l  Col lege.  
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C A P T A I N  M A R Z E T T A :  G e n e r a l  Mundy,  G e n t l e m e n :  I 'm  p i n c h -  
h i t t i ng  t o d a y  f o r  Dr .  K r e s s ,  who was  c a l l e d  out of town b e c a u s e  of 
dea th  in the f a m i l y .  I know, though,  tha t  he would  want  m e  to s a y  
a f ew w o r d s  about  the  new unit  of i n s t r u c t i o n  upon w h i c h  you a r e  
e m b a r k i n g  th i s  m o r n i n g .  

F o r  p r a c t i c a l l y  the who le  of th i s  c o m i n g  mon th ,  we wi l l  be  l ook ing  
into  the f i e l d  of e c o n o m i c  s t a b i l i z a t i o n ,  p r i m a r i l y  in the d o m e s t i c  
s c e n e ,  but a l so  in the  i n t e r n a t i o n a l  a r e a .  Th i s  is a f i e ld  w h e r e  we 
wi l l  e x p l o r e  the  r o l e  of c o n t r o l s  on o u r  e c o n o m y ,  and w h e r e  we wi l l  
s t udy  the  i n f l u e n c e s  tha t  a f fec t  the  s t a b i l i t y  of ou r  e c o n o m y .  I t ' s  a 
b r o a d  a r e a ,  an  i n t e r e s t i n g  one ,  and one  w h i c h  wi l l  c o n t r i b u t e  m a t e r i a l l y  
to the s o l u t i o n s  w h i c h  you  a r e  go ing  to w o r k  up on y o u r  f ina l  p r o b l e m .  

Now, n o r m a l l y ,  as you  have  s e e n ,  we  don ' t  i n t r o d u c e  the m e m b e r s  
of the  f a c u l t y  h e r e  on the  p l a t f o r m .  Today ,  h o w e v e r ,  I would  l i ke  to 
s a y  a f ew w o r d s  about  o u r  s p e a k e r ,  b e c a u s e  h e ' s  a n e w c o m e r  to the  
f a c u l t y ,  and th i s  is  his  f i r s t  l e c t u r e  to the  C o l l e g e .  

D r .  P o p p e  i s  an e c o n o m i s t  w i th  an i n t e r n a t i o n a l  f l a v o r .  He w a s  
b o r n  in the  N e t h e r l a n d s ,  and d u r i n g  the  w a r  w a s  a Dutch  n a v a l  a v i a t o r .  
He a l so  s e r v e d  his  c o u n t r y  as  a r e p r e s e n t a t i v e  to the C o m b i n e d  Ch ie f s  
of Staff  and to NATO.  

He r e a l l y  got in to  e c o n o m i c s  in a b ig  way,  though,  fo l l owing  the  
w a r  and e a r n e d  h is  d o c t o r a t e  at G e o r g e t o w n .  He taught  in s e v e r a l  
u n i v e r s i t i e s  at the  g r a d u a t e  l e v e l .  And ju s t  p r i o r  to c o m i n g  to the  
I n d u s t r i a l  C o l l e g e  th i s  l a s t  fa l l ,  he w a s  the  A s s i s t a n t  D i r e c t o r  and 
C o m p t r o l l e r  of  the  U n i v e r s i t y  of  M a r y l a n d  e x t e n s i o n  c o u r s e  in J a p a n .  

He i s  no s t r a n g e r ,  h o w e v e r ,  to the  I n d u s t r i a l  C o l l e g e ,  as  he t augh t  
h e r e  as  a g u e s t  s e c t i o n  i n s t r u c t o r  in the  F o u n d a t i o n  Uni t  f o r  f ive  s t r a i g h t  
y e a r s  b a c k  in 1953 to 1958. 

To t e l l  us ,  then ,  about  " E c o n o m i c  S t a b i l i z a t i o n :  P r i n c i p l e s  and 
P o l i c i e s ,  " i t ' s  m y  p l e a s u r e  to p r e s e n t  D r .  J a n u s  P o p p e .  

DR. POPPE: Thank you,  C a p t a i n  M a r z e t t a .  



G e n e r a l  Mundy ,  G e n t l e m e n :  Th i s  m o r n i n g  we s t a r t  Uni t  V, w h i c h  
c o n s i d e r s  the  s u b j e c t  of e c o n o m i c  s t a b i l i z a t i o n .  F o r  the  next  t h r e e  
w e e k s  we  w i l l  have  a n u m b e r  of e m i n e n t  s c h o l a r s  and p r a c t i t i o n e r s  
d i s c u s s  the p r a c t i c a l  a p p l i c a t i o n s  and the  r e a l i t i e s  of e c o n o m i c  s t a b i l i -  
z a t i o n  p o l i c i e s .  In th i s  l e c t u r e  th i s  m o r n i n g  I hope  to c o v e r  s o m e  of 
the  b a s i c  t h e o r e t i c a l  c o n c e p t s  i nvo lved ,  so as  to c o m p l e m e n t  the  s u b -  
j e c t  m a t e r i a l  o r  o u r  gues t  s p e a k e r s  to c o m e .  I p r o p o s e  to de f ine  
e c o n o m i c  s t a b i l i z a t i o n  and d i s c u s s  the  n e e d  f o r  e c o n o m i c  s t a b i l i z a t i o n  
c o n t r o l s .  In a d d i t i o n  I w i l l  t o u c h  on m o n e t a r y  c o n t r o l s ,  f i s c a l  c o n t r o l s ,  
and the  d i r e c t  c o n t r o l s  a v a i l a b l e  to o u r  a u t h o r i t i e s .  Th i s  w i l l  be  
f o l l o w e d  by  a d i s c u s s i o n  of s o m e  of the  i n t e r n a t i o n a l  e c o n o m i c  s t a b i l i -  
z a t i o n  p r o b l e m s  w h i c h  f ace  the  Un i t ed  S t a t e s .  

In the  O r i e n t a t i o n  Uni t  l a s t  S e p t e m b e r ,  we r e v i e w e d  the  p r i n c i p l e s  
of e c o n o m i c s .  The  E c o n o m i c  s t a b i l i z a t i o n  Uni t  w i l l  c o v e r  the  a p p l i c a -  
t i on  of  m a n y  of t h e s e  p r i n c i p l e s  to n a t i o n a l  and  i n t e r n a t i o n a l  e c o n o m i c  
s t a b i l i z a t i o n  p r o b l e m s  f a c i n g  us today .  It is  s o m e w h a t  of a c o n t r o -  
v e r s i a l  s u b j e c t ,  and we inv i t e  you  to r e a d  and to th ink  about  t h e s e  
m a t t e r s ,  to d i s c u s s  t h e m ,  and t hen  to f o r m  y o u r  own op in ion  and c o n c l u s i o n s .  

L e t ' s  now t u r n  to the  de f i n i t i on  of e c o n o m i c  s t a b i l i z a t i o n .  ( C h a r t  
1). By  going  t h r o u g h  the  l i t e r a t u r e  on the  s u b j e c t ,  I f ind  tha t  C o l o n e l  
R o y  V. P o r t e r ,  a m e m b e r  of th i s  f a c u l t y  unt i l  l a s t  y e a r ,  p r o b a b l y  gave  
the  c l o s e s t  a p p r o x i m a t i o n  by de f in ing  e c o n o m i c  s t a b i l i z a t i o n  as  " t h o s e  
a c t i o n s  t a k e n  by  a g o v e r n m e n t  o r  a c o m m u n i t y ,  a lone  o r  in c o n j u n c t i o n  
w i th  o t h e r  g o v e r n m e n t s  o r  c o m m u n i t i e s ,  w h i c h  t end  to p r e v e n t  o r  
r e d u c e  e x e c e s s i v e  o r  u n n e c e s s a r y  f l u c t u a t i o n s  in the  c o n d i t i o n s  a f f e c t i n g  
the  p r o d u c t i o n ,  d i s t r i b u t i o n ,  and c o n s u m p t i o n  of w e a l t h .  " 

In o t h e r  w o r d s ,  we a r e  a i m i n g  at what  the  e c o n o m i s t  c a l l s  a s t a t e  
of g e n e r a l  e q u i l i b r i u m .  But  we know that  an  e c o n o m y  does  not  s t a y  in 
e q u i l i b r i u m .  N u m e r o u s  f o r c e s  a r e  at w o r k  to c a u s e  i n s t a b i l i t y .  One  
of the  p r o b l e m s  we m u s t  c o n c e r n  o u r s e l v e s  wi th  is  the  p r o b l e m  of 
r e c u r r i n g  u n e m p l o y m e n t  and  how to cope  wi th  i t .  A n o t h e r  p r o b l e m  i s  
the  p e r s i s t e n t  t h r e a t  of i n f l a t i on  and i t s  i m p a c t  on s o c i e t y .  P r i o r  to 
the  New D e a l  we  a d h e r e d  g e n e r a l l y  to t he  p r i n c i p l e s  of c l a s s i c a l  
e c o n o m i c s  in a t t e m p t i n g  to s o l v e  t h e s e  two m a j o r  p r o b l e m s  o r  a p r e -  
v a i l i n g  c a p i t a l i s t i c  s y s t e m .  



m: 

o 

o 
E~ 
~q 
I--I 

~J 

0 

0 ~ ~ 

0 ~ ~ 

N N N m ~ 

0 ~ 0 

0 0 

0 ~ ~ 

~ 0 ~ 0 

o ~ ~ 
~ 0 > 

0 

0 

! 

3 



- 90 
C l a s s i c a l  e c o n o m i c  t h e o r y  r e s t s  on the  a s s u m p t i o n  of fu l l  e m p l o y -  

m e n t  of l a b o r  and o t h e r  r e s o u r c e s .  The  c l a s s i c s / t h e o r y  a s s e r t s  tha t  
t h e r e  is a l w a y s  a t e n d e n c y  t o w a r d  fu l l  e m p l o y m e n t .  The  n o r m a l  
s i t u a t i o n  is  g e n e r a l  e q u i l i b r i u m  at a l e v e l  of fu l l  e m p l o y m e n t .  D i s -  
t u r b a n c e s  in the  e c o n o m i c  l e v e l  a r e  a t t r i b u t e d  to i n t e r f e r e n c e  by  
G o v e r n m e n t  o r  p r i v a t e  m o n o p o l y  in the f r e e  m a r k e t .  

The  c l a s s i c a l  t h e o r y  ho lds  tha t  by fo l l owing  a G o v e r n m e n t  p o l i c y  
of l a i s s e z  f a i r e  and a c o m p l e t e  a b s e n c e  of G o v e r n m e n t  i n t e r f e r e n c e  in 
p r i v a t e  b u s i n e s s ,  a n o r m a l  fu l l  e m p l o y m e n t  can  be  m a i n t a i n e d .  C l a s -  
s i c a l  t h e o r y  c o n s i d e r s  the u se  of a g iven  q u a n t i t y  of r e s o u r c e s  by 
p r i v a t e  e n t e r p r i s e  w i th in  an e c o n o m i c  s y s t e m .  If one  i n d u s t r y  u s e s  
m o r e  r e s o u r c e s ,  it w i l l  have  to do so at the e x p e n s e  of a n o t h e r .  T h e  
c h o i c e  is  b e t w e e n  e m p l o y m e n t  in one  s e c t o r  of the  e c o n o m y  o r  e m -  
p l o y m e n t  in a n o t h e r  s e c t o r ,  and not b e t w e e n  e m p l o y m e n t  and u n e m p l o y -  
m e n t .  Thus  c l a s s i c a l  e c o n o m i c s  is  a s t u d y  of the  a l t e r n a t i v e  u s e s  of 
a g i v e n  q u a n t i t y  of e m p l o y e d  r e s o u r c e s .  

In the  c l a s s i c a l  s y s t e m  it  i s  a s s u m e d  tha t  supp ly  c r e a t e s  i t s  own 
d e m a n d .  By th i s  i s  m e a n t  tha t  e v e r y  p r o d u c e r  who b r i n g s  goods  to 
the  m a r k e t  does  so on ly  in o r d e r  to e x c h a n g e  t h e m  f o r  o t h e r  goods .  
It i s  a s s u m e d  tha t  the  on ly  r e a s o n  peop le  w o r k  and p r o d u c e  is in o r d e r  
to en joy  the  s a t i s f a c t i o n  of c o n s u m i n g .  In an e x c h a n g e  e c o n o m y ,  w h a t -  
e v e r  is p r o d u c e d  r e p r e s e n t s  the d e m a n d  fo r  a n o t h e r  p r o d u c t .  A d d i t i o n a l  
supp ly  is  a d d i t i o n a l  d e m a n d .  A p r o d u c t  p r o d u c e d  m e a n s  i n c o m e  pa id  
to t h o s e  who c o n t r i b u t e  to i ts  p r o d u c t i o n .  T h e  p r o c e e d s  w h i c h  an 
e m p l o y e r  can  expec t  to r e c e i v e  fo r  the  a r t i c l e s  he p r o d u c e s  s h o u l d  
c o v e r  the  cos t  of m a n u f a c t u r i n g  the  ou tpu t .  

Th i s  i s  on ly  v a l i d  if the  c o n t r i b u t o r s  of r e s o u r c e s  a r e  w i l l i ng  to 
a c c e p t  r e w a r d s  c o m m e n s u r a t e  wi th  t h e i r  p r o d u c t i v i t y .  As long  a s  
p r o d u c t i o n  is  d i r e c t e d  into p r o p e r  c h a n n e l s ,  w h a t e v e r  i s  p r o d u c e d  c a n  
be so ld .  T h e r e  can  be no g e n e r a l  o v e r p r o d u c t i o n  as long  as  s u p p l y  
c r e a t e s  i ts  own d e m a n d .  E x c e s s  output  i s  the  r e s u l t  of m i s d i r e c t e d  
p r o d u c t i o n .  T h i s  w i l l  be c o r r e c t e d  by a sh i f t  f r o m  goods  t h e y  c a n n o t  
s e l l  at a p ro f i t  to the  p r o d u c t i o n  of t h ings  tha t  can  be so ld  at a p r o f i t .  
The  c l a s s i c a l  s c h o o l ,  t h e r e f o r e ,  d e n i e s  the  p o s s i b i l i t y  of a d e f i c i e n c y  
of a g g r e g a t e  d e m a n d ,  and thus  the e x i s t e n c e ,  o r  the  p o s s i b l e  e x i s t e n c e ,  
of u n e m p l o y m e n t .  

