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The International Labour Review and the ILO: Milestones ]
in a shared history (2012) Patrick BOLLE

As the ILO is approaching its 100th anniversary, so is the International Labour
Review. By way of introduction to this retrospective Special Supplement, which
reproduces a number of articles written for the Review by winners of the Nobel
Peace Prize or the Nobel Prize for economics, the author looks back at the journal’s
history, recalling its early days since the 1919 Treaty of Versailles, its subsequent
development, broadening international readership and adaptation to the digital
age. He concludes with a brief presentation of the selected authors and their work,
which is considered in the context of current research and debate. [more]

Léon Jouhaux

Léon Jouhaux was awarded the Nobel Peace Prize in 1951. He devoted “a long
life of work and struggle to elevate the working classes — and first of all to improve
their conditions. [...] He is here because from his earliest years he has time after
time thrown himself into the fight for peace and against war”. [more]

The work of the Geneva Conference (1922) Léon JOUHAUX

Bertil Ohlin

In 1935, the world’s wealthiest countries were experiencing the worst of the eco-
nomic crisis, victims of deflation and mass unemployment. Yet in Sweden, the
recession had been less serious, and the recovery faster. Why? This question aroused
considerable interest at the time. In the article reproduced here, Bertil Ohlin, who
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had written reports on the global crisis and on unemployment in Sweden — and later
received the Nobel Prize for economics ...[more]

Economic recovery and labour market problems in Sweden: Il (1935)
Bertil OHLIN

Abba P. Lerner

The article by Abba P. Lerner reproduced here was the first to explain Keynes’ em-
ployment theory in simple and generally intelligible terms; indeed, the article had
been read and approved by Keynes prior to publication. Born in Romania, Abba
P. Lerner studied in Cambridge before teaching at a number of universities includ-
ing the London School of Economics and the University of California (Berkeley).
[more]

Mr Keynes’ “General Theory of Employment, Interest and Money”
(1936) Abba P. LERNER

Alva Myrdal

In addition to its prescient economic policy in the early 1930s, Sweden is notable
for the policy of family support it adopted. Alva Myrdal — who was later awarded
the Nobel Peace Prize — was closely associated with the development of a popu-
lation policy in Sweden. In the article reproduced here, she explains the particular
concerns in Sweden and the nature of the policy recommended and applied. [more]

A programme for family security in Sweden (1939) Alva MYRDAL

Michal Kalecki

Michal Kalecki was a Polish economist whose contributions to macroeconomics
influenced Keynesian economists. After studying civil engineering in Warsaw and
Gdansk, Kalecki began his career at the Research Institute of Business Cycles and
Prices in Warsaw. He later worked at the Oxford Institute of Statistics, where he
developed his pre-Keynesian ideas... [more]

The maintenance of full employment after the transition period:
A comparison of the problem in the United States and United Kingdom
(1945) Michal KALECKI

Sir W. Arthur Lewis

W. Arthur Lewis was born on the island of St Lucia. He taught political economics
at several universities and worked at the United Nations in the 1950s, before em-
barking on a career at Princeton. He was awarded the Nobel Prize for economics
in 1979, jointly with T. W. Schultz, for their work on development economics. [more]

The causes of unemployment in less developed countries
and some research topics (1970) W. Arthur LEWIS

Jan Tinbergen

At the end of 1969, Jan Tinbergen, who received the Nobel Prize for economics
that same year, participated in a meeting to advise the ILO on research priorities
for its newly created World Employment Programme. His presentation dealt with
international trade policy and its effects on job creation. [more]

Trade policy and employment growth (1970) Jan TINBERGEN

Amartya Sen

Awarded the Nobel Prize for economics in 1998, Sen is a creative author who
explores the boundaries between economics and philosophy. In 1975, he wrote a
seminal study on employment for the ILO, entitled Employment, technology and
development: A study prepared for the 1LO within the framework of the World Em-



ployment Programme. This work served as the basis for his article “Employment,
institutions and technology: Some policy issues’, which was published in the Inter-
national Labour Review... [more]

82 Work and rights (2000) Amartya SEN

93 Joseph Stiglitz

In 2001, Joseph Stiglitz was awarded the Nobel Prize for economics. In 2002, he
published an article in the Review (Vol. 141, No. 1-2) entitled “Employment, social
justice and societal well-being” in which he proposes that the purpose of economic
activity is to improve the well-being of individuals, and that employment is essential
to this well-being. In this regard, his description of the negative effects of unemploy-
ment echoes that given in the abovementioned article by Amartya Sen... [more]

94 The global crisis, social protection and jobs (2009) Joseph STIGLITZ
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The International Labour Review
and the ILO: Milestones in a shared history

Patrick BOLLE*

Abstract. Asthe ILO is approaching its 100th anniversary, so is the International
Labour Review. By way of introduction to this retrospective Special Supplement,
which reproduces a number of articles written for the Review by winners of the
Nobel Peace Prize or the Nobel Prize for economics, the author looks back at the
jJournal’s history, recalling its early days since the 1919 Treaty of Versailles, its sub-
sequent development, broadening international readership and adaptation to the
digital age. He concludes with a brief presentation of the selected authors and their
work, which is considered in the context of current research and debate.

As the International Labour Organization approaches its 100th anniver-
sary, the world is in the midst of an unprecedented phase of economic
globalization, which calls for renewed focus on the increasingly international
“social question” and for a better understanding of both the ILO’s role and
the world of work today. Over the next few years, in the run-up to its cen-
tenary, the ILO will be carrying out activities to disseminate knowledge of
the Organization’s history and experience and raise awareness of the need for
labour issues to be taken into account to a greater extent in the process of
globalization.! The need to draw lessons from history is even more crucial in
the context of the current global crisis which has yet to run its course.
Launched by the International Labour Office (the Organization’s sec-
retariat) two years after the establishment of the ILO, the International La-
bour Review turned 90 in 2011 and is also heading for its 100th anniversary. It
therefore seemed logical that the Review should also contribute to this com-
memorative project. We have chosen to reproduce in this Special Supplement a
number of articles written for the Review by winners of the Nobel Peace Prize

* Senior French editor, International Labour Review. This Special Supplement has been
prepared by the editorial team of the International Labour Review, with the support of Raymond
Torres, Director of the International Institute for Labour Studies and Matthieu Charpe (IILS).

Responsibility for opinions expressed in signed articles rests solely with their authors, and
publication does not constitute an endorsement by the ILO.

! See the ILO Century Project at: http://www.ilo.org/century/lang--en/index.htm.

Copyright © International Labour Organization 2012
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or the Nobel Prize for economics:> Léon Jouhaux, Bertil Ohlin, Alva Myrdal,
Arthur Lewis, Jan Tinbergen, Amartya Sen and Joseph Stiglitz. We have also
added articles by two other influential economists — Abba P. Lerner and Michal
Kalecki, whose work would seem to be of particular relevance today. First,
however, we will look back at the beginnings of the Review, which were closely
bound up with those of the ILO itself. This section will highlight key moments
in the early days of the journal.

The origins

It all began with the Treaty of Versailles in 1919, which put an end to the First
World War. The Commission on International Labour Legislation was estab-
lished to draft what was to become Part XIII of the Treaty of Versailles, entitled
“Labour”; it had indeed been realized that “there can be no lasting peace with-
out social justice”. And a further century of human history has only confirmed
— however absurdly — the truth of this statement. Part XIII of the Treaty would
become the Constitution of the ILO, to which the Commission annexed “Gen-
eral Principles” that have been referred to as the ““Magna Carta’ of the working
class”.? These principles were essentially meant to serve as a roadmap for the
Organization and, to this day, they have lost none of their relevance (see box 1).

Article 396 of Part XIII of the Treaty reads: “The functions of the In-
ternational Labour Office shall include [...] It will edit and publish in French
and English, and in such other languages as the Governing Body may think
desirable, a periodical paper dealing with problems of industry and employ-
ment of international interest.” This is where the history of the International
Labour Review begins.

The early agendas of the Governing Body and the International La-
bour Conference regularly featured progress reports on the ILO’s programme
of publications, including the launch of an authoritative periodical about the
world of work. On several occasions, Albert Thomas, the ILO’s first Director-
General, reported on new developments in this area. At the Eighth Session
of the Governing Body (Stockholm, 5-7 July 1921), he was able to announce
the publication of the Review:

A considerable effort has to be made to produce the International Labour Review.

As is known, material difficulties delayed the publication of the January Number

until the end of March.

The Office has made every effort to make up this delay little by little. It has now

almost done so, since the June Number will appear in the first few days of July and

the July Number will then be in the press.

It is to be hoped that, as from the month of September, the “Review” will be able

to appear regularly betwe[e]|n the 7th and 10th of each month.

2 The correct title of what has come to be known as the Nobel Prize for economics is the
Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel.

3See “The Nobel Peace Prize 1969 — Presentation Speech”, available at: http://www.
nobelprize.org/nobel_prizes/peace/laureates/1969/press.html [accessed 12 November 2012].

4 This is now article 10, paragraph 2(d), of the ILO Constitution.

Back to summary
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Box 1. SECTION Il
GENERAL PRINCIPLES
Article 427

The High Contracting Parties, recognising that the wellbeing, physical, moral and in-
tellectual, of industrial wage-earners is of supreme international importance, have framed,
in order to further this great end, the permanent machinery provided for in Section I, and
associated with that of the League of Nations.

They recognise that differences of climate, habits and customs, of economic oppor-
tunity and industrial tradition, make strict uniformity in the conditions of labour difficult of
immediate attainment. But, holding as they do that labour should not be regarded merely
as an article of commerce, they think that there are methods and principles for regulat-
ing labour conditions which all industrial communities should endeavour to apply, so far
as their special circumstances will permit.

Among these methods and principles, the following seem to the High Contracting
Parties to be of special and urgent importance:

First. —The guiding principle above enunciated that labour should not be regarded
merely as a commodity or article of commerce.

Second. —The right of association for all lawful purposes by the employed as well
as by the employers.

Third. —The payment to the employed of a wage adequate to maintain a reasonable
standard of life as this is understood in their time and country.

Fourth.—The adoption of an eight hours day or a forty-eight hours week as the
standard to be aimed at where it has not already been attained.

Fifth. — The adoption of a weekly rest of at least twenty-four hours, which should in-
clude Sunday wherever practicable.

Sixth. —The abolition of child labour and the imposition of such limitations on the
labour of young persons as shall permit the continuation of their education and assure
their proper physical development.

Seventh. —The principle that men and women should receive equal remuneration
for work of equal value.

Eighth. —The standard set by law in each country with respect to the conditions of
labour should have due regard to the equitable economic treatment of all workers law-
fully resident therein.

Ninth. —Each State should make provision for a system of inspection in which women
should take part, in order to ensure the enforcement of the laws and regulations for the
protection of the employed.

Without claiming that these methods and principles are either complete or final, the
High Contracting Parties are of opinion that they are well fitted to guide the policy of the
League of Nations; and that, if adopted by the industrial communities who are Members
of the League, and safeguarded in practice by an adequate system of such inspection,
they will confer lasting benefits upon the wage-earners of the world.

(Treaty of Versailles of 28 June 1919, Part XIll, Annex, Section Il, Article 427)

\_ J

Publication of the new journal was confirmed in the Director-General’s
1921 Report to the International Labour Conference, which contains a list of
subject headings under which articles appearing in the International Labour
Review were to be classified (see box 2). This Report made two interesting
points. First, it explained that “very great liberty has been left to the authors”
of signed articles appearing in the Review, a tradition which the editorial staff

Back to summary
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Box 2. Extract from Albert Thomas’ Report
to the International Labour Conference in 1921

333. International Labour Review. This monthly publication began to appear in
two languages in January 1921. There was some delay in the publication of the first
numbers, but the Review now appears regularly. Owing to the personality and the ex-
perience of the chief of the Scientific Division, the Review has been modelled on the
review published by the Federal Labor Department of the United States of America,
the Monthly Labor Review, whose originality of conception as an official publication
had often been commented upon. Following the example of the Monthly Labor Re-
view, the International Labour Office, while devoting careful attention to the editing of
unsigned articles for which the Office is responsible, has not hesitated to publish in
the Review signed articles, in the case of which very great liberty has been left to the
authors. Special articles of this kind have been solicited from well-known publicists,
economists, employers, and trade union leaders, on subjects of current interest, and
the Review has already published articles of the kind.

In addition to these articles, signed or unsigned, the Review includes a second
and more important part, which comprises articles published regularly under certain
headings. Periodical information concerning wholesale and retail prices, unemploy-
ment, emigration, etc., renders the Review indispensable for all who are interested in
industrial conditions.

The subject headings under which the articles appearing in the International
Labour Review are classified are as follows :
Special articles.
General industrial situation.
Legislation, administration and adjudication of Acts affecting labour.
Industrial relations.
Control of industry.
Production, prices and cost of living.
Employment and unemployment.
Migration.
Wages and hours of work.
Industrial hygiene.
10a. Industrial security and accidents.

11. Social prevision, including social insurance, workmen’s compensation and pensions
to workers and their families.

11a. Rehabilitation and training of disabled men.
12. Protection of women and children.
13. Co-operation.
14. Welfare of workers.
15. Workers’ education:
(@) general,
(b) vocational,
(c) vocational guidance.
16. Agricultural workers.
17. Seamen.
18. Reports of Government offices.
19. General notes.
20. Book notes and bibliographies.

OGN R~ON =

= ©
o

(From the Report of the Director to the International Labour Conference, Third Session, 1921, Vol. 2,
Part 3, Annex 18, Geneva)

N

~

/
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of the journal has continued to uphold to this day, in order to ensure the
quality and credibility essential to informed international debate. Second, the
Review was to publish member States’ labour statistics. Eventually, however,
these became so extensive that they were collected in separate, specialized
ILO publications: the Yearbook of Labour Statistics and the Bulletin of La-
bour Statistics.” The editorial of the first issue of the Review explained how it
fitted into the ILO’s overall programme of publications; its own specific func-
tion was to serve as an academic journal (for excerpts of the editorial, see
box 3). The International Labour Review has been published continuously
since 1921, even during the Second World War, when the ILO was transferred
from Geneva to Montreal.®

4 N

Box 3. The International Labour Review

The INTERNATIONAL LABOUR REVIEW has been established and the first number
now appears, in fulfilment of the Treaty of Peace [...].

There still remained, however, a gap in the publications of the International Labour
Office. There was needed a periodical which would bring together the statistical and other
briefer scientific information regarding labour and industry from all nations. The new IN-
TERNATIONAL LABOUR REVIEW will perform internationally much the same functions
as are now being performed for certain countries by their official national publications.
The new REVIEW will contain brief scientific articles and important information relating
to labour and industry, written in readable, non-technical language. It will occupy a place
between the Daily Intelligence on the one hand and the more pressing and more special-
ized Studies and Reports on the other hand. [...] The matter going to make up the REVIEW
will consist in part of the results and findings of independent studies and researches un-
dertaken especially with the object of producing articles for the REVIEW, and in part of
the results of collecting, sifting, correlating, analysing and compiling information already
issued in official and non-official publications.

The issuing of the first number of the INTERNATIONAL LABOUR REVIEW has been
long delayed because of the great difficulty in recruiting competent, well-trained editors.
But in these times of stress, when labour and industrial problems are pressing for solution,
the world expects the International Labour Office to issue a publication the value of which
cannot be questioned, to present impartially the facts needed by Governments, employers
and employees to enable them to deal with the wholly unprecedented problems of the day.

[...] Only by the co-operation of all classes and all countries is it possible to estab-
lish and continue a truly International publication dealing with all countries and all phases
of industrial and labour matters.

When a staff of trained editorial specialists has been created and information flows
more quickly into the Office, the REVIEW will be extended to cover more subjects and
more countries, while continuing the publication each month of information and statis-
tics presented in a uniform manner upon all the more important phases of industrial life.

(Extract from the International Labour Review, Vol. 1 (1921), No. 1, January, pp. 3—4)

\_ J

5 Today, these databases are available at: http://laborsta.ilo.org.

¢ Readers of the Review were informed of the situation as follows: “Recent circumstances
have entailed some disturbance of the regular appearance of the Office’s periodicals. An issue of
the International Labour Review dated August-September has been published in Geneva and dis-
tributed from there; the present issue dated October-November is being published in Montreal,
and it is hoped to resume regular monthly publication of the Review with the December issue”
(International Labour Review,Vol. 42 (1940), No. 4-5, p. 174).

Back to summary
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Broadening the journal’s readership

Since then, the Review has continued to evolve. First, by consolidating its
academic identity; second, by broadening and diversifying its readership, in
particular by publishing versions in languages other than French and English
—namely German, Italian, Russian and, of course, Spanish.

The publication and fate of these language editions were closely bound
up with historical events, but also with the way the Review attracted new read-
ers from around the world, who were interested in the journal’s content and
in the wide range of issues dealt with by the ILO.

The German edition was the first to appear, in 1923. In the 1920s there was
no organized international system, as there is now, with specific language require-
ments. And, as can be seen from the minutes of the meetings of the Governing
Body, “the German tongue ... was familiar to more than half the workers’ asso-
ciations in the world”.” The ILO enjoyed the support of these associations and, in
addition, the use of German was supported by several other European member
States, including the Scandinavian countries, the Netherlands and Hungary. The
Internationale Rundschau der Arbeit was initially published on a monthly basis,
with the aim of “informing German-language readers of the work and research
carried out by the Office”, as stated in the introduction to the first issue.® While
it closely mirrored the English and French editions, its contents would be geared
to its potential readership across northern and eastern Europe.

The German edition continued to be published until 1940, coming to an
end with the Second World War because this edition of the Review was pre-
pared in Berlin and Nazi Germany had withdrawn from the ILO in 1935. After
the war, the international system was restructured around the United Nations,
whose official languages did not include German.

The Italian version came about differently, in 1922. “In view of the in-
creased demand from [Italy] for some publication which would be universally
available”? the ILO Director-General proposed that a special periodical bul-
letin should be published, which would contain appropriate extracts translated
from the International Labour Review, Industrial and Labour Information and
the Official Bulletin. The Italian periodical was published the same year with
the title Informazioni Sociali, to which the subtitle Rivista Internazionale del
Lavoro was added in 1928. It was published monthly until 1937 the year when
Fascist Italy withdrew from the ILO.

The Spanish edition followed shortly afterwards, but with greater — and
more lasting — success, since it continues to be published today as an official
edition of the Review, alongside the English and French versions. It was first
published in 1923, as a short bulletin of about 30 pages entitled Informaciones
Sociales, containing articles likely to be of particular interest to Spanish- and

7 Minutes of the 14th Session of the ILO Governing Body, Geneva, October 1922, p. 26.
8 “Zur Einfithrung”, in Internationale Rundschau der Arbeit,No. 1, January 1923, p. 3.
® Minutes of the 12th Session of the ILO Governing Body, Geneva, April 1922, p. 157

Back to summary
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Portuguese-speaking readers. One year later, its success led the ILO Govern-
ing Body to increase its contents to 100 pages and give it a new format. This
was a reflection of the great interest shown by Latin American countries in
the issues dealt with by the ILO and the increasing extent to which Latin
American countries participated in the Organization’s work. The publication
also had subscribers in Spain and in Spanish colonial territories in Morocco.
In November 1924, Albert Thomas wrote in Informaciones Sociales that its
subscribers included “well-known figures, literary and arts institutions, major
public administrations such as labour ministries, social security institutions,
universities and libraries, a great many workers’ unions and a number of em-
ployers’ organizations”. He added that “50 or 60 daily newspapers reproduce
reports that we are very happy to provide them with”.1°

The publication was to take its definitive name Revista Internacional
del Trabajo with the January-February 1930 issue. The number of pages was
increased in order to “allow greater coverage of technical aspects” and iden-
tify it as a journal dealing with “international labour theory and legislation”.!!

The Revista was then published continuously, including during the Second
World War, in the same way as the English and French editions. Its contents were
increasingly modelled on the latter, until the three versions became identical in
1951. The exception was the period 1978-1994, when the Revista was published
quarterly and the other two versions were published every two months.

In 1945 the International Labour Conference adopted a resolution mak-
ing Spanish an official ILO language, meaning that all official documents and a
large number of publications would be systematically translated into Spanish.
A year later, the recently created United Nations Organization also adopted
Spanish as its fifth official language. The Spanish Revista was therefore put
firmly on the international map even though the more fundamental reason for
its success was the interest shown in the journal throughout Latin America,
Spain and other Spanish-speaking territories,'? not just in terms of the number
of readers but also on account of the increasing number of researchers and
experts wishing to publish in the Revista.

In 1994, to mark the ILO’s 75th anniversary, the Labour Institute at-
tached to the Russian Federation’s Ministry of Health and Social Development
launched a Russian edition of the Review, which published once or twice a year
a selection of articles from the previous year. This publication lasted until 2009.

The Review today

In 2006, the International Labour Review was overhauled for “relaunch” in
2007 with the aim of broadening its readership and increasing its visibility,

10 Reproduced in “Al lector”, in Revista Internacional del Trabajo” (1930),No. 1,p.5.
" Ibid., p. 6.

12 Interestingly, some 24 per cent of current downloads from the Spanish version are by
users in the United States.
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while continuing to uphold its trademark quality and editorial independence.
Another aim was to broaden the geographical range of published research,
while taking care to maintain a balance between the academic disciplines it
represents, contributors’ perspectives within each particular discipline and
their regional sensitivities regarding labour issues. The idea was ultimately to
strengthen the journal’s function as an open-minded forum for debate.'?

The three main features of the Review’s overhaul were as follows:

o The editorial production team was attached to the ILO’s International
Institute for Labour Studies, to allow it to benefit from closer exchange
with ongoing labour research.

o An Editorial Board was established, together with a new panel of editorial
advisers,composed of independent scholars of various disciplines from dif-
ferent geographical areas, who determine the journal’s editorial policy and
manage its content. The Director of the Institute chairs the Editorial Board.

o The publishing partnership established with Wiley-Blackwell ensures
broader dissemination of the Review. In 2011, in addition to the jour-
nal’s free distribution to the ILO’s constituents —i.e. the governments and
workers’ and employers’ organizations of the States Members of the Or-
ganization — this publishing agreement alone extended electronic access
to the Review to some 7400 libraries throughout the world and, through
philanthropic partnerships, to a further 6,000 institutions in the develop-
ing world. Students and researchers downloaded an estimated total of
140,000 articles in that year.

Despite the current difficult economic situation, the journal’s overhaul is
clearly bearing fruit. The financial and economic crisis compounded the general
trend of budgetary cuts which had already affected both those buying the /LR
— libraries and institutions — and those producing it. Another factor affecting
the economic situation was more ideological in nature, namely, the sidelining
of social and labour policy issues.

The journal’s overhaul was also in keeping with the editorial tradition
established by the first ILO Director-General, Albert Thomas, as mandated by
the young International Labour Organization. This historical continuity, com-
bined with an ongoing quest for quality, is what led us to select the articles
gathered together in this Special Supplement.

13 “Clearly, no single academic discipline or field of research has the wherewithal to produce
the right mix of policies for every situation. Only multidisciplinary analysis can provide a satisfactory
understanding of the underlying trade-offs and identify the options for improving their terms. Hence
... the list of contributors features economists, sociologists, lawyers, social philosophers ... because the
International Labour Review is multidisciplinary by nature. Being multilingual as well, the Review
also serves as a channel of communication between researchers who do not share a common culture
or common academic traditions but whose perspectives on the globalizing world of work are all the
more mutually enriching when they are brought together.” (Quoted from the preface of a compil-
ation of Review articles edited by Jean-Michel Servais, Patrick Bollé, Mark Lansky and Christine
L. Smith: Working for better times: Rethinking work for the 21st century, Geneva, ILO, 2007, p. vi).
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Peace, the economy and social justice

The first of these articles dates back to 1922 — when the Review was barely
a year old — and the last was published in 2009, dealing with the recent fi-
nancial, economic and social crisis. We have prefaced each of the articles
with a presentation by the editorial team of the Review. A brief summary
is set out below.

The work of Léon Jouhaux, who won the Nobel Peace Prize in 1951, is
closely bound up with the birth and early work of the ILO. After participat-
ing in the Commission on International Labour Legislation, which drafted
Part XIII of the Treaty of Versailles, as an expert representing the interests
of workers, Léon Jouhaux was elected in 1919 to the ILO Governing Body,
of which he remained a member until his death in 1954. The article we have
reproduced here reports on the third International Labour Conference and
considers the extension of international labour regulations to agricultural
workers, a question that still arises in many parts of the world, notably in
the broader context of protection for workers in the informal economy. In
his article, the author argues that financial difficulties cannot be invoked to
contest the legitimacy of labour regulations.

The article by Bertil Ohlin dates from 1935, when the world was reeling
from the Great Depression. He explains how Sweden managed to overcome
the crisis better — and faster — than other countries. One cannot help but think
of the current crisis, said to be the worst the world has known since the 1930s,
and to which the Review recently devoted a special issue.!* In the 1930s, budget-
ary austerity failed. Today, as Raymond Torres points out in his article in the
special issue, the responses are incomplete.’> Now that private debt has been
turned into public debt, pressure from credit rating agencies and financial mar-
kets has forced austerity back on to the agenda.!

Recovery from the Great Depression came about, of course, through
the application of economic policies that were partly inspired by Keynesian
theories. It therefore seemed appropriate to include in this anthology the
article by Abba Lerner published in the Review in 1936, which has been de-
scribed as “the first to make Keynes’s employment theory simple and gen-
erally intelligible”."

Sweden was also a leading light in policies related to work—family bal-
ance and the status of women in society. In her 1939 article, Alva Myrdal ex-
plains the policy she helped to put in place. The role of men and women in

14 International Labour Review, Vol. 149 (2010), No. 2, Special issue: The global crisis.

5 Raymond Torres: “Incomplete crisis responses: Socio-economic costs and policy implica-
tions”, in International Labour Review, Vol. 149 (2010), No. 2, pp. 227-237.

1o On the financialization of the economy, see Richard B. Freeman: “It’s financialization!”,
in International Labour Review, Vol. 149 (2010), No. 2, pp. 163-183.

17 See Tibor Scitovsky’s bibliographical article on Abba Ptachya Lerner in John Eatwell,
Murray Milgate and Peter Newman (eds): The New Palgrave: A Dictionary of Economics, London,
Macmillan Press, 1987, Vol. 3, p. 168.
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society and equality at work — the subject of the seventh General Principle
(see box 1) — have become the focus of public debate and much research,
to which the Review has made a significant contribution. See, for example,
the compendium of articles published in Women, gender and work.'® In a
recent issue of the Review, Colleen Sheppard examined the concept of dis-
crimination in international law and the reality of socio-economic inequality
at work.”” As a result of population ageing in the world’s richest countries,
demographic concerns also feature increasingly high on the economic and
social policy agenda, particularly as the retirement age is raised in order to
keep pension schemes afloat.?

To come back to economic theory and policy, Bertil Ohlin and Michal
Kalecki both claimed to have come up with Keynesian theories before
Keynes himself. Kalecki’s contributions centre on aggregate demand, profit
theory, business cycles and imperfect competition. The question he addresses
in the article reproduced here is: What policies are likely to lead to full em-
ployment? His analysis is based on a very simple “balance-sheet” presenta-
tion of national income and on the notion of net national product. He uses
these tools to ascertain what fiscal policy would bring about full employment
in the post-war period.

At the end of the 1960s the ILO launched its ambitious World Em-
ployment Programme to help countries provide productive and remunera-
tive work for their labour forces. This initiative incorporated a research
programme, shaped by a November 1969 meeting of economists, the aim of
which was to advise the ILO on research priorities for the Programme. The
meeting was chaired by Sir W. Arthur Lewis, James Madison Professor of
Political Economy at Princeton University, and future winner of the Nobel
Prize for economics.?! Reproduced here are the findings of the meeting, as
published in the Review in 1970.

One of the participants at the meeting was Jan Tinbergen, winner (jointly
with Ragnar Frisch) of the first Nobel Prize for economics in 1969. In the art-
icle reproduced here, he explains that classifying industries by their relative
factor endowment would encourage optimal international division of labour.
His arguments, which were instrumental in bringing about less restrictive trade

18 Martha Fetherolf Loutfi (ed.): Women, gender and work: What is equality and how do we
get there?, Geneva, ILO, 2001.

¥ Colleen Sheppard: “Mapping anti-discrimination law onto inequality at work: Expand-
ing the meaning of equality in international labour law”, in International Labour Review,
Vol. 151 (2012), No. 1-2, pp. 1-19. See also Cecilia Castafio, Juan Martin, Susana Vazquez and José
Luis Martinez: “Female executives and the glass ceiling in Spain”, International Labour Review,
Vol. 149 (2010), No. 3, pp. 343-360.

2 For the most recent articles published, see Martin O’Brien: “Older male labour force par-
ticipation in OECD countries: Pension reform and ‘the reserve army of labour’”, in International
Labour Review, Vol. 149 (2010), No. 3, pp. 239-259; and Felipe Serrano, Begofia Eguia and Jestis
Ferreiro: “Public pensions sustainability and population ageing: Is immigration the solution?”, in
International Labour Review,Vol. 150 (2011), No. 1-2, pp. 63-79.

