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PREFACE

This volume owes its existence to Dr. Thomas F. Johnson, Direc-
tor of Economic Policy Studies of the American Enterprise Insti-
tute. Soon after I took up residence at the Institute, he suggested
that various of my pronouncements during the years I presided
over the Federal Reserve System had relevance and usefulness
beyond the occasion when they were made. I welcomed the sug-
gestion and took advantage of his willingness to make a pre-
liminary selection from the multitude of my public addresses and
congressional statements,

The final selection includes all the items on Dr. Johnson’s
list. It also includes some others, among them two that extend
slightly the time period he had proposed: an address of Decem-
ber 1969, delivered while I was preparing for my responsibilities
at the Federal Reserve, and one recently given, which grew out
of my experience in the System.

In making the final selection, I resisted the temptation
to include only those items that may flatter or bring honor to
their author. Much of what is contained in this volume is repe-
titious; passages here and there may appear to be, or actually are,
inconsistent with others; some of the views presented I might
now question or reject. Yet, even as they stand, these papers
convey my strong conviction that inflation has become the most
dangerous economic ailment of our times and that our country
may be headed for disaster if we ignore the lessons won through
hard experience. I trust that this collection also conveys some-
thing of my struggle to protect the integrity of the Federal Re-
serve and to wring truth from our troubled and rapidly changing
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economic and political environment. Such a personal accounting
requires the suppression of editorial impulse, and I have there-
fore left the papers just as they were originally presented. They
are here arranged—rather arbitrarily in some instances—in
chronological sequence under each of five general headings.

I need hardly add that the papers were prepared in the
course of an exacting official life that left little time for niceties
of analysis or elegance in composition. Even so, they could not
have been carried out without abundant help from highly skilled
and devoted colleagues. The Federal Reserve is a collegial body
of great moral and intellectual distinction. Whatever merit this
collection of papers may have is attributable in very large part
to the passion for objectivity and decency of these erstwhile
associates of mine.

ARrTHUR F, Burns
September 30, 1978
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Free Enterprise and Economic Growth

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



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



The Triumph
of Free Enterprise

It is a great pleasure for me to visit Japan again. Four years have
passed since I was here last, and while I have heard much of the
progress and prosperity you have experienced, it is good to see
the evidence with one’s own eyes. My personal knowledge of
Japan goes back some ten years. During my last visit, in early
1966, the mood was not one of universal optimism because you
were then experiencing a readjustment in the rate of production
and profits. There are always those who find any economic
pause a justification for pessimism about the future. I have not
been one of those. I have long been impressed by the great
resiliency of the Japanese economy. I believe that you have
discovered a formula for economic progress that will continue to
bring excellent results in the future as it has in the past. That is
not to say that you will not encounter problems. You will. But
your resiliency lies in the skill you have developed in devising
solutions to problems and your ability to work together as a
nation to achieve your goals.

This is a particularly interesting time for an economist to
visit Japan. As I am sure all of you recall, fiscal year 1970 was
designated as a target year in the economic plan unveiled by
Prime Minister Ikeda in 1961. In what many people then thought
was a fantastically ambitious design for the future, he calmly
announced that Japan planned to double her gross national prod-
uct between the years 1960 and 1970.

It is therefore fitting, as we are gathered here today, to take
note of how the actual achievement of Japan compares with Mr.

Address in Tokyo, Japan, July 2, 1970.
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REFLECTIONS OF AN ECONOMIC 'POLICY MAKER

Ikeda’s bold projection of a decade ago. While his plan called for
a national output that in this fiscal year would be twice that of
1960, it now appears that your national product will in fact be
at least 180 percent above 1960.

The Ikeda plan projected exports reaching $9.3 billion this
year, while imports would rise to $9.9 billion. It is now believed
that exports will come to nearly $20 billion and imports to nearly
$19 billion.

The Ikeda plan foresaw Japanese steel consumption rising to
45 million tons this year. It will actually be around 80 million tons.

According to the Ikeda plan, a big expansion was to occur
in automobile production. But while it was then thought that
the output of passenger cars, trucks, and buses would amount to
about 2.2 million units, it now appears that well over 4 million
vehicles will be produced this year.

I might go on with such comparisons, but it is not necessary
to do so. Virtually all indicators tell the same story. Far from
being overly optimistic, as many people then thought, Mr. Okita
and his colleagues—who drew up the ten-year plan at Prime
Minister Tkeda’s request—were very conservative in their pro-
jections. However, I am sure that no one will find fault with
them for that. They would not have been believed had they
forecast the achievements that have actually come to pass.

It is interesting to recall that a few years before Japan un-
veiled its income-doubling plan, the Soviet Union had already
singled out the year 1970 as the date by which its economy
would surpass the United States in production per capita and in

the standard of living. It may be worth recalling Mr. Khrush-
chev’s precise words:

The superiority of the U.S5.5.R. in the speed of growth
of production will create a real basis for insuring that
within a period of, say, five years following 1965, the
level of U.S. production per capita should be equalled
and overtaken. Thus by that time, perhaps even
sooner, the U.S.S.R. will have captured first place in the
world both in absolute volume of production and per

capita production, which will insure the world’s highest
standard of living.

To achieve this goal, the U.5.5.R. would have been obliged
to more than double its per capita GNP even if the United States

4
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TRIUMPH OF FREE ENTERPRISE

made no further progress and simply maintained its per capita
output at the 1960 level. However, unlike Japan, the U.5.S5.R.
fell far short of the goal that Khrushchev had set for 1970.

The economic contest between the U.S.S.R. and the United
States enters the year 1970 with the United States holding a
commanding lead. In 1969, total output per person in the United
States was nearly $4,600. This was two-and-a-half times the
corresponding Soviet figure. Measured in real terms, the gap
between the per capita GNP of the United States and the Soviet
Union was more than 25 percent higher in 1969 than in 1960.
While the Soviet growth rate was slightly higher than the Amer-
ican rate, the difference was so slight that if the same growth
rates were maintained over the next 50 years, the per capita GNP
of the United States would still be about double that of the
Soviet Union in the year 2020.

The wide difference between the living standards of the
Soviet Union and the United States is vividly portrayed by com-
parisons of the number of working hours required to earn
enough to buy various goods and services. It turns out, for
example, that the average worker in Moscow in April 1969 had
to work nearly seven times as long as his counterpart in New
York to earn enough to buy an identical supply of food suffi-
cient to feed a family of four for one week. The difference for
many nonfood items was even larger. The following are the
multiples by which the cost of certain goods in Moscow exceeded
the cost in New York, when cost is measured in terms of work-
ing time: for bath soap, 12.5 times; for nylon stockings, 14
times; for a man’s shirt, 12 times; for a refrigerator, 12 times.

These comparisons are based on official prices in Moscow,
not black market prices, which are, in many cases, far higher.
For example, a Volga sedan costing the equivalent of $7,700
reportedly sells for 2.5 times that amount on the Moscow black
market.

Although the U.S5.S.R. has failed even to come close to the
economic performance of the United States, the per capita output
of Japan has probably already overtaken that of the U.S.S.R.
The official figure for per capita GNP of Japan in 1969 is very
similar to our estimate for per capita GNP of the Soviet Union.
If the figures are adjusted to allow for differences in the purchas-
ing power of the currency that are not adequately reflected in

5
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REFLECTIONS OF AN ECONOMIC POLICY MAKER

the exchange rates, Japan appears to have surpassed the Soviet
Union in 1969.

There are important lessons to be learned from Japan’s
extraordinary economic success and the concomitant shortcoming
of the Soviet Union. The rather high rates of growth recorded
for the Soviet Union in the early postwar years have not been
sustained because of deficiencies inherent in the Soviet system.
In a free economy, the relative strength of the demand for goods
and services determines the allocation of productive resources.
In the Soviet system, on the other hand, the path that production
takes is basically shaped by the decisions of economic planners
in Moscow.

