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INTRODUCTION
IN A FREE SOCIETY, progress is made through the stimulation
of the voluntary effort of individuals. The prime mover is selfinterest. The welfare of each person depends largely on what
he does for himself, how he looks after his interests and how
he marshals the resources--whether they be labor power, special skills, capital or land--at his disposal.
Production requires the joint and simultaneous action of
four fundamental factors : land, labor, capital and management.
Each factor which enters into production must have an incenTHIS BULLETIN is the work of the author
whose name is shown on the title page. It is
not a report of the Chamber of Commerce of
the United States, nor of the Committee on
Economic Policy, and does not, therefore, neces-

sarily represent their views. It is published and
distributed for the purpose of raising questions, providing information and presenting
views that may be helpful in the consideration
of policies.

tive to do so. This incentive is the portion of the output which
it receives as its compensation.
Our society, it must be noted, is a private enterprise society ;
this means that in a very fundamental way the forces making
for expansion and progress focus through the judgment and
appraisal of the risk taker starting a new business, of the
investor and of the business manager. The business manager,
by virtue of the trust imposed in him, has a great responsibility
to avoid losses, to prevent the destruction of the value of the
investment in the business, to keep the business solvent and to
keep it going. His motivation goes much deeper than the profit
motive commonly attributed to the businessman as his only
inducement; he is influenced by his sense of trusteeship and
stewardship which grows out of his relation to the community,
to the employees and to the people who provide the capital
which is essential to make the business.
Two facts stand out:
1. In our type of civilization man does not work with his
bare hands; each worker is provided with tools, machines and
equipment. To create one job in our economy requires, on the

average, about $5,000 investment in productive facilities.
2. Our labor supply increases annually at the rate of 700,000
workers after allowing for those who quit the labor market
each year.

The Problem of

To have adequate job opportunities, we must find a sufficient
number of investors year by year to create enough job-oppor-

tunities to absorb all the young people who enter the labor
market. To induce such investment, the safety and the return

Business Incentives

on old investment must be such as to justify the new investment.

This Bulletin, which is the work of Dr. Emerson P. Schmidt,

is widely understood and becomes the basis for the policies

IN ORDER TO ATTAIN high levels of employment for the
post-war, employers must have incentives to put men to
work. Employers are the people who provide employment; therefore, we must follow public policies which
will encourage a high birth and survival rate of efficient

of business and government, and of all groups in society, we

employers.

can have high levels of employment and production for the

This means that our policies must not block the incentives to invest, to expand, to put men on their payrolls
and keep them there. In the 1930's we had a shortage of
employment-offers because there was not sufficient incentive to induce employers to invest and expand.
The essential conditions for industrial expansion are
easy to state; our problem is to create those conditions.
This Bulletin will attempt to outline the means we must
employ to attain them.

economist of the Committee on Economic Policy, throws some
new light on the operation of our economy in terms of its
mainsprings. It points to a number of specific post-war steps
which are essential for an expanding economy. If his analysis

post-war.

EDGAR V. O'DANIEL, Chairman
Committee on Economic Policy

September, 1943

Creating
I Using
WhatNew
WeInvestment
Have and
THE UTILIZATION of all our manpower falls into two
problems :
1. Using existing plant and equipment.
2. Creating new investment to provide new jobs.*
* Production, not jobs, of course, is the objective of an economy;

but because a scarcity of job opportunities for the post-war is
feared, this Bulletin will discuss the problem in terms of jobs.
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In order fully to employ our industrial plant and
facilities, employers must have funds on hand which
they are willing to convert into raw materials, inventories
and payrolls. To induce this conversion they must see
some chance of breaking better than even. If the possibility of losses exceeds the possibility of gain, the employer will leave his money in the bank.
This is known as the problem of cost-price relationships. If costs of production, whether raw materials,
power, labor, or whatever they may be, are such that the
product to be produced is likely to sell at a loss, production
must stagnate. If prices of finished products sag, or costs
are erratic and uncertain, production must stagnate.
If the business man is bereft of control of both costs
and prices so that he cannot predict with some assurance
what either his costs or his prices will be, his effort in

Not only must the business man have incentives to
utilize what equipment he has, but in our type of society
there must be a constant expansion in employment facilities if we are to have prosperity. This is true for two
reasons :

1. Our net labor supply increases annually at the rate
of 700,000 people because of the excess of births
over deaths.*

2. If the saved portion of people's income remains uninvested in real capital, this constitutes idle purchasing power and must bring stagnation.
In short, prosperity is impossible without new investment. If the safety of existing investments in factories,
mines, forestry and service enterprises is impaired because of low earnings, incentives to make new invest-

planning is likely to be directed to the conservation of his

ments in additional job-creating facilities will lag. This

assets, rather than to the development of new products
or new enterprises. This means inaction or stagnation.
In a free society the consumer is the ultimate dictator
of production. He is free to buy or not to buy; he may
change his tastes and desires. The businessman is his
servant. If the price or quality are not agreeable, the
consumer may decline to buy. To be sure, the producer
has at his disposal some powers of persuasion through
advertising and salesmanship but, by and large, the consumer must be satisfied and has the final decision. The
employer is not a free agent, being bound by free consumer choices and by prices and costs over which he has
but limited control. He decides whether to hire workers

explains the apparent "excess" savings in the 1930's ; that
is, during depressions these idle savings are frequently
looked upon as the cause of stagnation, whereas they are
more likely to be a result of unwise over-expansion in a
previous period, or a result of obstacles to investment
created during the depression.
Should any doubt prevail as to the correctness of this
diagnosis, one has only to ask himself : How are new selfsustaining jobs created? Opening a small retail store
may create a job or two, but to open such an outlet requires several thousand dollars of investment. To create
jobs in a store, a filling station, a mine, a lumber mill or

and to produce as the result of his view of the probable
profitability of his operations. To this problem of costprice relationship we will return later.

