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Overview: Understanding Our National Economy and Economic Growth 

C. Phillip Baumel * 

This publication brings together eight papers focusing 
on our national economy and on economic growth. The 
individual papers are an outgrowth of two series of semi­
nars held for businessmen in Charles City and Cedar 
Rapids, Iowa. 

These seminars were designed to help businessmen 
develop an understanding of the economic environment in 
which their firms operate. ' Their firms, for th e most part, 
operated in national markets. An attempt was made to 
present the following types of in formati on in the seminars: 
1. An overview of how our national economic system oper­

ates, and how econom ic growth is ach ieved. 
2. A discussion of the fundam ental macroeconomjc con­

cepts and relationsh ips jn our national economy. 
3. Implications of these concepts and relationships. The 

implications were pointed out and the participants were 
provided experiences in applying these concepts and 
relationships to problem situations fac ing individual 
firms . 
To create an understanding of the national economy, the 

papers should be suppl emented by lectures or discussions. 
The papers can be used most effecti vely as reading ass ign­
ments prior to a lecture or informal discuss ion period 
on each topic. They should be readily understood by lay­
men. However, the teacher should supp lement ea.ch paper 
with illustrati ons, detailed data and examples which a re 
appropriate for each audience. 

The papers in thi s publication focus primarily on how 
our national economic system operates and how economic 
growth is achieved. Some topics other than those included 
here may be appropriate for specifi c audi ences. To help 
the audience understand the national economic sys tem, 
it is important that each topic have a theoretica l orienta­
tion with sufficient empirical application to make the con­
cepts meaningful. Each of the papers in thi s publication 
does this. A brief summary of each paper fo llows: 
1. Don \ ,Vinkelmann describes some of the forces which 

influence the amount of activity in the economic sys­
tem. He begins by describing the need for an economic 
system and then tells how to measure the level of eco­
nomic activity. This leads to th e interrelationships be­
tween firms, households and government and a discussion 
of how these relationships a re influenced by private 
and government spending. 

2. Dudley Luckett explains th e role of monetary policy 
on the stability of the economic system in the United 
States. The paper f irst describes the national banking 
system, how the money suppl y is determined and how 
the Federal Reserve System influences the le1·el of th e 
money supply. Th is leads to the effects of the monetary 
policies of th e '·Feel" on the levels of income, employ­
ment and prices . 

* Associate professor of economics. 

1 For a discussion of the need for providing information to management 
to develop an understanding of the economic environment, see C. 
Phillip Baumel and Lee R. Kolmer, Opportunities in Economics Educa­
tion with Marketing F irms, J our. Farm Econ . Vol. 47 , Nov. 1965, 
pp. 1018-10 20 . 

3. Erik Thorbecke examines the growth process at the 
national level. He lucidly explains the theory and the 
determinants of economic growth and the role of in­
vestments in economic growth. This paper emphasizes 
the major goals of economic policy in the Un ited States 
as well as in other major mature economies and points 
out the conflicts which may arise between these goal s. 
Finally, Thorbecke presents some economic policies 
ava ilable for ach ieving these goals. 

4. Eber Eldridge describes the economic pressures ( im­
balances ) created by new technology and by the failure 
of our nation to use existing economic resources to 
their greater potential. New technology increases the 
potential fo r economic growth. He points out needed 
changes in the existing use of resources necessary for 
our nation to make additional gains in economic growth. 

5. Edward J akubauskas describes the basic collective bar­
gaining issues which a rise as a result of economic 
growth. As technology and the composition of the labor 
force continually change, the resulting concerns of labor 
and management are examined. He then speculates 
on the measures which labor unions can be expected 
to propose to deal with these problems. Finally, J aku­
bauskas proposes a program for reducing union and 
worker opposition to technological change and eco­
nomic growth . 

6. Karl Fox focuses a ttention on th e differences in eco­
nomic growth among regions. H e begins by pointing 
out some of the broad aspects of regional difterences 
in growth and the reasons fo r these differences. Then 
he looks at some aspects of underdeveloped regions of 
the United States, including Appalachia, the Ozarks 
and the ]\ ew England states. Finally, he presents a new 
way of looking at the g rowth pattern of individual 
cities, trade areas and labor markets. Specificall y, he 
describes the functional economic area as a relati vely 
self-contained economic area, ideally diamond-shaped, 
with a radius of one hour's driving time from the central 
city to the most di stant outlying area. 

7. Lee Kolmer reviews changes in United S tates agri­
culture. Specifically, he points out the trend toward 
specialized farming operations, the decline in the agri­
cultura l labor force and the continual shi ft to purchased 
inputs in agricultural production. F inally, he points 
out the implications of th ese changes on f irms supply­
ing inputs to agriculture. 

8. Neil Harl considers the di stinctions between types of 
markets and industries, emphas izing the legal and eco­
nomic aspects of atomistic competition, oligopoly, monop­
oly, and monopolistic competition, and relates market 
structure to conduct and performance by firms. He 
then shifts hi s attention to relevant policy objectives 
and the framework of antitrust law which is designed 
to accomplish those objectives. H a rl makes special 
mention of the role of th e va ri ous antitrust enactments, 
the rationale of exemptions under antitrust la ws, and 
the existing legal restrictions of mergers, resale price 
maintenance, and discrimination in di stribution. 
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1. An Introductory View of Our National Economy 
Donald Winkelmann * 

Our main purpose here is to describe some of the forces 
which influence the a.mount of activity in the economic 
system. We will begin by describing the 11eed for an eco­
nomic system; then move on to a brief consideration of 
the level of economic activity and its measurement. At 
that point, we will outline the main differences between 
two viewpoints about how to achieve an acceptable level 
of economic activity. This will lead to a short statement 
about some of the more important connections in the eco­
nomic system and how these connections can be influenced 
by government and private spending. 

THE ROLE OF THE ECONOMIC SYSTEM 

\,Yhat does an economic system do? \ ,Yhat is its role? 
What functions does it perform? Answers to these ques­
tions start by recognizing that, for any society, resources 
are short when compared with wants. That is, all societies 
experience scarcity. Because of this scarcity, each society 
needs a way to answer the questions : 
1. What goods and services are to be produced and in 

what quantities? 
2. How are the factors of production-land, labor and 

capital-to be combined in order to achieve the desired 
production? 

3. Who will get the goods and services produced? 
The job of an economic system is to provide a ,,·ay to 

find answers to these three questions. The questions, re­
member, arise because the resources at a society's dis­
posal are not sufficient to satisfy the wants that exist 
in the society's population. 

It is obvious that resources are scarce relative to want s 
in an underdeveloped economy, but is thi s also the case 
in an economy like ours? According to a number of studies, 
the answer to this question is that, even in a society as 
wealthy as ours, resources sti ll seem scarce relative to 
wants. So all societies-wealthy and poor-require an­
swers to the three questions posed above. The economic 
system must provide a means for getting answers. 

An economic system can take many forms. Some ex­
amples are: 
1. A system in which 

or relig ious leaders, 
scarce resources are 
peting ends; 

some central authority-political 
for example-decides how the 

to be allocated among the com-

2. A traditional system in which things are done today 
as they were in the past; 

3. A system featuring markets, where prices for goods 
and services and for resources guide the production and 
consumption of goods and services. 

. To focus attention on what responses might develop 
111 each of these three systems, consider the following epi­
sode. Suppose a small firm employs 50 persons who all 
drive cars and that 55 spaces are available in the firm's 
parking lot. The spaces are not assigned but allocated on 
a first-come, first-served basis. There are always five 
spaces vacant. 

With respect to parking and this firm's staff, there is 

* Associate p rofessor of economics. 
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no economic problem. Space is not scarce relative to needs. 
Now suppose that business booms, the plant is enlarged 
and the staff is expanded to 100, but that natural barriers 
111ake it impossible to expand the parking lot. \,Ve are 
faced with a problem of relative scarcity. We need 100 
parking· spaces if everyone is to have a space, but we have 
only 55 such spaces available. 

How might we handle this problem by each of the sys­
tems of allocation described previously? In the ce11trally 
directed system, the group in authority might decide that 
space will be allocated by seniority. We could array the 
staff by length of service, and the 55 senior employees 
coul I be assigned spaces while the 1·emaining 45 would 
haYe to park elsewhere. The traditional system would 
continue to operate on a first-come, firs t-served basis with 
the 45 late-comers being forced to park elsewhere. \,Yith 
the market system, the spaces would be auctioned off and 
those willing to pay the highest prices would get the com­
pany parking spots. Notice that all three systems provide 
a mechanism for solving the problem but that the 55 people 
getting space might not be the same in each case. 

In our society, most of the allocation is done through 
the market system. Economists have been studying the 
advantages of this system for years. As no short statement 
will capture the full fla vor of their findings, suffice to 
say that, g iven certain assumptions, it can be shown that 
the market system will lead to an allocation which is pre­
ferred over that generated by alternative systems. 

The assumptions which must be made vary from the 
seemingly innocuous, e.g., that each individual is the best 
judge of what is good for himself, to the ob,·ioush un­
reali stic, e.g., that all buyers and sellers possess foil and 
co111plete in formation about products and prices. Should 
these assumptions be satisfied, then the market will yield 
an allocation of goods, services and resources among 
competing uses and co111peting users that is said to be 
efficient. 

l~ffici:e11/. as used here, is a technical term. Imagine 
that we have all oi the necessa ry assumptions satisfied 
and that the actions of buyers and sellers in the market 
have allocated the scarce resources among- the competing 
ends. Now suppose we try to change the solution so as 
to make some one person bette1· off. Any change that is 
made to help one person will, in this case, make at least 
one other person worse off. \ ,Yhen this situation develops­
that is, when the only change you can make in an allo­
cation to make one person better off will necessarily make 
another person worse off-the allocation 1s said to be 
efficient. 

This seems a rather weak justification of the market 
system. If certain assumptions are satisfied, the allocation 
is efficient. It turns out, however, that alternative systems 
for solving the so-called economic problems will not give 
even !his solution without equally strong or stronger as­
sumpt10ns about the conditions under which these other 
systems are operating. 

Briefly, sca rce resources relative to wants lead to certain 
questions. Providing a mechani sm for answering these 
questions is the role of the economic system. Among the 
alternative systems available, the market system possesses 
certam ad vantages given certain assumptions. 
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THE LEVEL OF ECONOMIC ACTIVITY 

Given the need for an economic system, what will be 
the level of economic activity? ¥lill all of those wanting 
work be able to find jobs ? Up to the 1930's, the answer 
to this question would have been that the action of the 
market would assure a full employment economy. 

Classical Theory 

How was this achieved? Suppose that workers were 
momentarily unemployed because, let's say, people decided 
to save more and consume less. According to commentators 
-let's call them classical economists-natural fo rces would 
be set in motion which would push the economy back to 
full employment levels. 

How would these forces operate? Imagine a simple 
society consisting of firms and households. Let's agree 
that households-actors which supply factors of production 
to firms and which receive income from firms-can do 
only two things with their income: spend on consumption 
or save. 

Fi rms, on the other hand, buy resources from households 
and buy both intermediate and finished goods-e.g-., raw 
materials-from one another. W e won't need to discuss the 
intermediate goods here because flows of these inter­
mediate goods are directly related to flows of final goods. 
We can focus on final goods-on production for ultimate 
users-and omit consideration of intermediate goods. (After 
all, were there no flow of final goods, there would be no 
reason for a flow of intermediate goods.) 

Think, now, about a flow of dollars as depicted in fig. I. 
All dollars flow to households. Households own all the 

factors of production-even those apparently owned by 
businesses-because the households own the businesses. 
Some dollars leak out of the spending stream into savings. 
Some dollars flow back into the spending stream from 
investment. 

There is an obvious omission from this simple system. 
We have neither the dollar leakage occasioned by taxes 
nor the injections of the government. In the simple clas­
sical model , this omission is acceptable because neither 
the leakage nor the injection needs to be large relative 
to consumption or savings. 

Investment 

Firms 

$ 

Consumption 

$ 

Households 

'\ 
Savings 

Fi9. I. A circul.r•flow di19ram of • limple ec0fl9ffly. 

With this rudimentary apparatus and several additional 
assumptions about human behavior as made by the classi­
cal economist, we would have an economic model. If there 
were unemployment l!>ecause, as per our ea rlier assumption, 
people decide to save more and consume less, this model­
although a simplified representation of the real world­
allows us to make statements about what things might 
happen. 

In terms of the ci rcular fl ow diagram, the act of sav ing 
more would be shown by more dollars leaking out into 
savings and less coming back around to firms in con­
sumption expenditures. Then the firms, noting sales de­
cline, would reduce their work forces and some unem­
ployment would be evident. At the same time, however, 
changes would occur in the rate of interest. This would 
result because the extra dollars saved would be used to 
buy interest-bearing securities, thereby pushing up the 
price of securities with an accompanying decline in the 
interest rate. The new, lower interest rate would induce 
firms to invest more. Thus, the increased leakages into 
savings would be offset by increased injections from in­
vestment. The interest rate would continue to fall until 
the new rate of investment was equal to the new rate of 
savings-i.e., the leakages would be exactly offset by the 
injections. The new increased flow of investment ex­
penditures would induce the firms to rehire the momen­
tarily unemployed. 

vVith the classical model-the model of "laissez faire"­
all changes which caused the system to become momen­
tarily unbalanced would be offset by counteracting forces, 
arising naturally to push the economy back to full em­
ployment levels. True, the adjustments would require 
time to complete---the necessary changes in prices, wages 
and the interest rate would not take place instantaneously­
but the time period would not be long. There would be 
no cause to rely on the government to assist in maintain­
ing full employment. Full employment would be assured 
without government, and increases in government ex­
penditures would simply lead straightway to offsetting 
decreases in consumption or investment. 

To some, however, this explanation of e~onomic re­
lationships seemed inconsistent with the facts, especially 
as seen in the 1930's. Many countries in Western Europe 
had experienced a · ecade or more with high rates of 
unemployment. In ti1e United States, unemployment rose 
to nearly 25 perce.1t of the work force in 1933 and was 
in excess of 14 percent for 9 of the 10 years of the 1930's. 
Some classical economists asserted that more attention 
must be paid to making prices and wages flexible so that 
changes in prices and wages would lead to the re-employ­
ment of those currently out of work. 

Others, both in and out of the classical school, thought 
that the theoretical apparatus-the economic model-was 
invalid. How to alter the theory to make it consistent 
with the facts became their goal. (After all , it's nonsense 
to say, " It may be all right in theory, but it's not true in 
fact." If the theory isn't consistent with the facts, then it's 
not all ri ght-it's bad theory.) 

Keynesian System 

An alternative approach to economic relationships was 
developed by John M. Keynes (kanes) in the mid-30's. 
He offered a different view of the way the actors on the 
economic scene are m9tivatecJ. According to his view, it 
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was poss ible to have la rge numbers unemployed for long 
periods of time-in fact, indefinitely. 

We can trace the differences between the Keynesian 
(KANE-Z-UN) and the class ical systems briefly: 
1. Keynes held that prices and wages were not free to 

fa ll. (The classica l system assumed th ey were free 
to fall. ) Keynes thought that a world characterized 
by cartels, labor unions, oligopolies-and other such 
forces-would be a world of sticky prices and wages. 
F urther, he held that workers were heavily influenced by 
the dollar value of wages in offering thei r services, while 
the classical econom ists assumed that workers were 
conditioned by real wages-dollar wages adjusted by 
the price level. 

2. While th e class ical economist assumed that people held 
money only to effect transactions-to buy commodities 
and securities-Keynes assumed that money was also 
held for speculative purposes. Nio1·eover, at low rates 
of interest relative to past levels of interest, people wou ld 
prefer to hold money rather than to buy interest-bearing 
securiti es. Furthermore, according to Keynes, interest 
rate changes would probably not lead to la rge changes 
in either investment or saving. 
The f irst of these two diffen':nces meant th at, fo r Keynes, 

wages and prices would not necessar ily change so as to 
induce firms to hire the unem ployed men. So wage and 
price changes would not necessarily lead to full employ­
ment. 

The second diffe rence leads to the conclusion that in­
terest rate changes might not be suffi cient to attract the 
investment necessa1·y to bring about a return to full em­
ployment. Remember that in our earli er di scussion, in­
terest rate changes led to an increase in investment neces­
sary to bring about a return to fu ll employment. For Keynes 
this need not happen. 

In short, then, th e classical system assumed full em­
ployment while the Keynesian system allowed fo r less than 
full employment. T hi s is the importance of the Keynesian 
analysis-it offered a way to expla in the continued ex­
istence of widespread unemployment without imputing thi s 
unemployment to rigid prices and wages. 

In addition, the point was made that, even if the adjust­
ment mechani sm posited by classical economists were 
available, the process of adjustment would require a long 
time to be carried out. During thi s period of adjustment, 
there would be unemployment. 

Keynes and hi s fo llowers went on to point out certa in 
measures which could be undertaken to increase employ­
ment if increased employment was thought desirable. Many 
of the measures suggested involved government activities. 

With the advent of World War II, the pace of economic 
acti vity increased and fu ll employment was achieved in 
countries formerl y plagued by high rates of unemployment. 
What had happened? Let's add another leakage (taxes) 
and another inj ection (government spending) to our 
circular-flow diagram. Spending now comes from three 
sources-consumption, investment and government-and 
there are three things households do with their income 
stream-spend on consumption, save or pay taxes. 

In the 1940's, the government was making massive in­
jections into the economy in order to acqu ire the tools 
of war. Meanwhile, on the household side, leakages into 
taxes were smaller tha11- the injections by government. 
The government was borrowing money in order to pay 
its bills rather than raising money through t<!,xat ion. 
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Investment 

XFirms 

I 
Government 

$ 

Consumption 

$ 

Savings 

Households.,,....,,,,, 

........_Taxes 

Fig . 2. A circular-flow diag ra m wh ich includes government. 

These acti ons, larger inj ections than leakages, led to an 
increase in the circular flow and hence increased the pace 
of economic activity. This increased flow was possible 
because we had unemployed resources to bring into play. 
By 1942, our resources were fu lly employed. 

At the encl of th e war, there was fear that we might 
again encounter unemployment. By that time we were 
quite conscious of the cost of unemployment-high social 
costs, low growth rates, low profits-and we were aware 
that the class ical scheme-which featured full employment 
and rapid adjustment to any changes in the system­
might not be an accurate portrayal of the real world. 

It is perhaps not obvious that high unemployment and 
low profits tend to go together. We can gain some im­
pression of their connection by looking at corporate profit 
per capita (in 1957-59 dollars) in a 5-year period of high 
unemployment and corporate profit per capita in 1957-59 
dollars in 5 years with lower unemployment ( table 1). 

Table 1. Corporate Profit per Capita 1931-35 and 1960-64 
in 1957-59 Dollars. * 

Percent Profit per Percent Profit per 
Year unemployed capita Year unemployed capita 

1931 15.9 $32 1960 5.6 $245 
1932 23.6 45 1961 6.7 239 
1933 24.9 44 1962 5.6 258 
1934 21.7 21 1963 5.9 268 
1935 20. l 52 1964 5.2 295 

* Includ ing al lowa nce for inventory adjustment. 

Thi s is ;ulmittedly a rough and r eady way to see that 
profits and unemployment are negatively rela ted. But it 
does convey the proper impression. 

Thi s concern with the costs of unemployment, coupled 
with th e knowledge that there were steps which could 
be taken to reduce unemployment, led to the Employment 
Act of 1946. With this act we charged the federal govern­
ment with the responsibi lity of augmenting the pr ivate 
economy when unemployment became excessive. Now, 
notice, thi s charge grew out of a value judgment and thi s 
value judgment was that we preferred to avoid high rates 
of unemployment, presumably because the cost of such 
unemplo>'ment W<J S cleemed excessive. 
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GNP AS A MEASURE OF ECONOMIC ACTIVITY 

Given that there might be circumstances in which the 
economy could operate at less than full employment levels 
for long periods of time and given that we have made the 
judgment that we wish to avoid such unemployment, it 
is useful to have measures on which we can focus while 
discussing the level of economic activity. The most widely 
known measure of economic activity is Gross National 
Product, GNP. GNP is the market value of all goods and 
services produced for final use during the year. ' 

What happens to GNP if unemployment is high? First, 
GNP is lower than it would be if unemployment were lower 
and, second, GNP does not g row as fast as it would if 
unemployment were lower. ( GNP can grow through price 
increases. That is, even if the same quantity of goods and 
services were produced in one yea r as in the prev ious 
year, GNP could be larger in the second year because 
of price increases.) 

Our GNP has been increasing at the rate of about 5 
percent per year since 1960. This increase has been clue 
to an increase in the quanti ty of goods and services and 
to price increases . Prices, as measured by the Consumer 
Price Index, increased about 1 1/3 percent per year over 
the period 1959-64 and about 2 percent in 1965. It is also 
true, however, that the quality of goods and services we 
buy has improved. So, a part of the apparent price ri se 
can be attr ibuted to quality changes. These two phenomena, 
price increases and quality increases, are quite difficult 
to untangle. 

The Consumer Price Index is computed by sending 
people out with a shopping li st to buy various goods and 
services. Included on the list will be groceries, clothing, 
housing, amusement, medical care, transportation, etc. 
After the shopper has bought the li sted items, the total 
price is establi shed and compared with the total price 
of the same li st of goods in the base period. The base 
period for the present index is 1957-59. The index stood 
at 111 in December 1965. 

Suppose the shoppers went out in 1958 to buy the li sted 
goods and suppose the tota.1 cost was $1,000. Then the 
same "basket" of items cost $1 ,100 in December 1965. 
Many people seem to think we've had more inflation than 
just 11 percent since about 1958. But notice that, when 
quality changes are considered, we've had less than 11 
percent inflation over the 7-year span. 

We can again use the circula r flow diagram to describe 
the U. S. economy in 1964. According to estimates publi shed 
in the Economic Report of the President, 1965, the relevant 
values a re approximated in fig. 3. 

GNP can be found either by looking at the sum of 
consumption (C in the diagram), investment (I) and 
government expenditures ( G )-total spending-or by add­
ing consumption, savings (S) and taxes (T)-which 
equals total receipts by households (H). Thus, total spend­
ing on goods and services equal total payments to factors 
used in production of goods and services. 

This last idea is important. It is also a source of con-

1 Actually "all goods and services" is somewhat too strong, as some 
goods and services are not counted-the services of a housewife, for 
example. With a few e.xceptions, however, all goods and services are 
included in GNP. We should make one other point. In computing 
GNP, we try to avoid double counting. We don't count the wheat and 
the flour and the brearl-iust the bread. The idea is to add up the 
value of goods 11-nd services produced for final use. 

[O 
"-$92 

17'-l $1 
~ / 

(B ill ions) 

c $399 

Fig. 3. GNP in 1964. 

fu sion. The confusion arises because the terms appearing 
in the circular flow diagram are used in two ways. 

In one sense, it must be the case that payments to factors 
-the income receipts of the households-must be equal 
to total spending-the receipts of the firms (F in fig. 3) . 
This is a result of the way in which the terms are defined. 
vVith these defini tions, the circular flow cannot change. 
It must stay at one rate. 

The terms are used in a second sense, however. They 
de cribe not what finally happens but what the economic 
actors plan to do if certain other events take place. Plan­
ned savings, for example, are contingent on income. If in­
come reaches a pa rti cular level, then households will plan 
to save a particular amount. Should their plans be disap­
pointed, they will take steps to try to achieve their pla~s. 
It is because what is achieved may not be in accord with 
what is planned that the income stream contracts to less 
than full employment levels or expands toward full em­
ployment. 

In any case, we have GNP as a measure of the level 
of economic activity-when economic activity increases, 
GNP increases. It is now time to consider some of the 
ways in which GNP can be influenced. 

INFLUENCING THE LEVEL OF ECONOMIC ACTIVITY 

Our purpose here is to di scuss some of the ways in 
which government or private spending can influence the 
level of economic activ ity through the economic system. 
We're ready to do thi s now that we've di scussed the need 
for an econom ic system, the possibility that the system 
will not always operate at full employment levels, and 
noting that the nation has made the value judgment that 
the government should augment the private economy when 
we do not have full employment. (By fu ll employment, we 
don't mean 100 percent employed but, say, 96 percent 
employed.) Bear in mind that there is no law of nature 
decreeing that we should have full employment. We have 
simply made the judgment that thi s is what we want. We 
can, if we choose, change our minds. 

We can use the circular flow mechanism to point out 
how the actors can exert significant influence on the GNP. 
Let us di scuss the two main avenues of influen i;:e avai lable 
to the government. 



Monetary Policy 

The government can influence the level of economic 
activity by taking steps which change--or make change 
possible in-the supply of money. This activity is called 
monetary policy. Through the action of the Federal Re­
serve System (the Feel), the supply of money can be af­
fected. By influencing the credit available to borrowers 
and the money supply, the interest rate can be changed. 
The interest rate in turn has an influence on the rate of 
spending. Further, changes in the money supply shape 
expectations about the state of business. 

The Fed has several tools available for effecting these 
changes. Most important are changes in reserve require­
ments, changes in the discount rate, and the buying and 
selling of government bonds. It is the latter which is 
most often used, except where dramati c steps seem re­
quired. Then the other devices are also employed. 

Imagine there is slack in the system-some unemploy­
ment and a low ra te of growth. Under these circumstances, 
the Fed would become a net buyer of government bonds, 
pushing up bond prices and lowering interest rates. Fi rms, 
seeing a decline in interest rates and sensing an easy money 
policy on th e part of lenders, would, it is hoped, be in ­
duced by the lower rates of interest and greater avai l­
ability of funds to borrow money in order to invest in 
new equipment, buildings or inventory. At the same time, 
the lower rates of interest should encourage more con­
sumption spending, because installment rates would decline. 

In terms of the circular flow diagram, these changes 
would constitute an additi onal injection into the income 
stream, thereby stimulating the economy and reducin g 
the level of unemployment. Should there be an inflation, 
then a counter-policy by the Fed would be in order. The 
effort would be to reduce the quantity of money and in­
crease the inte1·est rate and thereby cause a decrease in 
injections into the circular fl ow. 

According to many economists, monetary policy is more 
effective in retarding an inflation than in increasing em­
ployment. 

Fiscal Policy 

The other mam tool avai lable to the government is 
fiscal policy. Fiscal policy involves changes in the receipts 
or expenditures of government. We'll limit discussion 
]~ere to fi scal policy in its most elementary fo rm and con­
sider only deficits, surpluses and a balanced budget. In 
terms of the circular-flow diagram, a balanced budget is 
a situation in which leakages into taxes a re exactly equal 
to injections from government expenditures. When the 
government runs a deficit, the injections exceed the leak­
ages and the level of economic activity tends to increase. 
The reverse holds true with a surplus. 

Suppose the economy is operating with high levels of 
unemployment and the government decides to run a deficit. 
(In point of fact, the deficit may be forced on the govern­
ment as declining tax receipts resulting from declining 
incomes fall behind expenditure commitments. This develop­
ment contributed substantially to the so-called Eisenhower 
deficit of 1958.) The government can run a deficit by re­
ducing taxes while maintaining expenditures or by in­
creasing expenditures while maintaining tax receipts. 

Long arguments have been advanced in favor of each 
of the two " pure" methods. Those who favor the former 
assert that tax cuts can be more rapidly effected than 
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large-scale increases in spending, hence will have an im­
pact sooner. Further, they a rgue, this leaves the allocation 
in pri vate hands rather than in the public domain, since 
the increased expenditures come from indiv idual consumers 
and firms . 

