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CHAPTER I
_ INTRODUCTION

The total direct and guaranteed debt of the United
Statos government stands at $256 bililon.t This lavge
national 1ligbility poses problems to which the public ex~
pects ité olected officials to find adequate answers.

Will a hﬁg@ national debt affect adveﬁasly the Tinane
cing of another emergency? Should we pay it off as fast
as possible? Should we increase 1t to maintein an economy
of abundance and full employment? Can we use it as an in-
strument %o regulate and manage the oscillations of the
business cyele? If we choose to use it as a tool for regu-
lati#g prices or employment or both what methods of manipu~
lation would be desirable? These quéavionm are not easily
answered by any thoughtful person.

Host of the recommendations concerning debt menagewment
fall under three general headings. The first, and perhaps
the best-lkmown to the average newspaper reader is the ortho-
dox school, which recomuends limediate and maximum debt re-
duction, with the ultimate aln of elimineting 1% sliogether,

ates Treasury, March
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The method of debt reduction would be through bullding up
budget surpluses, by decreasing government ax@andi@uraa and
planning to pay off a stated amount of the principal annually.

Second, there is the "full employment” school, which
feecls that a large debt is no strain on the economy at alls
The debt must be ﬁaad as a bool to combat the threabt of une
employment, and should be managed solely with regard te that
purpose. In timaa‘of less~than-full employment, governuent
expenditures must exceed recelpts, and borrowing must be
resorted to i# order to make up the defieit. Uhen expendl~-
tures have stimulated production to the point of full employ~
ment, the increased national income will yleld increasing
revenues, end the need for government expenditures will de~
erease. If the revenues increase greatly in proportlion to
the expenditures, the budget surplus can be utilized to pay
off some of the debb.

Third, there is the "price-stabllising” group. This
group recomnends management of the debt for the purpose of
maintaining a relatively stable price level. The mothod
would be to change the form of the debt as presently held,
and then to use it as an instrument of control over the
volume of credit, 1mp1&man$ing‘the powers of the Pederal
Reserve Systom.

The purpose of this thesis is to examine the recommen=—
detions of each school of thought end to discuss the rela-

tive merits of each.



CHAPPER IX
THE GRTHODOX 3CHOOL

Porhaps it will be most interesiing to consider Plrst
the school of thought moet famillar to the readers of the
newspapera ond the ouwrrent populer journals -~ the viewpoint
mwwmnﬁ by orthodox mmwaﬁ Viewing the exlstence of
the debt as & heavy burden on the ecencmy, they urge lumed-
iate and maximys reduction with the uliliuate purpese of
eliminating it altogether. Balancing the budget through
decreasing governmont expendibures enough to allow for a
rotirenent of part of the prineipel each year is the methed

they recomuend.

The position of this school vrests upon the following
asoumpbionss (1) a long-run tendency of & free ssonomy Lo
come to an equilibrium at full employment, (2) the producs
tivity of private gpending, (3) the wnproductivensss of pube
- 34e gponding, and (L} the similarity between private debt '
and govormumont debt. Since any purchasing power trensferved
to the government must come st the sxponse of agrisuliure

"Fw guotations and references to classical and nep~
clasuical sconomlats on the debt, see Seymour H. Havris,
ihe Habionel Debt snd tho low Zoonomies, How York: HeGraw

L138 ned I8
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and industry, they think that eny rise in the public debt,
as well as any rise in taxes, 1s harmful, and any decrease
in either mist be beneliclal,
Since 1933, this group has become more and more alarmed
at the inflatlonary aspects of the debt and the budget defi-
cits through whidh it is incurrved. Inflation is defined by
Stewart and Tucker: os a condition occurring whenever the Nj

circulating mediun of a counbtry is expanded to such a point

that the total money value of the goods and services offer-
ed for sale increases faster than the total quantity of '\?L
guch goods and services. The commercial benks et present %
hold s large proportion of the debt.z When the Pederal Re+«
serve System wishes to curtall expansion of member bank de~
posits by ralsing the reserve requirements, these saouriﬁiaa
can be sold on the open market to meet the new requirements
and expansion may continue. Any new issues which are pur-
chased by the banks are bought by the creation of bank de=
posits, and thereby the supply of the circulating medium is
increased. Therefore, both past and fubture deficit financ-
ing have inflationary potentials, presumably granting that

1faul W. Stewart and Rufus 3. Tucker, The lational De
and Govermment Credit, New York: Twentioth mm.m

sy Po L .

25t the end of November, 1949, the commercial banks
owned $066.9 billion out of gas? billion total of Federal
aeﬁuﬁ?tiaa outstending - 26%. Treasury Bulletin, Feb., 1950,
P‘ﬂ 3 .
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velocity of eirculation and the number of transactions re=

main the same.

Inflation, once begun, is difficult to stop. As specu~
lative commitments are made on the basis of rising prices,
influential special interests will oppose aﬁy checks on &
boom. L
The orthodeox gzroup c¢laims that a further inflationary
factor in the existence of the debt lies in the comultmend
by the Federal Reserve System to support the governuent bond
market .

At the time the United States entered the war

in December, 191, the Board of. Governors ilssued a

sbatement to the effect that the Pederal Reserve

System was prepared to use its powers to assure atb

all times an ample supply of funds for financing

the war effort and to exert its influence towar

mainteining conditions in the United States govern=

ment security market satisfactory from fthe stand-

point of the govermment's requirements.

Under this commitment, the Federal Reserve System under-
took to support by market purchase the prices of issued
securities. Thus, prices as well as market inlerest rates
were maintained.

While admitting the necessity for this support during

the war, the orthodox group sees the continued support of

lstowart and Tucker, op. ¢it., pp. 109-128.

ort of the Board of Gﬁvagaprs of
O éhaaﬁiﬁg?m, ﬁu 3’:; . - %i
L5 P .
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a low interest rate as an addition to inflationary pres-
sures, Vaenever the Federsl Reserve Systen, in accordance
with 1ts commitment, steps in and buys Federal securities
on the open markelt Lo maintaln the price; it puts more
money into eimnlstﬂ.an.l

The contimuing presence of a large public debt reduces
public conflidence in govermuent ecredit, according to the
orthodox group. Loans made to finance an emergency progran
should be pald off before the next emergency in order that
the next eumergency may Lind the credit resources of the gov-
ernment strongs This not only ealls for repayment, but pre~
sumably very rapid repayment.

This group seemingly assumes that the inberest charge
on & debt mist be peld smmally out of taxes, and therefore
this group feels that the interest charge we have now 1s a
burden on the producers of the nation,; and a reward to those
whe do not neceasarily earn from productlive effort. In this
way, the tax payments used to pay interest on Vhe debt are
a burden on the economy.

DOPO oo . o O P o, vt oo 5

ual entrepreneurs, corporate investors, business con-

cerns - those who work, save and incur risk in order
to produce. Taxes; whether for interest on the debt

%mitﬁm on Public Debt Policy, Our la tm' 1 Debt,
Wew York: Harcourt, Brace, 199, pp. ?é%a : :
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or any other purpose; are a drain on thelr earnings

and a deterrent to their enterprise.l

This school is in agreement with all the schools that
the amount of debt retirsment should be related to the pros-
perity of the country. Heavy retivement of debt in prosper-
ous times would be a check to overexpansion end inflation-
ary tendencies. In times of depressions a sueller retire-
ment would relieve tax burdens and thus aid praaperity.a

This group lays great emphasis upon a balanced budget
vhich includes a program for debt retireuent. The budget
should be balanced through drnatiaally reducing expenditures
and eliminating, in so far as possible; bureaucrabic inaffi@m
iencies, Expenditures should be reduced to such an extent
that no further taxes will be imposed upon production and
savings, In facty their ideal would be a cut in gavernm#nt
expenditures so large that not only large amounts of the
debt principal could be repald annually but also substential
tax reduetlons could be put into effect.

The redistribution of the debt by transferring bani-
held securitles teo private hands is recovmended by this school.

4 aranty Survey, Wew York: Guaranty Truat Compa
of New York, Vol XAXIX, Ho. 8 (November 30, 19h49), p. 2.

