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Preface to the New Edition

The first edition of this book appeared in 1946. Eight translations were made
of it, and there were numerous paperback editions. In a paperback of 1964, a ne
chapter was added on rent control, which had not been specifically considered in
the first edition apart from gernment price-fixing in general. Aviestatistics and
illustrative references were brought up to date.

Otherwise no changes were made untivndhe chief reason &s that thg were

not thought necessaryly book was written to emphasize general economic prin-

ciples, and the penalties of ignoring them-not the harm doneybspanific piece

of legislation. While my illustrations were based mainly on Ameriocgregence,

the kind of geernment interventions | deplored had become so internationalized
that | seemed to mguforeign readers to be particularly describing the economic
policies of their own countries.

Nevertheless, the passage of thirtyetyears nav seems to me to call foxeensve
revision. In addition to bringing all illustrations and statistics up to dateyé ha
written an entirely ng chapter on rent control; the 1961 discussiow rseems
inadequate. And | @ alded a ne final chapter"The Lesson After Thirty
Years," to she why that lesson is today more desperately needed tlean e

H.H. Wilton, Conn. June 1978
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Preface to the First Edition

This book is an analysis of economic fallacies that are at last gagnmte
that thegg havealmost become a neorthodoxy The one thing that has pemted
this has been their own self-contradictions, whickelmattered those who accept
the same premises into a hundrededént ‘schools; f or the simple reason that it
Is impossible in matters touching practical life to be consistently wr8ug.the
difference between onewechool and another is merely that one growgkes up
earlier than another to the absurdities to whichaitsef premises are driving it, and
becomes at that moment inconsistent by either unwittingly abandonirgsies f
premises or accepting conclusions from them less disturbingnastic than
those that logic would demand.

There is not a major gernment in the wrld at this moment, lweever, whose eco-
nomic policies are not influenced if thare not almost wholly determined by
acceptance of some of thesdldcies. Perhaps the shortest and surest way to an
understanding of economics is through a dissection of such errors, and particularly
of the central error from which thestem. That is the assumption of thiglwme

and of its somewhat ambitious and belligerent title.

The volume is therefore primarily one of exposition. It emko claim to original-

ity with regard to ary of the chief ideas that it expounds. Rather its effort is to
shav that mawy of the ideas which ne pass for brilliant inngations and adances

are in Bct mere revals of ancient errors, and a further proof of the dictum that
those who are ignorant of the past are condemned to repeat it. >The present essay
itself is, | suppose, unblushingliclassical;, “ traditional’ and “orthodox’; at

least these are the epithets with which those whose sophisms are here subjected to
analysis will no doubt attempt to dismiss it. But the student whose aim is to attain
as much truth as possible will not be frightened by such aggectie will not be
forever seeking a reolution, a “fresh start,i n economic thought. His mind will,

of course, be as recegio new ideas as to old ones; but he will be content to put
aside merely restless or exhibitionistic straining fovdtyg and originality As
Morris R. Cohen has remarked *: “The notion that we can dismiss thes aall
previous thinkers surely le@s no lasis for the hope that ouwa work will prove

of ary value to others.B ecause this is aavk of exposition | hee avalled myself
freely and without detailed ackwéedgment (except for rare footnotes and quota-
tions) of the ideas of others. This is inevitable when one writes in a field in which
mary of the world’s finest minds hae labored. But my indebtedness to at least
three writers is of so specific a nature that | cannotvalléo pass unmentioned.

My greatest debt, with respect to the kind of expository frearie on which the
present argument is hung, is to Frederic Bastebay Ce qu ‘on voit et ce qu’on

ne voit pas, @ nearly a century old. The presentrk may in fact, be rgarded

as a modernization,xeension and generalization of the approach found in
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Bastiats pamphlet. My second debt is to Philip Wicksteed: in particular the chap-
ters on wages and the final summary chapaexr much to his Common-sense of
Political EconomyMy third debt is to Ludwig von Mises. Passinggoeverything

that this elementary treatise may owe to his writings in general, my most specific
debt is to his exposition of the manner in which the process of monetary inflation
Is spread.

When analyzingdllacies, | hae thought it still less advisable to mention particu-

lar names than in giving creditodo so would hare required special justice to
each writer criticized, with exact quotations, accountetalof the particular
emphasis he places on this point or that, the qualifications he makes, his personal
ambiguities, inconsistencies, and so on. | hope, therefore, that no one will be too
disappointed at the absence of such names as Karl Marx, ThorstdénMMajor
Douglas, Lord leynes, Professor Alvin Hansen and others in these pages. The
object of this book is not taxpose the special errors of particular writers, but eco-
nomic errors in their most frequent, widespread or influential foratiadtes,

when thg havereached the popular stage, become anonymopsagnThe sub-
tleties or obscurities to be found in the authors most responsible for ptiopag
them are washed fofA doctrine becomes simplified; the sophism that maxe ha
been buried in a netwk of qualifications, ambiguities or mathematical equations
stands cleat hope | shall not be accused of injustice on the ground, therefore, that
a fashionable doctrine in the form in which NMegresented it is not precisely the
doctrine as it has been formulated by Lores or some other special autHor

is the beliefs which politically influential groups hold and whickegoments act

upon that we are interested in here, not the historical origins of those beliefs.

| hope, finally that | shall be fagiven for making such rare reference to statistics

in the following pages.dhavetried to present statistical confirmation, in referring

to the effects of tariffs, price-fixing, inflation, and the contrel such commodi-

ties as coal, rubber and cotton, wouldidhavollen this book much h@nd the
dimensions contemplated. As a working newspaper man, mepyécam acutely

awae of hav quickly statistics become out of date and are superseded by later fig-
ures. Those who are interested in specific economic problems are advised to read
current ‘realistic” discussions of them, with statistical documentationy tiel

not find it difficult to interpret the statistics correctly in the light of the basic prin-
ciples thg havelearned.

| havetried to write this book as simply and with as much freedom from technical-
ities as is consistent with reasonable acgyracthat it can be fully understood by
a reader with no previous acquaintance with economics.

While this book was composed as a unit, three chapteesdraady appeared as

separate articles, and | wish to thank thevNrk Times, the American Scholar
and the Ne Leader for permission to reprint material originally published in their
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pages. | am grateful to ProfessamnvMises for reading the manuscript and for
helpful suggestions. Responsibility for the opinions expressed is, of course,
entirely my own.

Henry Hazlitt

New York

March 25, 1946
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1. ThelLesson

Economics is haunted by more fallacies thanaher study knan to man.
This is no accident. The inherent difficulties of the subjemild/be great enough
in ary case, but theare multiplied a thousandfold by a factor that is insignificant
in, say physics, mathematics or medicine-the special pleading of selfish interests.
While every group has certain economic interests identical with those of all
groups, gery group has also, as we shall see, interests antagonistic to those of all
other groups. While certain public policieowid in the long run benefitvery-
body, other policies would benefit one group only at thxpemse of all other
groups. The group thatould benefit by such policies, having such a direct interest
in them, will argue for them plausibly and persistertlyill hire the best byable
minds to deote their whole time to presenting its case. And it will finally either
cornvince the general public that its case is sound, or so befuddle it that clear think-
ing on the subject becomes next to impossible.

In addition to these endless pleadings of self-interest, there is a secondetain f
that spawns ve economic fallacies\eery day This is the persistent tendgnof
men to see only the immediate effects of emipolicy, or its effects only on a
special group, and to neglect to inquire what the long-run effects of that wlic
be not only on that special group but on all groups. It isah&g of overlooking
secondary consequences.

In this lies the whole difference between good economics and bad. The bad

economist sees only what immediately strikes the eye; the good economist also
looks bgond. The bad economist sees only the direct consequences of a proposed
course; the good economist looks also at the longer and indirect consequences.
The bad economist sees only what the effect of/engiolicy has been or will be

on one particular group; the good economist inquires also what the effect of the

policy will be on all groups.

The distinction may seem obvious. The precaution of looking for all the conse-
guences of a gen policy to everyone may seem elementafyoesnt everybody
know, in his personal life, that there are all sorts of indulgences delightful at the
moment loit disastrous in the end? Dodsevery little boy know that if he eats
enough candy he will get sick? Dogstlie fellov who gets drunk kne that he

will wake up rext morning with a ghastly stomach and a horrible head? Dbesn’
the dipsomaniac kmothat he is ruining his\er and shortening his life? Doegn’

the Don Juan kne that he is letting himself in forvery sort of risk, from black-
mail to disease? Finallyo kring it to the economic though still personal realm, do
not the idler and the spendthrift kmoeven in the midst of their glorious fling, that
they are heading for a future of debt andvpity?

Yet when we enter the field of public economics, these elementary truths are
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ignored. There are menga&ded today as brilliant economists, who deprecate sa

ing and recommend squandering on a national scale asthef\@conomic saé+

tion; and when anyone points to what the consequences of these policies will be in
the long run, the reply flippantly as mght the prodigal son of a warningther:

“In the long run we are all dead nd such shallw wisecracks pass aswistat-

ing epigrams and the ripest wisdom.

But the tragedy is that, on the contrame ae already suffering the long-run con-
sequences of the policies of the remote or recent past. Today is already the tomor
row which the bad economist yesterday urged us to ignore. The long-run conse-
guences of some economic policies may become evident v mdaths. Others

may not become evident forvgeal years. Still others may not beconwdent for
decades. But invery case those long-run consequences are contained in the polic
as surely as the hen was in the egg, the flower in the seed.

From this aspect, therefore, the whole of economics can be reduced to a single les-
son, and that lesson can be reduced to a single senténeert of economics
consists in looking not merely at the immediate but at the longer effects of any act

or policy; it consists in tracing the consequences of that policy not merely for one

group but for all groups.

Section 2

Nine-tenths of the economialfacies that are working such dreadful harm in
the world today are the result of ignoring this lesson. Thaltecies all stem from
one of two central fallacies, or both: that of looking only at the immediate conse-
guences of an act or proposal, and that of looking at the consequences only for a
particular group to the neglect of other groups.

It is true, of course, that the opposite error is possible. In considering wn \pelic
ought not to concentrate only on its long-run results to the community as a whole.
This is the error often made by the classical economists. It resulted in a certain cal-
lousness tward the aite of groups that were immediately hurt by policies oelde
opments which pneed to be keneficial on net balance and in the long run.

But comparatiely few people today makthis error; and thosevieconsist mainly

of professional economists. The most frequahady by far todaythe fallagy that
emepges again and again in nearlyesy corversation that touches on economic
affairs, the error of a thousand political speeches, the central sophism ofathe ne
economics, is to concentrate on the short-rfeces of policies on special groups
and to ignore or belittle the long-run effects on the community as a whole. The
“new” economists flatter themselves that this is a great, almostohutienary
adwance oer the methods of théclassical’ or “orthodox; economists, because
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the former tak into consideration short-run effects which the latter often ignored.
But in themselves ignoring or slighting the long-rufeets, thg are making the

far more serious erroifhey overlook the woods in their precise and minutarmi-

nation of particular trees. Their methods and conclusions are often profoundly
reactionaryThey are sometimes surprised to find themselves in accord witmse
teenth-century mercantilism. Thdall, in fact, into all the ancient errors (or
would, if they were not so inconsistent) that the classical economists, we had
hoped, had once and for all got rid of.

Section 3

It is often sadly remadd that the bad economists present their errors to the
public better than the good economists present their truths. It is often complained
that demagogues can be more plausible in puttingai@veconomic nonsense
from the platform than the honest men who try tonstuat is wrong with it. But
the basic reason for this ought not to be mysterious. The reason is that the dema-
gogues and bad economists are presenting half-truthg. afaespeaking only of
the immediate effect of a proposed pylar its effect upon a single group. Aarf
as thg go they may often be right. In these cases the answer consistswingho
that the proposed poliavould also hee longer and less desirable effects, or that it
could benefit one group only at the expense of all other groups. The answer con-
sists in supplementing and correcting the half-truth with the other half. But to con-
sider all the chief effects of a proposed courseverybody often requires a long,
complicated, and dull chain of reasoning. Most of the audience finds this chain of
reasoning dffcult to follow and soon becomes bored and inattentiThe bad
economists rationalize this intellectual debility and laziness by assuring the audi-
ence that it need noven atempt to follav the reasoning or judge it on its merits
because it is onlyclassicism’ or ‘‘laissez &ire” or “‘capitalist apologetics’or
whatever other term of abuse may happen to gtiitem as effecte.

We havestated the nature of the lesson, and of the fallacies that stand ayiie w
abstract terms. But the lesson will not bevelrihome, and the fallacies will con-
tinue to go unrecognized, unless both are illustratedxaynples. Through these
examples we can nve from the most elementary problems in economics to the
most complg and difficult. Through them we can learn to detect avaldafirst

the crudest and most palpable fallacies and finally some of the most sophisticated
and elusre. To that task we shall moproceed.
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2. TheBroken Window

Let us begin with the simplest illustration possible: let us, emulating Bastiat,
choose a broken pane of glass.

A young hoodlum, sayheaves a lrick through the winde of a bakers hop. The
shopleeper runs out furious, but theybis gone. A crowd gathers, and begins to
stare with quiet satiattion at the gaping hole in the wind@nd the shattered
glass oer the bread and pies. After a while the crowd feels the need for philo-
sophic reflection. And seral of its members are almost certain to remind each
other or the badr that, after all, the misfortune has its bright side. It will enak
business for some glaziefAs they begn to think of this thg elaborate upon it.
How much does a ne plate glass winde cost? Tvo hundred and fifty dollars?
That will be quite a sum. After all, if windows werevee broken, what would
happen to the glassisiness? Then, of course, the thing is endless. The glazier will
have 50 more to spend with other merchants, and these in turn wél 50
more to spend with still other merchants, and so ad infinitum. The smashed win-
dow will go on providing mong and employment in\er-widening circles. The
logical conclusion from all this would be, if the wrd drew it, that the little hood-

lum who threv the brick, far from being a public menace, was a public betwmt

Now let us tak another look. The crowd is at least right in its first conclusion.
This little act of vandalism will in the first instance mean marsirkess for some
glazier The glazier will be no more unhappo learn of the incident than an
undertaler to learn of a death. But the shopkeeper will be out $250 thaabe w
planning to spend for a wesuit. Because he has had to replace a winde will
have 1 go without the suit (or some egalent need or luxury). Instead of\hag

a window and $250 he nw has merely a winde. Or, as he vas planning to ty

the suit that gry afternoon, instead of having both a wwdmd a suit he must be
content with the winde and no suit. If we think of him as a part of the commu-
nity, the community has lost awesuit that might otherwise a come into being,
and is just that much poorer.

The glaziers gain of husiness, in short, is merely the taitoloss of business. No
new “employment’ has been added. The people in the crowd were thinking only
of two parties to the transaction, the baker and the glakesy had forgotten the
potential third party wolved, the tailarThey forgot him precisely because he will
not nav enter the scene. Thewill see the n& window in the next day or te.

They will never see the extra suit, precisely because it willendoe made. Thg

see only what is immediately visible to the eye.
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3. TheBlessings of Destruction

So we hae finished with the broken wingdo An dementary &éllagy. Any-
body, one would think, would be able te@d it after a fev moments’ thought. &t
the brolen-windav fallacy, under a hundred disguises, is the most persistent in the
history of economics. It is more rampanwnthan at ap time in the past. It is
solemnly reaffirmedvery day by great captains of industby chambers of com-
merce, by labor union leaders, by editorial writers antispaper columnists and
radio and television commentators, by learned statisticians using the most refined
techniques, by professors of economics in our bestensities. In their arious
ways they all dilate upon the advantages of destruction.

Though some of them would disdain to say that there are net benefits in small acts
of destruction, the see almost endless benefits in enormous acts of destruction.
They tell us hav much better dfeconomically we all are in war than in peace.
They see “miracles of productiohwhich it requires a war to aclhie@ And the

see a wrld made prosperous by an enormoascumulated’ or ‘‘backed-up”
demand. In Europe, after oAld War Il, the joyously counted the houses, the
whole cities that had beenvited to the ground and that “had to be replatéd.
America thg counted the houses that could not be built during the the rylon
stockings that could not be supplied, the worn-out automobiles and tires, the obso-
lescent radios and refrigerators. Yheought together formidable totals.

It was merely our old friend, the brek-windav fallacy, in new dothing, and
grown fat beyond recognition. This time it was supported by a whatellb of
related &llacies. It confused need with demand. The more war destroys, the more
it impoverishes, the greater is the postwar need. Indubitdiy need is not
demand. Hective economic demand requires not merely need but corresponding
purchasing paer. The needs of India today are incomparably greater than the
needs of America. But its purchasingwas, and therefore the‘new business”

that it can stimulate, are incomparably smaller.

But if we get past this point, there is a chance for ano#ilcf, and the broken-
windowites usually grab it. Thethink of “purchasing pwer” merely in terms of
mong. Now money can be run dfby the printing press. As this is being written,
in fact, printing mong is the world’s hggest industry(emif the product is mea-
sured in monetary terms. But the more mypiseturned out in this way, the more
the \alue of ag given unit of mong falls. This falling value can be measured in
rising prices of commodities. But as most people are so firmly in the habit of
thinking of their wealth and income in terms of mgnibey consider themsebs
better of as hese monetary totals rise, in spite of thetfthat in terms of things
they may have less and buy less. Most of thgood” economic results which peo-
ple at the time attributed to World War Il were really owing trtune inflation.

June 1978



-11-

They could hare keen, and were, produced just as well by anvabpnt peacetime
inflation. We shall come back to this mopélusion later.

Now there is a half-truth in thébacked-up’ demand &éllagy, just as there was in

the brolen-windav fallacy. The broken winde did make more business for the
glazier The destruction of war did makrore husiness for the producers of certain
things. The destruction of houses and cities didewmadre business for theubd-

ing and construction industries. The inability to produce automobiles, radios, and
refrigerators during the war did bring about a cumwuagostwar demand for
those particular products.

To most people this seemed diken increase in total demand, as it partly was in
terms of dollars of hver purchasing peer. But what mainly took place was a
diversion of demand to these particular products from others. The people of
Europe built more v houses than otherwise becauseythad to. But when the

built more houses thehad just that much less manpower and progaatpacity

left over for everything else. When tlyebought houses tlyehad just that much less
purchasing power for something else. Whkerdusiness s increased in one
direction, it was (except insofar as produeteneigies were stimulated by a sense

of want and urgency) correspondingly reduced in another.

The war, in short, changed the postwar direction dioef it changed the balance
of industries; it changed the structure of industry.

Since World Vdr Il ended in Europe, there has been rapid aed spectacular
“economic grath” both in countries that were vayed by war and those that
were not. Some of the countries in which there was greatest destruction, such as
Germary, haveadwvanced more rapidly than others, such as France, in which there
was much less. In part this & because West Gernyafollowed sounder eco-
nomic policies. In part it was because the desperate need to get back to normal
housing and other living conditions stimulated increastmtef But this does not

mean that property destruction is an @uage to the person whose property has
been destroyed. No man burns down ks dvouse on the theory that the need to
rebuild it will stimulate his energies.

After a war there is normally a stimulation of energies for a time. At thmhiag
of the famous third chapter of his History of England, Macaulay pointed out that:

No ordinary misfortune, no ordinary misgonment, will do so
much to mak a ration wretched as the constant progress gtighl
knowledge and the constant effort afeey man to better himself will
do to male a ration prosperous. It has often been found that profuse
expenditure, heavy taxation, absurd commercial restriction, corrupt
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tribunals, disastrous avs, seditions, persecutions, conflagrations,
inundations, hee ot been able to desyr@apital so &st as theer-
tions of prvate citizens hee been able to create it.

No man vwould want to hee hs own property destroyed either in war or in
peace. What is harmful or disastrous to an individual must be equally harmful or
disastrous to the collection of individuals that mal a mtion.

Many of the most frequentflacies in economic reasoning come from the propen-
sity, especially marked todayo think in terms of an abstraction(emthe colieit}i

the *nation”(emand to forget or ignore the individuals who matkup and gwve it
meaning. No one could think that the destruction of war was an econonait-adv
tage who bgan by thinking first of all of the people whose propertyasv
destroyed.

Those who think that the destruction of war increases td&hand’ forget that
demand and supply are merelyotades of the same coin. Theare the same thing
looked at from different directions. Supply creates demand because at bottom it is
demand. The supply of the thing yhmmake is dl that people hee, in fact, to ofer

in exchange for the things thevant. In this sense the farmers’ supply of wheat
constitutes their demand for automobiles and other goods. All this is inherent in
the modern division of labor and in an exchange economy.

This fundamentaldct, it is true, is obscured for most people (including some
reputedly brilliant economists) through such complications agevpayments and
the indirect form in which virtually all moderrxéhanges are made through the
medium of mong John Stuart Mill and other classical writers, thoughyts@mme-
times failed to ta& sufficient account of the compleconsequences resulting from
the use of mong a least sa through “the monetaryeil”’ to the underlying reali-
ties. 1o that extent thg were in advance of mgrof their present-day critics, who
are befuddled by mogeather than instructed by it. Mere inflation(emthat is, the
mere issuance of more mgnevith the consequence of higher wages and prices
may look like the creation of more demand. But in terms of the actual production
and exchange of real things it is not.

It should be obvious that real buying power is wiped out to the sei®met @s pro-
ductve pwer is wiped out. W dhould not let ourselves be degsl or confused
on this point by the &cts of monetary inflation in raising prices arational
income’ in monetary terms.

It is sometimes said that the Germans or the Japanese had arpadamtage

ove the Americans because their old plants, having been destroyed completely by
bombs during the ar, they could replace them with the most modern plants and
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equipment and thus produce mor&cefntly and at lower costs than the Ameri-
cans with their older and half-obsolete plants and equipment. But if this were
really a clear net advantage, Americans could easflyeit by immediately
wrecking their old plants, junking all the old equipment. In fact, all naotufers

in all countries could scrap all their old plants and equipmeany eear and erect

new plants and install v equipment.

The simple truth is that there is an optimum rate of replacement, a best time for
replacement. It wuld be an advantage for a manufacturer teeh#s factory and
equipment destroyed by bombs only if the time hadetnvhen, through deterio-

ration and obsolescence, his plant and equipment had already acquired a null or a
negdive value and the bombs fell just when he shouldehalled in a wrecking

crew or ordered ne equipment anyway.

It is true that previous depreciation and obsolescence, if not adequately reflected in
his books, may makthe destruction of his property less of a disastermet bal-

ance, than it seems. It is also true that the existencenoplaats and equipment
speeds up the obsolescence of older plants and equipment. linleesoof the

older plant and equipment try teép using it longer than the period for which it
would maximize their profit, then the maaafurers whose plants and equipment
were destrged (if we assume that thdévad both the will and capital to replace
them with nev plants and equipment) will reap a compamtaedvantage qrto

speak more accuratelyill reduce their comparate loss.

We ae brought, in brief, to the conclusion that it isye&rean alvantage to hae
one’s gants destroyed by shells or bombs unless those plaresdhe@ady become
valueless or acquired a ga@ive value by depreciation and obsolescence.

In all this discussion, morger, we have so far omitted a central consideration.
Plants and equipment cannot be replaced by an individual (or a sociakst-go
ment) unless he or it has acquired or can acquire tegsathe capital accumula-
tion, to male the replacement. But war destroys accumulated capital.

There may be, it is true, offsetting factors. Technological desees and adances
during a war mayfor example, increase individual or national productivity at this
point or that, and there mayeaatually be a net increase irvavall productvity.
Postwar demand will neer reproduce the precise pattern ofvpae demand. But
such complications should notvdit us from recognizing the basic truth that the
wanton destruction of athing of real value is &lays a net loss, a misfortune, or a
disaster and whateer the offsetting considerations in a particular instance, can
never be, on net balance, a boon or a blessing.
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4. Public Works Mean Taxes

There is no more persistent and influential faith in the world today than the
faith in government spending. EBrywhere geernment spending is presented as a
panacea for all our economic ills. Isvyate industry partially stagnant?éian fix
it all by government spending. Is there unemployment? That vsooBly due to
“insufficient prvate purchasing peer.” The remedy is just as wvious. All that is
necessary is for the gernment to spend enough to nealkp he “deficiency”.

An enormous literature is based on tlalidicy, and, as so often happens with doc-
trines of this sort, it has become part of an intricate networéllacfes that mutu-
ally support each othe¥We annot explore that whole netvk at this point; we
shall return to other branches of it latBut we can examine here the mothalr f
lacy that has gien hirth to this progew the main stem of the network.

Everything we get, outside of the free gifts of nature, must in some way be paid
for. The world is full of so-called economists who in turn are full of schemes for
getting something for nothing. Theell us that the ggernment can spend and
spend without taxing at all; that is can continue to pile up debt witlveupaying

it off because “we owe it to oursaedg’ W e dhall return to such extraordinary doc-
trines at a later point. Here | am afraid that we sha# l@abe dbgmatic, and point

out that such pleasant dreams in the pagt ldsvays been shattered by national
insolveny or a unaway inflation. Here we shall kra © say simply that all go-
ernment expenditures musteatually be paid out of the proceeds of taxation; that
inflation itself is merely a form, and a particularly vicious form, of taxation.

Having put aside for later consideration the rmtwvof fallacies which rest on
chronic gwernment borraving and inflation, we shall takit for granted through-

out the present chapter that either immediately or ultimatedyy elollar of gw-
ernment spending must be raised through a dollar of taxation. Once we look at the
matter in this \ay, the supposed miracles of\g@nment spending will appear in
another light.

A certain amount of public spending is necessary to perform essevahigent
functions. A certain amount of publiconks (em of streets and roads and bridges
and tunnels, of armories and navy yards, of buildings to house legislatures, police
and fire departments(emis necessary to supply essential public services. With such
public works, necessary for their own sake, and defended on that ground alone, |
am not here concerned. | am here concerned with public works considered as a
means of ‘providing emplyment’ or of adding wealth to the community that it
would not otherwise hee had.

A Dbridge is built. Ifit is built to meet an insistent public demand, if it s®la
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traffic problem or a transportation problem otherwise insoluble, if, in short, it is
even more necessary to the taxpayers coll@tyi than the things for which tlye
would have individually spent their monehad it had not been tad avay from

them, there can be no objection. But a bridge built primarily “to provide gmplo
ment’ is a different kind of bridge. When providing employment becomes the end,
need becomes a subordinate consideratierojects’ haveto be irvented. Instead

of thinking only of where bridges must be built thesggoment spenders begin to
ask themselves where bridges can bét.bCan thg think of plausible reasons
why an alditional bridge should connect Easton and Weston? It soon becomes
absolutely essential. Those who doubt the necessity are dismissed as obstruction-
ists and reactionaries.

Two arguments are put forward for the bridge, one of which is mainly heard before
it is built, the other of which is mainly heard after it has been completed. The first
argument is that it will provide employment. It will provide, s&)0 jobs for a
year The implication is that these are jobs that would not otherwige tmame

into existence.

This is what is immediately seen. But if wevlhaained ourselves to look yend
immediate to secondary consequences, agdrnoethose who are directly bene-
fited by a ggernment project to others who are indirectlfeated, a different pic-
ture presents itself. It is true that a particular group of bwddeers may recee
more employment than otherwise. But the bridge has to be paid for ouiesf tax
For every dollar that is spent on the bridge a dollar will bestalavay from tax-
payers. If the bridge costs $10 million the taxpayers will lose $10 milliory The
will have that much ta&n avay from them which thewould otherwise hae ent

on the things theneeded most.

Therefore, for eery public job created by the bridge project avgte job has been
destryed somewhere else.aMan see the men employed on the bridge. ddh
watch them at work. The employment argument of thgegunent spenders
becomes vivid, and probably for most peoplewvaeing. But there are other
things that we do not see, because, alay, lthee never been permitted to come
into existence. Theare the jobs desty@d by the $10 million taken from the tax-
payers. All that has happened, at best, is that there has beesseodiof jobs
because of the project. More bridge builders; fewer automolbitkens, telgision
technicians, clothing workers, farmers.

But then we come to the second argument. The brixigeselt is, let us suppose,

a beautiful and not an ugly bridge. It has come into being through the magic of
government spending. Where would itveakeen if the obstructionists and the
reactionaries had had their way? There woukkHhaen no bridge. The country
would have been just that much poordiere again the g@rnment spenders ta

the better of the gument with all those who cannot see beyond the immediate
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range of their physical eyes. §hean see the bridge. But if théavetaught them-

selhes to look for indirect as well as direct consequencegscdreonce more see in

the eye of imagination the possibilities thavéaeve been alleved to come into
existence. Thg can see the unbuilt homes, the unmade cars aashing
machines, the unmade dresses and coats, perhaps the ungrown and unsold food-
stuffs. To see these uncreated things requires a kind of imagination that ngt man
people hae. We @an think of these nonexistent objects once, perhapsyéd can-

not keep them before our minds as we can the bridge that we yeagsverking

day What has happened is merely that one thing has been created instead of oth-
ers.

Section 2

The same reasoning applies, of coursey#oyeother form of public work. It
applies just as well, for example, to the erection, with public funds, of housing for
people of lavincomes. All that happens is that mpmetaken avay through tars
from families of higher income (and perhaps a little framifies of &en lower
income) to force them to subsidize these selected families withnlcomes and
enable them toVe in better housing for the same rent or fovés rent than pre-
ously.

| do not intend to enter here into all the pros and cons of public housing. | am con-
cerned only to point out the error indwf the arguments most frequently put-for
ward in favar of public housing. One is the argument that it “creates eyplo
ment’; the other that it creates wealth which would not otherwise fwen pro-
duced. Both of these arguments are false, becaugeottedook what is lost
through taxation. Taxation for public housing destroys asyrj@rs in other lines

as it creates in housing. It also results in unbuiltgpgihomes, in unmadeashing
machines and refrigerators, and in lack of innumerable other commodities and ser
vices.

And none of this is answered by the sort of reply which points outxéongle,

that public housing does notveain be fnanced by a lump sum capital appropria-
tion, but merely by annual rent subsidies. This simply means that the cost to the
taxpayers is spread/& mary years instead of being concentrated into one. Such
technicalities are irrel@nt to the main point.

The great psychological advantage of the public housing advocates is that men are
seen at wrk on the houses when thare going up, and the houses are seen when
they are finished. Peopleve in them, and proudly skwotheir friends through the
rooms. The jobs destyed by the taxes for the housing are not seen, nor are the
goods and services that wereveramade. It takes a concentrated effort of thought,
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and a ne effort each time the houses and the lyapgople in them are seen, to
think of the wealth that as not created instead. Is it surprising that the champions
of public housing should dismiss this, if it is brought to their attention, axld w

of imagination, as the objections of pure theavhile they point to the public
housing that exists? As a character in Bernaradv&h&int Joan replies when told

of the theory of Pythagoras that the earth is round amviess around the sun:
“What an utter fool! Couldbhe wse his eyes?”

We nust apply the same reasoning, once more, to great projectsdikennessee
Valley Authority. Here, because of sheer size, the danger of optical illusion is
greater than\er. Here is a mighty dam, a stupendous arc of steel and concrete,
“ greater than anything that yasie capital could hae kuilt,” t he fetish of photog-
raphers, the hean of socialists, the most often used symbol of the miracles of
public construction, wnership and operation. Here are mighty generators and
power houses. Here is a whole region, it is said, lifted to a higher econaic le
attracting factories and industries that could not otherwige basted. And it is

all presented, in the panegyrics of its partisans, as a net ecoraimiitpout of-

sets.

We reed not go here into the merits of theAT® public projects lile it. But this
time we need a special effort of the imagination, whiaeh ffeople seem able to
malke, to look at the debit side of the leddétaxes are taken from individuals and
corporations, and spent in one particular section of the coumitry should it
cause surprise, whshould it be rgarded as a miracle, if that section becomes
comparatrely richer? Other sections of the countne sould rememberare then
comparatrely poorer The thing so great thaprivate capital could not e kuilt

it'"” has in fact been built by pate capital(emthe capital thatas expropriated in
taxes (or if the mong was borrowed, thatventually must be expropriated in
taxes). Again we must makan df ort of the imagination to see theyate paver
plants, the puiate homes, the typewriters and television sets that wever ne
allowed to come into existence because of the mdmat was taken from people
all over the country to build the photogenic Norris Dam.

Section 3

| havedeliberately chosen the mostvbrable examples of public spending
schemes(emthat is, those that are most frequently arehfgrurged by the go
ernment spenders and most highlgarded by the public. | hee ot spoken of the
hundreds of boondoggling projects that aravilably embarked upon the moment
the main object is tddive jobs’ and “to put people to wrk.” For then the useful-
ness of the project itself, as wevhagen, ingitably becomes a subordinate con-
sideration. Morewer, the more wasteful the avk, the more costly in manper,
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the better it becomes for the purpose ofvglimg more employment. Under such
circumstances it is highly improbable that the projects thought up bytkau
crats will provide the same net addition to wealth and aself per dollar
expended, as would kia keen preided by the taxpayers themselves, ifytinad
been individually permitted to buy or V& made what the themseles wanted,
instead of being forced to surrender part of their earnings to the state.
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5. Taxes Discourage Production

There is a still furtheraictor which makes it improbable that the wealth cre-
ated by guernment spending will fully compensate for the wealth dgstioby
the taxes imposed to pay for that spending. It is not a simple question, as so often
supposed, of taking something out of the nasisight-hand pockt to put into its
left-hand pocket. The gernment spenders tell us, faxample, that if the national
income is $1,500 billion then federal &sxof $360 billion a year would mean that
only 24 percent of the national income is being transferred froret@npurposes
to public purposes.[1] This is to talk as if the country were the same sort of unit of
pooled resources as a huge corporation, and as if all that weheeth were a
mere bookkeeping transaction. Thesg@ament spenders forget that yhare tak-
ing the mong from A in order to pay it to B. Or rathehey know this very well
but while they dilate upon all the benefits of the process to B, and all threder-
ful things he will hae which he would not hae had if the mong had not been
transferred to him, tlyeforget the effects of the transaction on A. B is seen; A is
forgotten.

In our modern world there is v the same percentage of income tax levied on
evaybody The great burden of income taxes is imposed on a minor percentage of
the nations income; and these income taxeséh® be sipplemented by taxes of
other kinds. These taxes uikably affect the actions and incergs of those from
whom the are taken. When a corporation loses a hundred centgenf dollar it

loses, and is permitted taedép only fifty-two cents of gery dollar it gains, and
when it cannot adequately offset its years of losses against its yeam®fits
policies are affected. It does not expand its operations, apénels only those
attended with a minimum of risk. People who recognize this situation are deterred
from starting ner enterprises. Thus old employers do notegimore emplgment,

or not as much more as thmight have; and others decide not to become emgplo

ers at all. Impreed machinery and bettezquipped factories come intaistence

much more slowly than tgeotherwise vould. The result in the long run is that
consumers are prented from getting better and cheaper products to xtene

that thg otherwise would, and that real wages are held down, compared with what
they might have keen.

There is a similar effect when personal incomes aredt®0, 60 or 70 percent.
People bgin to ask themselves withey should work six, eight or nine months of
the entire year for the gernment, and only six, four or three months for them-
seles and their families. If tiydose the whole dollar when theose, but candep
only a fraction of it when thewin, they decide that it is foolish to takrisks with
their capital. In addition, the capitavadable for risk-taking itself shrinks enor
mously It is being taxed way before it can be accumulated. In brief, capital to
provide nev private jobs is first preented from coming into existence, and the part
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that does come into existence is then discouraged from starimgmerprises.
The gawernment spenders create theryw problem of unemployment that yhero-
fess to solve.

A certain amount of taxes is of course indispensable to carry on essewial-go
ment functions. Reasonable ¢sxfor this purpose need not hurt production much.
The kind of gwernment services then supplied in return, which among other
things safeguard production itself, more than compensate for this. Butdke lar
the percentage of the national income taken bgstaike greater the deterrent to
private production and empjment. When the total tax burden grows beyond a
bearable size, the problem of devising taxes that will not discourage and disrupt
production becomes insoluble.
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6. Credit Diverts Production

Government ‘encouragemerit'to business is sometimes as much to be
feared as geernment hostility This supposed encouragement often takes the form
of a direct grant of ggernment credit or a guarantee ofyate loans.

