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SECURITY IN AN IRSECURE WORLD

A LECTURE BY

BENJAMIN GRAHAM

Doztor Rappaport has chogen a very intriguing title for my tslk, "SECURITY
IN AN INSECURE WORLD." I hope that not many of you ceme under the mistaken im-
presgion that I am going to talk aebout security in general. I am going to talk
only about financisl security, not sbout physical security, mental security,
metrimonial sscurity, or other types. Even as far as finaneial securlity is con-
cérned, I am going to addreas myself cnly to investment policy in stocks and bonds.
The title of thies telk might better heve been BECURITIES IN AN INSECURE WORLD,
because gecurities are my fileld. I eam not going to talk about savings and budget
policy, life insurance, home ownership, pension plens snd other matters of that
kind. The reason is thet I don't consider myself an expert in those areas, and I
would rether $alk to you Bbout thinge I hope I know more ebout than you de.

Thig reminds me of the fact that when the Hew York Soclety of Becurity Analysts
egtablished a jourmel in 1546 we gave it the simple title "The Apalysts Journel."
But then we got so many inguiries and even subscriptions from psychoanalysts that
we were forced in self-defense to change the neme to the present title "The

Pinapcial Anslysts Journal.”

In the field of financial security, as limited to the problems of investmant
policy, I would sey there are three kinds of threats or dangers that inyestors
should recognize as possibly existing et the pregent time, One of them would be
the threat from atomic war; the second would be the threst from inflation; and the
third would be the threat from severe market fluctustions up and down, and of course
primerily down. Now, 1 have no prescription for financial security or for portfolio
policy that could deal with the possibility of mtomic war. I don't think anyone
else neg; we prefer to swveep that problem under the rug and go forwerd to things
thet we cen deal with more effectively. The second danger I mentioned was inflation.
Inflstion heas been & big factor in investors financial esxperience going beck =a far
ag 1000, Not meny pecple realize thet ve hed more infletion in the first thirty
years of this century then in the second thirty years, as measured by the usual

indices.

')

The continuation of some degree of inflation is certainly probeble in the
future, and that ig the chief resson why most intelligent investors now recognize
thet some common stocks must be ineluded in their portfolio. However, that is only .
part of the guestion of the effect of inflation on investment policy. The faet is
that both the extent of infletion and the investor's resction to it have varied
greatly over the years. It is by no means a straight-line matter. A good example
ig the most recent one. We have hed a smal]l infletion in recent years accompanied
by & very large incresse in stock-market priqul, which geem to be geared not to
the inflation experienced but rather to the sxpectation of grester inflstion in
the futursa. You probably know there has bsen no incresse in the wholesale-price
everage since 1958, There has indeed been a rise of 5& per cent in the cost of
livipg in the last five years, which of course is not negligible, but it could
scarcely in itself be a sound basis for & 100 per cent rise in stock prices. Con-
versely, during the years 1945-1940 we did have a rather explosive kind of infls-
tion--the consumer price index, (that im, the "cost of living") advanced over
133 per cent--but during that period stock prices sctually had = small decline.
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" My conclusion here is that investors" feelings and reactions regarding inflms-
_%icn are probably more the Eesult of the stock-market sction that they have recently
- gyvarienced than the sause it. Consequently there is great danger of inveastors.
~ giving infletion too much weight when the merket sdvances mnd ignoring it entirely,
as they did im 1945-9, when the merket declines. This has sctually been the history
of inflation and stock market behavior ever sinees 1900.

The problem of price fluectuations; or market fluctustions, is & very real ons
for investors as well us speculators, slthough there has been a téhdency in Wall -
Btreet to deny that for a number of years in the past and even currently, Actually,
the real prouiem is not whether price fluctuations are important to the investor;
1t is rather the opposite, that is to find some good workable distinction betwean
the investor and the speculator in common stocks. As will be pginted out later that
digtinction has ealmost vanished from Well Btreet, & fact which has caused a great
deal of trouble in the pest and will cause & grest desl of trouble in the future.

Yet only laugt year, slthough it seems a long time sago--market fluctustioms,
as evidensed by a decline in the Dow Jones Average from T35 to 535, did loom as
extremely important to investors and speculators elike, This fall of smbout 27%
in the Dow* Jones Average was accompanied by declimes of between 50 and 90 per cent
or more in mosat of the new securisties that hed besn issued im the preceding two
yeers snd had played such & spectaculsr part in the stock market activity of that
period. At that time then, in May 1962, the concept of & one-way market, which could
go only upwerds with very smell reactions, seemed to be sbandoned for good. However,
Wall Street has a very short memory, and now the majority of finencial suthorities
#eenm to be glipping back to the concepts of 1960 and 1961.

They eare returning to the ides that for the smart investor the question of
stock market fluctustions doss not havwe to be conmidered to any great extent.
There is & two-fold emphasis heras, which slurs over the reality of stock market
flvctuations. The firat is the gensral conviection that the market can be counted om
to advance so smphatically through the yesars that vhatever declines take place are
comparatively unimportant; hence if you have the true investor's attitude you
don'% have to concarn yourself with them. The second cleim is a denial that the
"stock merket" exists at all, meaning thereby that what the market averages do is
of no real importance to the intalligent, well-sdvised investor or speculator. It
ssems to be a ruling tenet of Wall Sireet that if you practice the proper kimd of
selectivity in investments you don't have to worry about what the stock:smarket does
82 & whole, ms shown by the averages,for at all times the good stocks will 'be going
up and the bed ones will be going down and all you need to do is pick the good stocks

forget about the siock-market averasges.

How wvalid are thess tvo erguments? The firet one-- the sargument that common
atocks are and alweys will be attrective, including the present time, becsuse of
their excellent record since 1949-- involves in those terms & very fundumental and
importeant fallacy. This is the idea thet the better the past record of the stock
market as such the more certain it is that common stocks are scund investments for
the future. Now we all know that if = corporation has hed & very good record
over the past years that is a failr indication (but no guarantes) that its record
is likely to be good in the future, because it has certain business advantages
which ir most cases ought %o continue. But you ceannot eay that the fact that the

|\ ®tock market baz risen continuously (or slightly irregulerly) over a long period
! in the pasf is a guarantee that it will continue to act in the pame way in the
 Tuture. As I pee if, the real truth is exactly the opposite, Zor the higher the
|\ Etock mark®t advances the more resson there ig to mistrust its futurs scticn 19
| you mre going to consider cnly the merket's inteynel behavier. We all knew that
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Tor many decedss the typical history of the stock market has been a succession of
lapge rises, in good part apeciistive “ollowed insvitably by substantial falls.
Conseguantly. the substantial upsweeps of the past have always carried with them
wearnlng zigoals of unkspry consequsnces to come. It doess not necessarily follow
that a large rise in the price of a individual stock or in the market averages

mugt be follewed by & decline; but the only reason to view with confidence the
future toics of 2 security that heg slrgady advanced substentiaslly in the presence

of mxhernsl rsascns, other then the actual price movement itself, which would justify
uch confidzncs. Hence s large advence In the stock market is basically s sign

Lor cauvtion and not a resson for confidence.

Iat us digouss the market's possibilities from present levels in terms first
of theoretical rsasoning and then in terms of soms practical comsiderations. I
would like to prement thrse possibilities; umdoubtably there are a great many more.
One possibility, which is a very popular one in present thought, ls that the rise
that has taken rlsce sines 1940-- from about 163 in the Dow Jones Average, to 750 at
the present tims=-- reflects 2 naw and & marvelously improved character of common
stocks, aod therefors can be expected to continue more or less a2t the same rate in the
future., Only wich a point of view can make gense out of the prevalgnt practice of
caloulating the gains tha% Investors could have made in mubual-fund: shares or in
gimilar purchasss over the last 14 years ss & basis for 4rying to parsuade them to
buy such sscaritiss at théir pregent advanced prices. As you kmow, this kind of cel-
culation 1a done all the time by mutusl-#imd sglesmen to impress investors. The
SEC requires it to b® accompanied by a perfunctédy statement that the caleulstion
carries ne warrantly for tha future, but I dom't think very much emphssis is plmced
upon that gualifization.

_—— The second possibility ig that & good part of the rise I spoke of was an ad-
Justment from an undervalusd level in 1949 to a proper level on some new basis of
veluation. I# that 1z #0, a good part of the 1940-1063 rise 2ould not be expected
to be repeated from a leval which is now a corrected one. However, we could have a
satisfactod advanca on the average, say 444 per annum, from whatever level turns out
to be about right for today. If 750 is about the right present level then the in-
vestor might possibly expect a more cr less atandard 4% edvmnce from this level, year
by year, subject Lo modarate downsmrd flactuations.

But the third posaibility is that the nature of the market has not changed
from its earliest timss, as shown in our records that go back at least to the South
Seas Bubble in 1720, pratically 200 ysars. WE have also very detailed data on
stock prices in the United States since 1871, which were incorporsted in the Cowles
and the Btandard and Poorys recordd. It may well be that we shall atill heve the
all-too-familiar alter naticns of excessive optimism and excessive pessimism. The
most recent axampls of s¥cesgive pessimism is the very period which was a starting
one for this market., During 1949-50 the market hed the lowest peace-time price-
sarnings Tatlio in its history. Stocke scld at cnly about T times thelr earnings,
in the marke:t averages I am telking aboub, as compared with about 20 times at the
present time. Ths implicaticn here is thnt Just as stocks vere evidently under-
valued at seven times their earnings thay might very well be overvalued at twen twenty
times sarnings or at som# higher multiplier that will be esgtab blished later in this
market and will rspressnt s lavel of sxcessive optimism,

My own oplniorn about thess threa cholcesa is that the firat possibility la
really out of the guestion. It is not in the nature of economic reality to permit
net gains at the sghown rates from 198y to 63-- something like 4% per annum in-
cluding the dividend returns-- to contimue indefinidely.a the future, 'We jJust
don't bave a financial and economic system that can operate on that basis. If
that were true nobody would have to work for & living, I remember very well the
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number of pscple in the late 1920's who got a corresponding view of the atock market,
gave up thelr fobs and plungsd into Wall Street to take advantage of its wonderful
Tuturs, The eecond possibility--which is that the market will advance pretty stead-
1ly from approximately the present level, but will not have the adventage of sterting
from a very low level-- is admigaible in theory. But the great problem, one that I
will talk about later, is how can you determine the proper new basis for common
atocks valuations and therafore how can you determime the more or lese jropér-level
Tor awe? . I digcusssd this question in a paper read to the American Finence Ass'n.
in December 1361, and said then that tha market was really adrift on & sea of un-
settled standaris. The old gtanderds of value, which had been well establighed for
decades and parheps gensrations, no longer seem to be tenable, as much tco con-
servative; bui the proper new standards of value could certainly not be worked out
either by scmabody’s inner-consceiousness or by mathematical calgilstions. We
shell have to wait, probably for a considerable length of time before we can
determine depeniable new standards. In the mean time it seemsd to me that thae
stock markst will have fo cerry on its calculations by & process of trial and error,
which couwld lesd %o large fluctnetions around what in the end will tuym out to be the
new central value. I think vhat happaned since December 1961 besrs owt this inter-
pretation to soms degres. Csrtainly the big decline in 1962 represented s sharp
fluctuation of cne kind, snd the Impressive recovery since June 1962 may represent
a2 fluctuation of the other kind,

No doubt you would be irnterested to kmow what I mean by the terms "old and
new standards of valus" as applied to the stock market level. The old standards of
value--which were pretty well sccepited up to ssy 1955 were reached by s number of
different approaches based on reasoning or experience, The one I like best of
course was my own, which has been known as the "Grahsm," It was derived from the
Central Value average earnings of the 30 stocks in the Dow Jones Industyial
Average for ten years past, capitalized at twice the interest rate on high grade
bonds. For sxample af the present time the average earnings for the last ten years
are about $33 on the Dow Jones unit and the present rate on high grade bonds is 4.3
per cent. If you capitalize $33 atB.6f-- which iz = multiplier of sbout 12 you
would get a Central Valus on the old basis of sbout 380, =s conmpared with the
present price of abeout T50.

gp early 1355 when I testified before the Fulbright Committee the stock market
was then about 400, my central value was also around 400 snd the valuations of otier
"experts” using other methods mll seemed to come to sbout that level. The action of
thes stock market sifke then would appear to demonstrate that these methods of val-

ustions are ultra-conssrvative and much too low, although they did work out extreme=
ly well through the stock market fluctustions from 1871 to about 1954, which is an
exceptionally long pericd of time for a test. Unfortunately in this kind of work,
where you are trying to determine rslationships based upon past behavior, the
almest invariable experisnce is that by the time yon have hed & long enough period
to glve you sufficzlent confidence in your form of messurement just then new cone
ditions superseds andi the meagursment is no longer dependable for the futurse.