6*

* About 2.3 million young people reach working age annually.
About 1.4 million of these actively enter the labor market. About
half this latter number quit the labor market annually because of
age, death, disability, marriage, etc., thus leaving a net annual

increase in the labor supply of about 700,000.
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factory, investment must take place. Investment takes
place only after a careful "prediction" of the future.
Every investment is an exercise in forecasting.
The first consideration is the risk of investment meas-

ured against the probabilities of profits; safety depends
entirely on the earning possibilities of the investment.
If a filling station is mislocated, if a shoe factory cannot earn a fair return on its cost, this lack of earning
power reduces the value of the investment or perhaps
wipes it out. Once dollars are converted into brick and
mortar, into machines and equipment, these dollars become a "sunk cost" and as a rule they can be recovered

only by making the facilities profitable.
If the enterprise is misconceived and has to be
liquidated, the chances of recovering the original investment are almost nil. This is obvious to the eye of the
citizen as he passes the vacated filling station, the empty
factory building, the abandoned farm. Far more than is
commonly realized, once dollars are converted into plant
and buildings for a certain purpose, their usefulness in
normal times for any other purpose is exceedingly low
or nil. Usually for a new enterprise it is better to start
from scratch than to take over the plant of some concern
which has ceased to operate. This is an important point
to keep in mind when one considers the necessary incentives to make new investments. The risks of business and

on new investment; the old investment may be made
obsolete and replaced with the new. Thus, not only enlarged output but, also, the attainment of more leisure
without the impairment of the volume of goods calls for
an adequate incentive to invest.

II Investment per Job
IN OUR CIVILIZATION man does not work with his bare
hands. Rather, he works with tools, machines and other
equipment.
For the economy as a whole it requires an average of
about $5,000 to put one man to work. For manufacturing
it requires an investment of $6,300 per job. For railroads

it calls for $25,000, a figure similar to that required in
the iron and steel industry. In the chemical industry it
requires an investment of $17,000 per job. A few other
figures are given in the accompanying schedule.
Capital Investment Per Worker *
Manufacturing (average)
Chemicals

$6,300
17,000

Printing

..........................

Leather

...........................

2,500

..............................

8,650

Mining

Agriculture

5,800

..........................

investment are enormous.

Railroads

The dollars invested get their value exclusively from
their use in the future, and not because they led to an
investment with a stated book value. Furthermore, economic progress (producing the same product with less
human effort, or producing more of a product or a new
and improved product with less than proportionate increase in effort) depends largely on invention and usually

Retail Stores

8.

..............

.........................

............................

5,000
25,000

.........................

Estimated average

..............

5,000
$5,000

* Accurate figures on investment for most industries are not
available. Investment data are complicated by depreciation calculations and the investment per worker is affected by numerous
assumptions such as full capacity operation, three shifts, etc. The
above figures, nevertheless, demonstrate the relation between jobs
and investment.
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This means that for every unemployed man, if we are
to solve his problem of making a living, we must not be

up the slack" during periods of serious business stagnation. We must recognize that the disposition to save and

content with writing up his sad plight in the Sunday

invest is the absolutely indispensable step to jobs and

paper, but we must find investors who are willing to
provide the dollars for conversion of labor and materials
into capital equipment so this man can work with this
equipment and turn out a product which the consumer

production.
Unless public, business and labor policies make every
effort to remove the barriers to new investment, we might
as well recognize the fact that we cannot solve the unemployment problem.
In some quarters a solution to this problem is sought
by reducing the length of the workweek, thus spreading
employment. But it must be recognized that this is no
real solution to the problem if we wish to hold our standard of living or increase it because it divides up unemployment and does not materially increase output; therefore
it must reduce the per capita real income, unless offset
by increases in efficiency. The workweek should never
be shortened for the purpose of creating more jobs--that

wants.

If, annually, we put to work our new young people
their output becomes available to each other and to the
rest of society. With their incomes they purchase the
commodities produced by the people previously at work.
Thus the interdependence between new investment, new

jobs and the old investment and the old jobs becomes
clear.

Once new investment ceases, or if merely the rate of
new investment declines, this means that money savings,
which should grow into purchasing power through the
process of investment, do not serve their normal function
for the time being. Investment at a steady rate is not
only the key to continued prosperity but also to a higher
standard of life for all.
On the average, over 26,000 young people enter the
labor market every week. After allowing for half this
number, who merely take the jobs of others who quit
the labor market, this still leaves us about 13,000 each
week for whom new jobs must be found. If an investment
of $5,000, on the average, is necessary to provide each
of these people with a new, previously non-existent job,
we must find enough investors with a total of about
$65,000,000 each week to spend not on consumption, but
for investment in job-creating facilities.
These figures are worth pondering; they show why a
public works program can never be adequate to "take

l0 *

is temporizing with the problem; it is likely to aggravate
it because it is likely to raise the money cost of production
since workers generally demand that the shorter workweek be coupled with the maintenance of the same weekly
pay for less input of labor hours, thus raising the cost
per unit of output.*
Men like Henry Ford with ideas, courage, thrift and
the capacity to inspire the confidence of other investors
are the real creators of jobs and a high level of output.

If our sympathy for the plight of the sharecroppers
(which indeed exists) and the "submerged third of our
population" were supported by techniques which would
enable these people to provide themselves with capital so

that their productivity might rise, this would help these
low-income groups to escape out of the rut in which they
* See Bulletin No. 5, POST-WAR READJUSTMENTS SERIES,
for a more complete analysis of this problem.
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find themselves. To raise incomes, we must raise produc-

tivity; to raise productivity, we must put into the hands
of the workers the tools and machines which will make
them more efficient. Thus it all comes back to the problem
of the incentive to invest.
Of course, as stated earlier, jobs or employment are
not the objectives; production of goods and services

which the people desire is the objective. Many people
are saying, "If private industry fails to provide jobs, the
government must do so." This view, while expressing a
desirable sympathy toward those persons without income, may lead to policies which merely create jobs, for

the sake of the jobs; this may lead to leaf-raking and
other largely useless activity.
In the case of private industry, the free consumer
choice governs what is to be produced; when the government decides to create jobs, a government bureau or a
pressure group operating through Congress governs what
is to be produced or what is to be done. The decisions
reached may or may not lead to enlarged human welfare
and more goods and services. The product may or may
not be worth what it cost; the consumer's control and
influence on what he gets for his expenditure are remote,
tenuous and indirect.

