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APPENDIX: THE CONCEPT OF INCCME

1. Intrcduction

Income is a simple and generally familier concept with complex ramifi-
cations. Income represents continuing command over material resources; it is
a flow of receipts available to purchase net flows of goods and services,
Nevertheless, income in a given period is not identical with the sum of all
such receipts in that period-it may be either greater or less. It is clear
that income should be conzidered a net concept, and that against receipte
should be set an appropriate sllowance for the maintenance of income potentid
somehow defined. If any identifisble payments have been made whose direct ef-
fect has been to help maintain.that potential; such as payments for productive
services that cooperate in the generation of receipts (via production and
scale), then these payments must be deducted from receipts as a step in cal-
culating income. In addition, any change in income potential;, such as an in-
creasé in productive capital equipment, must be allowed for. It is in the
making of this allowance, and in particular in defining "income potential"
for this purpose, that difficulties arige.

Two approaches to the problem of defining income potential particularly
merit attention. The first concentrates on meesurable phenomena-the flows of
goods end services becoming available and the stocks of capital end other
assets. The second concentrates on' long-run potential flows of goods and ser
vices, which because of uncertainﬁy are not directly measurable, while giving
attention to currently available, and measurable, stocks and tlows to the ex-
tent that these have a bearing on the former. Fach of these approaches will
be especially useful in comnection with certain problems, and in connection
with some problems both have to be used together. The first of these ap-
proaches gives rise to the concept of net production, or current income, de-
pending on whether one chooses to lock at it in terms of the goods and ser-
vices themselves or in terms of the claims to their ownership. The second

gives rise to the concept of long~run production or income potential, or more



simple; of permanent income. Witﬁ either 65 these épproachesg income may be
considered to be the maximﬁm that could be consumed in a given period con-
gistent with the maintenance of wealth or of income potential. Alternatively,
and essentially equivalently, it may be considered to be the sum of the
amount that is consumed in & given period end the-amount ghat is added to
wealth, or added to long-run income potential. Complexity is minimized in
this connection if one uses the former convention, speaking of the maximum
that could be consumed consistent with the meintenance of whatever is to be
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maintained.

Certain other attrihutes\are‘sharedtby.both the above ééncepts of income.
Meaningful measurement clesrly requiras that,.the wealth or. long=run potential
as the case may be, that is to be maintained should be valued et a constent
general price level; even if i@come itself is measured at current pricez and
is not prevented from fluctueting with changes in the price level. That isy

real wealth or real long-term potential -is to be maintained; not merely its

money value measured in changing prices; otherwise the value of income would

depend notv ornly on the present price level but also:on past or future price
levels. If it did, it couwld not be interpreted solely in terms of one set of
values, and its meaning would be correspondingly difflcult to specify. This
proposition is independent of whetherzln@@me is to be deflated by & price in
dex so as to be measured in real rather than monqy térms. In either case it
is desirable to omit from income any changes in wgalth or’ capital that are
purely nominal, the direct or- 1mplicit result of changes in the price level
of capital goods° As measured, income for certain purposes may "be allowed to
have purely nominal fluctuations proportional to ﬁhé:generél price level; bdut
nevertheless the rate of flow of income at any instant should not include any

be

element of purely nominal changes in capital valueso
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. This principle is difficult to follow in practice and is mot in fact fol
;gwed by most people who est;ma'maincgme° They recognize,’ usuelly explicitly,
that the i@eome measure is often misleadiyg,becausevan inappropriste allow=
ance for the meintenance of capital is béiyg made,. the allowance being ean

arbitraxry function of historic costs rather than being true current costs
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of maintenance. The practical difficulty of making the appropriate allowance
generally bars them frow meking it BLFFTjﬂEJ1J§ instead they usually state

that the error is present and sometimes indicate its order of magnitude.

The above discussibn indicates a second attribute shered by both types of
income concept. Both magy be expressed either in current prices, the level of
which vaeries over time, or in constant prices;‘ln the latter case the only
fluctuations in income are real fluctﬁatioms, fluctuations in the avail-

abilities of goods and services§'excﬁpt of course for arr@rs‘of measurement,

A third common attribute sharpd by both concepts 1is that it is taken for
granted that income has & direct bearing on material We]fareo This is true
even if money income is considered rather then resl income, although in this
case its relevance is more limited. It may be used for intarpersonal or other
cross—secticnal comparisons of material welfare but not generally for compar

isons over time.

A fourth common attribute shared by the two types of income concept 1s
that, since they are intended to measure material welfare, they are burdened
with all the difficulties inherent in the notion of material welfare. Currént
consumptiony actual or potentia1,>is supposed to include those flows of goods
and services which directly augment the utility or satisfaction emjoyed by
thevpersons who consume them. A1l other goods and services, that 1s, the only
other goods and services worth havihg; are valuable because they contribute
to the production of those goods and services that yield utility %o consumers.
While this distinetion is straight-forward in principle, it has to be partly
arbitrery in practice. In some cases, such as some expense account items of
business representatives, goods and services which ere cleaxly consumption
goods and services on any reasonable interpretation are elaéaed as productive
and are therefore omitted from the measured incomes of the persons enjoying
themo. In other cases, such as the costs of commuting to andvfrom work, goods
and services that slmost certainly are productive, adding nothing to the
satisfaction enjoyed by the persoms receiving (and psying for) them; are
clagssed as consumption and are thérefore"included in (not netted out of) the



incomes of these persons.

Several other problems of measurement and definition are shered by beth
income concepis und@r‘dig@,ﬁﬁi@na Im.gen&rélg except where the discussion
below indicates otherwise, any problem of measurement or concept possessed by
one type of income concept is possessed also by the other, Where these dif-
ficulties are discussed in detail, they will be discussed in connection with
the context in which they are most commonly encountered. This meeans that most
of them will be discussed in connection with net production and curreftt in-
come, since the vast majority of the st&tiatia§1 work done on income has em-
ployed these conecepts rather than the'@mnéepts of long=run production and
income potentisl. The diseussion of the latter will‘primariLy concern the

problems peculiar to them.
2. Net Production snd Current Income

It has long been & conventionel simplification, which for many purposes
is satisfactory, to regard,material wealth as a measure of long-run income
potential. This idea is responsible for the use of wealth maintenance as the
criterion for determining net production and income in any given period,
since there is no disagrecment thet these should be measured net of payments
'(thaﬁ is, of productive goods and services utilized) required tw'maintain_
long=run net production and income potential. Broadly speaking & given a-
mount of wealth should represent a given amcunt of income potential, so that
if wealth does not change, and other things ave equélg income potential does
not either; if this is‘known t0 be untrue.in a specific instance it may pro-
perly be inferved that either the wealth or the income has heen measured in-
correctly. Therefore, it appesrs logicaly and indeed it is logical if one ig
nores the problems raised by uncertainty, to use the maintenence of wealth

as the measure of the maintenence of long-run income potential.

Tkis simplification enables us to concentrate on @eaéurableg tangible
goods and services to a much greater'extent then is othgrwise possible, Out
of the gross gquantities of goods and services available in a glven peri@d‘
some will clearly be productive in nature and are necéésarily contributing
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directly or lndlre@tly to the m@intenan@e of capx%alo In the simplest case

_vlmaglnable the c&pltal stock at the end of a yﬁra@d wauld be 1dent1cal in
every detail with the. @anltal wt@o& al @Un @egzzn1n09 wiﬁh conqumption dur-

ing the period equal t0 net pw@uu@tl@no t S@, tna prauuctlve gogds and ser=
vices devoted to malntainimé capital are &m@@tly suflf lclent $o do soy, and
business flrms see it to raplabe or mawntal every element of capltal in
exactly its previous form and qu&ntiﬁvo All other goods and sgrvicesp other .
than those devoted to maintaxning eanita], contribute to thersatlsfactions of
consumers. In practice th@ world is never %bﬁs simple, even ln those rare in=

stances where consumption is: exactiy oquﬁl to net produbtion@ Some elements

of capital are not Kept unchengad @r replaccd over a perlodg_and some are 1n- st

creased. It is still proper to uay,that @anltal is maintained if the value of
the increased elements is in total -equal - to the value of tbe decreased ones9
where both are valued at prevalling pric@sv s1nce in that case thair contri-

bution to long-run income potential is the same°

Furthermore, the améuntiéf produetive géods and services;Will not be ex-=
actly equal to the amount requlred for the maintenance of capital at its pre
vious total value; most years it 15 greaterg -and capltal increaseso Consumpa'
tion is accordingly 1ess than net preductiono In a few Jears capital decreas
es, and consnption is’ greater than net productiono In. either ‘case net pro-
duction is the amount that would have been consumed if productive goods and
services had Just been. SLff101ent 1) maﬁntaln cap1t819 glven the total vol-

ume of goods and services availableo
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Whatever the am@unt of me+ praductlon in a given period @f time, it be='
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longs to someone. The ﬂlalms to ownershlp ‘of the goods dnd serv1ces repre-= : .
senting net production are: net current 1ne©me to-the pers ons poqsesqing these
claims. In the view of .each peraong his net income is the total of his re-
ceipts minus the nonconsumptlon payments requ1red to maintaln his wealth
other than cash constant. (Sueh payments inelude obiectlve co sts incurred in
the process of earning the inéome o ) UsualLy his re@elpts w111 be cash, which

represents generalized cla¢ms 0, Dwn@rqhip on goods and services becoming
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available for consumption or addition to wealth. Initially, howevér, his in-
come is the shere of net production which he owns because of,the &ontribu-
tion of his productive services fto its @E@&fi@ﬁ;'sﬂbﬂequentﬁy he exchsnges
this for other forms of net production‘whiéh he prefers, usually by the me-

dium of cash.

