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FOREWORD

T

HE FOUNDATION FOR ECONOMIC EDUCATION is preparing a series of
popular essays on current economic problems of vital interest and
importance to the American people. This is the first in that series.

Throughout history many peoples have fallen victil!l to despotism and tyranny
because of a lack of political and economic understanding. Misled by false
promises, they hoped to evade their personal responsibilities by placing them
upon a master or a bureaucracy supposed to be more virtuous, wis](nd able
than the general run of citizens.
) \
As they transferred responsibility, however, they forfeited their opportunities.
Slavery, serfdom and other forms of bondage replaced individual liberty.

•

And their·bondage at last destro:yed hope itself.
.

•·

f

This happened to the people of Germany and Italy before the war.
·It is happening now in every nation throughout the world.
: The very existence of our republic, therefore, depends on renewed and in·cteased understanding by every citizen of the fundamentals of economic
truth. What is wealth and welfare, and how may a people create them? As
a necessary condition of liberty these questions must be asked and answer!!d
· not only by a few economic specialists, but by every responsible citizt;n. ·
Without understanding of the basic facts and economic effects ef gove_rn. ment's fiscal and monetary policies, of price and wage controls, of savin&alld
spending, of borrowing and lending, of competition and monopoly, 0'~ production and consumption, no man or woman can fulfill-the obligations of .citizenship.
' The Foundation for Economic Education is making available in popular form
the best thought of recognized aut}10rities in economics. It is a non-political,
non-partisan organization for the discovery and dissemination of economic
truth.

The authors whose works the Foundation publishes and promotes speak for .
themselves. The organization vouches for their integrity and competence, but
places upon each author the final responsibility for what he says and how he
says it.
From this point, therefore, not the Foundation, but the distinguished Knox
Professor of Economics Emeritus of Yale University, Dr. Fred Rogers Fairchild, speaks.
LEONARD

E.

READ,

President.
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I
INTRODUCTION
current wage digputes special emphasis is being placed upon the employer's ability to pay. Certain groups vigorously contend that ability to
pay furnishes a sound basis for raising wage rates. Others register •qually
.vigorous denial.

I

N

The question thus raised is much more than a detail in a wage controversy
between certain employers and the unions. The ability theory has been 1put
forth as a general principle-a sort of major premise in ~he syllogism:
(I) each employer should pay wages in accordance with his ability
to pay;
(2) General Motors (United States Steel, Westinghouse, or "the
railroad industry") have excess ability;
( 3) therefore, General Motors (United States Steel ... etc.) should
raise wages.
Already this theory appears to have been accepted by the President of the
United States and the Federal Administration. If generally adopted as a basic
principle of wage determination, it would bring in its train consequences far
beyond those affecting merely the relations of wage earners and employers.
Indeed, its major impact would be upon the whole people.
In line with the popular tendency to over-simplify any issue, many people
are apt to assume that, when interests conflict, whatever is bad for one side
must be good for the other. The employers don't seent to like the ability
theory; therefore its adoption, while hurting the employers, would supposedly
benefit labor. Anyone who advocates adoption of this theory is a friend of
laoor, while he who writes or speaks against it must be on the employers'
side and against labor.
Oftentimes, however, in a conflict of interests one side may advocate
measures which would be harmful to both parties.
Of course suchi advocacy must be due to ignorance on somebody's part.
The ability theory of wages is, I believe, a case in point, and the purpose of
this essay is not to support the separate interests of either laborers or employers, but to combat ignorance. Ignorance is the enemy of both parties, and the ·
fight against ignorance is a fight in favor of both sides, as well as an under- taking in the interest of the American people as a whole.

7
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It is pertinent, therefore, to seek an answer to the question: How would
general adoption of th,e ability theory of wages effect the interests, not only
·of employers and employees, but of the American people as a whole?.

II
THE PROPOSITION

.
'

~..

.

proposition is that the w~ge rate for any group of laborers should
be determined with reference to the "ability to pay" of t·heir p~rticu
.
lar employer. And to apply this policy, it is proposed to use the method
of "fact finding." The emploY:er, it is argued, should be required to open his
books to a fact-finding body of some sort, in order that this body may di~
~ove.r th~ facts of his ability to pay.

T

HE

I

This is the theory of wage ,d.et,e_rmination that has recently been p1,1t forth
by certain le~d<;rs of American org~nized labor. It was implied, for example,
iR the deriuind o(the United Automobile Workers upon the General Motors
Corporation for a 30 per cent wage increase. Walter P. Reuther, Vice Pr~
i.dent of the Union,: is repor~ed to have said: "We are saying that prices and
wages and ability ·to pay rriust be tied together ... We asked for the books
because they would not talk about the arithmetic, and there was no other
y.ray for us to get the facts ..." (Commercial and Financial Chronicle, Jan. 3,
194.?, p. 51.)
· ' ' '·; .
i

.':

The United Steel Workers of America likewise supported its wage demand
upon the United States Steel Corporation by reference to large profits and
pther factors supposedly indicating ability to pay on the part of the companies.
·(See for example, Commercial and Financial Chronicle, Sept. 20, 1945,
p. 1368)
1· ·

The President of the United States and other members of his Administratl.on appear to have gone a long way toward accepting this· ability theory. For
,example, the President stated at a press conference on December 20, 1945,
~hat "Ability to pay is always one of the facts relevant to the issue of an in~rease in wages," and that "it is essential to a fulfillment of its duty that the
:board have the authority, whenever it deems it necessary, to examine the
books of the employer." (Commercial and Financial Chronicle, Dec. 27,
1
194~, .P· 3170.)
; I
The languiige of this new wage theory is disarming:
'

~

.

"Ability to pay"-isn't that obviously reasonable? Don't we call on
·people, on ·behalf of all sorts of worthy causes, to make contributions
according to their ability?
' Further elaboration af the attitude of organized labor and of the Federal Administration, with additional citations, will be found in Appendix I of this essay.
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Isn't that the way our tax payments are supposed to be apportioned?
And if an employer has the ability to pay higher wages, why shouldn't
he pay them?
Likewise with "fact finding." Isn't it recognized that every question
ought to be settled. in accordance with the facts?
On what legitimate grounds can any party to a dispute object to disclosure of the facts? If he does object, doesn't that put him in a bad
·
light right at the start?
No doubt many fair-minded persons, influenced by the apparent reasonableness of the new theory, would offhand regard such questions as merely
·
rhetorical, obviously to be answered in the affirmative.
Actually, the proposition is not quite so simple as this.

•

III
RELATION OF ABILITY TO PAY TO
PROFITS AND PRICES
;..

A

ility depends on profits. First of all, what do we mean by "ability to
pay" in this connection? The· ability theory of wages is being presented·
in connection with demands for higher wages, accompanied by the
claim that the employer is lllaking enough profits so that he can pay the increase.

But whence do these profits come?
Obviously they must come from what is left out of the gross income of
the business after paying all necessary costs, including interest on borrowed
·capital and rent of land leased from others. There is no, other source. ThiS'
excess of "income" over "costs" is commonly called "prpfits," and it is in this
sense! that the term profits will generally be used in this essay.'
The ability theory thus means that ability to pay wages is to be measured
·.')>y profits, or that additions to wages are to be taken out of profits.
Inconsistency of raising prices. How about getting the.money for increased
wages by charging oigher prices? If the employer appears not to be making
profits out of which to meet a demand for increased wages, may he never.. theless be called upon to grant an increase, accompanied by an advance in the
price of his product?

Obviously such a demand would be inconsistent with the ability theory.
, A wage increase under such circumstances wouid clearly go beyond .the employer's ability to pay.
Attitude of the unions. As a matter of fact, when certaio of the large
unions initiated their drive for higher wages after the war, they did !fOt
propose any increase in prices. They argued that industry generally, and in
particular the more important companies to which demands were then being
addressed, could grant wage increases out of profits without the necessity of
raising prices. In certain cases the unions definitely opposed price increaSes.
1
Actually, in measuring profits, deduction should be made for interest on the owner's
capital, which he might have loaned out at interest instead of risking it in his business.
Similarly, allowance should be made for wages to which the owner would have been
entitled if working for someone else. Further discussion of the difference between· the
popular and the more exact, scientific definition of the term " profits" is contained in
Appendix II.

II
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For example, in rejecting an offer of a 10% increase in wage rates, Mr.
-Walter P. Reuther, vice president of the United Automobile Workers, is re-.
·ported to have said that if General Motors "raises its auto prices one cent,
the.. U.A.W.. - will go into court and get an injunction to stop such action."
.(New York Herald Tribune, Nov. 8, I945, p. I2. ) On several subs~quent
occasions he reiterated this view that the increase in wages for which his
·unions were striking should not be used by the Company to obtain an increase
•in prices for its products. (New York Herald Tribz~:ne, Nov. I6, I945, p. IS;.
The Guaranty Survey, Nov. 29, I945, p. 5; Netw Y o_rk Times, Jan. 28, I946,
p. I2; New York Times, Feb. 3, 1946, p. 34.)'
.
'

The United Steel Workers of America do not appear to ·have rejec~e!j
in so many words the idea of raising the price ceilings on steel, but the wfiole
tenor of their demands was that the wage increases could be met by ·the
companies out of profits without the necessity of raising prices.'

Employers' attitude. It was the employers who first raised .t he price question. In particular, the steel manufacturers said they could not grant any
advances in wages so long as present official price ceilings remained in force .
. The United States Steel Corporation's offers of wage advances ( I20 cents
an hour on January 10, 1946, and I 5 cents on January II) were based in
each case on the suggestion of a government official that ceiling prices on
steel might be raised. (Radio address of Benjamin P. Fairless, Jan. 23, 1946.)
Government attitude. The official attitude on the question of r:aising
prices to permit wage advances has not been clear or consistent. It appears
mainly to have been that wage advances should depend, among other things,
. upon each employer's ability to pay, and that profits are, or promise to be,
generally sufficient to permit substantial advances without the necessity of
raisihg prices. This is shown by statements quoted in Appendix I.
On the other hand, official utterances have indicated willingness to consider price increases when required to meet wage advances, though only in
exceptional cases. Thus President Truman, in his radio address of OCtober
(' 30, I945, after saying that "there are several reasons why I believe tha_t in~ · dustry as a whole can afford substantial wage increases without raising prices,"
t- added that "there are situations where wage increases are necessary, ~rrespective of price consequences. They will not cause many price increases." (Commercial and Financial Chronicle, Nov. I, I945, pp. 2103-2I04.) This- apparently represents the Administration's present wage policy, though price increases to meet wage increases have by no means been so rare as the President
seems to have contemplated.
' See Appendix I. ·
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Raising prices to permit wage increases implies that, while ability to pay
may justify a wage advance, it does not limit the amount of the raise. The
employer's ability to pay will be investigated, not primarily to determine
whether he should raise wages or how much the raise should be, but to determine what part of any recommended wage advance can be met out of profitS!
(ability to pay) and what part will have to be met by raising prices.
This was clearly illustrated, for example, in the findings and recommendations of the official fact-finding board that inquired into the meat packing
wage dispute. The board announced that:
(I)

a wage increase of I6 cents per hour was fair and equitable, and ·
should be granted;

( 2) 5 cents of the increase was properly absorbable by the meat packing companies without further price or subsidy relief; and
(3) the remaining I I cents was "approvable under existing executive orders and the rules and regulations of the Stabilization Administrator and is therefore the basis for price and/ or subsidy
relief." (New York Times, Feb. 8, I946, pp. I and 4.)
Such price increases impossible in free markets. In a free competitive market, a particular employer has no power to recoup a wage increase by raisin_g
the price of his product. The price, for him and his competitors, is determined
by competition in the market. Paying higher wages gives him no added power
to raise prices. No purchaser is going to pay him higher prices than other
sellers charge merely because he has raised wages.

The customer ordinarily considers that the wage rates of those from
whom he buys are no concern of his. Should any producer, using the excuse
of higher wage rates, set a price on his goods higher than the market, his
customers would of course desert him and buy from his competitors. In a competitive market, if any producer's wage rates are so high that he could meet
them only by raising prices, his only recourse is to give up the struggle and
go out of business.
Present markets not free. What makes it possible just now for par·ticular producers to raise prices to cover wage increases is the fact that at
the moment we Clo not have a free market. Prices are not determined by competition in a free market, but by government edict; that is, by the Office of
Price Administration. It follows, therefore, that when the official ceiling price
is lower th.an the price that would be determined by demand and supply in
a free market, government may intervene to raise the ceiling price, affecting
of course all competitors, and· thus permit an employer to offset a wage increase by raising his price without forcing himself out of business. But this
goes beyond the simply theory of ability to pay.

IV
DIFFERENTIAL WAGE RATES LEADTO STATEISM
•

ility-to-pay policy creates discrimination. The ability-to-pay theory
implies that there will be different wage rates for the same· kind of
labor. Since wage rates are to be based on the profits of particular employers, it follows that those with high profits will be paying higher wages
than those whose profits are moderate or who are operating at a loss.