2. It encourages the full utilization of existing plant
facilities.
The 1920's were prosperous because the investment
rate was high. The 1930's were years of stagnation because investment was low. The depression of the 1930's
itself generated further maladjustments.*
Because of the magnitude and ramifications of the con-

struction industry, the activity of this industry alone is
sufficient largely to explain the difference between depres-

sion and prosperity as is suggested by the following
figures :
Construction Contracts Awarded in 37 States **
Prosperous Period

Year

1925
1926
1927

Index
Dollars (in (1923-25
millions)
ÿ-ÿ100)

$6,006
6,381
6,303

122
129
129

Depression Period

Year

1932
1933
1934

Index
Dollars (in (1923-25
millions)
ÿ100)

$1,351
1,256
1,543

28
25
32

Thus in 1933 construction awards were only about 19 %

of those in 1926 or 1927. This meant that only one in five

III Importance
of
New Investment

carpenters or plumbers or brickmakers was employed
in 1933. This induced further unemployment in the nonconstruction industries. As investment in new construction lagged, depression prevailed. In the prosperous years
we had prosperity precisely because new investment was
taking place at a high rate. The condition of semi-depres-

THUS, it should be clear that new investment plays a
critical role in our economy for two reasons:

* The maladjustments which account for the failure of sustained
investment after the 1920's were analyzed in Bulletin No. 4 in this
series. Briefly, they included the following: Unwise credit selection and expansion, imbalance between exports and imports, stock

1. It puts to work people's savings, which, if uninvested, must lead to unemployment.
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market inflation, excessive development in certain industries.
** Statistical Abstract, Department of Commerce.
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sion in the late 1930's may be charged largely to the
failure of construction to revive adequately.
In the case of corporations new investment is frequently
financed by the sale of stocks and bonds to the investing

public. The following data further suggest that the 1930's
were characterized by low corporate investment:

Prosperozÿs Period

Index

1925
1926
1927

101
100
99

In periods of prosperity the birth rate of new businesses
is high; in depressions it is low and the number of active
businesses falls off, as may be seen by the accompanying

Depression Period

Year

1932
1933
1934

11
6
4

of and
New Business
IV Birth
Survival Rate
PERIODS OF UNEMPLOYMENT are characterized by both an
increased death rate among businesses and a reduced
birth rate. The low earnings on existing investments dis* Source: Moody's Investors Service, and presented in Survey of
Current Business for September, 1940. Excludes issues arising out
of mergers, acquisitions of old property and refunding.

Concerns in Business and the Birth
of New Enterprises *
1925-1927 Average=lO0
Prosperous Period

Index

These figures show that the transition from the prosperity of the 1920's to the depression of the 1930's meant
a decline of 93% in corporate investment, as shown by
new securities. This decline could only mean unemployment, deteriorating living standards and privation.
Again to repeat, unless we can maintain the incentive
to invest in new housing, new plant and equipment, we
cannot expect to maintain prosperity. Our major postwar task is to remove the barriers and obstacles to a steady
rate of new investment.
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ture.

data.

New Domestic Corporate Security Issues
for Productive Uses *
Average of 1925-27=100
Year

courages new investors with ideas, products and energy
from giving vent to the ambitions which they may nur-

Tota!
Listed
Year

Concerns

1925
1926
1927

98
100
101

Depression Period

New
Enter-

Total
Listed

New
Enter-

prises

Year

Concerns

prises

102
99
99

1932
1933
1934

97
91
92

69
71
77

Thus prosperity not only encourages the full utilization of the existing plant and equipment, but also paves
the way for new enterprises, thus reinforcing prosperity.
Depression not only causes under-utilization of existing
plant, but usually engenders a political and social environment which discourages expansion. During periods
of pronounced and prolonged unemployment the forces
are bred and born which are destructive of expansion.
Labor troubles, social upheavals, group pressure blocs,
growth in bureaucracy, government deficits, schemes for
sharing the wealth and make-over-America--all these
flourish and thus reinforce the stagnation of enterprise.
The opening of new businesses is important not only
because of the fillip this gives to existing businesses, but °
also because it helps to put to productive work year by
year, the young people who enter the labor market for
the first time.
* Source: Based on Dun & Bradstreet release: Vital Statistics of
Industry aÿd Commerce.
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Thus it becomes necessary to create those conditions
which are essential to a high birth rate and a high survival rate of new enterprises. Even in prosperous times
a high proportion of new businesses fail; our problem is
to enable more of them to survive.* Every new business
creates at least one job; if successful and expanding, for
each additional $5,000 invested, one more job, on the average, is created.

The foregoing analysis indicates several important conclusions :
1. Capital (investors) and labor have a basic common
interest in creating the essential conditions for
prosperity.
2. A large volume of wages can follow only from those

conditions which lead to profit expectations high
enough to induce full utilization of existing plant
and a high rate of new investment.
3. In a democracy pressure group decisions for more
public expenditures for social objectives and more
control of economic activities must take great precautions to avoid the destruction of the incentive
to invest. However desirable change and reform may
be, if jobs are destroyed or prevented from coming
into being, the changes and reforms must defeat
their own purposes.

problem is more fundamental--we must state the essential conditions for voluntary industrial expansion. This
requires a further educational effort to gain general or
majority acceptance of these essentials--if we can agree
upon the essentials.
Apparently, the following four factors bear heavily
upon the problem of maintaining a steady flow of investment :
1. Departure from Constitutional Morality.
2. Collective Bargaining and the Wage Question.
3. Taxes which Impinge upon the Incentive to Invest.
4. The Jerky or Lumpy Nature of Decisions to Invest.
Besides the above factors, there are others which govern job opportunities and the level of output, but these
are emphasized here because they seem to be crucial in
terms of the subject matter of this Bulletin. Previous

Bulletins and others to follow discuss other factors of
importance.

