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NOMIC COMMITTEE AT THE HEARINGS ON SAVINGS AND INVESTMENT, MAY 16, 1939. 

The ana lys is o f economic t rends i n our r a p i d l y changing wor ld i s f raugh t 
w i t h danger and d i f f i c u l t y . Economic conc lus ions cannot be subjected t o s t r i c t 
mathematical p roo f * I n the area i n which we are dea l i ng any conclusions t e n t a -
t i v e l y advanced must stand or f a l l according as they do or do not appear 
r e a l i s t i c and sens ib le t o reasonable persons. 

The i n q u i r y undertaken by the Temporary Na t i ona l Economic Committee r e -
l a tes not on l y t o the f u n c t i o n i n g o f the compe t i t i ve p r i c e system but a lso t o 
the f low o f savings and t o the f low o f new investment i n t o p l a n t expansion. 

The expendi ture stream which i s main ly respons ib le f o r the r i s e and f a l l 
o f the n a t i o n a l income i s the o u t l a y made on p l a n t and equipment expansion. 
When la rge expendi tures are made on p r i v a t e and p u b l i c cons t ruc t i on , on manu-
f a c t u r i n g , min ing, r a i l r o a d and u t i l i t y p lan t and equipment, the income i s 
l i f t e d t o a h igh l e v e l . . And i t can be mainta ined on a h igh l e v e l so long, and 
on ly so long as la rge c a p i t a l ou t lays o f t h i s s o r t are being made. Thus i n the 
good years 1923-1929, i n c l u s i v e , the t o t a l volume o f c a p i t a l ou t lays amounted 
to the vas t sum o f $128 b i l l i o n s * The average annual expendi ture was $18 b i l -
l i o n s . I t requ i red t h i s volume o f c a p i t a l ou t l ays t o l i f t the n a t i o n a l income 
to $77 b i l l i o n s per annum* No h igh l e v e l o f employment and income has ever 
been achieved w i thou t a l a rge ou t l ay on p l an t equipment and new c o n s t r u c t i o n . 

Now the income rece ived w i l l necessa r i l y e i t h e r be spent on consumption 
goods or i t w i l l be saved. What i s spent on consumption goods at once goes 
i n t o the market and creates income. What i s saved may or may not f l ow i n t o 
the commodity market and create new income* Savings are good f o r s o c i e t y i f 
they f i n d ac t i ve use i n the purchase o f p l a n t and equipment. They may do 
great damage i f the saver does not so use them and i s unable t o f i n d a borrow^ 
er who w i l l purchase p l a n t equipment or o ther c a p i t a l goods. I n the event 
t h a t savings are thus hoarded, the income stream d r i e s up. Unemployment i s 
caused i n the c a p i t a l goods i n d u s t r i e s and spreads t o other areas* 