Supporters of the other program argue that the tax re­
du ctions may simply lead to increased savings-another 
leakage-and not stimulate the economy at all . The recent 
large deficit-one of th e firs t planned def icits in our hi story 
-was accompli shed by reducing taxes. Thi s apparently 
led to, or at least was accompan ied by, a izable increase 
in GNP. The effect on employment was not as dramatic. 

\Ve can also point to the effect on economic activity 
brought on by changes in the private sector. As in our 
earlier example, an increase in saving might occur­
brought on, perhaps, by growing apprehension about the 
future. Should this happen, the level of economic activity 
would decline as the doll a r flow to firms from consumption 
expenditures was reduced. Then less would go back to 
households as payments to factors, leading to another 
decline in consumption expenditures. 

Alternatively, we could think of, say, an increase in 
investment. This might arise because of growing optimism 
by businessmen about the future state of business. It is 
likely that th is happened in 1964. Firms, planning on in­
creased expend itures by consumers because of the tax 
cut, increased gross investment by 7 percent over 1963. 
( Gross investment in 1963 was 4 percent higher than in 
1962.) Ag-ain , the c ircul ar flow would be increased by 
thi s act. 

In brief, then, changes in savings, investments, taxes, 
government expenditures or consumption can lead to 
changes in the level of economic activity. These changes 
can be viewed as occurring in approximately the same 
way in terms of the circular-flow diagram. 

\Vere the economy operating at full employment levels 
and suffering from some inflation, the opposite fiscal 
policy might be employed. Under these circumstances, the 
government would seek to drain some of the spending 
from the circular flow by running a surplus. 

Before continuing, remember that we are dealing with 
a simple economic model. Among the complications omit­
ted here are interactions between fi scal policy and in­
vestment. Firms might, for example, become so appre­
hensive as a result of the fiscal policy being followed by 
governm en t that th ey would 1·educe investment. This 
would offset the effect of th e government's action and 
tend to nullify its impact. Such complications are not 
considered he1·e. ( Notice that investment has also increased 
recently, suggesting that the behavior of firms is more 
heavily influenced by anticipated profits than by appre­
hension brough t on by an expans ionary f iscal poli cy.) 

The Multiplier Effect 

What about the total effect of any injection? Suppose, 
fo r examp!e, th at the government increased its expenditures 
by $1 billion rr that investment increased $1 billion. Would 
GNP increase Jy only $1 billion? 

To see wl. at would develop, let's assume that out of 
each extra do'.la1· in income, the households save 8 cents 
and the gove•·:1111ent takes 20 cents in taxes. Then, with 
a $1 billion incr 0 ase, table 2 shows what might unfold. 

If the econnmy has the characteristics assumed, then 
the total new :'p,' nding generated will be $3,571,000,000. 
This effect, whei"e a newly injected dollar of spending will 



Table 2. The Multiplier Effect. 

Reund Expenditures Household Savings Taxes Consumption 
income 

(Millions of doHars) 

1,000 1,000 80 200 720 
2 720 720 58 J.44 518 
3 51 8 518 41 103 374 
4 374 374 30 75 269 

3,571 3,571 286 714 

lead to an increase of more than one dollar in total spend­
ing, is called the multiplier effect. 

vVe could portray this in terms of the ci rcular flow. 
Consider just the changes in the various accounts which 
arise from an injection of $1 billion from investment. 

In fig. 4 the $1 billion is flowing to the firms in exchange 
for new equipment, buildings and inventories. The firms, 
in turn, pass this on to the households in the fonn of 
wages, rents, profits and interests. Imagine a counter­
a GNP counter-at A. It has just ticked off $1 billion. 

A. $!Billion 

[I] 
\. 

$1 Billion 

"[£] [BJ 
Fig. 4. 

Now the households have the addi t ional $1 billion. They 
send $200 million to taxes, $80 million to savings, and 
$720 million back to the fi r111s for consumpt ion expendi­
tures, as iu fig. 5. The firms receive the $720 million in 
exchange for goods and services an<l send the $7 20 million 
back to households as wages, rents, profits and interest 
in payment_ for the factors used in fabricating the goods 
and services. Then the $720 mi llion goes by the counter 

Millions 

$720 

Fig . 5. 

A
$1,000 
$720 

$80 IBJ 
I 
x 

at A, making $1,000 million + $720 million by the counter. 
We could go on with this, as in fig. 6 where the Roman 

numerals identify all transactions occurring in the same 
round. 

( Mi I l ion s) 

0] $1000 

~ 

C 

Fig. 6. 

A 
11100 m 
710 (II) 

~18 ri ll) 
J/4 NJ ~ 

80 (1) / 
58 (II) 

720 (I) 
518 ill) 
374 (Ill) 
269 (N) 

41 (Ill) 
30 (N) 

/ i 
H , 200 ,n 

144 (II) 
103 (Ill) 

)l (N) ........ [I] 

This scheme, with its GNP counter, may make it easier 
to conceptualize the multiplier. In essence, each time the dol­
lars go around the economy, some leak out into sav ings and 
taxes. Over time, the leakages will reduce the flow caused 
by the new injection to zero, but only after-in thi s case­
some $3,571.000,000 has gone by the coun ter. (Adding the 
numbers a t A in fig. 6 brings us to $2,612,000,000 after 
only four rounds.) Suppose that we had new injections 
of thi s kind in every period. Then the income stream 
would be larger a nd would grow over time to the point 
where $3,571,000,000 was coming by the counter on every 
turn . 

Professional econ.omists haYe given considerable at­
tention to the absolute size of the multiplier in our econ­
omy. Although agreement has not been reached, it is widely 
acknowledged that the multiplier is larger than 1. Thus, 
a deficit will induce additional spending so that the total 
change in spending will exceed the defici t. Notice that 
the total leakages, $286 million to savings plus $714 mil­
lion to taxes, acid to the original injection of $1,000 million 
in table 2. This is, not surpri ingly, a cond ition wh ich 
must be met in the economy: namely, either that desired 
injections must equal desired leakages or that forces will 
be set in motion which will bring on that equality. 

Cost of Policies 

We have, then, policies open to the government for 
influencing the level of economic activi ty. From our dis­
cussion, it can be seen that even a balanced budget is a 
policy. Implicit in the balanced budget is a will ingness to 
accept the level of unemployment and the rate of inflation . 

But, before moving on to the next topic, let's consider 
the costs which may be a sociated with these poli cies. 

It is apparent that government deficits acid to the size 
of the federal debt. Does this have any undesirable con­
sequences? It has been demonstrated that most of the 
fears associated with a growing federal debt are not \\·el l­
founded. Still, there is at least one cost which must be 
faced. This grows out of the taxes necessary to pay in­
terest on the debt. To the extent that these taxes dimini sh 
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the effort expended by the members of the national com­
munity, real output is lower than without th e debt. 

More serious for some citi zens is th e rela ti on between 
the level of employmen t and the rate of inflation. An ex­
am ination of thi s relationship in the U nited States s ince 
the ea rly 1920's shows that infla tion tends to accom pany 
peri ods of full employment and periods of rap id growth. 
Hence. should thi s relat ion continue to be mauifested , 
efforts to stim ulate employment wil l tend to be accompanied 
by in flat ion. The rate of infl a ti on has been relatively 
sli ght in the past 8 years, but the rate o( unemployment 
ha " exceeded 5 percent du ring most of thi s period. H ence, 
a desirable end-higher levels of employment- tends to 
be accompanied by a not-so-desirable end- inflation. 

We might, of course, cons ider some restrictions on the 
freedom of our economic acto rs so as to restrain the pace 
of infla tion. This is not ( it should be obvious) an a ttrac­
tive alternative. 

These las t considerations have led some people to speak 
of an uneasy triangle with full employment, stable prices 
and free institutions as th e goals. It is asserted th at we 
can accompli sh any two but not all three of the goals or 
that we can accept a mix which includes some loss in one, 
two or a ll three a reas. Whatever the choice, it again 
becomes a value judgment. The outcome wi ll depend on 
how heavily we weigh each of the goals. 

SUMMARY 

\ ,Ve have, 111 a superficia l way, considered a Yariety 

of issues. First, we establi shed the need for an economic 
sy ·tern. This system must prov ide answers to three ques­
ti ons: What wi ll be provided ? How will facto rs of pro­
duction be organ ized? How will output be distributed ? 
T he questions a r ise because of the fu ndamental economic 
problem-scarce resources relat i ,·e to wants. 

\Ne then considered whether or not ful l employment 
" ·ould necessarily be achi eved by the mar·ket mechani sm, 
unaided by government, and presented some of th e obsernt­
ti ons made by Keynes in his a rgrnnent that 1narket fo rces 
were in u ffic ient to mai ntain fu ll employment or that 
reli ance on market fo rces alone would imply long periods 
of unemployment while the economy returned to full em­
ployment. \ ,Ve went on to asser t that establi shing· the goal 
of full employment requires a value judgment and that 
the U. S. Congress, reflecting this value judgment, has 
charged the federal administration to stimulate the economy 
when unem,ployment is high. 

\ ,Ve then examined two devices, monetary and fi scal 
policy, which the admini stration can use to stimulate the 
economy; how these policies might be implemented ; and 
how their effects would be manifested in terms of a simple 
model of the economy. '0/ e also noted the impact of changes 
in priva te spending. 

Finall y, we concluded by recognizing tha t not even full 
employment is free; that some costs a re as ociated with 
its maintenance; and that our nati on.al stance with respect 
to the three considerati ons examined would result from 
the value judgments of individuals. 

2 . Monetary Policy and Economic Stability 
Dud ley G. Luckett* 

Monetary poli cy is one of the prima ry methods used 
fo r promoting economic stability. W hil e it is probably 
not so powerful a tool as f iscal policy, it is nevertheless 
capable of exerting a profound and subtle effect on the 
level of economic act ivi ty. The purpose of this paper is 
to sketch in very broad terms the channels through whi ch 
monetary policy operates. 

To preview th e matter briefly, monetary policy in­
fluences levels of income, employment and prices by chang­
ing the spending behavior of individuals and business 
fi rms. It does thi s by changing the money supply-making 
it larger or smaller-and hence influencing th e total amount 
of spending in the country. The ultimate decision-maker 
in thi s seri es of events is the Federal Reserve System. 
The connection, however, between the deci sions of Federal 
Reserve officials and the decisions of spending units is 
complex. There is a lengthy chain of linkages between 
the two points. 

Our first task is to see how· the money supply is deter­
mined in th e Un ited S tates, and th en to establi sh the re­
lationship between the money supply and the Federal Re­
sen-e System. Having clone this, we may then consider 

* Professor of economics. 
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th e relationship bet \\·een the money supply and the spend­
ing decis ions of households and business f irms. 

THE MECHANICS OF THE MONEY SUPPLY 
T he logical place to begin considering th e determination 

of the money supply in th e Uni ted States is with a de­
finition of money itself. l\Ioney is what it does and not 
what it is. By th is, 1 mean that money may physically 
consist of any number of substances, from cattle to wam­
pum. Money is that substance which is acceptable within 
a community for paymen t of debts. It serves as a universal 
means of payment. 

With in the framework of this definition, the money 
supply in th e United Sta tes is made up of two components. 
T he first of these is what most people would consider 
money: paper currency and coins. In fact, howeve1·, thi s 
constitutes only a small fraction of th e tota l. The bulk 
of the U nited S tates money suppl y consists of demand 
deposits ( checking accounts) in commercial banks. 

These demand deposits a re pa rt of the money suppl y 
within our definiti on : :Most households and business firms 
pay thei r bills by wri t ing checks agai nst their demand 
deposits. D emand deposi ts are thus the major means of 
payment in the Uni ted S tates. Demand deposits plus 
cu rrency and coins make up the money supply. 



The supply of currency and coins in the economy is 
determined by the public. If the public wishes to hold a 
larger par t of its total money in thi s form ( as it does, 
for example, around Christmas time ) then the monetary 
authorities expand thi s component of the money supply. 
No attempt is made to fix coin and currency at ·ome pre­
determined level. 

That part of the money supply which is determined by 
the monetary authorities is the total demand deposit com­
ponent. To unders tand how the total amount of demand 
deposits in the United S tates is fixed by the Federal Re­
serve System, let's look at our banking system. 

The Banking System 
The United States has a dual banking system : Some 

commercial banks are chartered by the federal government 
and some are chartered by state governments. A ll federal 
banks must belong to the Federal Reserve System ; state 
char ter ed banks may or may not belong to the Federal 
Reserve-the matter is optional so far as they are concerned. 

There a re about 14,000 banks in the United States and, 
of these, only about 5,000 a re members of th e Federal 
Reserve System. However, these 5,000 banks incl ude all 
major banks. Member banks hold some 85 percent of the 
total dollar volume of demand deposit. The legal aspects 
of member and non-member banks are somewhat different, 
but I will proceed as though the entire banking system 
were in fact under direct control of the Federal Reserve. 

vVe have in th e United States, as in all W e, tern in­
dustrialized countries, a fractional reserve banking sys­
tem. That is, commercial banks need not keep 100 percent 
cash against their demand deposits. If a customer brings 
$100 into the bank and deposits it into his account, the 
bank is not required either by custom or law to keep that 
$100 in its ,·aults against the possibility that the customer 
may wish to withdraw that deposit a t some futur e date. 
The bank must keep on ly a f ra ctio 11 of thi s deposit in the 
form of cash on hand or reserves. The remainder may 
be lent to individual customers, used to purchase govern­
ment securities, or used to acqui re any of a variety of assets. 

T here are a number of reasons why the bank does not 
need to hold 100 percent cash reserves . In the fi rst place, 
the bank knows from experience that not all of its cus­
tomers a re going to wi thclra w all of their accounts at 
the same time. 'v\lhi le some customers may withdraw 
some of their accounts in fu ll, other customers may leave 
theirs untouched. It is unlikely that the bank will have 
withdrawals of more than a tiny fraction of its total de­
posits on any given day . Mo reover, except for seasonal 
factors, the bank can usual ly count on an in-flow of cash 
which wi ll tend to offset deposit withd rawals. Consequently, 
the bank needs to be p1·eparecl to pay only a small fraction 
of these demand deposits. 

\,Vith this fract ional resen·e system, the clemancl de­
pos its of the banking system may be several t i111 es the 
amount of its cash reserves. If, for example, the banking 
system has $1 bill ion of reserves, it may ha,·e $5 billion 
of demand deposits. Bank reserves Yary, but remain in 
some more or less fixed ratio to the total deposits. 

T here a re thus two ways the demand deposits in the 
country can be altered by the Federal Reserve System. 
First, the ··Feel" 111ay supply additional reserves to the 
banks. If the ratio of reserves to total demand deposits 
is constant, then an increase in reserves will increase 
demand deposits (and hence the money supply ) by th e 

reciprocal of the ratio. Thus a ratio of reser ves to de­
posits of 1 :5 implies an increase of $5 in deposits for 
every additional $1 of reserves. 

The second method of changing the money supply is 
to .alter the rati o of reserves to total deposits. If this ratio 
can be changed (say from 1 :5 to 1 :10), exi sting reserves 
can be used by the banking sys tem to support a la rger 
amount of demand deposits. 

THE MECHANICS OF CENTRAL BANKING 

The central feature of our di scuss ion so far is tha t so 
long as the central bank 1:an in some fashion control the 
reserve base of the commercial banking system, it can 
control total demand deposits. This in turn means that 
the central bank can control the total money supply, be­
cause the ma jor component of the money supply is demand 
deposits . 

Now how does the Feel operate on the reserve base of 
the banking· system ? The Feel is not able to determine 
precisely the total money supply; but it can fix the total 
within narrow enough limits. 

As we have indicated, the methods used by the Federal 
Reserve to control the reserve base fall into two mam 
categories: those which alter the dollar volume of bank 
reserves, and those which a lter the ratio between bank 
reserves and demand deposits. 

Altering Reserve Ratios 

Taking th e last f irst, the F ederal Reserve in 1933 was 
g iven authority to establish, within statutory limits, the 
legal reserves of member banks. For "country banks," 
the Federal Reserve may establish reserve rquirements 
between 7 and 14 percent of demand deposits: for "city 
banks," the F eel may establi sh resen-e requirements be­
tween 10 and 20 percent. An increase in resen·e require­
ments decreases the ratio of resen-es to demand deposits 
and, hence, in the absence of any increase in th e amount 
of reserves, has the effect oi decreas ing tota l money in 
the economy. A decrease in reser ve requirements increases 
the reserve ratio and resul ts in an increase in the total 
money suppl y. 

However, the Federal Reserv e seldom alters the reserve 
requ irement ratio. The main difficulty with thi s method 
is that it is not capable of those finer adjustments usually 
felt to be necessary for the smooth operation of monetary 
policy. The Federal Reser ve System usually doesn't alter 
reserve requirements by less than one-half of one percent 
in either direction . Th is means that changes in the reserve 
ratio a re made in substantial increm.ents. This instrument 
of monetary policy is thus something of a blunt instrument 
and as such is seldom used. 

Discounting 

The Federal Reserve can a lso use its discount mechanism. 
Simply put, the discount mechanism is member bank bor­
rowing from the Federal Reserve. Just as an incliviclual 
will borrow from a commercial bank, so commercial banks 
may borrow from the Federal Reser ve. The Feel is, in thi s 
sense, said to be a bankers' bank. 

Naturally, th e Federal R ese rve charges its borrowers 
interest. By rai sing- or lowering its rate of interest, the 
Federal Reserve can discourage or encourage member 
bank borrowing. \Vhen member banks borrow, they in­
crease the total reserves of th e banking system: contrari­
wi se. when member banks repay borrowings, total bank 
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reserves are decreased. Th us, by a ltering the rate of in­
terest which the banks must pay in order to get loans, 
the Feel can influence total reserves of the banking system. 

But this is sti ll not the main method used to control 
the money supply. The difficulty here is tha t the amounts 
involved are small relative to the total reserve base of the 
commercial banking system. For exam ple, total bank bor­
rowings from the Federal Reserve are now about $650 
million. Total resen·es of the banking system are approx i­
mately $23 billion. Moreover, the Federa l Reserve does 
not have absolute control over member bank borrowings. 
The Feel may influence the desire of the banks to borrow 
by changing the discount rate, but it cannot precisely pre­
dict borr©wings. Consequently, thi s instrument also is in­
capable of making the precise adj ustments needed to ef­
fectuate monetary policy. 

Open Market Operations 

T he third, and main, instrument used by the Federal 
Reserve to control the reserve base of the banking system 
is open market operations, whereby the Feel buys or sells 
government securities. 

If the Federal Reserve wishes to increase reserves, it 
may buy government securities in the open market. The 
Fed pays for these securities by issuing liabilities on itself. 
These liabi liti es will eventually take the fo rm of reserves 
in the commercial banking system. In the simplest case, 
e.g., if the Federal Reserve buys a treasury bill from a 
commercial bank, it could pay the bank by increasing its 
reserves. The bank receiv ing these addi ti onal reserves 
wou ld then be able, together with other banks in the sys­
tem, to expand th e total dema11cl deposits hy some multiple 
of that amount. 

The process also works in_ reverse. lf the Federal Re­
serve wishes to decrease the reserve base of the banking 
system, it may sell government securities. The bank pays 
the Federal Reserve for these securities by decreasing 
its reserves. The monetary authori ti es can thus increase 
or decrease bank reser ves by buying or selling govern­
ment securi ti es on the open market. Hence the phrase 
"open market operations." 

Note that through open market operations the Federal 
Reserve can sell or buy any amount of government se­
curities. It fo entirely up to the Feel how much the reserve 
base of the banking system is altered. 

To summarize at thi s point, we have established two 
connections between the Federal Reserve and the total 
money supply. The first is between the reserve base of 
the commercial banking system and Federal Reserve buy­
ing and selling activities ( open market operations) in 
the government securities market. The second connection 
is between the reserve base oi the commercial banking 
system and the total volume of the demand deposi ts in 
the economy. When the Federal Reserve buys government 
securities, it increases the reserves of the commercial 
banking system; this increase in reserves in turn results 
in a multiple expansion of demand deposits. The con­
trary is also true. Consequentl y, the Federal Reserve can 
determine the total money supply. 

Next, let's turn to the relationship between changes 
in the money supply and the various economic goals of 
the nation. In other words, having establi shed that the 
Federal Reserve can change the money supply, we now 
wish to know what role the money supply plays in the over­
all functioning of the economy. 
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THE EFFECTS OF MONETARY POLICY 

Monetary Goals 

Generally speak
0

ing, the goals of monetary policy' are 
either defensive or active. The "defensive goals are es­
sentially short-run objectives. One defensive goal is stabil­
ity in the government securiti es market. o useful purpose 
is served by excessively volati le prices in the market, and 
if it should appear (as it did in 1958, fo r example) that 
a panic s ituation is developing, the Federal Reserve wi ll 
take steps to prevent thi s through its open market activities. 

Another defensive goal is the prevention of widespread 
banking fai lures, although this· is not a particula rly oper­
ative one s ince the advent of the Federal Deposit In~urance 
Corporation. · 

In terms of these defensive goals, the Federal Reserve 
has been most effective in recent years. Most of the shp,rt­
run, limited goals of th is nature have been achieve,;!. , It 
is, rather, in the active goals of the Federal Reserve that 
questions ar ise about the effectiveness of monetary policy. 

The active goals of the Federal Reserve are generally 
considered to be full employment, price stability, equilibrium 
in the balance of payments, and economic growth. There 
is probably little that monetary policy can do to promote 
economic growth ( other than trying to maintain satis­
factory levels of the other three goals). So we will ignore 
this as a primary goal. 

There a re many problems of definition of full employ­
ment, price stability, and equilibrium in the balance of 
payments. We won·t go into all aspects of these various 
goals. Surfice it to say that fu ll employment general ly 
means unemployment of about 3 to 4 pe rcent. T'rice stabil ­
ity means only that some index of prices t the Consu·mer 
Price · Index. or the Wholesale Price · Index) remain·s 
tolerably stable from year to year. T here are seYeral 
definitions for equi lib rium in the balance of payments. 
We can summari ze by say ing that equi librium in the balance 
of payments mean that pre, sures to a lter the exchange 
1·alue of the dollar vis-: :-vis other currencies are at · a 
minimum. 

Conflicts in Goals 

T hese goals are not ,Ll ways fully compatible one with 
another. The most obvious conflict is between full em­
ployment and price stability. \ Vith high employment, there 
is likely to be some inflation. S imila rly, a period of deficit 
in the balance of payments coupled with widespread un­
employment in the domestic economy also generates a 
paradox fo r the central bank: To correct the unemploy­
ment, the central bank should conduct an easy money 
policy, but the proper central banking action for a pay­
ment deficit is ti ght money. 

The central bank must therefo re establi sh some system 
of priorities by which it is wi lling to tolerate a certain 
amount of instability in one goal in order to achieve some 
target level of another goa l. Thus, fo r example, the Federal 
Reserve System might be wi ll ing to tolerate a modest in­
flation in order to achieve a 4 percent unemployment rate. 
The priorities chosen by the Federal Reserve should prob­
ably not be carried to the extreme where its priorities 
conflict with the poli tical party in po11·er. 

Given that the Federal Reserve has some system of 
priorit ies, properly arrived at and generally agreed upon, 
how does control over the money supply enable it to achieve 



the various goals? T he relationship between the money 
supply and the various economic goa ls is the special prob­
lem of monetary theory. 

Monetary theory attempts to set up a styli zed model 
of the economy. This model indicates channels which 
change the money supply and the effect of these changes 
on total economic activity. The precise form of monetary 
theory has been debated fo r several hundred years. With­
out entering into the debate at this time, let me indicate 
what I believe to be the majority opinion in the economics 
profession. 

An increase in money, it is generally believed, will 
change both the price and the availability of credit. When 
the F ederal Reserve increases the reserve base of the 
banking system, the banks will have a tendency to lower 
interest rates and to make the terms on loans less strin ­
gent. The lower rate of interest, together with the var ious 
other non-price features of the loan ( for example, longer 
maturi ty, less collateral, smaller compensating balances), 
wi ll encourage businessmen to make capital investments. 
These capital investments will stimulate the economy. That 
is, the effect of such capital investments is not limited 
to the investment expenditures themselves, but rather 
reverberates throughout the economy in a multiplier pro­
cess which eventually leads to higher levels of income 
and employment. 

Thus, an increase in the money supply (an "easy money" 
policy) will ultimately increase income and employment, 
and a decrease in the money supply (a "tight money" 
policy) will decrease income and the general price level. 

CONCLUSION 

Here is the entire process of monetary policy : The 
Federal Reserve buys a government security; thi s ex-

pands the reserves of the banking system; this in turn 
inc rea ·es the total amoun t of demand deposits and hence 
the money supply.; the increase in the money supply makes 
credit terms easier and encourages investment spending. 

This entire chain of events can be broken at any point. 
Although the Federal Reserve may buy a government 
security, the banking system may choose not to expand 
demand deposits, but instead simply hold excess reserves. 
Or, aga in, the expanded money supply, while it may lead 
to lower interest rates and eas ier credit terms, may not 
be enough to stimulate businessmen to increase investment. 

Largely because of these weaknesses in the variou 
linkages between the open market operations of the Feel 
and the ulti mate decisions of businessmen to invest, most 
observers believe that monetary policy is a less powerful 
weapon for economic stabili ty than is fiscal policy. The 
connection between governmen t expenditures and total 
expenditu res is immed iate and direct; the connection 
between the open market operations of the Federal Re­
serve and business investment decisions is indirect. 

But the weakness of monetary policy may also be its 
strength . Its very indirectness makes it consiclernbly more 
flex ible than fiscal poli cy. All the Federal Reserve does 
is buy and sell government securities. This apparently 
harmless activi ty hurts almost no one in the economy. 
Yet, a total credit situation may be set up which may 
eventually influence business decisions. 

In the long run, monetary policy may not be such a 
powerful weapon for economic stabilization as is fi scal 
policy, but it does have advantages which are peculiarly 
its own. In terms of flexi bility, niceties of adjustment, 
and its ability to blend into the background of a free enter­
prise economy, monetary policy is one of the best methods 
yet devised to stabili ze the economy. 

3. Determinants of N ational Economic Growth 

Erik Thorbecke* 

This analysis of the maj or determinants of economic 
growth is divided into three parts. First, the circular 
flow of income and money is used tJ show the interde­
pendence existing between economic variables. Second, 
an attempt is made at explaining the theory and the de­
terminants of economic g rowth, and the role of invest­
ment as a conditioning influence in economic growth. 
The final part is devoted to a general discussion of the 
major goals of economic policy in the United States as 
well as in the major mature economies, and the conflicts 
which may arise betll'eP.n these goals. 

Furthermore, an attempt is made at presenting a few 
policies which can be userl to attain these goals, showing 
the conflicts which may ex ist between economic g rowth 
and other goals of <'conomic policy such as full employ­
ment and price stability. 

CIRCULAR FLOW OF MONEY 

The circular flow of money may be presented by di­
viding the economy into three sectors. The first secto1· 

• Professor of economics. 

is the production sector, which would include all the firms 
in the economy. The second sector would be the consump­
tion sector, incorporating all the households in the econ­
omy. The last sector might be called the financia l sector, 
since it includes all the finan cial intermediaries such as 
savings and loan associations, commerc ial and sav ings 
banks, life insu rance companies and a ll other intermedi­
aries which channel savings into investments ( see fig. 1) . 

