
the Council as such does not have any administrative powers or responsi-
bilities. It is purely a consultative and advisory agency. Besides its 
duty to— 
assist and advise the President in the preparation of the Economic Report-— 

it is to— 
analyze and interpret * * * developments and trends * * * appraise 
the various programs and activities of the Federal Government in the light of the 
policy— 
of promoting maximum employment, production, and purchasing 
power, and make interim and supplementary studies either on its own 
initiative or at the request of the President. Thus it is designed to serve 
as a continuous agency of counsel to the President on the professional 
plane in regard to administrative decisions as well as his approval—or 
even veto—of legislative proposals. 

The Council of Economic Advisers does not reallocate basic public 
responsibilities; it merely puts improved professional techniques and 
resources at the disposition of those who make national policy. Since 
the President must formulate his policies and shape his program within 
his own evaluation of the most varied and comprehensive political and 
social, as well as economic influences and considerations, it is not to be 
expected that his Report to Congress will merely reflect the conclusions 
and recommendations of his Economic Council. He will simply use as 
he deems wise such economic analyses, appraisals, conclusions, and 
recommendations as they prepare for him. What is said here is 
intended—as subsequent annual reports and perhaps interim reports 
will be—to serve as a general explanation of the purposes of the act and 
the nature of the Council's work. It sketches also the general setting 
of economic philosophy and policy-determining considerations within 
which our specific conclusions and particular recommendations to the 
President are developed. 

II. The Economic Philosophy of 
Sustained Employment 

IN examining the Employment Act of 1946 from the standpoint of 
political science, we have of necessity given some intimation of the 
economic philosophy with reference to national employment and 

production which it embodies. Quite naturally, this theory or approach 
to the problem of the Nation's business and how it may be made most 
healthy and vigorous is not set forth formally or in detail in the act. It 
may, however, quite readily ba inferred, in part from provisions which 
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were explicitly rejected by Congress during the drafting of the law and 
in part from the character of the provisions that were included. 

Nowhere in the Employment Act can one find the expression "business 
cycle" or even such familiar and harmless single words as "prosperity" 
and "depression." And yet, no sooner had the Council been set up than 
the Man-on-the-Street began referring to us as having been assigned the 
task of "taming the business cycle" and the Inquiring Reporter pressed 
us for an opinion on the prospect for a postwar "boom and bust." This is 
only natural. For if, through constructive economic policies, the Nation 
were enabled to come closer to the attainment of "maximum employ-
ment, production, and purchasing power," business depressions would, 
to that extent, have been filled up and the turns of the cycle would have 
lost their former power to work hardship on the people. The passing 
of the Employment Act by Congress would have been no more than a 
senseless gesture if it did not express a considered belief that, by mobi-
lizing our capacity of economic reasoning and the brains and experience 
of business management, labor leaders, and others, we could moderate 
in the future the devastating periods of business depression. 

The three appointees who make up the initial membership of the 
Council, though no one of them had so much as met either of the others 
at the time of his selection, have found themselves in a gratifying state 
of like-mindedness on this matter. All of us believe wholeheartedly in 
the basic purposes of the act. We believe its broad enabling powers 
provide a device through which practical action can be suited to the 
demands of changing circumstances. In our judgment, too, there has 
come to be a broader understanding of the basic relationships among 
production, purchasing power, and employment, and an actionable 
degree of willingness to meet the requirements of better sustained general 
prosperity in the future. 

All that this claims is that the American people really are smart 
enough to organize themselves in groups of sufficient size for high effi-
ciency and yet keep the necessary flexibility of action under free 
enterprise and democratic government. But if such efforts are to be 
practically successful, they must be based on or guided by sound under-
standing of what really happens when our economic arrangements get 
so tangled up that production is held up, forced unemployment appears, 
and purchasing power ebbs away from the market. Businessmen, 
union officials, and organized farmers as well as economists have given 
an increasing amount of attention during the past generation to the ups 
and downs of business activity, employment, and market demand. 
Three major steps mark the progress of this thinking. By reviewing 
them briefly we can see the significance of the action taken by Congress 
in the Employment Act of 1946. 
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THE SPARTAN DOCTRINE OF LAISSEZ FAIRE 

Early thinking about the general upswings and downswings of busi-
ness were of a highly individualistic and essentially fatalistic character. 
Those who follow this line of thought—and some still do—accept 
the cycle as a result produced by causes deeply rooted in physical 
nature or in fundamental human behavior and following an intricate 
pattern of short-, medium-, and long-time swings. They do not claim 
that this pattern is precise as to timing or invariable as to magnitude, 
like the movement of the stars. But they do think in terms of essentially 
mechanical relationships rather than human institutions that can be 
modified by intelligent action in a republic, and human behavior that 
can be changed by wise leadership. 

