
r~-----------------------------~~

AUTOR~

App~n~~x~ The Concept oí ~ncome

(sacado del libro "National Income and the
Pric~ Level) ,

CENDES

Curso~

(Solo p~~ di~tr1buc1ón interna)
enero 1••966

I

~epr!a Económica

Juan Pablo Perez Castillo

...



APPENDIXg THE CONCEPT OF INCCME

l. Intrcduction

lncorne i8 a simple a-nd generally familiar conoept with complex ramifi=
cations. lncome representa continuing command over material resource89 it is
a flow of receipts available to purchase net flows of goods and services.
Nevertheles8» income in a given period ia not identical with the euro of al1
such receipts in that period=it may be either greater or less. lt ia olear
that income ahould be considerad a net concept» and that against receipts
should be set en appropriate allowance for the maintenance ef income potentia\-
somehow def1nedo If any 1dentif1able payments have been made whoae direct ef-
fect has been to help maintain that potential» auch as payments for productive
services that cooperate in the generation of receipts (via production and
scale), then these payments must be deducted froro recei.pts as a step in cal~
culating incomeo In addition» any change in income potential, such as an in-

,
crease in productive qapital equipment» must be allowed for. It ia in the
making of this allowance, andin particular in defining "income potential"
for this purpose, that difficulties ariae.

Two approaches to the problem of defin1ng income potential particularly
merit attentiono The first concentrates on measurable phenomena=the flows o:f
goods and services becoming av~ilable and the stocks of capital and other
A.sseteo The second concentrates on' longo*run potential flows of goods and se::
vices, which because of uncertaint,y are not directly measurable» While giving
attention to currently available, and measurable, stocks and rlows to the ex-
tent that these have a bearing on the former. Each of these approaches will
be especially useful in connection with certain problema, and in cor4~ection
with some problems both have to be,used together. The first of these ap=
proaches g¿ves rise to the concept of net production» or current income~ de~
pending on whether one chooaea to look at it in terms of the goods and ser=
vices themselves or in terms of the claims to their ownership. The second
givea riae to the concept of long-run production or income potent1al~ or more
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simplev of permanent income. With aithar of these approaches9 income m~ be
considered to be the maximum that could be consumad in a given period con=
sistent with iha maintenance of wealth or of income potential. Alternatively9
and essentially equivalently9 it m~y be considerad to be the suro of the
amount that 1s consumad ~n a given period and the amount tnat 1s added to

" "weal th~ or addad to long=i'un income potentialo Comple:x:i ty is minimizad in
this connection if one uses the former convention9 speaking of the'maximum
that could be consumad cons1stent with iha maintenancE. oí whatever ia to be

, .
maintained.

Certain other attributes are shared~by both the aboye concepts of income.
Meaningful measurement clear.l,yrequires that, t11e weal th 01". lrong=lMll1p(otent:i.~
as the ca~e may be» that ia to be maintained should be valuedat a constant
general prica leve19 even if trlcorneitself 18 measured ni; current pricez and
1s not prevented froID fluctuating w1th changes inthe priee level. That i89
real weal th ol'real long=term potential. is to be m~intained~ no"!;merely ité
money value measured in changingpric:es~ otherwise the value ('.ji: income would
depend not only' on the pr~sent price level but aJ.so'on past or futUl:Jr6 prica
lavals. If 1t did, it could no1; be interpreted aolely in terme of one set oí
values9 and ita meaning would be correspondingly difficult to specifyo This
proposition 1$ ind.epehdent of whethér,-.,,in(;Om618 tci be deflated by a pr:tce in. ' ..' =

dex so as to be measured in real rather than money terms" In either case it, .

ie deeirable to omi t :from 1noooe: B:KJS' changes in ~eal th or-'~ap1tal that are
purely nominal, the direct 01" i.inplicit resul t .oí .c'hang~a'ir{" ihe price level
of cap! tal goods. As measured, inaome for '.cértain purposes mqy" be allowed to
have pur-ely nominal fluctuatioIls proportional to the: gener~l ¡:iriaelevel~ but
nevertheless the rate ai flow of 1nco1116at aI\V ins'tant should not include any..
element of.pbrely nominal changes in capital valueso'

Thi6 principle i6 difficult to follow in practice. and iS'not in fact fol"l..
lowedby most people ,who estimate inc~me. They rec()gnize~'usually explicitlyp
that the income measure 1s often misleading becauaean inappropriate a11ow~, _. ('

ance for ihe maintenance ofcapi t.a;¡. 1a beip.g madep, ..the aJ.:lowa.ncebeing an
arbitrar,y fUnction of historie costs rathe~ than being true current costs
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of maintenanceo The practioal difficulty of making the appropriate allowance
. ~

general1y bars them freID making i t nU'8#J.'í,caJ l:r 9 :blf"tend '(I;hey 'Usually atete
that the error is present and sometim~s indicate it~ o~der of magnitudeo

The aboye discuss10n indicates a,second attribute shared by both t,ypes of
income concepto Both m~ be expressed either in CUl~'ent prices~ the level of
which varies over timeg 01' in constant priceso In tha latter case the only
fluctuations in income are real fluctU2tions9 fluctustions in the avail=
abilities of goods ando services~ eXCt:pt of course for errara,of measu..rsmento

A thi.l"'d COmInon attrl.l?ute sh,ared by both concepta 16 that i t 113 taken for

granted that i.ncomehas a direct 'bearingou material welfareo This i8 true
even if money incoma j.s considerad rather tkúm real income~ al though in this
case ita relevance i8 more limited$ .Jt may be usad for interpersonal 01' other
cross=sectional comparison~ of material welfare but not generally for comp~
isona ovar timeo

A fourth common attribute shared by the two types of !naome concept is
thatll sine e they are intended to measure .material welfare9 they are burdened
with a11 the diff1culties inherent in the notion of material we1fareo Current
consumption9 actual or potentiall) is supposed to include those flows oí goods
and services which directlY augment the utility 01' satisfaction enjoyad by

'the persona who consume themG Al1 othar goods a.nd seI'Vicesl)that is~ the only
other goods and services worth having; are valuable eecauae they contri.bute
to the prcduction of those gooda and services that yield utility to eonsumer so
While th1s distinction i6 straight=forward in principlsp 1t has to be partly
arbitrary in practiceo In some casesp Buen as some expense account items of
business representatives, goods and services which ere clearly consuuption
goods alld. servd.ces on ~ reasonable interpretation are classed a.s productive
and are therefore omitted from i;he measured incomes af the 'persona enjoying
them. In other casesp s~ch as the-costs of commuting to andfrom workp goods
and services tha.t almost certainly are productiva, adding noth1ng to the í
satisfaction enjoyed by the persona receiving (and P¡~ing for) them~ are
claseed as consumption and are thereforeincluded in (not netted out of) the
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incomes of these personso

Several other proolems 01: lD."'['l.su;g,"eJll~l::~t ii'üxl def':JL1nition are shared by b@'t;h

income concepts under dise;;'I},t}.siA)JXl& In gerl,E~rIH11~ except ,tlere the discussion
below indicates othervdsej) 8.'\1 proble,m 01: me~.sW'('(~ent or concept possessed by

one type of income concept ia p08se[~1Jed alr:m by 'the othero Where these dif=

ficul ties are discussed in 'datan\) th€:t 'i'~'i11bed,1scussed in connection wi th

the context in whi,chthejr are ffil:Hilt CQ)anmonly enC,Otllntereclo This meana that most

of them will be discussed in connection with net production and curre_t in=
come\) since the vast majority of the statistical work done 011 income has em=
ployed these concepts X'Ht;her than the ~on,cepts of long~run producti,on and

income potentiah The dieJ~uS8ion of -the latter w:l11' prim.arl1~r concern the

problema peculiar to them"

2 o Net PJ:oduction and C'U'JX'Tent Income

It has long been a conventional simplif.j.cation~ which for m~ pm>poses

i8 satisfactoX'Y7 to regard material. weal.th as a measure oi long=rwn income
potential" This idea i8 responsible fol". the use of wealth m~intenance as the
criterion for determining net production and income in any given periodj)
sinee there is no disagreement that these snouldbe mensurad net of p~ments
(that is~ of productive goods and s~JI'Vices utllized.)requh~ed. te) !naintai.n
long=run net production l':L'I1dincome potentialo BroaO.ly speá.k:i.ng a given a=
mount of wealth should represent a givenamount of income potentialp so that
i:f wealth doss not cha.ngelJ and other ,things are equalpincome. potential d.oes

not eitherp if this 1s knownto be untrue,in a specific instanceit m~ pro=
per1y beinferred that either the wealth;or the inco~e has oeen meastU"ed i:n=

correctly" Thereforea i t appears logicáLp and LY'J.deed i t :í.S logica.l if one ig• , =
nores the problema raised by uncertaint;;)T \) to use the maintenance of wealth
as the measure of the ma.intena.nce of long=run income potentiaJ.o

Tll1s simpli:f1cation e:nables ua to concentrate on meaerurablep tangible

goodsend services to a muchgt'eater extent thSXl, 18 othervdse possibleo Out
of the gross quantit:!.es of gooda and sel"'vic:es aya11able in a given periad
sorne will clearly be productiva in natura 2nd a¡~e necessarily ~ontr1buting
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directly or indirect~y~ tó the ma1ntenance Of capitalo In the1 simplest -case ~

imaginable the capital,. ,stock ut tb.e e12dof 8>'perü)d w01!..üd. be~'identical ::tn- . \"
ever¡ detail wi. th ihe,cilpit~l 4~tockH.t th~bég:Ln.niligp wi th consumption duri,.

ing the pe1'iod equal tOllet production.o Ir stpthe producti v~ good's and ser-
- ' - '1'

vices devoted te maintaining, capi tal ~lre eJGi:l.c'tly sufficient to do so\! and.
business firms sea fi tto replae<e oX' maintain ever"j" element o:f capital in

: f ~

exactly i ts previeusfom artd quant:l.tYe All other goods ami servicesp otiher
i. .. ~.

than those devoted to maintaining cap:JLtalp contr:iJ:mte to tbe;r: satisfactions of

COL'lS'Umers. I~~practica -the world is. neve;!' tb,:[s simple9 eve.n ~n ihoae rare in~
a i .

stanl:,es where consumptiO¡I)' iB, exac:tiy eqlialo tú net pZ'oduction~ Some elements
oí' capital are not ke~t 'tfficha.ngEJd 0:;" repláced overo a period\! liand some are in~

creasedo It i8 stillproper to say: that capital i,s ma1nt~ined if ihe value of
'"~: ~

th.e increased dementa 1a :tntota1,cequal~o~he value ofthe decreased onesi!
where both are valued at prevafl1ngpr1ces;' ~ince in that case their contri=
butionto long-roo income po~ent1al 1a th~.Siameo f