We had to deal with this problem in the fourth edition of "Security Analysis"
published last yesar, and to racognize the probebility that stocks should be valued
more libsrally now than in the past, our chief reason for that, incidentsliy is not
because the government's commitment to prevent large scale depressions has changed
the climate of corporate n.‘rnin.g! from what it was prior to the Employment Act
of 1946, We think this new insypance against & very severe falling off in the
earnings of corporations gener would justify a higher valuation of these
sarnings than in former years. Hence we have added an arbitrary 50 per cent to
the valuatlon hased upon our old method. That would give us now a value of about
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570 for the Dow Jones Average, and a corresponding value of about 5§ for the Standard
Yoors 500-stock average. Let me point out that the two av=—ages stand so close to-
getsher on e ten-to-one basis in their price level, dividends and earnings,that you
call uge Lhe Two figures almost interchangesbly for purposes of description or an-
alysis.

You mist recognize that this level of 570, which is derived from an arbitrary
msrk up of 50% from the old level, has no speciaml authority behind it. It was
mexaly che best judgment that we could give on a situstion which does not admit

of any really dependable calculstions. As a matter of fact if one is sufficiently
cptimigilc and adrolt it is quite possible to develop & method of valustion which
sounds piausible enough and would justify the present level of T50 for the Dow

Jonsa Average. Let me show you how that could be done. You say first that in-
vegtors would like to get an over-all return of Ti% on their money in future years.
That's what common stocks have returned on the sversge- in dividends snd price
sppreclation-ever since 1871, as shown by the Cowles and Molodorsky studies. Now

il we can expect a rate of growth of esrnings and dividends of 41% a year then 2ll we
nesd is a dividend return of 3% to make up the desired T3% total, Since the Dow
Jones and Standard Poor's dividend return is Just » 1ittle more than 3% right now
on the market price, we could buy these at the present level with confidence, as

ws would then get a 3% retwn in dividepds and a b4% snnvel return in growth.

Many people might think that even less than an overall 734 should suffice. All that
sounds fine but if you reflect that by some chance the future growth rate would be
33 instead of i3%- and 33% was sbout the mctusl mnnusl growth in dividends in the
last ten years-- then you get guite a difference, For if now you are expecting a
3%% growth rate, you will need a 4% dividend retwrn to make up the required T4,

On that basis the Dow Jones Aversge is worth Just about the 570 which we arbitrarily
gave to it.

There is & lot of juggling with figures that can be done now as always; but
none of these nethods in itself gives a dependable result. To a great extent the
figures selscted are determined by the genaral sttitude of the man who is selecting
them, and that general sttitude is very often determined in turn by what the stock
market has been doing. When the stock market ls at 750 you take an optimistic
attitude and use some favorable figures; but if 1t showld have = severs decline
most pecple would jump back bo the older snd more conservative evaluatlon methods.

Let me now point out a striking ares in which the uncertalinty of the proper
valuation of common stocks is brought to the fore. That is this very question of
the relationship between dividend return on stocks and the interest rate on bonds.
For fif'ty vears or more it was 2 tenet in Wall Street that stocks should yleld
considerably more than bends. In speculative markets stocks might rise until their
¥leld became less than that of bonds. But this very developmert wvas a sure sign
that you wers in a dangerous market== one beading for a bad fall. A friemd of mine,
head of an important brokerage house, was 80 enamored of that idea he uged it "
constantly in his merket letters. More than that he actually had the relation-
ship heiween stock ylelds and bond ylelds printed im = nice chart-design on neck
tles imported from Paris, which he distributed to his friends including me. For
awhile I wore this tie st some of my lectures, and said that this was &€he First
Time that anybody had analyized the technical position of the stock market from
bls necktime. Well, since 1958 stocks have been yislding congiderably less than
bonds with no sign of & return to old relationships. Hence my broker friends -
found thet this concept inereasing hard to stick to. Abont two Yyears ago, actual-
ly not very long before the big merket break, in a huge newspaper advertisement
he sbandoned this concept completely, sald 1t was all bosh to talk sbout stock
y¥lelids as the Dasls of evaluation, claimed the main thing was the paychology and
attitude of the public; and asserted this factor was strongly bullish and justified
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confident buying of stocks. My chief reason for menticning this incident 1s that I
had just spent a lot of time studying the weekly snalyses of the stock market by
one of our oldest finsancial services which started in 1009 and I found the identical
experlence took place just 30 years before in this service (whose name I also won't
mention.) For meny years they talked sbout the standerd relationship between stock
yields and bond yields, and they used it to determine the probable top levels for
the stock market advances. In the great bull msrket of the late 1920's this rela=
Tionship proved to be very unrelisble 2s a short-term market forecaster. BSo they
too, in = spectacular statement using almost the seame language, turned their back
completely on the comperison of stock yields and bond yields and said that the
market's psychology was the beat basis for forecasting, Thet happened sometime
in 1928, and they stick to this viewpoint to the grest crash of 1929,

The present relationship gives considerably lower yields on stocks than
on bonds. High grade bonds yield about 430 per cent while the stocks aversges
yield a little bit more than 3%. Because that relationship has existed for the
past five years does it represent a permsnent relationship for the future, or is
it only an indication that the stock market has teen clearly overvalued for five
yeurs, in the game way that it was clearly undervalued during the period 1949-19547
This is the many-billicn-dollar guestion. ¥You won't be zble %o get the answer
to that by mathematics; you won't be able to get it from an expert such as me
or snybody else; sc you'll have to answer that question for yourself.

But the thought thet the stock market may have beesn over-Falued in the last
.éive yesrs, just as it was undervalued fifteen years ago, brings us to the third
/possibility which I enumerated, namely that we are still going to have wide fluctua-

/ tions in the future. This I consider the most probable ome, though it is far from
# certain. My reason for thinking that we shall have these wide fluctuations- of which
/ we had a taste in 1962, in May particularly- is that I don't see any change in humen
] natures vis-a-vis the stock merket which is suPfislent to estsblish more restraints
in the public behavior than it showed cver so many decades in the past. The actions
of the public with respect to low-grade new issues during the 1960-61 extrevaganza in
that fleld are an indication of its inbsrent lask of ragtraint. You cught to
remenber also, that many of the highest grade common stockiissues were forced up
Lo excesgive levels by a market enthusiasm which produced laprge gubsequent declines.
Let me give you some examples! The most impressive to my mind wes that of Inter-
national Business Machines which ig undoubtably the leading common stock in the .
entire market. OSpeculative enthysiasm pushed 1t up to 607 in December 1961, from
which 1t decglined to 300 in Junqugﬁe-- a fall of more than 50% in the short pericd
of 6 months. General Electric, which is the oldest high grade investment commen
stock, declined from & high of 100 in 1960 to 54 in 1962. Dow Chsmical, one of our
best chemical companies, fell from a high of 101 to a low of 40, and U.8, Steel which
is en old leader, shrank from 109 in 1959 to a low of 38 in 1962, These very
wide swings underline the fact that the stock market is basically the same now as it
always was, in the sense it 1s still subject to very substantial over-evaiuation at
\sometimes end’undoubtably substantial under evalustions st others.

My basic conclusion ie that investors as vell as speculators must be prepared
in their thinking and in their policy for wide price movements in sither direction.
They should not be taken in by soothing wtatements that a real investor doesn't have
to worry about the fluctuations of the stock market. -

It is time now to say whet little I can say about the probable course of the
stock market from the present level. No doubt that is the point which would interest
the audience most and on which I can be ths least enlightening. In my view there
is an important difference betwsen the present stock merket and the merket at more
or less the ssame level in December 1961, At that time I had no hesitation sbout
predicting that then there would have to be & faicly near-term collapse of the new-
lssue market, which had passed all bounds in speculative excesses. And if that
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collapsed it would surely effect in gome sericus way the general level of stoaok
prices, it might possibly usher in the besr market which inwardly I have been ex-
pecting for some time past. The new issue collapse cames per schedule apd 1t did
have a major adverse sffect on the rest of the market, But a recovery began in

a comparatively short ftime, and it has carried the market averages to new heighta,
which were contrary to my iowerd expectations but not to mny specific predictions
which I made. I would liks to polnt out that the last time I made any stock
market predictions wes in the year 1914, when my firm Judged me qualified to
write their daily market letier, based on the fact that I had one month's ex=-
perience in Wall Street. Since then I have given up making predlictions.

The importent point now iz that the current high levels of the market are
not accompanied bv thrae excessses in the new-lssue market snd 1n some other direc-
tions which mede 1t appesar 30 vulnerable in 1961. It is the general view in Wall
Street that such characterigtic sbuses must develop again before the gtock market
can have anpther collapse,--or befors a true besr market can begin (if it isn't
against the law to use the dirty words "bmer market"). These sbuses would include
large public participation by small people who don't kmow wvhat they sre doing, high
borrowlngs on margin, the renewal of the new-lssues gpres and so on. Now this con-~
tentleon sounds plausibls sncugh based on experience, and so one might guess that
the market could well contioue generally upward for quite & while. But let me point
out "for the zecord” that it 1s not impossible in theory that the market's high level
alone could soorner or later precipitate a collapse without themecessity for these
technical weaknesses to show themselves. The collapse might be triggered by some
untoward ecomomi® or political development. But if things do happen that way it
wlll be the first time in market bistory, I believe, that we would have the end of
2 bull market without the sxcesses and abuses of the sort I have mentiomed. But
there is always a first times for everything.

My opinion then rsgarding the present market level must bs rather incon-
clugive, and I shall bad¥ my later prescription of policy on the assumption that
investors cannot have a dependsble view cn the market's future action in the next
year or so, but that a large ard disturbing decline is likely to take place sgain
sometime-in the future, and that we should be prepared in thought and metiom for
it, is a necessary assumption for investors to make; and for sensible speculators
too if there are,any such,

The second claim which is that thare is no real "stock market™ but only, as the
Wall Street people like to say, only "o market of stocks"-- deserves a moment or
twe of discussicn. What they mean by saying this is that investment results depend
only on what happens to individual securities; some of which will go up and others
down, and that it is illusory to talk about what bappens to the market as a whole
28 having a najor bearing on how the investor fares. I disagree with that point of
view on three grounds.