Now if the businessman becomes convinced that cyclical swings will 
inevitably recur in response to sunspots, weather cycles, or some deep 
alternating pulls or tides of human behavior, what is the practical con-
sequence? His prime concern becomes that of perfecting a technique 
for discovering what this extraneous pattern is and of measuring his 
position and that of business in general with reference to the progress 
of prosperity or depression. Insofar as he admits the likelihood of some 
variation in the pattern, he becomes concerned in identifying signs of 
its probable timing and magnitude. His major objective of business 
management centers on trying to outguess the course of the business 
cycle. 

Whatever the mixture of trained measurement, experienced interpre-
tation or evaluation, and sheer hunch, the practical outcome of this 
approach to the problem of economic fluctuations is, in the main, that of 
conformity or indeed exaggeration, not one of corrective action. If a 
majority of businessmen become convinced that a business recession "is 
due" in a specified quarter of the following year, ordinary prudence 
dictates that they shall put their business house in order for the impending 
storm. They will curtail their commitments and revise their operating 
plans in general accord with the prediction of time and severity of the 
depression in which they have placed their faith. If the various pre-
dicted and those who look to them for guidance, progressively comparing 
notes, come to substantial agreement in picking the third quarter as the 
time, 20 percent the magnitude, and 1 year the probable duration of the 
decline, and if the majority of businessmen accept this counsel as their 
guide to action, it can be expected that they will make about the appro-
priate curtailment in operations and will emerge from the storm cellar 
at about the appropriate moment so that the prediction will in fact prove 
true. It will, indeed, become the engine of its own verification. The 
journey into the area of restricted production, unemployment, and low 
purchasing power will have been completed according to schedule or 
even accelerated. The question, however, might be asked: "Was this 
trip necessary?" 
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Possible ill effects from stanch reliance on cycle theory and predictive 
techniques may be no less on the up side. If the business community 
in general becomes imbued with the idea that the economy as a whole 
is in a pronounced prosperity phase and that the upswing of this cycle 
is due to continue for three or five, or whatever number of years, they 
are likely to make plans of expansion without due care as to the par-
ticular factors of demand and available capacity in their own industry 
or their own locality. They are likely to follow looser practices as to 
management and cost control or be less cautious as to inventory accumu-
lation and credit commitments than they would be if looking at each 
situation strictly on its own merits and in the long-time perspective. 

This extreme type of business-cycle theory does not conceive the role 
of the business organizer and administrator as in any way different from 
that of the squirrel storing up nuts for the winter. It does not ask 
whether this individual protective action may, unlike an animal's instinc-
tive conformity to the fixed cycle of the seasons, become itself a con-
tributory cause of the drying up of business. These narrow-visioned 
individuals do not consider what happens to the whole economic sys-
tem when those who are less strongly entrenched to withstand a period 
of lean production (or less well equipped with advisers to foretell its 
coming and plan protective measures) are allowed to go to the wall. 
The real 100-percenters of this school of thought carry their fatalism 
one step further. They believe that depression is a wholesome purgative 
for business, eliminating those who are too weak or too short-sighted 
to be entitled to survive. Like the ancient Spartans, they believe in 
exposing the young and weak, no less than the strong, to the full force 
of nature, trusting that the strong will survive and only the weak will 
perish. They forget or deny that in a depression the strong and efficient 
also suffer. This type of economic behavior is complacently referred to 
as "riding the business cycle." Those who practice the art believe 
that they can— 
find as many advantages in depressions as in booms. * * * Smart folks take 
advantage of the boom and are then ready for depression-time bargains. * * * 
It is to be hoped that depressions are never abolished, for they have many desirable 
features. 