2 In 1979, jointly with Theodore W. Schultz, for their work on development economics.
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policies, showed how employment would increase if international trade were
more evenly balanced.

The issues of employment and international trade remain just as import-
ant, if not more so, today. When the ILO was established, job creation was
not a concern — it was not even covered in the General Principles. But with
the Great Depression of 1929, mass unemployment became the predominant
social issue, which spread as developing countries acquired independence; it
then became more entrenched with the oil shocks of the 1970s and the decline
of the Fordist model in industrialized countries. As for trade, while recent cen-
turies have seen periods of openness alternating with periods of protectionism,
things have now taken a new turn with the globalization not only of trade but
also of production itself. The Review has, of course, published a great deal on
these two important concerns for the ILO. To quote the Preamble of its Con-
stitution: “Whereas also the failure of any nation to adopt humane conditions
of labour is an obstacle in the way of other nations which desire to improve
the conditions in their own countries.”

Alain Supiot makes the same point in a recent article on how corpor-
ations engage in “law shopping”, setting up businesses in countries with the
weakest and least protective laws.??> Another topic recurrently taken up in the
Review is how changing employment relationships are affecting worker pro-
tection.”? The boundaries of the very concept of work are becoming less clear,
which is making life difficult for statisticians.?

Returning to the subject of job creation, Amartya Sen, winner of the 1998
Nobel Prize for economics, was primarily concerned with this issue when he
worked for the Organization: “My own close association with the ILO goes
back much more than a quarter of a century. In the seventies, I had the privi-
lege of advising the ILO, and doing some work for it [...] But my first working
association with the ILO was in 1963...”% The Review has published three art-
icles by Amartya Sen, the first two of which were on employment. We refer to
them briefly in the presentation of his article “Work and rights”. In 1999, the
ILO had just formulated the concept of Decent Work for All, and Amartya
Sen laid out four conditions for decent work in the context of globalization.
The notion of decent work was subsequently the subject of much debate and
research, which was reported in the Review. In 2003, a special issue on meas-

22 See Alain Supiot: “A legal perspective on the economic crisis of 2008”, in International
Labour Review,Vol. 149 (2010), No. 2, pp. 151-162.

2 Jean-Michel Servais, Patrick Bollé, Mark Lansky and Christine L. Smith (eds): Working for
better times: Rethinking work for the 21st century, Geneva, ILO, 2007; Antonio Ojeda Avilés: “The
‘externalization’ of labour law”, in International Labour Review,Vol. 148 (2009),No. 1-2, pp. 47-67,
and Mark Freedland: “Application of labour and employment law beyond the contract of employ-
ment”, in International Labour Review,Vol. 146 (2007), No. 1-2, pp. 3-20.

2 See Patrick Bollé: “Labour statistics: The boundaries and diversity of work”, in Inter-
national Labour Review,Vol. 148 (2009), No. 1-2, pp. 183-193.

» Amartya Sen: “Work and rights”, in International Labour Review, Vol. 139 (2000), No. 2,
pp- 119-128, quote from p. 119.
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uring decent work was published.? The issue of quality — as opposed to just
quantity — of work was also the subject of many articles.”’

A couple of years into the current crisis, Joseph Stiglitz, winner of the
2001 Nobel Prize for economics, published his second article in the Review. In
the first, he had denounced the fact that in neoclassical economic policies the
labour force was treated as a commodity, which went against the very first of
the General Principles. In the article reproduced here, “The global crisis, so-
cial protection and jobs”, he argues for a global stimulus package and stronger
social protection.

Over the years, many other topics have been taken up in the Review, in-
cluding inequality, development, social protection, working conditions, inter-
national labour standards, migrant workers, health care and low-paid work.

In the course of the International Labour Review’s first 90 years the
scope of the ILO’s activities has widened considerably. In 1919, there were 44
States Members of the ILO; today, there are 185. This has brought new chal-
lenges bound up with countries’ differing levels of development and — today
— the expansion of the informal economy into the international value chains
that constitute the very fabric of globalization.

In recent decades, job creation, social protection and efforts to address
inequality have all been affected by globalization — with its requirements of
fierce competition and cost reduction — and the prevailing ideology that the
State is not the solution but the problem, with social justice at best a mirage
and at worst the Trojan Horse of totalitarianism. Ironically, with the financial
meltdown of 2008, it was suddenly fine for the problem to become the solu-
tion again, in order to salvage a deregulated international financial system.

The General Principles remain as relevant as ever to the day-to-day real-
ity of the world of work; their scope is now simply broader and more complex.
The International Labour Review takes this on board, exploring the issues in-
volved and sharing the findings with its readers.

% See International Labour Review, Vol. 142 (2003), No. 2, Special issue: Measuring decent
work.

2" The most recent of which are: International Labour Review,Vol. 150 (2012), No. 3, Special
issue: Low-paid work in emerging economies; International Labour Review,Vol. 148 (2009), No. 4,
Special issue: Low-wage work in Europe and the United States; Konstantinos Pouliakas and Ioannis
Theodossiou: “Differences in the job satisfaction of high-paid and low-paid workers across Europe”,
in International Labour Review, Vol. 149 (2010), No. 1, pp. 1-29; Lucie Davoine and Dominique
Méda: “Work more to earn less? The mixed feelings of Europeans”, in International Labour Re-
view,Vol. 148 (2009),No. 1-2, pp. 15-46; Sandrine Cazes and Mirco Tonin: “Employment protection
legislation and job stability: A European cross-country analysis”, in International Labour Review,
Vol. 149 (2010), No. 3, pp. 261-285.
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Léon Jouhaux

Léon Jouhaux was awarded the Nobel Peace Prize in 1951.! He devoted “a
long life of work and struggle to elevate the working classes — and first of all
to improve their conditions. [...] He is here because from his earliest years he
has time after time thrown himself into the fight for peace and against war”.?

One aspect of his life is of special importance in the history of the ILO.
After several years of intensive work with the international trade unions and
vain attempts to prevent the First World War, Léon Jouhaux participated in the
Commission on International Labour Legislation as a worker-representative
expert, promoting the beginnings of the ILO’s tripartite structure. The follow-
ing are excerpts from his acceptance speech at the Nobel award ceremony in
Oslo on 11 December 1951:

At Leeds the idea of an international labour organization appeared in a trade-union
text which also drew attention to the danger to the working classes inherent in the
existence of international capitalist competition. [...] The Inter-Allied Labour and
Socialist Conference which took place in London in February of 1918 was perhaps
even more important. [...] The Conference requested that “at least one representa-
tive of socialism and of labour should sit with the official representatives at the of-
ficial Peace Conference”. [...] This request [...] was granted by two governments;in
consequence, Gompers and I were attached to the delegations of the U.S.A. and
France in the capacity of technical experts. We collaborated in bringing our efforts
on behalf of the trade-union movement to bear on the elaboration of the Treaty,
particularly insofar as Part XIII was concerned. The working classes were becom-
ing more and more sharply aware of the complex causes of international malaise.

I shall quote two clauses from that part of the Treaty which gave birth to the Inter-
national Labour Organization and to its permanent instrument the International
Labour Office whose activities and tangible results I need not recall here. The two
clauses of the Treaty read as follows:
“Whereas, The League of Nations has for its object the establishment of universal
peace, and such a peace can be established only if it is based upon social justice;
And whereas, Conditions of labour exist involving such injustice, hardship, and
privation to large numbers of people as to produce unrest so great that the
peace and harmony of the world are imperilled; and an improvement of those
conditions is urgently required...”

! See his brief biography published by the Nobel Foundation, available at: http://www.
nobelprize.org/nobel_prizes/peace/laureates/1951/jouhaux.html [12 November 2012]. Léon Jouhaux
was also a member of the French Section of the Workers’ International and a Freemason.

2 See the award ceremony speech delivered by Gunnar Jahn on 10 December 1951, available
at: http://www.nobelprize.org/nobel_prizes/peace/laureates/1951/press.html [12 November 2012].

Copyright © International Labour Organization 2012
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In 1919, Léon Jouhaux was elected to the Governing Body of the ILO,
of which he remained a member until his death in 1954. Following his death,
the Review published an article based on recollections of his contemporaries
in the world of work.?

The article by Léon Jouhaux reproduced here is a report — from the
workers’ point of view — on the Third Session of the International Labour
Conference. In the wake of the First Session (Washington) and the Second
Session (Genoa), which had, respectively, “defined the general character of
international labour legislation” and then extended “such legislation to mari-
time workers”, the Third Session, held in Geneva, had on its agenda the exten-
sion of labour legislation to agricultural workers. The discussion was difficult.
The subject is indeed reminiscent of the current situation of workers in the
informal economy, which was recently addressed in the Review in terms of
the challenges of extending labour administration and inspection in Africa.*
Labour inspection is the subject of the ninth General Principle laid down in
the Treaty of Versalilles (see box 1, p. 3).

In his article, the author argues that economic problems alone should not
be used to contest the legitimacy of labour regulation. The “modern” avatar
of this debate centres on the cost of regulating labour.’

3 See “Léon Jouhaux, 1879-1954”, in International Labour Review, Vol. 70 (1954), No. 34
(Sep.—Oct.), pp. 241-257.

4 See Philippe Auvergnon, Sandrine Laviolette and Moussa Oumarou: “Labour administra-
tion in sub-Saharan Africa: Functions and challenges in the light of ILO Convention No. 1507, in
International Labour Review,Vol. 150 (2011), No. 1-2, pp. 81-98.

3> See, for example, Paul Benjamin, Haroon Bhorat and Halton Cheadle: “The cost of
‘doing business’ and labour regulation: The case of South Africa”, in International Labour Review,
Vol. 149 (2010), No. 1, pp. 73-91.
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The work of the Geneva Conference

Léon JOUHAUX

Originally published in International Labour Review,Vol. 5 (1922), No. 3, pp. 381-384.

Following on the Washington and Genoa Conferences, a further important
stage in the life and development of the International Labour Organisa-
tion was marked by the Conference held at Geneva. He would undoubtedly be
a bold man who would attempt to estimate its full results three months after
the sessions have taken place. The precise bearing of the decisions which were
taken cannot immediately be summed up, but it is at least possible to state the
views of the workers’ delegates on this Third Conference.

Its primary characteristic to our minds was that of being the logical con-
tinuation of the two previous Conferences. Washington was the opening. There
we had to define general lines for the international regulation of labour, from
the point of view both of essential labour demands and of their application to
workers in industry. The importance of this initial task was considerable, but
its difficulties were to some degree alleviated by the fact that the state of la-
bour legislation in various modern countries lent itself to the generalisation
of reforms already achieved, while, on the other hand, the power acquired by
organised labour was such as to ensure their application.

At Genoa this principle of the general regulation of labour was extended
to workers at sea. But in 1920 we were already being forced to recognise the
increasing difficulty of our task. It was not so much that labour is less power-
ful among seamen than among workers in industry, as that the problems to be
solved were becoming more complex, and above all that the Conference was
required to interfere more markedly than at Washington with current condi-
tions prevailing in the different countries.

The Geneva Conference was confronted with an even more arduous task
in that it sought means to confer on agricultural labour the benefits granted to
other groups of workers. It was impossible not to realise the difficulties involved
even before the Conference opened. Again, the actual state of legislation in each
country, in the case of the agricultural wage-earner, obviously left a much wider
gap between what was being aimed at and what had already been attained than
confronted the worker in industry, in commerce, or at sea. Finally, the organisa-
tion of agricultural labour is mostly of recent date, and almost always inadequate.

Copyright © International Labour Organization 2012
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These factors have to be taken into account in estimating the value of
the work done at Geneva. There may perhaps also be a tendency to forget
that neither the Washington nor the Genoa discussions were conducted with-
out conflict or friction; but those who have followed the work of the Interna-
tional Labour Organisation from its start cannot forget the sometimes sharp
disagreements experienced at those two Conferences. The realisation of the
proposals of Part XIII of the Treaty has not been, nor should it rightly have
been, easy. Nothing is won without a struggle, and it is this continuous effort
and the trouble devoted to achieving an end that very largely give the latter
its value. All these general considerations are to the point if the work of the
Third International Labour Conference is to be justly appraised.

Some reservations must certainly be made, if this is to be interpreted
in the sense of saying that the workers’ expectations were fully realised. We
did not get all we wanted, all we felt to be just and necessary, on the many
subjects on the agenda. But having made our reservations, having taken into
account the general conditions under which the Conference worked, we can-
not in the face of the decisions finally reached fail to recognise the value of
its results. It is of considerable importance to us that the Geneva Conference
marked a step in advance, even though one smaller than we had demanded of
the International Labour Organisation. That step in advance was taken when
the attempt to withdraw agricultural labour problems from the competence
of the Organisation failed. We have no desire to reopen this controversy here,
but we can forget neither the energy with which this attempt was made nor
the arguments and pretexts brought forward in its support; still less can we
forget the object pursued, which was both to reduce the authority of the Or-
ganisation and to get the Conference to declare the existence of two distinct
classes of wage-earners, one with the right to receive that minimum of social
justice essential —to quote the words of the Treaty—to peace, the other de-
prived of those rights and guarantees. A little reflection has already brought
out the paradoxical character of so strange a theory, of claims so untenable.
The Conference rejected them. It did not, indeed, pursue the matter to the
logical conclusion demanded by the workers; but a way has been opened up,
and what has already been done on behalf of agricultural labour justifies the
belief that the work will be completed.

It is obvious that this first result might be a guide in judging certain other
difficulties confronting us at Geneva, all of them the¢ outcome of the general
conditions of society. Representatives of the working classes could not fail to
realise that they were about to be faced, in the international sphere, with the
same attacks as had confronted them in their own countries. We have been
told that the time is past for the sort of illusions that followed the war, that
the need for international labour legislation no longer presses on governments
with the urgency of three years ago. We have seen capitalism once more take
the offensive, and have noted every attempt to revert to a state of affairs ex-
isting before the war. Nor can we any longer shut our eyes to the fact that in
certain countries labour has gone through an internal crisis detrimental to its
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power and to the interests it represents and defends. But the Geneva Confer-
ence has no more adopted the view of those who imagined these passing dif-
ficulties sufficient cause for driving the International Labour Conference to
retrograde action, than of those who sought to make it forget that its duty is,
not to look after individual interests, but to protect general interests and to
defend a human ideal. The Conference was not to be persuaded that its work
must simply be that of measuring opposing forces and of making a pronounce-
ment in favour of those momentarily superior. This we feel to be of happy au-
gury, showing that the Third Conference has continued the work begun two
years ago.

The world of labour will not magnify these temporary difficulties, or think
them a reason for withdrawing the trust it placed in the International Labour
Organisation. All past experience teaches the worker what laborious and un-
remitting effort is needed to obtain that social justice which is his aim. There
is no royal road to progress. These difficulties, which we do well to recall here,
are themselves indicative of the importance of the task in which the worker is
taking a hand. If it were of no value, leading to no real results, there would be
nothing to excite the hostility displayed by the two extremes of society, who
meet here equally determined to take refuge in denial.

Nor are the workers willing to admit that results achieved can be compro-
mised because of any temporary difficulties. They have already passed through
many crises, and have emerged from all with increased power, armed for fresh
attack. The like will happen this time too; witness the power maintained by
their international organisation. We are profoundly convinced that those are
mistaken who count on passing difficulties to effect a permanent set-back. It is
a serious miscalculation to suppose that these difficulties will lead the workers
to forget the promises made to them during the war; for that is not the problem
at all. It is not a case of knowing whether the sacrifices made by the masses
during the world struggle are to be compensated by the recognition of some of
their legitimate rights; it is a question of understanding that the masses must
needs take their part in the world re-organisation on which alone peace can
be established. This work is today indispensable; tomorrow its urgency will be
even greater than it was immediately after the Armistice, precisely because the
blunders made since then, because the policy of ignoring how indispensable it
really is, have aggravated the situation to such a point that we are now forced
to return to it as the sole means of restoring the world’s normal activities, of
re-establishing equilibrium, as the sole possibility of repairing the grievous ef-
fects of the war, or even of continuing to exist.

To our mind another result of the Geneva Conference should here be
emphasised. The Conference did not merely refuse to follow those who wished
to restrict the competence and action of the International Labour Organ-
isation; on the contrary, it actually extended the duties of the latter substan-
tially by falling in with labour views. It may be recalled that at Washington a
very small majority rejected the resolution on the distribution of raw mater-
ials proposed by our colleague Baldesi and supported by us on behalf of the
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workers’ group. This same resolution, when brought forward at Geneva, was
passed. Why should no emphasis be laid on this decision, which anticipated
the concern which was shown by various governments at Cannes, and suggests
how much the solution demanded by us is forcing itself upon them, if the ab-
normal economic situation of the world is to be remedied? We may also men-
tion the passing of our own resolution on unemployment, supplementing that
of our colleague Schiirch, instructing the International Labour Office to con-
vene an international conference. We showed at the time that the problems
raised by the regulation of labour could not be considered apart from general
economic problems, and that in these questions no national solutions can be
adequate. As soon as any attempt is made to discover the conditions for that
reconstruction which the world requires, if it is to be saved from paralysis and
want, the very nature of the problems attacked forces us to admit the urgency
of a world re-organisation which would constitute a ‘solidarity of nations’ and
for which the collaboration of the workers must be asked. Nor can it be de-
nied that it was these considerations which prompted the Allied Governments
to convene the International Conference of Genoa.

It would be easy to demonstrate in the light of recent events the real
character of these resolutions of the Conference and the new perspective
which they open up to the International Labour Organisation. They have at
least already shown the efficacy of the work begun less than two years ago,
the importance and place it has already won, and the hopes it has raised. The
workers, far from withdrawing their confidence, will continue to give their sup-
port, so as to secure, in their unremitting pursuit of the general interest, that
peace and progress which they desire above all other things.
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Bertil Ohlin

In 1935, the world’s wealthiest countries were experiencing the worst of the
economic crisis, victims of deflation and mass unemployment. Yet in Sweden,
the recession had been less serious, and the recovery faster. Why? This ques-
tion aroused considerable interest at the time. In the article reproduced here,
Bertil Ohlin, who had written reports on the global crisis and on unemploy-
ment in Sweden — and later received the Nobel Prize for economics' — ana-
lyses the reasons for the recovery in Sweden. Basically, Sweden had applied
the Keynesian model before its time, in part thanks to Ohlin’s contribution
to the analysis of macroeconomic policy.? A flexible exchange rate, monetary
policy aimed at lowering the real interest rate and encouraging investment,
an expansionist fiscal policy in which loans were used to finance high deficits,
productive public spending and state agricultural subsidies all helped to reduce
unemployment, increase investment and prevent a sharp fall in wages. Ohlin
goes on to examine policies to deal with future problems of employment and
unemployment, arguing that it is crucially important for the State and local
authorities to be ready with a suitable economic policy in the event of need.

! Received in 1977 jointly with James Edward Meade. Bertil Ohlin received the award for
his contribution to international trade theory, particularly in developing the Heckscher-Ohlin the-
orem. He held professorships at the universities of Copenhagen, Stockholm, California (Berke-
ley), Columbia and Oxford and, in Sweden, was a member of parliament, a minister and a leader
of the Liberal Party.

2 Bertil Ohlin and Michal Kalecki both claimed to have come up with Keynesian theories
before Keynes himself (see, in this special issue, the presentation of the article by Michal Kalecki).
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Analysis of the causes of the recovery

It will be obvious that it is impossible to determine how much of the
revival has been due to each of a number of “causes”. What happens is al-
ways the outcome of everything that precedes it. Had one of the preceding cir-
cumstances been absent, the subsequent course of events would have been more
or less different. If an attempt is made to estimate how much lower the Swed-
ish national income would have been in 1934 if each of the favourable circum-
stances had in turn been absent, in order to form an opinion as to how much
each of them contributed to the recovery, it will be found that the sum total of
all the “increases” in income due to all the factors taken separately far exceeds
the improvement that has actually taken place. This is not only because there
have also been unfavourable factors at work, which if unhampered would have
brought about a decline in economic activity; it is also due to the fact that each
circumstance alone, or some two or more of them, may be necessary for a cer-
tain development, but only all of them together may be sufficient to produce it.

Nevertheless, an estimate of how much lower the national income would
have been if, for instance, foreign demand had not increased or if the Govern-
ment had not resorted to large-scale borrowing, gives some indication of the
order of magnitude of the influence of the various factors.

! For the first part of this article, see International Labour Review,Vol.31,No. 4, April 1935,
pp- 498-511. [It is largely devoted to a description of the character of Sweden’s recovery in indus-
trial production, building activity and agriculture between 1932 and 1934 — i.e. before recovery in
most other countries. Sweden’s expansionary fiscal policy to counter the depression and monetary
policy designed to stabilize and then gradually raise the wholesale price level attracted attention.
The author noted that unreliable statistics and a high incidence of seasonal employment made it
hard to assess the level of unemployment, but he concluded that it had dropped sharply in 1933-34,
though it had risen overall since 1929. |
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An attempt will be made below to arrive at such estimates of the quan-
titative importance of the different “causes” of the recovery. As a background
we must use the account given above [Part I] of the magnitude of the revival.
A general indication of its importance is perhaps best obtained through a
measurement of the percentage increase in the national income from 1932 to
1934. In the writer’s opinion this increase was round about 20 per cent. The
production of manufacturing industries increased by 25 per cent. The rise in
the income of the farmers can be estimated at 15-20 per cent. Turnover in re-
tail trade rose much less than one-fifth, but this is to be explained by the fact
that a large part of the increase in income was saved. It is doubtful whether
in 1932 there were any net savings at all. In 1934, on the other hand, the vol-
ume of investment in Sweden was not very much lower than during the good
years. As already mentioned, the consumption of ordinary iron and steel was
greater than in 1929. A very conservative estimate is that total investments
— measured on a 10-15 per cent lower price level — were not less than three-
fourths of the 1929 figure, or about 500 million kronor. A large part of the
savings went to finance public works and building and certain amounts were
used for filling up depleted stocks. On the whole, the best estimate the writer
can make of the national income is that it rose from about 5,000 million kro-
nor in 1932 to 1,000 million more in 1934. About one-half of the new income
seems to have gone into the production of new capital equipment, while con-
sumption rose by something like 10 per cent. All these estimates, which are
necessarily rather rough although based on knowledge derived from the Social
Science Institute’s investigations into the national income during the twenties,
are in terms of money. As the retail price level has been practically constant
during the last three years and the wholesale prices of producers’ goods have
risen by about 10 per cent, not much adjustment is needed to get an idea of
the quantitative changes.

The questions now to be examined are the following and others of a sim-
ilar kind: How much has the Swedish national income been raised by the in-
crease in the total value of exports? How much by public borrowing to cover
budget deficits and public works? The attempt to answer them is of course
subject to the qualifications mentioned above.

The increase in foreign demand

The increase in the value of Swedish exports during the last two years cannot
be attributed solely to a more intense foreign demand for Swedish commod-
ities. Sweden continued to depreciate her currency, the gold value of which fell
from 67 per cent of gold par during the first quarter of 1933 — the value was
a little lower during the second half of the preceding year — to 56 per cent of
gold par in the second half of 1934. If the gold value of all other currencies
had remained constant, a considerable rise in Swedish export prices and ex-
port values might have been expected, even if conditions of foreign demand
had not changed at all. As a matter of fact, however, the average quotations in
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Stockholm of currencies of the so-called sterling group and of several of the
Danube States did not rise. The only currencies that appreciated in Stockholm
were those that were maintained at gold par — belonging to countries repre-
senting about half the Swedish imports and less than half her exports — and
the value of the United States dollar fell by about 30 per cent. In view of the
fact that all Sweden’s most important competitors also depreciated their cur-
rencies, it is not certain to what extent the changes in the world’s monetary
situation from 1932 to 1934 made the conditions for Swedish exports more fa-
vourable and thus contributed to the increase in her export values. It seems
certain that the improvement in business conditions abroad and the conse-
quent shift in demand exercised a much greater influence.

[..]

Monetary policy

Apart from its influence on exports the currency policy of the Bank of Swe-
den has been a favourable factor in two ways. The depreciation of the krona
has stimulated the home-market industries. Furthermore, the Bank’s large pur-
chases of gold, foreign exchange, and State securities have eased the money
market and contributed towards a fall in interest rates. A third, although less
important, aspect should perhaps also be mentioned. The stable relation be-
tween the pound sterling and the krona, which has been “pegged” temporarily
to the pound, has helped to create a feeling of stability which Swedish busi-
ness men are convinced has had advantageous effects.

The transition to a paper standard in 1931 practically ended the period
of deflation in Sweden. | ... ]

This article, however, is concerned only with the period of recovery. It is
beyond dispute that the revival in the home-market industries has been to a
large extent due to the depreciation of the krona, which has raised the prices of
many goods imported from gold-standard countries. Some people thought that
the stimulus from the depreciation would last only a few months and would
then disappear. They based this opinion on the course of events in the twen-
ties, when cost and price levels were believed to have adapted themselves to
the new foreign exchange relations after a few months, in cases where no new
depreciation occurred. Be this as it may, the writer is of the opinion that the
adaptation at that period would have required not months but years. During
a severe depression, characterised by large surplus capacity in manufactur-
ing industries, transport, and trade, it was in any case to be expected that this
adjustment of costs and prices would come about much more slowly. These
expectations were fulfilled both in Sweden and elsewhere. [ ... | As the prep-
aration for the production of new qualities or new goods, formerly imported
from abroad, then required considerable time, the favourable effects on Swed-
ish production and employment were felt more in the past two years than in
1932. The general return of optimism in 1933, due probably to a multitude of
circumstances, also played a certain part in this respect. Naturally, too, the new
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employment came not only through the substitution of home for foreign goods
but also through the investment which was needed in many home-market in-
dustries to enable them to expand their production.

So far only one aspect of monetary policy has been touched on, namely,
the depreciation. It is not a mere chance that the Swedish currency has fallen
to 7 per cent below the pound sterling, and has remained there since the spring
of 1933. It has indeed been a managed currency. In September 1931, when Swe-
den followed Great Britain away from the gold standard, the principle was laid
down that “the purchasing power of the krona in the hands of the consumer”
should be maintained. As there was at that time a certain scare of inflation,
the Bank of Sweden restricted credit severely and succeeded in checking the
tendency towards rising prices on the wholesale market. In the light of later
developments this proved to be a mistake. For when the monetary programme
was modified so as to recommend a rise in wholesale prices — but not more
than should be compatible with only a small rise in the cost of living — the
depression mentality had gained so much ground that for some time no rise
in prices could be brought about. In a severe depression the only method of
raising prices that is as a rule likely to succeed is either to depreciate the cur-
rency or to expand internal credit to such a point that it brings about a suffi-
cient expansion of demand and production to absorb a substantial part of the
surplus producing capacity.

[ ... T]he wholesale price level kept a surprising stability until the spring
of 1933, but [ ... ] the downward trend was clearly noticeable, even though it
was insignificant in comparison with the deflation that took place in gold-
standard countries. It was only when the turn of the business cycle came in
the spring of 1933 that the curve began to rise. The cost of living was practic-
ally constant all the time.

This does not signify that the course of prices was unaffected by mon-
etary policy, or even that the ambitious declarations of the Government’s fi-
nancial programme had no perceptible results. These declarations undoubtedly
helped to create a feeling in business circles that the risk of a large reduction
in the general price level had disappeared, and thus contributed towards an in-
crease of confidence. The stable exchange rates within the sterling group had a
similar influence. Furthermore, the existence of the programme prevented the
Bank of Sweden from letting the krona rise to parity with the pound sterling
in 1932-1933, a course which at that time would have depressed the wholesale
price level. [ ... ] Since then, [ ... ] the money market has become extremely
liquid. There can be no doubt that this glut on the money market has been
one of the chief factors in bringing about the fall in the long-term rate of in-
terest, which has come down to 3 per cent, or at least 1 per cent below the
pre-war level.

The decline in interest rates [ ... | is all the more striking as the policy
of large-scale public borrowing might well have been expected to exercise an
influence in the opposite direction. The surplus of money in the commercial
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banks also made them more willing to extend credit and in that way made it
easier for business men to finance new production. House building is a field
where cheap capital has begun to exercise a considerable influence, and is
likely to do so still more during 1935. As building activity was well maintained
in most parts of Sweden up to the beginning of 1933, it is a striking fact that
by the summer of 1934 it was already in full swing again.

On the whole, Sweden’s monetary policy has been highly successful, in
spite of the fact that the Board of the Bank did not at first realise the decisive
importance of large open-market operations. Fortunately, their hands were
forced by the surplus of foreign exchange, arising partly from the excess of
credit items in trade and service transactions with other countries — an excess
due no doubt largely to the depreciation of the krona — and partly from the
export of large quantities of privately owned foreign bonds. The Bank’s pur-
chases of this foreign exchange made the money market liquid early in 1933.
Since then the Bank’s policy has been firm and consistent, and has been di-
rected in various ways towards supporting the tendency towards a reduction
in interest levels.