Theynatural tendency of people to pay ﬁofe attention to receipts rather
then accruals tends to obscure the fact that current income and net produc—
tion are two aspects of the'same thingg’and that for most purposes the twe
concepts are interchangeable. Their equelity is as inevitable as the equality
of the two sides of a bslence sheet; and ariSes for the same reason. The
equality of income and production is an equality:of flows of goods and ser-
vices to the elaims to them, while the balance sheet equality is an equality
of stocks of goods in existence at a point in time to the c¢laims to them., The
left-hand side of a balence sheet shows net éssets, items of wealth; the
right-hand side shows net claims to ownership of these items of wealth. The
net assets must add up to the net claims to their ownership, except only for
errors of addition and the like, Similarly, total net producticn must be the
same amount as the total claims to its ownership, after due allowance for the

- .maintenance éfiphysical capital, when the matter is viewed froem the produc-

tion sidey or for the maintenance of the real value of net ownership claims

to that capital, when the matter is viewed from the income side.

Nevertheless, from a certain point of ﬁiew production and income can be
thought of as widely separated‘and conceptually distinet. Most finished pfo=
duction flows to consumption, where the flow of consumptien of goods and ser
vites is drawm directly from the capital stock, for the most part; that is,
relatively little labor, land, and other productive services are directly in
volved in the act of consumption itself. Productive services are for the most
part engaged in creating capital, including inventories, mostly to replace
that which is consumed. Accordingly, the accruing claims of the owners of pro
ductive servieces are in the first instance mostly clalms to newly created cap
ital and only indirectly through many intermediaries are claims to final net

fr



production of consumer goods and services. In the act of consumption, the
owners of productive services,caneel or offset the major part of their claims
to new capital, the cancellation or offsetting beink effected through the

process of exchange. . ;  - .

The intermediary firms through which owners of productive services have

N~ .
- #Fgpital account; in particular, the finel intermedisaries providing consumer

T—— indirect claims to final product are engaging in offsetting transactions on

‘goods and services are mainly releasing capital, from their. point of view,
which must be replaced and which to that extent is netted out of their income
account. Thus the bookkeeping identity of net product and net income tends %o
be obscured from viewy, especially if one.pays primary attention to the indi-
vidual types of transsctions; such as ultimate sale for consﬁmpticno Similer
1y, in the actual procéss of gathering aqd tabulating national income and
product statistics the figures on income payments and accruals are in general
obtained from a different set of firms from these reporting for the product
accounts; and accordingly, becauséi_of differing errors ahd omissions on the

two sides, the two accounts will fail to be exactly equal.

The identity between income and. preduct wa@ first remarked upon extensive

ly at the beginning of the ninéteenth century by the French economist Jdo Bo
Say, who expressed it by saying that supply creates its own demand. He noted
that the community as a whole can always afford to purchase its own total net
product, because its total net income is necessarily equal 0 ;to He argued
this in protest to the‘then common usage derived from the point of view of

‘the business intermediaries and final sellers, speaking of "overproduction"

1) These remarks glve one of meveral possible 1nterpretatlons of Say's point
of view, about which there is still some debate. It appears that he him-
self failed to distinguish between a purely definitional propesition,
such as that given here, and a factual one concerning the possibility of
depression levels of income and production.
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of all goods and services. Since we have not reached that state of bliss in
which no one wants more consumption goods or furtber edditions to wealth, he
remarked, and since income is always exactly sufficient to buy the whole pro

ducty it is nonsense to apeah of s@naral overproduction. Overprodu@tion can

be overproduction of all comsumer goods, while pecple were attempting to add
to wealth at a faster rate than business firms had expected or intended to
do. Accordingly there would be hndwryrmduation of investment goods kcther
than previously unexpected inventory galna) eﬁactly egual to the overproduc-

tion of comsumer goods and of inventories. -
g ; :

(These observaﬁigis have nothing to do with observed regularities in pro
duction and sale of goods but zre pursly definitionel, heaving to do with the
choice of language. It says nothing about whether the outcome of the produc-
tion and exchange processés at any time will be nearly the most satisfactory
attainable to everyone concerned, O willbbe distrgssingly far from the most

satisfaetory‘attainableo We know from'experience'that'the latter can happeno)
3. Components of Net Production

Economically speaking, net production has two components, consumption
and sddition to wealth. The messurement and acc@ﬁnting of net production are
made more complicated, however,-by the problenms asséciated with the accounts
of the various levels of g@vernment end with trans actions with other couns

tries.

Expenditures, and the use of resources, by goverument consist of thres
types of thingse consumption (things heving utility in and of themselves and
giving satisfaction to individual househ@ld$)9 net addition to wealth, and
intermediate goods end services (nec@s&ary for the maintenance and replace-
ment of existing wealth). The third type, intermediate goods and services,
which includes both some goods end services supplied to the private sector
of . the econcmy and also the hmaintensnce of such govermment-owned capital as

highways snd post offices; is ‘not s a pert of net product,; properly measured.



However, no meaningful separation of government accounts into the three types
has been made, either by goverument matﬂ@%{@iamﬂ 6r by outsiders. Accordingly,
government is reported'as & geparat @atmgar’9 in addition t@ consumption and
addition to wealth (1n the private SWGECI/Q and the total of net product is

overstated by the amcunt of the intermediate services suppllgd by the vearious

levels of government.. _ _ e

An example of the_intermédiate services supplied by govermment is police
protection. This service is not cerried on becaﬁﬁe of any direct satisfaction
cx utility it gives o bhouseholds, but w@ther is carried on go minimize the

arious illegal intrusions on our private lives that would prcvent us from
engoylng the things thet we havmo Police grotectlon is one of the regrettable
costs of having the g@hﬁLﬁptiOH and addition to wealth that are already count
ed separately in national product; to inﬂlude it 2s en additional pasrt of
product is double counting. Thiﬁ_p@int mey be seen more clearly if we consid-
er the effect on our welfare, and on the national account89 if a change of
ulrcumﬂtances (such as a gerious crime W?ve) makes 1% n@cebsary t0 increase
the amount of police protectiono The additional texes we have to pay to fi-
nance this, and the corresponding reduction in private_@onsugptlon and addi-
tion to wealth, represent & loss of Welfafe to the households cf the commun—
ity. As the accounts are now kept, this is not shown, because the reduction
in the private sector is offset by the in@redse in the government sector,
keeping the total unchangedo This is true whether product is being measured
in current prices or in counstent prieesngouble counting is there in either

case.

Protective services of all kindsy imcluding national defénseg represent
the biggest single element of double counting in the national accomts. To-
gether they absorbed about half the goodsend services purﬂhased by govern-
ment in the United Stetes in 1959, and over 10 per cent of the net naticnal
product. A few other government expenditures involve similaxadouble count-

ing, but are relatively asmeall.

As we have ncted, the rest of the government sccounts are not separated
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into consumption and additon to wealth. For many purposes such a seperation

would be desirable; it awaits the.évailability of the necessary data.
4 N

The totel addition %o wealth in the pvivate sector is reported in two
partss prlvate domestic investment and net foreign investmént. The latter
is s1mply the net balance on current (goods and beVlces) sccount in trans-
actions with other countries, primarily exports minus imports. Any excess of
receipts from exports over payments for imports is en addition to the wealth

of nationals of this couniry.

The reported aggregates of pri#ate consumption and investment both in-
clude imported gocds and services. In effect, the convention is followed that
these are "produced” by the domestic economy by virtue of its having produced
the exports to pay for them. Inlpart§cular9 an addiﬁion to wealth is treated
as domestic investment if the physical capital involved is put in place do-
mestically, though it may have beéﬁ'impartedo-Net f@reign investment includes
net additions to claims on physical capital put in place abroad (which may
have been exported from this countmy) and net additions to monetary claims on

other countries.

Besides the basic distinction between consumption end addition to wealth,
net product can be separated into categories by type of product, in different
ways according to the problem at hand. For example, consumer goods and serve
‘ices may be divided into the class of those with high income elasticities of
demand and the class of those with 1ow income elasticities of demand, i.e.
necessities and luxuries. They may also be distinguished according to their
short-run elasticities of supply, according to the rslative factor propor-
tions used in their producti@n, aécording 1o the'ﬁype of enterprise mainly

responsible for their production, and so on.

