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RELAIION OF THE DIRECTORS

TO THE WORK OF THE NATIONAL BUREAU

OF ECONOMIC RESEARCH

I. The object of the National Bureau of Ecotoniic Research is to ascertain
and to present to the public important economic facts and their interpretation
in a scieiitihc and iInl)artial mantier. The Board of Directors is charged with the
responsil)iiity of ensuring that the work of the Bureau is carried ott in strict con-
fortuity with this object.

2. lo this end the Board of l)ircctois shall appoint one or more Directors
of Research.

. lite Director or l)ircctors of Research shall submit to the IfleIIll)erS of
the Board, or to its ExCLLItive Committee, lot their formal a(lOptwn. all spetilic
proposals concerning researches to be instituted.

4. No study shall be published until the Director or Directors of Research
shall have submitted to the Board a summary report drawing attention to the
character of the data amid their utilization iii the study, the nature and treatment
of the problems involved, the main conclusions and such other information as in
their opinion will serve to determine the suitability of the study for publication
iii accordance with the principles of the Bureau.

. A copy of any manuscript proposed for pttldicatioi shall also be sub-
mitted to each member of the Board. 11 publication is approved each member is
entitled to have published also a meniorandum of any dissent or reservation he
may exprmss, together with a brief statcmnemit of his reasons. The publication of a
volume d.jes not, however, imply that each member of the Hoard of l)irectors
has read the manuscript anti passed upon its validity iii every detail.

6. The results of an inquiry shall not be published except with _he ap-
pt-oval of at least ii niajority of the entire Hoard and a mwo-thirts majority of all
those members of the Board who shall have voted on the proposal within tIme
time fixed for the receipt of votes on the ptll)liCatiOn proposcri. The limit shall
be forty-live days from the date of the submission of tIme s% nopsis ami(l muantiscript
of the proposed publication unless tIme Board extends the limit; upon the re-
quest of soy member the limit may be extended for not more than thirty days.

.
A copy of this resoltmtiomi shall, unless otherwise (letermnined by the

Board, be printed iii each copy of escry Bureau publication.
(Resolution of Oct"ber 25, 1V26, revised February , iqi;)
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PREFACE

i'u is third vol unie of the series, Si udies in lucy inc 1111(1 Wealth,
is in significant contrast to the preceding two. Every paper in
this volume is concerned with problems centering about the
division of a national totalof either wealth or incomeinto
meaningful constituents. The first three papersby C. L.
Merwin, Jr., Charles Stewart. and Enid Baird and Selma Fine
deal with the division of the total among groups of income recipi-
ents or wealth holders classified by size of income or amount of
wealth owned. The fourth, by R. W. Goldsmith, is an attempt
to estimate the portion of total income that is saved rather than
used to purchase goods currently consumed. Clark Warburton's
paper is a review of the available allocations of income by the
kinds of goods and services that make up the total income stream,
and a plea for better measures in this field. R. R. Nathan con-
siders the problems involved in allocating the total income of
the nation among political units, the states, and P. H. Wueller,
the usefulness of such an allocation for the pniose of measuring
relative capacities of the states as a guide in distributing federal
grants.

The papers in Volumes One and Two, on the other hand,
were devoted primarily to probkns centering about the mean-
ing and measurement of total national wealth and income. None
took as its specific and main problem the allocation of a total
among its constituent elements, although all the papers reiterate
the need for breakdowns of the totals and clearly recognize that
the possibility of evaluating the components is largely responsible
for time usefulness of the estimates of the totals. But even those
papers and comments that deal almost exclusively with segilicilts
of the totalsfor exaniple, the series of papers (in income de-

vil
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rised from government or the discussion of
measuring inventorygains or losseswere concerned with these segments not pn.manly because they were important in their own right but ratherbecause they presented baffling problems of estimation thatneeded to be solved to improve the adequacy of the totals.

This shift in emphasis is both understandahk
and desirableThe preceding volumes have by no means reconciled the diser-gent opinionS concerning the constitution of national income,or of that as yet little quantified total, national wealth, and theprobability that further discussion of these points in later vol-umes will be needed is fully rccognized. But they have served thtfunction of laying bare the nature of and reasons for the diver-gencies, of setting forth the border areas where disagreement issharp, and of making explicit the assumptions concerning them.We can now formulate, as we could not. so dearly before, threemajor questions about the constitution and measurement ofnational income on which there is a fundamental division ofopinion: first, whether capital gains and losses should be in-cluded in the income total; second, whether the net value prod-uct of illegal enterprises should be included in the income total;third, how the services rendered by government should bevalued.