The question of geernment credit can often be complicated, becausevdlvies

the possibility of inflation. W shall defer analysis of the effects of inflation afv

lous kinds until a later chaptefiere, for the sak of smplicity, we dhall assume

that the credit we are discussing is noninflationarfjation, as we shall later see,
while it complicates the analysis, does not at bottom change the consequences of
the policies discussed.

A frequent proposal of this sort in Congress is for more credit to farmers. In the
eyes of most congressmen the farmers simply cannot get enough credit. The credit
supplied by puate mortgage companies, insurance companies or country banks is
never “‘adequaté. Congress is alays finding n& gaps that are not filled by the
existing lending institutions, no matter momary of these it has itself already
brought into existence. Thariners may ha enough long-term credit or enough
short-term credit but, it turns out, thbavenot enough‘intermediate’ credit; or

the interest rate is too high; or the complaint is thatafiloans are made only to

rich and well-established farmers. Sowvnkending institutions and metypes of

farm loans are piled on top of each other by the legislature.

The faith in all these policies, it will be found, springs frono &wts of shortsight-
edness. One is to look at the matter only from the standpoint of the farmers that
borrow. The other is to think only of the first half of the transaction.

Now all loans, in the ges of honest borrowers, mustestually be repaid. All
credit is debt. Proposals for an increasetlme of credit, therefore, are merely
another name for proposals for an increased burden of delgtwbldd seem con-
siderably less inviting if the were habitually referred to by the second name
instead of by the first.

We reed not discuss here the normal loans that are made to farmers through pri-
vate sources. Theconsist of mortgges, of installment credits for the purchase of
automobiles, refrigerators, TV sets, tractors and otren fnachineryand of bank

loans made to carry the farmer along until he is able to harvest and market his crop
and get paid for it. Here we need concern ourselves only with loarsners

either made directly by somegwnment bureau or guaranteed by it.

These loans are of twmain types. One is a loan to enable the farmer to hold his
crop of the market. This is an especially harmful type, but it will be more
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cornvenient to consider it later when we come to the question wdrgment com-
modity controls. The other is a loan to provide capital(emoften to sedrtherf up
in business by enabling him to buy the farm itself or a mule or trawtdi three.

At first glance the case for this type of loan may seem a strong one. Here is a poor
family, it will be said, with no means ofvilihood. It is cruel and wasteful to put
them on relief. Buy aafrm for them; set them up in business; enploductve and
self-respecting citizens of them; let them add to the total national product and pay
the loan df out of what thg produce. Or here is afmer struggling along with
primitive methods of production because he has not the capitalytdimself a
tractor Lend him the monefor one; let him increase productivity; he can repay
the loan out of the proceeds of his increased crops. In that way you not only enrich
him and put him on his feet; you enrich the whole community by that much added
output. And the loan, concludes thguamnent, costs the gernment and the tax-
payers less than nothing, because it is “self-liquiddting.

Now as a natter of fact that is what happensg day under the institution of pri-
vate credit. If a man wishes tap a farm, and has, let us saply half or a third

as much moneas he farm costs, a neighbor or a savings bank will lend him the
rest in the form of a morége on the farm. If he wishes to buy a trgdtwe tractor
compayy itself or a finance compgnwill allow him to buy it for one-third of the
purchase price with the rest to be paifliofinstallments out of earnings that the
tractor itself will help to provide.

But there is a decig dfference between the loans supplied byabei lenders and
the loans supplied by a g@nment agenc Each prvate lender risks hisven
funds. (A bankr, it is true, risks the funds of others thatvbaeen entrusted to
him; but if mong is lost he must either makgood out of his wn funds or be
forced out of bisiness.) When people risk their own funds/tre usually careful
in their investigations to determine the adequanf the assets pledged and the
business acumen and honesty of the borrower.

If the government operated by the same strict standards, there would be no good
argument for its entering the field at all. WHo precisely what priate agencies
already do? But the gernment almost weriably operates by different standards.
The whole argument for its entering the lending businessaan s that it will

make loans to people who could not get them fronvabel lenders. This is only
another way of saying that thevgonment lenders will tad risks with other peo-
ple’s monegy (the taxpayers’) that prite lenders will not tad with their avn
moneg. Sometimes, indct, apologists will freely acknowledge that the percentage
of losses will be higher on thesevgmment loans than on pete loans. But the
contend that this will be more than offset by the added production brought into
existence by the borrowers who pay back, avehdy nost of the borrowers who

do not pay back.
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This argument will seem plausible only as long as we concentrate our attention on
the particular borrowers whom thevgoment supplies with funds, angeolook

the people whom its plan deyes of funds. For what is really being lent is not
mongy, which is merely the medium of exchange, but capital. {etdready put

the reader on notice that we shall postpone to a later point the complications intro-
duced by an inflationary expansion of credit.) What is really being lentsshg

farm or the tractor itself. N@ the number of farms in existence is limited, and so

Is the production of tractors (assuming, espegcidtigt an economic surplus of
tractors is not produced simply at the expense of other things). The farm or tractor
that is lent to A cannot be lent to B. The real question is, therefore, whether A or B
shall get the farm.

This brings us to the respeainerits ofA and B, and what each contributes, or is
capable of contributing, to production. A, let us,sayhe man who would get the
farm if the gowernment did not intervene. The local banlor his neighbors kmo

him and knav his record. Thg want to find employment for their funds. Fhe
know that he is a goodafmer and an honest man who keeps his wordy ttie-

sider him a good risk. He has alreaggrhaps, through industryrugality and
foresight, accumulated enough cash to pay a fourth of the price of the fayn. The
lend him the other three-fourths; and he gets the farm.

There is a strange idea abroad, held by all monetary cranks, that credit is some-
thing a bankr gves to a nan. Credit on the contraris something a man already

has. He has it, perhaps, because he already has marketable assets of a greater cash
vaue than the loan for which he is asking. Or he has it because his character and
past record hae arned it. He brings it into the bank with him. That isywhe

banler makes him the loan. The banker is neingy something for nothing. He

feels assured of repayment. He is merely exchanging a more liquid form of asset

or credit for a less liquid form. Sometimes he makes a mistake, and then it is not
only the banker who sidgrs, but the whole community; for values which were sup-
posed to be produced by the lender are not produced and resources are wasted.

Now it is to A, let us saywho has credit that the banker would mdis loan. But
the gwernment goes into the lending business in a charitable frame of mind
because, as we salyis worried about

B. B cannot get a mortgage or other loans froveteilenders because he does not
have aedit with them. He has no\sags; he has no impressi record as a good
farmer; he is perhaps at the moment on reliefy\Wbt, say the advocates of\go
ernment credit, makhm a useful and produs® member of society by lending
him enough for a farm and a mule or tractor and setting him up in business?

Perhaps in an indidual case it may work out all right. But it is obvious that in
general the people selected by theseegonent standards will be poorer risks
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than the people selected byvate standards. More mop&vill be lost by loans to
them. There will be a much higher percentage of failures among thespnwilhe

be less efficient. More resources will be wasted by them. Yet the recipients of go
ernment credit will get theimfms and tractors at the expense of those who-other
wise would hae been the recipients of pate credit. Because B hasarh, A will

be depwed of a farm. A may be squeezed out either because interest rates ha
gone up as a result of thevgonment operations, or because farm price® limen
forced up as a result of them, or because there is no other farm to be had in his
neighborhood. In ancase, the net result of g@nment credit has not been to
increase the amount of wealth produced by the community but to reduce it,
because thevailable real capital (consisting of actual farms, tractors, etc.) has
been placed in the hands of the lesienht borrowers rather than in the hands of
the more efficient and trustwoyth

Section 2

The case becomesanm dearer if we turn fromdrming to other forms of
business. The proposal is frequently made that thergment ought to assume
the risks that are “too great for pate industry’ This means thatuseaucrats
should be permitted to takisks with the taxpayers’ mopéhat no one is willing
to take with his own.

Such a polig would lead to evils of mandifferent kinds. It wuld lead to
favoritism: to the making of loans to friends, or in return for bribes. duld
inevitably lead to scandals. It would lead to recriminations wiarthe taxpay-
ers’ mong was thrown way on enterprises that failed. It would increase the
demand for socialism: fpit would properly be asked, if the y@nment is going

to bear the risks, whshould it not also get the profits? What justification could
there possibly be, in fact, for asking the taxpayers te ta risks while permit-
ting private capitalists to &ep the profits? (This is preciselpweve, as we $all
later see, what we already do in the casénointecourseé’government loans to
farmers.)

But we shall passwver al these evils for the moment, and concentrate on just one
consequence of loans of this type. This is thay thid waste capital and reduce
production. Thg will throw the aailable capital into bad or at best dubious
projects. The will throw it into the hands of persons who are less competent or
less trustwrthy than those who would otherwisevieagot it. For the amount of

real capital at anmoment (as distinguished from monetary tokens rdronfa
printing press) is limited. What is put into the hands of B cannot be put into the
hands of A.
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People want to west their own capital. But tlyeare cautious. Thewant to get it
back. Most lenders, thereforeyvestigate aly proposal carefully before tigerisk
their own mong in it. They weigh the prospect of profits against the chances of
loss. Thg may sometimes makmistakes. But for seeral reasons theare likely

to male fewer mistakes than gernment lenders. In the first place, the more
either their an or has been voluntarily entrusted to them. In the casevefrgo
ment-lending the moiwyes that of other people, and it has beeretakrom them,
regardless of their personal wish, in & The prate mong will be invested only
where repayment with interest or profit is definitekpected. This is a sign that
the persons to whom the mgnkas been lent will bexpected to produce things
for the market that people actually want. Thesegoment mong on the other
hand, is lilkely to be lent for some vague general purpose 1dteating emply-
ment’; and the more inefficient the akk(emthat is, the greater the volume of
employment it requires in relation to the value of the product(em the more highly
thought of the imestment is likely to be.

The prvate lenders, more@r, ae selected by a cruel market test. Ifytheake bad
mistales thg lose their mongand have o more mong to lend. It is only if thg
have keen successful in the past thatytheve more mong to lend in the future.
Thus prvate lenders (except the reladly small proportion that hee got their
funds through inheritance) are rigidly selected by a process ofvauofithe
fittest. The geernment lenders, on the other hand, are either those wi® ha
passed civil service examinations, andwkrimw to answer hypothetical questions
hypothetically or they are those who can g the most plausible reasons for mak-
ing loans and the most plausibbeptanations of wi it wasnt their fault that the
loans failed. But the net result remainsvae loans will utilize existing resources
and capital far better than y@nment loans. G@rnment loans will wasteaf
more capital and resources tharvae loans. Geernment loans, in short, as com-
pared with pwate loans, will reduce production, not increase it.

The proposal for geernment loans to prate individuals or projects, in brief sees

B and forgets A. It sees the people into whose hands the capital is pugetsfor
those who wuld otherwise hae had it. It sees the project to which capital is
granted; it fogets the projects from which capital is thereby withheld. It sees the
immediate benefit to one group; iteblooks the losses to other groups, and the net
loss to the community as a whole.

The case against genment-guaranteed loans and maggs to pxiate kusi-
nesses and persons is almost as strong as, though iesssothan, the case
agpinst direct geernment loans and mortgages. The @dhtes of geernment-
guaranteed mortgages also forget that what is being lent is ultimately real capital,
which is limited in supplyand that thg are helping identified B at the expense of
some unidentified A. Gernment-guaranteed home mortgages, especially when a
neggligible down payment or no down payment whkates required, ingitably
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mean more bad loans than otherwise.yTioece the general taxpayer to subsidize
the bad risks and to defray the losses.yldmeourage people thuy’” houses that
they cannot really afford. Thetend eentually to bring about anversupply of
houses as compared with other things.yTtemporarily eerstimulate lilding,
raise the cost of building foverybody (including the byers of the homes with
the guaranteed mordges), and may mislead the building industry into\ante-
ally costly oserexpansion. In brief in the long run thelo not increase erall
national production but encourage medésiment.

Section 3

We remarled at the bginning of this chapter that gernment *aid” to busi-
ness is sometimes as much to be feared aarrguent hostility This applies as
much to geernment subsidies as to \ywnment loans. The gernment nger
lends or gres anything to business that it does notdakvay from business. One
often hears Ne Dealers and other statists boast about the warergment
“bailed business outvith the Reconstruction Finance Corporation, the Home
Owners Loan Corporation and othervgmment agencies in 1932 and latut
the gwernment can gie ro financial help to bsiness that it does not first or finally
take from kusiness. The g@rnments funds all come from taxes. Even the much
vaunted ‘government credit’'rests on the assumption that its loans will ultimately
be repaid out of the proceeds ofdaxWhen the g@rnment makes loans or subsi-
dies to business, what it does is to tax successfdi@rbusiness in order to sup-
port unsuccessful pate business. Under certain egemng circumstances there
may be a plausible gmment for this, the merits of which we need nxdrine
here. But in the long run it does not sounck l&k @ying proposition from the
standpoint of the country as a whole. And experience has shown that it isn't.
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7. TheCurse of Machinery

AMONG THE MOST viable of all economic delusions is the belief that
machines on net balance create unegmknt. Destroyed a thousand times, it has
risen a thousand times out of its own ashes as hardy and vigoroes. A¥teen-
evea there is long-continued mass unemployment, machines get the blame ane
This fallagy is dill the basis of may labor union practices. The public tolerates
these practices because it either lveleat ottom that the unions are right, or is
too confused to see just wkhey are wrong.

The belief that machines cause unemployment, when held witlogical consis-
tengy, leads to preposterous conclusions. Not only must we be causing ugemplo
ment with &ery technological impreement we ma& today but primitive man
must hae garted causing it with the first efforts he made teesimself from
needless toil and sweat.

To go no further back, let us turn to Adam SmgMealth of Nations, published in
1776. The first chapter of this remarkable book is called “Of the Division of
Labor” and on the second page of this first chapter the author tells us toak-a w
man unacquainted with the use of machinery ewyguoin pin-making ‘tould
scarce mad ane pin a dayand certainly could not maktwenty,” but with the use

of this machinery he can mal,800 pins a dayso dready das, in Adam Smitts
time, machinery had thrown from 240 to 4,800 pin-makers outook for every

one it kept. In the pin-making industry there was alre@dynachines merely
throw men out of jobs, 99.98 percent unemployment. Could things be blacker?

Things could be blaek, for the Industrial Reolution was just in its irdng. Let

us look at some of the incidents and aspects of thatuten. Let us see, for
example, what happened in the stocking indudiigw docking frames as tlye
were introduced were desyied by the handicraft workmenv@ 1000 in a single
riot), houses wereusned, the iwentors were threatened and obliged to flee for
their lives, and order @as not finally restored until the military had been called out
and the leading rioters had been either transported or hanged.

Now it is important to bear in mind that insofar as the rioters were thinking of their
own immediate oren longer futures their opposition to the machirsswational.

For William Felkin, in his History of the Machine-Wrought Hosiery Maattires
(1867), tells us (though the statement seems implausible) that the larger part of the
50,000 English stocking knitters and their families did not fully emerge from the
hunger and misery entailed by the introduction of the machine for the next forty
years. But insofar as the rioters bedi#, as most of them undoubtedly did, that the
machine was permanently displacing meny tere mistaken, for before the end

of the nineteenth century the stocking industry was employing at least a hundred
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men for @ery man it employed at the beginning of the century.

Arkwright invented his cotton-spinning machinery in 1760. At that time asw
estimated that there were in England 5,200 spinners using spinning wheels, and
2,700 wewmers(emin all, 7,900 persons engaged in the production of cotten te
tiles. The introduction of Arkwrighd’ invention was opposed on the ground that it
threatened thevelihood of the vorkers, and the opposition had to be put down by
force. Yet in 1787(emtwenty-gen years after the wrention appeared(ema parlia-
mentary inquiry shwed that the number of persons actually engaged in the spin-
ning and weaving of cotton had risen from 7,900 to 320,000, an increase of 4,400
percent.

If the reader will consult such a book as Recent Economic Changes, by David A.
WEells, published in 1889, he will find passages that, except for the dates and abso-
lute amounts wolved, might hae keen written by our technophobes of tadagt

me quote a few:

During the ten years from 1870 to 1880, inclasthe British mer
cantile marine increased its wement, in the matter of foreign entries
and clearances alone, to the extent of 22,000,000 tons... yet the num-
ber of men who were employed irfegfting this great meement had
decreased in 1880, as compared with 1870, to the extent of about
three thousand (2,990 exactly). What did it? The introduction of
steam-hoisting machines and grainvelers upon the wharves and
docks, the employment of steam povet....

In 1873 Bessemer steel in England, where its price had not been
enhanced by proteut duties, commanded $80 per ton; in 1886aisw
profitably manufactured and sold in the same country for less than
$20 per ton. Within the same time the annual production capacity of a
Bessemer corerter has been increased fourfold, with no increage b
rather a diminution of the wolved labor.

The power capacity already beingeged by the steam engines of
the world in existence andorking in the year 1887 has been esti-
mated by the Bureau of Statistics at Berlin as \aigmt to that of
200,000,000 horses, representing approximately 1,000,000,000 men;
or at least three times the working population of the earth....

One would think that this last figure wouldvieacaused MrWells to pause,
and wonder wi there vas ay employment left in the world of 1889 at all; but he
merely concluded, with restrained pessimism, that “under such circumstances
industrial awerproduction . . . may become chrohic.
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In the depression of 1932, the game of blaming unemployment on the machines
started all ger agan. Within a fav months the doctrines of a group calling them-
seles the Technocrats had spread through the counéra librest fire. | shall not
weary the reader with a recital of the fantastic figures puta@\y this group or

with corrections to shw what the realdcts were. It is enough to say that tleefi-
nocrats returned to the error in all its matpurity that machines permanently dis-
place men(emeept that, in their ignorance, thpresented this error as awmend
revolutionary disceery of their avn. It was simply one more illustration of San-
tayanas ghorism that those who cannot remember the past are condemned to
repeat it.

The Technocrats were finally laughed out of existenaetheir doctrine, which
preceded them, lingers on. It is reflected in hundreds ofemakk rules and
featherbed practices by labor unions; and these rules and practices are tolerated
and &en goproved because of the confusion on this point in the public mind.

Testifying on behalf of the United States Department of Justice beforeethpoF

rary National Economic Committee (better Wmoas the TNEC) in March 1941,
Corwin Edwards cited innumerablexaanples of such practices. The electrical
union in Nev York City was chaged with refusal to install electrical equipment
made outside of Ne York State unless the equipment was disassembled and
reassembled at the job site. In Houstoexa®, master plumbers and the plumbing
union agreed that piping peddricated for installation would be installed by the
union only if the thread were cutfaine end of the pipe andwehread were cut

at the job site. Various locals of the painters’ union imposed restrictions on the use
of sprayguns, restrictions in manases designed merely to neakork by requif

ing the slower process of applying paint with a brush. A local of the teamsters’
union required thatvery truck entering the Ne York metropolitan area ka a

local driver in addition to the dwer aready employed. In various cities the electri-
cal union required that if grtemporary light or power was to be used on a con-
struction job there must be a full-time maintenance electrician, who should not be
permitted to do an electrical construction wk. This rule, according to Mr
Edwards, “often ivolves the hiring of a man who spends his day reading or play-
ing solitaire and does nothing except thra svitch at the beginning and end of

the day’

One could go on to cite such neakork practices in manother fields. In the rail-

road industrythe unions insist that firemen be enyad on types of locomaoies

that do not need them. In the theaters unions insist on the use of scene shifters
even in plays in which no scenery is used. The musicians’ union required so-called
stand-in musicians owven whole orchestras to be employed in maases where

only phonograph records were needed.

By 1961 there was no sign that tredldoy had died. Not only union leadersitb
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government officials talked solemnly ockutomation’ as a najor cause of unem-
ployment. Automation was discussed as if it were something entiralyimée
world. It was in &ct merely a ne name for continued technological advance and
further progress in labor-saving equipment.

Section 2

But the opposition to labesaving machineryeven today is not confined to
economic illiterates. As late as 1970, a book appeared by a writer so highly
regarded that he has since ree® the Nobel Prize in economics. His book
opposed the introduction of labovegag machines in the undenddoped countries
on the ground that tge‘decrease the demand for labor”!* The logical conclusion
from this would be that the way to maximize jobs is to maklabor as indicient
and unproducte & possible. It implies that the English Luddite rioters, who in
the early nineteenth century desed stocking frames, steam-power looms, and
shearing machines, were after all doing the right thing.

One might pile up mountains of figures to whbow wrong were the techno-
phobes of the past. But it would do no good unless we understood clegrly wh
they were wrong. For statistics and history are useless in economics unless accom-
panied by a basic deduati uinderstanding of the facts(emwhich means in this case
an understanding of whthe past consequences of the introduction of machinery
and other labesaving devices had to occufOtherwise the technophobes will
assert (as tlyedo in fact assert when you point out to them that the prophecies of
their predecessorsturned out to be absufthat may hae been all very well in
the past bt today conditions are fundamentally different; and me smply can-
not afford to deelop ary more laborsaving machines.M rs. Eleanor Rooselt,
indeed, in a syndicated newspaper column of Septemberl9, 1945, Whtge:
have reached a point today where laisaring devices are good only when yrao
not thrav the worker out of his jab

If it were indeed true that the introduction of lalsaring machinery is a cause of
constantly mounting unemployment and misdhe logical conclusions to be
dravn would be reolutionary, not only in the technical fieldus for our whole
concept of arilization. Not only should we & © regad all further technical
progress as a calamity; we shouldiénd regad all past technical progress with
equal horrar Every day each of us in hiswm activity is engaged in trying to
reduce the effort it requires to accomplish eegiresult. Each of us is trying to
save hs own laboy to economize the means required to achidéis ends. Egry
employer small as well as large, seeks constantlydmdnis results more econom-
ically and eficiently(em that is, by saving labdtvery intelligent workman tries to
cut down the dbrt necessary to accomplish his assigned Joie most ambitious
of us try tirelessly to increase the results we can aehiea gven number of
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hours. The technophobes, if yhevere logical and consistent, wouldvieain dis-
miss all this progress and ingenuity as not only useless but vicioysswihld
freight be carried from Chicago to Werork by railroad when we could emplo
enormously more men, for example, to carry it all on their backs?

Theories as false as this arevereheld with logical consisteny but they do geat

harm because thi@re held at all. Let us, therefore, try to see exactly what happens
when technical impnements and labesaving machinery are introduced. The
details will vary in each instance, depending upon the particular conditions that
prevail in a given industry or period. But we shall assume an example thaltes

the main possibilities.

Suppose a clothing maradturer learns of a machine that will neaken’s and
women s @ercoats for half as much labor as\porsly. He installs the machines
and drops half his labor force.

This looks at first glance lika dear loss of employment. But the machine itself
required labor to makit; so here, as one offset, are jobs that would not otherwise
have exsted. The manaicturer howeve, would have alopted the machine only if

it had either made better suits for half as much |adrdrad made the same kind of
suits at a smaller cost. If we assume the latterannot assume that the amount
of labor to mak the machines as as great in terms of payrolls as the amount of
labor that the clothing manufacturer hopes teesa the long run by adopting the
machine; otherwise there wouldvieabeen no economyand he would not ha
adopted it.

So there is still a net loss of empinent to be accounted fdBut we should at

least keep in mind the real possibility thaerethe first effect of the introduction

of laborsaving machinery may be to increase employment on net balance; because
it is usually only in the long run that the clothing manufacturer expectsvéo sa
money by adopting the machine: it may talkeveaal years for the machine tpay

for itself’”

After the machine has produced economies sufficient to offset its cost, the clothing
manugcturer has more profits than beforee(#all assume that he merely sells

his coats for the same price as his competitors and makedonptefundersell
them.) At this point, it may seem, labor hasfexgd a net loss of emplment,

while it is only the manwicturer the capitalist, who hasaghed. But it is precisely

out of these extra profits that the subsequent soaiakgnust come. The manu-
facturer must use these extra profits in at least one of three ways, and possibly he
will use part of them in all three: (1) he will use thera profits to expand his
operations by buying more machines to maftore coats; or (2) he will irest the

extra profits in some other industry; or (3) he will spend tkigaeprofits on
increasing his own consumption. Whigbe of these three courses he ¢ak he
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will increase employment.

In other words, the manadturer as a esult of his economies, has profits that he
did not hae kefore. Eery dollar of the amount he hasved in direct wages to
former coat makers, he wdhas to pay out in indirect ages to the makers of the
nenv machine, or to the arkers in another capital-using industoy to the malers

of a nev house or car for himself or for jewelry and furs for his wife. Iy ease
(unless he is a pointless hoarder) heegjindirectly as mayjobs as he ceased to
give drectly.

But the matter does not and cannot rest at this stage. If this enterprisingeaanuf
turer effects great economies as compared with his competitors, either he will
begin to expand his operations at their expense, oy Wi# start buying the
machines too. Again moreork will be given to the makers of the machines. But
competition and production will then also begin to forcevldhe price of wver-

coats. There will no longer be as great profits for those who adopt the ne
machines. The rate of profit of the maatlirers using the memachine will

begin to drop, while the manufacturers whovéadill not adopted the machine
may nav make no pofit at all. The savings, in other words, willgoe to be passed
along to the buyers ofvercoats(emto the consumers.

But as @ercoats are nw cheaper more people will buy them. This means that,
though it takes fewer people to neathe same number ofvercoats as before,
more wercoats are n@ being made than before. If the demand feercoats is
what economists callélastic’(emthat is, if a fall in the price ofvercoats causes a
larger total amount of mogeto be pent on @ercoats than praously(em then
more people may be employedee in making osercoats than before the we
labor-sa&ing machine was introduced.etMavealready seen hothis actually hap-
pened historically with stockings and other textiles.

But the ne&v employment does not depend on the elasticity of demand for the par
ticular product imolved. Suppose that, though the price wérooats was almost
cut in half(emfrom a former price, sayf $150 to a ne price of $100(emnot a
single additional coat &s sold. The result would be that while consumers were as
well provided with ne overcoats as before, each buyer wouldvriave $50 left

ove that he would not hee had left over before. He will therefore spend this $50
for something else, and so provide increased employment in other lines.

In brief, on net balance machines, technological iwvgnents, automation,
economies and efficiepdo not throv men out of work.
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Section 3

Not all inventions and disogeries, of course, arélabor-saving” machines.
Some of them, li& precision instruments, l&knylon, lucite, plywod and plastics
of all kinds, simply impraee the quality of products. Others, dikhe telephone or
the airplane, perform operations that direct human labor could not perform at all.
Still others bring into existence objects and services, such as X-ray machines,
radios, TV sets, air-conditioners and computers, that would otherwiseverot e
exist. But in the forgoing illustration we hae taken precisely the kind of machine
that has been the special object of modern technophobia.

It is possible, of course, to push too far thguanent that machines do not on net
balance thre men out of work. It is sometimes gued, for example, that
machines create more jobs than would otherwise leasted. Under certain con-
ditions this may be true. Thean certainly create enormously more jobs in partic-
ular trades. The eighteenth century figures for tkeléeindustries are a case in
point. Their modern counterparts are certainly no less striking. In 1910, 140,000
persons were empted in the United States in the newly created automobile
industry In 1920, as the product was impeol and its cost reduced, the industry
employed 250,000 In 1930, as this product imy@maent and cost reduction con-
tinued, employment in the industryag 380,000. In 1973 it had risen to 941,000.
By 1973, 514,000 people were employed in making aircraft and aircraft parts, and
393,000 were engaged in making electronic components. So it has been in one
newnly created trade after anothexrs he irvention was imprged and the cost
reduced.2

There is also an absolute sense in which machines may be sawe endranously
increased the number of jobs. The population of tbddmoday is four times as
great as in the middle of the eighteenth centoeyore the Industrial R@lution

had got well under ay. Machines may be said tougagven hirth to this increased
population; for without the machines, thend would not hae been able to sup-
port it. Three out of wery four of us, therefore, may be said to owe not only our
jobs but our very lies to machines.

Yet it is a msconception to think of the function or result of machines as primarily
one of creating jobs. The real result of the machine is to increase production, to
raise the standard of living, to increase economic welfare. It is no trick toyemplo
evaybody, even (or especially) in the most prime eonomy Full employ-
ment(emery full employment; long, wearpackbreaking employment(emis char
acteristic of precisely the nations that are most retarded industkiétigre full
emplogyment already exists, wemachines, imentions and disogeries cannot(emu-

ntil there has been time for an increase in population (em bring moreyenapio

They are likely to bring more unemployment (but this time | am speaking of
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voluntaiy and not imoluntary unemployment) because people caw afford to
work fewer hours, while children and theepaged no longer need to work.

What machines do, to repeat, is to bring an increase in production and an increase
in the standard of living. Tlyemay do this in either of towways. Thg do it by

making goods cheaper for consumers (as in our illustration ofvireoats), or

they do it by increasing wages becauseytiecrease the produetiy of the work-

ers. In other wrds, thg either increase moryewages orby reducing prices, the
increase the goods and services that the sameymages will wy. Sometimes

they do both. What actually happens will depend in large part upon the monetary
policy pursued in a countryBut in ary case, machines, yentions and disogeries
increase real wages.

A warning is necessary before weJeahis subject. It \as precisely the
great merit of the classical economists thaty thmoked for secondary conse-
guences, that tlyewere concerned with the effects of &egi economic polig or
development in the long run and on the whole commurByt it was also their
defect that, in taking the long weand the broad vis, they sometimes nglected
to talke dso the short vie and the narrev view. They were too often inclined to
minimize or to forget altogether the immediate effects gBldpments on special
groups. V¢ haveseen, for example, that maaf the English stocking knitters suf-
fered real tragedies as a result of the introduction of thestweking frames, one
of the earliest iventions of the Industrial Relution.

But such facts and their modern counterpan ed some writers to the opposite
extreme of looking only at the immediate effects on certain groups. Joe Smith is
thrown out of a job by the introduction of someanmachine. ‘K eep your eye on

Joe Smith, t hese writers insist:Never lose track of Joe SmithB ut what thg

then proceed to do is to keep their eyes only on Joe Smith, andyed iom
Jones, who has just got awngb in making the ne machine, and Ted Bwn,

who has just got a job operating one, and Daisy Mi#o can nw buy a coat

for half what it used to cost heknd because tlyethink only of Joe Smith, the

end by advocating reactionary and nonsensical policies.

Yes, we should keep at least one eye on Joe Smith. He has been thrown out of a
job by the ne& machine. Perhaps he can soon get another yab, & ketter one.

But perhaps, also, he hasvded mawy years of his life to acquiring and impro

ing a special skill for which the market no longer hag ase. He has lost this
investment in himself, in his old skill, just as his former emplpperhaps, has

lost his irvestment in old machines or processes suddenly rendered obsolete. He
was a illed workman, and paid as a skilled workman.wNbe has become
overnight an unskilled wrkman again, and can hope, for the present, only for the
wages of an unskilled erkman, because the one skill he had is no longer needed.
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We annot and must not forget Joe Smith. His is one of the personal tragedies that,
as we shall see, are incident to nearly all industrial and economic progress.

To ask precisely what course we should fallevith Joe Smith (emwhether we
should let him mad his own adjustment, g¢ hm separation pay or unemgto

ment compensation, put him on relief, or train him ategament expense for a

new job(emwould carry us bgond the point that we are here trying to illustrate.
The central lesson is that we should try to see all the main consequencgs of an
economic polig or devdopment(emthe immediate effects on special groups, and
the long-run effects on all groups.

If we hare devaed considerable space to this issue, it is because our conclusions
regarding the effects of me machinery inventions and disogeries on emplg-

ment, production and welfare are crucial. If we are wrong about these, there are
few things in economics about which we are likely to be right.

Section 4

A warning is necessary before weJeahis subject. It \as precisely the
great merit of the classical economists thaty ttmoked for secondary conse-
guences, that tlyewere concerned with the effects of &emi economic polig or
development in the long run and on the whole commuriiyt it was also their
defect that, in taking the long weand the broad vis, they sometimes nglected
to take dso the short vie and the narrev view. They were too often inclined to
minimize or to forget altogether the immediate effects eEldpments on special
groups. V& haveseen, for example, that maaf the English stocking knitters suf-
fered real tragedies as a result of the introduction of thesteeking frames, one
of the earliest iventions of the Industrial Relution.

But such facts and their modern counterpan bed some writers to the opposite
extreme of looking only at the immediate effects on certain groups. Joe Smith is
thrown out of a job by the introduction of someanmachine. ‘K eep your eye on

Joe SmitH, t hese writers insist:Never lose track of Joe SmithB ut what thg

then proceed to do is to keep their eyes only on Joe Smith, andyed fom
Jones, who has just got awngob in making the ne machine, and Ted Bwen,

who has just got a job operating one, and Daisy Midro can na buy a coat

for half what it used to cost heknd because tlyethink only of Joe Smith, thye

end by advocating reactionary and nonsensical policies.

Yes, we should keep at least one eye on Joe Smith. He has been thrown out of a
job by the ne&r machine. Perhaps he can soon get another yab, & ketter one.

But perhaps, also, he hasvdied may years of his life to acquiring and impro

ing a special skill for which the market no longer hag ase. He has lost this
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investment in himself, in his old skill, just as his former emplpperhaps, has

lost his irvestment in old machines or processes suddenly rendered obsolete. He
was a %illed workman, and paid as a skilled workman.wNbe has become
overnight an unskilled wrkman again, and can hope, for the present, only for the
wages of an unskilled arkman, because the one skill he had is no longer needed.
We @annot and must not forget Joe Smith. His is one of the personal tragedies that,
as we shall see, are incident to nearly all industrial and economic progress.

To ask precisely what course we should fallevith Joe Smith (emwhether we
should let him mad hs own adjustment, g¢ hm separation pay or unemgto

ment compensation, put him on relief, or train him ategament expense for a

new job(emwould carry us bgond the point that we are here trying to illustrate.
The central lesson is that we should try to see all the main consequencgs of an
economic polig or devdopment(emthe immediate effects on special groups, and
the long-run effects on all groups.

If we have devaed considerable space to this issue, it is because our conclusions
regarding the effects of me machinery inventions and disogeries on emplg-

ment, production and welfare are crucial. If we are wrong about these, there are
few things in economics about which we are likely to be right.
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8. Spread-the-Work Schemes

| HAVE REFERRED to various union mekwork and featherbed practices.
These practices, and the public toleration of them, spring from the same funda-
mental &llagy as he fear of machines. This is the belief that a more efficiagt w
of doing a thing destroys jobs, and its necessary corollary that afieenefiay
of doing it creates them.

Allied to this fallagy is the belief that there is just a fixed amount of work to be
done in the wrld, and that, if we cannot add to this work by thinking up more
cumbersome ways of doing it, at least we can think wfcdse for spreading it
around among as large a number of people as possible.

This error lies behind the minute subdivision of labor upon which unions insist. In
the building trades in large cities the swiglon is notorious. Bricklayers are not
allowed to use stones for a chimney: that is the spe@&t wf stonemasons. An
electrician cannot rip out a board to fix a connection and put it back again: that is
the special job, no matter waimple it may be, of the carpenters. A plumber will
not remee a put back a tile incident to fixing a leak in the shower: that is the job
of a tile-setter.

Furious ‘jurisdictional” strikes are fought among unions for thelasive right to

do certain types of borderline jobs. In a statement prepared by the American rail-
roads for the AttorneGenerals Committee on Administrate Rocedure, the
roads @ve innumerable xamples in which the National Railroad Adjustment
Board had decided that

each separate operation on the railroad, no mattenoute, such
as talking @er a elephone or spiking or unspiking a switch, is ao f
an «clusve poperty of a particular class of employee that if an
employee of another class, in the course of his regular duties, per
forms such operations he must not only be paid an extra dages
for doing so, bt at the same time the furloughed or unemygtb
members of the class held to be entitled to perform the operation must
be paid a dag' wages for not having been called upon to perform it.
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9. DisbandingTroops and Bureaucrats

WHEN, AFTER EVEFR great war, it is proposed to demobilize the armed
forces, there is alays a great fear that there will not be enough jobs for these
forces and that in consequenceytiagll be unemplged. It is true that, when mil-
lions of men are suddenly released, it may require time foaterindustry to
reabsorb them(emthough what has been chiefly remarkable in the past has been the
speed, rather than the slowness, with which this was accomplished. The fears of
unemployment arise because people look at only one side of the process.