Furthermorsp the amount 'óí productive ,goods and serVices;~will not be ex=
aot1y equal to the amount requiredfor the ma1ntenance of capital at i ts pre~ =
vious total value; most ¡sara 1t1a gK'eater\land capitalinc~easeso Consump=
tion i8 accord1ngly less than net .production~ In a few yearsicapital decreas

- ~.-. n' ~

eS\I and con6WlPtionis;,greatel" thar,¡, net productiono lneither!case net pro=
duction is the amount that wou1d haya been consumed if productive goods and
services had just beencsufficientto maintain capital\) ~i"¡en"the total vol=- ~ -: -, . -. ;.

ume of goods and services availableo

Whatever the amount of net .production~in a givenperiod ~f time\! it be=
longs to someoneo The claiITls to ownérshi,éofthe goods and sérvices repre=

. ~ ..:: t~

senting net producti,on are netc'UX'rent inoome tothe persons'possessing these,-. '

claimse In the view of each personi!'his net income 18 the total of his re=
. ,~.

ceipts minus the' nonconsumption' payments !'equired to mairitaiI,l his weal th

other than cash constante (Such'pa;rments include objective costa incurred in
the procesa of earning the incomee) USUalÍy hi.s receiPt's w:ui 'be oashi! Waich

representa generalizad claims to.o~er8hi~"on goods and serv1.ces becoming
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available for consumption. or addition to wealtho Initial1yp howevé~;pis in=
come 1e the ahare oí net prod:u.ct:i.onwl:'.dch he OVl'l'lS bec;ause of. the: 6ontribu=
tion of his productiva serV"ices -to i.t~3(JI'eatioll~ subsequent:& he exchanges
this for other forms of net produotion which he prefersp usually by the me=
dium of casho

The~natural tendency of people to pa,y more a.ttention to receipts rather
than accruals tends to obscure the fact that cUj!:'rent income and net produc=
tion are two aspects oí the'seme thing;'and that far moet plxrposes the two
concepts areinterchangeableo Their equality la a~ inevitable as the equality
oí the two sides of a b8~ance sheet9 and arisas for the same reasono The
equality oí income and pr9~~ction ia an eqtiality.of flQWS of gaods and ser=
vices te the claims to themp wh:il.ethe balance sheet. equality 18 en equality
of stocks of goods in existence at a point in timeto the claims to themo The
left=hand side of a balance sheet shows net assetsf ite.ms of weal th; the
right=hand side shows net claims to ownership oí' those items of wealtho The
net aseets must add up to tha net claims to their ownershipp except only for
errers of addition and the likeo Sim:i>lat"ly~tota1 net production must be the
same amount as the total claims ta ita ownership1 aftar due allowance for the

.maintenance of pbysical capi ta1p when i;he matterls vievved fram the produc=
tion sidep ox fax the maintenance oí the real value of net ow.nership claims
to that capitalSl when the matter i6 viewed from the income sideo

Neverthelessp from a certain point of View production and lucome can be
thought of as widely separated .and conceptual.ly diatincto Most finished pro=
duction flows to consumptionp where tha flow oí' consumption of goods and ser
viees 18 drawn direct1y from the capital stockp for the most parts that isp

relat1vely Iittle laboI'1 landp and other productive services are direct1yi~
volved in the 8Ct of consumpt1on itself'o Productive services are for the most
p.art engaged in creating cap1ta19 includ:i.nginventori.es9 mostly to repIace
that Which i8 consumedo AccordinglY9 the accruing clams of the owner8 of pr~
ductive sernoea are in the first instance mestly cIaims to newly created caE.
1tal and only ind1rectly th.rough mB.!\V interm.ediarias are cIa.ims to final net
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production of consumer goods and serviceso In the act oí conaumption9 the
owners of productive services ,cancel or offset the major part of their claims
to new cap1tal~ thecancellation 01" offsetting being effected tbrough the
process of exchange.. I

The intermediary firma through mlich ovmers oí productive services have
.~--_~ indirect claims to final product are engaging in offsetting transactions on

•....•...
- '~ital account; in particuJ.arp the :fimü :tntermediaries providing consumer

goods and services aremainly releasing capita19 froID their-point oí viewp
which must be replacéd'wlO Whioh to that extent 1s netted out of their inoome
account ••Thus the bookkeeping identity oí net product and net income tends to
be obseured from viewp especiw.ly if one pays primary attention to the indi=
vidual types of tranaact,ions~ sUQJhas ul timate sale for consumptiono Simil~
ly p in the actual procéss of gathering ro:d. tabulating national income and
product statisties the :figures on income pa¡yments and accruals are in general
obta1ned from a dif:ferent set of firma from those reporting for the product
accounts~ and accordingly9 because -.of differing errara and omissions on the
two sidesp the two accounts will fail to be e:xactly equal .•

I

The identity between income and,pr9duct was first remarked upon extensiv~

ly at the beginning ofthe ninéteenth centur,r by the French economist Jo Bo
-"

Sa¡y¡¡who expressed 1t .by saying that supply creatas its own demando He noted
that the community as a whole can always affard to purchase ita own total net
product~ because its total net 1ncome 1a necessarily equal t6 itol He argued
this in protest to the then common usage derivad from the point of view oí
the business intermediaries and final sellersp speaking of "overproduétion"

1) These remarks give one of several possible interpretations of Sa;yUs point
of viewp about which there isstill some debate.. It appe~s that he him=
self failed to distingud.sh betweena purely definitional propositionp
Bueh as that given herep and a factual one concerning the possibility of
depression levela of incorne and production .•

. '
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oí all goods and services. Since we haya not reached that atete oí blies in
mieJa no one wants more COtlsu\l\.ption 'gOOdE~01".fm°.th,,~:Jt" &".ddi tions to weal th9 he
remarkedp and since income 1s alW8¥8 ~rKa(ri;ly ¡:¡u:~:ei(Jient to huy the mole pr~
ductp i t i6 nonsens+ to apea1\: of' geu6:riJ. cr¡1ejrplr'oduc~tion.Overprodtwt1on can
only be paitialp not gener~.üo As a pi;x'tine7.rt 6i]::a.l1ple of hia point ther~ m.ight
be overprodu.ction of a11 COnS1J!.11er goodsp while people were atteD;tpt:tng to add
to wealth at a faster rate ihan bUfi:l.nes8 firmfi hao expected oX" intended to
do. Accordingly 't;here would be lJU'lr1erpr'o(luction oí investment goods (other
than previousIy unexpeoted :ltnventol"¡ gains): sxactly e9,u.al to the overproduc=

tion oí consumar goods a11d of invento~ieso

(These observati~;s have nothing to do with observed regularities in pr~
duction and sale of goods out ~e pm'!üy def.l.nitionalg having to do with the
choice oí language. It saya nothing a.'bout whether the outcome of the produc=
tion and exchange process6s a.t ar;y time will be near1.y tha mos:t aatisíe.oto.ry
attainable to ever,yone concernedg 01" will be distr~ssingly far from the most
satisfa.ctory attaip.ableo Weknow froID e!!:J::perience th,atthe latter can happeno)

3. Components of Net ProductiQn

Economically speakins"p net produCition has two componexrts9 consumpti.on
an~ addition towealtho The measurement and accou.nting of net production are
made more complicatedp howeve:rg by the problems associated with the accounts,
of the va:t:'ious lavela of government and wi th transactions \'\,'1th other COur.l='

tries.

Expendituresp and the U~H~oí: relSouroe8~ by gov-err.lJIlent consist of th1"ee
types of things~ consumption (things' having utilityin and oí themselves and
g:i.ving .satisfaction to individual hou.':\ehglds)~ net addition to wealth9 8.."1d

intermediate good.s and s:ervices (~ecessaI'1 for the maintenance and l"eplace=
ment of existing weaJ.th). The third 't'ypsp intermediate goods 8lld ser~:i.ces~
which includes both sorne goods end services supplied to the prívate sector
of. the econo.my and also iha inainten~:l.Uce oi: such government=oW1Q.ed capital as

highw8lfs and post offices\l i8 not a part el. llt"<t produot;'g properly measured.
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However~ no meaningful separation oí government accounts inte the three types
has been made9 ei ther by gOVE!lr.!.ltIl.ent r-{üt~st.:1~iansoX" by outsiders o AocordinglY9

government 1s reported as a geparate~~tegoI79 in addit10n to consumption and
addition to wealth (inthe private sa.c;tcz'}¡¡and the total oí':net product 1a
overstated by the ameunt of thEi interm.ediate services supplied by the verious
levels of governmentó ~

1m example of the intermedi.ate selé'v1ces supplied b;r govern.ment ia police

protectiono This service 18 no;; cerried. en 'Decauas of a:n;¡ di1:ect satisfaction
or utility it gives te hou~eholds9 but rather 1s caITied on to minimize the
variou.s illegal intrusio);'lJl en our p1':"iv'ate 11ves that weuld prevent us frem
enjoying tue things tuat we hav80 Po1iee protection 1s one of tus regrettable
costs of having iha cor.l£ilWJption enel add:t tion to weelththa.t are alread,y count
ed separately in national product$ to include 1t as an additional part oi'

product 18 double countingo This poin°t m~ be sean more cle~ly ií we ~onsid=
er the effect on our welfare~ and on the nationa..l accc.nmts9 if a changa o:f

circumstances (such as a serious crima wave)~m~~es 1t necessary to increase
tlie amount of polios protectiono The ad.ditional texes we have to payoto f'1=
nance th1sp and i;he correspon:d1ng reduction in private cons~ption and add1=
tion to wealth9 represent e 10ss oí'welf'ai-e to the households of the commun=
ityo As the accounts are now keptp this 18 not shOvm.9 becaus~ the reduction
in the private sector is offset by the incraaas in the government sector\)
keeping the total unchanged".This 1e true'whether produat iS,being measured
:).:11 {;,.(crentpriesa 01" in constant prioes;c d.ouble counting J.S ihere in either
case"

Protective servicés oi al1 kinds9 including national defense~ represent
the biggest single element of double counting in the national accountso To~

i!

gether they absorbed about half the goods~end services purchased by govern=
ment in the United States in 19599 and over 10 per cent of the net national
producto A few other government expenditures involve similar'double count=
i.ng¡¡but are relatively amall.o

As we have noted9 the rest of the govérl~ent accounts are not separated
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into cons-umption and addi ton to w~.altho For meny purposes such a separation
would b.e desirable, it a.wai ts ''I;he a.va.ilab:1i.li ty o:f the necessary datao

.¡

The total addition te weal th in the pri vate s6c:t.or i6 reported in 1"NO

partsg private domestic i.nvestment and net foreign inve.stménto The latter
ia simpiy the ~et balance ~n current (goods and sel"'Vices) accouk:.t in trans=
actions wi th other countries9 pritnarily exportsm~_n:usimporta o J¡:ny excess of
receipts from exports ovar payments for importe i.s en addi tion to the wea.lih
of nationals o:f this countryo