Zgomittee on Public Debt Poliey, Ouz
New York: Harcourt, Brace, 1949, pp. 156-157.

Wo. 123%




Also, the ilssuance of more long-term bonds To reduce the
amount of debt due and payable within a perlod of one year
(hereafter referred to as floating debt) would reduce the
necessity for refunding such large amounts from year to year
and in thaet way inocrease the possibilities of financing
another emergency.t

They would do away with the support policy of the Ped=
eral Reserve System and would return to the pre«war market
system for government bonds, This would glve interest rates
enough freedom of movement for then to perform the function
thet this group assumes they should and could, 1.e., to
maintain a balance between the supply of savings and the de-
mand for investment funds.® .

The central idea behind the recoummendations of the ortho-
dox group i1s its conecept of the proper purpose of fiscal pole
iey. The Guarenty-Trust Compeny swas 1t up as rallewas

The proper purpose of fiscal pelicy ls not to
contribute to the growth of the economy but to pro-
vide for the necessary expenses of government. Fls~

cal policy can contribute to true eamnnmie.grmwgh
only in a negative way and to a limited extent.

lgommittee on Public Debt Poliey, op. cit., pp. 157-159.
21bid.s P+ 9T

. 3ne Guaranty Survey, Vol. XXXIX, No. 10 (Jan. 27, 1950),
Pe s




Briefly sumned up, the recomu

y

sndations of the orthodox

group for management of the public debt are:

1.
2

3.

Imnediate and maxismum repayment of the debb. \fQ}jA\
Reduction of govermment expenditures to such am \ .~
extent as to provide budget éurpluaes. &\
Maintenance of tax rates at their present level _ \<i>“w&
with the ultimabte aim of substantially lowering )<~‘”~“"F

them.

Abandonment of the suppert policy for government
bond prices. ?ﬁy
Redistribution of all bank-held debt to private
owmership.,

Issuence of long=term securitles against the float=-

ing debt.



CHAPTER IIT

A CRITIQUE OF THE ORTHODOX SCHOOL

The orthodox school advecates lLuvedlate and maxium
dobt redustion throuph deoreased governuent expendibvuves.
Its proponents have the advantage of belng able o polnt
o an historieal precedents The Herding and Coolidge ad-
ministrations, through the policles of tho Secrebary of
the Treasury, Andrew Hellon,; eubarked on & prograc of
debt reduction and tax redustion during & peried of pros~
pority. The progras worked for the "boou" period of the
business cycle, Por nine yeavs, from 1920 to 1929, the
debt was vetired at & vabe of over one billion dellars a
yoar. It was reduced out of eurrent vecslpts of the gove
ornnenty welng esonouy in government expendiiures, a sinle
Ang fund fer debt repayment, and retwns on loans wade %o
forelgn powers. Tames, partleularly on the higher incous
brockebe, were drastieally redused, and the era wes one
of oxpansion, full euploymenty and general prospevity.

In times of business confidence, optinlsn, snd expansion,

roebirouent of the debt and decressing taxation were accou-
piished without eny heraful results thet were lmmedietely

ovideni,

Pubt then cane 1929 = and the progra: seomed no longer
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politically possible. The n@tinnal debt increased by $598
million in 1930, by $2.6 billion in 1931, and by almost $3
billion in 1932.1‘ Receipts fell even faster than expendi=-
tures, and a balanced budget beceame a dream for the future
and a plank in the platform of the opposition party. Unem-
ployment climbed to an unknown figure, estimabed at not less
than 13 million people.> Income payments fell 5% between
1929 and 1933.> Debt reduction was ebandoned in the effort
to save the economy from seeming disaster.

Therefore, it is perhaps safe to conclude that large-
secale retirement of the debt has come to be politically prac-
tical only in the boom period of the business cyele. Any
long=run plen of debt retirement mmust include some kind of
provision for depression policy. If any lesson can be drawn
from the historical experience of 1920-1933, it would seen
to be that the debt not only will not be reduced (and perhaps
cannot be reduced), but it is very apt to be ineressed during
a downswing of the business eycle., In that event, it is sure~
1y reasonable to try to evolve a workable plan for managing

the debt over the entire business eycle. If, in evolving

Report of th Secratar of the Irecasury on the
” Eznéﬁbeg. 3une s P+ B0

: %E%;ggig, Bureau of Labor Statistles,
93L.), P. 1.

£ Current Businasg U. S. Departument of Comuerce,
Vol. 2 0; %‘( ugn’ s Do 19-

Vol. I
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such a plan, the debt could also be used as an instrument for
regulating the cycle, so mmech the better,

The orthodox school calls for a drastic eut in federal
expenditures to provide for debt reduction and even tax re-
lief. ILet us look at the situation in the Spring of 1950.

In the budget estimate for the flscal year endling June 30,
1951:1 expenditures for natlonal defense, international afe
fairs and finance, veterana' services and benefits, and in-
terest on the public debt constituted 70.6% of the total.

The only way to reduce expenditures enough to allow for con-
siderable debt repayment, not to mention tax reliefl, would

be to cut severely the appropriations for one or more of these
major items,

The Comunittee for Beonomic Development presents a pro=-
gram for a budget surplus in 1951 of over {5 billiom, of
which they advise applying §3 billion to debt reduction.s
The major item on which they feel reductions could be made
was veterans! expenditures. The C. E. D. budget is caleu-
lated on an assumption of 96# of the labor force employed.
Given this assumption, unemployment allow&ncaé and educa~

tional aid expenses might become low enough to allow for con~

; Lme Budget of the United States Govermment, Weshington,
Di Out Us By éﬁ?é?ﬁﬁant Printing Office, 1950, p. M18.

2committee for Economle Development, Tax and Expendliure
Policy for 1950 (Wew York, 1950), pp. 1l-20. ' ‘
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siderable economy in this. However, the average number of
participants in the veterans' education and training program
is estimated at 00,000 sbove the level anticipated a year

ago .t

The veterans, with thelr lumediate families, will soon
comprise 1,07 of the population, and any serious attempts teo
cut the unemployment conpensation or educational benefits of
the group to a point which would permit large repayuents of
the federalldebt would entail grave political consequonces
for the party in power. Proposals are pending in Congress
to increase greatly the special pr@graﬁs for voter&n&.a

The largest item of federal expenditures for 1951 is
that of national defense. The outstanding items are $L bll-
lion for pay and support of active duty persomnel, $3 billion
for operation and maintenance of equipment and facilities,
and $2 billion for aireraft procurement.> The Aduinistration
feels that the benseness of the international situation calls
for a fighting forece of 1,507,000 men and an expenditure of
$#2.1 billion for approximately 2300 airplan383h Secretary
Mellon and Precsident Coolidge were faced with e very differ-
ent political climate. The end of World War I found us ab

gTha Budget of the United States Government, op. gib.,
p. M30. _

2Ib3~db; P RB&- 3xb&ﬁiq, P MR@.
l&biﬁd, Pe M31.
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comparative peace with our former allies, and found the sontie
ments of the voling population of the United States lsolation-
ist and paecifistic. An army of 110,000 men was considered
then quite adequate to protect the peace and prosperity of

the land. Now military suthoritles estimate the need for an
arny of 630,000 and a total aetive milita?y force of 1,507,000,

The estimated expenditures for Huropean ald are dropping
steadily, decreasing by almost §1 billion a year.* If the
world continues its present momentun toward econouic recovery
and political stability, these expenditures will continue to
drop. However, to quote the President,

The continuing and grave uncertainties which

remain in the world situation mele 1t imperative

that we be p?eparag to adjust our efforts to accord

with developmenta. :

The 1utaraat charge on the public debt could be reduced
and quite sharply, by 2 method to be taken up later in this
thesls; but with the debt as it presently stands, to return
the interest rate an‘gevernment seéurities to the control of
a free market night very easily result in the increase of the
totel interest charge, not a decrease., The support of the
government bond market by the Federal Reserve Systen has been
deemed necessary to keep the ilnterest rate as low as it 1s at

present. Approximately $63 billion dollars of the debt will

1%-" Pe 21, aIbé.g., P M20.



beccme payable within e year® and have v be vofusded, If
on povernment seourivies,; this floatlng debt would have to
bo refunded at higher rates; and interest paymenis on he
dobt would inmoresse significantly,

To apply budget surpluses to debt reduction; the tax
sbructure should be stable encugh to allew continuing sure
pluses to oeour in prosporous times, However; the mdget
surplus of 1945 of 0.5 billion was prowptly followed by o
tax voduetion bLll passed by the 50th Comgress in Apwil,
1948, Ia the fiscal year of 1949, the nation incurred a
budget defiocit of $1.8 billien,?