Important economic decisions in the Soviet Union have there-
fore not been guided by sensitive signals such as are constantly
being transmitted by costs and prices in a free market economy.
To make matters worse, until recently they were not even sub-
ject to correction by public criticism. Thus, economic success in
the Soviet system came to be measured, traditionally, in terms
of meeting targets set by the government, rather than in meeting
the wants of consumers. This sometimes led to production of
equipment that failed to work or to the output of some consumer
goods far in excess of demand, while other goods continued to
be in critically short supply. Such production might be ex-
pressed in a high rate of growth of GNP, but it did not spell
progress in the elevation of living standards. In time, the waste
involved in this process became a matter of grave concern to
Soviet officials, particularly to economists and engineers.

As early as 1959, a Soviet econometrician, L. V. Kantorovich,
pointed out that it might be advantageous if prices were allowed
to play a bigger role in guiding the allocation of resources in the
Soviet economy. Another Soviet economist, Professor Y. Liber-
man, proposed that profitability rather than achievement of
planned targets be used as the measure of success or failure of
productive enterprise.

Although the Soviet Union has tried some experiments with
reforms along these lines, there has been no correction of the
fundamental flaws of the Communist economic system either in
the Soviet Union or in the satellite countries. In Czechoslovakia
the frustration with the results of centralized decision making,
which reached a climax during the industrial recession of the
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TRIUMPH OF FREE ENTERPRISE

sixties, was an important factor in the reform movement in
1967-1968, but the courageous effort to rationalize the economy
by giving greater play to individual decision making was brought
to an abrupt end by Soviet troops and tanks in the summer of
1968.

This result was no great surprise to those who recognized
that the reforms required to rationalize the Soviet-style economic
system would weaken, if not totally destroy, the political control
wielded by the Communist party. Faced with a choice between
introducing economic rationality and the maintenance of their
political power, the Russian rulers chose power. Unless and until
they are willing to change their approach, it seems likely that
their own economy and that of their satellites will continue to lag
far behind the United States and other advanced countries of the
free world.

Japan, on the other hand, has relied on the free market
system, and that system has served Japan well. The lkeda ten-
year income-doubling plan, whose goals have been so conspicu-
ously exceeded, called for basic reliance on the private sector and
on free market forces. The document which outlined the plan
stated:

In trying to achieve the economic policies contained in
this plan, it is desirable for the Government to count on
the originality and devices of private enterprises and
individuals. It should refrain, as far as possible, from
taking direct control measures for the purpose.

The authors of the plan recognized, of course, that the gov-
ernment had the responsibility of helping to create a climate
conducive to economic growth. They pointed out, in particular,
that it was the duty of the government to stabilize the value of
the currency and to minimize business fluctuations through
proper application of overall fiscal and monetary policies. But
they left no doubt about their determination that the conduct of
production and marketing was to be determined by private enter-
prises acting on their own initiative, not through state enterprises
or state controls.

Japan’s faith in the free market system has paid handsome
dividends. Yet there were many economists and statesmen at the
time when Khrushchev made his extravagant predictions who
took him seriously. They argued that freedom was a luxury

7
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REFLECTIONS OF AN ECONOMIC POLICY MAKER

that poor nations could ill afford, and that these countries would
therefore need to resort to authoritarian control of economic
activity, if not also to outright governmental ownership of in-
dustrial enterprises, in order to augment their income and wealth.
And, in fact, a number of countries in Asia did adopt in varying
degrees the policy of turning over to the government the decision-
making functions that are performed by private citizens in
countries that practice free enterprise.

Those who adopted this approach overlooked the fact that
Adam Smith, the father of the idea that freedom was more con-
ducive to economic growth than governmental control, had ad-
dressed himself to the problems of a nation that was then very
poor and very underdeveloped—that is, to the England of 1776.
Two hundred years ago, English peasants, living at a subsistence
level without any of the benefits of modern industry or science
to ameliorate their condition, were probably worse off than their
counterparts in most of free Asia today. And the French peasants
lived in even greater poverty than the English.

Adam Smith examined the results of governmental inter-
vention into economic activity in eighteenth century England and
France with a perceptive eye. He came to the conclusion that the
inefficient use of resources that he observed could be remedied
and that wealth could be augmented if individuals had greater
freedom to manage their economic affairs as they saw fit, instead
of being tied down by minute and exacting regulations prescribed
by bureaucrats. He saw that detailed economic regulations, often
laid down by authorities far removed from the actual operations
or needs of industry and commerce, produced undesirable results
even though they may have been, or actually were, well inten-
tioned. In time, as the force of Smith’s logic and evidence won
adherents among men of authority, his revolutionary ideas
proved instrumental in sweeping away much of the irrationality
that had retarded economic progress. This paved the way for
the extraordinary increase in living standards that has occurred
in the West in the past two centuries.

It has been said that those who will not learn from the
errors of the past are frequently doomed to repeat them. This
has been the fate of much of Asia in the period following World
War II. The Communists took control of all of mainland China,
and for a time the world was told in glowing terms of the great

8
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economic transformation they were effecting there. Indeed, it
was widely believed for a time that the great political contest
in the world between the advocates of democracy and the advo-
cates of dictatorship hinged on the ability of the democratic
countries in Asia to perform as well as authoritarian China. The
attention of all Asia was reported to be riveted on this contest
to demonstrate which system was economically superior.

The year 1958 was hailed as Communist China’s “great leap
forward.” It was claimed that food output had been doubled in
a single year, and that final victory had been achieved over hun-
ger. However, these claims were soon exposed as wild exag-
gerations, as it became evident in 1959 and 1960 that serious
food shortages had begun to reappear. Far from developing self-
sufficiency in food and eliminating hunger, Communist China
experienced critical food shortages in the early 1960s and was
compelled to import huge quantities of grain from abroad to
meet her requirements. The agricultural communes which had
been so widely acclaimed as the realization of true communism
were quietly abandoned or radically modified. Agriculture in
China appears to have remained virtually stagnant throughout
the 1960s. Although production figures have been withheld, the
available evidence suggests that output may not even have kept
pace with the increase in population. In the early 1960s, the
food shortages were attributed by government officials to bad
weather, but this excuse was soon dropped as food imports con-
tinued to be required year after year.

The failures of agriculture had serious effects throughout
the Communist Chinese economy. It soon became necessary to
retrench drastically the plans for industry and transportation.
Resources were simply not available to push forward the gran-
diose schemes that were supposed to show the rest of Asia how
a country could rise from agricultural poverty to industrial af-
fluence by pursuing the Communist path. Official statistics on
economic performance of Communist China became very scarce
as the boasted “great leap forward” failed to materialize. Talk
of competition between Communist China and free Asia dropped
to a whisper once it became evident that the free countries were
well ahead in the contest,

The countries of Asia that have retained the free market
system and have avoided the centralization of economic deci-

9
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REFLECTIONS OF AN ECONOMIC POLICY MAKER

sions in the hands of the government have clearly been winning
the economic contest. The countries that have done the least well
have tended to be the ones that either rejected the free market or
severely limited it by governmental controls.

The great economic success stories of Asia in the 1960s are
found in countries like Japan, the Republic of Korea, Nationalist
China, Thailand, Hong Kong, and Malaysia. These countries,
in the ten years ending in 1968, have all recorded average in-
creases in real output of 6 percent a year or more. Japan, of
course, has been one of the outstanding performers, with an
average annual growth rate of 11 percent in this period.