The reported aggregates of private consumption and investment both in=
elude imported goods and serviceso In effecit9 the convention i8 followed that
these are IVproducedi' by the domestic economyby virtue of its having produced
the exporta to pay for them •.In pat"t~cu.1ar~ an addition to wealth i8 treated
as domestic investment if t,¡hephysical capital involvedis put in place do~
mesticallyp though 1t m~ haya been importedoNet foreign investment includes
net addit1pns to cla1ms on phys1cal capital put in place acroad (which may
have been exported from this COl.mtI"'J) and net additions to monetary clams on

other countrieso

Besidesthe basie distinctionbetween Gonsumption m~d addition to wealthp

net product oan be separated into categories by type of productv in dii'ferent
w818 according to the problem at hando For examplei consumer goods and serv~
ices may be divided into the class of those with high income elasticities of
11arn.anda.nd the class of those with ,1O'tiV incom6 ela.sticities of p.emandv iGe.9

necessi ties and luxuries. They metV also be distinguished according to their
short=run elasticities of supply? according to the relativa factor propor=.
ti.ons used in their production, according to the type of enterprise mainly
respons1ble for their prodt;-c.tion9and so ono

40 Componente of Net Income

Consumer goods and services are ecarce9 in that people are w11ling to
make def1nite sacrifices to obtanin more of the~ and therefore tne produc=
t1ve serv1ces that prod.uce them are a.lso scat'ceo .In general9 the cons\l1Iler
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goods and services and the additions to wealth that the O~'!1eX' o:f a productive
service can comman,dj)pet." un:tt Cif 'U'U~r::il91"'yice he Q1I\iI1sj)beara: close relation=
ship to the scarcity VS1:U6 ni thflt pro::1ucti,vHservi,c6¡¡ which in turn is in
general closely relatad 't() :its m~,.Y."glna1,productivi,ty o ~his is trua of every
productive service; the nature o:f the income generated¡¡ and the basia for itj)
1s the sama for every prüduct:lve servica El.."1d provides no basis for d1stin=
gu1shing between themo From the poi:nt of view (lf measurement and analysis\) in
come18 hamogeneousp to a first order of approximation\) and ~annot be d1vtded

into componentso

In prs.cttcej) there Gre several wats tü divide income ~.nto components¡¡d~
pending on the problem at hando Orre long=honored oonvention is to divide it
according to the typeof pro¿¡:uctive service WriOse owners recrive it¡¡ wb.ers

the "typesOiare defined in terma of certain distinguishing economio oharac=
teristics oí the sSI'viceso Firstj) we roa;{ élistinguish between humanand non=

•. 1~

humanproductive ser'viceso Outright perma?wnt oV\/l1ersl1iprights to nonhuman
productive services can generally betra~sferred by sales\) ~ereas these
rights to humanproductiva services camlOt generally be legally soldo The

. ~ .
distinction between humansud nonhumrol1s not an economic .di~tinction per se~

, ~.
of coursej) and the characteristics. oí outl"J.ght '.salabili ty ,as against the ab1!.
ity to hire~ co:ntract~ el' laaae 1a oí little economJ.cimportar!ce¡¡ frem an
analytic point oí viewo (It can be importa1"ltfrom various practica! points of
view~ of courseo) This d.istinct1on 1a th.erefore more a conventional thal'l an
ecctnomio ¿meo

Productive services ml\valso be distinguishe~ accordingto whether their
supply is directly determinad by eoonomic choices or 1s affected only in in~

c1dental and 1ndirect wsys by economic choioes~ ií atallo Thus the p~ys1cal
wealth that supplies produotiva serv:l,ces can be divided intoc capi,tal and
fllandi!; the supply of the formar 113 the direct result of purely economic de=
cis10ns (based on relative pr1ces) to reproduoe and mai?tain¡1t; whereas the
supply of the latter9 correctly interpreted¡¡ 1e 1ncapable ofbeing altered
by direct individual actiono The land componentof e piece oí property 1s

its intrinsic superioritY9 in ita best economiouse¡¡ over alternative pieoes
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of property employing the same capital in the same acanomia use ~ i t i8 the
value associated. vJith 8 loca.tion OJ!.' :;it'" -ll~ :,.U:ff. o I(;ine:ral deposits and ori~
inal s011 qualities9 ~lich C8n b~ 6yñausted ano not precisely reproduced9
but Whose rate of exllaur;t1on and BemiI'eprod~otlon are the direct resulta of
economic decisions9 represent an nwk1lVl.1Z'(1 il'tp!":nediate catego:ry between land
and cap1 tal o There are economic p:::"oblem& lr~ cOl~.•."lection w:Lth Which these dis=
tinctions are of central importancep but sU(jh problema have little to do with
the analysis of incomeo In connection \Nith :i.nc:omeanalysis9 therefere9 the
distinction between land and capti.al 18 more a conventi.oanl than an acanomic
oneo

It 1s alBO cenventional te divide human productiva services into labor
and entrepreneurshipo The lattar la responaible deciaion making governi!~~
the organization and oonduct of productive processesp for the account and
risk (with respect to income received) oí the entrepreneur9 labor ls any
physical or mental productiva service not involving ultimate responsibility
for the organization and conduct of productiva processeso This distinction
has in recent years been losing its conventional sanction9 partly because oí'
the difficul ty oí' applying it to business organizations having salaried man=
agemento In any casep it 1s of little importance í'or income ana1ysiso

Certain other w~s of class1fying income are oí'more interest and im=
portance for income ana1ysiso Frem the practical standpoint of data col1ec=
tior~ it happens to be cenvenient to classif,y incomes acccrding to whether
tihey are recei ved as contractual payments or as residual "pro:fitsp ii a.nd in
part according to other criteria partly related to sorne of the ones previou~
ly discussed. Contractual payments? expresa and implied9 primarily make up
the tr~ee categories of wages andsalaries? rents9 and interest incomesp the
first of theee ie mainly income of labor9 the aecond9 of hired or leased pr~
perties (including both land and captieJ.), and the third, of mc,neylo~med

outo Residual9 noncontractual incomes are divided i.nto the net ineomes of
incorporated enterprises and the net incomes of unincorporated enterpri.ses9
a distinction oí'ver,y limited economic interesto
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Income ma,y aleo be classif'1ed according to the type o'f pX'oduct froID.
which it originates G Al:}, ,in thl?, c,~:i':}e 0:1'!W't proQuc't9 there are diff'erent wa¿rs9

for different problem~:in which it ~~ be u~eftil to classif,y types of pro=
duct for this purpose: It may aleo be classi,fied by the stabili ty over time
of its source, wlüch conveniently tE'nd.s to depend on 'l!\Íhether the income 1s
contractual or not. These vaxious distinctionf'land classi,f'ic8.tions will be
useful at times, out are not of fundr.:.'ll,mtal importance. There is no basic

cIassification of incomes, by scures, t-.fp€:,07." (;haracteristic9 as :fundamental
as the disti,nct:tononthe product s:tde betweel1 consumption 8Jh.daddi tion to
wealtho

5. The Meaeurement oí' Nei Income.

In practice9 natiouru inbome i6 estimated by summing up the total incomes
in various convenient accottmting categoriesG Data on the compensation of em=
ployees9 Leo 9 wages~ salaries9 andsupplemenis such as payroll taxes9 are

avallable for a larga fraction oí contractual wage PBtfments because they a'r'e

reportad to the Soci~l Security Administration in connection,with Social Se
curity taxeso Wages and aalaries not coveX'ed by these ta.xes have to be esti=
matad in direct wayso Rental and interest income of persona (intermediate
transactions between businesá firme being conceled out) are éstimated partly
from the amounts oí these on incomé tax returns and partly by indirect meth=
ods o The same is true oí- the incomes oí tminCOI'parated E!l".1terprisea (which

include most farms9 and include independent professionals, suoh as doctora
alta. lavV'¡ers)o Corporate net incomes are est:J..mated froID :income tax returns o

Enterprise income in general ie ea'timated net oí tine cost oí ma::l.ntain=
ing capital (weal th)ir~tacto As cuetomery accoupting practic~s9 and the tax
laws9 require eaan bu~iness to do t~is on,its ownp rea~=made acco~~ting
data provide us wi th national da.ta pn net income after provision fol' the _

maintenance oí wea.lth.Neither aoccnmting practice nor the tax laws re=
quire that these estimates be economically meaningful el" accUrate9 however.
A true estimate of de»Bec:1.,ation would be what i t costa as o'UX'"i"ent prices
to maintain total wealtn intaet o In practicep wn.at Ül estimated by ~md

-----_.--. - - -4
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large 16 what it costa to maintain constant the moneyvalue of total wealt~
using the original 008t o£' the wealth (rl'fthe:r than at ita current replace=
ment cost)o Further9 for this purpcae the fra~t1on of the original value of
a piece of property that 1s lost each yea:r through use and the passage of
time ia estimated in. C'I!l arbitra.ry ws.yhaving li ttle relation to ita true 1089

of economicvalueo Oocasionally an attempt ia made by private reaearchers to
obtain more mean1ngful estj.mates oí the amountrequired to maintain wealth
conatant9 but no systematic information on thia 1a available from 8IJY sourceo

The est:imates of enterprise income are inconsistent with these general
ruJ.esp and with tb.e mai.ntenance of wealth approach9 in one major respectg
al1 capttaJ. gains on resale. of property are exc1uded from incomeo If' a ma=
chine ia bought at low prices and 15 later used until it wears out produc~
ing valuab1e products that make i t more ve1u.a.blethan i te original cost9 the
resul ting gain appears in the ordinary profi t figures and in na.tlonal incomeo
If the machina is sold at a profit before it wears out9 on the other hand9

the capUal gain \Vill in general be exc1udedfroIDnational incomeo The pur=
chaser9 by taking higher depreciation allowancea based on the price he paid
for the machine9 will reduce the nationa1 income estimates below what they
would hava been had the original owner retained the machine and used it in
the same way to gener~te the same true incameo Sinoe a large proporti.on of
capital equipment 1s kept by ita original purchaser until al1 or most of

i ts economicvalue 1,s exhausted9 the main effect of this combination of pr£
eedures is that mialeading depreciation figures are uaedo

On the other hand9 a serious atteropt 1a made to exclude froro net in-
comeany e1ement of capital gain on inventories and goods in process9 that
189 on any capital other than that classified a long-term (depreciab1e)

I

capitalo This exclusion 18 attempted tbrough the inventory valuation adjua!
mento The data on inventories are obtained from samp1esurveys9 and the es=
timatea of capital gaina are based on price indexes matched as closely as
possible to the types of gooda invo1ved. The procedurea and resulta will
differ accoxd1ng to the type oí lnventc.ry"accoQ'l1.tin.gprocedures usedo
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On the 'Whale the parta of the nationa.1 income accou...ts dealing with i.n~
ventories~ that i89 tho changa in inventaries (product sida) and the inven=
tory valuation adjust.memt (both the product and income sides)p are the most
volatile and the most unreliable of all. They changa sharply fraro one period
to the next; tho estímates frequently are drastically revised in tha transi=
tion from prelimina.ry to final valueso