Capital gains and losses reflect changes in the value of assetson hand at the beginning of the year that arise from unantic-ipated changes in their quantity or quality. Such alterations inthe valuation of assets may result from price changes alone, orfrom actual physical changes in durable goxls (for example,through fire losses) or from ihanges in our knowledge of them(for example, through discovery of mineral resoul-ces). Quanti-tatively. capital gains and losses due purely to price changes aremuch the most important aspect of' the problem; conseqUefltlythis summary is restricted
to gains and losses (If this type. Diver-gent views as to whether they should be included in nationalincome have probably been responsible for wider discrepanciesbetween estimates of year-to-year variation in national incomethan have divergent views on any other class of items. Threepositions as to the proper treatment of such capital gains andlosses have been held. One position is that they should be ex-cluded from income in both 'current' and 'constant' prices; a
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PREFACE ix

second, that they should be included in income in current
prices but should be eliminated when income is adjusted for
price changes; and the third, that income in both current and
constant prices should include capital gains and losses, in whole
or in part.

The disagreement with respect to income in current prices
hinges on a difference of opinion as to which concept is most
useful. Those who favor the exclusion of capital gains and losses
think that national income in current prices will be most useful
if it is a measure of the value of a flow of commodities and serv-
ices rather than a measure of the flow of monetary values. They
would define national income in cm-rent prices as the current
value of the goods and services consumed pitis the current value
of the change in the community's 3tock of capital and thus would
exclude both realized and unrealized capital gains and losses
arising from price changes. Some of those who hold the oppos-
ing view argue, on the other hand, that national income in cur-
rent prices has primarily a monetary significancethat logically
it should he defined as equal to the 'values' consumed by or ac-
crued to the credit of the individuals constituting the coinmu-
nity. This would mean that national income would be defined
as equal to the value of the goods and services consumed plus
the change in the value of the community's stock of capital and
thus would include both realized and unrealized capital gains
and losses. Others support the same position for somewhat dif-
ferent reasons. Although granting that capital gains and losses
do not add to the total value of the flow of comnudities and
services during a period, they maintain that such gains and
losses do affect the share of the total to which component groups
in the community can lay claim, and hence should be included
at least when problems dealing with the distribution of national
income are considered.

The practical aspect of the question, namely, whether capital
gains and losses cao be objectively measured, though outstand-
ingly important, does not contribute unambiguously to a solu-
tion. Some types of capital gains and losses, such as those arising
in connection with real estate and investments, are to a con-
siderable extent separable in the accounting data used for income
estimates; their inclusion in national income means adding
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items, the measurctueiits of which itlay be inaccuratc. However,
other types of capital gains aid losses, such as those arising in
Connection with inventories, are included in the raw (lata on
which income estimates rest and can be eliminated oiil' b sith.
tracting estinites of them from a 1)iesLimabIy more iiearly accu
tate total.

The disagreement with respect to income iii constant prices
arises from divergent views as to the price changes for which
correction should be made. One view is that 1uco111c in colistalit
prices' should be deflned as eqw alent to an index of the physical
volume of commodities and services pi'oduced. Ibis would re-
quire correction for chiatiges in specific pri('es that would of
necessity eliminate all capital gains and losses, at least in a
closed economy. Deflation by a general pFl('C index is [lien merely
an indirect method of approximnatii an index of physical 'ol-
time, and any failure thereby to eliminate capital gains and losses
is to be counted an error. The other view is that it is (lcsil-al)lc'
to correct solely for changcs in the 'general level of pl'ices o in
'purchasing power', but not for changes in specific prices. Ac-
cording to this view, deflation by a general pice index yields,
conceptually, the desired figure and not an apj)roxinlation:failure thereby to eliminate all capital gains and losses is con-sidered a correct and poper result. All parties to [lie coifli oversvagree on the importance of lfleastlriiig capital gains aiid losses;the division of Opinion is on the advisability of including the
resultant estimate in the natio,iil income total.

