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PREFACE 

THE generally accepted answers to some of the yital 
questions of public finance are based upon the most popular 
theories of value and distribution, that is, the neo-classical 
and marginal productivity theories. Yet many economists 
would admit that these older value .theories are of· doubtful 
validity in some respects, because of the questionable psychol
ogy and sociology upon which they are based, and because 
disequilibrium is frequently a .. normal JJ economic pheno
menon. In specific studies of economic questions, other 
than those of public finance, and in general economic theory, 
a great deal of attention has been paid in recent years to the 
weaknesses of value theory. But these weaknesses have not 
been adequately considered in the field of public finance. If 
the work of the past is to be carried much further, it would 
seem that the criticisms of the older value theories must be 
considered more fully in their bearing on this subject. It is 
not enough merely to introduce dynamic aspects in the 
manner of neo-classical theory or to treat briefly the institu
tions which affect changes in values. Such matters need to 
be studied much more thoroughly. 

In this book I have tried to demonstrate the importance 
of this need. The study of anyone problem in the field of 
public finance may lose its significance when the student 
narrows his treatment to the facts and theories within this 
field alone. Institutional and dynamic considerations must 
almost invariably cause him to step over the customary 
boundaries of the subject. The attempt to study adequately 
one problem in public finance, the effects of debt retirement, 
leads us into money, banking and international trade as well 
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8 PREFACE 

as value theory. Iadeed, in economics as a whole the intro
duction of institutional considerations has already done 
much to bring economics and sociology together. It is pos
sible that in the social sciences the day of rigid specialization 
is over, and that the problems of social life will henceforth be 
given a more synthetic treatment. 

The most extensive study of the problems of debt retire
ment is that of the English Committee on National Debt and 
Taxation, from which I have quoted extensively in this 
volume. This committee was willing to go into the habits 
of saving, the distribution of income and changes in the 
price lever in their relations to the public debt, but it did 
not go far enough. I believe that its work was signifi
cant in so far as it takes account of the influence of other 
divisions of economics than public finance. I believe also 
that the same statement may be made about this book. I 
regret that so many questions are raised in it that are not 
answered. But to answer all these questions requires much 
more tim~ than the two years of study that I have been 
able to devote to them. 

I should like to acknowledge my debt to Professor Robert 
Murray Haig, who has sponsored this study· and who has 
given valuable assistance and encouragement at all stages. I 
owe a great deal also to Professors James W. Angell and 
Benjamin H. Beckhart for their helpful suggestions relating 
to the chapters on money and banking and international 
trade. 

NEW YORK CITY, 

MARCH 25, 1932. 

WILLIAM WITHERS 
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CHAPTER I 

THE PROBLEMS OF DEBT BURDEN" 

b.POIlTANT among the manifold consequences of the 
World War was the increase in the burden of public debt in 
most of the belligerent countries. Between 1913 and. 1925 
the nominal public debt principal of France rose 1550 per 
cent. Between 1914 and 1924 the public debt principal of 
the United Kingdom rose II76 per cent, and between 1914 
and 1919 that of the United States increased 2144 per cent. 
With the exception of a few countries, the return of peace 
did not end the rise in public debt principal but merely re
tarded it, with the consequence that today most of the coun
tries of the world are being subjected to further increases 
in already phenomenal burdens. In France and England a 
new plateau of public debt has been reached, reminding one 
of post-Napoleonic days but representing burden on a much 
higher scale. In the United States, the period after the 
Civil War is suggested. 

& in these earlier years, a renewed interest in the retire
ment and effects of the debt has been aroused. It is true 
that perhaps a lion's share of this interest has been focussed 
upon the debts of the Allies to the United States and upon 
the reparations payments of Germany, and to a large extent 
(inly upon the political aspects of these two groups of obliga
tions. Y d not for many years has there been so much inter
est in the mechanics of debt management, sinking funds, 
conwrsions and refunding. In both Great Britain and the 
United States the public debt has entered parliaInen~ry de
bate. Problems of debt retirement have hovered over the 
councils of Treasury Departments and have probably exer-

IS 



16' THE RETIREMENT OF NATIONAL DEBTS 

cised as much influence as any other factor in determining 
the governmental policies followed since the war. This is 
particularly true of the United States, where the question of 
the debt is admitted by Secretary Mellon to be a most im
portant influence.1 

In England, beginning with Chamberlain's fourth budget, 
the Exchequer has paid continued attention to the debt, and 
particularly to plans for its retirement. In the fourth 
budget it was proposed to devote a sum of £164,000,000 an
nually to debt retirement. So eager was the administration 
at that time to reduce the debt that even this sum was con
sidered inadequate. II The desire to retire the debt was partly 
responsible for the movement for the capital levy· and the 
forced loan. It finally resulted in the appointment of the 
Committee on National Debt and Taxation, more commonly 
referred to as the Colwyn Committee because of the presi
dency of Lord Colwyn. This body reported in 1926. Its 
majority and minority reports and the accompanying volumes 
of minutes of evidence will probably go down in history as 
the most important public documents on national debt issued 
in the years immediately following the war. Many of the 
most prominent English economists were called as witnesses 
and almost every possible phase of the debt was considered. 

I. ATTEMPTS TO ESTIMATE DEBT BURDENS 

In addition to the appointment of Parliamentary com
mittees and the entrance of debt considerations into political 
policies and discussions, attempts have been made to estimate 
debt burdens and to compare these estimates with estimates 
in different countries and times. In England, for example, 
much interest has been expressed in the relative weights of 
the burden after the Napoleonic and World Wars. As 

1 AMf4IJl Re/>Orl of the Secretary of the Treasury. 1925, p. 2 j 1929. p. rI. 

a Mallet and George. British Budgets, I9I4-2I. pp. 29. 41. 55. 94· 



PROBLEMS OF DEBT BURDEN 17 

might be expected, the results of these comparisons are vari
able. Fisk says, .. If we had index numbers of prices such 
as exist today covering the entire period, and could adjust 
money values accordingly, we would probably discover that 
today's burden is relatively not materially greater than at 
other crucial periods.'" On the other hand, Layton made 
a comparison of the burden in 1923 with that in 1913 and, 
1818 and concluded that the burden in England in 1923 was 
much heavier than it had been in 1818.· As was pointed out 
in the evidence before the Colwyn Committee, however, it 
is doubtful whether an analogy can 'be drawn between pres
ent and Napoleonic conditions because of the falling rate in 
the growth of significant inventions and in the growth of the 
population. Only the bare facts of population and debt 
capital and interest are known. In England in October, 
J7IS, the public debt was only about £50,000,000, or 200 per 
cent greater than it had been in Queen Anne's time. This in
crease in the debt gave rise to Walpole's Sinking Fund. 
In spite of the retirement of £6,626,000 by 1727, the debt 
had actually increased, through constant borrowing, by 
£2,000,000. New levels of debt were reached after the 
Seven Years' War, giving rise to the Pitt Sinking Fund, 
which" was designed to retire these new increases in forty-five 
years! According to Bastable, the debt had reached $122,-
600,000.· At the Peace of Versailles the debt had risen to 
£238,000,000; at the Peace of Amiens, to £500,000,000. At 
the end of the Napoleonic Wars the debt expenditures were 
one-third of the total expenditures and the debt was £50 per 
capita, about one-third of the total estimated wealth of 

• Fisk, E"glish Public FirIQ"", p. 133. 

• Colw',YfI Relort, pp. 235-6. 

• Fisk, til. cit .. p. u8. 

• Bastable, Public F ina"", 1St ed., p. SS4-
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Great Britain. At the end of the American War the debt 
was only £29 per capita, 25 per cent of the wealth.' 

In the United States the conditions after the Civil War 
have been contrasted with those after the World War. The 
peak of the Civil War debt was reached on September I, 

1865, when it amounted to $2,758,000,000. The peak of the 
World War debt was reached on August 31, 1919, at $26,-
594,267,878. Thus the nominal debt was 9.6 times as great 
in 1919 as it had been in 1865. The per capita debt was, 
however, only 3.2 times larger, since that for 1919 was $253 
and that for 1865, $77.07. 

In addition to the discussions of the increased burden of 
debt, there has been a tendency in England, France and the 
United States to use the size of debts as an argument for 
economy. In a speech made by Ogden L.Mills at the Uni
versity of Virginia in 1926 the influence of the debt as a 
factor in increasing the burden of taxation was pointed out.s 

Mellon urged in the Treasury Reports the necessity for 
economy due to the heavy expenses which were in part a 
result of the service of the debt. Economy was urged in 
England and France for the same reason.9 

Since the war there has been very little assurance that the 
burdens of debt will be reduced by the increase in population 
and the growth of wealth. The pessimism arising from 
this prospect itensified the concern over methods of alleviat
ing the burden of debt. After the first interest in the capital 
levy, nations have turned toward the problem of the repay
ment of debt. As Shirras says, " The repayment of the debt 
has been the aim of all well-financed countries since the 
war." 10 Not one witness appearing before the Colwyn 

f Fisk, op. cit., p. 93. 
8 Anllflal Report of Secretary of the Treasury, 1927. 
8 See Chapter VIII. 

10 Shirras, Public Finance, p. 532. 
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Committee suggested that no provision need be made for the 
repayment of the debt. 

II. THE THEORY OF DEBT BURDEN AND DEBT 

RETIREMENT SINCE THE WAR 

Most important for this study has been the growing inter
est in the theory of debt burden and retirement and the in
crease of the literature on this subject. Since the war, 
probably the greatest contributions have been made by the 
Colwyn Committee and by Professor Jeze in the Revue de 
Science et de Legislation Financieres. Two problems were 
given particular attention by the Colwyn Committee: the 
speed of debt redemption and the effects of retirement on 
saving. 

The Committee concluded that there could be no single 
index of the speed of redemption and that". . . there is no 
formula by which one may determine the rate at which debt 
payment should proceed." 11 As to the effects upon saving, 
they said, .. On the balance, we think taxation propitious to 
saving." 11 It was concluded, however, that if taxes were 
raised too high, saving would be reduced, but that these re
sults might be exaggerated; that the debt was not being too 
rapidly reduced (from 1924 to 1926), and that taxes could 
be raised much higher with profit. The Committee did not 
believe that debt payments made with one particular object 
in view were likely to be suited to the more general require
ments of debt management. The majority report of the 
Committee advocated the retirement of debt by a sinking 
fund of £75,000,000, the minority report by a sinking fund 
of £100,000,000. Parliament eventually adopted a sinking 
fund almost as large as that advocated by the majority 
reporL 

n Colwyt1 RtlM"l, p. 3J9. 

!I Ibid., p. 3J3. 
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When one examines the previous history of the theory of 
public debts, it appears that the Colwyn Report really breaks 
no new ground and that its work consists largely in bringing 
together the existing knowledge and theory that bear upon 
the post-war problems of debt. Little analysis resulted from 
the compiling of the evidence in the final report. Many 
questions were raised by the work of the Committ~, and 
articles have appeared in various economic publications which 
attempt to answer so'me of them. But no comprehensive 
attempt has been made to relate present facts to past theory 
in order that more light may be cast upon the complicated 
problems with which this theory deals. Although many 
witnesses before the Committee state that the problem of 
rapidity of retirement is most important, they are unable to 
evolve any theory or set up any plan that will serve as a basis 
for public policy. 

The conception of speed in retirement requires clarifi
cation before such progress can be made. This meaning 
can he found in the relation of the monetary aspects of the 
problem to those of capital accumulation. Professor Jeze 
has begun to make the monetary conception of speed in 
retirement more definite. To him the problem of retire
ment is essentially the "repartition de la charge dans Ie 
temps." 18 It is true that he takes into account the effects 
of too large a repartition on the production of goods. For 
example, an annual redistribution of income of more than 
twenty per cent would be too heavy because " tout ced les 
decouragerait de produire." 1;1, But it is probable that still 
furth(!r progress can be made by a more analytical relation of 
the theories of capital accumulation.to the theories of prices. 
As it stands, the mere inclusion of the effects upon saving in 
a monetary treatment does not fulfill the necessities of inte-

18 Jeze, L, Remboursement des emprunts publiques, p. 34-

14 Ibid., p. 34. 
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gration and it is possible that no more definite conclusions 
.bout retirement practice may follow from such a treatment 
than were suggested by the Colwyn Committee. The speed 
of retirement must then be determined largely on the basis 
of mere guesswork. It is also possible that the work of 
Jeze puts too much emphasis on the speed of retirement; in 
this respect the work of the COlwyn Committee has an ad
vantage through its broader emphasis. 

The Colwyn Committee had before it evidence from which 
much more definite and consistent conclusions might have 
been drawn. Although they finally concluded that taxation 
for debt payment was" propitious" to saving, they failed to 
make any use of the notions of A. M. Samuel and Stanhope
Pitt that too rapid payment of the debt was confiscation. 
Mr. Stanhope-Pitt and Mr. Samuel failed to make proper use 
of their own ideas because they looked to certain figures of 
the volume of savings as a guide for debt retirement. One 
would assume from their position that savings might not be 
increased by the payment of the debt. Not knowing what 
to make of these difficulties, the final report played safe by 
concluding that although taxation for debt payment was 
" propitious" to saving, no formula for payment could be 
devised, and ignored the thread of connection between the 
monetary and saving aspects indicated by the confiscation 
notion presented by Stanhope-Pitt and Samuel. From this 
point the writer hopes to proceed and explore the theoretical 
potentialities of the idea of confiscation in its relation to the 
speed of retirement. 

The emphasis upon the speed of retirement by H. C. 
Adams and more recent writers has come, no doubt, from 
a desire for simplification of the numerous and confusing 
factors related to debt retirement. There is a danger that 
too much simplification may be achieved thereby. But there 
must be some way to bring greater order into the theory of 
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debt retirement and at the same time avoid over-stressing 
anyone aspect of the whole mass of problems. As in the 
case of better definition of speed in retirement, so also may 
this order arise from the greater integration of the monetary 
and saving aspects of these various problems. The object 
of the subsequent chapters is to work out this integration 
comprehensively in connection with all the problems which 
are believed to be of importance. By way of introduction 
the questions to be taken up are outlined below. 