4. Components of Net Income

Consumer goods and services are scarce, in that people are willing to
make definite sacrifices to obtanin more of them and therefore the produc-

tive services that produce them are 8180 scarce. In general, the consumer
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goods and services and the additions toc wealth that the owner of a productive
service can command, per u&iﬁ of the pervice he owns, bear 2 close relation-
ship to the scarcity value of that productive serviceg which in turn is in
general closely related to its mwrgﬁnal productivity. This 1s true of every
productive service; the nature of the income generated, and the basis for it
is the same for every productive service end provides no basis for distin-
guishing between them. Fr@m.the poimt of view of measurement and analysis, in
come is homogeneous, %o a first order of approximation, ahd cannot be divided -

into components.

-

Ty practicey, there &re'sév&ral ways o divide income %nt@ components, de
pending on the problem & nand. One ‘onguh onored convention is to divide it
according to the type of productive service whicse owners ree?ive it, whers
the Y“types" are defined in térms-uf certain distinguishing sconomic charac-
teristics of the servicez. First, we may - @istinguish between human and non-
human productive services, Outright vermdnent ownership rlghéé to nonhuman
productive services can generally be transferred by sales, whereas these
rights to human productive s@rviéeé.cannot genefally.be légélly sold. The
distinction betﬁeen humen and nonhumen is not an economierdi§tinction per seg
of course, and the characteristiesl@f @utrightisalabilityjas:against the abil
ity to hire, contract; or lease is of little econcemic importance, from an
analytic pdint of view; (It cen be important from various practical points of .
view, of course.) This distinction is therefore more a conventionsl then an

sconomic one.

Productive servieés may also be distinguished according to whether their
supply is directly determined by ecomomic choices or is affected only in in~
cidental end indirect wsys by economic choices, if at all. Thus the physical
wealth that supplies productive services can be divided into;capital and
"land"; the supply of the former is the direet result of purely economic de-
cisions (based on relative prices) to reproduce end maintain, it; whereas the
supply of the latter, correctly interpreted; is incapable’ofkbéing altered
by direct individual action. The land cwmponemtxof g piecé of property is
its intrinsic superiority, in its best economic use, over elternative pleces



of property employing the same capital in the same economic use; it is the
value associated with ¢ location or siss ey susk, Vineral deposits and orig
inal scil qualities, which can be exhausted and rot precisely reproduced,

but whose rate of exhaustion and semireproduction are the direct results of
economic decisions, represent an awkward irtermediate categoxry between land
and capital. There are economic problems ir. cormection with which thege dis-
tinctions are of central importance; but such problems have 1little to do with
the analysis of income. In connection with income analysis, therefore, the
distinction between land and captial is more a conventioanl than an economic

[¢) ¢ 1=

It is also conventional to divide human productive services intc labor
and entrepreneurship. The latter is responsible decision meking governing
the organization and conduct of productive processes, for the account and
risk (with respect to income received) of the entrepreneur; labor is any
physical or mental productive service not involving uwltimate responsibility
for the orgenization and conduct of productive processes. This distirction
has in recent years been losing its conventional sanctiony, partly because of
the difficulty of applying it to business organizations having salaried man-
agement. In any case, it is of little importance for income analysis.

Certain other ways of classifying income are of more interest and im-
portance for income analysis. From the practical standpoint of data collec-
ticr,; iv happens to be convenient to classify incomes according to whether
tlsy are received as contractuel payments or as residual "profits," and in
part according to other criteria partly related to some of the ones previous
ly discussed. Contractual payments, express and implied, primerily make up
the three categories of wages andsalaries, rentsy; and interest incomes; the
first of these is mainly income of lebor; the second, of hired or leased pro
perties (including both land and captial); and the third, of mcney loaned /
out. Residual, noncontractual incomes are divided into the net incomes of
incorporated enterprises and the net incomes of unincorporasted enterprisesg

a distinction of very limited economic interest.
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Income mey alsc be classified according to the type of product from
which it originates. As in the sase of ned product, there are different way39
for different problemb, in vhich it may bu useful to classify types of pro-
duct for this purpose° 1% may also be classified by the otabllltv over time
of its source, which conveniently itends to depend on whether the income is
contractual or not. These verious distinctions snd clsa asgificetions will  be
useful at timesy; but are not of fundemaznbal importance, There is no basic
classification of incomes; by sourece, type, or characteristic, as fundamental
as the distinction on the product side batwesen consumption and addition to
wealth. :

5. The Measurement of Net Income

In prectice;, natiounal income is estimated by summing up @he total incbmes
in various convenient accounting categories, Data on the eomﬁensatian of em=
ployees; i.e., Wages, salariésg and supplémenta‘such a8 payrbll taxes, are
available for a large fractién of contractual wége payments tecause they are
reported to the Social Security Administration in aonne@tion;with Social Se
curity texes. Wages énd‘salariee not covered by these texes ﬁave to be esti-
meted in direct wayso-hental and interest»income of persons @intermediate
transactions between bﬁsiness firms being conceled out) are éstimated partly
from the amounts of these on income tax returus and partly by indirect meth-
cds. The same is true of the.incomes of unincorparated enter?rises (which
include most farms, and include in@ependent professionals, such as doctors

end lawyers). Corporate met incomes are estimated from income tax returns.

Enterprise income in general is estimated net of tne'cast of maintain-
ing capital (wealth)iiﬂtact. As cuét@mary accounting pracéicésp and the tax
laws, require each busiress to do t@is ohuits own, ready-made accounting
data provide us with national data on net"inecme after provigion for the .
maintenance of wealth;'ﬁeitner accoﬁnting practice nor the tax laws re-
guire that these esﬁimates be economically meaningful or aec@rateg however.
A true estimate of depwéeiation would be what it costs as cwrrent prices
to maintain total weslth intact. In practice, what is estimated by .and
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large is what it costs to maintain constant the money value of total wealth
using the original cost of the wealth (rather than at its current replace-
ment cost)o. Further, for this purpose the fraction of the original value of
a piece of property that is lost each yeer through use and the passage of
time is estimated in an arbitreary way having little relation to its true loss
of economic value. Occasionally en attempt is made by private researchers to
obtain more meaningful estimates of the amount required to maintein wealth

constant; but no systematic information on this is available from sny source.

The estimates of enterprise income are inconsistent with these general
rules, and with the maintenance of wealth approach, in one major respect:
all capital gains on resale of property are excluded from inzome. If a ma-
chine is bought at low prices and is later used until it wears out produc-
ing valuable products that make it more valuable than its originel cost, the
resulting gain appears in the ordinary profit figures and in naticnal income,
If the machine is sold at a profit before it weers out, on the other hand,
the capital gesin will in generel be excluded from national income. The pure
chaser, by teking higher depreciation allowences based on the price he paid
for the machine; will reduce the national income estimates below what they
would heve been had the original owner retained the machine and used it in
the same way to generate the same true income. Since a large proportion of
capital equipment is kept by its originsl purchaser until all or most of
its economic velue is exhausted, the main effect of this combination of pro

cedures is that misleading depreciation figures are used.

On the other hand, a serious attempt is made to exclude from net in-
come any element of capital gain on inventories and goods in process, that
isy on any capital other thaen that classified a long~term (depreeiable)
capital. This exclusion is attempted through the inventor} valuation adjust
ment. The data on inventories are obtained from sample surveys, and the es-
timates of capital gains are based on price indexes matched as closely as
possible to the types of goods involved. The procedures and results will
differ according to the type of inventory accounting procedures used.
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On the whole the parts of the national income accounts dealing with in-
ventories, that is, the chenge in inventories (product side) and the inven-
tory valuation adjusiment (voth the product and income sides)9 are the most
volatile and the most unreliasble of all. They chenge sharply from cne pericd
to the next; the estimates frequently are drastically revised in the transi-

tion from preliminary to final values.

It would appear that if a similar adjustment were made for long-term cap
ital, the results would be entirely consistent with the maintenance of wealth
approach tc income estimation. This is approximately correct, but certain

fevervations must still be noted.

First, capital values and their depreciation should ideally be adjusted
not orly for changes in the price level but also for variations in mainte-
nance expenditures. Maintenance costs are treated as current expenses and
in effect ere assumed to be exactly equal to the amounts required to keep
capitel equipment depreclating at the rates stated in the depreciation ac-
counts. If a Pirr chooses to alter its meintenance expenditures, however,
this will alter the true economic rate of depreciation of the firm's equip-
ment. An important example of this phenomenon occurred during the Second
World War. Because of the scarcity of all types of capital equipment for re
placement, most capital equipment (including consumer durables, such as
automobiles) was much more assiduously maintained than during peacetime.
There was therefore a sharp rise in maintenance expenditures but nc corre-
sponding drop in the figures reported for depreciation. On the contrary,
wartime tax regulations permitted increased allowances for depreciationy, for
the purpose of stimulating investment by tax incentive. (Also, many purchas-—
es of new producers' durable goods were paid for by the government, or were
written off as current expenses, and so were not counted as private addi-
ticns to wealthn) For these reasons, additions to wealth during the Second
World War were grossly underestimated. Then, they were probably overestimat
ed just after the war, because of a reduction of maintenance to levels be-

low normal.
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Second, as already indicated, even apart from the effect of changes in
the price level, no systematic attempt is made to estimate true economic de-

preciation where it differs from accounting depreciation.