National income fl ows from the firms to the house­
holds. It consists of wages, salar ies, interest and rent pay­
ments and profits. It can be split into two components: 
consumption, which is the part of income going from the 
households to the firms in payment for goods and services, 
and savings, which is that part of the total income which 
is not consumed and which goes from the households 
to the financial intermediaries. 

Thus, one branch of national income is converted into 
savings and the other branch into consumption. The fi­
nancial intermediaries, in turn, make available investments 
to firms which are used to add to their productive capacity. 
This flow of investment gets back into the money stream 
and national income, to the extent that the money fl ow 
is converted into real ,output. 
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This framework is an extremely simple representation 
uf reality. It can, of course, be extended to bring m1t ex­
plicitly the government and fo re ign trade spheres and many 
others as well. F or instance, if the fore ign sector were 
added, a flow of money would ' ·leak" out of the consump­
ti on sphere to buy imports and an incoming stream of 
money would enter th e product ion sphere as payment 
for merchandi se exports. The circular flow-as described 
here-provides us with a good startin g point to show the 
major determinants of economi c growth . 

ECONOMIC GROWTH 
Demand 

Sta1·ting from the demand side, the one major deter­
minant of economic growth is the proportion of national 
income which is saved as opposed to th e proportion which 
is consumed. Th us, one relationship which can be ex­
pressed in s imple terms, and which should be Lepl in mind 
in the context of economic growth, is that providing the 
part of income respectively sa vecl and consumed. 

Let '·s" be the marginal and average propensity to save, 
i.e., the ratio of savings (investment) to national income. 
Assume that all savings are channeled into investm ent 
so that S = I , and that s is o-iven by th e ratio of Gross 

S I 
Investment to Gross National Product, i.e., s = - = - . 

y y 
In the U nited States thi s last ratio has typically been 

on the order of about 18 percent. In other 1,ountries, such 
as P eru, for instance, the ratio of Gross Investment to 
GNP is substanti ally higher, amounting to about 26 per­
cent. But in the United States, one can think in terms 
of 15 to 20 percent as the rough order of magnitude of 
the Gross Investment ratio. 

Economi c growth wi ll occur only if a certain propor­
tion of nati onal income is saved ( not con sumed) and then 
channeled into investment in order to produce capital 
goods. After all , if all of the nati onal income were to go 
into consumption, there would be no allowance made for 
an increase in the capacity to produce. As a result, there 
might be a lack of savings to produce the increased ca­
pacity necessary for economic growth. Thus, the demand 
side is important because savings have to be generated 
as one requirement for growth. 

Output 
Now, besides the demand side, we must look at the 
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output or productive capacity side. Wha t happens to the 
savings wh en they are converted into investment? T his 
investment is going to be turned into physical or capital 
equipment and is going to permit an increase in na tional 
income. 

The question is: How much will national income in­
crease as a result of investment ? The relevant relation­
ship here is the so-call ed output-capital ratio, which repre­
sents the increase in national income or output resulti ng 
from a dollar's worth of investment. 

Let t:,. Y represent the increase in output from a g iven 
amount of investment. The ou tput-capital ratio can be 
ex pressed as the increase in nati onal income over in­

y 
yestm ent, i.e., a = -. 

I 
Tn other wonls, a is a measure of the productivity of 

investment; the hi gher a, the more producti ve the in­
vestm ent. In the United States, the output-capital ratio 
might be 25 percent-one dollar's worth of additional 
capi tal capacity ( investment ) will lead every year to an 
increase of about 25 cents in output. T his can be expressed, 
alternatively, by saying tha t the capital-output rati o is 
4 to 1. The underlying idea is th at the increase in nati onal 
income depends on the productivity of investment. 

Rate of Growth of GNP 

The two major relationships rela ting sav ings (invest­
ment) to national income and the addition in income to in­
vestment can be used together to derive the rate of gro wth 
of national income. Simple algebra shows th at the prod uct 
of the two ratios is equal to the g rowth ra te of GNP: 

De111aud Side 
I 

Productivity Side 
AY 

s=- u = -
y I 

I t:,.Y t:,.Y 
thus : s x a = -x- = - = rate of growth of GNP 

y I y 

By canceling the I's m the above express ion, we see 
that the major determinants of the rate of growth of 
GNP-change of GNP over GNP-are th e propensity 
to save and the output-capital ratio. T he first conclusion 
reached is abst ract. But at the same time, it is useful from 
the standpoint of studying economic g rowth. 

Let's now work through an example to illustrate the 
above concepts, using rounded figures fo r the period 1962-
63. Assume that G rp in the U nited States was $560 bil­
lion in 1962 and $588 billion in 1963. Gross in vestment 
in 1962 can be estimated a t about $11 2 bi ll ion, if public 
investment is included. T hus: 

GNP62 = $560 billion 
GNP63 = $588 bill ion 
e:,.GNP = $ 28 billion 

162 = $11 2 billion 
Substi tuting these values in the growth rate relationship: 

28 112 28 
- -= - -x-- or: 
560 560 11 2 

5<;; = 20% x 25 % 

AY 
(-=s xc:r) 

y 



These figures show that, in 1962, the propensity to 
save, or investment ratio, in the United States was equal 
to 20 percent, while the incremental output-capital ratio, 
the measure of the productivity of investment, was equal 
to 25 percent. The product of these two gives us the growth 
rate in the United States in 1962-63, 5 percent. The rate 
of growth of GNP is a function of the ratios s and u . If, 
for instance, the United States economy allocated 25 per­
cent of its output to gross investment instead of 20 per­
cent, while at the same time assuming the same productiv­
ity of investment, the rate of growth would be 6.25 percent. 

Are these ratios constant internationally and over time ? 
Different ratios are found in different countries. Thus, 
the investment ratio in an underdeveloped country is 
usually low. Actuall y, a whole thesis describing the take­
off into sustai ned growth is based on the changes in the 
investment ratio over time. This thesis shows that the 
backward countries may have an investment ratio of the 
order of 7 to 8 percent or less. Once they start achieving 
the preconditions for growth , their investment 1·atios wi ll 
go up. After these countries have entered the o-called 
sustained growth period, their investment ratios will have 
to be at least 15 to 20 percent. 

The investment ratio is a bas ic determinant of eco­
nomic growth. Centrally planned economies may have an 
advantage in thi s area in the sense that the decisions with 
respect to investment are made neither by the consumers 
nor by the producers, but by the central planners. The 
investment ratios of many of the centrally planned econ­
omies and the developed Western countries are typically 
higher in the former. It seems, however, that policy cen­
tralization in the centrally planned economies was often 
accompanied by substantial inefficiencies in the produc­
tivity of resources. 

Measuring Economic Growth 

The next question we might ask is "How is economic 
growth measured?" Generally, economic welfare is meas­
ured in terms of either pe1· capita or aggregate income. 

A definition of economic g rowth we can use is "an 
increase in per capita income not accompanied by a worse­
ning in the distribution of income." 

The reason for the quali fying clause becomes obvious 
if we put it into concrete terms. We can think of the theo­
retical possibility where the income of one individual 
goes up to infinity, whi le the income of all other individ­
uals declines, resulting in a ri se in per capita income. 
It would be difficult, in thi s last case, to say that "eco­
nomic growth" had taken place. Hence, the qualification 
requiring n~r, alternatively, tolerating only a mini­
mal-worsen-:ng of the income di stribution. This quali­
fication is particularly important in the lesser-developed 
countries where the prevailing (actual) di stribution of 
income tends to be unequal and may act as a brake to 
economic and social development. 

OTHER ECONOMIC POLICY GOALS 

The discussion, so far, has been centered on economic 
growth, which, as such, is only one of the goals of eco­
nomic policy. There are other important policy goals which 
the government takes into account. Some of these other 
objectives may conflict with economic growth. Therefore, 
the policy maker must specify all the major objectives 
quantitatively whenever possible. Among the major goals 
of economic policy are: 

l. Price stability. l\fo. t people want stable prices. In­
flation hurts the fixed-income earners and reduces people's 
confidence in the home cu rrency. 

2. F ull employment. The U . S. government has been 
lega lly obligated to strive fo r this goal since the passage 
of the Employment Act in 1946. This act ma kes it man­
datory for the federal government to initia·te and pursue 
policies conducive to the attainment of full employmenl 
or, at leas t, a high level of employment. 

3. Balance of payments equilibrimn. This objective has 
become important in the las t 7 or 8 years. The Un ited 
States had, until about 1957, few balance of payments 
difficulties. Vve were one of the few countries in the world 
which could afford to fo rmulate and implement policies 
without regard to thei r effect on the balance of payments. 
Since 1957, however, the United States has had serious 
deficits in her balance of payments. An indication of the 
extent of the defi cit over time can be seen from the decline 
in our gold reserves from a bout $24 billion in 1957 to 
about $15 billion in 1965. 

4. A final goal is a fairly eq1iitable income distribution. 
This objective does not sign ify that all individuals should 
receive the same income, but it does signi fy that a limit 
is placed on the degree of unevenness in tha t di stribution. 
For instance, the people of the United States would not 
tolerate a situation where 1 percent of the population was 
getting 50 percent of the national income. Our society 
has some conception of the kind of income distribution 
we consider fa ir. 

The Welfare Function 

In a democracy, the government has to initia te poli cies 
designed to attempt to achieve the major objecti ves dis­
cussed above, as well as a host of others. Since many ob­
jectives may be mutually incompatible-as we will show­
and since the attainment of certain objectives may be 
considered more important than others, the policy maker 
must be able to express these goals quantitatively in terms 
of their rel ative importance. 

Technically speaking, we could say that the policy maker 
tries to maximize a social we! fare function. All the policy 
goals would enter as elements of the welfare fun ction. 
The relative importance of the objectives could be ex­
pressed by stating, for instance, that a 1 percent increase 
in the rate of growth was analogous from a welfare stand­
point to a 1 percent increase in the level of employment, 
an .8 percent reduction in the price level (to control in­
fl ation ), an improvement of $-WO million in the deficit 
in the balance of payments, etc. 

In other words, social welfare would remain the same 
if national income grew by 1 percent while the level of 
unemployment declined by 1 percent, the other objectives 
remaining at their previous levels. Alternatively, a 1 
percent increase in national income, compensated by a 
$400 million increase in the balance of payments deficit, 
would leave over-all welfare unaffected. 

A basic question the policy maker must answer per­
tains to the relative weights to be attached to the various 
objectives entering the welfare function. The determin­
ation of these weights falls outside the domain of the 
economist. The economist is a technici an who, as such, 
is neutral; he holds his own values as an individual but 
not as an economist. The determination of the relative 
importance of the goals is the proper domain of society. 
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The policy maker has to be suff iciently sensitive to the 
values and preferences of the electorate which he repre­
sents to accurately reflect the latter in his welfare function. 

For instance, society might feel that full employment 
is such an overriding objective that it is willing to tol erate 
relatively much inflation and a relatively large deficit 
in the balance of payments to attain full employment. In 
this way, the terms-of-trade can be arrived at between 
the various objecti ves. 

An attempt at specifying quantitati vely the social wel­
fare function may, at first thought, appear completely 
utopian . Yet, a number of such operational exercises have 
been undertaken in the Netherlands. One of the attempts 
relied on the interviewing technique to derive major goals 
and their respective terms-of-trade. Cabinet members, em­
ployers, labor union leaders and labor experts were inter­
viewed and their tastes and prefe rences recorded to specify 
the welfare function. Different groups revealed different 
preferences. Labor, for example_. considered employment 
a relati vely more important goal than price stability, i.e., 
labor would be willing to accept a higher rate of inflation 
in order to have a I percent incr,' Jse in the level of em­
ployment than management would. Li \:ewise, labor unions 
desired a relatively more e(Jual incon.e di stribution than 
did the other groups. T he Dutch goverPment has been 
fairly successful in using thi ~ 1 ind of frame1\ c1·k to formu­
late economic policies. 

One good example of diffe1 e1:t goal valuati · n in the 
United States was seen in the 1, ·esidential campaign of 
1960. One of the areas of disagreem<"nt betv.-een Richard 
Nixon and John Kennedy appeared to be the rel ative i 11 1-

portance of price stability as opposed to economic growth. 
Throughout hi s campaign, Kennedy emphasized the 

necessity for a higher rate of growth of GNP. As a target, 
he set a 5 percent growth rate annually. Kennedy was also 
in favor of stable prices, but he seemed willing to tolerate 
a mild increase to achieve the high growth rate. 

On the other hand, Nixon appeared to attach more 
importance to price stability. P rice stability, fiscal sound­
ness and balanced budget were terms much used by Nixon 
during his campaign. N ixon advocated the curtailment 
of inflation-almost at any cost in terms of the level of 
attainment of other goals. 

The theory of economic policy which distingui shes 
clearly ~etween policy objectives ( targets) and policy 
~ee.ns ( m_s~ruments) and which attempts to derive op­
timum policies to attain the policy goals ( i.e., maximize 
the social welfare function) is itself neutral from a value 
or political standpoint. If, for instance, society des ires 
a maximum of freedom of enterpri se, i.e., a maximum 
amount of reliance 011 the price system as opposed to 
government intervention, this can be incorporated in the 
welfare function or in the policy model relating the policy 
means to the objectives. 

Means and Goals 

!he_ next questi?n to be examined- after the major 
ob1_ect1ves and their relative weights have been quanti­
tatively specified-is the relationship which exists between 
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various policy means and the objectives which they are 
supposed to hell? achieve. Often, policy instruments have 
conflicting effects p n di fferent goals. While they help 
the level of attainment of some goals, they reduce the 
level of attainment of other targets. 

Suppose, for instance, that the Federal Reserve System 
reduces the rediscount rate and lowers reserve require­
ments. An immediate effect of these policies would be to 
increase credit availability. Commercial banks will be 
willing to lend on easier terms, reqtresting less collateral 
and, in general, the economy would undergo an easing 
of credit. 

This would have a beneficial effect on employment 
as long as there were unused resources available. Business­
men would be able to borrow more ; investment in con­
struction and new plants would likely increase ; more people 
would be hired and the level of employment would go up. 
Thus, the use of the monetary instruments ( reserve re­
quirements and rediscount rate) would have a positive 
impact on the full employment objective. 

At the same time, this policy might have some unde­
sirable side effects on other objectives. For instance, ag­
gregate consumption would, normally, increase together 
with an increase in the level of employment. The newly 
employed people would start spending the income which 
they had not previously received. Part of the increase in 
consumption would be for forei gn goods and services. 
Thus, the total expenditures for imports would increase and 
the balance of payments deficit would become larger. Hence, 
the goal of full employment might be in conflict with the 
objective of equilibrium in the balance of payments, at 
least if monetary policy were used to achieve the former. 

This example can be expanded to show another possible 
conflict between objectives. The easy money policy would 
work only as long as excess capacity existed and unused 
resources were available in the economy. But, clearly, 
as firms and industries expanded output, they would come 
closer to operating at full capacity and exhausting the 
pool of unused resources. Employment would g;o up, but 
as full capacity was approached, a further increase in 
prices could take place only at the expense of a push on 
prices. 

CONCLUSION 

The effects of policies on different objectives are likely 
to be conflicting. Policy makers are faced with the hard 
task of trying to simultaneously hit a number of non­
complementary targets. A systematic approach to the theory 
of economic policy will help them design policies which 
may permit the attainment of the best combinations of 
objectives, i.e., maximize the social welfare function. 
This can be done only by weighing the benefits to society 
resulting from given policies in terms of a higher level 
of attainment of certain goals ( e.g., a I percent decline 
in ~he percentages of the labor force unemployed) as 
against the costs of these same policies in reducing the 
level of given objectives ( e.g., a I percent increase in 
the price levd, an increase of $250 million in the defi cit 
of the balance e i oayments.) 
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4. Technology and Reallocation as They Relate to National Economic Growth 
Eber Eldridge* 

In the first paper, Winkelmann stated that our econ­
omy is not performing as it could. Unemployment and 
underemployment of our resources indicate that we have 
a performance gap. Underemployment of resources also 
sugge5ts that Gross National Product would be higher 
with full employment. 

I would like to review part of the first paper, because 
of its rel ationship to statements that I wi ll make later. 

Consider an economy with a fixed number of people­
only so much technical knowledge, only so many factories 
and tools, and a fixed quantity of land, water power and 
natural resources. Suppose all our resources are thrown 
into the production of economic goods. There will be a 
maximum amount of goods that can be produced. The 
exact amount depends on the resources of the economy 
in question and the technical efficiency with which the 
resources are used, Suppose $5 billion worth of goods 
is all that can be produced with the existing technology 
and resources. 

At the other extreme, imagine that 100 percent of the 
society's resources had been devoted instead to the pro­
duction of services. Let us assume that $5 billion worth 
of services could be produced if we were really willing 
to produce no economic goods at all. 

Production Possibility 

These are the two extreme possibilities. Tn between 
there are still others. H we a re willing to g ive up some 
goods, we can have some services. If we are willing to 
give up some services, we can have some goods. Figure 1 
shows a "production possibility curve," giving all the 
possible combinations of goods and services that could 
be produced if there were, in fact, a full-employment 
economy. 
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Fig . 1. Production possibility curve. 

But what if there were widespread unemployment of 
resources-idle men, idle land and idle factories? With 
unemployment, we would not be on the production pos­
sibility frontier at all but somewhere inside it, say at 
C in fig. 1, producing $3 billion worth of goods and 
$3 billion worth of services - a total of $6 billion 
worth of goods and se rvices. If we put idle resources 
to work, we could have more goods and more services. 
We could move from the C position to the production 
poss ibility frontier or D . We would have about $3.5 bil­
lion worth of goods and close to $3.5 billion worth of 
services-a total of $7 billion in all . 

In the first paper, we saw that we are not producing 
up to our possibilities-that we do have unemployment 
and underemployment of resources. Therefore, one pos­
sibility of improving national economic growth, or of 
increasing the GNP, is to stimulate the economy by in­
creas ing the effective demand for goods and services. 

Within this context, the circular flow of money dia­
gram was presented. Effective demand for goods and 
services could be increased by increasing the injections, 
that is, by increasing private investment or increasing the 
amount of government spending. An injection into the 
circular flow would stimulate effective demand. 

The second possibility would be to reduce the leakages 
from the flow. On the household side, this would mean 
a reduction in the amount of saving or a reduction in 
taxes. These actions would tend to stimulate effective 
demand for goods and services and move the position 
of the economy toward the production poss ibility frontier. 

Increasing the Capacity to Produce 

In this paper, I would like to deal with separate but 
related questions. If the economy is producing on the 
production possibility curve, how can the curve be moved 
outward-or extended? If an economy is producing at ca­
pacity, how can this capacity to produce be improved or 
increased? In other words, national economic growth 
is concerned with two questions: ( 1) How do you move 
an economy that is not operating at capacity closer to its 
existing capacity? And (2) how can the capacity to pro­
duce goods and services be increased over time? 

Us ing an oversimplification, we can say that the various 
means and methods of increasing the capacity tu produce 
goods and services can be accomplished by ( 1) increasing 
the quantity of effective resources or (2) improving the 
productivity of the existing resources. 

Consider the first category, increasing the quantity 
of effective (i.e. employed) resources. Effective economic 
resources include natural resou rces, such as soil , iron 
deposits, oil deposits, uranium, etc. Finding, di scovering 
or developing more natural resources increases a nation's 
capacity to produce. 

Increasing the quantity or quality of human resources 
( the productive labor force ) also increases a nation's 
capacity to produce. If the economy is operating with 
unemployment, adding more workers would not necessarily 
increase the actual production of goods and services. How­
ever, adding to the eHective labor force in a fully em­
ployed economy does improve a nation's productive capacity. 
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Manmade resources are a group of resources generally 
underemphasi zed. This category includes the nation's as­
sets-its wealth, its capital inventory, its net worth. An 
increase in the capital inventory would improve the nation's 
capacity to produce. 

T he second broad method of improving a na tion's 
growth capacity is to improve the productivity of ex ist­
ing resources. Resource productivity can be improved by 
technology. vVithout improvements in technology and in­
creases in the effective quanti ty of resources, there would 
be a ceiling on th e size of the national income. \Ve would 
reach thi ceiling when existing resources were distributed 
among a l tern a ti ve uses in the most efficient manner. ' 

The productivity of existing resources can be increased 
also by shifting resources from low return employments 
to high return employments. This increases total income 
and per capita income. National income and per capita 
income may be increased, as long as the returns to re­
sources in some employments are out of line with what 
may be earned in other employments. ational income 
increases because the movement of resources to a higher 
valued use tends to increase the total returns. 

A technological innovation has two economic conse­
quences. The first result of a new process or method 
is to increase the potential output of a given combination, 
or a given group, of resources. The second consequence 
is a little more complicated. The technological innovation 
seldom affects all resources in the same way. One re­
source is made more productive rel ati ve to another re­
source. As a result, returns to resources in some uses a re 
out of line with those in other uses and a maladjustment 
is created. Managers of our resources then find it nec­
essary to shift the low return resources to a higher valued 
use. 

In summary, a useful technological innovation will in­
crease the output of a group of resources. However, the 
technology also creates a maladjustment of resource use 
and we must shift resources around if we are to fully 
realize the gai ns from the improvements. Unl ess thi s i·s 
done, national income wi ll not ri se to the level permitted 
by resources and technology. -

Two Illustrations 
· Since the preceding discussion is somewhat abstract, 

let me give you an illustration involving Iowa agriculture. 
Only a few years ago, a fa rm with 160 crop acres was 
considered large enough to provide one farm.er full em­
ployment fo r the year. Howeve r, technology in the farm­
ing industry has brought about significant and observable 
change. Today there i abundant evidence that a full em­
ployment unit fo r one man is closer to 320 crop acres, 
double the size of a few years ago. Consequently, there 
have been economic pressures on farmers to consolida te 
the 160-acre units. The net result of these pressures was 
a decrease of jobs in Iowa farming between 1950 and 1960. 

Therefore, the results of technology in the farming in­
dustry a1·e as follows : First, a given set of land, labor 
and capital resources in fa rming could produce more with 
tl1e technology than without. Therefo re, th e productivity 
of resources used in fa rming bad been increased clue. to 
technology. Second, the technol ogy in agriculture has 
been labor-saving and capital-us ing. It has been profitable 

1 The economy would be operating on its ''production possibility curve" 
in fig. 1. 

20 

to use 111ore capital and less labor. The net result of the 
changing resource values has been larger far111s and-fewer 
farmers. 

This whole proce~ contributes to economic growth 
of the nation if the labor removed from the production of 
food is used for tl1e production of other goods and services 
and not relegated to the ranks of the unemployed. · · · , , 

\Ve can see tl1e same process in other industries. Tech­
nological innovation changes the relative resource re­
turns, thus making it necessa ry to shift resources froi11 
low return to higher return uses . · 

Perhaps another illustration will emphasize the pri111ary 
economic considerations relat ing technological innovation 
to "improved resource productivity" a.nd national eco- . 
nomic g rowth. 

Let us assume a hypotheti cal industry _ and, in -order 
to simplify, let's focus on one resource only-labor. ln 
thi s industry, four men efficien tl y using a combination of 
other resources can produce 'IO units of product "A:" 
These 10 units a re all th at the consuming public wi ll pur-
chase at a specified price. · 

Case 1 
2 men + (other resources)= lOA' 

\Ve li ve in a rapidly changin °· world, and new technology 
is one of the prime reasons for the change. Now, our 
hypothetica l industry "enjoys" the development of a new 
technology which makes capital more productive relative 
to labor. As a result, it becomes "possible"' to produce 
lOA more efficiently by using two men and a combination 
of other resources. 

Case 2 
2 men + ( other resources) = lOA = 

The new technology m,lkes Case 2 possible. Howe,·er, 
the mere development of the . new inno1·ation does not 
greatly affect the nation's economic growth: It is the usji 
and adjustment to the new technology which ge_n~rate · 
economic forces that a re felt throughout the econom}'.· : . 

H Case 2 becomes a reali ty. a ll of th e producers i_1~--~h_i"s . 
industry wi ll not reacl in th e same way or at t1ie ··s·a.ii1e 
time to this new de1·elop111ent. Here are some possibl e 
reactions: 

Reaction l : Tech11ology co 11ld be -ig11ored. As we look 
around the world, we can see many examples of unused 
technology, fo r many various and complicated reasons. 
Even within the United States, we can find places where 
new technology is not used even though it is available. 
As you examine your own community, I am sure you 
can find many individuals who ignore some of the tech­
nological developments that have occurred within farm­
ing. Ignoring new technology is one "possible" 1·eaction 
of some individuals. But it is probably not the reaction 
of the entire nation. If technology were ig-nored and not 
used, tl1ere would be no improvement in resource produc­
tivity and 11 0 contribution to national economic growth ! 

Reaction 2: Four men · co 11/,d 11se the new tecl111olog31 
(with the• other reso11rces) a11d produce 20A. \ Ve stated 
that lOA was all tl1at soc iety wanted at the certai n price. 
Therefore, with the production of 20A there would be 
an extreme drop in price, parti~~i~rly if th~ pri ce elasticity 
was low, as it is in th e production of food. The producers 
mi ght even be penali zed (fro1i1 an income standpoint) for 
overproducti on. In thi s case, we have an improvement 

2 For illu strative pur·poses, we a_ssume a constant lOA consumption level. 



in resou rce productivity and an increase in tota l production. 
Reaction 3: Fo1tr 111en could use the technology (a11d 

the other resoztrces) and prodiffe lOA , but each man 
w ould be only 50 percent employed. Here we have an ex­
ample of "underemployment" of the labor resource. Even 
though the resource productivity has been increased, there 
has been a substal1tial decrease in the time that the labor 
resource is being used. Within an industry, thi s is fre­
quently called "structural underemployment." There has 
been an increase in resource productiv ity but no increase in 
total production. Underemployment has become a problem . 

Reaction 4: T wo llll'n co uld 1tse the 11ew tech11ology,1 

(and the other resonrces) to produce IOA; two 111e11 cou,/d 
lea.ve the industry and becom e 1t11 e111p/o y,1ed. In this case, 
we also have an improvement in resource productivity 
but no increase in total production. \Ve have introduced 
a welfare or unemployment problem. There has been no 
increase ( or decrease) in the total product because the 
orig·inal amount has been produced. However, if the re­
sul t ing w1employment causes additional welfare costs, 
economic growth would be slightly reduced. 

Many fear that massive unemployment will be the result 
of automation. Others maintain that technological de­
velopments ought to be stopped because they contribute 
to unemployment. This is one of the possible reactions. 
But if we examine the amount of unemployment since 
World War II, we can only conclude that there has been 
no percentage inc1-ease in unemployment in the face of 
tremendous technological advance. One possible reason 
is that technology also creates new industries, such as the 
plastic industry, th e television industry, the chemical in­
dustry and others . Whi le technology tends to eliminate 
jobs in some industries, it also creates new jobs in other 
industries. 

Reaction 5: Two men can use the new /ec/rnolugy,1 (with 
the other resources) to produce IOA and two men can 
shift to producing other goods and sen:ices. This i not 
unreasonable. It has been happen ing rapidly in the Uni ted 
States. React ion 5 is possible because technology also 
creates new jobs and new industries. Frequently, however, 
the two men leaving one production line wi ll have to be 
retra ined before they can become proficient in a new 
indust ry. I n addition, many of the new industries demand 
higher ski lls and more education than did the work in 
the old indust ries. Consequently, a greater premium is 
being placed each successive year on training and education 
of our labor force. Reaction 5 requires greater geographic 
and occupational mobi lity! These changes are character­
istic of a highly progressive society. 

