14, The Cycle of Pure Surplus Income, A condition of circuit accelw

eration was seen in sectlon 9 to include the keeping step of basic outlay,
basic income, and basic expenditure,‘and on the other hand the keeping.ﬁw
step of surplus outlay, surplus income, and surplus expenditure, Any of
these rates may begin {0 vary independently of tho others and édjustment
of the others may lag, But any systematic divergence bringe automatic
correctives to work., The concomitance of outlay and expenditwre followé
{from tho inter-action of supply and demsnd, The concomitance of income
with oubtlay and expenditure is identi;al with the adjustment of the rate
of saving with the requirements of the productive process, It follows that
one may legitimately project a division of expenditure into a division of
income, and it is in this manner that we arrive at the ccacept of a pure
surplus income.

Pure surplue income may be defined, for preseni purposes, as a frac-
tion of toteal surplus income. This fractionhwill bo denoted by the symbol,
H, where ® is the fraction of surplus expenditure that goes to new fixed
investment, All surplus final expenditure may be termed a "fixed invest-
ment? to distivguish it from the outlay of units of enterprise and their
transitional peyments which may be called "liguid investment." Further,
fixed investment may be divided into the purchase at the surplus final
markets of replacements and of maintchance and, on the other hand, new
fixed investment., Thus, in each interval the rate of surplus expenditure,

ﬁE“, consists of two parts: one part, (1 - H)fE", goes to the replucement

and maintenance of old fixed investment; tle olher part,‘H.fb“, goes to

naw fixed investment.
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Now, when {I" 45 keeping pace with fE", o that -ﬁb“ is 2ero, one
may make a parallel distinction in surplus income, naming (1 - H)$IM
as ordinary surplus income and H, I as pure surplus income, This pure
surplus income is quite an interesting object, When H is greater than
zero, it is a rate of income over and above all current reguirements
for at_;andard of living, since that is provided by 7{':[' s and as well over
and ea;bove all real maintenance and replacement expt;ﬁditure , slnce that
is pfovided by (1 - H).{-_I". Thus, one may ldentify pure surplus incomse
ag the aggregate rate of return upon capital invesgtment: entrepreneurs
consider that tiley are having tolerable sﬁccess vhen they are not merely
"making a living", no malter how high their standard of living. and not
merely obtaining sufficient receipts to purchage a1l the equipment nec~
;essary to overcome obsolescence, bubt also receiving an additional sum
of income which is profit in their strong sense of the term., An agsre-
gate profit in that sense is precisely what we have found pure :aurplus
incone to be, Further, uwmlike-obhen-inseme; pure~surplus—income reed
not—-be~spent-currently: without effecting a réduction-of total income;
it 1s possible to divert pure surplua from the cireuits to ihe redistri-
butional function without causing a negative '1.0" because in the redls-
tributional function there is an organization of promoters, underwriters,
brokers, and investors who there mobilize sums of money and move them
along $0" from the redistribubional function to the surplus demand func-
tion where they are spent as new fixed investment, Thus, it is pure
aurialus income, as a concrete fact, which has given rise to and has
sustained the ideal of the "successful man" in owr cwlture. For the

uccesgful men® is a man who, ol course, enjoys a very high standard

of living but who measures his success in quite other terms, namely, in




the industrial power of ownership which he wields, in the financial
power of possession of large blocks of readily negotiable securities,

and in the soclal prestige that may be buttrzssed by the purchase of

the most conspicuous products of human art and ingenuity in the past
history of man, Fpr there to be successful men of this type and for
them to attain theldr success through industry and comaerce, it must be
possible to derive from the circuits a rate of incoms that can bo moved,
without conflicting with circuit requ;rementg, from the circuits to the
redistributional function where alone industrial Btocks, negotiable
securities, and the products of the process in the remote past are now
on sale.
Enough, perhaps, has been said to show that pure surplus income is
4 - at the nerve centre of free economies, We have now to advert to the
I fact that it is subject to cyclic variation in the long-term accelera-
+ tion of the productive process, The symbol, H, in the product, H,{I"
| has alr=ady been met., It is the measure of the long-term acceleration
potential of the surplus stage of the productive process. The higher
the rate of new fixed investment, the greater the rate at which long-
term acceleration of the process is proceeding and, as well, the greater

the rate of pure surplus income. But the long~-term acceleration of the

process involves a c¢ycle and this cycle cannot bub effect the rate of
i pure surplus income. To this we direct attention,
Let the symbol, F, denote the ratio of pure surplus income to

total income, so that

F o= HADV{IY « £I7) . (a1
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For "Gm read nwn; for rdr read A\ .