They see soldiers being turned loose on the labor market. Where iptinehas-

ing powver” going to come from to empjothem? If we assume that the public
budget is being balanced, the answer is simple. Thergment will cease to sup-
port the soldiers. But the taxpayers will be allowed to retain the funds that were
previously talen from them in order to support the soldiers. And the taxpayers will
then hae aditional funds to buy additional goods. Civilian demand, in other
words, will be increased, and will\gg enployment to the added labor force repre-
sented by the former soldiers.

If the soldiers hae keen supported by an unbalanceddet(em that is, by gern-

ment borraving and other forms of deficit financing(emthe case is somewhat dif-
ferent. But that raises a different question: we shall consider fbetsedf deficit
financing in a later chaptdt is enough to recognize that deficit financing is irrele-
vant to the point that has just been made; for if we assume that theyeagvan-

tage in a bdget deficit, then precisely the same budget deficit could be maintained
as before by simply reducing taxes by the amountiqusly spent in supporting

the wartime army.

But the demobilization will not le@ us economically just where we were before it
started. The soldiers previously supported hbylians will not become merely
civilians supported by other civilians. Theill become self-supporting wiians.

If we assume that the men who would otherwise=Haen retained in the armed
forces are no longer needed for defense, then their retention weeltiden sheer
waste. Thg would hare keen unproducte. The taxpayers, in return for support-
ing them, vould hare got nothing. But nov the taxpayers turnver this part of
their funds to them as fellocivilians in return for equalent goods or services.
Total national production, the wealth ofeeybody; is higher.

Section 2

The same reasoning applies to civiliarvggament oficials whenger they
are retained inx@essve rumbers and do not perform services for the community
reasonably equalent to the remuneration theeceve. Yet whenger any dfort is
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made to cut don the number of unnecessary officeholders the cry is certain to be
raised that this action isdéeflationary’ Would you remwe the ‘purchasing
power’ from these officials? Would you injure the landlords and tradesmen who
depend on that purchasing power? You are simply cuttingndohe national
income’ and helping to bring about or intensify a depression.

Once again theaflacy comes from looking at the effects of this action only on the
dismissed dfceholders themselves and on the particular tradesmen who depend
upon them. Once again it is forgotten that, if these bureaucrats are not retained in
office, the taxpayers will be permitted to keep the mdhat was formerly tadn

from them for the support of the bureaucrats. On@nay is forgotten that the
taxpayers’ income and purchasing power go up by at least as much as the income
and purchasing power of the former officeholders gonddf the particular shop-
keepers who formerly got the business of these bureaucrats lose trade, other shop-
keepers elsewhere gain at least as much. Washington is less prosperous, and can,
perhaps, support fewer stores; but other towns can support more.

Once again, heever, the matter does not end there. The country is not merely as
well off without the superfluous officeholders as it wouldehkeen had it retained
them. It is much better off. For the officeholders must seek prvate jobs or set

up prvate business. And the added purchasing power of the taxpayers, as we noted
in the case of the soldiers, will encourage this. But the officeholders @pritak

vate jobs only by supplying equalent services to those who provide the
jobs(emoy rather to the customers of the emplers who provide the jobs. Instead

of being parasites, tiidbecome producte men and women.

| must insist agin that in all this | am not talking of public officeholders whose
services are really needed. Necessary policemen, firemen, street cleaners, health
officers, judges, @slators and xecutives perform productie rvices as imper

tant as those of anyone inyate industry They make it possible for pwate indus-

try to function in an atmosphere ofMaorder, freedom and peace. But their justifi-
cation consists in the utility of their services. It does not consist irpilmehasing

power’ they possess by virtue of being on the public payroll.

This “purchasing pwer” argument is, when one considers it seriopfptastic. It

could just as well apply to a racketeer or a thief who robs you. After he takes your
mone/ he has more purchasing per. He supports with it bars, restaurants, night
clubs, tailors, perhaps automobilenkers. But for gery job his spending pro-
vides, your own spending must provide one less, because yeuhah much less

to spend. Just so the taxpayers provide one less jolvéigr jeb supplied by the
spending of officeholders. When your mgmetaken by a thief, you get nothing in
return. When your moryeis taken through taxes to support needlessshucrats,
precisely the same situation existse e lucky, indeed, if the needlessiteau-

crats are mere easygoing loafers. yilaee more lilely today to be engetic
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reformers busily discouraging and disrupting production.

When we can find no better argument for the retentionyfjeoup of oficehold-

ers than that of retaining their purchasingvpoit is a sign that the time has come

to get rid of them. It is true that aNgersons can profit at the expense of the rest

of us from this minute arbitrary subdivision of labor(em provided it happens in
their case alone. But those who support it as a general practice fail to see that it
always raises production costs; that it results on net balance in less work done and
in fewer goods produced. The householder who is forced to grvpdomen to do

the work of one has, it is true vgh employment to one extra man. But he has just
that much less mogdeft over to pend on something thatowld emply some-

body else. Because his bathroom leak has been repaired at double what it should
have a@st, he decides not tayp the nav sweater he wanted'Labor” is no better

off, because a day’anployment of an unneeded tile-setter has meant e disy
employment of a sweater knitter or machine handlée householdehoweve, is

worse off. Instead of héng a repaired shower and a sweaker las the shoer

and no sweateAnd if we count the sweater as part of the national wealth, the
country is short one sweatdihis symbolizes the net result of the effort to mak
extra work by arbitrary subdivision of labor.

But there are other schemes for “spreading thekyv o ften put forvard by union
spokesmen and legislators. The most frequent of these is the proposal to shorten
the working week, usually bywa The belief that it would “spread theonk” and

“ give nore jobs’ was one of the main reasons behind the inclusion of the penalty-
overtime provision in the xasting Federal Wage-Hour laa The previous lgisla-

tion in the states, forbidding the emyhoent of women or minors for more, say
than forty-eight hours a week, was based on theictoon that longer hours were
injurious to health and morale. Some of iasvbased on the belief that longer
hours were harmful to ®fiengy. But the provision in the federalvia that an
employer must pay a arker a 50 percent premium almhs regular hourly rate of
wages for all hours arked in aly week abwe forty, was not based primarily on
the belief that forty-fie hours a week, sayvas injurious either to health orfief
cieng. It was inserted partly in the hope of boosting tlueker's weekly income,

and partly in the hope that, by discouraging the employer from takingyamen
regularly for more than forty hours a week, it would force him to eynphii-
tional workers instead. At the time of writing this, there are ynathemes for

“ avating unemploymentby enacting a thirty-hour week or a four-day week.

What is the actual effect of such plans, whether enforced byidndi unions or
by legislation? It will clarify the problem if we considerdwases. The first is a
reduction in the standardonking week from forty hours to thirty without yan
change in the hourly rate of payhe second is a reduction in the working week
from forty hours to thirtybut with a sufficient increase in hourly wage rates to
maintain the same weekly pay for the individual workers already employed.

June 1978



-41-

Let us tale the first case. Wasume that the working week is cut from forty hours
to thirty, with no change in hourly paif there is substantial unemployment when
this plan is put into &kct, the plan will no doubt provide additional jobse \én-

not assume that it will prade sufficient additional jobs, @ver, to maintain the
same payrolls and the same number of man-hours as before, unless evihanak
unlikely assumptions that in each industry there has been exactly the same per
centage of unempyonent and that the memen and women employed are no less
efficient at their special tasks on thee@ge than those who had already been
employed. But suppose we do neakhese assumptions. Suppose we do assume
that the right number of additionalorkers of each skill is\ailable, and that the

new workers do not raise production costs. What will be the result of reducing the
working week from forty hours to thirty (without yincrease in hourly pay)?

Though more wrkers will be employed, each will be working fewer hours, and
there will, therefore, be no net increase in man-hours. It isaipltkat there will
be aly significant increase in production. Total payrolls and “purchasingepd
will be no lager All that will have happened, \&n under the mostadvaable
assumptions (which would seldom be realized) is that thekess preiously
employed will subsidize, in effect, the askers previously unemployed. For in
order that the v workers will individually recere three-fourths as mardollars

a week as the old erkers used to rece, the old workers will themselves o
individually receve anly three-fourths as mardollars a week as pveusly. It is
true that the old warkers will nav work fewer hours; but this purchase of more
leisure at a high price is presumably not a decisiop tia@e made for its wn
sake: it is a sacrifice made to provide others with jobs.

The labor union leaders who demand shorter weekspead the wrk” usually
recognize this, and therefore yhput the proposal forard in a form in which
evayone is supposed to eat his ead have it too. Reduce the working week
from forty hours to thirtythey tell us, to provide more jobs; but compensate for
the shorter week by increasing the hourly rate of pay by 33.33 percentoike w
ers employed, sayvere previously getting arverage of $226 a week for forty
hours work; in order that tlhemay still get $226 for only thirty hours work, the
hourly rate of pay must be advanced to aaage of more than $7.53.

What would be the consequences of such a plan? The first and most obvious con-
sequence wuld be to raise costs of production. If we assume that trkers,

when previously employed for forty hours, were getting less thanvHeofepro-
duction costs, prices and profits made possible, thgrcthed have got the hourly
increase without reducing the length of the working weeky Tdoeld, in other
words, hae worked the same number of hours and got their total weekly incomes
increased by one-third, instead of merely getting, asdteeunder the ne thirty-

hour week, the same weekly income as before. But if under the forty-hour week,
the workers were already getting as high age as the &l of production costs
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and prices made possible (and tleeyvunemployment thyeare trying to cure may

be a sign that tlyewere already gettingven more than this), then the increase in
production costs as a result of the 33.33 percent increase in hagéyrates will

be much greater than the existing state of prices, production and costs can stand.

The result of the higher wage rate, therefore, will be a much greater ugemplo
ment than before. The least efficient firms will be wiwaut of business, and the
least efficient wrkers will be thrown out of jobs. Production will be reduced all
around the circle. Higher production costs and scarcer supplies will tend to raise
prices, so that arkers can by less with the same dollar wages; on the other hand,
the increased unemplment will shrink demand and hence tend to lower prices.
What ultimately happens to the prices of goods will depend upon what monetary
policies are then alwed. But if a polig of monetary inflation is pursued, to
enable prices to rise so that the increased houagew can be paid, this will
merely be a disguiseday of reducing real wage rates, so that these will return, in
terms of the amount of goods yhean purchase, to the same real rate as before.
The result would then be the same as if tioeking week had been reduced with-
out an increase in hourly wage rates. And the results of thatdnaady been dis-
cussed.

The spread-the-wrk schemes, in brief, rest on the same sort of illusion that we
have keen considering. The people who support such schemes think only of the
employment thg might provide for particular persons or groups;\thao not stop

to consider what their whole effect would be oargbody.

The spread-the-work schemes rest also, as wyanli®/ pointing out, on thedise
assumption that there is just a fixed amount afkio be done. There could be no
greater &llacy. There is no limit to the amount of work to be done as long yas an
human need or wish thatonk could fill remains unsatisfied. In a modern
exchange economyhe most work will be done when prices, costs aadaes are

in the best relations with each othé/hat these relations are we shall later con-
sider.
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10. TheFetish of Full Employment

THE ECONOMIC GOAL of ag nation, as of anindividual, is to get the
greatest results with the least effort. The whole economic progress of mankind has
consisted in getting more production with the same ldba for this reason that
men bgan putting kurdens on the backs of mules instead of on their own; that the
went on to inent the wheel and the wagon, the railroad and the motor truck. It is
for this reason that men used their ingenuity teeldg@ a hundred thousand labor
saving iventions.

All this is so elementary that one would blush to state it if it were not being con-
stantly fogotten by those who coin and circulate thes sgans. Translated into
national terms, this first principle means that our real obg®ito maximize pro-
duction. In doing this, full employment(emthat is, the absencevoluntary idle-
ness(embecomes a necessary byproduct. But production is the endyneemplo
merely the means. $\annot continuously ve the fullest production without full
employment. But we can very easily Ve full employment without full produc-
tion.

Primitive tibes are nagéd, and wretchedly fed and housed, buy tthe not sufer

from unemployment. China and India are incomparably poorer than agshiv/

the main trouble from which tlgesuffer is primitive production methods (which

are both a cause and a consequence of a shortage of capital) and not ysanemplo
ment. Nothing is easier to actgthan full employment, once it iswdirced from

the goal of full production and taken as an end in itself. Hitlevigeal full
emplogyment with a huge armament programond War Il provided full emplyp-

ment for @ery nation irvolved. The slhae labor in Germay had full emplyment.
Prisons and chain gangsvikalull employment. Coercion canvedys provide full
employment.

Yet our legislators do not present Full Production bills in Congress but Full
Employment bills. Even committees of businessmen recommeniréesidens
Commission on Full Empioment; not on Full Production, orven on Full
Employment and Full Production. Exywhere the means is erected into the end,
and the end itself is forgotten.

Wages and employment are discussed as ¥f el no relation to produeity and

output. On the assumption that there is only a fixed amount of work to be done, the
conclusion is drawn that a thirty-hour week will yide more jobs and will there-

fore be preferable to a forty-hour week. A hundred enatirk practices of labor
unions are confusedly tolerated. When a Petrillo threatens to put a radio station out
of business unless it employs twice as ynanusicians as it needs, he is supported

by part of the public because he is after all merely trying to create jobs. When we
had our WPA, it was considered a mark of genius for the administrators to think of
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projects that employed the largest number of men in relation to the value of the
work performed(emin other words, in which labor was least efficient.

It would be &r betterif that were the choice(emwhich it isn’t(emtovaaraxi-
mum production with part of the population supported in idleness by undisguised
relief than to preide “full employment’ by so mary forms of disguised mak
work that production is disgenized. The progress of civilization has meant the
reduction of employment, not its increase. It is because we tle@gome increas-
ingly wealtty as a mtion that we hae been able virtually to eliminate child lahor
to remare the necessity of work for mgrof the aged and to makt unnecessary
for millions of women to tak jobs. A much smaller proportion of the American
population needs to work than that, ,safyChina or of Russia. The real question is
not hav mary millions of jobs there will be in America ten years frommdout

how much shall we produce, and what, in consequence, will be our standard of |i
ing? The problem of distrittion on which all the stress is being put tqdayter

all more easily solved the more there is to distribute.

We @an clarify our thinking if we put our chief emphasis where it belongs(emon
policies that will maximize production.
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11. Who'’s “Protected” by Tariffs?

A MERE RECITAL of the economic policies of y@nments all ger the
world is calculated to cause yarserious student of economics to twap hs
hands in despai¥What possible point can there be, he is likely to ask, in discussing
refinements and advances in economic thestyen popular thought and the
actual policies of geernments, certainly inwerything connected with interna-
tional relations, ha ot yet caught up with Adam Smith@Fpresent-day tafif
and trade policies are not only as bad as those in Wfeateenth and eighteenth
centuries, but incomparably worse. The real reasons for thods tamd other
trade barriers are the same, and the pretended reasons are also the same.

Since The Wealth of Nations appeared more thandmturies ago, the case for
free trade has been stated thousands of times, but perhapsvite more direct
simplicity and force than it as stated in that volume. In general Smith rested his
case on one fundamental proposition every country it alvays is and must be
the interest of the great body of the people to buy whiatkey want of those who
sell it cheapest.” The proposition is so very manifésgmith continued, “that it
seems ridiculous to tekany pains to pree it; nor could it er havebeen called in
guestion, had not the interested sophistry of merchants and anameafs con-
founded the common-sense of mankind.

From another point of we free trade \&s considered as one aspect of the special-
ization of labor:

It is the maxim of eery prudent master of aamily, neve to
attempt to mad& at rome what it will cost him more to makhan to

buy.

The tailor does not attempt to neaks own shoes, but buys them
of the shoemadt. The shoemaker does not attempt to enak owvn
clothes, but empiss a tailor The farmer attempts to makeither the
one nor the othebut employs those different artificers. All of them
find it for their interest to empjotheir whole industry in a way in
which theg/ havesome advantagever their neighbors, and to purchase
with a part of its produce, or what is the same thing, with the price of
a part of it, whatger else thg haveoccasion farWhat is prudence in
the conduct of \eery private family can scarce be folly in that of a
great kingdom.

But whateer led people to suppose that what was prudence in the conduct
of every private family could be folly in that of a great kingdom? It was a whole
network of fallacies, out of which mankind has still been unable to cut dg w
And the chief of them was the centrallécy with which this book is concerned. It
was that of considering merely the immediate effects of af tanifgpecial groups,

June 1978



-46-

and neglecting to consider its long run effects on the whole community.

Section 2

An American manufacturer of woolen sweaters goes to Congress or to the
State Department and tells the committee or officials concerned thauld e a
national disaster for them to rem@a reduce the tarifon British sweaters. He
now sells his sweaters for $30 eachytlEnglish manufacturers could sell their
sweaters of the same quality for $25. A duty of $5, therefore, is needegpo k
him in business. He is not thinking of himself, of course,df the thousand men
and women he empls, and of the people to whom their spending in tumesgi
employment. Threv them out of work, and you create unenyph@nt and a fall in
purchasing peer, which would spread inver-widening circles. And if he can
prove that he really wuld be forced out of business if the tawfere remweed or
reduced, his argument against that actiongarded by Congress as concheesi

But the &llagy comes from looking merely at this manufacturer and his eynplo

ees, or merely at the American sweater indugtrgomes from noticing only the
results that are immediately seen, and neglecting the results that are not seen
because theare prevented from coming into existence.

The lobbyists for tarffprotection are continually putting forward arguments that
are not factually correct. But let us assume thatdbesfin this case are precisely

as the sweater maradturer has stated them. Let us assume that &dasb a
sweater is necessary for him to stay in business and provide employment at
sweater-making for his workers.

We havedeliberately chosen the most awfrable example of anfor the remual

of a tariff. We havenot taken an argument for the imposition of avraeriff in
order to bring a ne industry into existence, but an argument for the retention of a
tariff that has already brought an industry inks&ence, and cannot be repealed
without hurting somebody.

The tarif is repealed; the manacturer goes out of business; a thousandkers

are laid of; the particular tradesmen whom yhpatronized are hurt. This is the
immediate result that is seen. But there are also results which, while much more
difficult to trace, are no less immediate and no less real. Fosmeaters that for

merly cost retail $30 apiece can be bought for $25. Consumers wabugdhe

same quality of sweater for less mgna a much better one for the same mgne

If they buy the same quality of sweatdhey not only get the sweatebut they

have $ left over, which they would not hae had under the previous conditions, to

buy something else. With the $25 that yheay for the imported sweater thieelp
emplogyment(emas the American maaafurer no doubt predicted (em in the
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sweater industry in England. With the $5 lefeothey help employment in an
number of other industries in the United States.

But the results do not end there. By buying English sweateysftingish the
English with dollars to loy American goods here. This, in fact (if | may here disre-
gad such complications as fluctuatingchange rates, loans, credits, etc.) is the
only way in which the British canventually male use of these dollars. Because

we hae permitted the British to sell more to us, yhare nav able to buy more

from tis. Thg are, in fact, gentually forced to by more from us if their dollar
balances are not to remain perpetually unused. So as a result of letting in more
British goods, we must export more American goods. And thougérfpeople

are nov employed in the American sweater industrynore people are
employed(emand much more efficiently employed(emin, 88/ American \ash-
ing-machine or aircraftdilding business. American employment on net balance
has not gone down, but American and British production on net balance has gone
up. Labor in each country is more fully emy#a in doing just those things that it
does best, instead of being forced to do things that it does inefficiently or badly
Consumers in both countries are better off.yTae able to buy what tyewant

where thg can get it cheapest. American consumers are betterdp with
sweaters, and British consumers are better provided with washing machines and
aircraft.

Section 3

Now let us look at the matter the other way round, and see the effect of
imposing a tarifin the first place. Suppose that there had been nédarfbreign
knit goods, that Americans were accustomeduyirty foreign sweaters without
duty, and that the ayument were then put forward that we could bring a sweater
industry into existence by imposing a duty of $5 on sweaters.

There would be nothing logically wrong with thiggament so far as it went. The
cost of British sweaters to the American consumer might thereby be forced so high
that American manufacturers would find it profitable to enter the swesdirelss.

But American consumers would be forced to subsidize this induStryavery
American sweater tlyebought thg would be forced in ééct to pay a tax of $5
which would be collected from them in a higher price by the sgeater industry

Americans wuld be employed in a sweater industry who had not previously been
employed in a sweater industryhat much is true. But there would be no net addi-
tion to the countng industry or the countrg’enployment. Because the American
consumer had to pay $5 more for the same quality of sweateouid heve just

that much less leftwver to buy anything else. He would Y& to reduce his xpendi-

tures by $5 somewhere else. In order that one industry migivt @rocome into
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existence, a hundred other industries woulgeh® shrink. In order that 50,000
persons might be empled in a woolen sweater indust®0,000 fewer persons
would be employed elsewhere.

But the n& industry would be visible. The number of its enygles, the capital
invested in it, the marketalue of its product in terms of dollars, could be easily
counted. The neighbors could see the sweatekess going to and from thed-

tory every day The results would be palpable and direct. But the shrinkage of a
hundred other industries, the loss of 50,000 other jobswgbene else, would not

be so easily noticed. itould be impossible forven the cleverest statistician to

know precisely what the incidence of the loss of other jobs had been(emprecisely
how mary men and wmen had been laid fofrom each particular industrpre-

cisely hav much business each particular industry had lost(embecause consumers
had to pay more for their sweaters. For a loss spread among all the other produc-
tive activities of the country would be compaxaty minute for each. It wuld be
impossible for anyone to kmoprecisely hav each consumer auld hare gent his

extra $5 if he had been alled to retain it. Thev@rwhelming majority of the peo-

ple, therefore, would probably sef from the illusion that the meindustry had

cost us nothing.

Section 4

It is important to notice that the wetariff on sweaters would not raise
American wages. d be are, it would enable Americans to work in the sweater
industry at approximately theverage leel of American wages (for arkers of
their skill), instead of having to compete in that industry at the Britigdl &
wages. But there would be no increase of American wages in general as a result of
the duty; for as we & sen, there wuld be no net increase in the number of jobs
provided, no net increase in the demand for goods, and no increase in labor pro-
ductivity. Labor productivity would, in fact, be reduced as a result of the tariff.

And this brings us to the reaffe€t of a tarif wall. It is not merely that all its visi-

ble gains are offset by less obvioud bho less real losses. It results, in fact, in a
net loss to the countrffor contrary to centuries of interested propaganda and dis-
interested confusion, the tdnieduces the Americanve of wages.

Let us obsery more clearly hw it does this. W haveseen that the added amount
which consumers pay for a tariff-protected articlevésahem just that much less
with which to buy all other articles. There is here no reeh go industry as a
whole. But as a result of the artificial barrier erected against foreign goods, Ameri-
can laborcapital and land are deflected from whatytban do more efficiently to
what the do less diciently. Therefore, as a result of the thnfall the aerage
productivity of American labor and capital is reduced.
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If we look at it nev from the consumes’point of view, we find that he canuy

less with his mone Because he has to pay more for sweaters and other protected
goods, he can buy less ofegything else. The general purchasingvpo of his

income has therefore been reduced. Whether the fieet ef the tarif is to lower

money wages or to raise mop@rices will depend upon the monetary policies that

are folloved. But what is clear is that the tariff(emthough it may increasgesv

above what the would have been in the protected industries(emmust on net bal-
ance, when all occupations are considered, reduce real wages(em-reduce them,
that is to saycompared with what thyeotherwise would hee keen.

Only minds corrupted by generations of misleading propaganda gauml rthis
conclusion as paradoxical. What other result could we expect from & pblic
deliberately using our resources of capital and mappon less efficient ays
than we knw how to use them? What other result could we expect from deliber
ately erecting artificial obstacles to trade and transportation?

For the erection of tarfifwalls has the samefett as the erection of real walls. It is
significant that the protectionists habitually use the languageuddne. The talk

of “repelling an irvasion” of foreign products. And the meansysaggest in the
fiscal field are lik those of the battlefield. The tdribarriers that are put up to
repel this ivasion are lile the tank traps, trenches and barbed-wire entanglements
created to repel or shodown a@tempted inasion by a foreign army.

And just as the foreign army is compelled to empimre expensve means to sur
mount those obstacles (em bigger tanks, mine detectors, engineer corps to cut
wires, ford streams and build bridges(emso moggersve and efficient trans-
portation means must bew#oped to surmount tafibbstacles. On the one hand,

we try to reduce the cost of transportation between England and America, or
Canada and the United States, byettging faster and more fefient planes and
ships, better roads and bridges, better locare®@nd motor trucks. On the other
hand, we offset this westment in efficient transportation by a thtliat makes it
commercially en more difiicult to transport goods than it was befores kWake it

a dollar cheaper to ship the sweaters, and then increase thdéyamfo dollars to
prevent the sweaters from being shipped. By reducing the freight that can be prof-
itably carried, we reduce the value of theestment in transport efficiepc

Section 5

The tarif has been described as a means of benefiting the producer at the
expense of the consumen a £nse this is correct. Those whavdr it think only
of the interests of the producers immediately benefited by the particular duties
involved. The forget the interests of the consumers who are immediately injured
by being forced to pay these duties. But it is wrong to think of thé itssiie as if

June 1978



-50-

it represented a conflict between the interests of producers as a unit against those
of consumers as a unit. It is true that the ftaafts all consumers as such. It is not

true that it benefits all producers as such. On the conarsnye favejust seen, it

helps the protected producers at the expense of all other American producers, and
particularly of those who lva a omparately large potential export market.

We @n perhaps makthis last point clearer by an exaggerated example. Suppose
we male aur tariff wall so high that it becomes absolutely prohieitiand no
imports come in from the outsideovid at all. Suppose, as a result of this, that the
price of sweaters in America goes up only $5. Then American consumers, because
they haveto pay $5 more for a sweatevill spend on thegrage five eents less in

each of a hundred other American industries. (The figures are chosen merely to
illustrate a principle: there will, of course, be no such symmetrical distibof

the loss; moreger, the sweater industry itself will doubtless be hurt because of
protection of still other industries. But these complications may be put aside for
the moment.)

Now because foreign industries will find their markn America totally cut &f

they will get no dollar exchange, and thereforeythell be unable to buy an
American goods at all. As a result of this, American industries will suffer in direct
proportion to the percentage of their salevipresly made abroad. Those that will
be most injured, in the first instance, will be such industriesvasation produc-

ers, copper producers, makers of sewing machines, agricultural mackypery
writers, commercial airplanes, and so on.

A higher tarif wall, which, havever, is not prohibitive, will produce the same kind
of results as this, but merely to a smaller degree.

The effect of a tarff therefore, is to change the structure of American production.
It changes the number of occupations, the kind of occupations, and theerelati
size of one industry as compared with anothenakes the industries in which we
are comparately inefficient lager, and the industries in which we are compara-
tively efficient smallerlts net eflect, therefore, is to reduce Americafiagéngy, as

well as to reduce &tieng in the countries with which we auld otherwise hae
traded more largely.

In the long run, notwithstanding the mountains of argument pro and conf &starif
irrelevant to the question of emptment. (True, sudden changes in the farif
either upward or denward, can create temporary unemployment, ag toece
corresponding changes in the structure of production. Such sudden changes can
even cause a depression.) But a taisfnot irrelevant to the question of wages. In

the long run it aliays reduces real wages, because it redudeseety, production

and wealth.
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Thus all the chief tariffallacies stem from the centrallacy with which this book

Is concerned. Theare the result of looking only at the immediate effects of a sin-
gle tarif rate on one group of producers, and forgetting the long-run effects both
on consumers as a whole and on all other producers.

(I hear some reader askingiVhy not sole this by giving tarif protection to all
producers?’But the &llagy here is that this cannot help producers uniforratyl
cannot help at all domestic producers who alreaulytsell” foreign producers:
these dicient producers must necessarily suffer from therdion of purchasing
power brought about by the tariff.)

Section 6

On the subject of the tafiive must keep in mind one final precaution. It is
the same precaution that we found necessary in examining the effects of machin-
ery. It is useless to dgnthat a tarif does benefit(emor at least can benefit(emspe-
cial interests. True, it benefits them at the expense@yame else. But it does
benefit them. If one industry alone could get protection, whileilsecs and
workers enjoyed the benefits of free trade wergthing else thg bought, that
industry would benefit,v&n on ret balance. As an attempt is made xterd the
tariff blessings, havever, even people in the protected industries, both as producers
and consum ers, begin to suffer from other pesgi®tection, and may finally be
worse of even on ret balance than if neither thaor arybody else had protection.

But we should not den as enthusiastic free traders Ve often done, the possi-
bility of these tarif benefits to special groups.evéhould not pretend, forxample,
that a reduction of the tafiivould help ®erybody and hurt nobodyt is true that
its reduction wuld help the country on net balance. But somebody would be hurt.
Groups previously enjoying high protection would be hurt. Thaadh it one rea-
son wly it is not good to bring such protected interests intistence in the first
place. But clarity and candor of thinking compel us to see and atsahge that
some industries are right when yreay that a remeal of the tarif on their product
would throv them out of bisiness and thve their workers (at least temporarily)
out of jobs. And if their wrkers hae devdoped specialized skills, tiiemay ezen
suffer permanentlyor until they haveat long last learnt equal skills. In tracing the
effects oftarifs, as in tracing the effects of machineme sould endeeor to e

all the chief effects, in both the short run and the long run, on all groups.

As a postscript to this chapter | should add that its argument is not direatestag
all tariffs, including duties collected mainly forvenue, or to keep alé industries
needed for war; nor is it directed against all arguments fofstalfis merely
directed against thealfacy that a tarif on net balance‘provides emplgment;
“raises vages, or “protects the American standard ofifig.” 1t does none of
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these things; and so far as wages and the standakdngf dire concerned, it does
the precise opposite. But amamination of duties imposed for other purposes
would carry us beyond our present subject.

Nor need we here examine the effect of import quotaaage controls, bilater
alism and other means of reducingyediing or prerenting international trade.
Such devices &, in general, the same effects as high or protbitariffs, and
often worse effects. Tlggoresent more complicated issues, but their net results can
be traced through the same kind of reasoning that we jat applied to tarif
barriers.
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12. TheDrive for Exports

EXCEEDED ONLY BY the pathological dread of imports that affects all
nations is a pathological yearning foperts. Logically it is true, no thing could
be more inconsistent. In the long run imports axploes must equal each other
(considering both in the broadest sense, which includes ‘sngkible’” terms as
tourist expenditures, ocean freight charges and all other items itibdllente of
payments). It is exports that pay for imports, and vice versa. The grexigores
we have, the greater imports we mustveaif we ever expect to get paid. The
smaller imports we ha, the smaller exports we canveaWithout imports we can
have o exports, for foreigners will hae ro funds with which to buy our goods.
When we decide to cut dm our imports, we are in effect deciding also to cut
down our exports. When we decide to increase our exports, we afeahadecid-
ing also to increase our imports.

The reason for this is elementadn American exporter sells his goods to a
British importer and is paid in British pounds sterling. But he cannot use British
pounds to pay the wages of hisnkers, to buy his wife dothes or to buy theater
tickets. For all these purposes he needs American dollars. Therefore his British
pounds are of no use to him unless he either uses them himsely #rikish

goods or sells them (through his bank or other agent) to some American importer
who wishes to use them taiy British goods. Whicher he des, the transaction
cannot be completed until the American exportgehideen paid for by an equal
amount of imports.

The same situation auld exist if the transaction had been conducted in terms of
American dollars instead of British pounds. The British importer could not pay the
American exporter in dollars unless some previous British exporter had built up a
credit in dollars here as a result of some previous sale to us. Foxeltange, in
short, is a clearing transaction in which, in America, the dollar debts of foreigners
are canceled ainst their dollar credits. In England, the pound sterling debts of
foreigners are canceled against their sterling credits.

There is no reason to go into the technical details of all this, which can be found in
ary good textbook on foreign exchange. But it should be pointed out that there is
nothing inherently mysterious about it (in spite of the mystery in which it is so
often wrapped), and that it does notfelif essentially from what happens in
domestic trade. Each of us must also sell somethueg,iefor most of us it is our

own <ervices rather than goods, in order to get the purchasmgrpm luy.
Domestic trade is also conducted in the main by crossinghetks and other
claims against each other through clearing houses.

It is true that under the international gold standard discrepancies in balances of
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imports and exports were sometimes settled by shipments of gold. Bubtiid

just as well hee keen settled by shipments of cotton, steel, whigpkrfume, or

ary other commodity The chief difference is that when a gold standard exists the
demand for gold is almost indefinitelxpansible (partly because it is thought of
and accepted as a residual internatiomabney” rather than as just another com-
modity), and that nations do not put artificial obstacles in thg @f recering

gold as thg do in the way of receiving almosverything else. (On the other hand,
of late years the havetaken to putting more obstacles in thaywof eporting

gold than in the way of exporting anything else; but that is another story.)

Now the same people who can be clearheaded and sensible when the subject is one
of domestic trade can be incredibly emotional and muddleheaded when it becomes
one of foreign trade. In the latter field yhean seriously advocate or acquiesce in
principles which thg would think it insane to apply in domestiadiness. A typi-

cal example is the belief that the y@nment should makhuge loans to foreign
countries for the sakof increasing our exports,gadless of whether or not these

loans are likely to be repaid.

American citizens, of course, should be\ald to lend their own funds abroad at
their own risk. The geernment should put no arbitrary barriers in the way of pri-
vate lending to countries with which we are at peace. Avithaials we should be
willing to give generouslyfor humane reasons alone, to people who are in great
distress or in danger of starving. But we oughiagis to knav clearly what we are
doing. It is not wise to bestocharity on foreign people under the impression that
one is making a hardheaded business transaction purely ferameselfish pur
poses. That could only lead to misunderstandings and bad relations later.

Yet among the arguments put forward avér of huge foreign lending onallacy

Is aways sure to occypa prominent place. It runs l&kthis. Even if half (or all)

the loans we makto foreign countries turn sour and are not repaid, this nation
will still be better of for having made them, becauseythall give an enormous
Impetus to our exports.

It should be immediately eious that if the loans we mako foreign countries to
enable them toly our goods are not repaid, then we are giving the goeas A
nation cannot gne rich by giving goods\way. It can only malk itself poorer.

No one doubts this proposition when it is appliedabely. If an automobile com-

pary lends a man $5,000 tay a car priced at that amount, and the loan is not
repaid, the automobile compars not better of because it hassold” the car It

has simply lost the amount that it cost to mdke car If the car cost $4,000 to
malke, and only half the loan is repaid, then the compgas lost $4,000 minus
$2,500, or a net amount of $1,500 It has not made up in trade what it lost in bad
loans.3

June 1978



-55-

If this proposition is so simple when applied to avgig compawy, why do gopar-

ently intelligent people get confused about it when applied to a nation? The reason
is that the transaction must then be traced mentally througiv anéee stages.

One group may indeed makpins(emwhile the rest of us ke losses.

It is true, for @ample, that persons engagealasively or chiefly in export bsi-

ness might gain on net balance as a result of bad loans made abroad. The national
loss on the transaction would be certait, ib might be distributed in ways @i

cult to follow. The prvate lenders would taktheir losses directlyThe losses from
government lending would ultimately be paid out of increased taxes imposed on
evaybody But there would also be mwnndirect losses brought about by the
effect on the economy of these direct losses.

In the long run business and employment in America would be hurt, not helped, by
foreign loans that were not repaid. Foery extra dollar that foreignuyers had

with which to buy American goods, domestigybrs would ultimately he me

dollar less. Businesses that depend on domestic tradkl iherefore be hurt in

the long run as much agport businesses would be helped. Evenyr@mcerns

that did an export business would be hurt on net balance. American automobile
companies, forxample, sold about 15 percent of their output in the foreign mar
ket in 1975. It would not profit them to sell 20 percent of their output abroad as a
result of bad foreign loans if thehereby lost, sayio percent of their American
sales as the result of added taxes taken from American buyers éoumdtk the
unpaid foreign loans.

None of this means, | repeat, that it is unwise fovgeiinvestors to ma& loans
abroad, but simply that we cannot get rich by making bad ones.