In Chapter V the relation of the debt and its retirement to 
money will be discussed. Some answers will be attempted 
for such questions as: Does debt retirement cause deflation? 
Does deflation really increase the burden of debt for society 
and for the individual? What relations exist between infla
tion and borrowing and deflation and saving? In Chapter 
VI the relation of debt retirement to banking will be dis
cussed. There are problems here of the effect of the retire
ment of debt upon the changes in bank assets, of the effect of 
retirement upon the borrowing of banks at central banks and 
the control of the volume of credit by central banks. In 
Chapter VII the international effects of debt retirement will 
be discussed. What light does attention to the integration 
of price factors and capital accumulation cast upon the 
advantages and disadvantages of the payment of foreign 
debts and reparations to the country paying and the country 
paid? If debts are paid how will this affect the balance of 
trade? What additional knowledge does our integration 
throw upon the capacity to pay foreign debts? How will 
the balance of trade and investments in different kinds of 
businesses be affected? In Chapter VIII the effects of the 
debt and its payment upon distribution are discussed. The 
factors that affect this distribution are outlined and the old 
question of whether or not the debt maintains an unproduc
tive class is raised again. Particular attention is paid to 
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the question of how the debt service and the repayment of 
. the debt affect the distribution of the burden of debts among 
the general public and the bond holders. Some attention is 
also given to the effects of distribution upon production 
through the reinvestment of the former debt principal. 
The effects of the debt service upon the volume of saving are 
considered in Chapter IX along with certain other related . 
matters. 

With this foundation in theory, together with the infor
mation relating to the management and burden of debts since 
the World War, it is possible to arrive at new notions about 
the burden of debt. These notions are essentially dynamic 
and entail a distinction between the burden of the war and 
the burden of the debt. The various kinds of burden can be 
reclassified and the old classifications commented upon. In 
the light of the new conceptions of burden the methods of 
retirement now in use may be evaluated and suggestions made 
as to the procedure and rate of debt retirement. 

It is hoped that some light will be thrown upon the nature 
of taxable capacity. By some this conception is regarded as 
of little value because of the difficulties of making it con
crete and of determining the extent of the capacity.15 But 
regardless of scientific caution, the problems of recent years 
have required the estimation of taxable capacity and the use 
of these estimates in practice. It is therefore possible that 
economists have stood too much aloof from this subject and 
should now turn their attention to it. The examination of 
the nature of the tax burden is the prerequisite to its 
determination. 

15 Shirras, Public Finance, p. 131. 



CHAPTER II 

THE POST-WAR BURDEN OF DEBT 

SINCE the proper solution of certain problems related to 
the reparations payments, the methods and time of debt 
retirement, and the management of the debt during its life 
depend upon the existence of genuine burdens of debt, the 
nature of these burdens becomes of the utmost importance. 
Economists have tried both to estimate and to analyze debt 
burdens in order to see what empirical treatment could con
tribute. In this chapter fresh attempts of this character will 
be made. 

I. THE METHODS OF ESTIMATING DEBT BURDENS 

The estimation of the burdens of debt is a problem by 
itself, but so preoccupied have economists been with. theories 
of burden that they have discussed very little the methods 
of estimation. Bastable, Shirras and Henry Higgs have 
given the subject the most thought. Bastable says, 

Very important questions arise respecting the absolute amount 
of public debts, the pressure that they impose on the borrowing 
States or other bodies, and the best mode of measuring that 
burden. For this purpose very different methods may be used. 
The most obvious is that which takes the nominal capital of the 
debt as the basis of measurement.1 

This, he realized, was clearly defective because no account is 
taken of the rate of interest. Lord Grenville had said before 
Bastable that" the Public Debt consists not in capital but in 
annuities." A second measure might be used, that of 

1 Bastable, Public Finance, bk. v, ch. v, p. IZ. 



RECENT ESTIMATES OF DEBT BURDEN 25 

market values. Bastable saw two objections to the use of 
this second measure: first, the whole of the debt is not sold at 
anyone time and, second, the market value is constantly 
fluctuating. So he believed that the amount or rate of the 
interest itself might be taken as still another measure. Debt 
per capita was also suggested, but since this had proved un
satisfactory for the measurement of expenses in general, he 
did not think it would be satisfactory for the measurement 
of debt expenses in particular. The best measure, he con
cluded, was capital and income. But, he says, " such com
parisons are by no means easy", and for practical purposes it 
is convenient to compare the annual debt charge with the total 
state expenditures. He also thinks that it is necessary to 
take account of certain specific assets which are available for 
the debt's liquidation. He ends his treatment with the 
words: 

Estimates of the real weight of public debts are, it is now plain, 
by no means easily formed; the considerations to be taken 
account of are too complex to be dealt with in a ready and off
hand manner. The only way of arriving at a satisfactory result 
is by the use of each of the different methods of calculation and 
a combination of their results. . . . Where all point in the same 
direction a conclusion is easily reached. . . .. 

Shirras, as has been indicated, also discusses the estima
tion of debt burdens. He gives most of the methods cited 
by Bastable, and merely eliminates those methods which 
Bastable criticized most severely. The proportion of debt to 
total expenses and the proportion of debt to national wealth 
are considered by Shirras the most useful measures. 

Other economists have gone farther. The inequality of 
wealth, the form of debt and changes in the price level have 
been considered. For"example, Dalton believes that there is 

I Ibid" 2nd ed., p. 6,34. 
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what he terms a direct debt burden when those owning securi
ties are taxed less than the amount paid to them in their ser
vice.a In other words, the proportion of security holdings to 
taxes is another index of burden. Since it is also believed 
that burden increaSes with external debt, the proportion of 
internal to external debt may be taken as another estimate of 
burden.~ 

The effects of external debts have been much more dis
cussed than those of other forms of debt, otherwise propor
tions between these other forms might likewise have been 
considered as measures of burden. It would be just as 
reasonable to estimate the proportions between these forms 
as between external and internal debts. Thus in both prac
tice and theory the dangers of a large floating debt have been 
recognized. 

It has also long been thought that changes in the price level 
affect the burden of debt and those making estimates of 
burden have frequently deflated their figures to give a truer 

. picture. • Several witnesses appearing before the Colwyn 
Committee stated time and again that the burden of debt 
increases with falling prices, and the final report of the 
Committee emphasized the necessity of considering changes 
in the value of money in estimating the burden of the debt.· 
Dalton, for example, believes that a downward movement 
of the price level would "increase enormously the real 
burden of ... debt ..... " 8 Comparisons were made be
tween the Napoleonic and World War eras by witnesses and 
attempts were made to rule out price changes. But it was 
denied in the final report that any satisfactory analogy existed 

a Dalton, Public FiJItRICe, p. 191. 

~ The relative burdens of internal and external debts are discussed in 
Chapter VII. 

S Colwyn Reporl, p. 29-

8 'bId .• p. 398. 
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between modem and Napoleonic times because of a slowing 
down in the rate of population growth and in the frequency 
of significant inventions. 

The Colwyn Committee believed that before any satis
factory estimate of burden could be given the following 
things must be known: the proportion of total taxation 
to total wealth, the amount of taxation per capita, the com
parative distribution of wealth or income, the incidence of 
taxes and the adjustment of them to the distribution of 
wealth, the general character of a country's industry, 
especially in regard to the capital equipment needed, the 
ratio between productive and unproductive expenditures, the 
relation between local and national finance, the policy pursued 
in regard to the finance of national and local industries, and 
the psychology of the people with respect to thrift. It is 
obvious that to obtain satisfactory measures of all these 
things at once is virtually impossible. 

Silverman says in a recent book that the nature and com
position of any taxation are of importance in determining 
whether it is a burden.' This idea is applied to the debt 
burden by Matsushita and will be discussed at a later point.! 

Finally, one may end this summary of recent thought on 
the subject by reference to the work of Henry Higgs. He 
thinks that in the comparative growth of debt the following 
things should be considered: local as well as national debts, 
the sphere of the government, the different assets available 
for the payment of debt, the growth of population and 
wealth, the rate of interest and the distribution of internal 
and external debts.' 

The opinions of these men do not afford much encour-
agement for the estimation of the· burdens of debt. They 

'Silverman, TuatiOfJ, itllftCidmu arul Effectl, pp. 2, 3. 
• Matsushita, Ec_ic Effutl 0/ Public Debt., p. ISS. 
• Higgs, PriflW' 0/ NatioruJI FirJIJftCe, p. 83. 
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show quite clearly that the nature of these burdens is not 
well understood, and that no one thing is generally conceded 
to represent burden. It would seem that the burden of debt 
arises from an alteration of the· whole economic state,· and 
therefore may require many kinds of measures. If this is 
true it is impossible to determine the burden by accumulating 
such measures, because the totality of economic conditions is 
affected by many influences and this procedure does not iso
late those of the debt itself. It also appears that the attempts 
of some of the men cited above to estimate the whole burden 
of debt were unreasonable, not only because of the great 
difficulties involved in the attempts but also because there is 
no one. burden of debt. Their efforts arose, however, from 
a realization that there must be an interrelation of the many 
elements in the economic influence of. the debt and that the 
problem of debt burden has some common aspects. These 
aspects relate mainly to quantitative considerations. There 
are questions of the general level of taxation which raise cor
responding questions of the amount of burden. Thus 
because of the interrelations of economic factors in their 
bearing upon debt problems, and because of the quantitative 
aspect of these burdens, attempts to estimate the whole 
burden of debt are not entirely unreasonable. 

II. MEASURES OF DEBT BURDENS 

It is necessary to realize, however, that burdens are both 
quantitative and qualitative, and that in making use of any 
data concerning the debt these distinctions must be kept 
clearly in mind. Such distinctions will promote an appro
priate use of the facts about the debt and will justify the 
employment of estimates of the kinds of burden without any 
attempt to estimate the burden as a whole. The following 
types of measures might be of some value, if they could be 
properly computed: the ratio of wealth per capita to debt 
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per capita, of income per capita to debt per capita, of external 
to internal debt, of unfunded to total debt, and of debt service 
to total public expenditures. These measures are Satisfac
tory for international comparisons in that they are propor
tions and not absolute amounts. \Vhen these proportions 
are compared as to their rate of change they are a type of 
measure suited to the conception of debt burden as an altered 
economic state. This conception will be discussed at a later 
poinL'· In the remainder of this chapter tables of measures 
of debt burden for a number of countries will be given. 
They may be classified as direct and indirect measures. 

Year 

1911. 
1911 .. 
191. 
1915· • 
19·6 •• 
1917· • 
1,.1 •• 
1919· I,.. 
1911 
1911· 
1913· 
19a4 . 
1915· • 
1936· • 
1917· , I,. .. 
I~ .. 
1')0 •• 

TABLE I 

UedloUcmWa 'F .... ce Ger.aaJ UDiled ICiDgdom IDdia 
(000.000--) (ooo,CIODfrucs) (ClOD muks) (£'s) (CIOD.CIODl1Ipees) 

11,594 
3905)0 
61,390 
18,1)80 

121.618 
173.193 
251,703 

'),390 
114.321 

11 5.318 
1900S0 lS·,,23 
11,111 •• 6.194 
2 .. 627 418,367 
86.586 sosMl 
17.,1t .97.100 
17."5 .79.5" 
11.317 .7Ot017 

.... 179 

"'90770.091 
'.104.967.076 
1 •• 33.1.7 ..... 
.. 0110445.908 
S,s7·,sso.637 
7 •• ]4.949.419 
7.111.7790095 
7.57 •• 358.416 , 
7.6540)01.176 

1,406.100 
7.741,1 33.117 
7.641.046.952 

1,787.700 7o597 ... lI,053 
7."1,Iao 70551 ...... 199 
8.072.900 705S •• 617 .... 7 
7.190.600 7.527.816.878 
8.949.900 7.630.800,000 

10.175.100 70596.*>>oCIOD 

1.789 
9,148 

'.561 
,,686 
9.751 
9.916 

'0,7.1 
11.317 

• 'I'M _II1II .. MtiauJ ~II _ ... ci-- T1Ie..u.til:s _ aot Itdcdr COlD· 
puabIe ___ Eaopeu co-a-llue __ tnIioecI thu atben. T1Ie IlatistiQ 

ci- .. tile N ____ .. tile tape of Nalioas appeu aadcr tile title of pablic debts. 
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TABLE I-Continued 

Italy Japan Spain Switzerland United States 
Year (000,000 lire) (000,000 yen) (000,000 pesetas) (000,000 francs) (000 dollan) 

---
912. , 10,033 
913. 1.710 
914. 15.766 2,584 1.188,235 
915. 1,191,264 
916 1.225,145 
917. 2.9n,618 
918 . 12.243,628 
919. 25.482,014 
920 . 2,794 12.974 24.297.918 
921 . 3.244 15.357 4.414 23,976•250 
922 92•836 3.544 15,201 4,487 22.964,079 
923. 95,544 3.809 15,405 4.7°5 22.349.687 
92 4. 93.163 4. 198 16.877 4.789 21.251•120 
925 . 90,847 4,330 17,21 7 4.855 20,516,232 
926 • 93.789 4,999 17.453 4.832 19,643.183 
927. 85.596 5,172 18,064 4,914 18.510,174 
928 • 87,787 5,398 19.0 32 4,953 17,604.290 
929. 88,942 5.831 16,931,197 
930 . 89,875 5.959 16,185,303 . 

Sources: The Memo,andum on PulJlic Finance of the League of Nations (1926-28) was 
used for all the countries except the United States, France, United Kingdom and Ger
many. For the United States the Ann..,,/ ReplWts of the Secretary of the Treasury were 
employed, for the United Kingdom the Finanee AUfJunts. for France the figures of Haig 
in Public Finances tJj PfJst.wa,·P"anee and the An"uai,e Slatisti¥Ne, for Germany the 
reports of the" Execution of the Experts' Plan. II The figures for the S~ debt include 
the total Debt of the Confederation and the Federal Railways. 

(a) Direct Measures 

Among the most important of the direct measures is the 
nominal amount of the debt principal. It is interesting to 
see what changes have occurred in this principal, as indicated 
in Table I. 

From the above table it can be seen that if any adequate 
comparison is to be made between the various countries the 
computation of indices of change with some year taken as a 
base will be required. In Table II, which follows, the year 
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1923 is taken as a base, and the percentage variations in the 
debt since the war are given. If the data of Table I are 
used, the rather interesting fact is brought out that of the five 
countries, the United States, France, United Kingdom, Italy 
and Japan, the United States shews the greatest increase in 
the absolute amount of debt as a result of the war, i. e. from 
the beginning of the war to the year of maximum debt. 
Even in spite of the great amount of debt retirement that has 
taken place in the United States since 1920 the total amount 
of the national debt in 1929 was 14.7 times the total national 
debt in 1914. In France in the same period the debt had 
increased only 12.2 times, and in the United Kingdom only 
11.6 times, in Italy only 5.5 times and in Japan only 2.1 
times. This condition may be explained by the fact that the 
national debt of. the United States in 1914 was small rela
tively to the total wealth. In absolute amount, also, the base 
from which the United States started to increase her d.ebt 
was much smaller than that of Italy, France and the United 
Kingdom. Converted into American dollars the absolute 
amounts of the debt in these three countries in 1914 were 
$3,042,838,000, $7,629,290,000 and $3,157,882,642. The 
amount of the Japanese debt in dollars was $1,386,832,000. 