E m p l o y m e n t  of m o r e  r e s o u r c e s  wi l l  t ake  p l a c e  up to the  poin t  of 
fu l l  e m p l o y m e n t ,  s u b j e c t  to the  l i m i t a t i o n  tha t  the  c o n t r i b u t o r s  of  r e -  
s o u r c e s  a r e  w i l l i n g  to a c c e p t  r e w a r d s  no g r e a t e r  than  t h e i r  p h y s i c a l  
p r o d u c t i v i t y  j u s t i f i e s .  T h e r e  can  be  no g e n e r a l  u n e m p l o y m e n t ,  
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a c c o r d i n g  to th i s  v iew,  if w o r k e r s  w i l l  a c c e p t  wha t  they  a r e  " w o r t h .  " 
The  c l a s s i c a l  j u s t i f i c a t i o n  of fu l l  e m p l o y m e n t  as  a " n o r m a l  s i t u a t i o n "  
r e s t s  on the  a s s u m p t i o n  tha t  t h e r e  wi l l  a l w a y s  be a s u f f i c i e n t  r a t e  of 
s p e n d i n g ,  and that  i n c o m e  is spent  a u t o m a t i c a l l y  at a r a t e  w h i c h  wi l l  
m a i n t a i n  fu l l  e m p l o y m  ea t .  

The  c l a s s i c a l  d o c t r i n e  ho lds  tha t  u n e m p l o y m e n t  i s  v o l u n t a r y ,  in 
the  s e n s e  tha t  a c c e p t i n g  a l o w e r  wage  r a t e  by  the  u n e m p l o y e d  would  
c r e a t e  a d e m a n d  fo r  m o r e  e m p l o y m e n t .  If wage  r a t e s  w e r e  l o w e r e d  
s u f f i c i e n t l y ,  a l l  u n e m p l o y m e n t  would  d i s a p p e a r .  L a b o r  un ions  in 
d e m a n d i n g  h i g h e r  w a g e s  a r e  gu i l ty  of c a u s i n g  m a n y  f e l l o w  w o r k e r s  to 
s u f f e r  u n e m p l o y m e n t ,  and the  r e s p o n s i b i l i t y  fo r  u n e m p l o y m e n t  i s  
t h e r e f o r e  wi th  l a b o r  i t s e l f .  U n d e r  c l a s s i c a l  t h e o r y  the s o l u t i o n  is  
c l e a r .  U n e m p l o y m e n t ,  a p a r t  f r o m  the  f r i c t i o n a l  type ,  is  c a u s e d  by 
w a g e s  b e i n g  too h igh .  The  c u r e  to the  p r o b l e m  l i e s  in l o w e r i n g  the  

w a g e s .  

The  c l a s s i c a l  t h e o r y  is  m i s l e a d i n g  and d i s a s t r o u s  if we a t t e m p t  
to apply  it to the  f a c t s  of e x p e r i e n c e .  The  cu t t ing  of w a g e s  and 
s a l a r i e s  is  bo th  d e m o r a l i z i n g  and unsound ,  s i n c e  i t  wi l l  f u r t h e r  a f fec t  
the  t o t a l  e f f e c t i v e  d e m a n d  d o w n w a r d .  F o r  i n s t a n c e ,  u n d e r  the i m p a c t  
of i n d u s t r y w i d e  wage  cu ts  in the e a r l y  t h i r t i e s ,  u n e m p l o y m e n t  i n -  
c r e a s e d  f u r t h e r  f r o m  8 m i l l i o n  to a p p r o x i m a t e l y  13 m i l l i o n  peop l e  in 
1933, o r  about 25 p e r c e n t  of the  c i v i l i a n  l a b o r  f o r c e .  At the  top of the  
b u s i n e s s  c y c l e  in 1937 t h e r e  r e m a i n e d  m o r e  than  7 .7  m i l l i o n  peop le  
u n e m p l o y e d .  The  e c o n o m y  was  o p e r a t i n g  at a low l e v e l  of p e r f o r m a n c e  
and had r e a c h e d  a g e n e r a l  e q u i l i b r i u m ,  wh ich  is  qu i te  p o s s i b l e ,  at a 
l e v e l  f a r  l e s s  than  fu l l  e m p l o y m e n t .  It was  not unt i l  1942, u n d e r  the  
i m p a c t  of  w a r  spend ing ,  wi th  the  r e s u l t i n g  i n c r e a s e d  w a g e s  and in -  
c r e a s e d  e f f e c t i v e  d e m a n d ,  tha t  a f u l l - e m p l o y m e n t  l e v e l  w a s  r e a c h e d  
aga in .  

There are several objections to the classical theory. Labor unions 
are an integral part of modern democratic and economic society. Labor 
unions are here to stay, minimum wage laws are not likely to be re- 
pealed, unemployment compensation is not bound to be lowered, and 
publ ic  op in ion  as to what  c o n s t i t u t e s  a r e a s o n a b l e  l i v ing  wage  is  not 
l i k e l y  to be r e v i s e d  d o w n w a r d .  

The  g r e a t  s h o r t c o m i n g  of the  c l a s s i c a l  t h e o r y  is i ts  i r r e l e v a n c e  
to c ond i t i ons  of  the  c o n t e m p o r a r y  e c o n o m i c  s c e n e .  P e r s o n a l l y  I have  
no i l l u s i o n s  about  the  i n v i s i b l e  hand  tha t  is  s u p p o s e d  to guide  m e n  in 
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t he  r i gh t  d i r e c t i o n  if t hey  on ly  wi l l  p u r s u e  t h e i r  own s e l f - i n t e r e s t .  
The  e c o n o m i c  f o r c e s  of a p r i v a t e  p r o p e r t y  e c o n o m y  do not b r i n g  about  
the  e m p l o y m e n t  of a l l  who w i s h  to w o r k  at t he  p r e v a i l i n g  wage  r a t e s .  
The  g r e a t  d e p r e s s i o n  of the  1930 's  i nvo lved  t r e m e n d o u s  l o s s  of h u m a n  
and m a t e r i a l  v a l u e s .  M a s s  u n e m p l o y m e n t  is  s e c o n d  on ly  to w a r  in 
the  rdagn i tude  of i t s  h u m a n  d e g r a d a t i o n  and p h y s i c a l  w a s t e f u l n e s s .  
The  w o r l d  of the  t h i r t i e s  was  poor ,  not b e c a u s e  it l a c k e d  m a t e r i a l  
r e s o u r c e s ,  t e c h n i c a l  s k i l l s ,  o r  the wi l l  to work .  It was  p o o r  b e c a u s e  
s o m e t h i n g  went  r a d i c a l l y  w r o n g  wi th  the  w a y  m e n  thought  and c o n -  
duc t ed  t h e i r  e c o n o m i c  a f f a i r s .  

A p o s s i b l e  s u g g e s t i o n  fo r  a so lu t i on  of the  d e p r e s s i o n  and a c l e a r  
and s t r a i g h t f o r w a r d  e x p l a n a t i o n  of the  n a t i o n a l  e c o n o m y  c a m e  f r o m  
a B r i t i s h  e c o n o m i s t ,  John  M a y n a r d  Keynes ,  who p r o b a b l y  r a n k s  as  the  
m o s t  i n f l u e n t i a l  e c o n o m i s t  of the  20th c e n t u r y .  In a s tudy  p u b l i s h e d  
in 1936 and e n t i t l e d  "The  G e n e r a l  T h e o r y  of I n t e r e s t ,  E m p l o y m e n t  
and Money,  " wh ich  has  b e c o m e  a c l a s s i c ,  m e a n i n g  tha t  e v e r y b o d y  
has  h e a r d  of it ,  but few r e a d  it, he m a i n t a i n e d  that  in  a f r e e  e n t e r -  
p r i s e  s y s t e m ,  l e a v i n g t h e  g o v e r n m e n t  out of the  p i c t u r e  a l t o g e t h e r ,  
we have  an equa t ion  wh ich  s t a t e s  tha t  the  to ta l  i n c o m e  of a l l  p e o p l e  in 
the  e c o n o m y  is  equa l  to what  they  spend  on c o n s u m p t i o n  goods  and 
s e r v i c e s  p lus  what  t hey  s a v e .  Th i s  to t a l  i n c o m e  m a y  be s t a t e d  a n o t h e r  
way, as equa l  to to t a l  c o n s u m p t i o n  e x p e n d i t u r e s  p lus  to ta l  c a p i t a l  
e x p e n d i t u r e s ,  that  i s ,  i n v e s t m e n t ,  and that  is  the  equa t ion  Y = C ~ I 
w h i c h  is equa t ion  n u m b e r  2 in ou r  append ix .  

F r o m  t h e s e  equa t i ons ,  then ,  we a r r i v e  at the equa t ion ,  s a v i n g s  
equa l  i n v e s t m e n t .  Thus  in K e y n e s i a n  e c o n o m i c s ,  s a v i n g s  a r e  de f i ned  
in such  a way that  t h e y  cannot  dev i a t e  f r o m  i n v e s t m e n t .  

In a m o n e y  e c o n o m y ,  s a v e r s  t u r n  o v e r  t h e i r  p u r c h a s i n g  p o w e r  to 
o t h e r s  fo r  i n v e s t m e n t .  The  s a v i n g s  func t ion  is  d i v o r c e d  f r o m  the  i n v e s t  
m e n t  funct ion ,  but in a g iven  p e r i o d  s a v i n g s  a lways  equa l  i n v e s t m e n t .  
F o r  e x a m p l e ,  s u p p o s e  tha t  the  s a v i n g s  in ou r  e c o n o m y  a r e  $80 b i l l i o n  
and the  i n v e s t o r s  want  on ly  $70 b i l l i on  of the  s a v i n g s  fo r  i n v e s t m e n t  
p u r p o s e s ,  t hen  the  r e m a i n i n g  $10 b i l l i on  wi l l  be  i n v e s t e d  anyway .  The  
i n v e s t m e n t  wi l l  t ake  p l ace  b e c a u s e  $10 b i l l i on  w o r t h  in goods ,  w h i c h  
have  b e e n  p r o d u c e d  and wh ich  now ex i s t  as  c i r c u l a t i n g  cap i t a l ,  w i l l  not 
be  so ld .  We have  $10 b i l l i on  in a d d i t i o n a l  i n v e n t o r y ,  wh ich  is  he ld  by 
r a w  m a t e r i a l  p r o d u c e r s ,  m a n u f a c t u r e r s ,  w h o l e s a l e r s ,  and r e t a i l e r s .  
We m a y  thus  r e s t a t e  the  e q u a t i o n - - s a v i n g s  equa l  i n v e s t m e n t ,  and modif~ 
it t o - -S  = I v ~ Ij s a v i n g s  equa l  v o l u n t a r y  i n v e s t m e n t  p lus  i n v o l u n t a r y  
i n v e s t m e n t ;  and the  i n v o l u n t a r y  i n v e s t m e n t  is  s y n o n y m o u s  to i n v e n t o r i e s .  
You r e m e m b e r ,  in our  F o u n d a t i o n s  Unit  we pa id  c a r e f u l  a t t e n t i o n  to 
the  i n c r e a s e  o r  d e c r e a s e  in i n v e n t o r i e s  as  an e c o n o m i c  i n d i c a t o r .  
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An i n t e r p l a y  wi th in  th i s  equa t ion  is  go ing  on a l l  the  t i m e  in the  
e c o n o m y .  P e o p l e  a r e  s a v i n g  pa r t  of t h e i r  i n c o m e .  O t h e r s  wi l l  i n v e s t  
th i s  m o n e y  in  f a c t o r i e s ,  m a c h i n e s ,  m a t e r i a l s ,  and h o u s i n g .  If to ta l  
s a v i n g s  a r e  jus t  equa l  to v o l u n t a r y  i n v e s t m e n t ,  the  i n v o l u n t a r y  in-  
v e s t m e n t  wi l l  be  z e r o .  If th i s  o c c u r s  when  t h e r e  is  a h igh  l e v e l  of 
e m p l o y m e n t ,  a l l  i s  we l l .  E v e r y o n e  is  w o r k i n g  who  w i s h e s  to work ,  
p r o d u c t i o n  is going  a h e a d  at fu l l  s p e e d ,  and the  e c o n o m y  is  in b a l a n c e  
o r  in a s t a t e  of e q u i l i b r i u m .  

Cha r t  2, page  8 . - - W h e n  the  r a t e  of c o n s u m e r  and i n v e s t m e n t  
s p e n d i n g  that  would be g e n e r a t e d  at fu l l  e m p l o y m e n t  d i f f e r s  f r o m  the  
f u l l - e m p l o y m e n t  i n c o m e - - a n d  that  is  at the  l e v e l  of $400 b i l l i o n - - a n d  
if it i s  s m a l l e r ,  t hen  we s p e a k  of a d e f l a t i o n a r y  gap.  In such  a s i t u a -  
t ion  the  v o l u m e  of s a v i n g s  has  g r o w n  l a r g e r ,  and o p p o r t u n i t i e s  fo r  
p r o f i t a b l e  i n v e s t m e n t  fa i l  to keep  p a c e  wi th  s a v i n g s .  (S < Iv). 

I nvo lun t a ry  i n v e s t m e n t  m u s t  m a k e  up the  d i f f e r e n c e .  C i r c u l a t i n g  
c a p i t a l  in the  f o r m  of i n v e n t o r i e s  he ld  by r e t a i l e r s ,  w h o l e s a l e r s ,  m a n u -  
f a c t u r e r s  and r aw  m a t e r i a l  p r o d u c e r s  b e g i n s  to bu i ld  up. Output is 
t h e n  cut  b a c k  to p r e v e n t  f u r t h e r  unwan ted  a c c u m u l a t i o n .  P r o d u c t i o n  is  
c u r t a i l e d .  W o r k e r s  a r e  l a id  off. When w o r k e r s  a r e  l a id  off, the  to t a l  
v o l u m e  of w a g e s  in  the Na t ion  d e c r e a s e s .  To t a l  i n c o m e  in the  e c o n o m y  
d e c r e a s e s .  When i n c o m e  s h r i n k s ,  c o n s u m p t i o n  e x p e n d i t u r e s  wi l l  a l so  
d e c r e a s e ,  r e s u l t i n g  in f u r t h e r  d e c r e a s e  in p r o d u c t i o n .  V o l u n t a r y  in -  
v e s t m e n t  wi l l  d e c r e a s e  as o p p o r t u n i t i e s  fo r  p r o f i t a b l e  i n v e s t m e n t  d i s -  
a p p e a r .  Savings  wi l l  a l so  d e c r e a s e  in v o l u m e  unt i l  t hey  r e a c h  the  
p o i n t  w h e r e  to t a l  s av ings  equa l  v o l u n t a r y  i n v e s t m e n t .  At tha t  point  
the  d e c r e a s e  in p r o d u c t i o n  and e m p l o y m e n t  s t ops .  P r o d u c t i o n  is  now 
at a low l e v e l .  U n e m p l o y m e n t  is  in e x i s t e n c e  and e q u i l i b r i u m  is  
r e a c h e d  at a l e v e l  l e s s  than  ful l  e m p l o y m e n t .  In the  1930 's  the  e c o n o m y  
got in such  a p o s i t i o n .  A d e p r e s s e d  e q u i l i b r i u m  c o n t i n u e d  f r o m  1932 
t i l l  1942. 