The orthedox school says that the debt must be paid
off, his ldoa flows flrst from the reasoning of business
rpenditures et be lower thar

hMﬁM&ﬂMMWyWM& debha
when his effalrs ave prosporous. ne wppose
mtammgmmhma&awamﬁt
Astually, the federal debt differs from the debt of &

business nan in thvee ways. (1) A bw&mw man owos monsy e

o2y E&ﬂ Pe
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some legal person other then himself, If the debt of the
United States were owed primarily to citizens of foreign
countries or thelr govormments, it would be similar to the
debt of the business man; but the debt of this gaverﬁmaut
is owed to 1ts o citizens and is paild by taxing kh&mg
Interest paymenis and vepayment of the principal asre merely
transfor payments within the geconomy. (2) A business men
sst pay his debt out of the revenue from sales, which are
net lisitlesss The limlt of the taxing power of the federal
governuent is not yeb testeds (3) A business man cannot ere-
abte the momey to pay off his debt, The federal governmnent,
with its constitutionel power of coinage, can always print
the money to retire all of its debt abt any time It so desires,

The #&ﬁwpaint'af this group ~ that publie investument is
"unproductive” while private investment is productive - will
not withstand careful amelysis, Publie investment, if wisely
made, will ecreate commoditles and services which have ubtility.
The development of & public park, swimming pool,; playground,
or concert hall makes possible a flow of real income no less
than the creation of a radie factory. Publiec investument in
the nabtlonal forest by protecting soll erosion and floods may
inerease the efficiency of labor and conserve the total wealth
of the nation.

The inflationary potential in the debt lies in its owner-
ship; not in its existence, When the commercial banks buy
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new securities, they buy them with demend deposits. The de=
mand depesits issued to buy the bonds incresse the supply of
the circulating medium and, if the velocity of elrculation
and the number of transections remains the:aama, prices willl
go up, and if the quaﬁtity of goods and services does not in-
erease proportionately, an inflationary step has been taken,
However, when a non~bank purchager buys new securities, he
reduces his demend deposlits or currency by the amount of the
bonds. The demand deposits withdrawn reduce the supply of
the cireulating mediun and, 1f the veloelty of circulation
and the number of transactions remein the same, prices willl
go dowm, and if the quentity of goods and services does not
decrease proportlonately, a deflationary step has been tamken,
Conswaption is perhaps scmetimes decreased by the amount of
the bond purchases. Therefore, if the commercial banks could
not buy governuent securities, one of the inflatlionary pres-
sures would be eased. When non-bank purchagers buy govern-
ment securities from the commercial banks, the Federal Reserve,
or the Treasury, the money supply is decressed. Hach lssue of
governmont bonds purchased in this menner would be a defla-
tionary step, and the debt already in existence would be a
neutral factor.

The inflationary or deflationary effect of the debt is
eonditional upon what the government does with the funds se-

cured by selling gmvarnmﬁnk bonds to non-=bank purchasers.
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If these funds represent money that otherwise would be held
as idle cash balances, snd if the governuent spends then for
goods and services, the veloelty of circulatlon would rise
and prices might rise as well.

One of the difficulties which might hinder an atiempt
to put the proposals of the orthodox school into practice is
that of educating the American people to accept thelr defini-
tion of the goal of fiscal poliey. It might very well be
that the majority of the public have come to expect govern-
ment interference in their affairs in tiszes of unemployment
or other emergeney. If they look tc the government To use
any evallable tools to mitigate the evils of depressions,
they may regerd flscal policy as one of those tools,



CHAPTER IV
THE FULL BMPLOYMENT SCHOOL

The viewpoint of the "full employment” school con-
cerning the management of the federal debt cannot be
understood unless it is made c¢lear from the beginning
that their idea of the raison d'etre for government dif-
fers from that of the more @rthodax economiastss In the
eyes of this second group, the primary duty of the gove
ernment i1s to maintain full employment,; and the federal
debt must be managed with the goal of full employment in
the foreground. To quote A, P. Lerner,

The elimination of the threat of cconomie
insecurity is the most important task of seoeci-

ety today. Government flscal polley, 1ts spend-

ing and taxing, its borrowing and repayment of

loans, its lasue of new money and its withdrawal

of money should all be undertaken with an eye

only to the results of these actions on the econ-

omy and not to any established tra&ttional doc-

trine about what is sound or unsound.*

The full ewmployment school coneludes that, at the
high incomes necessary to assure high levels of employ-

ment, private spending might be inadequate. DBecause of

: 1Abba P. Lerner, "Punetionsl Finence and the Fed-
era%gnabt,“ Soclal Research, Vol. X, No. 1 (Feb. 1943),
Pe 3V : '
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the lowered propensity to consume at higher income levels,
the ensuing oversaving leads te umemployment; a fall in
the national income, idle capacity, and retarded capital
accumulation, Without adequate consumption,; the business
man refuses to invest, and the economy slows dovm end nay
even assunme an equilibrium of less~than-full employment.
If the outlay of the commmumity should be insufficient to
abgorb all the goods and services produced, then an in-
ereased outlay by the State either can stimmlate further
outlay by the community or can absorb the excess goods
and services. This increassed outlay by the State would
have to be financed by beorrowing from the banklng system,
as elther taxing or borrowing f{rom the general publie
might further dec¢rease elther investmeni or aggregate de~
mand or beth. The inecreased government outlay, financed
in this manner, can increase the natlonal income. If a
,”6&n§iﬁi&£ﬁogﬂlesanth&n*full employment aw&aﬁaﬂin the
economy, then expenditure by the State will stimulate
ennsumptian,fanterpriaa, and employment. Therefore, ﬁbigmm'
| - sochool proposed a "socialiszation of demend,” i1.e., sup-
port of demand through government defielt spending, whieh,
in their view, is the way to pravanﬁ?a cumlative decline.t

1a = . ‘ ; ;
Seymour E. Harris, Nabtlona bt and the Hew Zconom-
les, Mew York: Hnﬁvuw»ﬁil%, i@i?, Pr D

o D
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These proponents of debt acecwmlation would not rely eﬁ;/’
tirely upon the growth of debt; to strengthen the prnpan;
slty v spend they would reduce intercst rates, reduce
consumption taxes and increase soclal security benefits,.
The first financial responsibility of the government is

to keep the total rate of spending on goods and services
at that rate which, at current prices, would buy all the ,j
goods which it is possible to produce, Nore than this
amount of spending would produce inflation, but less would
result in unemployument,

Thmrefore, according to this logic, the size of tha
national debt is 6f noe practical significance. The nat-
ional debt cannot be a burden on the nation because every
cent collected for interest or retirement that 1s obtained
from the eitlzens as taxpayers 1s received by the citizens
as govermaent bondholders. If it becomes undesirable to
ralgse taxes to pay the interest, money can be borrowed or
printed to pay it. As the n@tionnl debt rises, the sum
of private income will increase due to stimulated consump-

\
|
|

tion and employment, This will result in greater revenue ;

vields from taxes on increased incomes and inheritances, '

and the budget will be balanced. | |
Stuart Chase, however, sounds a warning note. The

tax structure and the debt must be used to keep national

ingone high, or the debt will become unmanageable. He



hazards that the economy can bear a national debt of twice
the national income without suffering harm, basing his con=
clusions on the fact that the British debt reached that
figure in 1936¢1 Lerner warns that the budget must not
reach a point of imbalanea}auah as to upset the confidence
of busiﬁesa men, who might tend to reduce thelr invesiments
and effectively counter a progran of deficit spending by
the gavarnment;. However, he suggests that there are de~
vices to deceive the business men and meke them belleve
that the budget is being bglamed, as has been done in
Sweden. Then, too, a guarantee of full employment would
tend to allay the fears of entreprenaura.a
If inflation should set in, it would be necessary to
hold in check, or even to reduce, the volume of demand
deposits. This could be accomplished by a federal budget~
ary surplus used te retire the bonds held by the commer-
eial benking system, If the budgetary surplus were to be
used to retire debt held by individuals and institubtlons
other than commercial banks, the funds would flow back
into the capital market and wnuld not act against the in-
flationary proasuras.B Increased borrowing fron individe-

"Stuart Chase, g&agﬁ'g twﬁ,;u,n‘ Frﬁm? Hew
York: Twentleth Century s

2 |
Abba P. rmer [} cf Contr rol, New York:
MaoMillan, 19ll, PPs '3%3%’ML'§

3alvin H, Hansen, Fisce L Pelioy and Business Cycles,
u,m_ p' 224 7

Wew York: W. W. Worten, 19
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uals would decroase the amount of money in the hands of the
public and would curtall consumption.