whence takihg@as-._the ratio of surplrs to to{;al incone

Fo= e gt W (42)

On assuming a smooth trend and differentiating, one finds as a condition
for a maximum of F that |

0 = nde Wl - HA W+ W/ R (45)
As long as the right-hand side of this equation is positive, the ratlo,
F, is increasing; when it becomes nepative, F begins to decresse,

Now the ratio, ;, is at its maximum &lﬁ = 0}, when the procesa
turns over from a surp}.us to a basic expansion: throughout the surplus
expansion, E increases; throughout the basic expzmsion,h;q‘ decreases,

On the other hand, the maximum of E depends upon two somewhat independent
factors, increases-asdong as. QMdncreases;.-H begins to- dec;'e-a's
i‘ﬁi@?"béﬁ&tﬁ“‘@“\begitlei- deereasg or-because the rate of replac’cml- .

[.eguiremenﬁi-b’eginsx----t'o\.;‘isl On the assumption of the pure cycle, QM

does not decrease but reaches a maxisnm and then levels off into a straight
line paraliel to the time axis; ia that case, the naximum of H arises
subsequently to the maximum of ;/when, during the basic expansion, the

rate of replacements begins to rise or, if Q“ﬁw;s':still“increasing, when

the rate of replacements begins to-increase nore rapidly than Q", IJ{,
hovever, the surplus expansion was over-ambitious and expanded ths surplus
gstage of the proceés excesgively, then Q" is bound to fall sharply at

some time or other, This will cccur prior to the ordinary maximum of

H to bring about a premature maximum of that ratlo, It may occur after

the maximum of‘}{to make the maximum of F not a smooth t:i/rning point but

a sharp breek and fall, It may occur earlier, bringing @ to a premature

maximm and suidenly changing F from a rate of rapid increase to = rate

of slill more rapid decrease, Thus, in general, there are three types
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of maxima for F, There is the ideal maximum when the turn is due to
replacenents absorbing the capacity of the surplus stage for effecting
an acceleration of the process., There is the slightly premature maxi-
mun when the turn is due to an over-expansicn of the surplug stage but
oceurs after\the maxioum of?; when the rate of increase of F is already
small, There is the extremely premature maxdmum of F when the turn is
due to a great over-expansion and occurs when the rate of increase of F
ig still great; in this case the maxima of F, E{, and § coinclide, By
o%eréexpansion is meant simply the fact that the surplus rate of pro- -
duction, Q", falis,

| To visualize this cycle, let us say that fi is the pure surplus

income per interval received by the unit of enterprise, i, and that of
is the outlay per interval of the same unit of enterprise, Then
F =w$ﬁﬂ = Y5/ = £/ XXXX (44.2)
Here, ) f; is identical with H.fI" and } o; ic idenvical with (for + {Ov),
Ou the other hand, f_/q? may be takein as simply & representative ratio
of pure surplus to total outlay among units of enterprise. In sny given
unit of enterprise, according to its advantages or disadvantages, the
particular ratio, fj/Oj, will be greater or less than the average, f;/oﬂh
Now in the proportionate expansion at the beginning of the puré cyﬁle,
the ratis, &, is constant: proportionately, the surplus stage is increas-
ing as rapidly as the basic. However, the fraction, H, will be incireasing,
for the gurplus stage is then increasing its potential for long~term
acceleration, It follows that the ratio, I, 2nd the average, f /od. are
inereasing as H locreases, Further, since both basic and surpius stages

ars accelerating, ¥ o, is increasing; and so the absolute quantity of pure

For a fraction, say N/D, to keep increading when D is inoreasing,
‘then N must be inoreasing more rapidly than D,

_ L)
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surplus, i:fi, is Inereasing as the product of two increasing factors,

namely, H and x Oy 0 In so far as prosperity is measured in terms of
pure surplus income, prosperity has begun,

The proportionate expansion is baved on the capacity of the process

for short-term acceleration, If a great long-term acceleration develops,
that 13, a transformation of the chpital equipment of the surplus stage,
then 4Q'/Q' will lag behind dQ"/Q" and a surplus expansion will result,