A boom i s a pe r i od i n which there i s a bu rs t o f ou t l ays on expansion o f 
p lan t and equipment* Spec ia l causes have from t ime t o t ime brought an end t o 
booms, but apart from these we may say t ha t every boom even tua l l y d ies a 
" n a t u r a l death" * By t h i s I mean t h a t the a v a i l a b l e means o f expansion i n p r o -
duc t i ve equipment have been exhausted. A temporary s a t u r a t i o n p o i n t has been 
reached* The boom i s a pe r i od i n which we e x p l o i t t o the f u l l a l l the a v a i l -
able new developments which the progress o f science and technology, toge ther 
w i t h the growth o f popu la t i on , have up t o t h a t p o i n t made economical ly pos-
s i b l e . When t h i s p o i n t i s reached, the boom d ies a n a t u r a l death* This i s 
e s s e n t i a l l y what happened i n 1929. A l l over the wor ld (England excepted) 
there had been going on f o r some years a g i g a n t i c c o n s t r u c t i o n a l boom. The 
spur t could not l a s t a t the pace set* I t i s not d i f f i c u l t t o see t ha t i f we 
had kept on cons t ruc t i ng o f f i c e b u i l d i n g s , apartments, h o t e l s , houses, com-
merc ia l and i n d u s t r i a l s t r u c t u r e s at the r a t e they were being const ruc ted i n 
the l a t e twen t i es , we should very soon have bankrupted a l l the owners o f o l d 
property* Por a t ime the re was no room l e f t f o r f u r t h e r p l a n t expansion. I t 
takes t ime before new developments can again accumulate and the d iscovery or 
new techniques, new resources, new i n d u s t r i e s , and the growth o f popu la t i on 
can again set the stage f o r another boom. 
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The dynamic p a r t o f the expenditure stream from which income f lows i s 
the ou t lay on p l a n t , equipment and new const ruc t ion . Money expended on cap i -
t a l out lays i s high-powered money f o r the reason tha t consumption expenditures 
r i s e and f a l l mainly as employment r i ses and f a l l s i n the c a p i t a l goods i n -
dus t r i es . Thus every d o l l a r o f c a p i t a l out lays has a m u l t i p l i e r or leverage 
e f f e c t on the t o t a l na t i ona l income. And s i m i l a r l y , every d o l l a r o f savings 
or deprec ia t ion allowances not expended on c a p i t a l out lays d r i ves the income 
down wi th a magnif ied e f f e c t . A soc ie ty geared to a high peak load o f c a p i t a l 
goods product ion w i l l have v i o l e n t f l uc tua t i ons i n income and employment. A 
high savings economy w i l l remain a h i gh l y dynamic economy so long as i t i s 
able to experience p e r i o d i c a l l y great bursts o f c a p i t a l out lays on p lan t and 
equipment. But i f such an economy f a i l s to f i n d adequate investment ou t l e t s 
f o r i t s new savings and i t s deprec ia t ion allowances, i t w i l l lose i t s dynamic 
q u a l i t y and become a depressed economy wi th a large volume of chronic unem-
ployment. A high-savings economy can escape t h i s s i t u a t i o n only through the 
continuous development o f new o u t l e t s f o r c a p i t a l expenditures on p l a n t and 
equipment or r e s i d e n t i a l and pub l i c const ruc t ion . So f a r as p r i v a t e i n v e s t -
ment o u t l e t s are concerned, t h i s requi res continuous techno log ica l progress, 
the r i s e o f new i ndus t r i es , the discovery o f new resources and the growth o f 
popu la t ion . 

We are completing t h i s year a decade o f unemployment on a scale never be-
fo re known i n our h i s t o r y . This decade o f unemployment was i n te r rup ted by a 
p a r t i a l recovery which culminated i n 193*7. This depression has been o f a 
magnitude and dura t ion which has ec l ipsed a l l o thers, not excepting the deep 
and prolonged depressions o f the sevent ies and n i ne t i es . I t i s an economic 
phenomenon which cannot be explained i n terms o f ord inary business-cycle 
ana lys is . For the time being at l e a s t , we are experiencing a chronic malad-
justment — a f a i l u r e o f adequate capital outlays for a society geared to a high-sav-
ings, high-investment level. We are caught i n the midst o f powerfu l forces i n the 
evo lu t i on o f our economy which we but dimly understand. I t i s e x t r a o r d i n a r i l y 
d i f f i c u l t to get a proper perspect ive on current d r i f t s and tendencies. Forces 
s lowly accumulating over a long per iod of time have suddenly converged to give 
us a decade o f unpara l le led unemployment. Yet i n t h i s pe r i od "men's th ink ing 
i s s t i l l dominated by f rozen pa t te rns o f the past , i n t o which people t r y to 
mold the fac ts o f the p resent " . 