The first is that I doubt that the market is really so much different in this
respect from what it alweys wag in the past. I have some# recollection of the mar-
ket in 1928 and 1929, and I am gure that the disparity sod diversity of stocks
between those that acted well and those that acted poorly was almost as grest then
85 we see nov, DBul despite that fact it was easential for investors to be gulded
by a view as to the general level of the sftock market., It is suprising to me that
Wall Street pscple havan't taken the time to make z study of the spread in price
movements between individual stocks in recent yeers as compared with what happen-
ed in former yeexrs. (I have a student at UCLA who is going to make this study
and it may prove quite illuminatory).

7+ The second reason ia that there is actually a considersble underlying con=
#istency In the stock merket 1If you measure its movemsnts by comparing two averages
which seem to be gquite different. One of them 1s the Dow Jones Industrial Average,
wiich consists of only 30 stocks, and the other is the Standard & Poor's Conm-
posite Average which consists of 500 stocks. You might well sssume that if there
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is ab wnderiving diversity of price movements then an average including cnly 30 stocks
wonld certainly bebave different from one embracing 500. But if you observe the
Fluctuwbione in both sverages, now glven by most newapapers you get virtually a
ten-to-tne changs, which means a parity change, almost day by day and certainly month
by monts and year by year, In the past ten years the Dow Jones Average rose fronm

& 275 mid-point in 1953 to 750, while the Stendard Poor's index roase frem 24.7 to .
T3:5:. An Interesting Point is that the B.Pp&rﬂntl;; migcellanecus group ed :300" isswas
actually had s slightly better advence than the gilt-edge or blue-chip stocks' in the
Dow Jones Average. This indicetes that you cannot tell a prinrit;ﬂﬂatmnmpfuf
stocks 18 geoing %o do over the future years in comparison with any ethsr,

I think the third and most lmportant mepason why the investor should not be
lad to smphasize his selection of individa stocks, and to neglect the general level
of the stock market is the fact that there is no Indicatlon that the investor ecan do t
better than the market averages by making his own selectlons or by taking expert '
advice. The cutstanding support fer thet pessimistic statement is found in the
record of the lnvestment funds, whiech represent a combination of about the best
financial brains in the country, and a tremendous expenditure, of money, time,
and “Gdred directed effors. The record shows that the funds have had great dif-

iculty as & whole in equaling the performance of the 30 stocks in the Dow Jones
Averages or the 500 Standard & Poor's Index. If an investor had been sble, by some
rough scross-tha-board diversiﬁicatiun +o meke up a purtfﬂ?ﬁ approximatépg these
averages he would have had every reason to expsct about as good results 23 were
shown by the very intelligent and careful stock selections by the investment i
managers. Bub the great justification for the mutual funds is that very few iH-
vestors actually do follow such B gound and simple policy.

I must reluctantly express some skepticism about the general efficacy of
econcmic forecasting, of stock market forecasting, and of expert selection of com-
mon stocks, in their relation to the investment and speculstive profits which can
be made therefrom. Let me glve you my reasonsr I say first that to the extent that
an sconomic forecast appesrs dependable-~and it 1s generally so only for the short
term--1ts effect ia likely to ba already reflected in the market level, and there
iz no way to make money from It. For sxample, we cannot say becauss the forecast for
1964 is fevorable that common stooks should be bought today. The price of common
gtocks today, as sverybody should know reflescts the general expectation of & gzood
196k, On the other hand, longer term business forecasts have proven unrélishle on
the whols.

Similarly, tske the cess where an individusl stock is favored by one of my
own fraternlty of secuplty analysls is beczuse he is optimlstic asbout its future
earnings and general proapscts,. To the extent that investors generally agree that
this company hes good future prospects tajthat extent its prospects are also likely
to be fully reflect=d and perhaps aver-refiected in the market price, GSometimes
you f£ind the contrary case where a Wall Street man may say "Nobody likes this
stock, nobody has confidence in it, but I have confidence in it and I know its
results are golng to be bebtsr in the future." That's en interesting and veluahle
conclusion 1f true. The trouble is that in most cases you can't rely on its de-
pendabllity. The man may be right or he msy be wrong in saying that some un-
popular stock is going to have a very good future. That is the dilsmésa. all dn-
vestors face In trylug tc make money out of forecasts as to the fubure prospects
of any individual ascurity.

Now, with respect to stock market forecasting as such; as a separate oc=
cupation or amusament, I don't think thers is any gocd evidence that & reccognized
and publicly used method of stock market forecasting can be relied upon to be pro-



fitapims Let me illustrete what I mean by reference to the famous "Dow Theory"
w20 15 the hest imown of the methods used for forecasting the stock market. I
mecs soma elahorabe studles of the results of applying the mechenical concepts .
of the Dow Theory, in which you have well-defined signals %o buy and sell stocks
by the novemsnt of the average through resistance poinkts upward or downward. I
found that when I studied the record from 1868 to 1933, a peried of sbout 35
years--thé rasults from following this mechenicel method were™ Pemerkebly’good.
About 1933, the time when the Dow Theory had shown itself a very useful method
for Aesling with the parket asction in the 1920°'s and early 1930's, the public's
interest in the Theory increased snormously. Previcusly it hed been a kind of
esoteric prescription followed only by & faw devoted adherents, and sbout which
svervbody else had besn pretty skepticel. The Dow Theory became aextremely popular
after 1933. I studled the conseguences of using sxactly the same method in
the meriet after 1933, and I found peculierly enough that in no case in the
next 25 years did one bsosfit through following the Dow signals mechanically.
By this I mesn that one was never sble to buy his stocks back at a lower price
then be sold tham for.
As you know, the Dow Theory is still persued by a number of practitioners
and servicas., I think all of them will tell you that 1t is not & mechanical
theory now, and that a large element of judgment has to enter in the interpretation
of the signels. But once you introduce that element you don't have a true theory
anymors, you just have a certsin expertise which may or may not be dependable and
ugeful.
Let me now make a general observetion. For obvicus reasons it is lmpossible
or investors ss a whole, snd therefore for the aversge investor or speculator,
to do better than the general merket. The reascn is that you are.the general market
snd you can't do bebtter than yourselves, I do baslisve it im pessible for a
minority of investors to get significantly better results than the average. Twe
ponditions are necessary for that, One is that they must follow zome sound prins
ciples of selaction which ars related %o the valus of the securities and not to
their markst price action. The other is that their method of operation must be
\ basically differsnt then that of the mejority of security buyers. They have to
out themselvas off from the general public and put themselves lnteo a speclal cata~
gory. I will touch more brisfly on that point later. —

Now, let me summarize up this stage. The investor needs common stocks in hils il
portfolio; but these introduce hazsrds of wide fluctuations which he cannot 4
sxpect %o avold more successfully than others unless perhaps he thinks indepen-
dently from the crowd, that iz unless he is constitutionally diffeerent from the  _
AVErage.

Now let me come %o part two: what investment policy to follow under the con-
ditions Adiscussed? My views therson are snd definite and strong. In my nearly
fifty yeers of experience in Wall Street I've found that I kmow less and less about
what the stock market is going to do but I know more and more sbout what inves-
tors ought to doj apd that's a pretty vital change in attitude. The firat point

J4-is that the investor is required by the very insecurity ruling in the world of

' today to maintain at all times some division of his funds betwsen bonds and stocks

(casbh and various types of interssi-bearing deposits may \u viewed es bond-
equivalents,) My suggestion is that the minimum position of this portfolio
held in common stccks should bs 25% and the maximum should be 75%. Conseguen-
tly the meximum holding of bonds would bes 75% and the minimum 25%- the figures
being reversed. Apy veriations made in his portfolio mix should be held within
thege 25% and 7% Clgures. Any such verimtions should be clearly bassd on value
congiderations, which would lead him to own more common abocks when the merket
gseems low in relation to valus =nd less common stocks when the market seems high

whimerlin
}“‘ﬂ'???}.r
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in relation to value.
Now while this is the classic language of Investment authorities, 1t is

amazing how many pecople think in exactly cpposite terms. That was brought

home to me shortly after the May 1962 bresk when & savings-and-loen company
representative came to me with gquestions. The first guestion he asked me

wes "Don't you think thet common stocke now sre less safe than before because of
the decline in the market?" That hit me between the eyes. Here were financial
people who conld seriocusly consider that stocks less safe because they have de-
clined in price th#n they were after they had advanced in price. The policy I
propose to have more common atocks when the market seams o be low and lesge when

it seems to be high by value standerds is obviously cpposed to the psychology

of investors generally and to that of speculators always. It is particularly

true now becsuse of the grest confusion between investment and speculation which

I shall refer to later. I suppoae the ldesm of having more common stocks at low
levels than at high levels is a "counsel of perfection” for most investors. But

it could be followed by meny investors to the extent of an inflexible rule that
they should not incresse the percentage of common stocks in their portfolio as

the market advances, except of course through the rise in the market 1tself. How-
ever, & more sophisticatéd application, which would take advantage of a rise in the
market level for seles; could be something like this. Use a fixed 50-50 division
between bonds =and stocks. When the market level of the stocks rises to & point
where they congtitute 55% of the total or maybe £0%, you would then sell out enough
to bring your proportion back to 50%, putting the proceeds back into bonds or inte
savings banks. And conversely when the market went down so that your common stock
proportion had fallen 45% or L40%, you would uge some of your bond money to buy
common stocks and bring it back to the 50%. That was the famous Yale Universlty
system, which wag oii¥ of the earliest formula methods known. They used a 35% baais
for common stocks, & percentage which at that time was regerded as pretty rash

for an institution of learning, When a market rise brought it up to 4O% they sold
out one eighth of their boldings, to get back to 35%; when it went down to 30% they
bought one sixth to bring the ratlio up sgain to 35%. I% wes a good asystem until
the merket ran away on the upside, and then they decided they had too little in
common stocks. Now they are up to-a 50 to 55% ratio, like the other universities,
I think, and they don't follow the formula aanymcre. :

Another approach that ils practicable, but from a different point of view, is
the "Dollar Aversging” method, in which you put the same amount of money in common
stocks year after year, or guarter =fter quarter. In that way you buy more shares

_of stocks when the merket level is low and fewer shares when its high. That

- #ethod has worked out extremely well for those who have had (2) the money, (b) the
time, and (c) the character necessary Lo persue & consistent policy over the years
regardless of whether the market has besn going up or d4owm. If you can do that you
are guaranteed satisfsctory success in your investmenta.

Let me =dd that there ars countless variants of this type; which are called
"Pormula plans.” The main need here is for the investor to select some rule which
seams to be suiltable for hia point of view, one which will keep him out of mise
chief, and cne, I insist, which will always maintain some interest in common stocks
regardless of how high the market lsvel goes. For If you had followed one of
thege older formulas which took you out of common atocks sntirely at some level of
the market, your disappointment would have heaen so great because of the ensueing
advance as probably to ruin you from the standpoint of intelligent investing for
the rest of your life. .