,VU, Tuen bothﬁ@ and H are incrcasiﬁg. The ratio, F, and the average, ﬁ{/ﬁxg

wlll ba increasing.as the product of two increasing factors, namely, both
VQ h@ and H, The absolute quantity of pure swrplus inconme, z:fi, vili be in-
4 creasing as the product of three increasing factors, namely,rﬁ, H, and
J 0., The rewards of entreprencurial initiative are munificient.
It is to be observed that this phase has no necessary implication (%)
of an inflationary rise in prices. That occurrence is conditjioned by
the failurs of the rate of saving to xeep increasing rapidly enough, If
the pure surplus is captured by the higher income brackets alone, the
anti-egalitarian shift in the distribution of income is being achieved.
if not,'saving is insufficient; prices rise; total income increascs; and
this increment, at least in the first instance when'it appears as a
broader price spread, will go to the higzher income brackets to combine
an anti-egalitarian shift with a reduced purchasing power which pinches
the lower income pgroups,
" However, the surplus expansion is only an acceleration lag. The
greater it is and the longer it lasts, the greater the potential for:
basic expansion that is created. Obviousiy, it is nol created and then

left uvnused. It is put to work as rapidly as possible, and so the basie

stage accelevates at an ever greater pace while the surplus stage begins

(*) when prices do rise, this is due to the inoreased cost of labor
when industrialists are competing for the moxe skilled workers

the natural rate of employment is being approached, Again,
i&diq_%ue to ocompetition that ralses prices of materials, :
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to reallzs that it has acquired as great a potential as pos;ib&y'can
be used, There results the basic expansion with the basic stage accel-
erating, proportionately, mors rapidly than the surplus, @ has passed
its maximum, 4

In the early part of the basic expansion, F is still increasing
though at a reduced ratej for the rate of decrease oi‘\;" is cutting agains®
the rate of ingreasa of H which now may be less rapid, It‘foIloﬁa that
the averaye, Q&/qi, i also increasing still. On the other hand, the
abgsolute sum of —pure surplus, z fi’ ig increzsing as the product of two
increasing factors; namely, F and.z:oi. On the suppositicn of a pure
eycle, in vhich Q" docy not decrease, the maximum of T is intermedsate
between the maxinum of @ and the maxjmum of H., It is a smooth turn that
decireases pure surplu;\not by diminishing receipts but by changing ihe
function of surplus income from being the "money to iuvest" of pure sur-
plus to the mere replacement income that has Lo be spent on overcoming
mounting obsolescence, However, while the ratio, ¥, and the average,
q&fo;& decrease after the smooth maximum of F, the absolute guantity of
purs surplus incame continues to increase up to the maximum of i, which,
ex hypothesi, is later. Thus, two pericds are tﬁ be distinguiched eub-
sequent Lo the maximam of F. A first period in which average pure surplus
is decreasing ﬁhough agpregate pure surplus continues to increase; and &
'second period in which both averapge and apgregate pure surplus income are
decreasing, Iu the second of these periods the ratio, F, and the average,
Qi/oj, are decreasing as the product of two decreasing factors, namely,
A} and §; if Z 0y 1e still increasing, 5_ fi will be decreasing at a slower
rate; bub in any case F, H, and E fi are reverting to zero which they

reach as dQ!, following dQ", reaches zero.
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The foregoing is an outline of psrfect adaptation to the pure cycle |
of the expanding productive process. However, the actual course of events
is governed by the actual lack of adaptation to the pure cycle, This
lack of adé.p‘bation is miltiple and so we treat successively and as distinct
though conjeined phenomena the long, drawn-out depression ard the short,
violent crisis,

Ab the root of the depression lies a misinterprelation of the sig—-.
nificance of pure sueplus income, In fact, it 3is the monetary equivalent
of the new fixeci inv'estment of an expansion: Just as the production of
new fired investment is over-and-above all current consumption and replace-‘
ment products, so pure surplus income is over and above all current con-
sumpl:ion and replacement income; just as the products of new fixed invesi-
ment emerge in cyclic fashion, so also does pure surplus income ewmerge in