For the same reasons that it is stupid teega flse stimulation to export trade by
making bad loans or outright gifts to foreign countries, it is stupidve gigalse
stimulation to export trade through export subsidies. An export subsidy is a clear
case of gring the foreigner something for nothing, by selling him goods for less
than it costs us to makihem. It is another case of trying to get rich byirgg
things avay.

In the face of all this, the United Statessrgmment has been engaged for years in
a “foreign economic aid’program the greater part of which has consisted in out-
right government-to-geernment gifts of may billions of dollars. Here we are
interested in just one aspect of that program(emthee nalief of mary of its
sponsors that this is a ek or even a recessary method of “increasing our
exports’ and so maintaining prosperity and employment. It is still another form of
the delusion that a nation can get rich byirgg things avay. What conceals the
truth from mawy supporters of the program is that what is directiyegiavay is

not the exports themselves but the mowgh which to buy them. It is possible,
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therefore, for individual xporters to profit on net balance from the national loss
(em if their individual profit from thexgorts is greater than their share of taxes to
pay for the program.

Here we hae smply one more example of the error of looking only at the imme-
diate efect of a polig on ssme special group, and of not having the patience or
intelligence to trace the long-run effects of the potin everyone.

If we do trace these long-runfefts on geryone, we come to an additional con-
clusion(emthe exact opposite of the doctrine that has dominated the thinking of
most gowernment oficials for centuries. This is, as John Stuart Mill so clearly
pointed out, that the realmn of foreign trade to gncountry lies not in itsgorts

but in its imports. Its consumers are either able to get from abroad commodities at
a lower price than thecould obtain them for at home, or commodities thay the
could not get from domestic producers at all. Outstanding examples in the United
States are coffee and tea. Colledli considered, the real reason a country needs
exports is to pay for its imports.
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13. “Parity’ ' Prices

SPECIAL INTERESTS, as the history of tésifeminds us, can think of the
most ingenious reasons wthey should be the objects of special solicitude. Their
spolesmen present a plan in theawdr; and it seems at first so absurd that disin-
terested writers do not trouble to expose it. But the special inteeegisok insist-
ing on the scheme. Its enactment would enak nuch diference to their wn
immediate welfare that tlgecan aford to hire trained economists and public rela-
tions experts to propate it in their behalf. The public hears the argument so often
repeated, and accompanied by such a wealth of imposing statistics, chads, curv
and pie-slices, that it is soon taken in. When at last disinterested writers recognize
that the danger of the schem@&hactment is real, tlyeare usually too late. Tlye
cannot in a f@ weeks acquaint themselves with the subject as thoroughly as the
hired brains who he been deoting their full time to it for years; tlyeare accused
of being uninformed, and thidiavethe air of men who presume to dispute axioms.

This general history will do as a history of the idea'[drity” prices for agricul-
tural products. | faget the first day when it made its appearance irgiagléve
bill; but with the adent of the Nes Deal in 1933 it had become a definitely estab-
lished principle, enacted into law; and as year succeeded anehiits absurd
corollaries made themselves manifestytivere enacted too.

The agument for parity prices ran roughly dikhis. Agriculture is the most basic
and important of all industries. It must be preserved at all costs. Mrdoe
prosperity of gerybody else depends upon the prosperity of émér If he does

not have the purchasing power tai the products of industrindustry languishes.
This was the cause of the 1929 collapse, or at least of our failure t@rréom

it. For the prices of farm products dropped violentljile the prices of industrial
products droppedery little. The result was that the farmer could not buy indus-
trial products; the city wrkers were laid dfand could not buy farm products, and
the depression spread imeewidening vicious circles. Thereas only one cure,
and it was simple. Bring back the prices of taenfers products to a parity with

the prices of the things the farmer buys. This parity existed in the period from
1909 to 1914, whenafmers were prosperous. That price relationship must be
restored and preserved perpetually.

It would tale too long, and carry us toarf from our main point, to examingeey
absurdity concealed in this plausible statement. There is no sound reason for tak-
ing the particular price relationships thatyaked in a particular year or period

and rgading them as sacrosanct, oree as recessarily more‘riormal” than

those of ap other period. Even if thewere ‘normal” at the time, what reason is

there to suppose that these same relationships should be preserved more than sixty
years later in spite of the enormous changes in the conditions of production and
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demand that he @aken place in the meantime? The period of 1909 to 1914, as the
basis of paritywas not selected at random. In terms of r&dafrices it was one of
the most &varable periods to agriculture in our entire history.

If there had been grsincerity or logic in the idea, it would @ keen unversally
extended. If the price relationships between agricultural and industrial products
that prevailled from August 1909 to July 1914 ought to be presgmperpetually

why not presere perpetually the price relationship ofeey commodity at that
time to every other?

When the first edition of this book appeared in 1946, | used the following illustra-
tions of the absurdities to which this would/aded:

A Chevrolet six-cylinder touring car cost $2,150 in 1912; an incom-
parably impreed sx-cylinder Chevrolet sedan cost $907 in 1942;
adjusted for‘parity’”’ on the same basis as farm productsyéaer, it
would have @st $3,270 in 1942. A pound of aluminum from 1909 to
1913 inclusie averaged 22.5 cents; its price early in 1946 was 14
cents; but at “parity’it would then hae wst, instead, 41 cents.

It would be both difficult and debatable to try to bring these particular
comparisons den to date by adjusting not only for the serious inflation (consumer
prices hae more than tripled) between 1946 and 19748, dso for the qualitate
differences in automobiles in thedwperiods. But this dffculty merely empha-
sizes the impracticability of the proposal.

After making, in the 1946 edition, the comparison quoted@bavent on to point

out that the same type of increase in productivity had in part led also tovire lo
prices of farm products'Ih the five year period 1955 through 1959 arerage of

428 pounds of cotton was raised per acre in the United States as compared with an
avaage of 260 pounds in the five-year period 1939 to 1943 andegaga of only

188 pounds in the fevyear ‘base’ period 1909 to 1913. When these comparisons
are brought down to date, thehow that the increase in farm productivity has con-
tinued, though at a reduced rate. In the-fpear period 1968 to 1972, avemge

of 467 pounds of cotton was raised per acre. Simjlarlyhe five years 1968 to
1972 an werage of 84 bushels of corn per acre was raised compared witleran a
age of only 26.1 ishels in 1935 to 1939, and areage of 31.3 bushels of wheat
was raised per acre compared with arerage of only 13.2 in the earlier period.

Costs of production k& leen substantially lowered foarin products by better

application of chemical fertilizermproved drains of seed and increasing mecha-
nization. In the 1946 edition | made the following quotation:*
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“On some lage farms which hae keen completely mechanized
and are operated along mass production lines, it requires only one-
third to one-fifth the amount of labor to produce the same yields as it
did a fav years back.

Yet al this is ignored by the apostles of “paritprices.

The refusal to unersalize the principle is not the only evidence that it is not a
public-spirited economic planubmerely a device for subsidizing a special mnter
est. Another wdence is that when agricultural prices go \abqoarity, or ae
forced there by gernment policies, there is no demand on the part ofdha f
bloc in Congress that such prices be brought down to paritiyat the subsidy be

to that extent repaid. It is a rule that works only one way.

Section 2

Dismissing all these considerations, let us return to the ceatiadyfthat
specially concerns us here. This is the argument that ifaimeef gets higher
prices for his products he can buy more goods from industry and soimdaistry
prosperous and bring full employment. It does not matter to thismeent, of
course, whether or not the farmer gets specifically so-called parity prices.

Everything, hevever, depends on he these higher prices are brought about. If
they are the result of a generalvreal, if they follow from increased prosperity of
business, increased industrial production and increased purchasing power of city
workers (not brought about by inflation), thenythsan indeed mean increased
prosperity and production not only for the farmers, but ¥ery@ne. But what we

are discussing is a rise in farm prices brought about kgrigment interention.

This can be done in g&ral ways. The higher price can be forced by mere edict,
which is the least workable method. It can be brought about by tleengzent’s
standing ready to buy all the farm products offered to it at the parity price. It can
be brought about by the g@nments lending to farmers enough magnen their

crops to enable them to hold the cropistioé marlet until parity or a higher price

is realized. It can be brought about by the@egoments enforcing restrictions in

the size of crops. It can be brought about, as it often is in practice, by a combina-
tion of these methods. For the moment we shall simply assume that, byavhate
method, it is in apcase brought about.

What is the result? Theafmers get higher prices for their crops. In spite of
reduced production, satheir “purchasing power is thereby increased. ylaee

for the time being more prosperous themsghand thgbuy more of the products

of industry All this is what is seen by those who look merely at the immediate
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consequences of policies to the groups directigived.

But there is another consequence, no less inevitable. Suppose the wheat which
would otherwise sell at $2.50 a bushel is pushed up by thisygoli$3. 50. The

farmer gets $1 a bushel more for wheat. But the cdyker, by precisely the same
change, pays $1 a bushel more for wheat in an increased price of bread. The same
thing is true of ay other farm product. If the farmer then has $1 more purchasing
power to buy industrial products, the cityovker has precisely that much less-pur
chasing pwer to buy industrial products. On net balance industry in general has
ganed nothing. It loses in city sales precisely as much as it gains in rural sales.

There is of course a change in the incidence of these sales. No doubt the agricul-
tural-implement makers and the mail-order houses do a betseress. But the
city department stores do a smaller business.

The matterhoweve, does not end there. The pglicesults not merely in no net
gan, but in a net loss. For it does not mean merely a transfer of purchasiag po

to the farmer from city consumers, or from the general taxpaydémom both. It

also frequently means a forced cut in the production of farm commaodities to bring
up the price. This means a destruction of wealth. It means that there is less food to
be consumed. Hw this destruction of wealth is brought about will depend upon
the particular method pursued to bring prices up. It may mean the acysagbh
destruction of what has already been produced, as in the burning of coffee in
Brazil. It may mean a forced restriction of acreage, as in the American AAA plan,
or its revival. We dhall examine the effect of some of these methods when we
come to the broader discussion offgmment commodity controls.

But here it may be pointed out that when the farmer reduces the production of
wheat to get parityhe may indeed get a higher price for each bushel, but he pro-
duces and sells fewer bushels. The result is that his income does not go up in pro-
portion to his prices. EBn some of the advocates of parity prices recognize this,
and use it as angument to go on to insist upon parity income for farmers. But
this can only be achied by a sibsidy at the direct expense of taxpayemshdlp

the farmers, in other words, it merely reduces the purchasingrpd city work-

ers and other groups still more.

Section 3

There is one gument for parity prices that should be dealt with before we
leave the subject. It is put forward by some of the more sophisticated defenders.
“Yes; they will freely admit, “the economic arguments for parity prices are
unsound. Such prices are a specialilgge. Thg are an imposition on the
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consumerBut isnt the tarif an imposition on the farmer? Doeshe haveto pay
higher prices on industrial products because of it? It would do no good to place a
compensating tafifon farm products because America is a ngiogter of irm
products. Nw the parity-price system is tharfners equivaent of the tarif. It is

the only fair way to een things up.

The farmers that askl for parity prices did wa a egtimate complaint. The pro-
tective tariff injured them more than thé&new. By reducing industrial imports it
also reduced Americarafim exports, because it peated foreign nations from
getting the dollarxchange needed for taking our agricultural products. And it pro-
voked retaliatory tariffs in other countries. Nonetheless, tigaiment we hee just
guoted will not stand examination. It is wrongee in its implied statement of the
facts. There is no general tdrn dl ‘‘industrial” products or on all noafm
products. There are scores of domestic industries orpireng industries that
have ro tariff protection. If the city wrker has to pay a higher price fooalen
blankets or @ercoats because of a tariff, is heompensatedby having to pay a
higher price also for cotton clothing and for foodstuffs? Or is he merely being
robbed twice?

Let us @en it al out, say some, by giving equaprotection’ to everybody But

that is insoluble and impossible. v if we assume that the problem could be
solved technically(ema tafifor A, an industrialist subject to foreign competition;

a absidy for B, an industrialist who exports his product(emit would be impossible
to protect or to subsidizeverybody “fairly’’ or equally. We dhould hae o gve
evayone the same percentage (or should it be the same dollar amount?) of tarif
protection or subsidyand we could neer be sire when we were duplicating pay-
ments to some groups or leaving gaps with others.

But suppose we could s@uhis fantastic problem? What would be the point?
Who gains whenweryone equally subsidizesr&yone else? What is the profit
when &eryone loses in added taxes precisely what he gains by his subsidy or his
protection? W& dhould merely hee added an army of needless bureaucrats to carry
out the program, with all of them lost to production.

We ould sole the matter simplyon the other hand, by ending both the parity-
price system and the proteatitariff system. Meanwhile thedo mot, in combina-
tion, even out arything. The joint system means merely that Farmer A and Indus-
trialist B both profit at the expense of Forgotten Man C.

So the alleged benefits of still another scherapaate as soon as we trace not
only its immediate effects on a special group but its long-run effectgenyoae.
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14. Saing the X Industry

THE LOBBIES OF Congress are crowded with represemtawf the X
industry The X industry is sick. The X industry is dying. It must beedalt can
be sa&ed only by a tariff, by higher prices, or by a subsithit is allowed to die,
workers will be thravn on the streets. Their landlords, grocers, butchers, clothing
stores and local motion pictures will lose business, and depression will spread in
eva-widening circles. But if the X industnby prompt action of Congress, is
saved(emah then! It will buy equipment from other industries; more men will be
employed; the will give nore husiness to the butchers, bakers and neon-light
makers, and then it is prosperity that will spreadver-videning circles.

It is obvious that this is merely a generalized form of the case veejiist been
considering. There the X industry was agriculture. But there is an endless number
of X industries. Wo of the most notable examplesvealeen the coal and sév
industries. © “save slver” Congress did immense harm. One of thguarents

for the rescue plan was that it would help “the Ea@te of its actual resultsas

to cause deflation in China, which had been on a&rsbasis, and to force China
off that basis. The United States Treasuaswompelled to acquire, at ridiculous
prices far abee the market leel, hoards of unnecessary slyand to store it in
vaults. The essential political aims of tHeilver senators’could hare keen as

well achieved, at a fraction of the harm and cost, by the payment of a frank sub-
sidy to the mine owners or to theiovkers; but Congress and the countrguad

never haveapproed a raked steal of this sort unaccompanied by the ideological
flim-flam regarding “silver’s essential role in the national currgnc

To savethe coal industry Congress passed thd&guAct, under which thewaners

of coal mines were not only permitted, but compelled, to conspire together not to
sell belav certain minimum prices fixed by thewywnment. Though Congress had
started out to fix'the” price of coal, the geernment soon found itself (because of
different sizes, thousands of mines, and shipments to thousandie@nditiesti-
nations by rail, truck, ship and lg&) fixing 350,000 separate prices for coal'*
One efect of this attempt to keep coal prices abdhe competitre market level
was to acelerate the tendepdowad the substitution by consumers of other
sources of power or heat(emsuch as oil, natuaal @and hydroelectric erpt
Today we find the ggeernment trying to force camrsion from oil consumption
back to coal.

Section 2

Our aim here is not to trace all the results that followed historically from
efforts to s&e particular industries, but to trace avfef the chief results that must
necessarily foller from efforts to see an industry.
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It may be argued that avgn industry must be created or presehfor military
reasons. It may be argued that @egiindustry is being ruined by taxes oage
rates disproportionate to those of other industries; or that, if a public, utility
being forced to operate at rates or glearto the public that do not permit an ade-
guate profit margin. Such guments may or may not be justified in a particular
case. @ ae not concerned with them heree\We concerned only with a single
argument for saving the X industry(emthat if it is alld to shrink in size or per
ish through the forces of free competitionw@ts called by spokesmen for the
industry in such cases laissez-faire, anarchic, cutthroat, dog-eatdegt-tae-
jungle competition) it will pull dan the general economy with it, and that if it is
artificially kept alve it will help everybody else.

What we are talking about here is nothing else but a generalized case gfuthe ar
ment put forward for parity prices foarim products or for tafiprotection for ag
number of X industries. The argumentaggt artificially higher prices applies, of
course, not only to farm products but to/gmoduct, just as the reasons werda
found for opposing tarfiforotection for one industry apply toyaather.

But there are alays ary number of schemes for saving X industries. There are
two main types of such proposals in addition to those we Heeady considered,
and we shall tak a lrief glance at them. One is to contend that the X industry is
already ‘overcrowded; and to try to preent other firms or wrkers from getting

into it. The other is to gue that the X industry needs to be supported by a direct
subsidy from the geernment.

Now if the X industry is really wercrovded as compared with other industries it

will not need ap coercive legslation to keep out mecapital or ngv workers. Nev

capital does not rush into industries that argimisly dying. lvestors do not
eagerly seek the industries that present the highest risks of loss combined with the
lowest returns. Nor do evkers, when the have ary better alternatie, go into
industries where the wages are lowest and the prospects for steadyreemlo

least promising.

If new capital and ne labor are forcibly kept out of the X industiyoweve,

either by monopolies, cartels, union pglior legslation, it depwes this capital

and labor of liberty of choice. It forcesvastors to place their mopeavhere the
returns seem less promising to them than in the X industrgrces vorkers into
industries with een lower wages and prospects than ytheould find in the
allegedly sick X industrylt means, in short, that both capital and labor are less
efficiently employed than tlyewould be if thg were permitted to maktheir avn

free choices. It means, therefore, a lowering of production which must reflect itself
in a lower aerage living standard.

That lower living standard will be brought about either bydo aszerage mong
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wages than would otherwise pad or by higher aerage Iving costs, or by a com-
bination of both. (The exact resulbwld depend upon the accompanying mone-
tary poligy.) By these restrictie licies wages and capital returns might indeed be
kept higher than otherwise within the X industry itself; but wages and capital
returns in other industriesould be forced down lower than otherwise. The X
industry would benefit only at the expense of the A, B and C industries.

Section 3

Similar results would follv any a@tempt to saee the X industry by a direct
subsidy out of the public till. Thiseuld be nothing more than a transfer of wealth
or income to the X industryThe taxpayers would lose precisely as much as the
people in the X industryained. The great advantage of a suhsidgeed, from
the standpoint of the public, is that it makes tlaist fso clearThere is far less
opportunity for the intellectual obfuscation that accompanigsnaents for tarfs,
minimum-price fixing or monopolistic exclusion.

It is obvious in the case of a subsidy that the taxpayers must lose precisely as
much as the X industry gains. It should be equally clear that, as a consequence,
other industries must lose what the X industayng. Thg must pay part of the

taxes that are used to support the X industgd customers, because yhare

taxed to support the X industrwill have that much less income left with which to

buy other things. The result must be that other industries onvélrage must be
smaller than otherwise in order that the X industry may be larger.

But the result of this subsidy is not merely that there has been a transfer of wealth
or income, or that other industriesveahrunk in the agggete as much as the X
industry has xpanded. The result is also (and this is where the net loss comes in to
the nation considered as a unit) that capital and labor aem dxit of industries in

which they are more efficiently employed to bevdited to an industry in which

they are less efficiently employed. Less wealth is created. Vamge standard of

living is lowered compared with what it wouldvealeen.

Section 4

These results are virtually inherent, acf, in the very arguments put for
ward to subsidize the X industryhe X industry is shrinking or dying by the con-
tention of its friends. W) it may be asked, should it be keptwalby artificial res-
piration? The idea that axganding economy implies that all industries must be
simultaneously expanding is a profound ertarorder that ne industries may
grow fast enough it is usually necessary that some old industries shouldvieedallo
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to shrink or die. In doing this tiehelp to release the necessary capital and labor
for the nev industries. If we had tried to keep the horse-and-buggy trade artifi-
cially alive we dhould hae dowed down the growth of the automobile industry
and all the trades dependent on ite Miould hae lowered the production of
wealth and retarded economic and scientific progress.

We b the same thing, leever, when we try to pneent ary industry from dying in

order to protect the labor already trained or the capital alreadst@d in it. Rra-

doxical as it may seem to some, it is just as necessary to the health of a dynamic
economy that dying industries be alled to die as that growing industries be
allowed to grav. The first process is essential to the second. It is as foolish to try to
presere dosolescent industries as to try to presemvsolescent methods of pro-
duction: this is often, in fact, merely &mwways of describing the same thing.
Improved methods of production must constantly supplant obsolete methods, if
both old needs and wewants are to be filled by better commodities and better
means.
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15. How the Price System Works

The whole agument of this book may be summed up in the statement that in
studying the effects of grgiven economic proposal we must trace not merely the
immediate resultsui the results in the long run, not merely the primary conse-
guences but the secondary consequences, and not merely the effects on some spe-
cial group but the effects oweryone. It follavs that it is foolish and misleading to
concentrate our attention merely on some special point(emto examingafor e
ple, merely what happens in one industry without considering what happens in all.
But it is precisely from the persistent and lazy habit of thinking only of sorme par
ticular industry or process in isolation that the maghiaties of economics stem.
These fallacies pervade not merely the arguments of the hiredsspek of spe-
cial interests, but the argument&® of ome economists who pass as profound.

It is on the &llagy of isolation, at bottom, that thgpfoductionfor-use-and-not-for-
profit” school is based, with its attack on the g#dly vicious “price systerh.
The problem of production, say the adherents of this school, igdsoffhis
resounding errgras we Rall see, is also the starting point of most curyamanks

and share-the-wealth charlatans.) The scientists, flogerfy experts, the engi-
neers, the technicians, Wealved it. Thg could turn out almost anything you
cared to mention in huge and practically unlimited amounts. But, alas, the world is
not ruled by the engineers, thinking only of productiau, ty the lisinessmen,
thinking only of profit. The businessmervgitheir orders to the engineers, instead
of vice versa. These businessmen will turn owt a@ject as long as there is a
profit in doing so, bt the moment there is no longer a profit in making that article,
the wicked businessmen will stop making it, though ynpeoples wants are
unsatisfied, and the world is crying for more goods.

There are so manfallacies in this vier that thg cannot all be disentangled at
once. But the central erroas we have hinted, comes from looking at only one
industry or even at ®veal industries in turn, as if each of thexisted in isola-
tion. Each of them inafct exists in relation to all the others, anerg important
decision made in it is affected by and affects the decisions made in all the others.

We @n understand this better if we understand the basic problemuiatss
collectively has to solve. @ amplify this as much as possible, let us consider the
problem that confronts a Robinson Crusoe on his desert island. His wants at first
seem endless. He is soaked with rain; heeshifrom cold; he suffers from hunger

and thirst. He needverything: drinking vater food, a roof wer his head, protec-

tion from animals, a fire, a soft place to lieadho It is impossible for him to satisfy

all these needs at once; he has not the timeggmerresources. He must attend
immediately to the most pressing need. He suffers mostfreay thirst. He hol-

lows out a place in the sand to collect raisiey or builds some crude receptacle.
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When he has provided for only a small water suppbyveve, he must turn to
finding food before he tries to imp® this. He can try to fish; but to do this he
needs either a hook and line, or a net, and he must set to work on thesenBut e
thing he does delays or peats him from doing something else only a little less
urgent. He is faced constantly by the problem of altereagpplications of his
time and labor.

A Swiss Family Robinson, perhaps, finds this problem a little easier to solve. It has
more mouths to feed, but it also has more hands to work for them. It can practice
division and specialization of laborhe father hunts; the mother prepares the
food; the children collect firgood. But e&en the family cannot &brd to have e
member of it doing endlessly the same thingamdiess of the relate ugeng of

the common need he supplies and tleeneg of other needs still unfilled. When

the children hee gathered a certain pile of fi@od, the cannot be used simply to
increase the pile. It is soon time for one of them to be sentf@amore vater.

The family too has the constant problem of choosing among alterreaplica-

tions of laboy and, if it is lucky enough to hee acquired guns, fishing tackle, a
boat, axes, & and so on, of choosing among altexgatpplications of labor

and capital. It would be considered unspeakably silly for thedwgathering
member of thedmily to complain that thecould gather more firood if his
brother helped him all daynstead of getting the fish that were needed forahwe f

ily dinner. It is recognized clearly in the case of an isolatedviddal or family

that one occupation can expand only at the expense of all other occupations.

Elementary illustrations li this are sometimes ridiculed as “Crusoe econorics.
Unfortunately they are ridiculed most by those who most need them, who fail to
understand the particular principle illustrategrein this simple form, or who lose
track of that principle completely when theome to examine the Wddering
complications of a great modern economic society.

Section 2

Let us nav turn to such a societiow is the problem of alternate gplica-
tions of labor and capital, to meet thousands of different needs and wantsref dif
ent urgencies, sofd in such a society? It is solved precisely through the price sys-
tem. It is solved through the constantly changing interrelationships of costs of pro-
duction, prices and profits.

Prices are fixed through the relationship of supply and demand and infagn af
supply and demand. When peoplantvmore of an article, theoffer more for it.
The price goes up. This increases the profits of those whe ithakarticle.
Because it is n@ more profitable to mak that article than others, the people
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already in the business expand their production of it, and more people are attracted
to the lusiness. This increased supply then reduces the price and reduces the profit
maigin, until the profit margin on that article once more falls to the geneshblie

profits (relatve risks considered) in other industries. Or the demand for that article
may fall; or the supply of it may be increased to such a point that its price drops to
a levd where there is less profit in making it than in making other articles; or per
haps there is an actual loss in making it. In this case'rtaginal’ producers,

that is, the producers who are least efficient, or whose costs of production are
highest, will be dren out of business altogetherhe product will nav be made

only by the more étient producers who operate on lower costs. The supply of
that commodity will also drop, or will at least cease to expand.

This process is the origin of the belief that prices are determined by costs of pro-
duction. The doctrine, stated in this form, is not true. Prices are determined by sup-
ply and demand, and demand is determined byihtensely people ant a com-
modity and what thehaveto offer in exchange for it. It is true that supply is in
part determined by costs of production. What a commodity has cost to produce in
the past cannot determine islwe. That will depend on the present relationship of
supply and demand. But thgpectations of businessmen concerning what a com-
modity will cost to produce in the future, and what its future price will be, will
determine hew much of it will be made. This will &ct future supplyThere is
therefore a constant tendgrfor the price of a commodity and its rgaral cost of
production to equal each othéut not because that nganal cost of production
directly determines the price.

The prvate enterprise system, then, might be compared to thousands of machines,
each regulated by its own quasi-automatigegoor, yet with these machines and
their gavernors all interconnected and influencing each otberhat the act in
effect like one great machine. Most of us musvéanticed the automatic ger-
nor” on a $eam engine. It usually consists ofotwalls or weights which work by
centrifucal force. As the speed of the engine increases, these balisajhyfrmm
the rod to which theare attached and so automatically nerar dose of a throt-

tle valvewhich regulates the intakof deam and thus slows @ the engine. If the
engine goes too sMy, on the other hand, the balls drop, widen the throtlee,
and increase the engisepeed. Thus\ery departure from the desired speed itself
sets in motion the forces that tend to correct that departure.

It is precisely in this way that the relagi 2ipply of thousands of different com-
modities is regulated under the system of competifrivate enterprise. When
people want more of a commoditheir competitve idding raises its price. This
increases the profits of the producers whoertalit product. This stimulates them
to increase their production. It leads others to stop making some of the products
they previously made, and turn to making the product th&refthem the better
return. But this increases the supply of that commodity at the same time that it
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reduces the supply of some other commodities. The price of that product therefore
falls in relation to the price of other products, and the stimulus to theveelati
increase in its production disappears.

In the same way, if the demand falls 6for some product, its price and the profit in
making it go lowerand its production declines.

It is this last deelopment that scandalizes those who do not understangtioe ‘
system’” they denounce. Theaccuse it of creating scarcitWhy, they ask indig-
nantly, should manufacturers cutfaihe production of shoes at the point where it
becomes unprofitable to produceyamore? Wly should the be guided merely by

their own profits? Wi should theg be guided by the market? Whdo they not
produce shoes to the “full capacity of modern technical processes”? The price
system and pvete enterprise, conclude tHproduction-for-use’philosophers, are
merely a form of “scarcity economi¢s.

These questions and conclusions stem fromdhacf of looking at one industry

in isolation, of looking at the tree and ignoring the forest. Up to a certain point it is
necessary to produce shoes. But it is also necessary to produce coats, shirts,
trousers, homes, plows, siets, factories, bridges, milk and bread. It would be idi-

otic to go on piling up mountains of surplus shoes, simply because we could do it,
while hundreds of more urgent needs went unfilled.

Now, in an e€onomy in equilibrium, a gen industry can expand only at the
expense of other industries. For ayanoment the dctors of production are lim-

ited. One industry can beganded only by derting to it labor land and capital

that would otherwise be employed in other industries. And whewea gidustry
shrinks, or stopsxpanding its output, it does not necessarily mean that there has
been ay net decline in agggete production. The shrinkage at that point mayeha
merely released labor and capital to permit the expansion of other industries. It is
erroneous to conclude, therefore, that a shrinkage of production in one line neces-
sarily means a shrinkage in total production.

Everything, in short, is produced at the expense of forgoing something else. Costs
of production themselves, in fact, might be defined as the things thavemeugi

(the leisure and pleasures, thevrmaterials with alternate potential uses) in
order to create the thing that is made.

It follows that it is just as essential for the health of a dynamic economy that dying
industries should be alled to die as that growing industries should be allowed to
grow. For the dying industries absorb labor and capital that should be released for
the graving industries. It is only the much vilified price system that solves the
enormously complicated problem of deciding precisely hmch of tens of thou-
sands of different commodities and services should be produced in relation to each
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other These otherwise bewildering equations are solved quasi-automatically by
the system of prices, profits and costs.yTae solved by this system incompara-
bly better than angroup of bureaucrats could selthem. For thg are solved by a
system under which each consumer asakis own demand and casts a freste v

or a dozen freshotes, gery day; whereas bureaucrats would try to salvby
havzing made for the consumers, not what the consumers themselves waited, b
what the bureaucrats decide@svgood for them. Yet though the bureaucrats do
not understand the quasi-automatic system of the market,atbealvays dis-
turbed by it. Theg are alvays trying to impree it or correct it, usually in the inter

ests of some ailing pressure group. What some of the results of their eéion

are, we shall examine in succeeding chapters.
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16. “Stabilizing’’ Commodities

Attempts to lift the prices of particular commodities permanentlywabo
their natural market \els have failed so often, so disastrously and so notoriously
that sophisticated pressure groups, and theducrats upon whom thepply the
pressure, seldom openlyav that aim. Their stated aims, particularly whenythe
are first proposing that the y@nment intervene, are usually more modest, and
more plausible.

They haveno wish, thg declare, to raise the price of commodity X permanently
above its natural leel. That, theg concede, wuld be unfair to consumers. But it is
now obviously selling &r belav its natural lgel. The producers cannot mal v-

ing. Unless we act promptlthey will be throvn out of business. Then there will
be a real scarcityand consumers will hee © pay exorbitant prices for the com-
modity. The apparent bgans that the consumers arewngetting will cost them
dear in the end. For the presétdgrhporary’ |ow price cannot last. But we cannot
afford to wait for so-called natural market forces, or for thind’’ law d supply
and demand, to correct the situation. For by that time the producers will be ruined
and a great scarcity will be upon us. Thegoment must act. All that we really
want to do is to correct these violent, senseless fluctuations in preeeréWiot
trying to boost the price; we are only trying to stabilize it.

There are seral methods by which it is commonly proposed to do this. One of
the most frequent is gernment loans to farmers to enable them to hold their
crops of the market.

Such loans are urged in Congress for reasons that ssgmlausible to most lis-
teners. Thg are told that the farmers’ crops are all dumped on the ebatkonce,

at harest time; that this is precisely the time when prices are lowest, and that
speculators tak advantage of this to buy the crops themselves and hold them for
higher prices when food gets scarcer again. Thus igeduthat the farmers def,

and that thg rather than the speculators, should get the advantage of the higher
avaage price.

This argument is not supported by either theoryxpegence. The muchied
speculators are not the enemy of the farmeg; #he essential to his best walé.

The risks of fluctuating farm prices must be borne by somebodyhéwein fact

been borne in modern times chiefly by the professional speculators. In general, the
more competently the latter act in their own interest as speculators, the nyore the
help the &rmer For speculators seevtheir avn interest precisely in proportion to

their ability to foresee future prices. But the more accurately finesee future
prices the less violent or extreme are the fluctuations in prices.
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Even if farmers had to dump their whole crop of wheat on the ehamka single
month of the yeartherefore, the price in that monthowld not necessarily be
below the price at another month (apart from an all@nce for the costs of stor
age). For speculators, in the hope of making a profitildvdo most of their -
ing at that time. Thewould keep on bying until the price rose to a point where
they saw o further opportunity of future profit. Thevould sell wheneer they
thought there was a prospect of future loss. The resultdabe to stabilize the
price of farm commodities the year round.

It is precisely because a professional class of speculators existe thetsd risks

that farmers and millers do not need toetdthem. The latter can protect them-
selhes through the markets. Under normal conditions, therefore, when speculators
are doing their job well, the profits of farmers and millers will depend chiefly on
their skill and industry in farming or milling, and not on market fluctuations.

Actual experience shows that on therage the price of wheat and other nonper
ishable crops remains the same all year round except for araadle for storage,
interest and insurance charges.dotf some careful westigations hae siowvn that

the average monthly rise after hast time has not been quite sufficient to pay
such storage chges, so that the speculatorvdactually subsidized theafmers.

This, of course, was not their intention: it has simply been the result of a persistent
tendeng to overoptimism on the part of speculators. (This tenglesgems to

affect entrepreneurs in most compe#tipursuits: as a class there constantly
contrary to intention, subsidizing consumers. This is particularly true wdnehe
prospects of big specula# gains exist. Just as the subscribers to a lgtternsid-

ered as a unit, lose mgnbecause each is unjustifiably hopeful ofwdrag one of

the fav spectacular prizes, so it has been calculated that the total value of the labor
and capital dumped into prospecting for gold or oil has exceeded the total value of
the gold or oil extracted.)

The case is different, n@ver, when the State steps in and eithey$the armers’
crops itself or lends them the mgn® hold the crops dfthe market. This is
sometimes done in the name of maintaining what is plausibly calléevanrror-
mal granaryBut the history of prices and annual cakgs of crops shows that
this function, as we a en, is already being well performed by thesgtely
organized free markets. When thevgmment steps in, thever-normal granary
becomes in fact arver-political granary The farmer is encouraged, with the tax-
payers’ mong to withhold his cropseessvely. Because thewish to male sure

of retaining thedrmers wote, the politicians who initiate the pofjar the ureau-
crats who carry it out, aiys place the so-calledif price for thedrmers product
above the price that supply and demand conditions at the time juEkify leads to

a falling off in buyers. The eer-normal granary therefore tends to becomevan e
abnormal granaryExcessve gocks are held éthe market. The effect of this is to
secure a higher price temporarily than would otherwise exist, but to do so only by
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bringing about later on a muchaler price than would otherwiseeexsted. for
the artificial shortage built up this year by withholding part of a crop from the mar
ket means an artificial surplus the next year.

It would carry us toodr afield to describe in detail what actually happened* when
this program was applied, for example, to Amencan cott@phd up an entire
years aop in storage. W destrgyed the foreign market for our cottoneWimu-

lated enormously the growth of cotton in other countries. Though these results had
been predicted by opponents of the restriction and loanypualien thg actually
happened theuseaucrats responsible for the result merely replied thatvtbald

have happened anyway.

For the loan polig is usually accompanied byr inevitably leads to, a policof
restricting production (em i.e., a pofiof scarcity. In nearly every effort to ‘stabi-

lize” the price of a commodityhe interests of the producersvaaeen put first.

The real object is an immediate boost of pricesmniake this possible, a propor
tional restriction of output is usually placed on each producer subject to the con-
trol. This has seeral immediately bad &cts. Assuming that the control can be
imposed on an international scale, it means that total world production is cut. The
world’s consumers are able to epjbess of that product than thevould hae
enjoyed without restriction. The avld is just that much pooreBecause con-
sumers are forced to pay higher prices than otherwise for that prodychathes

just that much less to spend on other products.