It would appear that 1£ a similar adjustroent were made for long=term cae
italp the resulte would be entirely consistent with the maintenance of wealth
approach. t,:; ineome estimationo This 1a approximately correct9 but certain
~(barvdtiona must still be notedo

First9 capital values and the1r depreciation should ideally be adjuated
not or~ for changas in the price level but aleo for var1ations in mainte=
nance expenditureso Maintenance costa are treated as current expenses and
in effeet are assumed to be exaetly equal to the amounts required to keep
capital equipment depreciat:i.llgat the ratea stated in the depreciation ac~
countso If a f1~ chooaes to alter its maintenance expenditures9 however9
this will alter the true economic rate of depreciation of the firmjs equip~
mento An important example of this phenomenon occurred during the Second
World Wa:ro Becauae of the scarcity oí all types oí capital equipment for re
placement? most capital equipment (including consumer durables9 such as
automobiles) was much more assiduously maintained than during peacetim.eo
There was therefore a sharp rise in maintenance expendi'tures but no corre=
sponding drop in the figures reportad for depreciationo On the contraryp
wartime tax regulations permitted in~reased allowances fer depreciationp for
the purpose of. ~timulating investment by tax incentiveo (Alsop m8D3' purchas=
es of new producers' durable goods were paid for by the governmentp 01' were
~Titten off as ourrent expenses9 and so were not counted as private addi=
tiens to wealtho) For these reasons, additions to wealth during the Second
World War were gro8sly underestimatedo Then, they were probably overestimat
ed just after the warp because of a reduction of maintenance to levala be=
low normalo
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.Second9 as already indicated7 evenapart froID.the effect of changes in
the price 1eve1g !lO systematic :a:ttemp't Ül m~de to estimate trua economia de=
preciation where, it d1:f'fersfroro accounting depreciationo

Th1rd7 the notion of the ma1ntenance oí weal thg valued at cur:r'entprices9
1a subject to the paradox of apparent self=contradictiono If the notion is
consiatent1y applied in every period~ it can'paradoxically acctlrj)far exampl~
that after the passage ofseyeral periods7 duri,ng which prieea change but
ul timately return to their origianl vaJ.,ues7the total of weal th will haya ob=
viously changed in spite of the apparent maintenance,of wealth at a constant
level in each periodo This phenomenen i8 closelyanalogous to that of iCdrift!V
in a price index made up of l:i.nked.index relativas with di,ffer'enliweights in
each periodo It is discussed furthér belówin section 87 case (8)0

6 o The Measw .•ement oí Net Product

The principal sources of inf'ormation bn production of consumer gooas are
censuses of busine8spman~acturing7 and agriculture7 available only for cer=

. .
tain yearso Movements outside these yeara are estimated fram other datap ,such
as sample surveys oí retan sales. In general, it ~s.necessar-¡ ta estim~te
the fraction oí total productioIl and sales that go ta ultima.te consumera as
against the fraction going te ether business firms ,to be absorbed in current
productionp and to govermnent o Wherever the estimates come from a manufaé=
turing or wholesale source7 1t is also necessary to estimate the final prieea
to consumers as wello Data from trade assoeiationB~ sample surveysj) and many.
miscellaneous sources are also employedo

Methods oí estimation of private domestic additions to wealth are basi=
cally similar to those for consumptiono MachinerYg equipmentj) and other oh
vious long=term investment goods are estimated from production figures ob=
tained from censuses e.nd sUrveys of manufacturespw,i. th adjustments and sub=
tractions similar to those for consumer goodso Inventoxy chaIlges are estima!
€Idfromsample survey datao Construction estimates come from a wide variety
of sources oi differing compl~9ss and reliabilityo

-~
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Data on government purchasesof goodsand serv1cés are derivad frem
government budget account.8~Y removi:ng t~;:tns:fer payments and gra.nts=,in=aidl)
and by var10us other-adjustmentsp all~derived from the government accounts
themselveso ~.<

Net foreign investment :i.s estimated,from official balance=of=payments
data and from other official sources. Th1s figure 18 estimated both as the
balance on current merchandise and service transact10ns with othar countries
and as the accumulat10n ofclaims on othér countrieso The former est1mate is
used for the nat10nal accountso

~_.
:s:~: .'....,C¡i.

7. Imputad Production ena r{IarketTra.nse.étions

Generally speak:1ng\)~accounting data; m-e relat1vely plentiful and valua=
tion 1s relatively easy for those economic acta and transactions that pass
through a markat exchang~e process.-It isj"Obvious that many flows of valu=
able goods and servicas ,are not exchange~~through themax'ke~\) and it is dif=
ficul t to place a valuationon tb,em that'make~ them comparable to goods and
serncea that are exchanged" This difficl.l1tyhas led official estimators of
national income and product ~to lay dow.n ~he rule that they would primarily
concern themselves only witl1 rnarket-transactionsp except 1¡vhere this leads to
incongruously large omissions froro.true income and product that are relativa
ly easy to includeo

The rns.inexceptionsp, i..~.,..inclusions of nonm.axke~ flows of goods and
senicesp are focd produced and consumed.~on ferms, the rental valUé of owner<=
occupied housing, and the services of commercial banks at".id other financial .
intermediarieso The first two of these items are goods and services consumed
by the owners of the enterprises that produce them and so notsoldor hired
through the marketo The.third item refers to servicesnot sold directly f.or
a price but bartered.p as it,werep for an.offsetting service.

A commercial cank in effect converts, illiquid assets into liquid9 readily
transferable ones\) land incurs costs in the process. These costs are covered
by the excess of its ~teres~ receipts overits interestp~ments9 as the
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bank pS¡ys re1atively 1ittl'einterest on ita ,deposit,'1iabilitieso' In e.xchange
for ita servicea inco:rrm€!ótion with d.eposi:ts9and fo:r their, comparative
1iquidity? it receives theiSe~depo8its at lowintereat; compared with what the
depositor could earn on alternative? less liquid asaetso (The bank m~also
make sorne service charges, out in practice these are of 1itt1e importanceo)

NowordinarilY''I'\'hen an ,enterprisereceives capital from the public and
transfera i t toother enterpr:i.ses? neither. productnor income froID that cap=
ital wouldbe thought ofas or":!,ginati:o:girl the f:1Xm tha.t,passed it ono Hence
it 1a reasonable to fo11ow the general rtlle that the income and ,product ori~
inating in a firm sha11 depend only on its net interest p~mentsp 1oe09 in=

",,"' ,..'

terest paid roinua interest receivedo If this rule weré applied to banksp ho~
ayer? their contribut1on 1;0 incomeand product would be negativep because.. .•. , "

they pa:y much less in intel'estt~an theyreceivee F:r:oma product standpoint9
they must be thought ,oí as aupplying deposit aérvices to consumers in ex=

" '

change for interest not paid Ion ,the depositso

In practice the way this anoma1y :la haÍldled 1s) to a.asume tha.t banks sup=
...,. ..

ply gross productp ol'"sales9" aqual 'to thei1'"service charges plus thé dif=
ference between their interest receipts aridtheir interest paymentso The
part of this g01ng to consumera 18 counted'in the consumer goods and serv=
ices part of national produét;

The question naturallyaris6s? are the1'e any other major omissions and
'. ,

anomalias? or departures from' an ideal mea.sUré of 'income and product? Even
without profound scrutiny andanálysis of p;;'esent1ncome concepts9 it can be
seen tha.t there aree The main anomalias can be considered under a single
heading~that of the a110ca.tion of human and other'resources between leisure
and paid employmÉmte

The direct enjoyment of; ofteis,leisure i6 similar in principIe to using
oneis personal resources to produce goods not sold on the market (such as
food produced and consumad on'f8~ms). That l~isure 1s regarded'by people as
valuable i8 beyond question; s:l.nce they sacrifice cash incoIÍle(wlÚoh they
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could obtain by tak1ng pa1d emp1oyment~in their 1eisure time) to have ito
Changes in the proportion of'theirtime 1;11at 16 available for leisure (10 ea9
that 1s not spent in paid employment) t:qerefore affect ecomomic welfare in
the same wa::¡as do charlges i,n oash income 01' in the quanti t.;tesof material
goods and services avai1able.

There are several waya in which leisure m~ varyo The hours of the work=
ing week can be sho1"tened; vacations and_holidays can become longer and more.
frequent9 retirement can occ.ur ea.rlier in life. 11.11these changas have in

- .

fa,;;-bbeen taking place ~Jdth\he passage of t'ime i,nmost countrieso These are
a.Jditions oto leisure as -th:ts1s understood in the normal senseo

In addition9 changas can occur in the amoun.t of unpaid productiva activ
ity~ relative to paid emp1oyment. Housevlr'ivesenter and leF.!-vethe paid labor
forc69 with offsetting'variations in the amount of hcusework they dOlí young
peop1e prolong their education9 st~ingout of the paid lab~r force for a
longer time$ These changes will often not be regarded by the persons involved
as changes in leisure but merely as worthwhile changas in. tJ:1.e !!<' t 11!!8;: ítllt!te-

nature of the work they are doing.

In a11 these cases pf changas in leisur~J and in unpaid pl"'oductive activ=
itYg the changes in money income that oécur are a completely: misleading in=

" ¡

dicator of changes ineconomic welfareo If money income goes down becauee
of a voluntary increase in leisure ..or in 'unpaid employment ,"the change must

't l' ."

be advantageous 01' the persona involved would not vol-untarily have done ita.
The 10g1cal corrective tor thia problem wou.ld be to impute valueto leisure
in the same w~ that valu.e 1a nowimputed to an owner=occupied house and to
food produced and consumed on terms • .An ~wner=occupied house 1a credited
wi th the rent it would co.mm.andin the rental market; food produced and con=
sumed on ferms 18 cred1ted with the sale value 1t would have to the far.mer~
if soldo SimilarlY9 leisure and unpaid employment of persona (and other 1"e=
aources) should be credited with the wages or other income they could eern
if they entered paid employmento

Corresponding entries should be made in the product accounts. Leisure

"
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enjoyad for ita own sake~ and those forma of ttnpaid employment that yield
products or seI''Vicesoí direct utili ty 9 should becounted in consum.sr goods

. .
and services at the valuation just indica"tedo The-income sacrificad by the
student in school, and hiadirect schaol expenses, are primarily investment
in futura earning power, however; they should accordingly be cOLmted in addi=
tion to wealth. (The using.up of existing h.unlBn resources with the passage oí
time should be counted as depreciation, as a partial' offset to thiso)