cyclic fashion, It is mounting from zero at a moderaie pace in the pro-

portionste expansion; it is mounting at an enormous pace in the curplus

expansion; but in the basic expansion first, average, and then, aggregate
pure surplus begin ﬁo decline and eventually ihey have reverted to zezo,
Row it is true that owr culture cannot bec acensed of mistalen ideas on
pure surplus income as ii has been defined in this eossay; Jor on that pre-
cise topic it has no ideas whatever. Fowever, the phenomena here referred
to by the term, pure surplus income, are not, as is the term, a creatlon
of our own. The phenomena are well known, ZEntrespreneurs are quite aware
that there are times of prosperity in which even a fool can make a profit

and other mysterious tinmes in which the brilliant and the prudent may be

driven to the vall, Entrapreneurs are quite aware of the ideal of the

successful man, a man whose succsss is measured not by a high emergent
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standard of living nor by the up-to-date efficiency of some industrial
or commerclal unit but by increasing industrial, financial, and social
power and prestige. In the old days when the entrepreneur was also

owner and manager, pure surplus inceme roughly coineided with what was

- termed profit, Today, with increasing specialization of function, pure

surplus income is distributed in a variety of ways: it enters into very

high salaries of general managers and top-fiight executives, into the
combined fees of directors vhen together these reach a high figura,.into
the undistributed profits of induvstry, into the secrét reserves of banks,
into the accumulated royalties, rents; interest receipts, fees, or divi-
dends of anyone who receives a higher income than he intends te spend at
the basic final market, For pure surplus income, as distributed, is the
remainder of income that is not spent at the basic final market either
diréctly by its reciplent or eguivalently through the action of others
spending more than they earn., Thus, pure surplus income may be indenti~
fied best of all by calling it net aggregate savings and viewing thom as
functionally related fo the rate of new fixed investment.

The consequonce is that net aggrepate savings vary with new fixed
investment, and the complaint is that there exists, in the mentality of
our culture, no ideas, and in the procedures of our economies, ne
mechanisms, directed to smeothly and equitably briuging about the
reversal of net aggregate savings to zero as the basic expansion proceeds.
Just éa there is an anti-egalitarian shift to the surplus expansion, so
aléo theré is an egalitarian shift in the distribution of income in the
basic expansion. But while we can effect the anti-egalitarian shift with
some measure of succes;, in fact the egalitarian shift is achieved only

through the contractions, the liquidations, the blind stresses and strains

R




of a prolonged depression, Once F has passed its maximum, the average
ratle of pure surplus to the outlay of an entrepreneurial unit, fi/gz,

has to decrease, Onco H has passed its maximum the aggregate of pure

. surplus, E:fi, has to decrcase, There is operative a general "squeeze".

There is no mechanism for providing sdaptation to this "squeeze®, There
follows chaos,

In the first place there are & number of sources of pure surplus.
incore, as distributed, that are relatively imvulnerable. Individucls

may hold fixed claims of income against industrial or commercizl. units.

In any particular case these fixed claime, whether against one or

against a nurber of wnits, may amount to 2 claim to surplus income,
The obvious instance is had in igterest-bearing bonds, But there exista
a series of more or less analogous instances of pure surplus income in
the form of fees or of salaries and the less tliese instances are directly
de.rived from indugstry, commerce, or Iinannial services, the less they
can be controlled by their real though remote sources., The signilicance
of such relative invuinerability is thet such Instances of pure surplus
income are the last to fcel the "squeeze", and, whal is more important,
that the pressure of the "sgqueeze" is all the stronger and more relent-
less on cther instances,

Beside this first degree of invulnerability there is a second. The

same reasong that enabled some units of enterprise to recapturc more

than an average share of pure surplus income during the svrplus expansion,

now will enable them to resist a proporticnately mors than average redue-
tion of thelr share of pure surplus, Thus the "squecze" is operative
most of all upon the firms that have a less thah average share of pure

surplus. As it proceeds, it will eliminate not merely any pure aurplua




they recelve but as well their replacement income and part of their
basic income, Such relative invulnerability brings the circuits to
a distorted quasi-equilibrium in which an artificial rate of pure
surplus incone is sustained by a rafe of lcsses, Individuals con-