Third, the notion of the maintenance of wealth, valued at current prices,
is subject to the paradox of apparent self-contradiction. If the notion is
consistently applied in every period, it één'paradoxically oceury, for example
that after the passage of several periods, during which prices change but
ultimately return to their origianl values, the total of wealth will have ob-
viously changed in spite of the apparent maintenance of wealth et a constent
level in each period. This phenomencn is closely enmslogous to that of "drift"
in a price index made up of linked index relatives with different weights in

each period. It is discussed furthér below in section 8, case (€).

6. The Measurement of Net Product

The principel sources of information OQIproduction of consumer goods are
censuses of business;_manuﬁacturing, and agriculture, available only for cer-
tain years. Movements outside these jears are estimated from other data, such
as sample surveys of retail sales. Iﬁ_gen@ral, it is'necessary to estinate
the fraction of total production and sales that go %o ultimate consumers as
against the fraction going to other business firms‘to be absorbed in current
production, and to government. Wherever the estimatés come from a manufac-
turing or wholesale source, it is also necessary to estimate the'final prices
to consumers as well. Data_from trade associations; sam.ple_surveys9 and mény

miscellaneous sources are also employed.

Methods of estimation of private domestic additions to wealth are basi-
cally similar to those for consumption. Machinery, equipment, and other og
vious longéterm‘inveStment goods are estimated from production figures ob-
tained from censuses and surveys of manufactures; with adjustments end sub-
tractions similar to those for cdnsumer‘gdod5¢ Inventory changes are estimat
ed from sample survey data. Congtruction estimates come from a wide variety

of sources of differing complémness and reliability.
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Data on government purchéses‘of goodé'and services are derived from
government budget aecount° by removing tranaf@r payments and grantsmlncaidg
and by verious other. adjustments, g1l derived from the government accounts

themselves.

Net foreign investmentris estimatedwfrom official balanqemofapayments
data and from other offieiai sourceso This figure is estimated both as the
balance on current merchaendise and service tramsactions with other countries
end as the accumulation of claims on othég countries. The fcrper estimate is

used for the national eccounts.

7. Imputed Production and Market Transattions
Generally speakingg‘%ceéunting data:ére relatively plentiful and valua-
tion is relatively easy for those economic acts and transactions that pass
through a market exchange process. It im obvious that many flows of wvalu-
able goods and services are. not exchanged through the mawketg and it is dif-
ficult to place a valuatlgn on them that ‘makes them comparable to goods and
services that are exchenged. This difficulty has led official estimators of
national income and prodﬁct'to lay;down ﬁhe rule that they would primarily
congern themselves only w1th market transantlons, except where this leads to
incongruously large omissions from.true 1ncome and product that are rnlatlve

ly easy to include.

The msin exceptionsg 1s804 - inclusions of nonmarket flows of goods and
services,; are food prodﬁced'and consumed on farms, the rental value of owner-
occupied héusing, and the sérvices of c¢ﬁmerci§l banks and other financial
intermediaries. The»fifst two of these items are goods and services consumed
by the owners of the enterpfises that‘préduee them and so not sold or hired
through the marketo The. thlrd item refers to services not sold directly for

a price but bartered9 as it. were; for an’ offsetting serviceo

A commercial bank in effect coh&erts}illiquid assets into liquid, readily
transferable ones, and incurs costs in the process. These costs are covered

by the excess of its intereéﬁ receipts 6ver:its interest payment39 as the
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bank pays relatively little interest on its deposit-liabilities. In exchange
for its services inveann@dtién with deposits, and for their. comparative

liquidity, it recaivesvthesefdéposits at low inﬁerest compared with what the
depositor could earn on alternative,,less liguid assets. (The bank @ay,also

make some service charges, but in practice these are of little importanceo)

Now ordinarily -when an enterprise receives capital from the public and
transfers it to other enterprisesg=neither.produétJnor income from that cap-
ital would be thought of as originating in the firm that passed it on. Hence
it is reasonable to follow the general rule that the income and .product orig
inating in & firm shell depend only on its net interest peymentsy i.€.y in-
terest paid minus interest received. If thls rule were applied teo banks, h@w
every, their contribution to 1@come.agd product would be negative, because
they pay much less in interest than yhey_receiveeﬂffom‘a product standpoint,

they must be thought of as supplying deposit éerv;éés to consumers in ex-

change for interest not paid on ﬁhe depositsQ

In practlee the way thls anomaly is handled is’ to assume that banks sup-
ply gross productg or "sales, L equal to their service charges plus the dif-
ference between their interest rece;pts and their interest paymentso The
part of this going to consumers lS counted in the ‘consumer goods and serv-

ices part of national product.

The guestion naturally arlses, are there any other major omissions and
malles, or departures from an ideal messiure of income and product? Even
without profound scrutiny "and analy31s of pxesent 1neome concepts, it can be
seen that there are. The main anomalles can be considered under =z gingle
heading, that of the allocatlon of human and other resources between leisure

and paid employment.

The direct enjoyment of- onels leisure is similar in principle to using
one’s personal resources to preduoe goods not sold on the market (such as
food produced and consumed Qn farms) Theat leisure is regardnd by paople as

valuable is beyond questiom, sxnoe thqy sacrifice cash income (whivh they

E]
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could obtain by-taking'paid émploymént~iﬁ‘their leisure time) to have it.

Changes in the propor&icn of their time that is available for 1eisure (ioeog
that is not spent in paid employment) therefore affect ecomomle welfare in
the seme way as do changes in cash ineome or in the quantlties of material

goods and services available.

There are several ways in which leisure msy vary. The hours of the work-

ing week can be shorteneds vacations and holidays can become longer and more

Vfrequent; retirement can occur earlier in life. All these changes have in

fazt been taking placé with?ihe passage:gf time in most countries. These are

additions to 1eisurevas-thislis understood in the normal sense,

In addition, chaﬁgés can occur in thélamount of unpaid productive aetiz
ityy; relative to paid employment. Housewives enter and legve'the paid labor
forcey, with offsetting variations in the amount of housewerk‘they do; young

people preclong their educationy staying out of the paid lebor force for a

"longer time. These changes will often not be regarded by the persons involved

as changes in leisure but merely as worthwhile changes in th

nature of the work they are domng.

In all thess cases of changes in leisurﬁ and in unpaid productlve active
ity, the changes in monay income that occur are a completely misleading in-
dicator of changes in economie welfare. If money income goes down because
of a voluntery increase in leisure or in-unpaid employment,vthg change must
be advantageous or the persons involved &ould not voluntarif& have done it.
The logieal correetive for this problem would be to impute value to leisure
in the same way that value is now imputed to an owner-=occupied house and to
food produced and consumed on farms. An owner-occupied house is credited
with the rent it would commend in the rental market; food pfoduéed and con-
sumed on farms is credited with the saie value it would have to the Ffarmer,
if sold. Similarly; leisure énd unpaid employment of persons {and other re-
sources) 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

S
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enjoyed for its own sakey and those forms of unpéid employment thet yield
products or services of direct utility, should be counted in consumer goods
and services at the valuation jusﬁ indicaﬁédo The income sacrificed by the
student in schooly, and his direct school expenées, are primarily investment
in future earning power, howevers; they should aocordlngly be counted in addl-
tion to wealth. (The using up of existing humen resources with the passage of

time should be counted as depreciation, as & partial” offset to this.)

As all the suggested 1mputatlons could be made with an acecurszey compara-—
ble to those now being made, by using prevailing wages for the services of
Ehe persons whose leisure is to be valued, it is surprising that little has
been done about them. One possible reason is the difficulty in handling those
year-to-year changes in "leisure" that are not eompérable,to the ones being
discussed here; €.g.y unemplcymenta.lf a worker is dismissed or léid off fram
his job, at a time when this.is happening to many oﬁhersg both the value to
him of the spere time this gives him and the wage he could expect to earn if
he persisted in seeking employment will be much Tecs than at a time of nor-
maly pProsperous employment_conditianso Similar problems exist in veluing the
time of workers on strike. Egually difficult problems are in Tact disposed
of in one way or another in the current national income estimates, however,

and presumably these could be also.
8. Some Complex Problems of ;mputation

The problems of iﬁpﬁtation that have been discussed so far have the
comparatively simble solution of comparing a nonmarket good or service with
an identical market ome, fo; purposes of valuaﬁiono Several other problems
of imputation exist that are not so eapily solvedy; usually because & direct
market comparison is difficult to find or is nonexistent. The solution in

principle to these problems is to meke indirect or residﬁal comparisons of

‘the values of other goods in association with-the thingé to be velued, or in

some cases to estimate what the relevent market comparison would be if it
existed. Examples of these problems are discussed in the next six subsec=

tions.

i ey
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(a) Instrumental Goods and Services Mislabeled as Consumer Goods and
services. Many goods end assrvices ars puriicssd by consumers, and are
counted &s consumption in the naticnel product estimates; that very well may
in whole or in part be instrumental goods and services yielding no utiiity.
For example, time spent commuting to and from work is not the same thing as
leisure time spent at home, or spent on a Sundsy drive, and the cash expenses
of commuting do not have the same effect on the consumer's welfers as money
spent on entertainment. In general it may be expected that a person would
accept a lower-paying job if it involved less commuting time and expense, and
was in every other respect identical. Direct evidence of this is the lower
level of rents and residential land velues in suburbs than close in to cities;
the person closer in must sacrifice income; in effect, by paying a higher remt
or a higher price for a house., Accordingly, commuting costs should be deducted
from income, and commuting time should be deducted from leisure, in whole or

in part.