E. F. Schumacher insists that no government could con-
fidently embark upon & policy of maintaining full employ=
ment by means of defilcit spending, unleas it were certain
that the rate of interest was under its own control and
could not be raised agalnst it, Any such rlise would mean
an increased cost of new borrowing to the govermment, and
a capltal depreciation on 0ld bonds to the investor; bub
if the Govermment suceeeds in developing such a technique,
the very difference between the liquidity of cash, short-
term paper and long=term bonds would tend to dlsappear,
because a money title that can always be sold for cash at
a fixed price is elmost as good as cash. If interest is
a veward for risk or for the postponement of consumption
for a fixed period, stablilizing the rate of interest de-
prives the rate of inberest of its funection, Therefore,
new notes whiech carry no interest are just as feasible aﬁ
new bonds which carry interasﬁ.l

Robinson agrees with this,

The poliey of maintelning stability of inter-

eat rates and prices of government securities
mekes virtually the whole public debt equivalent

IE. P Sahnmauher. "Public Finance -~ Its Relatiun to
Full Employment,” Economles of Full Euployment, Oxford:
Institute of Stati ies, 3=115,
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without appreciable capital loss.t

The propoments of the full cmployment school are
aware that thelr plan may be untenable in the 1light of
their ovn goal if the debt is not very widely held., A
transfer payment from the conswalng section of the econ-
ony to the saving sector in the foram of interest on the
federal debt cnly adds to the inequality of incomes and
tends to create a rentler class. If large sums of the
interest wind up in the hands of the already well-te~do,
whose propensity to consume is proportionately less than
that of the lower income groups, idle money in the form
of savings will only be increased.

It is important to the theory of full employment
that the governuent meke an abbempt to redistribute the
income from the wealthy to the poor in sufficient amounts
to increase consunption significently, Taxes should be
lovied ﬁith the aim of redistribubing income, provided
they are levied in such a way as not to consirlet the
incentive to invest. The rich will decrease their spend~
ing by very little, while the poor will increase their
spending by an amount equal to the whole of the reduction

1Boland I. Babinson, “Munetary Aspects of National

Debt Policy," lic P and ggééigggznzgggg. pe Tha
Poatwar Eo ic Studies a* 3. Wa on, D.«C.: Board
of Governors ef the Federal Reserve System, 1945,
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in thelr taxes or by the amount equal to the increase in
their bonuses., As Harris aaya,'

iligh~level conswmpbtion is a sine g%g no
for high levels of demand and employment, Kg
high incomes, and, oven more so, at rising in-

comes there 1s a tendeney to save t00 much.sess

Any measures that discourage consumption will

also dlscourage 1nvs!tmnnt. for the latter de~

pends on the former,

However, budget deflcits tend to aggravate the male
distribution of incomes and of private wealth, if the
income payments consist of & yearly transfer of consid-
erable amounts to a small minority of citizens already
wealthy. This fact is s big stumbling block to any pol-
ley of reducing the inequalities of incomes, .

Lerner also deals with the problem of a decline in
the public demand for governunent bonds. If the public
becomes reluctant to keep on lending, it mmust either
hoard the meoney or spend it. If the public hoards, the
governuent can print the money to meet its interest and
other obligations,; and the only effect is that the pub=
. 1i¢ holds government curvency lnstead of government bonds.
If the public spends, the governuent will not need to
borrow to increase the rate of total spending., If spende
ing becomes too great, taxes can be levied to avoid in-

flation, A "simple, guasi-aubomatic response” operates

lﬂarrls, op. eib., pp. 2001~205.






CHAPTER V
CRITIQUE OF THE FULL ENMPLOYMENT SCHOOL

The "full employment" school advocates the use of
the debt and other fiscal measures to maintaln full eouw
ployment, increasing the debt deliberately in times of
depression, and paying it off in times of prosperity.

One of the virtues of the suggestions of the full
employument school is that it feces the fact that the fed~
eral debt 1s likely to be an important factor in ocur
economy for a long time to come, They propose 8 def-
inite, thought-out method of dealing with the debt and
using it for purposes held te be for the general good.
One may question whether the exlstence of the debt must
be viewed ag an asseb, but it may be viewed as a uasable
Yool for economie action,

The spending pregrans advocated by the school seen
to be clwasy and unwieldy to use to adjust and vepair
the economic system. Appropriations smst be made far
in advance, administrative bureaus must be set up, with
the result that the actual spending can beglin a consld-
erable period of time after the need for 1t becoues

apparent and can qulte eanaeivably eontinue for a con~
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siderable perlod of tlme after the need for 1t has passed.
Zhe federal fiscel machinery 1s cumbersome end cannot al-
ways respond In time to the needs of the economy. Congress,
even if 1t could, does not always act with speed and preci=-
‘ sions A sherp decline cen cause conbagious depression and
pessimisi, end six months after the turning-point may be
too late to stave off depression.

Congress cannot be depended upon to apply the brakes
to credit oxpeansion when the proper moment has arrived.
The pressures for continuation along the exlsting road
tend to be powerful and peraisbent.l ‘Limiting spending
to offset a boom is politically unpopular, and to expect
Congress to follow a course that might bring defeat at the
polls seems unreasonable,

Purthermore, the full employment school recomuends
a system to help redistribute the income on a more equit-
able basls. A large national debt pays interest, and
this interest may tend to concentrate in the hands of
the few. The cltizens who pay the taxes are not neces-
sarily the same as those who get the interest. This is
the danger most widely recognized by the economists of
the full employment school. Stuart Chase says,

of Publie

1 "
Harold G. Moulton, The gew Fhiloso
: NSTIVUC Ton, 1943,

Debt, Washington, D. C.: Brooking
pp. 79-00. -



It is most deslirable that the publie debt
be held by investors from all classes of the
population, If war bonds land up in great

the problen of idle money immediately arises,

E, F. Schumacher gays,

Cwnership of government bonds - like the
ommership of any other form of capital, real
or financial - is a clalm to wealth, not merely
a clain to annual income, A steady incroase
in the national debt means a steady inerease in
the voluue of financial claims held by a small
gection of the commmity..... It may ultimately
lead to an undgairable rise in the number of
rich rentiers.

Seymour Harrls feels that this tendency is offset
by the high texes on the wealthy,

Government securities still seem to be
held largely by the higher income groups.
Before the war, the recelpts of large income
groups from interest of all kinds exceeded
what they had paid in interest..... Avall-
able figures on the dstribution of govern-
ment securltles.....suggest that the high
income groupa more than hold thelr own, But
against thls we should allow for the much
greater burden of taxes they pay.

The banks make such a proflt from their osmership
of govermuent securities that 3Seltzer is led to guestion
the current levsl of bank earnings,

Ll3tuart Chase, Mﬁ 'E : GW Frou? New
York: Twentleth Century Mu ;%9%, . .