tinue to receive more income than they spend at the basic or at the

" surplus finzl markets, There is no compensating rate of now {ixed

investment to offset this drain. There results s negative value of

{pv, but the “squeezo" gives positive values of £ and particularly

451 as embarrassed entrepreneurs undergo a continuous and equal siream

of losses, In this fashion, the required reduction of the rate of
savings s effected by crealing losses to supply the invdnerable
rate of savings, From a different view-point one may say that the
outlay of some firms exceeds thelr receipts to enable the ouilay of
other firms to contain an artificial pure surplus incame, But however
the matter is expressed, the rate of losses has to equal the emergence
of more pure surplus income than the process in the given interwval
is generating; and, if at any time, the rate of losses preves insuf-
ficient, the famillar mechanism of falling prices, docreased itotal
income, and increased purchasing power comes into play either to
decrease the rate of savings or 4o increase the rate of losses,
Evidently, the systematic requirement of a rate of losses will

result in a series of contractions and liguidations. Any particular

-firm may succeed in strengthening its position, Bub that only trans-

fers the incidence of the squeeze clsewhere, Any number of firus may

go benkrupt and be liguidabed, But until the positlon of the strong
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" 18 undermined by the general and prolonged contracting, the require-

- ment for the rate of losses continues and with it the depresslon,

It 1s quite true that, were a long-term acceleration to get
under vay, the situvation would be remedied, for soconer or later the
weaker firms would begin to obtain sufficient receipls to make ends

meet, But the difficulty is that a lonpg-term accoleration has been

‘under way quite recently, that it was approaching completion in the

surplus stage of the process, and that it was at least partielly con-
pleted in the basic stage. Further acceleration of the process, from
the nature of the development attained, would be a basic expansion,

and it would have to be a short-term basic expansion before it could
develop into a long-term basie expansion; things have to be poing
fairiy well before a general movement to transform capital equipment
¢an be initiated, Now, whenever the basic stage accelerates more
rapidly than the surplus stage, the rate of savings has to decrease
continuously, 3But in the depression theve 1s already an excessive rate
of savings, and only a distorted equilibdrium is had through the simul-
taneous existence of a rate of losses, Fuf*her decrcase in Lhe required
rate of savings onl;;r intensifies the problem; spontaneously it will
work out through the mechanism of falling prices and contracting total
income; that under current inadaptation an expamsion could be expected
against such difficulties is evidently preposterous. On the other

hand, increasing contraction and liguidation tends to reduce the re-

‘quirement for a rate of losses: with the surplus stage already operating

at a minimum, any further reduction of the basic stage means that a

gero dQ"/Q" is greater fhan & negative dQ!/Qt; this postulates an ine
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creasing rate of savings and, under the circumstances, this increase
of required savings (since actual savings already are too great) is
a reduction of losses., Thus, the greater the contraction, the less
the rate of losses required; apain, the graator the contraction, the
veaker the position of the initially invulnerable; in the liumit the
ra£e of losses will disappear and a distorted equilibrium pgive placé
to & true eqﬁilibrium. Yeanwhile, obsolescence will have mounted and
s%_és orders for replacements begin to increase they will be accenm-
paniéd by surplus porchases that are new fixed investment; H begins
to increasn, and the proportionate expansion of the revival is under
ay
Later we shall consider the effect of a favourable balance of

foreign trade or of deficit governmeni spending in mitigating the

'dqpreasion‘s regquirement for a rate of losses, %he present point,

however, should be repeated, 1t is that in the later stages of a long-

term acceleration, even if there is no crisis or general break-down,

there is required a continuously decreasing rate of net aggregate savings

so that, at the end of the expansion and until a new expznsion gets

urder way, net aggregate savings or pure surplus income have to be zero,

The phenomena of our depressions can be explained by our lack of any

mechanism that will reduce net aggregate savings smoothly and equitably.

There results a distorted equilibrium conditioned by a rate of losses,

‘This rate of Losses forces the series of contractions and liquidations

that characterize the depression. Further, under such circwmstances,
it is vain to expect a solution or remedy by the emergence of a new

cycle of expansion; that might be expected if an extremely premature
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criaié arose but not 1f the process gets into difficulties after the
surplus expansion has largely been completed; in the latier case,
supposing current adaptation, 1t is only the prolonged contraction
undermining the position of the strong and reducing the requirement
for an impossibly low rate of net aggregale savings ihat end the
depression, Fven after the distoried équilibrinm through a rate of
losses h;s been eliminated, it is impossible for the expansion to
begin if the real situation is such as to favour a basic expansion;
for that would only renew the old difficulties, Bub with the passage
of time obsolescence will become great enough to make the situation
favour a surplus expansion, a great iong-term acceleration; then the
trade cycle recommences.,

It will be convenient to reserve to the next section an account

of the more violent phenomena of the crisis.
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