Constitutional
Morality
YI Departure
from
IN EARLIER YEARS, mistaken judgment and mismanagement upon the part of the investor himself were the prime

threats to investment; today a host of social and political

Steady
V How
CanInvestment?
We Induce
THE CRY is for blueprints for the post-war world. While
the basic objective can readily be reduced to words, our
* Of course, in a competitive economy the inefficient businesses
should be eliminated.
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threats have been added to discourage investment.*
In an evolving democracy with large groups striving
somewhat impatiently for more things and more control,
the threat to investment (which can be recovered only
through its earnings) is increasing. If we really mean
* See: Bulletin No. 2 in this series, Item No. 8 in Balance Sheet,
p. 5.
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to have people rely primarily upon private initiative and
private investment as sources of jobs and output, we must
somehow restore the incentive to invest.
Knowles, the economic historian, raised the question as
to why, after the Napoleonic wars of the early 1800's,

France (which had had a priority of development) was
replaced by England as the workshop of the world. The
conclusion was that England enjoyed enormous political
and social stability. Her people were united and, by and
large, had a common objective. Production, commerce
and trade would have to be developed on a large scale if
the country were to become great. All policies were
directed to this end. Investment was safe.

The importance of political and social stability in inducing investment is further attested by the following
recent shrewd remarks:
For about a hundred years, as long as Britain held the
necessary balance of power, the system incubated the
industrial age the world over. It was a solid structure,
made up of four sturdy elements: the British Navy, the
gold standard, free trade, and overseas lending.
The first two of these elements served a policing func-

tion : the British Navy kept war lords within bounds, gold
taught finance ministers discretion. The Navy, through
its support of constituted authority and lawful procedure,
was usually successful in preventing the seizure or destruction of property by rioters, revolutionaries, or plain
bandits and pirates . . . the setting up of courts to ad-

minister British law so that entrepreneurs might be
spared the more extreme abuses of the local legal apparatus. Law backed by force made the Pax Britannica the
assurance of peace and fair play prerequisite to any longterm investment.ÿ

What the gold standard, the British Navy and the political stability did for Great Britain, the general acceptance
* Time, June 7, 1943, p. 105.
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of the United States Constitution did for us until the
1930's. The separation of powers among the legislative,

the executive and the j udicial; the division of sovereignty
between the national and state governments; the checks
and balances within each government, and the various
constitutional limitations on the powers of the government--all combined to give us a great stability, continuity and certainty, except for regrettable short periods of cyclical unemployment.
For example, under the Constitution neither Congress

(Fifth Amendment) nor the states (Fourteenth Amendment) may take "property without due process of law."
Until the 1930's every investor knew largely what protection those words gave him. In fact, investment was so
secure, that the fear of government confiscation through
legislative or executive action rarely became a matter for
consideration.
In the 1930's, however, even the gold clauses in government bonds were found not to come within the protection of the Constitution; the government, said the Supreme Court, may refuse to honor the gold clauses. This
was a major departure from constitutional morality and
ethics as understood by those who invested their savings

under the protection of the Fifth Amendment. It shook
the foundations of confidence--it contributed to the forces
of stagnation at the time. Whether it was really necessary to break the tradition and law of over a hundred
years' standing in order to avoid revolution or chaos cannot be known; that is not the point, nor is it the intention
to imply that the Congress and the Court were wrong

in failing to keep the faith with the investors. Rather,
the purpose is to show that if we are going to have adequate incentives to invest in order to create jobs, we must
have confidence that promises and contracts will be kept

* 19

and observed. We must learn that there are some things
we cannot do to investors if we want them to continue
to invest in job-creating facilities.
This tendency shows an impatience of legal restraint,
and a disinclination to follow what may be called "constitutional morality." * This phrase is that of Grote, who,
describing Athenian democracy, emphasized the necessity for a "perfect confidence in the bosom of every citizen, amidst the bitterness of party contest, that the forms

of the constitution will be not less sacred in the eyes of
his opponents than in his own."

Today, the practical controlling fact is that in matters
of commerce and industry, what the legislature or the
executive agencies say the law is, that it is. There is no
appeal to any fundamental set of values, or constitution,
or other bench mark. The whim of the day becomes the
interpretation by the executive agencies of the law of the
day according to the drift of popular thought. The assistant solicitor of the Securities and Exchange Commission
said "We make the law." Nor is this an isolated state-

ment ;, it is part of the drift of the times to which investors must adapt themselves or we must become a totalitarian society by default, because of the lack of investment and job opportunities.
Recently, a leading magazine urged that, as a part of
post-war planning, cities should have the power to make
zoning ordinances operate retroactively.** Evidently, this
debonair suggestion was made without giving any thought
to the effect of such a proposal on the incentive to make
new investment in fixed facilities. A number of labor law
administrative boards are adding enormously to the risks
of business. Board decisions requiring pay increases,
* United States News, editorial, Oct. 21, 1935.
** Fortune, May, 1943.

retroactive for a year or more, have occurred frequently.
In one case the National Labor Relations Board ordered
back pay to those who had not eve'n applied for employment because they feared that, on account of past union
activities, they would have been refused employment.*
All these developments--many more of which might be
cited--are evidence of the drift of the times. They are
signs of constitutional immorality, or of a transition period to new forms and concepts under which the state
is to become more and more powerful and all pervasive.