In the nineteenth century the western world underwent a profound t r ans -
format ion from a p r i m i t i v e , r u r a l economy i n t o a h igh ly i n d u s t r i a l i z e d , machine 
economy. One overwhelmingly important f ac t character ized t h i s century . I t was 
an epoch o f rap id expansion — expansion i n t o new t e r r i t o r y and expansion o f 
popu la t ion . This one c e n t r a l f a c t dominated the whole o f economic l i f e . I t 
minimized the r i s k o f new ventures. I f optimiski had ca r r i ed r a i l r o a d bu i l d ing 
too fa r at the moment, i f a c i t y had been temporar i ly o v e r - b u i l t , the damage 
was s h o r t - l i v e d . Expansion and growth soon made good the e r r o r . Business men 
could look fa r i n t o the fu tu re wi th g igan t i c p lans, w i th a n t i c i p a t o r y c a p i t a l 
out lays based on the expectat ion o f growth and expansion. Enormous c a p i t a l 
out lays were condi t ioned not merely by techno log ica l developments, but also by 
popu la t ion growth and the opening o f new t e r r i t o r y . J. R. Hicks, the B r i t i s h 
economist, says "one cannot repress the thought tha t perhaps the whole i n -
d u s t r i a l revo lu t i on o f the l a s t two hundred years has been nothing else but a 
la rge secular boom, l a rge l y induced by the unpara l le led r i s e i n popu la t i on . " 
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JThe upward surge o f popu la t ion be^an w i t h r e l a t i v e l y sma l l acc re t ions 
h i ch r a p i d l y swel led i n t o a f l o o d . But t h i s advancing t i d e has come t o a 

sudden h a l t . Wi th the prospect o f ac tua l c o n t r a c t i o n con f ron t i ng us, we are 
a l ready i n the midst o f a d r a s t i c dec l ine i n popu la t i on growth. I n the decade 
o f the twent ies our popu la t ion increased by 16 m i l l i o n * I n the cu r ren t decade 
we are adding on ly h a l f t h i s number t o our popu la t i on . 

I n t h i s era o f rap id t e r r i t o r i a l and popu la t i on expansion the Uni ted 
States was a c a p i t a l - p o o r coun t ry . Hot on ly were we able t o f i n d ready o u t l e t 
f o r our own sav ings, but we imported besides a vas t amount o f c a p i t a l from 
abroad. A l l t h i s changed w i t h the World War* From a c a p i t a l - p o o r count ry 
we became a c a p i t a l - r i c h coun t ry . Ins tead ot a c a p i t a l - i m p o r t i n g count ry we 
became a c a p i t a l - e x p o r t i n g count ry on a p rod ig ious sca le . The war postponed 
the d i f f i c u l t i e s o f t r a n s i t i o n . The post-war decade, f o r reasons which I 
s h a l l b r i e f l y exp lo re , o f f e r e d t empo ra r i l y adequate o u t l e t s f o r our sav ings. 
Thus f o r a t ime en joy ing high p r o s p e r i t y , we were unaware o f the under l y ing 
t rends and forces converging t o produce the Great Depression. 

The p r o s p e r i t y o f the twent ies res ted heav i l y on f i v e ftain props which 
are no longer present . F i r s t , i x i d u s t r i a l and r e s i d e n t i a l b u i l d i n g * which 
reached i n t h i s decade an a l l - t i m e h igh . I t fed on an accumulated backlog 
of housing requirements caused by the v i r t u a l cessa t ion o f house b u i l d i n g 
dur ing the war. I t fed , moreover, on the great growth o f popu la t i on i n t h i s 
decade which reached an a l l - t i m e h igh o f 17 m i l l i o n . I n the second p lace, 
there was a h igh volume o f p u b l i c c o n s t r u c t i o n f inanced h e a v i l y by s t a t e and 
l o c a l bor rowing. S ta te and l o c a l debt increased a t the r a t e o f one b i l l i o n 
d o l l a r s a year . Large c a p i t a l ou t lays were made on roads, schools and o ther 
p u b l i c improvements. I n the t h i r d p lace, there was the o u t l e t f o r savings 
i n f o r e i g n loans and investments, which i n p a r t prov ided f o r e i g n coun t r i es 
w i t h the purchasing power t o buy from us an excess o f exports over imports 
amounting t o £10,600,000,000 i n the decade from 19PO t o 1929. Four th , there 
was the growing importance o f consumer c r e d i t which reached the q u i t e e x t r a -
o r d i n a r y l e v e l o f 11 b i l l i o n d o l l a r s by 1929. F i f t h , there was the p r o d i -
gious growth o f the great automobi le i n d u s t r y , together w i t h a l l the r e l a t e d 
i n d u s t r i e s which i t f os te red and sus ta ined , i nc l ud ing rubber , o i l , g lass , 
s t e e l , road equipment machinery, cement and other ma te r ia l s en te r i ng i n t o 
the c o n s t r u c t i o n o f a who l l y new network o f hard-sur faced roads. 