Rates of growth of GNP can be misleading, especially in
countries where the underlying statistical data are inadequate
and of doubtful validity. It is therefore desirable to check the
growth figures of GNP against other records. One useful indi-
cator of underlying growth is the trend of exports, since this is a
measure of a nation’s ability to compete in world markets.
Export performance is a test of a country’s efficiency in keeping
up with the standards being set elsewhere in the world.

Professor Ota Sik, the architect of the short-lived economic
reform in Czechoslovakia, called attention to the fact that the
Communist economies have had great difficulty in meeting the
test of economic efficiency posed by exports. As he put it: “On
the foreign markets, Czechoslovak production is absolutely un-
able to adjust to changes in demand.” This has been largely due
to the tendency to neglect quality in production. Over-priced,
shoddy goods can be sold in a market that is shielded from for-
eign competition, but they have little chance in export markets.

It is significant, therefore, that the countries in Asia that
have achieved high rates of overall economic growth have also
done very well in expanding their exports. The whole world
knows what an outstanding record Japan has piled up in export
markets. In the period 1958-1968, Japanese exports expanded at
an average annual rate of 16 percent a year. It is perhaps less
well known that the Republic of Korea, Nationalist China, and
Hong Kong have also expanded their exports at phenomenal
rates.

There are fascinating stories behind the export statistics of
free Asia. I have just come from Korea, and I am very impressed
by the remarkable change that has taken place there in just the

10
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TRIUMPH OF FREE ENTERPRISE

last decade. Korea’s expansion of exports from almost nothing
to over $600 million last year is a modern miracle. I am also
impressed by the fact that tiny Hong Kong, with a population of
only 4 million, exported about as much as all of India in 1969.

The experience of these Asian countries in achieving such
outstanding success in the face of what many people once
thought were overwhelming odds illustrates how difficult it is
for any economist, no matter how farsighted he may be, to chart
the future course of a nation’s development. I know that many
of you could cite interesting examples from your own experience
of the achievement of what once seemed practically impossible.

Some of you may recall the pessimism that prevailed in the
years immediately after World War II about Japan’s economic
future. The development of nylon obviously posed a great threat
to the future of silk, which had been one of Japan’s leading
exports before the war. No one foresaw at that time that Japan
would become one of the world’s great producers of synthetic
fibers and fabrics and that Japan’s exports of these goods would
eventually far exceed the value of her prewar exports of silk.

Japan has demonstrated the shallowness of the belief that
latecomers in economic development are unable to compete suc-
cessfully with countries that have gotten a head start. I remem-
ber the late Prime Minister Tkeda telling me of the first tape
recorder he had ever seen. It was on one of his visits to New
York in the early 1950s. Neither he nor many of his compa-
triots then foresaw that tape recorders and other electronic
products would play a major role in the tremendous expansion
of Japanese exports that has occurred over the last decade.

One of the great strengths of a free economy is that it per-
mits the development of the unexpected. Given proper incen-
tives, the Japanese, the Chinese, and the Korean entrepreneurs
have found new uses for their land, labor, and capital. In many
cases, the raw materials, such as wood for the plywood factories
of Japan and Korea, had to be imported from distant lands.
There were failures as well as successes, but the end result has
been the rapid development of production and exports that had
not been dreamed of, much less planned.

The lesson to be learned from these experiences is an old
one. Where men are given the opportunity and the incentive
to make and sell the products of their labor in free markets,
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REFLECTIONS OF AN ECONOMIC POLICY MAKER

they will tend to act in ways that increase productive efficiency
and thereby raise the living standards of the country as a whole.
To be sure, freedom of entrepreneurs, workers, and consumers to
make their own decisions is by no means the sole determinant
of how well a country will perform economically. A nation must
also pursue sound monetary, fiscal, and trade policies in order to
achieve its economic potential. But there cannot be the slightest
doubt, in view of the experience accumulated over centuries, that
free and competitive markets are a major determinant of eco-
nomic growth and widespread prosperity.

It is no accident that the Asian countries that experienced
the slowest rates of growth in 1958-1968 were also the countries
that leaned most heavily on centralized economic controls. The
countries at the bottom of the scale in terms of growth of real
GNP include Ceylon, Burma, India, and Indonesia. Each of these
countries has experimented extensively with government owner-
ship or control over economic activities.

Burma in particular has gone far toward economic authori-
tarianism. By exercising far-reaching controls over production,
trade, and finance, both its production and distribution have been
injured. Burma’s main crop, rice, has been adversely affected by
pricing policies that have denied producers adequate incentives.
Over the past decade, neighboring Thailand has increased rice
exports by 28 percent, while Burma’s exports of rice have fallen
nearly two-thirds. The result is that Burma’s total exports are
now running at less than half the 1963 level. The ability to
import has fallen correspondingly.

Indonesia under President Sukarno followed economic poli-
cies that were in some respects more disastrous than those of
Burma. In addition to establishing stifling controls over produc-
tion and trade, Sukarno’s government borrowed heavily abroad,
largely to build up a military machine, but partly also to finance
ambitious projects that in the end yielded little or no economic
return. The productive capital of the country was therefore
badly eroded, exports fell sharply, living standards declined, and
the country found itself saddled with huge foreign debts and
with diminished ability to produce the exports needed to service
the debt. Fortunately, Indonesia is now in the process of liber-
alizing her economy, but the country will require many years to
recuperate from the damage wrought by the Sukarno policies.
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The adverse impact of authoritarian economic policies has
also been felt in India, though to a much lesser degree than in
either Burma or Indonesia. India over the past decade and a half
has emphasized strong centralized control over investment,
backed by extensive restrictions on imports and foreign exchange
expenditures. Fortunately, the earlier decisions to emphasize
heavy industry at the expense of light industry and agriculture
are now being questioned. The failure to provide incentives to
exports has left India lagging far behind many other countries,
and has contributed to balance-of-payments difficulties which
necessitated even tighter import restrictions. As a result, India
has passed through a difficult period during which many of her
industrial enterprises were deprived of the supplies and equip-
ment needed to keep operating at reasonable rates.

Division of labor, territorial specialization, freedom of trade,
and decentralization of economic decision making—these were
key elements in the thinking of the founder of classical econom-
ics, Adam Smith. It is gratifying to see that the practical states-
men of the world are gradually rediscovering these essential
truths. In this rediscovery of truth, we owe a debt to countries
like Japan, the Republic of Korea, Nationalist China, Hong Kong,
and Thailand that have most recently demonstrated how na-
tions practicing economic freedom can outperform authoritarian
countries.

I see a basis for optimism about the future in the economic
experience of both the countries that have forged ahead and
those that have lagged behind. What has gone wrong, after all,
is not something immutable. A country can change its future
for the better by changing its policies. The countries that have
lagged in the economic contest have the opportunity to learn
from experience and to alter their course.

In concentrating, as I have, on the power of free markets to
spur economic growth, I am not unmindful of the responsibilities
that the advanced industrialized countries have to assist the de-
veloping nations. We have, at times, overestimated our potential
contribution. There has been a tendency to think that external
technical assistance, or external capital, could of itself provide
sufficient impetus to generate rapid growth all over the world.

We now know that the solutions are more complex. Never-
theless, technical assistance, capital flows, whether governmental
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or private, and liberal trade policies on the part of the indus-
trialized countries can contribute significantly to the process of
economic development.

It is even more important that the advanced countries main-
tain their own economic strength if the world economy as a
whole is to prosper and international trade is to flourish.
Clearly, the prosperity and growth of the developing countries
depend heavily on the economic well-being of the advanced
countries, which provide the major export markets as well as
the principal source of the capital and technology required to
promote rapid economic development.