The goal of Swedish monetary policy is the stability and development of
industry and trade. A certain rise in the wholesale price level — which would
bring it into harmony with cost conditions — was therefore laid down as the
immediate aim. The rise which has taken place in the last two years seems to
have been almost sufficient for this purpose, to judge from the earnings of
Swedish industry in 1934. The external value of the Swedish currency is, on
the other hand, a secondary consideration. Stable relations with the sterling
group are desirable and will no doubt be maintained as long as they are com-
patible with the desired price movement. But there can be little doubt that if
wholesale prices in Great Britain should begin either to fall considerably or
to rise quickly, the pegging of the krona to the pound would come to an end.

Finally, a lesson may be stressed which can be learnt from the experience
both of Sweden and of other paper-standard countries. The surprising con-
stancy of the cost of living and its decline in gold-standard countries demon-
strates that gold in itself is no guarantee of stability, and that paper currency is
not identical with violent inflation. Some of the countries which now cling to
the gold standard in spite of the deflation it entails are apt to generalise from
their own experience in the twenties in a way which recent developments in
the sterling group of countries have shown to be unjustified. The adoption of a
managed paper currency in Sweden has made it possible to re-establish a rela-
tion between costs and prices which is not far from enabling producers to reap
a normal profit, when their productive capacity is utilised to a normal extent.

Financial policy and public works

Financial traditions in Sweden are rather orthodox and strict. Borrowing was
used only for productive purposes which were expected to yield the State suf-
ficient profit to cover interest charges. Railways constructed partly for military
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purposes, office buildings, etc., were financed by means of taxation. During the
good years 1927-1931 current revenue exceeded current expenditure — exclud-
ing productive investments — by something like 200 million kronor.

With the advent of the severe depression in 1931 the situation changed.
The budget for the financial year July 1931 to June 1932 was balanced in less
orthodox fashion; the year ended with a deficit, and not less than 70 million
kronor in all had to be financed otherwise than out of current revenue. For
the sake of simplicity such operations will be described below as “financed
by borrowing”. In addition to this 70 million a similar sum was borrowed for
productive investments, which in Sweden are entered under the heading “ex-
penditure for the increase of capital”.

In the next budget (1932-1933), which covered the period of the depth of
the depression, borrowing for productive investments was — curiously enough
— reduced to 50 million, apart from a sum of money that was used simply to
strengthen the financial position of the iron ore company, in which the State
holds a large interest. However, the deficit in the rest of the budget rose to a
sum total of about 110 million, including amounts taken from various funds.
Hence borrowing for total real expenditure was about 160 million, or some-
what higher than the preceding year.

The budget for 1933-1934 was based by the new Socialist Government
on new principles. To finance unemployment relief during a period of depres-
sion by means of loans was declared to be sound, as this would help to main-
tain purchasing power, provided that the borrowing was so effected as not to
restrict the credit given to private industry. Only through such a policy would
it be possible to escape not only the cutting down of desirable expenditure but
also an increase in taxation that would weigh heavily on industry and trade. It
would however be prudent to provide for the amortisation of such temporary
borrowing over a short period of years by setting aside the income from certain
taxation — an increased inheritance tax — for this purpose. In the long run, the
financial position of the State would not be weakened; the heavy financial bur-
den of the depression would merely be spread over a certain number of years.

According to this new budget, borrowing for productive public works
—which had always been financed in this way — would be increased to 100 mil-
lion kronor. Owing to delay in starting these works only 65 million was actu-
ally spent before the financial year ended in June 1934, to which sum should
be added about 15 million remaining from the previous budget. As regards ex-
penditure which would normally have been financed out of current revenue,
it was proposed to borrow 168 million for unemployment relief — relief works,
cash allowances, etc. — and for certain building purposes. Furthermore, certain
kinds of “savings” which meant a hidden deficit were made; these, however,
were covered by the surplus which the budget ultimately gave owing to an un-
der-estimate of certain items of revenue. Of the proposed extraordinary loan
expenditure of 168 million, which was accepted by the Riksdag, only 98 mil-
lion was actually spent. In addition, extraordinary amortisation amounted to
24 million, so that the sum total of expenditure financed by borrowing must
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have amounted to about 155 million. This sum was about the same as the cor-
responding sum for the preceding year, 1932-33. As more than half the money
was spent in the first half of 1934, there was certainly no increase — perhaps
even a small reduction — in the rate of loan expenditure in the second half of
1933 as compared with the preceding budget, which had in theory been based
on the old financial principles. On the other hand, 1934 saw a decided speed-
ing-up of loan expenditure for public works, in particular after the end in Feb-
ruary of the labour dispute in the building trades in the towns. As some of the
State money was used as subsidies to municipalities to cover a part of the cost
of public works and some more was used as subsidies for the improvement of
private houses in country districts, it seems certain that the total loan expendi-
ture due to State action during the first half of 1934 much exceeded the sums
borrowed by the State; it is probable that it was not far short of twice the cor-
responding expenditure in the first half of the preceding year.

It should be added that Sweden’s financial position has not been seriously
damaged by the borrowings of the last four years. This is perhaps most clearly
seen from a comparison of the interest payments on the State debt, which will
be less than 100 million during the next budget year, with the expected rev-
enue from productive investments and funds, which amounts to over 130 mil-
lion. Thus no taxation is required for the interest service.

While it seems to be beyond dispute that the policy of budget surpluses
during good years and deficits during the depression had a stabilising influ-
ence on economic conditions, it is also evident that the concentration of the
loan expenditure in 1934, when industry and trade were well on their way out
of the depression, was unfortunate. The new policy should have been begun
two years earlier and preparations made for it in advance. In 1934 the time
was ripe for a gradual reduction in public works rather than for an increase.

In any case the influence of the new financial policy on economic con-
ditions in 1934 must have been considerable. State and municipal loan ex-
penditure must have been somewhere between 150 and 200 million kronor
more than it would have been under the old policy, and was at least 100 mil-
lion kronor higher than it was in 1932; the national income was therefore in-
creased by more than this amount. While these are important sums, they are
far below the increase in the value of Swedish exports, which reached almost
350 million; it is probably safe to conclude, therefore, that the increased bor-
rowing was a much less important factor in promoting the general recovery.
There is also no reason for assuming that the secondary demand arising from
income due to the new financial policy was relatively greater than that brought
about through export revival. On the contrary, the influence of the latter on
the balance of payments and the purchases of foreign exchange by the Bank
of Sweden, and thereby and in other ways on the capital market, has no par-
allel among the indirect effects of the new financial policy.

The amount of employment given by public works is of course partly de-
pendent on the level of the wages paid. Before 1933 the practice in Sweden
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was that wages paid for relief work — road construction, forest clearing, etc. —
were about 15 per cent lower than the open-market wages of unskilled labour
in the district concerned. No unemployed worker, skilled or unskilled, obtained
help of any kind unless he was willing to accept work on that condition. In
1933 two fundamental changes were made in this policy. A large part of the
public works that were started to reduce unemployment was to be handled in
the same way as ordinary productive works, and thus naturally paid at regu-
lar tariff wage rates; on relief works proper, on the other hand, the wage was
to be equal to the open-market wage of unskilled labour in the district. Some
people feared that this would cause a flow of labour from agriculture, where
wages are lower than the lowest unskilled wage in many manufacturing re-
gions. Up to the end of 1934, however, these tendencies seem to have been
insignificant, and agriculture has on the whole not had serious difficulties in
getting sufficient labour. The Unemployment Commission, which organises
the State relief works and supervises the municipal relief works which receive
State subsidies, naturally has its attention on these and similar difficulties,? and
tries to restrict employment on relief works when dangers of this kind arise.
It is still too early to say whether the new system has given rise to any serious
disadvantages. Against such possible disadvantages must be set the gain that
the relief works are now not so unpopular as they used to be.

The employment directly created on these various public works during
1934 reached very great proportions. During the second half of the year the
number employed on the new “regular” public works — not ordinary produc-
tive investments in electrification of railways, etc., and not relief works — and
in private building activity dependent upon official subsidies was estimated at
34,000. This is a considerable part of the total reduction of 70,000 in the num-
ber of applicants for unemployment assistance that took place from the second
half of 1933 to the same period in 1934. Almost certainly, however, some of the
34,000 were not among those receiving assistance in 1933. Relief works, for
their part, employed almost 40,000 persons, or about half the number seeking
unemployment assistance. (It should be noted that workers on relief jobs are
counted as unemployed.) Apart from the number who are without work but
fail to report as unemployed, the total number of workers with no jobs of any
kind was therefore not more than 40,000 in the autumn of 1934. The winter of
1934-35 brought with it a seasonal increase of about 20,000.

Nothing in Swedish experience — either with regard to production or
with regard to interest rates — contradicts the opinion that in financially strong
countries it is sound and practicable to resort to large-scale borrowing during
periods of depression. The idea that the budget must be balanced each year,
and that otherwise inflation is bound to ensue, is one of those popular maxims
which are true in certain circumstances but not in others. The fact that they
have been preached as a general gospel without qualifications, especially by

2 The case of seasonal work in agriculture and forestry is also referred to below.
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bankers, has done much harm. For if an economic policy is believed to be un-
sound the practice of it cannot fail to call forth certain unfavourable “confi-
dence reactions”. In Sweden, fortunately, influences of this kind have been very
slight. It is time to learn the lesson of recent experience that intelligent and
sound public finance does not require the budget to be balanced each year but
only over a number of years, including both good and bad business conditions.

Agricultural policy and good crops

[The author devotes two pages to the improvement in the agricultural situ-
ation. The main factors were a succession of good crops and regulation of the
milk and butter market. Farmers’ incomes had also been raised by the State’s
undertaking to buy each summer all wheat and rye of the previous year’s crop
at a fixed price.]

These measures, combined with the effect of unusually large crops of
bread cereals and good crops in general in the autumn of 1932, 1933, and 1934,
have brought about the substantial increase in farmers’ incomes referred to
above. A very large part of this extra income, however, has been at the ex-
pense of the consumer, who has had to pay increased prices for butter and
some other products and therefore, presumably, has bought less of other goods.
To what extent such a change in the direction of demand contributes to a gen-
eral economic recovery is an open question, the answer to which would seem
to depend on the special circumstances in each case; closer analysis is beyond
the scope of this article. The transfer of money from one group of producers
to another group can lead to a rise in the total volume of purchases over a
certain period of time on two conditions: (1) if the people receiving the money
so transferred spend a larger part of it on consumption during the period or
if the individuals selling to these people do so; (2) if the improved profitable-
ness of production and the greater credit available to the producers receiving
the transferred money leads to an increase in investment which is greater than
the reduction suffered by the other producers. In view of the fact that the fi-
nancial position of many Swedish farmers was very weak in 1932 and that this
had unfavourable reactions on business sentiment and turnover in the coun-
try districts, it is not improbable that the rise in the prices of farm products to
some extent satisfied these conditions.

However, a considerable part of the new income accruing to the farm-
ing community was derived, not from higher prices paid by the Swedish con-
sumer, but from increased production and consumption of animal foodstuffs
in Sweden. One-third of the new farm income was obtained at the expense of
other countries by reduced purchases from them and larger sales to them. In
1934, smaller imports of bread cereals, sugar, and maize and a higher export
price for bacon gave the Swedish farmer about 40 million kronor more than
in 1932. Reduced imports of oats and a small rise in the export value of but-
ter — the quantity exported rose from 13 million kg in 1932 to 23 million kg
in 1934 — and a dumping export of cereals to reduce surplus stocks together
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gave more than 10 million kronor. On the whole, the increase in farmers’ in-
comes from changes in imports and exports from 1932 to 1934 amounted to
more than 50 million kronor. Finally, the semi-official purchases of wheat and
rye for 35 million kronor of borrowed money, of which only a minor part was
recovered through the dumping exports and through domestic sales for feeding
purposes, produced a corresponding increase in incomes. The total increase in
farm incomes due to borrowing and changes in imports and exports, and not
arising from sales at increased prices to other sections of the population, was
evidently considerable in 1934, although decidedly smaller than the figures for
income increases due to the revival in export industries.

[..]

Reinvestment demand

After [ ... ] some years of depression a feeling that the fall in prices has come to
an end may be sufficient to release a demand of the former sort that has until
then been dormant, and a strong recovery movement may set in quite inde-
pendently of favourable changes either abroad or in domestic economic policy.

The Swedish recovery has not been of this type. During 1930 and 1931 in-
vestment activity was well maintained, although on a slightly lower level than
during the boom years. Sweden experienced only twelve months of serious de-
pression in manufacturing industries and trade — the period from April 1932
when the Kreuger concern broke down to the spring of the following year —
before the revival started. This period was too short for a large reinvestment
need to accumulate. Most industrial firms had a strong financial position, so
that debt liquidation did not force them to restrict investment.

It will be evident that the stimulus to expansion of output from such
accumulated reinvestment need, when optimism began to return, could not
be expected to come so quickly or to be so strong as in some other countries
which had suffered from a longer and more severe depression. This expecta-
tion was fulfilled by actual events. The considerable increase in reinvestment
came much later than the psychological change, which, to judge from the stock
exchange, can be placed in February 1933. The index of share quotations fell
during the second half of 1932 — it had been especially low immediately after
the breakdown of the Kreuger concern — and up to February 1933, when it
reached 78. It then rose to 92 in May, only to remain constant until October,
and it was not until January 1934 that the real upward movement began. It is
worth noting that the psychological change in the spring seems to have had lit-
tle influence on investment activity. During 1933, therefore, the recovery move-
ment must have been carried chiefly by the other factors discussed above: the
expansion of exports, the home market revival due to the depreciation of the
currency, and the improvement in agriculture due to crisis measures and good
crops. Financial policy did not affect the movement more than in the previous
year, although it was all the time a favourable influence. These three factors
may be called primary forces in the recovery, while reinvestment — called forth
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by them, i.e. by the improvement they had caused — was a secondary tendency
which gathered strength only in 1934. In that year these three primary forces,
to which financial policy should now be added, were also strengthened.

Some light is thrown on the relative importance of the four factors, other
than reinvestment tendencies, not only by the preceding quantitative estimates
of the size of their direct effects on income but also by the following consid-
erations. The expansion of exports during 1933 can have had only a slight in-
fluence on home-market industries in that year. There is always a considerable
time-lag before the secondary reactions take place. Hence the recovery in these
industries during 1933 must have been due chiefly to the other primary factors,
and probably most of all to the depreciation of the currency. Yet it would not
be justifiable to describe the course of events in Sweden as fundamentally an
“isolation revival”, due chiefly to the stimulus given by the cutting off of inter-
national economic relations. Both the value and the volume of imports — raw
materials excluded — were in fact higher in 1934 than in 1932.

As no significant changes were made in wages during the period of re-
covery, it has not seemed necessary to discuss this aspect of economic policy
here. It may not, however, be out of place to mention that the great stability
of the situation of the home market all through the depression had something
to do with the wage policy pursued. Wage reductions in 1931 and 1932 brought
nominal rates down by something like 5 per cent. As the cost of living fell by
10 per cent, real wages per hour were increased. When the policy of raising the
wholesale price level had been accepted, the time for any considerable wage
reductions was obviously over. Such reductions would have caused an expec-
tation of lower prices in the future and have led to a decline in consumers’
demand. In the situation ruling in 1932 it would have been useless to wait for
an increase in investment demand to follow a fall in wage costs. It was an im-
portant circumstance that the tendencies towards deflation, which lasted, al-
though in a weakened form, until the spring of 1933, did not get the support of
large wage reductions. It is probably more than mere chance that home-market
industries were able to maintain production relatively well in Sweden as com-
pared, e.g., with Finland, where considerable wage cuts took place.

These brief observations are not meant to indicate that rigidity of wage
rates always makes for economic stability. This is by no means always the
case, as the effect of different kinds of wage policy depends on the character
of the situation in which they are applied. A study of economic developments
in various countries during “the great depression” will presumably lead to a
more relativistic view of the effects of economic policy on business conditions
and the standard of life.

Present and future labour market problems

Looking back at the development of Swedish economic conditions during the
last two years one cannot but feel that the recovery has been remarkable. It
has not been accompanied, and still less been caused, by any elements of an
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inflationary character which would lead one to expect a sudden reversal of
the movement. On the contrary, the adjustment of selling prices and costs to
one another since the currency left the gold standard has come about as much
through cost reductions as through the rise in wholesale prices. In spite of the
fact that the latter are still about 20 per cent lower than they were before the
depression, whereas nominal wage rates have fallen by less than half this fig-
ure, improvements in technique and organisation have made profitable pro-
duction possible in most industries.

While unemployment is still somewhat greater than in the prosperous
years before the depression, the difference is less significant than in most other
countries. Additional unemployment of between 20,000 and 50,000 persons
does not weigh heavily on an industrialised country with more than 6 million
inhabitants. The quantity of resources lying idle is certainly not of such pro-
portions as to call for any considerable and general restrictions on their use
in the present situation — e.g. through a compulsory and permanent reduction
of the working week.

This, however, does not mean that there are no serious problems of em-
ployment and unemployment to face, especially if attention is directed towards
the future. A new depression of a more or less typical business cycle character
may come any year. It is highly important that the State and the municipal-
ities should prepare beforehand for such an eventuality, so as to be ready in
time with a suitable economic policy. This will probably have to be of much the
same kind as the one applied in the last few years, the chief defect of which
was that it began a couple of years too late.

Perhaps not less important is the question of the so-called “permanent”
unemployment, and its relation to the social policy adopted to assist the un-
employed. As the problems connected with this are similar in a great many
countries, it may be worth while to make them the subject of a brief analysis.

Possible dangers of social policy

At the end of September 1934, before seasonal unemployment had begun, the
number of people reporting to the Unemployment Commission and apply-
ing for assistance was 79,000. Of this number 43,000 were employed on relief
works and 1,000 young people on voluntary labour service. Of the rest, 10,000
obtained cash allowances, while 25,000 were considered to be not in need of
assistance. It seems certain that a considerable proportion of these 79,000 rep-
resented a type of labour on which a large amount of unemployment is or-
dinarily concentrated. Investigations into the quality of labour employed on
relief works in certain cities have shown that it was to a large extent what may
be described as second quality. There is reason to suppose that the problem of
how to find employment for such labour is growing more and more important.

It is of course obvious that some individuals have always fallen below
the standard of quality expected of ordinary labour, usually because they lack
the intelligence, energy, or health that is necessary. It seems certain, however,
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that the requirements of the ordinary standard have a tendency to rise. With
the growing use of machinery, often of a complicated character, and with the
increasing speed of production the demands made on the workers are rising
and a growing percentage of them are not able to meet these demands. This is
so not only in the manufacturing industries; in recent years the same tendency
has gathered strength in agriculture as well, where formerly much second qual-
ity labour was used. The rationalisation of farming, e.g. the increasing use of
machinery, seems to be proceeding more rapidly than ever, with this change
in the nature of the demand for labour as a consequence.

Another factor which makes the problem of second-quality labour more
serious than it was a decade or two ago is the more complete organisation of
the labour market. If labour of this kind is to be paid the same wage rates as
ordinary labour, it will not get much employment, except during real boom pe-
riods. The organisation of the labour market means a certain rigidity of wages
and incomplete differentiation of wage rates, thus making it more difficult to
adapt the rates for the second-quality labour to its real usefulness.

Before the depression workers of this kind found odd jobs here and
there, but they were not well paid and, owing to intermittent periods of un-
employment with little or no help from the community, they led a precarious
existence. As the social policy of recent years has made it much easier to ob-
tain unemployment assistance, the stimulus to seek new jobs has been weak-
ened. The total amount of unemployment among workers of this kind cannot
fail to show an upward tendency.

The fuller utilisation of this labour power, both for the sake of the con-
tribution it can make to the national income and — still more — to save the
individuals concerned from the burden of long idleness, is indeed a serious
problem, which seems unlikely to be solved without specific measures on the
part of official institutions. The experiments in the employment of the disabled,
e.g. in the Ford factories, have however shown that much can be done to find
opportunities for the employment of labour that is below the ordinary standard
of general usefulness, or useful only under certain conditions. Due consider-
ation must be given to this problem in the construction of future social policy.

A similar problem is raised by the existence of individuals who are re-
luctant or unwilling to work. The possibility of obtaining public assistance in-
evitably makes it easier for them to remain idle. Although the cash allowances
paid in Sweden are relatively low — a maximum of 3 kronor a day for man and
wife, 2 kronor for a single person, and 60 6re for each child — some people
prefer to accept them rather than work. To counteract such tendencies some
municipalities require two days of work per week from persons receiving as-
sistance; if they refuse to work, all unemployment assistance is withdrawn. As
far as possible, however, the unemployed are offered not cash allowances but
jobs on relief works. Here again refusal to accept the work offered means the
end of all help from the unemployment authorities. Some municipal unemploy-
ment committees use relief works to test the willingness to work of everyone
applying for assistance; others give work to those who apply for it, while the
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remainder get cash allowances. The question of how to test the willingness to
work without causing undue hardship to the ordinary unemployed worker ob-
viously gives rise to difficult problems.

Seasonal employment is another case in which, failing special precau-
tions, social policy may tend to cause or prolong unemployment. The seasonal
character of Swedish industries is very marked, chiefly for climatic reasons. In
the northern part of the country small farmers and farm labourers work in
agriculture during the brief summer, and during the winter in the forests cut-
ting and transporting timber. Timber floating is done in the summer half-year.
It is the normal system to pass from one to another of these occupations in
the course of the year, often with one or two months of unemployment in the
spring and autumn. In spite of the seasonal character of the jobs, daily earnings
in them are not higher than in other more regular employments in the country
districts, chiefly on account of the severe competition of the very cheap labour
in the Finnish and Russian timber industries, and the standard of living of this
group of workers is thus relatively low. Not unnaturally, their anxiety to find
jobs in private industry is reduced by the possibility of obtaining cash allow-
ances, and still more by the relief works on which they can earn as much as on
their ordinary work, and which often give longer and more secure employment.

[..]

The local adaptation of labour

In a large and scantily populated country like Sweden the problem of the geo-
graphical mobility of labour has always been important, and has become even
more so during the present period of great changes in the structure of world
economy and of Swedish industry. In some parts of the country employment
is almost exclusively dependent on the stone quarries, whose output seems to
have been permanently reduced to a fraction of the pre-war volume. In some
regions in the North the supply of timber is so small that the local timber in-
dustry will in the future be much restricted. In these and other similar cases,
how is the working population to be transferred to other parts of the country
and employed there?

In the nineteenth century the pressure of hardship, sometimes even of
starvation, made people migrate either to other districts or — more commonly
— to the United States. Nowadays, fortunately, the community intervenes with
aid, but sometimes with the undesirable result of reducing the mobility of la-
bour. The same effect is sometimes produced by the form of local protection
practised by many municipalities and districts, which reserve jobs as far as pos-
sible for their own inhabitants and put difficulties in the way of people com-
ing from outside. The difficulties are increased by the efforts of trade unions
to give their own unemployed members the preference over non-members
coming from other districts.

Such circumstances make it important that the community should make
every effort to increase the geographical mobility of labour, when this can
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be done without causing any serious inconvenience in other respects. Among
general measures to this effect may be mentioned the improvement of the
system of employment exchanges and official subsidies to cover travelling ex-
penses. In Sweden both these methods are at present being applied. It is also
of course important that the attention of the trade unions should be directed
to the important question of mobility. Special measures to organise the trans-
fer of labour in particular cases can also be useful. In Sweden unemployed
from the more seriously affected districts are given relief work in other parts
of the country, where the state of the free labour market is relatively favour-
able, with the result that after a time some of them find regular employment
there in private industry. Another measure that has been tried on a small scale
and with good results is to select youths from the overpopulated districts for
official training courses, e.g. in mechanical work; after training, they have been
almost eagerly demanded by mechanical firms all over the country.

It is needless to say that a policy of this kind should be based on careful
study of the tendencies and trends in industry by means of regular surveys. In
this respect, however, much remains to be done in Sweden.

On the basis of such investigations it may also be possible to attack the
problem from the opposite angle. Instead of transferring surplus labour to
other regions, new industries may be found that can with advantage be es-
tablished in the districts where there seems to be a permanent surplus of la-
bour. The depreciation of the Swedish currency has opened up possibilities of
manufacturing many goods within the country that were formerly imported. A
Government committee is at present enquiring into the possibilities of bring-
ing about the desired establishment of such new trades.

The need for expansion

While unemployment is not at present a very serious problem in Sweden, there
is reason to fear that the problem of employment may shortly become very
difficult, owing to the rapid increase in the number of persons of working age,
from 18 to 65 years. The increase during the next decade may be estimated
at almost 150,000 men and a similar number of women. Where are all these
people to find employment?

It is at least clear that it will not be in agriculture. Swedish exports of
foodstuffs are more likely to meet growing difficulties on the foreign mar-
kets than the reverse, and there is little prospect of larger sales on the domes-
tic market. The best that can be hoped for is that the general increase in the
Swedish demand for animal foodstuffs should keep pace with the rapid rise
in output per farmer. If the standard of living continues to rise in the future
as it has done in the past, this will result in a larger percentage of the produc-
tive resources of the country being used to produce goods and services for the
satisfaction of secondary needs.

Obviously, it is to manufacturing industries, including building, and the
service industries that we must look for the greater part of the necessary
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expansion of employment. Public opinion in Sweden is reluctant to accept the
pessimistic view that it will become impossible to create sufficient employment,
and that a permanent shortening of the working week will therefore be re-
quired. History offers no evidence in support of the view that — except during
special depressions — it is not possible to use the growing productive capacity
of a country to satisfy the many pressing needs of a population which is still
far from a desired standard of living. (It is true that when a certain standard
has been reached, a shorter working day may be preferred to a higher income,
but this is quite another matter.)

On the other hand, experience seems to show that during the last hun-
dred years rapid economic progress and expansion have been connected with
a large volume of new real investment. [ ... PJresent conditions seem to indi-
cate house building on a large scale as a natural form of investment during
the next decade, and one which might in turn stimulate a general industrial
expansion. A further reason is that the standard of housing is lower in Sweden
than in some other north-western European countries, where the standard of
living is not higher in other respects. The low and falling birth rate also calls
for measures to check its decline, and better housing accommodation may pos-
sibly have some effect in this respect. Last but not least, the interest level of
3 per cent makes it possible to provide housing more cheaply than was possible
some years ago. As, however, there is no certainty of a sufficient automatic in-
crease in building activity, it has been proposed to subsidise house building to
meet the needs of poor families with more than two children. There seems
to be a growing conviction in Sweden that official measures to stimulate the
production of houses is a natural way of contributing towards a general eco-
nomic expansion, and a necessary item in the solution of the employment
problem.

[ ... T]he volume of employment will also depend on the level of remu-
neration asked for by the trade unions. Expansion in private industry depends
on the possibility of making a satisfactory profit; a wage policy that prevented
this would accordingly counteract the tendencies towards the desired growth
in manufacturing industries and elsewhere. The goal both of the unions and of
the State must be to pursue such a general policy that the standard of living
of all classes — or at least such as are not wealthy — can be raised. This implies,
first, an expansion sufficient to avoid any increase in unemployment, and, sec-
ondly, such increase in wages — an increase all round, and not only in certain
fields — as is compatible with this rise in employment.
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Abba P. Lerner

The article by Abba P. Lerner reproduced here was the first to explain Keynes’
employment theory in simple and generally intelligible terms; indeed, the art-
icle had been read and approved by Keynes prior to publication. Born in Ro-
mania, Abba P. Lerner studied in Cambridge before teaching at a number of
universities including the London School of Economics and the University of
California (Berkeley). Lerner made major contributions in his own right, to
socialist economics, trade theory and welfare economics, e.g. on the develop-
ment of market pricing for a decentralized socialist economy, the symmetry
of export and import taxes, factor-price equalization, and his concept of low
and high full employment (which evolved into the natural rate and then non-
accelerating-inflation rate of unemployment). But here he explains the nature
of Keynes’ influential argument. Contrasting it with the prevailing orthodoxy of
the classical economists, he explains why lowering money wages would not be
sufficient to achieve full employment (the absence of involuntary unemploy-
ment): costs would fall but demand would fall by more, leading to the reversal
of any gain in employment, unless at the new equilibrium the rate of interest is
lower than it was initially. The central contribution concerns the determinants
of investment — on which the level of employment depends. It is more efficient
to act directly rather than indirectly on the rate of interest and consumption.
“To seek the alleviation of depression by reducing money wages, rather than
by directly reducing the rate of interest or otherwise encouraging investment
or consumption, is to abandon the high road for a devious, dark, difficult and
unreliable path [...]”. Apart from the central message, several other funda-
mental Keynesian concepts are clearly defined, such as liquidity preference,
the marginal efficiency of capital, and the fallacy of composition with respect
to individual and collective thrift. Then, as now, the lack of flexibility versus
the weakness of aggregate demand are the competing explanations for un-
employment in the ongoing debate over what to do about it.

Copyright © International Labour Organization 2012
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Mr Keynes’ “General Theory
of Employment, Interest and Money”

Abba P. LERNER

Originally published in International Labour Review, Vol. 34 (1936), No. 4 (Oct.),
pp- 435-454; this abridged version was published in International Labour Review,
Vol. 135 (1996), No. 3-4, pp. 337-346.

The object of this article is to provide as simple as possible an account of
the most important line of argument that runs through Mr J.M. Keynes’
book The General Theory of Employment, Interest and Money, so that, except
perhaps in some details of presentation, it contains nothing original. [...]