Now let me come to the problems of security selecticon. We have talked about
& bond component (and/or & cash-equivalent component) and & common stock com-
ponent. There's a wide choice in the bond component, but the decipion is not of
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too much importance in most ceses. In the taxable list, you can put your money

in U.8. Savings Bonds at 34%; which you can redeem at will; you can buy long

term U.5., Government Bonds at sbout 4.10% taxable; you can buy high grede, long-
term corporate bonds &t 4.30%, or k4% if you do & little selectingg you can

have savings deposits in commercial banks which give you up to 42% if held for

one year; you can buy savings-snd loan sheres (bear in mind thet they are not
deposits but shares) which now yleld up to 5% in Californis. Ancther choice of
great importance are tex-free state and munlicipal bonds, which yleld up to about
3%5 for good quality and long maturity. For most lnvestors who are in a tax
bracket of more than 30%, tax-free bonds have been the most attractable for

many years. They sctuaelly were in pert a gift to the investor of which he didn't
take advantage up to the extent he should have as against tmxable bonds. That
edvantage has diminished, because tax free bonds have advanced relative to others,
but it 1s still persuasive for people of substantial means, I would like to point
out that in 1953 municipsl bonds ylelded 2,93% and U.S., Government taxable bonds
3.08%, nearly the same return despite the full tax on the governments. In October
63 the municipal everage was 3.28% and that of U.8., Government bonds 4.06%, so

you see the advantage thaet hes serued to the pest holder of tax-free bonds as
compered with U.5. government.

One guestion for the investor which I won't go into, and I =m glad I hawn't
got the time to do 1t, 1s whether he should take advantege of the 5% rate offered
by some of the savings and lcan assoclations in Caelifornia. Let me say that I am
not an expert on savings- and loan sasoclationa, and I don't went to get drewn into
the controversy that hes now begun ms to whether their methods are completely sound
and thelr prospects are completely dependable, I Just want to say in general terms
that nobody can assume that he can get exsctly the same degree of safety and
dependabllity in a standard type of investmeat yielding 5% as in one yielding 4%.

With respect to prefered stocks the import point is that they do not belong
in the individual investor's portfolio. The reason 1s they have a great tax
advantage for corporate owners which they don't have for individusl owners.
Corporate owners save 85% of the tex on these dividends, individusl owners save
& very small ampunt, which may disappear pretiy scon in the new law, It should
be obvicus that preferred stocks should be bought only by corporate investors Just
ag tax-free bonds should be bought only by people who pay income tax, TYou may have
noticed last week that one of the public utility compenies offered a bond issue and
a preferred-stock issue at practically the same yield, although hitherto preferred
stocks have always yielded quite a bit more then the bonds to which they were
Junior, The great tax adventage of preferred stocks to corporate buyers is now
belatedly showing its effect on relative yields.

We come finally to common-stock investment. My recommendstion is that the
investor choose either his own liat of, say, 20 or 30 representative sand leading
companies, or else put his money in several of the well-established mutusl funds.
(There im usually an sdvantage for the shrewd investor in buying shares of the
closed-end investment companies on the New York Stock Exchange, when obtainable
at discounts from net asset value, rather than paying the premium added on to the
price of most open-=nd shares.)

Many investors would think my prescription too simple. If they can get re=
sults egual to the averages in thls essy way why shouldn't they try to get a

Y substantielly higher return by careful and competently-advised selection? My

' short answer has alresdy been given: If the investment funds as a whole can't
\ beat the aversges, even pretty clever investors 2s a whole can't do it either.
\ The underlying problem of selectlon is that the "good stocks--chiefly the

‘growth stocks with better than average prospects--tend to be fully priced end

\
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often overpriced." At the other extreme new stock offerings, when the craze is onme,
ars likely to combine fourth-rate quality with sbsurdly high price-earnings ratios.
There are batter opportunities in between these extremes, but most investors don't
look for them there.

Ag I see it, the fundamental problem in common stocks is the market's in-
Jection of a large speculative element into the strongest and bast companies by
establigphing an untenably high price for them, (The rise of IBM or 607, soon
followed by a fall to 300, is the best illustration of my point.) This hes add-
adgreatly to the confusion between investment and speculation, because 1t is easy
to tell oneself that the shares of a good company ere alweys = sound investnment,
regardless of price. From this it was an easy step to calling everyone an in-
vestor who bought his shares outyight, end finally to calling every Wall Street
cugtomer an investor--period.

My recent crusade hes heen to persusde Wall Street that it has msde a2 mistake,
and harmed itself, in suppressing the word "speculation" from its voecebulery.
Speculation is not bad in itself; overspeculation is. It is important that the
public should have a fafrly good idea of the extent te which i% is speculeting,
net only when it busy a'"hot issue” at a completely silly price, but even whem it
buys into a wonderful concern such as IEM at 7O times i1ts highest recorded earn-
ings. To my mind the most valuable contribution that security analysts could make
to the ert of investing would be the determination of the investment and specula-
.., &dve components in the current price of any given common stock, so that the in-

%Inding buyer might have some notion of the riskas he is taking ss well as what
profit he might make. I have pointed out that my own conservstive appraied]
put the investment component in IBM's 1061 price at not more than $200 per share
--gbout $6 billion for the entire enterprise--the remainder of the quotation
reprepenting a speculative valuatkon of the company's undoubtedly brilliant
future. Conversely, I steted thet at lesst B0% of the highest prices(55) of
International Harvester in 1961 could be ascribed to its inveatment walus,
This d4id not prove that Hervester was & better buy than IBM—1t was, as 1t
tirned out--but it did demonstrate that the risk fector invelved was much smeller.
' Let me raise a finel question: Despify rather discouraging results from
ndeavors to predict market moves or to select the most attractive companies,
can the intelligent investor follow any policles of common-stock selection that
promise better than average results? I think it is possible for some strong-
minded investors to do this, by buying velue rather than prospects or pop-
ulerity. Some examples of this approach: (1) Select stocks of important com-
panies which sell on & no-glamour besls--e.g.; International Harvester. Bome
extraoriinary results could have been obtailned since 1933 by buying e¢mch year
the shares of the slx companies in the Dow Jones Ind. Average which sold at the
lowest multiplier of their recent earnings. (2) Buy definitely "bargein issues.”
Typically these would be shares that sold for less their valus in vorking-ceapital
\ alene, with nothing paild for fixed assets and goodwill, These wers quite
1 . numerous up to as late as 1957, and were consistently profitable when diversi-
\ flecation was observed. Few such opportunities remein; perhaps they have besn
ﬂ supplanted by shares of smaller companies selling on & relatively depreased
"\ basis and likely to be taken over by a larger concern at & good sdvance in price.
\ (3) Pinally there is the wide field of "special situstions"--recrganizations,
.H margers, take-overs, liguidations, etc. This is 2 professional ares, dut it
. 4is not impossible for intelligent investors to profit handsomsly from it if
| they epproach sacurlty operations as they would & commarcial business.

\CONCLUBION,
| The investor must recognize that there are uncertain and hence speculative

\
\
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elemants innerent in any policy he follows--even ano all-Government-bond program.
Fa must deal with these uncertainties by a policy of continuous compromise be-
sween bonds and common stocks, and by adequate diversificstion. (Exception:
Fe may pat and keep most of his funds in shares of a promising business with
which 2e fe closely connected.) He must meke a gtrong effort to have more money
‘nvested in common stocks at lower market levels (at least on the besis of cost)
than at what he recognizes to be potentially high levels. Most important, he
muet maintain a philosophical ettitude towards the inescapable varietions in
sig financial position and the inevitable "mistakes"” associsted with these
varistiona.

Agcording to an old Wall Street story, when a certain broker was asked by
& client %o recommend issues to buy, he always asked in Teturn, "What is your
meeference? Do you want to eat well or to sleep well?™ I em optimist emough
%o believe thet by following sound policies almost mny investor--sven in this
ingecurs world--should be able to sat well enough without having to lose any
gleep.
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404] marked the appearance of a new phenomenon
isan history: the presence of large unem
1iat @ ime when business was good. Business
was 108 per cent of normal, but unemploy-
averaged 5,560,000, or nearly 10 per cent of
work-force. Before 1941 large-scale unemploy-
had always been a product of “hard times" and
disappeared with the return of prosperity. In
. for example, when business activity averaged
ser cent, the unemployment rate had been only
r cenl, At the end of 1941, of course, Pearl
or solved the problem of the jobless all too
tively.
as when the war neared its close that econo-
 began 1o worry about the prospects for full
oyment when peace returned, Two authorities,
Hagen and H. Kirkpatrick, projecting ahead
1950, concluded that America would enjoy
antinued full production and full employment only
“fortuitous good fortune™ or by “extremely wise
il engineering.” It seemed that neither of those
s could be counted upon, the second probably less
in the first. But the apprehensions proved ill-
5- nded. First, there was the “catching-up” demand
00 consumer goods after the war and, especially, an
mous expansion of our productive capacity.
‘lhen in 1950 there came the Korean War followed

nf California, Los Angeles, and vice-chairman of
sCurity

mic experience. He s presently hoth professor i residence al

the Giovernment Employeses Insurance group of com-
analysis ond on varous seneral economic subijects.

by an apparently endless cold war. Business has re-
mained 4t or aboye normul continucusly since 1950,
with the exception of seven months in 1958. Never-
theless, the 1941 syndrome of active business com-
bined with high unemployment has again made its
appearance.

[n 1961, with the business activity index at 105
per cent, the unemployment rale averaged 6.8 per
cent. Tn 1962 business conditions were distinetly
poad—109.3 per cent of normal—but unemployment
remained at an unacceptable 5.6 per cent and would
have been appreciably higher had it not been for an
unexpected fall i the ratio of the labor force 1o
population over 13, Beginning in 1964 the propor-
tion will undoubtedly increase as a larger number of
young people than heretofore enter the labor market.
Thus, the unemployment situation threatens (0 pass
from the unsatisfactory to the critical stage.

How should this problem be dealt with? Some
labor unions insist that the remedy lies in shorter
hours of work, and they have initiated a formal cam-
paign to obtain a <tandard work-week of 35 instead

of 40 hours, with the same weekly pay. The: Ad-

ministration has set itself determinedly against any

tion with full employment at 40 hours. It proposes
to reach this goal by a program of tax reductions

reduction in the work-week. Its goal is full produc-* / /7
ot

"/
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accompanied by large-scale budget deficits (hope-
fully tempaorary ). It asserts that a 35-hour week at
40 hours' pay would entail a crippling rise in our
production costs, would greatly worsen our com-
petitive position in world markets, and would bring
about smaller rather than greater production.

This paper proposes to demonstrate that both the
union and the Administration attiudes toward
shorter hours are extreme and untenable. The labor
union proposal does indeed imply & sudden jump of
[4.3 per cent in hourly wages!, with adverse effects
on profits, on the cost of living, or on both. Con-
versely, Washington's insistence on maintaining a
40-hour week does nothing in itself to solve the un-
employment problem; it runs counter to all our
economic experience since 1900; and it disposes in
summary and superficial fashion of a mechanism,
which, if it is properly understood and used, may
contribute significantly in the fulure to the ameliora-
tion of unemployment.