The automobile i ndus t r y reached m a t u r i t y i n the twen t i es . I t has ceased 
to grow, as d i d the r a i l r o a d s i n the n i n e t i e s . I t i s the cessation of growth 
which i s d i sas t rous . For when i n d u s t r i e s have ceased t o grow, t he re i s no 
f u r t h e r need f o r p l a n t expansion. When g i a n t i n d u s t r i e s have spent t h e i r 
fo rce and ceased t o grow, new i n d u s t r i e s of equal magnitude are necessary. 
And i t may take a long t ime before these develop. 11 o one can say a t t h i s 
moment what great new developments the f u t u r e may have i n s t o r e , but the 
h i s t o r y o f the l a s t two hundred years a i f o r d s no bas is f o r the assumption 
t h a t the r i s e of new i ndus t r i es proceeds a t a steady pace. 

I t might be i n f e r r e d from what I have sa id t ha t in the recovery 1935-37 
no s u b s t a n t i a l c a p i t a l ou t lays were made. This i s not the case. From the 
best a v a i l a b l e evidence i t appears t h a t i n 1936-37 c a p i t a l ou t lays on mining 
and manufactur ing p l a n t and equipment were on a scale qu i t e comparable w i t h 
those o f 1927-1929. The most important s i n g l e gap was r e s i d e n t i a l cons t ruc -
t i o n , and next commercial c o n s t r u c t i o n . C a p i t a l ou t lays on r a i l r o a d s and 
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publ ic u t i l i t i e s , however, a lso lagged behind the 1927-29 l e v e l * The large 
c a p i t a l out lays i n I n d u s t r i a l p lan t and equipment i n 1936-37 may appear s u r -
p r i s i n g , i f one accepts my analysis wi th respect t o dec l in ing populat ion 
growth and the lack of important new indust r ies* One must remember, however, 
tha t we had passed through a long period of deep depression, so t h a t there 
had accumulated a considerable volume of deprec ia t ion , dep le t ion and obsoles-
cence, together w i t h new c a p i t a l requirements which the r i s i n g n a t i o n a l income 
s t imula ted . Gut new developments were not a v a i l a b l e on a s u f f i c i e n t l y large 
scale t o susta in f o r long these large c a p i t a l outlays or t o push them on to 
s u f f i c i e n t l y high l e v e l s , in view of the lag in r e s i d e n t i a l bu i ld ing and i n 
other areas, t o give us a f u l l and sustained recovery• 

Our problem i n a n u t s h e l l is to get an adequate volume of c a p i t a l goods 
expansion* This i s imperat ive i n order t o u t i l i z e the f low of savings. The 
stream of savings f lowing i n t o l i f e insurance companies, savings banks, and 
i n t o the mortgage and c a p i t a l markets, must f i n d , ( i f we are t o avoid chronic 
unemployment) an o u t l e t i n expansion and new construct ion* Replacements and 
renewals o f p lant and equipment, no matter on how large a sca le , w i l l not 
s u f f i c e . Renewals and replacements are financed* from deprec ia t ion and de-
p l e t i o n al lowances. Replacements and renewals cannot absorb or use up the 
stream of new savings. And i f the flow of savings i s not used up i n expansion# 
we get chronic unemployment* I t is Just here t h a t we come up*against one of 
our d i f f i c u l t i e s . Deprec ia t ion al lowances, a v a i l a b l e f o r renewals and r e -
placements of p lan t and equipment a re so la rge i n a h ighly developed Indus** 
t r i a l s o c i e t y tha t i t i s p e r f e c t l y possible t o make prodigious progress in the 
in t roduct ion of new techniques without the use of any new savings fo r expan~ 
sion of p lant and equipment. We can modernize and improve our c a p i t a l equip-
ment merely by spending our deprec ia t ion allowances on renewals and rep lace -
ments. Yet we must have expansion i n order t o use our savings and prevent 
chronic unemployment. 

This* then, i s the al l * - important quest ion: How are we going t o get an 
adequate volume of investment expansion? 

For myself I do not th ink there is any panacea* There is no simple 
s o l u t i o n . We are confronted wi th a complicated problem and we must a t tack 
i t from many angles. 