In viewing the above potential reactions, we can make 
the fo llowing observations : 

1. Reaction 5 ( where workers shift to other production) 
is the reaction which contributes most to national econ­
omic growth. T he reason: Anything the two men pro­
duce who shi ft fro111 the production of "product A" is 
a gain for society. The two men remaining in the A 
industry produce as much as all four did previously. 
Consequently, if the two men who leave the industry 
produce anythi ng, a11ything a.t all, it results in an in­
crease in economic growth for the nation. It should 
be noted here that there was an increase in productivity 
in the resources used in the ·'product A" industry: No 
underemployment problem, no unemployment problem 
and no increase in production of "prod uct A" resu lted 

from reaction 5. Therefore, it is reaction 5 that con­
tributes most to national economic growth and produces 
the fewest ecQ1w1nic problems for the society, albei t, 
there may be some human problems and social problems 
introduced. 

2. Reaction 3, "creation of underemployment," is one of 
the first consequences of the introduction of technoloo-y. 
Technology frequently causes a ·'s tructural problem" 
within all industry. It is i111portant to note that the 
underemployment problem occurs as a result of new 
technology. The und eremployment reaction would occur 
regardless of the price of the product. It is a result 
of technological innovation. 
The five reactions just described result from the in­

troduction of new technology into any industry-includ­
ing the. farming industry. If we exaJ11ine the farming in­
dustry m terms of these reactions, we find that people 
do (1) ignore technology, (2) overproduce, ( 3) experience 
~nderemployment of the labor resource, ( 4) leave farm­
mg for unemploymen t and ( 5) leave farmino- to enter 
other lines of work. "' 

The farmer's answer to Case 3, creation of underem­
ployment, is to consolidate th e neighbor 's farm with his 
own or to somehow increase the size of his operation. The 
p1·essures toward farm consolidation would exist regard­
less of changes in farm prices. 

Reallocation of Resources 

Associated with th e discovery of new technology is 
the shifting of resources by the resource owners and man­
agers to their highest va.lued u e. A combination of tech­
nology and shifting g ives us om highest national income, 
our greatest economic growth, an ~] cxtew! our produc­
tion possibility curve outward. 

We are not condemning technology. It is technology 
that made the growth possible. But technology also sets 
up the economic pressures which caused the resources 
to shift. Resources that do not shift in response to these 
economic pressures will suffer economic penalties. 

Rapid development of tech nological innovation can create 
structural mal adj ustments in an economy. As a result, 
we could have structural employment. VVhen some labor 
is "shifted" out of one employment, it might not be trained, 
educated or equipped to serve well in another employment. 
Therefore, individuals may experience structural unem­
ployment unless they receive further training and education. 

The consequences of these economic pressures are shown 
in "The Economic Base of NIAD."' (NIAD is short for 
I orth Iowa Area Development.) This study shows a 
declining employment in agriculture for the nine-county 
area. It shows an increase in nonfarm employment. How­
ever, the rapid decline in farm employment between 1950 
and 1960 was not completely offset by an increase in non­
farm employment. There was a net decrease of jobs, both 
farm and nonfarm, between 1950 and 1960. 

The economic base of NIAD and rural Iowa is chang­
ing in a manner that results in decreasing employment. 
\,Yhen the economic base changes in this way, a series 
of imba!.aJ1ces are set up within a community. The im­
balances are of two kinds, structural and human . The 
structural imbalance refers to the basic structure of the 
community-the activitie which make it work. These 
include the production of goods, the retail and wholesale 

8 The Economic Base of NIAD, RAD-37, Iowa State University Coop. 
Ext. Serv. , Ames . May 1964. 
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services, institutions such as schools and chu1·ches, and 
the political and governmental functions in the community. 
The othe1·, the "human" imbalance, includes th e abilities, 
the attitudes and the information of people. 

Structural Imbalances 

Structural imbalance of production includes both farm 
production and nonfarm production in the community. 
The production imbalance on the farm can be indicated 
in different ways. \Ive could say there a re not enough 
farms for the fa rmers. O r, we can turn this around and 
say that there are too many farmers for the farms avai lable. 

The way we state th e imbalance implies the solution. 
For example, in nonfarm production we might say that 
there a re not enough jobs fo r the workers in the com­
munity. This implies the need to create more jobs. New 
industry is one answer. 

Turning the imbalance statement around, it could be 
said that there are too many workers for the jobs avail­
able. T his implies that the answer is out-migration. People 
go where they can get work. Actually, both of the implied 
answers tend to correct this production imbalance. One 
of them, out-migration, is not very popular, especially on 
Main Street. 

On Main Street there a re reta il and wholesale services. 
A maladjustment here is the " service imbalance." As the 
population declines, the econom ic pressu res create a need 
for some establi shments to consolidate or mo ve to larger 
cit ies. T he businesses that depend upon the 'i. ·olmne of 
prodnction in rural areas ( fer tilizer dealers, gasoline sales­
men, etc.) have been increasing their volume of sales even 
in the small towns. T hey are not compla ining. T he business­
es that depend on the number of people ( like the clothing 
store and grocery store) are feeli ng the economic pressure. 

The institutional imbalances are well-known . With a 
mobi le population, the schools and churches a re ei ther 
in the wrong place or they are too big or too small. In 
one study in a multi-county area, there were 35 high 
schools. This area has about the same population as th e 
city of Des Moines, which is served by five high schools. 
I am not suggesting that five high schools is the ri ght 
number, but an imbalance situati on is indicated in the 
multi-county area. 

The political functions of government, the offices and 
the political boundaries constitute another structural im­
balance. Legal boundaries haven't changed since the great 
land survey, but people have crossed those boundaries 
in every direction. County lines were harnessed to the 
horse-you could take your buggy, conduct your business 
in the county seat town, and return home in one clay. 
Although obviously outdated, the political boundaries re­
main the same as in the horse and buggy era. One Iowa 
county has four times the per capita costs of county govern­
ment as another, while providing about the same serv ices. 
The difference is in the number of people in the two 
counties. 
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Human Imbalances 

Other maladj ustments are the human imbalances. \Vhen 
we say there are too tnany farmers per fa rm or too many 
workers for the job, it doesn't necessarily follow that these 
excess _ wo rkers have the ab ility to perfo rm. the needs of 
our ociety in another capacity. The Department of Labor 
recently released many classifications of jobs in which 
there were shortages of labor , most of them requiring 
some skill or education. The mere fact of too many workers 
in the community doesn't mean that the workers a re equip­
ped for the jobs that are open elsewhere. This is a Im­
man imbalance. Many young workers will be entering and 
training for occupati ons of limited opportunities. 

There is an imbalance of attitude. In the a reas of rapid 
population decline, there is hopelessness, depress ion, de­
feat ism, confusion , frustration. It is difficu lt to focus any 
atten tion on important problems. The people are not opti­
mistic enough to put for th any effort. Attitude can be a 
major problem to any program. The youn g people from 
20 to 3.S years of age a re leaving rural a reas. They are 
taking with them their optimism, energy and progress ive 
attitudes. 

The last imbalance is one of information. People do 
not understand why these changes are happening. They 
do not kno w what makes them ha ppen. They are con­
fused by the alternatives and the procedures to fo llow 
to reach a sati sfactory solution. Even the better informed 
residents of rural areas lack the information on how best 
to proceed. 

There is no pa t answer fo r every g roup or individual. 
But behind every deci sion for bettering any community, 
whether it be that of a citi zen casting hi s vote a t the poll s, 
a school board member di scussing salaries, a minister 
counseling an indigent fami ly, or an industrialist planning 
an expansion of hi-s plant, there is a need for better under­
standing of the operations of our society. Knowing and 
recognizing the imbalances with in a soc iety will help the 
citizen make a better decision. l\lore informed citi zens 
will help to bring about the full est use of resources for 
the greate t human satisfaction. 

SUMMARY 

I have emphasized the imbalances created by economic 
pressures which exist in a community with a declining 
employment base. The counterpa rt of these imbalances 
ex ists in rapidly growing urban a reas. 

Imbalances exist throughout Iowa and the nation as 
convincing evidence that our nation's resources are not 
being used to their fullest potential. Imbalances ( un~er­
employment or resources) have resulted from technological 
progress. This technological progress gives us an increased 
potential for national growth. However, this increased 
potential will not be fu lly reali zed until the "imbalances" 
are corrected. Shi fti ng resources to th eir highest value 
use will co rrect the imbalances and permit our nation to 
make great strides toward improved national growth. 



5. Future Collective Bargaining Issues and Economic Growth 

Edward B. Jakubauskas * 

THE ROLE OF LABOR UNIONS IN ECONOMIC 
GROWTH 

Economic growth-most simply defin ed as a ri sing 
level of real gross national product per person-may be 
accompanied either by : ( 1) an enl argement of job op­
portunities and labor demand fo r workers in all occu­
pations, or (2) disproportionate changes in labor demand 
resulting in shrinking job opportuniti es in certain a reas 
and expansion in others. 

The first situation represents an ideal but unrealistic 
case-at least for many industries and fo r the U. S. econ­
omy as a whole, particula rly within the las t decade or 
so. Here management is fa ced with few work fo rce ad­
justment problems, and the union response can be antici­
pated as a repetition of traditional demands fo r " more, 
more, now," at shorter hours if possible. Management's 
problem is fa irly simple-keep revenues above costs and 
avoid prolonged strikes which hinder producti on schedules. 

Disproportionate changes in labor demand create more 
difficult problems. While management can point to better 
job opportunities in the long run , current adjustments 
must be made by workers in retraining fo r new occupations, 
transferring to newer pla nts, or in some cases ( unskilled. 
displaced older workers ) leaving the labor force entirely. 

To provide a framework for the study of labor-manage­
ment adjustment to change, we must first di scuss some 
management goals and needs, and contrast these with 
the trade union point of vi ew. 

Management Goals 

Professor Jack Barbash, m a challenging discussion 
on " the elements of industrial relations," has indicated 
that management is motivated primaril y by what he call s 
" the enterpri se rationality."' In th e writer 's words: " . .. 
enterpri se rationality is really the logic of getting maxi­
mum results at a minimum cost. It is the dictatorship 
of the balance sheet. There is a plan in accordance with 
which all things are ordered aright. And the plan covers 
activities in the distant future. E ffic iency is the test which 
is applied in the choice of all the means of production. 
The market regulates all economic activity and every­
where a surplus is sought for. Exact calcul ations become 
necessary in every undertaking." 

Labor Goals 

Now what can we say in regard to the philosophy and 
the goals of unions and wo rkers? One theo ry wi dely ac­
cepted by scholars in the fie ld of labor states that the 
American worker is moti vated by the "principle of job 
consciousness"-a feeling of job scarcity.' There is a close 
orientation to the job, fo r it is at thi s point tha t the work­
er's survi val is determined within society. A related factor 

* Associate professor of economics . 

1 Jack Bar bash. The Elements of Indust r ia l Relations, The British 
Journa l of Industrial Relat ions. London. Ma r olt 19 64. 

' Selig Perlman. A ·Theory of the Labor Movement, repri nt. Augustus 
M. Kelly Co. , New York. 1949 , 

is the inadequacy of bargaining power on the pa rt of the 
individual worker. He finds greater security and greater 
control of the job through the operation of his labor union. 
H ere we find th e essenti al elements of industri al con­
fli ct-a divergence between the ideology of th e business­
man and hi s preoccupation with efficiency, profit, higher 
levels of productivity, hi s optimisti c att itude toward change, 
and a general tendency to view change in long-run terms 
- contrasted with th e individual worker and the union's 
preoccupation with short-run adjustments and with work­
er j ob secur ity. 

W e can cite many extreme examples of union hostility, 
and often it may appea r th at there are few cases of union co­
operation. I n general, uni ons and workers appea r to _be 
seeking a control over the decision-making process 111-

volved in adjusting to the changes that develop out of 
economic growth and technological change. Unions ap­
pear interested in participating in the decision-making 
process insofa r as it affects th e workers. 

The response of a union to change depends upon whether : 
( 1) the union is a craft or a n industri al u~ion, (_2) . the 
machine or new process is useful in helpmg umomzed 
employers to meet the competition of non-uni o_n employers 
or of other industries, ( 3) the number of Jobs created 
by the new technique is large in relation to the number 
of jobs that it destroys, ( 4 ) the jobs created by the new 
technique require much of the skill and knowledge pos­
sessed by workers on the old technique and are · readily 
learned by those workers, ( S) in the event that new jobs 
do not appeal to workers on the old technique, the union 
is willing to admit the men who are employed on the new 
jobs and ( 6) control of the new jobs would materially 
assist the uni on in reta rding the di splacement of men from 
the old jobs.' 

W e cannot unequivocally state what the union reaction 
will be to change in a par ticul ar situat ion. W e can cite 
instances of cases where hostility and obstruction have 
persisted to the point of actually preventing the early 
introduction of change; we can also cite instances where 
labor and management have cooperated effectively in ac­
·complishing an orderly t ransit ion to labor force change. 
T he r elationship between managers and workers in regard 
to developing policies which will meet the changes of eco­
nomic growth and technology flo,w along a continuum 
whose phases oscill ate between hostility, confli ct and reso­
lution of conflict. 

TECHNOLOGY, LABOR FORCE CHANGES, AND 
EMERGING COLLECTIVE BARGAINING ISSUES 

Shifting Priorities in Union Goals 

S ince the 1930's, union goals have shifted away from 
a preoccupation with getting and staying ?r ganize?, . to 
obtaining higher wages, and currently with obtammg 
some degree of control over problems of labor displace­
ment generated by changes in technology and product 
markets. 

' See: Sumner H. Slichter. U nion Policies and Industrial Managemen t. 
The Brookings Institution , W ash inirton, D. C. 1941. 
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The problem of attaining recognition was solved in 
large pa rt throug-h th e enactment of legisla tion providing­
an orderly system fo r determining representation for pur­
poses of collecti ve barga ining. The rule of law has been 
largely substituted for fo rce and violence on the industrial 
scene. 

Although wages are of great importance to unions, 
other issues have taken precedence in recent yea rs. Con­
trary to th e wide publicity given to the extent of poverty 
in the United States, poverty and low income have not 
been th e plight of the union wo rker as a general rnl e. 
Factory wages have averaged about $100 per week, or 
around $5,200 per year.' 

Thouo-h unions are still interested in higher wages, 
the tendency to strike on wage issues has climini shecl. 
Studies of major work stoppages in recent years show 
that long strikes have been closely correlated wi th work 
rules di sputes rather than wage changes .' \i\Tork rul es 
disputes are, in turn, a sociated with probable and actual 
changes in technology. Over the last 30 years there has 
been a shift in the priority of union goals-a shift away 
from getting and staying organi zed, to wage gai ns and, 
today, to job protection and control in the face of dis­
placement and technological change. 

Changing Labor Force Composition 

Related and superimposed upon the shi fting priorities 
and goals of uni ons is the chang ing composition of the 
labor force itself. Over the last half century, there have 
been three categor ies of labor force change. Some of these 
have enhanced union growth in certain respects whil e 
others have affected uni ons adversely. These have in­
cluded a shi ft of labor resources away from : ( 1) agri­
culture and the extractive industries of the economy to 
manufacturing and, in recent years, a shi ft from manu­
facturing to the service industries, (2) unskilled and 
manual jobs to jobs which require skill, ed ucation, and 
often many years of forma l preparation and ( 3) rura l 
areas and small towns to large metropolitan and sub­
urban areas . 

These changes have brough t about a greater inter­
dependence on the work scene. A strike or di slocation 
in one area is no longer locali zecl, but tends to spread 
quickly to other areas of th e economy. Also, we can s.ay 
that some labor force changes have benefited unions 
and others have worked against them. The shift from 
agriculture to manufact uring .and service industries, com­
bined with movements of workers to metropolitan centers, 
has tended to enhance uni on power, except fo r the fact 
that new jobs which are emerging are of a professional 
nature and not conducive to traditional uni on appeals. 
Cunsequently, the role of uni ons within the context of 
a growing economy appears to be th at of a regul ator 
within this transitional process, particularly in those areas 
experiencing rapid employment declines.' 

' Summary of Man ufactur ing Earnings Series, 1939-1963, BLS Repo1t 
No. 229, U. S. Dept. Labor. Washington, D. C. February 1964. 

5 Analys is of Work Stoppages, 1962, BLS Bulletin No . 1 381, U. S. 
Dept. Labor . W ashin<rton . D . C. October 1963 . Also, see: Lorettor R . 
Nolan, A Review of Work Stoppages During 1963, Monthly Labor 
Revi'ew, U. S. Dept. Labor . W ashingto n , D. C. July 1964. 

n Some may disagree with this position, and say that unions have never 
been vowerfu l or of great sign ificance in agriculture. However, the 
N ationa l Farm ers Organization has attempted to bring in certain 
aspects of trade unionism- namely, the principle of collective bargain• 
ing in dealing with buyers of farm products, 
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Emerging Problem Areas for Workers, Union and 
Management 

Within the conte~t of chang ing union priont1es and 
labor force composition, a number of problem areas eme1·ge 
that will have to be considered seriously by management. 

One is necess ity fo r controlling change in an orderly 
fash ion within existing corporate budget levels. Vl' orker 
and uni on hostility can be eliminated either throug h ex­
pensive coll ective bargaining provisions such as earlier 
retirement, severance pay, '· red-ci rcle" jobs, etc., if the 
company treasury is unlimited. Or, opposition to change 
can be eliminated th rough costly ant i-union measures rem­
iniscent of an ea rli er era of labor-management relations. 
The solution probably li es somewhere in the middle. The 
basic problem appea rs to be one of minimizing ~osts of 
dis ruption, hostility and confli ct, and at the same time 
attempting to maximi ze the benefi ts of change. The emerg-
111g role of the industrial relations practitioner is th erefore 
one of maximizing returns and minimizing the costs of 
change. 

Whi le the decis ion-mak ing process appears to be rela­
tively cleat· fo r the business manager, union and worker 
respo_nses appear to be somewhat more complex, more 
volatile, and harder to predict. Two factors appear to 
be mo t sign ificant in understanding union behavior in 
the context of change: 

I. Stra tegies often poorly designed, often contradictory, 
and at t imes giving the appearance of irrationality which 
attempt to maintain job security in a situation dominated 
by insecurity. 

2. Even more complex-an attempt to ma inta in some 
sense of status in a situation where lowering · of status 
clue to change is imminent and apparent. 

Superimposed upon the local scene is a third problem 
area-namely, the growing dependence upon national 
coll ecti ve bargaining contracts with multi-plant firms and 
la rge na tional unions. Local needs may often be shoved 
aside .and preference given to the over-all requireri1ents 
of national union membership as a whole, often to the 
detr iment of indi viclual local uni ons and plants. 

Emerging Collective Bargaining Issues 

The purpose of collective ba rga ining is to fac il itate 
manpower adj ustment within the framework of economic 
change--in a sense, to provide fo r a max imum aniount 
of local deci sion-making and to shape adj ustments which 
a re meaningful to workers and employers alike. There 
should also be a minimum of governm ent interference. To 
the extent that collective bargaining proves to be inade­
quate, econom ic growth can be hindered. Poli tically, 
society wi ll , as a consequence, tend to move away from 
decision-making by many to one-s ided control or anarchy. 

Por union s, the problem of job control and full em­
ployment will be aggravated by th e entry of large numbers 
of younger workers beginning with 1965 and moving on 
into the 1970's. For management the problem of economic 
growth will be more urgent as a result of greater com­
petition on the international scene and al so because of 
change within domestic markets as products and methods 
of production change rapidly. 

Efforts to protect workers against the effects of new 
technology have included three main varieties of union 



response to worker insecur ity.' T here have been pro­
grams to: ( 1) increase or preserve job opportuniti es and 
income secur ity, ( 2) allocate remaining jobs ( after tech­
nological change has eliminated initi al employment ) more 
equitably and ( 3) ease the burden on those displaced. 

In- regard to programs of increas ing or preserv ing job 
opportuniti es, un ion policy, in genera l, has been to con­
trol the rate of technolog ical advance. Th is control has 
taken three main pathways: ( 1) mini mizing the di slo­
cati ng effects and containing the spread of technology, 
(2) attempting to reduce the work week and ( 3) attempt­
ing to obta in fo r workers a share in the proceeds of higher 
levels of producti vity. 

-In regard to the second a rea of un ion response ( the 
development of programs to allocate remaining jobs equit­
a bly )., jt appea rs that questions of seniority will continue 
to provide difficulty at th e labor-management bargaining 
table. T he question of abi li ty versus seniority will continue 
to plague both sides . Unions, particularly in craft a reas, 

· can be expected to oppose changes in apprenticeshi p lim­
itations. vVe can expect to fi nd more discuss ion in relation 
to the development of job transfer r ights for workers with ­
in multiplant f irms. 

In contrast to seniority provisions, some fi rms ( parti cu­
larly in the garment and shoe industry) have developed 
measures for equal sha ring of work. However, this pro­
vision will probably not attract much uni on support nor 
wi ll it supplant the senior ity system . 

• On measures des igned to protect the di splaced work­
ers, there ha ve been four major prnvisions developed 
in labor ma nagement contracts. One has included sev­
erance pay. T hi s has developed in the meat packing in­
~lustry, in ai rl ines, ra il roads, the garment industry, and 
m newspapers as well. T he bas ic fo rmula includes a 
lump sum payment to workers (sometimes paid out 
in install ments ) in proportion to the number of years 
of service that the di splaced worker has given to the par­
ti cula r company. 

A second measnre has supplemented state unemployment 
benefit payments. In the automobile industry, suppl e­
mental unemployment benefits have even been expanded 
to the point where General Motors, in 1961, increased 

• the take-home pay of work ers from 65 percent to 75 per­
cent and raised the benef it peri od from 26 weeks to 52 

-weeks. 
A third area, of r esponse in protecting displaced work­

ers has been the development of earl y retirement and in­
creased pensions. By 1960, over 11 mill ion workers, or 
60 percent of those under un ion contract, were covered by 
collective ba rgaining plans related to pensions of various 
types. In the meat packing industry, th ere is a provision 
in the Armou r contract whereby a worker with 20 years 
of service can retire at age 55 if he is di splaced from work. 
T he Central States Region of the Teamsters Union has 
reduced normal retirement age from 60 to 57. W e can 
expect to see thi s type of provi sion spread to other in­
dustries as the pressures of technological change increase. 

A fo·nrth area includes retra ining programs tha t have 
been developed through collecti ve bargaining agreements.• 

7 Fo.r a deta iled compilation of current collective bargaining clauses 
rel at ing to technolog ical change, see : Recent Collective Bargain ing and 
Technological Cha nge, BLS Report No. 266 , U . S. Dept . Labor. Wash­
ington , D. C. Marcl:i 19 64. 

• See: J oel Seidma n , The Un ion Agenda for Secu rity, Mont hl y Labor 
· Review, U . S, .Pept . Labor . June 1 963 . 

Much publi city has been g iven to govern ment trnining 
prngn1ms, but the pu bli c has been less aware o[ ret ra in­
ing programs negotiated by unions and compan ies th rough 
collecti ve ba1·gairi. ing ag reements. The Armour A utomation 
F und (establi shed j ointly with the U nited Packinghouse 
W orkers and Amalgamated Meatcutters ) provides fo r 
the use of funds to t ra in di splaced workers fo r new jobs. 
\,Vithin Armour, several hundred work ers have been re­
tra ined and many of them ha.ve been placed in new jobs. 

The Union Response to Change 

T he measures th at uni ons can be expected to propose 
in particula r collective bargaining situati ons will depend 
upon the degree to which the unions have successfull y 
dealt with management in coll ecti ve barga ining on a cl ay­
to-day and a year-to-year bas is and th e confidence that 
management has in its relat ionshi p with th e parti cular 
union that it deals with . 

W e can expect unions to press forward on all fronts. 
That is to say, uni ons will attempt to slow clown the pace 
of technological change where it appears to be rap id and 
where the effects upon the work fo rce a re likely to be quite 
harsh. A lso, uni ons can be expected to press harder fo r 
seni ority provisions to all ocate the remaining j obs equi t­
ably, and also to attempt to staff new jobs with per sonnel 
from union ranks. In situati ons where the pace of tech­
nology cannot be reduced .and jobs preserved (either in 
the short run or the long run ) unions can be expected 
to press for various cushions to a llevi ate the adjustment 
process fo r workers who are di splaced. 

The package of union proposals that will be presented 
in a pa rticular situation will therefore depend upon th e 
success of both parties in solving ea rli er problems at the 
coll ective bargaining conference table. 

In a more general sense, collecti ve bargaining·- wi th 
all of its faul ts and problems-presents the best oppor­
tunity fo r both workers and management to solve prob­
lems developing from the adjustment process without the 
imposition of a la rge and oftentimes slow-moving govern­
mental bu reaucracy. The basic pr inciple of permitting 
local parti es and local g roups to determine change as they 
see their needs and go ing to higher levels for govern­
mental determinati on only when necessary is a sound 
prin ci ple. It appears that coll ective barga ining will con­
tinue to play its vital pa.r t in th e adjustment process in 
th e year s a head. 

A SUGGESTED PROGRAM FOR LESSENING UNION 
AND WORKER OPPOSITION TO TECHNOLOGICAL 

CHANGE AND ECONOMIC GROWTH 

vVe can have hi gher levels of productivity and per 
capita income if management will modernize operations 
by introducing new methods of production, and if the 
economy operates at a level of relatively fu ll employment. 
At the same ti me, change can be accomplished on the work 
scene in an orderly fa shion if union organi zati ons cooperate. 
In turn , uni on and worker coopera tion can be obtai ned if 
management follows certa in key guidelines. Among th ese, 
the fo llowing are suggested as most crucial : 

1. A dvance notice of change. One of the greatest factors 
accounting for worker opposition to change, the promotion 
of rumors, and the creation of work slow-clowns is the 
lack of certa inty as to when the shut-clown will take place, 
how many and which workers a re to be affected by the 
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changeove1- and how many new j obs will be created and 
made avail able to the company's work force. 

2. C onsultat-ion. There has been a successful changeover 
to new technology where management has brought in the 
union in various phases of pl anning manpower adjust­
ments to change. Lowering of status for workers can be 
a vital factor in opposition to change, and consultation 
serves the purpose of permitting workers and unions to 
participate in the deci sion-making process, however small 
that participation might be. 

3. Red1iction of work force thro11,gh attrition. Wherever 
possible, large-scale layoffs should be avoided. Older and 
high seniority workers should be permitted to finish th eir 
jobs with the understanding that these jobs will not be 
filled in th e future. If (as is the situation in many cases) 
management cannot indulge in " red-circle" jobs, then 
those workers who are likely to experience hardship in 
retraining and readjustment, but who have had many 
years of service in the company, should be permitted to 
finish their jobs at current wage levels. 

4. Transfer, retraining and placeme11t. In multi-pl ant 
firms, formulas for transfe r to new plants should be con­
sidered with appropriate inducements for transfer. If t rans­
fer is not possible, retraining measures similar to the Ar­
mour Automation Fund provision should be considered. 
This type of organizational change can serve as an ef­
fective catalyst in goading governmental groups to act 
promptly. 