Section 2

The restrictionists usually reply that this drop in output is what happgns an
way under a market economBut there is a fundamental tifence, as we ka
seen in the preceding chapter a ommpetitve market economy it is the high-cost
producers, the iné€ient producers, that are den out by a fall in price. In the
case of an agricultural commodity it is the least competent farmers, or those with
the poorest equipment, or those working the poorest land, that ame olit. The
most capable farmers on the best land do ne¢ karestrict their production. On
the contraryif the fall in price has been symptomatic of wdo average cost of
production, reflected through an increased sypiblgn the driving out of the
mauginal farmers on the marginal land enables the gaoddrs on the good land
to expand their production. So there may be, in the long run, no reduction what-
eve in the output of that commoditAnd the product is then produced and sold at
a permanently lower price.

If that is the outcome, then the consumers of that commodity will be as well sup-
plied with it as thg were before. But, as a result of thevéw price, thg will have
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money left over, which theg/ did not have kefore, to spend on other things. The
consumers, therefore, will obviously be bettdr Bt their increased spending in
other directions will gie increased employment in other lines, which will then
absorb the former marginal farmers in occupations in which their efforts will be
more lucratve and more efficient.

A uniform proportional restriction (to return to our v@mment interention
scheme) means, on the one hand, that the efficientdst producers are not per
mitted to turn out all the output thean at a lav price. It means, on the other
hand, that the inefficient high-cost producers are atrtificially kept in business. This
increases thevarage cost of producing the product. It is being produced léss ef
ciently than otherwise. The irfefient marginal producer thus artificially kept in
that line of production continues to tie up land, labor and capital that could much
more profitably and efficiently be dated to other uses.

There is no point in arguing that as a result of the restriction scheme at least the
price of farm products has been raised dtig ‘farmers heae nore purchasing
power” They havegot it only by taking just that much purchasingveo avay

from the city lmyer (We havebeen eer al this ground before in our analysis of
parity prices.) ® give farmers mong for restricting production, or to\ge them

the same amount of monéor an artificially restricted production, is nofdient

from forcing consumers or taxpayers to pay people for doing nothing at all. In
each case the beneficiaries of such policies get “purchasingrpd ut in each

case someone else loses an exactlyvalgut amount. The net loss to the commu-
nity is the loss of production, because people are supported for not producing.
Because there is less foreeybody, because there is less to go around, reajes

and real incomes must decline either through a fall in their monetary amount or
through higher living costs.

But if an attempt is made te&p up the price of an agricultural commodity and no
artificial restriction of output is imposed, unsold surpluses of Wegadced com-
modity continue to pile up until the market for that product finally collapses to a
far greater extent than if the control program hadendeen put into effect. Or
producers outside the restriction program, stimulated by the artificial rise in price,
expand their own production enormouslyhis is what happened in the British
rubberrestriction and the American cotton-restriction programs. In either case the
collapse of prices finally goes to catastrophic lengths tatdwneser havebeen
reached without the restriction scheme. The plan that started out\sly dm

“ stabilize’ prices and conditions brings incomparably greater instability than the
free forces of the market could possibly&&rought.

Yet new international commodity controls are constantly being proposed. This

time, we are told, theare going to aoid all the old errors. This time prices are
going to be fixed that aréfdir’ not only for producers Wi for consumers.
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Producing and consuming nations are going to agree on just what these fair prices
are, because no one will be unreasonable. Fixed prices will necessaile in
“just” allotments and allocations for production and consumption as among
nations, but only cynics will anticipateyaonseemly international disputegeed-

ing these. Finallyby the greatest miracle of all, this world of superinternational
controls and coercions is also going to be a world of “fiedérnational trade!

Just what the g@rnment planners mean by free trade in this connection | am not
sure, but we can be sure of some of the thingsdbeot mean. Thgdo not mean

the freedom of ordinary people to buy and sell, lend and wp@owhatever
prices or rates tlydike and wherger they find it most profitable to do so. Thdo

not mean the freedom of the plain citizen to raise as much ofa gop as he
wishes, to come and go at will, to settle where he pleases,etdisakapital and
other belongings with him. Tlgemean, | suspect, the freedom afreaucrats to
settle these matters for him. Andyrtell him that if he docilely obeys theikeau-
crats he will be marded by a rise in his living standards. But if the planners suc-
ceed in tying up the idea of international cooperation with the idea of increased
State domination and controves economic life, the international controls of the
future seem only too likely to foMathe pattern of the past, in which case the plain
mans living standards will decline with his liberties.
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17. Government Price Fixing

We haveseen what some of the effects are ofegomental efforts to fix the
prices of commodities alie the levels to which free markets would otherwise
have arried them. Let us nolook at some of the results of\gonment attempts
to hold the prices of commodities beltheir natural market \els.

The latter attempt is made in our day by nearly allegoments in wartime. &
shall not @amine here the wisdom of wartime price-fixing. The whole economy
in total war, is necessarily dominated by the State, and the complications that
would have o be ®nsidered would carry us too far beyond the main question with
which this book is concerned.* Butantime price-fixing, wise or not, is in almost

all countries continued for at least long periods after the waveas when the
original excuse for starting it has disappeared.

It is the wartime inflation that mainly causes the pressure for price-fixing. At the
time of writing, when practicallywery country is inflating, though most of them
are at peace, price controls areals hinted at, ¥en when thg are not imposed.
Though thg are alvays economically harmful, if not destruadj they haveat least

a political advantage from the standpoint of th&oaholders.By implication the

put the blame for higher prices on the greed and rapacitysafdssmen, instead

of on the inflationary monetary policies of the officeholders themselves.

Let us first see what happens when theegoment tries to keep the price of a sin-
gle commodityor a snall group of commodities, belothe price that wuld be set
in a free competitie market.

When the geernment tries to fix maximum prices for only avfegems, it usually
chooses certain basic necessities, on the ground that it is most essential that the
poor be able to obtain these atradsonablé’cost. Let us say that the items cho-

sen for this purpose are bread, milk and meat.

The argument for holding down the price of these goods will run somethang lik
this: If we leae keef (let us say) to the mercies of the free market, the price will be
pushed up by competre bdding so that only the rich will get it. People will get
beef not in proportion to their need, but only in proportion to their purchasing
power If we keep the price downyeryone will get his fair share.

The first thing to be noticed about thigament is that if it is valid the polic
adopted is inconsistent and timorousr K purchasing power rather than need
determines the distribution of beef at a market price of $2.25 cents a pound, it
would also determine it, though perhaps to a slightly smaller degree,,at lexgay

“ ceiling” price of $1.50 cents a pound. The purchasinggyerather-than-need
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argument, in &ct, holds as long as we charge anything for beef wrate would
cease to apply only if beef weresgn avay.

But schemes for maximum price-fixing usually begin as effortSa®p the cost

of living from rising” A nd so their sponsors unconsciously assume that there is
something peculiarly ‘niormal” or sacrosanct about the market price at the
moment from which their control starts. That starting ovipres price is rgarded

as ‘reasonablé, and ary price aboe that as ‘Unreasonablé, regadless of
changes in the conditions of production or demand since that starting jasce w
first established.

Section 2

In discussing this subject, there is no point in assuming a price control that
would fix prices &actly where a free market would place them ig ease. That
would be the same as\hag no price control at all. @/must assume that the pur
chasing pwer in the hands of the public is greater than the supply of goaills a
able, and that prices are being held down by thergment belw the levels to
which a free market would put them.

Now we cannot hold the price of grtommodity belav its market lgel without in

time bringing about tev consequences. The first is to increase the demand for that
commodity Because the commodity is cheagparople are both tempted taiyh

and can afford touwy, more of it. The second consequence is to reduce the supply
of that commodity Because people buy more, the accumulated supply is more
quickly taken from the shelves of merchants. But in addition to this, production of
that commodity is discouraged. Profit margins are reduced or wiped out. The
mauginal producers are aen out of business. Ean the most efficient producers
may be called upon to turn out their product at a loss. This happenex|dh\War

Il when slaughter houses were required by thiec©ff Price Administration to
slaughter and process meat for less than the cost to them of cattle on the hoof and
the labor of slaughter and processing.

If we did nothing else, therefore, the consequence of fixing a maximum price for a
particular commodity wuld be to bring about a shortage of that commod@ity

this is precisely the opposite of what thevgament regulators originally anted

to do. For it is the very commodities selected for maximum price-fixing that the
regulators most want to keep in abundant suppiyt when thg limit the wages

and the profits of those who neakhese commodities, without also limiting the
wages and profits of those who nedlaxuries or semiluxuries, tieliscourage the
production of the price-controlled necessities whiley thedatively stimulate the
production of less essential goods.
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Some of these consequences in time become apparent tgukeaes, who then
adopt various other gizes and controls in an attempt teed them. Among these
devices are rationing, cost-control, subsidies, andvansal price-fixing. Let us
look at each of these in turn.

When it becomes oious that a shortage of some commaodity igetibgping as a
result of a price fixed belo the market, rich consumers are accused of taking
“more than theirdir share”; orif it is a raw material that enters into maradture,
individual firms are accused oibarding’ it. The gwernment then adopts a set of
rules concerning who shall V& griority in buying that commodityor to whom

and in what quantities it shall be allocated, owhbo shall be rationed. If a
rationing system is adopted, it means that each consumer vamiy a certain
maximum supplyno matter hev much he is willing to pay for more.

If a rationing system is adopted, in brief, it means that thvergment adopts a
double price system, or a dual currgrsystem, in which each consumer must
have a @rtain number of coupons dpoints” in addition to a gren anount of
ordinary mong. In other words, the g@rnment tries to do through rationing part

of the job that a free market wouldveacbne through prices. | say only part of the
job, because rationing merely limits the demand without also stimulating the sup-
ply, as a Igher price would hae done.

The gowernment may try to assure supply througiteading its control wer the
costs of production of a commodityo hold down the retail price of beef, for
example, it may fix the wholesale price of beef, the slaugidase price of beef,
the price of Ne attle, the price of feed, the wages of farmhanddxld down the
delivered price of milk, it may try to fix the ages of milk truck dviers, the price
of containers, the farm price of milk, the price of feedstufGsfiX the price of
bread, it may fix the wages in bakeries, the price of ftberprofits of millers, the
price of wheat, and so on.

But as the geernment extends this price-fixing backwards, it extends at the same
time the consequences that originallywdrd to this course. Assuming that it has
the courage to fix these costs, and is able to enforce its decisions, then it imerely
turn, creates shortages of the various factors (em, lsdmaistufis, wheat, or what-
eva(emthat enter into the production of the final commodities. Thus the&rgo
ment is diven to controls in @er-widening circles, and the final consequence will
be the same as that of uenisal price-fixing.

The gowernment may try to meet this difficulty through subsidies. It recognizes,
for example, that when it keeps the price of milk ottdr belov the level of the
market, or belav the relatve levd at which it fixes other prices, a shortage may
result because of lower wages or profit gnas for the production of milk orutter

as compared with other commodities. Therefore theergment attempts to
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compensate for this by paying a subsidy to the milk angkbproducers. &sing

ove the administratie dfficulties involved in this, and assuming that the subsidy

Is just enough to assure the desired nsdafroduction of milk and btter, it is

clear that, though the subsidy is paid to producers, those who are really being sub-
sidized are the consumers. For the producers are on net balance getting no more
for their milk and htter than if thg had been allowed to charge the free meairk

price in the first place;ut the consumers are getting their milk and butter at a
great deal belw the free market price. THiere being subsidized to the extent of

the difference(emthat is, by the amount of subsidy paid ostensibly to the produc-
ers.

Now unless the subsidized commodity is also rationed, it is those with the most
purchasing power that camyp most of it. This means that thare being subsi-
dized more than those with less purchasinggoWho subsidizes the consumers
will depend upon the incidence of taxation. But men in their role of taxpayers will
be subsidizing themseds in their role of consumers. It becomes a little difficult to
trace in this maze precisely who is subsidizing whom. What gof@n is that
subsidies are paid for by someone, and that no method has beererdbdoy
which the community gets something for nothing.

Section 3

Price-fixing may often appear for a short period to be successful. It can seem
to work well for a while, particularly in wartime, when it is supported by patrio-
tism and a sense of crisis. But the longer it is fleatfthe more its difculties
increase. When prices are arbitrarily held down byegonent compulsion,
demand is chronically in excess of supplye have seen that if the g@rnment
attempts to pnent a shortage of a commodity by reducing also the prices of the
labor, raw materials and other factors that go into its cost of production, it creates a
shortage of these in turn. But not only will thevgmment, if it pursues this
course, find it necessary to extend price control more and monewaods, or
“vertically’; it will find it no less necessary to extend price conttadrizontally.”

If we ration one commodifyand the public cannot get enough of it, though it still
has excess purchasingwr, it will turn to some substitute. The rationing of each
commodity as it grows scarce, in other words, must put more and more pressure
on the unrationed commodities that remain. If we assume that Yeengent is
successful in its efforts to prent black markets (or at least peats them from
developing on a sufficient scale to nullify itsgad prices), continued price control
must drve it to the rationing of more and more commaodities. This rationing can-
not stop with consumers. In Worldawll it did not stop with consumers. ltas
applied first of all, in fact, in the allocation ofwranaterials to producers.
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The natural consequence of a thoroughgowm-all price control which seeks to
perpetuate a gen historic price leel, in brief, must ultimately be a completely
regimented economyWages would ha © be keld down as rigidly as prices.
Labor would hae o be mationed as ruthlessly aswamaterials. The end result
would be that the gernment would not only tell each consumer preciselw ho
much of each commodity he couldvieait would tell each manufacturer precisely
what quantity of each vamaterial he could hee and what quantity of laboCom-
petitive idding for workers could no more be tolerated than competibdding
for materials. The result would be a petrified totalitarian econuiitly every busi-
ness firm andwery worker at the mescof the gwernment, and with a final aban-
donment of all the traditional liberties weviesknown. For as Algander Hamilton
pointed out in the Federalisapers nearly tev centuries ago,’A power over a
man’s aubsistence amounts to a poweerchis will.”

Section 4

These are the consequences of what might be described as "peoiegt,
continued, andnonpolitical” price control. As was so amply demonstrated in one
country after anotheparticularly in Europe during and after Worldawl, some
of the more &ntastic errors of the bureaucrats were mitigated by the blacletnark
In some countries the black market kept growing at the expense of#iyg lec-
ognized fixed-price market until the former became, fiecefthe market. By nom-
inally keeping the price ceilings, Wwaver, the politicians in power tried to sho
that their hearts, if not their enforcement squads, were in the right place.

Because the black market,vinver, finally supplanted the ¢ price-ceiling mafr

ket, it must not be supposed that no haraswlone. The harm was both economic
and moral. During the transition period the large, long-established firms, with a
heary capital irvestment and a great dependence upon the retention of public
good-will, are forced to restrict or discontinue production. Their place is taken by
fly-by-night concerns with little capital and little accumulategerience in pro-
duction. These ne firms are indfcient compared with those thelisplace; thg

turn out inferior and dishonest goods at much higher production costs than the
older concerns would ke required for continuing to turn out their former goods.

A premium is put on dishonesthe nev firms owe their gry existence or gvath

to the fct that thg are willing to violate the law; their customers conspire with
them; and as a natural consequence demoralization spreads into all business prac-
tices.

It is seldom, moreger, that aly honest effort is made by the price-fixing authori-

ties merely to preseevthe level of prices existing when their fefrts beyan. They
declare that their intention is ttold the line? Soon, havever, under the guise of
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“ correcting inequities'or ‘‘social in justices,they begn a discriminatory price-
fixing which gves nost to those groups that are politically powerful and least to
other groups.

As political power today is most commonly measured digs, the groups that the
authorities most often attempt tavtr are workers and farmers. At first it is con-
tended that wages and living costs are not connected; tggswcan easily be
lifted without lifting prices. When it becomeswbus that wages can be raised
only at the expense of profits, the bureaucrats begingioeathat profits were
already too high giway, and that lifting wages and holding prices will still permit
a “fair profit” A s there is no such thing as a uniform rate of profit, as proffer dif
with each concern, the result of this pglis to dive the least profitable concerns
out of business altogethesnd to discourage or stop the production of certain
items. This means unemployment, a shrinkage in production and a declwe in li
ing standards.

Section 5

What lies at the base of the whole effort to fix maximum prices? There is
first of all a misunderstanding of what it is that has been causing prices to rise. The
real cause is either a scarcity of goods or a surplus ofynbegd price ceilings
cannot cure eithemn fact, as we ha just seen, themerely intensify the shortage
of goods. What to do about the surplus of nyom@l be discussed in a later chap-
ter. But one of the errors that lie behind thevdrfor price-fixing is the chief sub-
ject of this book. Just as the endless plans for raising pricesa@éd commodi-
ties are the result of thinking of the interests only of the producers immediately
concerned, and forgetting the interests of consumers, so the plans for holding
down prices by lgd edict are the result of thinking of the short-run interests of
people only as consumers and forgetting their interests as producers. And the polit-
ical support for such policies springs from a similar confusion in the public mind.
People do not want to pay more for milkitter, shoes, furniture, rent, theater tick-
ets or diamonds. Whever any o these items rises ab® its previous leel the
consumer becomes indignant, and feels that he is being rooked.

The only exception is the item he makes himself: here he understands and appreci-
ates the reason for the rise. But he vgags likely to regard his own lisiness as in

some way an exceptioriNow my own husiness, he will say, “is peculiar and

the public does not understand it. Labor cosigegane up; rav material prices

have gone up; this or that vamaterial is no longer being imported, and must be
made at a higher cost at home. Maep the demand for the product has
increased, and the business should be allowed to charge the prices necessary to
encourage its xpansion to supply this demahdA nd so on. Everyone as
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consumer buys a hundred different products; as producer hesmaduallyonly

one. He can see the inequity in holding down the price of that. And just as each
manugcturer wants a higher price for his particular product, so eadkerwants

a higher wage or salarfgach can see as producer that price control is restricting
production in his line. But nearlyeryone refuses to generalize this obséion,

for it means that he will va o pay more for the products of others.

Each one of us, in brief, has a multiple economic personghigh one of us is
producey taxpayey consumer The policies he advocates depend upon the particu-
lar aspect under which he thinks of himself at the moment. For he is sometimes
Dr. Jekyll and sometimes MrHyde. As a producer he wants inflation (thinking
chiefly of his evn services or product); as a consumer he wants price ceilings
(thinking chiefly of what he has to pay for the products of others). As a consumer
he may adecate or acquiesce in subsidies; as a taxpayer he will resent paying
them. Each person is likely to think that he can so manage the political forces that
he can benefit from a rise for his own product (while hwe maaterial costs are
legdly held down) and at the same time benefit as a consumer from price control.
But the werwhelming majority will be deceiving themselves. For not only must
there be at least as much loss asmdrom this political manipulation of prices;
there must be a great deal more loss than gain, because price-fixing discourages
and disrupts employment and production.
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18. What Rent Control Does

Government control of the rents of houses and apartments is a special form
of price control. Most of its consequences are substantially the same as those of
price control in general, but awecall for special consideration.

Rent controls are sometimes imposed as a part of general price controfmre

often the are decreed by a specialMaA frequent occasion is the beginning of a
war. An amy post is set up in a smallwa; rooming houses increase rents for
rooms; avners of apartments and houses increase their rents. This leads to public
indignation. Or houses in some towns may be actually destroyed by bombs, and
the need for armaments or other suppliegrth materials and labor from the
building trades.

Rent control is initially imposed on the argument that the supply of housing is not
“ elastic’(emi.e., that a housing shortage cannot be immediately made up, no mat-
ter haw high rents are allowed to rise. Therefore, it is contended, thergoent,

by forbidding increases in rents, protects tenants fretort@on and &ploitation
without doing ag real harm to landlords and without discouraging ienstruc-

tion.

This argument is defegt eren on the assumption that the rent control will not
long remain in déct. It overlooks an immediate consequence. If landlords are
allowed to raise rents to reflect a monetary inflation and the true conditions of sup-
ply and demand, indidual tenants will economize by taking less space. This will
allow others to share the accommodations that are in short sufipdy same
amount of housing will shelter more people, until the shortage isaglie

Rent control, havever, encourages wasteful use of space. It discriminates and

of those who already occyjimouses or apartments in a particular city g@ioe at

the expense of those who find themselves on the outside. Permitting rents to rise to
the free marét level allows all tenants or would-be tenants equal opportunity to
bid for space. Under conditions of monetary inflation or real housing shortage,
rents would rise just as surely if landlords were not allowed to set an asking price,
but were allowed merely to accept the highest compettids of tenants.

The effects of rent control becomeonse the longer the rent control continues.
New housing is not built because there is no ineen build it. With the increase

in building costs (commonly as a result of inflation), the oleilef rents will not
yield a profit. If, as often happens, thevgmment finally recognizes this and
exampts n&v housing from rent control, there is still not an inceatb as nuch

new building as if older buildings were also free of rent control. Depending on the
extent of mong depreciation since old rents wergyddy frozen, rents for ne
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housing might be ten or twenty times as high as rent irvalgot space in the old.
(This actually happened in France afteorl War Il, for example.) Under such
conditions &isting tenants in old buildings are indisposed tovenao nmatter hav
much their families g or their existing accommodations deteriorate.

Because of v fixed rents in old buildings, the tenants already in them, and
legdly protected aginst rent increases, are encouraged to use spastefully,
whether or not their families fa)@ gown smaller This concentrates the immediate
pressure of ng demand on the relagly few new tuildings. It tends to force rents

in them, at the beginning, to a highevdethan thg would have reached in a
wholly free market.

Nevertheless, this will not correspondingly encourage the constructionvef ne
housing. Builders or owners of pregting apartment houses, finding themsslv
with restricted profits or perhapsea losses on their old apartments, willvidit-

tle or no capital to put into meconstruction. In addition, tlyeor those with capi-

tal from other sources, may fear that thesegoment may at gntime find an
excuse for imposing rent controlgem on the nev buildings. And it often does.

The housing situation will deteriorate in other ways. Most important, unless the
appropriate rent increases are akal, landlords will not trouble to remodel apart-
ments or mad& aher impravements in them. Indct, where rent control is particu-
larly unrealistic or oppresss, landlords will not een keep rented houses or apart-
ments in tolerable repaiNot only will they haveno economic incente © do D;

they may not @en havethe funds. The rent-control laws, among their othierces,
create ill feeling between landlords who are forced te taikimum returns or
even losses, and tenants who resent the landidadure to mak adequate repairs.

A common ne&t step of legislatures, acting under merely political pressures or
confused economic ideas, is to a@akent controls df‘‘luxury’’ apartments while
keeping them on M or middle-grade apartments. The argument is that the rich
tenants can afford to pay higher rents, but the poor cannot.

The long-run déct of this discriminatory device, wever, is the exact opposite of
what its adwecates intend. The builders and owners of luxury apartments are
encouraged and warded; the builders andamers of the more needednlaent
housing are discouraged and penalized. The former are free ¢oasélj a profit

as the conditions of supply and demarafnant; the latter are left with no incen-
tive (or even capital) to build more low-rent housing.

The result is a comparaél encouragement to the repair and remodeling of luxury
apartments, and a tendgrfor what n&v private building there is to bedrted to
luxury apartments. But there is no inceatio build newv low-income housing, or
even to keep existing low-income housing in good repélire accommodations for
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the low-income groups, therefore, will deteriorate in quaditg there will be no
increase in quantityWhere the population is increasing, the deterioration and
shortage in low-income housing will grovorse and wrse. It may reach a point
where maw landlords not only cease to neadény profit but are faced with mount-

ing and compulsory losses. Thmay find that thg cannot &en give their prop-

erty avay. They may actually abandon their property and disapmahey cannot

be held liable for taxes. When owners cease supplying heat and other basic ser
vices, the tenants are compelled to abandon their apartmelokst #vd wider
neighborhoods are reduced to slums. In recent years, wnYdek City, it has
become a common sight to see whole blocks of abandoned apartments, with win-
dows broken, or boarded up to peat further haoc by vandals. Arson becomes
more frequent, and the owners are suspected.

A further effect is the erosion of cityvemues, as the propertyahe base for such
taxes continues to shrink. Cities go bankrupt, or cannot continue to supply basic
services.

When these consequences are so clear thabdo®me glaring, there is of course
no acknavledgment on the part of the imposers of rent control ththéeeblun-
dered. Instead, tlgedenounce the capitalist system. Yheontend that pviate
enterprise hasfailed” agan; that ‘private enterprise cannot do the joli here-
fore, thg argue, the State must step in and itself build low-rent housing.

This has been the almost wenisal result in eery country that was wolved in
World War 1l or imposed rent control in an effort to offset monetary inflation.

So the gwernment launches on a @igtic housing program (em at the taxpayers’
expense. The houses are rented at a rate that does not pay back costs of construc-
tion and operation. A typical arrangement is for theegument to pay annual sub-

sidies, either directly to the tenants in lower rents or to tilddys or managers of

the State housing. What the nominal arrangement, the tenants in thi&dings

are being subsidized by the rest of the populationy Bre having part of their

rent paid for them. Theare being selected foavaed treatment. The political
possibilities of this dvaritism are too clear to need stressing. A pressure group is
built up that beliges that the taxpayers owe it these subsidies as a matter of right.
Another all but irrgersible step is takenward the total Welfare State.

A final irory of rent control is that the more unrealistic, Draconian, and unjust it is,
the more fervid the political arguments for its continuance. If tgdlyefixed

rents are on theverage 95 percent as high as free market rents would be, and only
minor injustice is being done to landlords, there is no strong political objection to
taking of rent controls, because tenants will onlyénd pay increasesvaraging
about percent. But if the inflation of the currgrn@s been so great, or the rent-
control laws so repres& and unrealistic, that ggly fixed rents are only 10
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percent of what free magk rents would be, and gross injustice is being done to
owners and landlords, a great outcry will be raised about the dreadful evils of
remaoving the controls and forcing tenants to pay an economic rent. §hmant

Is made that it wuld be unspeakably cruel and unreasonable to ask the tenants to
pay so sudden and huge an increase. Even the opponents of rent control are then
disposed to concede that the read@f controls must be a very cautious, gradual,
and prolonged process. Wef the opponents of rent control, indeedyddhe
political courage and economic insight under such conditions tovaskia this
gradual decontrol. In sum, the more unrealistic and unjust the rent control is, the
harder it is politically to get rid of it. In country after countaymuinous rent con-

trol has been retained years after other forms of price contvel teen aban-
doned.

The political excuses fadred for continuing rent control pass credibilithe lav
sometimes pnades that the controls may be lifted when thacangy rate’ is

above a ertain figure. The dtials retaining the rent control keep triumphantly
pointing out that the acany rate has not yet reached that figure. Of course not.
The very fact that the ¢l rents are held scaf belav market rents artificially
increases the demand for rental space at the same time as it discousages an
increase in supplySo the more unreasonablywothe rent ceilings are held, the
more certain it is that the “scarcityf rental houses or apartments will continue.

The injustice imposed on landlords is flagrant.yTare, to repeat, forced to subsi-

dize the rents paid by their tenants, often at the cost of great net losses to them-
seles. The subsidized tenants may frequently be richer than the landlord forced to
assume part of what would otherwise be his miarknt. The politicians ignore

this. Men in other businesses, who support the imposition or retention of rent con-
trol because their hearts bleed for the tenants, do not gar ss fo suggest that

they themseles be askd to assume part of the tenant subsidy through taxation.
The whole burdenalls on the single small class of people wicked enoughvwe ha
built or to own rental housing.

Few words carry stronger obloquy than slumlord. And what is a slumlord? He is
not a man who wns &pensve poperty in fashionable neighborhoods, but one
who owns only rundown property in the slums, where the rents aestand
where payment is most dilate®rratic and undependable. It is not easy to imagine
why (except for natural wickedness) a man who could affordato decent rental
housing would decide to become a slumlord instead.

When unreasonable price controls are placed on articles of immediate consump-
tion, like kread, for example, the bakers can simply refuse to continue ¢oatdk

sell it. A shortage becomes immediatelyiolois, and the politicians are compelled

to raise the ceilings or repeal them. But housingery durable. It may taksevw

eral years before tenantsgie to feel the results of the discouragement ta ne
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building, and to ordinary maintenance and repldimay tale even longer before

they realize that the scarcity and deterioration of housing is directly traceable to
rent control. Meanwhile, as long as landlords are gettigghahincome whateer

above their taxes and morége interest, thyeseem to hae o dternatve kut to
continue holding and renting their propertine politicians(emremembering that
tenants hee nore votes than landlords(emcynically continue their rent control
long after thg havebeen forced to ge Yo general price controls.

So we come back to our basic lesson. The pressure for rent control comes from
those who consider only its imagined short-run benefits to one group in the popu-
lation. But when we consider its long-rarfieets on gerybody, including the ten-

ants themsebs, we recognize that rent control is not only increasingly futile, b
increasingly destruate the more seere it is, and the longer it remains in effect.
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19. Minimum Wage Laws

We havealready seen some of the harmful results of arbitrargrgmental
efforts to raise the price oh¥aed commodities. The same sort of harmful results
follow efforts to raise wages through minimum wag&slaThis ought not to be
surprising, for a wage is, in fact, a price. It is unfortunate for clarity of economic
thinking that the price of lab@’srvices should hee receved an entirely different
name from other prices. This hasyam®ted most people from recognizing that the
same principles g@rn both.

Thinking has become so emotional and so politically biased on the subject of
wages that in most discussions of them the plainest principles are ignored. People
who would be among the first to dethat prosperity could be brought about by
artificially boosting prices, people whoowld be among the first to point out that
minimum price laws might be most harmful to the very industriey there
designed to help, will nertheless advocate minimumage laws, and denounce
opponents of them, without misgivings.

Yet it ought to be clear that a minimum wagw lss, at best, a limited weapon for
combatting the evil of \ wages, and that the possible good to be aetiiby

such a las can exceed the possible harm only in proportion as its aims are modest.
The more ambitious such anlas, the larger the number ofovkers it attempts to
cover, and the more it attempts to raise themges, the more certain are its harm-
ful effects to exceed gmpossible good effects.

The first thing that happens, for example, whemaidgpassed that no one shall be
paid less than $106 for a forty-hour week is that no one who is not worth $106 a
week to an employer will be empied at all. You cannot maka man worth a

given amount by making it illgd for anyone to offer him athing less. %u
merely depse hm of the right to earn the amount that his abilities and situation
would permit him to earn, while you deyei the community een of the moderate
services that he is capable of rendering. In brief, fomaviage you substitute
unemployment. You do harm all around, with no comparable compensation.

The only exception to this occurs when a group ofkers is receiving a age
actually belav its market worth. This is ldy to happen only in rare and special
circumstances or localities where competitiorces do not operate freely or ade-
guately; lut nearly all these special cases could be remedied justeasively,
more flexibly and with far less potential harm, by unionization.

It may be thought that if thevaforces the payment of a higheage in a gien

industry that industry can then charge higher prices for its product, so thairthe b
den of paying the higher age is merely shifted to consumers. Such shifts,
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however, ae not easily made, nor are the consequences of artifiag-waising

so easily escaped. A higher price for the product may not be possible: it may
merely drve consumers to the equalent imported products or to some substitute.
Or, if consumers continue to buy the product of the industry in whades hee

been raised, the higher price will cause themutplbss of it. While some ovkers

in the industry may be benefited from the highag®; therefore, others will be
thrown out of emplgment altogethetOn the other hand, if the price of the prod-
uct is not raised, marginal producers in the industry will besdmut of business;

so that reduced production and consequent ungmmelot will merely be brought
about in another way.

When such consequences are pointed out, there are those whoVepyywell; if

it is true that the X industry cannotist except by paying starvation wages, then it
will be just as well if the minimum wage puts it out of existence altogetBeit
this brave ronouncementwerlooks the realities. It\erlooks, first of all, that con-
sumers will suffer the loss of that product. It forgets, in the second place, that it is
merely condemning the people whanked in that industry to unempiment.
And it ignores, finallythat bad as were the wages paid in the X indutstey were
the best among all the alternas that seemed open to therkers in that indus-
try; otherwise the wrkers would hee gone into anothetf, therefore, the X indus-
try is driven out of existence by a minimum wageviahen the wrkers pre&iously
employed in that industry will be forced to turn to altermatmourses that seemed
less attractie © them in the first place. Their competition for jobs wiliericown

the pay offered\en in these alternate accupations. There is no escape from the
conclusion that the minimum wage will increase unemployment.

Section 2

A nice problem, moreger, will be raised by the relief program designed to
take care of the unemployment caused by the minimum wageBg a mnimum
wage of, say$2.65 an hoyrwe haveforbidden anyone to work forty hours in a
week for less than $106.[5] Supposewnave dfer only $70 a week on relief.
This means that we ta forbidden a man to be usefully emyédal at, say$90 a
week, in order that we may support him at $70 a week in idlenessaVé
deprved society of the value of his services.eWave deprived the man of the
independence and self-respect that come from self-suppert,aea low levd,
and from performing wanted work, at the same time as we lbaered what the
man could hee receved by hs own efforts.

These consequences follas bng as the weekly relief payment is a pelhess

than $106. Yet the higher we neake relief payment, the worse we redke situ-
ation in other respects. If wefef $106 for relief, then we offer mamen just as
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much for not warking as for working. Moreger, whatever the sum we offer for
relief, we create a situation in whickieeyone is vorking only for the diference
between his wges and the amount of the relief. If the relief is $106 a week, for
example, vorkers offered a age of $2.75 an houor $110 a week, are in fact, as
they see it, being asked toark for only $4 a week(emfor thecan get the rest
without doing anything.

It may be thought that we can escape these consequenceteiygofwork

relief” instead of “home relief “; bt we merely change the nature of the conse-
guences. Work relief means that we are paying the beneficiaries more than the
open market would pay them for their efforts. Only part of their relief-wage is for
their efforts, therefore, while the rest is a disguised dole.

It remains to be pointed out thatvgonment mak-work is necessarily iné€ient

and of questionable utilityfhe gawernment has to went projects that will emplp

the least skilled. It cannot start teaching people carpenatgonry and the lile,

for fear of competing with established skills and arousing the antagonisasiof e
ing unions. | am not recommending it, but it probablyuld be less harmful all
around if the geernment in the first place frankly subsidized the wages of sub-
maiginal workers at the work thewere already doing. Yet thisould create politi-

cal headaches of its own.

We reed not pursue this point furthexs it would carry us into problems not
immediately releant. But the dificulties and consequences of relief must bptk

in mind when we consider the adoption of minimuge laws or an increase in
minimums already fixed [*]

Before we finish with the topic | should perhaps mention another argument some-
times put forvard for fixing a minimum wage rate by statute. This is that in an
industry in which one big compgrenjoys a monopolyit need not fear competi-

tion and can dér belav-market wages. This is a highly improbable situation.
Such a‘monopoly” compary must offer high vages when it is formed, in order to
attract labor from other industries. Thereafter it could theoreticaillyd increase
wage rates as much as other industries, and so'q#dystandard’'wages for that
particular specialized skill. But thisomuld be likely to happen only if that industry

(or company) was sick or shrinking; if it were prosperousxpaeding, it vould

have © continue to offer high wages to increase its labor force.

We know as a natter of &perience that it is the big companies (emthose most
often accused of being monopolies(emthat pay the highest wages and offer the
most attractie working conditions. It is commonly the small marginal firms; per
haps suffering from xxessve competition, that offer the lowest wages. But all
employers must pay enough to hold workers or to attract them from each other.

June 1978



_91_
Section 3

All this is not to argue that there is no way of raising wages. It is merely to
point out that the apparently easy method of raising them \myrrguent fiat is the
wrong way and the worst way.

This is perhaps as good a place ag tanpoint out that what distinguishes nyan
reformers from those who cannot accept their proposals is not their greater philan-
thropy, but their greater impatience. The question is not whether we wish to see
evaybody as well dfas mssible. Among men of good will such an aim can be
taken for granted. The real question concerns the proper means of achieving it.
And in trying to answer this we mustvee lose sight of a f@ elementary truisms.

We @annot distribute more wealth than is create@. dhnot in the long run pay
labor as a whole more than it produces.

The best way to raise wages, therefore, is to raisgin@tabor productity. This

can be done by mgmmethods: by an increase in capital accumulation (em i.e., by
an increase in the machines with which therkers are aided; by neinventions

and impreements; by more &tient management on the part of employers; by
more industriousness andfiefengy on the part of wrkers; by better education
and training. The more the individuabvker produces, the more he increases the
wealth of the whole communitffhe more he produces, the more his services are
worth to consumers, and hence to employers. And the more he is worth ty-emplo
ers, the more he will be paid. Reahges come out of production, not out ofrgo
ernment decrees.