It is interesting to note just what has happened to the debt 
in terms of dollars since the war, as shown by the figures for 
the year 1928. The American national debt had become 
$17,604,290,000. But converted into dollars the debt of 
France, owing to the revaluation of the franc, had become 
$18,425,45°,400. This was actually an increase of the debt 
in terms of dollars of more than one hundred per cent, as can 
be seen from the fact that France's debt in 1914 was only a 
little less than 8 billions of dollars. The 1928 dollar figure for 
Italy, although it is not less than that for 1914, is at least 
not proportionately higher, only $4,617,576,200. That for 
Japan is $2,688,204,000. The debt of the United Kingdom 



TABLE II 

INDICES OF THE RATE OF CHANGE IN THE PUBLIC DEBT SINCE 191.2 

Czecho- I United I Swilzer- United 
Year slovakia France Germany Kingdom India Ilaly Japan Spain land Stale, 

--- ---
1912 · 6S 
1913 · . 8 36 
1914 9 8 63 17 68 S 
1915 · . IS 14 6 
1916 . 21 28 8 
1917 · . 31 52 13 
1918 · . 42 . 75 S9 
1919 · . 61 96 114 
1920 77 101 84 109 
1921 · . 60 78 98 85 99 94 107 
1922. 86 liS 99 97 93 98 96 102 
1923 · . 100 100 100 100 100 100 100 100 100 
1924 · 110 103 ~IOO) 99 104 97 110 no 101 95 
1925 · 119 IZI 116) 98 108 94 114 112 103 92 
1926 · 125 119 ~326) 98 110 98 131 114 102 88 
1927 I2S lIS 335) 97 III 90 138 118 104 83 
19:8 · 127 113 (328) 97 112 91 141 124 lOS 79 
1929 · . (372) 98 122 93 152 76 
1930 116 (431) 98 129 94 159 72 

Source: Data of Table I are used and converted into simple index numbers. 
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becomes the heaviest in the world in terms of absolute 
amounts. It was $]4.585,180,027 in 1928. All this shows 
that some attention must be paid to changes in the price level, 
although such methods as the above may give misleadin~ 
impressions. 

From Table II one findS that the nature of the increase 
or decruse in national debts since 1923 has been variable. 
Czechoslovakia, France, Germany, India, Japan, Spain and 
Switzerland showed a rise in the six years ending in 1928 
and aD these countries showed a tendency toward a constant 
rise in the absolute amounts of the debt during these years. 
The United States, Italy and the United Kingdom showed a 
faD in the amount of the debt and they may be listed in this 
order to rq>resent the rate of the decrease. In France from 
1924 to 1928 there was also a constant decrease in the debt. 
It is interesting to note that the two nations whose burdens 
of debt in terms of absolute amounts were most increased by 
the war (the United States and the United Kingdom) made 
the most progress in the retirement of debt in the post-war 
period. 

As pointed out above, price changes must be considered in 
estimating the altered burdens of debt. In view of what is 
to follow it may be desirable to note that the inftuence of 
price changes upon the burden of debt is by no means cer
tain, and the greatest caution should be employed in inter
preting the importance of these changes.u There is, how
ever, no question but that price changes may have some inftu
ence upon the burden of debt and for that reason it is of 
interest to apply to the absolute amounts of the debts given 
in Table I index numbers of prices for the respective COUD

tries. The results of this process are given in Table III. 

at See 0aaptcI' v. 



TABLE III 

AlSOLUTS AMOUIfTS OP PUBLIC DKBT IN TSRMS OP PRR-WAR PRICRS 

1912 1913 i9t4 1915 1916 1917 1918 1919 1920 

----- ---
Czechoslovakia. . 
(000,000 crowns) 

France· .••• 39,53° 43,629 47,324 47,139 5°,376 70,984 64,085 (000,000 francs) 
Germany •••• 

1,965.6 1 

(000,000 marks) 
2,661.8 United Kingdom. 649.8 91P5 1,343·9 2.583.6 2,948,3 

(000,000 pounds) 
India •••••• 5,512•8 .. 
(000,000 rupees) -

Italy •.••.• 15,766' 
(000,000 lire) 

Japan ••••• 2,584.1 1 078.6 
(000,000 yen) 

Spain •••••• 10.03 2 9 
(000,000 pesetas) 
Switzerland. • . 1 710, 

(000,000 francs) 
1 1,188,235 United Slates 1, 167,907 980,Jl6 1,730,010 6,343,847 12,552,726 10.751,291 

(000 dollars) 

• During the war years in France the prices of many goods were controlled. Professor J. H. Rogers thinks that there is 
no way of allowing for these rel!ulations, hence the indices of the Annuaire Statistique G~n~rale are used without any modi6-
cation in his study of French inBation. Since Professor Rogers has made a very thorough study of the changes in French 
credit and prices, I have felt justi6ed in also using the prices of the Annuaire Statistique Gt!n~rale. Cf. J. H. Ragen, T'" 
Pr/JetJJ I1j btftation in F"anet, p. 94~ 



C&ecboalovallia. • 
(000,000 croWDI) 

France ••• 
(000,000 franca) 

GermaD)' .,. 
(000,000 IIIIIrll.) 

United Kingdom. 
(000,000 pnands) 

India ••..•. 
(000,000 rapee.) 

Ital), • 
(000,000 lire) 

Japan. ••••. 
(000,000 yen) 

Spain •••••• 
(000,000 paetu) 

Swit_land • • • 
(000,000 franca) 

United Statea· •. 
(000 doUan) 

19'1 

799 

96,554 

1,698,4 

16,766,608 

1921 

I,B99 

106,091 

4,975·3 

• United Statel, 19'9 (000 dollan)-12.007.94I. 

19'J 

1,,.' 
loo"B8 

5,109·9 

4,B55·7 

IB,734 

4,66I.C 

5,IIo.B 

18"96 

1,989-.4 

8,5'3·9 

.,801 

19'5 

1,75' 

88,83' 

·,7B7·7 

4,786.6 

5,691.1 

16,398 

',1".4 

3,11' 

13,4970S47 

.,8J8 

58,'09 

10764.1 

5,064·3 

6,410.0 

15,63' 

",717 

9,383·5 

3,187 

q.454.235 

.,828 

4,.12·7 

6,019 I 

18,160 

3.0 ,..4 
10,688.7 

19,8 

73,773 

7.'39·1 

5.169.5 

6.159.1 

19.00• 

3.366 3,439 

13.3'1,553 12,310,69' 

The absolate figures or rable I are treated b)' indell nuniben of wbolesale price. given in tbe Men'D,a"tlum 0" Pu6/it Finanu. pp.2~a8. 
of tbe League of Nations, aDd in tbe .tati.tical abstracll of tbe United State •• Franre, Germany aDd the United Kingdom. The base 
yean are 1912. 19'3 and '9'4. The formula used f~r tbit purpose wbere d i. tbe debt in a given year, II tbe debt of tbi. year repre· 
senting the inftaence of price. pi i. tbe price of tbe given ),ear and po the price of tbe bue ),ear or 100. it 

lI=d(~). 



TABLE IV 

INDICES OF THE RATE OF CHANGE OF THE PUBLIC DEBT TAXING ACCOUNT OF VARIATIONS IN THE PRICE LEVEL 

Czecho- United Switzer- United 
Year slovakia France Germany Kingdom India Italy Japan Spain land Stales 

---
191:1 · 109 
1913 · 151 
1914 39 I] 114 84 133 '/07 
1915 44 18 7.6 
1916 47 26 6.4 
1917 47 38 . II . 
1918 50 51 41 
1919 71 58 82 
1920 64 52 '56 70 
1921 36 96 81 88 110 
1922 85 107 97 98 98 91 112 
1923 · 100 100 100 100 100 100 100 100 100 
1924 105 85 91 105 97 101 97 109 91 
1925 123 89 (IOO~ 94 118 87 109 105 121 88 
1926 127 58 ~278 99 132 83 139 107 • 128 88 
1927 126 76 269 Hz IZS 97 ISS 122 131 87 
1928 133 74 259) 103 127 102 164 133 80 

-
Sourc:-e: Data of Table III are converted into simple arithmetic mean index numbers. 
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In order that the rates of change may be compared for 
these various countries, index numbers of the absolute 
amounts in Table III have been given in Table IV. 

When Tables II and IV are compared it can be readily 
seen that in most of the countries considered the burden of 
debt appears to have been increased by changes in the price 
level since 1923. The United Kingdom, Italy, India and 
Japan seem to have been particularly affected by price 
changes. In Italy and the United Kingdom the gains noted 
in Table II seem to have been effaced by falling prices. The 
influence of stabilization is particularly marked in the case 
of Italy. 

Thus one very important fact stands out. The decline of 
prices since the war would seem to have robbed the countries 
of the world of any decrease in debt burden they might have 
achieved by the actual reductions in the nominal amounts of 
debt. There has even been an increase in the apparent bur
den of the debt much more than necessary to counteract the 
decnase in nominal debt in such countries as the United 
Kingdom and Italy. The United States stands alone as the 
only country studied in which falling prices could not equal 
the rapid decrease in the nominal amount of the debt. 

The use of figures of total debt are insufficient as measures 
of the debt and should be supplemented by figures of the debt 
per capita. The debt per capita by years is given below in 
Table V. This table presents a number of interesting facts. 
In Czechoslovakia the debt per capita has not risen since 
1923 so rapidly as the total debt, showing a tendency for 
the growing population to offset the burden of debt. (See 
Table II). In France there bas been a tendency for the debt 
per capita to fall since 1925, but there population increase 
bas not accelerated this fall as in Czechoslovakia. In Ger
many, however, population increase prevented the burden 
of debt from rising so high as would be indicated by the 



TABLE V 

NATIONAL DBBTS PER CAPITA IN NATIONAL MONBY 

Czecho. United Switzer. United 
slovakia France Germany Kingdom India Italy Japan Spain land States 
(crowns) (francs) (marks) (pounds) (rupees) (lire) (yen) (pesetas) (francs) (dollars) 

--- --- ,-. --- ----- --- ---
1912 · . 502.9 451 
1913 812 
1914 . . 989 22·5· 440 48 12 
1915 1,567 · 11.83 1916 · 2,245 11.96 
1917 . · 3,261 · 28·57 1918 4,409 · . II 5.65 1919 . 6,457 240.09 1920 . .. 8,323 168 .... 48 . 228·33 1921 988.46 8,386 161 55 221.82 1922 1,386.05 8.985 175 2,387 60 706·9 209.25 1923 . 1,600.89 10,497 173 35·5 2,425 63 711.9 1,195 200.86 
1924 1,758.34 10,689 38.3 170 36.9 2,341 69 775·5 1,210 188·59 1925 1,880.65 12,480 44.1 168 38.6 2,254 70 783.7 1,221 179.80 1926 1,947·34 12,147 123. 2 167 29.0 2,299 79 788.7 1,182 170.04 i927 1.922.09 11,699 

I 
126.1 166 39·3 2,105 81 804·8 1,225 158•28 1928 1,949·64 11,447 122·3 165 39·9 2,152 83 1,229 148.73 1929 •• 137·7 

I 141.34 

* United States, 1930: 131.42. 

Source: The debt figures were secured from sources given in Table I. The popUlation figures for the Unit~d States are 
those of the Censru; for the United Kingdom, the Stalislieal Ta6/tl 1928-29 prepared by the Board of Trade; and for 
France and Switzerland, the League of Nations estimates. All other per capita debt figures were taken from the M",.tI. 

"a,,,ium tin PrJ/ie Finantt, 1926-28. 

CN 
00 
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nominal debt figures. In the United Kingdom the debt per 
capita has fallen continuously since 1924, but it has not 
reached the point to which it had fallen in 1921. Here also 
the growth of population has been of assistance, but only to a 
slight extent. In India the growth of population has kept the 
debt per capita virtua11y the same since 1923 and has greatly 
offset the rise in nominal debt. In Italy the debt per capita 
has fallen steadily since 1923 except for the year 1928. Here 
also the fall has been more rapid than that of the nominal 
amount of the debt, showing some assistance from growing 
population. The same conclusions may be derived from the 
figures for the United States. The United States has had 
its per capita burden of debt reduced more than any of the 
countries studied. Of the nine countries, the United King
dom has the highest debt per capita. Their respective debts 
converted into dollars for 1928 are given below.lI 

United Kingdom ••.••..•••••••.. $8n.90 
France •••••••.....•........•..• 448.72 
Switzerland ••••••. -............. 237.20 
United States ••••••••••••••••••. 148.73 
Italy.. . . • . . . . . . . . . . . . . . . . . . . . . . 113.20 
Czechoslovakia................. 57.68 
Japan .......................... 40-92 
India •• . • • • • • . • • • . • • • • . • . • . • • • • • 10.59 

The floating debt constitutes a greater potential burden 
than the funded debt because of the greater danger to sol
vency involved in its earlier maturity. A large floating debt 
is frequently considered in both private and public finance as 
an indication of an unhealthy state of affairs and a nation 
usually removes the floating debt as rapidly as possible. The 
proportion of the floating to the total domestic debt may thus 
be considered as one measure of burden. Such measures 
have been computed and are presented in Table VI. 

II The ntel of exchange used were par for each of these countries on 
NOftIIIm 30. 1931. 



TABLE VI 

FLoATING DEBT EXPRltSSED AS PERCENTAGE OF THE TOTAL DOMESTIC DEBT 

(Floating is defined for the United Kingdom, the United Statel and France al all debt with a maturity of one year or less. 
For the other countries the figures of the Mtmorandum on Pub/ie .Finantt of the League of Nations had to be accepted. 
The debt i. that of national governments.) 