A second major Issue 111 Connection With the dcli nit li 11 of total
national income is 'vlictliem- to include the net "ahic l)rocluct ofillegal entcrpi-isc's. Those who woul(l include act i'ii ies such asbootlegging during the prohibition era urge as a prinipal reasonfor so doing that inclusion only of legal items would invalidatecomparisolis of income estimates for periods d tn'i ng 'li ich t lielegal status of any important type of activity has changed. Theynote also that illegal enterprises emnpI' tangible national wealthand human labor as legal enterprises do and that the net-value-product formula is equally applicable to their accounts. Thosewho advocate the exclUsiot of the products of illegal enterpriseshave urged that the line between legal and illegal enterprisesrepresents the judgment of the fOflImujfliy as to which enter-
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notably farm products consumed on farms and net rental valueof houses occupied by their owners. These, however, may hevalued at rices at which comparable items are actually sold;
but this method is not considered practicable for most govern.
ment services because closely comparable services are rarel)' soldon the market.

Proponents of an imputed valuation for governmfl[ servicesfrequently rely upon an estimate of the cost of or otitlays upon
such services to obtain an imputed value. They urge in favor of
such a procedure as a substitute for tax receipts that tax receipts
are a mere money flow, the year-to-year changes which haveno necessary relation to year-to-year changes in the value of gov.eminent services. They further urge that if year-toyear (or
month-to-month) Comparisons of governnwt net-value_productare to be naade, an imputed valuation is necessary if misleading
results are to he avoided.

Whichever view is accepted, there menial ii five important ques-tions regarding income derived from government that bare
caused a good deal ofdiscussion. The first three have to do withthe distrjbutj'c shares into which the net-value_prochimc.t of gor.ernment can he divided. (i) Are such payments as those to relief-work employees properly distributive shares or are they really tobe classed with direct-relief payments as redistrit)utions of in-come? (2) Vhat part, if any, of paymentsbelongs to the primary distrjbutimi of income, and what partrepresents a redistribution of incollle? () What djstrjljtitiveshare for governnie if any, corresponds to additions to or With-drawals from surplus for corporations? (-i) Is it feasible andnecessary definitely to apportion the value of government serv-ices as between services to other enterprises and services to ulti-mate consumers? One view is that such a segregatiosi (if govern-ment services is not feasible without making violent assumptionsthat render the resulting estimates vorthless that in most gov-ernment activities, services to individuals and to business areinextricably interwoven Against this view stands an actual sta-tistical attempt at such a segregatjoii and the conftflti(,1I that anyestimate of national income necessarily imilplies segregation. (5)Can the

net-Value.product of goveI'x)i1; he dctermiyied with-out knowledge of the inciden(-C of taxes? Sonic have contended
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PREFACE

that it is necessary to distinguish between those taxes which fall
upon ultimate consumeis and those taxes which come out of
business profits or some other distributive share in order to esti-
mate the net value product of governme'it.

This summary of divergent opinions i obviously not intended
to be exhaustive with respect to the considerations advanced on
the three items discussed, the items on which there is disagree-
ment, or the contents of the preceding volumes. Problems of
measuling income in kind from owned COnSUmCI goods and
property income derived from financial enterprises, two items
of considerable quantitative importance, and the usefulness of
the end products of statistical estimation have been discussed at
some length by the contributors to the volumes. Similarly, the
treatment and definition of such items as gifts, occupational ex-
pense, income from abroad, entrepreneurial withdrawals and
business savings'especially with respect to unincorporated
enterprises; and the meaning and techniques of deflation have
been the subject of discussion, controversy, and disagrecmen.
Finally, there has been a divergence of opinion on the value of
giving wealth inquiries a prominence more nearly equal to that
given income inquiries. The most extended discussion of wealth
measurement was incidentally an argument that income incas-
urement is more worth while than wealth measurement. While
on many of these points the degree of clarification achieved has
been greater, on others it has been far less than on thc three items
just considered. The purpose here is not to present this discus-
sion in detail but rather to delineate in broad strokes the major
boundary disputes with which the preceding volumes have beemi
largely, though by no means entirely, preoccupied.