So gwernment poliy should be directed, not to imposing morardensome

requirements on empjers, but to following policies that encourage profits, that
encourage employers tagand, to inest in newer and better machines to increase
the productivity of werkers (em in brief, to encourage capital accumulation,
instead of discouraging it(emand to increase both employment and wage rates.
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20. DoUnions Really Raise Wages

The belief that labor unions can substantially raise regles ver the long
run and for the whole arking population is one of the great delusions of the
present age. This delusion is mainly the result of failure to recognize dgaisw
are basically determined by labor produityi. It is for this reason, forxample,
that wages in the United States were incomparably higher thgasan England
and Germay al during the decades when the “labor vement’ in the latter tvo
countries was far more advanced.

In spite of the werwhelming @idence that labor productivity is the fundamental
determinant of wages, the conclusion is usuallygdten or derided by labor
union leaders and by thatdgr group of economic writers who seek a reputation as
“liberals’ by parroting them. But this conclusion does not rest on the assumption,
as thg suppose, that empyers are uniformly kind and generous men eager to do
what is right. It rests on the very different assumption that theidudil emplyer

IS eager to increase his own profits to the maximum. If people are willingrio w
for less than theare really worth to him, wishould he not tad the fullest adan-
tage of this? WA should he not prefefor example, to ma& $1 a veek out of a
workman rather than see some other employerer$aka veek out of him? And as
long as this situation exists, there will be a tengidnc employers to bid arkers

up to their full economic worth.

All this does not mean that unions can semo seful or legitimate function. The
central function the can sere is to mprove local working conditions and to
assure that all of their members get the true market value of their services.

For the competition of wrkers for jobs, and of employers foiovkers, does not
work perfectly Neither individual verkers nor indridual employers are likely to
be fully informed concerning the conditions of the labor rearlAn indvidual
worker may not knw the true market value of his services to an eggld\nd he
may be in a weak bgaining position. Mistakes of judgment aig@ fmore costly to
him than to an empi@r. If an anployer mistakenly refuses to hire a man from
whose services he mightvJeapofited, he merely loses the net profit he might
have made from emplging that one man; and he may enypéohundred or a thou-
sand men. But if a @rker mistakenly refuses a job in the belief that he can easily
get another that will pay him more, the error may cost him ¢hamwhole means
of livelihood is involved. Not only may he fail to find promptly another jobeof
ing more; he may fail for a time to find another jofenhg remotely as much.
And time may be the essence of his problem, because he amagnilisrhust eat.
So he may be tempted to && wage that he behes to be lelow his “real worth”
rather thandce these risks. When an enyads workers deal with him as a bady
however, and set a known “standardage’ for a gven dass of work, thg may
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help to equalize bganing power and the risksvnolved in mistakes.

But it is easyas &perience has pved, for unions, particularly with the help of
one-sided labor legislation which puts compulsions solely on geqsoto go
beyond their legitimate functions, to act irresponsitdgd to embrace short-
sighted and antisocial policies. Tl do this, for example, wiertbey seek to fix

the wages of their members &bdheir real market arth. Such an attemptvedys
brings about unempjonent. The arrangement can be made to stick, in fact, only
by some form of intimidation or coercion.

One device consists in restricting the membership of the union on some other basis
than that of preed competence or skill. restriction may &akmary forms: it may
consist in charging meworkers excessve initiation fees; in arbitrary membership
gualifications; in discrimination, open or concealed, on grounds of religion, race or
se; in some absolute limitation on the number of members, okdlugon, by

force if necessarynot only of the products of nonunion labbut of the products

even of dfiliated unions in other states or cities.

The most obious case in which intimidation and force are used to put or keep the
wages of a particular union ab®the real market arth of its members’ services is
that of a strike. A peaceful striis possible. © the extent that it remains peaceful,

it is a legitimate labor weaporven though it is one that should be used rarely and
as a last resort. If hisavkers as a body withhold their labdhey may bring a
stubborn emplger, who has been underpaying them, to his senses. He may find
that he is unable to replace thesarkers with workers equally good who are will-

ing to accept the wage that the formevéneow rejected. But the momentonkers

have o use intimidation or violence to enforce their demands(emthe moment the
use mass pieking to prgent ary of the old workers from continuing at their jobs,

or to prevent the employer from hiring me permanent wrkers to tak their
places(emtheir case becomes suspect. For the pickets are really being used, not
primarily against the empjer, but against other wrkers. These otheravkers are
willing to take the jobs that the old employees/baacated, and at the wages that
the old employees moreject. The fact pnes that the other alternais gpen to

the nev workers are not as good as those that the old graptohae refused. If,
therefore, the old empjees succeed by force in peating nav workers from tak-

ing the place, theprevent these n@ workers from choosing the best altermati
open to them, and force them to@akmething worse. The steks are therefore
insisting on a position of prilege, and are using force to maintain thivifgged
position against other workers.

If the foregoing analysis is correct, the indiscriminate hatred of thieike-
breaker” is not justified. If the strikbrealers consist merely of professional thugs
who themselgs threaten violence, or who cannot in fact do the work, oryféaitee

being paid a temporarily higher rate solely for the purpose of making a pretense of
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carrying on until the old wrkers are frightened back toovk at the old rates, the
hatred may be warranted. But if yhare in fact merely men and women who are
looking for permanent jobs and willing to accept them at the old rate, thear¢he
workers who would be slved into worse jobs than these in order to enable the
striking workers to enjg better ones. And this superior position for the old
employees could continue to be maintained, in fact, only by vhemesent threat

of force.

Section 2

Emotional economics hasvgn birth to theories that calm examination can-
not justify. One of these is the idea that labor is being “under fggaderally This
would be analogous to the notion that in a free ®etapkices in general are chroni-
cally too lowv. Another curious but persistent notion is that the interests of a
nation’s workers are identical with each othend that an increase inages for
one union in some obscureawhelps all other arkers. Not only is there no truth
in this idea; the truth is that, if a particular union by coercion is able to enforce for
its own members a age substantially abe te real market worth of their ser
vices, it will hurt all other workers as it hurts other members of the community.

In order to see more clearlywdhis occurs, let us imagine a community in which
the facts are enormously simplified arithmeticayppose the community con-
sisted of just half a dozen groups afrkers, and that these groups were originally
equal to each other in their total wages and the market value of their product.

Let us say that these six groups afriers consist of (i) farm hands, (2) retail store
workers, (3) wvorkers in the clothing trades, (4) coal miners, (5) buildirgkers,

and (6) ralvay employees. Their wage rates, determined withoyt @ament of
coercion, are not necessarily equal; but wrextthey are, let us assign to each of
them an original inde number of 100 as a base. Wdet us suppose that each
group forms a national union and is able to enforce its demands in proportion not
merely to its economic produecitly but to its political power and strategic posi-
tion. Suppose the result is that tiaeni hands are unable to raise their wages at all,
that the retail store arkers are able to get an increase of 10 percent, the clothing
workers of 20 percent, the coal miners of 30 percent, ulidihg trades of 40 per
cent, and the railroad employees of 50 percent.

On the assumptions weveamade, this will mean that there has been \mage
increase in wages of 25 percent.vNsuppose, again for the salf aithmetical
simplicity, that the price of the product that each group ofkers makes rises by
the same percentage as the increase in that gromges. (For seral reasons,
including the &ct that labor costs do not represent all costs, the price will not quite
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do that(emcertainly not in grshort period. But the figures will nonetheless serv
to illustrate the basic principlevalved.)

We dhall then hae a #uation in which the cost of living has risen by arerage

of 25 percent. The farm hands, thoughythavehad no reduction in their moye
wages, will be considerably worsefah terms of what the can uy. The retail
store vorkers, @en though thg havegot an increase in moypaevages of 10 per
cent, will be worse dtthan before the race gpa. Even the wrkers in the clothing
trades, with a moryewage increase of 20 percent, will be at a disathge com-
pared with their previous position. The coal miners, with a mevege increase
of 30 percent, will hee made in purchasing power only a sliglairg The lilding
and railroad wrkers will of course hae made a gain, but one much smaller in
actuality than in appearance.

But even such calculations rest on the assumption that the forced increasgaes w
has brought about no unemployment. This is likely to be true only if the increase
in wages has been accompanied by anvelgmt increase in moeand bank
credit; and een then it is improbable that such distortions iage rates can be
brought about without creating areas of unemplent, particularly in the trades

in which wages ha alvanced the most. If this corresponding monetary inflation
does not occuthe forced wage advances will bring about widespread ungmplo
ment.

The unemplgment need not necessarily be greatest, in percentage terms, among
the unions whose wagesviealeen adanced the most; for unemployment will be
shifted and distribted in relation to the relag dasticity of the demand for dér-

ent kinds of labor and in relation to tHpint'’ nature of the demand for man
kinds of labor Yet when all these alleances hge keen made, \ven the groups
whose wages la been adanced the most will probably be found, when their
unemplyed are aeraged with their employed members, to be wordetludn
before. And in terms of wedfe, of course, the loss suffered will be much greater
than the loss in merely arithmetical terms, because the psychological losses of
those who are unemployed will greatly outweigh the psychologaakgf those

with a slightly higher income in terms of purchasing power.

Nor can the situation be rectified by providing unemployment relief. Such relief, in
the first place, is paid for in large part, directly or indireadlyt of the vages of
those who work. It therefore reduces thesges. ‘A dequaté’relief payments,
moreover, as we lavealready seen, create unemployment.yTte so in gveal

ways. When strong labor unions in the past made it their function to provide for
their own unemployed members, yitbought twice before demanding a wage that
would cause heavy unemployment. But where there is a relief system under which
the general taxpayer is forced to yioe for the unemployment caused bices-

sive wage rates, this restraint orcessve wnion demands is remaed. Moreover,
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as we hee dready noted,'adequaté’relief will cause some men not to seetriv

at all, and will cause others to consider thay tre in efect being asked to avk

not for the wage offered, but only for the difference between that wage and the
relief payment. And heg unemployment means that fewer goods are produced,
that the nation is pooreand that there is less foverybody.

The apostles of salvation by unionism sometimes attempt another answer to the
problem | hae just presented. It may be true,\thvall admit, that the members of
strong unions todayxeloit among others, the nonunionizednkers; but the rem-

edy is simple: unionizeverybody The remedyhoweve, is not quite that simple.

In the first place, in spite of the enormougdend political encouragements (one
might in some cases say compulsions) to unionization under HynalTaft-
Hartley Act and other laws, it is not an accident that only about a fourth of this
nation’s gainfully employed wrkers are unionized.7The conditions propitious to
unionization are much more special than generally recognizedv&utfeiniver-

sal unionization could be ackil, the unions could not possibly be equallyvpo

erful, ary more than the are today Some groups of wrkers are in a far better
stratgic position than others, either because of greater numbers, of the more
essential nature of the product yhmake, of the greater dependence on their
industry of other industries, or of their greater ability to use oczeroethods. But
suppose this were not so? Suppose, in spite of the self-contradictoriness of the
assumption, that all erkers by coereie nethods could raise their monevages

by an equal percentage? Nobodguld be ag better of in the long run, than if
wages had not been raised at all.

Section 3

This leads us to the heart of the question. It is usually assumed that an
increase in wages is gained at the expense of the profits ofyargpldhis may of
course happen for short periods or in special circumstances. If wages are forced up
in a particular firm, in such competition with others that it cannot raise its prices,
the increase will come out of its profits. This is less likely to happen if #uyew
increase takes place throughout a whole indulttize industry does noaée for
eign competition it may be able to increase its prices and pass the wage increase
along to consumers. As these are likely to consist for the most padrkéns,
they will simply have their real wages reduced by having to pay more for a partic-
ular product. It is true that as a result of the increased prices, sales of that indus-
try’s products may fall off, so that volume of profits in the industry will be
reduced; but employment and total payrolls in the industry aeby lik be reduced
by a corresponding amount.

It is possible, no doubt, to coneeid a case in which the profits in a whole
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industry are reduced without yartorresponding reduction in empiment(ema
case, in other wrds, in which an increase in wage rates means a corresponding
increase in payrolls, and in which the whole cost comes out of the indystfy

its without throwing aw firm out of business. Such a result is noglygkbut it is
concevable.

Suppose we takan ndustry like that of the railroads, forxample, which cannot
always pass increasedages along to the public in the form of higher rates,
because gernment regulation will not permit it.

It is at least possible for unions to neakeir gains in the short run at thepense

of employers and irestors. The imestors once had liquid funds. But yhieaveput
them, say into the railroad business. Théave turned them into rails and
roadbeds, freight cars and locommesi. Once their capital might & keen turned

into ary of a thousand forms, ui today it is trapped, so to speak, in one specific
form. The ranvay unions may force them to accept smaller returns on this capital
already iwvested. It will pay the imestors to continue running the railroad if yhe
can earn anything at all al® gerating expensesyen if it is only one-tenth of
one percent on theirwestment.

But there is an inevitable corollary of this. If the mpmtiegat they haveinvested in
railroads nwv yields less than mogehey can irvest in other lines, the uestors

will not put a cent more into railroads. Hhmay replace a g of the things that
wear out first, to protect the small yield on their remaining capilinbthe long

run the will not even bother to replace items thalfinto obsolescence or decay

If capital invested at home pays them less than theésied abroad, tlyewill
invest abroad. If the cannot find sufficient return anywhere to compensate them
for their risk, thg will cease to imest at all.

Thus the gploitation of capital by labor can at best he merely temporawill
qguickly come to an end. It will come to an end, actyaibf so much in the ay
indicated in our fapothetical illustration, as by the forcing of marginal firms out of
business entirelythe growth of unempionent, and the forced readjustment of
wages and profits to the point where the prospect of normal (or abnormal) profits
leads to a resumption of employment and production. But in the meanwhile, as a
result of the exploitation, unemployment and reduced production widl hade
evaybody poorerEven though labor for a time will hee a geater relatie sare

of the national income, the national income will fall absolutely; so that ks’

ative qains in these short periods may mean a Pyrrhic victory:iiag mean that
labor, too, is getting a lower total amount in terms of real purchasing power.
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Section 4

Thus we are dven to the conclusion that unions, though ythmay for a
time be able to secure an increase in mamgges for their members, partly at the
expense of employers and more at tipesse of nonunionizedaskers, cannot,
in the long-run and for the whole body of workers, increase real wages at all.

The belief that thedo so ests on a series of delusions. One of these isatlaeyf

of post hoc ergo propter hoc, which sees the enormous rise in wages in the last half
century due principally to the greth of capital iwvestment and to scientific and
technological advance, and ascribes it to the unions because the unions were also
growing during this period. But the error most responsible for the delusion is that
of considering merely what a rise ofages brought about by union demands
means in the short run for the particulasrieers who retain their jobs, whilaif-

ing to trace the &icts of this advance on employment, production and virgyli

costs of all workers, including those who forced the increase.

One may go further than this conclusion, and raise the question whether unions
have ot, in the long run and for the whole body obrkers, actually pneented

real wages from rising to the extent to whichytlwtherwise might hee risen.

They havecertainly been a force working to hold down or to reduce wages if their
effect, on net balance, has been to reduce labor predyctand we may ask
whether it has not been so.

With regard to productrity there is something to be said for union policies, it is
true, on the credit side. In some tradey theveinsisted on standards to increase
the level of skill and competence. And in their early historyytlted much to pro-
tect the health of their members. Where labas wlentiful, individual emplgers
often stood to mak dhort-run gains by speeding uporkers and wrking them
long hours in spite of ultimate ill effects upon their health, becaugectiid eas-

ily be replaced with others. And sometimes ignorant or shortsighted yemplo
might even reduce their wn profits by @erworking their employees. In all these
cases the unions, by demanding decent standards, often increased the health and
broader welfare of their members at the same time asitlteeased their real
wages.

But in recent years, as theirwer has grown, and as much misdirected public
sympatly has led to a tolerance or endorsement of antisocial practices, unions
have gone beyond their ggtimate goals. It was a gain, not only to health and wel-
fare, but @en in the long run to production, to reduce aesgy-hour week to a
sixty-hour week. It was aagn to health and leisure to reduce a sixty-hour week to
a forty-eight-hour week. It was a gain to leisuret bot necessarily to production
and income, to reduce a forty-eight-hour week to a forty-fmur week. The
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vaue to health and leisure of reducing the working week to forty hours is much
less, the reduction in output and income more ciaarthe unions noe talk about,

and sometimes enforce, thirtydiand thirty-hour weeks, and dgmhat these can

or need reduce output or income.

But it is not only in reducing scheduled working hours that union ydlas
worked against produefity. That, in fact, is one of the least harmfuays in
which it has done so; for the compensatiagqgat least, has been cleAut mary
unions hae insisted on rigid subdivisions of labor whichvlaaised production
costs and led toxpensve and ridiculous ‘jurisdictional” disputes. Thg have
opposed payment on the basis of output @iciehgy, and insisted on the same
hourly rates for all their membersgeedless of differences in produgty. They
have insisted on promotion for seniority rather than for merit.yTeveinitiated
deliberate slkwdowns under the pretense of fightingpeed-ups. T hey have
denounced, insisted upon the dismissal of, and sometimes cruelly beaten, men who
turned out more ark than their fellows. Thehave opposed the introduction or
improvement of machineryThey haveinsisted that if ay of their members hee
been laid df because of the installation of more efficient or more lalvarga
machinery the laid-of workers receie “guaranteed incomes'ndefinitely They
have insisted on makwork rules to require more people or more time to perform
a gven task. Thg haveeven insisted, with the threat of ruining employers, on the
hiring of people who are not needed at all.

Most of these policies ka keen followed under the assumption that there is just a
fixed amount of work to be done, a definijeld fund” which has to be spread
ove as nary people and hours as possible so as not to use it up too soon. This
assumption is utterly false. There is actually no limit to the amounbX @ be

done. Work creates work. What A produces constitutes the demand for what B
produces.

But because thisafse assumption exists, and because the policies of unions are
based on it, their net effect has been to reduce prodydielon what it would
otherwise hee been. Their net &ct, therefore, in the long run and for all groups

of workers, has been to reduce real wages(emthatagesvin terms of the goods

they will buy(embelov the lesel to which the/ would otherwise hae ilisen. The

real cause for the tremendous increase in real wages in the last century has been, to
repeat, the accumulation of capital and the enormous technologieaicadmade
possible by it.

But this process is not automatic. As a result not only of bad union but of bad go
ernmental policies, it has, iadt, in the last decade, come to a halt. If we look only
at the aerage of gross weekly earnings ofyate nonagricultural wrkers in terms

of paper dollars, it is true that theaverisen from $107.73 in 1968 to $189.36 in
August 1977. But when the Bureau of Labor Statistics allows for inflation, when it
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translates these earnings into 1967 dollars, te sga&ount of the increase in con-
sumer prices, it finds that real weekly earnings actually fell from $103.39 in 1968
to $103.36 in August 1977. [8]

This halt in the rise of real wages has not been a consequence inherent in the
nature of unions. It has been the result of shortsighted union aadhigent poli-
cies. There is still time to change both of them.
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21. “Enough to Buy Back the Product”

Amateur writers on economics arewvays asking for ‘just’ prices and
“just” wages. These nalobus conceptions of economic justice come down to us
from medieal times. The classical economistenked out instead, a different con-
cept(emthe concept of functional prices and functioredes. Functional prices
are those that encourage thegést volume of production and the largesiume
of sales. Functional wages are those that tend to bring about the highest volume of
employment and the largest real payrolls.

The concept of functional wages has beertatver, in a perverted form, by the
Marxists and their unconscious disciples, the purchasing-power school. Both of
these groups lea © cuder minds the question whether existing wagesfaie’

The real question, tlgeinsist, is whether or not thewill work. And the only
wages that will work, the tell us, the only \ages that will preent an imminent
economic crash, are wages that will enable laltmbuy back the product it cre-
ates. T he Marxist and purchasing-power schools aitebwery depression of the

past to a precedin@ifure to pay such wages. And at no matter what momeyt the
speak, the are sure that wages are still not high enough to buy back the product.

The doctrine has pved particularly efective in the hands of union leaders.
Despairing of their ability to arouse the altruistic interest of the public or to per
suade employers (wicked by definitioneeto be ‘fair,” they haveseized upon an
argument calculated to appeal to the publi®lfish motves, and frighten it into
forcing employers to grant union demands.

How are we to knw, howeve, precisely when labor does Ve “enough to by

back the product”? Or when it has more than enough® &ie we to determine
just what the right sum is? As the champions of the doctrine do not seeneto ha
made aw real effort to answer such questions, we are obliged to try to find the
answers for ourselves.

Some sponsors of the theory seem to imply that tbekess in each industry
should receie enough to by back the particular product thenake. But thg

surely cannot mean that the makers of cheap dresses should get enough to b
back cheap dresses and the makers of mink coats enough to buy back mink coats;
or that the men in the Ford plant should reeenough to buy Fords and the men

in the Cadillac plant enough to buy Cadillacs.

It is instructve to recall, havever, that the unions in the automobile industnythe
1940s, when most of their members were already in the upper third of the coun-
try’s income recefers, and when their weekly wage, according teegament fig-

ures, was already 20 percent higher than tleeage vage paid in factories and
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nearly twice as great as theesage paid in retail trade, were demanding a 30 per
cent increase so that height, according to one of their spgdmen, “bolster our
fast-shrinking ability to absorb the goods which weéehtae capacity to produce.

What, then, of theverage factory wrker and the \&erage retail vorker? If, under
such circumstances, the automobilerkers needed a 30 percent increaseetepk
the economy from collapsing, would a mere 30 perceve baen enough for the
others? Or would thehaverequired increases of to 160 percent teeghem as
much per capita purchasing power as the automolul&ens? For let us remem-
ber that then as moenormous differences existed between Waage wage hels

of different industries. In 1976,arkers in retail tradeveraged weekly earnings of
only $113.96, while wrkers in all manufacturingvaraged $207.60 and those in
contract construction $284.93

(We may be sure, if the history of wage ganing even within individual unions

Is ary guide, that the automobile oskers, if this last proposal had been made,
would have insisted on the maintenance of thediiséng differentials; for the pas-
sion for economic equalitamong union members as among the rest of us, is, with
the exception of a fe rare philanthropists and saints, a passion for getting as
much as those abe ws in the economic scale already get rather than a passion for
giving those belv us as nuch as we ourselves already get. But it is with the logic
and soundness of a particular economic theather than with these distressing
weaknesses of human nature, that we are at present concerned.)

Section 2

The argument that labor should reeeimough to buy back the product is
merely a special form of the generalurchasing-powetr’argument. The wrkers’
wages, it is correctly enough contended, are tbekars’ purchasing peer. But it
Is just as true that veryones income(emthe grocer’s, the landlord’s, the
employers(em is his purchasing wer for buying what others fia o sll. And
one of the most important things for which othergehta find purchasers is their
labor services.

All this, morewer, has its rgerse side. In anxehange economyverybody’s
mone/ income is somebody elsedost. Every increase in hourly wages, unless or
until compensated by an equal increase in hourly prodiystis an ncrease in
costs of production. An increase in costs of production, where thengoent
controls prices and forbids yamprice increase, takes the profit from marginal pro-
ducers, forces them out otisiness, and means a shrinkage in production and a
growth in unemplgment. Even where a price increase is possible, the higher price
discourages buyers, shrinks the nedyland also leads to unemployment. If a 30

June 1978



-103-

percent increase in hourly wages all around the circle forces a 30 percent increase
in prices, labor canudy no more of the product than it could at the beginning; and
the merry-go-round must start alten agan.

No doubt mawy will be inclined to dispute the contention that a 30 percent increase

in wages can force as great a percentage increase in prices. It is true that this result
can follov only in the long run and only if monetary and credit popermit it. If

mong/ and credit are so inelastic that yh@o ot increase when wages are forced

up (and if we assume that the higher wages are not justifiexidiyng labor pro-
ductvity in dollar terms), then the chief effect of forcing up wage rates will be to
force unemployment.

And it is probable, in that case, that total payrolls, both in dollar amount and in
real purchasing peer, will be lower than before. For a drop in emyheent
(brought about by union poiicand not as a transitional result of technological
adwance) necessarily means that fewer goods are being produceckerfgne.

And it is unlikely that labor will compensate for the absolute drop in production by
getting a larger relate share of the production that is left. For Paul H. Douglas in
America and A. C. Pigou in England, the first from analyzing a great mass of
statistics, the second by almost purely dedaatiethods, arxied independently at

the conclusion that the elasticity of the demand for labor is\wbere between 3
and 4. This means, in less technical language, ‘@ndt percent reduction in the
real rate of wage is likely to expand the aggie demand for labor by not less
than 3 percerit* Or, to put the matter the otheray, “If wages are pushed up
above the point of marginal produgity, the decrease in emplment would nor
mally be from three to four times as great as the increase in hourly rates”*** so
that the total incomes of the workers would be reduced correspondingly.

Even if these figures are taken to represent only the elasticity of the demand for
labor revealed in a gien period of the past and not necessarily to forecast that of
the future, thg desene the most serious consideration.

Section 3

But now let us suppose that the increase eg® rates is accompanied or
followed by a suicient increase in mogeand credit to allav it to take dace with-
out creating serious unemployment. If we assume that theopserelationship
between wages and priceawitself a‘hormal” long-run relationship, then it is
altogether probable that a forced increase of, 3@ypercent in vage rates will
ultimately lead to an increase in prices of approximately the same percentage.

The belief that the price increasewld be substantially less than that rests am tw
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main fallacies. The first is that of looking only at the direct labor costs of a particu-
lar firm or industry and assuming these to represent all the labor cedtsed

But this is the elementary error of mistaking a part for the whole. Eadhstry”
represents not only just one section of the prodegtiocess considerethbrizon-
tally,” but just one section of that process consideragttically.” Thus the direct
labor cost of making automobiles in the automoldletdries themselves may be
less than a third, sapf the total costs; and this may lead the incautious to con-
clude that a 30 percent increase in wages would lead to only a 10 percent increase,
or less, in automobile prices. But thiswd be to gerlook the indirect wage costs

in the rav materials and purchased parts, in transportationgelsain nes facto-

ries or ng&v machine tools, or in the dealers’ mark-up.

Government estimates shothat in the fifteen-year period from 1929 to 1943,
inclusive, wages and salaries in the United Statesramed 69 percent of the
national income. In the five-year period 1956(em196§ e averaged 69 per

cent of the national income! In the five-year period 1972(em1976 wages and
salaries weraged 66 percent of national income, and when supplements are added,
total compensation of employeeseaged 76 percent of national income.[9]
These wages and salaries, of course, had to be paid out of the national product.
While there would h&e © be loth deductions from these figures and additions to
them to provide a fair estimate dBhbor’s” income, we can assume on this basis
that labor costs cannot be less than about two-thirds of total production costs and
may run abwe three-quarters (depending upon our definition of labor). If we tak
the lower of these twestimates, and assume also that dollar profit margmgdvy

be unchanged, it is clear that an increase of 30 percerge wosts all around the
circle would mean an increase of nearly 20 percent in prices.

But such a change auld mean that the dollar profit margin representing the
income of ivestors, managers and the self-employed, would thee, kay, only

84 percent as much purchasing power as it had before. The londgeacinoéfthis
would be to cause a diminution ofvestment and ne enterprise compared with
what it would otherwise k& been, and consequent transfers of men from the
lower ranks of the self-employed to the higher ranksagevearners, until the pre-
vious relationships had been approximately restored. But this is only anather w
of saying that a 30 percent increase ages under the conditions assumexhihy
eventually mean also a 30 percent increase in prices.

It does not necessarily follothat wage-earners would neako elatve qains.

They would male a elatve gain, and other elements in the populatioruld suf-

fer a relatve loss, during the period of transition. But it is improbable that this rel-
ative cain would mean an absolute gaiorhe kind of change in the relationship

of costs to prices contemplated here could hardle fa&ce without bringing
about unemplgment and unbalanced, interrupted or reduced production. So that
while labor might get a wider slice of a smaller pie, during this period of transition
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and adjustment to a weequilibrium, it may be doubted whether thiowd be
greater in absolute size (and it might easily be less) than the previouweararro
slice of a larger pie.

Section 4

This brings us to the general meaning arfdotfof economic equilibrium.
Equilibrium wages and prices are the wages and prices that equalize supply and
demand. If, either through gernment or pwate coercion, an attempt is made to
lift prices ab@e their equilibrium leel, demand is reduced and therefore produc-
tion is reduced. If an attempt is made to push pricesvbbleir equilibrium lee,
the consequent reduction or wiping out of profits will mean a fallihgfcupply
or less production. Therefore yaattempt to force prices either al a below
their equilibrium leels (which are the lesls tovard which a free market con-
stantly tends to bring them) will act to reduce the volume of employment and pro-
duction belav what it would otherwise va been.

To return, then, to the doctrine that labor must get “enough to buy back the prod-
uct” T he national product, it should be obvious, is neither created nor bought by
manufcturing labor alone. It is bought byeeyone(emby white collar wrkers,
professional men, farmers, employers, big and little, bgsitors, grocers, uich-

ers, owners of small drugstores arabgjine stations(embwerybody, in short,

who contributes tward making the product.

As to the prices, wages and profits that should determine the wlistnitof that
product, the best prices are not the highest pricgghb prices that encourage the
largest volume of production and the largest volume of sales. The hgstrates

for labor are not the highest wage rates, but thgearates that permit full produc-
tion, full employment and the largest sustained payrolls. The best profits, from the
standpoint not only of industry but of labare not the lavest profits, but the prof-

its that encourage most people to become eyapdoor to provide more empto
ment than before.

If we try to run the economy for the benefit of a single group or class, we shall

injure or destry al groups, including the members of thery class for whose
benefit we hae been trying to run it. W must run the economy forerybody.
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22. TheFunction of Profits

The indignation shown by mwrpeople today at the mention of thery
word profits indicates hw little understanding there is of the vital function that
profits play in our economyfo increase our understanding, we shall ger agan
some of the ground alreadyveped in chapter fifteen on the price system, but we
shall viev the subject from a different angle.

Profits actually do not bulk Ige in our total economyhe net income of incorpo-
rated lusiness in the fifteen years from 1929 to 1943, te takne illustratve fig-

ures, &eraged less than percent of the total national income. Corporate profits
after taxes in the fevyears from 1956 to 1960/eraged less than 6 percent of the
national income. Corporate profits afterasxn the fie years 1971 through 1977
also aeraged less than 6 percent of the national income (in spite adddhthét, as

a result of insufficient accounting adjustment for inflation,ytheere probably
ovestated).10 Yet profits are the form of incomeda which there is most hos-
tility . It is sgnificant that while there is aoxd profiteer to stigmatize those who
make dlegedly ecessve pofits, there is no such word asvageer”(emor
“losseet’ Yet the profits of thewaner of a barbershop mayeaage much less not
merely than the salary of a motion picture star or the hired head of a steel corpora-
tion, but less wen than the aerage wage for skilled labor.

The subject is clouded by all sorts of factual misconceptions. The total profits of
General Motors, the greatest industrial corporation in the world, aee tak if

they were typical rather tharxeeptional. Fe people are acquainted with the mor

tality rates for business concerns. Y¥hdo ot knov (to quote from the TNEC
studies) that “should conditions olibiness waeraging the experience of the last

fifty years preail, about seen of each ten grocery stores opening today willsur

vive into their second year; only four of the ten mayext to celebrate their
fourth birthday’ They do not know that in eery year from 1930 to 1938, in the
income tax statistics, the number of corporations that showed a loss exceeded the
number that showed a profit.

How much do profits, on thevarage, amount to?

This question is commonly answered by citing the kind of figures | presented at
the beginning of this chapter(emthat corporate proviesage less than 6 percent

of the national income (em or by pointing out that therage profits after income
taxes of all manuwdcturing corporations are less tharefoents per dollar of sales.
(For the five years 1971 through 1975, for example, the figure was only 4.6 cents.)
[11] But these dicial figures, though thefall far belav popular notions of the

size of profits, apply only to corporation results, calculated byeodional meth-

ods of accounting. No trusbosthy estimate has been made that takes into account
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all kinds of actrity, unincorporated as well as incorporatagsiness, and a Juf

cient number of good and bad years. But some eminent economist& liedie

ove a long period of years, after al@nce is made for all losses, for a minimum
“riskless’ interest on imested capital, and for an imputedeasonablé’wage
value of the services of people who run their owsibess, no net profit at all may

be left over, and that there mayven be a mt loss. This is not at all because
entrepreneurs (people who go into business for theesedre intentional philan-
thropists, ot because their optimism and self-confidence too often lead them into
ventures that do not or cannot succeed) [*]

It is clear in any case, that anindividual placing enture capital runs a risk not
only of earning no returnud of losing his whole principal. In the past it has been
the lure of high profits in special firms or industries that has led him ¢otiak
great risk. But if profits are limited to a maximum of,,sHy percent or some sim-
ilar figure, while the risk of losing oretire capital still exists, what is likely to
be the dict on the profit incente, and hence on employment and production?
The World War |l excess-profits tax showed what such a limit canven,fer a
short period, in undermining efficienc

Yet governmental polig amost everywhere today tends to assume that production
will go on automaticallyno matter what is done to discourage it. One of the great-
est dangers to world production today still comes fromegonent price-fixing
policies. Not only do these policies put one item after another out of production by
leaving no incentre o make it, but their long-run ééct is to prgent a balance of
production in accordance with the actual demands of consumers. When the econ-
omy is free, demand so acts that some branches of producti@whak some
government officials rgard as ‘excessve,” ‘‘unreasonablé,or even “obscene”
profits. But that very fact not only cause®rg firm in that line to pand its pro-
duction to the utmost, and to reest its profits in more machinery and more
employment; it also attracts meinvestors and producers fronveeywhere, until
production in that line is great enough to meet demand, and the profits amit ag
fall to (or below) the generalvarage leel.

In a free economyn which wages, costs and prices are left to the free play of the
competitve market, the prospect of profits decides what articles will be made, and
in what quantities(emand what articles will not be made at all. If there is no profit
in making an article, it is a sign that the labor and capitaitdd to its production

are misdirected: thealue of the resources that must be used up in making the arti-
cle is greater than the value of the article itself.

One function of profits, in brief, is to guide and channel #wtofs of production
SO as to apportion the rebai autput of thousands of different commodities in
accordance with demand. No bureaucrat, no matter dndliant, can sole this
problem arbitrarily Free prices and free profits will maximize production and
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relieve dhortages quicker than amther system. Arbitrarily fixed prices and arbi-
trarily limited profits can only prolong shortages and reduce production and
employment.

The function of profits, finallyis to put constant and unremitting pressure on the
head of gery competitve kusiness to introduce further economies afidiefcies,

no matter to what stage these may alreadse een brought. In good times he
does this to increase his profits furtiarmormal times he does it teekp ahead of
his competitors, in bad times he mayé# do it to survive & all. For profits may
not only go to zero, tlyemay quickly turn into losses; and a man will put forth
greater efforts to s@& hmself from ruin than he will merely to impre hs posi-
tion.

Contrary to a popular impression, profits are aaaieot by raising prices, but by
introducing economies and efficiencies that cut costs of production. It seldom hap-
pens (and unless there is a monopoly itendappens wer a long period) that
evay firm in an industry maks a profit. The price charged by all firms for the
same commodity or service must be the same; those who try wechdrgher

price do not find buyers. Therefore the largest profits go to the firms wmt ha
achieved the lavest costs of production. These expand at the expense of thie inef
cient firms with higher costs. It is thus that the consumer and the public ad.serv

Profits, in short, resulting from the relationships of costs to prices, not only tell us
which goods it is most economical to makat twhich are the most economical
ways to male them. These questions must be answered by a socialist system no
less than by a capitalist one; yhaust be answered by yagoncevable economic
system; and for theverwhelming bulk of the commodities and services that are
produced, the answers supplied by profit and loss under congpé&b enterprise

are incomparably superior to those that could be obtainedybytizer method.

| have been putting my emphasis on the tengetacreduce costs of production
because this is the function of profit-and-loss that seems to be least appreciated.
Greater profit goes, of course, to the man whoerakbetter mousetrap than his
neighbor as well as to the man who @sione more é€iently. But the function of

profit in revarding and stimulating superior quality and ineiion has alays

been recognized.
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23. TheMirage of Inflation

| havefound it necessary toawn the reader from time to time that a certain
result would necessarily follofrom a certain polig “provided there is no infla-
tion.” I n the chapters on public works and on credit | said that a study of the com-
plications introduced by inflation would V& be dkferred. But moneand mon-
etary poliy form so intimate and sometimes so inextricable a parves eeco-
nomic process that this separatioverefor expository purposes, was veryfidifilt
and in the chapters on the effect afious goernment or union wage policies on
employment, profits and production, some of the effects dexifg monetary
policies had to be considered immediately.