Corresponding to this, the person who lives close in should have deducted
from the estimate of his true income the extra rent he pays in order to save
time and expense commuting to work. This extra rent does not represent addi-

tional satisfaction but is an offset to a saving in other sxpensed.

The difference in rents between the suburbs and the city will reflect not
only differences in commuting costs but other factors as well. These other
factor., represent a second exsmple of the distinction between instrumental
goods and consumer goods, which arises because some goods can be bought only
in bundles, not separately. Living in the city permits closer access to some
goods then in the suburbs and the country but also requires paying higher
transportation and distribution costs on goods originally produced outside
the city. Thus some prices of goods of a given utility will be higher, end
some lower, in the city than in the country. The balance is on the side of
higher cost in the city. (Alsoy the environment in the city is intrinsically
more pleasant than that in the country to some peopley; and Just the reverse

to others. See case (c¢) below.) Generally spesking, a peach or a tomato sim-
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ply cannot be bought in the city without ineluding some transportation and
distribution that they do not posssss on the farms where they are produced.

These differences in cost do not produce differences in satisfaction from
a given amount ‘of the good consumed; they are simply part of the cost of live
ing and working in one Place rather than in the othéio When a person moves
from the country to the city, he generelly earns a higher income; but this is
in part offset by the higher cest9 on balanee, of & representative bundle of ‘
identical consumer goods in ‘the city than in the eountryo This differenee in
cost ought properly to be deducted from the estimate of incomeo

(b)_Coneumer=goods Elemente in Conditions of Employment. Just as some
things labeled as consumer gouds are instrumental goods without intrinsic
utility, so also some inetrumental goods (eog,,‘human services as employed
under a partlcular set.of condltione) have a consumer=goods aspect that is
generally not accounted for. This is true whenever a Job had incidental bene-
fits for which the employed perscn would be willing to pay if he had %0. The
classic example of this is that of the Kaiser's lleutenamt It IP sald that
when the Emperor of Austria went to the opera, he was aceompanjed by one or
the other of two aides. One of then enjoyed "’ opera Vemy mueh, the othee de=
tested it. The first would gladly have paid for the eeeasione he was asked
to accompany the Emperor to the' -opera;. the second would have peid to avoid
them.

Similarly, many jobs have pa,r‘bicu? arly pleasam; or unpleassnt charac-
teristics., A moderate amount of job=eonnected travel to worthwhile places
would be considered by most peaple to be an edvantage; ‘continuous travel
probably would not. Some Jjobs involve unusual danger or other unpleasant-
ness, for which extra compensation must be paid to get people to do the job.
Some jobs include very obvious-elements of income in' kind9 such as restau-
rant meals and entertainment on an expense acconmtg (Some of this is slready
given an imputed value in the national ineome9 eog09 employee meals supplled

RS

by the employing firm as part of the wage, )

AT W i s n

b



= 23 =

(e) Investment-goods Elements in Conditions of Employment. Besides the
possibility thait a job offers ameniiies of a consumer- goods nature, there
is the possibility that it partly represents an investment to the person
holding it. This will be true, for example, if the job he holds has excel-
lent chances of promotiony or otherwise prepares him for an increase in in-
come, and where because of this he accepts a lower current income than he
could otherwise obtaln, This circumstence is essentielly the same as that of
the addition to wealth involved in education and should be handled in the
same way. (Here, however, & relatively smaell part of cne's potential current

inzome is sacrificed; rether than all or most of it.)

(d) Environment as a Good. Many aspects of the environment will make
one place more attractive in which to live and work than ancther. An obvious
example of this, frequently mentioned in discussions of incomey; is difference
in climate; in a mild climate less expenditure on fuel is needed for heating
homes and factories than in a cold climate; and people are more comfortable.
Another example, mentioned earlier, is the relative attractiveness of living

in the country or the city.

This does not necessarily imply, however, that an imputation should be
made for differences in climate and the like. A tendency for people and for
enterprises to crowd into the more attractive areas will be reflected in
higher site rents and hence included in national income. To the extent that
workers accept lower wages to work in the more attraetfve areas, this also
will be reflected in higher site rents or "profits" (which sometimes include

a rent element)9 as will differences in fuel costs.

One possible exception to this general rule merits consideration; how-
ever. Productive services are not generally mobile between countries, and
their prices are not "equalized"™ because of barriers to trade, so that a
comparison of income between the two countries mey need to take account of
differences in attractiveness of the climate (and other such factors). Here
the rents for properties comparable in every respect except the climate will
generally not differ by en amount that reflects the differences in advan-
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tages of living in the two countries; and an imputation would ideally be

made for this.

(e) Capital Gains end Speculation. Generaily speaking, it is desirable
to exclude from income any purely ncmipal changes in wealth due to changes
in the price level. That is,_realized capital gainé ére generally not income
arising from claims to current production and theréfamanot income in the
sense used here. However, some capital gains do arise from what is a produc-
tive activity, e.g., from speculation that transfers goods from consumption
at a time when they are plentiful and cheap to consumption at a time when

they are scarce and expensive.

This may be illustrated with an example using'two commedities A and B.
Suppose that the preducers of the%e commodities own fixed inventories to-
taling 1,000 units of each commodity, regardless of prices and the volume
of sales. When perlodmtomperiod price fluctuations (and fluctuatlons in sales)
occur, the exclusien of cepital geins implies that no entries w111 be left in
the income account that earise from capitallgains and losses on the invento-
ries. Over a series of perieds, it would not matter it they were, as long as
inventories are held constant and prices ultimatély return to their original
vaiues. In this case the totsl capital gain over the series of periods would
be zero, so that the only effect it would have on income if capital gains
were counted as net income would be that income would be redistributed among
periods. Total wealth would be correctly stated as unchanged for the series

of periods as a whole, in either case.

Now suppose that a successful speculator enters the picture, Mr. J.
Mr. J knows how to forecast the price changes of commodities A and By, cecur-
ring, say, because of foreseeable chenges in supplies of raw materials. In
period 1, suppose that eachﬁcommodity“s price 1is 1003 but Mr. J foresees
that in period 2 commodity A will sell at 133 and commodity B at 67. He there
fore bids up slightly the price of A; reducing its consumption and obtaining
some new inventories (additional to those owned by producers of A); and he

erranges with producers of B to lease from them some of their owned invento-
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ries, at a fee compensating them for deing without their physical presence
from period 1 to period 2, which he then sells at & slightly reduced price,
inducing their comsumpiion. If he does these things for 10 units of each
commodity, total inventories are uncharged, but are now maede up of 990 units
of B and 1,010 units of Ay both valued at (about) 100 per unit.

In period 2 Mr. J's price expectations are borne out., He then sells off
his 10 units of A, slightly reducing the tighiness of its supply and increas-
ing its otherwise constricted consumption, at a profit (capital gain). Since
the price of A is about double that of By he can apply the total preeseds of
sale to buying 20 units cf B, which is in plentiful supply, causing a slight
reduction in its otherwise increased consumption; 10 units of these he uses
to return to producers as per his "lease," and the other 10 ars aspproximete-
1y his profit in this period. As he expects prices to return to their orig-
inal levels in the third period,; he now leaszes and sells 10 units of A; as
he had done with B before, and he purchases 20 additional units of By both
changes producing changes of the same size in consumpticn. None cf these ac-
tions in period 2 slters the total of inventories, as velued in prices of
period 2; his totel sales for consumption of 20 units of A are just equal in
value to his purcheses and addition to inventory of 40 units of B. As a re-
sult of his sctions 990 units of A and 1,030 units of B are carried as in-

ventories into period 3, when prices return to 100 for both commodities.