These boundary disputes clarified, at least to the extent that
the alternative boundaries are fairly clearly marked, the natural
next step is a more detailed survey and study of the character of
the area staked out. This study is clearly important in its own
right; in addition, it is an essential step before further agreement
on the exact boundaries can be expected. Differences of opinion
largely center on the usefulness and feasibility of the several Con-
cepts, and such differences can be removed only by putting the
concepts to a pragmatic test. Conversely, the clarification of the
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nature of the lx)undary disputes is an eXcccdi,iJr helpti p.fiminary for a careful exploration of the tern to-.
The seven papers iii this volume lnocced to i HIOlC detajij

CXatfliflttion of the area staked out. They deal with three typesof allocation of the national total: among groups dassifij
bysize of income or wealth, among the various COIII1)ofents ofing and expenditures, and among states. Each type of allocationis considered separately. But their ultimat., usefulness viJl de.pezid very largely on the extent to which they cait be iJ1teITelatjThus it is clear from Dr. \Vuehler's l)aper and the discus50

towhich it gave rise that income estimates by states miced to besupplemented by distnibutiojis of iflcoIJle by sue. In the NationatResources Committee estimates, one aspect of which is dis-cussed by Miss Baird and Miss Fine, a first 5tc1) has been madein this direction by the picparation of incunm (listribIniozis forbroad geographic regions. The savings CSt1I1t presented byDr. Gi.ldsnijth are admittedly CXceediflgh) rough, l)Ut it is evj-(lent that as mote refined estimates l)CCO1)le I)ossible it will bedesirable to break dowii those componeilts that admit of it noonly by geographic units but also by income class. The ahloca-tioti of income among Various types of uoiisun'5 goods andcapital formation, discussed by Di-, Warijurtoti, relates partly toconsumers' expendjtuii-5 and to that extejit can and should becross_classified with distributjoi1 of income by size among familiesin diffet-ejit areas; and partly to investinelit and to that extentshould be combined with a ten-ibm i breakdos'y1Tb discussjrnis in this vol tIme of the I liree major types of allo-cation of income and wealth totals carry foiward the work onwhat has been called the second phase iii time investigation otnational 'flCORIC However, a wide field for this type of inquinstill remains IVe need additiij types of breakdvjis some ofwhich we can now list, othet-s of a kind that piobleins 1101 }'Ct ifithe forefront of discussion will (loubtics5 require. lhttis for mainprobjenis state brcak(1O5115 of imatitiaj lilcolile ate instiflicient;as suggested in the discussj011 of I)i-. IVudlet's paper, estimatesby Size of
commLiiiit. 1s'ithijii states seem clearly called for. Dr.Warburton's Paper and Dr. CopelatcI's comment Ott t empha-size the need fat- estimates by t%'1j5 of conmiodi tics and services
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pint pre- more detailed and more adequate than any now available. Many

other types of breakdowns could be noted, but those enumerated
detailed will perhaps suggest the range of the problem.

ree types The exploration of the problems indicated raises many con-
ifled by ceptual questions only briefly if at all touched Oil ll the pie-

ts of say- ceding volumes. The papers by Messrs. Merwin, Goldsniith,
llocatjon Nathan, and Wueller discuss some of these. Still others arc sug.
will de gested by the attempts to obtain distributions of income b size.

rrelated. It is not clear, for example, that definitions appropriate for
LISS1Ofl to estimates of national income are equally appropriate for mdi-
cd to be vidual income. The desirability of excluding transfers, such as
National gifts, from national income does not necessarily imply the de-
li is dis- sirability of excluding them from individual incotn' in con-
en made structing distributions of income by size. The situation is similar
tions for with such items as capital gains and receipts from illegal ar-
nted by tivities.
it is cvi- It is thus to be expected that future papers will return to con-
t will be ceptual problems of the sort to which the earlier volumes were
of it not so largely devoted, but with the important difference that the

ie alloca- treatment of the constituent parts will receive far greater con-
oods and sideration. To many, those especially who hold an unequivocal
partly to and dogmatic view of the essential economic concepts and rela-
ould be Lions, the conceptual phases of our discussion, with the manifest
families divergence of opinions, may appear superfluous and confusing.

at extent To others, the empirical phases of our tudics may seeni addi-
tions of uncertain importance to the conceptual discussion that

Cs of allo- can formulate the issues so much more sharply and clearly than
work on they can be measured in quantitative terms. To us, both phases
ation of seem indispensable in the development of the study of national

f inquiry income and wealth to a level where it will yield efficient tools
some of for economic analysis and social planning.

ot yet in
for many IVith one exception, the papers in this volume were submmutted

ufficient to and discussed at the fourth meeting of the Conference on Re-

estimates search in National Income and Wealth held in April 1939 at
for Dr. New York City. The report by Miss Baird arid Miss Fine was

t enipha- submitted later but was circulated for comment among the par-

services ticipants in the Conference prior to publication. The editing of
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the volume, by Milton Friedman, was reviewed by the other two
members of the editorial committee, W. W. Ucwqe and 0. C.
Stine.
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