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in The New Republic, January, 1963, Reprinted with
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profit institutions have in recent years shown
a net financial surplus averaging about $15
billion a year—that is, households are ready to
lend, or to put into equity investments, about
$15 billion a year more than they are pre-
pared to borrow. In addition, financial insti-
tutions regularly generate a lendable surplus,
now of the order of $5 billion a year. For the
most part these Institutions—banks, savings
and loan associations, insurance companies,
pension funds, and the like—are simply inter-
mediaries which borrow and relend the pub-
lic’s money. Their swrpluses result from the
fact that they earn more from their lending
operations than they distribute or credit to
their depositors, shareowners, and policy-
holders.

Who is to use the $20 billion of surplus
funds available from households and financial
institutions? State gng local governments as a
group have been averaging $3—4 billion year
of net borrowing. Pressures of the expanding
populations of children, adults, houses, and
automobiles, plus the difficulties of increasing
tax revenues, force these governments to bor-
Tow in spite of strictures against government
debt, Unincorporated businesses, including
farms, absorb another $3—4 billion. To the
rest of the world we can lend perhaps $9
billion a year. We cannot lend abroad—net—
more than the surplus of our exports over our
imports of goods and services, and some of
that surplus we give away in foreign aid. We
have to earn the lendable surplus in tough
international competition. Recent experience
shows clearly that when we try to lend and
Invest too much money abroad, we either have
to borrow it back or else pay in gold.

These borrowers account for $8-10 billion.
The remainder—some $10-12 billion—must be
used either by nonfinancial corporate business
or by the federal government. Only if cor.
porations as a group take $10-12 billion of
external funds, by borrowing or issuing new
equities, can the federal government expect to

From James Tobin, National Economic Policy (Yale University Press, New Haven and London, 1966).
Originalty published
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Fig. 1 Financial surpluses of consumers, non-

profit institutions, and financial institutions,
1947-61.
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break even. This is, moreover, an understate-
ment of what is required to keep the federal
debt from rising, for the federal government
itself provides annually $3 to $4 billion of new
lending; the Treasury would have to borrow
to finance these federal lending programs even
if the government absorbed no net funds
from the economy. It is gross federal borrow-
ing that offends the conservative fiscal com-
science, whether or not the proceeds are used
to acquire other financial assets.

The moral is inescapable, if startling. If you
would like the federal deficit to be smaller,
the deficits of business must be bigger. Would
you like the federal government to run a sur-
plus and reduce its debt? Then business defi-
cits must be big enough to absorb that sur-
plus as well as the funds available from
households and financial institutions.

That does not mean that business must run
at a loss—quite the contrary, Sometimes, it is
true, unprofitable businesses are forced to
borrow or to spend financial reserves just to
stay afloat; this was a major reason for busi-
ness deficits in the depths of the Great De-
pression. But normally it is businesses with
good profits and good prospects that borrow
or sell new shares of stock, in order to finance

DETERMINATION OF NATIONAL INCOME AND ITS FLUCTUATIONS

expansion and modernization. As the President
of American Telephone and Telegraph can
testify, heavy reliance on outside funds, far
from being a distress symptom, is an index
and instrument of growth in the profitability
and worth of the corporation. The incurring
of financial deficits by business firms—or by
households and governments for that matter
—does not usually mean that such institutions
are living beyond their means and consuming
their capital. Financial deficits are typically
the means of accumulating nonfinancial assets
—real property in the form of inventories,
buildings, and equipment.

When does business run big deficits® When

_do corporations draw heavily on the capital

markets? The record is clear: when business is
vety good, when sales are pressing hard on
capacity, when businessmen see further ex-
pansion ahead. Though corporations’ internal
funds—depreciation allowances and plowed-
back profits—are large during boom times,
their investment programs are even larger.
Figure 2 shows the financial deficits or sur-
pluses of corporate business and of the federal
government since the war. Three facts stand
out. First, the federal government has big
deficits when corporations run surpluses or
small deficits and vice versa. Second, govern-

Fig. 2 Net financial surpluses and deficits of the
federal government and of nonfinancial corpora-
tions, 1947-61.
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ment swpluses and business deficits reach
their peaks in periods of économic expansion,
when industria] capacity is heavily utilized, as
in 1947-48, 1951-52, ang 1956-57. Third,

Recession, idle capacity, unemployment,
- economic slack—these are the enemies of the
¥ balanced government budget, When the econ-
omy is faltering, households have more gyr.
“ pluses available to lend, and business firms
" are less inclined to borrow them,

The federal government will not succeed in
cutting its deficit by steps that depress the
economy, perpetuate excess capacity, and deter
business firms from using outside funds, Rais-

the end actually reduced.
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