When  c o n s u m p t i o n  p lus  i n v e s t m e n t  s p e n d i n g  is in e x c e s s  of the  
ful l  e m p l o y m e n t  i n c o m e ,  we  ca l l  any s p e n d i n g  e x c e s s  an i n f l a t i o n a r y  
gap.  The  e c o n o m y  now m o v e s  in an o p p o s i t e  d i r e c t i o n .  P r o f i t a b l e  
i n v e s t m e n t  now c a u s e s  v o l u n t a r y  i n v e s t m e n t  to i n c r e a s e  f a s t e r  than  
s a v i n g s .  Sav ings  a r e  s m a l l e r  than  i n v e s t m e n t .  But s a v i n g s  a r e  
de f ined  in s u c h  a way  tha t  t hey  cannot  d e v i a t e  f r o m  i n v e s t m e n t .  T h i s  
m e a n s  that  c i r u c l a t i n g  c a p i t a l - - t h a t  is ,  i n v e n t o r i e s ,  goods  in the  p i p e l i n e  
p r o d u c t i o n - - w i l l  s h r i n k  as b u y e r s  s e e k  to buy goods  f a s t e r  than  t h e y  
a r e  b e i n g  p r o d u c e d .  If t h e r e  a r e  u n e m p l o y e d  w o r k e r s  in the  e c o n o m y ,  
t h e y  wi l l  s o o n  be a b s o r b e d  b a c k  into e m p l o y m e n t .  

7 
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H o w e v e r ,  t h e r e  is a l i m i t  to the  e x t r a  p r o d u c t i o n  tha t  can  be 
t u r n e d  out.  At a h igh l e v e l  of e m p l o y m e n t ,  l abo r  is b e g i n n i n g  to 
b e c o m e  s c a r c e  and w a g e s  a r e  b e g i n n i n g  to r i s e .  B u y e r s  s t a r t  b idd ing  
ag a in s t  each  o t h e r  fo r  ava i l ab l e  goods and f o r c e  p r i c e s  up. The up-  
w a r d  m o v e m e n t  c o n t i n u e s  unti l  s a v i n g s  r e a c h  the  point  of v o l u n t a r y  
i n v e s t m e n t .  The  i n v o l u n t a r y  i n v e s t m e n t  has  d i m i n i s h e d  to the  point  
of z e r o ,  and a new e q u i l i b r i u m  at the  e x i s t i n g  p r i c e  l e v e l  has b e e n  
r e a c h e d ,  but p r i c e  in f l a t ion  has  t aken  i t s  c o u r s e .  

Keynes  a s s u m e s  that  due to p s y c h o l o g i c a l  p r o p e n s i t i e s ,  peop le  
wi l l  not spend  a l l  t h e i r  i n c o m e ,  no r  a l l  t h e i r  i n c r e a s e  in i n c o m e .  
P e o p l e  wi l l  spend  p r o p o r t i o n a l l y  l e s s  when  t h e i r  i n c o m e s  i n c r e a s e .  
An o u t s t a n d i n g  a u t h o r i t y  on c o n s u m e r  b e h a v i o r ,  Dr .  G e o r g e  Katona,  
wi l l  touch  upon that  a s p e c t  next  W e d n e s d a y ,  F e b r u a r y  8. 

To t a l  i n c o m e  depends  on the  v o l u m e  of to ta l  e m p l o y m e n t .  A c c o r d -  
ing  to the  p r o p e n s i t y  to c o n s u m e ,  the  amoun t  of e x p e n d i t u r e  fo r  con -  
s u m p t i o n  d e p e n d s  on the  l e v e l  of i n c o m e ,  and t h e r e f o r e  on to ta l  e m p l o y -  
m e n t .  To ta l  e m p l o y m e n t  depends  on t e t a l  e f f ec t i ve  d e m a n d ,  which  is  
m a d e  up of two p a r t s :  c o n s u m p t i o n  e x p e n d i t u r e s ,  and i n v e s t m e n t  
expend i t  ur  es .  

In e q u i l i b r i u m ,  the  a g g r e g a t e  d e m a n d  is  equa l  to the  a g g r e g a t e  
supply .  The a g g r e g a t e  supp ly  e x c e e d s  the  e f f ec t i ve  d e m a n d  fo r  con -  
s u m p t i o n  by the  amoun t  of the  e f f e c t i v e  d e m a n d  for  i n v e s t m e n t .  The  
a g g r e g a t e  d e m a n d ,  then ,  is  d e t e r m i n e d  by the  p r o p e n s i t y  to c o n s u m e  
and the  v o l u m e  of i n v e s t m e n t .  T h e r e f o r e ,  a c c o r d i n g  to Keynes ,  the  
v o l u m e  of e m p l o y m e n t  d e p e n d s  on: 

a. the  a g g r e g a t e  supp ly  funct ion,  

b. the  p r o p e n s i t y  to c o n s u m e ,  and 

c.  the  v o l u m e  of i n v e s t m e n t .  (G e - G r ¢ I v _4 I j) .  

The v o l u m e  of i n v e s t m e n t  is  m a d e  up of G o v e r n m e n t  e x p e n d i t u r e s  
minus  G o v e r n m e n t  r e v e n u e s  plus  v o l u n t a r y  i n v e s t m e n t  p l u s - o r - m i n u s  in -  
v o l u n t a r y  i n v e s t m e n t .  See  equa t ion  VIII of  the  appendix .  

The  a g g r e g a t e  supp ly  func t ion  and the  p r o p e n s i t y  to c o n s u m e  a r e  
r e l a t i v e l y  s t ab l e ;  t h e r e f o r e  f l uc tua t i ons  in e m p l o y m e n t  depend  m a i n l y  
on the  v o l u m e  of i n v e s t m e n t .  In c h a r t  3, (page 10), we have  a s h o r t  
ou t l i ne  of the  s y s t e m  as Keynes  o u t l i n e d  it fo r  us.  No t i ce  that ,  d e p e n d -  
ing  on the  v o l u m e  of e m p l o y m e n t ,  we have  the  v o l u m e  o r  the  s i z e  of 
i n c o m e .  D e p e n d i n g  on the  s i z e  of i n c o m e ,  we have  the  e f f ec t ive  
d e m a n d .  9 
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The  e f f e c t i v e  d e m a n d  is  i n f l u e n c e d  by c o n s u m p t i o n ,  and  it is  
i n f l u e n c e d  by i n v e s t m e n t .  C o n s u m p t i o n  d e p e n d s  on the  s i z e  of 
i n c o m e .  It a l so  d e p e n d s  on the p r o p e n s i t y  to c o n s u m e .  The  p r o -  
p e n s i t y  to c o n s u m e  is  i n h e r e n t  in a na t ion .  It i s  d i f f e r e n t  fo r  the  
Un i t ed  S ta t e s  t han  it is  fo r  Ind ia .  T h e  p r o p e n s i t y  to c o n s u m e  is 
d iv ided  into  the  m a r g i n a l  p r o p e n s i t y  to c o n s u m e  and the  a v e r a g e  
p r o p e n s i t y  to c o n s u m e .  F o r  the  A m e r i c a n  peop l e  in 1959, the 
a v e r a g e  p r o p e n s i t y  to c o n s u m e  was  93 c e n t s  p e r  d o l l a r  e x p e n d e d .  
The  m a r g i n a l  p r o p e n s i t y  to c o n s u m e  is a r a t i o  b e t w e e n  a c h a n g e  in 
c o n s u m p t i o n  as a r e s u l t  of a c h a n g e  in i n c o m e ;  and f r o m  that  we  
a r r i v e  at the  s o - c a l l e d  i n v e s t m e n t  m u l t i p l i e r ,  wh ich  I w i l l  not e l a b -  
o r a t e  on th i s  m o r n i n g .  

E f f e c t i v e  d e m a n d  is  a l so  i n f l u e n c e d  by the  v o l u m e  of i n v e s t m e n t .  
I n v e s t m e n t  is  i n f l u e n c e d  by the  m a r g i n a l  e f f i c i e n c y  of c a p i t a l  and the  
r a t e  of i n t e r e s t .  The  m a r g i n a l  e f f i c i e n c y  of c a p i t a l  i s  i n f l u e n c e d  by 
the  r e p l a c e m e n t  cos t  o r  supp ly  p r i c e  of c a p i t a l  a s s e t s ,  and the  
e x p e c t a t i o n  of p ro f i t  y i e l d s .  F o r  i n s t a n c e ,  c o n s i d e r  the  m a r g i n a l  
e f f i c i e n c y  of c a p i t a l .  A s s u m e  tha t  we have  a bu i ld ing ,  a p i e c e  of r e a l  
e s t a t e ,  w h i c h  has ,  le t  us s ay ,  f ou r  a p a r t m e n t s ,  and tha t  I am ab le  
to b u i l d  a new a p a r t m e n t  b u i l d i n g  at ,  l e t  us say ,  80 p e r c e n t  of the 
c o s t  but can  get  the  s a m e  r e v e n u e  f r o m  that  bu i ld ing .  T h e n t h e  r e p l a c e -  
m e n t  c o s t  in th i s  i n s t a n c e  a f f ec t s  the  m a r g i n a l  e f f i c i e n c y  of c a p i t a l  
in s u c h  a w a y  tha t  it  is  h i g h e r  fo r  m e .  C o n s e q u e n t l y ,  I wi l l  be  i n -  
d u c e d  in i n v e s t i n g  in s u c h  a p i e c e  of r e a l  e s t a t e ,  tha t  i s ,  I am 
i n t e r e s t e d  in b u i l d i n g  new r e a l  e s t a t e ;  and,  c o n s e q u e n t l y ,  I w i l l  a f fec t  
the  e f f e c t i v e  d e m a n d .  

In a s i m i l a r  way,  the  e x p e c t a t i o n  of p ro f i t  y i e l d  w i l l  i n f l u e n c e  the  
m a r g i n a l  e f f i c i e n c y  of c a p i t a l .  F o r  i n s t a n c e ,  th i s  new p i e c e  of  r e a l  
e s t a t e ,  wi th  the  f o u r  a p a r t m e n t s ,  wi l l  be ab le  to g ive  m e  a b e t t e r  
y i e l d .  But if  in the  a r e a  w h e r e  I am b u i l d i n g  the  a p a r t m e n t  h o u s e  
t h e r e  i s ,  l e t  us say ,  on ly  60 p e r c e n t  o c c u p a n c y  of a p a r t m e n t s ,  t h e n  
I know tha t  the  e x p e c t a t i o n  of p ro f i t  y i e l d  is  sm~]! ;  and,  c o n s e q u e n t l y ,  
t h e r e  is  an o f f s e t t i n g  f a c t o r ,  and the  m a r g i n a l  e f f i c i e n c y  of c a p i t a l  
m a y  not be  l a r g e ;  and,  c o n s e q u e n t l y ,  the  i n v e s t m e n t  m a y  not be m a d e .  

I n v e s t m e n t  i s  a l s o  i n f l u e n c e d  by the  r a t e  of i n t e r e s t .  The  r a t e  
of  i n t e r e s t  c an  be  i n f l u e n c e d  by  the  m o n e t a r y  a u t h o r i t i e s  t h r o u g h  the  
q u a n t i t y  of m o n e y .  We a r e  f a m i l i a r  wi th  the  F e d e r a l  R e s e r v e  o p e r a -  
t i o n s .  An i n c r e a s e  in the  q u a n t i t y  of m o n e y ,  w i l l  e f fec t  a d e c r e a s e  
in the  r a t e  of i n t e r e s t .  T h e  r a t e  of i n t e r e s t  i s  a p r i c e  pa id  fo r  the  use  of  
m o n e y .  If the  r a t e  of  i n t e r e s t  i s  low, t hen  the  v o l u m e  of i n v e s t m e n t  
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w i l l  be  h igh .  C o n s e q u e n t l y ,  an e a s y  m o n e t a r y  po l i cy ,  c r e a t i n g  a 
low i n t e r e s t  r a t e ,  wi l l  i n d u c e  i n v e s t m e n t  and thus  the  t o t a l  v o l u m e  of 
e f f e c t i v e  d e m a n d  and thus  the v o l u m e  of e m p l o y m e n t .  

In a similar way we have the liquidity preference, which is a 
state of mind of the public. It pertains mostly to the working capital 
of investment. It pertains mostly to the money market, at least, the 
prime paper, i.e., the bills and notes of the Federal Government. 
We find that if people have a high liquidity preference, they want to 
hold these short-term notes; and, consequently, the rate of interest 
in this case will be low, and the investment will be higher or will 
be favorably affected. 

T h e  a g g r e g a t e  supp ly  func t ion  and the  p r o p e n s i t y  to c o n s u m e  a r e  
r e l a t i v e l y  s t a b l e .  T h e r e f o r e ,  f l u c t u a t i o n s  in e m p l o y m e n t  d e p e n d  
m a i n l y  on the  v o l u m e  of i n v e s t m e n t .  