In our modern economy, however, little recessions often develop 
into big depressions, once a setback causes contraction of purchasing 
power and markets. Efficient as well as inefficient businesses incur losses. 
Efficient workers as well as inefficient workers become unemployed, 
and the Nation as a whole suffers. Besides the human misery and the 
waste of productive resources implied, we wonder how often our social 
fabric can stand "cures" of the type prescribed by the Spartan school 
of thought. 

Changing our figure of speech, the business cycle is often likened to 
swings of a pendulum. It is said that, when it has gone to one side or 
the other of the equilibrium point a certain distance determined by 
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mechanical laws* natural forces will check its deviation and turn it back. 
This may be measurably true as to the excesses of price inflation or 
deflation. A midpoint of stable values may be the object and the basis 
of a natural control process. But as to production and employment, 
such is definitely not the case. The greatest amount of employment 
attained at the peak of the boom (except the most extreme war boom) 
is quite within the desires of the workers to apply their energies toward 
the satisfaction of their wants. All the idleness and underconsumption 
which develops as business moves toward the midpoint and on to the 
bottom of the depression is net loss, not a true corrective movement. 

So, too, the volume of production at the top does not represent excess, 
with the midpoint as the goal of our "stabilization" devices. It is prices 
and property values and credit extensions that are excessive and unstable 
at the top of the swing and that are artificially shrunken and carrying 
the potential of a rise when the bottom has been reached. We do not 
in a boom have an excessive physical volume of production or excess of 
employment (even though there may be a faulty distribution of it) that 
needs to be corrected by idleness and a reduction in total production— 
with resultant want. The greatest danger of recent years has been 
that our economic institutions and our business practices would bring 
us to a more or less permanent equilibrium at a low or "stagnation" 
level. The Employment Act of 1946 reflects truly the proper goal of 
business stabilization in setting maximum production, maximum em-
ployment, and maximum purchasing power or scale of living as the kind 
of stability to which we are to apply our "plans, functions, and resources." 

T H E ROMAN DOCTRINE OF AN EXTERNAL REMEDY 

Unlike those whose belief in the external character of the cycle causes 
them to conclude that nothing can be done about it but to adapt one's 
business operations or exploit it for individual profit, a second group 
would master the cycle by a remedy equally external to the processes of 
private business—the power of government to spend and create a pur-
chasing medium. There has arisen in recent years a widespread belief 
that, whatever the "cyclical" forces beating upon business in general 
or whatever adaptations to such forces may be spontaneously made 
by the dictates of private managerial understanding or prudence, the 
economy as a whole may be kept on a reasonably even keel merely 
through the intervention of central government in the monetary and 
fiscal area. 

According to this philosophy of external remedy, the essential phe-
nomenon of a business depression is a too restricted volume of purchasing 
power being turned into the system, and this particularly in the form of 
capital expenditures. The obvious remedy, therefore, is for central 
government to measure the amount of this aggregate deficiency and 
restore the Nation's business to a satisfactory state of activity by injecting 
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an appropriate amount of the purchasing medium. There is a certain 
undeniable cause-and-result logic in the prescription of government 
spending limited to specific support or "pilot" purposes, just as there is a 
measure of validity also in the doctrine of individual adaptation to cycle 
forces. But there are also rather obvious shortcomings and indeed 
dangers in the extreme proposals of this as a "cure-all" remedy. 

In contrast to the Spartan business theory and practice that carried a 
cult of individual self-reliance to the point of brutality and needless waste, 
we believe it is not fanciful to liken this doctrine of an over-all offset to 
managerial maladjustment to the Roman system that swung to an 
extreme opposite to that of Sparta. Roman citizens were—for a time— 
relieved of the compulsion of relying on their own efforts to keep their 
economy as a desirable level. "Bread and circuses" were provided for all 
through the power of the state. Similarly, this theory relieves businessmen 
of the necessity of themselves making the business adjustments by which 
they would keep the system going at a satisfactory level. As we found 
in the Spartan school of thought, it is with the 100-percenters or per-
haps the 90-percenters that we disagree. Extremists of the Roman 
doctrine says that we need not worry about any maladjustments in our 
enterprise system. Monopolistic price policies may curtail markets and 
cause unemployment. Excessive wage demands may drive costs up and 
paralyze profits, investments, and employment. We do not need to 
worry because we can always create full employment by pumping 
enough purchasing power into the system. If there is too much demand 
for labor and materials—that is inflation—we turn the faucet off and 
cause a contraction. Thus by manipulation of Government expendi-
tures and taxation, continuing full employment is assured, and we do 
not need to worry about anything else in the economy. 