Czecho· United 
Roumania I. Spain 

Switzer· United slovakia France Germany Kingdom India Italy Japan land States 
--- --- --- --- -- -- --- ,,<-

1912. . . 2 1913. · 4· 4· 1914. 18. 2. 18. '6. 
1915. 20. 9· 1916. 27· 27· · 3· 1917 • 34· . · · II. 1918. · 32• II. · . 14· 1919. 44· . 20. . . 14· 1920. . · 39· 17· . · · . 18. 1921 • 57·7 38• 18. ., · 17· 1922 • 47· 37. IS· 39· 23· 19. 1923. 42.2 33· 11. 28. 37· · · 41. 24· 6. 6. 1924· 34.1 32• 26. 12. 26. 34· · 43· 31. 2. 9· 1925. 27.6 33· 22. 10. 26. 30. 2. 33· I. 9· 1925-26 30. 4· 1926. 19·5 32• 2·4 13· 28. · · 2. 33· 2. II. 1926-27 28. 2S· 6. 
1927 16·4 26. 2·5 11. 2. I. 2. 17· 1927-28 30. I. 4· 1928. . 13.8 IS· 3·4 11 • 14· 1929. 13.0 . · 4· 9· 

Source: The figures are computed from debt figurel obtained from the same lources as thole of Table I. 



TABLE VII 

TMI PuUlCTo\Ol THAT ElITlaNAL DIn II TO lMI TOTAL NATIONAL Din 
-

Cacho. United Swiller. 
IIcmakia Franc. Germany Kinllrtom I,aly India Japan Spain land 

--- --- --- --- --- --- --- --- ---
19UI. · · 10·3 
1913 · · · · · 1914· · · · · · · · I- 67. 59· 
1911' · · · · · · · 4· 
191 . · 9-
1911 . · 16. 
191 · · 16. 
1919· · · · . a6. 
19:&0 • · · · 31- 17· 46. 
1921 • · a6.6 as· 16. 4i' 192:1. · · · · al.o a7· IS· 3 • 6.0 
1923. · · 16·4 33· .14 . 46• 31' 5-3 5.8 
1924 . · · 17·3 33. IS· 47· 3 • 504 5·8 
1925. · · 19-6 4a. 3-3 14. 47. 34· 5·3 5. 8 
1925-a6 · · · · · I. a9· 1926. · · · · · 18.6 41. 13.0 14· 47· 5·1 5·8 1926-:17 · · I- 46• a8. 
'9:17. · · · · · 18.3 37· 11·4 14· 5·0 58 
19:17-:&8 · · · · a. 46. a6. 
1938. · · IS 0 38• la·7 14· 5·8 
1929. · · 9· 

5nllrce: ~:e nnle 'or T"ble VI. 
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In the United Kingdom the floating debt arising from the 
war was steadily reduced until 1924, from which date very 
little. progress was made. Czechoslovakia emerged from the 
war with more floating than funded debt and yet shows con
sistent progress in its reduction. A steady reduction has 
also taken place in France. Germany's floating debt shows 
the effects of the recent financial difficulties by its rise in 
1929. India has made no progress with her floating debt; 
Italy and Roumania, Switzerland and Spain had made great 
progress up to 1927. The United States presents a totally 
different picture from the other countries. The policy of 
reduction adopted in 1921 was abandoned in 1924, 1925, 
1926 and 1927. The proportion of the floating to the total 
domestic debt was higher in 1930 than it had been in 1923. 

The external d~bt has also been singled out as a special 
source of burden. The 'proportion that this bears to the 
total debt may therefore also serve as a special measure of 
debt burden. The results of such calculations are given 
above in Table VII. ,It can be seen from these figures that 
Czechoslovakia, Germany, the United Kingdom, Japan and 
Spain have made steady progress in the reduction of their 
external debt. In France the external debt became of in
creasing importance after 1922 as a factor in the total debt 
situation. In India, Spain and Switzerland the proportion 
of external to total debt has remained constant. A striking 
difference is shown in various countries in the part played 
by foreign debt. In France, India and Japan the foreign 
debt is more important than the domestic. 

It is still probably true, as will be demonstrated by the 
chapters on the effects of debt retirement, that a comparison 
between the national income and the debt per capita would be 
very useful as a measure of debt burden. It will be remem
bered that this was Bastable's belief. Because of the in
adequate statistics. such a comparison can be accomplished 



TABLE VIII 

TOTAL PVllLJC DDT SUVlCS ExruSSID AI PDCSNTAGI or TOTAL NATIONAL EXPINDITl1aJtS 

1910 

-
Caechoalo".ki ••• 
FrlUlce. 
German, •.•. 
United Kingdom. 
Hung.., ••. 
India •• 

19·0 

Ilal,. .. . !:PIUl. , 
oumaai. 

Spain . 
Switzerland, 
United Stalea •. 36.0' 
Yugollavia. 

1 Budget estimates. 

• Fiscal years. 

I 1911 

14·0 

Source: See note for Table VI. 

1911 191] 1914 

.1.6 
I 

19·0 35·0 41.0 
14.0' 

49.0' 39.0' 40.'0' 
4·0 

1915 1916 1927 1925 

17·9 17.0 IS.7 15·5 
41.0' 44.01 33.0' 

3·S I.' 3-S 4-S 
44·0 43 0 44.0 45·0 
14.0' 11.0' u.o' 

16.0' 15.0' 11.0' 
16.0' 19.0' 34-0' 15.0' 
14-0' 14.0' 16.0' 17.0' 
IS.O IS.O IS.O 15·0 
n.o' 18.0 14·0 
66.0 69.0 68.0 64.0 

'54·0' 40,0' 47.0' ]6.0' 
7·0' 7·0' 11.0' 

1929 

31•0' 
5·5 

67.0 
14.0' 
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only for a few countries. Except for the estimate of debt 
per capita the only way to avoid the use of the concept of 
wealth and income is through an estimation of the proportion 
of the debt service to the total national expenditure. The 
results of such a measurement are given in Table VIII. 

From this table it can be seen that in all countries of the 
world except Germany and Yugoslavia the debt service (in
terest and debt retirement) is more than ten per cent of the 
total ordinary expenditures. In the United States, until 
1929, the expenditures on the public debt were from· 40 
to 50 per cent of the total ordinary expenditures. In Swit
zerland the debt service was on the average over 65 per cent 
of these expenditures. No consistent tendencies toward a 
decline can be observed in these countries taken as a whole. 
In 1928 the four countries having the highest burden 
measured in this way were, in order of the burden, Switzer
land, the United Kingdom, the United States and Italy. 
Next in order are India, Spain, Japan, Czechoslovakia, 
Hungary, Yugoslavia and Germany. 

The way in which debt holdings are distributed is an im
portant factor in the burden of debt.lI Recognizing this 
fact, some economists have attempted to devise measures of 
burden based on the nature of this distribution. Prominent 
among these are Dalton and Pigou, whose measures will be 
discussed in Chapter VIII. Since all reasoning from debt 
facts about the distribution changes in the funds that pay the 
debt service depends fundamentally upon the presence of 
direct taxation, it is desirable to estimate at this point the 
degree to which taxation is direct. The available informa
tion about the countries studied is given below in Table IX. 

These various countries may be listed in the following 
order in accordance with the approximate degree to which 

11 The nature of debt burden that arises from the distribution of the 
holdings will be discussed in Olapter VIII. 



TABLE IX 

DlUC'f TAXII EXPRUSED AI PUCENTAGI or TOTAl. RlaJPTS or NATIONAl. GovuNUINTS 

1930 1911 1911 19'3 19'4 19'5 1916 19'7 1918 1939 

Cuchoalovaki ••• 10.8 "·5 30•1 lB.' 16.1 
Grrmlny. 36•0 31.0 33.0 36.0 37·0 37.0 
Unlled Kinldom. .6.0 17·0 35·0 41.0 31•0 34.0 31.0 19·0 '9·0 18.0 
Hunll" • . 10.0' 18.0' IB.o' ... 0' 
India •• IS·O' 17.0' 18.0' 
Iialy •• 19.0' 19.0' 19.0' 11.0' 
l:paa ... 14.0' 11.0' 10.0' ... 0' 

oumanla 18.0 17·0 .0.0 10.0 
Spain. . 31•0' 31.0 30.4 
SwllRrland. 7·0 '3.0 8.4 S·I 90S 
United Sialel 58.0' 57.0' 49-0' 43.0' 47·0' 48.0' 51•0' $4.0' $4.0' $B.o' 
Yu&o.Javia ••• 3.0' 10.0' 18.0' 18.0' 

... -
1 Fi.cal yeu •• 
Source: See note for Table VI. 
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their receipts are obtained from direct taxes: the United 
States, Germany, the United Kingdom, Spain, Italy, 
Czechoslovakia, Japan, Roumania, Hungary, Yugoslavia and 
Switzerland. With the exception of Hungary and the 
United Kingdom the proportion of the receipts obtained by 
direct taxes has tended to increase. Thus at least one 
possible cause of the burdens of debt that arise out of the 
distribution of its holdings, i. e. indirect taxation, is appar
ently decreasing in importance. 

Perhaps the best measures ,of debt burden are the propor
tions maintained between national income and the debt ser
vice and between national wealth and the debt principal. 
Estimates of these proportions by consecutive years are im
possible for most countries at the present time because no 
satisfactory statistics of income are available. The work of 
Stamp and Bowley for England, of King for the United 
States, of Gini for Italy and of Colson, Pupin and others 
for France makes it possible to estimate roughly the 
amount of income and wealth before and after the World 
War. Dr. Corrado Gini has employed various estimates of 
income and wealth to secure comparative statistics for the 
years 1914 and 1925. The following figures are given for 
four nations.u 

Country 

Italy (lire) . • .. 
France (francs) ••• 
United Kingdom (pounds) 
United States (dollars) •• 

TABLE X 
(IN BILLIONS) 

Middle of 1914 

Wealtb Income 

III 19-20 
300 37-38 

14 2.2S 
200 33 

Middle of 1925 

Wealtb Income 

Sso 100 
1,000 ISO 

24·S 3·94 
380 70 

16 Gini, A Comparison of the Wealth and National Income of Several 
Important Nations before and after the Wa,., p. 36. Rome, Provveditorato 
Generale Della Stato Libreria, 1925. 
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If one employs the figures given above, reduced to a pre
war price level (1913d4). to obtain ratios between wealth 
and debt principal and between income and total debt service, 
the results are as follows: 

TABLE XI 

Pen:eatage that debt Percentage tbat debt 
principal q of wealth service is of income 
based on • pre·war based 00 • pre ...... 

Country price level price level 

1914 1925 i9i 4 1925 

ItalJ· . .... . 14·11 16·5 3·63 6·S3 
France * 13-11 50 .5 11.61 9.86 
Uoited Kingdom. • S·o 33·6 1.00 7.98 
United Stata . .. ·59 5·4 .07 1.64 

• Figura for debt service in 1925 are budget estimates. 
Source: Inc:ome figures are those of Gini given in Table X. The 

mti.tica on the debt service and debt principal were taken from the 
MefllDf"tJfUl"". Off Public FifllJflCe of the League of NationS, the FifllJfIC' 
Awn".', of Great Britain, the R,poru of 'he Sec,.etary of ,he T,.,IISU,.", 
the A"",uoi,.. Sta,i,s'iqw, Haig, Public Fi_es of Post-wa,. F,./JfIC" etc. 
The prices used were the wholesale prices given in the M efftOf'Ylfld"". 011 

Public FifllJflCe. The price indices for 1925" were: Italy, SS4 (Bachi 
index); France, SSG (Olfic:ia1); United Kingdom, 167 (Statist Index); 
United States, 152 (Bureau of Labor Statistics). The method of intro
ducing price changes is that used in Table III. 

The percentages computed in the table. above show that 
France now has the greatest burden of debt in terms of 
wealth and' income. The percentage that the debt principal 
is of wealth in 1925 would indicate that the former was half 
of the national wealth. In the United States the percentage 
that the debt principal is of wealth was only .59 in 1914 and 
5.4 in 1925, very small figures relative to those of the three 
other nations. I f one does not introduce price changes one 
finds that in 1920 the debt service was 2.1 per cent of the 
total realized income for the United States. 
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Progress in the reduction of the debt burden of the United 
States is shown by the fact that in 1925 the debt service was 
only 1.64 per cent of the total income on the basis of pre-war 
prices and in 1928 was only 1.23. But it is also true that the 
rise in the national income has tended to hasten the reduction 
of the burden of debt. Thus between 1920 and 1928 the 
nominal amount of the debt of the United States had fallen 
twenty-eight per cent. If the burden of debt is to be 
measured in terms of income alone, then the burden had 
fallen over forty per cent as a result of the large post-war 
growth of income. 

Statistics of national income for Germany indicate that 
the total national debt service was .5 per cent of the total 
national income in 1925, .16 per cent in 1926, .7 per cent in 
1927, and.9 per cent in 1928. The income 'figures used are 
those given in the Statistisches lahrbuch fur das Deutsche 
Reich (1931) based on the price level in 1928. ,Regardless 
of the differences in the nature of the income estimates used, 
the American figures indicate a heavier burden of domestic 
debt. 

Such comparisons are impossible for many countries 
because of the lack of adequate statistics of income. Sir 
Walter Layton has estimated the proportion of the national 
income taken by taxation, a similar measure, in the United 
Kingdom and France.15 The respective figures for these 

. two nations were 22 per cent and 14 per cent. Reference to 
Table VIII will show that in 1924 the service of the public 
debt in the United Kingdom was 41 per cent Of the total 
ordinary expenditures. It is apparent from this fact that 
the service of the debt was in the neighborhood of nine per 
cent of the total income. At any rate the debt service con
stitutes a much greater burden in England than in the United 
States. Layton has also estimated the proportion of tax 

15 Economist, August 2, 1924-
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receipts 10 the total income in the post-Napoleonic period in 
England (1818). His figure for this period is 14.5 per cent. 

(b) Indirect Measures 

Earlier in this chapter it was stated that there were two 
types of measures of debt burden, direct and indirect. The 
most promising examples of the former have been consid
ered. We turn now to measure the burden of debt indirectly. 
This consists in measuring the effects of the debt rather than 
in measuring the proportion of the debt capital or the debt 
service to some other factor closely related to the debt. The 
indirect measures are suggested by theories of the effects of 
the debt, and an estimate of their value and place in debt 
statistics can only be made after the theories of the effects of 
debt burdens are more clearly understood. Two such in
direct measures have been suggested, changes in the standard 
of living and changes in the volume of savings. 