A v o l u m e  of i n v e s t m e n t  h igh  enough  to s u s t a i n  fu l l  e m p l o y m e n t  
shou ld  be  m a i n t a i n e d ,  and the  p r i m e  m o v e r  in d e t e r m i n i n g  the v o l u m e  
of i n v e s t m e n t  in ou r  s o c i e t y  is  p r i v a t e  b u s i n e s s .  It i s  i m p o r t a n t  to 
note  tha t  if a v o l u m e  of i n v e s t m e n t  is not h igh  enough  to m a i n t a i n  fu l l  
e m p l o y m e n t ,  the  G o v e r n m e n t  shou ld  s t ep  in, b e c a u s e  it is  the  on ly  
a u t h o r i t y  tha t  can  c r e a t e  p o l i c i e s  to s u p p l e m e n t  the  go ing  r a t e  of 
i n v e s t m e n t .  It is  th i s  f e a t u r e  of G o v e r n m e n t i n t e r f e r e n c e  w h i c h  was  
c o n s i d e r e d  d i s t a s t e f u l ,  s o c i a l i s t i c ,  and a l i e n  to o u r  t h i n k i n g  in the  
t h i r t i e s .  With the  e v o l u t i o n  of ou r  i n d u s t r i a l  e c o n o m y ,  the  r o l e  of 
G o v e r n m e n t  in r e g u l a t i n g  and i n f l u e n c i n g  o u r  f r e e  e n t e r p r i s e  s y s t e m  
to a c h i e v e  s o c i a l  and e c o n o m i c  ends  has  g a i n e d  g e n e r a l  a c c e p t a n c e .  
It m a y  be  s t a t e d  tha t  the  g e n e r a l  t h e o r y  of K e y n e s  d e s e r v e s  m u c h  of 
the  c r e d i t  fo r  the fac t  tha t  the  m a i n t e n a n c e  of h igh  and s t a b l e  e m p l o y -  
m e n t  is now a c c e p t e d  as a g o v e r n m e n t a l  r e s p o n s i b i l i t y ,  and tha t  
K e y n e ' s  t h e o r y  of e f f e c t i v e  d e m a n d  is the  o r i g i n  of the  m o d e r n  t h e o r y  
of e c o n o m i c  p o l i c y .  

The  o t h e r  m a j o r  p r o b l e m  we have  to cope  wi th  in ou r  m o d e r n  
c a p i t a l i s t i c  s o c i e t y  is  i n f l a t i on .  It u s e d  to be  tha t  a s p e a k e r  i n t e r e s t e d  
in  the  s u b j e c t  of p r i c e  b e h a v i o r  cou ld  exp l a in  the  m e a n i n g  of the  t e r m  
" i n f l a t i o n "  in a few w e l l - c h o s e n  s e n t e n c e s .  Th i s  i s  c e r t a i n l y  not  t r u e  
any  m o r e .  The  r e c e n t  and r a p i d  p r o l i f e r a t i o n  of i n f l a t i on  t y p e s  has  
m a d e  it u n f a s h i o n a b l e  to s p e a k  s i m p l y  of " i n f l a t i o n .  " I n s t e a d ,  one  
m u s t  s p e c i f y  w h e t h e r  he m e a n s  c o s t  i n f l a t ion ,  d e m a n d  in f l a t ion ,  
m o n e y  in f l a t ion ,  h y p e r - i n f l a t i o n ,  o r  one  of the  w h o l e  s e r i e s  of i n -  
f l a t ion  t y p e s  l i s t e d  on page  3 of the  append ix .  
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F o r  the  p u r p o s e  of th is  m o r n i n g ' s  d i s c u s s i o n ,  in f l a t ion  is  d e f i n e d  
as an i n c r e a s e  in the  g e n e r a l  l e v e l  of p r i c e s ,  as  m e a s u r e d  by s o m e  
c o m p o s i t e  s t a t i s t i c ,  such  as the C o n s u m e r  P r i c e  Index,  s i n c e  th i s  
d e f i n i t i o n  s e e m s  to be in a c c o r d  with c o m m o n  u s a g e .  

Some  of the  p r i n c i p a l  f a c t o r s ,  t hen  in A m e r i c a n  s o c i e t y  w h i c h  
a r e  c o n t r i b u t i n g  to in f l a t ion  a r e  p r i c e  i n c r e a s e s  i nduced  by e x c e s s  
d e m a n d  and a d m i n i s t e r e d  p r i c i n g .  The  cold  wa r  n e c e s s i t a t e s  huge 
na t i ona l  s e c u r i t y  ou t l ays  and l a r g e  i n t e r n a t i o n a l  aid p r o g r a m s ,  w h i c h  
m a y  i n c r e a s e  a g g r e g a t e  d e m a n d  wi thout  i n c r e a s i n g  p r o d u c t i o n .  Dr .  
G a b r i e l  Hauge p r o b a b l y  wi l l  d i s c u s s  th i s  a s p e c t  t o m o r r o w .  

A s e c o n d  i m p o r t a n t  f a c t o r  in the  c r e a t i o n  of upward  t e n d e n c i e s  
of the p r i c e  l e v e l  is the  e c o n o m i c a l l y  un jus t i f i ed  wage  i n c r e a s e  
d e m a n d ,  the  s o - c a l l e d  "wage  push .  " L a b o r  unions  have  b e c o m e  so 
p o w e r f u l  that  t h e y  a r e  ab le  to get  p e r i o d i c  wage  i n c r e a s e s  ( inc lud ing  
f r i n g e  b e n e f i t s )  g r e a t l y  in e x c e s s  of  the  o v e r a l l  a v e r a g e  i n c r e a s e  in 
output  p e r  m a n - h o u r .  E v e n  if in s o m e  i n d u s t r i e s  the  wage  i n c r e a s e  
is not g r e a t e r  than  the  i n c r e a s e  in p r o d u c t i v i t y  of that  p a r t i c u l a r  
i n d u s t r y  and could  p o s s i b l y  be g r a n t e d  wi thout  r a i s i n g  the  p r i c e  of  the  
p r o d u c t s  of tha t  i n d u s t r y ,  t h e s e  wage  i n c r e a s e s ,  to the  ex ten t  that  
t hey  e x c e e d  the  o v e r a l l  i n c r e a s e  in p r o d u c t i v i t y  fo r  i n d u s t r y  as a 
whole ,  m u s t  l e a d  to in f l a t ion  if the  l e v e l  of e m p l o y m e n t  is to be  m a i n -  
t a i n ed .  

In add i t ion  to the  i n f l a t i o n a r y  p r e s s u r e s ,  un ju s t i f i ed  wage  in-  
c r e a s e s  m a y  af fec t  our  c o m p e t i t i v e  p o s i t i o n  in the w o r l d  m a r k e t .  F o r  
a c o m p a r i s o n  of to ta l  cos t  p e r  hour  in the  m a n u f a c t u r i n g  i n d u s t r i e s  
of n ine  na t ions ,  I r e f e r  to page  12 of the  appendix .  Note  that  th i s  cos t  
a v e r a g e s  $2 .68  p e r  hour  in the  Uni t ed  S ta tes  and is  by f a r  the  h i g h e s t  
in the  wor ld .  It shou ld  be noted  tha t  t h e s e  e m p l o y m e n t  cos t  f i g u r e s  
do not r e f l e c t  ac tua l  unit  l a b o r  cos t ,  which,  of c o u r s e ,  d e p e n d s  
l a r g e l y  on d e v e l o p e d  s k i l l s  and p r o d u c t i v i t y .  Not n e c e s s a r i l y  do h igh  
l a b o r  c o s t s  put us in a n o n c o m p e t i t i v e  p o s i t i o n  in the  w o r l d  m a r k e t .  

A t h i r d  f a c t o r  is  m a r k - u p  o r  a d m i n i s t e r e d  p r i c e  po l icy ,  wh ich  
r e s u l t s  in cos t  and p r i c e  i n c r e a s e s  b rough t  about by b u s i n e s s  m o n o p -  
o l i e s  and o l i g o p o l i e s .  B u s i n e s s  has  a g r e a t  r e s p o n s i b i l i t y  in m a i n -  
t a i n i n g  the  p r i c e  l i ne .  Bus iness"  is  not w i l l i n g  to accep t  that  r e -  
s p o n s i b i l i t y .  What  i s  good fo r  b u s i n e s s  does  not n e c e s s a r i l y  c o i n -  
c ide  wi th  the  s o c i a l  good.  T h e r e  is  on ly  one a n s w e r  to th i s  p r o b l e m  
and tha t  is  c o n t i n u e d  v i g i l a n c e  and a g g r e s s i v e  a n t i t r u s t  m e a s u r e s ,  
r i g i d l y  e n f o r c e d .  
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A n o t h e r  i m p o r t a n t  s o u r c e  of i n f l a t i o n a r y  p r e s s u r e  i s  c o n t i n u e d  
F e d e r a l  de f i c i t  f i n a n c i n g .  The  F e d e r a l  budge t  has  b e e n  u n b a l a n c e d  
s i n c e  1931. D u r i n g  the  w a r  y e a r s  the  de f i c i t  e x c e e d e d  $50 b i l l i o n  
a y e a r .  We have  not had a s i n g l e  s u r p l u s  A d m i n i s t r a t i o n  s i n c e  
H e r b e r t  Hoove r .  The  t o t a l  de f i c i t  fo r  the  l a s t  e ight  y e a r s  a m o u n t e d  
to a p p r o x i m a t e l y  $18 b i l l i o n .  On Monday ,  F e b r u a r y  the  6th, M r .  
Daane ,  who is  the  A s s i s t a n t  to the  S e c r e t a r y  of the  T r e a s u r y ,  w i l l  
d i s c u s s  the  p r o b l e m s  in f i n a n c i n g  F e d e r a l  d e f i c i t s  and the  c o n s t a n t  
r e f u n d i n g  of the  n a t i o n a l  debt ,  wh ich  in i t s e l f  c r e a t e s  f e a t u r e s  of 
i n s t a b i l i t y .  

On a l l  s i d e s ,  d e m a n d s  a r e  b e i n g  m a d e  fo r  new s p e n d i n g  by  the  
G o v e r n m e n t :  P u b l i c  w o r k s ,  G o v e r n m e n t  hous ing ,  h e a l t h  i n s u r a n c e  
p r o g r a m s ,  v e t e r a n s '  b o n u s e s ,  l o a n s  to f o r e i g n  c o u n t r i e s ,  and 
s p e n d i n g  to i m p l e m e n t  the  fu l l  e m p l o y m e n t  po l i cy .  C o n g r e s s  i s  unde r  
c o n s t a n t  p r e s s u r e  fo r  m o r e  spend ing .  The  l e g i s l a t o r s  a r e  e x p o s e d  
to p r e s s u r e  fo r  l o w e r  p e r s o n a l  i n c o m e  t a x e s  in  the  y e a r s  ahead ,  t h e r e -  
by  add ing  to the  d i f f i c u l t i e s  of b a l a n c i n g  the  budget ,  and thus  e n h a n c i n g  
the  p o s s i b i l i t y  of i n f l a t i o n a r y  t e n d e n c i e s .  

In a s e r i e s  of a r t i c l e s  a p p e a r i n g  in  1951 i n t h e  " L o n d o n  E c o n o m i s t ,  
a c o r r e s p o n d e n t  a r g u e d  tha t  t h i s  m a y  p r o v e  to be  the age  of i n f l a t i o n .  
T h i s  a u t h o r  s t a t e d  tha t  i n f l a t i o n a r y  f o r c e s  of the  co ld  w a r  a r e  r e i n -  
f o r c e d  by  the  b a r g a i n i n g  s t r e n g t h  of l a b o r  un ions ,  by  e m p h a s i s  on 
fu l l  e m p l o y m e n t ,  by  a c c e p t a n c e  of the  t h e s i s  tha t  cheap  m o n e y  i s  
a l w a y s  d e s i r a b l e ,  by  m o u n t i n g  s o c i a l  c o s t s ,  by  the  t r e n d  t o w a r d s  the  
e q u a l i t y  of i n c o m e s ,  by the  hab i t  of r e l y i n g  upon p r i c e  c o n t r o l s  as  a 
d e v i c e  to c h e c k  in f l a t ion ,  by  the e x i s t e n c e  of b a r r i e r s  to i n t e r n a t i o n a l  
t r a d e ,  and by the  end of the  gold s t a n d a r d .  He po in ted  out tha t  the  
r e a r m a m e n t  i n f l a t i on  i s  s i m p l y  a bu lge  on a l o n g - t e r m  upward  p r i c e  
m o v e m  ent .  

If t h i s  t h e s i s  p r o v e s  to be  c o r r e c t ,  the  f u t u r e  i s  o m i n o u s .  The  
t h e s i s  need  not be  c o r r e c t ,  h o w e v e r .  P e r s o n a l l y ,  I am w i l l i n g  to 
a c c e p t  the  t h e s i s ,  m a i n l y  b e c a u s e  I f ee l  tha t  we a r e  not w i l l i n g  to 
m a k e  the  n e c e s s a r y  s a c r i f i c e s  to p r e v e n t  i n f l a t i o n a r y  t e n d e n c i e s .  

We have  thus  l o c a t e d  the  two m a j o r  p r o b l e m  a r e a s  of i n s t a b i l i t y - -  
u n e m p l o y m e n t  and in f l a t i on .  S ince  the  end of W o r l d  W a r  II, U n i t e d  
S t a t e s  e c o n o m i c  p o l i c y  h a s  b e e n  a i m e d  p r i m a r i l y  at r e s t r a i n i n g  in -  
f l a t i o n a r y  f o r c e s ,  t ha t  i s ,  t hose  f o r c e s  tha t  i n f l u e n c e  the  upward  
t e n d e n c y  in  the  g e n e r a l  l e v e l  of p r i c e s .  
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• 3 . 0 1  

In the  Un i t ed  S t a t e s ,  s t a b i l i z a t i o n  c o n t r o l s  f a l l  into two b r o a d  
c a t e g o r i e s :  i n d i r e c t  c o n t r o l s  and d i r e c t  c o n t r o l s .  The  i n d i r e c t  c o n -  
t r o l s  m a y  be  c l a s s i f i e d  as  f i s c a l  c o n t r o l s  and m o n e t a r y  c o n t r o l s .  
M o n e t a r y  c o n t r o l s  in t u r n  m a y  be  d iv ided  into d i s c r e t i o n a r y  and 
s e l e c t i v e  c o n t r o l s .  

The  s t a n d a r d  m o n e t a r y  and f i s c a l  p o l i c i e s  can  be  d e p e n d e d  upon 
to a c o n s i d e r a b l e  ex ten t ,  so long  as  we  have  e i t h e r  u n e m p l o y m e n t  o r  
i n f l a t i on  a l o n e .  When  t h e y  both  c o m e  t o g e t h e r ,  t h e y  can  on ly  w o r k  
in one  d i r e c t i o n ,  not a g a i n s t  bo th  at o n c e .  