A

This obviously is not the way prices in general are determined in a free
economy. In fact it runs counter to the whole concept of the free market. In
the normal operation of the free economy, the wage rate is determined by
demand and supply in a competitive market, in the-same general manner as
the prices of other goods and services.
The ability-to-pay theory puts wage rates on a different footing. The
employer is expected to pay, not the going rate set by the market, not what
the services of labor may be worth to him, but a differential rate based upon
his ability to pay.
This is as though the grocer, instead of having a set list of prices for his
several products, applicable to all his customers, should undertake to set different prices for each customer based on his respective ability to pay. Butter
would sell for 30 cents to Mrs. A., who is in moderate circumstances, 75
cents to well-to-do Mrs. B., and $r.oo to Mrs. C., whose husband is known
to be a man of wealth. The banker would expect a high rate of inte~est from
a wealthy borrower, a low rate from one less well-to-do--a whole scale of
interest rates based on the personal abilities of the various borrowers. Land
and buildings would rent at different rates varying with the. ability to pay
of the different tenants. Subjected to fact finding, the customer would be
required to open his books so that the grocer, or perhaps, a "fact finding
board," could determine his ability to pay for butter and eggs. The man
seeking to rent a home for himself and his family would submit his books
of income and e~pense to the prospective landlord, or to the board.
This whole process would of course be entirely lacking in practical standards, fantastically cumbersome and complicated, and utterly unworkable. Fixing price ceilings by government edict, tough as that task is, even in the minds
of its proponents, would be only child's play compared with the task of setting
on each product a separate price for each purchaser.
Probably few persons would advocate any such method of determining
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the rate of interest, the rental of land and buildings, or the prices of goods
and services generally. Would a wage system involving a separate price for
each buyer of the services of labor be any more logical or work any better?
· The contrast with the operation of the free market is brought out by the
very term used. "Ability to pay," only recently introduced into the language
of wage theory, has long been a technical term in the field of. taxation. Here
it has been used to show the difference between a certain method of determining each person's tax payment and the method by which the prices of goods
and services generally are determined. The advocates of taxation according
to ability to pay argue that, whereas one pays for goods in general the prices
set, alike for all, in the competitive market, taxation is not to be regarded
as paying a price for government services-what the services are worthbut should be on an entirely different basis; i.e., " the citizen's ability to pay."
It is the fun~tion of the free market to determine the prices of goods and ·
services and so to induce the producers to bring forth what the people desire,
so that there may be the maximum possible satisfaction of human wants.
Wage rates which are determined by demand and supply in a free labor market help to guide workers into those lines of effort in which their services will
produce what consumers (including workers and their families) most want.
Fixing wages on the basis of the employer's profits introduces an entirely different principle. It puts wage rates out of line with prices generally and ·
destroys the operatioil! of the free market.
Free markets. prevent special privilege. Under a free labor market, different wage rates for the same kind of labor could not long exist. Differential
wage rates would be self-defeating.
To see how this works, let us imagine a community in which wage rates
for a certain grade of labor had been established for every employer, each
according to his ability to pay as measured by profits. There would be just
about as many different wage rates as there were employers. Some would
be quite high, because the particular enterprise had been or was expected to
be very prosperous. Some·would be very low, paid by the unsuccessful entre"
preneurs. And there would be wage rates scattered along the scale between
the highest and lowest.
Now what would happen under a free labor market? Of course those ,
getting the low wages would be dissatisfied. Some would strike for higher
pay; others would apply for jobs with the firms that pay high wages for the
same kind of work. The low-wage firms would find that they could keep
their workers only by raising wages. The high-wage concerns would see that
they could lower wages and still get all the workers they wanted.
.
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After considerable milling about, an equilibrium wage rate would be
settled. At this rate, the same for all workers doing the same kind of work,
each employer could get all the workers he wanted, and every worker willing
tto work fur that wage could get a job. In other words, .this wage rate would
"clear the market," as the economists say. There would be employers who
could make little or no profit paying this rate, but that would in no wise enable them to get l.abor for less. There would be other employers who were
making handsome profits, but that would not compel them to pay higher
wages.
Now if this ~Uustration may have appeared somewhat far-fetched as to its
assumed starting :point, there is nothing far-fetched about the final upshot,
which is in fact ·just about what we normally find wherever a free la"Qor
market prevails.

-·

Suppose now we start with a different and more realistic assumption.
Given a previously established equilibrium, let U!l assume .that labor center~
its demands upon a few of the most prosperous firms. That appears to be
what has recently been going on in the United States. And let us further
;,tSSume that these few firms, on account of. high profits, are induced to raise
wages. Still assuming a free labor market, what happens? Just about -the
same as before. The high-wage firms are swamped with workers seeking jobs·.
They soon realize that there is no necessity of their paying extra high wages
in order to get workmen. They drop their wage rate down to about the rate
that generally prevailed for that kind of labor. We are back at equilibrium
once more-a lever of :·wage rates permitting employment for all, with all
workers of equal ability receiving about the same wage for the same type of
work.

Ability-to-pay policy requires labor monopoly. We have a: real p~oblem
of different wage rates for the same work only when there is not a free labor
market-when there is labor monopoly.

•,

Assume that the most prosperous firms are compelled by union pressure,
with or without support from government, to ;tcknowledge. superior ability
to pay and to raise their wage rates accord'ipgfy. .The rest of the'workers in th~.
community who are performing laBor of si.milar grade, see certain favored
laborers getting better pay. Their first reaction may be to demand a raise
froi:n their own employers. But the la~ter, not having the requisite ability,
must refuse if they want to stay in busin.ess." The low-paid laborers may then
try to shift to the high-wage firms. But against all except those who already
belong to the high-paid employees' union this move is blocked. The closed
shop prevents their obtaining emplpyment uniess'''they: belong to the union;
the closed union refuses them admittance.

DIFFERENTIAL WAGE RATES LEAD TO STATEISM
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When the same union covers laborers in a number of firms, some paying
higher wages than others, the situation is slightly different. There may now
be no union interference with a laborer who seeks employment with the highwage firm. But now it is the employer who refuses. He has just had a higher
wage rate forced upon him. That gives him no ability to hire more workers;
rather the reverse. A reduction of wage rate may enable an employer to in- ·
crease his working staff with profit. An increase in wage rate-especially if
caused by external pressure-is more likely to lead him to discharge some of
his less competent laborer~ or those doing less necessary work.
Rising profits tend to induce an employer to hire more workers and to
offer somewhat higher wages as an inducement. But an increase of wage rates
which is brought about at the expense of profits reduces the employer's incentive and his ability to take on more workers.
Therefore, if a certain automobile producer should, for exa!IlJlle, on account of his superior ability be forced to grant a wage increase that other automobile manufacturers could not meet, he would hire fewer workers, even
though his union were willing to admit more members. This application of
the ability-to-pay wage policy would thus exclude certain laborers from employment or force them into low-wage jobs.
So long therefore as powerful labor unions could maintain their monopoly
position, we would have the spectacle of different wage rates side by side for
the same kind of work.

Monopoly equilibrium is unstable. But in contrast with the equilibrium
reached under th-e free labor market, this is not .a condition of stable equilibnum.
It wo~ld soon be generally known by the laborers in any community that
some firms were paying higher wages than others. Those who worked for the
low-paid concerns would naturally be dissatisfied and jealous. They wQuld
demand wages equal to their fellows and insist that fact-finding boards look
into the ability of their respective employers.
Whatever the finding of the board in any particular case might be, dissatisfaction would continue, supported by strikes, citing the time-honored union
rule of "equal pay for equal work." But many employers could not pay the
higher rates; they would not have the requisite "ability" which made higher
wages temporarily possible to their more for\unat~ competitors. The less prosperous concerns would thereupon be forced out of business; either because
they declined to raise wages ·and· their employees refused to work, or because,
having yielded to their workers' demands, they went broke.

t8
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But this is not all. Suppose two different departments of the same corporation are, by separate accounting, shown to have different rates of profit. It
might seem to the workers· in ·the more prosperous department that they would
gain by separation; they could logically demand that the company be split
into two corporations. One can imagine the chaos that would result from
such a program carried to its logical limit.
Again, assume that a company pays higher wage rates than others. Will ·
the employees of this company acquire a vested right to their high-paid jobs?
The existence of such vested rights will hardly be overlooked. Is it so farfetched to envisage the labor union assuming the right to say who shall have
the high-paid jobs? After all, this is not so very different from the present
common practices of certain closed shop unions which charge high initiation
rees, require years of residence in the community, or require a vote of the
members for admission.

Dissension in the ranks of labor. Still we have not exhausted the elements
of instability in a condition of differential wage rates, maintained by sheer
force of a monopolistic union or unions. Such a rate necessarily contains
stresses and strains which must tend to break out in dissension and disruption
within the ranks of organized labor itself.
If different groups of laborers, each with its own union, have unequal
wage rates for the same grade of labor, is it not to be expected that strife will
arise between the unions? In their national organizations, how will the ·
privileged union defend itself against the under-privileged, when the latter
appeals to the labor union doctrines of "equal pay for equal work" and the
"solidarity of labor"?
. If the differential wage rates prevail among members of' the same union,
the disruptive forces would appear even more serious. How will the union,
under such conditions, explain its accomplishment for some of its members
while failing to do equally well for others? It appears inevitable that dissension would arise1 kading perhaps to cleavage into two or more·separate unions,
with subsequent conflict within the ranks of labor.
A condition somewhat like this was foreshadowed in the U.A.W. late
in January, 1946, when Mr. Reuther, commenting on the wage settlement
between the Union and the Ford and Chrysler Corporations, said, as reported,
" in the ultimate settlement of the General Motors cas·e the corporation must
pay a higher wage increase than Ford or Chrysler in order to compensate the
General Motors workers for the hardship the corporation has forced upon
them.'' (New York Times, Jan. 28, I946, p. r.) Incidentally, here is a new
theory of wage determination, hardly to be reconciled with the ability theory.

/
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Is ability to pay the real aim? Of course differential wage rates may be
only a stage in the drive for wages for everybody equal to the highest. It i$
probable that this is the idea of those unions which are now stressing ability
to pay. The plan is to get the highest possible wage from certain prosperous
firms and then demand that all other employers come up to this level.

In other words, the union goal is not an equilibrium of differe~tial wage
rates based on each employer's ability. Rather the ability theory is merely
the convenient instrument for starting a wage increase for all. This line of
attack, pressed to the bitter end, would result in some companies granting
the raise and others going out of business because they could not pay it.
This would both demonstrate the instability of differential wage rates
and imply rejection of the theory of ability to pay as a continuing rule of wage
determination.
Monopoly wage rates cause unemployment. Whether the ability theory
is used as an excuse for monopolistic wage differentials or as a device for raising wage rates in general above free market levels, unemployment will be the
result.

Let us suppose that a labor union has picked out an especially prosperous
employer and compelled an increase of wage rates based on his alleged ability
to pay. Other members of this union are working for other employers, whose
ability to pay the higher wage rates has not been shown or is admittedly nonexistent. Yet pressure of the lower-paid members and threatened disruption
of the union will lead its officers to demand the higher wage rate, regardless
of ability, and to enforce the demand by a strike. Those employers who cannot
pay either refuse to comply and lose their workers or yield and later fold up.
In either case the result is unemployment.
Similarly, laborers outside the union that has secured the higher wage
rates will make demands for equal wages upon their employers. Some at least
will be unable to pay; they go out of business, and unemployment results.
Bringing in the government. While unequal wage rates exist, those laborers who find themselves receiving lower wages than others doing the same
grade of work may be expected sooner or later to bring pressure upon government. Government will be called upon to arbitrate the disputes between warring unions over unequal wages and to force equality of rates. Because of
political pressure, government will be unable to resist the call.

When wages are set by government, the decision will be determined by
political pressure rather than by economic considerations. Since the laborers

/
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represent many more votes than the employers and investors, a wage-fixing
government is likely to be a labor government. In wage negotiations, it would
,be labor and government vs. employers.
In this unequal contest it is hardly to be expected that government would
propose a compromise involving reduction of the higher wage rates which had
been forced upon employers supposed to h ave superior ability to pay. Instead,
it would require equalization by forcing up the lower rates. Those employers
who had not the ability to pay would be forced out of business. Unemployment would be the result.
Whether or not the government is committed to the maintenance of full
employment, spreading unemployment causes insistent calls upon government
for relief. This adds strength to the ever-present temptation to accept any
excuse to embark on extensive development of government industry, subsidies,
deficit spending, currency inflation, and "the managed economy."

•

When things have reached this stage, through government arbitration
of labor disputes and government employment of labor, the government will
be in control of wages. There will be no more a free labor market, or free
collective bargaining. Government will set wage rates as well as commodity
prices, and when government has responsibility for wages and authority to
determine rates, labor itself will cease to be free.
Laborers will no longer have power to accept or refuse employment. T hey
will not be left the choice of occupation, or working place, or employer. They
will go where they are sent, do what they are told, and accept the pay government dictates.
This is what happened to wages, employment, and the status of labor
under government domination in Russia, Italy, and Germany. It means the
end of freedom for labor.