5. M ai11tena.nce of income in sharing high prodiictivity 
gains. It will not always be poss ible for management to 
retrain workers on a "red-circl e" basis nor will it be pos-

sible to transfer, reta in or place workers in new jobs. In 
si tuations such as this, adequate measures of income secur­
ity must be designed tQ permit workers to make their own 
transition in the readjustment process. Severance pay 
provisions can be helpful in cushioning the effects of change, 
and adequate pensions can assist those who will, in a ll 
likelihood, never return to the labor force because of age 
or other re-employment problems. In a sense, human 
capital becomes obsolete and depreciates just as machinery 
does. As management a ll ocates a part of its revenue to the 
replacement of machines, so also should a part of its reve­
nues be allocated to the reclamation of human skills The 
whole cost of the changeover should not be paid entirely by 
wo rkers-those least able to absorb the cost of change. 

People resi st the way that change affects their social 
relationships, upsets their status, and threatens their se­
curity, rather than resisting the technical requirements 
of the change itself. The nature and size of technology 
itself does not determine the presence or absence of re­
sistance nearly so much as does the social aspect of the 
change. 

Management is recognizing that it needs to emphasize 
the social effects of change. Proportionately too much 
time has been devoted to technical problems, with too little 
attention to social questions of how to make the change. 
Management's general human relations objective regarding 
change should be to restore and maintain group equilibrium 
and to faci litate personal adj ustment to change. Suitably 
formulated management policies can guide and determine 
future collective bargaining solutions to issues which evolve 
out of the process of economic growth. 

6. Effects of Economic Growth on Regions 

Karl A. Fox* 

Most of the preceding papers have been about national 
income, national economic growth and other topics related 
to the national economy. We will now devote our attention 
to the differences among regions and industries which 
are part and parcel of the process of national economic 
growth. 

We will start out by using some maps of the United 
States to point out some of the broad aspects of regional 
differences which now exist and some of the reasons for 
them. Next we will consider some aspects of underde­
veloped or lagging regions in the · United States, such as 
Appalachia, the Ozarks, the Upper Lake states, and the 
New England states. Finally, we wil l look at economic 
growth at the level of individual cities and the trade areas 
and labor markets or commuting areas around them. In 
particular, we will examine fu.nctional economic areas. 

THE BIG (NATIONAL) PICTURE 

Earlier papers have talked about the Gross National 
Product (GNP) and the net na tional product or national 
income. We might look at a map of the natural features 

* Professor and head, Department of Economics. 

26 

of the United States and ask ourselves: What is the best 
way to manage this piece of property so as to produce 
the maximum net income from it? 

'vVe might decide that there was no point in using much 
labor or investing much capital in the desert areas in the 
Great Basin and Southwest. It would be pretty clear 
that we shouldn't try to grow corn or to limit farm sizes 
to 160 acres in the drier parts of the western Great Plains. 
In fact, we would decide that some of those areas were 
best left in grass and used for range livestock, with one 
ranch covering several square miles. Farther east (but 
still west of the 100th meridian), we might decide that 
the best use of the Janel was to grow wheat on farms 
of at least 1,000 to 1,500 acres each. We would apply the 
same principles of farm management on across the rest 
of the country. 

Historically, most of the United States was settled 
by farmers and ranchers on an individual basis. They 
speedily learned some of the limitations of the agricul­
tural resources, including climate and rainfall, in each 
new territory they opened up. The pattern of agriculture 
which actually emerged is much like the one just de­
scribed from a "rational and national" point of view. 

Afti!r the farmers and ranchers had dug in, in the 
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middle and late 1800's, vill ages began to spring up. Vil ­
lage merchants supplied farm ers with the var ious con­
sumer goods, farm tools and suppli es which they could 
not very well make on th ei1· own fa rms. Obviously, th ere 
had to be some proporti on between the number of store­
keepers in a given stretch of territory and the number of 
fa rmers or ranchers in it. 

Suppose that in Iowa, shortly after th e Civil \V ar , th ere 
were 10 fa rm workers ( including the fa rmers th emselves) 
per square mi le. but th at in the Dakotas there was only 
one farm worker per square mi le. Offhand then, we 
would have expected to find 10 times as many vill age 
storekeepers per square mi le in Iowa as in the Dakotas. 

Where People Live 

Figure 1 shows the di stribution of populat ion in th e 
Uni ted S ta tes, urban and rural, in 1960. \ Ve see that to 
thi s clay the desert a reas in the Great Basin, the Rocky 
Mountain area as such, and the western Great P la ins 
have not developed towns or citi es of any size. Salt Lake 
City and Denver appear to be exceptions. H owever , these 
cities a re loca ted on flat land at the western and eastern 
edges of the Rockies, not in the mountains themselves. 
°i.lso, each city performs fun cti ons which g ive it a uni que 

role in a region covering 200,000 or 300,000 square mil es. 
Our " piece of property" has other natural resources 

in addition to agricul tura l land. It has mineral resources, 
fo rests and fi shing g rounds. As of 1966, these industri es 
em ploy a much smaller frac ti on of the labor fo rce th an 
does agriculture. It is true, though, that during the hi s­
torical settlement process, storekeepers, doctors, lawyers 
and others set up shop close to the mining, lumbering 
and f ishery workers just as they set up shop close to 
th e far mers. In each case, the number of storekeepers 
and similar workers bore a fa irly consistent proport ion 
to the numbers of worker engaged in the extracti ve 
or agricultural operati ons. 

It is easy to understand the relationship between cross­
roads sto1·es or general stores and farm ers in th e town­
sh ip which they serve. It is also easy to understand the 
relati onship between grocery stores in a mini ng town 
and the miners themselves. 

Transportation Patterns 

It takes more study and more knowledge to understand 
why th e larger citi es such as Kansas Ci ty, S t. Loui s, 
Chicago and others emerged when and where th ey did 
and why th ey g rew to be as la rge as they are. Rail roads, 
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the Great Lakes and ri,·er t ransportation had . omething 
to do with the locat ions a ncl sizes of th ese citi es. These 
cities became well establ ished during the ra ilroad building 
era from 1850 to 1890. In those clays, short-haul trans­
porta tion was by horse and wagon over poo1· roads . Hence. 
it was economical to haul bulky fa rm products as few 
mi le as possible by horse and wagon and as many miles 
a possible by ra ilroad on thei1· j ourney to eastern con­
suming centers. 

Tn the 1900's. the t ruck completely displaced the horse 
and wagon fo r short hauls and became a -fo rmidable com­
petitor with th e ra ilroad fo r haul s of several hundred 
mi les. Hence, after 1920, the motor truck represented 
a new locational factor. It enabled fa rm products to be 
assernbled at points as much as 50 or 100 mil es from 
the farm . It became economical to set up medium sized 
( or, according to some standards, small ) hog- and cattl e­
slaughtering plants in th e small er cities scattered th rough 
the Corn Belt ; as a res ult, the large packing plants at 
major rai lroad term inals found themselves hard-p1·essed. 

ome of these rai lroad-o ri ented plants have been closed 
clown entirely in recent years. 

The passenger automobil e has also had a tremendous 
effect on the location of the storekeepers. doctor and 
others who settled in small towns and vi llages to be within 
4 01· 5 miles of the farmers th ey served. As rural roads 
improved and as nearly all fa rmers came to own auto­
mobiles, it became possible fo r reta il stores such as super­
ma rkets and small department stores to "assemble" cus­
tomers a t a single point from distances of 20, 30 and 
eventuall y (for some highly speciali zed services) 50 miles. 

H ence, the distribution of the small er towns and citi es 
in agriculturally based regions can be largely explained 
in terms of ( 1) th e number of farmers and fa rm workers 
needed to use the agri cultural resources efficiently, (2) 
the number of fa rm suppl y dealers, hog-buying stations, 
grain elevators and the like which are advantageously 
located with in 50 miles or less of their fa rmer customers 
and (3) the interaction of automobil e speeds and trans­
portati on costs with the economies of size which a re avai l­
able to different kinds of reta il stores and consumer services. 

The supermarket would hardly be poss ible without 
the automobile. Nor (to jump ahead of our story) would 
the excell ent shopping fac ilities in certain Iowa cities 
of 30.000 to 35,000 people be possible without the oth er 
100,000 or 150,000 customers who are not residents of 
th e citi es themselves, but who li ve within a rea sonable 
driving di stance of them. 

Tn a humid and fert il e agr icultu ral a rea such as Iowa, 
the forces we ha ve just described may well account for 
some cities of as much as 20,000 population, based ex­
clusively on services to fa rmers and to workers in fa rm­
related business. In a broad sense, the department store 
workers in the town of 20,000 people a re part of the "fun­
damental agricultural community" of 1966. T here is a 
reasonable and fair ly consistent proportion between the 
consumer-ori ented workers in broad agri cultural a reas 
and the numbers of fa rmers and local agri-business workers 
needed to manage the basic soil resource. Hence, in the 
Dakotas- with their sparse fa rming and local agri-business 
populat ions-we al o find a sparse distribution of con­
sumer-oriented trade and service workers. In Iowa, we 
find much denser distributions of both kinds of workers. 

The passenger automobil e lengthened the tether which 
tied the storekeeper to hi s fa rmer customers-lengthened 
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it by a facto r of approx imately JO between 1915 and 1966. 
T hi s one facto r expla ins a la rg-e part of the red istribution 
of business activiti es among sma ll villages, medium-sized 
towns and small "cities (25,000 to 50,000 or more people ) 
in our agri cultural regions in recent decades. 

From our example of the effects of th e ra ilroad-building 
era upon the growth of Kansas City, St. Louis .and Chicago, 
and the subsequent effects of the motor truck in drawing 
some lives tock slaughtering acti viti es back away from the 
railroad terminals and closer to the fa rm, we see that the 
locati on of la rge-scale agri-bu iness activities is influenced 
both by the location and rela ti ve density of agricultural 
production and by transportation technology. 

So fa r, we have not accounted for the location of the 
big city consuming populations. Of course, once the con­
sumers are there, their loca ti on also has an influence on 
the best locational pattern fo r meat packi ng and other 
agri cultural pr.ocessing plants. And the motor truck com­
petes with the rai lroad in getting meat and other products 
from the packing plant to th e ultimate consumer. The sub­
urban shopping centers and supermarkets with thei r 
la rge parking a1·eas a re also a product of the automotive 
revolution. So is the one-story warehouse on the out­
skirts of town, served by trucks, in contrast with the con­
gested downtown wholesale ma rkets near the rai lroad 
terminals. 

\,Ve will spend just a few more paragraphs talking about 
the major fac tors affecting th e di stribution of population 
and jobs over the United S ta tes. \ /1/ ith few excepti ons, 
population follows jobs, and jobs follow some kind of 
locational advantage pattern. 

Our discussion will be oversimplified, but perhaps not 
too fa r from the facts of pre ent-day society in the U nited 
States. 

Locational Factors 

F irst, let us talk about a certain kind of a rea as though 
it were a separate country. The size of thi s area will be 
governed by the di sta nce an automobi le can travel in one 
hour. It will be centered a round a town of 20,000 or more 
people, and it will be a relati vely self-contained labor 
market, commuting a rea and maj or retai l shopping a reas. 

Inside the big metropolitan a reas such as Chicago and 
New York, we will try to deli neate similar relat ively self­
contained shopping and commuting areas around " regional 
shopping centers" of the type which include la rge branch 
stores of the huge downtown department stores-regional 
shopping plazas which may serve as many as 500,000 people. 

V.rithin the trade a rea of each such regional shopping 
center in a metropoli s, there will be a number of di strict 
shopping centers serving perhaps 60,000 to 120,000 people 
with certain kinds of goods, and a number of smaller con­
venience or neighborhood shopping centers with uper­
markets as their chi ef tenants. These shopping center­
oriented clusters of people inside of metropolitan areas 
represent a fa irly close analogy to the clusters we might 
find within a SO-mi le commuting radius of an Towa city 
such as Ottumwa, Mason City or Fort Dodge. 

Roughly speaking, in an area outlined in thi s fashion, 
about half the workers a re engaged in jobs which are 
export oriented from the standpoint of that particular 
area. By thi s we mean that the bulk of the commodities 
produced or servi ces provided by these workers are "ex­
ported" to persons who reside in other areas. In contra.st, 
the other half of the workers residing in any such relatively 



self-contained area may be call ed reside11tiar_v workers. 
Essentially, these workers are the storekeepers, doctors 
and others whose numbers must bear a reasonable propor­
tion to the numbers of export-oriented workers in the 
same area. 

There are 400 to 500 such areas or population clusters 
in the United · States. About half their total workers are 
export-oriented. If we settl e 100,000 export-oriented work­
ers in a previously uninhabited a rea, and provide them 
with earning opportunities equal to the average fo r the 
United States, they will automatically (given a littl e time) 
attract approximately 100,000 residentiary workers to 
their vicinity. 

We may partition these export-oriented workers into 
five categories: 
1. \Yorkers in agriculture and local agri -business. 
2. \iVorkers in large-scale agri-business-that is, in plants 

or otlier activiti es which process products from several 
or many local areas or which manufacture equipment 
and suppli es which a re sold in several or many local 
areas. 

3. Workers oriented to natu ral resources, such as mines, 
fo rests, fisheries, natural seaports and river ports, and 
recreational features which grow out of natural location. 

4. \iVorkers in industries whose location is influenced 
by the workers in category 3 ( fo r example, hi sto rically, 
the location of steel plants has been influenced by the 
loca tions of iron ore, coal and limestone). 

5. Workers in industries ancl acti viti es not included in 
the preceding four categories. 
\iVorkers in categories I and 3 must be located near 

specific .natural resources. The workers in categories 2 
and 4 are located by an interplay between the export­
oriented . workers in natural resource-based industries 
transportation technology, and the location of worker~ 
and consumers in category 5. 

We will call category 5 the locationally discretionary 
e.vport iuorkers. For example, the federal government was 
located in Washington D. C. (a new city built for that 
specific purpose) because thi s location was relatively con­
venient and central for the origi nal 13 states. As a practi­
cal matter, Washington , D. C., as of 1966, contains a num­
ber of large and expensive buildings whi ch were designed 
to house th e U. S. Congress and various executive agencies. 

However, perhaps logica ll y th e federal government 
could be located somewhere near the present center of 
gravi ty of th e U. S. population. Or, with modern a ir trans­
portation, we could locate the fed eral government establi sh­
ments almost anywhere. We would, of course, have to 
build a lot of new buildings to accommodate the federal 
establishment in a new home. We might also ask whether 
the financial district in New York City has to be just 
there. \.\1ith modern telecommunications and transportati on , 
couldn't we locate it in any of a number of places? 

The total labor force of th e United States will soon 
be .approaching 80 million; of th ese, about 40 milli"on are 
export-oriented. My guess is that as many as 15 or 16 
million of these export-oriented workers are in the lo­
cationally discretionary class. \ i\T herever they go, 15 or 
16 million residentia ry workers go with them. And, s ince 
about 40 percent of the total population is in the labor 
force, as many as 75 or 80 million out of the total U. S. 
population of nearly 200 million have no very logical reason 
( other than historical accidents) for living where they do. 

Given a labor force of 80 mi lli on people and an average 
working life of perhaps 40 years, we wou ld expect re­
tirement at the ra~e of something like 2 mi llion workers a 
year. The labor force is increasing on a net bas is at ap­
proximately 1 million workers a year. If we think of all 
of the new entrants into the labor force, some 2.5 to 3 mil­
li on each year, as being locationall y flexible, we could 
relocate a substant ial percentage of the total jobs and 
popul ation of the Un ited States within a 10-year period­
without (in principle) di scharging or uprooting any elder­
ly wo rkers before they are ready to retire. 

So far, no one in the United States has seri ously pro­
posed that thi s tremendous stream of new workers be 
directed or influenced in its location in a planned way. 
However, we find some of our large metropolitan areas 
plagued by ai r pollution, water pollution and traffic con­
gestion and a sense of a li enation or '' not belonging:" on 
the part of large numbers of residents . 

At the same time, there a re some underdeveloped regions 
in the Uni ted S tates which are spa.rsely populated but 
which may not be basically limited by lack of water 
or by an excessively rugged terrain. If the new 
workers stay in the la1·ge cities, more houses, schools 
and shopping centers will be built there. adding to 
the existing problems of congestion. If we added up 
all the costs and benefits, we might find it reasonable to 
divert part of this stream of new workers into smalle1· 
cities. The small er cities might grow to more eff icient 
sizes, providing a wider variety of consum er goods and 
public facilities than at present. Some of the new workers 
might be diverted to new towns. 

So far, whenever a new federal laboratory or other 
installa tion has been "up fo r grabs," my impression is 
that senators and congressmen from the cono-ested metro­
politan areas have been just as eager as any~ne to attract 
the installation to their cities. Would it be possible to 
c1:eate a political climate in which Congress might recog­
n_1ze ~hat the national interest would be better served by 
d1rect111g some of thi s federa lly influenced or fede rally 
induced economic growth to less-congested areas ? S ta te 
legi slators can and do make deci sions as to where state­
supported institutions will be located wi thin th eir state. 
Will representatives from big cit ies always want to make 
their. ci ti es bigger, or can th eir consti tuents be persuaded 
that it would be a good idea to locate certain installations 
in less densely populated places? 

I don' t want to give the impress ion that I know the an­
swers. For example, I don't know whether anyone has 
ever calculated how much it would cost to build an en­
tirely new city to accommodate 300,000 people in Iowa 
or Mi ssouri .as against expandi ng· the housing, shopping, 
and other faci lities in Chicago or New York City to ac­
commodate an extra 300,000 people. So fa r, I expect that 
a good many costs ;ire going unmeasured- the costs of 
smoky chimneys, the treatment of public water suppli es, 
and the cost of traffic congestion. 

F igure 1 gives u an impression of th e United States as a 
national system of cities. The locati ons and rates of o·rowth 
of these cities are partly determined by nearby loc:tional 
factors. But, to a considerable extent, the system of ci t ies 
seems to have a life of its own. 

During World \iVar II, tremendous numbers of civili an 
workers were attracted to the Pacific Coast shipyard 
and a ircraft factories . Once houses, shopping faciliti es, 
public utilities and schools were built to accommodate 
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thi s influx of population, th ey became a new locationa l 
factor influencing the rest of the national system. \ ,\T ith 
larger consuming popul ations on th e v\Test Coast, some 
new branch plants or assembl y plants were established 
there which otherwi e mi ght have remained east of th e 
Mississippi River. In many subtle ways, the balance of 
the national locational system was shifted in th e direct ion 
of reducing- transportation costs between various export­
base industries and the increased consuming populat ion 
on the Pacific Coast. T hus, particular short-run decisions 
made dur ing W orld \Var I I ha,·e had las ting effects on 
industrial locati on. Also, the rapid increase in popul ati on 
on the Pacific Coast has increased th e number of congress­
men elected from th at a rea and their politi cal influence 
in attracting new federal in vestm ents. 

SMSA'S 

Figure 2 is perhaps a d ig ress ion. How po licy makers 
and citizens look at problems depends in part upon how 
these problems are presented . Figure 2 shows th e approx i­
mately 220 S tandard Metropolitan Statistical A reas in the 
United States in 1963 ( they are called SMSA's fo r short ). 
An SMSA is a county, or a cluster of contiguou counties, 
which contains a city of 50,000 or more population. 

Clea rly, the SMSA's include the largest and therefore 
most important individual members of th e national system 
of cities. The relat ively urbani zed county ( or counties) 
surrounding the cen tral city is included because we recog­
ni zed, in a vague way, that people li ving outside the city 
limits but workin g and shopping in the city a re somehow 
related to it. 

vVe wi ll show later how th e concept of the Sl\IS,\ can 

Price, Income, 11nd Output Determination 
J 

be cla ri fiecl and ex tended to include a ll or most of the 
population of th e U nited States. Tn relation to the popu­
lation distr ibution ~nap (fig. 1), the SMSA classification 
is arbitra ry; Dubuque is the center of an S ISA; Mason 
City i · not. l s the di ffe rence really one of kind, or only 
a rather moderate one in the sizes of the two centra l citi es ? 

Model of U. S. Economy 

\1\Te have ta lked about indu trial location and its relation 
to economic growth in a broad sense, in te r lll s of f ive cate­
go ries of export-or iented jobs. P recedi ng papers referred 
to th e "ci rcula r fl ow of nat ional income." 

F igure 3 is a fl ow diagram of th e B rookin gs J nsti­
tution-Social Science Research Coun ci l Econometric Model 
of the United S tates. The figure looks complex, but it is 
reall y a hi ghly ·impli fiecl operating model oi' the U. S . 
econo11 1y. lt i ancho red in the circul a r flow of nati onal 
income. At the ri ght side of th e diagram we have th e 
,·ar ious components of the Gross Nationa l Product (GNP) 
broken clown into various categor ies of personal con­
sumption expenditures, g ross private domestic in vestm ent, 
state, local and federal government ex penditures, and net 
forei gn trade. A nother pa rt of th e diagram accounts for 
the di stributi on of the Gross National Income (GNI) 
among wage and sala ry workers, corporat ions, non-in­
corporated business (i ncluding fa rms,) capita l consumpti on 
all owances, interest royalti e and net rents. 

It is possibl e to combine both the industr ia l and the 
regional effects and aspects of nati onal economic growth 
into a single network of relationships and (for tha t matter) 
of economic policy problems. Tt tu rn s ou t th at th e problems 
of nat ional economic stability a rc interrelated with the 
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problems of national economic growth and development. 
Some, at least, of the poli cies des igned to stim ula te national 
economic stability and nati onal economic g rowth have 
incidental effects on the relative g rowth rates of di ffe rent 
industri es a nd regions. 

THE MIDDLE-SIZED (REGIONAL OR MULTI-STATE) 
PICTURE 

Rece11t ly Coll g ress has shown increasi11 g interest 111 
regional economic developm ent. The Appalachi a Act is 
to fos ter the economic development of a region which 
is a pprox imately co-extensi ,·e with th e A ppa lachian .l\ loun­
tains and whi ch includes porti ons of 11 states. 

The econo111i c Development Act of 1965 provides for 
a numbe r of multi-state Economic D evelopment regions. 
T hree such regions have already been del ineated, the 
Ozarks, the Upper Lake S tates, and New E ngland. T hese 
regions conta in no cities of more than 250,000 people. 
T he economies of t,,·o of th ese regions have been based 
on agriculture, fo restry and mining, and regional em­
ployment in these industr ies has been declining. 

Both th e A ppalachia Act and th e Economic Develop­
ment Act make considerable use of the concept of a growth 
ceu ter-a town of 20,000 or more people which seems 
to have the potential for stimul ating- growth in its im­
mediately sur round ing ter ri tory if th e number of jobs 
located in the town itself is increased. 

Both acts make use of th e concept of an economi c de­
,·elopment distr ict, which is a cluster of contiguous counties 
su rrounding a g rowth center and actuall y or potentially 
in terrelated with the g ro-wth center by ; t pattern of shop­
ping and commutin g tra,-cl and com111unication:;. 

A Re~·ional De,·eloprnent Commission wi ll be appointed 
for each of the Economic Development regions. For ex ­
ample, the O zarks region includes po rtions of three states, 
:\Ii ssouri, Arkansas and Okla homa. The cor respondi ng 
reg ional corn n1i ·sion wou ld include a fede ra l co-cha irman 
and one member fro111 each of the three states, appoi nted 
by its go,·ernor. 

Ozarks Example 

Some important po licy issues could be resolved within 
the juri sdictions of these regional co111 missions. If we look 
at fig . 2, it seems clea r that the economic development 
of ( say) the Ozarks region must be related to th e de­
velopment of the national system of cities as a whole. 
Around the Ozarks economic development region there 
is a ri ng of large cities, including Kansas City, S t. Louis, 
l\remphi s, D all as, Fort \i\Torth and Oklahoma City. Inside 
the O za rks region are Littl e Rock and Fort S mith, rk., 
and Springfi eld, Mo. Tul sa, Ok la ., is ri ght on th e edge 
of the reg ion. 

Should the economic de,·elopment of the Ozarks region 
be en t irely a 111.atter of bootstrap elevation, drawing onl y 
on natu ral resou rces, workers, and leaders already located 
in the area? Or should some program of "regiona l therapy" 
be worked out, which might im·olve a number of com­
ponents: 

1. S hou ld some ,,·o rkers in the Ozarks be tra ined speci fi­
call y fo r the kind · of jobs whi ch a re expand ing in th e 
ring· o[ ci ti es surrounding the region ? 

2. Should export-ori ented firm in th e large c1t1es ring ing 
the O za rks be encouraged to locate some branch plan ts 
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or other installat ion 30, 40 or 50 miles a way from th e 
home ci ty into or to1,vard the Ozarks? Should fi rms 
in different, non-competing industri es be encou raged 
to locate thefr bra nch fac ilities in such a way as to 
bu ild up a specific growth center or to contribute to 
the groupin g of population near the edge of the Ozarks 
region in to to\\'n s of "adequate'' s ize fo r certai n pur­
poses? 

3. S hould th e federal a nd s ta le governm ents in cooperation 
use their power to influence locati onall y d iscreti onary 
e1n ployrnen l with th e purpose of build ing up (say) the 
fo ur la rgest ci ti cs located in ( or on the edge of) th e 
economic development region-? Should they cooperate to 
build up certain smaller growth centers in the -region in 
a systematic way, to produce a stipulated number -of 
towns of 25.000 or more people throughout the reg ion _? 
These a re some of the questions whi ch will inev itably 

a ri se as the va rious Reg ional Development Commi ss ions 
approach their tasks . 

"Foreign Aid"? 

\ ii/ e mi g ht, of cou rse, look at an economic de velopment 
region in the United S tates from the same rela ti vely de­
tached point of vi ew w hi ch economists use . in advising 
the government of an underdeveloped country in Latin 
Ameri ca, the :Middle East, or elsewhere . . 

"Foreign a id" is usually an essential - ing redient of an 
economic development plan for such a country. There 
is much talk of "soc ia l overhead capital ," such as tran s­
portat ion faciliti es, electric po wer pla nts and g rids, ir­
rigation ,rnrks, prima ry and secondary school systems, 
and faciliti es for training technicia ns and eng ineers. Fre­
quently, students from the underdeveloped country are 
pro,·ided ,,·ith fe llo"·ships to s tudy at leadii;ig merican 
universities·; some govei·nment worker may ha ve th eir 
ex penses paid for a few months "' hil e s tudy ing · how the· 
corrcspo11di1ig acti,·iti es a re ha ndl ed in advanced economi es. 

W ould such approaches be des ir,:bl ~, f;.om a n:_objecti,·e 
standpoint, fo r omc o f the lagg:i ng , regions of tlie Uni ted 
States? Or are the problems of these_ !'eg ions di stinctively 
different from those of the nation we refer to as under­
developed ? 

Some of the terms ,,·e use here and · some of the policy 
implications are emoti onall y and poli"tically loaded. I am 
simply trying on alternative conceptual frameworks to 
see if th ey shed any light on poss ibl e courses of action 
fo r dealing with our regional development problems. 

Our regional development problems in the United States 
are not of such long standing as those of the underde­
veloped nati ons. After a ll , the O zarks region wa. settled 
only five or s ix generations ago. 

Young people raised in the Ozarks are more_ free to 
migrate to other parts of the U nited States than a re th e 
cit izens of underdeveloped countri es to migrate to in­
dustrialized ones, and a fair sprinkling of young people 
from the O za rks have indeed gone to major universiti es 
in other parts of the country. 

The ,i.nalogy may" not be worth nmc·Ii : · our regional 
de velopment problems in the . United S tates . . may 'be so 
much smal ler in a social; cultu ral, economi c ·and pol iti cal 
sense that they are really different· i"n kirid from those 
which we associate with th e development process in less 
eco11 0111 icall y for tunate nations. 