It would be very simple indeed if we could rely on fiscal policy as a 
panacea. Broadly speaking, the shortcoming of this single-track doc-
trine of fiscal policy is that it does not face the complexity of our economic 
system. It assumes that by pumping money up or down the Govern-
ment could control the Nation's economic life without regard to what 
employers and workers, farmers, and traders were doing in the countless 
specific price and wage and profit relationships that make up the body 
of their business life. 

If certain industries are suffering set-backs, or if economic develop-
ment in certain regions of the country is lagging, or if consumers are 
bidding up prices for scarce goods, a regulation of purchasing power in 
general by fiscal measures will not help. We cannot assume that defi-
ciency of demand in one particular area or of ofie particular character 
can be made up just by adding purchasing power in general, for instance, 
through tax relief. Nor can we assume that demand for houses or auto-
mobiles in excess of supply can be curtailed by an increase in general 
taxes. 

13 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

December 1946



Placing too sweeping reliance on the supposed importance and persist-
ence of certain general relationships between consumption, saving, and 
investment, this attack ignores both the difference in these relationships 
in different parts of the economy and their changes—as technological or 
institutional conditions change. Jobs and markets depend on very 
specific wage-price-cost relationships. If labor is pricing itself out of 
jobs or manufacturers and fanners are pricing themselves out of a market,, 
or capital is pricing itself out of investment, the basic remedy is the correc-
tion of these specific situations, not the injection of some aggregate pur-
chasing power in a dose measured in size to offset an estimated future 
total of unemployment. 

The causes of a fall in production and employment at any given time 
may be one of a numerous set or combination of conditions. For some 
of these the single remedy prescribed is not effective or not the best 
remedy. For example, a temporary decline in employment and pro-
duction may accompany a decline of inflated prices and reduction of 
excessive inventories, both of which are necessary to bring prices into 
a balance with purchasing power that will be sustained. Use of the 
"all-embracing" cure might bolster up prices for a time but retard the 
necessary readjustment. Why limit ourselves to a single remedy— 
and a crude remedy at that—when we can muster a set of remedies fitted 
to the whole range of particular situations? In placing sole reliance on 
action external to the markets and the bargaining tables where invest-
ment, output, prices, and wages are determined, this doctrine fails to 
marshal the abilities of individuals and leaders of groups in the world 
of affairs were many of the causes of depression originate, to aid in 
maintaining maximum employment, production, and purchasing power 
by wise and statesmanlike decisions in their conduct of affairs. Surely 
we are not such a soft people that we do not want to participate 
vigorously in such a vital matter as this. 

We of the Council of Economic Advisers do not believe that the facts 
of the situation or the requirements of the process are so simple. We 
believe that the internal relationships of business must be carefully 
adjusted by business participants themselves within an institutional 
atmosphere made favorable by government but also that government 
itself is now and must to a somewhat greater extent in future be an actual 
stimulative and guiding element in the economy. Its role is thus com-
plementary to that of private business. It should not, and need not, be 
either conflicting or confusing. We pass on, therefore, to state briefly 
the outlines of this complementary relationship between mutually 
interested partners in a total business relationship. 

AMERICAN DEMOCRACY'S DOCTRINE OF MUTUAL ADJUSTMENT 

Although American thought has largely been of the Spartan pattern 
of self-reliance, not without some of the brutally wasteful accompani-
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ments of laissez faire, and although the softer Roman philosophy of ex-
ternal salvation has been aggressively sponsored in recent years, we be-
lieve the great body of American thinking on economic matters runs 
toward a more balanced middle view. This view stresses the importance 
of having the specific wage-profit-investment-disbursement relationships 
soundly adjusted at the points where business is actually done, markets 
found, and jobs created. It recognizes, however, that not all economic 
functions are or ever have been performed entirely by private enterprise 
rather than as government agencies. It is essential, therefore, that those 
parts of the national business which we find it necessary or convenient to 
initiate through agencies that are organized as public enterprises shall 
be as soundly conceived, as flexibly modified in the light of changing 
conditions, and as efficiently operated as our knowledge of managerial 
principles and economic forces will permit. 