The concept of flexible hours of work—which it is
important to envisage in terms of the work-year
rather than the work-week—occupies a middle ground
between the slogans of “no cul in the 40-hour week"”
and "35 hours” work at 40 hours’ pay." This paper
will examine both the possibilines and the limitations
of this conceptas a means of keeping unemployment
within tolerable limits. Our conclusions will be based
in good part on relationships between changes in pro-
ductivity and changes in per capita consumption that
have obtained m nearly all periods during the past
seventy years. The historical data are analyzed in
the appendix which forms the second part of

this studs,

WORK-VEFAR VS WOARKAUERY

[l is to have a 1&;.;.;11;4. chiance of adoption, a
shamism for a fexible work.year must sub-

jectitsell to threelimiting or negutive conditions

1) It must not intecfere with the atainment of full

ctiployment at & 40-hour-week cquivalent, if this

can be achieved by any method the country is will-
ing to try. 2) It must not ask workers already em-

I If S 1M is paid for 35 howrs instead of for 40 bours the hourly
wage would rise from 5250 10 $2 86, or one-seventh,

ployed to accept a cut in their annual earnings,
It must be tied in with increasing productivity in Sligt
4 way as not to raise the nation's average unit gy,
of production.

Within these three limitations the mechanism g,
contain two positive features:

1) To the extent required by the current e
unemployment, it may make workers take gl
part of the fruits of increased productivity i
form of increased leisure, This means that while (.
pay for each hour of work should rise to reflec 1
gains in productivity, the number of hours worke
per year may be simultaneously reduced o the sm
or a lesser degree.  2) The currently unemplose:
including those newly entering the work-foree, i
be required to share fully among themselves i
available new employment, { The prohibition apainy
reduction in present earnings would, of course, hu
no applicability in these cases.) Employers and (i
government together should be responsible forest™
lishing the machinery needed for this full-scale b
ing of work opportunities.

| summed up the underlying principle of 1
mechanism for a flexible work-year as far back =
1945 in an article m The American Econot
Review: “To the greatest extent permitted by patie”
of consumption, let us take our gain from incres
productivity in larger output and better living sl
ards, To the extent this is not feasible, let us take -
balance of our gain in shorter hours, (Failing 1
we shall take it in unemployment, and  the LT
becomes a tragic loss. )™

[vis an anomaly that some guthorities havea '«
point toward the work-year different fmx;!:l_ the |
attitude toward the work-week, as Elﬂlﬂ!?hﬂ‘tj :
Unsquotation oo e Wall Streel Jowrnal o

3, 1963: “Kennedy licutenants applaud union ™
10 cut working time with longer vacations nd ™"
holidays. But they <till oppose shorter work- ""hl
Similar favorable views have been e::pxbm‘i by h; i
ness publications on existing and prﬂpﬂ'ﬂ“ﬂbbf , '
leaves” for long-employed workers; which="
Wall Streer Journal had put it wher—*‘“":ﬁ* ‘
effect of cutting the work-week for thﬂﬁﬁﬁﬂ"‘:’wrr- |
Thedistinction these people I:I'Hﬂ'tﬂb‘?":""“ﬂ""1 path

work-year and a shorter work-week is i




o had effect of reducing annual output
the same good effect of making room

oker and ;
P workers: whether a shorter waork-year
uju 4 chieved By @ reduction in the hours

j each week or by longer vacations, ete. is it
| “--u.w L question of principie but should be
s Ele

ed BY operaling requirements and workers’

& n]T:  is the number of hours worked per
( pot pef week that forms the basiy of calou-

oas of putput per marn-hour and hemce ol Wl
aic data that turn O the key figure of average

vity, In view of the growing impact of paid

ons and holidays it has become essential 10

| with hours of work in terms of the work-year,
o use the iraditional work-week statistics, if at
\nly as rough guides to changes in the work-ysar

Retth :-,:n 1957 and 1962 the average work-year for

| . qation appears o have declined appreciably, de-
-2 an incredse in the work-week figures for manu-
uring and certain other categories of employment.

THE DANGERS TO COME

hilip M. Hauser has warned about the danger-

| ous impact of the expecied influx of young

people into the labor force—the immediate

post-war “baby crop.”? “This bulge in workers,”

solessor Hauser stated, “coming at# time when we

e experiencing a high level of chronic unemploy-

went and increasing automation, may constitute the

sravest challenge our economy has ever faced In

neacetime.” If, furthermore, prod uetivity should con-

| linueto increase—through automation ot otherwise—

| 14 faster rate than our Gross National Product

! (INP). as it has done not only recently but for most

| periods in the past, then the unemployment rate

would rise by an additdonal substantial percentageé—
L_nr.hcss it is offset by a shorter work-year.

Tn 1925 only 18 per cent of employers gave yucatiops with
pa to production workers: in 1961-2 99 per cenl guve VALE-

L tings-of one week or more, and 30 per cent pave four weeks
& more, generally alter twenty years’ service. Manthly Labur
Review, March, 1963,

. Estimates jn the Manpower Report indicate an gxpected rise

6F about 4 per cent in the libor-foree proportion from 1962

I i 1965, If other ratios remain the same, this would mean
M increase in the unemployment ratio fram 5.6 Per cent

of the labor force in 1962 1o about 2.5 per cent n 1965,

Can this inadmissible result be prevented without
reducing the hours of work? 1t is the official stand of
the Administration that it can be prevented by stimu-
lating the economy through tas reductions, at the
-ast of & femporary unbalancing of the budget. Somse
coonomists argue that moderale inereases n e
rederal debt may be incurred continuously without
adverse eifects, especially if GNP grows at least as

fast as the debt, This ViE® impliee acceplance af
hudgetary deficits as a “way of life" in the modern
suanomy, presumahbly hecause theilt addinon W p

chasing power is needed 10 creaic (e lequired rates
of expansion in consumer and invesnent demand.

The coniroyersy SVET whather budeetary deficits
are good or bud will not be settied by logical argu-
ments. The indications are clear that we shall have
curh deficits, perhaps for an indelinite time in the
future, To what extent they will remedy actual and
threatening uncmployment remains (0 be sesn. Re
pardless of whether one iy, optimistc or pessimistic
on that score, ordinary common sense should tell us
that & sufficiently good result cannot be counted upon
s assured. Prudence demands that we consider e
possibility of non-success, or only partial success,
from tax reductions with or without continuing defi-
cits. and that we open our minds o such other ways
as may be feasible for dealing with the problen. The
flexible work-year may well be essential as the second
string to our economic bow—to be called into use 1
the tax cut-deficit-spending string proves inadequat®
for its task.

In essence, the flexible work-year merely applies
in a systematic and rational way the mechanism that
has enabled us—more by accident than by design—to
meet our unemployment problem reasonably well
over most of the past half-century. It would change
adjustments of hours from an accidental offset to
unemployment 16 planned and purposeful correc-
tive. The scheme for Aexible hours would not in
itself require that the work-year be shortened con-
tinuously. Nor would it interfere with any measurcs
tuken to expand demand and GNP at a rate sufficient
{0 render @ cut in hours UnNECEssary. It requires co-
operation from employers in the form of a genuine
willingness to fit additional employees nto their
operation by cuitable adjustments of vacation time
or otherwise. Most of all, it requires & genuinge will-




ingness on the part of labor union leaders and mem-
bers to take at least part of their gains from increased
productivity in more leisure time, in order that their
fellow-workers may be employed.

If hours could be adjusted equally through the
entire structure of paid employment, a very slight
change could produce a significant drop in the job-
less tate. For example, a cut of fifty hours in the
work-year—equivalent lo one hour a week—could
have reduced the unemployment of 1962 by about
one-half, and neatly disposed of the entire problem.

But the actual structure of employment and un-
employment does not permit this simple across-the-
board solution. The unemployment rate varies
greatly between different categories of jobs and peo-
ple; in substantial arcas—such as the self-employed,
executives, and supervisory personnel—the “share the
work” concept 1s virtually inapplicable. Any flexible
work-year mechanism would have to be operated on
a selective and partial basis. Nonetheless, it could be
applied to a substantial segment of the work-force
and produce results of substantial value.

THE AW PROPOSAL

t a Special Collective Bargaining Convention
An April, 1961, the United Auto Workers.
under the leadership of Walter Reuther,

proposed that the “Fair Labor Standards Act be
amended o provide for systemalic adjustment ol the
standard work-week based on the |level of unemploy-
ment” The details of the proposal included the

fﬂ”-’\"«.rlnE

! The standard work-week to remain at 40 hours

when umenimlo t e bese thian n speciied peroent

age of the labui 21 The work-wezk 10 be
reduced by specified amounts as the rate of umem-
plovment rises above the "40-hour level.” The reverse
process would be applied as unemployment declines.
i) Reductions in the work-week must be coupled
with ¢ompensation [or the hours cut out of the regu
lar weekly schedule, in order to maintain the same
weekly pay. 4) However, the compensating pay
required to maintain take-home pay in the face of a
reduced work-week is to be provided not by the indi-

vidual emplover but out of a National Work-Week

Adjustment Fund to be accumulated througy ,
“small payroll tax on all employers.” The 4y
estimates that the payroll tax required would gyery,.
less than | per cent when spread over the entire
ness cycle, and would be largely offset by redyctj,,,
in the present contributions made by employer;
unemployment funds.

The UAW proposal has good and bad poins |,
much more reasonable than the bald demang fo
35-hour week at 40 hours’ pay voiced at the mesip,
of the AFL-CIO Couneil in 1962 and 19637 in f.
it is better than it reads. The chief defect of i)
presentation is the lack of adequate discussion of (e
relationship between the adjustment of hours and the
normal annual “productivity increases™ in wage.
This is alluded to in the sentence: “Traditionally w:
have always taken part of the fruits of advanom
technology in our material standard of living w0
part in the form of increasing leisure.” But the po
is not pursued. The picture it presents is of an
changed weekly wage, with the cost of the shor:
work-week being borne by the employers. The lut
would suspect that what is really envisaged is son
thing very different—namely, that wages would o2
tinue to increase as before (up to or exceedms |-
rise in productivity), and then the hourly Wi
would increase still further to offset the automit
reduction in hours.

Such a one-sided arrangement would indesd
unsatisfactory. It is unfortunate that the UAW s+
ment did not make clear that the proposers Were I
pared to have future weekly wage increases hess
down to the extent that part of “the fruits of gdvn
ing technology” were to continue to be ke ©
form of increasing leisure; also—and this s m.m"- '
portani—that anv downward adjustment o het
would be made af the same time as advances _”" o
wages and would form part of a single adjus*"
If, in the future, productivity could increas at i
3 per cent a year, then the | per cent averag’ :mdl,l I.