Keynes wishes sharply to distinguish his own system from what he calls
the “classical” economics. By that he means the orthodox body of doctrine,
first conceived in fairly complete outline by Ricardo, and developed by almost
all economists of repute from that time on, both in England and elsewhere,
which finds its present culmination in the works of Pigou. [...]

The last sentence in Keynes’ preface reads: “The difficulty lies, not in the
new ideas, but in escaping from the old ones, which ramify, for those brought
up as most of us have been, into every corner of our minds.” I would like to
underline that sentence.

kosk ok

Keynes is concerned with the problem of unemployment. The classical
view is that in the absence of State interference or other rigidities, the exist-
ence of any unemployment will have the effect of lowering wages.

This follows immediately from the definition of unemployment, for any
man who is not in employment but who does not try to get work at a lower
wage is no more considered to be unemployed than the man who refuses to
work overtime or on Sundays. At the current wage he prefers leisure to em-
ployment. He may be idle but he is not unemployed — at any rate he is not
involuntarily unemployed. If he really wanted to work, if he were really un-
employed, he would offer himself at a lower wage and this would reduce the
level of wages. Unemployment is incompatible with equilibrium.

The reduction of wages, the argument goes on, will make industrial activ-
ity more profitable so that business men will employ more people. As long as

Copyright © International Labour Organization 2012
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there is any unemployment wages will fall, and as long as wages fall profits
rise, and as profits rise employment increases until all the unemployed are
absorbed in industry and we have equilibrium and no more unemployment.

Unemployment can therefore persist only if the State, or the Trade
Unions, or some other institution prevents the unemployed from offering their
services at lower wages and so from setting in motion the automatic mech-
anism which leads to equilibrium and full employment. What is necessary,
therefore, is simply to remove the rigidity and allow the unemployment to
liquidate itself by reducing wages.

Keynes accepts neither the definition nor the argument. Like the clas-
sical economists he is concerned only with involuntary unemployment, but
he defines as involuntarily unemployed a man who would be willing to work
at a lower real wage than the current real wage, whether or not he is willing
to accept a lower money wage. If a man is not willing to accept a lower real
wage, then he is voluntarily unemployed, and Keynes does not worry about
him at all. But there are millions of people who on Keynes’ definition are un-
employed but who fall outside of the classical definition of unemployed, and
these provide one of the most pressing of modern social problems. These are
willing to work for less than the current real wage — they would be willing to
work for the current money wage even if the cost of living were to go up a
little — yet they cannot find jobs. What determines the number of people in a
society who find themselves in this position? Or to put the question the other
way round, what determines the number of people who do find employment?
The object of Mr. Keynes’ book is to indicate the road leading to the answer
to this question.

The classical refusal to consider these men as really involuntarily un-
employed resolves itself into a recipe for finding them employment. They have
only to agree to accept lower wages and they will find work. Keynes objects
to this procedure of economists on two separate grounds. His first objection is
on the practical ground of the uselessness of tendering advice that one knows
will not be accepted, even if it is sound advice. It is time for economists who
wish to give statesmen practical advice to realise that money wages are sticky
— that workers will, in fact, refuse to reduce money wages.

But Keynes’ main objection consists of a denial of the theory which is put
forward as an excuse for the treatment. If money wages are reduced it does
not follow that there will be any increase in employment. A general reduction
of wages will reduce marginal costs, and competition between producers will
reduce prices of products. Equilibrium will be reached only when prices have
fallen as much as wages, and it will not pay to employ more men than in the
beginning. The workers, who are able to make agreements with their employ-
ers about their money wage, cannot adjust their real wage. If they could reduce
their real wage more would be employed, but they can only attempt to re-
duce their real wage by reducing their money wage at the existing price level.
This, however, only brings about a proportionate fall in prices so that they
are in fact not able to vary their real wage. That is why their unemployment is
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involuntary even if they refuse to accept a lower money wage. For that would
not have the desired effect of reducing the real wage and increasing employ-
ment — it would merely remove a certain stability of prices.

It has hardly been disputed that a cut in money wages, by reducing costs,
will have some tendency to reduce prices, but it remains to be shown why
prices should fall proportionately to the reduction in money wages so that
there is no fall in the real wage and so no increase in employment in the manu-
facture of consumption goods. (Employment in investment industry depends
on other factors considered below. For the time being this is taken as given.)

Whether this will be the case or not cannot be decided at all by looking
merely at the effect of the wage cut upon costs. It is necessary also to con-
sider the effect of the wage cut upon demand; whether directly or whether in-
directly through the change in employment that might be initiated by the first
impact of the wage cut.

The essence of the analysis whereby Keynes obtains the result that there
will be no change in employment [from cutting wages] comes from a consid-
eration of demand conditions. If there is initially an increase in employment
— and, since employers very often think that a wage cut is a good thing, this
impact effect is very likely — the demand conditions will be such as to bring
about losses which tend to induce the entrepreneurs to curtail employment
until the previous equilibrium level of employment is restored. Similarly, if the
impact effect is to reduce employment, this will bring about profits which in-
duce entrepreneurs to raise employment to the previous level.

The losses that accompany an increase in employment in the manufac-
ture of consumption goods are due to the tendency of people, whose income
is increased, to increase their expenditure by less than the increase in their
incomes. This means that the increase in revenue from the sale of the larger
output of consumption goods is less than the increase in the outlay on their
production so that there emerges a net loss. This loss may be mitigated, but
not entirely escaped, by the withholding of stocks with the intention of sell-
ing them at a more propitious moment, but this procedure, while diminishing
losses, has the effect of building up superfluous stocks. The losses and the ac-
cumulation of stocks both tend to reduce employment, and these forces must
persist and accumulate as long as employment remains above the equilibrium
level. The whole of this phenomenon is reserved for the case where the initial
effect of the wage cut is to diminish employment.

We must now consider how all this works if items other than wages enter
into marginal costs. Where this is the case these other items are payments for
the use of productive resources which, in the short period, are fixed in sup-
ply. This is because they accept whatever they can get, their reward falling
relatively to wages until all those that are of any use whatever are employed.

If, then, wages are reduced, the attempt to substitute labour for these
other productive resources will increase employment and may reduce the earn-
ings of these resources. As long as these earnings have not fallen in the same
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proportion as wages, costs and prices will not have fallen as much as wages
but will have fallen more than the rewards of the other productive resources.
Real wages will be lower while the real reward to the other productive fac-
tors will be greater. More men will be employed, and the total real income will
be greater; since with more men employed on the given resources a greater
real product is forthcoming. The aggregate real income of the other produc-
tive resources is increased, since the quantity employed is unchanged and the
real rate of reward is increased. The aggregate real income of labour may be
greater or less than in the beginning, according as the increase in employment
is greater or less than the reduction in the real wage.

As long as this situation remains, prices have not fallen as much as wages
have been reduced; and the workers have been able to reduce their real wages
by reducing their money wages and thus to increase employment. Such a pos-
ition cannot be expected to persist, but contains within itself forces which will
still further reduce the rewards of the factors other than labour until costs and
prices have fallen proportionately to wages, and real wages and employment
are back again at the original level.

In the situation we have just described total real income is greater than
in the initial position, because more men applied to the same equipment pro-
duce more goods. There is an increase in the total real costs of the consumption
entrepreneurs [producers of consumption goods] exactly equal to this increase
in real income (since the incomes of the factors of production are the costs of
the entrepreneurs). Out of this extra income some will be saved, so that the
total receipts of consumption entrepreneurs increase (in real terms) less than
their outgoings. Entrepreneurs make losses which cause them to restrict their
(output and) demand for productive resources. This goes on as long as more
men are employed than in the initial equilibrium and as long as the real reward
of the productive resources other than labour is greater than in the initial po-
sition. These two phenomena disappear at the same time, since the tendency
to substitute labour for other productive resources, which led to the increase
in employment in the first place, disappears just at the point where the real
reward to the other productive factors has fallen in the same proportion as
prices and wages. A new equilibrium is reached only when employment has
gone back to its original level and the reward of the other resources has fallen
to their old real level. This will only be when their prices have fallen in the
same proportion as wages. As long as these have fallen only in a smaller pro-
portion than wages, prices will be higher than before relatively to wages and
lower than before relatively to the reward of the other productive resources,
and the disequilibrium described will continue.

In a longer period it will be possible to increase or decrease the supply
of productive resources other than labour by varying the application of current
factors of production to their manufacture, so that the above argument, which
rests on the fixity of supply of productive resources other than labour, would
not apply. But there will be no inducement to vary their supply since their
price, determined in the longer period by their cost of production, will have
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varied in just the same proportion as wages. There is therefore no point in de-
parting — except as a temporary mistake — from the initial level of employment.

This does not mean that a reduction of money wages may not have all
sorts of indirect influences which ultimately react on the level of employment.
There will be effects on the demand for money, on the rate of interest, on en-
trepreneurs’ expectations of future prices or rather of the relation of these fu-
ture prices to present costs, on the distribution of wealth and spending — all
these and other influences will have an effect on the number of people that
entrepreneurs consider it profitable to employ — but these work in divergent
directions and some of them only after a considerable interval, so that nothing
can be said as to the effect of the sum of these influences on employment as a
result of a reduction in wages until a complete set of assumptions have been
provided as to the form and strength of these influences. Before we have all
this information we must either assume them to cancel out and say that there
is no effect on employment, or else, if we wish to be more realistic, we must
say that what happens to employment if money wages are reduced will depend
upon other conditions, so that employment might go either up or down. Any-
thing might happen. There is no simple rule such as the classical economists
envisage relating the level of employment to the money wage.

If the level of employment is not affected in any simple way by the money
wage, what is it that does determine the amount of employment? Before an-
swering this question it is useful to contemplate some very simple equations.

The income of the whole society is earned by the members of the society
in producing either consumption goods or other kinds of goods. We call these
other goods investment goods. This gives us our first equation. The total in-
come of society (YY) is made up of the income earned in making consumption
goods (C) and the income earned in making investment goods (I). Y = C + L.

Now C, which stands for income earned in making consumption goods,
must also stand for the amount spent on buying consumption goods, since
these two are in fact the same thing. (Similarly I stands also for the amount
of money spent on investment goods.) The aggregate amount of saving in any
period (S) is defined as the excess of aggregate income in the period over the
expenditure on consumption goods. This, the almost universal definition of
Saving, gives us our second equation S =Y — C (Definition).

From these two equations it follows that saving must always be equal to
investment. S = L.

This appears rather peculiar to many people when they first meet it,
since there is obviously no mechanism whereby any individual’s decision to
save causes somebody to invest an exactly equal amount. Mr Keynes has in-
eradicably impressed that upon the mind of everyone who has read his Trea-
tise on Money. And of course Keynes was right in this. Yet there is no paradox.

It is perfectly possible for any individual to save more without investing
more himself. The proposition applies only to aggregate saving and investment.
Neither is it necessary that aggregate investment should increase whenever
any individual decides to increase the amount that he saves. This would be so
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if an increase in an individual’s saving left unchanged the amount saved by
all other individuals together, so that it always meant an increase in aggregate
saving. But we cannot assume that, because the individual must decrease his
expenditure on consumption goods to the extent that he increases his saving.
This diminution in C (if others have not changed their expenditure on con-
sumption goods) diminishes Y (by diminishing the income of those who sell
consumption goods) and therefore leaves (Y — C), which by definition is S,
the same as before. Others have saved as much less as he has saved more, so
that aggregate saving is unchanged and equal to the unchanged I. If there is
no change in I there can be no change in S.

Individuals deciding how much to spend out of their incomes seem to
be able to decide how much to save, and if we consider one individual in a
large society, this has sense, because the effect on his own income of an indi-
vidual’s expenditure on consumption goods can be neglected. But if we take
society altogether and neglect the effect of changes in expenditure on total
incomes, we naturally get into trouble, for we are then making the contradic-
tory assumptions (a) that when people save more they spend less on consump-
tion goods and (b) that the people who sell consumption goods do not receive
any less. And nobody expects to get sensible results by deduction from con-
tradictory assumptions, not even those who are most scornful of the canons
of “bourgeois” logic.

[...] We always get back to this really very obvious if not very inform-
ative bit of arithmetic. It only appears strange or suspicious because of the
habit of looking at the saving from the point of view of the individual who
has got his income and is wondering whether to save it or not. He is naturally
unable to see the whole social process. Our suspicions should vanish when we
realise that all that the proposition says is that the excess of total income over
income earned in making consumption goods is equal to the income earned
in other ways.

[...] It is only saying the same thing in other words to show that an at-
tempt by people to save more than they invest will diminish consumption and
incomes and employment, etc., but will never succeed in making saving greater
than investment.

[...] Although there is no mechanism whereby decisions about saving
bring about an equal value of investment, which is what makes the equation
suspicious, because of the long-standing habit of expecting the influences to
work from saving fo investment, there is a mechanism whereby decisions to
invest bring about an equal amount of saving, which is what makes the equa-
tion true. I = S.

From the expenditure on consumption at this level of income we can de-
rive the number of men employed in making consumption goods — for there
is a functional relation between this number of men and expenditure on their
product. Similarly, from the expenditure on investment goods we can derive
the number of people at work in making the investment goods. This gives us
the total number of men employed. This number is determined by the amount
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of investment and the propensity to save (or its complement: the propensity
to consume, which is the relationship between income and consumption). The
propensity to consume may also depend upon other things, such as the rate
of interest. These can be brought in and they fit quite well into the theory, but
it is a reasonable simplification to assume that small changes in the rate of
interest will affect different people in opposite directions; and the net effect
may here be neglected.

There remains to be considered what determines the rate of investment. It
is in the analysis of this that some of the more subtle and more valuable innov-
ations in the theory are made by Keynes. Investment consists in the application
of productive resources to the manufacture of capital goods. Capital goods are
goods which are valuable on account of services they are expected to yield in the
future. The efficiency of a capital good, or the rate of return over cost, as Irving
Fisher calls this, is the rate of yield of the capital good, i.e. it is that rate of dis-
counting the expected future yields of the capital good which makes the sum of
the discounted yields equal to the cost of making it. [...] The marginal efficiency
of any particular type of capital good is the efficiency of the marginal item of
that type of capital good, in the use where its installation would show the great-
est possible efficiency. The marginal efficiency of capital in general is the high-
est of the marginal efficiencies of all capital goods that still remain to be made.

It should be noted that the marginal efficiency of any capital good is de-
scribed in the same way (has the same dimensions) as the rate of interest, so
that it can be measured against it. It is a percentage of so much per annum.
But it must on no account be confused with the rate of interest. The rate of
interest is the rate at which money has to be paid for the privilege of borrow-
ing money; or, from the point of view of the lender, it is the rate at which one
is remunerated in money for the service of lending money.

There is, however, a certain relationship between the rate of interest
and the marginal efficiency of capital. For it will pay entrepreneurs to borrow
money in order to increase the rate of construction of capital goods — which is
the rate of investment — as long as the rate of interest is less than the marginal
efficiency of capital. As the rate of investment increases the best opportunities
for investment are used up, and the marginal efficiency of capital diminishes.
This happens in two ways. As the amount of capital increases, the expected
values of the services of new capital goods fall as these have to compete with
a larger supply of existing capital goods. This will be a very slow process since
the rate at which capital is increased — the output in a short period — is small
relatively to the existing stock of capital goods. But the other way in which the
marginal efficiency falls is operative in the short period. As the rate of invest-
ment increases, the marginal cost of making capital goods increases, and this
immediately tends to reduce the marginal efficiency of capital to the rate of
interest. For each rate of interest there is a corresponding rate of investment.
This relationship is the schedule of the marginal efficiency of capital.

The schedule of the marginal efficiency of capital is sometimes called
the demand curve for savings because the entrepreneurs, who undertake the
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investment and have to obtain the funds to finance it, are conceived to ob-
tain them from the savings of individuals which when summed constitute the
“supply” of savings. This is important in so far as it is brought in to explain
the amount of investment that takes place, and upon the amount of invest-
ment depends — as we have seen — the amount of employment which is the
quaesitum of the whole book.

It is clear that the amount of investment undertaken by entrepreneurs
in any given position, given the marginal efficiency schedule of capital, will
be determined by the rate of interest. The crux of the matter lies then in the
theory of the determination of the rate of interest.

According to the classical theory, the rate of interest is given by the sup-
ply and demand schedules for savings. The rate of interest is the price of sav-
ings and that amount of saving and investment comes about that is indicated
by the intersection of these demand and supply schedules. If the supply of
savings is greater than the rate of investment the rate of interest will fall so
as to bring them into equilibrium and vice versa. Savings and investment are
brought into equality with each other in an equilibrium by the movement of
the rate of interest.

This line of reasoning is not merely wrong — it is meaningless. The equa-
tions [given above] [...] show that savings can never be different from invest-
ment whatever the rate of interest, so that it is nonsense to say that the rate
of interest brings them to equality with each other. This can be shown in an-
other way. The supply schedule of savings in this scheme is supposed to be
independent of the demand curve for saving (which is the marginal efficiency
schedule of capital). This means that, given the rate of interest, the amount
of saving is independent of the amount of investment and also of the size of
people’s incomes. In fact of course it is ridiculous to assume that this is so, for
what happens is that if there is an increase in investment, incomes increase im-
mediately so that saving is increased by exactly the amount that investment is
increased. The supply curve does not keep still. Whatever the point one takes
on the demand curve the supply curve moves to the right or to the left so that
it intersects the demand curve at the point taken.

There remains unexplained what it is that determines the rate of interest.
The explanation of this is given by Keynes, who derives it from the inadequate
theories of the Mercantilists by an easy development of a line of thought that
had been shut out of economic theory for over a century. This line of thought
has only recently been coming back into respectable economics under very
heavy disguise in the writings associated with such esoteric concepts as the
“natural rate of interest” and “neutral money”.

The rate of interest is what people pay for borrowing money. It is what
people who have money — cash — obtain for lending it to other people instead
of holding it themselves. It is not payment for saving, for one can save without
lending the money saved; and in that case one does not get any interest pay-
ments. On the other hand one can lend money out of what one previously held;

Back to summary



Mr Keynes’ “General Theory of Employment, Interest and Money” 45

and in that case one gets interest payments without saving. The relevant de-
mand is then the demand to hold money. The supply is simply the total amount
of money that there exists. This demand schedule Keynes called Liquidity Pref-
erence, and it is the intersection between the liquidity preference schedule and
the supply of money (which is a perpendicular line if the amount of money is
fixed) that gives the rate of interest upon which the whole thing depends. The
higher the rate of interest the greater the cost — in terms of interest forgone —
of holding money and the smaller the amount of money people will want to
hold. Conversely, if there is an increase in the amount of money the rate of
interest will fall until people want to hold the larger amount of money. They
are induced to want to hold more money by the fall in the rate of interest, for
then, to some people, the convenience and feeling of security of holding cash
can be satisfied to a greater extent because the cost is less.

Our conclusion is that the amount of employment can be governed by
policy directed towards affecting the amount of investment. This may be done
either by lowering the rate of interest or by direct investment by the author-
ities. There may be difficulties for institutional or psychological reasons in re-
ducing the rate of interest to sufficiently low a level to bring about that rate
of investment which, with the existing propensity to consume, is necessary in
order to bring about full employment. It is because of such difficulties that
Keynes thinks that public works are necessary, and may become more and
more necessary as the wealth and capital equipment of the community in-
crease. For this means that on the one hand people wish to save more out of
the larger income corresponding to full employment while on the other hand
the accumulation of capital lowers the marginal efficiency schedule of capital.
Equilibrium with full employment is then possible only at lower interest rates
than are practicable unless either (a) investment is increased by State produc-
tion of capital goods whose efficiency is less than the rate of interest or which
for any other reason would not be manufactured by private entrepreneurs, or
(b) the propensity to save is diminished — consumption increased — by State
expenditure on social services or by redistribution of income from the rich to
the poor, or by any other means.

Keynes’ conclusion that the amount of employment has to be governed
by operating on the amount of consumption and investment, via the rate of in-
terest or otherwise, may seem at first sight to be a very small mouse to emerge
from the labour of mountains. Everybody has known that cheaper money is
good for business, and so is any increase in net investment or expenditure.
But except for occasional lapses from scientific purity to momentary com-
monsense, the pundits of economic science have been declaring that people
should practice more thrift. There has been a weakening of this attitude re-
cently — I am not clear to what extent this is due to the cyclical fluctuation in
the attitude of economists and how much to the influence of Keynes’ ideas
and some parallel development by J.R. Hicks and the Swedish writers. But we
must not forget that it is not so very long ago that we had Professor Robbins
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and Mr Keynes on the wireless respectively advising the world to save more
and to spend more. And there is still in Milan a World Institute for the En-
couragement of Thrift. It will be a long time before the view that thrift “since
it enriches the individual can hardly fail to benefit the community” is seen to
be an important example of the common logical error of composition. What
Keynes has done is to show that what the ordinary man has often felt in his
bones can be justified by a keener analysis than has so far been applied to the
problem. He has shown further that it is only by working indirectly on these
same determinants that any other remedies can ever work. Thus, even in the
case when a reduction of money wages increases employment it does so only
in so far as it indirectly reduces the rate of interest. The direct effect is merely
to reduce both prices and money incomes, leaving the real situation as before.
At the lower price level people find that they need less money to carry on
their business, so that if there is no change in the amount of money its sup-
ply is greater than the demand to hold it, and the attempt of money holders
to lend the spare money to others, or to buy other assets for money, raises the
value of the other assets and reduces the rate of interest. The reduction of the
rate of interest does the trick by making a larger rate of investment profitable.
Incomes then increase, in accordance with the propensity to consume, until a
level of income and employment is reached which induces people to save at a
rate equal to the greater rate of investment. From this it follows that any ob-
jections that may be raised against the dangers inherent in lowering the rate
of interest in an attempt to increase employment apply just as much or as lit-
tle to the policy of increasing employment by lowering wages, since that works
only via lowering the interest rate. It is not denied that there are any dangers,
but such as they are, they are inherent in any successful attempt to increase
employment. To run away from these is to refuse to be cured because that will
make it possible to become sick again.

To seek the alleviation of depression by reducing money wages, rather
than by directly reducing the rate of interest or otherwise encouraging invest-
ment or consumption, is to abandon the high road for a devious, dark, diffi-
cult and unreliable path, for no better reason than that the dangers that await
one at the common destination are more clearly seen when it is approached
by the broad highway.
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Alva Myrdal

In addition to its prescient economic policy in the early 1930s, Sweden is not-
able for the policy of family support it adopted. Alva Myrdal — who was later
awarded the Nobel Peace Prize' — was closely associated with the development
of a population policy in Sweden. In the article reproduced here, she explains
the particular concerns in Sweden and the nature of the policy recommended
and applied. At the time (as now in some industrialized countries), there was
concern with the progressive decline and ageing of the population. To design
an effective family policy in a democratic society was a challenge. Given the
economic burden of raising children, a key objective was to transfer part of
that burden from the family to the community. In discussing means of equal-
izing the cost of supporting children she addresses broader social policy issues,
including arguments for benefits in kind vs in cash, housing subsidies, educa-
tion, the employment of married women and rural-urban inequalities. It is in-
teresting to note the explicit link made between encouraging larger families
and ensuring that married women had opportunities for remunerative work,
the argument underlying the practical measures adopted to harmonize
women’s productive and reproductive roles.

! After heading the United Nations Department of Social Affairs for a number of years,
then serving in the Swedish diplomatic corps, Alva Myrdal was elected to the Swedish Parliament
in 1962. She represented Sweden on the United Nations Disarmament Commission from 1962
to 1973 and was Cabinet Minister responsible for disarmament and, subsequently, church affairs.
Having played an important role in the international peace movement, she received the Albert
Einstein Peace Prize in 1980, followed by the Nobel Peace Prize in 1982, which she received jointly
with Alfonso Garcia Robles.
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A programme for family security
in Sweden

Alva MYRDAL

Originally published in International Labour Review, Vol. 39 (1939), No. 6 (June),
pp- 723-763; this abridged version was published in International Labour Review,
Vol. 135 (1996), No. 3—4, pp. 347-357.

‘ N }idely different experiments in population policy have been tried in

Europe since the war of 1914-1918. Those of the Soviet Union and the
totalitarian countries have dominated the field of interest. Recently, however,
Sweden has set about the task of formulating a democratic population policy.
This is not due to any desire for ideological competition. It so happened that
the population problem assumed calamitous proportions in this period, and
the different forms of government have given their answers to it in typically
divergent ways.

The mere fact that Sweden has managed to enunciate a democratic popu-
lation policy side by side with those of the Communist and the Fascist States
has been found worthy of note, however, especially in view of the fact that it
was necessary to break away completely from the traditional opinions on the
subject of population, which, until the winter of 1934, prevailed in Sweden as
in many other countries. Since about the eighties [1880s], views on population
in Sweden have been divided into two characteristic groups: the conservative
and the reformist. The conservatives were traditionally interested in maintain-
ing or rather increasing the size of the population, seeking to achieve this end
primarily by curtailing the spread of birth control. More often than not, they
were also adverse to honesty in sexual matters. The other, Neo-Malthusian,
group was reformist as far as private family regulation through birth control
was concerned, and negative as to total population trend. In fact, this group
usually idealised the social and economic effects of population decrease.

The new population programme of Sweden may be described as a con-
structive synthesis of parts of both views. It wholeheartedly accepts Neo-Mal-
thusianism by sanctioning rational birth control, and at the same time endorses
the positive interest in population of the conservative group, though only in so
far as the prevention of a cumulative decline is concerned. This decline is to
be checked, not by keeping people in ignorance of birth control, and not by
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letting the poorer classes carry the main burden of regeneration, but by educa-
tional and social measures aimed at stimulating voluntary parenthood. A new
and realistic importance is thus added to the programme by the consideration
of population measures chiefly from the point of view of the interests of the
masses, and by the desire to improve the quality of the population through
providing better social conditions for families with children.

The terms of reference and the work of the Population Commission fol-
lowed these general lines. The Commission was appointed by the Govern-
ment in May 1935 at the request of Parliament and included representatives
of different political parties and experts in economics, statistics, medicine, and
genetics. The Commission completed its work at the end of 1938, having pub-
lished seventeen reports covering practically all the branches of social legisla-
tion which affect the family. [The author was closely associated with the work
of the Population Commission of which she writes, as a member of one of its
subcommittees and also as principal secretary to the Royal Commission on
Women’s Work, the proceedings of which necessarily involved collaboration
with the Population Commission. The reader is referred to the original art-
icle for references to the particular reports of the Population Commission to
which the author referred.][ ... |

The problem of declining population

The new problem faced is clearly one of declining population. So forcefully
had the recent propaganda of the Neo-Malthusian group stressed the dangers
of “overpopulation”, and so commonly had statisticians and economists fallen
into the habit of describing the demographic effects of the decline in fertility
in the euphemistic terms of approaching “stabilisation”, that it has taken some
years of education to bring the general public to acknowledge the fact that no
increase, and not even constancy, but a rapid decline in the stock of population
is facing European countries to-day. The focal point of interest in the qual-
itative aspect of the population problem was also new, in that preponderant
importance was attached not to biological deterioration but to the neglected
possibilities of raising quality by improving environment.

The Swedish birth rate began to fall in the eighties and has shown a
more conspicuous drop since 1910. The replacement limit was passed in 1925,
when the net reproductivity fell below 1,000. [ ... The] figures indicate a loss of
about a quarter of the population stock in each generation — a rate of change
which is likely to produce tremendous effects on the whole economic and so-
cial structure.

The present anxiety is focused not on the size of the Swedish people but
on the process of incessant decline. It has finally become apparent even to
those with little technical knowledge of demographic questions that the popu-
lation problem is not — as was believed throughout the Neo-Malthusian era
— that of reduction to a stationary condition on a higher or lower level, but
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that of a cumulative self-perpetuating decline, in which the population pro-
gressively liquidates itself.

As the present birth rate of Sweden falls about 40 per cent short of main-
taining any size of population constant, it has been considered futile to regard
any given stationary size as desirable or undesirable. If constancy of popula-
tion could be achieved, there is reason to suppose that Sweden could adjust
itself to various magnitudes of population. In a country with plenty of natural
resources the quantity of population cannot in itself, within relevant limits, be
perceived to have any important effects on the general welfare or the standard
of living of the people. Therefore no calculations of optimum size have been
attempted. The crucial factors of population are direction and rate of change
rather than optimum size. [See table.] [ ... ]

The economic, social and psychological effects of such an aging of soci-
ety must be considerable.

Even apart from the changes in age structure, however, a decline in popu-
lation has hampering effects on economic progress, employment, and general
welfare; these effects are due to influences on the relative volume and direction
of consumption, production, and particularly investment. It may once more be
stressed that these features of an economy in contraction are not primarily re-
lated to quantity of population but to rate of change, not to “underpopulation”
but to the dynamics of decline. The “optimum population” theory has no place
for these dynamic effects, and is therefore, in an industrial society, a mislead-
ing statement of the economic aspects of the population problem.