Whether this trend should be blocked is not the issue here.
The issue is : if we mean to retain the competitive private
enterprise system, what must we do to induce investment ?
This does not mean that we must go "back" to all the
earlier conditions and interpretations of the Constitution.
But it does mean that in a free society where progress
depends upon voluntary decision by a great number of
people, there must be some basic unity and agreement as
to the road we are going to travel, as to the means we are
going to use and as to basic policies we are going to follow. Some anchor, some bench mark, or some unifying
principle must govern our action both public and private.

In fact the rise of dictatorships itself is the greatest
proof that a modern society requires some unity, direction, and anchor; this is perhaps the most important
single lesson which we as Americans have yet to learn,
or perhaps to re-learn, since the founding fathers were
perfectly aware of it; but we seem to have forgotten it.
Can we conscientiously urge investors to provide new
job-creating facilities and then a few months later have
the government subsidize competition or go into competitive production itself ? Can we with reason urge new in* Edgar M. Queeny, The Spiri$ of Enterprise, Charles Scribner's
Sons, New York, 1943, p. 53.
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vestment and then set up controls and regulation, or labor
and other public policies which must destroy the earning
possibilities of such investment? These are basic issues
which must be settled with some degree of certainty before we can expect effective and courageous post-war
planning by investors and businessmen.

Collective
Bargaining
VII The Wage
Question
and
THE INCENTIVE TO INVEST, SO essential for prosperity, is

deeply affected by our labor policies. During the 1930's
when we had a surplus of job-seekers and a shortage of
employment offers, we tried to correct the unbalance by

making the life of the worker more attractive and the life
of the employer more difficult. The results of this effort
were far from satisfactory. An employer is one who provides employment; we must learn to treat him as though
we understood this. It is perfectly obvious that the welfare
of workers and employers are intimately inter-related.
Wages and a host of other costs associated with hiring
workers usually constitute from 15-50% or more of all
costs in a given business. For the economy as a whole at
least 70-80% of all costs are labor costs; that is, costs
such as raw materials, fuel, transportation and containers, are themselves largely wage costs.
While labor must receive adequate remuneration to buy
a due share of the product of industry, we dare not overlook the fact that wages are also costs, if we mean to have
high levels of employment and output. Thus, our objective should not be low or high money wages, but wages

adjusted to the point which will encourage the absorption
of substantially the whole labor supply into productive
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industry. As Bulletin No. 4 in this series emphasized, it is
through production and exchange of the optimum volume
of goods and services that the plane of living is increased,
rather than by merely increasing the number of counters
(dollars) each of us receives.
The threat of constantly rising money wage rates
through forced governmental or pressure group action,
year by year, can destroy the incentive to invest just as
much as an uncertain interpretation of the Constitution,
confiscatory taxes, government competition, unduly
onerous rules and regulations, or any other factor which
may destroy the earning power of the investment.
Bulletin No. 5 in this series * was devoted entirely to
the wage question so it is raised here again merely to
round out the discussion of the problem of inducing investment.

VIIIIneentivesTaxati°n and Business
IN A communist or collectivist society with authoritarian
management, the meÿhod of raising tax revenues would

be of little importance; but in our type of society this is
not true because we depend so heavily upon business incentives. Ours is a private enterprise society which means
that the decisions to expand, to put men on the payroll
and to increase output focus through the minds of the
business man and the entrepreneurial investor. Therefore, we must help to create the conditions which will
induce them to expand output. For this reason the form
or method of taxation employed to raise the essential reve* Absorbing the Toÿal Labor Supply.
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nues for government plays a large role in determining
employment opportunities and levels of output. Senator
Walter F. George stated, "... dependable post-war plan-

ning in the business field begins and all but ends within
the four corners of our federal revenue laws." *
In the United States we have about 175,000 separate
taxing units: national, state and local. In some metropolitan communities a single business may be liable for
tax payments to twenty-five or more government units.

A corporation with headquarters in the midwest is liable
for all of the following taxes: **
Federal Taxation

State Taxation (Cont'd)

Normal income

Unemployment insurance

Excess profits
Capital stock tax
Old age benefits--social security

Gross income tax

Unemployment insurance
Manufacturer's excise tax

Unjust enrichment tax
Automobile use tax
Federal gasoline tax

Gross receipts tax
Use tax
Chain store tax (if multiple unit
retail business)
Gasoline tax

County and Municipal
Taxation

State Taxation
Income tax

Franchise tax
"Foreign" (i.e., out of state)
corporation tax

Sales tax
Vehicle inspection and licenses

Real property tax
Personal property tax
Privilege license
Railroad siding tax
Routine inspections (many with
fees, such as safety, sanitation, fire, smoke, elevator)

This array of taxes imposes heavy administrative expense both on the governments (the taxpayers) as collectors, and also upon the business unit in its effort to comply because of the enormous number of laws, their corn* Address to National Chamber War Council, Chamber of Commerce of U. S. A., April, 1943. see also his article in Nation's Business, July, 1943, p. 25-26.