Evidence based on the figures of the Ministry of Labour 
on the standard of living was presented to the Colwyn 
Committee in support of the theory that the burden of 
English debt was excessive. The inference from the figures 
presented was that ". . . on the average, the total resources 
of the wage-earning class do not differ much from the pre
war level." II Thus an index of real wages shows them to 
be at 100 in August, 1914, and 99 in August, 1925.17 If it 
were normal to expect a rise in real wages in a decade, 
then the presence of some retarding factor must be admitted. 
Whether this factor is the burden of debt it would be very 
difficult to determine. In the United States real wages rose 
during this post-war decade.18 This increase, in view of the 

II Colwytl Report, p. u. 
If Ibid., p. 7. 
II See Ret"" Et_it CluJrlges, vol. i, p. 76 and Douglas, P. H., 

RraJ Wagu. 
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fact that in the period from 1900 to 1913 real wages were 
declining,t8 gives some evidence that the national debt was 
not a burden to the extent of causing a lower standard of 
living. It should be obvious, however, that such a measure 
as the standard of living is at best of little value. 

Another measure suggested by the witnesses before the 
Colwyn Committee was the volume of saving. At least three 
statisticians, Bowley, Coates and Layton, believed that saving 
had declined since the war. Pre-war savings were estimated 
at £350,000,000 to £400,000,000. Coates estimated that in 
1924 they were £500,000,000. The items included in this 
estimate were as follows: 20 

Internal new issues for illVestment in the United Kingdom •• £8g million 
Internal new issues for investment abroad ••.•.•.........•• 135 .. 
Addition to national savings certificates ••......•.•.••••..•. 3 
Increase of Treasury holdings of bonds tendered in payment 

of death duties ....................................................................... 9 " 
IlIVestments sold by the banks ..•.•..................•...• 35 
New houses ................................................................................... 3S •• 
Undistributed profits of corporations and private businesses.. 194 

The higher level of prices, it was estimated, made this 
£500,000,000 really represent an actual decline in real savings 
by £150,000,000 or £200,000,000 since 1913. Layton be
lieved that the desire to increase the standard of living has 
slightly reduced the amount of saving.21 Thus some forces 
have been at work to reduce the volume of savings in England 
and these may have included the possible depressive effect 
of the debt. 

In the United States there is no available composite index 
of the whole volume of saving. If, however, savings and 
time deposits, life insurance and building and loan association 

18 W. I. King, Wealth and Income of the People of the United States, 
p. 168, 1915 edition. 

20 Colwyn Report, pp. 16-30. 
n Colu'lln Reporl, pp. 168-78. 
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assets be taken into account some picture of the tendencies 
in saving as a whole can be constructed. In terms of 1913 
dollars the rate of increase in savings and time deposits was 
greatly reduced in 1910 and savings in this form began 
actually to decline in 1915. This decline was halted in 1918 
and in 1920 these deposits increased again, but at a much 
more rapid rate than that of the years 1900 to 1906, which 
has the appearance of the sort of trend line that should be 
fitted to the savings for the pre-war years. This rapid in
crease falls off between 1921 and 1923, when a rate of in
crease similar to that maintained in the years 1900-1906 was 
established. It Life insurance assets present much the same 
history except that their decline in 1913 dollars is much 
greater than the decline of the deposits and the rate of 
increase was by 1927 still more rapid than the rate in the 
)'ears 1900 to 1913. It would appear from these facts that 
the debt did not retard the growth of savings. But the 
proper interpretation of these changes in saving may lead to 
an entirely different conclusion, according to one's theory of 
t!ebt burden and the effects of debt retirement. It becomes 
of the utmost importance to reexamine the theories of debt 
burden and retirement in order to determine, if possible, how 
these facts should be related to the debt. If, for example, the 
retirement of debt should increase the volume of saving, 
then it would seem that the data on savings indicate that 
debt retirement is having its proper effect. Questions of 
amount may enter also. I f debt retirement should increase 
saving, how rapidly should it do this? It may be that 
the data on saving indicate an insufficient acceleration. 
It is easy to see that none of the measures, either direct or 
indirect, has much meaning except in so far as the one who 
uses them holds a certain theory of debt burden. The task 
in the subsequent pages will therefore be, in part, the analysis 

n R""., EctnlDfflic CNmfl'l, voL ii, p. 673. 
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of the various theoties of burden in order to show how they 
may affect the interpretation put upon the objective facts. 
The ultimate object is, of course, not merely to throw some 
light upon the meaning of the f!lets related to the public debt, 
but to add to the theory of debt retirement. To attain this 
object it is necessary to examine what has been accomplished 
to alleviate the burden of debt in recent years through retire
ment, conversion and debt manageme~t. 

In Tables I to IV we have noted the amount of debt retire
ment that has been achieved in several important countries 
and what presumably becomes of that achievement in terms 
of burden when price changes are taken into account. If 
the influence of price is ignored, Italy, France, the United 
States and the United Kingdom have made some progress in 
debt reduction since 1925. Germany has retired some of 
her debts and the great increase in her debt arises largely 
from the revaluation of old debt. 

The total debt of France, as can be seen in Table XII, has 
declined in recent years from 284,464,000,000 francs to 
259,084,000,000. The debt was considerably reduced in 
1928 and 1929. In 1929 the Caisse Autonome 28 turned 
to the retirement of rentes rather than short-term debt. 
The total repayments of 'Tentes from October I, 1926, to 
December 31,1929 was 8,297,000,000 francs. 5,618,992,800 
francs were purchased in 1929. The reduction of the float
ing debt is particularly marked in the years 1927 to 1930. 
Table XII presents these facts. 24 

In Germany financial conditions were decidedly abnormal 
from 1919 to 1923. No progress was made in the reduction 
of the debt. In Table XIII the changes in the funded debt 
of the Reich are given, in Table XIV the changes in the 
floating debt. 

28 The work of the Caisse ~ discussed in Chapters III and IV. 
24 Revue de Science el de Legislation Financieres, 1930, p. 7CY7. Politi

cal debts to foreign countries not included. 
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TABLE XII 

NATIONAL DEBT.OF FRANCE, 1927-1930 

(millions of francs) 

Dec. 31. Dec. 31. Dec. 31. 
1927 1928 1929 

Domeotic Debt 
Perpetaal Debt . . .. 101.682 101.788 98•117 
Redeemable Debt 
Short-term and latenaedi· 

77.206 104.466 1°7.138 

ate Debt .• 25.885 22.077 :12, 176 
FloatiDc Debt • ... 79.691 44.S6S 37.647 

Total. . ... 284.464 272.896 26S.078 

FOmeD Commercial Debt . 17.739 17.S04 6.881 

TABLE XIII 

May 31. 
.93° 

96.SsS 
106.236 

22.175 
33.818 

2S9.084 

S;342 

FVJfDED DEBT OJ' THE REICH BEFOItI! AND AF'rEIl THE W /111. 

Total 
Interest. 

End of Loan. Preminm bearing 
March of the Reich lou masal'}' Millioas of Mi1lioas of 

bills paper marks gold marks 

1913 
Mi1lions of paper marks 

4.58S.8 2zo.0 4.SoS.8 4.80S·8 
1914 . · 4.697·9 :lzo.o 4.917.9 4.917.9 
.915 8.176.9 1.:110.0 9.496.9 8.240.3 
1916 · :&8.199.0 1.936 •• 30.:135.1 23.089·0 
1917 45.581.8 4.716.3 So. 299. I 34.089.0 
.918 · 64.121.6 7.792.8 7 •• 915.4 S8.S15·4 
.919 So.988.] 110408.1 92 .396.4 33.745·9 
1920 78.723·a 3.627.5 10.679-7 93.03°.4 5.424·2 
1921 69.341·3 3.629.0 90 189.7 82.160.0 5.523.0 
192:1 55.131'1 3.507.7 7.028.5 65.667.7 903.8 
192] 49,127· 3.880.0 6.S6S·6 59.573·4 11.92 
192J- . · 50,126.0 3.1180.0 6",82.0 60.4880 0.001 

• September 30. 1923-

5oun:Ie: E.r,eulitnt of IIv Es~ PIG". Gn'fNJ"YI Eeofl()my. CIlf7'I..ey 
IIftII C,.,tlit. p. 39-
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TABLE XIV 

FLoATING DEBT OF THE ~CH 1920-23 (DISCOUNTED TREASURY BILLS) 

Total in Milliards of Marks 

Month 1920 1921 '922 1923 

March. 166·3 271:9 6,601.1 
September •• 138.2 210·4 45°·9 46.716,61 
October. . 140.5 21 7.8 603.6 6,907,511 , 1°3 
Novemher. 147·5 226·5 838.9 96,874,330,25 
December. 152.7 246.9 1,494-9 1,232,679,853 

6 

° 

With the Reichsbank 

Month 1920 19ZI 1922 1923 

End of March •• 64·5 146.5 4,552•0 
September •• 49.6 98.4 349.8 45,216,224 
October •. 48.6 98.7 477·7 6,578,650,939 
November .• 51·4 114.0 672•2 96,874,330,250 
December •• 57.6 132.3 1,184·5 

Held by the Public 

Month 1920 1921 1922 1923 

End of March •• 101.8 125.4 2,049·1 
September •• 88.6 112.0 101.1 1,500,392 
October . 91·9 119·1 125.9 328,860,164 
November. 96.1 112·5 166·7 
December. 95·1 114-6 310.5 1,232,679,853 

Source: Execution of the Experts' Plan, Germany's Economy, CU"tHCY 
and Credit, p. 29. 

After the adoption of the Dawes plan Germany incurred 
new debts, among which were debts to the Reichsbank and 
the German External Loan, and regular payments were made 
to retire these debts. For example, in the last half of 1926, 
45 million marks were advanced for the service of the Ger-
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man External Loan. In the year 1928-29, 412 million 
marks (gross) of debt were retired. In the year 1929-30 
the amount of the service of the Gentian External Loan was 
S9,068,ooo marks. During these years, 1924 to 1929, pay
ments of reparations, which resemble the payment of a debt, 
were being made. 

III. SUMMARY 

In the preceding pages the amount and character of the 
burdens of debt that arose out of the World War have been 
set forth and the changes in these burdens outlined. These 
data represent complex influences. If they are to have any 
meaning for public purposes, it will be as the result of some 
kind of theoretical interpretation of them. This theory in
volves the numerous questions raised in the first chapter and 
any further use of the data depends upon a much more 
thorough analysis of these questions. The task is, however, 
as was pointed out, not solely the analysis of debt burdens, 
but the analysis of the methods of retirement in relation to 
these burdens. The latter problem requires a preliminary 
study of the facts relating to the methods of debt retirement 
and management employed by the leading world powers since 
the war. This is the work of the next two chapters. 



CHAPTER III 

RECENT MANAGEMENT OF NATIONAL DEBTS 

IN the process of the general increase of debt, due to the 
World War, many new relationships among debt factors 
have developed. In addition, certain practices in debt man
agement have appeared as a direct consequence of the budget 
difficulties experienced under the great weight of the debt 
charges. Thus, taxes are paid in part with government 
securities in the United States and England, the forced loan 
has appeared as a possihility in Italy, France and Norway, 
as a threat in Australia and New Zealand, and as an actuality 
in Germany and Holland. There has been a liberal use of 
premiums in both conversion and the issue of new loans in 
England and France. The capital levy came into operation 
in Germany and was seriously considered in many countries; 
France and Belgium made liberal use of " emprunts a lot"; 
real guarantees were developed in the case of external loans 
such as the post-war Austrian loan; and the excessively lib
eral tax exemption has become an important fiscal problem. 

I. CHANGES IN THE FORMS OF DEBT 

(a) Forced Loans 
Of these measures the forced loan, the capital levy and tax 

exemption aroused the greatest popular interest. As early 
as September, 1917, Premier Ward gave a public warning 
in New Zealand that if subscriptions for an impending loan 
were not great enough, a forced loan would be necessary. 
The threat proved very stimulating and the success in that 
country led to the same tactics in Australia, where the com-
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monwealth treasurer introduced a law which would allow the 
use of the forced loan under similar circumstances.' 

In Germany conditions were sufficiently critical to induce 
the government actually to attempt such a loan. In N ovem
ber, 1918, Germany was confronted with a consolidated debt 
of ¢ billion marks, a floating debt of 45 billion marks and a 
fiduciary circulation of 27 billion marks. Lottery loans in
troduced in November, 1919, failed to yield sufficient returns 
and the forced loan was proposed as the next alternative. 
Hagenberg suggested a special body, to be known as .the 
V ermogenanstalt,· to convert the floating and consolidated 
debt into the titles of the forced loan. According to Jeze, 
the wealthy class in Germany preferred the forced loan to the 
capital1evy because as tax payers they would receive titles to 
some possible future income. In the period immediately 
after the war, however, the forced loan was not adopted, 
although the proposal was renewed. Finally, in January, 
1922, Chancellor Wirth announced his intention of establish
ing a forced loan of one billion marks. After having met 
with considerable opposition, the measure was adopted July 
20, 1922. Previously, on January 30, 1920, Holland had 
introduced a similar loan for the purpose of forcing Dutch 
capitalists to accept less than the market rate of interest in 
order that a part of the floating debt, amounting to 574 
million florins, might be consolidated. The loan was issued 
at 5 per cent and levied upon those who paid tax on more 
than 25,000 florins of capita!.8 

The German loan was similar to this Dutch loan. Since it 
is probably the most important loan of its kind issued during 
post-war years it is desirable to mention some of its major 

I RftIW tk Srincc, " tk Ugulatiort Fi_wel, 1922 (leu) . 
• Translated, .. W calth Institution. JJ 

8 RftIW til SC;'AU " d, Ugislatw" Fi_ie,.es, 1922 (We1lhoff). 
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provisions at this point. The German forced loan (Zwangs
anleihe) was offered to the public at subscriptions rising 
from 94 on the original date of issue, July, 1922, 'to 100 in 
Novem:ber, 1922, and finally to 206 in March, 1923. It was 
to be paid for: In paper marks. The interest was 4' per cent 
from November I, 1925, to October 31, 1930, and 5 per cent 
from that date onward. Repayment was to be made at par 
from November 1,1925, through purchases at the Bourse for 
a sinking fund. All physical and legal persons, associations 
and "masses of goods" (V ermogensmassen) which were 
eligible to pay taxes on wealth from January I, 1923, were 
O'bliged to subscribe. Some exemptions, however, were 
allowed. All those with fortunes of less than 100,000 

marks and those with less than 1,000,000. marks capital 
whose income was principally composed of interest or divi
dends on this capital were not required to subscribe. The 
rates for those not exempt were.I per cent on the first 100,000 

marks, 2 per cent on the next 150,000, 4 per cent on the next 
250,000, 6 per cent on the next 250,000, 8 per cent on the 
next 250,000, and 10 per cent on capital in excess of 1,000,-

000 marks. In spite of the effort devoted to the measure 
and the long period for which it was discussed, it proved a 
failure according to Jeze, for by November 20, 1922, it had 
yielded only 2,810 million paper marks. One has only to 
refer to the mounting expenses of the Reich to see that this 
was but a small fraction of its needs. 