THE "LITTLE ECONOMIES" - THE CONCEPT 
OF A FUNCTIONAL ECONOMIC AREA 

In 1915, a sociology professor at the University of 
\ 1Visconsin, C. J. Galpin, published a study of \,VaJworth 
County, vV is.-a classic a mong rural sociologi sts-en­
titl ed The Social A 11ato 111 y of a11 Agric11lt11ral Co 1111111111 ity. 

F igure 4 is copied directly fro 111 one of the maps in 
(~alpin 's 1915 study. Walworth County conta ined 16 town­
ships and a total a rea of 576 square miles. Jn thi s county, 
Galpin found 12 trade centers, mostl y ranging from 500 
to 2,500 in population. He and hi s interv iewers delineated 
the trade a rea around each such town or vill age by ask­
ing fa rm famil ies in .the open country \\·here th ey did 
their shopping. 

~ 0tV1&£ OR CI TY Cl"/'1 ffR 

- TR/WC lfT TWO OR MORC CCIYTCRJ 

Fig . 4 . Trade communities. 

Within the solid black a reas in fig. 4, farmers did all 
or nearly all of th eir shopping at the single trade center 
nearest to them. In the shaded areas, a substantial pro­
portion of the farm fami li es traded in two or more centers. 
The particular patterns fo und by Galpin were influenced 
by the locat ion of lakes and marshes and by interruptions 
which these natural obstacles made in the rectangular 
g rid of rural roads. On the avernge, hi s trade areas covered 
about 50 square mil es. 

There were about as many people in the open country 
who traded at a smal l town or vi llage as people in the 
town or vill age itself. Calpin found that the stores and 
service enterpri ses in each trade center provided essenti al­
ly the same sen ·ices to fa rm fam ili es ·as they did to res i­
dents of the t1·ade center itself. T he sizes of the t rade 
areas 11·erc clearl y conditioned by the speed of travel on 
foot or by horse and wagon. Few farmers lived more than 
5 or 6 11 1iles from th e tritde centers they patroni zed 111ust 
frequ ently. 

In fig. 5, I have drawn squares a round 10 of Galpin 's 
12 trade centers. The di stance from the trade center to 
each corner of the sur rounding squ are is 5 mil es.. Ex-

cept ,Yhere the pattern is interrupted by lakes and marshes , 
\,Valworth County, like many other counties in th e M id­
west, has a rectangul a r road g rid running north-south 
and east-west. • 

Fig. 5. Schematic map of county studied by C. J. Galpin (1915), as­
suming a rectangular road g ri d and travel (pedestrian or horse and 
w agon ) at 5 miles per hour.* 

* PaLLer11 or setllement and roads was i11fluenced by lakes, marshes, etc. 

Thus, u11e ca ll pruceed fro m I luney Creek for 5 mi les 
in any of the fo ur compass directi ons anJ arrive a t a cor­
ner of the square. H o1Ye1·er, if 11·e 11·ant to reach the nor th­
east boundary of th e square, 11·e may tra ,·el 3 111 il es east 
and 2 ,mi les north, 2 mil es east and 3 111.iles north, 4 miles 
east and 1 111ile north , and so on. 

The ma in obj ect of these squares is th is: , \ ssurni ng­
that it tak es an hour tu t ra ycl 5 mil es by ho rse a11cl wagon, 
the boundary of each trade a rea is 5 mil es, or about one 
hou r, from the trade center. \ ,Ve have a ·•c ircle" of 60 
111inutes of travel time by horse and wagon proj ected on 
a rectangula r road g rid . The road grid converts our circle 
into a square oriented at a 45 degree angle to the road 
grid itsel f. This looks odd, but the conclusion is inescap­
abl e. Sim ila rly shaped a reas ha 1·e been found in analyz­
ing the procurement operati ons of agr icultura l process­
ing plants in areas with rectangular road g ri ds . 

Stretching the Tether 

vVe have already discussed some of the effects of the 
passenger automobile upon ag ricultural regions. \ Ve com­
mented that the tether connecting th e storekeeper to th e 
farmer wa stretched about ten fo ld when the transitio11 
from horses and wagons to passenge r automobil es was 
complete. 

Iowa has a predominantly rectangul ar road system. \ Ve 
can drive about 50 mil es an hour from one point to another 
in 111ost parts or th e state. Under these cond iti ons, what 
would ,Ye expect to fo1d as th e 111odern counter pa rt of 
Gal pin 's "fundamental co111111u11ity"? 

Clearly, the di stance from the trade center to each 
corner of th e trade a rea boundary should be not 5 mil es, 
but 50 . mi les . It foll ows, then, tha t the 1966 trade area 
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would cover not 50, but more like 5,000 square mil es. 
Galpin's fundam ental community of 1915 was less than 
one-tenth as large as a county; the counterpart of this 
community in 1966 is almost ten times as large as a county! 

A lthough county government is not one of our prime 
concerns in this paper, we may note that Iowa is almost 
100 times as large as Galpin's county-about 56,290 square 
miles compared with 576. A horse and wagon trade area 
of SO ·· square miles would bear nearly the same ratio to 
Galpin's county as a functi onal economic area of 5,000 
square miles would bear to the state of Iowa. This sug­
gests, though it does not prove, that many fun ctions which 
might have been performed best by county governments 
in 1915 could now be performed better at th e state level. 

Functional Economic Areas 
Galpin stressed the stron g community of interest be­

tween farmers and townspeople in his " fund amental agri­
cultural community," which he al so called an "urban com­
munity." He saw · great advantages accruing if fa rmers 
and townspeople recogni zed these interrel ationships and 
communities of interest. Presumably, we find similar com­
munities of interest among the fa rm, village, small town 
and central city people living in a functional economic area 
today. 
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Figure 2 showed the 220 or so SMSA's in the United 
States. F igure 6 shows the seven Iowa SMSA's as of 1963. 
It so happens that . each of these SMSA's in Iowa covers 
a single county, though the Davenport and Omaha-Council 
Bluffs SMSA's extend into Illinois and Nebraska, re­
spectively. 

In fig. 6, I have drawn a square of 50 road miles " radius" 
around each of the SMSA central cities. It suddenly ap­
pears that the SMSA's are the centers of "something." 
And that something is the 1966 version of Galpin's "funda­
mental community." It appears that a nationwide system 
of Functional Economic Areas .:ould easily swallow the 
existing SMSA system. 

In fig. 7, I have drawn similar SO-mile squares around 
some of the small er cities, such as Mason City, Fort Dodge, 
Ottumwa, Burlington and ( although thi s is somewhat 
speculative) Spencer. Apart from Spencer, the four other 
Iowa cities ranged from about 30,000 to 35,000 popn­
la tion as of 1960. 

\Ve can argue that Spencer, a town of 9,000 people in 
1960, was growing rapidly and was performing some of 
the same functions for its surrounding area that the larger 
towns were performing for theirs. But is Spencer as of 
1966 the center of a true functional economic area? For 
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the present, we must resort to the Scottish verdict, "Not 
proven." 

Figure 8 is the sum of the preceding two maps. 'v\/e 
find that, without further adjustment, these SO-mi le squares 
wi ll cove,· about 80 percent of the area of the sta te and 
include 90 percent or more of its population. Marshall ­
town is 47 miles from Des Moines by one of th e few di­
agonal hi ghways in the state. Thus, if we include Marshall­
town in the De!" l\Ioines functional a1·ea, all towns of 
10,000 or more population in Iowa are located wi thin 
50 mi les of a functional economic a rea (FEA) central city. 

Figure 9 shows percent changes in the total population 
of Iowa counties from 1950 to 1960. \ ,Vithi n ea.:h of the 
squares, with few exceptions, the county containing the 
central city has grown more rapidly than the other counti es . 
Counties near the edge of an a rea have usually declined 
in populat ion. 

The gap between a reas also have diagnostic value. 
Consider, fo r example, the area in southwestern Iowa 
centered around Taylor County. Taylor County is far 
enough from Des Moines and Omaha-Council Bluffs to 
provide ( under certa in conditions) the logical center of 
another functional economic area. But is it ? Actuall y. 
Taylor County lost 17.2 pe1·cent of its total popul ati on 
between 1950 and 1960. T he number of young men aged 
25 to 34 in Taylor County as of 1960 was 41 percent less 
than it had been in 1950. Lacking a growth center in or 
near Taylor County, the chances are that a large pro­
portion of these you ng peopl e moved to or toward Des 
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Moi nes and O111aha-Coun1,il Blu ffs. (A number of them 
no doubt moved to more di stant places.) 

Figure 10 i rep~oduced from a bulletin by J ohn R. 
Borchert and Russell Adams of the University of Minne­
sota.' Borchert and Adams did extensive fi eld investi­
gati ons of villages and towns of all sizes in Minnesota, 
North and South Dakota and Montana. They classified 
these towns and villages into different kinds of trade cen­
ters on the basis of th e number and kinds of retail and 
wholesale functions located in each. We will not linger 
on thi s class ification scheme here other than to mention 
that Fort Dodge and Mason Ci ty, Iowa, cities of about 
30.000 population, had retail sales of $65 million or there­
abouts in 1963-64. According to the Borchert-Adams 
class ification scheme, these two citi es would have been 
"secondary whole ale-reta il centers;" they were close to 
the lower limit of the " prima ry wholesale-retail center·' 
catego ry. 

Table 1 g ives some background data which wi ll help 
us to interpret figs . 11 through 16. In A rea A, Fort Dodge 
accounted for 30 percent of the total retail sales in the 
eight-county area in 1963-64. It had approximately 25 per­
cent of all people in the a rea who were 25 years old or 
older and who had completed 4 years or more of coll ege. 
Fort Dodge also had nearly 25 percent of all famili es in the 

1 Borchert, J ohn R. and Russell B. Adams, Trade Centers and Trade 
Areas of the Upper Midwest, Upper Midwest Economic Study, Urb11.n 
Revort No. 3. September 19G ~. 44 pp. 
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Fig. 9 , Percent changes in total populations of Iowa counties, 1950-1960.* 
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*Some of the 50-mile commuting perimeters are included to str~s the redi'Stl'ibution of llOllUlation occur­
rinii within functional economic al'eas, 
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SELECTED BUS I' NE SS FUNCTIONS 

Aut omotive Supplies 
Bu l k Oi l 
Chemicals , Paint 
Dr y Goods, Appar e l 
Electr i c a l Goods 
Gr oce r ies 
Ha r dwar e WHOLESALE 
Indu stria l , Far m Machine r y 
Pl umbing , Heating , Ai r Condition ing 
Professiona l, Service Equ ipment 
Pape r 
Tobacco , Beer 
Drugs 
Lumber, Const ru ct i on Mate r ial 

Ant iques 
Camer a St o r e 
Child r en ' s Wea r 
Fl or is t 
Mu sic St or e 
Photo Studio 
Paint, Glass , Wallpape r 
Plumbing, Heating Supplie s 
Radio, TV Stor e 

SPECIALTY 

Sporting Goods 
Stationer y 
Ti r es , Bat t e r ies , Acces sories 
Women ' s Accesso r ies 

Family Shoe Stor e 
Far m- Ga r den Supplies 
Lumber, Building Mate r ials 
Hotel - Motel 
}Jor t ua r y 

Appliances or Fu r niture 
Jewel r y 
Men ' s o r Boy ' s or Women ' s Cl ot h i ng 
Laund r y , Dry Cleaning 

Ga r a ge , Aut o , Impleme nt Dealer 
Var i ety Store 
Meat, Fi sh, Fru it 
Gene r a l Merchandise 

Gasoline Service Station 
Gr oce r y 
Drug Stor e 
Ha r dware Stor e 
Bank 
Eat i ng Places 

CO NVE NIENCE 

Fl9, I 0. Trade center types defined by b111in111 functions, 
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Table 1. Distribution of Town Sizes, Retail Sales, Education , Income rnd Occupations in Two Function•I Economic Areas and Another Group of 
Contiguous Counties, Iowa, 1960. 

Total retail Persons 25 years 
sales, year and over w ith 

end ing 4 or more years college 
Populatio nJune 30, 1964 (both sexes) 

Area and Town 1960 ($ million) Number Percent 

Area A: Fort Dodge 

Total, 8 counties .......... 173,018 219.060 5,190 100.00 
Fort Dodge .............. 28,399 66.262 1,306 25.16 
Boone -·--·····------------- 12,468 20.662 471 9.08 
We bster City ...... ...... 8,520 16.668 321 6.18 
Jefferson ............ ..... . 4,570 10.507 212 4.08 
Eagle Grove ... .... ....... 4,381 6.755 125 2.41 
Humboldt ............... . 4,031 11.644 196 3.78 
Clarion -------------- ----·· 3,232 7.393 160 3.08 
Belmond ······ ··· ····-··· · 2,506 5.750 90 1.73 
Rema inder ................ 104.911 73.419 2,309 44.50 

Area B: Mason City 

Total, 8 counties .......... 176,364 237.287 4,923 100.00 
Mason City .............. 30,642 65.575 1,349 27.40 
Albe rt Lea, Minn ..... 17,108 40.000 621 12.61 
Cha rl es City .............. 9,964 18.117 481 9.77 
Clear Lake ................ 6, 158 10.966 227 4.61 
Hampton ......... .. ....... 4,501 12.618 155 3.15 
Osage .. ............... ..... 3,753 8.891 172 3.49 
Forest City ............... . 2,930 6.212 182 3.70 
Re mainder ........... ..... 101 ,308 74.908 1,736 35.27 

Area N: 

Total, 6 counties .......... I 09,083 129.742 2,891 100.00 
Webster City ...... ..... . 8,520 16.668 321 11.10 
Iowa Falls ................ 5,565 16.037 261 9.03 
Hampton .... ............. . 4,501 12.618 155 5.36 
Eagle Grove .............. 4,381 6.755 125 4.32 
Clarion .................... 3,232 7.383 160 5.53 
Eldora ··················--·• 3,225 6.069 130 4.50 
Belmond ······----·-······ 2,506 5.750 90 3.11 
Remainder ......... ....... 77,153 58.462 1,649 57.05 

area with incomes of $10,000 or more. ( In contrast, Fort 
Dodge had only 16.4 percent of the area's total popu­
lation.) This city also contained one-fourth of the area's 
professional, technical and kindred workers and more 
than 20 percent of its nonfarm proprietors, managers and 
officials. It's a similar story for the eight counties around 
Mason City. 

F ig-ure 11 shows tl1 c di str ibut ion of town population 
size: in I he Fort Dodge fun ctional economic area. 

Figure 12 shows th e di stribution of town population 
sizes with in 50 mi les of Mason City. Austin and Albert 
Lea, just north of th e l\'I innesota line serve to remind 
u~ that th e actual nrrang-ernents of the national system 
of cit ies do not cxnctlv fit any preconceivecl theoretical 
pattern . Tn thi s case, p~rhaps. the problem of delineating 
a log icnl functiona l area nround Mason City is simplified 
hy th e exi stence of th e Min nesota-Iowa boundary. For 
operati on. of the government of Iowa and of Towa uni­
versiti es, Mason City is clearly the dominant center of 
a 111ulti-co1111ty functi onal a rea, consi: ting of approx imntely 
seven whole coun ties and portions of two oth ers. 

"Brand X" 
Figme 13 is th e "Brand X" of our demonstration. 

Sho\\"n a.re six contiguous counties wh ich overlap the 
Fort Dodge and Mason City areas just shown. However, 
th e s ix-county area lacks a s ingle dominant center of the 
Fort Dodge or Mason City class. The largest town in 
th e six counti es is near the extreme western boundary. 

The lower portion of table I , containing stati stics fo r 
th e s ix-county area, refl ects th is fact. W ebster City is 

::3.8 

• Occupations of Males 

¥anagers, 
Professional, officials and 

Families w ith incomes of techn ica l proprietors Farmers 
$10,000 or more and kindred other than and farm 

Number Percent workers farm managers 

4,120 100.00 2,511 4,368 12,619 
1,011 24.54 631 905 16 

306 7.43 243 419 45 
244 5.92 170 336 36 
130 3.16 112 156 19 
149 3.62 69 136 21 
151 3.66 107 194 26 
137 3.33 58 185 25 

62 1.50 56 82 15 
1,930 46.84 1,061 1,955 12,416 

4,089 100.00 2,700 4,202 13,078 
988 24. 16 700 1,050 44 
452 11 .05 348 599 24 
372 9. 10 318 304 12 
213 5.21 125 218 60 
143 3.50 73 211 36 
98 2.40 65 124 18 
55 1.34 108 77 17 

1,768 43.24 963 1,619 12,867 

2,576 100.00 1,429 2,722 10,684 
244 9.47 170 336 36 
198 7.69 120 210 24 
143 5.55 73 211 36 
149 5.78 69 136 21 
137 5.32 58 185 25 
93 3.61 96 159 18 
62 2.41 56 82 15 

1,550 60.17 787 1,403 10,509 
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Fig . 11 . Distribution of town population sizes in the Fort Dodge area.* 

*Areas of squares are pmportional to 1960 town populations. Only 
towns with reta il sales of $2.5 million 01· more for year endini!' June 
30,_ 1964 , are shown . · · 



Fi9. 12. Distribution of town population aiHs in the Mason City area.* 

*A~• of squares a.re proportional to 1960 town populati'ons. Only 
towns with retail sales of $2.5 million or more for year endinir June 
30, 1964, are shown. 
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Fi9. 13. Distribution of town population sizes in six contiguous 
counties.* 

* Areas of squares are p!'oportional to 1960 town Po1>ulati'ons . Only 
to"·ns with retail sales of $3.5 millio n or mo re for year ending June 
30 , 1964, are shown. 

the largest city in the six-county a rea. It accounted for 
about 13 percent of total retail sales in the area in 1963-64. 
vVebster City had 11 percent of the adults over 25 years 
of age who had completed 4 or more years of college ; 
it conta ined less than 10 percent of the families with 
incomes of $10,000 or more. It contained only one-eighth 
of the area's professional , technical and kindred workers 
and of its nonfarm proprietors, managers and officials. 

In contrast, Fort Dodge and Mason City had approx i-
111ately one-fourth of these workers, and showed a greater 

relative concentration in terms of retai l sales, 4-year col­
lege educations, and fa111ily incomes of $10,000 or more. 

Commuting Patte1ns 

F igu1·es 14, 15 and 16 contain no surpnses 111 view of 
"·hat we have sa id about the relati on of the automob ile 
to the fun ct ional econo1111c area. Each a rrow in these 
di ag-rams ori g ina tes from a township. To the extent that 
workers residing in that township were employed in co1111/ ics 
other than that in which ·th e townshi p is located, each 
arrow reflects the average distance and the average di­
rection of thi s co111111uting across county lines. The width 
of ea-:h arrow indicates the number of com111u tcrs living 
in the given townships and working in counties other 
tha11 the one in which that township is located. 

These commuting patterns (based on 1960 census data) 
indicate that the fun cti onal economic areas are relatively 
self-conta ined labor 111arkets. Few people Ii ving inside of 
the area work outside of it, and vice versa. The pattern 
of arrows just outside the southeast boundary of the Mason 
City a rea ( fig. 15 ) is particularly impressive. 

Figure 16 suggests that residents of the six contiguous 
counties are oriented toward several di ffe rent central 
cities, all located outside the boundaries of A rea N . In­
tuitively, it seems that Area N would be very difficult to 
work with in an economi c development program or to 
represent in a sta te legislature. My assumption is that 
persons in thi s area who are commuting eastward to \ ,Vater­
loo and Cedar Fall s are interested in th e economic and 
social growth of the a rea centered OJl those citi es and that 
111any other residents of Area N are primaril y ori ented 
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Fig. 14. Commuting pattern in the Fort Dodge area . 
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toward Fort Dodge or Mason City to the east and north . 
Some appear to be commuting south toward Ames and 
other ci ti es which i~1 turn a re oriented toward Des Moines . 

Retail Markets 

Figure 17 shows a map of a Midwestern ci ty in th e 
late 19S0's. T he city had a populati on of about 50,000. 
I ts expo rt base consisted primarily oI some 10,000 fa ctory 
workers whose residences, fac tori es and parkin g lots oc­
cupi ed no more than 3 or 4 square miles. 

T he black rectangles in f ig. 17 a re supermarkets. There 
were nine supermarket locations in Center City ( stores 
D and K and L and M count as single 00 l0..:a ti ons" in this 
sense); on the average, each location ser ved at least 6,000 
people, or about 2,000 famili es. Average retail sales per 
supermarket locati on were on the ord er of $2 million a year. 

Not shown on the map a re some convenience enter­
pr ises, such as gasoline stations and neighborhood drug­
stores which may require the patronage of only a few 
hundred persons. 

If we proj ected these shopping fac ilities outward to 
ser ve a di spersed population of 10,000 fa rmers and farm 

~ lndu slry 

Residential 

• Supermarkets 

Source: Bob R Holil rl'II. The St111durt• of a Uctuil Marl:ct am/ tire .\larltcl Behavior of R elail Unil11, 

© 1960 P rcntiu,-Hall . In('. Adaple<l by permission. 

Fig . 17. Map of Center City . 
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Fig . 18. Philbrick's area l functiona l organization in the Chicag o reg ion. 

Based on: ·w aiter Isard, Methods of Regional Analysis (Wiley, 1960). 

workers, our a rea would have to include th e equivalent 
of several counties. The central business district would 
remain as the business district of a city of perhaps 30,000 
people; the supermarket locations ( shopping centers) 
would be county seat towns or towns of similar size; and 
the gasoline stations and other neighborhood stores would 
be found on the main streets of vill ages of 1,000 popu­
lation or less. 

Figure 18 contains a spe..:ially modified map, designed 
to serve as a "befo re and after" picture. In the horse and 
bugg·y e ra, each of the small est circl es in the \ ,Visconsin 
pa rt of the map corresponded with a trade center of the 
type observed by Galpin. These small est vill ages and towns 
have been deleted from the ren1ainder of f ig. 18, so that 
interest focu ses on the fo urth-order and larger third­
order central places. Some of these places correspond to 
the FEA ( and sometimes SMSA) central cities shown 
on our Iowa maps. 

CONCLUSION 

In conclusion, we turn once mo re to fig . 8. \\'e shall 
111 ake a few ·urnmai-y remarks about the kinds of functional 
economic a reas it represents. 

l. The square ( rolaled 45 degrees) bounda ry is stri ctly 
approp ri ate only fo r a rectangular road grid. The basic 
concept in establishing lhe boundary of a fun cti onal eco­
nom ic area is approximately 60 minutes of commuter tra ,·el 
time from th e central city. ln hill y coun try wi th wind ing 
roads or poor roads, 60 n1inutes of tra1·el may take us onl y 
30 miles from the central ci ty; or, <Li l hour's tra,·el may lake 
us 30 miles in one direction and 40 or even 60 mil es in an­
oth er. ( Consider, fo r example, the location of Salt Lake 
City with high mountains to the east and fl at dese rt land to 
the west.) To exaggerate a littl e, the general outline of a 
60-minute commuting a rea often looks like an amoeba 
under a microscope! 

2. ln some parts of the U nited States, the 60-minute 
commutin g boundaries of different areas will overlap ; 
in oth er parts of the United States, there may be some 
g·aps between 60-minute commuting boundari es. The inter­
sta te highway system and other superhighway develop­
ments a re tending to reduce the sizes of these gaps. If 
the central city itself is growing ra pidly, new industrial 
plants may be located on the outskirts of th e city· a lso 
regional or district shopping plazas may grow up ~n th~ 
outsk irts of th e central city, reducing th e dependence of 
workers and. shoppers in th e open country upon tli e down­
town business dist rict. So, it seems likely that popula tion 
g rowth and high way improvement will reduce th e appa rent 
gaps between the SO-mile squares. A planned s1·stem of 
diagonal high,rnys between central ci ties could , also re­
duce the effective gaps. 

3. The same kinds of development wil l tend to pack 
e1·en more ti ghtl y th e currently overl appi ng a reas such 
as those around Cedar H.apids, \Vate rloo, Dubuque and 
Da venport. This means that sizable percentages o[ the 
populations of areas such as those in eastern Iowa wi ll be 
within 60 minutes commuting travel of more than one 
central city. On the average, however, we would expect 
them to choose the shorter travel time ( or, conversely, 
to locate nearer to the central city in which they a re work­
ing at any given time). 

4. Our projection of the modern function al economic 
a rea from Galpin's fundamental agricultural or urban 
community suggests that the FEA might provide a u e­
ful base for some quas i-municipal activi ti es and functi ons. 
Thi s implies that, regardless of what county and municipal 
jurisd ictions 11·ere operating within th e a rea, certa in pre­
scribed activities would be organized on a multi-county 
functional area basis. The area vocat ional-technical school 
di stricts being organi zed in Iowa in 1966 are a case in 
point. 

5. We might a lso ask whether publi c school sys te111 s 
should be organi zed on a fun cti onal area basis. Each such 
a rea in Iowa would have a populati on base of 150,000 
to as many as 500,000. \Vith such a population and tax 
base, an a rea should be abl e to hire a capable school acl -
111i11istrator aud a well-qualified specialist staff. Schools 
throughout th e area might be administered according to a 
standard sa lary schedule for teachers of equal quali fi­
cations; promotions might take place from a job of lower 
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responsibility in any school in the area to a job of higher 
responsibility in any other school in the area. 

If this kind of suggestion seems far-fetched and im­
practical, let us consider two points : ( 1) We have indi­
cated that the modern functional economic area is a logi­
cal outgrowth of Galpin's fundamental urban community 
of 1915; (2) according to the 1960 census of population, 
sollle 80 percent of the residents of Fort Dodge and Mason 
City were born in Iowa. If elderly people iu the more 
rural counties of such an area a re worried about big city 
domination of their local schools, it may be possible to 
point out that the big city residents a re for the most part 
their own sons a nd daughters ! 

To the extent that a rea, regional and national eco­
nomic development are to become matters of conscious 
policy, it seems to me that the functional economic area 
concept simplifies• matters a great deal. fostead of having 
3,000 counties and many thousands of towns and vil­
lages contending noisi ly for new industry, we might have 
approx imately 400 functi onal economic a rea organizations 
representing their areas in a relatively sophisti cated-manner: 
The functional economic areas could also be used as _units 
fo r planning and implementing the allocation of state and 
federal investments calculated to influei1 ce the location 
of the discretionary kinds of economic a:ct i vity:_ 

7. The Economies of Agriculture an~ the Input Suppliers 
Lee Kolmer * 

The traditional view of ag riculture divides the industry 
into two sectors, on-farm activity and marketing. Market­
ing includes what happens after the product leaves the 
farm gate. This view was adequate until the late 1940's, 
but it does not classify the agricultural economy adequately 
today. Harold Breimyer suggests that instead of two, 
we ha ve three economies of agriculture today: 

1. Crop production. 
2. Livestock production. 
3. Marketing and di stribution.' 

Breimyer also recogni zes that there could be a fo urth 
economy, the farm input sector. For our purposes, I would 
suggest that we have fo ur economies within the structure 
of ag riculture. \V e wi ll come back to the fourt h economy 
later. 

CROP PRODUCTION 

Beginning with the t raditional-sector, we have the crop 
production economy. On the surface this is the same as 
always, producing food and feed crops which are inputs 
fo r either the livestock producing economy or for the food 
processing and distr ibution economy. \i\Thile the products 
remain the same, however, a closer examination of this 
sector reveals some basic stn1ctural changes which have 
a greater impact than we sometimes suspect. 