** AMERICAN ECONOMIC REVIEW, Supp., March, 1943, p. 12.
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plexity, the regulations and assessment procedures which

must be understood by the taxpayer, in addition to the
burdens which the taxes themselves place upon business.
Even more important, we need to examine each tax
to determine its effect upon the incentive to expand. Because of the combined effect of our inheritance taxes and
national and state income taxes, we have moved toward
a collectivist society to a greater extent than is commonly
realized. There is evidence to show that people relying
on property incomes of $100,000 and over are today in a
state of net liquidation. Greater equality of income may

be a desirable goal, but in attaining it we must guard
against the consumption of the goose that lays the golden
egg, unless we are also desirous of liquidating the source
of our golden eggs.
Professor Harley L. Lutz stated, "Unwise regulation is
a powerful brake on productive forces but excessive taxation locks the wheels. Heavy business taxes deter production for the following reasons:

1. They add to the price of goods produced and reduce
consumption ;
2. They reduce profits and substitute apathy and caution for vigor, confidence and optimism and thus
depress employment and wages;
3. They deter investment and destroy incentive to expansion and risk taking." *
Perhaps the greatest defect of our income tax structure is its failure to distinguish between real income and
savings. Savings are not real income so long as they are
not spent for personal consumption. If a person or a cor-

poration has $10,000 left after meeting all business ex* The Tap Review, New York, August, 1943.
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penses and if $5,000 of this is invested in plant and equipment, this $5,000 is not income but is capital. If we tax
this $5,000, obviously we reduce the incentive to invest
and thereby deprive someone of a job; we tax both the
savings and their fruits. Furthermore, the government
itself, by taxing both income and savings, reduces the base
upon which to levy taxes in subsequent years.* Had the
present system of high taxes on savings been in effect in
the first two decades of the present century, the Ford
Motor Company would have remained a small affair giving employment to a few people instead of the many
thousands; furthermore, we would have remained in the
horse and buggy stage of development.

IX

Tax Revisions for
the Post-War

ALREADY there is a suggestion to continue the present high
wartime taxes on corporations in the post-war. Whether
this stems from a desire to cripple private enterprise in
the post-war or from a mere desire to cater to the popular
clamor for soaking the rich, the policy, if adopted, is
almost certain to destroy a great deal of enterprise and
potential expansion.
This is true especially because of the intermittent character of profits. For the government to take from 25-75 %
of the profits in those years when they occur and force
the stockholders to absorb the losses in the years when
profits do not occur destroys the incentive to expand.
* Irving Fisher in his Constructive Income Taxation, (Harper
and Bros., 1942), analyzes the effects of a policy which taxes both
the fruits of savings and savings.
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Even in prosperous years some 35 % of all corporations
tiave no earnings subject to income tax. During depression years only a third or less of all corporations have
earnings, as may be seen from the accompanying table:
Corporations With and Without Net Income *
With Net With No Net
Income

%
1925
1927
1929

...........................
...........................
...........................

59
55

53

Income

%
41
35
37

1931

...........................

34

1935

...........................

31

1939

...........................

39

1941

...........................

52

55
59
52
40

Under the 1943 tax structure a corporation with an
investment of $20,000,000 and a return of 10% before
federal income taxes, or $2,000,000, would yield a net
corporate return of $790,000.** If this income were paid
out to a single stockholder with no other source of income, after paying individual income tax out of the $790,000 he would retain only $121,000 or a return of only
.6% on his investment. If the net corporate income were
divided between ten stockholders the yield on the investment would be only 1.6%.
* Source: Treasury Department, Bureau of Internal Revenue,
Statistics of Income. These are percentages of all corporations.
Because inactive corporations were not included in the table the

figures will not in every instance total 100.
** The tax liability is computed as follows : With an excess profits
tax credit of $1,000,000, the corporate tax would be $400,000
normal tax and $810,000 excess profits tax after the post-war

credit, or a total of $1,210,000. This would leave a net after taxes
of $790,000. Taxation of Business Income, an address by Albert
L. Hopkins before the National Chamber War Council, 1943,
Chamber of Commerce of the United States.
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In addition to a federal corporate and individual income tax liability, most corporations are also liable to a
further state income tax, as are the stockholders on the
income received by them.

Obviously if these rates continue these stockholders
would be better off if they liquidated the corporation, laid
off the workers, stopped producing and invested their
money in 2 % government bonds. This is what we mean
by saying that corporate taxation can and does destroy
the incentive to invest. Profits do not occur every year;

if the government takes 70, 80 or 90 % of the profits when
they do occur, and the investor is asked to absorb the

losses, quite clearly he is not looking after himself and
his family if he continues to invest in uncertain enterprises.

Some corporations were able to make some savings in
the 1930's but for corporations as a whole there were no

savings for the entire period from 1929 to 1939. The
scarcity of business savings in the 1930's was a serious
deterrent to recovery. The principal source of new venture or risk capital has always been the plowed-back
earnings of business enterprises; these savings have always been essential nest eggs to lure additional capital
from the outside.
If we are to put our savings to work and create new

jobs, we must find ways of stimulating the spirit of enterprise, the willingness to take risks, and the proportion

of our population which makes its living by providing
jobs, rather than by merely trying to get on someone's
payroll.
During most of our history we have not been short of
investment opportunities so that we have never had to
consider policies to encourage investment. Now (pre-war
and possibly post-war) we seem to be short of outlets for
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investment, not because they do not exist but because the
hurdles appear to be too great.
In order to induce the typical saver to invest in enterprise, such investment must be safeguarded by equity
capital; that is, unless we can find a risk-taker who is
willing to invest, say $10,000, in an enterprise, there is
not sufficient inducement for the ordinary saver who

seeks safety to match this equity capital by lending another $10,000 of mortgage capital.
The most important source of equity or risk capital has
always been reinvested earnings. During the 1930's industry as a whole had no earnings to plow back after the
payment of dividends. If no dividends are earned and paid,
the incentive for additional investment does not exist.
In several years corporate deficits as a whole exceeded
corporate earnings. Unless industry has enough earnings
to plow back, it is unable to lure loan capital into productive enterprise.
Tax policies which discriminate against business or the
corporate form of business should be avoided ; on the other
hand, special privileges or exemptions for corporations
may be open to abuse and may not instill confidence because what one legislative session may give, the next one
may take away. That is, a tax policy should be neutral
in the sense that it provides neither penalties nor premiums. The foregoing is the ideal; in practice some concessions may be required to induce high levels of output
and expansion of investment.