We a r e  f a m i l i a r  w i th  the  o p e r a t i o n s  of the  F e d e r a l  R e s e r v e  S y s t e m .  
T h e  d i s c r e t i o n a r y  m o n e t a r y  c o n t r o l s  a v a i l a b l e  to the S y s t e m  a r e  the  
c h a n g e  in r e s e r v e  r e q u i r e m e n t s ,  open  m a r k e t  o p e r a t i o n s ,  and the  
p o w e r  to c h a n g e  the  d i s c o u n t  r a t e .  The  s e l e c t i v e  c o n t r o l s  a v a i l a b l e  
to the  F e d e r a l  R e s e r v e  S y s t e m  a r e  s t o c k  m a r k e t  c r e d i t  c o n t r o l  and 
c o n s u m e r  and r e a l  e s t a t e  c r e d i t  c o n t r o l .  T h e s e  t y p e s  of i n d i r e c t  
c o n t r o l  d e a l  w i th  the  s o u r c e s  of p u r c h a s i n g  p o w e r ,  and the  a m o u n t s  
and  u s e s  of c r e d i t  and m o n e y  in the  e c o n o m y .  The  d i r e c t  c o n t r o l s  
a v a i l a b l e  to the  G o v e r n m e n t  a r e  the  w a g e  and  s a l a r y  c o n t r o l s ,  p r i c e  
c o n t r o l s ,  r e n t  c o n t r o l s ,  c o n s u m e r  r a t i o n i n g ,  and the  a l l o c a t i o n  of 
p r i o r i t i e s .  T h e s e  t y p e s  of c o n t r o l  a r e  p r i m a r i l y  f o r  the  p u r p o s e  of 
c h e c k i n g  p r i c e s  d i r e c t l y  and fo r  t he  r e a l l o c a t i o n  of r e s o u r c e s .  

To g ive  an  i d e a  of the  ex ten t  of i n t e r f e r e n c e  in b u s i n e s s  t h r o u g h  
d i r e c t  c o n t r o l s  d u r i n g  W o r l d  W a r  II, I r e f e r  to p a g e s  9, 10, and 11 of 
the  append ix ,  w h i c h  g ives  a p a r t i a l  l i s t  of  G o v e r n m e n t  c o n t r o l s  at tha t  
t i m e  and  the  a g e n c y  tha t  a d m i n i s t e r e d  the  c o n t r o l .  

On T u e s d a y  next  week ,  M r .  P h e l p s ,  D e p u t y  A s s i s t a n t  D i r e c t o r  
f o r  E c o n o m i c  S t a b i l i z a t i o n  of the  Off ice  of C iv i l  and D e f e n s e  M o b i l i -  
z a t i on ,  w i l l  d i s c u s s  the  u s e  of  e c o n o m i c  c o n t r o l s  u n d e r  c o n d i t i o n s  of 
n a t i o n a l  e m e r g e n c y .  

It i s  p o s s i b l e  to s u m  up the  d i f f e r e n c e  b e t w e e n  m o n e t a r y  and 
f i s c a l  i n s t r u m e n t s  of c o n t r o l  qu i t e  b r i e f l y .  F i s c a l  i n s t r u m e n t s  of 
c o n t r o l  c a n  do m u c h  m o r e  than  m o n e t a r y  i n s t r u m e n t s ,  e s p e c i a l l y  in 
l i f t i ng  the  e c o n o m y  out  of a d e p r e s s i o n .  M o n e t a r y  i n s t r u m e n t s  a r e  
m o r e  s e n s i t i v e  and  a r e  u s e f u l  in the  d e l i c a t e  t a s k  of m a i n t a i n i n g  a 
s i t u a t i o n  of s t a b i l i t y  in  the  l e v e l  of p r i c e s .  

D i r e c t  c o n t r o l s  s u f f e r  m u c h  m o r e  than  the  o t h e r  two i n s t r u m e n t s  
f r o m  p o l i t i c a l l y  b a s e d  l i m i t a t i o n s  on the  r a n g e  w i t h i n  w h i c h  t h e y  c a n  
be  u s e d .  D i r e c t  c o n t r o l s  m a y  be  p a r t i c u l a r l y  a d v a n t a g e o u s  as  w e a p o n s  
fo r  c o n t r o l l i n g  the  e c o n o m y ,  if t hey  c a n  be  e f f e c t i v e l y  e n f o r c e d .  T h i s  
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m a t t e r  of e n f o r c e m e n t  i s  an i m p o r t a n t  one .  D i r e c t  c o n t r o l s  n e e d  a 
c u m b e r s o m e  a d m i n i s t r a t i v e  o r g a n i z a t i o n .  D i r e c t  c o n t r o l s  can  be  
i n t r o d u c e d  o r  c h a n g e d  q u i c k l y ,  and the  e f f e c t s  of t h e s e  c h a n g e s  c a n  
be r a p i d .  Th i s  is  a c o n s e q u e n c e  of the  fac t  tha t  d i r e c t  c o n t r o l s  a r e  
i n v a r i a b l y  n e g a t i v e .  T h e y  s top  s o m e o n e  f r o m  do ing  s o m e t h i n g  he  
wou ld  o t h e r w i s e  do. 

The  f ac t  tha t  d i r e c t  c o n t r o l s  a r e  n e g a t i v e  l i e s  b e h i n d  a n o t h e r  
f e a t u r e  t h e y  p o s s e s s  w h i c h  m a y  be  v e r y  v a l u a b l e - - t h a t  t h e s e  c o n t r o l s  
c a n  be  m o r e  d i s c r i m i n a t o r y  than  m o n e t a r y  and f i s c a l  c o n t r o l s .  T h i s  
m a y  be p a r t i c u l a r l y  i m p o r t a n t  at t i m e s  when  b ig  s t r u c t u r a l  a d j u s t -  
m e n t s  a r e  t a k i n g  p l a c e ,  s u c h  as d u r i n g  o r  a f t e r  the  Second  W o r l d  
W a r .  

T h e r e  a r e  a l so  s t r o n g  e c o n o m i c  a r g u m e n t s  a g a i n s t  too m u c h  use  
of d i r e c t  c o n t r o l s .  T h e y  t end  to inh ib i t  i n n o v a t i o n s ,  and to f r e e z e  
a c t i v i t y  into e x i s t i n g  c h a n n e l s ,  b e c a u s e  it i s  on ly  wi th  e x i s t i n g  
c h a n n e l s  tha t  the  b u r e a u c r a t  can  d e a l .  

Direct controls may induce speculation, which may be destabilizing. 
For example, if it is expected that certain item will be rationed, con- 
sumers may try to accumulate larger stocks, which in turn may ag- 
gravate the existing shortages. 

A n o t h e r  w e a k n e s s  in d i r e c t  c o n t r o l s  is  tha t  t h e y  m a y  c a u s e  in -  
c r e a s e d  s t r a i n  in o t h e r  p a r t s  of the  e c o n o m y .  T h i s  is  m o s t  l i k e l y  
the  c a s e  in c o n s u m e r  r a t i o n i n g .  If one  c o m m o d i t y  is  r a t i o n e d ,  t hen  
c o n s u m e r s  h a v e  so m u c h  m o r e  of t h e i r  i n c o m e  lef t  o v e r  wi th  w h i c h  
t h e y  wi l l  p r o b a b l y  a t t e m p t  to buy m o r e  of o t h e r  goods ,  thus  c o n t r i b u t i n g  
to e x i s ~ n g  i n f l a t i o n a r y  t e n d e n c i e s .  T h e s e  d a n g e r s  a r e  l e s s  l i k e l y  in 
the  u s e  of i n v e s t m e n t  c o n t r o l s .  If a f i r m  is  f o r b i d d e n  to bu i ld  a f a c t o r y ,  
it  is  not v e r y  l i k e l y  to p lan  to bu i ld  a b o w l i n g  a l l e y  w h i c h  it wou ld  not 
o t h e r w i s e  have  c o n s i d e r e d  bu i ld ing .  

T h e r e  r e m a i n s  to be  d i s c u s s e d  s o m e  of th4 p r o b l e m s  in i n t e r -  
n a t i o n a l  i n s t a b i l i t y .  It i s  g e n e r a l l y  r e c o g n i z e d  tha t  s t a b i l i t y  in the  
m a j o r  e c o n o m i e s  has  in  i t s e l f  a s t a b i l i z i n g  e f f ec t  on the  s m a l l e r  
n a t i o n s .  It is  i m p o r t a n t ,  t h e r e f o r e ,  tha t  we m a i n t a i n  s t a b i l i t y  in  t h i s  
c o u n t r y  and g ive  l e a d e r s h i p  and p r o m o t e  s t a b i l i t y  in the w o r l d  m a r k e t .  

The  t h r e e  f o r c e s  tha t  m a y  c a u s e  i n s t a b i l i t y  in  i n t e r n a t i o n a l  t r a d e  
and a f fec t  the  b a l a n c e  of p a y m e n t s  of a c o u n t r y  a r e  r e a l  i n c o m e  l e v e l  
c h a n g e s ,  r e l a t i v e  p r i c e  c h a n g e s ,  and i n t e r e s t  r a t e  c h a n g e s .  T h e  
G o v e r n m e n t  c a n  i n d i r e c t l y  c o n t r o l  a l l  t h e s e  by a p p r o p r i a t e  e x p e n d i t u r e  
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and t axa t ion  po l i c i e s ,  by con t ro l l i ng  the banking s y s t e m ,  and by 
con t ro l l i ng  the  exchange r a t e s .  

The Gove rnmen t  has  a lso  ava i l ab le  a s e r i e s  of d i r e c t  con t ro l s  to 
in f luence  the ba lance  of paymen t s ,  m o s t l y  by inf luenc ing  the vo lume 
of expend i tu re s  abroad .  We can c l a s s i f y  t he se  d i r ec t  con t ro l s  b road ly  
into exchange  con t ro l s ,  p h y s i c a l  con t ro l s ,  and f i s ca l  c o n t r o l s .  Ex-  
change  con t ro l s  a r e  con t ro l s  over  p a y m e n t s  to f o r e i g n e r s ,  whe the r  
for  goods,  s e r v i c e s ,  or  cap i ta l  i t e m s .  P h y s i c a l  con t ro l s  a re  con t ro l s  
ove r  the m o v e m e n t s  of goods, as  d i s t i ngu i shed  f rom the movemen t  
of money.  F o r  example ,  a quota s y s t e m  m a y  forb id  the i m p o r t a t i o n  
of c e r t a i n  goods or  al low only a c e r t a i n  quant i ty  to en te r  the Nat ion.  

Mr .  L a r y ,  of the Nat iona l  B u r e a u  of Economic  R e s e a r c h ,  wi l l  
l e c t u r e  on Monday, F e b r u a r y  the 13th, and wi l l  conce rn  h i m s e l f  
m o s t l y  with the exchange  r a t e  p rob lem and the a l l i ed  p rob lem of gold 
and the ba l ance  of p a y m e n t s .  On T h u r s d a y ,  F e b r u a r y  the 16th, Mr .  
H e r r e r a ,  P r e s i d e n t  of the I n t e r - A m e r i c a n  Deve lopment  Bank, wi l l  
l e c t u r e  on p r o b l e m s  and pos s ib l e  so lu t ions  for  a ch ron ic  d i s equ i l i b -  
r i u m ,  with s p e c i a l  r e f e r e n c e  to La t in  A m e r i c a n  na t ions .  On Monday, 
F e b r u a r y  the 20th, Mr .  Rober t  G a r n e r ,  P r e s i d e n t  of the In t e rna t i ona l  
F i n a n c e  Corpora t ion ,  wi l l  l e c tu r e  on " In t e rna t i ona l  Economic  S tab i l i -  

t ,  
za t ion  P r o b l e m  s.  

Thank  you. 

CAPTAIN MARZETTA:  Dr .  Poppe i s  r e a d y  for  your  ques t i ons .  

QUESTION: If we can change the slope of the C plus I curve  to 
e l i m i n a t e  both the de f l a t i ona ry  and the i n f l a t i o n a r y  gap, don' t  we 
a r r i v e  at pure  s o c i a l i s m  and e l imina t e  the incent ive  that  has  been  
a c o r n e r s t o n e  of the A m e r i c a n  e c o n o m y ?  

DR. POPPE: No. The slope of the C plus I curve indicates the 
ratio between consumption and income. In other words it indicates 
the average propensity to consume. That's all it indicates. 

If you would l ike  to r e p h r a s e  your  ques t ion ,  you might  get a 
better answer. 

QUESTION: I'm not sure I'm able to. 

DR. P O P P E :  I t ' s  di f f icul t .  
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QUESTION: A r e  we c h a s i n g  m o o n b e a m s  to t r y  to c o n t r o l  in -  
f l a t i o n ?  I r e f e r  to the  e x p e r i e n c e  of the  R u s s i a n s ,  who e x e r c i s e  a l l  
e l e m e n t s  of c o n t r o l ;  and yet ,  when  they  get  into any  type  of i n c e n t i v e ,  
t hey  s e e m  to g e n e r a t e  i n f l a t i o n a r y  p r e s s u r e s .  

DR. P O P P E :  Y e s .  The  q u e s t i o n  i s ,  What  is  m o r e  i m p o r t a n t  
to u s - - t h e  m a i n t a i n i n g  of fu l l  e m p l o y m e n t  o r  the  m a i n t a i n i n g  of s t a b l e  
p r i c e  l e v e l s ;  and I t h ink  the  c o n s e n s u s  of op in ion  is  tha t  fu l l  e m p l o y -  
m e n t  is  a m o r e  i m p o r t a n t  sub jec t ,  a m o r e  i m p o r t a n t  goal ;  and c o n -  
s e q u e n t l y  m a y  go s o m e w h a t  at t he  e x p e n s e  of i n f l a t ion .  

Now, the  a t t e m p t ,  of c o u r s e ,  wi l l  be  to m a i n t a i n  r e l a t i v e l y  
r e a s o n a b l e  l e v e l s  of fu l l  e m p l o y m e n t  and keep  in f l a t ion  down as  m u c h  
as p o s s i b l e .  We m u s t  not f o r g e t  tha t  i n f l a t i on  is  r e l a t i v e l y  p a i n l e s s ,  
tha t  it t a k e s  p l ace  and of c o u r s e ,  as you r e a l i z e ,  m a n y  peop l e  do not 
r e a l i z e  that  it is  going  on.  You buy an $18 .75  war  bond in 1939, and 
in 1949 you get  $25 back .  Wel l ,  you t h ink  in t e r m s  of $25. You do 
not t h ink  in t e r m s  of $12 .50  w o r t h  of p u r c h a s i n g  p o w e r .  We a r e  qui te  
happy wi th  the  $25. As long  as you have  that ,  it  is  r e l a t i v e l y  p a i n l e s s .  

QUESTION: Is it p o s s i b l e  that  we wi l l  d e v e l o p  into a s o c i a l i s t i c  
e c o n o m y  ? 