) : 7 ; 4 it
reduction in hours implied in the UAW & el
4 | par cent annual pavroll tax could bﬁi_-'l'n':ﬂmpfl.
by an average annual rise of 2 per cent In “"k‘; it
pay. Such a pattern would be both feasible 47

S 1h GEF
; thiat UAW's: cantrmeh ¥V 4 ¢ o
4. It should be remembersd that e Mﬂgd

Motors provides for an annual producti
cent, as well as for cost-of-living adjus




. o about 4 somewhat faster increase
gt e ard of living than we experienced be-
1925 or between 1925 and 1960.
rt refers to the necessity of “achiev-
L dapce between purchasing power and produc-
WL e and proposes 10 do this by maintain-
“:Pf;ﬂlmk]y pay for the reduced hours. As |
J :r:,,.:i”md out, the latter aim could well be ex-
£ ovided the adjustments in wages and hours
o the same time—on the basis of an

qude at _
reduction of | per cent n the work-

ot ;::ill.l'.ﬂ )

'_LM the reference to purchasing power mto-
_, complicating factor into the discussion,

': 1 essence has nothing to de with flexible hours

ook, 1t implies that labor’s share of the national

. yuct must be higher than it is now in order 1o
" the country to buy goods up to its full produc-

-4pacity. This, in turn, implies that the em-

\ers’ profit margins and probably their return
 capitil must be lower, although they claim vocif-
Ly that they have long been subjected to a

| Bt squeeze” that limits their ahility and desire
L 1o facilities and thus Lo increase employment.
This argument is similar to the one over whether

Lntinuous budgetary deficits are needed to create

| ioctive purchasing power sufficient to absorb our
cpending production. These are two unresolved—
«i perhaps unresolvable—areas of dispute between
“ireral” and “conservative” economists and between
Lnor leaders and business leaders. It is essential for
s proper understanding and acceptance of the con-
«ptof flexible hours that it be disassociated from any
besic economic theory, and viewed solely as a social
mechantsm for dividing available man-hours of em-
poyment equitably among those qualified to do
itz work.

- In the UAW proposal a *National Work-Week
Adjustment Fund” would operate in the manner of
@ msurance or stabilization reserve, Under active
nusiiess conditions a sizable sum would be expected

| ' secumulate, and this would be drawn on later to

| 14y compensation for the shorter hours worked dur-
¢ periods of recession. Presented in this way, the
d5a may be criticized as assuming that the unemploy-

"0t problem exists only in times of poor business.

| Although it is true that the unemployment rate tends

“ advance as general business declines, the really

troublesome factor is the persistence of unduly high
gnemployment under conditions of prosperity. 1
doubt, therefore, whether the Adjustment Fund could
function successfully as an equalizer between good
and bad years,

However, the contributory mechanism propused
by the UAW may have an advantage of consider-
ahle value. It would offer an inducement to both
emplovers and warkers 1o accept the shorter work-
year with concomifunt hirmg ol addinonal employ-
ees, Tor the contribution made by cuch busmess lirn
to the general Fund would be reiurisg | il
if it made the prescribed reduction in the work-year
and the prescribed increase in its employment rolls.
IT & business failed 1o make these adjustments, sither
the employer would find himself paying larger hourly
wages than others or the workers would be working
more hours than others for the same annual pay. The
paymenis to the Fund would not be an additional and
separate burden on the employers, since the money
would be received by the workers and hence waould
figure as the equivalent of a pay adjustment in the
bargaining process.

TOWARD FOUR PER CENT UNEMFPLOYMENT

o reduce the 1962 unemployment rate of 5.6

per cent, we might assume that the typical

large establishment could, in either one or
two steps, arrange a reduction of 3,2 per cent, or 64
hours, in the work-year and simultaneously enlarge
its work-force by 3.2 per cent, This adjustment might
canveniently be accomplished by adding gight work-
ing days to the annual vacations, and rotating them
in such a way as to have the same number of people
at work as before the change. (In other words, 3.2
per cent of the old force would be on vacation in
successive eight-day periods, with their work being
done by the added workers.) About 43 per cent of
those gainfully employed are on the payrolls of estah-
lishments with 100 or more workers. A work-year
reduction by smaller businesses should result in some
increase in employment as well.

Let us now hazard the estimate that any assumed
percentage reduction in the work-year, applied as
above, will be 50 per cent effective in increasing em-
ployment, ( This allows for the large number of self-
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employed and the only partial applicability of the
mechunism to various categories of establishments
and workers.) Then, the work-year reduction of
3.2 per cent would be required to achieve a cut in
unemployment from the 1962 rate of 5.6 per cent
to the modest objective of 4 per cent.® The 3 2 per
cent hgure approximates the annual rise in hourly
wiages suggested by the government's “guide-lines”
as paralleling the nation’s average increase in produc-
tivity. Theoretically, then, unemployment ¢ould be
diminished to an acceptable fipure in only one year,
if the workers would accept their productivity bene-
fits for that year wholly in the form of increased
leisure.

To the extent that the adjustments are made in the
form of longer pard vacations the hourly wage would
not be chunged. To the extent that the work-week
itself is reduced the hourly wages would be propor-
tionately advanced. But in any combination of the
two arrangements both the weekly pay and the total
annual pay would remain unchanged in the transition
year, while the annual hours would be reduced 3.2
per cent, or about 64 hours.6

Let us repeat that it is essential for downward ad-
justments of the work-year 1o be made at the same
time 4s upward adjustments in hourly wages, so that
the former does not involve any reduction in take-
home pay. An increase in paid vacations would be
recognized as constituling an eoulvalent ncrease m
the hourly wage This is true, of course, for every
type of “fringe benefit” worked out at the bargaining
table,

If ihe 4 per cent unempioyment rate can be estab-
Heed by this mechanism, It should be a relatively
simple matter (o maintain it by continuing the mech-
anism on g contracted scale. We assume that the

Resoiution =78 gdpoied gl the AFL-CIT annusl convention
in December, 1961 deplored “the tendersy of some BERCiE
af government (9 set & & per ceti unempioyment rale fsa
targat foe the sconomy,” and insisted that n 242 103 per cent
rote be taken g5 the minimum figure accepiahle

o™

cExvarmple 1) A worker now receivies 8250 per hour for s 4i-

hour week Tinder aur'propeasl his work-week 45 pedizeed 3.2
per cent o 387 hours, his hourly pay is incressed 1o 52,55,
and his wnnwal vacstlon remsing unchanged al two weeks
Example 2: Another waorker takes his 3.2 per cent increase in
the form of 64 added houwrs of peid vacation. His hourly
wage will contmue at $2.50, In both cases the worker will
continue 1o recgive $100 per week and $5200 per yvear, but
will work 1936 instend of 2000 hours per year.

required reductions in the work-year shoyjy e
between 4 per cent and 1'% per cent annyall; ,
offset productivity increases that are not coyy.
balanced by expanded per capita COnSUmptig: -
GNP. (It will be remembered that the long-qe,

historical rate of reduction in hours has been 4.
2 per cent per vear, as shown by the figure;
19235-1960.7) If this estimate is correct, it will pems
workers to receive more than one-half of future -
ductivity benefits in higher wages and the s

longer free time—for the most part in longer 5.
yacations.

THE STEEL AGREEMENT

he idea of dealing with the unemployme

problem through longer vacations has

ceived a surprising degree of suppor (o
sources otherwisg in opposition. The Wall §r
Jowrnal, noted For its conservatism, has said; “Th
is considerable flexibility in the work span acros
nation. More and moré companics are setting o
‘extended vacation” programs providing long-ie™
employees with several months’ vacation every I
vears or so. . . Arrangements of this kind have ™
effect of cutting the work-week for those concerms
There may be various objections to such plar -
pending on how they are obtained or how their ¢
affect the competitive positions of the comp-
But where they are mutually agreeable and econ™
cally workable, they represent the gradual and el
tive approach which has characterized the long =7
ta less work and more lejsure,.”

These sentiments lend encouragement 10 0ute
that the flexible work-vear is a practicable devies
meetize present and future problems of uner
ment, In all probubility, longer paid vncaljulm‘ v
ing from a few extra days to a true sﬂbhﬂ“ﬂ:f_
be used more conveniently than a small reduct

i ot
7. Walter Heller, as chuirman of the Presilents CO0°,
Economic Advisers, has recognized this figere ':‘:hf fur=®
churocteristic ol Lthe past bul os :-Ipﬂﬁia‘.bh for - gt
“through incressing holidays, vacaions, st 7
rejects "an arhitrary cut in the Wﬂl‘k""'"":k mﬁh‘!ﬂ"" b
hours as a meany of sharing the (\;’ka- («
Einnniial Chranicte, May, 1963). QUE PREEET
line with his vicw, cscept that more ﬁ.:mbﬂ;l-'f Eﬂl:li‘ﬂ’y
his "approjimately half per cent reductiant.
work-week,”




for the latict requires fitting in extra
_pench while the former would rotate
{ the places emporarily left open

bwt‘#k-

.t (he wark
F . ded workers 2
P yacation.

4 Wk

Y063 agreement hetween the steel com panies
' ;:;.Dnllﬂd Sreelworkers ffal.lcwf!: closely 1:.he gen-
. ..I.l-crn we have been discussing. No direct in-
" hourly wages is included, Instead, the
i for the workers consisis ol & new arrange-
waytanded vacations” of thirteen waeks [0
et u; hail of the hourly workets Al i
\_ :__Jﬁ §ince {his means an increase of ten weeks
e present three, it is equivalent in cost 1o an
-« week vacation every yeir for all workers
qver-all basis the settlement thus appears 0
a2 percent decrease in annual hours with
_nge in annual pay, plus certain smaller “fringe
: i the arca of insurance. Union officials have
ied that this vpcation plan, when extended 10
147000 hourly workers in the stecl-making com-
. nd their captive operations, will create about
 pew job opportunities. This calculation would
.\l an ultimate reduction of 4 per cent in anmual
sy, when all employees participate in the longer
. uoms, into an equivalent increase in the number
smployed.,

e

A WORK-SHARING PROGRANM

! he question of hours of wark for newly em-
| played people is very different from that for
those already employed, The latter consider
it they have a “vested interest” not only in their
'i ob tut also in their current rate of earnings. They
|+l weept short-time reductions in work, with con-
| “ent lower income, only if 1t is caused by the
| ey for reducing output. This is n “gconomic
]':--‘-'h'-—in the words of the labor reporis—over
j"L’ﬂ they have no control and which they are
r F “¢tless to resist. But they are by no means equally
; _::""‘\'3 1o accept lower pay in order to provide
\ :.-j:um:al jobs for others. It is for that reason that
rj'_ﬁfi’zpﬂiﬂi for flexible hours sets each reduction
I ..llm;f_ :}Ear at uuF more than the corresponding
Hictvity-advance in wages.
I u_'.:':e unemployed, however—including those just
“iring the labor force—have no such vested in-

terests and so can have no valid objection 1o any
mechanism that will divide available man-hours of
work equitably among all thase qualified to do it. The
adoption of this principle would require important
changes in the methods of hiring new workers. In
many OCCUpPancns a new job wouid be assigned
“one and a fraction” of unem ployed persons—{or €x-
ample, three people would share two jobs, so that
cich would be emj ! '

the [ull time

et O 1 PArT-WEAD DEE1S8 15 JU vy el

loved prd paid oy two-thirds: of

It has partcular ment, of e least dias back, when
the periods not spent at work are devoted 1o addi-

) P | ey R |
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wider skills: Two-persons-sharmg-onc. b has long
been a feature of the educational system at Antioch
College, one studying while the ather is working, then
vice.versa. A similar suggestion appearcd i Presi
dent Kennedy's Civil Rights Message § June 19,
1963, which proposed: “That the vocational educa-
tion program be further amended to provide a work-
study program for youth of high-school age, with
federal funds helping their school er other local
public agency 0 employ them part-time in order 10
enable and encourage them to complete their train-
ing.” This limited the work-study program 1o teen-
agers who would be employed by public agencies.
But the idea could and should have wider application.

In connection with the unemployed, it might also
be pointed out that under present regulations a per-
son employed part time does not draw unemploy-
ment benefits. In some situations this tends to muke
a lay-off financially preferable to part-time work.
If a work-sharing program results in a fairly large
amount of employment at comparatively small an-
nual wages, it might be desirable to use a portion of
the unemployment payments thus saved to provide
supplemental benefits @ these part-time workers.