The present system of double taxes on the profits first
in the hands of the earning company, and then on them

in the hands of the stockholder, should be eliminated;
sole proprietorships and partnerships do not suffer this
double taxation. Because of the erratic and fluctuating
nature of profits, greater provision should be made to off-
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set earnings in the good years by the losses in the bad
years along the lines in effect in Great Britain; levying
taxes by the year is an accounting convenience, but ignores
the economic realities underlying the earnings pattern of
our business units over the years.
Because of the failure to recognize this fact, income
taxes actually absorb over 100% of the earnings of some
industries over a period of years, strange as this may
seem.* Funds earned and reinvested, because they con-

stitute savings rather than real income, might be totally
exempted from taxation or taxed at reduced rates.
Our tax policy has been heavily dominated by the "ability to pay" theory. While this is important, it is only one
of many considerations which should govern tax policy.
Equally important, if not more so, is the effect of a given
tax policy on the incentive to invest in new job-creating
facilities. Furthermore, "ability to pay" can relate only
to natural persons and not to corporations.

forces which control his decisions. One of these is what
the economist calls the acceleration principle. If a substantial section of businessmen understood the operation
of the principle this would help greatly to sustain a steady
flow of investment.
To illustrate the principle: Suppose we have 100,000
electric motors in operation in the United States with an
average life of 10 years each and that 10% of them are
one year old, 10 % are two years old, etc., including 10 %
which are just 10 years old and ready to be scrapped this
year. If business operates on an even keel, the manufacturers of motors will be called upon to produce 10,000
motors this year. If business operates smoothly over the
years, then each year about 10% of the motors will be
replaced.
But now let us suppose that business in a given year
declines by 10 %. In that year no motors will be required,
because replacements will not be necessary. Thus, it may

be seen that a 10% drop in general business activity may

X

The Jerky or Lumpy Nature
of Decisions to Invest

produce a 100 % decline in the business of the motor manufacturers. This is what is called the acceleration principle.
This collapse, causing a decline in the demand for materials and labor in the motor industry soon makes itself

felt in every other industry through a shrinkage in total
IF SOUND POLICIES were adopted with respect to the basic
constitutional principles, labor and tax questions, this
would bring prosperity for the post-war. To maintai'n
prosperity one further policy relating to business must
gain wide acceptance. This will be analyzed in this section.
Many decisions of the businessman are determined by
forces largely beyond his immediate control; for this reason it is in his interest to understand the factors and
* For the evidence see: Effects of Taxes upon Corporate Policy,

National Industrial Conference Board, 1943.
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purchasing power.
It works the same way, only in reverse, when business
improves. Suppose in a given year general business activity rises by 10%, then the motor manufacturers may
be called upon not only to produce 10,000 motors to replace those due for the scrap heap that year, but an additional 10,000 to take care of the new business. Thus, a
10% increase in business involves 100% increase in the
motor manufacturing businesses.

This illustration, admittedly oversimplified, describes
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accurately what happens in an unstable society. Small bits
of instability, small shifts in demand, may translate themselves into major shifts and major instability. This prin-

ciple explains why cities specializing in heavy durable
goods experience such wide fluctuations in activity--extreme prosperity to extreme stagnation.
What is true of motors is true of nearly all other durable goods--machinery, plant and equipment, housing,
refrigerators, motor cars, etc. For this reason, every busi-

nessman should try to understand the principle of acceleration in terms of his own business. Every major business decision of his--whether to expand or to contract
--will affect the economy as a whole. And if his decision
is oriented only in terms of his narrow field of business
operations and does not take account of the repercussions
of his decisions on other businesses and the economy as
a whole, he must recognize that he has some responsibility

for the instability in society.
That is, businessmen must be economic statesmen and
must develop long-range plans which will make for
permanent prosperity. Any business decision which takes
the form of overexpansion, or reaching out this year for
some of next year's business, is likely to set up a series of
consequences which will react unfavorably on the man
making that unwise decision.
If we are to avoid depression and stagnation we must

avoid putting the acceleration principle into too high
gear, because, if we do not, this principle will put us into
low gearmstagnation, unemployment, more government
interference and controls. After the war, we may have
an extreme post-war replacement boom but if businessmen and people generally understood the implications of

the acceleration principle, we might be able to make this
boom endure for many years instead of a year or two.
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If the average annual demand for new housing is 500,000 family units over a long period, as evidenced by actual
experience, and owing to a great housing boom we build
800,000 units in each of several years, we must realize
that we are borrowing from the future. If the American
people demand 3.5 million new cars annually over a long

period and during a brief boom we build and sell 5 million
cars, we are again borrowing from the future and heading for recession.
Even though we have passed through a war period during which demand was deferred for many durable commodities, an excessively rapid rate of "catching up" will
get us into trouble, unless we can find ways of turning
productive capacity and consumer purchasing power into
other channels once the deferred demand is met.
During a boom, demand quickens, inquiries for goods

multiply and frequently a buyer for a large store will
place multiple orders, knowing that only some of them
will be filled. This excess of inquiries gives the manufacturer a false sense of optimism and causes him to overexpand, and prices get out of line. For this reason market