The Swedish population policy had to have a quantitative goal deter-
mined by reference to these considerations of effects as a rational basis, and
with due regard to the prevalent social values of the people. This desideratum
has been formulated as the attainment, if possible, of the replacement level,
and at least retardation of the rapid decline in population. No increase above
reproductive equilibrium has been thought desirable or even possible.

Table: Age structure of the Swedish people

Age group Actual percentages Forecast percentages
1910 1935 1985 1985
[hypothesis 1] [hypothesis II]

0-20 41 31 15 24

20-35 22 26 16 19

35-50 16 20 20 21

50-65 12 14 25 18

65 and over 9 21 9 23 24 49 18 %6

[In Hypothesis |, fertility among married and unmarried women combined is extrapolated from the previous
trend as first continuing to fall, though at a decreasing rate, and then finally reaching stabilisation on a lower
level; and in Hypothesis Il. marital fertility is assumed to remain the same as in 1933, but extramarital fertility is
assumed to decline at a uniform rate to 50 per cent in 1956, and nuptiality is stabilised from 1936 onward at
150 per cent of the earlier level. In all cases the mortality rate in different age groups is assumed to remain the
same as the actual rate in 1933]
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Requirements of a constant population

When this abstract goal is translated into actual demands in the matter of
child-bearing, its conflict with the private interests of individual parents and
generally accepted family patterns immediately springs to the foreground. A
dilemma between public and private interests is created and has to be faced;
the democratic structure of Swedish society, its rationalistic bent, and its re-
liance on free discussion, would prevent any attempt to conceal this conflict.

The number of children born annually would have to increase from about
90,000 to 120,000 in order to maintain the population at a constant size in the
long run. This in itself must seem a rather unconscionable demand on indi-
vidual families, since many children even now suffer from the inadequacy of
family income. It appears still more so in view of the admitted fact that even
the present number must include many undesired children, who would not be
born if birth control were democratically available.

[ -]

Another factor pointing to a greater reduction of fertility than optimis-
tic forecasts have taken into consideration is the continued existence of very
large differences between regional and social groups. [ ... |

These circumstances taken together indicate how unreliable the source
of future generations will be when families tend to be planned rationally.

It is theoretically possible to measure the number of children required
for a constant population in terms of different family sizes and so to provide
a norm with which the share of individual families in the reproduction of the
people may be compared. When the required distribution of children among
married couples is not taken merely as an indiscriminate average for all marriages,
but allows for varying degrees of sterility in a certain number of them, this be-
comes one of the most interesting problems of constructive population analysis.

Such a study was made under the auspices of the Population Commis-
sion. The distribution of family size in the first phases of family regulation had
given a well-known picture in which oversized and underprivileged families
accounted for a disproportionately large share of total reproduction. Some
enlightening statistics may be compiled from this transitional era. A percent-
age calculation of the actual distribution of families according to size in 1930,
counting all cases where the wife was living and the marriage “completed” (the
wife being between 45 and 50 years of age), shows the marks of this closed
era of rapidly changing family patterns. More than 50 per cent of the families
were childless or did not have more than two children, but almost 15 per cent
had seven or more children. [ ... ]

[.]

Size of family and standard of living

This ideal of obtaining more medium-sized families was, however, a challenge
to a democracy where birth control had to be taken for granted and where
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the rearing of children at undesirably low levels of hygiene and culture could
not be endorsed.

Studies were directed towards the relation between size of family and
standard of living. The most vital question was not the “general” standard of
living in different occupational and income classes — an abstraction which has
too frequently fossilised the discussions of recent years — but the standard of
living as a function of both family type and income. More concretely stated the
problem was this: how much is the cost of maintaining the standard increased,
or rather the standard lowered, upon the arrival of each new child? This ques-
tion not only corresponds to the economic motive for family limitation; it also
brings to the forefront the fact that in the most numerous social classes a nor-
mal and desirable family size endangers the health and welfare of the children.

It may have been known earlier in a vague way, but it has rarely been
so evident as in the new studies of the standard of living in Sweden — the data
being computed to show budgetary changes following family changes — that
in an industrial society children tend to become the greatest cause of poverty
of individual families, instead of being an economic asset as they were in the
old agricultural economy. The result is disastrous — either for the birth of chil-
dren or for the welfare of children born. When general hygienic and cultural
standards are being enhanced, the differential cost of children will also be in-
creased and the economic motive for family limitation strengthened.

Here is revealed one of the most interesting and explosive paradoxes of
modern systems of industrial economy. Unproductive ages are on the whole
not included in the system of human maintenance based on capitalistic remu-
neration according to production. The unproductive period at the end of the
life span has, in most of the industrial nations, begun to be covered by special
economic devices. But children simply fall into the empty and widening gap
between supporters’ income and growing needs as the family increases in size.

[..]

Basic principles of population policy

It thus became apparent that if children were to continue to be born, in a
country on its way to democratic equalisation, some important modifications
had to be made in the social system and the structure of social reforms. The
aim of these changes must be to allot to children a greater share in the re-
sources of the nation. Part of the economic burden of bringing up children
had to be transferred from the responsibility of the individual family to that
of the community.

The basic principles underlying the programme for a democratic popu-
lation policy in Sweden may be summarised briefly [ ... ]. These principles can
be condensed into three statements containing cumulative postulates which
are elsewhere generally presented as alternatives.

(1) Individual liberty and public interest must be reconciled. Voluntary
parenthood should be ensured for all families by making birth-control infor-
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mation universally available. Only children who are welcomed by their parents
should be desired by the nation. But the resources of the community should be
utilised to remodel social conditions so that more children can be welcomed.

(2) Harmony should be established between the qualitative and quantita-
tive goals of population policy. The quantitative goal of a population constant
in the long run should be pursued only by measures that simultaneously im-
prove the health and welfare of children and thus enhance the quality of the
next generation. Such considerations necessitate as a general rule the repu-
diation of cash premiums for parents in favour of goods and services in kind
furnished directly to children; this principle, however, is subject to some modi-
fications, as will be explained later. In case of conflict between quantitative and
qualitative effects the latter should be given priority. Quantity should never be
bought by sacrificing quality, but quality and welfare of children might have
to be attained at the expense of numerical results.

(3) Educational influences and economic reforms should be co-ordinated.
A more positive attitude towards family values and a greater capacity for hand-
ling family relationships must be achieved through educational propaganda,
utilising both the public school system and voluntary adult education. On the
other hand, social reforms must be effected involving a redistribution of in-
come in favour of families with children. Propaganda without the support of
economic reform would be futile and socially wrong if directed to the masses.
And economic reform would not be politically feasible in a democracy with-
out some change of values and attitudes through education, since citizens
without children constitute a strong majority in the electorate, and the fate
of the whole economic programme depends on the votes of those who have
personally nothing to gain by it.

[..]

Educational measures

Education for family life and parenthood calls for attention in different as-
pects. It is partly general, directed towards everyone and consisting of an edu-
cational preparation which helps to determine attitudes, and partly individual,
arranged to give instruction regarding family regulation as the need arises.
The first stage will be effected through public education of both children and
adults; the second mainly through personal consultation.

[In this section, the author specifies two useful educational measures. The
first would involve broadening the school curriculum to include a knowledge
of sexual hygiene, information about family limitation and instruction in con-
traceptive technique. This recommendation had strong support from the three
large organizations of housewives, wage-earning women and women teachers.
The second measure concerned personal consultation on birth control with
doctors, nurses and midwives. Special clinics should be restricted to large towns,
since elsewhere people were shy of attending them. It was “not proposed to
limit the accessibility of [advice] to married persons”.]
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Changes in the laws on sexual matters

[In this section the author discusses recommendations of the Commission with
respect to contraceptives, abortion and sterilization.]

Equalisation of income

The main principle of the Swedish Population Commission has been equal
distribution of the cost of supporting children. It should not be possible for
those who have no children to avoid contributing to the necessary invest-
ment in the future generation. This far-reaching demand - together with hu-
mane legislation on sexual matters and a more practical education for family
life — constitutes the very foundation of the actual population programme.
The Commission was not inclined, however, to favour equalisation by direct
transfer of cash to large families, but preferred provision in kind for the con-
sumption of children.

This support of children in kind rather than in cash is not copied from
old forms of charity and individual relief. It follows instead the pattern of a
co-operative economy in which large schemes for providing free goods and
services for children are maintained by the community on the grounds of
rational organisation, expediency, and social equity. Probably the best ex-
ample of such schemes in existing public activities is offered by public school
systems.

There are several reasons for adopting this principle. In the first place,
when help is given in kind there are better guarantees that the benefits will
actually go to the children and not be engulfed in the general family budget.
Offering a larger apartment at a lower rent as the family grows is more apt to
raise housing standards than paying the corresponding amount in cash to par-
ents and relying on their willingness and ability to find the larger apartment
in the open market. Thus the improvement of environment which is essen-
tial from the point of view of the quality of the population will be prompted
more effectively.

In the second place, direct economic advantages are to be secured
through large-scale public administration of certain types of consumption. Pub-
lic housing schemes for families, with their special needs as to appliances, can
be carried out at less cost than similar private housing. These schemes may fur-
ther be timed to fit into public works plans, permitting the release of forces to
counteract the business cycle at suitable moments. In the third place, support
in kind may exert a considerable educational influence generally in favour of
more rational consumption habits. Community housing schemes arouse a de-
mand for good dwelling conditions in general. Only if adequate housing fa-
cilities can be offered to those unable to pay for them will the authorities be
in a position to enforce rules fixing minimum standards of quality and size of
apartments for those families who have means of their own. Finally, provision
in the national budget for adequate cash pensions for children would involve
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a sum so large as to be practically prohibitive. A very small individual pen-
sion (such as 15 kr. a month) would soon run to a quarter of the total budget.

For these reasons, the Population Commission adopted an unfavourable
attitude towards a general scheme of State family allowances of the kind fre-
quently recommended in theoretical discussion but applied only to a small
degree in certain countries. This attitude, however, was not inflexible. When
practical considerations make it expedient — as is often the case, especially
in regard to incidental costs at childbirth — cash benefits may be permitted.
An exception was also made in one other main respect — in regard to the in-
direct cash equalisation to be achieved through differential taxation.

In one of its earliest reports the Commission suggested a method of
appreciable levelling through the system of exemptions from municipal and
State taxes on incomes and wealth. The exemption for a single person should
be lowered, the exemption for the wife and for the first two children raised
in each case to the same level as the exemption for single persons, and the
exemption for additional children doubled. It was also suggested that the
age limit for exemption in respect of children should be raised from sixteen
to eighteen years.

[..]

Maternity expenses

[The author outlines other benefits recommended by the Commission with
respect to attendance at delivery, health centres for mothers and infants, ma-
ternity bonuses and assistance.]

The maternity assistance thus established has turned out to be a particu-
larly interesting social institution, not only because it is without a counterpart
in other capitalist countries, but also because it has revealed a drab, silent and
seldom-acknowledged poverty in large sections of the population stretching
far above the poor-relief stratum. In this group any foreseen expenditure may
be enough to upset completely the strained economy of the family. The advent
of children often has this effect. The tragic fact that children are frequently the
chief cause of poverty was perhaps not fully realised before the inauguration
of maternity assistance.

[The original article contains sections with the following headings: “Eco-
nomic security of orphans etc.” (children’s pensions, alimony and allowances),
“Housing schemes for families with children”, “Nutrition”, “Health supervision
and reduced medical costs for children”, “Education”, and “Pre-school institu-
tions and recreational facilities”.]

Employment of married women

In this general context it must be mentioned that the prevalent zeal in Swe-
den for reinforcing the family as an institution and providing greater welfare
resources for children has not meant a restrictive attitude towards married
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women’s work outside the home, but has had decidedly the opposite effect.
Unless women have open opportunities and consequently free choice in the
matter of remunerative work after marriage, there will most certainly be fewer
marriages and also fewer children. Several reports of the Population Commis-
sion as well as the report of the special Committee on Women’s Work have not
only stressed the necessity for adjusting attitudes and opinions to new social
conditions and new family structures, but have also proposed practical meas-
ures to restore a greater harmony between the productive activity of women
and their function as mothers.

Public opinion during the last four years has largely followed the same
evolution to a more liberal understanding of the changing position of married
women in the world of to-day.

Adaptation of the reforms to urban and rural
conditions

With due realisation of the vast regional differences in conditions of family
life, the entire programme of family security has been elaborated in somewhat
different detail for rural and for urban conditions.

The Population Commission made repeated efforts to elucidate these in-
equalities and as far as possible to create a balance by devising different forms
of assistance. Thus, in the matter of delivery care, account has been taken of
the different conditions of rural and urban districts. The Commission tried to
create opportunities for rural women to enjoy hospital care with its advantages
in difficult deliveries and in obtaining anaesthetics. The Commission also ren-
dered more feasible the plans for small delivery homes in rural districts, and
encouraged the establishment of delivery rooms in midwives” homes and also
of waiting homes for expectant mothers from distant places.

A similar line was followed in the proposals relating to nutrition, in which
rural districts, where children have longer distances to go to school, were given
a decided preference in the competition for State grants. In the matter of pre-
school care, in which various institutions provide considerable relief for urban
housewives, the Commission likewise sought to discover means whereby cor-
responding needs in rural districts could be met: local “summer kindergar-
tens” for the country districts, day nurseries in connection with adult education
centres and girls’ schools, etc. Special attention was paid also to the need for
enabling over-worked rural mothers to get away for a rest for some length of
time by having a so-called “home help” to replace them for the duration of
the holiday.

An analysis of the entire problem of urbanisation was attempted in a
special report by the Population Commission. A definite distinction was drawn
between the abandonment of agricultural occupations, which was considered
an economic necessity, and the general movement from the country to the
towns, which was regarded as undesirable.
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Conclusion

In looking back over the diversified structure of these reforms both prin-
ciples and practice have to be evaluated. Unfortunately they are not identical.
The principles call for such a revolutionary change that practice must be ad-
mitted to have lagged behind. The main guiding principle was equalisation of
consumption. In achieving that object a general levelling of incomes might be
helpful but could not suffice, since inequalities between families of different
sizes would still remain. Once this fact was acknowledged, nothing less than
a new economic basis for family maintenance had to be sought. As a redis-
tribution of cash was repudiated, the demand was for a “socialised” or rather
“democratised” consumption by children of essential goods and services, ad-
ministered by the community on a co-operative basis. Availability of all advan-
tages to children of all social classes must be a vital part of this new policy of
child support; the middle-class family should be relieved of the cost of children
just as much as the working-class family. No entanglement of population pol-
icy with poor relief should be permitted. No social stigma should be attached
to those who need assistance from the community in contributing to its con-
tinued existence. It must, however, be admitted that parliamentary alterations
have practically always meant restrictions, some motivated by the necessity
of introducing a programme gradually, but some probably because the popu-
lation argument has not been forceful enough to break down the poor-relief
limitations of social vision.

Since most of the practice is of very recent date, the time has not yet ar-
rived to judge it, and no attempt will be made here to forecast its effective-
ness. The results will be especially difficult to evaluate with reference to the
objective of checking the rapid decline of the birth rate, since during a period
of transition they must run in two opposite directions. In the long run these
social reforms are intended to reduce the economic and provident motives for
extreme family limitation. In the immediate future, however, new social and
regional groups will be reached by the liberation of birth-control propaganda.
This stage has to be passed in order to arrive at one where voluntary parent-
hood is taken for granted in all social groups; only then will it be possible to
build up a rational system of family support for the whole country. During the
next decade, as during the last few years, some social groups will in all prob-
ability be induced to have more children as a result of the reforms and of their
planning and discussion; other groups will be affected, and rightly, in the op-
posite way. No simple observation of movements of fertility curves will ever
permit interpretation of the total effect, both because the reforms will act in
two opposite directions and, more generally, because comparison would have
to be made with the purely imaginary development which would have occurred
if the family security policy had not been inaugurated.

Without doubt, however, there will be a considerable decline in the num-
ber of undesired and undesirable children, and there will be positive gains in
the quality of the next generation. The expenditure on the reforms is ultimately
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justified on these grounds: that nothing is being wasted, that the structure of
the reforms calls for costs largely to be transferred from one social segment
to another, that the children’s share in the wealth of the nation is increased,
and that health and living conditions are being improved for those who need
it most.

A groundwork has also been constructed for the far more radical popu-
lation programme that will certainly one day have to be applied, when the de-
ferred full effect of decreasing fertility on population and the economic and
social consequences are unambiguously visible, and when panic might other-
wise overrule both wisdom and personal liberty.
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Michal Kalecki

Michal Kalecki was a Polish economist whose contributions to macroeconom-
ics influenced Keynesian economists. After studying civil engineering in War-
saw and Gdansk, Kalecki began his career at the Research Institute of Business
Cycles and Prices in Warsaw. He later worked at the Oxford Institute of Stat-
istics, where he developed his pre-Keynesian ideas, influencing many other
economists, and then at the ILO where he stayed for one year (1945) before
joining the United Nations Department of Economic and Social Affairs in New
York. He returned to Poland in 1955, where he was appointed chairman of the
Committee for the Perspective Plan. Kalecki’s contributions in the areas of ag-
gregate demand, profit theory, business cycles and imperfect competition pro-
foundly influenced the Cambridge Keynesians and the Post-Keynesian school
of economic thought. A subject of much debate is whether Kalecki actually
came up with Keynes’ ideas before Keynes himself.!

The article by Michal Kalecki reproduced here looks into what kind of
economic policies are likely to lead to full employment. By way of background
he provides a very simple exposition of national income accounts and the con-
cept of net national product. He uses those tools to consider the appropriate
fiscal policy stance for achieving full employment in the United Kingdom and
the United States, in the postwar period. By 1945 Kalecki had already estab-
lished a substantial reputation through his work on business cycles and the
operation of capitalist and socialist economies, and went on to make a signifi-
cant contribution to growth theory. In other writings from this period, he ana-
lysed the political as well as economic aspects of achieving and maintaining
full employment.?

! See, for example, Michaél Assous: “Kalecki était-il Keynésien avant Keynes?”, in Revue
Economique,Vol. 57 (2006), No. 2, pp. 165-183.

2 See, for example, “Political aspects of full employment”, in The Political Quarterly (Lon-
don), Vol. 14, Oct.-Dec., 1943, which sets out succinctly many of the main arguments of labour and
capital, albeit from the perspective of a progressive.
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The maintenance of full employment
after the transition period: A comparison
of the problem in the United States

and United Kingdom

Michal KALECKI

Originally published in International Labour Review, Vol. 52 (1945), No. 5 (Nov.),
pp- 449-464; this abridged version was published in International Labour Review,
Vol. 135 (1996), No. 34, pp. 359-365.

Anumber of enquiries have recently been made into the conditions
necessary for maintaining full employment in the United States and
the United Kingdom after the transition period. They all point to the fact that
the problem of post-transitional employment is likely to be much more formid-
able in the former country. With rates of taxation roughly speaking midway
between pre-war and wartime levels, the loan-financed Government expendi-
ture required to maintain full employment will be much higher in relation to
the national income in the United States than in the United Kingdom. The
purpose of this article is to examine the factors which account for this differ-
ence. It will be convenient to compare, first, the employment situation in the
United States and the United Kingdom before the war, and then to pass to
an analysis of the prospective position in the two countries after the transition
period. But before the examination of the relevant data (or estimates), it will
be necessary to discuss briefly a few points of a general character.

Expenditure, income and employment

In order to put the problem of employment into a proper perspective, we shall
have first to draw up a “national balance sheet” of income and expenditure.
The expenditure on goods and services in a given country may be subdivided
into four components: (1) personal expenditure on consumption; (2) gross pri-
vate expenditure on investment, i.e., expenditure on new fixed capital (plant,
machinery, buildings, etc., inclusive of dwelling houses), whether for the re-
placement or for the extension of fixed capital, plus the increase in working
capital and stocks; (3) public expenditure on goods and services; (4) expendi-

Copyright © International Labour Organization 2012
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ture of foreigners, i.e., exports. Now the price of any goods or services bought
for personal consumption, for private investment, or by public authorities is
accounted for fully by: (1) wages, salaries, rent, interest and profits; (2) depre-
ciation; (3) indirect taxes, if any; and (4) the cost of imported commodities
used in the production of the goods considered. For instance, the price of cig-
arettes in Great Britain is accounted for fully by: (1) wages, salaries, rent, in-
terest and profits earned from the manufacture and distribution of cigarettes;
(2) depreciation of machinery and buildings; (3) tobacco duties;! (4) cost of
imported raw tobacco.

It follows directly that the aggregate expenditure on goods and services
in a given year is equal to the sum of the following items taken for the same
year: (1) aggregate wages, salaries, rent, interest and profits, which is, in fact,
the national income; (2) depreciation; (3) indirect taxes; (4) value of imports.
We thus have:

Personal consumption National income
Gross private investment Depreciation

Public expenditure on goods and services Indirect taxes

Exports Imports

Aggregate expenditure | Aggregate expenditure

Let us now deduct from both sides depreciation and imports. The remain-
ing part of aggregate expenditure may be called the “net national product™: net,
because we deduct depreciation, namely, that part of investment which serves
to make good wear and tear and obsolescence; national product, because we
deduct that part of expenditure on goods and services which is covered by
imports. If we denote by net investment the excess of gross investment over
depreciation, we obtain:

Personal consumption National income
Net private investment Indirect taxes
Public expenditure on goods and services

Exports minus imports

Net national product | Net national product

The national income is the sum of wages, salaries, rent, interest and profits
before direct taxation. On the other hand, a part of the expenditure of public
authorities is devoted, not to goods and services, but to so-called transfers, that
is, pensions, benefits and allowances, etc. It follows that the right-hand side of
the balance sheet may be represented as income net of tax (inclusive of trans-
fers) plus direct and indirect taxes minus transfers. Taking into consideration
that the item “taxes minus transfers” represents the part of tax revenue avail-
able for public expenditure on goods and services, and that a part of income net
of tax is consumed and the rest saved, we can write the final result as follows:

! Plus, strictly speaking, employers’ contributions to social insurance.
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Personal consumption Income Personal consumption
Net private investment net of tax

Exports minus imports Savings

Public expenditure on goods and services Taxes available for public expenditure

on goods and services

Net national product Net national product

It should be added by way of explanation that exports and imports are
meant here to include not only goods but services as well. In particular, ex-
ports include interest and dividends on capital invested abroad, and imports
include interest and dividends on foreign capital invested in the country con-
sidered. Moreover, savings cover both personal savings and undistributed com-
pany profits.

The table arrived at above, which permits us to look at the national prod-
uct from two different angles, provides a good starting point for the discus-
sion of the problem of employment. On both sides of our balance sheet we
see personal consumption. If the public expenditure on goods and services is
equal to the revenue available for its financing, that is to say, if the combined
budget of all public authorities is balanced, savings are equal to net private
investment plus export surplus. It is now clear that with a balanced budget, a
given level of employment can be maintained only if savings at that level are
in fact “offset” by investment plus export surplus.

If, at the existing level of employment, savings are “too high”, this re-
sults in the first instance in an increase in the stocks of consumption goods.
This will be included in our balance sheet in private investment; the offset to
“excess savings” will thus be provided automatically. However, the accumu-
lation of stocks will continue over a short period; firms will soon start to cut
employment, which will fall to the level where savings will be fully offset by
investment (which no longer includes the accumulation of unsold goods) and
export surplus.

More generally, an analysis of the type of investment forthcoming in a
given period and of the export surplus (if there is an export deficit, this, of
course, exerts a negative influence upon employment) can shed light on the
question of what chance there is that the existing high level of employment will
continue. If, for instance, a large part of investment consists of an increase in
stocks of a speculative character, while there is not much chance of an increase
in investment in fixed capital or in export surplus,? a fall in employment may
be expected in the near future. The same is true if the level of investment in
fixed capital is so high that the existing productive capacity increases quickly
while the national product tends to be stationary; or when the export surplus
is due to some special factor which is not likely to last long.

2 It should be noted that a country can maintain an excess of exports of goods and services
over its imports only if other countries are willing to deplete their stocks of gold and of the cur-
rency (or securities) of that country, or if that country, by foreign lending, provides the means for
purchase of its products.
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So far it has been assumed that the combined budget of public author-
ities is balanced. It will be seen at a glance from our balance sheet that, if the
public expenditure on goods and services exceeds the revenue available to fi-
nance it, savings are equal to private investment plus export surplus plus the
excess of public expenditure over revenue, i.e., plus the budget deficit. Thus the
budget deficit is an offset against savings also. The gap between what persons
and firms choose to save at a given level of employment, on the one hand, and
the offsets of private investment and export surplus, on the other, can thus be
filled by a public expenditure on goods and services which has no counterpart
in revenue. In other words, a given level of employment can be maintained
even though private investment plus export surplus falls short of savings, pro-
vided that the difference is made up by a budget deficit.

This brief theoretical discussion provides us with a framework for a com-
parison between the employment situation in the United States and in the
United Kingdom.

Comparison of the pre-war situation

We choose for the comparison of the employment situation the last pre-war
year in the United Kingdom, namely, 1938, and 1940 in the United States. The
reason for the latter choice is that, although the United States was not at war
until the end of 1941, the rearmament in that year was already on a consider-
able scale. Moreover, just like 1938 in the United Kingdom, 1940 in the United
States was a year of moderately high employment as compared with the em-
ployment levels of the late ‘thirties. However, the percentage of unemployment
was greater in the United States in 1940 than it was in the United Kingdom
in 1938. Indeed if people engaged on public emergency projects in the for-
mer country are counted as unemployed (as is done in the Bureau of Census
statistics published since 1940), the percentage of unemployed in relation to
the total available labour force in 1940 was about 14 per cent. In the United
Kingdom the proportion of registered wholly unemployed® to the number of
workers insured against unemployment was in 1938 about 9 per cent; there is
no doubt that the unemployment percentage for the whole of the available
labour force was lower. It follows that the British unemployment percent-
age in 1938 was substantially lower than the American figure of 14 per cent
for 1940. It should be remembered here that the normal working hours were
40 per week in the United States and 48 in the United Kingdom. The actual
average working hours in manufacturing were somewhat shorter: 38.5 per
week in the United States in 1940; and 46.5 in the United Kingdom in 1938.
We shall show that not only was employment in the United States in
1940 lower in relation to the available labour force than it was in the United
Kingdom in 1938, but that in addition its basis was more precarious. To main-

3 The “temporarily stopped” are left out of consideration because a roughly corresponding
category is excluded from the U.S. statistics of unemployment.
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tain the level in the longer run would require a higher budget deficit in rela-
tion to national product than to maintain the 1938 employment level in the
latter country. [...]

[Using the categories he established earlier, the author compares the net
national product of the United States in 1940 and that of the United King-
dom in 1938.]

& ok sk

The main difference in the structure of the national product in the United
States and the United Kingdom is seen to be the higher percentage of income
saved in the former country at the same level of employment. This percentage
was substantially higher in the United States in 1940 than in the United King-
dom in 1938, although the level of employment was lower in relation to the
available labour force. If employment were as high as in the United Kingdom,
the discrepancy in the percentage of income saved would be even greater, since
this percentage increases with the level of employment. Roughly speaking,
the problem of employment is more difficult in the United States than in the
United Kingdom because the percentage of income saved at the same degree
of employment of the available labour force is substantially higher; and be-
cause this percentage is not normally offset by a correspondingly higher ratio
of private investment plus export surplus to incomes. This situation prevailed
[ ... ]in the pre-war years; [ ... | this discrepancy is likely to be even greater in
[the post-transition] period.

Comparison of the post-transition situation

[The author calculates post-transition net national product for the two
countries on the assumption of full employment of the anticipated labour
force (an estimated 3 per cent unemployment) and pre-war working hours as
a basis for judging the fiscal policy stance appropriate to full employment in
each country.]

[ ... T]he divergence between the savings ratios results in a much higher
budget deficit at full employment in the United States than in the United King-
dom. The difference between public expenditure on goods and services and
the tax revenue available for such expenditure is 8.6 per cent of the aggregate
income net of tax in the former country, and only 2.6 per cent in the latter. It
should be added that the budget deficit in the United Kingdom is due almost
entirely to the expected participation of the public authorities in residential
building. In the source we use, where this type of investment is included under
the heading of private investment (because it is undertaken on a more or less
commercial basis), the budget of public authorities is approximately balanced.

% ok ook

We see thus that the solution of the problem of employment after the
transition will require a much more unorthodox policy in public finance in the
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United States than in the United Kingdom. The latter country will certainly
experience serious difficulties in the sphere of foreign trade, because it will
have to increase its volume of exports considerably over the pre-war level in
order to obtain means for paying for the necessary imports (mainly because
of the loss of foreign investments). However, the financial problems involved
in securing a national expenditure adequate to maintain full employment are
likely to be of a much smaller order than in the United States.

It is true that the budget deficit necessary for the maintenance of full
employment in the United States may be diminished by a variety of factors.
Working time may be reduced somewhat below 40 hours per week; the system
of taxation may be shaped in the future in such a way that it will redistribute
income from the higher to the lower income groups to a greater extent than
is done in the system assumed above, and thus will tend to increase personal
consumption beyond the anticipated level; finally, a vigorous policy of for-
eign lending may provide a higher export surplus. But is seems unlikely that
all these factors would enable the United States to maintain full employment
after the transition period without a substantial budget deficit.*

As long as the resulting rate of increase in the interest on public debt is
not higher than the rate of increase in the national income, no rise in the “bur-
den of the debt” would take place; and there is no reason why a development
of this type should be in any way harmful to the economy. If the budget def-
icit is so high that the burden of the debt does increase, the problem is more
complicated but by no means insoluble.’ [...]