As all the suggested inlputations could be mada with an accuracy compara=
ble to those now beiIlg made9 by using prevaili.!'...gwages for the serv1ces of
~he persone vvhose lei~u.re 18 to be valued, U 18 surprising that l1ttle has
been done about themo One .possible reason 1s the difficulty in handling those
year-to-year changes .in ¡¡¡aisure" that l:UC'ellOt comparable to the emes being
discussed herep e.go~ unemploymento If a worker ia dismissed or laid off fran
his jOb9 at a time when this ia happening to many othersp both the value to
him of the sp8xe time this gives him and the wage he could expec:t to earn if

he persisted in seeking employment will be muelo.les8 than at a time of noI'=
mal 9 prosperous employmentoondit1onso Similar problema exist inv8~uing the
time oí workers on strikeoEqual1y dif.ficu.lt problemsare in faot disposed
of :inone wa".v al' another in the cu.rrent natianalincomeestimates9 however9
and presumably thef;;e oould be aJ..soo

80 Some Complex Problems of Imputati.on

The problems of imputation that have been discussed so far have the
comparati.velysimple solution of comparing a nonmarket good Ol"' sel"V"'"ice with
en identical market one, for purposes of v~luatión~ Several other problema
oí imputation exist that are not so easil$ solvedp usually because a direct
market comparison ia difficUlt to find or la nonexistento The solution in
principIe to these problema 1s to make indirect 01" resl.dual comparisons of
the valuee of other gaods in associ,ation with the things to be valuedp el" in
sorne cases to estímate what the relevant market comparison would be if it
existed o Examples oí these problema are discussed :inthe next s i:xsubsec-
tioneo
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(a) Instrtlment<11 Goods and Services Mislabeled as Consumar Goods and
serviceso Ma.n,ygODds <Silld aqrvic€,,;j .'i,!"2 pur.:.:'\,'sri by cansumarsp and are
counted as consumption in the national proouot s)timatesp that ver,y we11 m~
in who1e 01" in part be in3trumental gooda xnd services yielding no utilityo
For examplep time spent c;ommuting to illld :froID work la not the same thing as
leisure time spent at homsp or spent on a Sund~ drivel) and the cash expenses
of commuting do not haYa the same effect on 'the consumervs welfare as money
spent on entertainmento In general it rnay be expected that a parson would
accept a lower~p~ing job if it invo1ved less commuting time and expensep and
was in everJ other respeüt identicalo Direct evidence of this ia the lower
level of renta and residential land veluea in suburbs than close in to cities~
the person closer in must scicrifice incomep in effectp by paying a higher re~
or e higher price for a houseo According1yp commuting costs should be deducted
from incomep end commuting time should be deducted from leisurep in whole or
in parto

Corresponding to thisp the parson who l1ves clase in should have deducted
from the estimate of his true ineome the extra rent he pays in order to save
time and expense oommuting to worko This extra rent doss not represent addi~
tional satisfaction cut 16 an offset to a saving in other expensezo

The difference in rents between the suburbs and the oity wi11 reflect not
on1y differences in commuting costa but other factors as wello These other
facto:!'"represent a second example of the distinction between instrumental
goods and consumer goods~ w.hich arises because sorne goods can ee bought on1y
in bundlesl) not separatelyo Living in the oity permits oloser aecess to sorne
goods than in the subures and the country but also requires p~ing higher
transportation and distribution costa on goods origine.lly produced outside
the cjtyo Thus sorne prices of goods of a given utility will be higherp and
sorne lowerp in the city than in the oountryo The balanoe is on the side of
higher cost in the cityo (A1so~ the environment in the city is intrinsical1y
more pleasant than that 1.n the oountry to some people~ and just the reverse
to otherso See case (o) belowo) Genera11y spe8kingp a peach or a tomato sim~

- -~~---~-------------
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ply cannot be bought in the oi ty wi thout including some transportation sud

distribution that they do not P08Sf'J~]fj on '{;:t,!"" farms where they are producedo

These differences in 01081; do not produce differences in satisfaction from
a given amount 'oí the good consumed~ they are a1niply part oí the cost of 11v=
ingand working in one place'rather than in the othéJ:'oWhen a person moyes

fram the country to the eitY9he generally ea.rns a higher income¡; but this 1s
in part offset by the higher COl;\lt9 on balance~ oí arepresentative bundle of
identicalconsumer goods inthe city thaniíl the count:ry o This diíference 1J."1

cost ought properly 'to be deducted froro the estimate of incomeo

(b) Consumer=goods Elements in Conditions o:f E:tnploY.ll1Emto eTuat as some
things labeled as conswrrer goods are instrumental gaods without intrinsic
utili ty 9 so also some i:.n.strum~ntal g?ods (eogo9 human services as emplQyed
undsr a particular set of conditions) nave a consumer=goodsaspect that is

generally not accounted :foI'oT!li~is true whenever,a 'job had incidental bene=
fits for which the employed person would be willing to pa;y if he had too Tbe

classic example of thia ia that of the Kaiserus lieutenanto 1'1;i8 aaid that. .
when the Emperor of Austria 'went to the opera, he was aceompanled by one 01"

the other oí two aidesoOne of,them enjoyed"opera veri mueh; the other de=. "

tested itoThe first would gladJ.Y have paia torthe occasibns he wa,s asked.. 'to accompBllJ",the Empero!' to the'opera~ the second would hava paid ta avoid
themo

Simllarly , many jaba have' particula:rly pleasant 01' unpleass.nt charac=

teristicso A moderate amount of job=co~ected travel to worthwhile places.
would be considered by most people to be anadvantagss 'continl,l.OUB travel

probably would noto Some jeba involve'unusual danger Or other unpleasant=
nessl) for which extra" compensation must be paid toget people to do the jobo

Some jabs include ver:¡ obvious'elements óf income in' 'kind
ll

snoh as restau=

rant meals and entertairuneht on'an expense account9 (Some of this 1a alreaqy
gi ven an imputad val ue in the. nat1onalinClome~ e o g o 9' empl oyee meals suppl ied
bythe employingfirm as part 01: the wageo)

. -. -....•...•.•• --_ ...-
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(e) InvJ~tment=goods Elements in Cond1tions oí Employmento Besides the
possibi11ty that a job offers amenities oi a consumer= goods nature~ there
1s the possibility that it partly representa an investment to the person
holding ito This will be true~ íor example~ ií the job he holds has excel=
lent chances oí promotion~ or other1/Yiseprepares him for en increase in in=
come9 and where because oí this he aecepts a lower current income than he
could otherwise obtaino This circrunstance 18 essentially the sama as that of
the addition to wealth involved in edueation and should be handled in the
same w83'o (Here9 howeve:r~ a relatively small part oí onev s potential current
in:;ome la sacrificedp r~ther than all 01" most oí ito)

(d) Environment as a Goodo Many aspects of the environment will make
one place more attractive in which to 11ve and work than anothero An obvious
example of this~ :frequelltlymentioned in discussions of incomep 16 di:fference
in climatep in a mild climate less expenditure on fuel ia needed :for heating
homes and factories than in a cold climatep and people are more com:fortableo
Another example~ mentioned ear11er~ ia the relative attractiveness o:fliving
in the country or the oi ty o

This doee not neoesearily implY9 howeverp that an imputation should be
made :for di:f:ferenoea in eliIDate and the likeo A tendency for people and :for
enterprises to crowd into the more attractive areas will be reflected in
higher site rents and henoe included in national incomeo To the extent that
workers accept lower wagea to work in the more attracti'Ve areasp this also
will be reflected in higher site rente 01" "profits" (which sometimes include
a rent element)>> as will differences in :fUel costso

One possible exception to this general rule merits consideration~ how=
evero Productive services are not generally mobile between countriesp and
their priees are not "equalized" because of barriers to trade9 so that a
comparison of income between the two countries m~ need to take account of
di:fferences in attractiveness o:f the climate (and other such factors)o Here
the rents for properties comparable in every respect except the clima~will
generally not dif:fer by an amount that re:flecta the dif:ferences in advan=
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tages oí' living in the two countri~s; and a."l imputation would ideally be
mad.€<f'or this o

(e) Capital Gains andSpecw.ationo Gene:rally sp~aki:ngp 1t 1s desirable
to exclude í'rom 1ncome any purely nO!!linalchangas in weal th due to changes
in the price levelo That 18P. realized capital gains áre ganerally not income
arising from claims to current production and thereí'arenot inc:ome in the
sense used here. Howeverp some capital gains do arise í'roIDwhat is a produc=
Uve activitY9 e.gO\)í'rom specu1at~on that 'transfers goods í'roIDconsumption
at a time when they are plentiful and cheap to consumption at a time when
they are acarce and expansivao

This m~ be illustrated with an example using two commodities A and Bo
Suppose that the producers oí'these commodities OWD. f~xed inventories to=

f

taling lpOOO units oí each commodityp regardléss oí' priees and the volume
oí' saleso When period~to=period price í'luctuations (and fluctuations in sales)
occurp the exclusion of capital gains implies tha.t no entries will be left in
the income account that ariee from capital geins and los ses on the invento=
ries o Over ti series oí'periodsp it would not matter i.t they werep 8.S long as
inventori.es are held constant and prices u1 ti.mately return. to their original
values o . In this case the total capital gain aver the series etí period.s would
be zero» so that the onJ.y effect it would have on income if capital gains
were counted as net income would be that income would be redistributed among
periods o Total weal th would be correctly atated asunchanged for the series
of periods as a whole» in either case.

Now suppose that a successful speculator enters the picture9 Mro Jo
Mro J knows how to í'orecast the price changes of commodities A andBp oc~xr=
ring

j
say~ bacause of foreseeable changas in supplies of.raw materialso In

period 19 suppose that each cornmodityis price 1s 100; but Mro J foresees
that in period 2 commodity A will sell at 133 and commodit,1 B at 670 He ther~
í'ore bids up slightly the priee oí'Ap reducing ita c_onsumption and! obtaining
some new inventories (additi~nal to those owned by producers of A); and he.
arranges with producers oí'B to lease f'rom them some of their owned invento=

. -- 0-.1
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ries~ at afee compensating them for doing without their pr~s1cal presence
from period 1 to period 2~ w.nich be then &ells at a slightly reduced pr1ce9
inducing their ~onsumV1on. If he doca t~ese t~ings for 10 units oí aaeh
commoditY9 'total inventories are unchar.gedp but are now made up of 990 units
of B and lpOl0 units of Ap both valued at (about) 100 per unito

In period 2 Mro JiS price expectations exe beme out. He then sel1s off
hia 10 units of Ap slightly reducing the tightness of ita supply and increas=
ing ita otherwise eOIlstricted consumptionp at a profit (capital gain)o Since
the priee of A is about doub1e that of Bp he can apply tue- total proceeds of
sale to b~ing 20 units 0:1:" Bp which is in plentiful su.pplyp causing a slight
reduetion in ita otherwise inereased consumption9 10 unita of these he uses
to return to producers as pe!" his v11easepVi and the othe1" 10 are approximate=
ly bis profit in this periodo Ás he expects prices to return to their orig~
inal levels in the third period, he now lanses and sella 10 "ux.itsof Ap as
he had done with B befarep and he purchases :?O ad.ditional uni ts of B£! both
changes producing changas oí the same size in consumpticno None oí these ac=
tions in period 2 altera the total of inventoriesp as valued in priees of
period 2; his total sales fer consumption of 20 units oí A are jU9t equel in
value to hia purchases and addition to inventory of 40 units of Bo As a 1"e=
ault of his actions 990 units of A and 1p030 units of B are carried as in=
ventories into period 3\1 when prices return to 100 for both commoditieso