I am fully aware of the importance of the role of the United
States in keeping the world economy on a sound basis. At the
present time, the exercise of our responsibilities in this regard
requires that we bring an end to the inflationary pressures pres-
ent in our own economy. This is proving to be a difficult task.
As a result of restrictive monetary and fiscal policies pursued
last year, the rate of economic expansion slowed appreciably
and some slack has developed in markets for labor and other
resources. However, while we have succeeded in eliminating
excess demand in our economy, we are still experiencing rather
strong upward pressures on costs and prices. Expectations of
consumers, businesses, and workers have not yet fully adjusted
to the current balance of aggregate demand and supply.

The continuance of rising costs and prices in the face of a
sluggish economy has been deeply disturbing to many observers.
Some have concluded that success in our battle against inflation
might require so restrictive a monetary policy that a liquidity
crisis could develop. Concern about this has given rise to some
turbulence in our financial markets in recent weeks. Let me
assure you that the Federal Reserve Board is fully aware of its
responsibility to prevent anxieties of this kind from leading to
a scramble for liquidity. Any such development could harm the
world economy, as well as our own. Fortunately, we in the
United States have the legislative authority, the tools, and—
1 believe—also the knowledge and wisdom to enable us to deal
quickly and effectively with any problems of this nature that
might emerge.

While the process of getting inflation under control in the
United States has been difficult, there have been scattered signs
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recently of moderation in the rate of advance in some major
categories of prices, and also of some improvement in the trend
of productivity in the manufacturing sector of our economy. I
believe we will be able to extend the progress that is beginning
to emerge in these areas, by pursuing stabilization policies that
prevent the reemergence of excess demand later this year or in
1971. However, we must also be careful to ensure that the eco-
nomic slowdown which began last fall does not become more
pervasive or continue much longer. On this score, I think there
is room for optimism too. Both monetary and fiscal policies have
become less restrictive in recent months, and I believe we may
look forward with reasonable confidence to a resumption of sus-
tainable economic growth in the near future, as well as to a
gradual diminution in the rate of advance in prices.

For a time, however, we must expect to see a continuation
of cost-push inflation, with increases in wage rates and prices
reflecting the excess demand that existed in the past, the effects
of which have not yet fully worked their way through the
economic system. There are some who think that, under the
circumstances, we should abandon our traditional reliance on
market forces and impose mandatory controls on wages and
prices to halt inflation. I have always been strongly opposed to
direct controls, since they are discriminatory and a source of
great inefficiency. But I think the administration has taken a
proper step in announcing the establishment of a procedure to
review the economic implications of wage and price increases in
key industries. In a transitional period of cost-push inflation,
such as we are now experiencing, the moderate incomes policy
recently announced by the President should help us to avoid
an increase in unemployment and yet hasten the return to reason-
able price stability.

The task of bringing inflation under control has caused, and
will continue to cause, some discomfort in many sectors of our
economy. The anti-inflationary program pursued in the United
States has had repercussions which have even extended as far
as Japan, I understand. However, I can assure you that our
economy is fundamentally sound and resilient. Just as I had
confidence that the lulls in Japanese growth that I observed on
some of my earlier visits were only temporary, so I have confi-
dence that economic growth and progress will be resumed in the
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United States in the near future. We are still a long way from
having exhausted the possibilities of improving our standard of
living or increasing our productive capacity.

Man has taken a giant step forward in entering the era of
interplanetary exploration. Our technology and education will
continue to advance. How well the industrial countries or the
less developed countries use new knowledge to better man’s lot
in life will depend on many things. It will depend in part on the
goals that we set for ourselves. It will depend in part on our
ability to live together in peace and to maintain the kind of
mutually beneficial relations that have existed between Japan and
the United States for nearly a quarter of a century. It will
depend in important measure on the extent to which the nations
that have lagged behind in the economic contest. But it will also
depend in important measure on the extent to which the nations
of the world recognize the great advantages of the free market
system and are willing to pursue fiscal, monetary, and commer-
cial policies that are compatible with its efficient operation.
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This is my third visit to Israel. I remember, just before my first
visit here in 1958, being admonished not to come by several
United States ambassadors.

The reason for the warning was plain. Israel was then in
the midst of the Lebanon crisis. With tension mounting by the
hour, even a professor ought to have enough sense to stay away
from a country about to become involved in war. The men who
told me this were seasoned diplomats; they were gravely alarmed
by the state of affairs.

But when I came here, I was struck by just the opposite—
not by the tension, not by the alarm, but by the coolness of the
Israeli people in the midst of international anxiety.

There is an ironic saying we have in America, paraphrasing
a line in a Kipling poem: “If you can keep your head while all
about you are losing theirs, perhaps you do not understand the
gravity of the situation.”

But the fact was that the Israelis I met here—some of whom
had been my students at Columbia University in years past—
fully understood the gravity of the international situation. They
kept the calm that is found in the eye of a hurricane.

I was struck then, as I am struck now, by what Ernest
Hemingway defined as the essence of courage—"grace under
pressure.”’

That quality of calm courage is found only in a people with
a clear sense of purpose and a firm sense of duty. This simple
fact must weigh heavily in every assessment by outsiders of the
future of Israel.

Commencement address at Hebrew University, Jerusalem, July 6, 1970.
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On another visit, I asked David Ben-Gurion how the
Israelis were able to achieve so rapidly their advances in industry
and commerce. As you know, many economists associate eco-
nomic growth with a nation’s endowment of natural resources.
England’s early progress was attributed to her coal, America’s
to her abundant minerals and vast agricultural resources. But
Israel was not blessed with large mineral deposits, much of its
land was barren, and even water was in short supply.

How, I therefore asked the prime minister, was Israel able
to build such a strong economy in such a short time? He an-
swered: “We did it first by dreaming, then by doing what the
economists said was impossible.”

Keeping in mind that gentle reminder of fallibility, I would
like to speak to you today about three discoveries in seemingly
different fields—in the management of economic affairs, in the
management of power, and in the achievement of ideals.

You are a part of those discoveries, and the way the young
people of Israel govern their lives will have an important impact
on the use of those discoveries in the years ahead.

The first discovery, in the field of economic management, is
this: the human element is basic in the creation of an economy
that combines full employment with high productivity and rela-
tive price stability.

The great debate you read about in economics today is be-
tween those who feel that fiscal policy is all-important and those
who believe that monetary policy is all-important. The two
schools joust in learned debate, but both are also beginning to
take account of the human element in economic affairs—that is,
the dreams, fears, and hopes that so often upset the most expert
calculations.

And so we are gradually discovering—or perhaps I should
say rediscovering—that there is more to economic policy than
the established principles of economics. When the older writers
on economics entitled their treatises “political arithmetic” or
“political economy” they were telling us something we have
forgotten: that man’s hope is a crucial element in man’s fate.

What is your role in this discovery? Right now, right here
in Israel, you are proving that hope is perhaps the most powerful
of all economic forces. You are proving that a spirit of purpose
can give meaning to human energy and overcome a lack of
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material resources. In this, you are not breaking any rules of
economics; but you are developing new rules of political
economy.

A generation ago, the only thing we had to fear was fear
itself; today, the only thing we should despair of is despair. In
nations all around the world, on both sides of the Iron Curtain,
an enervating mood of despair is becoming fashionable, espe-
cially on the part of some young people. The cultivation of
despair can do as much to undermine the strength of some
economies as the cultivation of hope can do to overcome the
apparent weaknesses of other economies.

This brings me to a second discovery that is being made, in
a related but different field—in the exercise of power in the
world.

Power traditionally has been thought of in military terms.
And, of course, as you know better than most, the survival of
freedom in the world as it is today would be impossible without
military power.

But I do not hold with those who say that power corrupts
men. Rather it is the other way around; men without morality
corrupt power. And the world is making a remarkable discovery
about the exercise of power: with nations, as with individual
men, the most effective application of power is the power of
moral example.