Before we consider what the consequences of inflation are in specific cases, we
should consider what its consequences are in general. Even prior to that, it seems
desirable to ask whinflation has been constantly resorted toywrhas had an
immemorial popular appeal, and ytis siren music has tempted one nation after
another down the path to economic disaster.

The most obious and yet the oldest and most stubborn error on which the appeal
of inflation rests is that of confusingnoney” with wealth. “That wealth consists

in mongy, or in gold and siler” wrote Adam Smith more than éncenturies ago

“is a popular notion which naturally arises from the double function of ynese

the instrument of commerce, and as the measure of valwegrow rich is to get
money, and wealth and monein short, are, in common language, considered as in
evay respect synonymous.

Real wealth, of course, consists in what is produced and consumed: the food we
eat, the clothes we wedine houses weve

in. It is raiways and roads and motor cars; ships and planes and factories; schools
and churches and theaters; pianos, paintings and books. Yevasdybas the er-

bal ambiguity that confuses mgneith wealth, that wen those who at times rec-
ognize the confusion will slide back into it in the course of their reasoning. Each
man sees that if he personally had more mdwemuld buy more things from
others. If he had twice as much mgree ould buy twice as manthings; if he

had three times as much mgre would be ‘worth” three times as much. And to
mary the conclusion seems obvious that if thesggoment merely issued more
money and distributed it to eerybody, we dould all be that much richer.

These are the most maiinflationists. There is a second group, lessapaho see
that if the whole thing were as easy as that thesrgonent could sok dl our
problems merely by printing moneThey sense that there must be a catch some-
where; so the would limit in some way the amount of additional mpribey
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would hare the gwernment issue. Thewould have it print just enough to makup
some alleged “deficieng or “gap”

Purchasing power is chronically deficient,yhhbink, because industry someho
does not distribte enough moryeto producers to enable them to buy back, as con-
sumers, the product that is made. There is a mystefleak™ somevhere. One
group ‘proves” it by equations. On one side of their equationg/tb@unt an item
only once; on the other side thenknowingly count the same item\s®al times
ove. This produces an alarming gap between what tdad “A payments’ and
what thg call “A+B payments. So they found a m@ement, put on green uni-
forms, and insist that the g@nment issue moryeor “credits” to make good the
missing B payments.

The cruder apostles of “social creditiay seem ridiculous;ut there are an indef-
inite number of schools of only slightly more sophisticated inflationists whe ha
“ scientific’ plans to issue just enough additional mpme credit to fill some
alleged chronic or periodic deficiepycor gap, which thg calculate in some other

way.

Section 2

The more knwing inflationists recognize thatyasubstantial increase in the
guantity of mong will reduce the purchasing power of each individual monetary
unit(emin other words, that it will lead to an increase in commodity prices. But
this does not disturb them. On the contr#ris precisely wly they want the infla-
tion. Some of them argue that this result will imgrdhe position of poor debtors
as compared with rich creditors. Others think it will stimulate exports and discour
age imports. Still others think it is an essential measure to cure a depression, to
“ start industry going again, and to acteiéfull employment’ [*]

There are innumerable theories concerning the way in which increased quantities
of moneg (including bank credit) affect prices. On the one hand, as we jhat
seen, are those who imagine that the quantity of ynonald be increased by
almost agy amount without affecting prices. Thenerely see this increased mgne
as a means of increasingegyone’s “purchasing pwer,”’ in the sense of enabling
evaybody to buy more goods than before. Eithey theve stop to remind them-
selhes that people collegtly cannot iy twice as much goods as before unless
twice as much goods are produced, oy timagine that the only thing that holds
down an indefinite increase in production is not a shortage of mampeorking
hours or producte @apacity but merely a shortage of monetary demand: if people
want the goods, theassume, and wva the mong to pay for them, the goods will
almost automatically be produced.
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On the other hand is the group(emand it has included some eminent
economists(emthat holds a rigid mechanical theory of tleetedf the supply of
moneg/ on commodity prices. All the momyein a ration, as these theorists picture
the matterwill be offered against all the goods. Therefore the value of the total
guantity of mong multiplied by its ‘velocity of circulation”must alvays be equal

to the \alue of the total quantity of goods bought. Therefore, further (assuming no
change in velocity of circulation), the value of the monetary unit nargtexactly

and irversely with the amount put into circulation. Double the quantity of mone
and bank credit and you exactly double the “pricesli& triple it, and you gactly

triple the price leel. Multiply the quantity of mong n times, in short, and you
must multiply the prices of goods n times.

There is not space here to explain all thi#aties in this plausible picture.***
Instead we shall try to see justyénd hav an increase in the quantity of mgne
raises prices.

An increased quantity of moypeomes into gistence in a specificay. Let us say

that it comes intoastence because the\gonment makes largerxpenditures

than it can or wishes to meet out of the proceeds of taxes (or from the sale of
bonds paid for by the people out of real savings). Suppose, for example, that the
government prints moneto pay war contractors. Then the firsfesft of these
expenditures will be to raise the prices of supplies used in war and to put addi-
tional mong into the hands of the war contractors and their employees. (As, in our
chapter on price-fixing, we deferred for theesak smplicity some complications
introduced by an inflation, so, inwaconsidering inflation, we may passeo the
complications introduced by an attempt avgoment price-fixing. When these

are considered it will be found that yheo not change the essential analysis.yhe
lead merely to a sort of bastt(emup or‘tepressed’i nflation that reduces or con-
ceals some of the earlier consequences at the expense ofataggréhe later
ones.)

The war contractors and their employees, then, willehlgher mong incomes.

They will spend them for the particular goods and serviceg Want. The sellers

of these goods and services will be able to raise their prices because of this
increased demand. Those whaddne increased mogencome will be willing to

pay these higher prices rather than do without the goods; fpmilidhave nore

monegy, and a dollar will hae a snaller subjectie value in the eyes of each of
them.

Let us call the war contractors and their emgps group A, and those from whom
they directly buy their added goods and services group B. Group B, as a result of
higher sales and prices, will wan turn buy more goods and services from a still
further group, C. Group C in turn will be able to raise its prices and wil mare
income to spend on group D, and so on, until the rise in prices any mooees
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has cweered virtually the whole nation. When the process has been completed,
nearly &erybody will hare a hgher income measured in terms of npnBut
(assuming that production of goods and services has not increased) prices of goods
and services will hae increased correspondingifhe nation will be no richer than
before.

This does not mean, wever, that eeryones relatve a absolute wealth and
income will remain the same as before. On the contilaeyprocess of inflation is
certain to affect the fortunes of one group differently from those of andther
first groups to recee the additional monewill benefit the most. The moype
incomes of group A, for example, will Y& increased before prices Jvea
increased, so that thewill be able to buy almost a proportionate increase in
goods. The moneincomes of group B will acdince later when prices hae
already increased somewhattlgroup B will be better 6fin terms of goods.
Meanwhile, havever, the groups that va gill had no advance whater in their
moneg/ incomes will find themselves compelled to pay higher prices for the things
they buy, which means that tlyewill be obliged to get along on a lower standard of
living than before.

We may clarify the process further by a hypothetical set of figures. Suppose we
divide the community arbitrarily into four main groups of producers, A, B, C and
D, who get the moneincome benefit of the inflation in that ord&hen when
mone/ incomes of group A hva dready increased 30 percent, the prices of the
things thg purchase h& mot yet increased at all. By the time mgnacomes of
group B hae increased 20 percent, pricevdatill increased an\grage of only

10 percent. When moywancomes of group C ke increased only 10 percent,
however, prices hae dready gone up 15 percent. And when momecomes of
group D ha&e ot yet increased at all, theesage prices thehaveto pay for the
things the buy hare gone up 20 percent. In other words, treng of the first
groups of producers to benefit by higher prices or wages from the inflation are nec-
essarily at thexpense of the losses suffered (as consumers) by the last groups of
producers that are able to raise their prices or wages.

It may be that, if the inflation is brought to a halt afterva years, the final result

will be, say an aerage increase of 25 percent in mpmecomes, and arverage
increase in prices of an equal amount, both of which are fairly distributed among
all groups. But this will not cancel out the gains and losses of the transition period.
Group D, for @ample, ®en though its own incomes and pricesvbaa last
advanced 25 percent, will be able to buy only as much goods and services as
before the inflation started. It will wer compensate for its losses during that
period when its income and prices had not risen at all, though it had to pay up to
30 percent more for the goods and services it bought from the other producing
groups in the communit@, B and C.
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Section 3

So inflation turns out to be merely one moxaraple of our central lesson.
It may indeed bring benefits for a short time &adfed groups, but only at the
expense of others. And in the long run it brings ruinous consequences to the whole
community Even a relatvely mild inflation distorts the structure of production. It
leads to the werexpansion of some industries at the expense of others. This
involves a misapplication andaste of capital. When the inflation collapses, or is
brought to a halt, the misdirected capitatestment(emwhether in the form of
machines, factories or officeuitdings(emcannot yield an adequate return and
loses the greater part of its value.

Nor is it possible to bring inflation to a smooth and gentle stop, andedaasub-
sequent depression. It is n@er possible to halt an inflation once embarked upon,
at some preconoed point, or when prices & ahieved a peviously agreed
upon level; for both political and economic forces will Ve got out of hand. Wu
cannot mak an agument for a 25 percent aavce in prices by inflation without
someone cntending that the argument is twice as good for aaram/of 50 per
cent, and someone elsetiding that it is four times as good for an adee of 100
percent. The political pressure groups thatehkenefited from the inflation will
insist upon its continuance.

It is impossible, morager, to control the value of moryeunder inflation. Br, as

we hare fen, the causation isvee a merely mechanical one. You cannot, for
example, say in adance that a 100 percent increase in the quantity of ynwitle
mean a 50 percent fall in the value of the monetary unit. The value ofynasne
we hare en, depends upon the subjeetialuations of the people who hold it.
And those waluations do not depend solely on the quantity of it that each person
holds. Thg depend also on the quality of the mgné wartime the value of a
nation’s monetary unit, not on the gold standard, will rise on the foreighanges
with victory and fall with defeat, gardless of changes in its quantifyhe present
valuation will often depend upon what peopipect the future quantity of moye

to be. And, as with commodities on the specutaéixchanges, each persemalu-
ation of mong is dfected not only by what he thinks its value is but by what he
thinks is going to beveiybody elses valuation of mong

All this explains wly, when hyperinflation has once set in, the value of the mone-
tary unit drops at a far faster rate than the quantity of yneitieer is or can be
increased. When this stage is reached, the disaster is nearly complete; and the
scheme is bankrupt.
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Section 4

Yet the ardor for inflation ner dies. It would almost seem as if no country
is capable of profiting from the experience of another and no generation of learn-
ing from the sukrings of its forebears. Each generation and country follows the
same mirage. Each grasps for the same Dead Sea fruit that turns to dust and ashes
in its mouth. For it is the nature of inflation togiarth to a thousand illusions.

In our avn day the most persistent argument put forward for inflation is that it will

“ get the wheels of industry turnifig,hat it will save s from the irretrigable
losses of stagnation and idleness and bring “full egmpkent” T his argument in

its cruder form rests on the immemorial confusion between yremtkereal wealth.

It assumes that me“‘purchasing pwer” is being brought into existence, and that
the effects of this e purchasing power multiply themselves weewidening cir

cles, like the ripples caused by a stone thrown into a pond. The real purchasing
power for goods, heever, as we haveseen, consists of other goods. It cannot be
wondrously increased merely by printing more pieces of paper called dollars. Fun-
damentally what happens in an exchange economy is that the things that A pro-
duces are exchanged for the things that B produces. [*]

What inflation really does is to change the relationships of prices and costs. The
most important change it is designed to bring about is to raise commodity prices in
relation to vage rates, and so to restore business profits, and encourage a resump-
tion of output at the points where idle resources exist, by restoringkalle rela-
tionship between prices and costs of production.

It should be immediately clear that this could be brought about more directly and
honestly by a reduction in urmrkable wage rates. But the more sophisticated pro-
ponents of inflation behe that this is nar politically impossible. Sometimes the

go further and chage that all proposals underyacircumstances to reduce partic-
ular wage rates directly in order to reduce unemployment‘amnélabor” B ut

what theg are themselves proposing, stated in bald terms, is towdetdior by
reducing real \age rates (that is, wage rates in terms of purchasing power) through
an increase in prices.

What theg forget is that labor has itself become sophisticated; that the big unions
emplg labor economists who knoabout index numbers, and that labor is not
deceved. The polig, therefore, under present conditions, seems unlikely to
accomplish either its economic or its political aims. For it is precisely the most
powerful unions, whose wage rates are moslyiko be in need of correction, that
will insist that their vage rates be raised at least in proportion {oiacrease in

the cost-of-living index. The uravkable relationships between prices amy k
wage rates, if the insistence of the powerful unionsaiise will remain. The vage
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rate structure, in fact, may becomeremore distorted; for the great mass of unor
ganized workers, whose wage rates\en before the inflation were not out of line
(and may een havebeen unduly depressed through union exclusionism), will be
penalized further during the transition by the rise in prices.

Section 5

The more sophisticated advocates of inflation, in brief, are disingenuous.
They do ot state their case with complete candor; ang ¢he by deceivingeen
themseles. Thg begn to talk of paper monelike the more naie inflationists, as
if it were itself a form of wealth that could be created at will on the printing press.
They even solemnly discuss a‘rhultiplier,” by which every dollar printed and
spent by the gernment becomes magically the egent of seeral dollars
added to the wealth of the country.

In brief, they divert both the public attention and their own from the real causes of
ary existing depression.dt the real causes, most of the time, are maladjustments
within the wage-cost-price structure: maladjustments between wages and prices,
between prices of vamaterials and prices of finished goods, or between one price
and another or one wage and anotA¢rsome point these maladjustments/éa
removed the incentre © produce, or hae made it actually impossible for produc-

tion to continue; and through theganic interdependence of ouraange econ-

omy, depression spreads. Not until these maladjustments are corrected can full
production and employment be resumed.

True, inflation may sometimes correct them; but it is a heady and dangerous
method. It ma&s its corrections not openly and honedily by the use of illusion.
Inflation, indeed, throws a veil of illusiorver every economic process. It confuses
and decefes dmost e/eryone, including een those who suffer by it. Wae all
accustomed to measuring our income and wealth in terms ofymtime mental

habit is so strong thatzen professional economists and statisticians cannot consis-
tently break it. It is not easy to see relationshipgys in terms of real goods and

real welfare. Who among us does not feel richer and prouder when he is told that
our national income has doubled (in terms of dollars, of course) compared with
some preinflationary period? &v the clerk who used to get $75 a week and no
gets $120 thinks that he must be in some way bettetholugh it costs him twice

as much to lie & it did when he was getting $75. He is of course not blind to the
rise in the cost ofVing. But neither is he as fullyare of his real position as he
would have been if his cost of living had not changed and if his masadary had

been reduced towp hm the same reduced purchasing power that mehas, in

spite of his salary increase, because of higher prices. Inflation is the autosugges-
tion, the lypnotism, the anesthetic, that has dulled the pain of the operation for
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him. Inflation is the opium of the people.

Section 6

And this is precisely its political function. It is because inflation confuses
evaything that it is so consistently resorted to by our modptanned economy’
governments. W& saw in chapter fourto take but one example, that the belief that
public works necessarily createwngobs is false. If the mogewvas raised by taxa-
tion, we sa, then for @ery dollar that the geernment spent on public works one
less dollar was spent by the taxpayers to meet tha&irveants, and forvery pub-
lic job created one prate job was destroyed.

But suppose the publicatks are not paid for from the proceeds of taxation? Sup-
pose thg are paid for by deficit financing(emthat is, from the proceeds wérge

ment borrowing or from resort to the printing press? Then the result just described
does not seem to takdace. The public works seem to be created outneiv”
purchasing pwer. You cannot say that the purchasing power has been talay

from the taxpayers.df the moment the nation seems toéngot something for
nothing.

But now, in accordance with our lesson, let us look at the longer consequences.
The borrowing must some day be repaid. Theegonent cannot keep piling up
debt indefinitely; for if it tries, it will some day become bankrupt. As Adam Smith
observed in 1776:

When national debts tia ance been accumulated to a certain
degree, there is scarce, | bekea sngle instance of their kang been
fairly and completely paid. The liberation of the publigeraue, if it
has @en been brought about at all, hasvays been brought about by
a bankrupty; sometimes by anvawed one, but alays by a real one,
though frequently by a pretended payment.

Yet when the geernment comes to repay the debt it has accumulated for
public works, it must necessarily tax more heavily than it spends. In this later
period, therefore, it must necessarily destmre jobs than it creates. Thet@-
heary taxation then required does not merelyetakay purchasing power; it also
lowers or destroys incems to goduction, and so reduces the total wealth and
income of the country.

The only escape from this conclusion is to assume (as of course the apostles of

spending abays do) that the politicians in power will spend mypmaly in what
would otherwise hee keen depressed ddéflationary’ periods, and will promptly
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pay the debt &fin what would otherwise & keen boom or‘inflationary” peri-
ods. This is a beguiling fiction, but unfortunately the politicians in powee ha
never acted that vy. Economic forecasting, moreer, is 9 precarious, and the
political pressures atavk are of such a nature, thatvgoaments are unlikelyver

to act that vay. Deficit spending, once embarked upon, creates poweekikd
interests which demand its continuance under all conditions.

If no honest attempt is made to pay tbfe accumulated debt, and resort is had to
outright inflation instead, then the results fallthat we hae dready described.

For the country as a whole cannot get anything without paying for it. Inflation
itself is a form of taxation. It is perhaps the worst possible form, which usually
bears hardest on those least able to Paythe assumption that inflationfafted
evayone and eerything evenly (which, we hae sen, is neer true), it would be
tantamount to a flat sales tax of the same percentage on all commodities, with the
rate as high on bread and milk as on diamonds and furs. Or it might be thought of
as equradent to a flat tax of the same percentage, withaametions, on eery-

ones income. It is a tax not only orv@y individual's expenditures, bt on his
savings account and life insurance. It is, in fact, a flat capigl l&ithout exemp-

tions, in which the poor man pays as high a percentage as the rich man.

But the situation is\en worse than this, because, as weehgeen, inflation does

not and cannot &fct everyone &enly. Some suffer more than others. The poor are
usually more heavily taxed by inflation, in percentage terms, than the rich,yor the
do not hae the same means of protecting themssliay speculate purchases of
real equities. Inflation is a kind of tax that is out of control of the tax authorities. It
strikes wantonly in all directions. The rate of tax imposed by inflation is not a
fixed one: it cannot be determined in advance.kdéw what it is today; we do

not knav what it will be tomorrow; and tomonwowe dhall not knav what it will

be on the day after.

Like every other tax, inflation acts to determine the wlial and business poli-

cies we are all forced to follo It discourages all prudence and thrift. It encour
ages squanderingambling, reckless waste of all kinds. It often makes it more
profitable to speculate than to produce. It tears apart the whole fabric of stable eco-
nomic relationships. Its inexcusable injusticevelnen tavard desperate reme-
dies. It plants the seeds aistism and communism. It leads men to demand totali-
tarian controls. It endsvariably in bitter disillusion and collapse.
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24. TheAssault on Saving

From time immemorial preerbial wisdom has taught the virtues oVisa,
and warned agnst the consequences of prodigality and waste. Thigenial
wisdom has reflected the common ethical as well as the merely prudential judg-
ments of mankind. But there V@dways been squanderers, and thereehgpar-
ently alvays been theorists to rationalize their squandering.

The classical economists, refuting the fallacies of their own dhawed that the
saving policy that was in the best interests of the wdlial was also in the best
interests of the nation. Theshowed that the rational ger, in ma kng provision

for his future, vas not hurting, but helping, the whole communByt today the
ancient virtue of thrift, as well as its defense by the classical economists, is once
more under attack, for allegedly vmereasons, while the opposite doctrine of
spending is in fashion.

In order to mak the fundamental issue as clear as possible, we cannot do better
think, than to start with the classic example used by Bastiat. Let us imagine tw
brothers, then, one a spendthrift and the other a prudent man, each of whom has
inherited a sum to yield him an income of $50,000 a.y#ardall disrgad the

income tax, and the question whether both brothers really ougldrkofer a lv-

ing or give nost of their income to charithecause such questions are iwveie to

our present purpose.

Alvin, then, the first brothefs a lavish spenderHe gends not only by tempera-
ment, lut on principle. He is a disciple (to go no further back) of Rodbertus, who
declared in the middle of the nineteenth century that capitalists “must expend their
income to the last pegnin comforts and luxurie$,for if they “determine to

save... goods accumulate, and part of the workmen witeh@ work.” [*] Alvin is

always seen at the night clubs; he tips handsomely; he maintains a pretentious
establishment, with plenty of servants; he has a couple offebasifand doesty’

stint himself in the number of cars he owns; kegs a racing stable; he runs a
yacht; he traels; he loads his wife dan with diamond bracelets and fur coats; he
gives expensve and useless presents to his friends.

To do dl this he has to dig into his capital. But what of it? Niag is a sin, dis-
saszing must be a virtue; and inyanase he is simply making up for the harm being
done by the saving of his pinchpgrimother Benjamin.

It need hardly be said that Alvin is a greavdite with the hat check girls, the
waiters, the restaurateurs, the furriers, the jewelers, the luxury establishments of all
kinds. Thg regad him as a public benaftor Certainly it is obvious to\eeryone

that he is giving employment and spreading his mangund.
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Compared with him brother Benjamin is much less poptilaris ldom seen at

the javelers, the furriers or the night clubs, and he does not call the leetuisv

by their first names. Whereas Alvin spends not only the full $50,000 income each
year but is digging into capital besides, Benjamwaslimuch more modestly and
spends only about $25,000 wdwusly, think the people who see only what hits
them in the eye, he is providing less than half as much gmplat as Alvin, and

the other $25,000 is as useless as if it did not exist.

But let us see what Benjamin actually does with this other $25,000 He does not let
it pile up in his pocketbook, his bureauweaas, or in his safe. He either deposits it

in a bank or he wests it. If he puts it either into a commercial or a savings bank,
the bank either lends it to goingiginesses on short term for working capital, or
uses it to buy securities. In other words, Benjamiests his mongeither directly

or indirectly But when mong is invested it is used to buy or build capital
goods(emhouses orfimie buildings or factories or ships or trucks or machines.
Any one of these projects puts as much nyaméo circulation and ges as nuch
employment as the same amount of nyogeent directly on consumption.

“ Saving; i n short, in the modem world, is only another form of spending. The
usual difference is that the mgnes turned @er to someone else to spend on
means to increase production. So far asngi employment is concerned, Ben-
jamin’s “saving” and spending combinedwg & nmuch as Alvins ending alone,

and put as much mowén circulation. The chief dierence is that the emplment
provided by Alvin's pending can be seen by anyone with one eye; but it is neces-
sary to look a little more carefullgnd to think a moment, to recognize thetrg

dollar of Benjamins saving gives as nuch employment asvery dollar that Alvin
throws around.

A dozen years roll byAlvin is broke. He is no longer seen in the night clubs and
at the ashionable shops; and those whom he formerly patronized, whesptak

of him, refer to him as something of a fool. He writes begging letters to Benjamin.
And Benjamin, who continues about the same ratio of spending to saving, not only
provides more jobs tharver, because his income, througlvéstment, has gwn,

but through his imestment he has helped to pide better-paying and more pro-
ductie jobs. His capital wealth and income are gredderhas, in brief, added to

the nations productve @pacity; Alvin has not.

Section 2

So may fallacies hae gown up about saving in recent years thay tten-
not all be answered by our example of the twothers. It is necessary towbte
some further space to them. Mastem from confusions so elementary as to seem
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incredible, particularly when found in theovks of economic writers of wide
repute. The word saving, for example, is used sometimes to mean mere hoarding
of mong, and sometimes to meanvestment, with no clear distinction, consis-
tently maintained, between thedwses.

Mere hoarding of hand-to-hand mgnéf it takes place irrationallycauselessly,

and on a lage scale, is in most economic situations harmful. But this sort of hoard-
ing is extremely rare. Something that looksdithis, but should be carefully distin-
guished from it, often occurs after anddurn in business has got undeaywCon-
sumptve ending and westment are then both contracted. Consumers reduce
their buying. Thg do this partly indeed, because thdéear thg may lose their
jobs, and the wish to consem their resources: tlyehavecontracted their dying

not because tlyewish to consume lessubbecause tlyewish to male are that
their power to consume will betended wer a longer period if the do lose their
jobs.

But consumers reduce their buying for another reason. Prices of gaedsdiza-
bly fallen, and the fear a furtherdll. If they defer spending, thyebelieve they will
get more for their morye They do not wish to hae teir resources in goods that
are falling in value, but in mogevhich the expect (relatvely) to rise in value.

The same xpectation preents them from imesting. Thg have lost their confi-
dence in the profitability of business; or at leasy thedieve that if they wait a fav
months thg can huy stocks or bonds cheap&¥e may think of them either as
refusing to hold goods that may fall in value on their hands, or as holdinggmone
itself for a rise.

It is @ misnomer to call this temporary refusal try Bsaving” | t does not spring
from the same mates as rmal saving. And it is a still more serious error to say
that this sort of‘'Saving’ is the cause of depressions. It is, on the conttiaeycon-
sequence of depressions.

It is true that this refusal to buy may intensify and prolong a depression. At times
when there is capricious g@nment intervention in business, and whessibess
does not kne what the ggernment is going to do m& uncertainty is created.
Profits are not reirested. Firms and individuals allocash balances to accumulate

in their banks. Thekeep larger reserves against contingencies. This hoarding of
cash may seem kka @use of a subsequent\stiown in business actity. The

real cause, hwever, is the uncertainty brought about by thevgmment policies.

The larger cash balances of firms and individuals are merely one link in the chain
of consequences from that uncertaify dame ‘excessve saaving” for the lusi-

ness decline would be gkldaming a fall in the price of apples not on aniper

crop but on the people who refuse to pay more for apples.
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But when once people Y& cecided to deride a practice or an institutiory, agu-
ment against it, no matter Wwallogical, is considered good enough. It is said that
the various consumers goods industries are built on the expectation of a certain
demand, and that if people &to saving they will disappoint this expectation and
start a depression. This assertion rests primarily on the error vee dneady
examined(emthat of forgetting that what iz&hon @wnsumers’ goods is spent on
capital goods, and thasaving” does not necessarily meaner a dllar's con-
traction in total spending. The only element of truth in the contention is that an
change that is sudden may be unsettling. dul be just as unsettling if con-
sumers suddenly switched their demand from one consumers’ good to atother
would be @en more unsettling if former sars suddenly switched their demand
from capital goods to consumers’ goods

Still another objection is made againstieg. It is said to be just downright silly

The nineteenth century is derided for its supposed inculcation of the doctrine that
mankind through sang should go on baking itself a larger and largereoatth-

out ever eating the ca&. This picture of the process is itselfveaend childish. It

can best be disposed of, perhaps, by putting before oessal\somewhat more
realistic picture of what actually takes place.

Let us picture to ourselves, then, a nation that coliggtsaves every year about
20 percent of all it produces in that ye&his figure greatly werstates the amount
of net saving that has occurred historically in the United Statesif*} s a round
figure that is easily handled, and itvgg the benefit of wery doubt to those who
believe that we hae been “oversaving’
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Now as a esult of this annual saving and/éstment, the total annual production

of the country will increase each yeflio isolate the problem we are ignoring for

the moment booms, slumps, or other fluctuations.) Let us say that this annual
increase in production is 2.5 percentage points. (Percentage points eme tak
instead of a compounded percentage merely to simplify the arithmetic.) The pic-
ture that we get for an elen-year period, sayvould then run something kkthis

in terms of inde numbers:

Year Total | Consumer’s Goods Pioduction | Capital Goods Production
First 100 80 20
Second 102.5 82 20.5
Third 105 84 21
Fourth 107.5 86 21.5
Fifth 110 88 22
Sixth 112.5 90 22.5
Seventh 115 92 23
Eighth 117.5 94 23.5
Ninth 120 96 24
Tenth 122.5 98 24.5
Eleventh | 125 100 25

The first thing to be noticed about this table is that total production increases each
year because of the saving, and would ngehacreased without it. (It is possible

no doubt to imagine that imprements and ng inventions merely in replaced
machinery and other capital goods of a value no greater than theoold w
increase the national productivity; but this increasealdsamount to very little and

the argument in gncase assumes enough priorastment to hee made the ®ist-

ing machinery possible.) The saving has been used year after year to increase the
guantity or imprge the quality of &isting machineryand so to increase the
nations autput of goods. There is, it is true (if that for some strange reason is con-
sidered an objection), a larger and largeake” each yearEach yearit is true,

not all of the currently produced aalks cnsumed. But there is no irrational or
cumulatve restraint. I6r each year a larger and larger €as in fact consumed;

until, at the end of elen years (in our illustration), the annual consumers’ecak
alone is equal to the combined consumers’ and producers’ cakes of the first year
Moreover, the capital equipment, the ability to produce goods, is itself 25 percent
greater than in the first year.

Let us obsery a ew aher points. The fact that 20 percent of the national income
goes each year for saving does not upset the consumers’ goods industries in the
least. If thg sold only the 80 units tlyeproduced in the first year (and there were

no rise in prices caused by unsatisfied demang)woald certainly not be foolish
enough to bild their production plans on the assumption thay there going to
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sell 100 units in the second ye@he consumers’ goods industries, in otheras,

are already geared to the assumption that the past situatiayaid e the rate of
savings will continue. Only an unexpected sudden and substantial increase in sa
ings would unsettle them and \eathem with unsold goods.

But the same unsettlement, as weehdready observed, would be caused in the
capital goods industries by a sudden and substantial decreasengssdH mong

that would previously hee keen used for savings were thrown into the purchase of
consumers goods, it would not increase employment but merely lead to an increase
in the price of consumption goods and to a decrease in the price of capital goods.
Its first efect on net balance would be to force shifts in employment and temporar
ily to decrease empyment by its effect on the capital goods industries. And its
long-run effect wuld be to reduce production beidhe level that would other

wise hae een achieed.

Section 3

The enemies of saving are not through.ylbegn by drawing a distinction,
which is proper enough, betweésavings’ and “investment. B ut then thg start
to talk as if the tw were independentaviables and as if it were merely an acci-
dent that thg should eer equal each otheiThese writers paint a portentous pic-
ture. On the one side arevess automaticallypointlessly stupidly continuing to
save; on the other side are limitedrivestment opportunitiesthat cannot absorb
this saing. The result, alas, is stagnation. The only solutiory teelare, is for
the gowernment to &propriate these stupid and harmful savings and ventnits
own projects, &en if these are only useless ditches or pyramids, to use up the
money and provide employment.

There is so much that is false in this picture asalution” that we can here point
only to some of the maimalfiacies. Savings can exceeddastment only by the
amounts that are actually hoarded in cash.’[*vpeople navadays, in a modern
industrial communityhoard coins and bills in stockings or under mattresses. T
the small extent that this may occiithas already been reflected in the production
plans of lnsiness and in the pricevi It is not ordinarily &en cumulatve:
dishoarding, as eccentric recluses die and their hoards areedest@nd dissi-
pated, probably offsets wehoarding. In fact, the whole amounveoived is proba-
bly insignificant in its effect on business activity.

If money is kept either in savings banks or commercial banks, as wedraady
seen, the banks are eager to lend amdstnit. The/ cannot afford to hae idle
funds. The only thing that will cause people generally to try to increase their hold-
ings of cash, or that will cause banks to hold funds idle and lose the interest on
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them, is, as we a en, either fear that prices of goods are goinglitoof the
fear of banks that tlyewill be taking too great a risk with their principal. But this
means that signs of a depressiowvehdready appeared, and Je caused the
hoarding, rather than that the hoarding has started the depression.

Apart from this negligible hoarding of cash, then (amehehis exception might

be thought of as a direcin'vestment’ in money itself) s&ings and imestment are
brought into equilibrium with each other in the same way that the supply of and
demand for aycommodity are brought into equilibrium. For we may define sa

ings and imestment as constituting respeety the supply of and demand forwme
capital. And just as the supply of and demand fgraher commodity are equal-

ized by price, so the supply of and demand for capital are equalized by interest
rates. The interest rate is merely the special name for the price of loaned capital. It
Is a price lile ny ather.

This whole subject has been so appallingly confused in recent years by compli-
cated sophistries and disastrousegomental policies based upon them that one
almost despairs of getting back to common sense and sanity about it. There is a
psychopathic fear oféxcessve” i nterest rates. It is gued that if interest rates are

too high it will not be profitable for industry to bowand invest in nev plants

and machines. This argument has been feztefe that gwernments eerywhere

in recent decades Y& pursued artificial ‘theap-money’policies. But the aju-

ment, in its concern with increasing the demand for capitat|amks the effect of
these policies on the supply of capital. It is one more example ohlilaeyfof
looking at the effects of a poyimnly on one group and forgetting the effects on
another.

If interest rates are artificially kept toowan relation to risks, there will be a
reduction in both saving and lending. The cheap-mgmeponents belie tat
saving goes on automaticajlyegadless of the interest rate, because the sated rich
have rothing else that thyecan do with their mone They do not stop to tell us at
precisely what personal incomevét a man saes a fxed minimum amount
regardless of the rate of interest or the risk at which he can lend it.

The fact is that, though the@hime of saving of the very rich is doubtlesteeted
much less proportionately than that of the moderately welyothanges in the
interest rate, practicallyveryones saving is affected in some dese. D ague, on
the basis of an extreme example, that the volume of realgsawould not be
reduced by a substantial reduction in the interest rate eisttjking that the total
production of sugar would not be reduced by a substaatiaiffits price because
the efficient, low-cost producersowld still raise as much as before. Thguanent
overlooks the marginal sar, and even, indeed, the great majority ofvees.

The effect of keping interest rates artificiallyvip in fact, is @entually the same
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as that of keeping smother price belev the natural mamt. It increases demand
and reduces supplit increases the demand for capital and reduces the supply of
real capital. It creates economic distortions. It is true, no doubt, that an artificial
reduction in the interest rate encourages increasedwngolt tends, in fact, to
encourage highly speculadi ventures that cannot continue except under the artifi-
cial conditions that g@vethem birth. On the supply side, the artificial reduction of
interest rates discourages normal thriftyisg, and iwvestment. It reduces the
accumulation of capital. It slows down that increase in prodtGtithat ‘eco-
nomic growth, t hat “progressires” profess to be so eager to promote.

The mong rate can, indeed, be kept artificiallyM@nly by continuous ne injec-

tions of curreng or bank credit in place of real savings. This can create the illu-
sion of more capital just as the addition of water can create the illusion of more
milk. But it is a polig of continuous inflation. It is obously a process volving
cumulatve danger The mong rate will rise and a crisis will delop if the infla-

tion is reversed, or merely brought to a halt, aree continued at a diminished
rate.

It remains to be pointed out that whilewnenjections of currencor bank credit
can at first, and temporarjlpring about lever interest rates, persistence in this
device must gentually raise interest rates. It does so becauseingctions of
money tend to laver the purchasing power of mgnéenders then come to realize
that the mongthey lend today will buy less a year fromwmasay, when thg get it
back. Therefore to the normal interest rateytbgd a premium to compensate
them for this expected loss in their mgreepurchasing pwer. This premium can

be high, depending on th&tent of the expected inflation. Thus the annual interest
rate on British treasury bills rose to 14 percent in 1976; Italiaergment bonds
yielded 16 percent in ‘977; and the discount rate of the central bank of Chile
soared to 75 percent in 1974. Cheap-nyop@licies, in short, eentually bring
about &r more violent oscillations in business than thosg @l designed to rem-
edy or preent.