2g, F. Schumacher, "Public Finance - Its Relation
to Pall Baployment,” %@W of Mall Buployment, Oxfordt
Institute of Statistics, 1007s DPs 103s

3Harris, op. eit.s PP« L5-46.
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Hainly as a result of their inereased holde
ings of govermments, the net prefits of menber
banks in 19L). were two-thirds larger than in
1941 and larger than in any previous year. .They
rose by another 250 in the first half of 1945 as
compared with the like period of 19li. The wave
time boom in bank earnings dlffers from that of
other industries in that the supporting condi- 1
tlons will not dlsappesr at the end of the war,

The tendency Seltzer mentions, however, burned in
1948 when, for the first time since 1942, earnings from
lending operations exceesded aggregate income from invest=
ment in governments and other securities by a margin of
9200 mlllions Nebt profits fell to 7.60 of capital funds
as compared with 8.07 of the year before,® This was the
result of a deliborate Treasury policy to reduce bank
ownership of Pederal securiiies and widen the distribu~
tion of the debts From 1946 to 1949, bankehold debt was
reduced by approximately $3L billion.>

The viewpoint of many of the protagonists of this
school is that the size of the national debt is of almost

no significance.’ The size of the nationsl debt in its

lrawrence He Seitx&g, "Thz Changed §§v1§z§§ant of
Honetary~Banking Policy merdcan HBe mic lew,
Vo, TRV, ooz (lay SOLET gy tonemle Jevie

2 . ; 1 R” r.b of tm «:nui}.
m =1 %} 5- a a&??m'ury l

m | lgivr ¢, R F-
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present form is aignifieaﬁt,‘beeauae the intersst charge
is so heavy. Thus the authorities are tempted to hold
down interest rates. This practice weakens the monetary
teola'af policy. Indirectly it weakens the use of bank
reserves as a regulatory device. By supporting the prices
of government bbnds, the Pederal Reaserve 3System increases
bank reserves by each purchese of securities. MNonetary
policy tends then to become subservient to a policy of
low rates of interest.l

If the theories of this school were accepted as a
guide to public policy, wha% would happan if prices began
to climb rapidly while unemployment was still falrly
heavy? In that si&g@tion, the more prices are boosted,
the less the spending policy is taking hold on the physie
cal voluze of production and on emplnymant.a Simons sug=
.gests that if the govermment has full employment as a
goal of monebary~flacal p@liay,llsbgr unions can success-
fully press for an excessive incresse in wages, confident
that debt and spending wlll be increased to counteract
any resulting uaampleyman$.3 Fellner says that 1f the

Yiivert . Hart, U gggggmio Activity,
Hew York: Prentlice-Hall, 8, p.

21bia., p. 51l

BHenry Simons, Heono
Chicagos University of (

ic Po ¢ for a Free Soclety,
cagoe 33; , P & .




governuent "guaranteed” the level of employment de facte,
monopolistic groups would atbempt to raise their money
earnings against the background of the "guarantee.” Labor
unions would be in a position to ralse money wages without
ereating unemployment because the government would always
absork the slack, In many 1ﬁ&ustriaa of strategic signif-
icance, which would benefit from public investuent expendi-
ture, the same would be true of menopolistic entrepreneur
groups, The normal penalby for raising supply prices be-
yond certeln 1imits would be eliminated.l

Lii111am Fellner, e

ggﬁgiagarksley: University Q.

ry Policies and Full Euple
Iifornia Press, %%‘




CHAPTER VI
THE PRICE~STABILIZIWG SCHOOL

The "price~stabilizing" group sees the exlstence
of the debt in its present form as having dangerous
potentlialities for the economy, Like the orthodox group,
they see the danger of inflation, bub théy advocate
another method of circumventing it rather than that of
outright and immediate reduction.t

Under the present fractional reserve system of banke
ing, the money supply may be increased by (1) comuercial
banks lending to individuals or businesses, or by pur~
chasing outstanding securities, and by (2) commercial
banks talking new securdty issues to finance a government
defieit. The money supply is normelly increased at pres=-
ent through an increase in the assets of commercial
banks. The monetary authoritles can affect the uoney
supply by open-market operations of the Federal Reserve
Banks. Vhen the Federal Reserve System buys securities

on the open-market, it increases the voluue of bank re-

1 :
Jerry Voorhls, Gut of Debb, Out of Danger, Hew York:
Devin-Adair, 1943, pp. 9‘-’-1!%:" .
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serves and with it the capecity of the commerclal banks to
lend and to invest. Then the Treasury can also increase
the money supply through a séle of securitles to the come
merelal banks,t

The public debt has become the chilef earning asset
of commercial banks. On December 31, 1928, the total loans
and invesbtments of all cﬁmﬁaroial banks amounted %o #19.3
biliion, of which $5 billion, or 107, were United States
Government obligationa.a On December 31, 1948, the tobal
loans and investments of all commercial banks amounbted bto
$95,6 billion of which $52.2 billion, or 5l were United
States Government dbligatiana.3 This shift in the qual~
ity of earning assets has seriously lmpalred the control
of cemmsréial bank lending by the Federal Reserve 3Systeum,
Traditionally, the central bank has resorted to three |
methods of credit control: (1) the raising or lowering
of the rediscount rate, (2) the raising or lowering of
nember bank reserve requirements, and (3) open-market

operations.

1

Alvin He Hansoen, » and Flscal Policy,
New Yorlk: McGraw-Hill, %ﬁ% s PP .%

2Board of Governors of the Federal Reserve System,

Eggg tistics, Washington, D, C.
ational I%o% % aa, : -

3p0ard of Governors of the Federal Reserve System,
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However, now that Si% of earning assets are in the
form of governuent securities, a member bank does not need
to borrow from the Reserve Bank in order to expand lis
loans aftef using up its excess reserves, The securities
can be 80ld on the open market, and the kind of loans éa
well as the aggregate amount made will be out of reach of
the Reserve Danmk.® The control of the rediscount rate
has ceased to be an adequate tool. To quote Hecles,

S0 long a8 the baunking system owns such &

large amount of Government securitles, and there

is an irmmediate market for those securitles,

banks have little or no use for the redlscount

BEPIPLSIR - SR

The Federal Reserve System has committed itselfl to
support the government bond market, As long as thls com-
mitment stands, any atbteupt of the Federal Reserve to re=
duce the amount of money in circulation through selling
government bonds in the open market might result in a
fall in their value and a rise in the interest rate,

This would conflict sharply with thelr commitment to

maintain the value of government bonds - a commitment

lrawrence H. Seltzer, "The Changed Environmuent of

lonetary~tanking Policy," American Hconomic Review,
Vol., XXXVI, No., 2 (May 192;,%!,!' Ps The

a on, 1
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which obligabes thes to buy on the open mavlet when the
value boging to fall and the intercst rabe comusnces Lo
riss, Thus the credit contrel power of the Federal Rew
sorve bhrough open=uariet Operations hes beon soricusly
Impalred.

Any abtempt by the Pederal Zesesve Systen vo use its
powor Yo regulate merber bank loans through reising meunw
bor bank reserve requirecwnts meots the saw lupasee, as
long as government seourities comprise 5L of thelr camne
ing assota,: I resowve mmma ave ralsed, the ocouw
moreianl baniks would be 1ikely to dispose of tholr governe
ment bonds,* This would lesd to & fall in the value of
governaent bonds andy under 1ts comdtment, the Pederal
Reserve would be forced to Lay on the opon umarkets This
purchage would inorease norber bank resorves, and tho comw
trol would be nc contwol ab all, as ono woveront would cun
sol the offect of the other. Therefore the method of cone
teolling meubor bank loans throuzh conbrol of meuber banl
roserves has beon serdously lupaired.

Thus, the inflationary effect of the ezistenco of the
dobt l1les in the porblon of 4¢ theb is owned by the couuors
eiel banks, espocially as long as the support poliey of thw
Foderal Beserve Systeu 18 contimued,

‘uumo m mmm. 'rmuw Dosestie Probe
. : BRI LCamaT ;;a» Sﬂwu Vol m; Be 33
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lonetary control by the Federal Reserve System has

been weakened, and Shaw soes so far as to say,
Honetery controls have a special virtue.