This, I submit, is what has made and continues to make
America great. We have a dream of freedom, of equal oppor-
tunity, and of human dignity. It is true, of course, that our reach
exceeds our grasp, but by striving to make our way of life
better and to help other nations enrich their freedom, we set a
moral example that is one of the greatest sources of our power.
We are criticized so much around the world because people
expect so much of America; I would never trade away those high
expectations for mere approval.

And this, too, is what makes Israel a “great power” in her
own right. The power of her example in dignifying life, in con-
quering disease, and in extending technical assistance to other
poor nations, can never be underestimated. I know that Presi-
dent Nixon feels this deeply. Not long ago, in discussing why
America supports Israel, he put it this way: “Americans admire
a people who can scratch a desert and produce a garden. The
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Israelis have shown qualities that Americans identify with: guts,
patriotism, idealism, a passion for freedom. I have seen it. I
know.”

The young people of Israel, born to this noble example, have
a special responsibility both to their own nation and to the world
to preserve and enhance those qualities. You must continue to
show the world that you know the difference between bravery
and bravado. You must continue to show the world how dearly
you hold the moral precepts of brotherhood. You must continue
to show the world your readiness to seek peace and progress for
yourselves and for your neighbors.

The example of Israel is nowhere more vivid than in the
field of education. You have the privilege of being graduated
today from one of the great universities of the world. But what
impresses the world is not so much your fine educational facili-
ties or the magnificence of Mount Scopus where you began to
build this university, but the fact that education in Israel per-
meates the very existence of her people.

You do not “go to school” in Israel; in a sense, this whole
land—every home, factory, kibbutz, or even army camp—is a
school. Education is an exciting part of life. The mistake that
others sometimes make, and that I trust you will never make,
is to treat education as a chore instead of a joy; to treat gradua-
tion as an end of education rather than as a beginning.

You consider yourselves pioneers in many things, and
rightly so, but I suggest that there is a discovery you are making
that you may not be aware of: that a passion for learning dif-
fused throughout a society is the surest road to the achievement
of its ideals.

The President of the United States likes to say: “When
you’re through learning, you're through.” And he’s right—the
strength of a nation, like the strength of an individual, depends
on its ability to learn how to change and to grow.

Perhaps the greatest thing that can be said about the people
of Israel is that in fighting for the life of your nation, you have
stimulated the life of the mind.

Today I have been speaking of three discoveries that are
being made in the world, and of your part in them in the years
ahead.
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In creating a lasting prosperity, the human element is at
last being recognized as of fundamental importance.

In exercising power in the world, the power of moral ex-
ample can be far greater than material riches or equipment.

In achieving ideals, a reverence for learning and education
is indispensable.

As you take leave of the university, as you graduate into
a new life of the mind, may each of you ask yourself this: What
am I doing to increase the sum of hope in this world? What am
I doing to nourish the sense of purpose that founded this nation
and made it strong? What am I doing to teach someone else
what I have learned?

In asking questions like these, you will come to new dis-
coveries, you will risé to new challenges, and you will justify
the faith of your fathers and the admiration of millions of free
men all around the world.

I am deeply honored to join the fellowship of this grad-
uating class and I salute you: Shalom.
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The Relevance of Adam Smith
to Today’s Problems

During the past quarter century, economists have been devoting
much of their energy to studies of the process of economic
growth. Some have concentrated on the interplay of social,
cultural, political, and economic forces that shape the destiny
of developing nations. Others have sought to determine along
empirical lines what part of the economic growth of industri-
alized countries may be attributed to improvements in education,
what part to increases in the stock of capital, what part to
scientific research, improvements of technology, and other
factors. Still other economists have developed formal mathe-
matical models to gain insight into the dynamics of a growing
economy. The formidable literature generated by this research
could be aptly assembled under the title of Adam Smith’s
treatise: An Inquiry into the Nature and Causes of the Wealth
of Nations.

In thinking about what I might say here today, I was led
to reread passages of that celebrated work and to reflect once
again on the legacy of Adam Smith to the field of economics.
The Wealth of Nations is universally recognized as the first
major exposition of modern economic thought. Adam Smith
himself is commonly regarded as the father of political economy.
Yet it is a striking fact that the principles underlying the growth
of national wealth and income, which was the central theme
of his book, remained for many years a subordinate issue in the
great works on economics.

Address at the Adam Smith Symposium, Kirkcaldy, Scotland, June 5, 1973.

23

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



Digitized for FRASER
http://fraser.stlouisfed

REFLECTIONS OF AN ECONOMIC POLICY MAKER

Third, a pricing mechanism was needed to allocate resources
among competing uses, in accordance with the wants of con-
sumers. Free markets, Smith argued, generate price and wage
adjustments which result in a use of resources that is consistent
with the prevailing pattern of consumer and business demands,
and thus solve problems that governmental rules cannot handle.

This was an exciting new doctrine of enormous significance
for economic and social organization in the European states, and
also for the emerging nations of North America. Under the
influence of the revolution in commerce and industry that got
under way during the eighteenth century, many businessmen
and artisans had found the intricate governmental regulations of
their conduct needlessly burdensome, and they not infrequently
reacted by ignoring or circumventing them. Smith’s philosophy
of free enterprise thus appeared at a time when political leaders
as well as men engaged in commerce were ready to reexamine
accepted doctrines. The lucidity and dignity of Smith’s prose,
the authority of his scholarship, and the cogency of his reason-
ing hastened the appeal of his work to intellectuals and the new
merchant class. Before many years passed, The Wealth of Na-
tions became the most influential guide to economic reform in
his own country. Adam Smith’s influence, however, did not
stop there.

If my reading of history is anywhere near the mark, de-
velopments over the past two centuries have demonstrated be-
yond serious doubt the essential validity of Smith’s theory of
production. Where free enterprise has flourished, nations have
prospered and standards of living have risen—often dramati-
cally. Where detailed governmental regulation has repressed
individual initiative and stifled competition, economic growth
has been hampered and the well-being of the people has
generally suffered.

The outstanding example of economic progress under a
system of free markets is provided by the United States. The
standard of living enjoyed by the people of my country has
been, and still is, the envy of the world. The rate of economic
growth in many countries has of late exceeded that of the
United States, and thus the disparity of living standards—at
least among the industrial nations of the world—has been
shrinking. This is a heartening development. Yet, the fact is
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that per capita output in the United States is still far above that
of any other country. For example, the gross national product
per person in the United States is some 20 percent higher than
in Sweden or Canada—the two closest nations in terms of per
capita output—and it is about twice as high as in the more ad-
vanced socialist countries, such as the Soviet Union and
Czechoslovakia. You may recall that Premier Khrushchev pre-
dicted in the late 1950s that the per capita output of the Soviet
Union would equal or surpass that of the United States by 1970.
This forecast proved to be an idle boast by a political leader
who had not yet arrived at a mature understanding of the main-
springs of economic progress.

The standard of living that we enjoy in the United States
reflects more than our system of economic organization. Rapid
development of the American economy was fostered also by our
rich endowment of natural resources and our vast expanse of
fertile lands. Our free institutions and opportunities for self-
advancement attracted to our shores millions of venturesome
individuals from all over the world. The people who came were
industrious and highly motivated, and they often brought with
them useful technical skills and educational accomplishments.
However, other countries also have been blessed with rich
natural resources and with people of unusual educational and
technical achievements, and yet have not managed to find the
path to rapid economic development.

The key to the economic progress of the United States, I
believe, is therefore 40 be found in our institutions, which by
and large have permitted anyone in our midst to choose his
occupation freely, to work for himself or for an employer of his
choice, to produce whatever he chose, to benefit from the fruits
of his individual effort, and to spend or to save or to invest as
he deemed proper.