Historically, the level of agricultural output has been 
closely associated with the quanti ty and quality of land 
available and the weather. We still think thi s way today. 
Iowa has more Gracie A land than other states, and usually 
the weather is favorable for crop production. These are 
immutable factors and represent a natural endowment. 
In a primitive agriculture, the fi xed factors determined 
the level of return. If both fac tors were favorable, land 
owners enjoyed a high level of return. If one or the other 
was unfavora ble, land ownership returns declined quickly. 
Lanu returns were only possible after the labor input had 
been g ranted a minimum of a subsistence level of living. 

Enough land and suitable weather are still essential 

* Professor of economics. 

1 Breimyer. Harold F., The Three Economies of Agriculture. Jour. Farm 
Econ., Vol. 47, No. 3. August 1963. 
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ingredients in crop production. If nothing else, land is 
required as space fo1· crop production. Weather is a lso 
still an essentia l fixed input. However, land and weather 
do not enjoy the same level of importance today as they 
did 30 years ago. Technology has changed the relative 
importance. Today the use of suitable varieties of soy­
beans, corn, wheat, etc., makes possible profitable culti­
vat ion of areas wh ich were subj ect to too much weather 
ri sk for cu ltivation 40 yea rs ago. Speciali zed equipment 
makes it possi ble to use land which could not be handled 
prior to 1940. Crop drying, harvestin g· and storage systems 
have further reduced the weather risl·. Field tile has, 01·er 
the pas t 50 years, hanged the face of large parts of the 
Corn Belt. Fertilizer use has reduced our dependence 
upon the level of natural endo wments in determining level 
of production . 

What has all thi s meant i11 terms of crnp production ? 
Jt has of course 111 eant large increases in total output. 
But it has also changed the basic structure of crop pro­
duction, in that each of the pieces of technology we have 
developed is a variable input rather than a fixed factor 
or natural factor. Since technical inputs are used up over 
time and must be replaced if production levels are to be 
maintained, we can vary the rate of replacement of one 
or more of these factors in light of price relationships, 
labor supplies and managerial objectives. Admitteclly for 
some of these factors, such as field tile, replacement time 
is measured in decades rather than in years. This, however, 
is only one of many variable inputs. Mach inery and ferti­
li zer have a much shorter replacement cycle and pro­
ducers recombine them continuously. 

These human-directed, as opposed to natural-directed, 
inputs are subj ect to control and through this control out­
put is less vari able than in the past. Surplus problems 
of recent years illustrate this . Farmers have decided to 
control output on the up side within program limits, rather 
than on the down side. The fa ilu re of bringing crop out­
put for some crops into balance with demand does not 
say output cannot be manipulated. Rather, it says that 
the social, legal and economic measures we ha ve been 
using do not reflect the change in the basic structure of 
agriculture. 

As our crop production economy acquires mo re and 



more variable inputs, the tructure wi ll more closely re­
semble the structure of our indu tr ial economy. High 
levels of variable inputs require, as a proportion of total 
investment, a relatively small land area. Crop production 
will not achieve thi s le vel of control because relati vely 
more space is required to apply the var iable inputs and 
the individual operator still faces a substanti al weather 
ri sk. 

The implications of the change in structure are far­
reaching, both from the standpoint of the indiv idual oper­
ator and society. T he availability and use of increasing 
quantities of variable inputs places a premium on mana­
geri al ability. The selecti on of a combination of technology 
which will permit the operator not only to surYive in the 
short nm, but also to accumulate add itional capital so 
that he can acqni1·e more of the technological va ri ables 
for future use, is a majo1· problem facing operators today. 
The capital demands of the crop-producing sector have 
not only inc1·easecl, but the proportion in vested in land 
and variable inputs has changed drastically. 

The continuing increase in capital requirements for 
controllable non-land input and the managerial talent 
to use them effectively means that large- cale crop pro­
duction is a reali stic possibility in areas such as Iowa. 
The size of the investments, the increased speciali zati on 
of inputs and the high level of managerial talent needed 
are all conducive to large-scale output. 

LIVESTOCK PRODUCTION 

The second economy of agriculture is livestock produc­
tion. Livestock production, like crop production, provides 
semi-finished inputs fo r still another economy within 
agriculture. 

Not many years ago, livestock production was an in­
tegral part of total farm production, closely associated 
with crop production. Livestock production provided fur­
ther processing for fa rm-produced grain and winter em­
ployment. F eeding systems tied the level of livestock pro­
duction, in any given year, to Janel. If crop y ields were 
good, livestock production increased. If the harvest was 
poor, livestock production declined. On many farm s thi s 
is still true today. However, in some livestock enter­
pri ses and some areas, thi s is no longer the case. 

The broiler industry is completely divorced from crop 
production or the producers' acres. Feedlot cattle feed ing 
operations base their output deci sions on price relati on­
ships ra ther than on feed production on specific ac reages 
they control. We in the 1iclwest have not divorced our 
livestock operations from crop production as much as 
producers in the West and South . If we had, I don't think 
we would have produced as many 1,300- to 1,600-pound 
cattle during the 1963-64 price decline. However, we have 
moved further in thi s direction than many reali ze. In 
recent years, the fluctuat ions in hog output are price 
responses, rnther than feed suppl y responses. 

Many reasons have been advanced fo r thi s change in 
the structure of the li vestock feed ing enterprise. Increased 
use of technology is one of the major reasons, in my opin­
ion. Feed grains are now furth er processed and the use 
of non-farm-produced proteins, antibiotics, hormones and 
medicine necessitates greater involvemen't of non-land­
derived inputs than previously. 

Also, as the labor supply on farms becomes more fully 
utilized in crop activities, farmers are purchasing more 

labor services from off-farm sources in the form of feed 
grinding and mixing, feed deli very, health services, etc. 
T hi s further removc;s the livestock enterpri e from the 
di rect a sociati on with crop production. 

The beef-calf producing enterprises of the West a re 
still closely tied to a crop-producing land base-the amount 
and quality of range land a vailable. Some recent develop­
ments in cornstalk-urea rations, and high tonnage sor­
ghums for year-around rations for beef cow operations, 
could reduce thi s association substantially in feed grain 
producing areas. 

On a national basis, the Midwest probably is closer to 
the trad itional crop-livestock production association than 
a1·e other a reas. However, as livestock production speciali­
zation increases, the crop-livestock production separation 
becomes more apparent. As in crop production, the larger 
amounts of capital involved, the great and increasing ar­
ray of non-farm produced inputs which must be com­
bined a nd the smaller labor-ma nagement margin avail able, 
all point to an increased need fo r high level management 
which can be spread over more animal units. 

MARKETING AND DISTRIBUTION 

The changes in structure in the crop and li vestock pro­
ducing sectors have been accompanied by similar chan g·es 
in the processing and distribution economies. Some of 
the changes are obvious, especially in distribution. The 
shift in 20 years from neighborhood stores to supermarkets 
has been cited many times. Today about 25 percent fewer 
stores serve about 30 percent more people than in 1945. 

Structural shifts in process ing have not always been 
as obvious, but they are equally fa r-reaching. The con­
solidation of small processing and handling operations 
hasn' t made national news many times, but it has been 
extremely important at the local level. 

In Iowa alone, the number of milk plants declined from 
315 in 1956 to about 175 in 1963. Meat packing has under­
gone great structural shifts during the past 10 years. In 
this case, the shift has been from multi-floor terminal­
based plants slaughtering all types of li vestock to highl y 
capitalized plants killing one species or even one grade 
within a species. Many of these plants, located in heavy 
production area , only slaughter li vestock and chill the 
carcass. Further processing is carried out in plants located 
near metropolitan centers. Thi s structural change has 
resulted in a basic reali gnment of the meat process ing 
indust ry. S ince 1957, it has resulted in more speciali zed 
plants being located in high production areas such as Iowa. 

The changes in the processing and distribution industri es 
have not only been surface changes. The rapid expansion 
of population and consumer incomes has resulted in a set 
of consumer demands undreamed of 20 years ago. A lso, 
the communi cation and transportation systems have per­
mitted manager. to exploit thi s greatly broadened demand. 
T his has taken the form of frozen foods (4 percent of a ll 
food sales), higher value foods, meat instead of beans 
and potatoes, and more food consumption away from 
home ( 20 to 25 percent of a ll food sales presently) . 

The changes in the processing and distribution sectors 
have one thing in common: Each requires substantially 
higher inputs of capital and labor after the product leaves 
the farm. This proliferation in processes, packages and 
services bas, since World Wa r II, resulted in a continu-
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ing upward trend in the portion of the consumer 's dollar 
needed to pay the "marketing bill. " 

Each month the U. S. Department of Agriculture com­
piles the reta il value of the consumer's ·'market basket" 
at the farm and the '•food marketing bill" incurred by 
this combinati on of foods in th e marketing channels. From 
1948 to 1960, the total value of all food produds as they 
left the fa rm increased only 7 percen t- less th an the popu­
lati on growth of about 25 percent during the same period. 
During the same period, th e total food marketing bill 
increased 71 percent. 

In 1948, the consumer' doll ar was divided a lmost 
equally between producer and marketer, 51 percent and 
49 percent respecti vely. By 1961, the producer's share 
had decl ined to 38 percent and the marketer's sha re had 
increased to 62 percent. If the 38 percent being returned 
to the fa rm er is divided between crop producing and live­
stock producing activiti es, we find that 27 percent of the 
consumer's dollar goes to pay the farmer for crop produc­
tion, and 11 percent fo 1- converting feed into livestock 
products. The percentage being returned to the fa rmer 
for non-food products is even lower, approximately 14 
percent for 25 cotton items and 15 percent of the con­
sumer 's cigaret dollar. 

These figures are often used to illustrate the pli ght 
of the fa rmer. Th is is not the intent in this case. Class i­
fyi ng the consumer's dolla r by final recipient is not a 
measure of fa rm income, However, it does illustrate that 
a small er and smaller proportion of the total value of final 
goods sold at retail is generated by the primary producing 
part of the economy. 

Also, it illustrates tha t, fo r all intents and purposes, 
the marketing sector is detached from the crop and li ve­
stock producing secto1-s. About the only direct ti es left 
are farmer roadside markets or local marketing operations 
by individual fa rmers. A lso, an increasing portion of the 
total costs in marketing are incurred in changing the form 
of the raw material. The egg seems to be one of th e few 
farm products that retains its form as it progresses through 
the system. 

As we look at the three econom ies of agriculture, it is 
obvious that we cannot think and speak of "agriculture" 
as one homogenous economic sed or. Rather, each area 
has a distince structure and set of economic relationships. 

IMPLICATIONS 

T he increased use of capi tal and technology has re­
sulted in substantial adj ustment strains in the producing 
economies of agriculture. These stresses have been ag­
gravated in many cases by the changes in the demands 
for different products. While the market has been demand­
ing more meat products, on a total and a per capita basis, 
it has also demanded less "fat on the meat." Since a greater 
proportion of crop production inputs are not fixed re­
sources such as land, the economy is expansible. This 
does not mean that output must expand, but rather that 
output can expand at a rapid ra te. The livestock producing 
economy is also changing . Farm-produced feed suppli es 
do not set the absolute limits on output they once did . 
U rea and stilbestrol are two significant laboratory-de­
veloped feed ingredients . 

These changes in production result in farmers being 
able and willing to increase output rapidly if price ex­
pectations or income pressures dictate. Conversely, since 
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a greater proportion o[ the total fa rm inputs a re var iable, 
it is now easier to control the level of output by control­
ling the level of ~nputs. In an agriculture which is ba eel 
primar ily upon f ixed facto r such as land and weather, 
output levels are vari able and uncertain . As a g reater 
proportion of the total inputs a re va riable inputs, such 
as in industri al production, it is easier to control and 
stabili ze output. 

The farm producer has always faced an inelastic food 
market-consumers buy about the same amount of food, 
no matter what the price. This inelasticity, coupled with 
va riable output, has resulted in wide fluctuations in in ­
come. These income fluctuations, in a sense, are the cost 
of vari ati ons in output. In the past decade th e demand 
elast icity for food products has declined. 

Demands for more highly processed food products have 
increased, and th e cost of processing and handling have 
increased. As thi s occurs, the food ra w materi al becomes 
a relatively smaller portion of the total cost of the final 
product. This means that fa rm prices lose some of their 
responsiveness to small changes in the consumer product 
price and also that consumer product prices are less sensi­
tive to small changes in primary product prices. 

An example for milk: 
1. Farm price--$4.00 pe1- cwt. 

Retail price-25 cents per quart or $11.12 per cwt. 
2. Assume farm price rises 10 percent or 40 cents per cwt. 

The retail price increases one cent a quart, or 3.6 per­
cent, if processors rai se retai l prices accordingly. 

3. If reta il price declines to 24 cents per quart , or 4 per­
cent, the price drops to $10.68 per cwt. 

4. If thi s is reflected in the farm price, the pri ce at the 
fa rm would decline 11.2 percent. 
Milk is not the best example of this. Studies at Iowa 

S ta te University show that wheat consumption would be 
about the same at $1.50 per bushel as at $1.1 5 per bushel. 
USDA studies in 1960 showed the same type of response. 
Cotton and soybeans, in many ways further removed from 
the final products than other products, are very inelastic 
at the farm level. 

The change to a more inelastic product demand and a 
less inelasti c product supply places a premium on a stable 
supply with a built-in dividend fo r underproduction . This 
places the burden on supply response rather than on de­
mand response. 

SHIFTS IN NATIONAL DEMAND AND FARM 
EFFICIENCY 

The more inelastic demand for fa rm products, com­
bined with a less inelasti c supply response, is further 
complicated by the shifts in demand in the national market. 
Technology has not only been applied to the production 
of farm products, it has also been lavishly applied to the 
processing and fabrication of these products. The result 
has been new products, new uses and substantia l shi fts 
in national farm product demand. 

Table 1 shows the relative shifts in production since 
1949. Admittedly, production does not equal consumption 
in all cases (beef in 1963 and 1964, feed grain and wheat), 
but fo r our purposes it does give some notion of the mag­
nitude of the demand shi fts in recent years. 

Products showing the greater shifts a re soybeans, broil­
ers and turkeys and beef. However, output of all products 
except !arc! have increased since 1949. Population has also 



Table 1. Total Supply of Selected Farm Products. 

Product 1949 1954 1959 1963 1964 

Beef (bil. lbs.) 9. 5 13.0 13 .6 16.4 18.4 
Pork and lard (bil. lbs.) 

Pork 10.3 9.9 12.0 12.4 12.5 
Lard 2.5 2.3 2.7 2.5 2 .5 

Broi lers and turkeys 
(b il. lbs.) 2.4 4.4 7.2 9.0 9.3 
Eggs (b illi on) 56.0 58.9 63.3 63. 2 64.5 
Milk (bil. lbs.) 116 122 122 125 127 
Feed g rains (bil. bu.) 4 .6 4.7 5.8 6.0 5.4 
Soybeans (mil . bu .) 234 341 533 701 700 
Wheat (mi l. bu .) 983 885 1,121 l , 137 1,291 

Source : USDA reports. 

increased, from 146.4 mill ion eating from civ ili an food 
supplies' in 1949 to 188.1 mmion in 1964, an increase of 
29 percent. 

This rapid increase in output has been accompanied 
by rapid increases in agricultural production efficiency. 
Kaldor ' estimates that, since 1940, about 80 percent of 
our increase in output has been the resul t of increased 
efficiency, whil e 20 percent was accounted fo r by increases 
in total inputs. T he nature of inputs, as cited previously, 
has changed drastically. S ince 1920, labor input has de­
clined 60 percent ; 45 percent since 1940. In puts of me­
chanical powe1· and machinery have ri sen 200 percent ; 
fertilizer and lime, 750 percent ; feed, seed and livestock, 
350 percent ; and land and bu ildings only slightly since 1920. 

T he lower labor input has offset the larger capital in­
put to the extent that there has been little net change in 
the total input of labor a nd capita l per 1mit of land. H ow­
ever, the labor input per 1,.nit of output has decl ined by 
nearly 70 percent since 1940 while capital input per unit 
of oiitpnt has increased by 30 percent. ~ !hile the total 
input per unit of land has remained about the same, the 
total input per unit of output has decl ined and physical 
effi ciency has increased. 

~ Does not include mili t ary , H a w ai i or A lnska. 

a Ka ldor , Don, R isi ng Farm Effic ien cy , Farm P olicy Institute, Des 
Moi nes, Io wa. F ebrua r y 196 3. 

A GRICULTURAL EFFICIENCY V ERSUS "OTHER" 

F arm output has ri sen more than 40 percent since 1940, 
while the output of' the remai nder of th e economy has more 
than doubled. About 80 percent of the increased fa rm 
output has come from increased effi-: iency and 20 per­
cen t from add iti onal inputs. A bout 55 percent of the in­
dust r ial sector increase has been from increased effic iency 
and 45 percent from employment of more resources. Out­
put efficiency is still not as great in agri cultu re as in in­
dust r ial sectors. 

However, it is much close,· today than from 1919 to 
1957, when the average annual increase in total output 
per uni t of input fo r agriculture averaged 0.7 percent and 
industri al output per unit of input in -:reased about 1.9 
percent per year. T he rate of increase in fa rm effi ciency 
was less than half of the industrial sector. 

Labo r input efficiency, however, tell s a di fferent story . 
T he a verage product of labor has ri sen more rapidly in agr i­
culture than in indust ry. S ince 1945 , output per man-hour 
in agriculture has increased about 6. 5 percent per year 
while output per man-hour in industry has increased about 
2.5 percent per year . 

T he s ignificance of the shi fts in inputs and th e increased 
efficiency hits home dramaticall y if we examine the change 
in inputs and outputs on typical fa rms ( table 2). 

T hi s again illustrates th e very rapid increase of off­
fa rm inputs in production. T hese shifts in composition 
and size of farm input costs a re going to continue and 
intensify the next few years. 

CONCLUSION 
W e have rambled over several facets of the nature of 

the agri cultural economy, agricultural effi ciency and chang­
es in output and inputs. It's time we get back to the input 
economy of agricul ture. 

T he fac t that the price elast i-:ity for many fa rm products 
is declin ing and supply elasti city increasing has impli­
cations fo r input suppli er s. I n the absence of a system, 
government or pr ivate, to control output, these shi ft s in 
elastici ty will result in continuing substant ial year- to-yea r 

Table 2. Changes in Farm Si ze, Livestock Ente rprises, Feed Purchased and Labor Hired on th e Different 
Types of Midwest Commercia l Farms in Se lected Years. 

Type of farm Ite m 1950 1955 1960 1963 1964 

Hog-dairy Acres in farm ...... .. .. ..................... . 159 
106 

163 
126 

178 
123 

186 
149 

188 
222 (Corn Be lt) Pigs raised ........ ............................. . 

Hog-beef 
fa tte ni ng 

(Corn Be lt) 

Cows & he ifers 2 
yrs . o ld & olde r.......................... 16 18 18 19 

Ch icke ns ...................... .................. 156 147 102 l 00 
Fe rtili ze r purchased ........... .... ....... $ 175 $ 234 $ 350 $ 453 
Machinery expe nses...... .... ....... ..... 2,049 2, 126 2,837 3 ,461 
Feed purchased.. ..................... .... ... 91 2 1,139 1,282 1,691 
Hired labor............................. ....... 631 537 482 5 12 
Total cas h rece ipts..... ........... .. ..... . 8,321 8,808 11,050 12,4 14 

Acres in farm.... .. ............................ 194 200 216 231 
Pigs raised.. .. .................. .... ......... ... 158 161 152 209 
Feede r cattl e purchased................ .. 33 42 55 77 
Chickens ..... ..................... .............. 125 125 103 91 

23 

$ 665 
3,077 
2,540 
1,207 

17,273 

270 
272 

80 

Fe rtili ze r purchased ........... ... ...... .... $ 160 $ 238 $ 400 $ 542 $ 982 
Machinery expe nses.. .................. .. 2,381 2,375 2,782 3,443 3,844 
Feed purchased......... ..................... 1,368 1,854 1,966 7,086 6,418 
Hired labor. ...... ....... ................ ... ... 542 630 609 702 888 
Tota l cash rece ipts........... ............... 19,481 16,094 22,591 29,031 33,190 

Source : Cost a nd R eturns on Comme rcia l Farms, Long Term Stu dy, 1930-n7, T,,Tl;P;\ St11t, B11l , 2n 11nd 
f 111·m Q9st§ 11ml Rett!l'!)S, Agr , Inr, I)µ [. N9- gao, ,Jim~ i~§1, 
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income fluctuations. Income fluctuation has always been 
present, but as farm production becomes more speciali zed, 
the impact will be different for different types of suppli ers. 

Speciali zed production means specialized equipment. 
While thi s opens market opportunities, it also enta il s 
market ri sks. Increased var iability in farn1 income means 
fluctuations in sales. Specialized equipment producers 
may have to do more planning for a combination of products 
which will reduce annnal sales and earnings flnctuation. 

At the same time, the increased speciali zation will de­
mand a greater degree of fa rm market management know­
ledge on the part of the suppli er. The sophisticated, spe­
ciali zed large farme r with a minimum of hired labor in­
puts is not now willing-and will be increasin°·ly unwill­
ing-to buy hi s supplies and serv ices on a helter-skelter 
basis. He will do business where he can get a package of 
goods and services, including specialized production man­
agement advice, that meets hi s needs and where he is 
confident that the supplier is at least as knowledgeable 
as he is. \Vhy ask advice of an ignorarnu ! 

Thi s means more sales engineering or sales consulting 
and less order-taking. Nothing is quite as frustrating as 
asking a salesman ~ question and having him hand you 
a factory brochure in response. 

In my mind, it is essential to sell programs instead of 
articles for land cultivation, corn production, land man­
agement, livestock health, etc. A ll input snppliers are in­
volved in this today. 

The input suppli er has fewer but substantially larger 
accounts than he had a few yea rs ago. This really repre­
sents more sa les opportuniti e in that each of these ac­
counts buys services along with the product to partially 
compensate fo r the smaller labor input on hi s farm. These 
opportuniti es can only be exploited if the local dealer and 
the manufacturer remain competitive in price, service 
and info rmati on. This doesn't necessarily mean the low­
est price or the most service or the slickest brochures. 
Rather it means ha ving a product service and information 
combination tliat serves the specifi c needs of each of these 
larger accounts. 

8 . Antitrust Policy and Business Regulation in a Capitalistic Economy 

Neil E. Harl* 

The economy of the United States has traditionally 
been rega rded as capitalistic in nature, with decisions 
governed by the interplay of supply and demand in com­
petitive markets. However, in the past three quarters 
of a century, the federal government and, to some extent, 
the states have deemed it to be in the public interest to 
play an increasingly pervasive role in providing a limiting 
framework fo r business decision making. 

Ironically, the necessity for increased business regu­
lation has been attributable in part at least to the high 
degree of productivity and innovation of business. Forces 
accompanying- the generat ion and application of industri al 
technology, the development of vast financial combines, 
the creation of mass promotion means, and the extension 
of transportation and communication networks, have oper­
ated centripetally to increase business concentrati on, stimu­
late interdependence between firms in decision making, 
and add to the consumer 's burden in acq uiring knowle<lge 
sufficient to be a rational deci sion maker. 

As a matter of regulatory policy, an economy experi­
encing such fo rces and desiring to react positively to them, 
faces three basic alternati ves under the assumption that 
reliance on competition among firms or the countervailing 
power concept of creating opposing power con tellations 
does not completely fulfill policy requirements. 

F irst, the appropriate law-making body could under­
take to define every type of behavior or practice believed 
to be unacceptable and circumscribe such conduct by law. 
Such an approach, while perhaps imparting substantial 
certainty to the system, would necessitate a highly de­
tailed, highly complex set of legal rules, thus increasing 

• Associate professor of economics and member of the Iowa Bar, 
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the rigidity and likelihood of obsolescence of the legal 
structure. 

A second approach would be for firm,s to be subjected 
to continuous administrative regulation by a government 
agency. However, it is generally believed that such in­
tensive regula tion would be a relatively inefficient means 
of maintaining an acceptable level of performance. 

A third alternative, and the one adopted in the United 
States, involves enactment of a relatively few funda­
mental principlc-s into statutory law, with the courts in­
terpreting the statutes for the multiplicity of fact situations 
as they arise. Although accompanied by some uncertainty, 
this alternative provides flexibility and permits continual 
reinterpretation to minimize ohsolescence of the legal 
system. 

PUBLIC POLICY OBJECTIVES 

Any attempt at business regulation necessarily assumes, 
implicitly or explicitly, a set of relevant goals toward 
which the regulatory framework is oriented and by which 
the efficacy of the system is measured. Although uni ­
versality of agreement on any a rticulated set of objectives 
is unlikely, substanti al agreement ex ists on certain basic 
political , social and economic goals. 

In the li st of political and social goals, concentrated 
economic power has been suspect as being inimical to 
the foundations of democratic government and inconsistent 
with the free enterprise system and the maintenance of 
individual liberties. Moreover, it has been considered 
highly desirable for political parties to be free from dom­
ination by economic power groups; for individuals to 
have a maximum of economic opportunity, mobility and 
personal freedom ; and for unfair methods of doing busi­
ness to be prohibited. Furthermore, the protection of the 



health, safety an<l general welfare of the people has long 
been of paramount impo1·tam:e. Because of their nature, 
it has been public policy to protect small bus iness, labor 
and agriculture in varying degrees. 

Regarding economic goals, there is fai rly widespread 
agreement that efforts to promote economic g rmdh, in­
c1·ease per capita levels of real income, insure economic 
stability ,u1d improve efficiency in resource all ocation 
and di stribution are in accord with basic goals of society. 

Society has come to accept yet other goals. T hus, a 
certa in level of military preparedness and defensive cap­
abilities is a relatively high priority goal as, a pparently, 
is the goal of being ··on the moon by 1970." 

These objectives present a fo rmidable problem in attai n­
ing an acceptable balance in the over-all scheme of soc ieta l 
goals. J n the final analysis, the political process pro1·ides 
a composite judgment, and the 1·ar ious obj ectives arc 
weighted according to their relati ve im portance. 

ELEMENTS OF INDUSTRIAL STRUCTURE 

The degree of selle1· and buyer concentration and the 
number of firms operating· in a particular market are 
believed to have an impact on tJ1 e conduct and perform­
ance of fi rms. Thus, price levels may be influenced and 
levels of output affected by the number and relati ve size 
of firms in an industry or in a pa rti cul a r market. A lso, 
the progressiveness of firms may be affected by industry 
or market structure. 

From an economic sta ndpoint, it has been generall y 
believed that society' s obj ect i1·es would be better served 
by a market characterized by competiti on than by 111onop­
oly. [n the real world, fe w if any industries actually con­
form to the economic consti·ucts o( either pure 111onopoly 
or pure competiti on. Agriculture, except fo r g-01·ernmental 
output-limiting or income-supportin g- programs, approaches 
pure competition ; pure monopoly is al most unkno1n1, al­
though 111any fi rms bear ~ome monopoly characteri sti cs. 
A description of each type or 111a rket fo ll u\\·s: 

Pure Competition 

In pure competition, firm s arc suffi cientl y ~mall and 
11u111erou~ to be price takers : in varyi ng tl1eir outputs, 
price is not aHected . T herdo re, firm s under pure com­
petition adjust output to th e most pro fitable level accord­
ing to the prevai ling price and their own cost figures. 
S ince 110 single fi rm has a pc1·ceptible influence on price, 
individual sellers are not likely to limit ouput in an effort 
to raise price. 