It should finally be added that a substantial budget deficit need not neces-
sarily be associated with a very high level of public expenditure on goods and
services; for the Government can increase its expenditure on transfers, such as
old-age pensions, family allowances, etc. In our tables this will be reflected in
a reduction of the item “taxes available for public expenditure on goods and
services” (because this item represents the total tax revenue minus transfers).
If the transfers benefit mainly people with low incomes, any addition made to
them will very largely be spent on consumption, and in this way the budget
deficit will contribute to the increase in national expenditure without a rise in
public expenditure on goods and services.

* The “gap” cannot be filled by stimulation of private investment. For if investment is above
the level at which productive capacity increases pari passu with the expansion of full-employment
output that results from increasing population and higher productivity of labour, it creates over-
capacity. This tends to depress investment in the longer run; and thus stimulation of private invest-
ment above a certain level will eventually prove a self-defeating measure.

5 See, for instance, M. Kalecki: “Three ways to full employment”, in The economics of full
employment. Six Studies in Applied Economics prepared at the Oxford University Institute of
Statistics (Oxford, Basil Blackwell, 1945), p. 45.
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Sir W. Arthur Lewis

Sir W. Arthur Lewis was born on the island of St Lucia. He taught political
economics at several universities and worked at the United Nations in the
1950s, before embarking on a career at Princeton. He was awarded the Nobel
Prize for economics in 1979, jointly with T.W. Schultz, for their work on devel-
opment economics. His most famous and influential contribution to economics
is undoubtedly the 1954 paper on development with “unlimited supplies” of
labour. He presents a stylized model in which the typical poor country is div-
ided into a “traditional” sector and a “modern” sector. The former consists of
peasant agriculture as well as self-employment of various sorts in urban areas,
while the “modern” sector comprises commercial farming, plantations, mines
and manufacturing. This model of a “dual economy” — analysed today in terms
of the formal/informal dichotomy — persists, since the anticipated transition
to an integrated labour market has not materialized. Lewis was pessimistic
about the possibility of international trade serving as an engine of sustained
growth for the developing countries. His and Jan Tinbergen’s views! differed
on this, as we can see in the article reproduced here. The article reports on
the meeting of economists convened in 1969 by the ILO, the aim of which was
to advise the Organization on research priorities for the World Employment
Programme. The economists discussed the possible macroeconomic causes of
unemployment in less developed countries, including overpopulation, restric-
tions on exports, overvalued foreign exchange rates, low levels of productivity
and an excessive propensity to import. While things have changed since then,
some of these issues remain in the current economic debate on development,
particularly exchange rates and the role of trade. As Lewis notes in his con-
clusion: “Much of the problem has to do with macroeconomic policies rather
than with gimmicks here and there.”

! See the note on Jan Tinbergen, and his article, in this Special Supplement.

Copyright © International Labour Organization 2012
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The causes of unemployment
in less developed countries
and some research topics

W. Arthur LEWIS

Originally published in International Labour Review, Vol. 101 (1970),
No. 5 (May), pp. 547-554.

Ihave been asked to try to draw together the various strands which have
interwoven our discussion during this week, especially with a view to em-
phasising the kinds of research topics in which the ILO might interest itself.

It seems useful to divide our discussion of the causes of unemployment
into two chapters: one chapter divides the economic system into various sectors
and is concerned primarily with disequilibria between these sectors; the other
chapter deals with an economy which has no intersectoral problems since,
like the typical neo-classical economy, we assume that resources flow freely
between sectors in accordance with the usual principle that factors have the
same marginal productivities everywhere. This chapter is therefore concerned
with the macro-economic causes of unemployment.

I shall deal with it first, partly because it is the most familiar and least
controversial and partly because our discussion followed this pattern.

Macro-economic causes of unemployment

In the course of the week we have mentioned five possible macro-
economic causes of unemployment in less developed countries (LDCs). I
shall first list them and then say a word or two on each: first is overpopula-
tion relatively to the physical resources of capital, land and water; second is
restrictions on exports to developed countries; third is overvalued foreign
exchange rates; fourth is low levels of productivity; and fifth is a too high
propensity to import.

A word about each. First, overpopulation. This condition exists only in
a handful of countries — India, Pakistan, Java, Egypt and some small islands.
The majority of LDCs are not overpopulated. On the other hand, the handful
includes nearly half the population of the LDCs, so the condition is highly sig-
nificant. We spent a good deal of time discussing whether the degree of capital
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intensity which maximised output in these countries could also leave some
labour unemployed. This is obviously so if one postulates very low elasticities
of substitution between labour and capital, as the mathematical models tend
to do. But we agreed that this situation is also theoretically possible even with
a wide range of choice between technologies, given a large population and a
small amount of capital. To which countries this applies is a question of fact
which would have to be determined separately in each case. However, since
these countries are mainly agricultural, what matters to employment in the first
instance is how much land and water they have rather than how much capital
they have. The question whether the marginal product of labour on the land is
zero in these countries has not been settled and is not relevant. That it is low
is certain. Low marginal productivity is enough to produce unemployment if
it is less than the marginal disutility of labour or less than the traditional sub-
sistence wage.! Most students of this subject agree that there is considerable
underemployment for at least ten months of the year in all the countries I
have listed as overpopulated.

Professor Tinbergen introduced a second macro-economic cause: restric-
tions on exports from LDCs to the developed countries. His argument was
that since LDCs have abundant labour relatively to capital such restrictions
disadvantage labour relatively to capital. The argument is seductive when one
remembers how at the end of the Middle Ages the conversion of English ar-
able lands to sheep farming for the export of wool caused great unemployment
and distress. Nevertheless, Hecksher-Ohlin theory?® by itself is not sufficient
to produce unemployment since, if price relations are appropriate, one will
have full employment whatever the level of foreign trade may be. Professor
Tinbergen must be presumed to have been saying that if a tendency towards
unemployment already exists for the first reason then trade restrictions will
make it worse.

The third macro-economic explanation — the overvaluation of foreign
exchange rates — seems to me to be a sufficient explanation of most of the
Latin American cases if one adds to it the inappropriate relative prices of
labour, land and capital. World trade has for two decades been expanding
at the unprecedented rate of about 7 per cent per annum, not in coffee or
cocoa but in cereals, livestock products, minerals and manufactures. Very few
Latin American countries permitted themselves to participate in this expan-
sion because their exchange rates made their products too dear for foreign
markets. Their growth rate of exports was therefore very low; lacking the
stimulus of export markets, investment was low; and as part of the same vi-

! Put in simple terms, the self-employed may remain idle if what they could produce by work-
ing is worth too little to compensate them for their efforts; and they will not be taken on as wage
earners if what they could produce is worth less than the wage an employer would be obliged to
pay them. -Ed.

2 The theory that countries should specialise at producing goods whose production requires
large amounts of the factors of production that are plentiful in the countries concerned, and small
amounts of those that are scarce. -Ed.
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cious cycle incomes, and accordingly local markets, grew slowly, and therefore
industrialisation for import substitution was rapidly exhausted. This narrow-
ing of opportunities aggravated existing tendencies towards unemployment.
Because world trade was so depressed during the 1930s, most LDCs entered
the 1950s determined to neglect exports and to minimise their dependence
on foreign trade. But one of the most important lessons we have learned dur-
ing the last two decades is that overvalued foreign exchanges can be fatal
to economic growth.

The fourth macro-economic explanation of unemployment, the low pro-
ductivity of labour in LDCs, is irrelevant except in so far as it merely re-
states what has gone before. A neo-classical economy, which is what we are
still talking about in this chapter, will find full employment at any level of
productivity if its price relations are appropriate and especially its foreign
exchange rate.

Fifth and last, the too high propensity to import is invoked by those who
say that industrialisation creates less employment in an LDC than in a de-
veloped country because the machinery has to be imported or by those who
object to the luxury imports of the rich. This again would be irrelevant in a
neo-classical economy since employment foregone by importing machinery or
luxuries would be compensated by employment in producing exports to pay
for the imports. To validate the argument one must assume, like Chenery and
the Latin Americans, that the propensity to export is fixed. Then it will follow
on Keynesian lines that the amount of employment generated by investments
or by exports will vary inversely with the propensity to import. But the argu-
ment that the propensity to export is fixed carries little conviction in the 1960s,
except in countries which persist in inflating their domestic price level without
correspondingly devaluing their foreign exchange rates.

In sum, the only macro-economic argument which explains the existence
of unemployment is inappropriate price relations. Shortage-of-land-with-water
in half a dozen overpopulated countries is one example of this, involving dif-
ferences between earnings and marginal productivities. The maintenance of
overvalued exchange rates is another and in practice probably the most com-
mon example. All the other macro-economic explanations require inappropri-
ate internal or external price relations for their validity.

This subject presents the ILO not with an opportunity for research but
with an awful warning. If it is now about to go around the world advising
countries on how to reduce their unemployment, it may easily waste its time
listing all sorts of possible sectoral disequilibria if it first fails to check the sim-
ple macro-economic possibility that the main cause of their unemployment is
simply that the countries have priced themselves out of the world’s markets.

So much for macro-economic explanations. They take us some distance,
especially in the Indian subcontinent and in some parts of Latin America, but
they are clearly not sufficient to explain rising unemployment in the much
larger number of countries which are not overpopulated and whose exports
have been growing by 5 per cent per annum or more.
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Inter-sectoral disequilibria

For that we must turn to our second chapter which deals with inter-sectoral
disequilibria. Professor Fei was at pains to remind us that sectoral disequi-
libria are at the heart of development theory, so most of what development
economists have to say about unemployment comes into this chapter. Here
we proceed not by looking at unemployment as a homogeneous whole but
by breaking unemployment up into its various types associated with different
sectors. This gives us five different sources of unemployment: (1) unemploy-
ment on the farms; (2) the excessive drift from the country to the towns;
(3) the displacement of handicraft workers by machines; (4) the high capital
intensity of modern industry; and (5) the services sector.

Take first unemployment on the farms. We had a good discussion of this
subject. There are several possibilities for dealing with it. The first is to make
more land cultivable by draining it, irrigating it, opening it up with roads, using
machines extensively where labour is short relatively to land, or selectively
in the opposite case where only the machine will beat the timing of the rains
or the hardness of the soil. In the past two decades cultivating more land has
been the principal source of increased agricultural output.

The second road is to use the land more productively; the package which
makes up the Green Revolution — better seeds, more water, pesticides, ferti-
lisers, better cultivation — is quite labour-intensive in each of the agricultural
seasons. There are still areas where breaking the land into smaller units of
cultivation would certainly increase employment and possibly also output, if
helped with agricultural extension, though history does not always tell this tale.
We did not agree on how much more labour agriculture can be expected to
absorb, but we did agree that it must absorb as much as it can be persuaded
to, since with populations growing at 2.5 to 3 per cent per annum there is no
chance whatsoever of checking the growth of urban unemployment unless ag-
riculture continues to take a large part of the annual increase of the popula-
tion. Just as governments determined to neglect exports in the early 1950s and
have now for the most part changed their minds, so also they had decided to
neglect agriculture and are now beginning to mend their ways with better price
policies, more widespread credit, extension services and infrastructure. But
we have still a major battle to fight in the overpopulated countries, where the
misery of rural underemployment is at its height, on the importance of large
programmes of rural works designed partly to improve the rural infrastructure
and partly to improve the lot of millions — scores of millions — who otherwise
live near starvation. Such programmes are not popular with the urban types
who dominate the governments of LDCs. They argue that they are unproduc-
tive or that they require too much administrative manpower or that they de-
flect resources from the more urgent task of creating productive capacity in
the towns. This is essentially a political battle, but the ILO could help by sort-
ing out the facts about rural works programmes in the countries which have
adopted them and then giving us a manual comparing the problems, costs and
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results of actual experience. I believe the population pressure in the already
overpopulated countries will be so intense in the next decade that we shall be
drawn willy-nilly to large-scale rural works programmes.

Our second source of sectoral unemployment is the excessive drift to the
towns because the countryside is failing in its traditional function of holding
the labour surplus until industry is ready to absorb it. The causes of this are
well known and we covered them — a widening differential between town and
country, whether in wages, social services or infrastructure; then the very fact
that there is work to be had in the towns, especially casual labour, brings in
more and more people, so the more jobs you offer the more unemployment
there is; and, in Africa, add a sudden explosion of primary education in the
villages, and so on. The phenomenon is not new. By the end of the nineteenth
century 1 million people a year were emigrating from the European country-
side across the Atlantic to America. Some drift is inevitable, but it can be
reduced by several means: by improving infrastructure in the countryside; by
building industries in small towns all over the countryside, offering work to
the farmers in the off-season; by checking the rise of urban wages. These last
two are well within the orbit of the ILO. We could do with some case stud-
ies of what is happening to urban wages and why; also with some surveys on
why people leave the land and how they support themselves in the towns; and
some studies on countries which have deliberately scattered industrial centres
in the countryside. This drift is a menacing problem. In extreme cases gov-
ernments have to keep people out of the towns by force, requiring residence
permits. But this attitude may change. The spirit of Che Guevara hung over
all our deliberations and we began to think that it may be better to have the
unemployed in the towns, where we can control their rioting more easily than
we can control guerilla warfare in the countryside. This change of attitude is
a part of the generation gap.

The displacement of handicraft workers by machines was dear to the
heart of Karl Marx since it founded the reserve army of the unemployed. In
LDCs it is mainly an Asian phenomenon. Asian governments have fought it
by protecting handicraft industries, by improving tools and techniques and by
organising marketing and credit. It would be wonderful if the purveyors of in-
termediate technology could come up with simple machines which would en-
able the handicraft workers to undercut large-scale factory production. Even
if they cannot, the handicraft workers have the economists on their side since
the shadow price of their labour is zero.? But the consumers have more votes
than the economists, so unemployment will continue to grow in this sector un-
less we do get some technological marvels.

Our group of economists was almost unanimously against the high cap-
ital intensity of modern industry, mining and construction. We could not be

31t is assumed that if they do not work in handicrafts they will produce nothing else in-
stead. —Ed.
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unanimous since Professor Galenson* was sitting on the platform sternly re-
minding us that the future is more important than the present. This will be
another generation gap. [ have taught my children that since their income per
head will rise by 2 per cent per year they are going to be twice as well off as
I am. It follows that it is not I who should make sacrifices for their future but
they who should make sacrifices for my present!

Here is a job for the ILO. We hear that the Russians, the Japanese and
the Indians have adapted modern industrial machinery in various ways to use
more labour than, say, in Germany or the United States, adapting not so much
the industrial processes themselves but more the systems for moving things
around. Could there be some meetings of engineers from each of these coun-
tries to discuss the adaptations actually made, bringing together different ex-
perts for textiles, steel, mining, construction and other industries? Publication
of such discussions would be helpful in the engineering schools of many LDCs.
Meanwhile, I do believe that shadow prices would justify putting very heavy
import taxes on bulldozers, cranes, conveyor belts and other machines which
simply move things around on sites.

Lastly, the services sector. This has swollen rapidly for good reasons and
bad. The good reasons include the continuing monetisation of subsistence
economies, the explosion of education and medical services and the great in-
crease in the number of government administrators. The bad reasons include
the numbers drifting into the towns, into petty retailing, domestic service and
the like.

Karl Marx has been at work here too. The Industrial Revolution in nine-
teenth-century Europe brought with it a great increase in the number of clerks
keeping records and of salesmen, but the typewriter began to come into use
in the 1880s, then carbon paper, the cash register and now the photocopier
and the computer. The vast numbers of women sitting in the market place are
being driven out by more capital-intensive shops and now by supermarkets,
so that clerical and selling jobs will not expand in LDCs as fast as they did
in mid-nineteenth-century Europe. The demand for domestic labour is also
being squeezed by vacuum cleaners, electric stoves, refrigerators, power lawn
mowers and the like.

The ghost of Che Guevara does not frighten me, but I have respect for
the spirit of Karl Marx which also hovers over us. He predicted that the deep-
ening of capital would destroy more jobs than the widening would create.
He was wrong for nineteenth-century Europe but he will not necessarily be
wrong for twentieth-century Asia. Here, for example, are two crucial differ-
ences. At the end of the nineteenth century, German and American produc-
tivity in manufacturing was increasing by only about 2 per cent a head per
year. Today typical rates of productivity increase in Europe and the LDCs are

4 The reference is to the article by Professors Galenson and Leibenstein: “Investment cri-
teria, productivity and economic development”, in Quarterly Journal of Economics (Cambridge,
Massachusetts), Aug. 1955.
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twice as high as this, thus demanding more investment for the same growth
rate of employment. Or consider the difference in population growth rates,
about 1.25 per cent a year for the Atlantic Community then, as against 2.5 per
cent for the LDCs today.

I think, therefore, that we have to make superhuman efforts on the one
hand to improve the countryside so that people are more willing to stay there
and, on the other hand, to push up employment in the towns as fast as we can
by having as high a rate of growth of industry as we can manage.

Socialist countries set themselves targets of industrial growth of around
15 per cent per annum, and some LDCs actually have achieved such rates,
starting from low levels. But, of course, if we are to put more capital into the
countryside and into industry simultaneously, this means higher rates of cap-
ital formation. The Atlantic Community got by in the nineteenth century with
rates of investment of 10 to 12 per cent per annum net. The LDCs’ problem
being so much greater, they need rates of 15 to 20 per cent net, as against the
current 15 to 18 per cent gross, if they are to maintain equilibrium between
the demand for and supply of jobs.

kosk ok

We have covered a lot of ground this week. I would stress, especially, sen-
sible foreign exchange policies, opening up new land, the political battle for
rural works in a big way in Asia and the need for a significantly higher level
of capital formation. But we have also talked about wages policies, education
policies, upgrading of the tools of handicraft workers, import duties on bull-
dozers, and even perhaps, in desperation, residence permits to live in towns.

What is in it for the ILO? I do not think we have been able to suggest
very much: a warning that much of the problem has to do with macro-eco-
nomic policies rather than with gimmicks here and there; a comparative report
on rural works programmes; some studies of the behaviour of urban wages in
LDCs; some information on what is really happening to industrial productivity
in some leading LDCs; studies in countries where industrial centres have been
deliberately planted in the countryside; surveys of why the young are drift-
ing into the towns and how they support themselves; a series of meetings be-
tween industrial engineers from, say, the Soviet Union, Japan, India, Germany
and the United States resulting in a manual for engineering schools in LDCs;
case studies of the effects of the Green Revolution on labour requirements.
These are all field studies, since I feel that the ILO’s comparative advantage
lies rather in field studies than in making mathematical models on unrealistic
assumptions; that is our kind of game.
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At the end of 1969, Jan Tinbergen,! who received the Nobel Prize for econom-
ics that same year, participated in a meeting to advise the ILO on research
priorities for its newly created World Employment Programme.? His presen-
tation dealt with international trade policy and its effects on job creation. Re-
strictive policies — particularly with regard to agriculture and textiles — as well
as the structure of import duties, which disadvantaged processed goods, went
against trade based on comparative advantage, as formulated in the Heckscher-
Ohlin theorem. In his article, he explains that classifying industries by their
relative factor endowment could be used by policy-makers to optimize the
international division of labour. While not denying that less developed coun-
tries were also guilty of erecting trade barriers, he concludes by stressing that
“the biggest obstacle to the choice of the best industries for developing coun-
tries at the moment lies in the restrictive trade policies pursued by developed
countries”. The strength of his arguments contributed to later progress in the
removal of trade barriers and showed how employment would increase if in-
ternational trade were more evenly balanced.

! After studying mathematics and physics at the University of Leiden, Jan Tinbergen started
his career at the Central Bureau of Statistics in The Hague. He also taught economics at the Uni-
versity of Rotterdam and was director of the Dutch Economic Institute and chairman of the United
Nations Committee on Development Planning. He was awarded the Nobel Prize for economics,
jointly with Ragnar Frisch.

2 Sir W. Arthur Lewis — who would also later be awarded the Nobel Prize for economics
— summarized the points of view of the experts present at the meeting on research priorities. His
summary is reproduced in this Special Supplement.

Copyright © International Labour Organization 2012
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Trade policy and employment growth

Jan TINBERGEN

Originally published in International Labour Review, Vol. 101 (1970),
No. 5 (May), pp. 435-440; reprinted in International Labour Review,
Vol. 135 (1996), No. 3-4, pp. 415-420.

There is an unknown but considerable degree of underutilisation of the
labour force in developing countries. Apart from being bad for its own
sake, this contributes to the very unequal income distribution apparent in these
countries and leads to non-optimal use of their resources.

Several reasons can be given for this underutilisation of the labour force.
One is the shortage of qualified persons needed to organise and supervise the
work of the unqualified or less qualified. Another is the low level of techno-
logical knowledge that may help to raise employment once it has been ob-
tained (for example, the use of the new wheat and rice varieties is expected to
raise the use of manpower). A third reason may be said to be lack of capital:
building activity might contribute considerably to employment, as well as to
various other social objectives, but massive building programmes require cap-
ital not now available to the developing countries. A fourth reason for lack of
employment is the restrictive trade policies not only of developed countries
but also of developing countries among themselves.

It is to the fourth cause of the low rate of employment growth in devel-
oping countries that this paper will be mainly addressed.

Let me first recall the various types of restrictive trade policies applied by
developed countries. First of all, there is the high degree of protection of agri-
culture in a number of these countries. I confess that from this point of view
I am sorry to be a citizen of the Common Market, which has been among the
worst sinners in this respect; for although I am definitely in favour of having
the Common Market, I am as definitely against having it as protective as it is.
In the report of the fourth and fifth sessions of the United Nations Committee
for Development Planning,' it has been suggested that for most commodities
it should be possible to eliminate impediments to imports from developing

! United Nations, Economic and Social Council: Official records: Forty-seventh Session Com-
mittee for Development Planning: Report on the Fourth and Fifth Sessions (17-21 March 1969 and
7-16 May 1969) (New York, 1969).

Copyright © International Labour Organization 2012
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countries during the next ten years. This will mean an enormous internal up-
heaval in the Common Market and in several other developed countries as
well: a figure of, say, 50 per cent of the world market price in the form of pro-
tection is not exceptional. But I think it would be reasonable, and that it is
one of the most important contributions that developed countries could make
and therefore should make.

Protection of agriculture is by no means the whole story. Various indus-
tries are also protected in the developed countries. Perhaps the best known
case is that of the so-called long-term arrangement by GATT for textiles. This
is only one example, but a very important one. Under this arrangement the
door of the markets of developed countries is being opened for some types
of textile products, but only very, very slowly. I think it should be opened at
a much faster pace. To be sure, this will require structural changes in the de-
veloped countries. Like the agricultural problem, it is not an easy problem
to solve; but I am convinced that it can be solved if the will to do so is there.

Finally there is the well-known anti-processing structure of import duties
generally. It is a well-known fact that semi-finished products are protected by
higher import duties than raw materials, which are very often free of import
duty, and that finished products again are protected at a higher rate than semi-
finished products. In both cases, these duties make it very difficult for devel-
oping countries to process the raw materials they produce. The processing of
vegetable oil raw materials, cocoa, and timber are among the best-known ex-
amples. In all these cases, industries that it would be quite natural for the de-
veloping countries to have, and that would create considerable employment,
are blocked for lack of opportunities to export their products.

Now I come to what I feel is the theoretical background to all this. A
very long time ago, two Swedish economists formulated what is now generally
known as the Ohlin-Hecksher principle of the optimal division of labour, or
the optimal dispersion of industry among countries. Very briefly formulated,
it states that countries should have those industries and other activities whose
factor requirements correspond as closely as possible with the factor endow-
ment of the countries. Or to put it in more everyday language, the capital in-
tensity (whether in terms of physical or of human capital) of the industries
chosen should correspond as closely as possible to the capital endowment,
both physical and human, of the country concerned.

I had the pleasure recently to join a group of experts asked by the Eco-
nomic Commission for Asia and the Far East (ECAFE) to check and comment
on sector projections of the ECAFE region. We commented, too, on a number
of calculations prepared by the ECAFE secretariat, as well as on the plans of
most of the countries of the region, and our main conclusion? was that in many
cases the countries of the region have been forced to choose industries that
are too capital-intensive for the development of their countries in the coming

2 See Sectoral output and employment projections for the Second Development Decade, Re-
port of the Seventh Group of Experts on Programming Techniques (Bangkok, ECAFE, 1969).
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decade or in the coming five years, simply because the expansion of the more
labour-intensive industries that would be more suitable in view of their factor
endowment is blocked in the way I indicated.

Here I should like to elaborate a little on a piece of work of a very pro-
visional and crude character that has been done in the Netherlands Economic
Institute, along the following lines. We felt that when most of the choice of
industries in every country is made either by private initiative or, under the
country’s plans, by national individuals or national planners, these decisions
may well in certain ways be inconsistent with each other. It stands to reason
that, if there is no co-ordination of that sort of activity, inconsistencies may
well result. We felt it would be of some use, therefore, if the suggestions made
by planners could be checked against an optimal division of labour, showing
what industries would be best established in what countries.

Now unfortunately the statistics needed to make a worthwhile exercise
of this sort simply do not exist. So we regarded our paper as one, not for pub-
lication, but to be submitted to a number of colleagues — and especially to the
United Nations Industrial Development Organisation (UNIDO), as well as a
few other specialised agencies, perhaps including the ILO — for comment, for
better elaboration, and so on. But I should like to explain what we did; for,
though I have to acknowledge that the crudity of the material leads to almost
ridiculous consequences in some cases, yet it is the first attempt of its kind and
I feel that a few of the indications derived are of use.

What we did was to use the only statistics we could lay hands on: the
Swedish production statistics covering a number of international industries,
that is industries producing goods that can be traded on international markets.
The number of industries covered by the Swedish statistics is about eighty-
eight, which is considerable. Moreover, the statistics enabled us to estimate not
only payments that can reasonably be supposed to be payments to capital but
also payments to two types of labour — the more skilled and the less skilled.
In this respect I think the Swedish statistics are unique, and they permitted us
to obtain at least a very crude idea of the capital intensity of the various in-
dustries in accordance with two criteria: first in terms of physical capital used
per less qualified worker, and second in terms of the human capital per less
qualified worker. If it is assumed that the payments made to these factors rep-
resent their shares in production (a lot could be said about that), then it is
possible to establish a certain ranking of industries from least capital-inten-
sive, in both senses, to most capital-intensive. The countries of the world can
be ranked in the same way, using mainly some very crude indications of the
capital stock of these countries and of their stock of skills, concerning which
the basic data are published regularly by the International Labour Office in
its Year Book of Labour Statistics.

What we tried to do, then, was to establish some sort of a correspond-
ence between these two rankings. In order to do so, we had also to know the
size of industries and the size of countries. In fact, statistically speaking, what
it all comes to is a sort of frequency distribution from the lowest capital inten-
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sity to the highest of both countries and industries. As indicators of the size of
countries we simply took the number of less qualified people available for in-
ternational industries; as indicators of the size of industries we took a measure
of the demand for their products. Again, demand pattern could only be based
on Swedish demand, which may well of course raise serious doubts as to its
representativeness, since Sweden is certainly not a country of average income.
All this has to be improved, as we have indicated in our paper. Yet I feel that
some of the conclusions may be of interest, if only as a starting point, and in
order to stimulate constructive criticism leading to improvement.

For the ranking of countries and international industries we actually car-
ried out three exercises; that is, in addition to ranking them separately accord-
ing to the concepts of physical and human capital as already mentioned, we
also ranked them according to the concept of total capital (the sum of physical
and human capital). The ranking of countries according to the first two con-
cepts, though they did not exactly coincide, showed a very high correlation and
there was no need to rank countries according to each of these concepts sep-
arately. So as the criterion of ranking countries we took total capital per less
qualified worker in all the international industries in the country in question,
and arranged the countries in ten groups from lowest to highest. In the low-
est there were some of the most important developing countries; the highest
was the United States, the next highest were Western and Eastern Europe, and
so on. For the ranking of international industries the three rankings accord-
ing to the three criteria for measuring capital intensity, though also not very
different, were retained in order to ascertain, inter alia, the different quantita-
tive requirements of qualified manpower, physical capital and total capital for
developing industries selected under each criterion in the developing coun-
tries. Under each criterion international industries were arranged into some
ten groups or clusters in increasing order of capital intensity. It may be asked
why only ten groups were chosen. This was because we wanted to introduce
the element of diversification, but only up to a certain point. Though some di-
versification is necessary, we consider that diversification should not be exag-
gerated; if it is taken to the extreme the result is complete autarky and this,
of course, can never be the highest wisdom in finding the best international
division of labour.

The three exercises, then, took the industries according to, first, their
physical capital intensity, then their human capital intensity, and finally a com-
bination of the two. Using only the results common to the three exercises, we
found that a number of industries — textiles, shoes, leather, glass, wooden fur-
niture and a few metal industries — would typically be suitable for develop-
ing countries, ideally serving almost the whole world; which would mean, of
course, an enormous increase in the demand for the products of these indus-
tries established in the developing countries.