Under the economic system that has flourished in the
United States, the natural thing for individuals and businesses
to do is to plan for the future, so as to be in a position to take
advantage of the opportunities that continually become available
in a growing and prosperous economy. This feature of a free
enterprise system, and its crucial role in fostering economic de-
velopment, is seldom appreciated by advocates of centralized
planning. Planning for economic growth in the United States
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and other free enterprise economies—unlike that of socialist
nations—is a mass activity pursued by literally millions of pro-
ducing and consuming units, each looking to a better future and
striving to attain it. Over the years, our business firms have
become accustomed to planning their investments in plant and
equipment, their inventories, their advertising programs, their
labor policies, their financing requirements. More important
still, they now plan on a vast scale the development of new
products and new methods of production by conducting exten-
sive research and development programs. Our families, mean-
while, have remained eager to provide for a better life in the
future, and therefore find themselves planning for a new home,
for a good education for their children, and for reasonable com-
forts in the years of their retirement. Americans work hard to
realize their goals, and they are enterprising enough to search
out or to create new opportunities.

The present condition of the economy of the United States
thus provides impressive evidence of the essential truth of
Smith’s theory of production. Individual initiative, properly
compensated, has been the dynamic force behind the growth
of a mighty nation. And market forces, operating in a com-
petitive environment, have served to harmonize the plans of
millions of economic units, thereby fostering the national
welfare.

The validity of Smith’s views has been reaffirmed time
and again during the past two or three decades. By the end of
World War II, for example, a large part of the industrial plant
of Germany had been destroyed and the confidence of its people
shattered by the collapse of the German nation and its division
into two separate political entities. The postwar recovery of
the economy of West Germany, operating under conditions of
free enterprise, has nevertheless been spectacular. Its per capita
output is now among the highest in the world, and its products
are exported to every corner of the globe. East Germany, on the
other hand, installed a centrally managed system, and its econ-
omy floundered for a number of years. Economic growth in
East Germany appears to have perked up of late, but its per
capita output is still well below that of West Germany.

The postwar record of economic progress in countries such
as Israel and Japan, which encourage individual initiative and
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private enterprise, is even more striking. In a mere quarter of a
century, the Israelis have managed to transform a desert into
a flourishing modern nation. Japan is also poorly endowed with
natural resources and its large population is crowded into a small
area; its economy has nevertheless grown swiftly. Currently, the
production of Japan is exceeded only by that of the United States
and the Soviet Union. Since 1960, the real gross national
product of Japan has more than tripled, and it is still rising
much faster than in any other major industrial country.

The Japanese economic miracle has received universal ac-
claim. The achievements of other Asian countries that give large
scope to free enterprise—Thailand, South Korea, Taiwan, Singa-
pore, and Hong Kong—are not as widely known. Yet, all these
countries experiénced average yearly increases in real per capita
output ranging from 5 to over 8 percent during the decade of
the 1960s.

The Crown Colony of Hong Kong might indeed serve as a
monument to Adam Smith, for nowhere in the modern world
have his economic principles been followed more closely. You
may recall that Smith, in his discussion of the benefits of foreign
trade, noted that a nation would be most likely to profit from
foreign commerce if its trading partners were rich, industrious,
and commercial nations. Lacking geographical neighbors that fit
this description, Hong Kong took advantage of advances in
transportation and communication that have made it possible to
trade profitably on a worldwide basis. In1972, over three-fourths
of Hong Kong’s exports—Ilargely manufactured goods—went to
Europe and North America. And the value of its total exports
apparently exceeded that of mainland China, whose population is
perhaps 200 times as large as that of Hong Kong.

In Latin America, the highest rate of economic growth of
any nation at the present time is enjoyed by Brazil, whose eco-
nomic system has moved closer in recent years to the principles
of Adam Smith. Decisions as to the direction of investment are
now left largely to the business community; foreign investments
are encouraged; individuals are free to choose the line of work
that best suits their talents and to enjoy the rewards accorded by
the market to successful performance, This system of economic
organization, aided by the great natural and human resources of
Brazil, is producing excellent results. The rate of growth of Bra-
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zilian production has been 9 percent or more in each of the past
five years; last year, in fact, real output in that country rose
more than 11 percent.

Lively competition, individual incentives, and a pricing
mechanism to allocate resources are as important to the growth
of national wealth now as they were in the Great Britain of the
eighteenth century. That fact, I believe, is gaining recognition
beyond the boundaries of what we loosely call the Free World.
In recent years, the socialist countries of Eastern Europe have
begun to reconsider their earlier policy of guiding the course of
their complex economies through central planning and detailed
regulation of most aspects of economic life. They have begun
to ponder whether the production of some unwanted goods or
obsolete machines might not reflect the failure of prices to signal
changes in consumer or business demands; whether more rapid
technological progress might be encouraged by providing indus-
trial managers with stronger incentives for taking risks; whether
workers would increase their productivity if more opportunities
became available to improve their own lot and that of their fami-
lies through greater individual effort.

In most of these countries, pockets of free enterprise have
indeed remained, and they have provided the socialist authorities
with some dramatic examples of the vitality of Adam Smith’s
theory of production. In the Soviet Union, for example, indi-
viduals are allowed to cultivate small agricultural plots and to
retain or sell the produce they raise. Yields per acre on these
small pieces of land are typically far higher than on the huge
and highly mechanized collective farms. In 1962, for example,
small private farms constituted only 3 percent of the total acreage
cultivated in the Soviet Union, but they accounted for a decisive
part of the meats, milk, eggs, vegetables, and fruit produced and
consumed in the country—in fact, for over a third of the coun-
try’s total agricultural production. The Soviet people have lit-
erally been kept alive by free enterprise in their household
agriculture, and the significance of this fact cannot have escaped
their attention entirely.

In some if not all socialist countries, doctrinaire adherence
to centralized planning and regimentation of economic life is
gradually being displaced by a more flexible administration of the
economic system. Wider scope for decision making is being
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given to individual factory managers; monetary incentives re-
lated to economic performance are becoming more common;
a larger role is being assigned to prices in the allocation of re-
sources. Notable examples of this trend may be found in Yugo-
slavia and Hungary, where significant efforts have been made in
recent years to accelerate economic development by moving to-
ward a more flexible, less centrally directed form of economic
organization. In the Soviet Union, also, a reform of the indus-
trial structure is currently under way, aiming among other things
at decentralization of research and development programs.

In the developing nations, too, a trend is evident towards
wider acceptance of Adam Smith’s theory of economic develop-
ment. A decade or two ago, many of these countries were
seeking to rush headlong into heavy industry, bypassing the
development of agriculture and light industry for which their
resource base and their technical skills were better suited. Bar-
riers to imports were created to speed industrial development,
while one industry after another was saddled with restrictions
and regulations that made competition in world markets ex-
tremely difficult. Political leaders in these countries had become
so fascinated with the thought of rapid industrialization that
they not infrequently ended up by creating industrial temples
rather than efficient and commercially profitable enterprises.

Some costly lessons have been learned, and some ancient
truths rediscovered, from this experience. Of late, developing
countries have been reconsidering the benefits of agriculture
and light industry as paths to economic progress. More of the
developing countries are now encouraging private foreign invest-
ment, and practically every nation is seeking ways to raise pro-
ductivity, open new markets, and foster a spirit of enterprise
among its people.