At squal prices for A and By Mr. J can sell 20B to obtain 20A (alter=
ing totual consumption by these amounts). After returning the 10 units of A
that were "leased" to him by its producers; he owns 10 units of each com-
modity, which are his profit (except for his expenses;, which for simplicity.
I assume are negligible). Totel wealth has been increased to 1,010 units of
each commodity, and prices are the same as they were in perdod l. However,
vhen capital gains are excluded from income; each of his operations is deem-
ed to have maintained wealth constant. The wealth of each pericd was held
constant at the prices of that pericd; Mr. J's creation of new wealth ccour-
red only by virtus of his having transferred some consumption of each com~

modity from a period in which it was relatively plentiful and cheap to a



ﬁ26= -

{

period in which it Was.relativély searce and expemsive. Such transfers re=

sult in capital gains,

Similarly, Mr. J would have incurred capital losses had he bougth dear
and sold cheap;.and:there would be a"corresponding destruction of wéalth not
recorded in the income (aﬁd'product) accounts. The paradox would then occur
that wealth was reckoned %o have remained constant, in the calculation of net
income, yet wealth would be'léss in the third period_than in‘the firsﬁg valued

in the common prices of the twd'periodso

To the extent that wealth is created or destroyed by the transfer of con-
sumption from one period to thé next (ioe°9 by changes in inventories carried
over) this is oh = par with any other creation or destruction df wealth, and
ignoring it ought not to be cohsidered consistent with the maintenance-of-
wealth criterion for defining‘incgmeo On the otner hand9 apparent changes in
wealth arising from price changes affecting given (fixed) inventories are not
changes in wealth at a single set of prices, such'as current prices. 1t has

been shown, however§ that these two statements are contradictory.

The problem posed by capital gains would seem to be the more complicated
because in practice there is no way to distinguish between speculation and
the holding of stocks. to facilitate current production. Producing enterprises
do in fact vary the quantities of stocks held, thinking of it not as specula
tion but as prudent mamagement. In general,'if theif foresight is eom?arable
to Mr. J's,ythey will vary stockég end ceuse consumption to vaiy, in sub-
stantially the seme way he doeé;_consequently capital gains from successful
speculation will be associated with purely nominal.capitel gains and will
be indistinguishable from them in any specifié instance.

Finding s solution to this problem requires some reflection on the meas-
urement of changeé in wealth. Apart from a physical addition to wealth; a
change in the total market valqefgf existing:wealthvgay occur (1) because of
a change in the general price ievél_of cousumer gopds9 (2) because of a
change in the rate of,interéstvand in the margingl pfoducgivity of capital,
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(3) because of a change in the relative prices of consumer goods. There is
no question that a change in the market value of wealth due to a change in
the general price level of consumer goods should be excluded from income and
from addition to wealth in current prices. It is also clear that a change
in the market value of wealth due to a change in the rate of interest should
be excluded from income., If after a cartain point the marginal productivity
of capital falls sharply, the community is definitely worse off, and in a
relevant sense has less wealth, then if the marginal productivity schedule
for capital remains high, being otherwise identical over the range of the
existing quantity of capital. Since in the former case the market value of
vwo1th would rise because the rate of interést would fall, and in the latier
case it would not, counting the rise in the market value of wealth in the
former case as income and addition to wealth would be highly misleading and
inappropriate. All that remains to be considered;, therefore, is a change re-

sulting from a change in tme relative prices of consumer goods.

Such a change is what was involved in the cases of commodities A and B,
in which Mr. J speculated. He had altered the composition of inventories to
ward a relative increase in the amount of that commodity whose relative price
was about to rise, and a reduction in the amount of the one whose price was
about to fall. The subsequent change in relative prices, operating on this
change in inventoriesy; increased the total market value of wealth. (The ex=
ample was set up in such a way that the suppesed change in relative prices
would have produced no change in the totel market value of the original in-

ventories existing before his interventiono)

Now consider the more general problem of whether a change in the market
value of wealth from this cause should be considered a true change in wealth,
valued in current prices. Suppose that for entirely fortuitous reasons a
capital-intensively produced commodity, commodity C, rose in price from 100
to 133, while commodity D, produced with little capital, fell from 100 to 67
When both commodities originally had the same sales volume by value, a base
period weighted price index would be unaffected by this change. Since C is
produced more capital-intensively than D; however, the value of wealth would



change.

In the case,.the result;is,eﬁtirely reasonable-if we consider the change .
in wealth to be a genuine chsnge. If the community is fortunate enough to
have relatively: mueh capital. tied up- in the- produetion of a commodity that
has become more scarce and valuable9 end relatively 1ittle tied up in the
production‘of a eommodity that has become more plentiful_and cheap, then its
total capital will in fact generate more income than before.. There is no par
adox in letting this changeain-weélthube counted in. income and addition to
wealtho T I A S

In fact, where the changé in relative prlees has been unexpected9 the
changes in marketable wealth w1ll be offset by oppos;te changes in other re
sources. Where educatl@n,and @ther net addltions to human produ@t1v1ty are
accounted for in income and addlﬁion o wealth9 as 1t has already been sug=
gested that they should be, the relatively larger losses of income suffered
by noncapital resources (which are uged relatively much in the production of
commodity D, since by hypothesis it is the oppositeof capital-intensive)
should be fully'refleeted-in;income‘andvin_addition to wealth in a way ex-
actly symmetrical to .the treatmenﬁ of capital wealth. Wholly unexpected
changes in relative prices would therefore produce no dhange whatever in the
total of all kinds of wealth;:if all;kindsiofffesources are ﬁreéted sSym-
metrically in the ways*thatfhave be§n suggestéd:ﬁe@e@l

Therefore the only time that a change in total wealth will result from
a change in relative prices w1ll be when resource patterns have been dea
1iberately altered.inmantieipatigg of ity as.in the ease vhere Mr. J took
a long position in oné commodity and sold the other one short. It follows

B 5
ey

l) This discussion ignores national geins and losses from changes in the

© terms of tradeé in’ international exchange: Such changes will create cap=
ital gains and losses that quite properly - -should.be counted in national
income, and they would be under the rule suggested here°

s . R S e
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that an appropriate way to distinguish between nominal capital gains and
those that should be counted as income and addition to wealth is to include
in the latter only those capital gains that result from changes in the re-~
lative prices of consumer goods, and in the former those that result from
changes in the general price level of consumer goods and from changes in the
level of interest rates. Similar treatment is indicated for geins and losses
in velue or in prospective income-generating power of other resources, such

as land and human resources.

(£) Conventional Goods, Differences in Tastes; and Interpersonal Sub-
jective Zffects of Consumption. It may be said in anticipation of the next
section that most problems of valuation and imputation are solved by teking
values at the margin, given the quantities available. These values at the
margin apply uniformly to all persons and enterprises engaging in transac-
tions in the goods involved. Values attached to "intramarginal® or "extra-

marginal" units are not considered.

Aipossible exception to this rule concerns goods consumed by convention-
al necessity, where the consumer himself in some cases gets no satisfaction
from them. A man may not particularly enjoy being clean=shaven; for examp1é9
but feels he has to be. In a society that was wholly indifferent about this,
some men would take the trouble to remain clean-shaven and some would notj;
for the latter, the time and out-of-pocket cost absorbed by shaving are in-
strumental goods to other people’s consumption rather than consumer goodsy
and should ideally be deducted from’ their estimated net incomes.

One might here argue the contrary view that the prevailing convention
should rule as to whether a good is intrinsically desirable or not. If most
people in the community feel definitely better off when nearly all the men
are clean-shaven than when they are not, then it adds to consumer utility
for a man to shave whether he himself likes it or not. In so far as being
clean-shaven is required for this job it would be double counting to treat
his shaving as a consumer good, just as it is double counting to count as

consumption the cost of commuting to work. The hendling of this case has
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been outlined in case (a).

A more serious objection is that it is hard to distinguish between cases
where we conform to custom gladly and those where we do so withdux enthusiasm.
The distinction can be made in princlple9 however9 in terms of what we would
do if other people were wholly indifferent about our choices regarding the
gocd in question. Many examples of this-are familiar%tovall of us, of which
the problem of "keeping up with the Joneses” is only one of the most talked

about .

From thé standpoint of positive economieég_thére is little difference be
tween cases where one person's consumption papterg_attracts other peqple”s
approvalhor disapprovalvfor the subjective meésons of custom and tastes, on
the one hand, or for more objective and uni?grsaliywagreed-reasonsg en the
other. For example, little or no economic basis gamqu found for distinguish-
ing between most people's unfa?orable meactign to the nuisance caused by jet=
engine noise around an airport gnd gomg_peoplg“s disappruval of jet air trav-
el because they think it wicked and‘unna$Ural.to'trBVel so fast. Again, the
ill feeling some peopIe?get'in'a crowded elévatarhif sevéral men therein are
smoking cigars is not economlcally distinet from the irritation some people

feel when thay see a women smoking a eigarette Whlle walklng down the street,

R w -

In many cases, externa;feebnqmies‘and disecqnomies of production and
consumption are automatiealiy‘réflecte&'in fhe'ﬂa%ional income and product

estimates. Jet noise around an airport or the smoke emitted from a factory

"~ ¢ends to depress surrounding property values and rents9 an attractive pub-

~1ic¢ park will tend tO'raise-surrounding'property values and rents. Here the
changes in rents translate’ into measured income the external economies and

B

diseconomies involved.