If no effort is made to tamper with mgneates through inflationary gernmental
policies, increased savings create their own demand by lowering interest rates in a
natural mannerThe greater supply of g@gs seeking westment forces sars to

accept lower rates. Butver rates also mean that more enterprises can afford to
borrov because their prospeati profit on the nes machines or plants tlgebuy

with the proceeds seems likely to exceed what baweto pay for the bornwed

funds.
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Section 4

We come nav to the last &llagy about saving with which | intend to deal.
This is the frequent assumption that there is edfixmit to the amount of me
capital that can be absorbed, verethat the limit of capital)@ansion has already
been reached. It is incredible that such avweuld prevail even anong the igno-
rant, let alone that it could be held byyamained economist. Almost the whole
wealth of the modern avld, nearly gerything that distinguishes it from the prein-
dustrial world of the seenteenth centuryconsists of its accumulated capital.

This capital is made up in part of nyathings that might better be called con-
sumers’ durable goods(emautomobiles, refrigerators, furniture, schoolgesolle
churches, libraries, hospitals and abal private homes. Neer in the history of

the world has there been enough of these. Even if there were enough homes from a
purely numerical point of vie, qualitatve improvements are possible and desir

able without definite limit in all but the very best houses.

The second part of capital is what we may call capital prdpeonsists of the
tools of production, includingverything from the crudest axe, knife or pdo the
finest machine tool, the greatest electric generator or cyclotron, or the orest w
derfully equipped dctory Here, too, quantitately and especially qualitately,
there is no limit to thexpansion that is possible and desirable. There will not be a
“ surplus’ of capital until the most baclkavd country is as well equipped techno-
logically as the most advanced, until the mostficieht factory in America is
brought abreast of the factory with the latest and finest equipment, and until the
most modern tools of productionveareached a point where human ingenuity is at
a dead end, and can imp® them no furtherAs long as ay of these conditions
remains unfulfilled, there will be indefinite room for more capital.

But how can the additional capital b&@absorbed? How can it be “paid for”? If it

is set aside and &ad, it will absorb itself and pay for itself. For producengest

in new capital goods(emthat is, théuy nev and better and more ingenious tools
(em because these tools reduce costs of production. dther bring into &is-
tence goods that completely unaided hand labor could not bringxisteree at

all (and this nw includes most of the goods around us(embooks wiyiees,
automobiles, locomotes, suspension bridges); or yhencrease enormously the
guantities in which these can be produced; or (and this is merely saying these
things in a different way) tlyereduce unit costs of production. And as there is no
assignable limit to the x¢ent to which unit costs of production can be
reduced(emuntil \@rything can be produced at no cost at alllemthere is no
assignable limit to the amount ofneapital that can be absorbed.

The steady reduction of unit costs of production by the addition wfcagital

June 1978



-127-

does either one of twthings, or both. It reduces the costs of goods to consumers,
and it increases theages of the labor that uses thevneguipment because it
increases the produedi power of that labarThus a n& machine benefits both the
people who wrk on it directly and the great body of consumers. In the case of
consumers we may say either that it supplies them with more and better goods for
the same mone or, what is the same thing, that it increases their real incomes. In
the case of the erkers who use the memachines it increases their rezges in a
double way by increasing their mgneages as well. A typical illustration is the
automobile business. The American automobile industry pays the higgugss

the world, and among the very highesérein America. et (until about 1960)
American motorcar makers could undersell the rest of the world, because their unit
cost was laver. And the secret as that the capital used in making American auto-
mobiles was greater per worker and per car than anywhere else in the world.

And yet there are people who think wevbaeached the end of this process,[*]
and still others who think thaven if we haven’t, the world is foolish to go on ga

ing and adding to its stock of capital.

It should not be diicult to decide, after our analysis, with whom the real folly lies.

(It is true that the U. S. has been losing its world economic leadership in recent

years, but because of our own anticapitalistegumental policies, not because of
“ economic maturity)
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25. TheLesson Restated

Economics,, as we fi@ row sen again and aqn, is a science of recogniz-
ing secondary consequences. It is also a science of seeing general consequences. It
IS the science of tracing thefetts of some proposed or existing pgliot only on
some special interest in the short run, but on the general interest in the long run.

This is the lesson that has been the special concern of this beakatéd it first
in skeleton form, and then put flesh and skin on it through more than a score of
practical applications.

But in the course of specific illustration wevkafound hints of other general
lessons; and we should do well to state these lessons to ourselves more clearly.

In seeing that economics is a science of tracing consequences, we paist ha
become ware that, lile logic and mathematics, it is a science of recognizing
inevitable implications.

We may illustrate this by an elementary equation in algebra. Suppose we say that
if x =then x + y = 12. Thésolution” to this equation is that y equals 7; but this is

so precisely because the calculation tells us in effect that)? equals 7. It does not
make that assertion directljput it inevitably implies it.

What is true of this elementary equation is true of the most complicated and
abstruse equations encountered in mathematics. The answer already lies in the
statement of the problem. It must, it is true, ‘la®rked out: T he result, it is true,

may sometimes come to the man whorksg out the equation as a stunning- sur
prise. He mayen havea nse of disceering something entirely new(ema thrill

like that of “some watcher of the skies, when avr@anet swims into hisén’

His sense of diss@ry may be justified by the theoretical or practical conse-
guences of his answefet the answer was already contained in the formulation of
the problem. It \as merely not recognized at once. For mathematics reminds us
that inevitable implications are not necessarily obvious implications.

All this is equally true of economics. In this respect economics might be compared
also to engineering. When an engineer has a problem, he must first determine all
the facts bearing on that problem. If he designs a bridge to spapotats, he

must first knav the exact distance between these pwints, their precise topo-
graphical nature, the maximum load his bridge will be designed ta daeryen-

sile and compress drength of the steel or other material of which the bridge is

to be built, and the stresses and strains to which it may be subjected. Much of this
factual research has already been done for him by others. His predecessors, also,
have dready @olved elaborate mathematical equations by whichwkmp the
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strength of his materials and the stresses to whighwilebe subjected, he can
determine the necessary diame@rape, number and structure of hisvéos,
cables and girders.

In the same &y the economist, assigned a practical problem, must koth the
essential facts of that problem and the valid deductions to merdram those

facts. The deducte sde of economics is no less important than the factual. One
can say of it what Santayana says of logic (and what could be equally well said of
mathematics), that it “traces the radiation of trudp that ‘when one term of a
logical system is known to describeazt, the whole system attaching to that term
becomes, as it were, incandescdhf.

Now few people recognize the necessary implications of the economic statements
they are constantly making. When theay that the \ay to economic salvation is

to increase credit, it is just as if theaid that the \&ty to economic salvation is to
increase debt: these arefelient names for the same thing seen from opposite
sides. When thesay that the way to prosperity is to increaaef prices, it is lik
saying that the way to prosperity is to rad&od dearer for the city avker When

they say that the way to national wealth is to pay outegomental subsidies, tiie

are in efect saying that the way to national wealth is to increase taxes. When the
make it a main objectve o increase exports, most of them do not realize that the
necessarily makit a main objectve utimately to increase imports. When yhe
say under nearly all conditions, that thewto recoery is to increase wage rates,
they havefound only another way of saying that the way to vegois to increase
costs of production.

It does not necessarily follp because each of these propositionsg Bkoin, has

its reverse side, or because the a@ent proposition, or the other name for the
remedy sounds much less attraatj that the original proposal is under all condi-
tions unsound. There may be times when an increase in debt is a minor considera-
tion as against the gains acleé with the borreved funds; when a gernment
subsidy is unaidable to achiee a @rtain military purpose; when avgn industry

can aford an increase in production costs, and so on. But we ought ® swak

In each case that both sides of the covehaen considered, that all the implica-
tions of a proposal lwva been studied. And this is seldom done.

Section 2

The analysis of our illustrations has taught us another incidental lesson. This
Is that, when we study the effects arious proposals, not merely on special
groups in the short runubon all groups in the long run, the conclusions weerri
at usually correspond with those of unsophisticated common sensaultt mot
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occur to anyone unacquainted with thevplleng economic half-literag that it is

good to hae windows brolen and cities destroyed; that it is anything but waste to
create needless public projects; that it is dangerous to let idle hordes of men return
to work; that machines which increase the production of wealth and economize
human €fort are to be dreaded; that obstructions to free production and free con-
sumption increase wealth; that a nationwgaicher by forcing other nations to

take its goods for less than theost to produce; that gimg is stupid or wickd

and that squandering brings prosperity.

“What is prudence in the conduct ofesy private family,” said Adam Smitls
strong common sense in reply to the sophists of his tioa Scarce be folly in

that of a great kingdoB ut lesser men get lost in complications. yiu® ot
reexamine their reasoningren when thg emeige with conclusions that are palpa-
bly absurd. The readedepending upon his own beliefs, may or may not accept
the aphorism of Bacon thaA‘l ittle philosoply inclineth mers minds to atheism,

but depth in philosopi bringeth mers minds about to religioh.l t is certainly

true, havever, that a little economics can easily lead to the paradoxical and prepos-
terous conclusions we V& just rehearsed ub that depth in economics brings men
back to common sense. For depth in economics consists in looking for all the con-
sequences of a pojidnstead of merely resting osegaze on those immediately
visible.

Section 3

In the course of our studglso, we hae rediscavered an old friend. He is
the Forgotten Man of William Graham Sumnéie reader will remember that in
Sumners essay which appeared in 1883:

As soon as A obseeg something which seems to him to be wrong,
from which X is suffering, A talks it\er with B, and A and B then
propose to get awapassed to remedy the@ikand help X. Their lev
always proposes to determine what C shall do for Xirothe better
case, what A, B and C shall do for ... .. Whathivto do is to look up
C.... | call him the Brgotten Man.... He is the man whoveeis
thought of. He is the victim of the reformencial speculator and phi-
lanthropist, and | hope to skoyou before | get through that he
deseres your notice both for his character and for theyntamdens
which are laid upon him.

It is a historic iroy that when this phrase, thergotten Man, was kéved in
the 1930s, it was applied, not to C, but to X; and C, whs tien being asked to
support still more Xs, was more completely forgotten theer. dt is C, te
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Forgotten Man, who is alays called upon to stanch the politiciafleeding heart
by paying for his vicarious generosity.

Section 4

Our study of our lesson would not be complete if, before we took ldat,
we neglected to observihat the fundamentabfiacy with which we hae been
concerned arises not accidentallyt lsystematicallylt is an dmost ineitable
result, in fact, of the division of labor.

In a primitve community or anong pioneers, before the division of labor has
arisen, a man works solely for himself or his immediateilfy. What he consumes
is identical with what he produces. There i8agfs a direct and immediate connec-
tion between his output and his satisfactions.

But when an elaborate and minuteision of labor has set in, this direct and
immediate connection ceases to exist. | do notenghkhe things | consumeub,
perhaps, only one of them. With the income |viefrom making this one com-
modity, or rendering this one service, Uy all the rest. | wish the price ofery-
thing | buy to be lw, but it is in my interest for the price of the commodity or ser
vices that | hee o <ll to be high. Therefore, though | wish to see abundance in
eveaything else, it is in my interest for scarcity tist in the very thing that it is
my business to supplyfhe greater the scarcitgompared to eerything else, in

this one thing that | supplyhe higher will be the ward that | can get for my
efforts.

This does not necessarily mean that | will restrict my own efforts orvamyonit-

put. In fact, if | am only one of a substantial number of people supplying that com-
modity or service, and if free competition exists in my line, this individual restric-
tion will not pay me. On the contrary | am a gower of wheat, sgyl want my
particular crop to be as large as possible. But if | am concerned only witivmy o
material welfare, and ke o humanitarian scruples, lamt the output of all other
wheat growers to be aswaas ssible; for | want scarcity in wheat (and inyan
foodstuf that can be substituted for it) so that my particular crop may command
the highest possible price.

Ordinarily these selfish feelings wouldviearo efect on the total production of
wheat. Whenreer competition exists, indct, each producer is compelled to put
forth his utmost efforts to raise the highest possible crop on his own land. In this
way the forces of self-interest (which, for good oil,eare more persistently po

erful than those of altruism) are harnessed to maximum output.
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But if it is possible for wheat gweers or ag other group of producers to combine

to eliminate competition, and if the y@wnment permits or encourages such a
course, the situation changes. The wheatvgre may be able to persuade the
national geernment(emarbetter a world omganization(emto force all of them to
reduce pro rata the acreage planted to wheat. In #ysthg will bring about a
shortage and raise the price of wheat; and if the rise in the price per bushel is pro-
portionately greateas it well may be, than the reduction in output, then the wheat
growers as a whole will be better off. Theill get more money; thewill be able

to buy more of eerything else. Eerybody else, it is true, will be worsef:.of
because, other things equaleyone else will hee o give more of what he pro-
duces to get less of what the wheat grower produces. So the nation as a whole will
be just that much poorelt will be poorer by the amount of wheat that has not
been grown. But those who look only at the wheaikrs will see a gain, and
miss the more than offsetting loss.

And this applies in\ery other line. If because of unusual weather conditions there

is a sudden increase in the crop of oranges, all the consumers will benefit. The
world will be richer by that manmore oranges. Oranges will be cheapert that

very fact may mak the orange growers as a group poorer than before, unless the
greater supply of oranges compensates or more than compensates farethe lo
price. Certainly if under such conditions my particular crop of oranges isges lar
than usual, then | am certain to lose by theeloprice brought about by general
plenty.

And what applies to changes in supply applies to changes in demand, whether
brought about by e inventions and disogeries or by changes in taste. Awe
cotton-picking machine, though it may reduce the cost of cotton underwear and
shirts to ®eryone, and increase the general wealth, will mean the employment of
fewer cotton pickers. A metextile machine, weaving a better cloth at a faster rate,
will make thousands of old machines obsolete, and wipe out part of the capital
vaue invested in them, so making poorer the owners of those machines. The fur
ther deelopment of nuclear poer, though it can confer unimaginable blessings

on mankind, is something that is dreaded by theevs of coal mines and oil
wells.

Just as there is no technical imymment that would not hurt someone, so there is
no change in public taste or moralgerefor the betterthat would not hurt some-

one. An increase in sobriety would put thousands of bartenders ousinéss. A
decline in gambling would force croupiers and racing touts to seek more produc-
tive accupations. A growth of male chastity would ruin the oldest profession in the
world.

But it is not merely those who deliberately pander to men s vices whtu Wwe
hurt by a sudden impvement in public morals. Among those whowld be hurt
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most are precisely those whose business it is to veptmse morals. Preachers
would hare less to complain about; reformers would lose their causes; the demand
for their services and contributions for their support would decline.

If there were no criminals we should need fewer lawyers, judges and firemen, and
no jailers, no locksmiths, and (except for such services as untangling traffic snarls)
even no plicemen.

Under a system of division of lahan short, it is difficult to think of a greater ful-
fillment of ary human need which e@uld not, at least temporarilgurt some of the
people who hee made ivestments or painfully acquired skill to meet that precise
need. If progress were completelyee dl around the circle, this antagonism
between the interests of the whole community and of the specialized gooilgh w
not, if it were noticed at all, presentyaserious problem. If in the same year as the
world wheat crop increased, myno crop increased in the same proportion, if the
crop of oranges and all other agricultural products increased correspondnagly

if the output of all industrial goods also rose and their unit cost of production fell
to correspond, then | as a wheatwgeo would not suffer because the output of
wheat had increased. The price that | got for a bushel of wheat might decline. The
total sum that | realized from my larger output might decline. But if | could also
because of increased supplies buy the outputvedfyene else cheapethen |
should hae ro real cause to complain. If the price o®eg/thing else dropped in
exactly the same ratio as the decline in the price of my wheat, | should be better
off, in fact, exactly in proportion to my increased total crop; ar@lyene else,
likewise, would benefit proportionately from the in creased supplies of all goods
and services.

But economic progress v has taken place and probablywaewill take gdace in

this completely uniform ay. Advance occurs o in this branch of production
and nav in that. And if there is a sudden increase in the supply of the thing | help
to produce, or if a e invention or disceoery makes what | produce no longer
necessarythen the gin to the world is a tragedy to me and to the prodecjioup

to which | belong.

Now it is often not the diffused gain of the increased supply or discovery that

most forcibly strikeseen the disinterested obseny but the concentrated loss. The
fact that there is more and cheaper coffee very@ne is lost sight of; what is seen

Is merely that some coffee growers cannot enaldving at the lower price. The
increased output of shoes atvkr cost by the v machine is forgotten; what is
seen is a group of men andnven thrown out of work. It is altogether proper(emit
is, in fact, essential to a full understanding of the problem(emthat the plight of
these groups be recognized, thaythe cealt with sympatheticallyand that we try

to see whether some of thaigs from this specialized progress cannot be used to
help the victims find a produeé role elsewhere.
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But the solution is ner to reduce supplies arbitrarjlyo prevent further irventions

or discweries, or to support people for continuing to perform a service that has
lost its \alue. Yet this is what the world has repeatedly sought to do by pvetecti
tariffs, by the destruction of machinellyy the burning of coffee, by a thousand
restriction schemes. This is the insane doctrine of wealth through scarcity.

It is a doctrine that may whys be pwately true, unfortunatelyfor ary particular
group of producers considered in isolation (em ifytben male sarce the one
thing they haveto sell while keeping abundant all the thingsythaveto buy. But
it is a doctrine that is afys publicly false. It can mer be gplied all around the
circle. For its application would mean economic suicide.

And this is our lesson in its most generalized foror. fRary things that seem to

be true when we concentrate on a single economic group are seen to be illusions
when the interests overyone, as consumer no less than as prodaeeiconsid-

ered.

To e the problem as a whole, and not in fragments: that is the goal of economic
science.
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26. ThelLesson after Thirty Years

The first edition of this book appeared in 1946. It isv,nas | write this,
thirty-two years laterHow much of the lesson expounded in the previous pages
has been learned in this period?

If we are referring to the politicians(emto all those responsible for formulating and
imposing geernment policies(empractically none of it has been learned. On the
contrary the policies analyzed in the preceding chapters are far more deeply estab-
lished and widespread, not only in the United States, but in practigatly @un-

try in the world, than thewere when this book first appeared.

We may take, as the outstanding example, inflation. This is not only aypolic
imposed for its own sake, but an inevitable result of most of the othereintien-

ist policies. It stands today as the wansal symbol of geernment interention
evaywhere.

The 1946 edition explained the consequences of inflation, but the inflation then
was comparatvely mild. True, though federal gernment expenditures in 1926
had been less than $3 billion and thees\a surplus, by fiscal year 194pendi-

tures had risen to $55 billion and therasna deficit of $16 billion. Yet in fiscal
year 1947, with the war ended, expenditures fell to $35 billion and there was an
actual surplus of nearly $4 billion. By fiscal year 1978yéu@r, expenditures had
soared to $45’ billion and the deficit to $49 billion.

All this has been accompanied by an enormous increase in the stock of
moneg/(emfrom $113 billion of demand deposits plus curyenatside of banks in
1947, to $357 billion in August 1978. In otheonds, the actie noney supply has

been more than tripled in the period.

The effect of this increase in mgnbas been a dramatic increase in prices. The
consumer price indein 1946 stood at In September1978 it was 199.3. Prices, in
short, more than tripled.[12]

The poligy of inflation, as | hee said, is partly imposed for its own sake. More
than forty years after the publication of John Maynaeyries’ General Theoyy

and more than twenty years after that book has been thoroughly discredited by
analysis and experience, a great number of our politicians are still unceasingly rec-
ommending more deficit spending in order to cure or redxistirey unemply-

ment. An appalling ironis that the are making these recommendations when the
federal ggernment has already been running a deficit for forty-one out of the last
forty-eight years and when that deficit has been reaching dimensions of $50 billion
a year [13]
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An even greater irony is that, not satisfied with follsing such disastrous policies
at home, our officials wa keen scolding other countries, notably Gerynand
Japan, for not follwing these ‘expansionary’policies themselves. This reminds
one of nothing so much as Aesevx, who, when he had lost his tailged all
his fellow foxes to cut dftheirs.

One of the wrst results of the retention of theyesian myths is that it not only
promotes greater and greater inflation, but that it systematicabytdiattention
from the real causes of our unemployment, suchxasseve wnion wage-rates,
minimum wage laws,xeessve and prolonged unempymnent insurance, and/er-
generous relief payments.

But the inflation, though in part often deliberate, is today mainly the consequence
of other g@ernment economic interventions. It is the consequence, in brief, of the
Redistributve Sate(emof all the policies ofxpropriating mong from Peter in
order to lavish it on Paul.

This process would be easier to trace, and its ruindestefeasier to expose, if it
were all done in some single measure(eentite guaranteed annual income actu-
ally proposed and seriously considered by committees of Congress in the early
1970s. This was a proposal to tax still more ruthlessly all incomes aerage

and turn the proceedva to dl those living belav a ©-called minimum peerty

line, in order to guarantee them an income(em whethgnikee willing to work

or not(em'to enable them to lie with dignity.” It would be hard to imagine a plan
more clearly calculated to discourage work and production aadtually to
impoverish everybody.

But instead of passing prsuch single measure, and bringing on ruin in a single
swoop, our geernment has preferred to enact a hundred laws thatteSuch a
redistribution on a partial and seleati basis. These measures may miss some
needy groups entirely; but on the other hang thay shower upon other groups a
dozen different varieties of benefits, subsidies, and other handouts. These include,
to give a endom list: Social SecuritiMedicare, Medicaid, unempiment insu¥

ance, food stamps, veterans’ benefasyf subsidies, subsidized housing, rent sub-
sidies, school lunches, public employment on erakrk jobs, Aid to amilies

with Dependent Children, and direct relief of all kinds, including aid to the aged,
the blind, and the disabled. The federalgoment has estimated that under these
last categories it has been handing federal aid benefits to more than 4 million peo-
ple(emnot to count what the states and cities are doing.

One author has recently counted amdmeined no fewer than forty-four wate
programs. Geernment expenditures for these in 1976 totaled $187 billion. The
combined gerage growth of these programs between 1971 and 1898&2% per

cent a year(emz2.5 times the rate of growth of estimated gross national product for
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the same period. Projectedpenditures for 1979 are more than $250 billion.
Coincident with the xraordinary growth of these welfare expenditures has been
the deelopment of a “national welfare industfynow composed of 5 million pub-

lic and prvate workers distributing payments and services to 50 million beneficia-
ries. [*]

Nearly every other Wéstern country has been administering a similar assortment of
aid programs(emthough sometimes a more integrated and less haphazard collec-
tion. And in order to do this tlyghavebeen resorting to more and more Draconian
taxation.

We reed merely point to Great Britain as one example. k&gment has been
taxing personal income from worKgarned’ income) up to 83 percent, and per
sonal income from westment (‘unearned’income) up to 98 percent. Should it be
surprising that it has discouraged work angestment and so profoundly disceur
aged production and empiment? There is no more certain way to deter eyaplo
ment than to harass and penalize employers. There is no more cernaim keep
wages lav than to destrp every incentve o investment in n& and more dicient
machines and equipment. But this is becoming more and more thg @ogjov-
ernments eerywhere. [14]

Yet this Draconian taxation has not broughteraies to keep pace witlves more
reckless geernment spending and schemes for redistributing wealth. The result
has been to bring chronic and grog government budget deficits, and therefore
chronic and mounting inflation, in nearlyeey country in the world.

For the last thirty years or so, Citibank of Wé&ork has been keeping a record of
this inflation wer ten-year periods. Its calculations are based on the costiaj-li
estimates published by the individuavgoxments themseés. In its economic let-

ter of October 1977 it published a seyvd inflation in fifty countries. These fig-

ures shw that in 1976, for @ample, the West German mark, with the best record,
had lost 35 percent of its purchasing powear ahe preceding ten years; that the
Swiss franc had lost 40 percent, the American dollar 43 percent, the French franc
50 percent, the Japanese yen 57 percent, the Swedish krone 47 percent, the Italian
lira 56 percent, and the British pound 61 percent. When we get to Latin America,
the Brazilian cruzeiro had lost 89 percent of its value, and the Uruguayan, Chilean,
and Argentine pesos more than 99 percent.

Though when compared with the record of a year orlaiore, the werall record

of world curreng depreciations was more moderate; the American dollar in 1977
was depreciating at an annual rate of 6 percent, the French franc of 8.6 percent, the
Japanese yen of 9.1 percent, the Swedish krone of percent, the British pound of
14.5 percent, the Italian lira of 15.7 percent, and the Spanish peseta at an annual
rate of 17.5 percent. As for Latin American experience, the Brazilian cynartc
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in 1977 was depreciating at an annual rate of 30.8 percent, the Uruguayan of 35.5,
the Chilean of 53.9, and the Argentinean of 65.7.[15]

| leave it to the reader to picture the chaos that these rates of depreciation of
mone/ were producing in the economies of these countries and tiegiisgfin the
lives of millions of their inhabitants.

As | hare pointed out, these inflations, themselves the cause of so much human
misery were in turn in large part the consequence of other policiesvefrgonent
economic intervention. Practically all these interventions unintentionally illustrate
and underline the basic lesson of this book. All were enacted on the assumption
that theg would confer some immediate benefit on some special group. Those who
enacted them failed to takkeed of their secondary consequences(emfailed to con-
sider what their effect would be in the long run on all groups.

In sum, so far as the politicians are concerned, the lesson that this book tried to
instill more than thirty years ago does not seem W leen learned anywhere.

If we go through the chapters of this book seriatim, we find practically no form of
government interention deprecated in the first edition that is not still being pur
sued, usually with increased obstinaGovernments eerywhere are still trying to
cure by public works the unemployment brought about by their own policieg. The
are imposing heavier and morgpeopriatory taxes thanver. They still recom-
mend credit expansion. Most of them still rmdkull employment’ their overrid-

ing goal. Thg continue to impose import quotas and protectariffs. They try to
increase exports by depreciating their currencies éurther Farmers are still

“ striking” for “parity prices. G overnments still provide special encouragements
to unprofitable industries. Thetill make dforts to ‘stabilize” special commodity
prices.

Governments, pushing up commodity prices by inflating their currencies, continue
to blame the higher prices on \ate producers, sellers, angrbfiteers. T hey
impose price ceilings on oil and natural gas, to discourageergloration pre-
cisely when it is in most need of encouragement, or resort to general price and
wage fixing or ‘monitoring” T hey continue rent control in the€e of the olous
devastation it has caused. Theawot only retain minimum wage Ws but leep
increasing their heel, in face of the chronic unemployment yheo dearly bring
about. Thg continue to pass laws granting speciaviigges and immunities to
labor unions; to oblige arkers to become members; to tolerate massefiul

and other forms of coercion; and to compel employerh&mgan collectively in

good hith” with such unions(em i.e., to malat kast some concessions to their
demands. The intention of all these measures is to “help.1aBat the result is
once more to create and prolong unemployment, andvier limtal wage payments
compared with what tlyemight have been.
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Most politicians continue to ignore the necessity of profits,vewestimate their
avaage or total net amount, to denounce unusual profits anywhere, to tax them
excessvely, and sometimeswven to deplore the very existence of profits.

The anticapitalistic mentality seems more deeply embedded veaniheneer
there is ap dowdown in business, the politicians wosee the main cause as
“insufficient consumer spendirigA t the same time that theencourage more
consumer spending theile up further disincentes and penalties in the way of
saving and ivestment. Their chief method of doing this today we lavealready
seen, is to embark on or accelerate inflation. The result is that toddlye first
time in history no nation is on a metallic standard, and practicallgre nation is
swindling its own people by printing a chronically depreciating paper cytrenc

To ple one more item on this heap, let us examine the recent tgndenhonly in

the United States but abroad, for almogtryg “social” program, once launched
upon, to get completely out of handeWavealready glanced at theseall pic-
ture, but let us n@ look more closely at one outstanding example (em Social
Security in the United States.

The original federal Social Security Act was passed in 1935. The theory behind it
was that the greater part of the relief problem was that people did veirstoeir
working years, and so, when thevere too old to wrk, they found themsels
without resources. This problem could be sdlvit was thought, if thyewere com-
pelled to insure themselves, with emycs also compelled to contribute half the
necessary premiums, so thatytlveould hare a @nsion sufficient to retire on at
age sixty-five or over. Social Security was to be entirely a self-financed insurance
plan based on strict actuarial principles. A reedmnd was to be set up $iafent

to meet future claims and payments ay fied due.

It never worked out that \&y. The reserg fund existed mainly on papérhe gw-
ernment spent the Social Security tax receipts, asddme in, either to meet its
ordinary e&penses or to pay out benefits. Since 1975, current benefit payments
have exceeded the systemfax receipts.

It also turned out that in practicallyesy session Congress found ways to increase
the benefits paid, broaden thevemge, and add meforms of “social insuranceé.

As one commentator pointed out in 1965, & feeeks after Medicare insurance
was alded: “Social Security sweetenersvhaleen enacted in each of the past
seven general election years.

As inflation deeloped and progressed, Social Security benefits were increased not
only in proportion, it much more. The typical political plavas to load up bene-

fits in the present and push costs into the future. Yet that futuagsaarrved; and

each fev years later Congress would agaivénd increase payroll taes levied on
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both workers and employers.

Not only were the tax rates continuously increasatthere was a constant rise in

the amount of salary taxed. In the original 1935 bill the salary taxed was only the
first $3,000. The early tax rates were veny.l®ut between 1965 and 1977, for
example, the Social Security tax shot up from 4.4 percent on the first $6,600 of
earned income (levied on empéy and employee alike) to a combined 11.7% per
cent on the first $16,500 (Between 1960 and 1977, the total annual tax increased
by 572 percent, or about 12 percent a year compounded. It is scheduled to go
much higher.) At the lggnning of 1977, unfunded liabilities of the Social Security
system were officially estimated at $4.1 trillion.[16]

No one can say today whether Social Security is really an insurance program or
just a complicated and lopsided relief system. Thk lof the present benefit
recipients are being assured thatythearned’ and “paid for” their benefits. ¥t

no priate insurance compgrcould have dforded to pay existing benefit scales
out of the “premiums’ actually receved. As of early 1978, when low-paidonk-

ers retire, their monthly benefits generally represent about 60 percent of what the
earned on the jobMiddle-income workers receie @out 45 percent. For those
with exceptionally high salaries, the ratio can fall to or 10 percent. If Social Secu-
rity is thought of as a relief system virver, it is a \ery strange one, for those who
have dready been getting the highest salaries wectie highest dollar benefits.

Yet Social Security today is still sacrosanct. It is considered political suicide for
ary congressman to suggest cutting down or cutting back not only present b
promised future benefits. The American Social Security system must stand today
as a frightening symbol of the almostvitable tendeng of any mational relief,
redistritution, or ‘insurance scheme, once established, to run completely out of
control.

In brief, the main problem weaée today is not economic, but political. Sound
economists are in substantial agreement concerning what ought to be done. Practi-
cally all government attempts to redistribute wealth and income tend to smother
productive incentves and lead tward general impeerishment. It is the proper
sphere of geernment to create and enforce a fravoek of law that prohibits force

and fraud. But it must refrain from specific economic irgations. Geernment’s

main economic function is to encourage and presarkee market. When Alan-

der the Great visited the philosopher Diogenes aneldaskether he could doyn

thing for him, Diogenes is said toveareplied: ‘Yes, stand a little less between me
and the sufil tis what every citizen is entitled to ask of his gg@nment.

The outlook is dark, Ut it is not entirely without hope. Here and there one can

detect a break in the clouds. More and more people are becowvargythat go-
ernment has nothing towg them without first taking itveay from somebody
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else(emor from themseds. Increased handouts to selected groups mean merely
increased taes, or increased deficits and increased inflation. And inflation, in the
end, misdirects and digganizes production. Even aviepoliticians are bginning

to recognize this, and some of thevereto date it clearly.

In addition, there are magl signs of a shift in the intellectual winds of doctrine.
Keynesians and NeDealers seem to be in asioetreat. Conseatives, libertari-

ans, and other defenders of free enterprise are becoming more outspoken and more
articulate. And there are mamore of them. Among the young, there is a rapid
growth of a disciplined school dA'ustrian’ economists.

There is a real promise that public pglioay be rgersed before the damage from
existing measures and trends has become irreparable.

June 1978



-142-
27. ANote on Books

Those who desire to read further in economics should turn next to some
work of intermediate length and @idulty. | know of no sngle volume in print
today that completely meets this needt there are seral that together supply it.
There is an ellent short book (126 pages) by Faustino BallvA®©, Essentials of
Economics (Irvington-on-Hudson, N:YFoundation for Economic Education),
which briefly summarizes principles and policies. A book that does that at some-
what greater length (327 pages) is Understanding the Dollar Crisis by [Perc
Greaves (Belmont, Mass.: \&stern Islands, 1973). Bettina Bien G has
assembled ter volumes of readings on Free MatkEconomics (Foundation for
Economic Education).

The reader who aims at a thorough understanding, and feels prepared for it, should
next read Human Action by Ludwigon Mises (Chicago: Contemporary Books,
1949, 1966, 907 pages). This book extended the logical unity and precision of eco-
nomics beyond that of grprevious work. A two-volume work written thirteen

years after Human Action by a student of Mises is Murray Rotrs’tah, Econ-

omy, and State (Mission, Kan.: Sheed, Andseand McMeel, 1962, 987 pages).
This contains much original and penetrating material;¥fosition is admirably

lucid; and its arrangement makes it in some respects more suitabletbmote

use than Mises’ great work.

Short books that discuss special economic subjects in a simglan Planning

for Freedom by Ludwig von Mises (South Holland, Ill.: Libertarian Press, 1952),
and Capitalism and Freedom by Milton Friedman (Chicagovedsity of Chicago
Press, 1962). There is arcellent pamphlet by Murray N. Rothbard, What Has-
Government Done to Our Moy®@ (Santa Ana, Calif.. Rampart College, 1964,
1974, 62 pages). On the urgent subject of inflation, a book by the present author
has recently been published, The Inflation Crisis, ana/ kioResole It (New
Rochelle, N.Y.: Arlington House, 1978).

Among recent works which discuss current ideologies andafmnents from a
point of viev similar to that of this volume are the present authdhe Failure of
the ‘New Economics” An Analysis of the Keynesian Rllacies (Arlington House,
1959); F A. Hayek, The Road to Serfdom (1945) and the same asithoru-
mental Constitution of Liberty (Chicago: Wersity of Chicago Press, 1960). Lud-
wig von Mises’ Socialism: An Economic and Sociological Analysis (London:
Jonathan Cape, 1936, 1969) is the most thorough arestdeng critique of col-
lectivistic doctrines er written.

The reader should noverlook, of course, Frederic BastimtEconomic Sophisms
(ca. 1844), and particularly his essay on “What Is Seen and What Is Nct Seen.
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Those who are interested in working through the economic classics might find it
most profitable to do this in theveese of their historical ordePresented in this
order the chief works to be consulted, with the dates of their first editions, are:
Philip Wick-steed, The Common Sense of Political Econoi®yt1; John Bates
Clark, The Distribution of Wealth, 1899; Eugen von BohmBawerk, The fRositi
Theory of Capital, 1888; Karl Mengd#inciples of Economics, 1871; V&anley
Jevons, The Theory of Political Econom$871; John Stuart Mill, Principles of
Political Economy1848; David Ricardo, Principles of Political Economy analxT
ation, 1817; and Adam Smith, The Wealth of Nations, 1776.

Economics broadens out in a hundred directions. Whole libraneskean writ-

ten on specialized fields alone, such as ma@né banking, foreign trade and for

eign exchange, taxation and public financeyegament control, capitalism and
socialism, wages and labor relations, interest and capital, agricultural economics,
rent, prices, profits, markets, competition and mongpa@lgie and utility Satis-

tics, business cycles, wealth and/g@ty, social insurance, housing, public utilities,
mathematical economics, studies of special industries and of economic.history
But no one will ger properly understand grof these specialized fields unless he
has first of all acquired a firm grasp of basic economic principles and the gomple
interrelationship of all economic factors and forces. When he has done this by his
reading in general economics, he can be trusted to find the right books in his spe-
cial field of interest.
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