Compare the free economy. All this is in contrast with the free economy.
Under freedom, wage rates tend to approximate certain levels determined in
a free market by the forces of demand and supp1y. They are reached through
voluqtary agreement between employers and employees.
Under such free market conditions, all workers doing the same work
tend to get about the same wage. Wage rates in general approximate levels
which attract enough investment and job-making enterprise to provide "full
· employment"-jobs for all who want them. Employers who utilize their
workers and machinery more efficiently tend to make more profits. With
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higher profits they expand their operations and seek to hire more labor. Rising
profits and rising demand for labor result in rising wages.
Those employers who cannot pay fhe going wage rates are eliminated.
But when wage rates are determined by bargaining in a free market, the
passing of those employers who cannot pay does not cause unemployment.
It simply means that industry is gravitating into the hands of those employers
who are better able to keep going and provide jobs.
In the free economy government does not have responsibility for wage
rates. It does not have to have a "wage policy." Government's function is to
make and enforce fair and equal laws in the interest of the whole community
and N:> act as the impartial referee when required by the conflicts of interest
between different factors of production.
Rising profits and rising wages have prevailed in all those nations which
ha"e established and maintained free markets for commodities and servic~s.
Only as government has come in to establish or support monopoly and to control prices, wages, or profits in the interest of one class or another, have
chronic unemployment, political turmoil, and stateism made their appearance.

•
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PROFITS
hat are profits? Few people realize that the whole American system

W

of individual liberty is th reatened by a w age doctrine that proposes
to regulate wage rates by reference to profits. This is because so few
understand the nature of profits and their function in a free economy.

A good many people seem to think that profits are simply one of the
"shares" of the gross income of business enterprise, just like the other shares
-wages, interest, and rent. They further suppose that there is a normal or
prevailing rate of profits, like the wage rate or the rate of interest, and th{lt
whenever the profits of any particular firm exceed this rate, they are therefore "abnormal," or "excessive," or "unfair."
That something is wrong with this idea appears the moment we ask: Who
pays profits to tne business man or the corporation? Of course the answer is
that nobody pays profits to anyone.
Suppose John Doe starts up a garage business. He borrows money with
which to buy a building, machinery, and tools, and for " working capital,"
and he agrees to pay interest at a stated rate. If instead he uses land and
buildings belonging to someone else, he agrees with the owner (landlord) to
pay a certain rental. He hires mechanics and office help, making agreements
m advance to pay to each a certain rate of wages.
As the business goes on, John Doe must actually make the agreed payments: wages to laborers, interest to a capitalist, and rent to a landlord. ·
Naturally he. expects to get out of the business some return for himself.
This is profits. But nobody made an advance agreement to pay him profits,
and nobody will pay him profits.'
Here then is a fundamental distinction between profits and the shares
that go to the other participants in production. To get to the bottom of this
1

This is of course only one of many ways in which a business IJ)ay be organized. John
Doe might have had capital of his own for this investment; or he might have incorporated and obtained the capital by issuing stock; instead of running the business himself, he might have hired a manager; and so on. This particular illustration was chosen
in order to bring out most clearly the separate interests of the different factors of production. But whatever the form of organization, the basic principles are the same. For
some discussion of their application to other types of organization, the reader is referred
to Appendix II.
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matter, let us inquire further into the function of the profit-receiver and the
nature of his reward.
How profits are earned. Profits go to the entrepreneur.

He is the one who plans and organizes business enterprise and assumes
the risks.
He decides the line of production to which capital and labor shall be
devoted, whether to the manufacture-of automobiles or cotton cloth, or the
operation of a railroad or a fleet of trucks, or a department store or a market
garden.
He brings together the other "factors of production"-land, capital, and
labor-in the appropriate proportions, and he organizes them into a working
unit. From there on he continuously plans and directs the enterprise.
He keeps up payments, at the agreed rates, to his hired laborers and to
those from whom he has borrowed money or rented land.
No one, however, is currently paying him for his own labor, or for the
use of his own capital (a term we may now use to include land . as well as
other capital), or for his special entrepreneurial services of planning. and orgamzmg.
As time goes on, the financial results of the enterprise emerge, whether
successful or otherwise. If the business is a success, the gross receipts nave
provided the money with which to pay: (I) wages, interest, and rent, ( 2)
all other costs, such as the purchase of materials and other services, and ( 3)
something more. This exoess is the entrepreneur's profit.

If there is just enough to pay the costs, there is no profit. If there is not
enough even to pay costs, the entrepreneur not only has no profit, he loses
some of the capital he put into the business. T.his is negative profit, or loss.
Enterprise is risky. This calls attention to the risk element. In a free
economy all enterprise is subject to some degree of uncertainty as to its financial results in the form of net income or loss.
Especially if there is to be progress--developing national resources, lowering costs, increasing wages, widening the range of products that satisfy human wants, raising the standard of living--capital and labor must be directed
into new ventures in unexplored fields of enterprise; new inventions and processes must be tried out.

'
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This is risky; it will result in successes and failures, profits and losses.
But it is not only· the path-breaking enterprises that are risky. There is
risk even in the ordinary established lines of enterprise-risk of crop failures,
risk of price changes, both of raw materials and of the finished product, risk
of varying wage rates, risk of increased taxation, risk of change in consumers'
tastes, and so on.
The risky character of American business is shown by the facts. Even in the
prosperous years two corporations out of five come out with no net income .
subject to federal income tax. In years of depression thos<: without net income
are frequently in the majority. Here are the figures for a few selected years:'
CORPORATIONS WITH AND WITHOUT NET INCOME

Year

1909
1913
1917
1921
1925
1929
1931
1933
1939
1941

.

With net income

Without net income

20%

So%

6o%

40%
34%
52%
41%
37%
55%

66%
48%
59%
53%
34%
22%
39%
52%

67%
52%
40%

Taking all corporations together, there is wide variation in the aggregate
amount of net income less loss from year to year. Figures compiled by the
United States Treasury Department' show, for example, net income of 8)/,i
billion dollars in 1918, barely over I billion in 1921, 8 2/ 3 billions in 1927,
10 2/3 billions in 1928, nearly 12 billions in 1929. In 1930 the total dropped
to 4 2/3 billions, and in the next 3 years there were net losses, reaching 3,829
millions in 1932. Total net income was 7 4/ 5 billions in 1937, barely over
4 billions in 1938, and back to a little over 7 billions in 1939. This is further
evidence of the risky character of American business.
1he hazards of industry are further shown by the high mortality of busi1
Percents computed from data in United States Treasury Department, Statistics of
Income for I9f.I, part 2, p. 270. For years 1909-26, the figures for corporations without
net income include those corporations that were inactive. After 1926 the inactive
corporations are excluded. That is why the percents for these years do not add up
to 100.
•

2

Le.tter to Collectors of Internal Revenue, lntt:mal Revenue Agents in Charge and
Others Concerned, dated January 10, 1945 .
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ness concerns. During the period I900-39 the average number withdrawing
from business was 36o,ooo per year; this was 20.3 % of the average number
of concerns listed by Dun and Bradstreet; i.e., I, 77 4,000. On the average,
nearly one per cent of all concerns failed each year during this period; i.e.,
I 6,000 out of the I, 77 4,000 concerns listed. In the year I 922 there were
23,676 failures, with total liabilities of 625 million dollars. The worst year
was I932, when there were 3I-822 failures, with liabilities of 928 millions.
The annual figures for recent years are as follows:'
BusiNEss WITHDRAWALS AND FAILURES
Year

Total Liste~
Concerns

I939
1940
I94I
1942
I943
1944

2,I r6,ooo
2,I56,ooo
2,I7I,OOO
2,152,000
2,023,000
I,855,ooo

Withdrawals
Percent
Number

349,000
337,000
329,000
307,000
296,000
352,000

I6.5
I5.6
I 5· I
I4·3
14.6
19.0

Failures
Per cent
Number

I5,000
I4,000
I2,000
9,000
3,000
1,000

0.7!
o.63
0.55
0.42
O.I6
0.05

The effect of war business is shown in the last three years.
The risks of industry, with their consequences of operating losses, firms
closed up, and business failures, are the normal accompaniment of any vigorous, prosperous economy. They cannot be avoided if we are to have high
production and prosperity; someone has to bear them. Under a free economy,
the risk of uncertain future income is turned over to the entrepreneur. The
other participants come in under an arrangement that protects them from
such risk, so far as may be. The laborer receives his weekly pay envelope,
whether the business is going ill or well; and so of the lender of capital and
the landlord. The entrepreneur not only has no such assurance of receiving his
reward but has to underwrite the rewards of the other participants.
This is the situation as long as the business keeps going; uncertainty of
income is the entrepreneur's concern. But there is also the chance that business may slow down or fail altogether. This is a hazard which all the factors
of production have to face, The laborer may be forced to find another job.
The capitalist and the land owner must find other employment for their capital and their land. The entrepreneur must make a new start in business.
Labor is justly concerned over the hazard of closed businesses and loss
of jobs. The worker may find himself, after years of work, in possession of
'National Industrial Conference Board, The Economic Almanac for I945-46, p. 145·
Dun and Bradstreet, Inc. 1945.
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specialized skills and training, for which other employment may not be easily
or quickly found. In the long run he will probably find another job, but it
is the short-run loss of wages and the uncertainty of another job that disturb
him.
Yenhis hazard is not peculiar to labor. When a· railroad goes out of business, there is capital sunk in specialized machinery that cannot be diverted
to other uses quickly or without loss. The right of way represents land that
has been put in such shape as to destroy or impair its fitness for other employment. And the owners (entrepreneurs) have lost their business.
Still the entrepreneur stands in a different position from the others. The
laborer has after all been currently paid his wages for all the work he haS
done, and the capitalist and landlord have ordinarily received payment for
their capitl!-l and land so long as they were used. True, the lender of capital
runs the risk that the principal of his loan and even part of the interest may
not be paid in full. But even here he is protected by a prior claim upon the
entrepreneur's own capital. The entrepreneur, on the other hand, in addition to the loss of his business and the necessity of starting over again, may
both have lost his capital and, during the life of the business, have received
little or nothing in return for his own efforts and the use of his capital.
The point is that the hazard of the wage earner, shared alike by the other
factors of production, is of a different sort from the entrepreneur's double
risk of uncertain income and loss of c;Wital. And this hazard of the laborer
would in no wise be met by having wages determined on the basis of the employer's ability to pay. It would be increased rather than diminished.
Labor wants security against loss of employment. Basing wages on ability
to pay would not give this. It would perhaps for a short time increase the
wage rates of those who were fortunate enough to be employed by the especially ~ccessful concerns. It would do nothing for the employees of those that
failed. On tile. other hand, risks for all workers would be increased and wages
decreased in so far as application of the ability-to-pay policy reduced profits.
Profits induce enterprise. Risks will not be assumed for nothing, and·
profits are the reward that induces the entrepreneur not only to give his own ·
services but to throw into a risky enterprise his capital and the capital entrusted to him by others and for which he is held accountable. Again we note
that his profits are not promised in advance. No one ·agrees to pay him anything for his service of risk-bearing. He has no assurance that any profit will
be finally forthcoming. In this he stands on quite different footing from the
other participants in production.
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The entrepreneur's reward is thus a contigent reward-dependent upon
the outcome of the enterprise, which may yield him profits, large or small,
or losses. His reward is uncertain, risky, never known in advance. Strictly
speaking, the reward he is offered for undertaking the risks of industry is not
profits, but the chance of profits, along with the chance of losses.
Under these circumstances, were it not for the profits actually made by
some entrepreneurs, hardly anyone would undertake the risks of enterprise.
The fact that some obtain and enjoy profits is what makes others believe they
also have the chance.
This mere chance of profits-and losses-has been the sufficient lure inducing thousands of able, ambitious, and daring Americans to assume the
direction and the risks of industry, to try out new devices and processes, to
open up new fields of enterprise, to develop natural resources, to offer the
people new and better products.
These risk-takers are not only the big business men, the "captains of industry." All the owners of little businesses-corner grocery stores, drug
stores, garages, laundries, cleaners and pressers-are entrepreneurs, each bearing his share, small though it may be, of the risks of industry.
There are also the millions of stockholders of business corporations. The
actual influence of a stockholder upon the direction of enterprise may be small,
being necessarily in proportion to his holding of stock. Yet by his choice of
the companies in which he invests, even the smallest stockholder plays his
part in determining the lines into which industry shall go; he has a voice in
the choice of the directors; .he is a risk-bearer to the extent of his own investment.
Because of the opportunities open to entrepreneurs, large and small, to
engage in enterprise and to reap the rewards or suffer the losses in free markets, the American people have experienced their extraordinary industrial development, with the highest wages, the highest living standard, and the greatest wealth and economic power in the world. The inducement to individuals
to assume the necessary responsibilities and risks has been the chance of profit,
or loss, in the atmosphere of freedom.
Who earns the profit or loss? Profits, and losses, are peculiarly the result
of the enterpreneur's function. It is his acts of judgment and planning, plus
the hazards of an unknown future assumed by him, that determine the results
of the enterprise, with profits or losses.

Profits in a successful enterprise are not chiefly produced by the landlord,

•
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the bondholder, or the laborer. One who believes that wage earners are responsible for the profits of the successful concerns should ask himself whether
low profits or losses in other concerns are the result of the inefficiency of the
laborers there employed.
By and large the laborers in an unsuccessful business are no less efficient
or loyal than those who worked in a business that prospered. Neither the failure of the former nor the success of the latter may ordinarily be attributed
to the respective labor forces.
This is not to say that the industry and loyalty of labor has no effect on
profits. Of two concerns equally situated as regards the quality of employees,
one may have a skillful personnel manager, who succeeds in winning the good
will of his workers and so getting more and better service from them than
is obtained by the other concern, where labor relations are not so well handled.
Other things being anywhere nea~ equal, the first firm will doubtless show
better results and larger profits--or smaller losses-than the other. The difference is clearly ascribable to the better management of the first concern,
although it would be incorrect to say that labor had nothing to do with it.