The need for an imaginative and comprehensive
program of work-sharing to apply especially 1© the
currently unemployed, for whom some places would
open up as a result of reductions in the work-year,
i5 apparent when we analyze the Department of
Labor breakdowns of unemployment by age groups,
color, oecupation, major industry divisions, and state
and local marketing areas, (Some of these are also
subdivided by sex.)

sation or to rotraining for new or
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The highest rates of unemployment in each of
these categories in 1962 were: Women 16 and 17
( 16.8 per cent), Negroes, both sexes (11 per cent),
laborers, except farm and mine (12:4 per cent),
construction industry (12 per cent), West Virginia
{ 10.9 per cent), Johnstown, Pa. { 14.6 per cent).

In most of these categories the relative percentages
have not changed much over the fifteen-year period
from 1947 to 1962, The deplorable exception is the
Negro, whose unemployment rate rose from 5.2 per
cent o 11 per cent while that of whites was ad-
vancing only from 3.2 per cent to 4.9 per cent. As
for teen-agers. while the proportion of unemployed
hardly changed between 1947 and 1962 — about
one-fifth in both years — it is now moving upward so
rapidly as to become really critical. It is generally
agreed that greater efforts are needed to improve
the work capacity of teen-agers. especially the high-
school drop-outs, and of others ill-qualified for any
but the lowest grades of employment (where jobs
are decreasing in any case). Training programs will
help ameliorate the problem, but they are 1o slow
in the face of increased pressures. A considered
work-sharing program is called for.

Waork-sharimg arrangements dre not as convenienl
for employers, of course, as having one person for
euch job. But they may be fairly asked to make this
significant contribution toward the soluton of an
snercasingly desperate problem. They have other ob-
Tigations os well, growing:out of the replacement of
workers by automatic mechanisms. The efforts that
mdustry normally makes to find other employment
tor the displaced workers within or outside the enter-
prise should now be supplemented by payvment of
severance allowances and contributions wwward pro-
grams of retroinimg for other pecupations

My the kel current unemid 1." ywirent 1 oon-
Hldl..F..ti‘IIL. amount of overtime work s done in manu-
..'.:.;.l.-i_l'll']E ilu.ilh.‘-i n ERIJ"HJ]' ].'.I-.J yinenl ol iJ'I'L,ITlJlLI!?-"
wages for the eXtra hours, Tn March, 1963 the
Secretary of Labor estimated that 7 per cent of the
work in manufacturing was being done on overtime
I'he reasons include the lack of particular skills
required for particular jobs as well as cconomies

gained by using producton facilities over longer

periods. But undoubtedly some employers are un-
willing to incur the various obligations attached 1o

the hiring of additional employees. A progry,

flexible hours of work should include the P

—to be recognized by employers and worker g, g
that overtime work should be replaced by addz, A
hirings to the fullest extent feasible. (The steg,. |
agrezment of June 1963 contains a privision i |
it cutting down company recourse 1o overtims | :

I'HE POWER TO CHOOSE AND TO CONTR\

he proposals in this paper have been press |

solely within the framework of ecope |

history and cconomic practicality. The -
volve only one choice of “values™: that it i me
better for the nation’s social and moral hesi: ;
have nearly everyone employed at shorter houn "!
o have the same amount of work done by foer |
people working longer hours, with large nu-
vainly seeking jobs. To repeat once more and fin.
the program is not offered as 4 substitute [
employmentata 40-hour weelk, or 3 2000-hour
I that 1 achievable by business expansion. v
without the stimulus of governmental fiscal poo =
the flexible work-year will become: unnecessar
inoperative Ay ity own terms—to be held m
for the possible needs of the future, The jud. =
must be made whether the fiscal policies now & =
pursued or proposed can be relied on to reduct
employment to an scceptable level without ret
a cot in the work-year,

To accomplish this, our per capita Gross M
Product will have to grow at a more rapid Bie
it perhaps ever has in time of peace: IT.J':SP'-‘“":"rr
to rajse the question, in terms of values, 01 1
portant and desirable would be such 2 g
pansion for our economy, In spite of the 17
disparagements of our “tail-fin afftuence,
us are perfectly willing to accept more aiftees: |
our country, provided 1) it continues
living standards of all income groups in “ﬂj -
equitable manner, and 2) Itcmbﬁﬂﬂhﬂ"edm B
the normal processes of economic gru'i"': 3

ed about 7
serious-minded people are concern s 13 14
ability that, instead of our controlling [:M,
growth, it will control us and our pational it i
Is a 3 per cent or 4 per cent per Wﬂi“mﬂnwl
GNP so necessary to our welfare that b

.n-ll



; gﬂljl'ﬂllbﬂfk on uncharted seas of fiscal
L “‘“ﬂwt MI a moral imperative to con-
jgvest at ever accelerating rates?

and 12 e 1o consume in order o aid the econ-
pfd:u[ gppear now as blatantly (or as ex-

o it did during the dark depression days
poblY) nj 1930's, when billboards carried the

i E:n]im:l]ﬂn “ppy SOMETHING Topay!" Bul

i least II'III.P].ILII or latent in our present concerm

" ur “lagging rate of growth.” Are we heading
. Professor Gomberg of the Wharton School
||E,j <y whirling-dervish economy™? Ur shall
ien oUr-ecOnOmYy toa highly hazardous kind of
. .+ that must go faster all the time or alse fall
gr the early days of this nation every able
.,_,,.1 person had to work hard so that there might
Jough for all to eat; have we progressed to the

F‘“

:
-

point that now everyone must eat hard so that there
might be enough work for all?
To aim at a growth dictated by such compulsions
including a fanciful compulsion to maitch the sup-
posed growth rate of the Soviet Union—rather than
at a rale consonant witih our pational characler 15
to give up another part of our much-prized freedom,

"

QOur opulence should zntitle us o more not fewer
economic choices. From this viewpoint the principle
of flexible hours has the advantage of adding a
‘relaxation element” o our economne arsenal. 1t
would enable us to pause I our Gpward pusii with-
out having to worry about crisis or disaster. If it 1=
formulated with 5!11-';__‘-5” o and practi -!|:r:. mi] if
it is applied with skill, the flexible work-year should
give us the power 1o control the unemployment rate
instead of being controlled by it.

Appendix

4 ubject as important as the unemployment rate, with
3 vy impact on political attitudes and governmental
denns, deserves intensive examination. Those who
bicuss il should understand how the rate is dernved,
s the chief factors are that move it up or down, what
= efect i of @ given change in each of these factors,
& purticularty what their interrelationships have been
T many years in the past. As a result of economic
#earch carried on in fairly recent years — for which
* W Kendrick deserves major credit — we now have
= 1o reasonably dependable annual figures running
“hseven decades and more. Our present study selected
¥ petiod-to-period comparison the eight census years
T 890 through 1960, plus the midpoint year of
"4 We have added comparisons between 1957 and
L for it iy in these last five years that the unemploy-
0 problem has become an economic and political
" of major consequence. .
ke iverage number of unemploved in any year can
deriveg arithmetically from four governing factors in

the following relationship: Number of Unemployed (U}
equals Labor Force (F) minus Gross National Product
(G) divided by: Average Product per Man-Hour (F)
times Average Hours Worked in the Year (H), The
equation, thus, is:
U=F- G_

PxH
For the year 1962 the calculation would be as follows in
1962 dollars:

$554.9 bill.
U = 74.680m — $3,79 x 2070 = 74,680m — 70.670m = A4, 000,00

While this equation is at bottom only an anthmetical
identity, it tells us some important things about the fac-
tors that determine the unemployment rate. We can see
at once that a rise in any onc of three out of the four
fipures will increase the number of unemployed, unless
offset by a correspunding advance in GNP, These three
factors are Labor Foree, Productivity, and Work-Year.
The paradox here is that an advance in each of these




1. Basic Data

IR90 1900 1910 1920 1935 1930 1940 1950 1937 1960 36

CLEVELAND TRUST Q0. INDEX - g
OF BUSINESS ACTIVITY

i % plus or minis *normal” +10 +3 =2 3 + —8 =41 +i6 +10 s e

POPULATION ( Millionsy 6306 TE00 9241 10635 1158 1232 1320 1517 1713 1807 18

POPLILATION (4 AND OVER ( Millions 418 SL.D6: 6365 734 815 BRI 100O 1109 1205 1251 13

& 14 AND OVER 663 671 678 687 694 TLE TEY  TI2 703 891 g

GNP [N 1920 DOLLARS (Billions) 26,20 3820 S640 7331 9053 9513 1210 1874 1355 2600 %

GNP PER CAPITA" 627 Td5 855 a9 11200 1075 12100 I6KY  195F 207y 1
LABOR FORCE (Miflions) 200 IETL ¥TE6 4307 4631 4980 ST73 6384 TOT4 TIAY gy
EMPLOYED i Millicns ) 2233 2729 3571 4180 4491 4546 4961 6049 6TB0 8920 s
UNEMPLOYED ( Millions ) 57 142 215 1L&T 180 434 BIT 335 284 3w g

WORK-YEAR (Hours) 278G 2716 2494 23R4 2349 478 2207 2133 210D 2080 um
TOTAL MANHOURS WORKED (Billions] 623 755 943 1072 1134 1126 1130 12R9 1424 1439  jasy

PRODUCTIVITY {cents per-hour) 42,1 506 387 684 T8 B4S5 10701 1454 L1656 1307 un

iy oll cases “per capitn”™ refers 1o pon-institutional population 14 and over

2. Derivation of Employment and Unemployment Percentages

ANNUAL HOURS NEEDED PER CAFITA 1490 1479 [S08 1467 1404 1274 L1300 1162 LIED LISD 1ms
ANNUAL HOURS WORKED PER WORKER MT46 2766 2694 2584 2349 24T7F 1177 2133 100 10O Ju
WORKERS NEEDED PER CAFITA 534 534 A1 566 550 514 496 345 562 58 W
LABOR FORCE PER CAPITA S48 563 395 SEE 871 SK3 576 574 5HT B4
UNEMPLOYMENT PER CAPITA o5 e 034 2 022 045 nE0 030 o028 k] @

AS % OF LAROR FORCE: EMPLOYMENT 97,3 950 941 H62 960 YL OESS 949 950 b6 MW
UNEMPLOYMENT 1.7 a4 59 13 4.0 87 141 51 4.1 54 2

3. Percentage Changes by Decades

1590 (I 19140 1920 19230 1940 1930
w T 16 1910 e 1920 01930 1o 1940 1o 1950 1o 1960

GNP PER CAPITA +19.3% +182% +129% + 79% +12.0% +39.6% +231%
PRODUCTIVITY +302 160 +165 <335 267 +34.6 +24.3
HOURS NEEDED PER CAPITA = 0.8 28 = 3.1 —1286 =11% + 2% — 10
WORK-YEAR = .8 =08 =41 - 47 — &1 - fd — 14
WORKERS NEERDED PER CAPRITA = ~ 43 410 =—9vp —315F + 98 4+ L4
LABDH FORCE PEH CAPITA +24 H54 =12 —a1 X - 4 +19
AS % OF LARBOR FORCE: EMPLOYMEMNT - 24 — 10 + 823 - 3R — %9 +105 - 3

UNEMPLOYMENT (+87) ($25) §—38) (4+123) (+84) (=64} (+7)

4. Long-Term and Recent Percentage Changes

3% Years 35 Yoars Recomt  Adjusted 1o [0-Year Basis
| 850 1925 1as7 1ES() 1925 1937

te 1929 g 19AD o 1962 Lo 1929 Lo 1960 o 1962
GNP VER CAPITA +77.08 + B3 6% BI% 1780 +189% +1T7.ME
PRODIUNCTIVITY 4808 I28S 134 +20:1 +263 297
HOURS NEEDED FER CAPITA — &4 14:1 8.7 = L = 50 = 9.5
WORK-YEAR — B85 = 18T 5 sl & | — 5 —'29
WORKERS NEEDED PER CAPLEA L2006 — 3% S+ 06 +02 — 69
LABDR FORCE 4+ 33 4+ 21 =222 T L F0E — 43
A% o (F LAk FORCE: EMPLOVMENT i (I 1 = - 1.2 - 0.4 - 0.4 - 74

UNEMPLOYMENT (+48) (+3%5) (+37) (+12) (+9) (+58)

sOLRCEN GF Bats  For (e vesrs IM0 through (990 our figates for GNP, Mun-Hours, Personk Engupsd (Bmployed), -and athers "“""gwthnf.h.
from J. W, Kendriek's monumental study, Froductiviry Tromds de the Unfted Stades | Princeton Uinivessity Pres, 1961), The o )
14 and over” I8 caboulated from senaus fpares, with deifuction of 1 per cent for the estimated number In imssliitions. .