In France, Italy and Norway the forced loan was also agi
tated, but without resulting in actual adoption. The move
ment for the measure was relatively strong in Italy. When 
Nitti, as premier, expressed his intention on July 9, 1919, 

of imposing a capital levy to reduce the national debt, there 
was much opposition and a commission to study the project 
was set up under the finance minister, Tedesco.' Even as 

'Rewe de Science It de Legislation FinanciJres, I!)22, p. 141 (Jeze). 
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early as December 12, 1918, Rolando Ricci had proposed in 
the Senate that Italy levy such a tax to the amount of 50 
billion lire. The commission, however, proposed a forced 
loan instead of a capital levy, at I~ per cent interest and pay
able in 60 to 100 years. Some members of the commission 
had favored a combination of a capital levy and a forced loan 
for the purpose of converting the war loans to a lower rate 
of interest, but those favoring the loan prevailed. 

The government, acting on the advice of the commission, 
attempted to establish a forced loan, but popular sentiment 
was against it as the result of an adverse newspaper cam
paign, and the project was temporarily abandoned.' The 
government had to resort then to paper money, but another 
commission was selected, which again reported in favor of a 
forced loan, this time with an interest rate of one per cent 
and a term of 70 years, the whole measure to be coupled with 
a tax on accretions of capital value. In the face of another 
campaign against the measure by the press the government 
decided to await the general elections of November 16, 1919. 
Although the Socialists were victorious in the election the 
opposition to the measure had been so strong as to cause the 
adoption of a voluntary loan, a tax on war riches and a heavy 
inheritance tax instead. Nitti had thus yielded again to the 
pressure of public opinion. 

In France there was little interest in the forced loan pro
posal immediately after the war. The capital levy attracted 
much greater attention. In March, 1922, when the interest 
in the forced loan measure was at its highest, ]eze says that 
there was not a majority favorable to it! The forced loan 
was again agitated, however, in 1928 for the purpose of 
effecting consolidation. A forced consolidation loan was 
proposed by the Socialists and the measure was ardently 

~ Ibid., p. 142. 

eRftfW rk Scimu d de LlgillaliorJ FifI(JrJcieres, I9n (Jeze). 
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supported by Leon Blum. In Norway a forced loan was 
proposed in 1921 to pay the debts that certain large Nor
wegian banks had contracted and were unable at the time to 
liquidate, but here, as in Italy, the project was finally 
abandoned. 

Professor ]eze, who has given this whole subject the most 
study, has come to the conclusion that a forced loan tends 
to disorganize production and inflict uriequal burdens because 
of the difficulties involved in valuing the capital or incomes 
upon which it is based. It is likely to succeed only when 
the financial and not the general economic conditions of the 
country are very bad, not when both are bad, as was the case 
in. Germany. 

(b) The Capital Levy 
An interest in the capital levy was another direct con

sequence of the weight of national debts in the post-war 
period. It was the debt which led to agitation for a capital 
levy in England after both the Napoleonic and World Wars. 
In Italy the government was outspoken in attributing its 
support of the capital levy to the large size of the national 
debt. Since the subject has received much treatment else
where it is not proposed to discuss it here.' But in most 
continental countries where the capital levy was proposed, the 
measures were closely associated with those for forced loans. 
This may be illustrated by the experience of Germany with 
the Reichsnotopfer. This tax, which was voted December 
31, 1919, was levied on physical and legal persons. It 
applied not only to resident Germans but also to those domi
ciled abroad, and t9 foreigners living in Germany. The 
property levied upon was classified into Grundvermogen 
(land and natural resources), Betriebsvermogen (capital and 
trade property consisting of machines, vehicles, etc., serving 

'For a brief summary of the history see Comstock, Taxation in tM 
Modern State, chapter xv. 
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in the conduct of various kinds of industry, and circulating 
capital and goods held for sale) and Kapitalvermogen (all 
sorts of rentes, titles, credits, patent rights). Certain forms 
of personal property, however, were not assessed and certain 
types of debts might be deducted. Capital value was deter
mined through estimates based on sales information. Thus 
a .. pecuniary or current value" was used. Further deduc
tions were also made possible according to the number of 
dependents in much the same way as under the United States 
income tax system. There were also deductions for those 
who had reached a certain age. Those forty to sixty years 
old whose property did not exceed 150,000 marks received a 
25 per cent deduction on the first 50,000 marks and a 20 per 
cent deduction on the next 50,000 marks. The rates were 
I2 per cent on 50,000 marks, 15 per cent on 100,000 marks, 
rising to 65 per cent on sums over 2,000,000 marks. An 
important feature of the law was that payments could be 
made either immediately or in graduated annuities from 
twenty-seven to forty-six years in duration.· 

M. Badulesco criticized the last-named feature of the tax 
on the ground that it deprived it of all resemblance to a 
capital levy by reducing the yearly payments to.so small an 
amount. Because of this weakness and the falling value of 
money, a year passed without the appearance of any appreci
able benefits from the Reichsnotopfer; it yielded only 1,357 
million marks during 1920. This failure led to parliamen
tary discussion, in which it was proposed both to modify 
the Reichsnotopfer and to adopt a forced loan, the Conserva
tives forcing the latter. In 1920 Finance Minister Wirth 
was advised by the cabinet to secure measures for the rapid 
collection of the levy.- Havenstein, the director of the 

• For more complete details see Rewe de Science " de LlgislatiofJ 
Fi~ffl', 19:n, p. ~ (V. V. Badulesco). 

• Ibid., p. 30. 
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Reichsbank, made a speech on Wirth's behalf to the Reich
stag in which he advocated a combination of the forced 
loan and the Reichsnotopfer. This combination was finally 
adopted, although it was strenuously opposed by Helferrich 
and the National Party. The People's Party was also op
posed to the combination, but the Democrats and Centrists, 
who were backing the law, insisted that the People's Party 
either accept the plan or leave the coalition through which it, 
the Democrats and the Centrists controlled the government. 
The People's Party yielded and a law was adopted December 
18, 1920, modifying the Reichsnotopfer. 

The new law made the facultative payment under the 1919 

law obligatory. Although a par~ of the tax could still be 
postponed the delayed payments. must be made in no more 
than three installments and these over a short period of time. 
Another portion could be paid in annuities. One-tenth of 
the tax was to be paid immediately if the amount of the 
property was less than 1,000,000 marks, and one-third to be 
paid at once in case of larger property. The actual passage 
of a forced loan act was delayed and, as has been stated 
above, did not appear until 1922. The law of December, 
1920, also turned out badly as a fiscal device. By June, 1921, 

it had yielded the treasury only fifteen billion marks and ten 
of these were the depreciated titles of old loans. By this 
time the money circulation had risen to over 75,000,000,000 
marks and one dollar was worth 75.15 marks. It was then 
that the movement for a forced loan began to gain ground, 
culminating in its adoption in 1922. 

The forced loan of Germany thus grew out of the failure 
of the capital levy, as was the case in Italy; in fact, the very 
conception of the forced loan is only a step from the capital 
levy. It was decided that since public sentiment could not 
be sufficiently aroused for a levy it might be stimulated by 
the prospect of a loan. The loan law as passed in Germany 
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resembles the levy. The subscriptions were to be made by 
much the same persons. Property was divided for the pur
pose of the loan into Grundsvermogen, Betriebsvermogen 
and S onstiges Vermogen. The expectation that the capital 
levy would check the rise in the issue of paper currency was 
abandoned and hope was now placed in the forced loan. It 
ill apparent that the forced loan and Reichsnotopfer failed 
largely for the same reasons, the failure to collect the whole 
amount in a short time, the rapid rise in the quantity of 
paper money, and the various difficulties and expenses that 
made it virtually impossible for the state to balance its 
budget. In view of these facts it is possible to be too hasty 
in condemning the forced loan. Where it was applied as a 
threat under less straitened circumstances, as in New Zealand 
and Australia, it proved more successful. It is apparent that 
the measure is needed only in case of great financial diffi
culty; yet at those times it is most likely to be a failure. 

In addition to the forced loan. which, as has just been 
shown, was closely associated with the capital levy, other 
new 10 debt forms appeared. the chief examples of which were 
new forms of treasury bills and of intermediate credit, and 
debt issued in payment of war damages, loan .liquidation 
debt, debts to state banks, debt issues by special autonomous 
bodies. and small savings debt. 

(c) The" Small Savings II Debt 

In England. France and the United States the burden of 
war gave rise to added facilities for the small saver. In 
the United States, War Savings Stamps and Certificates and 
Thrift Stamps were introduced in very small denominations. 
in 1917. In July, 1919, the Treasury made a change by 
adding new certificates with denominations of one hun-

~o The word" new" is here used relatively since forcec1loans have been. 
used in earlier times. 
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dred and a thousand dollars. These were called Treasurv 
Savings Certificates, and were issued on the same disco~t 
basis as the War Savings Certificates. Redemption and 
registration were directly through the Treasury office 
instead of through post offices, but the new certificates were 
similar to the old ones in that they could be redeemed prior 
to maturity. In 1921 the existing forms of certificates were 
continued, but in addition there were projected three new 
forms on the same plan as the old but with new names: 
Treasury Savings Stamps for one dollar, Treasury Savings 
Cards, and Treasury Savings Certificates with a maturity 
value of twenty-five dollars. In 1922 the basis of issue for 
the Treasury Savings Certificates was changed. These were 
now issued at a fixed rate of eighty dollars per hundred dol
lars certificate, giving an annual interest rate of about 4}1 
per 'cent, since they matured in five years from the date of 
issue. The old certificates matured at a fixed date. The 
twenty-five-cent Thrift Stamp 11 and the five-dollar War 
Savings Stamp were discontinued at the end of 1921 on the 
ground that the ten-cent Postal Savings Stamp and the one
dollar Treasury Savings Stamp removed the need for these 
forms of security. On October I, 1922, the selling price 
of Savings Certificates was increased to eighty-two dollars 
per hundred in order to take advantage of the easier money 
conditions. On September 30, 1922. one-dollar Treasury 
Stamps were discontinued and withdrawn from sale. In 
November the Treasury announced that holders of 1918 War 
Savings Certificates could exchange them at maturity for 
Treasury Savings Certificates. On December I. 1923. the 
sales price of these certificates was changed back to eighty 
dollars per hundred. The Treasury was able to report at 
this time that the exchange of 1918 War Savings Certificates 

11 These stamps were non-interest-bearing, as is the new Tceasury 
SaVings St~~. "' 



RECENT DEBT MANAGEMENT 

was gratifying and it now offered to exchange 1919 War 
Certificates for Treasury Certificates. However, the issue 
of these certificates ceased in 1924 and they passed out of 
American public debt on July IS, 1929, when a small amount 
of the series of 1924 was retired. I' 

In Great Britain the issue of War Savings Certificates 
began in February, 1916, at the rate of IS s. 6 d. for every 
one pound certificate repayable at par five years from the date 
of issue and free of income tax. This form of debt was 
retained for the purpose of stimulating savings among the 
poorer members of the population, although there has been 
a movement on foot to discard it. Investment in these cer
tificates has proved popular and there has been a very con
siderable increase of it since the war. Beginning with only 
£1,387,000 in 1916 the amount increased to £273,541,000 in 
1920 and £363,448,000 in 1928.11 

In France securities similar to those in England and the 
United States were not issued because the form taken by the 
Bons de la Difense Nationale made this unnecessary. 
Although these Bons were issued in the beginning in larger 
denominations, the denominations were eventually reduced 
to as low as five and twenty francs.u They were issued at 
a discount, which closely resembles the practice in the case of 
English and United States securities. The small denomi
nations, the convenience of purchase and the popular appeals 
made were the same as in the United States and England 
and must have produced similar results. 

11 See ArIfIVGl Rtlorll of lise See,."MY of lise T,.tIUlWY, 1919-23 
and 192!)-

11 Fisk, E"Sllula P"blic Fitttmc,; and Great Britain: FillOnc, Aceo""'I. 
1929-

U Fisk, F,.".d P"blic Fi_" p. IS. 
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(d) The Growth of Indirect Borrowing 

In addition to the increase in small loan facilities, there 
was in both France and Germany, as a result of the war, a 
growth of indirect borrowing. Loans of this form in Ger
many ceased to have any importance after inflation, but they 
now are an important part of French public finance. In 
Germany during the war there were issued Darlehenskassen
scheine-" bons des caisses de prets de guerre," according to 
Rist, which may be translated" bonds of the War Loan 
Offices". Such loans had been made during the Revolution 
of 1848, in 1866, and again in 1870. Paper money was 
issued by these offices in loans based on commercial paper, 
merchandise, and on industrial titles and deposits in savings 
banks. The loans were for three months and usually at 5 
per cent interest. The minimum amount loaned was 100 
marks. Thus in Germany paper money was issued by bodies 
relatively independent of the state on the basis of ordinary 
trade obligations. These loans in the form of paper money 
were made on commercial transactions of the smaller variety, 
leaving the banks free to make larger loans Gn government 
bonds. The practice was ostensibly caused by the law of 
March 14, 1875, which prohibited the issue of paper money 
by banks on titles with less than three names. The creation 
of special offices to do this work seemed a simpler solution 
than the alteration of the banking law.l.6 The result was to 
facilitate borrowing by the government indirectly by lessening 
the burden on the banks, an arrangement which amounted in 
practice to the French measures of actual indirect borrowing. 
These Darlehenskassenscheine attained a large volume. 
Established by the General Reichsbank Law of 1914, at the 
end of 1918 they totalled 32,936,700,000 marks.18 Had 

15 Rislt. Les Finances de gue"e d' Allemagne. pp. 37. 39. 44. 65. 9!), 

103 et seq .• 242. 248. 281. 

U Graham. F. D .• Exchange. Prices aHd Production in Hyper-Inflation 
-(;erf/UJny. 
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severe inflation not occurred later, these debts would have 
constituted an important factor in German post-war finance. 