-·~

This example both illustrates the part labor may play in producing profits
and suggests the relatively minor effect of this influence. Although the first
of these firms may be showing better results than the second, it is quite conceivable that both might be making good profits, in spite of the inferior contribution of labor in the second concern, or that both might be suffering losses,
in spite of the superior contribution of labor in the first concern. Profits are
chiefly determined by forces over which the entrepreneur has the control.'
When average production per worker increases, either in the whole economy or in a particular concern, we sometimes speak of increased "productivity of labor." But normally it is not superior labor that caused the increased
product. It is the increased efficiency of more and better machines (capital)
and the good judgment and management of the employer (entrepreneur) who
decides what should be produced, and how. What we should say is: increased
"value product per laborer." This correctly describes what has happened.
Labor when employed in conjunction with better machines and by employers
exercising superior judgment produces a greater value product.
'There are, it is true, a few exceptions. These are concerns where close supervision
of the workers is not practicable and where at the same time the number of employees
is small enough so that the efforts of a single one could have some appreciable effect on
the profits of the business. In such cases profit-sharing devices have sometimes spurred
on the workers to give special efforts, with corresponding effects upon profits. But such
cases are not very numerous.
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Entrepreneurs get their peculiar' reward for increased production in the
form of profits. Labor, being more efficiently employed and so worth more
to employers, gets higher wages. But the bulk of the gain goes to the consuming public in the form of more and better products, lower costs, and thus
a higher standard of living.

The magnitude of profits: Facts. It is not generally realized how modest,
over the years, has been the total amount of profits for industry as a whole.
Our eyes are dazzled by the huge profits occasionally made by the large successful enterprises. Or we generalize from the great number of small and
moderate businesses all about us that seem to yield a fairly steady flow of profits
on a comfortable scale, or from the more or less regular flow of dividends to
certain investors in the stocks of business corporations. What we overlook or
soon forget are the ambitious ventures that have failed, with losses of millions,
the thousands of small and moderate business concerns that fail or fold up
every year, the frequent "passing of dividends" of business corporations, and
the periods, like the recent 'thirties, when profits generally are shaky, declining, or non-existent.
During the period of I922-39, the average annual "net profit" of all corporations, as reported by the United States Treasury Department,' was 5,825
million dollars. This is of course a large sum. But it represents the total net
profit and loss of some 443,000 concerns (the average numbeT during this
period), with a wide distribution of ownership; these corporations were
owned by some 6-7 million stockholders (the average, again).'
In the year 1937 the combined net profit of 4I6,902 corporations which
submitted balance sheets with their returns was 7, 777 million dollars, being at
the rate of 5.8 per cent on the stockholders' investment ("net worth at end
of year"). This was the best year since I 929. In 3 of these years, I 93 I -32-33,
the combined result of the business activities of all these corporations was a
net loss. Averaging the 9 years for which these figures are available, I93I I 939, we have an annual net profit for these corporations (averaging some
405,000 in number) of only a little over 2.5 per cent on the stockholders'
investment.
Even these figures, which are used for income tax purposes exaggerate the
1

Letter to Collectors of Internal Rvemte, Internal Revenue Agents in Charge, and Others Concerned, dated January ro, 1945.

2

There are no exact figure;-of the number of stockholders in American corporations for
each of the years :922-39. The rough estimate here used is derived from T .N.E.C.
Monograph No. 29, R:'· zo and r6.
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pure profits of business corporations. As is shown in A ppendix II, if allowance is made for interest on the stockholders' capital, the actual rate of pure
profits shrinks close to the vanishing point.
Profits represent also only a small part of total receipts. Thus for the
26 years I 9 r 6-4 I, the total net income less deficit of all the corporations reporting to the United States Commissioner of Internal Revenue was only 4·5 per
cent of their combined gross income. Excepting the war years, rgr6-rg, the
percentage was T)ever as high as 6%.' While gross income is not precisely the
same as income from sale of goods and services, it is close enough to indicate that ordinarily not more than 6 cents out of the consumer's average dollar goes to profits.
The surprising fact is how small in the aggregate the actual reward of
American investors and business men has been. Apparently the American
entrepreneur has been willing to assume the risks of industrial enterprise on
remarkably even odds, only a little better than fifty-fifty.

Why profits are moderate. In a free economy, it is competition that keeps
profits down. Whenever business as a whole is especially profitable, the more
progressive firms seek increased sales volume through offering their products
at reduced prices. Competition forces the others into line, and thus high profits
give way to lower prices to the consumers. Moreover the lure of high profits
tempts new entrepreneurs and new capital into industry, intensifying the competition and hastening the trend to a lower profit level.
On the other hand, when a particular enterprise shows an especially high
rate of profit, this is for one of the following reasons:
Because of the natural fluctuations of the business cycle. Some
industries, such as capital goods, machine tools, etc., are especially subject to the ups and downs of the business cycle. If one
of these enterprises is at the moment in the prosperity phase of
the cycle, it is only natural that its profits should be comparatively high (offsetting the low profits or losses of the depression
phase).

(2) The unknown future factors, which at its beginning made this
partic~lar enterprise a risky one, have now turned out favorably, with high profits the result. This is characteristic of those
Computed from figures in United States Treasury Department, Statistics of Income
for I94I, P a rt 2 , p. 270.
.,_
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path breakers who try out new products for which the market
·turns out to be a good one, like motor cars in their early days
or radio, or new techniques, such as chain stores i11 1920, or
possibly plastic materials in the immediate future.
( 3) The high profits of a particular business may be the result of
the superior judgment and skill of its owner. This entrepreneur
was wiser than others in the organization and direction of his
business and in introducing new or improved machinery and practices, and high profits are his reward.
( 4) Occasionally high profits of a particular concern are due to
some degree of monopoly power.
Exceptionally large profits of a particular firm due to any one of these
causes are usually only temporary.
In the first case, this is obvious.
In case two, the particular line of enterprise is now not so risky as it was
before this entrepreneur broke the trail. Other enterprisers, seeing his high
profits, will now enter the field. They have less risk to face, and their competition will tend to bring down the rate of profits.
In the third case, superior management and improved machines and practices will sooner or later be discovered and copied by competitors.
As to the fourth case, except where there is government protection by
franchises, patents, or copyrights, monopoly is rare and short-lived. When
government does grant monopoly privileges, as in the case of public utilities
or patents, it does so because of the belief that, from the standpoint of the
public interest, monopoly in these cases is preferable to competition. In the
case of public utilities, moreover, the rate of profits is limited by government
regulation; and in the case of patents, etc., the profits are limited both by
the competition of imitators and substitutes and by the limited life of the
patent or copyright.
'

Of course we must not fall into the error of thinking that the assumption
of business risk is a mere ·gamble, like tossing a coin. In exercising his function of risk-bearing, the entrepreneur performs acts of judgment, and the
outcome depends in large part upon his wisdom, energy, and shrewdness. It
is quite possible therefore for a particular entrepreneur to achieve high profits
more or less continuously. But this is because this entrepreneur is not only
of superior endowment but is alwa~rs pushing ahead. By the time the results
of his better judgment have become common property, he is already launching

..
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out on something new and again leading the field and making high profits
commensurate with his exceptional ability.
No doubt this is one of the reasons v;hy American entrepreneurs seem content with such small odds. They realize that business is not merely a gamble.
It is a game of skill as well as chance. And each one inclines to think he is a
bit smarter than the average and hopes to come out better than the mathematical odds would indicate.
In the free competitive economy, therefore, high profits provide their own
correction.

VI
THE RAID ON PROFITS. LOGICAL AND
PRACTICAL DIFFICULTIES

1ow comes the proposal to dip into profits in order to increase wages;
i.e., to reduce the reward of the ·entrepreneur in order to increase the
share of labor. In seeking a clear idea of just how this would work.
let us ask first of all: 'Is it past profits or future profits that are to be taken
as the criterion of wage rates?

a

Past profits. To some the fact that firm has been making handsome
profits, particularly if they have been used in part to build up surplus or
reserves, appears sufficient basis for requiring that it raise wage rates, thus
giving to labor a portion of i~s past profits.
Th; increased wage rates, however, will apply, not to past labor, but to
future labor. In other words, it is proposed to measure future wage rates by
past profits.
But how do we know that the future will produce as much profits as the
past? There is no m"C"ssarv relation between the profits of the past and the
ability to pay wages in the future. Moreover the wage increase would not
necessarily go to the same workers who had contributed to the past success
of the business.
The only logical use of past profits would be as a basis for some sort of
bonus to labor for work performed in the past when the profits were accruing.
This would point to the well-known device of "profit sharing." In fact the
introduction of some sort of profit-sharing plan would seem to be the only
logical way to meet the demand of labor for a share of past profits. Certainly
fixing wages according to ability to pay is not the way to do it .
There is also the practic2l difficulty. It is an error to think: that past profits
have built up a fund available for addition tc wages. No doubt the desire to
gett a share of this supposed huge fund is part of the driving power behind
the current demand for wages based on ability to pay.
But there is no such fund. Profits of the past have been either (I) distributed to the stockholders in dividends, or ( 2) "plowed back into the business," appearing on the accounts as surplus or reserves of one sort or another.
In the first case there is obviously no present fund for distribution to labor or
anyone else. In the second case, these surpluses and reserves are not cash. As
33
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accounting items, reinvested profits are not even assets on the company's balance sheet; they appear on the liability side of the account. What they-represent is the increased equity of the stockholders in the company's assets, to the
extent that assets have been 'built up out of "undistributed earnings!'; I.e.,
from profits not distributed to the stockholders in dividends.'

It is quite true that the enterprise has additional wealth on account of
the undistributed profits of the past. But this wealth is not available for paying wages. It consists-of new buildings, additional machinery, enlarged inventories of raw materials, goods in process, or finished products. This i·s· what
we mean by "ploweil back."
The 'fact that these machines· and materials were bought with money
that came 'from past profits puts them in no different position from machinery
and materials bought, let us say, with the money originally invested in the
company. How do we know that some of the money subscribed by stockholders
did not come from profits in some other venture? Should we ask each subscriber to the stock whether any of his money came from profits, and 'if so,
conduoe that the machinery bought with such money is available for increas·
ing wages?
This fund of wealth has, "in short, been added to the capital invested in
the business. It could not be given to labor without pulling machinery off
the floors and selling it, or otherwise disposing of equipment and materials
·necessary for the efficient continuation of the business, continued employment,
ana continued payment of wages.
A.s a matter of fact, by far the larger part of reinvested profits already has
'been paid out in wages; that is, paid to the labor which produced the machinery, equipment, or materials purchased with the reinvested profits.

Future profits. However, it is probable that·most of the ·advocates of the
ability theory are thinking in terms of the future profits of industry rather
than those of the past. If future wage rates are to be governed by profits, 'then
certainly the basis should be future profits, not past.
But now we get into other difficulties, far more serious. Since' in their very
nature wage rates have to be determined in advance, we must have an advance
statement of the an1ou'n t ofprofits. But who can say what the future profits
of any business will be'? The owner or ma.nager himself ·cannot tell. If he
could, the principal reason for profits would cease to' be, since enterprise would
no longer be risky.
1

This discussion is obviously in terms of the corporation. With slight change of terms,
it applies equally to the partnership and the individual business.

'
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The basis would have to be estimates, unreliable at best, and at the worst
mere guess work.
For example the United Automobile Workers, in support of their demand
upon General Motors for a 30 per cent increase in wages (August 18, 1945),
presented a brief containing their estimate of the profits of the General Motors Corporation for the year 1946. They concluded that the company could
(I) increase factory wages 30%, (2) sell its cars in 1946 at 1942 model
prices, and (3) make a profit of $432,()(X),()(X) before taxes on the same volume of sales as in 1941. The General Motors Corporation, starting from
the same premises, arrived at a loss of $ISO,()(X),()(X). (General Motors Reply
to U.A.W.-C.I.O. Brief SubmittW. in Support of Wage Demand for 52
Hours Pay for 40 Hours Work, Nov. 7, 1945, pp. 16-19)
This is not the place to pass judgment on the methods used in reaching
these estimates. But we are furnished a convincing sample of what business
would be up against if wage rates should ever be determined on the basis of
estimated future profits. Taking seriously such estimates, however carefully
made, flies in the face of the very nature of profits. Profits spring from risk;
uncertainty is of their very essence. To think that certain wage rates can
be based on uncertain future profits is to refuse to face both logic and facts.
Suppose the plan were adopted. In the course of time some firm turns up
with profits greater than were estimated when wage rates were determined.
Will the wage-earners be content? Will they not rather claim that an error
has been made and that their wages should now be recalculated and the difference made up in a supplementary payment of back wages? The employer is
hardly likely to accede to this claim, unless he is forced.
Suppose on the other hand the profits turn out less than anticipated. Will
the employer now suggest that an error was made and demand a corresponding refund of wages already paid? It is a safe assumption that the laborers
will not accept this. And after all it would not make much difference, since
there would be no way of collecting the refund. Very few of the employees
would have the necessary funds on hand; their wages were generally spent
as received. And is it not rather idle to speculate upon the legal process by
which the employer would collect from those who had the money?