Policy makers across the world thus keep coming back to
the principles enunciated by Adam Smith some two hundred
years ago. A contemporary reader of The Wealth of Nations
cannot escape being impressed with the vigor of Smith’s analysis
and its relevance to the world of today. Yet, he will also be
struck, I believe, by the fact that nations are nowadays concerned
with economic problems that were hardly foreseen in his great
treatise on political economy.
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While Adam Smith was at work on The Wealth of Nations,
another enterprising Scotsman, James Watt, was still struggling
to perfect the steam engine. Today we split the atom to augment
the supply of electricity, and we send men on fantastic voyages
to the moon. With the progress of science, the proliferation of
industry, and the spread of urbanization, the interdependence of
economic activities has greatly increased. Opportunities for
conflict between private and public interests have therefore
grown in importance. Adam Smith, to be sure, was not unaware
that such conflicts could occur. Contrary to a widespread im-
pression, he put fences around free enterprise—for example,
by arguing in behalf of certain restrictions on free trade, by
recognizing the need for governmental maintenance of roads,
harbors, and similar public works, and even by accepting statu-
tory ceilings on interest rates as a contribution to the general
welfare. Adam Smith, however, had no need to concern himself
with pollution of air or water, or with urban blight, or with
depletion of energy sources, or with insistent political pressures
for better education, improved health care, more recreational
facilities, and a host of other things that have led to extensive
governmental involvement in the economic life of industrialized
nations.

The business cycle of modern times, especially in nations
that practice free enterprise, has given special impetus to the
enlargement of governmental responsibilities. Experience over
many years had demonstrated that active competition serves to
coordinate individual plans and thus enables markets for specific
commodities to function, on the whole, in satisfactory fashion.
However, experience also taught us that while competition is a
good cure for overproduction in a specific market, it is a very
inadequate cure when a shortage of demand develops simul-
taneously in many markets. In such a case, business activity as
a whole will slump, the flow of incomes will be checked, and
unemployment will spread; in short, the nation will experience
a business recession. On the other hand, when demand becomes
excessive in many markets simultaneously, the general level of
prices will rise and this too will bring economic troubles.

In recent decades, therefore, governments have sought to
stimulate the general level of economic activity at certain times,
and to restrict it at other times, by a flexible use of their mone-
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tary and fiscal policies. Of late, a new phenomenon—a discon-
certing rise in the price level even in the absence of excess
aggregate demand—has troubled various industrial countries.
This development has led some governments to intervene directly
in wage and price decisions in the hope of achieving simulta-
neously both full employment and general price stability.

We thus face problems today with which Adam Smith did
not concern himself. Economic life keeps changing, and each
generation must face anew the central problem with which he
dealt so boldly—that is, how best to draw the line between pri-
vate and governmental activities in the interest of augmenting
the general welfare. As we go about this task, we cannot be
blind to the imperfections of market processes or to the abuses
of market power by business firms or labor organizations. But
we also cannot afford to neglect Adam Smith’s warning, of which
recent experience provides ample illustration, that governments
not infrequently create new problems, besides wasting resources
that could have been put to effective use by private citizens or
business firms.

In the course of my career, both as a student and as a public
official, I have found it necessary to revise my ideas about the
proper role of government in specific economic matters. Experi-
ence is a demanding teacher, and my respect for it has led me at
times to favor governmental actions that I abhorred in my youth.
My confidence in the basic advantages of free enterprise re-
mains, however, unshaken. I continue to believe, as Adam Smith
argued so cogently, that when a nation’s economic activity is
organized on the basis of free enterprise, men and women will
by and large employ their talents in ways that enrich and
strengthen the nation’s economy. More important still, it is only
by avoiding excessive concentration of power in the hands of
government that we can preserve our individual liberties and

have the opportunity to seek personal fulfillment with full
dignity.
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The Significance of
Our Productivity Lag

It is a pleasure for me to join this commencement assemblage in
paying tribute to the graduating class of the University of South
Carolina.

Those of you graduating today are part of a great tradition.
The first graduate went forth from Carolina’s classrooms when
Thomas Jefferson was President of the United States. And many
of the students who have followed since then—some of whose
names commemorate the buildings in which you have lived and
studied—have made notable contributions both to this region
and to the country at large. I trust that in the years ahead—in
whatever careers you pursue—you will never cease to draw
inspiration from the achievements of those in whose footsteps
you follow.

In considering what I might appropriately say to you today,
I found my thoughts turning repeatedly to the remarkable trans-
formation that our nation’s economy has undergone since the
time this institution was founded. The broad outlines of that
transformation—from simple agrarianism to the complexities of
our modern industrial state—are well known to all. So, too, is
the remarkable record of material gain that has flowed to our
people in the process.

What may perhaps be less fully appreciated is that the
material progress we have made as a nation—and which has long
been the marvel of the world—was by no means an inevitable
occurrence, despite our endowment of natural resources. Nor is
it something whose extension we dare take for granted. I believe,

Commencement address at the University of South Carolina, May 14, 1977.
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rather, that the bounty that is ours came about chiefly because
we have had the wisdom throughout most of our history to foster
an environment in which the latent energies of our people had
generous scope for realization. Ours has been a society in which
men and women, no matter what the circumstances of their birth,
have known that there were ultimately no boundaries to what
might be achieved with effort and ingenuity. That faith—and the
spirit of independence and drive it has fostered—has been the
essential dynamic force in the economic life of our nation.

In the language economists are prone to use in describing
material gains, what we have had in America is an astonishing
record of productivity achievement. Qur environment of enter-
prise and the rewards it has offered have prodded us to great
effort. Historically, we have been an industrious and an inven-
tive people. We have striven for self-improvement and the
betterment of our families; and we have been willing, both
individually and collectively, to sacrifice and scrimp when invest-
ment opportunities beckoned. We have, moreover, been imagi-
native and persistent in devising better ways of doing things and
in applying new technologies in the organization of our produc-
tive activities.

The consequences of all this in terms of the efficiency of
performance of the individual American worker have been
striking. It is, indeed, our impressive historical record of upward
climb in output per hour worked that is the foundation of our
economic strength. To be sure, the aggregate income and wealth
of our nation have grown with the passage of time partly be-
cause our work force has grown in size. But that has been far
less important as a source of output gain than some of you may
realize. Overwhelmingly, what has been critical—to the extent
of accounting for about two-thirds of the rise in national output
over the span of our history—has been the advance in labor
productivity, the simple fact that an hour of labor progressively
has yielded more and more output.

I focus on this today because I think it is important for you
to have an awareness that our country’s productivity growth has
exhibited a slowing in recent years, both absolutely and relative
to that of other countries. You should recognize this as a matter
of great concern to you personally and to the future of the
nation. Indeed, largely because of the slowing of the underlying
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rate of productivity growth—to a pace a third less rapid in the
last ten years than in the 1950s and early 1960s—we can no
longer boast of having the highest per capita standard of living
in the world.

Far more is at stake, of course, than the issue of inter-
national prestige. As a nation, we can consume no more than
we produce, so that unless productivity growth reaccelerates,
our citizens inevitably will enjoy less rapid gains in living stan-
dards in the future than has been customary historically. It re-
quires little imagination to foresee that troublesome tensions
could arise from that situation as competing groups in our soci-
ety endeavor to secure a larger share for themselves of produc-
tion gains that are disappointing in the aggregate. Also of great
significance is the fact that without a reacceleration of produc-
tivity growth we shall find ourselves increasingly cramped in
our public life in channeling resources to the solution of domestic
and international problems.

These are powerful reasons for trying to understand the
causes of the productivity weakening that has recently occurred.
A good deal of scholarly effort has in fact been devoted pre-
cisely to that end. However, we still cannot be sure how much
of the slowdown in productivity growth reflects transitory as
distinct from more basic causes.

One cause of slower productivity growth in recent years
that is presumably of a temporary nature has been an increase
in the proportion of relatively inexperienced workers in our
labor force. This reflects several influences: first, a greatly en-
larged stream of young people entering labor markets in the late
1960s and early 1970s as a delayed consequence of the very high
fertility rates that followed World War II; second, the increasing
tendency for adult women—many lacking recent work experi-
ence—to seek employment; and third, the prevailing trend to-
ward early retirement. As the younger workers and adult women
gain in job experience, however, the depressant effect on pro-
ductivity growth of the shift in the age and sex composition of
the labor force will no longer be operative. Indeed, a reversal
may already be in progress.