I would like to add right away that we are aware of the fact that capital
intensity, especially when measured in such a crude way, is not the only element
for determining the optimal division of labour. Another element is that some-
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times you may reap the advantages of large-scale production by establishing
complexes of industrial production, preferably in co-operation between a num-
ber of neighbouring countries (unless, of course, the country is very large, when
there is no need for such co-operation). These centres of industrial production
offer considerable economies of scale, and it may well be that such a combin-
ation or industrial complex would show comparative advantages for developing
countries too. But again, among the industries offering important economies
of scale, it would be my suggestion that the relatively more labour-intensive
ones should be the first to be tackled, whereas the relatively capital-intensive
ones should be tackled later. Examples of the first could be the automobile
industry and all the various component parts of it, and the machine-tool indus-
tries, which are relatively labour-intensive; on the other hand, steel and heavy
chemicals, for example, should perhaps be tackled only later. So again in this
group of industries, where the economies of scale are very considerable, there
would be some logical order.

Turning to another point, it would be erroneous to think that labour-
intensive industries should be rejected for development on the grounds that
their profits are modest. What matters is not the profits, but the total income
earned in them. Future development, being dependent on investments, can
be enhanced most if present factors are used so as to maximise total income
now; this admits of the maximum of consumption plus investment. It is only
in a private enterprise economy that profits are the only source of investment.
In a mixed economy, not to speak of a state-guided economy, there is another
source of savings, namely government savings, which can just as well be used
for investment purposes. What matters really is the total national income and
not the profits, and the total national income has to be maximised even now if
we want to have the highest possible rate of growth, in order to have the high-
est possible income ten years from now, or five years from now. Of course, this
presupposes that the government is capable of raising the necessary taxes. But
I think such investments can even be financed by indirect taxation, which all
developing countries are capable of organising; besides, there are some types
of direct taxation they are perfectly capable of organising, namely taxation
on big companies and also, although this is not for the moment a very strong
element, a progressive tax on land, that is one taxing large landowners much
more than small landowners. If I may add a personal note, I have decided to
undertake a piece of investigation on precisely this point: the contribution that
a progressive land tax can make both to higher tax revenues and to better so-
cial conditions. But that is by the way.

My next point is so well known that I hardly need stress it. It is that
neighbouring developing countries of smaller size would be wise to combine
their markets, at least for new products that they have not so far produced or
have started to produce only recently. In this way, they could also profit from
certain economies of scale.

Finally, the main point I would like to make — which is also the main
conclusion that we drew in the expert group in Bangkok, and to which I have
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already referred — is that the biggest obstacle to the choice of the best indus-
tries for developing countries at the moment lies in the restrictive trade pol-
icies pursued by the developed countries. This is why in the proposals of the
Committee for Development Planning we laid so much stress on this aspect of
the contribution that developed countries would have to make. If they would
abandon most of their protective policies within five years, a huge increase
would be possible in employment in the more labour-intensive industries in
which the developing countries already enjoy comparative advantages. And
even though I admit that the bulk of employment will have to be created in
agriculture and construction, I still believe that the contribution from manu-
facturing could be considerably larger than it has been so far.
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Amartya Sen

Awarded the Nobel Prize for economics in 1998, Sen is a creative author who
explores the boundaries between economics and philosophy. In 1975, he wrote a
seminal study on employment for the ILO, entitled Employment, technology and
development: A study prepared for the ILO within the framework of the World
Employment Programme. This work served as the basis for his article “Employ-
ment, institutions and technology: Some policy issues”, which was published in
the International Labour Review (Vol. 112, No. 1). He distinguishes three aspects
of employment — income, production and recognition — and makes a lasting con-
tribution to understanding the role of employment in today’s world.

In 1997 another article by Amartya Sen entitled “Inequality, unemploy-
ment and contemporary Europe”, which mostly dealt with the negative effects
of unemployment, was published in the Review (Vol. 136, No. 2). Unemploy-
ment penalizes people well beyond the obvious financial aspect of income loss,
a loss which transfer payments can offset. The unemployed are liable to suffer
psychological harm, social exclusion and family breakdown, and loss of skills,
motivation and political voice. These effects entail major social costs when
unemployment is massive, as it is now in many European countries. Related
but even less apparent costs include exacerbated racial and gender inequal-
ity, technological conservatism and the premature retirement of able-bodied
adults. Thus, Sen argues, the penalties of unemployment are enormous and
reducing unemployment would contribute to solving many of Europe’s ills.

After looking at the possible role played by the “self-help” culture in
the United States in reducing unemployment, he concludes by stressing that
encouraging people to help themselves is not enough in itself, and must go
hand in hand with a policy of job creation.

Amartya Sen’s third Review article was published in Vol. 139 (2000),
No. 2. The ILO had just launched the idea of decent work: a welcome move
for someone who refuses to dissociate economics from ethics. In “Work and
rights”, which is reproduced here, the author examines four conceptual features
of “decent work” that are essential to its achievement in a context of global-
ization. First is an inclusive and universal approach, not just focusing on some
categories of workers. The second feature is rights-based thinking, acknowl-
edging certain basic rights that transcend legal recognition. The third consists
in placing work within a broad economic, political and social context — one
that includes democratic values. And fourth, the extension of thinking from
international to the truly global.

Copyright © International Labour Organization 2012

Back to summary



International Labour Review, Vol.152 (2013), No. S1 (Special Supplement)

Work and rights

Amartya SEN

Originally published in International Labour Review, Vol. 139 (2000), No. 2, pp. 119-128.

his is a crucial moment in the history of working people across the world.

The first flush of globalization is nearing its completion, and we can begin
to take a scrutinized and integrated view of the challenges it poses as well as the
opportunities it offers. The process of economic globalization is seen as a terror-
izing prospect by many precariously placed individuals and communities, and
yet it can be made efficacious and rewarding if we take an adequately broad ap-
proach to the conditions that govern our lives and work. There is need for well-
deliberated action in support of social and political as well as economic changes
that can transform a dreaded anticipation into a constructive reality.

This is also a historic moment for the ILO as custodian of workers’ rights
within the United Nations system. Its new Director-General — the first from
outside the industrialized world — has chosen to lead the organization in a
concerted effort to achieve decent work for all women and men who seek
it across the globe (see ILO, 1999). My own close association with the ILO
goes back much more than a quarter of a century. In the seventies, I had the
privilege of advising the ILO, and doing some work for it (see, e.g., Sen, 1975,
1981). But my first working association with the ILO was in 1963, when I was
despatched to Cairo. Already in the 1970s I was trying to persuade the ILO to
take a broad approach to the idea of working rights — though admittedly what
I did then was rather crude and rough. I was trying to invoke ideas not only
of rights but also of metarights. So I do particularly welcome this new initia-
tive of the ILO to achieve decent work.

What, then, is the nature of this start, and where does all this fit into the
contemporary intellectual discourse on economic arrangements, social values
and political realities? I should like to identify four specific features of the
approach which may be especially important to examine. I shall have the op-
portunity of scrutinizing only two of these issues in any detail, but I shall briefly
comment on the other two distinctive features.

Responsibility for opinions expressed in signed articles rests solely with their authors, and
publication does not constitute an endorsement by the ILO.
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Objectives and goals

The first important feature in the new ILO vision is the articulation of its
goal: the promotion of “opportunities for women and men to obtain decent
and productive work, in conditions of freedom, equity, security and human
dignity” (ILO, 1999, p. 3). The reach of this objective is indeed momentously
large: it includes al/l workers, wherever and in whatever sector they work; not
just workers in the organized sector, nor only wage workers, but also unregu-
lated wage workers, the self-employed, and the homeworkers. The ILO aims
to respond to the terrible fact that “the world is full of overworked and un-
employed people” (ILO, 1999, pp. 3, 4).

This universality of coverage, pervasiveness of concern and comprehen-
sive conception of goals is a well-chosen alternative to acting only in the inter-
est of some groups of workers, such as those in the organized sector, or those
already in employment, or those already covered by explicit rules and regu-
lations. Of course universality implies facing many difficult questions which
need not arise if the domain of concern is restricted to narrower groups, such
as workers in the organized sector (leaving out the unorganized sector), or
even all wage workers (leaving out homeworkers), or even all people actively
in work (leaving out the unemployed).

The case for choosing such a broad focus rests on the importance of a
comprehensive approach. There are different parts of the working population
whose fortunes do not always move together, and in furthering the interests
and demands of one group, it is easy to neglect the interests and demands of
others. Indeed, it has often been alleged that labour organizations sometimes
confine their advocacy to very narrow groups, such as unionized workers, and
that narrowness of the outlook can feed the neglect of legitimate concerns of
other groups and also of the costs imposed on them (unorganized labourers,
or family-based workers, or the long-term unemployed, for example). Similarly
(on the other side), by focusing specifically on the interests of workers in the
informal sector, it is also possible to neglect the hard-earned gains of people
in organized industry, through an attempt — often recommended (if only im-
plicitly) — to level them down to the predicament of unorganized and unpro-
tected workers.

Working people fall into distinct groups with their own specific con-
cerns and plights, and it behoves the ILO to pay attention simultaneously to
the diverse concerns that are involved. Given the massive levels of unemploy-
ment that exist in many countries of the world today — indeed even in the rich
economies of western Europe — it is right that policy attention be focused on
expanding jobs and work opportunities. And yet the conditions of work are
important too. It is a question of placing the diverse concerns within a com-
prehensive assessment, so that the curing of unemployment is not treated as
a reason for doing away with reasonable conditions of work of those already
employed, nor is the protection of the already employed workers used as an
excuse to keep the jobless in a state of social exclusion from the labour market
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and employment. The need for trade-offs is often exaggerated and is typically
based on very rudimentary reasoning. Further, even when trade-offs have to
be faced, they can be more reasonably — and more justly — addressed by tak-
ing an inclusive approach, which balances competing concerns, than by simply
giving full priority to just one group over another.

The aged and the unemployed

The need for a broad and inclusive approach can be well illustrated by re-
ferring to another issue — that of ageing and the dependency ratio — which is
often juxtaposed, in an unexamined way, to the problem of unemployment and
availability of work. There are two principles in some tension with each other
that are frequently invoked simultaneously in dealing with these different is-
sues in an intellectually autarchic way.

Addressing the growing proportion of the aged population, it is often la-
mented that since old people cannot work, they have to be supported by those
who are young enough to work. This leads inescapably to a sharp increase in
the so-called dependency ratio. As it happens, this fact itself demands more
scrutiny. There is, in fact, considerable evidence that the increase in longevity
that has resulted from medical achievements has also elongated the disabil-
ity-free length of working lives over which a person can work (see, for exam-
ple, Manton, Corder and Stallard, 1997). The possibility of elongating working
lives is further reinforced by the nature of technical progress that makes less
demand on physical strength.

This being the case, it is natural to suggest that one way of reducing the
burden of dependency related to ageing is to raise the retirement age — or at
least give people in good health the option to go on working. In resisting this
proposal, it is frequently argued that if this were done, then the aged will re-
place the younger workers and there will be more unemployment among the
young. But this argument is in real tension with the previous claim that the
root of the problem lies in the fact that old people cannot work, and the young
who can work have to support the old.

If health and working ability ultimately determine how much work can
potentially be done (and certainly social and economic arrangements can be
geared to make sure that to a great extent the potential is realized), then
surely the trade-off with youthful unemployment is a real non sequitur. The
absolute size of the working population does not, in itself, cause more un-
employment; for example, it is not the case that countries with a larger work-
ing population typically have a larger proportion of unemployment (consider
the United States compared to France or Italy or Spain or Belgium). There are
many big issues to be faced in scrutinizing proposals for revising the retire-
ment age, but linking unemployment to the absolute size of the working popu-
lation does not enrich this discussion. Indeed, we see here a messy argument
based on combining two mutually contrary gut reactions: (i) the gut reaction
that the source of the problem related to an ageing population is that the old
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cannot work and the young must support them; and (ii) the gut reaction that
the young must lose jobs if the older people do work. The combination of
these unscrutinized feelings is to produce a hopeless impasse which rides just
on unexamined possibilities, based on a simple presumption of conflict that
may or may not actually exist.

The practice of being driven by imagined conflicts and being led by par-
tisan solutions is as counterproductive in dealing with issues of ageing and
employment as it is in addressing the problem of working conditions on one
hand and the need for employment on the other. Conflicts cannot be made to
go away by simply ignoring them on behalf of one group or another. Nor need
conflicts invariably arise merely because some elementary textbook reasoning
suggests that they might conceivably exist, under certain hypothesized condi-
tions. There is a need for facing empirical possibilities with open-mindedness.
There is also a need for openly addressing ethical issues involving conflict,
when it does arise, through balancing the interests of groups with contrary in-
terests, rather than giving total priority to the interests of one group against
another.

Child labour and its prevention

Similar questions arise in dealing with the difficult problem of child labour.
It is often claimed that the abolition of child labour will harm the interests of
the children themselves since they may end up starving because of a lack of
family income and also because of increased neglect. It is certainly right that
the fact of family poverty must be considered in dealing with this issue. But it
is not at all clear why it must be presumed that the abolition of child labour
will lead only to a reduction of family income and further neglect of children,
without any other economic or social or educational adjustment. In fact, that
would be a particularly unlikely scenario for “the worst forms of child labour”
(slavery, bondage, prostitution, trafficking) which are the focus of the recently
adopted Convention concerning the prohibition and immediate action for the
elimination of the worst forms of child labour (Convention No. 182 (1999)).

The case for a broader and more inclusive economic analysis and ethi-
cal examination is very strong in all these cases. One must not fall prey to un-
examined prejudices or premature pessimism.

Rights of the working people

The second conceptual feature that needs to be stressed is the idea of rights.
Along with the formulation of overall objectives, the domain of practical rea-
soning extends beyond the aggregative objectives to the recognition of rights
of workers.

What makes this rights-based formulation particularly significant is that
the rights covered are not confined only to established labour legislation, nor
only to the task — important as it is — of establishing new legal rights through

Back to summary



86 International Labour Review, Vol.152 (2013), No. S1 (Special Supplement)

fresh legislation. Rather, the evaluative framework begins with acknowledg-
ing certain basic rights, whether or not they are legislated, as being a part of
a decent society.! The practical implications that emanate from this acknowl-
edgement can go beyond new legislation to other types of social, political and
economic actions.

The framework of rights-based thinking extends to ethical claims that
transcend legal recognition. This is strongly in line with what is becoming in-
creasingly the United Nations’ general approach to practical policy through
rights-based reasoning. The framework of rights-based thinking is thus ex-
tended from the pure domain of legality to the broader arena of social ethics.
These rights can thus be seen as being prior (rather than posterior) to legal
recognition. Indeed, social acknowledgement of these rights can be taken to
be an invitation to the State to catch up with social ethics. But the invitation
is not merely to produce fresh legislation — important as it is — since the real-
ization of rights can also be helped by other developments, such as creation of
new institutions, better working of existing ones and, last but not the least, by
a general societal commitment to work for appropriate functioning of social,
political and economic arrangements to facilitate widely recognized rights.?

There are really two contrasts here: one between legal rights and socially
accepted principles of justice, and another between rights-based reasoning and
goal-based formulations of social ethics. In scrutinizing the approach, we have
to ask how well rights-based reasoning integrates with goal-based program-
ming. These two basic precepts have sometimes been seen, especially by legal
theorists, as providing alternative ethical outlooks that are in some tension with
each other (see, for example, Dworkin, 1977). Are we to be guided, in case of
a conflict, by the primacy of our social goals, or by the priority of individual
rights? Can the two perspectives be simultaneously invoked without running
into an internal contradiction? I believe that the two approaches are not really
in tension with each other, provided they are appropriately formulated. How-
ever, the underlying methodological question has to be addressed, and I shall
briefly examine the reasons for thinking that there is no deep conflict here.?

Rights and goals

The question that has to be faced is this: why cannot the fulfilment of rights be
among the goals to be pursued? The presumption that there must be a conflict
here has indeed been asserted, but the question is why we should accept this
claim. There will quite possibly be a real impasse here if we want to make the
fulfilment of each right a matter of absolute adherence (with no room for give

! A key instrument that reflects this is the ILO Declaration on Fundamental Principles and
Rights at Work. For the full text of that 1998 Declaration and for helpful discussion, see the spe-
cial issue of the International Labour Review on “Labour Rights, Human Rights” (Vol. 137 (1998),
No. 2, pp. 253-257 and pp. 223-227 respectively).

2 This and related issues are discussed in Sen, 1999a.
3 I have discussed these issues in Sen, 1982a, 1985 and forthcoming.
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and take and no possibility of acceptable trade-offs), as some libertarians do.
But most rights-based reasoning in political debates, for example on human
rights, need not — and indeed does not — take that form.

If the formulation is carefully done to allow trade-offs that have to be
faced, then it is indeed possible to value the realization of rights as well as the
fulfilment of other objectives and goals. The rights at work can be broadly in-
tegrated within the same overall framework which also demands opportunities
for women and men to obtain decent and productive work, in conditions of
freedom, equity, security and human dignity. To pay attention to any of these
demands does not require us to ignore — or override — all other concerns. For
example, the rights of those at work can be considered along with — and not
instead of — the interests of the unemployed.

Rights and obligations

There is a different type of question that is sometimes raised, focusing on the
relation between rights and duties. Some have taken the view that rights can
be sensibly formulated only in combination with correlated duties. Those who
insist on that binary linkage tend to be very critical, in general, of any discus-
sion of rights (for example, invoking the rhetoric of “human rights”) without
specification of responsible agents and their duties to bring about the fulfil-
ment of these rights. Demands for human rights are then seen just as loose
talk. And similar scepticism is aimed at such statements as “all those who work
have rights at work”.

A basic concern that motivates some of this scepticism is: how can we be
sure that rights are, in fact, realizable unless they are matched by correspond-
ing duties? Indeed, some do not see any sense in a right unless it is balanced
by what Immanuel Kant called a “perfect obligation” — a specific duty of a
particular agent for the actual realization of that right (Kant, 1788).

This presumption can be the basis of rejection of rights-based thinking
in many areas of practical reason. Indeed, aside from general scepticism that
tends to come from many lawyers, there are also distinguished philosophers
who have argued in favour of the binary linkage between rights and exact du-
ties of specified individuals or agencies (see, for example, O’Neill, 1996).

We can, however, ask: why this insistence? Why demand the absolute ne-
cessity of a co-specified perfect obligation for a potential right to qualify as a
real right? Certainly, a perfect obligation would help a great deal towards the
realization of rights, but why cannot there be unrealized rights? We do not, in
any obvious sense, contradict ourselves by saying: “These people had all these
rights, but alas they were not realized, because they were not institutionally
grounded.” Something else has to be invoked to jump from pessimism about
the fulfilment of rights, all the way to the denial of the rights themselves.

This distinction may appear to be partly a matter of language, and it
might be thought that the rejection can be based on how the term “rights”
functions in common discourse. But in public debates and discussion the term
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“rights” is used much more widely than would be permitted by the insistence
on strict binary relations. Perhaps the perceived problem arises from an im-
plicit attempt to see the use of rights in political or moral discourse through a
close analogy with rights in a legal system, with its demand for specification of
correlated duties. In contrast, in normative discussions rights are often cham-
pioned as entitlements or powers or immunities which it would be good for
people to have. Human rights are seen as rights shared by all — irrespective of
citizenship — advantages that everyone should have. The claims are addressed
generally (and as Kant might say, “imperfectly”) to anyone who can help, even
though no particular person or agency may be charged to bring about single-
handedly the fulfilment of the rights involved. Even if it is not feasible that eve-
ryone can have the fulfilment of their rights in this sense (if, for example, it is
not yet possible to eliminate undernourishment altogether), credit can still be
taken for the extent to which these alleged rights are fulfilled. The recognition
of such claims as rights may not only be an ethically important statement, it
can also help to focus attention on these matters, making their fulfilment that
much more likely — or quicker.

This is indeed the form in which many major champions of rights-based
thinking have tried to use the idea of rights, going back all the way to Tom
Paine and Mary Wollstonecraft.* The invoking of the idea of rights is neither
in tension with a broadly goal-based ethical framework, nor ruled out by some
presumed necessity of perfect obligations allegedly needed to make sense of
the idea of rights. The broad approach can be defended not just in terms of
good commonsense appeal, but also in terms of capturing the variety of values
and concerns that tend to arise in public discussions and demands.

Social and political broadening

Another distinguishing feature of the approach is that it situates conditions
of work and employment within a broad economic, political and social frame-
work. It addresses, for example, not merely the requirements of labour legisla-
tion and practice, but also the need for an open society and the promotion of
social dialogue. The lives of working people are, of course, directly affected by
the rules and conventions that govern their employment and work, but they
are also influenced, ultimately, by their freedoms as citizens with a voice who
can influence policies and even institutional choices.

In fact, it can be shown that “protection against vulnerability and contin-
gency” is, to a great extent, conditional on the working of democratic partici-
pation and the operation of political incentives. I have argued elsewhere that
it is a remarkable fact in the history of famines that famines do not occur in
democracies. Indeed, no substantial famine has ever occurred in a democratic

4 Tom Paine’s Rights of man and Mary Wollstonecraft’ s A vindication of the rights of woman
were both published in 1792.
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country — no matter how poor.’ This is because famines are, in fact, extremely
easy to prevent if the government tries to prevent them, and a government
in a multi-party democracy with elections and a free media has strong polit-
ical incentives to undertake famine prevention. This would indicate that po-
litical freedom in the form of democratic arrangements helps to safeguard
economic freedom (especially from extreme starvation) and the freedom to
survive (against famine mortality).

The security provided by democracy may not be sorely missed when a
country is lucky enough to be facing no serious calamity, when everything is
running along smoothly. But the danger of insecurity arising from changes in
economic or other circumstances (or from uncorrected mistakes of policy) can
lurk solidly behind what looks like a healthy state. This is an important con-
nection to bear in mind in examining the political aspects of the recent “Asian
economic crisis”.

The problems of some of the east and south-east Asian economies bring
out, among other things, the penalty of undemocratic governance. This is so
in two striking respects, involving the neglect of two crucial instrumental
freedoms, viz. “protective security” (what we have been just discussing) and
“transparency guarantee” (an issue that is closely linked with the provision of
adequate incentives to economic and political agents). Both relate directly or
indirectly to safeguarding decent work and to promoting decent lives.5

Taking the latter issue first, the development of the financial crisis in
some of these economies was closely linked with the lack of transparency
in business, in particular the lack of public participation in reviewing financial
and business arrangements. The absence of an effective democratic forum has
been consequential in this failing. The opportunity that would have been pro-
vided by democratic processes to challenge the hold of selected families or
groups — in several of these countries — could have made a big difference.

The discipline of financial reform that the International Monetary Fund
tried to impose on the economies in default was, to a great extent, necessi-
tated by the lack of openness and disclosure, and the involvement of unscru-
pulous business linkages, that were characteristic in parts of these economies.
The point here is not to comment on whether the IMF’s management of the
crises was exactly right, or whether the insistence on immediate reforms could
have been sensibly postponed until financial confidence had returned in these
economies. No matter how these adjustments would have been best done, the
contribution of the lack of transparency and freedom in predisposing these
economies to economic crises cannot be easily doubted.

The pattern of risk and improper investments, especially by politically
influential families, could have been placed under much greater scrutiny if
democratic critics had demanded this in, say, Indonesia or South Korea. But of

5T have discussed this in Sen, 1982b and 1984; and jointly with Jean Dreéze in Dréze and
Sen, 1989.

® I have investigated these connections in Sen, 1999a.
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course neither of these countries then had the democratic system that would
have encouraged such demands to come from outside the government. The
unchallenged power of the rulers was easily translated into an unquestioned
acceptance of the lack of accountability and openness, often reinforced by
strong family links between the government and the financial bosses. In the
emergence of the economic crises, the undemocratic nature of the governments
played an important part.

Second, once the financial crisis led to a general economic recession, the
protective power of democracy — not unlike that which prevents famines in
democratic countries — was badly missed. The newly dispossessed did not have
the hearing they needed. A fall of total gross national product of, say, even
10 per cent may not look like much, if it follows the experience of past economic
growth of 5 or 10 per cent every year for some decades. And yet that decline
can ruin lives and create misery for millions if the burden of contraction is
not shared together but allowed to be heaped on those — the unemployed or
those newly made economically redundant — who can least bear it. The vulner-
able in Indonesia may not have missed democracy acutely when things went
up and up, but that very lacuna kept their voice muffled and ineffective as the
unequally shared crisis developed. The protective role of democracy is strongly
missed when it is most needed.

The comprehensive view of society that informs the approach adopted in
the ILO vision of decent work (ILO, 1999) provides a more promising under-
standing of the needs of institutions and policies in pursuit of the rights and
interests of working people. It is not adequate to concentrate only on labour
legislation since people do not live and work in a compartmentalized envi-
ronment. The linkages between economic, political and social actions can be
critical to the realization of rights and to the pursuit of the broad objectives
of decent work and adequate living for working people.

International versus global

I turn now to the fourth and final distinctive feature of the approach under
discussion. While an organization such as the ILO has to go beyond national
policies (without overlooking the instrumental importance of actions by gov-
ernments and societies within nations), there is a critical distinction between
an “international” approach and a “global” one. An international approach is
inescapably parasitic on the relation between nations, since it works through
the intermediary of distinct countries and nations. In contrast, a truly global
approach need not see human beings only as (or even primarily as) citizens of
particular countries, nor accept that the interactions between citizens of dif-
ferent countries must be inevitably intermediated through the relations be-
tween distinct nations. Many global institutions, including those central to our
working lives, have to go well beyond the limits of “international” relations.’

7T have discussed the distinctions involved in Sen, 1999b.
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The beginnings of a truly global approach can be readily detected in the
analysis underlying the new directions of the ILO. The increasingly globalized
world economy calls for a similarly globalized approach to basic ethics and
political and social procedures. The market economy itself is not merely an
international system; its global connections extend well beyond the relation
between nations. Capitalist ethics, with its strong as well as weak points, is a
quintessentially global culture, not just an international construct. In dealing
with conditions of working lives as well as the interests and rights of workers
in general, there is a similar necessity to go beyond the narrow limits of in-
ternational relations.

A global approach is, of course, a part of the heritage of labour move-
ments in world history. This rich heritage — often neglected in official discus-
sions — can indeed be fruitfully invoked in rising to the challenges of decent
work in the contemporary world. A universalist understanding of work and
working relations can be linked to a tradition of solidarity and commitment.
The need for invoking such a global approach has never been stronger than it
is now. The economically globalizing world, with all its opportunities as well
as problems, calls for a similarly globalized understanding of the priority of
decent work and of its manifold demands on economic, political and social
arrangements. To recognize this pervasive need is itself a hopeful beginning.
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Joseph Stiglitz

In 2001, Joseph Stiglitz was awarded the Nobel Prize for economics. In 2002,
he published an article in the Review (Vol. 141, No. 1-2) entitled “Employment,
social justice and societal well-being” in which he proposes that the purpose
of economic activity is to improve the well-being of individuals, and that em-
ployment is essential to this well-being. In this regard, his description of the
negative effects of unemployment echoes that given in the abovementioned art-
icle by Amartya Sen on unemployment in Europe. While such assertions may
seem obvious, economic policy often runs counter to the interests of workers.
In addition to generalized market imperfections, the under-representation of
workers and the infatuation with neoclassical policies purporting to separate
efficiency issues from equity, Stiglitz blames the fact that neoclassical econom-
ics treats labour like a commodity. It is up to governments — and more gen-
erally to the international community — to ensure that development does not
become merely a matter of capital accumulation. Thus, 80 years later, he de-
nounced disregard for the first of the ILO Constitution’s General Principles:
labour is not a commodity.

And then came the crisis in 2008. In 2009, Stiglitz published another art-
icle in the Review (Vol. 148, No. 1-2) entitled “The global crisis, social pro-
tection and jobs”. This article, which is reproduced here, notes that the policy
responses to the global financial meltdown and the collapse of aggregate de-
mand had largely been driven by domestic interests. Resurgent protectionism,
bank bail outs and national stimulus packages were distorting competition and
incentives, to the detriment of developing countries, much-needed spending
on social protection and, ultimately, rapid global economic recovery. Warning
against underestimation of the job-destruction potential of the current crisis,
Stiglitz argues for a truly global stimulus package, together with a rethink of
economic paradigms and regulatory policies, financial assistance to devel-
oping countries, a less constraining IMF, and stronger social protection as an
automatic stabilizer of economies.

Copyright © International Labour Organization 2012
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The global crisis, social protection
and jobs

Joseph STIGLITZ

Originally published in International Labour Review, Vol. 148 (2009),
No. 1-2, pp. 1-13.

The most engrossing topic of the day is obviously the question of the global
economic crisis. This article begins by addressing some of the broader
issues, and then turns to particular aspects relating to decent work and social
protection.

A global crisis “Made in the USA”

The current crisis is touching every country in the world, including the devel-
oping countries. For a while there was a myth that there would be decoupling
— that the crisis, which began in the United States, would leave Europe and
the developing countries untouched. It is very clear that this is not the case.
Globalization has meant that the world economy has become integrated, that
there cannot be a major downturn in the world’s richest country without im-
plications for every other country.