DR. P O P P E :  No. I do not t h ink  so .  I t h ink  the  p r e v a i l i n g  s y s t e m  
wi l l  be  c a p i t a l i s m .  I shou ld  not use  " c a p i t a l i s m .  " I shou ld  s a y  "a  f r e e  
e n t e r p r i s e  s y s t e m .  " When  you r e f e r  to a s o c i a l i s t i c  e c o n o m y ,  you a r e  
r e f e r r i n g  to the  m e a n s  of p r o d u c t i o n  owned  by the  G o v e r n m e n t ,  and I 
do not t h ink  that  that  wi l l  e v e r  t ake  p l ace .  What I th ink  wi l l  t ake  p l ace  
is  that  we wi l l  get  i n c r e a s e d  w e l f a r e .  In o t h e r  w o r d s ,  we s t i l l  have  
e l e m e n t s  of w e l f a r e ,  t r y i n g  to b e n e f i t  the  s o c i a l  good g e n e r a l l y  s p e a k -  
ing.  

I a l so  do th ink  that  t h e r e  wi l l  be  c o n s i s t e n t  t e n d e n c i e s  t o w a r d s  
t r y i n g  to s o l v e  the d i s t r i b u t i o n  of i n c o m e .  That  is  our  p r o b l e m  of 
the  fu tu r e .  It has  not b e e n  touched  upon v e r y  m u c h .  But ou r  p r o b l e m  
is  not so m u c h  in f l a t ion  o r  u n e m p l o y m e n t .  It i s  the  d i s t r i b u t i o n  of 
the  i n c o m e ,  the  q u e s t i o n  of, How a r e  you going  to d iv ide  the  f r u i t s  of 
p r o d u c t i o n  ? 

As you know, s o m e  s c h o o l s  of thought  hold  tha t  t h e r e  is  no such  
h i n g  p o s s i b l e  as o v e r p r o d u c t i o n .  We v i s i t e d  one  p lant  in St. L o u i s  
and the  m a n a g e m e n t  t h e r e  i n d i c a t e d  that  that  one  p lant  could  p r o d u c e  
a l l  the  m a t c h e s  for  the  use  of the  who le  w o r l d .  In o t h e r  w o r d s ,  t h e r e  
was  no o t h e r  plant  n e c e s s a r y .  Well ,  if  you can  do that ,  you have  an 
o v e r p r o d u c t i v e  capac i t y .  
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T h e r e  i s  a l s o  t h e  e l e m e n t  o f  a u t o m a t i o n .  T h e  d i r e c t i o n  i s  
t o w a r d s  a s m a l l e r  w o r k w e e k ,  m a y b e  a f o u r - d a y  o r  e v e n  a t h r e e - d a y  
w e e k - - t h e  e v e n t u a l  h e a v e n  o n  e a r t h  i d e a ,  w h e r e b y  w e  h a v e  m o r e  
l e i s u r e ,  m o r e  t i m e  f o r  c u l t u r e ,  a n d  w e  a r e  a b l e  to  d i s t r i b u t e  t h e  
f r u i t s  o f  p r o d u c t i o n  in  a r e a s o n a b l e  w a y .  I t ' s  a d i f f i c u l t  t h i n g  to  d o .  

Q U E S T I O N :  We h a v e  h e a r d  a n d  r e a d  m u c h  a b o u t  f r i c t i o n a l  u n -  
e m p l o y m e n t .  H o w  i s  t h i s  c a l c u l a t e d  o r  c o m p u t e d ?  W h a t  d o e s  i t  
c o n s i s t  o f ?  A n d  w h a t  p e r c e n t a g e  s h o u l d  w e  b e a r  in  m i n d  w h e n  we  
t r y  to  e v a l u a t e  h o w  we  s t a n d  a t  a n y  g i v e n  t i m e  ? 

D R .  P O P P E :  A s  y o u  k n o w ,  t h a t  f r i c t i o n a l  u n e m p l o y m e n t  m o s t l y  
r e f e r s  to  t h o s e  p e o p l e  t h a t  a r e  s w i t c h i n g  o v e r  o n e  job  to  a n o t h e r .  
N o w a d a y s  t h e  l a r g e s t  p a r t  o f  o u r  l a b o r  f o r c e  w i l l  r e p o r t  f o r  u n e m p l o y -  
m e n t  c o m p e n s a t i o n ,  and  y o u  f i n d  t h a t  s t a t i s t i c a l  e s t i m a t e s  h a v e  to 
b e  m a d e .  If t h e  c o m p e n s a t i o n  f o r  u n e m p l o y m e n t  i n c r e a s e s  b e y o n d  
a c e r t a i n  l e v e l ,  t h e y  s a y ,  "A l l  r i g h t .  T h a t  i s  m o r e  t h a n  f r i c t i o n a l  
u n e m p l o y m e n t .  " We  m a k e  a g u e s t i m a t e  a s  to  t h e  p e r c e n t a g e  o f  t h e  
l a b o r  f o r c e  t h a t  i s  u n e m p l o y e d .  Y o u  h a v e  a p p r o x i m a t e l y  1 m i l l i o n  
p e o p l e  t h a t  a r e  u n e m p l o y a b l e .  T h e y  c o m e  f i r s t ,  t h e n  y o u r  f r i c t i o n a l  
u n e m p l o y m e n t ,  a n d  b e y o n d  t h a t  i s  y o u r  l e s s  t h a n  f u l l  e m p l o y m e n t .  
I t ' s  m o s t l y  a s t a t i s t i c a l  p r o b l e m .  

Q U E S T I O N :  D o c t o r ,  in  p a r t  t h e  v o l u m e  of  t h e  c r e d i t  d e p e n d s  o n  
t h e  i n t e r e s t  r a t e .  S o m e  p e o p l e  a r g u e  t h a t  w e  c a n  c o r r e c t  t h i s  
s i t u a t i o n  b y  l o w e r i n g  t h e  i n t e r e s t  r a t e  a n d  t h e r e b y  m a k i n g  m o r e  m o n e y  
a v a i l a b l e .  B u t  i f  we  do t h i s ,  it  w i l l  s t i m u l a t e  t h e  g o l d  o u t f l o w .  W h a t  
do  y o u  t h i n k  s o m e  of  t h e  r e m e d i e s  a r e  ? 

D R .  P O P P E :  T h a t  i s  o n e  o f  t h e  i n c o n s i s t e n c i e s  o f  t h e  p r e s e n t  
m e t h o d s ,  w h e r e b y  y o u  d e s i r e  to  l o w e r  t h e  i n t e r e s t  r a t e  a n d  a t  t h e  
s a m e  to  p r e v e n t  t h e  o u t f l o w  of  g o l d .  

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

T h e  s o l u t i o n s  to  i t  a r e  m o s t l y  o u t s i d e  o f  t h e  U n i t e d  S t a t e s .  T h e y  
w i l l  h a v e  to  b e  f a c e d  w i t h i n  t h e  c o u n t r i e s  w i t h  w h i c h  we  a r e  d e a l i n g  
a n d  l e s s  w i t h i n  o u r  o w n  c o u n t r y .  
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QUESTION.  D o c t o r ,  w i l l  you  r e l a t e  o u r  c u r r e n t  s i t u a t i o n ,  w i th  
u n e m p l o y m e n t  but  not f a l l i n g  p r i c e s ,  b a c k  to y o u r  K e y n e s i a n  m o d e l  
f o r m u l a s  ? In o t h e r  w o r d s ,  how is  th i s  a c c o u n t e d  fo r  and e x p l a i n e d  
in  K e y n s i a n  t e r m s  ? 

DR. P O P P E :  Wel l ,  you  wi l l  have  to go b a c k  not to the  g e n e r a l  
t h e o r y  of K e y n e s ,  but  to h i s  m o n e t a r y  t h e o r y ,  w h i c h  is m u c h  m o r e  
a p p l i c a b l e  to ou r  p r e s e n t - d a y  c i r c u m s t a n c e s  than  his  g e n e r a l  t h e o r y .  
You  wi l l  f ind tha t  the  r i s i n g  p r i c e s  and at the  s a m e  t i m e  d e v e l o p i n g  
u n e m p l o y m e n t  is one of the  t h ings  tha t  K e y u e s  m o s t  f e a r e d .  And he 
i n d i c a t e d  tha t  in a de f i c i t  s i t u a t i o n  t h e r e  is  a l w a y s  r o o m  fo r  a 
d e v a l u a t i o n  of the  c u r r e n c y ;  and,  as  I po in t ed  out ,  the  m o r e  d e s i r a b l e  
w a y  wou ld  be  to b r i n g  up the  s t a n d a r d  of l i v ing  of the  na t i on .  Up t i l l  
now we e i t h e r  had  to d e a l  w i th  u n e m p l o y m e n t  o r  we  had to d e a l  w i th  
i n f l a t i on .  Now we have  the  s i t u a t i o n  d e v e l o p i n g  w h e r e b y  we h a v e  
both--inflation and deflation. 

If you c o n s e q u e n t l y  t ake  the m e a s u r e s  to s o l v e  u n e m p l o y m e n t ,  
t hen  you r e a l l y  a g g r a v a t e  the  o t h e r .  And th i s  is  a d i f f i cu l t y  tha t  we 
wi l l  have  to f a c e .  Aga in ,  we wi l l  have  to m a k e  a d e c i s i o n ,  w h i c h  
do we c o n s i d e r  m o r e  i m p o r t a n t  ? I t h ink  the  a n s w e r  p a r t i a l l y  l i e s  
in  M r .  K e n n e d y ' s  p r o g r a m  f o r  m o r e  g rowth ,  the  u l t i m a t e  g r o w t h ,  
t h r o u g h  w h i c h  he m a y  be  ab le  to s o l v e  h i s  u n e m p l o y m e n t  p r o b l e m ,  
but  not n e c e s s a r i l y  l e v e l  off h is  p r i c e s .  

And t hen  r e m e m b e r ,  i t ' s  a b ig  e c o n o m y .  If you s t a r t  t oday ,  
don ' t  e x p e c t  r e s u l t s  t o m o r r o w .  Give it one  o r  two ye~trs at  l e a s t  
b e f o r e  you  f ind  an i m p a c t  on it .  In o t h e r  w o r d s ,  g ive  it t i m e .  L e t  
it d e v e l o p .  And then ,  if  you wild app ly  the  r i g h t  m e a s u r e s ,  you w i l l  
ge t  the  r i g h t  r e s u l t s .  

QUESTION:  D o c t o r ,  t h e r e  has  b e e n  a lot  of c o m m e n t  d u r i n g  the  
l a s t  few y e a r s  tha t  we w o n ' t  go t h r o u g h  a n o t h e r  m a j o r  d e p r e s s i o n ,  
b e c a u s e  of b u i l t - i n  s t a b i l i z e r s  in the  A m e r i c a n  e c o n o m y - - p r i c e  
s u p p o r t s ,  the  h e a v y  d e f e n s e  spend ing ,  s p e n d i n g  on v e t e r a n s ,  and so  
on.  Would you c a r e  to c o m m e n t  on the  u s e f u l n e s s  of t h e s e  ? 

DR. P O P P E :  Y e s ,  I t ' s  one  of the  g r e a t  i m p r o v e m e n t s  we  have  
m a d e  o v e r  the  t h i r t i e s .  Of c o u r s e  we a r e  ab le  to s o l v e  the  d e p r e s s i o n  
of the t h i r t i e s .  We do not know what  i s  go ing  to c o m e  up in  the  f u t u r e  
and how it w i l l  be  s o l v e d .  But,  i ndeed ,  we  have  t h e s e  s t a b i l i z i n g  
f a c t o r s ,  in o t h e r  w o r d s ,  b u i l t - i n  s t a b i l i z e r s .  One of  t h e m  is  u n e m -  
p l o y m e n t  c o m p e n s a t i o n .  At one  t i m e  in the  t h i r t i e s ,  when  a m a n  w a s  
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t h r o w n  out of w o r k ,  i m m e d i a t e l y  h i s  c o n s u m p t i o n  would  s top .  
M u l t i p l y  tha t  t i m e s  8 m i l l i o n  and you  s e e  tha t  c o n s u m p t i o n  e x p e n d i -  
t u r e s  d e c r e a s e d  t r e m e n d o u s l y .  N o w a d a y s ,  if  a m a n  is  f i r e d  o r  l a id  
off, he  w i l l  have  fo r  a n u m b e r  of  w e e k s  a c e r t a i n  p e r c e n t a g e  of h is  
w a g e .  Tha t  m e a n s  h e ' s  cu t t i ng  out on the  l u x u r i e s ,  but  not on the  
e s s e n t i a l s .  C o n s e q u e n t l y  t h e r e  is  tha t  e l e m e n t  of  s t a b i l i t y  r i g h t  t h e r e .  

O t h e r  e l e m e n t s ,  of c o u r s e ,  a r e  t h r o u g h  G o v e r n m e n t  i n t e r f e r e n c e ,  
and w h e n  M r .  K e n n e d y  sa id :  "We m u s t  d e c r e a s e  t a x e s ,  " aga in ,  he 
w a s  r e f e r r i n g  to the  s t a b i l i z i n g  e f fec t  of  the  d e c r e a s e  in  t a x e s ,  b e -  
c a u s e  tha t  w i l l  b r i n g  m o r e  p u r c h a s i n g  p o w e r  into the  hands  of the  
m a s s e s  of the  peop le ;  w h i c h  wi l l  s t i m u l a t e  p r o d u c t i o n  and e m p l o y -  
m e a t .  

S i m i l a r l y ,  we  have  the  s u p p o r t  of f a r m s  and f a r m  p r i c e s .  
S u p p o r t i n g  the  f a r m e r  m e a n s  a l so  s u s t a i n e d  p u r c h a s i n g  p o w e r  of the  
f a r m e r  fo r  m a n y  of the goods  tha t  a r e  p r o d u c e d  by i n d u s t r y .  

T h e s e  a r e  a l l  g r e a t  i m p r o v e m e n t s .  No t i ce  tha t  one  of the  f i r s t  
t h ings  tha t  has  b e e n  s u g g e s t e d  is  tha t  we i n c r e a s e  the  l e n g t h  of the  
u n e m p l o y m e n t  c o m p e n s a t i o n .  We a r e  v e r y  anx ious  to keep  the  v o l u m e  
of u n e m p l o y m e n t  at the l e v e l  i t  is ;  o r  m a k e  it  s m a ! ! e r  and not to le t  
it  d e t e r i o r a t e  f u r t h e r ,  l e a d i n g  the  U . S .  e c o n o m y  in an u n t e n a b l e  
s i t u a t i o n  and t hen  not to be ab le  to get  out of a deep  c r i s i s  o r  d e p r e s -  
s ion .  