A more complicated issue to assess—but one that likewise
involves the potential for a favorable turn—concerns the way
in which our nation’s capital stock grows in relation to the labor
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force. In recent years, the exceptionally rapid rate of labor-force
growth has not been matched by a corresponding acceleration in
capital formation. In fact, even apart from the slump in capital
investment during the recent recession and the disappointing
recovery in capital spending since then, the growth of this coun-
try’s stock of capital has tended to be slower for some time than
in the earlier postwar period. This combination of circumstances
—rapid labor-force increase and a slowing in the pace of capital
formation—has meant that progress in equipping our work force
with increasing amounts of capital equipment has proceeded
much less rapidly than in the 1950s and the 1960s. That un-
questionably has been detrimental to the maintenance of pro-
ductivity gains at their historical pace. Demographic influences,
however, are gradually becoming somewhat less awesome. Within
the next few years, the growth rate of the labor force is likely to
decline appreciably, reflecting the lower fertility rates that fol-
lowed the earlier postwar bulge. In that situation, the challenge
of achieving an accelerated pace of capital formation relative to
labor supply will become less formidable—provided, of course,
that we are successful in maintaining a climate of enterprise that
is conducive to capital spending by business firms.

Despite these two potentially favorable influences—that is,
the trend emerging toward restoration of a more experienced
work force and the definite possibility that faster growth may
resume in the capital stock per worker—complacency about
future productivity developments is by no means warranted.

I say this because the productivity slump which we have
been experiencing is only partially explained in terms of the
changing experience of our labor force and the amount of capital
our workers have been equipped with. Careful study of those
two factors still leaves a substantial part of the recent produc-
tivity slowing unexplained. Other adverse influences apparently
have been at work as well.

My own judgment is that we have been undergoing a change
in our societal values and attitudes that has contributed signifi-
cantly to poorer job performance in recent years. I advance that
as a hypothesis only, not as an established fact. It is a hypothe-
sis, however, for which there is regrettably a considerable body
of supportive evidence.
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Testimony to a lessened sense of industriousness on the part
of our work force is certainly present, it seems to me, in this
country’s record of job absenteeism. The number of people who
simply do not show up for work on any given day, especially
before and after weekends, has been rising in recent years and
has assumed worrisome proportions. In a typical week last year,
almost five million workers had unscheduled absences from their
jobs for a day or more either because of reported illness or for
other personal reasons. Last year’s absenteeism involved the
loss of more than 100 million hours of working time per week,
giving rise, one can be sure, to a great deal of unnecessary cost
and inefficiency in the operations of our businesses—ranging
from disruption of production schedules to overstaffing by em-
ployers as a defensive measure. No one would deny, of course,
that many unscheduled absences are justified by illness or per-
sonal or family emergencies. But there is evidence that absentee-
ism has risen faster in recent years than the number of employed
individuals, and this suggests that decided changes have been
under way in our country in the basic work attitudes of
employees,

The high and rising incidence of absenteeism would be
easier to understand if workers in this country enjoyed less paid
time off than they do. Significantly, however, the average fac-
tory worker now gets nine paid holidays each year and many
workers get more. There has been an impressive liberalization
throughout the postwar period, moreover, in the amount of time
employees can take as paid vacation. Indicative of the trend is
the fact that more than two-thirds of factory workers with
twenty-five years service now get a full month’s vacation,
whereas fifteen years ago only about one in five enjoyed such
generous vacations.

Employers, in short, are increasingly remunerating workers
for time during which no work is performed. At present about
7 percent of total payroll costs incurred by the average employer
in this country goes to pay for time that employees are not
explicitly on the job. And the full costs of paying for non-
working time would be much larger if there were any meaningful
way of measuring the extraordinary number of hours spent on
coffee breaks, wash-up time, retirement parties, and other social
rites that have increasingly become a part of our working lives.
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Against this background, is there really any wonder that many
of our producers find it difficult to compete internationally and
that so many of the products in our homes and garages bear
foreign names?

These developments relating to work attitudes and the
amount of leisure time we are opting for as a society are a rela-
tively neglected aspect, I believe, of scholarly investigation into
the causes of the slowing in our productivity growth. I think
they must be brought into sharper focus to facilitate wider public
understanding of what is at stake. It is not at all clear that people
actually perceive that lessened work effort inevitably must be
reflected in the material benefits we as a people can enjoy. That
linkage was inescapably evident earlier in our history—when, to
a much greater degree than is now the case, men and women
could literally see what their individual effort yielded in con-
sumable products; but the linkage has been blurred as our pro-
ductive and distributive mechanisms have grown in complexity.

I trust it is clear that these matters are by no means of
remote concern to young people such as you who are now em-
barking on careers. Indeed, I would call your attention to the
fact that during your lifetimes the degree of productivity growth
achieved by the work force, will, if anything, be more important
than it is now, simply because of the changing ratio of the work-
ing to the nonworking portions of our population. Reflective of
the longer lifespan people are enjoying and the trend toward
lower birth rates, we are now experiencing a rapid expansion in
the elderly portion of our population. A relatively heavy burden
will thus fall on the employed portion of the population to pro-
duce goods and services not just for themselves, but also for the
swelling numbers of people who will be beyond retirement age.
That prospect emphatically underscores the importance of re-
achieving and maintaining strong productivity growth.

I urge you to think about the implications of that challenge
and to consider carefully the interest you have in helping to
foster a renewed spirit of industriousness in this nation. The

future is yours to do with it what you will. I hope you will
choose wisely.
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The Need for Better Profits

It is a pleasure for me to be here on the campus of Gonzaga
University to participate in this celebration of Founder’s Day.
I am also pleased to be able to join you in honoring a great
teacher of economics, Dr. Graue. It is eminently fitting that
Dr. Graue’s contribution to economic understanding should be
noted today not only by festivity but also by serious economic
discussion.

In consonance with that, I would like to address a feature
of our current economic environment which, as long as it per-
sists, could well prove an insurmountable barrier to the achieve-
ment of full employment in our country. I refer to the fact that
the profits being earned by American business are at an un-
satisfactory level.

It is both striking and disturbing, I believe, that profits get
relatively little attention these days from economists. [ have the
impression that the economics profession has almost forgotten
that ours is still predominantly a profit-motivated economy in
which, to a very large extent, whatever happens—or doesn’t
happen—depends on perceived profit opportunities. Certainly,
the preoccupation in the nation’s capital tends to be with other
matters. The slightest hint, for example, of emerging trouble
for the economy will promptly unloose a flood of fiscal and
monetary proposals, virtually all predicated on the notion that
what is crucial is governmental manipulation of aggregate de-
mand. Seldom does anyone pause to ask what should be a

Address at Gonzaga University’s 1977 Founder’s Day, Spokane, Wash-
ington, October 26, 1977.
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compellingly obvious question—namely, whether lack of con-
fidence in profit opportunities on the part of our profit-oriented
businessmen and investors may not be the essential cause of
difficulty.

My own judgment is that a deep-rooted concern about
prospective profits has in fact become a critical conditioner of
economic performance in our country. If I am right in thinking
so, actions taken in Washington to enlarge the already huge
budget deficit in the interest of more consumer spending are
likely to be of little sustained benefit in reducing the level of
unemployment. That was a principal reason why I felt no
lasting benefit could flow from the fifty-dollar rebate that was
under consideration early this year.

If poor profitability is adversely affecting economic per-
formance, we should expect business firms to exercise great
caution in embarking on capital-investment projects. No busi-
nessman is likely to add to his plant or equipment if the promise
of a decent return is not present. The current expansion of the