Indirect borrowing is now of importance only in France, 
where the government has set up two relatively independent 
bodies for that purpose: the Credit National and the Caisse 
Autoflome. The Credit National was established in 1919 
for the issue of loans in payment of war damages-the War 
Damage Liquidation Certificates.lf Of it Rogers says: 
.. Although established as a joint stock company with shares 
held by the general public, in its functions it is little more 
than a department of the Treasury." The Credit National 
receives funds from the state to pay the interest on these 
obligations and the organization, although technically sepa
rate, is selected and controlled by the state. Its chief 
officials are nominated by the president on the suggestion of 
the French minister of finance and the council of the admin
istration. At the end of 1925 its loans had reached 25,632 
millions of francs and the annual charge for these loans was 
about 1,722 millions of francs.1

• In 1928 the Emissions of 
the CrUit National amounted to 5,535 millions and the Obli
gations to 14.429 millions.18 The total debt of the Credit 
National had thus shown a decrease from 25,632 millions to 
19.964 millions in three years. The explanation of the de
crease is a law of August 7, 1926, authorizing the optional 
consolidation of the bonds of the CrJdit National issued in 
1922, the Bons du Tresor of 1923 for 36 and 10 years, the 
Obligations Decennales and the Bons de la Defense N ationale 
into 6 per cent rentes amortissables by drawings in 50 years 

U Rogen, J. H .. TIw Pf"OteSS 0/ /,.jIQtio,. ill France. See also Fisk. 
FrnICII Public Firt4rtee, pp. 91-2-

1'RnIW tk SeinKe d de UgisltJtiQrJ Firt4rteier,s, 1925 (Jeze). 

18 A..-ai,., Slatistiqw, 1939, p. 275. The debt of this body is of two 
nrietics: £1fIiuiofI.r and Obligalitms. These forms of debt have maturities 
nryiq from one to thirty yean, the £ ... issiou 1astiug for a shorter 
period than the Obligalitms. 
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and with a premium of repayment of fifty per cent.ao Jeze 
regarded the independence of the Credit National as ficti
tious and useless. U L'utilite de ce "ouage est nulle. Le 
credit du Credit National n'etait plus fort que celui de Z'ltat . 
. . . Pratiquement Ie Credit National est devenu, presque 
tout de suite, une annexe du ministere des finances." 11 The 
minister of finance authorizes the issues of bonds and fixes 
the conditions of issue and the state funds supply the service 
of the obligations. 

The Caisse Autonome d'Amortissement de la Dette Pub
lique is a somewhat more independent body. Besides its 
greater independence, another important difference between 
it and the CrUit National is that the latter is a joint stock 
company of peculiar type. Its statutes are approved by the 
Administrative Council. The management of its funds is 
subjected to the general audit of the state. The authority 
to do its work arises out of a convention concluded at the 
organization of the body which charged it with the finance 
of war damages and invested it with certain special financial 
powers.12 The Caisse, however, is a separate governmental 
institution virtually on a par with Parliament, because it was 
created by the National Assembly. The details of the 
Caisse's organization will be discussed more fully in the 
chapter on sinking funds and the methods of amortization. 
Its greater independence was acquired partly through the 
allocation of special revenues to it, such as the net profits of 
the tobacco monopoly and the products of the taxes on the 
premiere mutation and the tax on the droits de succession. 
It likewise depends on an annuity from the state and Parlia
ment has the right to modify its charges or to prohibit them. 
It can also reduce the above-mentioned taxes. 

10 Allix, Science des finances, p. 790. 
11 Revue de SciellCe ef de Legislation FinallCieres, 1927, p. 643 (Jeze). 

II Ibid., p. 641. 
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Of principal interest are the reasons for the autonomy of 
the borrowing processes created in these two cases. Accord
ing to 1m in the case of the Credit N atwtwl there were many 
personal and political infiuenc:es at work. There was also a 
strong sentiment in favor of separating the funds intended 
for war sufferers from the other funds of the Treasury. It 
was believed that the money borrowed for the war sufferers 
would not be turned over to them if the Treasury alone was 
responsible. It was also believed that if the funds really did 
reach the sufferers. loans would be more readily granted by 
the public. The Caisse and its separation from the state 
arise mainly out of two needs. compulsory debt retirement 
and a body to specialize in the management and funding of 
the great French floating debL The failure of the state in 
both of these respects in the years before the Caisse's organi
zation naturally led to the desire for a separation of these 
functions from those of ordinary governmenL It is also 
true that France bas always been much infiuenced by the 
ideas of Price and although in the history of the sinking fund 
in that country. the Price form of sinking fund has been 
abandoned for a long period. its infiuence was so great as to 
make the idea of a special sinking fund body still popular. IS 

It is interesting to note the similarity between these credit 
institutions and the War Finance Corporation and Recon
struction Finance Corporation of the United States. Both 
of these latter bodies are similar to those discussed above in 
that they are separate and non-governmental. and borrow 
from certain portions of the public for the benefit of the 
whole, or at least for the benefit of those who would logically 
be responsibilities of the gmeral public. 

• The whole aubjed of recmt linking fUDd histwy will be discassed 
• at a lata' poiDt. 
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(e) The Increase in Central Bank Borrowing 

The burdens of the war and of debt have given rise to 
a great increase in the amount of borrowing from central 
banks. Thus in Great Britain there were no Ways and 
Means Advances in 1915 but in 1916 they were £19,896,000; 
in 1917, £217,527,000; in 1918, £192,271,000; and in 1919, 
£454,992,000. Beginning with 1920 the British govern
ment made strenuous efforts to reduce the debt to the Bank. 
In that year it was reduced to £204,887,000, in 1921 to 
£154,489,000, and in 1922 to £147,302,000. In 1923, 
however, much of this advantage was lost, for the volume 
increased to £193,898,000, but from that date onward it 
declined progressively until 1927, when it had reached 
£II6,601,000. The difficulties of recent years have caused 
again a considerable increase, and the total amount of these 
advances in 1928 was £161, 850,000.2& It is generally be
lieved that they had a tendency to increase the price level in 
England and it was largely because of the fear of this conse
quence and the pressure of public opinion that efforts were 
made to reduce. them. The whole problem was thoroughly 
examined by the Committee on Currency and Foreign Ex
changes after the War, headed by Lord Cunliffe. In accord
ance with the advice of this committee there was introduced 
a policy of limiting the advances to the sums required for 
meeting purely temporary necessities. It is obvious from 
the above data that although this policy may be followed, in 
practice the amount of borrowing by means of bank advances 
is far above what it was in pre-war years and that the volume 
in 1928 was larger than it had been seven years earlier.2& 

In Germany the bank loans of war years have disappeared 
with inflation, but in more recent years two bank loans have 

2' Finance Accounts, 1929. 

2& Colwyn Report, p. 34. 



RECENT DEBT MA.NA.GEMENT 

been contracted, one to the Rentenbank, the other to the 
Reichsbank. The debt to the latter was incurred on account 
of deliveries of foreign exchange to the government. Of 
this debt, which amounted to 190 million Reichsmarks in 
1929, 100 millions are due only in the event of liquidation 
of the Reichsbank and not before October, 1947. The debt 
bears an interest rate of 2 per cent. The remainder is pay
able in IS installments of 9,030,000 Reichsmarks and bears 
3 per cent interest. IS 

The French floating debt consists mainly of bank loans and 
treasury paper. Advances from the Bank of France were 
particularly relied upon to meet the immediate needs of the 
country during the war. This policy was severely attacked 
by men like Jeze, who believed in a greater use of taxes, but 
it was advocated by Leroy-Beaulieu, Ribot, and many others 
of sufficient prominence to get it a wide following. 

In France as in Germany a special convention existed, 
ratified in 19II, of which the government took advantage at 
the outbreak of the war to borrow 2.9 billion francs from 
the Bank of France. In return for this loan the Bank was 
allowed to increase its note issue to 5.2 billions. Legal limits 
were set to these advances, which during the five years 
ended June, 1919, were increased no less than eight times. 
By this time the limit had risen to 27 billion francs. For 
six years there were no increases and by April, 1925, the 
limit had actually decreased four billions. Four increases 
during the Caillaux ministry, however. brought the total up 
to 39~ billions. After the stabilization of the franc this 
level was reduced to 32 billions and a convention of Decem
ber 28, 1927. reduced the limit to 31 billions. The legal 
limit of note circulation was closely articulated with the ad
nnces to the state and it had reached 58~ billions in 1925!~ 

.. League of Nations, MnfItWIJfId_ Oil PtJJlie Fi_" 19z6-28. 
IT Hair, PtJJlie Fi_t. 01 Pon_ Frrme" pp. 201-4-
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As in England, the government really intended these advances 
to be temporary, but they became permanent because of press
ing public needs. The first great French war loan was 
floated late in 1915 and yielded only 6,300,000,000 francs. 
whereas 7.4 billions had already been borrowed from the 
Bank. Out of this loan the government could repay only 
2.4 billions of bank debt. Five months later it was necessary 
to reborrow the entire amount. Similar results followed in 
the three other war loans and instead of the government com
ing more nearly to paying its debts to the Bank it fell prog
ressively behind.28 But Professor Haig has demonstrated 
that these remained constant in terms of pre-war francs 
(1913). He says, "When deflated and stated in terms of 
1913 francs these advances of the Bank of France to the 
State show a tendency to remain remarkably constant." n 

Thus actual purchasing power was not greatly increased by 
the advances. One important factor tending to increase the 
reliance of the state upon them was their low cost. The in
terest was never over one per cent and at times the Bank 
relinquished from one-fourth to three-fourths of the total 
interest for the amortization of the loan. As early as Sep
tember, 1914, the Treasury promised that it would begin to 
credit the amortization account with 2 per cent of the amount 
of the advances, making a total debt service of 3 per cent, 
operative one year after the close of hostilities. This was to 
be maintained even after the interest had been cut. Since 
such a program could not be accomplished at the end of the 
war, a new convention was arranged in which the state agreed 
to reduce the advances on January I, 1921, by a sum of not 
less than two billion francs. The arrangement was postponed 
for a year. The following year the plan was put into opera
tion and the limit dropped two billions. But it could not be 

28 Ibid., p. 211. 
28 Ibid., p. 2IIl. 
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carried out consistently and in 1923 the limit dropped only 
ODe billion. in 1924 only 800 millions and by January I, 

1925. only 1.2 billions. No further reduction was made until 
January I. 1927, when the limit dropped two billions. On 
June 13. 1927. a convention was agreed upon, to take effect 
January 1,1928. providing a reduction of the Bank advances 
by a sum equal to the face value of the 6 per cent amortizable 
obligations issued in June and July. 1927. The result of this 
procedure is to convert short- into long-term obligations." 

It thus appears that both France and England have had 
large and troublesome bank debts which they have made an 
tffort to reduce, but that their progress toward this end has 
been slow. Hence the bank debt has become a relatively 
fixed part of the post-war debt of these two important 
countries. 

(f) The LOatl LiqKidatiofl Debt 

In addition to the increase in bank debt two new forms of 
debt have appeared in France and Germany: debt for the 
ruonstruction of devastated areas and the payment of war 
damages in France. and the loan liquidation debt in Germany. 
The last of these is of most interest.: In the first report of 
the Agmt General for Reparations appears the following 
statement: 

The present value (September 1924) of the old paper mark 
debt of the Reich unless it should be increased by revalorization 
amounts to less than 1000 reichsmarks. The government has 
recently made proposals for revaluing a portion of this old 
debt, and a bill is now pending in the Reichstag under which it 
would be revalorized under certain conditions at about four 
milliards of reichsmarks. Until further action has been taken, 
it is impossible to give definite figures as to the effect that this 
will have either upon the principal of the debt or the annual 

• ~ pp. 217-%18. 
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charge for its service. Whatever the resulting charge, it must 
be clear, of course, that it will be subordinate at all times to 
the charge for reparations. This in fact is expressly recognized 
by the bill which the Government has presented.81 

The bill was subsequently enacted and in 1925 the old 
debts were converted by the loan-liquidation debt at rates 
varying according to the yeal"Oflissue of the old debt, the basic 
rate being 25 gold marks to 1000 nominal marks. Those 
who could prove that they had become owners of their secur
ities before July, 1920, or that they had acquired them be
fore July, 1923, in consequence of a legal obligation to invest 
in trustee stock were given yearly drawing rights for the re
tirement of the debt in thirty years, beginning in 1926. The 
amount drawn will be paid for in cash at the end of the draw
ing year at five times the nominal amount of the new securi
ties, i. e. at five times 2.5 per cent, or 12.5 per cent of the old 
nominal amount, plus 4.5 per cent interest running from 
January 1,1926, to the end of the year in which the drawing 
takes place.82 Necessitous German holders of drawing 
rights who are domiciled in Germany are entitled to special 
preferential treatment. They are to receive annuities 
amounting to 80 per cent of the nominal value of the drawing 
rights, but subject to a maximum of 800 Reichsmarks an
nually for anyone person. This maximum is increased to 
1000 if the creditor definitely renounces his drawing rights 
and to 1200 Reichsmarks if the creditor is sixty years of age 
at the date of such renunciation. Social and scientific insti
tutions may receive special relief annuities for fifteen years, 
the total amount of which is limited to 10,000,000 Reichs
marks annually. In spite of these elaborate provisions the 

11 Execution of the Experts' Plan, Reparatwns Commission, First 
Annuity Year, p. 39. 

S3 League of Nations, Memorandum on Public Finance, 19:z6-28, p. 7::1. 
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debt does not yield interest until the reparations liabilities 
have been discharged. 

(g) The War Damage Debt 

In both Germany and France war-damage debt has been 
issued. In Germany War Damage Liquidation Certificates 
are issued to meet claims to the claimants themselves. These 
certificates bear 6 per cent interest from April I, 1929, and 
are to be redeemed in March, 1948, with preferential redemp
tion of smaller claims. It is expected that the total amount 
of these certificates will be 1,000 million Reichsmarks. In 
France, although in part the war damages are being met by 
the work of the Credit NatioMl, indemnities to persons have 
been paid in much the same way by the issue to them of debt 
in the form of Obligations du Tresor.u 

(h) Contractual Debt and Guaranteed Loans 

Another important change that has taken place in the form 
of debt in Europe since the war has been the enormous in
crease in contractual debt, or debt with fixed rates of interest 
and dates of maturity. Examination of the finaricial 
statements of any important country in Europe before and 
after the war will demonstrate this. Guaranteed loans have 
also increased in importance. They have played a significant 
role in public credit for many years. From the time of the 
Greek loan of 1829, France, England and Russia have guar
anteed the interest and principal of a great number of loans. 
These have taken the form of both personal and real guaran
tees, according to Professor Jeze. Real guarantees consist 
either in the turning over of certain revenues to the creditors 
for their collection or in the establishment of special guar
antee funds. A loan made to France by the Morgan bank 

I' AUix. E.. SciefIC' tU# fjNGf'U#. Since 1923 the obligaliotu diu. 
rtGlu have been used instead of DlOIIe)' to pay indemnities. 
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on March II, 1924, payable in gold, was thought to be an 
example of the latter, because certain parts of the loan stipu
lations were interpreted to mean that the gold of the Bank of 
France was surety for the payment of the loan. The Hun
garian loan of 1924 was another excellent example of the 
latter type, because it had a definite guarantee in customs, 
tobacco, salt monopoly, sugar tax, and other receipts. An 
American commissioner general, Jeremiah Smith, was sta
tioned in Hungary to supervise the management of the funds 
provided for the loans, and was given very wide powers in 
this respect. 