External economies and- disééonomies of conSumption connected with dif-
ferences in tastes, social custom and the like are not translated into meas
ured income in many casesy: however. The costs to an indlvidual of grudging

conformity, .end the costs to others and himself;when he does not conform;
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are generally not reflected in income because the community and its merkets
do not offer altermative places to live and work in sufficient variety for

everyone to escape the costs or to translate them into higher and lower rents.

An accidental exception, in part, is the consumption of alcoholic bev-
erages and tobacco. Since the consumers of these goods tend to have mixed
feelings about the benefits of doing so, and since their consumption attracts
vigorous disapprovel from a very vocal and effective minority, legislatures
have found it politically easier to levy excise taxes on alcoholic beverages
and tobacco than to levy other taxes, such as income taxes. By chance, for
cctirely arbitrary reasons, excise taxes are not included in national income
and in net national product "valued at factor costs"; an increase in excise
taxes offset by a reductiom in income taxes therefore reduces the 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 this
particular external diSeconomy of consumption is translated into the measure
of national income. (Similar reasoning does not apply to most other excise

taxes, however. )

If some external economies and diseconomies are automatically trans-
lated into differences in income, a case can be made for imputing values
to &all of them and adjusting income accordingly. This is not a proposition
besed on ethics but one that follows from the desirebility of consistency in
the treatment of essentially similar things. It might or might not be thought
ethically significant that carrying out these imputations would result in
showing lower economic welfare where social pressure and intolerance in eco-
nomic matters (e.g., consumption) are present than where they are not, for
given differences in tastes (or where differences in tastes are considerable,

for given patterns of social pressure and intolerance).

-

(g) Summary, Further Remarks, and Conclusions on Imputations. A great
meny things, both tangible and intangible, have the characteristic that in

their presence either people are willing to sacrifice income or they require
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additional income. In general, this provides & basis for placing a value on
these things for measurement of true income from thé point of view of e@onaé
iec welfare, If two jobs aré similay in evexy‘releVQnt respect except the one
aspect whose value is %o be estimated (s&@h as commuting time and cost)9 the
difference in wages for the two jobs provides us with an estimate of the val-
ue of this aspect as an advantage or disadvantage of ‘the job which has it.
This is a residual method of estimationo

x

Direct estimation is pgésible_onlyfwheré’the"thiﬁg or aspect to be val-
wed is sometimes bought znd séld in its own right, &s for example is the
¢ase with the rental valuéﬁbfiewneruoccupied homes and food pr@duced‘ana~cog
sumed on farms. (An anbitraﬁy valuatibn‘that séemS'féasenableg.but has no
market basis, may also be made, as is the case with the imputation for finanm
cial intermediariesa) ‘Residusal estlmation makes possible ‘a whole range of
imputations that could neot therwise be" carried out9 bécause the things to
be valued are in the nature of the case tied as c@mplements to other goods

and serv1ces.

>

'
-4

Direct estimation is possible for the valuation of transportation and
distribuxion and some other cases of ihstrumentél:goods now counted in con-
sumption, some cases of consiimer goods that ‘are part'of the conditions of
employment, and true economic depreelation° Residual imputation is required
for most instrumental g@ods now ceunted in eonsumption and for most consum-

er and 1nvestment goods that are part of the eonditlons of employment°

Hore complex lmpuﬁatlon procedures are required for the income ‘element
of cap1ta1 gains., The steps in estimating the income element of capital
gains, after adequate. -ad justments have been made for true econcmic depre-
ciation, would be (1) to deflate the proportionate ehange in the market val
ue of previously existing wealth~by_the_propgrtiogate change in.en appre- .
priate index of the prices of consumer goods; and (2) to deduct from the re
mainder the total change in-eapital values that is the result of a change
in the level of interest ré%es;vfhe balan@e femainiﬁg after these adjust-—
ments is the true income and addition to wealth element in capital gains.
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A1l the imputations mentioned up to this point in this section have the
element in common that existing market prices are to be used as the basis
for imputation. This is the rule generally followed in the national income
and product accounts, and in other cases where the total of a product or
class of products is to be valued. That is, every loaf of a given kind of
bread sold under given conditions is valued at the same price (the price at
which it is sold), even though, for example, if less bread were sold that
smaller amount would command a higher price. In doing it this way we ignore
consumers! surplus and producers' surplus and value everything at the mar-

gin.

There is no pretense that even approximately this procedure measures the
contribution to income end product of each good and service on an all=or-no-
thing basis; that is, the procedure followed tells us rothing about how much
better off we are to have a given good or service than we would be if we did
not have any of it at all. Indeed, trying to measure this latter all-or-no-
thing value would be pointless as far as income and product accounts are
concerned. Although we would be willing to allocate more of our incomes to
any one product than we now do, if necessary, in order %o avoid going with-
out it altogether, we could not possibly simulteneously allocate a larger
share of income to everything (including additions to wealth) at once. As
income and product must add up to the same total, the only problem is how to
allocate it among its component parts. The marginal rule, i.e., valuation at
market priceé, is far and away the simplest one to follow and is the only one

worth considering in most cases.

A possible class of exceptions consists of those cases where an all-or-
nothing situation does exist, that is, where the market does not afford
everyone the opportunity to buy as much or as little of a good or service
as he likes. In such a case valuation at the price he psys is actually in
conflict with the marginal rule, since the price he would be willing to pay
for a little more (or would accept for giving uwp a 1ittle) of the good or
service is significantly different from the average price paid for the a-

mount bought. Here the argument in favor of the marginal rule is an argu-
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ment against the use of market price; and consistency in the overall method-

ology calls for an adjustment for the discrepancy.

The most important example of this kind of thing arises in connection
with external economies and diseconomies of consumption and with the unmeas-
ured consumption element in different environments. These are identical pro-
blems from an economic point of view. We wish to place a value on a differ-
ence in climate, be it social or meteorological, where the community and its
markets do not afford the opportunity to make unlimited choice among the
alternatives considered. It offers only a relatively small range of all-or-
noshing bargins. Hypothetical controlled experimentation, which in practice
means an arbitrary "reasonable" valuation, or possibly extrapolation of val
ue differences from actually available alternatives, offers the only sclu-
tion. Methods as tenuous as this are already employed in some parts of the
income accounts; in particular the imputation for financial intermediaries
has much in common with the problem now under discussion. Where this is done
the problems and magnitudes involved can always be openly stated, so that
those persons dissatisfied with the procedures can rework the data to their

own specifications.

If all the imputation suggested here were made, national income and prod
uct would be reported as a larger figure than is now the case, primerily be
cause of the imputed value of leisure. A way of keeping this within bounds,
without sighificantly affecting the meaning of the results, would be to make
the allowance for leisure by adjusting actual employment to a standard work
week, such as forty hours. For all persons with less than forty hours paid
employment per week, such as most students and housewives, an imputation
would be made for what they would have earned if they had been paid for forty
hours work per week. For all persons working more than this, a deduction fram

income would be made for the imputed value of the leisure lost,

The overall result would be a national income and product total only
moderately larger than the one calcualted by present methods, say about 40
to 50 per cent larger. This would have no very great significance by itself;
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it would merely make explicit the mental adjustments and qualifications we
now make on ordinary income figures. It is the changes in income over time,
especially the decade-to-decade changes, and the international and inter-

regional comparisons that would be significantly affected. Comparisons of
economic welfare of several different kinds would become more accurate and

meaningful.
9. Permanent Income and Production Potential

The distinction between permanent income and current income, and be-
+vreq *ke corresponding production concepts, is illustrated by the Biblical
story about the seven good years and the seven bad years. A community with
leaders gifted with foresight stored up grain during seven years of unusual
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 years, unusually low in the second seven.
Because of their foresight, however, the community's leaders were under no
i1lusions about the level of living they could afford to enjoy while the

harvests were good.

During the years when they were storing up grain, their tangible wealth
was increasing; but their true wealth position was not improving because
the coming crop failures were getting ever nearer as the supplies increased.
From a long-run point of view, therefore; their production potential and the
amount they could prudently consume were no higher during the seven good
years, nor any worse during the seven bad years, than at other more normal
" ¢imes. It can be said that their permanent income and production potential
were constant over the whole period. It can also be said that their true, or
permanent, wealth was also constant, except in so far as they may have made

additions to wealth that remained after the seven bad years.