Moreover, the way globalization has been managed allowed the United
States to export its toxic mortgages all over the world. Had the rest of the
world not bought as many of them as it did, the downturn in the United States
would have been much worse. This crisis has a very clear “Made in the USA”
label on it. Not only did the United States export its toxic mortgages, but it
also exported the deregulatory philosophy that allowed others to buy these
toxic mortgages and ensured that regulators abroad did not stop it.

The economic downturn is affecting even those developing countries
which had succeeded in managing their economies well, those that had sound
monetary policies and regulatory frameworks. In fact, as we looked at the mon-
etary and regulatory policies of various countries, one of the observations
made by the Commission of Experts of the President of the United Nations
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General Assembly on Reforms of the International Monetary and Financial
System, which I am chairing, was that some of the developing countries really
did a much better job than the United States. The United States should go
and study what good central banks do, in India and elsewhere, because they
actually did avoid the excesses that marred American financial markets. When
American banks wanted to sell complex, risky derivatives, one of the central
bankers in South-East Asia said, “Can you explain that?” They said, “No, we
can’t.” She responded, “Well, if you can’t explain it, you can’t sell it.” Thus, they
were protected against the ravages of the derivatives which have had such a
negative effect on the United States and Western Europe.

There are multiple channels through which this crisis is affecting all the
countries of the world. The most direct channel through which it began was,
of course, financial markets. Financial flows, which were so strong in good
years, are now reversing, meaning that access to finance is becoming a prob-
lem in many developing countries. A dramatic fall in the flows to developing
countries is projected; in some cases, there may actually be reverse capital
flows. Another channel is the unprecedented fall in exports. The declines are
of a magnitude that no one ever expected to see. Furthermore, there are im-
pacts through remittances and labour flows. Inevitably, when employment goes
down, immigrant labourers are among those first hurt. In the United States,
the banks that are getting bail-outs were told that they could not hire immi-
grant workers, so there have been restrictions on hiring workers from abroad,
no matter how qualified they are. Job offers have had to be rescinded, and
immigration is being affected.

Resurgent protectionism and other distortions
of trade and investment

In November 2001, during the last global economic downturn, Mr Juan Soma-
via, the Director-General of the ILO, made a statement in which he decisively
rejected protectionism. This time again, we have made that statement, but it
has not been followed through. Protectionist measures are being taken all over
the world. It was a good thing that the members of the G-20, at their meeting
in November 2008, committed themselves not to engage in protectionism, but
it is a sad thing that they did not honour their promise. The protectionism that
has occurred has been both direct and indirect, intentional and unintentional,
but it has been pervasive. For example, the United States’ stimulus package
included a “Buy American” provision. Clearly, this is a violation of the spirit
of “no protectionism”. The Government then said this provision would be sus-
pended to the extent that it violates international World Trade Organization
(WTO) agreements. That sounded good, but the WTO agreements on govern-
ment procurement are in fact between the United States and other advanced
industrial countries. The message behind that language was in effect: “We will
continue to buy goods from the other advanced industrial countries, from the
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rich countries, but we will discriminate against goods from poor countries.”
This is even more invidious than an across-the-board protectionist policy.

The spirit of international trade agreements recognizes that tariffs are a
trade distortion, but so are subsidies. That is why there are general restrictions
on subsidies except in agriculture — and we know that agricultural subsidies
help to create an unlevel playing field and distort the patterns of trade. Dur-
ing the current crisis, however, the advanced industrial countries have been
providing massive subsidies to their enterprises, including their financial en-
terprises. Thus, even if there may once have been a level playing field, no one
can claim that this is so today. How can a bank, a financial institution, or an
automobile company from a developing country compete with an automobile
company or financial institution from the United States that received tens of
billions of dollars of assistance?

It is not only the financial institutions that have received aid. The fact
is that the United States and Western Europe have signalled to big companies
that if they have problems, they will be bailed out. Or at least, they may be
bailed out. This has changed the propensity of these companies to undertake
risk, because if they undertake big risks and lose, taxpayers pick the losses
up. If they win, they get the profits. The level playing field has thus been de-
stroyed for years to come, and we should recognize that the old trade and
investment regime has been — intentionally or unintentionally — altered in a
fundamental way.

Take the issue of guarantees provided to banks. Even if the developing
countries reciprocated and provided guarantees to their banks, symmetric pol-
icies can have asymmetric effects. A guarantee by developing countries to their
banks does not have the same weight as a guarantee from the United States.
This is part of the reason for the anomaly of reverse capital flows. Money is
going to the United States, which is the source of the original problem. The
United States caused the global financial crisis by bad regulation and bad
financial practices, but money is going into these bad financial institutions
because the United States Government has provided a guarantee.

A global crisis calls for global remedies

Clearly, the current crisis has really altered the nature of global competition
in profound ways, and we will need to rethink all the elements of the rules of
the game in order to move forward. It is a truly global crisis, and within a glo-
bally integrated economy, a crisis of this kind can only be addressed globally.

We need a global stimulus package for the world economy, but the locus
of decision-making remains at the national level. Thus, there is a disjunction
between what is needed, which is global action, and the locus of decision-mak-
ing, which is national. This is important because each country weighs its bene-
fits and its costs, including the cost of things like the increase in the national
deficit, as it looks at a stimulus package. The benefits each country looks at
are the benefits only to its own economy, not the global economy. The result
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is that there will be insufficient global stimulus unless it is provided in a glo-
bally coordinated way.

To put it another way, in terms of macroeconomics, we usually talk about
“multipliers”: how much extra GDP is generated, or how many jobs are gener-
ated, by each dollar of government spending or stimulus? However, there is a
very big difference between the national multiplier and the global multiplier,
especially in small, open economies. Economists call this difference “leakage”,
whereby some of the money spent does not stay in the national economy. If
all the money stayed in the economy, it would recirculate and keep boosting
the economy. In an open economy, some of the money that is spent goes to
other countries but stays within the global economy. We are not part of a gal-
axy, and we still trade only within the world, so the world is a closed economy.
There are no leakages within the world, and the global multipliers are very
large. As the global economy has become more integrated, the national multi-
pliers have become relatively small, and the net result is that there will be an
incentive not to have a large enough stimulus.

Furthermore, as each government thinks about how to design a stimulus
package, the question it is asking is: “How can my country get the most bene-
fit?” — not how the world can get the most benefit. It is focusing on stimulus
spending that does not leak out but instead stays within the country. However,
because governments are thinking nationally, the global impact is reduced, and
the benefit from the stimulus is smaller than it otherwise would be. This is ob-
viously of great concern because the current crisis is likely to be the deepest
and longest economic downturn since the Great Depression.

Social protection, automatic stabilizers and jobs

The particular problem in the United States is that the stimulus is not only
too little but also too late, and it has not been well designed. In looking at the
size of the stimulus, one has to look at what else is going on in the economy.
Are there automatic stabilizers or automatic destabilizers? When the economy
gets weaker, spending on social protection and unemployment schemes should
automatically go up, helping to stabilize the economy. However, at least in the
United States and some other countries, one of the sad facts of the so-called
reforms in recent decades is that we have been weakening these important
automatic stabilizers. The extent of progressivity in tax systems has been low-
ered, and we have moved from defined benefit systems to defined contribution
retirement systems, again weakening the automatic stabilizers of the economy
and in some cases converting them into automatic destabilizers.

If one compares the situation when the United States had good social
protection, with defined benefit pension programmes, and the situation that
country has been moving into, with weak social protection, with defined con-
tribution pension programmes: what has happened to most Americans? They
have seen their retirement accounts devastated at the same time as the value
of their house has fallen dramatically by 20-30 per cent, in some cases 50 per
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cent. The money that people put away to pay for the education of their chil-
dren or for their own retirement has been wiped out. The country used to
have a system that would protect them against these kinds of risks, but mis-
takenly it got rid of it.

As Americans see their savings and retirement accounts eroded, they
will realize that they have to save more. In many ways, in the long run, this is
a good thing for the American economy: the household savings rate had gone
down to zero, and that was not sustainable. In the short run, however, it is a
real problem. Already, there are indications that the savings rate in the United
States may have gone from zero all the way up to 5 per cent, and it is still in-
creasing. This is a massive change in aggregate demand: if people are saving
more, they are spending less. It is this reduction in spending that is weakening
the global economy, leading to a lack of aggregate demand.

The weakening of the United States’ automatic stabilizers is compounded
by the further problem that the states have automatic destabilizers. They have
balanced budget frameworks, which means that when revenues go down, they
either have to cut back expenditures or raise taxes. The magnitude of these
destabilizers is enormous. A few months ago, before the downturn got much
worse, it was estimated that the shortfall in state taxes would be around US$150
billion a year. Now it is probably much larger than that, perhaps US$200 billion
a year. This means that over a two-year period, the negative stimulus from the
reduction in state revenues offsets 40 or 50 per cent of the total federal stimu-
lus. From this perspective, one realizes how small the United States stimulus
package really is — and that it clearly is not up to the task lying ahead.

To put it another way, in terms of jobs, the stimulus package was sup-
posed to create or save about 3.6 million jobs. However, the United States has
already lost upwards of 2.5 million jobs, and it is still losing 600,000 per month.
This rate is likely to continue. Meanwhile, there are almost 2 million new en-
trants into the labour force every year. Thus, at this juncture, there is already
a job shortfall of 5 million, and there will be a shortfall of another 2-3 million
jobs over the next two years. The creation or saving of 3.6 million jobs is in-
adequate relative to the need. By 2010, there will be a very large job deficit in
the United States. And I think these problems are being replicated, in some
cases even more dramatically, in other countries around the world.

The crisis and the developing world

That brings me to looking at this crisis and the stimulus from the perspective
of the developing countries. There is agreement that we need to have a global
stimulus, but countries in the developing world do not have the resources to fi-
nance a stimulus package. The United States can spend US$700-800 billion on
a stimulus package, but most developing countries do not have the resources
to do so. Unless they receive substantial assistance, these countries will not be
able to engage in counter-cyclical policies, and there will thus not be a quick,
robust recovery in a large part of the world that is being most affected by the
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crisis. These countries are innocent victims of bad regulatory policies in the
United States, but they will not be able to engage in the counter-cyclical pol-
icies to save themselves unless something is done to help them. However, this
is more than a question of responsibility or even humanitarianism; it is a ques-
tion of self-interest, because there cannot be a robust recovery for the global
economy if there is a significant part of the world that remains weak. It is im-
perative that assistance be given.

The Commission of Experts of the President of the United Nations Gen-
eral Assembly on Reforms of the International Monetary and Financial System
is going to recommend that at least 1 per cent of advanced industrial countries’
stimulus packages be allocated to developing countries. We should realize how
small the numbers are: 1 per cent of a US$700 billion package is US$7 billion
divided among the developing countries. It is not going to be enough, but it
is better than nothing. The real point is that we have to explore a whole var-
iety of innovative ways of bringing finance to the developing countries, and
in the Commission’s extended report, we will develop several ideas on how
this might be done.

However, there is another problem, in addition to the lack of resources:
the lack of policy space. If we go back to 1997-98 and the last financial crisis
in East Asia, the IMF came to the help of the countries affected, but the assis-
tance it provided came with conditions which made the downturns worse. The
downturns became recessions, and recessions became depressions.

Some people might say that we will not have another Great Depression
because today we know what to do and are so much smarter than we were in
the 1930s. We should remember that, a decade ago, we were almost as smart
as we are today, but the IMF and the United States Treasury went into Indo-
nesia, gave advice about what to do with its financial system, and managed
to destroy it. They imposed conditions that led to a deep depression in Indo-
nesia: the unemployment rate in the central island of Java went up to 40 per
cent. Anybody who thinks we are so smart today that we can avoid a depres-
sion should remember what happened in Java just a decade ago. Some of the
same people who were in policy-making positions then may still be in policy-
making positions today. Maybe they have learned their lesson, but maybe they
have the same mental framework. We do not know, but we should obviously
be concerned.

What happened ten years ago has another important implication. Be-
cause the countries in East Asia were so deeply affected by the IMF’s misman-
agement of these crises, many countries in that region — and, actually, many
countries all over the developing world — have said they would never let this
happen to them again. I was talking to the Prime Minister of one of the coun-
tries and he said, “We were in the class of 97 We learned what happened if
you do not have enough reserves.” The class of '97 and those who studied
the lessons of the class of 97 have accumulated huge amounts of reserves, in
the trillions of dollars. That is good for them and means that they are more
protected. However, this presents a problem for the global economy because
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these people are receiving income which they are not spending. It is like bury-
ing income in the ground, which is exacerbating the lack of global aggregate
demand. The lack of global aggregate demand is, in a sense, one of the funda-
mental problems underlying this crisis.

Market failures and the role of government

I think it is important, as we think about this crisis, to keep in mind the un-
derlying problems. At the beginning of the crisis, a reporter asked President
Bush what the problem was. His reply was, “Well, we built too many houses.”
It was true that we had built too many houses, but market economies are not
supposed to build too many houses in the wrong places and beyond people’s
ability to afford them. The question we need to ask is: why did the market
economy fail? People are now saying that there was excessively lax monetary
policy and weak regulation. But then one has to ask, why were there these
excessively lax monetary policies and weak regulation? Unless we ask those
questions, we will not understand what to do about the current crisis.

One of the reasons that there were lax regulations was the misguided
economic philosophy that said unfettered markets are the best way of run-
ning an economy, since markets are self-adjusting. Fortunately, almost every-
body recognizes that this market fundamentalist view is wrong. Even Alan
Greenspan, the former Chairman of the Federal Reserve, who is viewed as the
high priest of market fundamentalism, has said, “I made a mistake.” He learned
this lesson at a great cost to everybody in the world, but at least he learned it.
Some people have not quite learned. Markets are not self-regulating; there is
an important role for government to try to make the market economy work.
Markets are at the core of a well-functioning economy, but, by themselves,
they are not enough. There needs to be a balance between the role of the mar-
ket and the role of the government. Understanding when markets work and
when they do not, and the limitations of markets as well as the limitations of
government, is an essential part of developing appropriate policy frameworks.

The second question is why monetary policies were so lax. Why did
Greenspan create a bubble? Again, there is a very simple answer: in the ab-
sence of lax monetary policy, there would have been insufficient aggregate de-
mand in the United States and in the world. Greenspan allowed this in order
to keep the American economy going. But why was there insufficient aggregate
demand? In a globalized economy, we can only really answer these questions
at the global level. Again, there are two answers. One is that, over the past 30
years particularly, there has been an increase in inequality. In effect, we have
been transferring money from the poor to the rich, from people who would
spend the money to people who do not need to spend the money, and the re-
sult of that is weaker aggregate demand.

The United States thought it could solve the problem: Americans who
had no money were told to keep spending as if they had it. They enjoyed
it for a while. A massive debt finance bubble enabled them to continue to
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spend. The richest country in the world was living beyond its means. When
the United States was criticized, the Secretary of the Treasury said that the
world should be thankful, because if Americans were not spending so much,
the global economy would be weak. There was a sense in which he was right,
but if it is true that the global economic system requires the richest people
in the world to spend beyond their means, there is a fundamental flaw in the
global economic system.

The problem is that the system is now broken, because it was based on
American consumers spending beyond their means by borrowing and borrow-
ing and borrowing; it was based on a bubble and house prices that were out of
line. But the bubble has broken, and people now know they cannot continue
to finance consumption in this way. One might say that the engine of global
economic growth has been taken away.

Global inequality was one of the reasons that monetary policy was weak,
but the other reason was the massive build-up of reserves that countries en-
gaged in to protect themselves from having to turn to the IMF in case of eco-
nomic volatility.

The reason I emphasize these more fundamental problems is that in the
current discussions in the G-20 and other forums there is a lot of focus on try-
ing to fix the regulatory system and a lot of attention to providing some short-
run stimulus. The question is, what is going to happen in two or three years’
time? What is going to replace the sources of aggregate demand that fuelled
the global economy in the period 2003-07, or even before that? We have gone
from one bubble to another, from one unsustainable basis to another unsus-
tainable basis, and unless we make more fundamental reforms, we will not
be able to return to sustainable, robust economic growth. That is why I have
tried to emphasize here some of the more fundamental problems underlying
the current crisis.

Competing paradigms, aggregate demand
and wages

I now turn to some of the underlying ideas and economic paradigms, which are
important in order to understand the requisite policy responses. For the past
several decades, there have been two paradigms that have been waging war
with each other for the hearts and minds of people all over the world. One was
the “market-fundamentalism” model, which I have referred to above, based on
rational individuals with rational expectations, acting in perfectly competitive
markets with profit-making competitive firms. The view was that unfettered
markets were sufficient to ensure economic efficiency. The best role for gov-
ernment was a limited one, and somehow the benefits of the growth that this
would engender would trickle down to everybody in society.

The other model was based on a set of ideas that has many sources and
many strands. I will pick up one of them, emphasized by Keynes, which held
that markets do not always work well or self-correct. After all, the Great De-
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pression did happen. There are two separate strands of Keynesian economics,
one of which has been more influential but, unfortunately, largely wrong. It
goes back to John Hicks and was disseminated most effectively by Paul Sam-
uelson. This strand argued that the problem in the market economy was rigid
wages, and that if it were not for wage rigidities, the economy would work in
the way that classical economics predicted: markets would clear, everything
would be fine, and Adam Smith would be in heaven. (Yet, Adam Smith actu-
ally understood Adam Smith much better than his modern descendants. He
understood that markets do not always work well. He understood the import-
ance of competition in ensuring efficiency, but that firms always try to restrict
competition, and that you need to have competition. But the modern descend-
ants of Adam Smith only read the parts of Adam Smith that they like.)

Modern economics explains why that tradition of Adam Smith was
wrong. My own work on asymmetric information — simply the notion that
some people know things that other people do not — showed that the reason
why the invisible hand of the market often seems invisible is that it is not there.
Markets are not, in general, efficient. This important idea is a very simple one,
but it has not been taken fully on board by those who believe that markets
are always efficient.

Many adherents of the rigid-wage Keynesian view argued for what was
called the neoclassical synthesis, which said that the economy had two regimes,
one in which things worked perfectly and in which Adam Smith was right, and
another regime in which there was unemployment. All that was required was
to ensure the economy was at full employment in order to ensure that mar-
kets work perfectly.

This conclusion is not based on economic science. It is neither a the-
orem nor an empirical “finding”. It is an article of faith. A moment’s reflection
suggests that the underlying logic is very peculiar. It is much more reasonable
to say that a complete breakdown of the economy, like we are seeing today
and saw in the Great Depression, is symptomatic of a market failure so large
that it cannot be ignored. Even market advocates say that something is wrong
today. There are many other circumstances where markets are not perfectly ef-
ficient, where things are not working well, but the failures are harder to detect
or predict. What we are seeing is the tip of the iceberg, but underneath there
are smaller market inefficiencies on a massive scale that we ought to be aware
of. In my own work I have tried to expose a number of these.

The implication of the Keynesian rigid-wage theory was very invidious
but very pervasive: if rigid wages are the reason the economy is not working
as well as Adam Smith said it should, what is the solution? Get rid of the rigid
wages, and let labour markets be more “flexible”. That has been the basis of a
whole set of doctrines undermining job protections and labour rights.

Another strand that has grown out of Keynes, which I believe is much
more fundamental, is due to Irving Fisher and Hyman Minsky (who has be-
come much more fashionable). Much of my work during the past quarter-
century has been in this tradition. Part of the motivation of our work was a
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simple observation: wages are not rigid. In the Great Depression wages fell
by about one-third. How can anyone say that wages are rigid when they are
falling, and by that amount?

The problem that Keynes recognized was that wages can be too flex-
ible. Indeed, when wages fall, people’s income falls and their ability to demand
goods falls as well. Lack of aggregate demand was the problem with the Great
Depression, just as lack of aggregate demand is the problem today. Imposing
more wage flexibility can result in exacerbating the underlying problem of lack
of aggregate demand.

Because of this current crisis, it is clear that almost no one today can be-
lieve in the rational expectations model and the efficient markets model. I say
“almost no one” because there are a number of American academics who seem
impervious to what has happened; no evidence will change their beliefs. They
continue to believe that markets are fully efficient, even as unemployment goes
up and as symptoms of irrationality become so evident. Yet once we reject the
market fundamentalists, the question now is to try to understand the ways in
which markets fail. The two contrasting Keynesian views — the rigid wage versus
the problem of excessive flexibility — give two different ways of thinking about
what is wrong and two very different policy responses.

Downward flexibility of wages or, to put it another way, deflation is a con-
cern partly because of the loss of aggregate demand, as I have emphasized, but
there is also another reason. The presence of deflation when debt contracts are
nominal, not indexed, means that there will be problems of bankruptcy. Bank-
ruptcy is costly and disruptive. Periods of deflation have historically been very
difficult periods, with weak growth. Deflation was a problem in the United States
and Japan in the late 1990s, and there is a worry about it being a problem today.

Bankruptcy is a concern because you can lose organizational capital if it
is not well managed. If it is well managed, it is just a financial reorganization,
which is an important point to realize. A lot of people today are excessively
afraid of bankruptcy because it has been, in some instances, very badly man-
aged. However, well-managed bankruptcies — as provided for under Chap-
ter 11 of the United States Bankruptcy Code, for example — can maintain the
integrity of the firms and be an effective way of going forward. One should
not be afraid of it, though, to be sure, it is not costless.

The nature of the problem that we face today can be put in the follow-
ing way. The people in the global economy have the same skills as before the
crisis, and the machines and real resources are the same as before the crisis.
The problem is that there is an organizational failure, a coordination failure,
and a macroeconomic failure. We are failing to put to work these human and
physical resources to produce output. What this highlights is the importance
of economic policy and organization. It is not our resources that have dis-
appeared. It is the way we organize those resources to create jobs and to create
value. The challenge, in going forward, is to try to create the aggregate de-
mand that will put those resources back to work. The question is: what kinds
of policies and reforms are likely to do that? If we start asking that question,
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we realize that many of our policy frameworks in recent decades have been
making things worse. I have already mentioned that we have weakened our
automatic stabilizers by weakening social protection, and we have destabilized
the economy by making wages more flexible rather than providing job secur-
ity. We have created greater anxiety, which, in times like this, increases savings
rates and weakens consumption. All of these so-called reforms have made our
economic system less stable and less able to weather a storm.

The lending crunch, bank bail-outs and the social
consequences of skewed incentives

In addition to the inadequacies of the stimulus, which I have already men-
tioned, another big problem facing the United States today in designing an
effective recovery programme to address the economic crisis has been figur-
ing out what to do with the failed banking and financial system. We all know
what needs to be done, but it will be a challenge. We want to restart lending
in a way that puts the least burden on the government deficit and debt. Unfor-
tunately, the bank bail-outs have done just the opposite: hundreds of billions
of dollars have been spent, increasing the national debt but with no increase
in lending. If the United States had taken US$700 billion and created a new
bank, unburdened with the past, and allowed it to leverage 12 to 1 — which is
very modest compared to the risky 30 to 1, 50 to 1, and up to 100 to 1 lever-
age that the banks being bailed out had — at just 12 to 1 that 700 billion would
have created US$8.4 trillion of lending capacity. That US$700 billion could thus
have been used to generate all the lending capacity required, including loans
for small businesses and to maintain enterprises. The profits from the new bank
would have paid back the Government. Instead, it was decided to spend the
money in ways that protect some existing vested interests.

It is simple to understand what has happened: banks in the United States
created some toxic assets. Some of them were sold to Europe, but a lot of them
are still held back in the United States. The mistakes have been made, and a
basic law in economics is to let bygones be bygones. The losses are there. The
banks loaned on the basis of a bubble, and the bubble has broken. Nothing
is going to change that. A lot of people, in the financial sector and elsewhere,
want everyone to believe that somehow if there were just a restoration of con-
fidence, the losses would disappear. I wish that they were right, but they are
wrong. There was a bubble that was apparent at the time and is doubly appar-
ent now. Now the question is: who bears the losses? This is close to a zero sum
game. What do the banks want? It is very easy: the banks want the American
taxpayer to take up those losses. If I were a banker, I would want it too. No
one likes to bear the losses or consequences of their mistakes. They are try-
ing, in one surreptitious way or another, one non-transparent way or another,
to force those losses onto the American taxpayer. The irony is that a lack of
transparency got us into this mess, and now some people are trying to use a
lack of transparency to get us out of this mess.
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An example of a non-transparent way of doing this is to insure the losses.
You take a bundle of toxic assets, and you say, I will insure the loss. But that
does not make the loss go away: it just puts the loss onto the balance sheet of
the United States Government. However, there is a difference between the ac-
counting frameworks. Moving the losses off the bank’s balance sheet shows up
as a gain to the bank, so it looks better. However, the United States Government
does not keep its books in a way that shows the expected losses, as the losses
are not recorded until they occur. We can all go through the fantasy of saying,
look, we solved the problem, but only because we were being non-transparent.
It is a good trick, but it does not solve the problem because in a few years’ time
the national debt of the United States is going to be larger, possibly much larger.

In fact, it is worse than a zero sum game, it is a negative sum game. If
you do not get incentives right, you get bad behaviour, and part of the prob-
lem of the financial sector is that incentives have consistently been bad. As the
United States was pouring money into the banks, and the banks were taking
money out in bonuses and paying dividends, people looked at this behaviour
and said: are these bankers not terrible? Everybody says, yes, American bank-
ers are ethically challenged. That may be true. However, the main problem is
that they were responding to perverse incentives, just as earlier they responded
to incentives which encouraged them to act in a short-sighted way and engage
in excessive risk-taking. In both instances, they behaved in the way that incen-
tives drove them. In fact, I was worried as I looked at the behaviour of the
banks in the years leading up to this crisis, because I believed very strongly
that we should be seeing serious problems. When we did not see those prob-
lems, I worried that my theory was wrong. But the problems that were pre-
dicted have now become manifest.

The insurance scheme also gives rise to perverse incentives. The losses
of Citibank, for instance, have been insured. They pick up 10 per cent of the
loss, and the Government picks up 90 per cent. Mortgages are a key part of
the problem, and they ought to be resolved. Even if a house is “underwater”,
meaning that the value of the mortgage is much greater than the value of the
house, it would be better for everybody if people got to stay in their homes.
It does no one any good to throw people out of their homes: the house gets
wrecked, and the community is weakened. Millions of Americans are losing
their homes, and with their homes their life savings. The United States has a
social problem, not just an economic problem.

We need to do something about this, but the provision of insurance to the
banks against losses makes it even worse. For example, take a mortgage that
ought to be resolved. There is a small probability that the price of the house
goes up. If it is not resolved and the price goes up, Citibank gets to keep the
gain. If the price goes down, which is very likely, the American taxpayer bears
the loss. It is a heads-I-win, tails-you-lose situation. This has created a situation
where banks have an incentive not to resolve these mortgages and to engage
in excessive risk-taking behaviour. It has created asymmetric incentives. That
is why this is a negative sum game.
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More broadly, the United States Government has provided most of the
capital for several of the major banks, but it does not have control of decision-
making in these banks. This is true not only in the United States but also in
other countries — wherever there is a disparity between who provides the cap-
ital and who is making the decisions, there are perverse incentives. These are
the first laws of economics. Perverse incentives produce bad behaviour, which
destroys wealth. In other words, these countries have created incentives for
wealth destruction rather than wealth creation.

These budget deficits will have long-term effects. A few years ago, Presi-
dent Bush said to the American people: “We have a problem. Our social secur-
ity (which is America’s old-age public pension programme) is broken. If we
do not do something about it, we will have to break the covenant, the social
contract. It will also break our economy.” At that time, the size of the deficit in
social security — known as the 75-year deficit — was about US$560 billion. For
less than what was spent on bailing out the sick banks, which are still sick, the
United States’ social security system could have been put on a sound financial
basis for generations to come. All the retirees for the next 75 years could have
been told that they do not have to worry about their retirement. Now Presi-
dent Obama is also saying that social security has to be re-examined because
the funds are not available.

Resources are limited — which is the subject of economics — so choices
must be made about how to use those limited resources. Some poor choices
have been made in how to bail out ailing banks. And those choices have social
and economic consequences, one of which is that there will be elderly people
whose retirement benefits will be put in jeopardy.

Concluding remarks

As we approach the problems posed by the current crisis, it is imperative to
keep in mind the importance of maintaining the automatic stabilizers and the
social protections. For a robust and sustained recovery, we must also address
the underlying problem of insufficiency of aggregate demand, caused by global
inequality as well as inequality within countries, and the build-up of excessive
reserves, which is related to the global imbalances that have been a cause of
growing concern in recent years. Unless the problems in developing countries are
addressed in a more effective way than they have been in the past, the inequal-
ity will increase and the demand for excessive reserves will grow even greater.

We have to have a better way of managing global risks — including a new
global reserve system to replace the dollar reserve system, which is fraying.
While we all work hard to fix the problems and reform the regulatory system,
we have to recognize that these actions only fix the plumbing. Of course, it is
important to have good plumbing. However, if we do not address these more
fundamental problems, we will not be able to restore our global economy to
sustainable, robust and equitable growth.
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