At aquel priees for A and Bp Mró J can 8e11 20B to obtain 20A (alter-
illg total eonsumption by these amounts)G> After returning the 10 units of A
that were "leased" to him by ita produoers¡¡ he O"NllS 10 units oí each com=
modityp which are his profit (except for his expensesp which for simplicityo
1 asaume are negligible). Total wealth has been increased to lpOl0 units of
each commodi ty p and prices are the same a,s they were in periad lo However9

when capital gains are excluded from incomep eaeh of his operations 1a deem=
ed to have maintained wealth constanto The wealth of each period was held
constant at the priees of that periodp Mro JGs creation of new wealth occux=
red only by virtue of hia having transf'erred some consumption o:f each COill-

modity froro a period in which it was relatively plentiful and cheap to a
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period i~ which it was relativeiy scarce ahd expenSiveo Such transfers 1"e=
sult in capital gainso

Similarly \l MI" o J would have incurred capital losses had he bougth dear
and sold cheap; ánd there wOuld be a corresponding destructionof wealth not
recorded in the income (and' product) accounts,o The paradox woUld then occur
that wealth was reckoned to have remained constant9 in the calculation of net
income9 yet wea1 th would be less in the third period. than in the first9 valued
in the common plr'icesof the two periodso

To the extent that weal t11 ia created 01' dest,royed by the transfer of con=
sumption írom one period to the next (1oe09 by changes in inventories carried
over) this ia on a par with anY other creation 01" destruction of wealth9 and
ignoring it ought not to be considerad consistent with the maintenance=of=
wealth criterion :fOl'defining incomeo On the other handll apparent changes in
wealth arisingfram price changes a:ffeeting given (fixed) inventories are not
changes in wealth at a single set of pricesp sueh as current priceso 1t has
been shOWIlllhoweverl) that thesetwo statements are contradictoJi:jl'o

The problem posed by capital gains w0u+d seem to be the more complicated
because in practice there ia no w~ to distinguish between speeulation and
the holding of stocks:to :facllitate cUX'rent 'productionoProducing enterprises
do in f'actvary the quantities of' stocksheldp th~nking of 1t not as specul~
tion butas prudent managemento In generalpif their foresight 1s comparable
to Mr •.JQSI1 'they will vary stocksl) and cause' consumption to Varyll in sub=
stantially the same ~ he doe,s'oConsequently capital gains from success:ful
speculation will be assocdated w1th purely nominal~ ~api tal gains and will
be indistinguishable from themin aDJr spec1:fic inst<anceo

Finding s solution to this pro'blem req,uires some,reflection on the meas=
urement of changes in wealthoApart from a phys,ical addition to wealth9 a
changa in :the total market valtle ,of existing, weal th!J8;f occur (1) because of
a cp.ange in the general price level of consumer goods9 (2} ,b,ecanaeof a
changa in the rate of, interest and in the margi,na1 produc~ivity of capi t8.19
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(3) because of a change in the relative pricea of consumer goodso There is
no question that a change in the market value of weal th due to a change in
the general price level of consumer goods should be excluded from income and
from addi tion to weal th in current prices o It is also clear that a change
in the market value of weal th due to a change in the rate of interest should
be excluded frem incomeo If after a c~rtain point the marginal productivity
of capital falls sharplYIl the community ia defin1tely worse off~ and in a
relevant sense has less wealthll than if the marginal productivity schedule
for capital rema1ns highll being otherw1se identical over the range of the
existing quanti ty Of capital o Sinoe in the former case the market val ue of
';;f .;1. ti¡ would rise because the rate of interest would fallll and in the latter
case it would notll counting the rise in the market value of wealth in the
formar case as income and addition to wealth would be highly misleading and
inappropriateo All that remains to be consideredll thereforell is a change re-
sulting from a change in tne relative prices of consumar goodso

Such a change is what was involved in the cases of commodities A and B~
in which Mro J speculatedo He had altered the composition of inventories t£
ward a relative increase in the amount of that commodity whose relative price
was about to risell and a reduction in the amount of the one whose price was
about to fallo The subsequent change in relative pricesll operating on this
change in inventories\) increased the total market value of wealtho (The ex-
ample was set up in suob a WfJ3 that tha suppos@d change in relative prices
would have produced no change in the total market value of tbe original in=
ventories existing before his interventiono)

Now consider the more general problem of whether a cbange in the market
value of wealtb from this cause should be considered a true change in wealt~
valued in current prieeso Suppose tbat for entirely fortuitous reasons a
capital-intensively produced commoditYll commodit,y CIl rose in price from 100
to l3311 while commodity DIl produced with little capital~ fell from 100 to 670
lfhen both cammodi ties originally had the same sales volume by valuell a base
period weignted price index would be unaffected by tbis changeo Since e is
produced more capital=intensively than Dll howeverll the value of wealth would
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•
changeo

In the case9,the result,is entirely reasonable~if we co~sider the change
in wealth to be a genuina changeo If the communityis fortWlate enough to
have relatively,much capita1,tiéd'up,1n th~'production of a commoditythat
hasbeoome more scarce and valuIJl.ble9and relativelylittle tied up in , the
productionof a commoditythat hasbecome more plentiful and cheap9 then its
total capital will infactgenerate more incom.ethan beforeo' There is no p~
adox in letting this change' in wealthbe cOWlted,in,incQme~nd addition to

wealtho ~<¡. • ".-'

-, '_." 110-" •••••••• -<;.

;. M' , "> ~~¡ >

In fact9 mere the changa in relativa priess has been unexpected9 the
• • ' ~,'~~ ,'; '" JO •

changes in marketable wealth mllloe offset byopposi te changes in other re
~ J' \¡," '_'.~' ~ y • -.".j. =

sout'ceso Whereeducation and other net additipnsto humanprodu~tivity are
,. .< O":' ~.. -. .. _,,:' " -O'. - ¡-'..'",,":.J.¡¡~c.: .•.. . '.

accounted for in income and addition to wealth9 asit has already been sug=
'('''', ~ •••• .' ,- " ,<', "~ '" -:' ~ • 2- .•.

gested that they should 1069the:relatively larger los ses of income suffered
by noncapital resourcea (which are ti~ed relat,i.vely, riJ.u.chin the proauction of

commodityDp since by;b¡ypothesisit 1a the oPPOSlte'Ofcapital=intenslve)

anould be fullyreflected in :income.andinaddi tion to weal~h in a w~ ex=
actly symmetrical to,the treatment of capital weal,thoWl1;ollyunexpected
changes in relative prieea wou1dtherefore produce~no change whatever in the
total of all kinds of wealthp' if all.kinds ,of 'resources .are treatea. sym=

metrical1Jr in the wa¡-sthat',haveheren ~ugB;lil~t~?,}ie!,eo1
"~o '.,.':"!..

$, • '!

Therefore the only time that. a change in total wealth"will resul t from
'(, .-. - f¡ ~'t ' ~

a change in relativeprices will be whenresaurce p~~terns have been de=
11berately alteredin." anticlpatiQll of it9as:',in th~ case mere !VIroJ tóok
a long'position in one cómmod:itfand soldtheother one shorto It fo1Iows

"" "~, . ,- ., 'i.,~~~-~~----~~~~~~~~=~~~~=~~~~~==~~=~=~~==~

1) This discussion ignores national gains and 106ses from cllanges in the
terms of trade ininternat1pnal'exchange"Such changes will create cap-
ital gains and los ses that. quite properlY~,sh()'\lld,beCO-mltedin nati,onal
income9an~ they wouJ..db~ unae:r the rule ~uggest~d hereo
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that an appropriate w~ to distinguish between nominal capital gains and
those that should be counted aa income and add:i.tionto weal th 1s to include
in the latter only those capital gains that reaul t from changes in the re=
lative prices of consumer goodsg and in the former those that result frem
changes in the general price level of consumer goods and from changes in the
level of interest rateso Similar treatment i8 indicated for gains and losses
in value or in prospective income=generating power of other resources9 such
as land and human resourceso

(f) Conventional Goodsp Differences in Tastesp and Interpersonal Sub=
jective 3ffects of Consumption. It m~ be said in anticipation oí the next
section that most problems of valuation and imputation are salved by taking
values at the margin9 given the quantities availableo These values at the
margin apply uniformly to all persons and enterprises engaging in transac=
tions in the goods involvedo Values attached to "intramarginal" or "extra=
marginal" un1ta are not consideredo

Apossible except10n to this rule concerns goods consumed by convent10n=
al necessitY9 Where the consumer himself in some cases gets no sat1sfaction
from themo A man m~ not part1cularly enjoy being clean=shaven9 for example9
but feels he has to beo In a society that was wholly 1nd1fferent about this9
some men would take the trouble to remain clean=shaven and some would not;
for the latterg the time and out=of..;,pocketcost absorbed by shaving are in=
strumental goods to other peopleBs consumption rather than consumer goodsg
and should ideally be deducted from"their estimated net incomeso

One might here argue the contrary view that the prevailing convent10n
should rule as to whether a good is intrinsically desirable or noto If most
people in the community feel definitely better off when nearly all the men
are clean-shaven than when they are notp then it adds to consumer utility
for a mal to shave whether he himself likes it or noto In so far as being
clean=shaven is required for this job it would be doubl e counting to treat
his shaving as a consumer goodp just as 1t 1a double counting to count as
conaumption the cost oí commuting to work. The handling oí this case has



= 30 =

been outlined in case (a) o

A more serious objec~iqn,is that it is hard to d~stinguish between cases
where we conform to custom gladly and those ~ere we do so witnout enthusiasmo
The distinction can be made,iri principle9 however¡,in terms of what we would
do if other people were wholly indifferent about our choices regarding the
good in questiono Many examples of this -are famiiia:r,~to all af US9 af which
the problem af "keeping up with the JonesesVi ia only one .of the most talked
abouto

From the standpoint 9£ positive economic~9 there is little difference be
tween cases where one personus consumpt;lon pattern att1'acts other peopleDs

r ...•

approval 01' disapproval f.or the subjective reasons af custom and tastes9 on
the one hand9 01' for,more objective and uniy~rsally_ agreed reasons9 on t~e
othero for examplep little 01' no economía basis can be found for distinguish=

. ." /

ing between most peapleus unfavorable reaction to the nuieance caused by jet~
engine noiee araund an airport and ~om~ peoplev s disapprcnral of jet ai1' trav=
elbecause they think it wicked and unnatUral tottavelso fasto Again9 the
111 feeling some people/getin a crowded elevator"if several men therein are
smoking cigars ia not-economically dist'inct from the irritation some people
feel when they see a ~oman'amoking acigarette whüé' walking down tohe streeto

r'