analysts and advertising people, if thoroughly grounded
in business cycle theory and the true inwardness of the
acceleration principle, could make a strong contribution
for the adoption of more sound, long-range policies for
the future.
The temptation on the part of the manufacturer and
the sales organizations to make hay while the sun shines
and let the morrow take care of itself, is, of course, a
huge barrier to long-range sound planning. It takes
courage to turn down orders, to avoid expansion when
the immediate future looks good. But if the acceleration
principle were properly understood, the excessive enthusiast of the moment would realize that, in order to build
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upon sound foundations for a long future, it is better
not to over expand today if such excess plant and output
only means that a slackened demand is ahead.
If these periods of extreme stagnation are not avoided
the foundations of private capitalism and the process of
recovery are undermined because they raise political and
social unrest. By avoiding the extremes of boom and depression, the enduring foundations of capitalism may be
established.
It is not possible for all businessmen to make a thorough
study of the acceleration principle and then govern their
operations accordingly, nor is this necessary.* If major
companies in such industries as automobile, construction,
etc. (suppliers as well as contractors), for example, could
develop policies which would eliminate a substantial portion of the amplitude of their fluctuations of output, this
would go a long way toward eliminating or reducing the
fluctuations in the balance of the economy.
This is true for two reasons : first, because of the great
importance of these two industries in our total economy,
and second, because unemployment in the non-durable
consumer industries derives almost entirely from the unemployment in the durable goods industries. If the producers in the refrigerator, air-conditioning and radio industries likewise could effect stabilization policies covering both output and new investment, this would further
reinforce the efforts of the people in the building and automobile industries. Credit agencies and investment under* Two books which can be recommended: Prosperity and Depres-

sion: a Theoretical Analysis of Cyclical Movements by Gottfried
von Haberler; Columbia University Press, New York, N. Y., 363
pages. 1937. $2.00. Business Cycles: Their Nature, Cause, and

Control by James A Estey; Prentice-Hall, New York, N. Y. 544
pages. 1941. $5.00.
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writers would need to cooperate in such a program.*
Anything approaching combined action, by the companics composing an industry, would not be in the public
interest. Experience in Germany and elsewhere shows
that such united action tends to become monopoJistic action, price-minded and restrictionist in character. Rather,
the suggestion here is that each company must learn to

distinguish the difference between solid and stable demand
on the one hand, and the momentary demand arising out
of excessive credit expansion and the operation of the
acceleration principle.

in Products
XI Flexibility
THERE IS, HOWEVER, another policy which may be suggested as an alternative to that of conscious, individuallycontrolled production with an attempt to avoid recession;
that is, a policy under which management recognizes that,
while the demand for a specific commodity, say motor
cars or bath tubs, may reach saturation at times, the demand for goods as a whole never reaches saturation. Thus,
if the manufacturer of bath tubs or motor cars, recognizing the likelihood of alternating booms and depressions,
geared his operations so that when the demand for the

tubs or cars fell off, he could immediately switch to the
production of other commodities for which the demand is
active or at least not saturated, continuous high levels of
employment might be maintained. In other words, just
as a ski manufacturer developed a line of lawn furniture
* The Problem of Unemployment, Lever Brothers, Cambridge,
Mass., 1942.
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to mitigate seasonal fluctuations in sales and employment,
it is here suggested that some steps could be taken to
mitigate cyclical fluctuations--though the latter raises
much more difficult problems.
The conversion to war work has shown the enormous

adaptability of individual American plants to produce not
a single commodity but a wide range of commodities. It
would appear that out of the war effort, facility and experience in switching production among a wide variety Of
products may have been gained. Such switching is, of
course, not merely a production problem but, even more
importantly, one of marketing. Furthermore, in order to
be effective, the switch-over from tubs or cars would have
to be very prompt, otherwise the decline in the production of the previously produced product would cause a
decline in employment and income flows. This suggestion
may be impractical for some companies; it may seem impractical to others, but it seems almost certain to be experimented with by many companies. Several durable
goods producers (the basic cause of wide fluctuation in
output) are already endeavoring to develop supplementary lines in the more stable non-durable goods field.

XII Conclusions
WITHOUT NEW INVESTMENT there cannot be genuine prosperity or high levels of employment. Greater stability of
investment is essential for the survival of our society. The
incentive to invest, in our type of economy, is determined
by a host of factors among which the most important are :

1. The stability and certainty of the constitutional basis
of society.
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2. The country's labor policy, especially with reference
to wages.

3. Taxes which diminish the incentive to invest.
4. The ability of businessmen to distinguish between
solid, stable demand, and the momentary demand
arising out of the operation of the acceleration principle and excessive credit expansion.
The citizen, the government, the labor and business
leader, each play a role in the development of policies
which induce investment.
A further word needs to be said and emphasized: Un-

questionably the difficulties of the businessman are being
greatly increased under the modern, volatile democratic

state. But considering all the hostility to business and
the lack of public understanding of the importance of a
steady flow of new investment, the amazing thing is that
so many business units have survived and that the mortality rate of business has been as low as it has. Although
profits on existing business showed some recovery in the
later half of the 1930's they were not sufficient, however,
to induce adequate new investment.
This survival of profits and a very large proportion of
business units after a decade of rising controls, hostility and even government competition, should be a strong
warning to the businessman and the investor groups that
it is possible to over estimate the dangers of government
interference. Even more important, if businessmen fear
these rising controls, refuse to expand, refuse to make

new investment, then they will be liquidated in time by
the democratic process; therefore the wise thing to do is
to recognize that while the hurdles to business are great,
unless businessmen and investors surmount these hurdles,
any defensive position of inaction, disinvestment, or
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hoarding savings will only hasten the liquidation of free,
competitive, private enterprise.
This does not mean that businessmen and others, who
see the great social and spiritual values of personal initiarive and the freedom associated with the free, cempetitive,
enterprise economy, should not oppose with all their
powers the growth of irrational and arbitrary controls,
dampers on new investment and maladjustments which
hinder industrial expansion. But it does mean that unless
expansion takes place, controls will increase and the
economic environment for business will become increasingly unfavorable.
Of necessity, during the war the controls and regimen-

tation have reached into the kitchen and the home; this
fact may mean that business activity will be less subjected to undue and unwise regulation for the post-war,
providing it adopts an expansionist policy.
The best way to beat the other fÿllow's program is to
have a better one of your own! There is no room for
unenterprise. A free enterprise economy is one under
which free men show enterprise. But the people through
their government and other institutions have an equal
obligation to help create the atmosphere and conditions
which are conducive to industrial expansion; not profits
primarily, but profit expectations must be maintained.
2170
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