VII
THE MAINSPRING OF INDUSTRY
rofits are incentive, signp~sts, means. (I) Incentives. I nvestors and
business men seek profits. They know that the way to get profits is to
produce the things tha,t the people want and offer them at prices that
the people are willing to pay. And they know that competition will see to it
that the rewards, on the whole, go to those who best succeed in accomplishing these ends,

P

Entrepreneurs are thus le.d to conduct their businesses with intell~gence,
skill, and integrity. They are impelled to discover and experiment with new
inventions, improved methods, new processes. The primary object of all this is
to cut down unit costs of production. When costs are reduced, selling prices
can . be lowered, sales volume increased, and profits gained.
But reducing the costs of present products is not all. P rogressive entrepreneurs are always seeking opportunity to introduce some new product that
will better satisfy a present need, or even to stimulate new wants. To do
this requires the breaking of fresh ground. There is no assurance in advance
that people will be interested in the new product; no one can tell in advance
what it will cost to make it, or whether the people will consider it worth a
price that will cover its cost.

All this is uncertain; it involves risk. Yet it is only by someone taking the
chance, risking his time and his capital and the capital of others entrusted to
him, that economic progress is made. Thus it was that society gained the railroad, the telephone, the automobile, the electric range and washing machine.
In fact, a hundred years ago pretty nearly everything we enjoy today was
either not known or in a form less capable of serving us. For these accomplishments of this century there had to be something to induce men, of ability and
courage to undertake industrial leadership and assume its risks. That is the
role of profit.
( 2) Signposts. Profits are more than the inducement to assume the risks
of business. They are also the arbiters, or signposts, that determine the direction of ind-ustry. Part of the entrepreneur's function is to decide where to .
direct the employment of capital and labor. If at any time .the prospect of
profits from making and selling automobiles looks better than average, more
capital and labor will be directed into the automobile industry. If profits
from the production of something else are falling off, capital and labor will
reave, or at any rate new investment will shun this field.
36
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In short, the quest for profits continually impels the entrepreneurs to
make decisions as to what the people want and leads them to direct capital
and labor into the several lines of production in such proportions as will most
effectively meet the people's needs.
(3) Means. Profits also provide the means for expanding or improving those enterprises which demonstrate superior efficiency in meeting the
wants of consumers. The way in which reinvested profits are put into new
buildings, new equipment, and additional materials has been described in the
preceding section. Either as profits retained in the business, or as reinvested
savings from dividends paid out to stockholders, profits are the chief source
of the capital growth which is essential for increasing production, expanding
employment, and raising wages.
Thus the hope of profit is the inducement to assume the guidance and the
risks of enterprise, and profits are the reward of the entrepreneur who succeeds. By and large the size of the reward is in proportion to the service rendered in supplying human needs. The superior producer gains the superior
profit. H e has served the public well. He is encouraged and enabled to do
better. In this way progress is made toward the maximum satisfaction of human wants and the highest possible standard of living, with minimum cost in
human effort and sacrifice.
Changing the odds. Now comes the ability theory, proposing that those
firms that appear especially prosperous shall be called upon to submit to an
estimate of their future profits, and that on the basis of this estimate they
shall be compelled at once to raise their wage rates.

What does this do to the profit motive?
Under a free economy, it is to be presumed that the existing prospect of
profits is sufficient inducement tcr lead men to perform the entrepreneurial
function of planning, organizing, and risk bearing. By the same token, it is
no more than sufficient; competition sees to that. We have noted the facts
of actual profits and seen that in the long run the total of profits and losses
presents a very moderate net amount. In other words the American entrepreneurs have been willing to perform their function and bear the risks of
enterprise for an uncertain reward at odds only a little better than fifty-fifty.
Now it is proposed to change the odds. The entrepreneur must still bear
the losses of his unsuccessful ventures, the number of which will be enlarged
by the advance commitment to increased wage rates. Yet he is to be deprived
of the full reward of those that succeed. If the present hope of profits is just
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about sufficient inducement to lead the entrepreneur on, the diminished hope
will not be good enough.
But, it may be asked, are not the wage demands to be limited to those
hrms that are especially prosperous? Can't they stand it? Why should this
prospect deter investment and the assumption of business risk?
In answer we observe, first, that there is no assurance that the wage rise
would be restricted to the more prosperous concerns. We have seen how unstable is a condition of different wage rates for the same kind of labor. After
forcing the more prosperous firms to raise wages, the pressure to bring up the
rest would probably be irresistible.
In the second place, let us not forget the essentially speculative nature of
the whole process. We can tell which are at any given time the prosperous
concerns. But it is future wages that are to be set. How do we know what
firms will be prosperous over the future months and years to which these
wage rates will apply? E ven with the best of intentions, there can be no assurance that it would actually be the prosperous concerns that would bear the
high wage rates.
Finally and more fundamentally, the occasional large profits are not p;tthological abnormalities; they are an essential part of the free enterprise system.
In the course of the business cycle, there are years in which industry generally
is doing well; the average of profits is high. But such periods always alternate
with years of depression, when there are many and large losses and low average profits. A certain succession of good times and bad is a necessary characteristic of the economic progress which characterizes free enterprise and only
free enterprise. It is one of the basic conditions that make industry risky. The
larger profits of the good years are required to balance the smaller profits or
losses of other years. Only by comoining the prospects of both good years and
bad can the entrepreneur see odds sufficiently favorable to induce him to
assume the risks of enterprise. The prevailing custom of balancing the income
account at the end of each twelve month period is after all highly artificial
for most businesses. Only by combining the experience of several years can
business results be conclusively determined.
In like manner, there are at almost any time particular firms that are
making large profits, out of line with the prevailing average. This also is inherrnt in the nature of a progressive economy. Where risks are small, profits
are ·generally small, and so are losses. These are the safe, conservative lines
of industry. But economic progress requires launching out also into the untried and speculative. Here risks are great. There is the chance of heavy loss;
there must also be the chance of large profit. For some concerns the cgance
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may turn out favorably, with handsome profits the result. But we must not
overlook those other firms to whom chance has been unkind, with sad results
of bankruptcy, failure, and loss. The large profits of the successful concerns
are required to balance the losses of the others. Or to put it a little differently,
the entrepreneur, considering embarkation on the uncertain sea of business
venture, must have the prospect of large profits to offset the prospect of large
losses. Otherwise he will consider the odds not good enough.
The broken mainspring. When the profit motive is destroyed, we have
broken the mainspring of the mechanism of free enterprise. Economic leadership is rebuffed.

What now is the use of planning, experimenting, and taking chances in the
quest for lower costs of production, if the profits resulting from success are to
be the special target of attack?
What now is the use of seeking out the lines whose products will be
most acceptable to the people, if no hope of reward in proportion to the risk
is held out?
Why try the new and untested, at special risk, when the chance of special
profit is denied in advance?
Suppose it were announced that hereafter the more successful businesSes
would be required to pay higher prices for materials, higher freight rates,
higher interest rates on their borrowed capital, or higher rentals. Paying
higher wages would be no different in its discouraging effect.
The industrial machine cannot operate without leadership and the bearers
of risk. Yet it is proposed to withdraw or curtail the inducement that thus
far has led the leaders to enlist.

VIII
SHOULD LABOR TAKE THE
ENTREPRENEUR'S PLACE?
more than a coincidence that the new wage theory, while tending to
destroy the motive that has heretofore led American entrepreneurs to perform their necessary function in production, appears likely also to force
labor more and more into the entrepreneur's position as risk taker.

I

T IS

The ability-to-pay theory may appear on its face as only a new device for
the support of labor in its continuing effort to obtain higher wages. Probably
the public generally so regards it, and it may be that a good many labor leaders themselves see no more in it than this. Actually any approach to general
adoption of this theory could hardly avoid bringing a revolutionary change in
the traditional position of labor in the economic organization.

The ability theory points two ways. Labor cannot expect to have its cake
and eat it too. If wages are to be pushed up when and as each employer has
or appears likely to have especially high profits, then it would seem only logical that wages paid by any employer should go down when his profits decline.
Now it is not to be presumed that those organized laborers who are pressing the ability theory have all thought the matter out to this logical conclusion. Ability to pay is indeed a novel theory, not consistent with the principal
wage theories heretofore espoused by organized labor.
(I) It obviously runs counter to the doctrine of "equal pay for equal
work" on a time basis.
(2) If each worker's wage were governed by his own employer's
ability to pay, there could be no general conformity to a "living
wage" theory.
( 3) The ability theory runs afoul of the theory that increasing "purchasing power," by raising wages, is the way to restore prosperity
when economic depression prevails, since the remedy would be
applied at just the time when employers' ability to pay would be
generally low.
tertainly there Is no present indication that, in resorting to the ability
theory, leaders of organized labor are prepared to accept its logic, abandoning
other and contradictory theories, and admitting the corollary of decliJJing
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wage rates when profits decl:ne. Most of them would probably not take very
seriou.sly this analysis of ours. On the contrary, it appears more likely that
their present advocacy of ability to p(ly is merely opportunistic. The ability
theory has been seized upon as an effective principle by w hich to secure wage
advances right now. As to what will happen if and when profits decline, most
of these labor leaders are no doubt thinking that that bridge can be crossed
when they come to it.
The fact is that only a small minority of labor leaders have actually come
out for the ability-to-pay theory. Furthermore there is reason to believe that
some of these leaders at least are definitely opposed. They perceive the logical
implications of ability to pay and want nothing to do with it.'
But whatever may be the various opinions and intentions of our labor
leaders, we can hardly escape the logic of the ability theory of wages. Wages
cannot go always upward. If because of extra profits an employer can conceivably bear higher wages now, he will by the same token be unable to pay
the same rate when his business falls on -evil ways. No busineSs sails indefinitely on the crest of the wave. And no general state of business prosperity
lasts forever. Whatever the wage theory may be, the time will come when
high wage rates, previously forced on the basis of high profits, simply cannot
be paid. Laborers will then have to choose between : ( 1) a reduced wage rate,
with employment, or ( 2) unyielding insistence on the existing rate, with consequent unemployment.

Adding to labor's risks. If laborers choose to keep their jobs at cost of a
reduction in wages, what do we have? With wages high or low, rising or

•

The following press statement by Mr. R. J. Thomas, until recently President of the
U.A.W.-C.I.O., as reported by the Wall Street Journal of March 25, 1946, is significant:
"He prefaced his remarks by saying he intended to 'bring out exactly what this -fight
is about,' and from there went on to condemn Mr. Reuther's 'ability to pay' theory
used irt General Motors negotiations as well as his demand for an opening of company books.
"Mr. Thomas said the Ford Company has offered to open its books to the auto union
but that the invitation was refused. Mr. Thomas said that, h ad it been accepted, Ford
would have shown a $3o million-a-year operating loss and 'we would have got a decrease in wages instead of an increase.'
"If such a theory were practiced throughout the auto industry, Mr. Thomas said, 'we'd
certainly be in a jam.'
.
"'1£1 applied consistently,' he added, 'it would make the most chaotic wage situation
anyone could conceive of. We have always stated that we expected like pay for like
work. But ability to pay knocks that theory into a cocked hat.'
"He said: 'You fellows know as well as I do the financial status of many of these
companies. If that theory (ability to pay) worked all the way through, it would deny
wage increases to literally tens of thousands of our members.' "
1

.
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falling, according to the state of each employer's business, labor has willy
nilly become a participant in the uncertainties of business income. Under the
American free enterprise system, that has been the function of the entrepreneur. Labor is protected from these risks of enterprise by the wage contract
on the basis of substantially equal pay for equal work at rates determined in
a free labor market.
Even if labor monopoly replaces the free labor market, it is conceivable
that the labor unions, by following a reasonable wage policy, may still hold
the entrepreneur to his traditional function of bearing the risks. But not under the principle of wage rates according to ability to pay. Under this theory,
labor inevitably shoulders the principal risks of business.
If labor chooses the other alternative and stands pat against wage reductions, the ultimate result is about the same. The immediate effect is to force
their employers into bankruptcy and sacrifice their jobs. Whatever the settlement that follows, if the ability to pay is not there, the high wage rates connot be sustained. If there is to be employment for all, wage rates will have
to fluctuate with the employer's prosperity.

Adding to labor's responsibilities. But if labor takes over the risk-bearing
function of the entrepreneur, labor must also assume the entrepeneur's other
function; i.e., management:
The ups and downs of business profits are not in the main ascribable to
labor. They are pri~cipally the result of what the entrepreneur does. Under
the operation of the ability principle, when there comes a decline in wages,
the laborers are going to say that their employer's low profits were no fault
of theirs; they worked just as faithfully and efficiently as they did last year,
when wages were high, and just as faithfully and efficiently as the laborers
in another enterprise where wages are still high. Their low wages must be
due to the inferior management of their employer. They demand that the
corporation get a new president, even that they have a voice in his selection. They demand representation on the board of directors. If they are
to suffer wage fluctuations in accordance with the state of the business, they
are entitled to a voice in its management.
In all this labor would be quite correct. Risk bearing and control go together. Under the free economy they are both lodged in the entrepreneur. U nder the ability-to-pay theory they would tend to come into the hands of labor.
Labor would take over the entrepreneurial function, with both its risks and
its responsibilities.
The economy in which wage earners select and control the management

'

SHOULD LABOR TAKE THE ENTREPRENEUR'S PLACE?