In m~ casesp external-!economies and disec~no~ies af production and
consumption are automatical!y reflected in thenat10nal income and product

• • ," • o' i . 'E .....~. \:, .~,~ >,

estiniateso Jet nO~,se araund an au:port 01'th~' smok~ emitted fram a factary
--tends to depress s~ro~ding~property vall1es and renta; an attractive pub=

lid park will tend ti:>raise surroundingproperty valuea and rente o liare the
changes in renta translate'lnto m~aaured income the externa1 economies and
d1seconomies 1nvolvedo ~J.;"

External economies and,diseconomies af consumptian connected with dif=
ferences in tastesll social custom and the likearenot translated into meas
ured income in many casea9hpwevero The cost~ to aJt individual af grudging
cpnformitY9 .and the costs .to othera and himaelf ,when he do es n~t conformp
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are generally not reflected in lncome because the community and its markets
do not offer alternative places to 11ve and work in sufficient variety f~r
everyone to escape tha costs or to translate them into higher and lower rentso

An accidental exception~ in partp 1s the consumption of alcoholic bev=
erages and tobaccoo Since the consumera of these goods tend to have mixed
feelings about the benefits of doing sOp and since their consumption attracts
vigorous disapproval from a ver,y vocal and effective minorityp legislatures
have found it politically easiar to levy excise ta:x:eson alcoholic beverages
and tobacco than to levy othar taxes\) such as income taxeso By chancep for
;;;.c,ti.rel~arbitrar,y reasonsp excise taxes are noi included in national income
and in net national product oiva!ued at factor costs" ~ an increase in excise
taxes offset by a reduction in incoma taxes theretore reduces ihe measured
value of national income~ other things equal. To the extent that the excise
taxes on alcoholic beverages and tobacco correctly measure the offense given
to other people by their consumption\) it may therefore be said that tihis
particular external diseconomw of consumption is translated into the measure
of national incomeo (Similar reasoning does not apply to most other excise
taxesll howevero)

If some external economias and diseconomies are automatically trans-
lated into differences in incomep a case can be made for imputing values
to all of tbem and adjusting income accordinglyo This is not a proposition
based on ethics but one that follows from the desirabili ty of consistency in
the treatment of esaentially similar thingso It .lIlightor might-not be thought
ethically significant that carrying out these 1mputations would resul t in
showing lower econo.mic welfare where social pressure and intolerance in eco=
nomic matters (eogop consumption) are present than where they are notp for
given differencea in tastes (01" where differences in tastes are considerabl~
for given patterns of social pressure and intolerance)o

(g) Summar,yp Furtb.er Remarksp and Conclusions on Imputationso A great
m~ thingsp both tangible and intangible\)nave the characteristic that in
their presence either people are willing to sacrifice income 01" they require
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additional incomea In genera19 ihis providas á basis for placing a value on
these things for measurement o"f true'income from thé point oí view Gí econGm

ie welfareo If two jobs are similar in everyrelevant respect except the one
aspeet mose value ia to be estimated (suen as commutingtime and cost)\) the
differenee in,wagesf.0r thetwojobs provides us .rltlÍ an estimate of tbe val=

¡

ue of this aspect as an advantage or disadv~táge .of the job Whichhas ito

This is a residual method of.est1~ationo
.:;¡" ~

Direet estimation 18 possible only 'where .the' th1ng 01" aspect to be val=
ued is sometimes bought aria. sold in its ownright\) a:s for example 1s the
case with the rental val u~-Qf' owner=occupieC1homes arid food producedand: con
sumédon farmso (An arb1tr~ Valuati6n that sesms reasonable\)buthas no
market basisg may also be madeg as 18 thecasé with the 1rAputation for finan
cial intermediarieso)"Residlilal.estimátion mues possible'Q whole range of

imputationstbat coUld'not ótherwise be'carrl:ed out~ hecause tbethings to
;;; ., <

be valued are in tha hature' of the case t:i.ed as Complementsto other gO{Jods

and serviceso
..

Direct estimatioXl is pClssible for the valuation of transporta.t1on and
distribution and soma other cases of 1nstr~ental goods now cottnted in con=
sumptionp some cases of consi.:uII.ergoodsi tnat. <are part ¡of the cond1tione of
employment9 and trueeé:ononi£c depreciatiónaResidu.8.l imputa.tiQn 1s reqw.red

for most instrumental goodS naw counted' 1rr ctnsum1'tion and fol" most cons'Um=
el' an.elinvestment gaoela that"arepartÓf¡the conditions of 'employmento.

More cODlpleximputation.procedU1"es are required .for the income e1ement
of capital gains ••Tbe stepsin,estilnating the incolI!6elementofcapital
gainsp after adequateadju.stIllents,have beenIlladef.or, trueeconomic depre"",.

ciation9 would be (l)to deflate the. propo~tionate changa,in tne market va!
ue of previously ex:isting wealth by .thepropol"tio:n,ate change in.an a1'1'1'.o=
priate index of the prices of consumer goodsg aIld (2) to deduct fram the r~
mainder the total change in:' Oa1'1tal valuea thatis the resUl tof a changa
in the level of interest ráteso .The balance remainiiÍg atter 'these adjust=
ments is the trua income and addition to wea1th e1ement in cap1talgainso
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All the 1mputat10ns ment10ned up to this point in this section have the
element in oommon that ex1sting maxket prioes are to be used as the basis
for imputationo This is the rule generally followed in the national inoome
and produot aocounts? and in other oases where the total of a produot 01'

class of produots 1s to be valuedo That is? ever,y loaf of a given kiQd of
bread sold under g1ven cond1t10ns is valued at tbe same price (the pr1ee at
which 1t 1s sold)? even thoughp for example¡) if less bread were sold that
sm81ler amount would command a bigber price o In doing it this way we ignore
consumersn surplus and produeersn surplus and value everything at the mar=
gin .•

There 1s no pretense that even approximately th1s procedure measures the
contribution to income and product of eaeb good and serv1ee on an all=or",no=
th1ng basis; that 1s\} the prooedure followed te11s us noth1ng about how mueh
better off we are to have a g1ven good 01" serv1ce than we would be if we did
not have any of it at 8110 Indeed\} trying to measure this latter all=or=no=
th1ng value would be po1ntless as fax as ineome and produot aecounts are
coneernedo Although we would be w1ll1ng to alloeate more of our ineomes to
any one produot than we now do\} if neeessar.Y\}in order to avoid going with-
out 1t altogether\} we could not poss1bly simultaneously alloeate a larger
share of income to ever,ything (1neluding add1tions to wealth) at onceo As
1ncome and product mustadd up to the same total\} the only problem 1s how to
allocate 1t among its component partso The marginal rule\} ioeo\} valuation at
market pricé, is fer and away the simplest one to fol10w and 1s the only one
worth considering in most cases .•

A poss1ble class of exceptions consists of those ~ases Where an a1l=or=
nothing s1tuat1on does ex1st? tbat 1s\} where the market does not afford
everyone the opportuni ty to buy as muoh 01" as 11 ttle of a good 01" service
as he 1ikeso In BUeh a case valuat10n at the pr1ce he psys 1s actually in
conflict with the marginal rule, sinee the price he would be willing to pay
for a 11tt1e more (01" would aooept for g1ving up a little) of the good 01"

service 1a aignif1cantly different from tbe average price paid for the a=
mount boughto Rere the argument in favor of the marginal rule 1s en argu=
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ment against the use of market price9 and consistenc,y in the overall method=
ology calls for an adjustment for the discrepancyo

The most important example of this kind of thing erises in connection
with extern81 economies and diseconomies of consumption and with the unmeas=
ured consumption element in different environmentso These are identical pro=
blems from an economic point of viewo We wish to place a value on a differ=
ence in climate~ be it social 01'meteoro1ogical~ wnere the community and its
merkets do not afford the opportunity to make unlimited choice among the
alternatives consideredo It offers only a relative¡Y small range of al1=o1'=
llo~hing barginso HYpothetical controlled experimentationg which in practice
means an arbi tra.ry "reasonablevi valuationg or possibly extrapolation of v~
ue differences from actua1ly available 81ternativesg offers the on1y solu=
tiono Methods as tenuous as th1s are alread¡ employed in some parts of the
income accounts; in particular the imputation for financial intermediaries
has much in comm.on with the problem now under discussiono Where this is done
the problems and magnitudes involved can always be openly statedg so that
those persons dissatisfied with the procedures can rework the data to their
own specificationso

If all the imputation suggested here were madeg national income and pro~
uct would be reported as a larger figure than is now the casel} primarily b;:
cause of tbe imputed value of leisureo A way of keeping this within bounds~
witbout significantly affecting the meaning of the resul ts~ would be to make
the allowance for leisure by adjusting actual emp10yment to a standard work
week~ such as forty hours o For 811 persona with less than forty hours paid
employment per week~ such as most students and housewives~ an imputation
would be made for what they would haya earned if they had been paid for forty
hours work per weeko For all persons working more than this~ a deduction frcm
income would be made for the imputed v81ue of the leisure losto

The overall resul t would be a national income and product total only
moderately larger than the one calcualted by present methods~ sey about 40
to 50 per cent largero This would have no very great significance by itself9
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it would merely make explicit the mental adjustments and qualifications we
now make on ordinary income figureso It is the changes in income ovar timep
especially the decade-to~decade changesp and the international and inter-
regional comparisons that would be significantly affectedo Comparisons of
economic welfare of several different kinds would become more accurate and
meaningful.

9 o Permanent Income and Production Potential

The distinction between permanent income and current incomel) and be=
t .''('e'':l :1:8 corresponding production conceptsp is illustrated by the Biblical
story about the seven good years and the seven bad yearso A comm.unity with
leaders gifted with foresight stored up grain during seven years of unusUB!
ly good harvests and was therby enabled to live reasonably well during sev=
en subsequent years of crop failure ••Current income and production were un-
usually high in the first seven yearsl) unusually low in the second seveno
Because of their foresightp howeverp the communityUs leaders were under no
illusions about the level of living they could afford to enjoy v.hile the
harvests were good.

During the years when they were storing up grainp their tangible weal th
was increasing; but their true wealth position was not improving because
the coming crop failures were getting ever nearer as the supplies increasedo
From a long-run point of viewp thereforep their production potential and the
amount they could prudently consume were no higher during the aeven good
yearap nor any worse during the aeven bad years\1 than at other more normal

.times. It can be aaid that their permanent income and production potential
were conatant ovar the whole periodo It can alao be aaid that tlieir truep 01"

permanent, wealth waa also constantj) except in so far as they msy have made
additions to wealth that remained after the seven bad yeara.