They are peculiarly impersonal, and they use

the system of prices to got their results in

output and employment, If they are strong,

there 1s less call for the direct econouic

-controls (such as price-fixing and rationing)

that repress Ireedom ¢f evonomic choice. The

survival of private enterprise depends in no

small way on the_ successful evolution of mone-

tary techniques.

There seems to be no reason for the government to
pay interest on 1ts short-term notes and certificates.
These are 8o llquid as to be, in effect, demand deposits,
When they are redeemed, they are redeemed in noninteregt-
boaring notes issued through the Federal Reserve - prom-
ises to pay issued by the govermwent and not paying
interest, If interest is a reward for risk, and if the
value of government bonds is supported by the Federal
Reserve, then the payment of interest on government seocur~
ities shortly to be reodeemed is not nesoaaary.z The Treas-
ury's short-tern needs could be met by issuing noninterest-
bearing certificates through the Federal Reserve Systen.
The floating debt in the Spring of 1950 stands at $63 bil-

1ion> and 1if this were refunded by the lssuance of non-

1Edwand 5, Shaw, lione I%oema and lonetary Policy,
Chicago: Richard D, Ir@fﬁfzi93 y De G0e

®Schumacher, op. git., pp. 110-113.

3paily Statement of the United States Ireasury,
Harch T, T%Eﬁ, pp. 0=9, ke
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interestebesring cortificates vather than Lnterest-bearing
WM;&W%MW,&«W%M:M&
« intersst charge would be removed, To quote Simoms,

mummm_um,‘ asury s

T peruithtng basis 46 @9 8oel
of consols or perpotuities: The Treasury Lo assused to
be in business, not for ten years, not for nlueby daysy
but for & 1ifotings Ingland and Prance have long rocoge
Mﬁa&u. Wy, asks this &'NH
gver bo redocnablel They can be markebable, bub they
nood nover bo redeoued. An individusl who wished to sell
bhis bonds oould do 80 on the open markets If the governe
ment wished to roblve its bonds, it eould buy them on the
opon markob. ' :

A fvoo mavicet for these consols would then be fossw
iblos Whon 363 billlen of fleoating debt no longor care
ried an inborest charge, the fluctuation of the long~berm
interest rate on the consels would be no lemger of such
fuportance, and the Federal Reserve could afford to relax

its comdbments
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Then the control of inflationary forces would be en=
hanced, because the consols would slways be traded on the
open market and never sold directly by the government to
the commercial banks, Vhen the Treasury incurred a deficit
and it seemed desirable to the Federal Reserve that the sup~
ply of money be increased, the Treasury's needs could be
met through noninterest-bearing certificates. when the
Treasury incurred a deficlt and it seemed desirable to the
Federel Reserve that the supply of money in the hands of
the public be decreased, the Treasury's needs could be metb
through the issue of consols. These checks would be simple
and elear.r To quote Baeh,

For a central government with money-creating
power, debt management is properly a monetary-

fiscai control functlon, not a narrow money-ralsing

and repaying function..... If funds are wanted to

augment the volume of income and employment, new
money should be created. The only appropriate

control funcilon of debt operstions vis-a-vis the

non=banking public is the sale of securities in
: boom poriods and the repurehnso of securities in
depressions,

This school offers an objective criterion for the
Federal Reserve Systen to judge what is "deslrable." The
anount of the eirculating medium would be controlled in

regard to the price level, as indlcated by a price index.

133.}110!18, 9_2- cito, Pe 8250

2george L. Bach "unnntawy~Fisca1 Foliey, Debt Foliey,

and the Price level, Zeonomic Review, Vol. T
Wo. 2 (May 1947), p. 2 %?,
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They feel that booms and depressions are exaggerated be-
cause of the effect of the rise and fall in the general
price level upon the entrepreneurs., Because they fear a
fall in the general price level, they refuse to borrow or
expand productlion; because they hope for a rise in the
general price level, they over-expand. Therefore, a more
stable price level would help to iron out the extremes of
the business cyolo.1 If the price level declines, as ex~
pressed by a lower price index, noninterest-bearing certif-
lcates could be issued. As the price level rises, consols
could be sold to the public.

Friedman points out that such a proposal tends to off-
set cyclical fluctuatiaﬂs and therefore seems to offer con=-
siderable promlse of providing a tolerable degree of Shoibn
run economic stabllity. It relies as far as possible on a
market mechanis:s within a competitive order to organize
the utilization of econovuic resources. IHe says that the
ain of the proposal is modest. It does not clalm to pro-
vide full employment in the absence of successful measures
to make prices of final goods and of factors of production
flexible; it does not ¢lais to eliminate cyclical fluctu-
ations in output end employment. It does clalu to provide

a stable framework of nonetary action and involves miniwmum

' llrvigg ¥isher, 100§ lioney, Wew York: Adelphi, 1935,
pp. 110-110. '
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relience on uncertain and untested knuwlodge.l

This scheme of putting the federal debi ﬁholly into
two forms is advocated by Simons as a dlrection for pol-
icy - an ultimate objective., The two debt forms he con-
ceives of as too radical for early political considera=
tion. Therefors, there are interim modificatlions sugges-
ted., A third debt form, a completely liquid federal
bond, continuously redeemable and callable, eligible only
for bank ownership, could be required as a reserve égainat
bank deposits. New reserve requirements of these bonds
might be imposed upon existing reserve requirements. A

of

very low rate of interest, less than 15, would be pald on

these .2
Seltzer also suggests additional reserve require-
ments in governnent bonds which would keep the commer-~
ciasl banks from selling bonds when reserve requirements
were tightened. He suggests an interest rate of 1% on
these bonds, This would lower the rate of interest as

well as the total interest charga.B

lii1ton Friedman, "A uonatary and Fisecal Framework
for Heonomie ssability,” , - mic Review, Vol.
XXXVIII, No. 3 (June 194

23inons, op. cib.s PP. 231=232.

3Seltser, "Thn Changed Environment of Monetary-
Banking POJ.S.QY, op. __;.2‘; s PDe 76"77.
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Abbott, too, suggests a long-term, low boupon bond
eligible only for purchagse by bankss Tax 1liabillity on it
could be reduced to offset the low coupon, The banlks
sdght be permitbed to invest thelr legal reserves entirely
in these bondsili

The Board of Governora of the Federal Reserve Systen
in 1947 requested Congress to grant them authority to re-
quire special resorves of member banks in Treasury bills,
certificates, and short-term notes. This would make it
possible for the Federal Open HMarket Comaltiee to raqnira
banks to immobilize a portion of thelr greatly expanded
holdings of government securities instead of permitting
them to treat these holdings as excess reservsSxa

To sum up, the proposals of the price-stabilizing
group are five:

1. Management of the public debt with a view to maine~

taining a stable price level,

2. Monetization of as much of the floating debt as

the Federal Reserve deems feasible mecording to

the price index.”>

1. ¢. Abbott, Manegen
York: HeGraw-Hill, 1940, Pp. S

3lth zggaii,gégﬁggfrﬁﬁﬁﬁﬁgétzﬁi 5Raros tegegye Systen,

3Ploating debt is defined in this thesis as all debt
due or redeemable within one year,

t of the Federal Debt, New
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Issuance of conscls or perpetuities for investe
ment purpoges against the balance of the debt.

A return to a free market for governuent secur~
ities by roloasling the Pederal Reserve Systom
from its commitment to support government bond
prices, :

An interim issue of a long-term bond with a very
low interest rate to be held by banks as a large
part of their reserves.