In the Jong term, under pure competition, indust ry out­
put presumably is extended to tJ1e point where ( I ) pro­
duction takes place a t the lowest cost per unit of output, 
(2) the market price is equal to the minimum per unit 
cost ( which includes "normal" profits) and (3) there 
are no "excess" profits. 

vVith pure competition, market fo rces of supply and 
demand ser ve as the basic regulator of firm and industry 
action. A s the demand fo r a product increases, the 'price 
ri ses and induces establi shed firms to increase output or 
new fi rms to enter the market. Conversely, as demand fall s, 
the price of the product declines and encourages establi shed 
iirms to cut back output ; new fi1;ms are di scou raged from 
enterin g th e market. 

Pure Monopoly 
P ure economic monopoly may be defined as the con trol 

oi all economic goods within the range of substitutability 
by the same person or firm . T hus, for pure monopoly, 
the firm must operate in isolation. 

Many industrie~ frequently referred to as n1 onopolies 
do face some measure of competition. For example, a firm 
di stribut ing electri cal powe1· may face competit ion from 
natural gas di stributors. A ra ilroad, although not a lways 
subj ected to competition from other ra ilway firm s, 111ay 
encounter competition from a i1·lines, trucks and barges. 
Ho\\·ever, in all of these examples, some elemenb of mo­
nopoly a re present ; the firm s are a long way from being 
pure competitors. 

A monopoli st can set either hi s price or hi output. He 
cannot determine his price and hi s outpu t at the same t ime, 
however, unl ess he has the power to fo rce consumc1· pur­
chase of the goods or ser vice produced. A monopoli st is 
generally looked upon with disapproval by economi sts 
because a firm \\·ith 111,onopoly power tends to produce 
at a lower level of output and cha rge a highei- price than 
for pure competition. 

Moreover, monopoli es a re often characteri zed by ·'ex­
cess" profits in the sense tha t amounts paid or attributed 
to factors of production are in excess of the "normal" 
profit needed to keep the factor in that particular use. 

The deg ree of mono1 oly power is heavi ly dependent 
upon the ·'elas ticity of demand" for the product. T he 
elasticity of demand with respect to price is the 1·elati ve 
change in quantity taken that is induced by a given per­
centage change in price, all else held constant. 

T he lower the elasticity of demand, the g reater the 1110-
nopoly power in most instances. Thus, a situation where 
consumer buy ing habits a re little affected by changes 
in price 1rnuld iudicate high potential monopoly power. 
ln contrast, if a cent or two ri se in th e price of milk causes 
droves of consun1 ers to tu rn to drinking fruit j uice, the 
111onopoly po\\·er of the local dairy would be relatively weak. 

Oligopoly 

An oligopolisti c market li es bet"·een tJ1e extremes of 
pure co111pctition and 1nonopoly and typica lly i111·oh·cs a 
iew large sellers o( an iden tical product. Each sell er sup­
pli es enough o[ the total market output to influence 111 a rket 
price by adjusting his outpu t. Accordingly, an oligopoli st 
may ant icipate reactions by ri vals as to price and output 
policies. Thus, there may be a recogniti on of interdepend­
ence by oli gopoli sti c firms operat ing in the same ma rket. 

Price and output levels under oligopoly may fluctua te 
over a broad range and a re generally less dete rminate 
than fo r pure competition or pure monopoly. Collusion 
( either express or tacit) may occu r, with the result that 
the coll ecti ve action resembles that of a monopoli st . On 
the other hand, a stalemate may result, with each firm 
adhering to past policies in fea r of tri ggering reactions 
by rivals that might come with change. In some instance , 
open pri ce warfare or ri valry is a possible outcome of 
oli gopoly structure. 

The precise economic res ult from ol igopoly appears 
to depend upon many fac tors : The number of firms and 
their geographic pos ition ; th e nature of the product in 
te rms of supply, demand and perishablity: and the extent 
to which it is (eared th at higher prices and reduced out­
put will attract new entrants all affect the ultimate price 
and output pattern. Also, th e knowledge levels of rival s' 
activiti es, personalities of the decision makers and legal 
inhibitions to cooperati on or collusion impinge upon th e 
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end result. Some instability in prices, outputs and ma rket 
structure can be expected in an oli gopoli sti c market frame­
work. 

Monopolistic Competition 

Although simila r in some respects to oli gopoly, monop­
oli sti c competition in volves sell ers of di ffe rentiated rather 
than identi cal products. T he market may be character­
ized by a fe w sellers, or it may have many sell ers of prod­
ucts of differing real qualities or which th e buyer thinks 
differ in real qualiti es . 

Product differentia tion may be ex pla ined in pa rt by 
adverti sing, brand 11 ,u11 es, trademark, pa tents or custom. 
E ach sell er has a degree of monopoly power with respect 
to hi s product ; however, th e presence of relatively close 
substitutes deni es the monopoli stic competitor the power 
of a pure monopoli st. 

Cartel Arrangements 

Even though an individual fi rm may be operating in 
pure or near pure competiti on and be unable to affect price 
levels by va rying its output, if all firms in the industry 
or the market were to collude in makin g pri ce an d pro­
duction policy, the firms acting in concert could exert 
monopoly power. This is th e basic idea of a cartel. United 
States policy has long been to prohibit most types of car­
tels under th e antitrust laws. 

Unless entry by new firm s is effectively blocked, cartel 
arrangements often di sintegrate because of erosion of the 
monopoly advantage clue to the increas ing market pos ition 
of newcomers or payments to induce newcomers to pa rti­
cipate in the ca rtel. The most effecti ve ca rtels a re those 
protected by legal or governmental sanction with entry 
blocked on th e basis of patents or li censes. 

RELATIONSHIP OF MARKET STRUCTURE 
TO CONDUCT AND PERFORMANCE 

Classical economic theo ry extol s th e ,·irtues of pure 
competition. In theo ry, pure competiti on is cons istent ,,·ith 
most public policy objectives, at least in the short run . 
H owever, pure competiti on has been a ra rity in th e 20th 
century. Economies of la rge-scale production and distri ­
bution in many industri es enable costs per unit of output 
to decline as plant size increases over a substantial range. 
In those instances, pure competiti on could, perhaps, be 
atta ined, but at a price of higher product costs. Moreover, 
it is often a rgued that additional incentives a re provided 
fo r research and development in firm s that a re less than 
purely competiti ve. Ivionopoly promi ses to protect ga ins 
from technological innovation and new ventures necessa ry 
to encourage expensive 01- high-ri sk de velopment acti vi­
ti es. Therefore, a range of competitiveness may ex ist be­
tween poli cy goals of economic effi ciency and widely di s­
persed economic power on the one h,u,d a nd the goals 
of minimum cost production and economic progress and 
technological innovation on the other. 

With neither pure competition nor monopol y prov iding 
suitabl e standards fo r evaluating actual conduct and per­
fo rmance by firms, attenti on has been directed to con­
diti ons of '•effectiv e" or ·\,·o rkable" competiti on. 

The problem i essenti all y one of defining an acceptable 
character of competition as a process in terms of market 
structure such that it can normally be expected to presage 
the kind of performance and conduct considered accept­
able in li ght of relevant poli cy objecti ves. " vV01·kable" 
competition may be cons idered as ··atta inable" competi-
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tion producing sociall y desirable results. 
Structure of markets and industri es i in itself relati vely 

unimportant. However, parti cul a r structural pattern s may 
be productive of pred ictable conduct and perfo rmance in 
the future. A nd co1;duct and perfo rmance are important 
economic va ri ables. 

[deall y, a n unbroken chain could be fo rged from market 
structu re to conduct and perfo rmance, with present and 
futur e per fo rmance ded ucible from observati ons of present 
ma rket st ructure and with precise alterati ons in perfo rm­
ance predi ctable from spec ified changes in structure. It 
is genera lly conceded that perfec t competition provides 
a one-to-one correspondence of structure and perfo rmance. 
But in markets havi ng a mi x ture of competition and mo­
nopoly, market per formance and conduct cannot be pre­
di cted fro m structu re with such certainty. 

Some authorities stress structural conditi ons in attaining 
a sta te of workable conipetition, with attenti on focused 
on eliminating barri ers to entry, making product and mar­
ket info rm ati on equ all y available to all , encouraging stand­
ardization of products so consumers will not be hes itant 
to substi tute, and insuring that buyers and sellers in each 
market are suff iciently numerous and limited in size so 
that alterna te sources of supply and ma rket outlets are 
available. 

A second school of thought begins by speci fy ing stand­
a rds of desirable perfo rmance and then characterizing as 
workabl y competiti ve whatever market structures and 
trade practices a re likely to prod uce that performa nce 
level. Ad herents to thi s school commonly assert that firm s 
are perfo rming adequately if th ey use resources econom­
ically, opera te at minimum size consistent with th e lowest 
unit cost , pass on cost reducti ons to consumers, and con­
tinually innovate with respect to new techniques and pro­
cesses. Cr itics of th is latter school argue that fi rms might 
lack adequate incenti ves to behave in the desired manner : 
th erefo re, thi s scheme places too much reliance on the 
good intentions of f irms and the fea r of antitrust laws, 
and would requ ire intensive adm in ist ra ti,·e observation 
of actual performance. 

LEGAL MEASURES AFFECTING LEVELS 
OF CONDUCT AND PERFORMANCE 

T he law may be considered as a malleable frame work, 
within which economic and social act ivity is ..:a rri ed on, 
ever chang ing in an a ttempt to mirror with greater fi ­
delity th e dictates of avowed public policy but with suf­
ficient ri g idity to impa rt certainty, uniformity and tabi l­
ity to public and private acti vity. Both federal and tate 
laws impinge upon conduct and perfo rmance by firms. 

Law and economics approach the regul ation of firms 
with a different language and diffe rent definitions for 
the same terms. In technical economic usage, "competition" 
means 'ina bility of a market pa rti cipant to influence price. 
The term may a lso be used, as it is conventionall y in law, 
to connote market r ivalry. 

ln econom ics, ··monopoly" is defi ned as power over 
suppl y o f commodit ies in a ma rket within the range of 
substitutabili ty and is considered beyond economic re­
cle111ption except by th ose who posi t a competitive re­
lati onship between progressiveness and pure competiti on. 
Under the law, the mere existence of monopoly, without 
more, is no offen~e. F irms acq uiri ng- monopolv power 
solely by competiti ve merit or because of monopcly po,,·er 
being "thrust upon" the fi n,1 may not be in violation 
of the antitrust laws. 



State Laws 
A ll states have laws regulating trade and many have 

antitrust laws as such, comparable to if not parallel with 
the federal system of antitrust laws. However, with a 
few notable exceptions, states have generall y not been 
active in antitrust enfor..:ement. In fact, many state laws 
have a direct or indirect effect of stiflino- competition 
restraining trade or promoting monopol y-like practices. ' 

Fo r example, several sta tes S,lnction verti cal price-fixing 
practices or resale pri ce maintenance. More than half 
of the states by statute restri ct sales of specific products 
"'below cost" or prohibit "loss leaders." Many jurisdicti ons 
impose barriers to entry for o..:cupations by requir ino­
li censes or permits as a conditi on precedent to entry. "' 

'vV1th parall el systems of antitrust laws, state and federal 
rul es occasionally come in confl ict. In that event, state 
law must generall y g ive way. However, federal juris­
diction is limited by the concept of ··regulation of inter­
state commerce." J uclicial interpretation of federal statutes 
has g radually enla rged the concept until , as colorfully 
expressed by the U. S. Supreme Court, •• if it is interstate 
commerce that feels the pinch, it does not matter how 
local the operation which appl ies the squeeze." Yet a 
substantial amount of activity does not affect interstate 
~o'.nmerce and, th erefore, is subj ect to state regulat ion if 
1t 1s regulated at all. 

Federal Statutes 
Three statutes, and thei 1· interpretative cases, largely 

compn se the federal antitrust law. 
The Sherman Act, known as the ' 'cha rter of economic 

freedom," was enacted by th e Cong ress in 1890. Section 
1. of ~he act condemns in broad terms eve ry contract, com­
b111a~1011 or conspiracy in res train t of trade or commerce. 
Section 2 . out_laws monopolization, attempts to monopoli ze 
and eomb111at10ns or conspiracies to monopoli ze any pa rt 
of trade or commerce. 

T he U . S. Supreme Court, in interpreti ng the pro­
vis ions of the Sherman Act, early a rti cul ated a '· rule of 
reason" for determining legality of conduct and bus iness 
arrangements under the act. T hi s rul e emphas izes the 
direct or indirect effects of given conduct upon inte1·sta te 
or foreign commerce, ..:onsiclerecl in light of th e standard 
of reasonableness applied at common law. The rule of 
reason therefore affords flexibility in deciding anti trust 
cases and defers the difficult problems to the courts fo r 
a case-by-case interpretation. However, the courts have 
identified various offenses where the rul e of reason is 
not appli cable. In those cases, the practices cannot, in th e 
eyes of the court, be justified under any circumstance. 
Commonly referred to as per se offenses, th ey include 
a_greements to fix pri..:es, agreements to control produc­
ti on, group boycotts, market decisions and tying contracts. 

The Clayton Act of 1914 supplements the Sherman Act 
with comparatively more specific provisions relating to 
certa in types of activities. T he most frequently used sec­
tions of the Clayton Act deal with price discriminati on 
( exp~nded by the Robinson-Patm,111 Act of 1936), ac­
qu1s1 t1on of ..:ontrol of competing corpo rations or mergers 
(amended in 1950 to enl a rge scope of prov isions) and 
exem pti ons from the antitrust laws. 

The Federal T rade Commission Act, also enacted in 
1914, establi shed the Federal Tracie Commi ssion and out­
lined its authority as an enforcement and quasi -judi cial 
agency. The act, as amended, contains a subs tan ti ve pro-

v1s1011 that "unfair methods of competition m commerce 
and unfair or deceptive acts or practices in commerce are 
hereby declared illegal." 

• 
Exemptions from Federal Antitrust Law 

For various poli cy reasons, a substantial amount of 
economic activity is exempt from ant itrust enforcement. 

Organi zed labor, whose activities would otherwise be 
in viola tion of antitrust law, is largely exempt by vi rtue 
of the Clayton Act and the No rr is-La Guardia Act of 
1932. Section 6 of the CLayton Act provides that ··the 
labor of a human being is not a commodity or a rticle of 
commerce." However, th e cour ts have denied the exemp­
tion in several instances, including those where union 
activities were part of a concer t with employers to ac­
compli sh objecti ves outlawed by th e Sherman Act, where 
no labor dispute was involved in the union's adivities, 
an.cl where the uni on ag reed with one set of employers 
to impose a specific wage scale on other bargaining units 
to drive weaker em ployers out of business. Cr itics of the 
exempti on fo r organi zed la bor have urged that union power 
be limited by making the Sherman Act appli cable to labor 
unions or limiting the size of coll ective bargaining units 
and making collusion among them unl awful. 

Certain types of agri cultural organi zati ons have had 
a limited exemption from antitrust coverage since 1914. 

Section 6 of the Clayton Act provides that ··nothing ... 
in the antitrust laws shall . . . forbid the existence or 
operati on of . . . agri cultural or horticultural organi zations, 
instituted for . .. mutual help, and not hav ing capital 
stock o r concluded for profit . . . nor shall organi zations 
or the members thereof, be held or constra ined to be il­
legal combinati ons or conspiracies in restrai nt of trade 
under the antitrust laws." 

The Capper-Volstead Act of 1922 expanded the Clayton 
Act exemption to organizations hav ing capital atock, and 
to include among exempt pract ices the ·'coll ecti ve pro­
ce,sing .. . handling, and marketing of thei r products." 
H owever, th e Capper-Vobtead Act imposes upon the 
Secreta1·y of A6ri culture the duty of in sti tuting pro..:eecl­
ings against an agricultural organization if the Secretary 
·'shall have reason to beli eve that any such association 
monopoli zes or restra ins t1·acle in interstate or foreign 
commerce to such an extent that the price of any agri­
cultu ral product is unduly enhanced by reason thereof." 
The agricultural exemption has been further limited by 
judicial act ion. Activities of agricultura l organ izati ons 
with "other persons" a re not beyond the pale of antitrust 
law. Moreover, "'predatory practices" by agri..:ultural or­
ga ni zat ions seeking to monopoli ze are fo rbidden. In a 
recent U. S. Supreme Court case, the court held that the 
anti-merger prov ision of the Clayton Act was applicable to 
agr icultural cooperatives. Agricultural organizat ions can­
not use their pos ition to foreclose competit ion, dest roy 
competitors or gain a competiti ve advan tage. 

In the area of profess ional sports, baseball has long 
enjoyed an inummity from anti t rust laws by deci s ion of 
th e U. S. Supreme Court. However, th e court bas been 
un willing to extend similar immuni ty to other fo rms of 
enterta inment, includin g· professional foo tball. 

Insurance companies, to the extent regul ated by state 
law, are not subjed to fede ral antitrust laws. And export 
associations en tered into for the sole purpose of engaging 
in export trade a re exempt as well. 
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Specific Parameters of the Legal Framework -
Three Illustrations 

Since federa l antitrust law is highly ref ined and mod­
erately complex, we will not make a detailed analysis of 
all relevant aspects of the complete regulatory system. 
The a reas of merger, resale price maintenance and dis­
criminati on in distribution a re selected fo r fu rther illustra­
ti on of the na ture and characteri stics of federal antitrust 
law. 

Mergers. Mergers have 1·eached an all-time high in the 
1960's. Neither the 1950 amendment (Celler-Kefauver Act ) 
to the Clayton Act anti-merger provision nor stepped-up 
enfo rcement acti vities appear to have stemmed the tide. 

Section 7 of the Clayton Act, as the primary anti-merger 
statute, presently applies to all types of mergers and ac­
quisitions which have the specified effects of substanti ally 
lessenin g competition or tending to create a monopoly. 

Greatest scrut iny is genera lly given to hori zontal merg­
ers clue to the supposedly adverse effect on competition 
in virtua lly all cases. H orizontal mergers in volve the ac­
qui sition of the stock or assets of a fi rm producing an 
identical product or close substitute and sell ing it in the 
same market. 

Vertical mergers, those concerned with the acquisition 
of the stock or assets of a firm that buys the product sold 
by the acquirer or sell s a product bought by the acquirer, 
usually receive slightly less attention by antitrust enforce­
ment agencies. However, a number of vertical mergers 
have been challenged successfu lly in the courts. 

.Mero-ers that a re neither vert ical nor hor izontal a re 
classifi~d as conglomerate in nature. T hese range from the 
pure conglomerate in which there . is no discernible ~co­
no111ic relationship between the busmesses of th e acq uired 
and acquiring firms, through a variety of " mix~d con­
g-Jomera tes" in volv ing ,·arious elements . of vertical . or 
hori zontal merger other th an the stra1ghtl orwa rd verti cal 
or horizontal types. A lthoug-h conglomerate n1crgers a rc 
least likely to encounter oppos ition by ai1titrust agencies, 
recent obj ecti ons to s0111 e co11glomeratc 111crge rs ha ve been 
upheld by th e courts. . . . 

A lthough the ant itrust hws ha rdly relied enthusias tic 
suppor t of mergers, it has not b:.en suggested that 111erg­
ers be banneLl outright. Secti on / of th e Clayton Act, . as 
amended is directed onl y at mergers with respect to wlu ch 
th ere w~ukl be a reasonable probability of anti competi tive 
effects. \ ,Vhi le Congress obviously intended to limit merg­
ers signi f icantly, it also wished to leave s_ome room. fo r 
those promi sing beneficent effects and posmg no serious 
threat to competition. 

Mergers may prove to be economically beneficial in 
some instances. The burden may be eased fo r individuals 
and firms des iring to liquidate their holdings for perso1:1al 
reasons. Economic welfare is generally served by mam­
taining a market fo r capital assets. Moreover, merger may 
enable fi n 11s to take advantage of economics of scale, to 
stabili ze prof its and to reduce the r isks and consequences 
of business fa ilure and bankruptcy. 

In other instances, mergers may be detr imental to eco­
nomi c growth and development and inimical to other 
poli cy obj ecti ves. Horizontal mergers allegedly have con­
tributed heavi ly to th e growth of monopoly and oligopoly. 
T hrough vertica l merger, firms may extend their ma rket 
power from one level to another and impair competition 
by foreclos ing substantial markets to competi tors or pro-
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spective new entrants. T here is less agreement among 
economists as to the probable effects of conglomerate 
mergers. 

According to otle economist, "the exact mechanics by 
which the total power possessed by the fi rm gets large1· 
than the sum of the parts ( in individual markets) esca pes 
me, and I am not sure that there a re any companies that 
meet the specifica tions of the conglomerate fi rm." 

I t is a rguable, however, th at a fi rm possessing sub­
stantial market power in some markets may use such con­
glomera te-deri ved power as leverage to enter or expand 
in others. F urthermore, conglomerate f irms may have 
an advantage in reciprocal trading-a conglomerate firm 
may have as suppliers or potential suppliers fi rms which 
a re also potential customers of products produced by an­
other division of the conglomerate fi rm. In those cases, 
firms dealing with the conglomerate firm as both buyer 
and seller may be induced to enter t ransactions that other­
wise might be economically less advantageous than deal­
ing with other fi rms. 

R esale price maintenance. The practice whereby sup­
pliers of goods specify the prices to be cha rged on resale 
and take action to insure compliance with price lists has 
come to be known as resale price ma intenance. The prac­
tice has also been referred to euphemistically as "fair 
t rading." Resale price maintenance, which is a form of 
vertical price fix ing, diffe rs from typical collusive price 
fi xing ag reements in that resale price maintenance normal­
ly applies only to branded goods and competi tion may 
exist between different brands although price competition 
is eliminated between sellers of tl1 e same brand. 

A rguments made on behalf of resale price maintenance 
st ress th e in jurious effects likely to be suffered by manu­
facturers i f their branded products are used as ··toss lead­
ers'' or a re otherwise sold a t cut-rate prices . .'\!so, it is 
"Ollletimes a rgued that demand fo r goods may fluctu ate 
widely ( to the supposed detr iment of the supplie r ) if 
pri ce is permitted lo vary. Some suppli ers cite bette r cus­
tu 11 1er ser vice as a 11 adrnntage of resale pr ice maintenance 
if dealers are assured of a reasonable and stable ma rg in 
o f profit. Proponents of resale pr ice mai ntenance ha1·e 
a lso a rgued that small bus inessmen may be protected and 
kept in business if a rate o f profit above that expected 
without resale price ma intenance were to prevail. 

A rguments against resale price ma intenance emphasize 
tha t it is in restraint of t rade and hence illegal. T he U . S. 
Supreme Cour t ag reed as early as 1911. Later cases held 
that price setting through genuine agency relationships 
was pen n issible. Moreover, it was held that a firm has 
the ri ght to choose its own customers and to withhold 
its goods from tl1ose who wi ll not sell at the suggested 
prices. The Supreme Court indicated that a fi rm might 
not use coercive means to bring noncooperat ing customers 
into line, however. 

Beginning in the early 1930's, a nu mber of states en­
acted resale price maintenance laws. 

T he Illinois law was upheld by th e U . S. Supreme Court 
in 1936 on the argument tha t the primary aim of the statute 
was to protect the good will of th e manufacturer. But 
that decision did not protect the p1·i ce fix ing practi ces 
sanctioned by state law if in terstate commerce was in­
volved · fede ral antitrust law 1vas viola ted in tha t event . 

In 1'937, the Miller-T ydings Act was enacted hy Con­
g ress to provide federal protection to state resale pr!ce 
maintenance statutes where intersta te commerce was m-



volved . After the U. S. Supreme Court held that the 
Miller-Tydings A.ct was not enforceable aga inst non­
signers of price agreements, the kGuire Act of 1952 
was passed to ex tend the i\Iiller-Tydings Act to nonsigners. 

A lthough onl y seven sta tes have no type of resa le price 
maintenance statute, such laws in 24 states have been held 
unconstitutional in whole or in pa rt. In 196 1, th e Iowa 
tatute was held to in volve an unconstitutional delegation 

of power in letting a manufacturer regul ate the sales policy 
of a reta iler not a party to any contract or agreement 
with the manufacturer. 

Discri111 i11ation in distribution. In the early years of the 
Clayton Act, em phasis on combatting price di scr imination 
had been placed on di sc rimination which was destructive 
of competition among sell ers. \ Vith the emergence of con­
centrated economic power in the fo rm of chain , tores and 
la rge mail-order f irms in the 1920's, the focus shifted to 
discrim ination among buyers. Thi led to strengthening 
of the di sc riminat ion provisions by th e Robinson-Patman 
Act of 1936. 

Section 2 of the Robinson-Patman Act is of substantive 
interest. Secti on 2(a) makes it unlawful fo r any person 
engaged in c:ommerce to di scriminate in price between 
different purchasers of goods of like g rade and quality 
where any purchase is in commerce if the necessary anti­
competitive effect is shown. The Robinson-Patman Act 
is violated if the effect of the discrimination may be sub­
stantially to lessen competition or tend to create a mo­
nopoly in any line of commerce, or to injure, destroy or 
prevent compet ition with any person who either grants 
or knowingly receives the benefit of such di scrimination . 

However, several defenses a1·e available for section 
2(a) violations. Allowances may be made for differen.:es 
in cost of manufacture, sale, or delivery resulting from 
quantity sales or deliveries. Moreover, price changes may 
be made fo r imminent deterioration of goods, di stress 
sales under court process and going-out-of-business sales. 
And a sell er can in good faith meet but not bea t the pri ce 
of a competi tor. 

Section 2(c) o f th e Act makes it unlawful to give or 
1·eceive any commission, broker.age o r other com pensation 
or di scount, except for servi ces rendered in connedion 
with the sale or .,purchase. J n effect, th e provision pro­
hibits the payment of brokerage in any gu ise by one party 
to th e othe1·, or the other 's agent, at the same time ex­
pres ly recogni zing the ri ght of either party to pay his 
own agent for sen ·ices rendered in connection with the 
transaction. 

Sections 2 (cl) and 2 ( e) provide that any services fur­
ni shed by the buyer and paid fo r by the seller or fur­
nished by the sell er to the buyer must be avai lable on 
proportionally eq ual terms to all other customers competin g 
in th e d istribution of such products or commodities. 

T hese servi ces mi g-ht include ( I ) radio or tel evision 
adverti sing, window and .:ounter di spl ays or other pro­
motional service rendered by each buyer up to a uniform 
maximum percentage of hi s doll ar volume, (2) g ranting 
each buyer a set dollar allowance per unit of mercha ndi se 
bought on condition that he perform a specified minimum 
quantity of promotional ser vices, or ( 3) furni shing direct 
promotional ser vices to the buyer worth a uni form per­
centage of each buyer·s volume. To insure appropriate 
benefits to all qualified customers, the sell er is expected 
to offe r bona fide alternati ves enabling all hnyers tn par­
ti cipa te in promotional programs in some form. 

CONCLUSION 
The regulatory and antitrust scheme of the United States 

is workable, thongh admittedl y complex. It is one of the 
more elaborate frameworks for regulating private eco­
nomic adivity in th e free world . 

P erhaps one of the most essenti al qualities of antitru t 
law is that it remain flex ible and amenable to change as 
public policy changes or as knowledge is generated rele­
vant to the regulatory process. For thi s reason, antitrust 
law deserves continued reappraisal by all th ose interested 
in the structure, conduct and performance of firm s in th e 
business community. 
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