QUESTION:  One r e a s o n  fo r  a s k i n g  the  q u e s t i o n  was  b e c a u s e  th i s  
s a m e  e l e m e n t  of s t a b i l i z a t i o n  was  m a d e  in c o n n e c t i o n  wi th  the  s t o c k  
m a r k e t  too .  You r e m e m b e r ,  in 1950 a lot  of peop l e  w e r e  s a y i n g  tha t  
t h i s  was  go ing  to be  a s h o r i n g  p e r i o d  in the  e c o n o m y  in s t o c k  p r i c e s ,  
and it w a s  m e n t i o n e d  tha t  b e c a u s e  of the  s t a b i l i z i n g  e f fec t  of n e u t r a l  
funds  of i n v e s t m e n t  c o m p a n i e s  on the  New Y o r k  s t o c k  m a r k e t ,  t h e r e  
wou ld  be  no s u b s t a n t i a l  b r e a k s  in the  m a r k e t .  But l ook  at wha t  
h a p p e n e d  to the  i n d e x e s .  T h e r e  has  b e e n  a s u b s t a n t i a l  b r e a k  d e s p i t e  
t h i s  a l l e g e d  s t a b i l i z i n g  f a c t o r .  I w a s  w o n d e r i n g  w h e t h e r  we  a r e n ' t  
o v e r r a t i n g  a c t u a l l y  p s y c h o l o g i c a l  f a c t o r s  qu i te  a p a r t  f r o m  t h e s e  b u i l t -  
in  s t a b i l i z e r s  tha t  a f fec t  y o u r  l e v e l .  

DR.  P O P P E :  P s y c h o l o g i c a l  f a c t o r s  a r e  a v e r y  i m p o r t a n t  a s p e c t  
of o u r  m o d e r n  w o r l d .  In the  s t o c k  m a r k e t - - w h a t  p e o p l e  b e l i e v e  to be  
t r u e  i s  not n e c e s s a r i l y  so .  You m a y  have  f a v o r a b l e  f i n a n c i a l  c o n -  
d i t i ons  and t h e r e  w i l l  be  a d o w n w a r d  t r e n d  in  the  s t o c k  m a r k e t .  T h e r e  
m a y  be  c o n d i t i o n s  w h e r e b y  a l l  the  f i n a n c i a l  r e p o r t s  i n d i c a t e  tha t  t h e r e  
wi l l  be  a cu t  in d i v i d e n d s  and t h e r e ' s  an u p w a r d  t r e n d  i n t h e  s t o c k m a r k e t .  
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In  m a n y  c a s e s  t h e  b o o k  v a l u e  o f  s t o c k s  i s  h i g h  a n d  t h e  m a r k e t  v a l u e  o f  
t h e  s t o c k  i s  m u c h  l o w e r  t h a n  t h e  b o o k  v a l u e .  H i g h l y  u n r e a s o n a b l e .  
W h y  i s  t h a t  ? 

Of  c o u r s e  y o u  h a v e  m i l l i o n s  o f  i n d i v i d u a l s ,  e a c h  o p e r a t i n g  o n  h i s  
o w n ,  e a c h  m a k i n g  h i s  o w n  d e c i s i o n s .  If  t h e  m a j o r i t y  p u r c h a s e  c o m m o n  
s t o c k ,  t h e n  y o u  w i l l  h a v e  a n  u p w a r d  t r e n d  in  p r i c e s .  

I n d e e d ,  t h e s e  p s y c h o l o g i c a l  a s p e c t s  o r  p r o p e n s i t i e s  a r e  v e r y  i m -  
p o r t a n t ,  b u t  n o t  n e c e s s a r i l y  i s  t h e  s t o c k  m a r k e t  a n  i n d i c a t o r  o f  
e c o n o m i c  w e l l  b e i n g .  W e  h a d  to  r e f i n e  c o n s i d e r a b l y  o n  t h a t ,  a n d  s o m e  
of  t h e  g r e a t  i m p r o v e m e n t s  m a d e  a r e  t h e  e c o n o m i c  i n d i c a t o r s  a n d  t h e  
r e s e a r c h e s  o f  t h e  N a t i o n a l  B u r e a u  o f  E c o n o m i c  R e s e a r c h .  

C A P T A I N  M A R Z E T T A :  It l o o k s  l i k e  t i m e  h a s  r u n  o u t  o n  u s .  I 
k n o w  t h e r e  a r e  q u i t e  a f e w  m o r e  q u e s t i o n s .  I ' m  s u r e  D r .  P o p p e  w i l l  b e  
g l a d  to  s e e  y o u  in  h i s  o f f i c e  a n y  t i m e  to  t a l k  o v e r  a n y t h i n g  t h a t  m i g h t  
b e  in  y o u r  m i n d s .  

T h a n k  y o u ,  D o c t o r .  

(30 J u n e  1 9 6 1 - - 5 , 4 0 0 ) m s r : d w  
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A P P E N D I X  

T h e  fo l lowing  d e f i n i t i o n s  and t e r m s  wi l l  be u sed  in the  f i r s t  l e c t u r e  
on  E c o n o m i c  S t ab i l i z a t i on .  P l e a s e  s t u d y  t h e m  c a r e f u l l y .  

GENERA L EQUILIBRIUM 

As a pp l i e d  to t h e o r e t i c a l  e c o n o m i c  a n a l y s i s ,  the c o n c e p t i o n  of 
a b a l a n c e  a m o n g  i n t e r d e p e n d e n t  e c o n o m i c  f o r c e s ,  each  a c t i v a t e d  by 
ind iv idua l  d e c i s i o n s  b a s e d  upon s e l f - i n t e r e s t .  A s s u m i n g  f r e e  c o m p e t i -  
t ion,  p r i v a t e  p r o p e r t y  and f r e e d o m  of c o n t r a c t ,  f o r c e s  of supp ly  and  
d e m a n d  a c t i n g  upon e c o n o m i c  goods  a r e  he ld  to be e q u a t e d  at p r i c e s  
tha t  o f f e r  the g r e a t e s t  n u m b e r  of t r a d e r s  m a x i m u m  s a t i s f a c t i o n s  and 
tha t  a r e  m u t u a l l y  c o n s i s t e n t  with one a n o t h e r  in that  r e s p e c t .  A g e n e r a l  
e q u i l i b r i u m  is n e v e r  a b s o l u t e  in a d e v e l o p i n g  e c o n o m y  b e c a u s e  of c h a n g e s  
in c o n s u m e r  d e m a n d s  and d i s p o s i t i o n s  to spend ,  s ave  and inves t ;  new 
t e c h n o l o g i c a l  d e v e l o p m e n t s ;  sh i f t i ng  c o m p e t i t i v e  r e l a t i o n s h i p s ;  d e p l e t i o n  
of e x i s t i n g  and  d i s c o v e r i e s  of new n a t u r a l  r e s o u r c e s ;  and o t h e r  s i m i l a r  
f a c t o r s .  The  s t udy  of g e n e r a l  e q u i l i b r i u m ,  c o n s i d e r e d  in the  l ight  of the 
e f f e c t s  of c h a n g e - p r o d u c i n g  f a c t o r s  on the  e c o n o m y  as  a whole ,  c o n s e -  
quent  d i s e q u i l i b r i u m s ,  and  the p r o c e s s  by which  s i m u l t a n e o u s  a d j u s t m e n t  
t ends  to r e s t o r e  a new e q u i l i b r i u m ,  is c a l l e d  d y n a m i c  e c o n o m i c s ,  as  
o p p o s e d  to s t a t i c  e c o n o m i c s ,  wh ich  m i g h t  be de f i ned  as  the s t u d y  of a 
p a r t i c u l a r  e c o n o m i c  r e l a t i o n s h i p  u n d e r  c e r t a i n  p r e s c r i b e d  c o n d i t i o n s  
a s s u m e d  to be c o n s t a n t .  

E F F E C T I V E  DEMAND 

T h e  d e s i r e  to buy c o u p l e d  with  the ab i l i t y  to pay .  When the  
w o r d  " d e m a n d "  is used  in e c o n o m i c  w r i t i n g s ,  e f f e c t i v e  d e m a n d  is 
u s u a l l y  a s s u m e d .  

FRIC TIONA L UN EMPLOYMENT 

U n e m p l o y m e n t  c a u s e d  by i m p e r f e c t i o n s  in the  l abo r  m a r k e t .  
L a c k  of i n f o r m a t i o n  r e g a r d i n g  w h e r e  w o r k  is a v a i l a b l e ,  i nab i l i t y  to 
ge t  t h e r e ,  o r  t i m e  c o n s u m e d  in c h a n g i n g  jobs a r e  c a u s e s  of f r i c t i o n a l  
u n e m p l o y m e n t .  
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INVISIBLE HA ND 

A t e r m  used  by Adam Smith  in s e t t i n g  fo r th  the t h e s i s  that  when  
each  p e r s o n a c t s  in his  own s e l f - i n t e r e s t ,  the w e l f a r e  of s o c i e t y  is a s -  
s u r e d .  Hence ,  a c c o r d i n g  to A d a m  Smith ,  s o c i e t y  is g o v e r n e d  by an  
" i n v i s i b l e  hand"  which  i n s u r e s  the s o c i a l  w e l f a r e ,  e v e n  though ind iv idua l s  
s e e k  t h e i r  own i n t e r e s t s .  

KEYNESIAN ECONOMICS 

Economic theories and policies advanced by the British econo- 
mist, John Maynard (Lord) Keynes (1883-1946), and his followers, or 
attributed to them. 

KEYNES'  LAW OF CONSUMPTION 

At every level of income a certain proportion of that income is 
spent for consumption goods, the proportion decreasing as the income 
increases. 

" E XHAUSTIVE"  E X P E N D I T U R E  

Spending  by the g o v e r n m e n t  in the f o r m  of p u r c h a s e s  of goods  
and s e r v i c e s  f r o m  b u s i n e s s  and h o u s e h o l d s .  G o v e r n m e n t  p u r c h a s e s  
of e q u i p m e n t ,  a i r c r a f t  c a r r i e r s ,  t anks  and c o m b a t  p l anes ,  and  the pay-  
m e n t  fo r  s e r v i c e s  p e r f o r m e d  by m i l i t a r y  p e r s o n n e l  and c iv i l  s e r v a n t s  
fa l l  under  th is  c a t e g o r y .  This  type of e x p e n d i t u r e  is a m e a s u r e  of the 
net  c l a i m  of g o v e r n m e n t  on c u r r e n t  p r o d u c t i o n  and i n d i c a t e s  the v o l u m e  
of output  not a v a i l a b l e  fo r  p e r s o n a l  c o n s u m p t i o n  and s a v i n g s .  

"NONEXHA USTIVE"  E X P E N D I T U R E  

The  type of s p e n d i n g  by the g o v e r n m e n t  that  r e d i s t r i b u t e s  the 
i n c o m e .  E x a m p l e s  of such  e x p e n d i t u r e s  a r e  the i n t e r e s t  on the publ ic  
debt ,  t r a n s f e r p a y m e n t s  sudh as  u n e m p l o y m e n t  c o n p e n s a t i o n ,  s o c i a l  
s e c u r i t y  p a y m e n t s  and f e d e r a l  g r a n t s - i n - a i d  to s t a t e  and loca l  g o v e r n -  
m e n t s .  
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TYPES OF DIRECT CONTROLS: 

wage and s a l a ry  controls  
pr ice ,  rent  and profit  controls  
consumer  rat ioning and al location of r e s o u r c e s  

TYPES OF INDIRECT CONTROLS: 

f i sca l  controls  

mone ta ry  controls  
St._~i [ : : ~  t : :  n;;nYt rC; :  trOls 

DISCRETIONARY CONTROLS: 

r e s e r v e  r equ i rement  changes 
open marke t  operat ions 
changes in the discount ra te  

SELECTIVE CONTROLS: 

stock marke t  credi t  control  
consumer  and r ea l  estate  credi t  control  

TYPES OF INFLATION : 

cost  inflation 
demand inflation 
excess -  demand inflation 
wage inflation 
money inflation 
s t r uc tu r a l  inflation 
log-rol l ing  inflation 
spec ulative inflation 
bottleneck inflation 
buye r ' s  inflation 

mark -up  inflation 
s e l l e r ' s  inflation 
admin i s t e r ed ' p r i ce  inflation 
profi t  inflation 
c rea t ive  inflation 
chronic inflation 
demand pull inflation 
cost  push inflation 
hyper- inf la t ion  
creeping inflation 

PROPENSITY TO CONSUME: 

A keynes ian  s ta t i s t i ca l  phrase  denoting the re la t ion expressed  
as a percentage,  between total  income and total  consumer  expendi tures .  



The relation is expressed in the equation: 

C p-- 
Y 

P equals propensity to consume 
C equals consumer expenditures 
Y equals income (disposable income) 

T h u s ,  in 1959 d i s p o s a b l e  p e r s o n a l  i n c o m e  w a s  3 3 7 . 3  b i l l i o n  
d o l l a r s ,  and  c o n s u m p t i o n  e x p e n d i t u r e s  w e r e  3 1 3 . 8  b i l l i o n  d o l l a r s .  
p r o p e n s i t y  to c o n s u m e  f o r  tha t  y e a r  w a s ,  t h e r e f o r e ,  

T h e  

3 1 3 . 8  
3 3 7 . 3  

e q u a l s  93 .1  p e r c e n t .  

It  m e a n s  tha t  f o r  tha t  y e a r  an  a v e r a g e  of 93 c e n t s  was  s p e n t  ou t  
of  e v e r y  d o l l a r .  

MARGINAL PROPENSITY TO CONSUME: 

A ratio of change between consumption expenditure and a change 
in income. For example, the disposable personal income in 1958 was 
9.1 billion dollars more than in 1957. The consumption expenditures 
were 8.3 billion dollars more. A marginal propensity to consume of 
8.3 
9. I or 91.2 percent is thus indicated. 
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SUMMARY O F  THE G E N E R A L  T H E O R Y  O F  E M P L O Y M E N T :  

The  e s s e n c e  of the g e n e r a l  t h e o r y  of e m p l o y m e n t  m a y  be s t a t e d  in 
the  fo l lowing  p r o p o s i t i o n s  : 

1. To t a l  i n c o m e  depends  on the v o l u m e  of to ta l  e m p l o y m e n t .  

2. A c c o r d i n g  to the p r o p e n s i t y  to consume~ the a m o u n t  of e x p e n d i -  
t u r e  fo r  c o n s u m p t i o n  depends  on the l e v e l  of i n c o m e ,  and t h e r e f o r e  on 
t o t a l  e m p l o y m e n t .  