CHAPTER VII
CRITIQUE OF THE PRICE-STABILIZING SCHOOL

The sharpest criticism that can be made of the pro-
posals of the "price-stabilizing" school is that they
may be boo radical for early political considerations
The conversion of the debt inte two forms, currency and
congsols, uight be too sharp a change from its present
compositions That 1s the reason for the several sugges-
tions put forth utillzing a2 third debt form to be re-~
quired as & reserve against bank éﬂpositm.l

The ratlo of meuber bank capital to member bank btotal
assets 1s falling at present. In 1948 the average ratio

“2 If the liquidity preference of cormercial banks

was 6.0
should be high at the time that reserve requirements were
ralsed, private loans might be contracted rather than
governuent securities, If auﬁh agn%rantien'of private
eredlit should be frightening to entrepreneurs, deflabion

or even depression might ensue.

lsmﬂy QEQ gé}_qt PO 231"232»

e rt af th@ Bnar% of Governors of the
stor ngbon, 3 ﬂ g &VQM”

949, Pe 25,
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The rebturn to a free wmarket for govermment bonds,
while it could be of aanaidefable valué in the long run,
if eoffected too suddenly could have some serious and delet-
orious effects, Poter Bernstein, an economnist of the lod-
ern Industrial Bank, New York Oity, argues that a break
below par in the market for government bonds would bring
about wholesale sales of sacuritias;l He cites two ins~
tences when this actually occurred., then pegs were dropped
in December 2, 1947, heavy panic selling by holders en-
sued, to the extent that pegging had to be resumed. In
the fall of 1948, just the discussion in financlal circles
that pegs might be dropped altogether led to heavy selllng.
A fall in the value of governmment bonds would lead to a
rise in the interest rate and subsequent refunding would
become a problem,

To this point the price-stablliszing school would
reply that borrowing or refunding via consols on a free
market must mean higher interest rates as a reward to
bond~holders for glving up the liquidity of thelr pres-
ent holdings. But this need not increase the interest
burden. By retiring short-term and redeemable issues we

would have a good proportion of the debt in a noninterest-

1Poter Bernatain, "Federal Reserve Pollcy and Fed-

eral Debt: a Comment," American nomic Review, Vol,
XXXIX, No. 6 (Dee. 1949)5 pp. 12 7§g§§83“‘
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bearing form.! Fellner feels that direct financing by the
Federal Reseorve banks, 1.6,; direct borrowing, could be
rendered free of cost by assuming simply the form of the
issuance of noninterest-bearing securlities.

In other words, consistent coupling of
open-narket purchases with deficit {inancing
might be necessary in perlods which really
eall for deficlt financing and 1t might even
gradually lead vo a policy of issuing money
by dlrect borrowing whenever monetary expan-
sion is desirable and of selling securitiles
to the public..... (and of keeping the pro-
ceeds 1dle) garely when monetary contraction
is required.

One of the most constructive aspects of the proposals
of this group 1s that the control of the Federal Reserve
System over the commercial banks could be augmented. As
Boulding says,

The increase in the amount of government
bonds held by banks is a highly significant
aspect of the growth of the national debt, es-
peclally from the polnt of view of contrel of
the monetary system. One result of the growth
in the proportion of bank assets in the form
of govermment securities iz to undermine the
control exercised by the Federal Reserve Banks
over the commercilal banks, because of the great
increase in the liquidity of commercial bank
assets. The power of the Federal Reserve Banks
to affect the reserve position of member banks
by means of open market policy is severely lim=-
ited by the fact thet any sharp reduction in

Ysimons, op. eit., Pp. 221-222,

2@1111an J. Fellner, gogitagz 20%1@128 and Full
% %oz;nanf, Berkeley: University of C ornia Preas,
{s P
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the prices of government securities by Reserve

Bank sales would endanger the solvency of the

whole banking system. Heonce, under present

banking leaws almost the only curb on a very

substantial expansion of bank eredlt ia the

congervatism of the banlks themselves.
Under the plan of the price-siabilizing school, any ser-
fous threat to bank liguidity could be met by nonintereste
-bearing securities, while credit expansion eould be con-
trolled by open-maerket operabtions in consols,

The members of this group are called "monetary theor=-
istsi" that 1s, they feel that the price level is a func-
tion of the quantity of momey. (P .;f (M)) Prices are
thought to vary in a failrly dependable relation to changes
in the money supply. This conclusion, if valid, is highly
important for policy decisions. If the relation of prices
to the money supply is indeed firmly rooted in the behave
ior patterns of the commmnity as determined by the customs,
habits, and institutional arrangenents of soclety, then it
follows that the monetary authority can readily contrel
the price level merely by changing the quantlity of wmoney.
A control of the money supply alone would be sufficlent

condition for the control of income and the level of m&.‘..e&s;a

- : i
Kenneth #., Boulding, EZconomle Anslysis, Rev, Ed.,
Wew York: Harper, 1948, pp. I >

lg,aﬁanS l;.ﬁ;wm Honetary Theoyy and Fiscal Poliey, op. cib.,
pp‘ o .
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However, to quote Boulding,

If an increase in the quanbity of nmoney
brings about a fall in the velocity of circu~
lation or rise in the wvolume of trade, then

an increase in the quantity of money need not
be accompanled by any rise in the price level.

 §

The price-stabllizing school may have underestinated
the possibility of ean inecreased desire to hold money when
the money supply is increased, or an lncreased volune of
trade. In other words; in the equation IV = PP, the
monetary theorists belleve that inereases in ¥ will in-
crease P, and that V, if it changes at all, will tend to
unove in the same directlon as M. If they are mistaken,
and T should be the dependent wariable in the equation
instead of P, then thelr idea of using the debt as a
tool to help stabilize the price level might fall.?

Some may questlon the wisdom of using price~index
stabilization as the fundamental basis of a system of
debt managevwent. A change in the price level changes
the value of money, It is virtually impossible to change
the general value of money without changing a great mun-
ber of the relative values which are the really impor-
tant factors in the ecomouy. There are three important

reagons for these dlsturbances. (1) The dollar is used

lﬂauléiag, OR« m&: P 3”}&

kgﬁgg&m, lionetary Theory and Flscal Polley, op. gite,
PP« 49-50. ;
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as a measure of value over a period of time, A rise in the
price level benefits the debtor and injures the creditor.
A fall in the price lovel will bonefit the cveditor for he
receives money in repayment which has a greater value than
the money he previously gave up, and the debtor is corves-
pondingly injureds A very large fall in the price level
ney 1n3ur§ the creditor as well as the debtor, for the
debtor may be umable to pay back his debt. Either way,
one party wnfalrly benefits at the expense of the others
(2) Many prices change slowly and with difficulty from
one equilibriun position to another, Due to the unegual
flexibility of prices of different commoditles, goods proe
duced under monopolistic conditlons will not fluctuate in
price as much as goods produced under condltlons of pure
conpetition. (3) Some forams of property heve their wvalue
exprossed as a fixed nmusber of dollars; no matber what
the change in the price level while the value of other
forms fluctuates with the price level,l

Tis leads Follner o say,
Py e e g
slstance to price reductions, 2% would seem

that, normelly, a policy directed at a stable
general price level has a betbter chance to

1Boulding, 9ps cibiss PPe 320-322.
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secure "economic stability" in a relovant sense

than does e _policy directed at stable money in-

come rates.

This group belleves that Poderal finaneial policy
can be carried out with existing Imowledge in such a way
as to make a major contributlon to economic sbability.

It 1s Luportant, they feel, to recognize and emphesize
that aconom&d stability is the primary objective of niones
tary policy. In generval, the Federal Reserve should act
to restrict the money supply and tighten the reserve
position of the banks in times of business expension and

j rising prices, and to expand the money supply and esse

the reserve positlon of banks in times of falling produce
tion and prices. Uhile the instruments provided by chang-
ing the fora of the debt may not be perfect in all res-
pects, thls school belleves that they would be sufficient
for the execution of a highly beneficial stabilizing mone=
tary poliocy,

Flexibility is essentlal to wige monebary actions
The monetary instrument has - at least by compsrison with
auch instrusents as tax and expendliture policy ~ great
potentialities for timely and deliberate flexibility. The
process of declding what to do need not be as tlue-
congsuning as the enactment of lagislatieﬁ, and the time

1Fb11ner, ops ohtey Ps 386.



o o e R S

3

o




CHAPTER VIII
COHCLUSIONS

Will a huge national debt affect adversely the fin-
aneing of another emergency? Should we pay it off as
fast as possible? Ghould we increase it to meintain an
econony of abundance and full employment? Can we use it
a8 an instrument to regulate and menage the oscillations
of the business cycle? If we choose Lo use it as a tool
for regulating prices or em?lcymmnt or both; what methods
of manipulation would be desirable? Ue have attempted to
find adequate answers to these qnasﬁiens by investigating
the recomuendations concerning debt management of three
of the current schools - the orthodex school, the full-
suployment school, and the price-stabilizing school.