Aasuming its consumption followed the same pattern it would have follow~
ed had all the yeara v crops been about averagep it can be ssid that this
comm.un1tyV s addition to wealth was no differentp year by yearp from what it
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would have been in thai; caseo Apart from transitory changes in, consumption9
. : -. -'

the delimi tation oí the permanent component of to;tal current' income is
. -;, , ".. ~... .'- .. "

equivalent to the delimitation of :the perman~nt 'éomponent oí 'total c:mrrent
additio~s to tangible wealt~o

This del~i tation is generally not so easy as in the example of 1;he sev=
en good years and sevenbad yearso Our foresight is not as good as was that
of the community leaders in taat ancient examplé9 a considerable range of~ . ( :;~
uncertainty surrounds our estimates9 as indivi'duals and as a communitY9 of
how mueh we can expect 1;0,earnandprodu.ce in the l.ong runo To ihe extent
t,hat WE: wish to base our consumption on out' lOD.g~~ prospects rather ths.I!.
on our current incomep howeverpwe are obliged to make the best estimates
that we cano 1t is evidentfrom actual experienee that people are making
these estimates and are determining their eoneumption accordinglY9 to the
extentthat this ie truep it helpe to exp~ainactual consumption behavior if
we can successfullyestimate what they estimate their permanent incomes to
be"

.
The use of the adject1ve "permanent" forthis concept of 'income does not

imply that estimated permanElntineome never changeso,Permanent income 1s the
estimateat aJJY given;'moment'~f l«?¥g=run incC?me pótentialp giventhe resout"~
esavailable at that momento Income in, this sense,:1.sthe ma:ximumrate of CO~
sumption thatcould be maintained permanently ;and" if Olle does. not choose to
consuine atthis ma:ximunratéfchoosing to ~dd to..•~~althi~stead9 this in=
creases the pérmanent:1ncomeof futUre per1odso:Besidea sueh de11beratep in=~ . '" . -

tentionalchanges~inperinanent inc.omep changas,occur because of revisions in
long=runexpectations9asa:re~u1..t of neW'~d 'lÍn'expectedexperienceo

.,'f"
"","'

Far examplep a farm~:r;:;,V41l,~~e~erally.'h~veafairtY accurate idea of the
cropyields he canexpeotto get froID his lanci on the averageo He 1s able

. ,;,,' . . ~ ~
to recogniz~ an unusually good orbad year for what it i6 and will in gen=
eral let ..s'q.chayear bereflected much J:llorein his addi tions to tangible
weal th than in his consumptio~o A series of,verygood 01" very bad yearsp
comparedwith his previous e;pectationpwill probebly result in a revisian
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in his expectation9 howevero He i8 unlikely to be so sure that the climate
never changeslJ and that his understanding of' tha elimate 1s so perf'eet¡) that
his expectation is completely unaffected by experienceo Similar remarks apply
to the estimates other people have of the long~run ineome potent1al of' the
claims and resources they possesso

100 Imputat10ns in a Framework of' Permanent Income and Product10n

The basic distinet10ns between consumpt1on goodslJ instrumental goodslJ
and net additions to wealth apply equally within a framework of current in=
ce -'H! and ?ne of permanen:t incomeo The nature of the imputations that should
be made will also be exact1y the same wi thin e1 ther frameworko

A t the same time9 the d1atinct1on between current and permanent applies
equally to eaeh class of income account o Some 1tems of eonsumption and some
instrumental items are part of a permanentlJ 01"long=term pattemp others are
transi tor,y and are recognized as sueho In a framework o:f permanent ineome
analysis9 the componente of income and the imputations made to arrive at them
should include only their permanent parts and not the transitorieso

For examplelJ the eost and time absorbed in going to and from work 1s
greater if the main highw~ one uses 18 100m up for repall~s o If in a short
while the repairs will be completed and the highway improved compared wi th
its previous conditionlJ this cost will fall below ita previous valueo Aecord
inglY9 this temporar,y inconvenienee is not a deduction from permanent income,
on the eontrar,ylJthe prospect of the successful completion of the repairs im
plies an increase of permanent income over what it was before the repairs
were expectedo Similar remarks apply to other imputationslJ and to other parts
of the income accountso

To some extent the 1mputations that have been suggested in the previous
sections would tend to reduce the aggregate transitories in income and con=
sumptiono For examplelJ the suggested adjustment for variations in leisure
would remove from ceJ.culated income a transitory i,ncrease due to the accept=
ance of temporar,y overtime employment, and it would remove at least part of
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tne transitory fall in 1ncome due to unemployment in a tempora.ry recessiono
This leaves transitor¡ elements in t;he cmnposition of"income and cpnaumptionv
howeverl) whicn for soma purposes it wow.d be desirable to remGrveo (In 8IJ;1

casel) SOme important transitories \'louldremain in the aggregates5) suen as
crop fluctuationso)

Maqy~ if not mostl) of the imputa.tions considered here would show very
little fluctuation from year to year in the national aggregates¡¡ becau.se
transitory elements in them fol" different individual s would most¡y cancel
outo Exceptional circumstances do not a.lw818 cancel outl1 however~ a mole
society can have except1ona.l circumstances in ihis' as in other matterso A
major flood 01" othar national-diaster would no doubt entail exceptional¡Y
high transportation costs=tne costa of getting food and supplies into the
strioken areaso A war will have many transitor,y effects9 on imputations as
on other thingsg there is heavy and 00st1y migration of people to new jobs¡¡
more wo.men enter tne labor forcel) and so ono_

Similar but not identicaL remarks apply to the directly measurable com=
ponents of the national income accour1tso Fa!" the most part 1t 1s preferable
to regard oonsumption as be1ng determined solelyby peopleos estimates of
their long""ruI1 income positionso To the extent thatthis 1a true\) all con=
sumption is ;permanent~ An indi~1dual°s consumption:pattern is not 'alw~s
completely ~tablep however¡¡ even wnen hi~ income, position remains in agree=
ment with his expectationso He m~ sava fol" a long period in order to f1~
nance a long and expansiva vacation tl"iPlI01' he .m8¡y tak~ a tempora.ry job
under ver¡ attractiveconditions (~onstituting aktnd of consumption) at a
low salary.¡¡expect1ng'tO" mlikeup .tb.e loss of income' later in his regular em
ployment andma1nta1ning his tangible conaumption at its previeualevelo

Thus censumption can have a tl"ansitory component tillso\)unrelated te
transitory orother changes in incomeo This 1s unlikely to be of aru sig=
nificance in tne na.tiona1 aggregateslI but it will sometimes be impertant



- 39 =

for smaller groups and for individualsol

110 Permanent Income as a Practical Working Concept

The measurement of current incomep discussed in previous sectionsp pri-
marily presents problems of statistical method and imputation~ the measure=
ment of permanent income~ on the other hand~ primarily presents problems
of 1nferenceo Although in principle we might imagine a direct measurement
techziique for permanent incomep BUch as experimenting to find the incomes
people would accept under long-term contract in exchange for their existing
prc¥vur~~, in practice it must be inferred from objective information about
past and present values of current income and about consumption behavioro
The past behavior of incamep including the typical patterns it follows over
a person's lifetimep is the best information a person himself generally has
about his lqng-term prospecta; it is also the best information the outside
observer generally haso Since different peopl~ will conclude differnt th.ings
from the same informationp their consumption behavior also provides evidence
on what they consider their long-term income prospects to beo

Proceeding in this indirect w~ necessarily required twcing some prop~
sitions for granted; that is~ it requires making arbitrary assumptionso In
particularp some assumption must be made about how observed variations in
consumption are to be interpreted; for examplep one m~ choose to as sume
that all variations in consumption either are the result of variations in
permanent income or are randam (unrelated to a:ny observable variablep such
as transitor,y incomes)o The arbitrariness of thia procedurej and the un-
certainty it implies concern1ng the trua evaluation of permanent 1ncamep

can be narrowed down by, studying a ~ide range of different evidence on 10-
come and cOIlSllIlPt:ion;but it cannot be eliminated entirelyo

1) Purchases of consumer durable gooda are undoubtedly correlated with
transitory income, howeverp these purchases should properly be con-
sidered a part of investmento
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This discussion implies9 among other thingS9 that current income as or=
dinarily defined 1a e.n easential part of economic analysis9 even where per=
manent income is the relevant variableo Accurate and conceptually sound
measurement of current iucome and .0£ its components is a prerequisite to
even approximately accurate and conceptuaJJJ' aound measurement both of per=. .

manent income and of ita compon.entso Permanent income and the correaponding
concept of permanent produetion potential9 are interesting not because they
simplify measurement problema (justthe opposite) but because they aid the
interpretation of economie behavioI"o

12~ Concluding Noteag Monay Income and Real Income

The preceding discussion ha~ be~n concer~ed wi~h the problemaf how to
define income and to meaellJ!I'e income in sueh a wa:y as to make differences in
income correspond to real differences in economic welfareo The discussion
has concerned points having to 40 both withcomparisons between individual s
and groups in different circumstancE?s Ol" lacations at the same point in ti.ale
and with comparisons between the same individuals 01' groups at different
points in timeo

For completeness this discussfon muát include some further mention of
changas in the general prlce level overtimeo Even if the problems for de-
preciation accounting created by changes in the price level ar~ appropriat=
ly disposed of9 changas in income over'timewill ln.general represent the
combined effects of chang~s in real econolidó weifare and nomin8.l changes
due to cnatlges in t~e pri~e levelo' F,or maI\1 purl?oses it ia useful and de=
sirable to separate the two kindsof changeso

Accordingly~ it is ~~gessar.Y to devise a measur~'of movements in the
A, • ~generalprice levelp 01' alternatively to devise a airect measure of how ~

come would change if the general price level did not changeo Either of the~
procedures impliea a decompositio~ of changes in income into the two comp£
nent .partsp the real change's and the nominai: changes o A direct measure of
one of' the component~ implles the other as a I"esidua19 when the total changa
in income ls knowno
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The procedure usually followed in this connection 1e to divide meas=
ured income by an indexo! the gen~ral price levelo (In the ",case of Real
Gross National Product of the Unit ea Statesp this operation" ia performed seE
arately on consumptionpinv~stmentp anO.so onp and the resu1 ting estimates

,
are added to give the total. 'llhia 18 &1 intermediate proced-wrebetween the
two alternatives just mentionedo) The construction of auch an index poses
problema of ita ownp of course~ these &"eoutside the scope'lof the present

volume"

It should be borne in mind that foX' the moat part when 'fe talk about
changes in income we mean l'Jhangesin real economic welfarep;;not nominal
changes reaulting fraID changas in the price levelo At timesp howeverp the

'contrar,y 1s true9 and it isimportant to specify w.nat wemeano Usually the
words Viproductionli and i~outputViare taken for granted as referring to real
magnitudes9 bu.t ii,incomelican be taken in either senseo FórclaI"ityp one can
either refer consistentlY to realincomep ~here that ia what is meantp 01"

assume at the atart of~a discuasion tnat the general price level remains con
stantp so that changes in mane¡ income are real changes o
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