For the vears 195192 the figures in the Manpowes Heport of the President {Mazch, [963) are used. Theee are same eoncopiial
enty und {hime calculsted by Kendrick, bat their efect i nor moterial, We have estimated the Work-Year, and consequent total
Fraductivity, Irom pariial dota publiaked.

The per capita figures are haned on U "Non-lestitutional Fopulation 12 years and over,” which wie ntight term the ™
figuees fae Labor Force, Employment, and Unemployment are best related to this "populition™; for condistent wri
throughout. If total populadon Azures hud heen used, the incresse In per capita. GNP would have been larper than
smalizr thereafter, Such changes, howeyer, would nef have alfecied the main inHeations from theee data.



i : ically favorable to the cconomic posi-
. o since it would contribute to the poren-

Lo A 1HO n:!ﬂl_i'f the actial output (or consumption )

_ stpal Eﬂd a5 required by the step-up in the three
" If:—- the result is inevitably an increase in the

vt rate. .
=~ ot , decreases in the Labor Force, Productiv-
ATRCLY w

will have a favorable effeet on the unem-

et

TS

jevet 1o the extent that they are not offsel by
il IE%

in GNF.

war-force figures have two contradictory and

R T ORI Tl
waracodcal  charsoterist I

“ation T the percentage of populationt in the
. over the 72-year period studied, Stranpgely

he largest variations took place ot the Beginning
wniod when the (estimated) participation rose
4§ per cent in 890 to 55,4 per cent in 1910, In
. half-century the shifts in the composition of the
:¢ have been spectacular; yet the nuge influx of
qio employment has been offset almost exactly
|owered percentage of teem-agers and older
wieks

1o other hand, we must emphasize the important
the upemployment ratio of minos variations o
(ncipution rate. Between 1920 and 1930 the drop
7T per cent Lo 56.3 per cent offset by almost one-
ie decling in the actual employment percentage,
ancly, in the next ten years the shrinksge in workers
au0 was less than in the decade before, but there
o operverse rise in the labor-force rate, which con-
fued largely to the final wnemployment figure of
@y 1o per cent! The recent comparison of 1962
ton |957 again shows a shrinknge in the labor-force
shich took up nearly half the slack caused by the

wirkers needed per capita,
‘elut fact has disquieting significance for the future.
wrion of the decline in the labor-force rate was a
“iing development, running counter to forecasts
=t the U, S. Department of Labor. The expecta-
e now for aosubstantial increase in this ratio,
e out of the anticipated heavy influx of post-war
“ o the labor force, Besides the “menace” of an
“eieg labor force for demographic reasons, we must
" tomsciows of the risk of further adverse changes
" Imm purely arbitrary decisions of people over
_T in the labor force, These number presently
;I:E;P?;FU_ijun," whenever used in this puper, meuns
W foree ?.:?;HJLT{ pop}li_nim_n 14 '_-rm:lrs. oibed umrj 11-.-r:r_ I'he
‘ participation rate,” s caloulated against

MPulation segment; for consistent arithmetical resulls
# Cupitn™ figures are based on the same total,

WIREET e e s e i

abrut 55 million men and women. 1t would not be diffi-
cult to imagine, sav, 2 million of these deciding to declare
themselves “unemployed and seeking work"—possibly
for reasons related to unemployment insurance—thus
adding 50 per cent 1o the unemployment total.

Possibalities such as this suggest stromgly thal am
changes in the unemployment ristlo be serutinized care-
fully to see whatextent they have been brought about by
essentially arbitrury or inexphonble vanations in the

Bl lofee. SUdh Pghtiians <ot e Cleatyy snol

helpful development If montnly changes in the empior-
meéni ratio—expressed as o percentaps of population over

—wire given as much naklicity cz2¢ thoge in the ur

emplovment ralio

Between vears of opproximately similar busingss activaty
there has been a persistent tendency for productivity to
increase faster than per capita production, This {endency
appeirs o have accelerated somewhat in the second
half of our 72-vear period, as shown by the figures in
the two 35-year comparisons. Mo doubt the step-up
has been produced m part by increasing automation,
The spread was especially wide i the past ive years,
during which productivity rose at the rate of about
29 per cent per annum, but per capita GNP expanded
anly about six-tenths a5 much., The only one of our
periods singe 1900 in which GNP rose somewhat fasrer
than productivity was that from the low level of 1940
ter the post-war prosperity of 1950,

Scemingly, the significant dechnes in the work-year
were necessary in the past to prevent this disparity
between productivity and product from creating a truly
massive unemployment problem. Gerard Piel, publisher
of Scientific Amevican, made this point vividly in his
paper, “Consumers of Abundance,” published by the
Center for the Study of Democratic Lnstitutions, by say-
ing: “If the sixty-hour weck still prevailed, only 40
million workers would be needed 1o produce the 1961
nutignal product, and some 27 million workers would be
unemployed.” But it is quite podsible to argue, al least
from principle, that it was the shorter work-week that
praduced the lower relative GNP than the other way
ground. 1f we keep the number of workers constant and
reduee their working hours, the arithmetical consequence
must be a smaller rise in total production than in oulput
per hour. It is for this reason that most people ure in-
stinctively opposed to reducing hours below the lower




limit consonant with sufficient loisure. Such a reduction,
they think, means accepting an unnecessarily lower level
of production than the country 18 capable of; it means
losing out in the international growth-rate sweepstukes;
in short, it seems to be a counsel of defeatism.

Whether or not that argument from arithmetic would
be valid for the future must—like almost all economic
prescriptions—be at least partly 4 matter of opinion. But
we cun decide with some definiteness whether or not it
applies to our past economic history, Did we reduce
hours just to gain leisure, out of free choice electing 1o
take only part of our productivity gains in higher GNP
per capita? Could we readily have stepped up produc-
tion at any timc by keeping hours where they were,
instead of cutting them as we did, or even by extending
them to any figure we were willing to work out at the
barguining table? The economic evidence is strongly
against this optimistic assumption. It is contradicted,
basically, by the actual existence of more than frictional
unemployment. For if not only the production but the
sale of goods could be expanded at will by lengthening
hours, it could similarly be expanded by taking on new
workers and thus absorbing the unemployed. Increased
production does indeed increase purchasing power, but
it does noi necessarily increase acrual purchasing in an
equivalent amount. In the American economy it is
demand that cremtes supply, net supply that pro
duees demand.

The raie of increase in demand is, of course, influenced
by concurrent advances in productivily and by the num-
ber of hours worked and paid [or. But it is influcnced
+111

more vy many other factors. These include on the

upward side: war and war proparations: €COnOmuC
booms, however Initintod, and always characterized by
debt, important

lareer than normal st i eI eESs

January 1964

new products {such as the motor car after 19&3}‘
intensive sales efforts, ,
Our figures show that it is only under congiiey
above-normal business expansion that GNP hig
creased faster than productivity. This favorable e
ship shows up strongly in the period between |
1950, and it continued for most years through
Many of us had come 1o consider the growth raje
post-war period as “normal” for our economy,
one which could be counted on to continue, T}
mistic view disregarded the fact that it far exg
former rates of growth, and that it was the oo
mainly of the “catching-up” demand after World
of the Korean war, of the cold war, and of the
rapid expansion of plant capacity made possible by
increase of over $400 billion in net prh-#
since 1943,
That the cquilibrivm established berween prod
and GNP in 1951-1960 could not be easily go
appears only oo clearly from the data for 195!' %
The rate of productivity increase advanced, wh Y
rise of GNP per capita [ell back below the
average, These diverse movements produced &
certing rate of decline in hours needed per Gl
approaching that shown in the unhappy compRrsi
1930 with 1920 and 1940 with 1930, This adverse o9
opment was offset in part by a moderate dﬂdiﬂ"f%‘ :
work-vear—apparently stemming chiefly from! '
vacations—but the shrinkage in workers mad:ﬁ,‘
pl.'n.u.ll per capita ran at the ten-year ra@ 'i
7 per cent, close to the highest in our compuiat
for the providentiol, ond somewhat suspect, oed
the labor-force percentage—now reversed—the
growth in the unemplovment rate might well
regurded as critical.



Some Observations
by Benjaniin Grakom

Reading E. F. Remshaw's article on “Stock Murket
WEMIWFMAWIWIW
reminded of an old idea of mine with respect. 10 percent-
ages of sdvance and decline in stock of commodity
prices. This was i device which 1 ealled the “<% of high™,
or “%6h", which calculates the amount of advance
wmmmwdmmmm
measure, like any other, is theoretically aclmissible if
clearly indicated by the symbol. It hay the obvious ad-
vaninge of muking an sdvancs of X Sk cquivalent to
an (ordinary) decline of X% ; whereas—as is empha-
sired in Renshaw’s text—by the age-old method “a Joss
of S0% in ome perind will necessitate a gain of 100%
in some other period to merely recoup onc's. principal™.
The arithmetic of conversion. is simple: A gain of X%
(conventional ) = a gain of X/(X = 1) %h; eg.:

L42% = 443/ 142 Sh= 4296 %h
Let me illustrate my point by adding % h figures to
mmw'ﬁm'ﬁbhi (p 82):

ﬂhﬂﬂﬂ in Mlnﬁn

Cycle in: iwﬂlﬁi {".'I-EM'E Dwetine

1871-1500 Wwan 0. 7%h 241
1060, Jues 4o 8.7 249
19281840 729 (13 a2
19401062 i 1 1.4

The standard basis for Bguring “0 dectines s, of
courss, o of high”.

Readers of the Jovernal might like w experiment a bit
with this suggested technigue, to see i it would not give
4 Better iden Of the relative amplitude of advances and
MMMMWﬂm

tance. (1 am not suggesting that this be applied to figur-
ing % of profit, return on capital, and the like.) @

Brespasmen Glapanm v o Foundiog Fatbher of Serwrit
pivon . ¥