Will a huge national debt affect adversely the fin-
ancing of another emergency? There seems to be no proof
that the size of the debt affects adversely the f{inanc~-
ing of an emergency. I the publiec refused to buy gov~
ernment bonds, the government could elther print money
to cover its needs or tax away hoards of currency already
in existence. The lowest point in the post-World War I

debt was reached on December 31, 1930 at 316 billion.
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The government had no difficulty in almost tripling the
figure to finance the emergency measures taken to allevi~
ata‘ths depression or in subsequently mmltiplying the 1930
figure seventeen times to finence the nation's effort in
World War II.t

Should we pay off the debt as fast as possible? The
orthodox school, which views the exlistence of the debt as
inflationary, urges immedlate and rapid repayment of the
prineipal, However, the mere exlstence of the debt is not
inflationary. loney or money claims do not of themselves N
ereate inflation., According to our definition in Chapter
II, inflatlon occurs whenever the circulating medlun of a
country is expanded 1o such a point that the total money
value of the goods and services offered for sale increases
faster than the total quantity of such goods and services.
If the current supply of goods and services does not rise
proportionately to any expansion in the circulating med~ ,
fum, inflation will be apt to ensue. If part of the debt
represents "pent-up” demand, as it did during World War
II, that part forms an inflationary pressure. If the
debt repressnts voluntary savings, its existence 1s not
likely to lead to sudden burste of spending or investment,
which mlight be inflationary,?

19a;1§ Statement of the United States Treasury, lay 1,
1950, p. 12, s

23chumacher, op. gifss P 107=110.



Thers 1s reason %o belleve that our $255 billlon debt
will never be camylaﬁa&# pald off« The experience of tha
last few years might lead us %o infer that only a small
part of the debt may be retired out of a budget surplus
at any tiwes The ocecurrence of a surplus tends to be
grested by Congressional demands for more tax reduction,
ﬁh&&h is of more obvious ismedliste benefit to voters,}

‘If this be noted as a political event in a time of high
employment snd high orices such as 1948, how muech move
true will it be that deficits will tend te be ineurrved

in the depression phase of the business ¢yclet? The major
items of government expenditure under the present cilrcums
stances probably will not be cut encugh to afford size~
able ropaynents on the principals; Taxes could bs raised
to pay off the debt, bubt such a move seems highly unlike~
1y.

Should we increase the debt to meintain full employ-
mont? The proposals of the fulle-employment school to ine
erease the deblt vwhenever less-than-full employnent exlsis
involve the clumsy mechanism of leglslative spending
s pmnsramaQ The funds dbtéia@d by deficit finsmecing would
be spont with the purpese of stimmlating effective demand,
It is doubtful if spending programs can be made effectlve

f of the Ireasury, op.
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quickly onough to check a downward Surn in the employment
eycles Expenditure decisions are, and should be, made by
a deliberative process in Congress, The process is time=
conswning, A considerable perliod must elapse betwoon the
time the declsions are made and the time they begin to af-
fect the economic clroumsbtaonces, The effect of fiseal
prograas intended o flatten the curves of the business
cycle will often come too late,; unless the decisions are
made in advance on the basls of forecasts. However, such
forecasts may be erroneous, and action taken on faulty
predictions could tend to contribube to S.natabﬁiky‘l

Farthermorey; & government comndtmont to mainbaln full
employuent through debt policy may Wm% malad just«
ments and cbseure the need for economic reforans. Publie
investment in times of depression may prevent reduction
of construction costs which may have become excessive for
a healthy industry. Honopolists of business or lebor
might raise the price of their products to the point whers
unenployment resulted. The governuent would be called
upon to offset this reaction; not by removing the source
of the trouble, but by spending more noney,2

%maia&tte; for Eoononle Development, lic

Lagal Po P G ggggg .

s DDe 30=39, i
Zprthur smmea, "Federal Dudgeting and Fiscal Pol-

ley," A Survey of Contemporary Economics, ed, by Howard 8.

Ellis, Philadeiphie: Dlal 98, Ppe 176177,




Can we use the debt to regulate and manage the oscil-
lations of the business cycle? Host of the debt consists
of "near-money,” i,es; in i1ts many forms 1t is highly
. liguids Because of this faet,'it can be used as an instru-
went of conbtrol over inflabionary and deflationary pres-~
sures, NMonetary actlon a&nﬂistiﬁg of changing the form
or anount of the commmity's hﬁkﬁing of assets by opoen=
market purchases or sales of securitles can be taken very
‘promptlygl By using the debt as a monetary device to
stablilize the general price level instead of full euploy-
ment, flexibility will be attained and the ﬁa&a&justm&ﬁtﬁ
in the economy would be controlled as much as possible by
the sutomatic mechanism of the market place. .

If we choose Lo use tﬁe debt for thﬁ‘purpaﬁa of manip-
uwlating prices, vwhat methods of menipulation would be des~-
irable? If the Form of the debt were changed, the interest’
charge could be reduced, and the Federal Rescrve System
could use the debt in its efforts Lo control the supply
of the eirculating mediwn in the hends of the public. The
issusnce of noninterest-bearing certificates - ancther
name for mnﬁay - would serve the needs of the Treasury as
well as interest~bearing securities do at the present Bimﬁﬂa »

‘Friedman, op. elb., pp. 254-257.

ﬁhmrnar, The Beonomics of Conbtrol, op. cit., P« 309,
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Whenever the Government imcurred a deficit, the Treasury
could burn to the Federal Reserve Systen to supply its
neoeds. If the price~index were falling and the Pederal
Reserve deemed the amount of money in the hands of the
public to be insufficient, money could be printed to fin-
ance the deficit. If the price~index were rising, and
thg Pederel Reserve deemed the amount of money in the

hands of the public to be excessive, consols or perpet-

uities; not purchasable by banks, could be issued to fin=
ance the deficit. i
The perpetulties, or consols, would be baught and
g0ld on an open market with ne Federal Reserve commitment
to maintain their value. The three controls of the Fed-
' eral Reserve Sysbtem - the rediscount rate, the reserve
ratio, and open~market operations - could once more be~
come 1§strumants for checking over~agxpansion of credit.
If the decisions of the Federal Reserve System were
made with the aim of atabilislng the general price level,
a flexible price structure could be maintained. A price

index (which no one commodity could sighifieantly influ-
ence) would provide & measure, an objective criterion by

which the need for issulng money or comnsols can be deter-

mined. To attempt to stabilize the general price 1evaif\\i>

is o atbempt to keep falrly constant the value of money. .

e

Debtors, creditors, and monopolists might not tend to
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beneflt at the exponse of other segments of the economy
by a widely fluctuabing price level, The uncertainties
of entrepreneurs might be lessened which could have the
effoct of stimmlating investuent and employment,

Changing the form of the debt in this manmer would
simplify the current complicated structure of the debt;
it would lower the intorest charge significantly; and it
would implement tﬁg powers of the Pederal Reserve System.

Changing the form of the debt in thls memmer will
not solve the problem of the business eycle. Indust-
rial fluctuations probably cannot be solved exclusively
by monetary devieea.l

lionetary policy may well be less effective as a curb
on depression than on inflation, DBanks with large excess
regerves may refuse to lend when the risk of loslng liquid-
ity seems too great. Therefore, monebary policy ﬁlana nay
not counteract & depression, but good monetary management
may help to alleviate a%ﬁﬁa The conversiom of the debi
ultimately into two forms, currency and consols, combined
with a reburm to a fraa market for governuent securities,
would be one step téwar& better monetary managesuent be=

cause it could then be usged rapidly to ocurb fluctuations

15131@5, . ok, Pe 172,

~ Figeal
B, 29-3
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