This broad concept of national economic life we find to be written 
securely into the Employment Act of 1946. The act states clearly at 
the very outset that the objectives of maximum employment, production, 
and purchasing power are to be pursued in ways "calculated to foster 
and promote free competitive enterprise and the general welfare." But, 
at the same time, there is a "continuing policy and responsibility of the 
Federal Government." This is not an intention to create jobs artificially 
or pad the Government pay roll, but "to create and maintain conditions 
under which there will be afforded useful employment opportunities, 
including self-employment for those able, willing, and seeking to work." 
It accepts the well-known fact that Americans by and large are a nation 
of businessmen, whether in overalls or white collars, alert to see and skill-
ful to develop opportunities for better income. It assumes also some-
thing that is not as yet proved as fully as we might wish. They still have 
to demonstrate that, in claiming for themselves the right to embrace these 
opportunities, they display an adequate understanding of fundamental 
economic forces and of how to work out such mutual wage, price, and 
profit relationships as will correlate an efficient system of production 
with a fluid and vigorous market. It is an integrated consideration of 
private and public functioning in the economic sphere that the act is 
designed to promote. 

To achieve such a system of broad-viewed organization of the Nation's 
business, with the maximum of individual freedom but the degree of 
self- and group-discipline necessary for high efficiency is the challenge 
of our democratic system. The war experience gave us a great lesson as 
to the productive power we develop when private enterprise is harnessed 
to a unified national effort. The Employment Act of 1946 enunciates 
sustained peacetime utilization of our productive resources as a no less 
important national purpose and proposes a concerted effort to develop 
an equally good coordination of effort among all agencies, without the 
legal controls which were both endurable and necessary in the face of 
our war danger. The Congress in this act did not either exclude 
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Government nor put exclusive reliance on this single means of attacking 
the problem of stabilizing the practically attainable maximum of pro-
duction or utilization of the Nation's resources. Far from shutting out 
other measures or means of approach, the act plainly invites the Council 
to pursue its studies and make its recommendations "with the assistance 
and cooperation of industry, agriculture, labor, and State and local 
governments" and to proceed "in a manner calculated to foster and 
promote free competitive enterprise and the general welfare." 

In moving toward this realistic, understanding, and efficient organiza-
tion of private and public business activity a few basic principles seem 
evident. For the actual operation of the major forms of business, we 
need the intimately informed and flexible decision making of private 
individuals in their business relations and of executives of business organ-
izations. But we must recognize also that the practically sound and 
individually efficient management of private farming, manufacturing, 
transportation, distribution, and banking in the practical situations in 
which the active managers must make their decisions will not, year in 
and year out, add up to a sustained and satisfactorily stabilized total 
utilization of the Nation's resources in producing the national well-being 
of which we are in fact capable. 

Hence experience and experimentation teach us that there is an impor-
tant area of Government action in stimulating, facilitating, and comple-
menting the enterprise of private business even if individually well man-
aged. This functional differentiation and cooperation between private 
enterprise and public enterprise is in our view something quite different 
from and much better suited to our situation and temperament than the 
nationalization of industries to which our English cousins have now 
resorted. Nor does it involve that regulation of actual business operation 
which would constitute bureaucratic "regimentation." 

We believe, therefore, that when the Congress instructed the Council 
of Economic Advisers to set up consultative relations "with such repre-
sentatives of industry, agriculture, labor, and consumers, State and local 
governments, and other groups as it deems advisable," this outlines one 
of the major features of our work and one of the most important ways 
in which we may prove of aid in creating and maintaining conditions of 
maximum employment and the high standards of living that go with it. 
By consulting with the most thoughtful and responsible leaders of these 
groups with reference to conditions which would promote the welfare 
of the country as a whole, we believe that our counsel and advice on the 
national economic program will reflect a realistic grasp of the needs and 
difficulties of the several factors in the total economic process. We trust 
also that in the course of these consultations we may reflect back to the 
leaders of these groups something of the demands that successful opera-
tion of a total system make upon each of its component parts. In 
particular, we trust that we may translate objectively to the representa-
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tives of the various business, labor, and agricultural groups the purposes 
and methodology of the Government programs so that, instead of blind 
opposition which might arise through misunderstanding, there may 
always be constructive criticism, which will lead to useful adaptation. 