43

is guild socialism, or syndicalism. That such a form of organization results in
reduced economic efiiciency is indicated by the short life and early failure
of each of the many experiments along this line. An individual proprietorship or a partnership of a few persons may succeed as long as management is
in the hands of the capita~ owners or tbose selected by and responsible to the
capital owners. But attempts to run a business through representatives .selected
by and responsible to thousands, hundreds, or even scores of employees have
quickly failed. Concerns operated in this way have shown that they cannot
pay as high wages to labor as can enterprises operated on a capitalistic basis,
nor can they give to consumers as good service at as low a price.

IX
DOES ABILITY TO PAY HAVE ANYTHING
TO DO 'JNITH WA GES?
he demand for labor. Are we then to conclude that employers' ability
to pay has nothing to do with wage rates? Certainly not. But it is the
ability of the employer class as a whole, not the ability of each particular employer. The total ability of employers represents the demand for labor.
How badly do employers w ant labor, and how much are they willing to pay
for it? It is the answers to these questions that affect the amount of employment and the rate of wages. If labor is efficient and energetic, if employers•
see the opportunity to use labor-in conjunction with the other factors of
production-profitably, then their demand for labor will be strong, tending
to job opportunities and high wage rates.

T

All this is exactly parallel to the demand for goods in general in a free
market. The ability to pay of a particular consumer has nothing to do with
the prices he pays for goods.' But the total ability of all consumers makes up
the demand for consumer goods. If the goods are attractive and well adapted
to meet consumers' wants, and if consumers are well off, then t he demand
for goods will be strong, and prices will tend to be high. On the other h and,
whatever reduces the ability of consumers to pay for goods tends to cause
prices to fall. A poverty-stricken community lacks ability to pay. No matter
how much consumers may have need for goods, their demands w ill be low,
and prices will tend to be low.
In like manner whatever impairs the ability of employers to pay wages
tends to make wages lmv. Employers measure the prospects of business by
the chance of making profits. If we weaken or destroy that chance, by a policy
of taking away the profits of the successful businesses, we discourage the entrepreneurs, diminish the demand for labor, reduce employment, and lower
wages.

Superior ability to pay. In any community, whether on the average it is
well-to-do or poor, there are inequalities of wealth and income. But when
' Of course it is true mathematicallv that since the total demand is the sum of all the
demands of individual consumers, each consumer does have an influence on demand in
proportion to his own purchases in relation to the total. But his share of the total is so
infinitesmal that his influence may be disregarded, as of course it is by the consumer
h imself.
It is true also that tradesmen do sometimes succeed in charging higher prices to their
richer customers. But these are the exceptional cases, generally indicating that there
is not a truly free market.
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the peoQle buy goods ·in a free market they do not pay different prices based
on eacl?bne's ability to pay. No one has seriously proposed that, to enhance
the demand for goods, raise prices, and stimulate production, higher prices
be charged to those consumers who are the more able to pay. These more able
consumers are, by that very token, the ones who are contributing especially to
the demand for goods. Their superior ability is expressed, not in the higher
prices they pay, but in the larger quantities they buy. Thus they create demand
for goods; support the market, exert their influence toward higher prices (for
all, not ~ely tl;lemselves), and stimulate production. To make them pay
-high~r pri'c~ ~,o~l~ reduce the quantity they could buy, curtail demand, and
produce a result the opposite to what was desired.
Just so among entrepreneurs, there are the prosperous and the unprosperous. The prosperous entrepreneur, when permitted to pay the same wage
rates as others, directs his superior ability to hiring more laborers. He may
also offer higher wages for more capable workers or for better performance.
A portion of his profits is plowed back into the business, giving additional
capital to support expansion of his operations. If still more capital is needed,
it is readily obtainable by the successful concerns. Investors are eager to entrust their money to the firm whose record of past success and favorable prospects for the future testify to wise management and offer good hope that the
investment w ill be both safe and remunerative. Capital will not be thus forth·
coming for the unsuccessful concern.
It is the successful, high-profit entrepreneurs, not the failures, that expand operations, add to the demand for labor, increase employment, and raise
the general level of wages.
High profits make high wages. Here is the source of jobs and the natural
force worlcing toward higher wages. But it won't work if the ability to pay
of the suc~fu l emph;>yers is absorbed in paying higher wages. This reduces
the economic motive and job-making capacity of the successful entrepreneurs
- the very ones who best support the labor market and maintain employment at good wages.
Thus it appears that high wages and high profits go together. In the
long run, unless there are profits, wages cannot be ·paid. And high profits
are what make high wages possible. America in particular has always been
the land of opportunity and prosperity, with good profits to the successful
investors and enterprisers and the highest wages in the world to labor. Year
after year, in good times and bad, wages have kept pace wjth increasing
productivity of industry and with the national income-socialist propaganda
to the contrary not withstanding.'
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This is obviously the reverse of the notion some people have that wages
and profits are rival claimants of a certain fund which enteprise yields, that
profits are the result of squeezing something from labor, and that wages can
be raised by taking something away from the employer's profit. On the contrary, squeezing something out of wages is not the way profits ::tre won in the
long run, and levying on profits to increase wages is a pretty sure way eventually to reduce employment and lower wages.

The individual employer. Of course it does not follow from all this that
the individual entrepreneur's ability to pay wages is of no concern to him.
Each employer of labor is indeed keenly aware of his ability to pay wages,
just as the consumer is aware of his ability to buy goods. It is the consumer's
ability to pay that determines whether he will buy one automobile, or two,
or none. Some have not the requisite ability. They "can't afford" even one
car. Others can just manage. If the price were any higher they could not
buy. Others, with greater ability, can easily buy one car, or two cars, or mo·r e;
even though the price should rise they could still buy.
So it is in the labor market. There is a going rate of wages, and variety
in ability to pay. Some concerns can just make a go of it while paying the
current wage rate. Some cannot even do that; they do not have the ability
to pay and still cover costs. They go broke and make their exit from the
industrial scene. Others can pay more or less readily, and still show profits,
small or large.
.
When a group of workers comes to its employer and asks a wage rise,
he will naturally check up to see whether he could .meet it; i.e., whether
he has the ability to pay. If he is barely keeping his head above water as it is,
he will probably say to his employees: "I just can't afford to raise your
wages." Another employer may find that he could grant the raise, out of
profits, and still keep going; he could not truthfully make the same answer
to his employees as did his less prosperous friend. But that does not mean that
he has to raise his wages above the going market rate. Once more we observe
that his ability to pay affects, not the wage rate he pays, but the number of
laborers he hires.
' See below, p.-. Cf. also, Simon Kuznets, National Income and Capital Formation,
National Bureau of Ecooomics Research, New York, 1937, p. 25; W. I. King; Raising
th e Workingman's Scale of Living, an essay printed by the Committee for Constitutional Government, 1945 ; and national income statistics of the United States Department of Commerce for 1929-1944.
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X
FACT FINDING
ow about "fact finding"? In the solution of any problem or the determin ation of any issue, the fi rst requirement is knowledge of the
facts. There can be no dispute as to this. But in the application of this
sound principle, there are certain requirements to be met:

H

(I) Facts must be pertinent to the particular issue,
( 2) "Facts" must be really facts,
( 3) Facts must be sought and annou.nced by an impartial authority.

In the present connection, fact finding is proposed as the means of determining the employer's ability to pay wages. For this purpose the pertinent
facts are those that disclose profits.
These facts would necessarily relate only to the past. There are no facts
of future profits. Estimates by management of future volume of production,
future sales, future costs, or anticipated profits or losses, are not facts.
Of course the official who decided what wages each employer should pay
would have to make his own estimates of these things, including his estimate
of future profits. His estimate would, we may assume, be based, in part at
least, on facts of past record. But neither his estimates nor those of anyone
else are facts.
We have already concluded that the ability theory is directed primarily ·
toward future profits·, upon which future wage rates are to be based. But the
facts of past p-rofits do not disclose any employer's ability to pay future wages.
All they do is serve as an aid in the estimate of future profits and so of future
ability to pay.
/

In short, what the official body would have to do is:
(I) ascertain all pertinent facts from the records of the past;
( 2) make an estimate of future profits;
( 3) determine a wage rate which the employer could pay
his future profits turned out as estimated.

111

case

The report of this board would not consist primarily of facts. It would
contain estimates of future conditions and conclude with "findings and recommendations." To call this body a "fact-finding board" is to describe only one
part-and a minor part-of its function. Its conclusions do not rest on facts.
They rest on estimates, predictions, and guesses.
Of course it would be essential that the person or board, whether official
47
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or private, that rendered decision should be impartial; i.e., w ithout any interest in either employer or laborers and above political influence.
During the past few months we have had several examples of the official
"fact-finding board." Clearly these boards are "fact-finding" only in name.
They doubtless do gather some facts as to past operations of the companies
concerned. But they are principally engaged with estimates of the future.
One the basis of such estimates ·they announce the degree of ability to pay.
They then proceed to recommend a wage rate, e.ither within the determined
ability, as in the General Motors case, or beyond ability, as in the meatpacking case. lQ the latter case a price increase is pennitted.
When so important and controversial a matter as the determination of
wage rates is in the hands of government boards, we can scarcely expect that
these boards will not be influenced by the voting strength of the parties concerned and other political considerations. Government boards will be political boards. They will generally fail to meet the test of impartiality, which
service to the general welfare requires.
Of course no one would assert that facts are no't relevant to wage problems in general. For throwing light on these matters, resort should be made to
the great body of facts that disclose the nature of our existing economic system
and how it w orks. Facts of this sort have already been cited from time to
time in the course of the present essay. They were obviously only a few examples from a mass of factual material. These ~re the facts that are pertinent, not to the administration of an ability theory of wages already taken for
granted, but to critical examination of that theory, which is the purpose of
this essay. The more fully and clearly such facts are disclosed to employers,
laborers, and the public, the better.
Obviously these are not the sort of "facts" which have been called for
in connection with the demand for wage determination according to ability
to pay. They are not the kind of facts that were apparently sought by the
President's "fact-finding" boards in connection with the General Motors
strike, the steel controversy, or the meat-packing dispute, which followed the
end of the war.
In short, there is no escaping the conclusion that so-called fact-finding
boards are not able to determine what the future profits of any employer are
going to be or what wage rates he will be able to pay. Even though these
boards were entirely free of bias in favor of either side and quite superior to
political influence, they still could not do the job.
The simple fact is that the ability theory is itself unworkable, and the
fact-finding boards have been assigned an impossible task.

I"
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XI
WHOSE INTERESTS ARE AT STAKE?
be clear by now that the current discussion of ability to pay
involves a good deal more than an ordinary wage controversy between a
few labor unions and their employez:s. It involves more than a conflict
between labor and capital generally. It carries implications that have a bearing on the welfare of every member of the American community. The concluding section of this essay will therefore seek the answer to the question:
Whose interests are at stake?

I

T SHOULD

The employers. As regards the employer class, little need be said. That
the ability theary is unfavorable to this class seems fairly clear. Although
employers occasionally cite their "inability to pay" as grounds for refusal to
grant requests for wage increases, employers have not come forward in favor
of the ability-to-pay theory, and those who have expressed themselves on the
subject have been in opposition. There appears to be no one who argues
that adoption of the ability theory would benefit this group. Our present investigation indicates that the employers would suffer from adoption of the
ability theory, both in their capacity as entrepreneurs and also as members
of the whole community.
The laborers: The attack on profits. Let us consider now the effect on
the laboring class. First of all, labor does not stand to gain from a levy on
the accumulation of past profits. In the case of a business corporation, accumulation of past profits appears presently under such titles as surplus and
reserves. As we have seen, these categories are not cash. They represent land
and buildings, machinery and inventories. There is no corresponding fund
now available for distribution to labor in wages. If nevertheless it were required that surplus and reserves be drawn upon to pay increased wages, the
employer would have no recourse except to sell part of the capital employed
in the business. This would of course compel curtailment of operations, discharge of laborers, and unemployment. Laborers have nothing to gain by thus
impairing the source of their jobs.
But as we have seen, the attack is really not on past profits, but on future
profits. As to this we have already observed the impossibility of any sufficiently
reliable estimate of future profits and the practical tinworkability of the program. As we have shown, such an attack on profits would tend to weaken
or .destroy the motive that induces investors and business men to undertake
the planning and organization of industry and assume its risks. In proportion
as this motive is impaired, industry will decline, progress will give place to
stagnation, and jobs will be fewer. Labor has nothing to gain from this.
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Furthermore profits are one of the chief sources of capital. Profits, not
distributed in dividends but "plowed back into the business," help provide
business capital. Industry cannot exist and flourish without capital any more
th an it can without labor. And one of the principal causes of the extraordinary
progress of American industry is tne enlistment of a constantly increasing
'volume of capital.
Invested capital hai increased with the nation's growth of population.
But it has done far more than that. In the go years from 1849 to 1939 the
capital invested in manuf_acturing per wage-worker increased nine fold, from
$557 tQ $s,o8o. Here are the figures fod:ertain selected years:'
MANUFACTURI NG CAPITAL PER WAGE WoRKER

1849
r859
·i86g
1'879
1889
1899

$ 557
769
825
1,021
1,532
1,880

1904
1909
1914
I9I9
1929
1939

$2,319
2,790
3,240
4,885
6,152
5;080

Capital makes possible employment, production, and wages. Labor has
nothing to gain from a wage policy that tends to check the growth of capital
from profits reinvested in the business.
Labor's gain from growth of capital. But in spite of this there still persists the rather common notion that as industrial capital is increased, in the
form of machinery, tools, etc., the distribution between labor and capital of
the product of industry is altered, to the disadvantage of labor.' The ·machines
are "doing labor's work," "taking the bread out of the· mouth of labor," so
it is said. This is a variation of the ancient and persistent "make-work"
fallacy.