Assuming its consumption followed the same pattern it would have follow-
ed had all the years' crops been about average, it can be said that this
community’s addition to wealth was no different, year by year, from what it
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would have been in that case. Apart from transitemy changes in consumption,
the delimitatlon of the permanent component of total current income is
equivalent to the delimitatien of the permanent component of total current
additions to tanglble weal?h,__

This deiimitation is genefelly not so easy as in the example of the sev-
en good years end seven bad years. Our foresight'is not as good as was that
of the community leaders in that anclent example9 a congiderable range of
uncertainty surrounds our estimates, as indiv1duals and as a community, of
how much we can expect %o .earn and produce in the long run. To the extent
that we wish to base our consumption on our long-run prospects rather than
on our current income, however, we are obliged te make the best estimates
that we can. It is evident from actual experience that people are making
these estimates and are determining their consumption accordingly; to the
extent that this is truey it helps to explain actual consumption behavior if
we can successfully estimate what they estimate their permanent incomes to

beo

The use of the adjecti#ei"permenenﬁ" for this concept of income does not
imply that estimated permanent income never changes. Permanent income is the
estimate at any given:moment ‘of long-run ineqme potential, given the resourc
es available at that moment,.lneéme inftnisisense~;s the maximum rate of con
sumption that could be mainteined permanently;faﬁdzif one does not choose to
consume at this maximﬁh“ratégiehdesing to edd'to*weaith>i§stead9 this in-
creases the permanent’ income of future periods. Besides such deliberate, in-
tentional “changes-in permanent incomey changes;dcéhr:because of revisions in
long-run expectations, -as. a result of neﬁ”eﬁd,ﬁnexpected experience.

-For example, a farmer~ﬁiii~geherally«h%ﬁe»eefeirly accurate idea of the
crop yields he can expect. to get. from his land on the average. He is able
to recognize an unusually good or bad year for what it is and will in gen-
eral let such a year be. reflected much more 1n’hle additions to tangible
wealth than in his consumption. A series of very good or very bad years,
compared with his previous expectation, will probably result in a revision

o
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in his expectation, however. He is unlikely to be so sure that the climate
never changes, and that his understanding of the climate is so perfect, that
his expectation is completely unaffected by experience. Similar remarks apply
to the estimates other people have of the long-run income potential of the

claims and resources they possess,
10, Imputations in a Framework of Permanent Income and Production

The basic distinctions between consumption goods, instrumental goods,
and net additions to wealth apply equally within a framework of current in-
ccqe and one of permanent income. The nature of the imputatioms that should

be made will also be exactly the same within either framework.

At the same time, the distinction between current and permanent applies
equally to each class of income account. Some items of consumption and some
instrumental items are part of a permeamnent, or long-term pattern; others are
transitory and are recognized as such. In a framework of permanent income
analysis, the components of income and the imputations made %o arrive at them

should include only their permanent parts and not the transitories.

For example, the cost and time absorbed in going to and from work is
greater if the main highway one uses is torn up for repairs. If in a short
while the repairs will be completed and the highway improved compared with
its previous condition, this cost will fall below its previous value. Accorg
ingly, this temporary inconvenience is not a deduction from permanent income;
on the contrary, the prospect of the successful completion of the repairs im
plies an increase of permanent income over what it was before the repairs
were expected. Similar remarks apply to other imputations, and to other parts

of the income accounts.

To some extent the imputations that have been suggested in the previous
sections would tend to reduce the aggregate transitories in income and con-
sumption. For example, the suggested adjustment for variations in leisure
would remove from calculated income a transitory increase due to the accept-

ance of temporary overtime employment; and it would remove at least part of
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¥
the transitory fall in income due to unemployment in a temporary recession. .

This leaves transitory elements in the composition of income and consumption,

however, which for some pﬁrposés it would be desirable to remove. (In any ‘
case, some important transitories would remain in the aggregates, such as

crop fluctuations.)

Many, if not most,; of the imputations considered here would show very
little fluctuation from year to year in the nétional aggregates, because
transitory elements in them for different individuals would mostly cancel
out. Exceptional circumstences do not always cancel out, however; a whole
society can have exceptiomal circumstances in this as in other matters. A
major flocd or other natiomal~diaetér would no doubt entail exceptionally
high transportation costs=the costs of getting food and supplies into the
stricken areas. A war will have many transitory effects; on imputations as
on other things: there is heavy and costly migration of people to new jobs,

4

more women enter the labor force9 end so on. .

Similar but not identicél.remarks apply to the directly measurable com=
ponents of the national income accounts. For t@e mogt part it is preferable
t0 regard consumption as being determinedisoleiy-by people’s estimates of
their long-run income positions. To the extent that -this is true, ali con=
sumption is permanent. An 1nd1vidual“s consumption ‘pattern is not always
completely stable, however, even wnen his income position remains in agree-
ment with his expectations. He may save for a long period in order to fi-
nance a long and expensive vacation.tripg”or-he may take a temp@ramy job
under very attractive conditions (édnstituting a kind of consumption) at a
low salary, expecting’to-mske up the loss of incomé:later in his regular em

ployment and maintaining his tangible consumption at its previous level.

Thus consumption can have a transitory component also, unrelated to
transitory or other changes in income., This is unlikely to be of any sig-
nificance in the naticnal aggregatesy, but it will sometimes be impertant

"
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for smaller groups and for individualso1

1l. Permanent Income as a Practical Working Concept

The measurement of current income, discussed in previous sections, pri-
marily presents problems of statistical method and imputation; the measure=
ment of permanent incomey; on the other hand;, primarily presents problems
of inference. Although in principle we might imagine a direct measurement
technique for permanent incomey, such as experimenting to find the incomes
people would accept under long-term contract in exchange for their existing
»recpenteg in practice it must be inferred from objective information about
past and present values of current income and about consumption behavior.
The past behavior of income, including the typical patterns it follows over
a person's lifetime, is the best information a person himself generally has
about his long-term prospects; it is also the best information the outzide
observer generally has. Since different people will conclude differnt things
from the same information; their consumption behavior also provides evidence

on what they consider their long-term income prospects to be.

Proceeding in this indirect way necessarily required taking some propo
sitions for grented; that isy, it requires making arbitrary assumptions. In
particular, some assumption must be made about how observed variations in
consunption are to be interpreted; for example, one may choose to assume
that all variations in consumption either are the result of variations in
permanent income or are random (unrelated to any observable variable, such
as transitory incomes). The arbitrariness of this procedure, and the un-
certainty it implies concerning the true evaluation of permanent income,
can be narrowed down by, studying a wide range of different evidence on in-

come and consumption; but it cannot Ee eliminated entirely.

1) Purchases of consumer durable goods are undoubtedly correlated with
transitory income; however, these purchases should properly be con~
sidered a part of investment.
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This discussion implies, among other things, thaf current income as or=-
dinarily defined is an essential part of eccnomic analysis, even where per-
manent income is the relevant variable. Accurate and conceptually sound
measurement of current income and of its components is a prerequis1te to
even approximately accurate and conceptually sound measurement both of per-

manent income and of its gomponentso Permanent income and the corresponding

concept of permanent productlon po’sentzal9 are interestlng not because they

simplify measurement problems (gust ‘the opposite) but because they aid the

interpretatlon of economie behavior.
12. Concluding Notes: Money Income and Real Income

The preceding discussion has been concerned with the problem of how to
define income and to measure 1ncome in such a way as to make differences in

income correspond to real differences 1n economic welfare. The discussion

has concerned points having to do both with_comparisons between individuals

and groups in different cireumsténegs or locations at the same point in time
and with comparisons between the same individuals or groups at different
points in time. | -

For completeness this discussion must inelude some further mention of
changes in the géneral price_lével‘overvtimeq Even if the problems for de-
preciation accounting created by chénges in the price level ané'appropriatg
1y disposed of, ehangeé-in income o#eritime:will'in’general represent the
combined effects of changes in real economic¢ welfare and nominal changes
due to ¢Hanges in the price level, For many'purgnsés it is useful and de-
sirable to separate the two kinds of changes.

Accordingly, it is n?qéssanf‘to devise a meéSure‘of.mbvements in the
general price level, or aitérnativeLy to devise a direct measure of how in
come would change if the general price level did not change. Either of these
procedures implies a decomposition of changes in income into the two compo
nent parts, the real changes and the nominal changes. A direct measure of
oné of the components implies the other a&s a residual, when the tetal/ehange
in income is known.

Aak
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. The procedure usually followed in this conneotien is to divide meas-
ured income by an index of the gemeral price level. (In_thewcase of Real
Gross National Product of the United States, this Operation;is performed sep
arately on consumption, investment, and so on, and the resulting estimates
are added to give the total. This is an 1ntermedlate proeedure between the
two alternatives Just mentienedo) The cogstruction of such an index poses
problems of its owny, of coufse; these are'outside the Scopefof the present

volume,

It should be borne in mind that for the most part when we talk about

chenges in income we mean changes in real economic welfare,  not nominal

- changes resulting from chenges in the price level. At times; however, the
‘contrary is true, and it is important to specify what we mean. Usually the

~ words ¥production” and "output” are taken for granted as referring to real
magnitudes, but "income" can be teken in either sense. For clarity, one can
either refer consistently to real income, where that is what is meant, or
assume at the start of;e discussion that the general price ievel remains con

stant§ s0 that changesfin money income are real changeso
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