As to the methods by which "competitive private enterprise55 in con-
sultation with the Federal Government through its Council of Economic 
Advisers and other agencies may systematically perfect a peacetime pro-
gram of "maximum production, employment, and purchasing power," 
only a few words can be said here. The process itself must stretch 
over the future years and draw upon the best thinking of many devoted 
citizens. It is clear, however, that in this day of large corporations, large 
labor unions, and comprehensive agricultural organizations, coopera-
tives, and trade associations, private business management cannot safely 
accept a cynical philosophy of "riding the cycle55 or of such isolationist 
company management and accounting as merely assumes that the strong 
shall be in a position to survive even the deepest depression. Their 
counsel and their pressure for legislation governing business forms and 
practices and also tax and fiscal measures must be geared to a broad and 
sincere endeavor to give all who are able, willing, and seeking to work 
an opportunity to add their effort to augment the Nation's total product 
and, in that proportion, raise their own purchasing power or scale of 
living. Only by attaining such general welfare can they in their several 
roles as capitalists, as laborers, as farmers, or as managers and technicians 
gain their own greatest profit and security. 

Besides promoting a more adequate use of our national resources by 
private enterprise, several methods of stabilizing the economy lie within 
the hands of the Government alone. It must review, as part of a total 
program, the legal aids and financial subsidies that it has always given 
to particular branches or phases of transportation, manufacture, trade, 
and finance, and, more recently, to agriculture and labor. It must 
gauge carefully the amount and character of public informational, regu-
latory, and service work the Government needs to perform as a means of 
preventing fraud, discrimination, or waste, and securing maximum 
advance in efficiency of operation, particularly among the very small 
business units, at a minimum of cost. It must consider carefully how 
much of the national income it shall allow to be channeled into military 
outlay in view7 of the nature of dangers and the possibility of physical 
protection in the light of latest developments. It must decide whether 
changes in our traditional use of Government agencies in the fields of 
education, health, and conservation would most surely advance our 
total production and purchasing power. The timing, volume, and 
distribution of its own expenditures must be considered in relation to 
those of private business and State and local governments. The Gov-
ernment must weigh the claim made by some citizens and businessmen 
that taxation (as such or after the rate has reached some point) is legal-
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ized robbery. Or is it being so handled as to be the means by which 
Government can redress faults in the distribution of total product and 
the adjustment of these shares to individual or group contributions, 
faults which tend to keep production below its possible maximum? 

The agents of government must diligently study and vigorously use 
a democratic and statesmanlike control of the public purse to put a 
brake at certain strategic points where boom forces develop dangerous 
trends, and to stimulate employment and production and support pur-
chasing power when and where it becomes unduly depressed. Here 
Government must constantly face the same dilemma that every doctor— 
and every parent—faces. Calm judgment must be exercised not to 
rush in fussily, ministering to small and temporary disturbances that 
would right themselves sooner and better if left to themselves. On the 
other hand, carelessness or ignorance must not keep Government from 
detecting serious symptoms promptly and initiating corrective measures 
with skill and decisiveness. 

With this broad principle in mind, a few observations may be made 
as to the actual situation by which the Nation's business is confronted as 
the President and the Congress undertake to put into operation the 
policy enunciated in the Employment Act of 1946. 

III. Some Aspects of the Outlook 
for Production and Jobs 
f | ^HIS first report of the Council of Economic Advisers appears at a 

I time which is highly ambiguous in the economic affairs of the 
JL Nation. We were not devastated by the war, but emerge with 

a plant, labor force, and technology whose productive capacities exceed 
anything known in our past. Likewise, we have funds more than ade-
quate to full use of our physical resources. We have a postponed con-
sumer demand, enterpriser ambitions, and purchasing power which hold 
the potential of some years of great activity along lines essentially similar 
to past periods of prosperity. This much could be accomplished without 
any material change in traditional patterns of business life. These con-
ditions present the possibility, for a people who know how to use them, 
of great prosperity in 1947. By foresight and intelligence we believe 
such prosperity for the Nation could be approximately stabilized and 
broadly disseminated so long as world peace can be preserved. 

On the other hand, even with these favorable conditions, it is easy to 
visualize such a mishandling of our economic affairs as might make 1947 
a year of curtailed production, irregular employment, and unsatisfactory 
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