The actual result is just the reverse. When capital increases faster than
the laboring population, labor becomes what we economists call the "scarce
factor." Employers put in more and better 'machinery and equipment per laborer. These new machines and equipment increase ·product per worker. This
makes each laborer worth more to his employer and brings an mcrease in
wage rates.
Labor gains in two ways: (I) directly, through higher wage rates, and
( 2) indirectly, through reduced living costs.
_ ~ From

\·

Raising the Workingman's Scale of Living, by Willford I. King, 1945. See
also Solomon Fabricant, Employment in Md'!lufacturing, I899-I939, pp. 94-97, and the
National Industrial Conference Board, Wages during the Transition Period, I945·

..
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This is precisely what has taken place in the United States. With the
nine-fold increase in manufacturing capital per worker, the hourly rate of
factory workers' real wages rose by I 940 to four and a half times what it
-was in r8so. Money wage rates increased a good deal more than this, but it
··is real wages--i.e., the measure of the command over goods and services-. that gives the true picture. Here are the index numbers of both money wages
;;¥-d. ~eal wages:'
AVERAGE HOURJ..Y EARNINGS OF FACTORY WAGE WORKERS

'~r

Current Money

Real Wages

,1850
r86o
i870

100
II5
176
214
222

100
10)
124
149
203
2II

285
313
004
767
711
748
745
736
8r5
935

212
224
240
265
279
305
314
377
391
446

j"8'86
r8go
1900
1907
1910
f9I4
'
1919
1920
{925
~)29

19-3-;>

19)'\
\()39

1940

~~

At the same time there has been a fairly steady decrease in average hours
worked per week, from 69 in 1850 to 39·4 in 1940.
While wage rates have thus increased, the rate of profit per hundred dollars of capital has shown little or no gain. Here ate some figures for the
period from r 909 to I 940 (reliable figures for eatlier years are not availa~~e) :'
1

Wiiiford I. King, Raising the Workingman's Scale of Li'Ving, 1945. See also the
Industrial Conference Board, Wages during the Transition Period, I945·

~ai:ional
2

Wjllford I. King, Raising the Workingman's Scale of Li'Ving, 1945.
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RATES OF PROFIT
I909-I3
I9I4-18
1919-25
1926-30
I93I-35
1936-40

5·95%
7·44%
8.r7%
5·42%
0.66%
6.8r%

The rate of interest has been conspicuously on the decline, from more
than 9% in I858 to 3·3% in I944· The following diagram shows the trend.'
YIELDS OF AMERICAN RAILROAD BONDS
Sources: National Bureau of Economic Research; Federal Reserve
In Per Cent
IO r----,----.-----r----.----.-----r----.----.---~

1908

1918

1926

1936

1948

This comparison of the progress of wage rates, profit rates, and interest
rates testifies to the advantageous position of labor as the scarce factor during
a century of American industry.
Profits thQrefore are not solely the concern of the entrepreneurs. They are
.essential to the well-being of labor. Where profits are high, jobs are plentiful,
and wages are high. As we have se·en, high profits and high wages go together.
High wages in the future are dependent upon continued opportunity to make
profits. Profits thus serve 1abor, and putting limits on profits cannot fail to
limit wages and react unfavorably upon the interests of the laboring class.
'National Industrial Conference Board, Business R ecord, January I9+6, p. 35·
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Usurping the entrepreneur's function . Labor has nothing to gain and
everything to lose from usurping the position of the entrepreneur. L abor
thereby takes on the responsibilities of planning and directing industry and is
saddled with the risks of fluctuating income. Labor becomes the residual sharer
of the industrial product. By and large, as the statistical record has already
shown, the lot of the residual sharer has not been too good. It is not all profit.
Over the years, as we have seen, losses come close to balancing profits, and
total and average profits, less losses, are relatively modest.

But far more important than the total or average profits for industry
as a whole are the losses of particular enterprises. We have already observed
that even in prosperous years about two-fifths of all corporations, as shown by
the reports of the United States Bureau of Internal Revenue, come out with
no net income. In several recent years, more than half have shown no net
income; in the year I 933 it was two thirds.
With wages dependent on profits, consider the plight of the employees of
a concern which, for a year or series of years, suffers heavy losses.
Furthermore, profits would be even less and losses even greater under a
system of guild socialism or syndicalism, which is w hat labor control of ll)anagement means. Labor could therefore not count on having for itself even
the modest excess of profit over loss which the free capitalistic system has
produced. The risks of industry would be increased.
Labor is in no position to bear the losses that are the inevitable lot of the
risk-bearing group. Our present economic system has developed so as to protect labor from these hazards. They have been imposed upon individuals who
are subjected to a most rigorous, impersonal, and harsh process 9f selection
through competition. We call them entrepreneurs-while they are able to
keep going. But the rate of turnover among them is high, and by no stretch
of imagination can they be called "a class."
Laborers would be ill-advised to advocate measures, such as the abilityto-pay theory, that would force upon them an increased share in the normal
hazards of industry.
Bringing in government. Again labor stands to lose, as we have seen, if
through adoption of the ability-to-pay doctrine, unstable labor conditions
should invite or force the government to intervene, establishing an official
wage policy, arbitrating between labor and employers, and between warring
factions of labor, fixing wages by law and administrative decree, and ultimately assuming authority to tell laborers where they must work, for whom,
and at what wage. This is the road to labor's loss of freedom.

/
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The whole community. Of even greater import than its effects on particular groups, is the bearing of the ability theory on the welfare of the people as
a whole.

In a free COI]lpetitive economy, as we have seen, industrial progress works
out by way of reduced costs of production, lower prices, and larger volume
of sales. The path of progress is blazed by the more efficient of the entrepreneurs. Extra profits are both their reward and the means by which they expand their operations and go on to still further progress. The less efficient
producers follow in the path of the industrial leaders, thereby making progress
general and by their competition keeping profits in check. Profits are made
by the successful entrepeneurs, more or less according to their efficiency; losses
a're suffered by the unsuccessful.
.
But the principal gain from industrial progress goes to the whole community, whose level of living is raised by increased volume and variety of
goods, obtainable at lower prices.
The ability theory, by its attack upon profits, threatens a revolutionary
change in all this. Under this principle, the successful firm, instead of lowering
its price and expanding its product, would be required to raise wages to its
laborers, on the dubious basis of estimafed or assumed future profits. In the
long run wages cannot be raised, by outside compulsion, without corresponding increase in the price of the product. And the higher price would mean
reduced volume of sales. Thus the forces normally working toward increasing the number and variety of the things that satisfy human wants would be
reversed, and the whole people would lose the gain of industrial progress.
labor's stake. It is as part of the general consuming public that labor
. jtself has most at stake. As we have seen, labor has been able, when invest. ment of capital was increasing faster than the labor supply, to better its rela- tive position among the several sharers of the income produced by American
industry. However, this would have availed but little if the total product of
industry had been stationary or declining. What has so greatly enhanced the
well-being of ' labor has been the tremendous increase in the flow of goods
-~~d -services for the satisfaction of human wants.
I

>

. The way this works might be illustrated from the record of any major
Industry. Take for example, rubber tires. In the year I908 the average employee of one of the principal American tire makers was receiving 40 cents
··· .an hour. He was engaged in making a tire that sold for $35 and would run
'" during its lifetime about 2,000 miles. This made the cost I% cents a mile.
An hour's wages would pay for 23 miles operation of one tire. To pay merely
for the wear and tear on four tires, the laborer had to work four hours, or
half a day, for every 23 miles he drove his car.
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This is one reason why laborers did not own automobiles in 1908.
By 1936 the average wage for employees in this plant had risen to 88 cents
an hour. This was a gain of 120%. Not so bad. But even so, if no other
change had occured, the laborer would have still had only 50 miles operation
of his four tires (instead of 23) for half a day's work.
He still could not have afforded to drive a car.
But other things did not remain unchanged. More capital, better machinery, improved processes, lowered costs, and increased production in the tire
industry had brought these two major results: (I) The tire that formerly
cost $35 could now be bought for $8, and ( 2) instead of wearing out in
2,000 miles it now had an average life of about 20,000 miles. Now for half
a day's labor the worker could buy the service of four tires for 2,200 miles.
Here is the comparison in a nut shell:'
1908

Average hourly wages
Cost of small tire
Lifetime mileage of tire
Service of one tire per hours' work
Service of 4 tires for 4 hours' work

1936

88c
$8

40C
$35
2,000

2 0,000

23 miles
23 miles

2,200 miles
2,200 miles

When we multiply this instance by the vast number of similar accomplishments to the credit of American industry, it can easily be seen that, while
doubling or even quadrupling the wage rates is something, it is after all only
secondary to the gain in the standard of living that comes to all of us from
progress in the efficiency of industry, as measured by the volume, the quality,
and the cost of goods produced.
This is the way labor makes its principal gain from the progressive development of national industry under conditions of freedom. It is not a gain
filched from the shares of the other factors of production. It is labor's portion
of a gain that benefits the whole community.
This gain is now being threatened by variou; measures whose common
feature is the attack on freedom. What we all need is, not the introduction of
still further controls, such as the ability-to-pay program, but restoration of
the free-market determination of prices, wages and profits, through removal
of all obstacles and restrictions that impair the normal operation, in the ·common interest of all, of the free economy.
'See Chamber of Commerce of the United States, Post-War Readjustments, Bulletin
No. 5, by Emerson P. Schmidt. Also Emerson P. Schmidt, The Interest of Labor in
Competition, American Federationist, Dec. 1938, pp. 1325-6.
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THE ABILITY THEORY AS EXPRESSED BY ORGANIZED
LABOR AND THE FEDERAL ADMINISTRATION
press conference on August I6, I945, President Truma11 stated that
"I am therefore authorizing the War Labor Board to release proposed
voluntary wage increases from the necessity of approval upon condition
that they will not be used in whole or in part as the basis for seeking an increase
in price ceilings. Proposed wage increases requiring price relief must continue
to be passed upon by the board."' This change in the administration's wage
policy was confirmed two days later in the President's Executive Order 9599·

X

A

On the same day, August I8, Mr. Walter P. Reuther, Vice President of
the United Automobile Workers-C.I.O. is reported to have disclosed that
he had forwarded to the General Motors Company a demand for a 30 per
cent wage increase for joo,ooo members of his union in the company's plant.
In a letter to Mr. C. E. Wilson, President of General Motors, Mr. Reuther
is reported to have pointed out th<tt: "under the new government policy announced Thursday (August I 6) by President Truman, wage increases are
permissible provided they do not necessitate increases in prices." Mr. Reuther
asserted, as reported, that "The profit and reserve position of General Motors
provides ample margin for absorption of the wage adjustment without necessitating price increases." General Motors, he said, had made "tremendous"
profits during the war period and labor productivity had increased sharply.'
The position of the U.A.W.-C.I.O. was later clearly stated in Mr.
Reuther's address before President Truman's Fact Finding Board on December 28, I945· He stated that:
"We are saying that prices and wages and ability to pay must be tied together if you are going to do this thing in terms of the community's need and
the national need. Now we have said these things for the past three months
because the President of the United States said them on August I 8, he said
them on October 30 as clearly as we have been saying them."
"We have said that wages and prices and ability to pay must have a rela~
tionship if we are to achieve a full production, full employment, full consumption economy. We have said that this is more than an ordinary wage
'Commercial and Financial Chronicle, Aug. 23, 1945,· p. 867.
'New York Herald Tribune, Aug. 19, 1945.
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argument, that it docs transcend the narrow economic interest of the two
parties because it gets to the heart of winning the peace."
" W e asked for the books because they would would not talk about the
arithmetic, and there was no other way for us to get the facts . .. "'.
The ability theory is likewise ;ndic<Jted in •he llU;•ude of the United Steel
Workers of America. In reply to a statement of Benjamin P . F <tirless, P resident of the United States Steel Corporation, issued on September rs, 1945,
Philip Murray, President of the Union made a statement on September 17,
1945, accompanied by a pamphlet entitled "Five Years of War Profits," in
which the Union's demand for a general increase in w age rates is backed up
by the claim that profits in the industry after taxes rose I r 3 per cent in the
five year period of 194o-44 above those o-f 1935-39. The claim is further
supported by comparative figures on dividends, reseroves, and other items.
"Never before," it is stated, "have the steel companies been so rich. For five
years of war production the steel industry has charged the American people
over two billion dollars in open and concealed profits.'" Without mentioning
ability to pay in so many words, the Union thus supports its demand for wage
increase by reference to large profits and other factors indicating ability to
pay on the part of the companies.
In a letter to Secretary of Labor Schwellenbach dated November
1945, Mr. Murray states:

I

3,

"At this time I want to call to the attention of yourself and the O.P.A.
these cold facts: in 1944 the actual net profits of the steel industry-after
taxes-were $407,531,000. The average net profits of the industry-after
taxes-during the peactime era of 1936-9 were $us,ooo,ooo.
"Bearing in mind the financial benefits which will <!-Ccrue to the industry
in r 946, due to the elimination of overtime, downgrading of workers, increased productivity and lower costs resulting from the elemination of obsolete equipment and the repeal of excess profits taxes, it is a conservative estimate that the anticipated net profits of the industry-after taxes-for 1946
will be al(proximately $soo,ooo'tooo, or more than four times the peace time
level." Here again the theory ot ability-to-pay is clearly indicated.'
'Commercial and Financial Chr.onicle,

Jan.