I n the f i r s t p lace, we must s t imula te p r i v a t e expansion of product ive 
equipment and new construct ion. We should fos te r and support , p a r t l y by pub-
l i c funds, the development of new products and i n d u s t r i e s . Secondly, i n the 
case of the r a i l r o a d s , the ret i rement of equipment i n excess of add i t ions i n 
the past e ight years has created a considerable backlog in the event that 
r a i l r o a d t r a f f i c should increase. A r a i l r o a d equipment company could be set 
up, financed on a s e l f l i q u i d a t i n g basis by government funds, empowered to 
purchase new r a i l r o a d equipment, and lease i t t o the r a i l r o a d s as and when 
needed. This might break the r a i l r o a d f i n a n c i a l log jam and open the way for 
an expansion of r a i l r o a d c a p i t a l expenditures. 

T h i r d l y , w i th respect to r e s i d e n t i a l const ruct ion , the time has come 
when we could w e l l reduce the guaranteed ra te of i n t e r e s t allowed under the 
Federal Housing Admin is t ra t ion . Considering the current surplus o f funds seek-
ing investment, the present ra te is abnormally high, and i s c e r t a i n l y a d e t e r -
rent t o p r i v a t e bu i ld ing* Four th ly , p r i v a t e investment expansion can be 
st imulated by a thorough reform of our tax s t r u c t u r e . 
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i These are d i r e c t ways i n which p r i va te investment i n product ive equipment 
and new cons t ruc t ion can be encouraged. I n add i t i on , consider ing the absence 
o f many o f the fac to rs former ly making f o r rap id expansion, i t i s my op in ion 
t ha t we can overcome the cur rent chronic unemployment problem only by supple-
menting p r i va te investment w i th puj&ic investment on a considerable sca le . 
Without t h i s , i t i s not l i k e l y t ha t we s h a l l absorb our f u l l f low o f savings, 
put them to ac t i ve use, and ra ise our na t i ona l income above the cur rent 
chronic s tagnat ion l e v e l . Let me remind you t ha t , even i n the decade o f the 
twent ies , pub l i c investment by s ta te and l o c a l bodies i n schools, roads and 
other pub l i c improvements absorbed a b i l l i o n d o l l a r s o f savings per year. 

Some pub l i c investments are s e l f - l i q u i d a t i n g i n character . These o f f e r 
no d i f f i c u l t y w i t h respect t o f i nanc ing , and about these there can be, I t h i nk , 
no ser ious ground f o r controversy. Yet because o f an obsolete system o f 
pub l i c accounting, we have dumped even these expenditures i n t o our ord inary 
budget and mistakenly counted ourselves poorer by reason o f the pub l i c debt 
incur red to f inance these p ro j ec t s . Many worthwhi le s e l f - l i q u i d a t i n g pub l ic 
p ro jec ts are c u r r e n t l y ava i l ab le . I understand tha t plans have been developed 
by the Bureau o f Publ ic Boads f o r revenue-y ie ld ing types o f pub l ic investment, 
such as t o l l roads, tunnels , br idges, munic ipal express highways, and 
boulevards through congested areas aggregating several b i l l i o n s o f d o l l a r s . 
Rural e l e c t r i f i c a t i o n p ro j ec t s , r u r a l r e - h a b i l i t a t i o n loans, and farm tenancy 
loans can be put on a s e l f - l i q u i d a t i n g basis . 

There i s danger, however, tha t we s t ress too much the mer i t o f s e l f -
l i q u i d a t i n g pub l ic p ro jec ts and loans. There are many p o t e n t i a l i t i e s f o r 
pub l i c investment i n areas tha t are of the greatest economic and soc ia l s i g -
n i f i cance but which are n o n - s e l f - l i q u i d a t i n g . They may nevertheless be ex-
tremely necessary and use fu l and even h igh ly product ive i n .an i n d i r e c t manner. 
Expenditures on the. conservat ion and development o f energy and na tu ra l r e -
sources may i n d i r e c t l y ra i se the na t i ona l income very much more than the an-
nual amor t iza t ion and i n t e r e s t charges incur red. I n so f a r as t h i s i s the 
case, such pub l i c investments are i n f ac t p r o f i t a b l e from the long-xmn po in t 
o f view. Publ ic investment i n human resources can be equal ly product ive. 
Outlays f o r h o s p i t a l i z a t i o n , pub l i c hea l th , po lu t i on abatement and sewerage 
p r o j e c t s , pub l i c education and pub l i c low-cost housing may be no less produc-
t i v e than out lays on na tu ra l resources. 