3. To t a l  e m p l o y m e n t  depends  on to ta l  e f f e c t i v e  d e m a n d ,  wh ich  
is  m a d e  up of two p a r t s :  

a .  C o n s u m p t i o n  E x p e n d i t u r e s  

b. I n v e s t m e n t  E x p e n d i t u r e s  

4. In e q u i l i b r i u m ,  a g g r e g a t e  s u p p l y  is  equa l  to a g g r e g a t e  d e m a n d .  

5. A g g r e g a t e  d e m a n d  is  d e t e r m i n e d  by the p r o p e n s i t y  to c o n s u m e  
and the v o l u m e  of i n v e s t m e n t .  T h e r e f o r e ,  the v o l u m e  of e m p l o y m e n t  
d e p e n d s  on: 

a.  The  A g g r e g a t e  Supply  F u n c t i o n  

b. The P r o p e n s i t y  to C o n s u m e  

c.  The V o l u m e  of I n v e s t m e n t  ~. G e -  G r , I v ~ _ I i  

6. Both the a g g r e g a t e  s u p p l y  func t ion ,  wh ich  depends  m a i n l y  on the 
p h y s i c a l  cond i t i ons  of supp ly ,  and the p r o p e n s i t y  of c o n s u m e  a r e  r e l a t i v e l y  
s t a b l e ,  and t h e r e f o r e  f l u c t u a t i o n s  in  e m p l o y m e n t  depend  m a i n l y  on the 
v o l u m e  of i n v e s t m e n t .  

1Cf. D i l l a r d ,  Dud ley ,  The  E c o n o m i c s  of John  M a y n a r d  K e y n e s ,  New 
York ,  P r e n t i c e - H a l l ,  I n c . ,  1948. 



3 A. 

SOME KEYNESIAN EQUATIONS: 

Y=C÷S 

Y--C÷ I 

S.vI 

S_- IvY- 1 i 

Income equals consumption plus savings . . . . . . . . . . . . . .  ( I ) 

Income equals consumption plus investment . . . . . . . . . .  ( II ) 

Savings equal Investments . . . . . . . . . . . . . . . . . . . . . . . . . . .  ( I I I )  

Savings equal Voluntary plus Involuntary Investment..  ( IV ) 
minus 

In the  above  e q u a t i o n s  G o v e r n m e n t  r e v e n u e s  and e x p e n d i t u r e s  w e r e  
l u m p e d  t o g e t h e r  wi th  p r i v a t e  i n c o m e s  and e x p e n d i t u r e s .  In the  fo l lowing  
e q u a t i o n s  the r o l e  of G o v e r n m e n t  has  been  i n d i c a t e d .  
used  fo r  t h r e e  p u r p o s e s :  

a. 

b. 

C. 

Y--C÷Gr+ S 

Y--C+Ge÷I 

T h e r e f o r e :  

S = G e - G r ÷  I 

I n c o m e s  m a y  be 

C o n s u m p t i o n  e x p e n d i t u r e s  

P a y m e n t  of Taxes  

Sav ings  

I n c o m e s  equa l  C o n s u m p t i o n  E x p e n d i t u r e s  p lus  
G o v e r n m e n t  R e v e n u e s  p lus  Sav ings  . . . . . . . . . . . . . . . . . . . . .  ( 

I n c o m e s  equa l  C o n s u m p t i o n  E x p e n d i t u r e s  plus  
G o v e r n m e n t  E x p e n d i t u r e s  p lus  I n v e s t m e n t  . . . . . . . . . . . . .  ( 

Sav ings  equa l  G o v e r n r n e n t  e x p e n d i t u r e s  m i n u s  
G o v e r n m e n t  R e v e n u e s  p lus  i n v e s t m e n t  . . . . . . . . . . . . . . . . . . . .  ( %II ) 

V) 

VI) 

Since  G o v e r n m e n t  e x p e n d i t u r e s  a r e  a l w a y s  v o l u n t a r y ,  we have :  

S _ - G e - G r ÷ I v + I i  Sav ings  equa l  G o v e r n m e n t  e x p e n d i t u r e s  m i n u s  
G o v e r n m e n t  R e v e n u e s  p lus  P r i v a t e  I n v e s t m e n t  p lus  

m i n u s  
c i r c u l a t i n g  c a p i t a l  in the  f o r m  of i n v e n t o r i e s  . . . . . .  .(VIII 



REVOLUTIONARY CIVIL WAR CIVIL WAR 
WAR FEDERAL, CONFEDERACY 

RENT 

WAGE 

PROFIT 

CREDIT 

MANPOWER 

RATIONING 

MATERIALS 

PRICE , ~  

EXPORT 

MONETARY 

, ~  CONTROLS USED IN A LIMITED WAY 

A 

WORLD WORLD 
WAR I WAR 

~ MAJOR CONTROLS 

F i g u r e  2. E c o n o m i c  c o n t r o l s  e x c e r c i s e d  by t he  G o v e r n m e n t  in w a r t i m e .  
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A P A R T I A L  LIST  O F  W A R T I M E  G O V E R N M E N T A L  C O N T R O L S  1 
L -  

A r e a  of  Control 
A g e n c y  of ( D i r e c t )  
A d m i n i s t r a t i o n  

R e a s o n s  fo r  I ts  " N e c e s -  
s i ty ,  " and  Scope  of  C o n t r o l  

P r i c e s  2 O f f i c e  of P r i c e  A d m i n i s -  
t r a t i o n  

O p e r a t e s  to p r e v e n t  i n f l a -  
t ion  and r i s i n g  p r i c e s  by 
e s t a b l i s h i n g  c e i l i n g s  on 
p r i c e s  of i n d i v i d u a l  
p r o d u c t s ;  " S e m i - c o n -  
t r o l "  o v e r  wage  i n c r e a s e s  
a f f e c t i n g  p r i c e s  

W a g e s  N a t i o n a l  War  L a b o r  B o a r d  T o  s t a b i l i z e  w a g e s ;  
c h a r g e d  wi th  r e s p o n s i b i l i t y  
of  s e t t l i n g  l a b o r  d i s p u t e s  
c e r t i f i e d  by the  S e c r e t a r y  
of L a b o r  

M a n p o w e r  W ar  M a n p o w e r  C o m m i s s i o n  E s t a b l i s h e s  p o l i c i e s  a n d  
p r e s c r i b e s  r e g u l a t i o n s  
c o n c e r n i n g  m o b i l i z a t i o n ,  
t r a i n i n g ,  and  a l l o c a t i o n  
of m a n p o w e r ;  f o r m u l a t e s  
l e g i s l a t i v e  p r o g r a m s  c o n -  
c e r n i n g  m a n p o w e r ;  
S e l e c t i v e  S e r v i c e  

Production War P r o d u c t i o n  B o a r d  Over-all control of war 
production by allocating 
materials and facilities; 
schedules various pro- 
duction programs; (see 
also "raw materials and 
facilities, " "inventories, 
and construction") 

I B a s e d  on  i n f o r m a t i o n  s u p p l i e d  by c o u r t e s y  of the  N a t i o n a l  I n d u s t r i a l  
C o n f e r e n c e  B o a r d .  

2 U s e d  h e r e  in i t s  p o p u l a r  s e n s e ,  e x c l u s i v e  of  r e n t s ,  w a g e s ,  e t c . ,  
c o n s i d e r e d  s e p a r a t e l y .  
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' " 3 1 8  

A P A R T I A L  LIST O F  W A R T I M E  G O V E R N M E N T A L  C O N T R O L S ,  e o n t ' d .  

A r e a  of C o n t r o l  

P r o f i t s  

Rationing 

R e n t  

Raw M a t e r i a l s  
and  F a c i l i t i e s  

N e w s  

Corn m u n i e a t i o  n 

T r a n s p o r t a t i o n  

C r e d i t  

A g e n c y  of  ( D i r e c t )  
Administration 

War  D e p a r t m e n t ,  P r i c e  
A d j u s t m e n t  B o a r d ,  War  
C o n t r a c t s  P r i c e  A d j u s t m e n t  
B o a r d  

Office of Price Adminis- 
tration 

Office of Price Adminis- 
tration 

W a r  P r o d u c t i o n  B o a r d  

O f f i c e  of  War  I n f o r m a t i o n  
(Off ice  of  C e n s o r s h i p ;  F e d -  
e r a l  C o m m u n i c a t i o n s  C o m -  
m i s s i o n )  

Board of War Communi- 
cations (formerly Defense 
Comm unication Board) 

Off i ce  of D e f e n s e  T r a n s -  
p o r t a t i o n  (War S h i p p i n g  
A d m i n i s t r a t i o n )  

B o a r d  of  G o v e r n o r s  of  
the  F e d e r a l  R e s e r v e  S y s t e m  

R e a s o n s  fo r  I t s  " N e c e s -  
s i ty ,  " and  Scope  of  C o n t r o l  

E s t a b l i s h e s  p r i n c i p l e s ,  
p o l i c i e s ,  and  p r o c e d u r e s  
on  r e n e g o t i a t i o n ;  i s s u e s  
r e g u l a t i o n s  "to d e t e r m i n e  
and  e l i m i n a t e  by r e n e -  
g o t i a t i o n  e x c e s s i v e  p r o f i t s  
f r o m  War  D e p a r t m e n t  
c o n t r a c t s "  

R a t i o n i n g  of  c o m m o d i t i e g ;  
e n f o r c e m e n t  

E s t a b l i s h e s  m a x i m u m  
r e n t s  in " d e f e n s e "  a r e a s  

A s s i g n s  p r i o r i t i e s  to 
d e l i v e r i e s  of  m a t e r i a l s ;  
a l l o c a t e s  m a t e r i a l s  and  
f a c i l i t i e s  

D i s s e m i n a t e s  a l l  pub l i c  
i n f o r m a t i o n  on the  w a r  
e f f o r t  

C o o r d i n a t e s  a l l  b ranches : ;  
r e p o r t s  f i n d i n g s  to P r e s i -  
den t  f o r  f ina l  a c t i o n  

C o n t r o l  of a l l  d o m e s t i c  
t r a n s p o r t a t i o n  by d i r e c t -  
ing and c o o r d i n a t i n g  
t r a f f i c  m o v e m e n t s ;  
p r i o r i t y  p o w e r  

R e s t r i c t i o n s  of c o n s u m e r  
c r e d i t  by l i m i t i n g  k i n d s ,  
a m o u n t s  and  c h a r a c t e r ;  
m e a s u r e s  a f f e c t i n g  intere~, 
r a t e s  
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.2 9 

A PARTIAL LIST OF WARTIME GOVERNMENTAL CONTROLS, cont'd. 

A r e a  of C o n t r o l  

F o r e i g n  T r a d e  
( e x p o r t s )  

S h i p p i n g  

C o n s t r u c t i o n  

I n v e n t o r i e s  

A g e n c y  of  (D i r ec t )  
A d m i n i s t r a t i o n  

F o r e i g n  E c o n o m i c  A d -  
m i n i s t r a t i o n  

W a r  Sh ipp ing  A d m i n i s t r a t i o n  

War  P r o d u c t i o n  B o a r d  

W a r  P r o d u c t i o n  B o a r d  

R e a s o n s  fo r  I t s  ~ l e c e s -  
s i t y ,  " and  Scope  of  C o n t r o l  

P o w e r  to p r o h i b i t  o r  c u r -  
t a i l  c o m m e r c i a l  e x p o r t a -  
t ion  of  m a t e r i a l s ,  s u p p l i e s ,  
and  t e c h n i c a l  da t a  

C o n t r o l  of o c e a n  v e s s e l s  
( excep t  c o m b a t a n t  vessels) ;  
a u x i l i a r i e s  and t r a n s p o r t s  
o f  the  A r m e d  F o r c e s ;  
c o a s t w i s e ,  i n t e r c o a s t a l  
and  in land  w a t e r w a y s  
t r a n s p o r t a t i o n  v e s s e l s  

B u i l d i n g  c h i e f l y  l i m i t e d  
t h r o u g h  c o n t r o l  of m a t e r i a l s  
and  s u p p l i e s ;  m a x i m u m  e x -  
p e n d i t u r e s  s e t  fo r  u n e s s e n -  
t i a l  c o n s t r u c t i o n  

R e p o r t i n g  of  i n v e n t o r i e s  
of  c o n t r o l l e d  i t e m s ,  w h i c h  
s u b s e q u e n t l y  i s  b a s i s  f o r  
a l l o w a n c e s  a u t h o r i z e d  by 
W P B  
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HOURLY WAGES AND F R I N G E  B E N E F I T S  IN 
M A N U F A C T U R I N G  INDUSTRIES,  A P R I L ,  1959 

(In U. S. D o l l a r s * )  

H o u r l y  
Wages  

F r i n g e  T o t a l  Cos t  
B e n e f i t s  P e r  h o u r  

I t a ly  . . . . . . . . . . . . . . . . . . . .  $ .35 $ .26  $ .61 

N e t h e r l a n d s  . . . . . . . . . . . . . . .  44 .13 .57 

F r a n c e  . . . . . . . . . . . . . . . . . . .  47 .24  .71 

Wes t  G e r m a n y  . . . . . . . . . . . . .  54 .24 .78  

B e l g i u m  . . . . . . . . . . . . . . . . . . . .  56 .17 .73 

S w i t z e r l a n d . . .  . . . . . . . . . . . . .  67 .10 .77 

U n i t e d  K i ngdom . . . . . . . . . . . .  68 .10  .78 

Sweden  . . . . . . . . . . . . . . . . . . . .  94 .14 1 .08 

U n i t e d  S ta t e s  . . . . . . . . . . . . . .  2 .22  .46~ 2 . 6 8  

F r i n g e s  As  
P e r  Cent  of  
H o u r l y  W a g e s  

74 .0% 

30 .1  

51 .5  

4 4 . 3  

3 1 . 0  

15 .4  

14 .0  

15.3  

20 .5  

* C o n v e r t e d  a t  o f f i c i a l  e x c h a n g e  r a t e s .  
E x c l u d e s  7 .3  c e n t s  in pa id  lunch  and  r e s t  p e r i o d s ,  t r a v e l  and  m a k e -  
r e a d y  t i m e ,  which  a r e  not  c o n s i d e r e d  s o c i a l  c h a r g e s  in o t h e r  c o u n t r i e s .  

S o U r c e s :  F r e n c h  Na t iona l  I n s t i t u t e  of  S t a t i s t i c s  and  E c o n o m i c  S tud i e s ;  
Un i t ed  S t a t e s  r e c a l c u l a t e d  to inc lude  1959 s u r v e y  da ta  of the  U. S. 
C h a m b e r  of  C o m m e r c e .  
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