3, 1946, p. 51.

2

Commercial and Financial Chronicle, Sept.
Letter, October, 1945, p. 109.

20,

1945, p. 1368; National City Bank
·

• Commercial and Financial Chronicle, Nov.

22,

1945, p. 2506.
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The President of the U nitcd States and the members of his official family assuming responsibility· for labor problems appear to have gone a long
way toward acceptance of the ability theory. In the course of a radio address
on October 30, 1945, the P resident, after restating the wage-price policy of
his admin istration previously set forth in his E xecutive Order of August r8
(No. 9599), said: "Wage increases are therefore imperative-to cushion the
shock to our workers, to sustain adequate purchasing power, and to raise
the national income . .. If these twin objectives of ours-stability of prices
and higher wage rates-were irreconcilable, .. . the outlook for all of uslabor, management, the farmer, and the consumer-would be very black
indeed."
"Fortunately this is not so ... "
"There are several reasons why I believe that industry as a whole can
afford substantial wage increases without raising prices."
"I have said that not all companies can afford these wage increases. I
want to make clear, further , that there are companies where wages and even
overtime pay continue high, and where no suffering will be caused to the
workers during reconversion,
"Labor must recognize these differences and not demand more than an
industry or a company can pay under existing prices and conditions."'
On December 3, 1945, President Truman sent a special message to Congress, announcing the failure of the Labor-M anagement Conference to solve
the fundamental issues and proposing action by Congress. He recommended in
the case of serious disturbances in the more important industries a fact finding
procedure along the general lines of the R ailway Labor Act. He announced
that, without waiting for action by Congress, he was appointing such a factfinding t>oard for the automobile industry and a similar board to deal with
the dispute between the United States Steel Corporation and the United Steel
Workers of America.'
At a press conference on December 20, 1945, the President stated that
"it is essential to a fulfillment of its duty that the board have the authority,
whenever it deems it necessary, to examine the books of the employer. That
authority is essential to enable the board to determine the ability of the em1

Commercial and Financial Chronicle, Nov. 1, 1945, pp. 2103-2104.

'Commercial an·d Financial Chronicle, Dec. 6, 1945, pp. 2793 and 28oo; National City
Bank Letter, January, 1946, p. 2; Guaranty Sur'IJey, Dec. 28, 1945, p. 5·
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ployer to pay an increase in w ages where such ability is in question. Ability
to pay is always one of the facts relevant to the issue of an increase in wages."'
The next day Secretary of L abor Lewis B. Swellenbach issued a statement to t-he fact-finding commission in the oil dispute in which he presented
rules of procedure and directives and a statement of policy. In the course
of the latter, he stated:
"To the extent necessary to satisfy itself that the employers are in a position to absorb a recommended increase, the panel must necessarily inquire into
the issue of the employer's ability to pay. Ability to pay is a limitation on and
does not necessarily constitute a measure of the amount of a fair increase."'
In a statement issued on December 21 , 1945, the fact finding board
in the General Motors case stated that: "Ability to pay will not be regarded
as the only or controlling factor in determining the amount of a fair and
equitable wage adjustment . .. " and further that " ability to pay will be regarded as one of the factors relevant to the issue of an increase in wages, to
be given such weight, along with other factors, as the board may deem appropriate after considering all of the evidence."'
In a later statement, issued on December 28, immediately after the General Motors-- Company had refused to participate in the board's inquiry, the
board said:
"The company has given as one of its reasons for withdraw ing . .. the
fact that the union has made ability to pay the 'prime issue' ... The board
has made clear its own position on this point." It then quoted from its statement of December 21 , 1945, and said, "This will continue to be the position
of the board." It referred with approval to President Truman's statements
of October 30 and December 20.'
In reporting its findings and recommendations on J an).lary IO, 1946, the
fact finding board in the General Motors case said :
"Taking into account all the circumstances, the Board has concluded that
a general increase of I90 cents, or 6 cents above the Company's offer, would
1

Commercial and Financial Chronicle, D ec. 27, 1945, p. 3170; Guaranty Survey, Dec.

28, 1945. p. 6.

•

• Commercial and Financial Chronicle, Dec. 27, 1945, p. 3171; Guaranty Survey, Dec.
z8, 1945, p. 6.

'Commercial and Financial Chronicle,
• Com;,ercial and Financial Chronicle,

Jan.
Jan.

3, 1946. p. so.
3, 1946, p. so.
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be fair and consistent with the public interest in the maintenance of a stabilized economy."
"The proposal is i.n line with the national wage-price policy."
"The Company faces a period unprecedented in its history, when the demand for its products will in all likelihood exceed its maximum capacity to
produce. The Company will go into this period in a very favorable position:
With a more efficient working force, as experienced workers return from the
war and take the place of newcomers to industry; with new and up-to-theminute plant facilities, which will come into operation in the latter part of
the year; and with an increasing productivity through technological advance
which can be expected to make itself felt significantly at least toward the
end of the first year of operation."'
Secretary of Commerce Wallace, in a press conference on November I,
I945, released a report by his department, dated October 25, in which it was
estimated that under high level operations which the automobile industry
supposedly could experience over the next few years, a substantial wage increase to employees could be granted and high profits maintained.
Contin,uing its analysis, the report stated:
- "Using projections of the probable sales for the next three years, profits
were calculated after an analysis of cost-price relationships ... "
"It is apparent that present price-cost relationships are such throughout
industry that a basic wage increase is possible without raising prices. . For
1946 a general increase of ro% is possible. Such an average would mean a
rise of I 5% or a little more in the manufacturing industries. Some industries
could afford more, some not so much. The automobile industry is in the
former class--15% can be granted without adverse results in the first postwar year of restricted operations and a further increase of 10% can be given
for 1947 when production will have reached peak rates."'
A few days later, November 5, Secretary Wallace, in the ·course of an
address to the National Labor- Management Conference said:

"If we maintain levels of production and wage income and effective purchasing demand-levels anywhere near approaching full employment- there
are clear indications that basic wage rates can be raised substantially in many
'(:ommercial and Financial Chronicle, Jan. 17, 1946, p. 292.
2
Commercial and Financial Chronicle, Nov. 8, 1945, pp. 2209 and 2231.
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mdustries without generally increased prices and v. ithout imoairment of the
profit position. U a less this is done, the contrast bctw~en p;ofits and other
:'orms of income would generally be so extreme that business q~1ickly would
incu r public disfavor . In fact, if wage rates are no~ inc-~ascd, prices undoubtedly will be forced down , and this would Le highly undesirable in the light
of our national debt. "
Several months later (March 15, I946) Secretary Wallace made a
statement which in effect retracted the conclusions of the report of his department, which he released on November I, I945· In the later statement he said:
"The projections in the release of November I were not intended, nor
·should they have been regarded, as official forecasts of costs, prices, or profits
for the automobile industry or for industry as a whole. The study was intended as a projection based on specific and varying assumptions to point to
the kinds of problems involved in the analysis of cost, price and profit relationships. Such projections ... were not intended nor should they h ave been
interpreted as forecasts of what would actually happen."' •
Finally as indicating the Administration's approach to this problem, notice
should be taken of a document prepared, sometime before the end of October
I945, by economists of the Office of War Mobilization and Reconversion,
and entitled "Facts Relating to Wage-Price Policy (Background Material
for Use by the OWMR Advisory Board)." This document has never been
officially released, but in some way it got out. It was reproduced and distributed to subscribers by a private Washington news service, and received
•
2
some newspaper not1ce.
This document contains statistical facts-and estimates of future industrial
conditions, especially as to wages and profits. On the strength of these data
the authors conclude that, on the assumption of a gross national product of
160 billion dollars in 1946, there are three "measurable factors" which permit an increase of 24 per cent in wage rates "within the framework of present
prices" and apparently leaving profits after taxes of manufacturing corpora:
tions "at about the I942 level." These "measurable factors," with the
amount of wage increase which each would permit, are as follows:
Reduction of overtime
Elimination of 7'i of wartime up grading
Repeal of corporation excess profits tax

4-5%
9·5
IO.O
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1

Commercial and Financial Chronicle, Nov. 8, 1945, p. 2238.
'New Y.ork Times, March 16, 1946, pp. 1 and 14.
3
National City Bank Letter, December, 1945, p. 133; General Motors R eply .to VA WCIO Brief, NovemQtr 7, 1945, pp. 21-22.
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APPENDIX II
THE CONCEPT OF PURE PROFITS AND ITS RELATION
TO THE ABILITY THEORY

I

~ THE

text of this essay the term profits has been employed in the sense in
which it is generally used in current discussion. The common idea of profits
is what the business man has left for himself as the result of his business
operations. This is correctly described by saying, as in the text, that "profits
are income less costs." Putting the matter this way has served the purposes
of this essay, because· these are the ideas generally in people's minds as they
have discussed the theory of ability to pay wages.
There is involved however a certain lack of precision, and some fuJ:ther
inquiry into the nature of what is called "pure profits" may serve further to
I
clarify our problem.
The main cause of obscurity comes from including in costs only those
items that are paid by the entrepreneur to someone else.· Consider a business
whose income account would read like this:
Net sales
Cost of goods sold
Manager's salary
Other selling and administrative expense
Depreciation, etc.
Rent of real estate
Interest

$100,000
70,000
5,000
14,000
1,000
1,000
2,000

93,000
7,000

PROFIT

We have assumed that this business rents from a landlord the land and buildings it uses and depends also on borrowed capital. Its profit is correctly shown
in the account above.
Now consider another business exactly like the first, except that it owns
its real estate and capital and the owner is his own manager. There will .be
no cost items for manager's salary or for rent or for interest, and the profit
would commonly be considered to be $roo,ooo-$8s,ooo, or $15,000.
Here is where the popular concept of profits goes astray. It is true that
the owner of the second business had more for himself than the other, obviously because he did not have to pay a manager's salary or rent or interest -to
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interest on their investment, with little or nothing to show in the way of
profits.
It follows that the practical application of the ability theory of wages,
using as it does the popular C<;lJJCept of profits, would actually work out a
good deal more harshly than it is portrayed in the text. The levy on "profits"
for the sake of raising wage rates would not limit itself to real profits, or the
entrepreneur's reward. It might go on to take a part or the whole of the
• interest on the owner's investment.

APPEN DIX II

anyone. But the same amount of land and buildings and other capital were
devoted to the second business as to the first, and there was the same manage_rial service. It would clearly be an error to think of the second busin~ss
as more successful than the first.
The key to the puzzle is in the fact that the te rm "profits," as popularly
applied, does not mean the same thing in these two cases. The owner of the
. second bu~iness, in order to obtain his $I 5,000 of so-called profit, had to devote to the business real estate which he could have rented to someone else
for $I,ooo, capital from which he could have derived $2,000 of interest, and
his own services, for which he could presumably have received $5,000 in salary had he chosen to hire out to an employer. These income items of $8,000
he has sacrificed by going into business, and until his business produces $8,000
above actual out-of-pocket costs it has done nothing for him. The excess above
$8,000 ( $7,000 in this case) stands on different footing and is exactly equal
to the profit of business number one.
We may resolve the conflict of terminology in either of two ways. In the
first place, we may define profits as the entrepreneur's reward for his strictly
entrepreneurial function of organizing, planning, and risk-taking. Evidently
the $I 5,000 which the OWner of the second business took OUt included more
than this; i.e., $5,000 "wages of management," $I ,000 rent, and $2,000 interest. These items came to the owner in his capacity of landlord, capitalist,
and business manager. Only the balance of $7,000 is profits, as we now define
the term. This resolves the discrepancy between the two businesses.
Or, if we prefer, we may add precision to our previous definition of
profits by making it read: Profits are the difference between income and costs,
the costs including rent, interest, and wages of management, whether explicit
or implicit. With this definition we make the same cost deductions for both
of these businesses and arrive at the same amount of profits. Whichever terminology we ado[lt, the result is the same, arriving at what we call (to distinguish it from "the popular notion) "pure profits."
Applying this analysis to the ordinary business corporation, we observe
that "net income," while approximating closely the popular notion of profits,
is actually a good deal more than pure profits, since it must include interest
on the stockholders' capital. In arriving at net income, there was deduction.
of interest paid out on bonds and notes, but nothing was deducted for interest
on the owners' (stockholders') capital. If for example, as shown in the text,
the total net.income of business corporations in the United States for the 33
years, 1909-I941, was equal only to 2)/e% per cent on the stockholders' investment, and· we recognize that 2,0 per cent is at best only a moderate rate
of interest, it appears that during this period sockholders scarcely recovered