The volume of permiss ib le borrowing on s e l f - l i q u i d a t i n g p ro jec ts must 
c e r t a i n l y have some r e l a t i o n to taxable income and taxable capac i ty . But i t 
i s not necessary to have the money i n hand from tax revenues fo r the e n t i r e 
c a p i t a l ou t lay i n the year i n which i t i s made. Proper ly speaking the budget 
i s i n f ac t balanced i f the taxable income and taxable capaci ty are ample to 
cover the amor t i za t ion and i n t e r e s t charges incur red by any given c a p i t a l 
ou t lay . When an i n d i v i d u a l f inances a par t o f the cost o f h is house by bor -
rowing, we do not say tha t h is budget i s out o f balance provided h is income 
i s amply adequate to cover amor t izat ion and i n t e r e s t charges. Prec ise ly the 
same i s t rue o f worthwhi le pub l ic investments i n non—self—liquidating pub l i c 
works. 

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



~ e - Release No. 3-10 
I 

I f i t i s deemed des i rab le , a considerable p3 r t o f pub l i c investment could 
qu i t e we l l be paid from taxa t ion provided the taxes were so l ev i ed as t o f a l l 
on savings and not on consumption. By t h i s procedure the savings stream i s 
forced d i r e c t l y i n t o investment instead o f being tapped v o l u n t a r i l y through 
the borrowing process. I n * t h i s connection i t i s o f i n t e r e s t to note tha t i n 
England i t appears t ha t savings are being siphoned i n very considerable volume 
through the tax s t ruc tu re i n t o expenditures on s o c i a l serv ices . Estimates o f 
na t i ona l income and savings by the Hoyal Committee on Nat ional Debt and 
Taxat ion, Professor Pigou, Dr. Bowley, and Co l in Clark i nd i ca te tha t the pro-
p o r t i o n o f income which i s saved i n England i n the post-war decade and i n 
recent years i s very much smaller than before the war. In*genera l these 
s tud ies i nd i ca te t ha t about 12 or 13 percent o f the n a t i o n a l income was saved 
before the war, whi le only B percent was saved i n 1924 and 7 percent i n recent 
years* These est imates d isc lose a remarkable s h i f t i n the r a t i o o f savings 
t o income. Stated otherwise, England has become a hi&h-consumption economy. 
And i t i s l a r g e l y by reason o f t h i s s h i f t tha t England has been able to adjust 
h e r s e l f more success fu l l y than we t o the condi t ions o f a less r a p i d l y expanding 
soc ie ty — a soc ie ty r equ i r i ng a smal ler f low o f savings than tha t needed i n 
the n ineteenth century . I t should be noted, however, t ha t i n add i t i on to t h i s 
process,o f d i r e c t l y tapping the savings stream,the l o c a l a u t h o r i t i e s i n 
England are making important pub l i c investments f inanced by borrowing. The 
gross debt o f l o c a l a u t h o r i t i e s i n England and Wales increased from 300 
m i l l i o n pounds i n 1922 to 1,400 m i l l i o n pounds i n 1934. New munic ipa l issues 
have absorbed a considerable par t o f the f low o f savings i n England i n recent 
years. 

I n con t ras t w i t h the B r i t i s h s i t u a t i o n , our tax s t ruc tu re weighs less 
heav i l y on savings i n the so -ca l led middle income brackets. Moreover, we have 
i n recent years been c o l l e c t i n g large sums f o r Soc ia l Secur i ty but have paid 
out very l i t t l e i n bene f i t s . Our r a t i o o f savings to income continues to be 
r e l a t i v e l y h igh. We need there fore above a l l to f i n d adequate o u t l e t s fo r 
our f low o f savings i n t o p lan t expansion and new cons t ruc t ion , i f we are t o 
avoid chronic unemployment. 

oOo 

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