The Dawes Report advocated a guarant~d loan of 800 
million gold marks to be based on specified revenues and 
supervised by a commissioner. It was also suggested that 
it be given international personal guarantees, and special 
revenues, such as the receipts from customs, alcohol, beer and 
sugar taxes, were to be attached. The Agent General for the 
loan was to receive payments from these sources for the ser
vice of the debt.s4 The loan was made in November, 1924, 
and has been known as the German External Loan. The 
general revenues, rights to the customs, tobacco, beer and 
sugar taxes are guaranteed to pay the service of the loan. .It 
was payable in twenty-five years and a sinking fund of one 
and one-half per cent was provided. The amount of the loan 
was 800,000,000 gold marks. The object of the loan was 
to insure currency stability. It might also be added that the 
Dawes plan itself resembles a guaranteed loan of the type set 
up in Hungary. 

The Austrian loan of 1923 represents the most elab
orate of these ,post-war guaranteed loans and has personal 
guarantees. The amount of the loan was 650 million 
crowns. It was issued in ten countries and guaranteed for 
its principal and interest in the following proportions: 21.8 

.', Re'll1le de Science eI de Legislation Financieres, 1925, p. 54 (Jeze). 
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per cent each by France, England and Czechoslovakia, 18.6 
per cent by Italy, 2 per cent by Sweden and Denmark, 1 per 
cent by Holland and 4 per cent by Spain. A committee of 
control was established. If this committee was notified by 
the Austrian government of that government's inability to 
pay interest or principal, it informed the guaranteeing coun
tries, which within the next ten days were required to issue 
to the committee their own bonds, to be placed in the 
National Bank of Switzerland to guarantee the defaulted 
amounts. Interest at one-half per cent more than that paid 
by Austria would then have to be paid by these governments 
on their bonds, if Austria defaulted for more than fifteen 
days. Coupons of the bonds so deposited would be sent by 
the committee to the Austrian bond holders." 

(i) Lottery Loans 
Lottery loans have also increased in importance since the 

war. In England and the United States they have been 
attacked on ethical grounds. In England, after they had 
been praised by several members of Parliament in 1915 as a 
means of getting the worker to increase his savings, a com
mission was established to investigate the matter"- It re
ported unfavorably, but the loans were agitatect; chiefly by 
members of the Conservative party, all through 1916. A 
committee for propaganda was formed and in 1917 the 
Council of the Chamber of Commerce voted a resolution 
favorable to them. In 1917 Bonar Law, who was then 
Chancellor of the Exchequer, consented to have the whole 
question reexamined by the Select Committee on Premium 
Bonds. This committee reported unfavorably in January, 
1918. A Lotteries and War Charities Bill was introduced, 
however, but it was finally rejected in August, 1918. After 

"Ibid .. p. 274-
"Ibid .. 1919. pp. 55-56. 
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the war the French government was refused the right of 
offering a lottery loan in the British markels7 • 

These loans have long been used in France. In 1919 

Andre Lefevre, a former undersecretary of state, advocated 
their use for. the payment of indemnities to war victims. 
Klotz, who was minister of finance, was not opposed to this 
plan and when the Credit National was created, to facilitate 
the payment of war damages, it was allowed to emit such 
loans. Belgium, which had not issued lottery loans prior to 
the war, also authorized their issue on January 27, 1920, to 
the amount of 5 billion francs. On January 2, 1921, the 
Federation des Cooperatives pour Dommages de Guerre was 

• also allowed to issue them.B8 

II. CHANGES IN THE MATURITIES OF DEBT 

(a) The Relative Increase in Short-term Debt 
Turning from these more specific changes to certain more 

general changes in the form of debts, we find that most of 
the countries of the world show a growth in the proportion 
of short-term and intermediate forms of debt as a conse
quence of the war, and that new types of relatively short.,. 
term debt have been devised to facilitate the problems of 
recurring maturities. These facts are easily seen when one 
examines the statements of the public debts before and after 
the war in the leading countries of the world. The debt of 
the United States in 1914 consisted mainly of the old unre
tired debt, the Panama Canal loans and postal savings bonds. 
There was virtually no floating debt, most of the debt being 
composed of unredeemed titles. In Germany at the end of 
the war there were 96 billion marks of funded debt and 45 
billion marks of unfunded debt, as against 4,6gB millions of 
funded and only 220 millions of unfunded debt before the 

a7 Ibid., pp. 55-75 (Jeze). 

18 Ibid .• 1923. pp. 191-199. 
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war. The United Kingdom had about £33 millions of float
ing debt before the war as against a total of £706 millions 
after the war. In France the floating debt was only about 
6 per cent of the total and in Italy only S~ per cent just 
before the war. It is apparent that the various definitions 
of floating debts make comparisons between countries dan
gerous, but there is a sufficient degree of similarity to illus
trate the point we are making.·· 

In their floating debt most countries have made increased 
use of the treasury bill, in the United States termed certifi
cakS of indebtedness, in France the Bons de la DqelJSe Na
'wlUJie, and in Germany the ReichskasselJSchei,u. For 
many years during the post-war period these titles, mainly 
for less than one year's maturity, have played an important 
role in increasing the difficulties of debt management. 

In England the treasury bill is the succes.o;or of the ex
chequer bill, which originated in 1696. It was used to effect 
a more even adjustment between the flow of funds into the 
Treasury and public expenses. The exchequer bills were 
similar to the American certificates of indebtedness in that 
they bore interest. The treasury bill, however, which was 
introduced in 1877 is sold at a discount to the Bank of Eng
land and is then resold to other banks. The rates of discount 
are fixed through bidding. 

In the United States the old form of certificates of indebt
edness came into increased use and was issued at fixed rakS 
four times a year at par. On December 17, 1929, the old 
form was supplemented by the new treasury bill, issued in 
imitation of English practice. These bills are offered at a 
discount at indeterminate dates to meet the varying needs of 
the gavo mnent, the discount being fixed by competitive bid
ding. They may have a maturity as great as one year, but 
the policy of the Treasury has been to limit their maturities 

• See F"asIr. Frrttell PtJ>1ic FifIIIw" pp. 131-a. 
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to three months!O These bills were made tax-exempt except 
for gains obtained from their sale, but since in actual prac
tice little or no gain could be derived from this source and 
unduly complicated bookkeeping was necessary to carry out 
the law, they were made entirely tax-exempt on June 17, 
1930. The Treasury states, " By the close of the last fiscal 
year (1930) Treasury bills were established as one of the 
important means for short-term financing. . . ." Q The 
amount of these bills outstanding June 30, 1930, was $155,-
916,000. On the same date certificates of indebtedness 
amount~ to $1,264,354,500. 

In France this form of debt was used to such an extent 
that it constituted a fiscal problem of the utmost importance."z 
The Bons de la Defense Nationale were in very small de
nominations, as was noted above, as well as in 100, 500 and 
1000 franc denominations. They were at first sold at a 
discount, which was unlike that of the English treasury bill, 
since it was set by the government and not by competitive 
bidding. .The Bons were purchased more widely by the 
general public than the treasury bills of England and the 
American certificates of indebtedness and a more strenuous 
effort was made to further such purchases.68 

Thus it is seen that England, France and the United States 
were alike in the increased use of short-term debt and in the 
attempt to encourage the general public rather than the banks 
to invest in it. In the United States, where it has been un
common to issue debt at a discount, the form of short-dated 

60 An7lual Report of Secretary of the Treasury, 1930, p. 23. 

n Ibid., p. 23 • 

• 2 Haig, Public Fi7lances of Post-war France, chap. xii. 

,. In Germany the floating debt was discounted first at the Reichsbank 
and then turned over to other large banks, savings banks, cooperatives, 
and large industrial concerns. The form and procedure were much the 
same as in England. 
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debt has differed from that of England, while the French 
debt constitutes a cross between this fixed date and interest 
form and the flexible English variety. 

(b) The Relative Increase in Intermediate Debt 
Post-war debt was also characterized by a growth of inter

mediate debt. This resulted from the greater ease of re:
funding at such maturities than with perpetual and long-tenn 
debt. In France, the intermediate debt is represented by the 
Obligations and Bons du Tresor; in the United States by 
treasury notes, and in England by the treasury bonds. In 
France the tenn Obligation as applied to the debt has no very 
precise meaning. In the reports of the French government 
the Obligations are divided between the Dette perpetuelle 
and the Dette d moyen et Ii court terme. In the former 
category are included Obligations of the state railways, 
which are payable in fifty years, and Obligations of the 
Caisse Autonome and the Credit National. Some of the 
bonds of the Credit National are also payable at long term, 
such as the S's of 1919 and 1920, which are not due for 
seventy-five years from the date of issue. The 6's of 1921, 

however, were repayable at par in fifteen years, It is not 
clear at what point these bonds cease to be Obligations and 
become £missions. Yet it is certain that some of the more 
recent issues of the Credit National have been of the inter
mediate variety. 

The Obligations du Tresor are more nearly intermediate 
in character. They are for two, three, six and ten years," 
and their maturity may range from one to thirty years. 
They are issued in denominations of 100, 500 and 1000 

francs and have increased in popularity since the war because 
of the fear of a rise in prices. Allix makes a distinction 
between Obligations II d court et d long t"me," the dividing 

"AUix, Stintc, M' fifItJrJt", pp. 314. 325. 
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line being at the fifteen-year maturity. There are two 
types: Obligations of fifteen-year maturity, created in 1873 
and 1875 by the National Assembly, and the thirty-year 
Obligations of the second empire which were used to obtain 
railroad capital. Allix points out that there was only one 
kind of Obligation a court terme before the war. These 
were the Obligations serennales of 1875 which arose from 
the budget needs of the war of 1870. In 1928 there were 
several varieties of the Obligations du Tresor but in addi
tion there were four varieties of the Obligations de la De
fense N ationale, with maturities of from six to ten years!5 

In addition to the Obligations, there were in 1927 four 
types of Bans du Tresor, with maturitieS of three, six, and 
ten years, and the Bans Mcennaur of 1926.48 There was, 
of course, no such variety of maturities before the war. 

In addition to these forms, the Emissions du Credit 
National may be classified as intermediate debt. These in
clude Bans of 1921 of 10 to 15 years, Bons of February, 
1922, at 2, 5 and 10 years, Bans of July, 1922, at 3, 6, 12 
and 18 years, and two other varieties at 25 years. Although 
the debt terminology is very indefinite, it can be readily seen 
from these facts that many types of debt with intermediate 
maturities have been used. 

In the United States the treasury note made its appear
ance in 1921 and was given a maturity of two years. The 
Third Liberty loan, with its ten-year maturity, was a similar 
intermediate form of debt. Some of the treasury bonds 
now provide this kind of investment as the date of their 
maturity approaches. The treasury bonds of 1940-43 issued 
ill 1929 are of this form. 

In England in 1921 treasury bonds of three kinds were 

45 Palmade Report, RtnJUe de Science et de Legislation FiMncii,.es, 1930.. 

., See Bulletin de Statistique et de Legislation, 1927. 
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issued: at 4~ per cent payable in 1932, 4~ per cent payable 
in 1934, and 4 per cent payable in 1931-33. 

The war and the post-war financial burdens have thus led 
to manifold changes in the form of the public debt in the 
principal countries of the world. These changes have, 
through increasing the variety of borrowing conditions, 
afforded much greater opportunities to the investor. This 
advantage, which has been too much praised, was gained at 

. certain costs, the most important of which is the increase in 
the floating debt. But not only have changes in the form of 
debt arisen from the financial difficulties: there has also 
appeared the practice of tax exemption and the problems that 
attend it. 

III. TAX EXEMPTION 

In France loans were issued with tax exemption except 
from the inheritance tax and the impot sur le revenu global. 
In 1927, acording to Professor Haig, over half the interest 
on the public debt was exempt from income taxes, both 
normal and surtaxes. Almost all of the remainder was 
exempt from the normal or "cidulaire" tax.-' This policy 
was initiated during the regime of Ribot, who. came into 
office in September, 1914. 

In England at the beginning of the war tax exemption was 
timidly introduced, being first provided in 1915 by the War 
Loan Act for small subscribers, under which bonds were 
registered in post offices. The Finance Act of 1916 extended 
exemption to all subscribers of exchequer bonds and by 
degrees the immunity spread to other parts of the debt. 
After the war, however, a Royal Commission set up in April, 
1919, made a report in which it favored the retention of the 
income tax on all debt interest. The Conversion Loan of 
April 26, 1921, accordingly lacked immunity clauses. The 

., Hair, 0'. cit., p. 199. 
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Victory and Funding Loan and Conversion Bonds also had 
110 exemption. Immunity was retained for savings certifi
cates in order to induce savings!8 

In Italy the interest on debt titles was free from taxation of 
most kinds and in particular from income and property taxes, 
both present and future, up to the end of the nineteenth cen
tury. After 1900 inheritance and succession taxes had to be 
paid, although there was a legal fiction of universal tax ex
emption for debt holders. Laws passed in 1919 and 1920 

removed this exemption by placing taxes on all nominal titles. 
A law under Mussolini's regime in 1922 removed such taxes 
and restored the exemption.'9 

In the United States tax exemption was provided in Sec
tion 2 of the Victory Loan Act, which exempted all Liberty 
Bonds and Victory Notes from all United States, state and 
local taxes except estate taxes and graduated additional in
come or surtaxes. The interest on the capital sum of five 
thousand dollars of the aggregate surtax could be deducted 
in the case of 4 and 4~ per cent bonds. The interest on 
thirty thousand dollars was allowed for the first, second and 
fourth Liberty Loans for two years after the termination 
of the war. Three and a half and three and three quarters 
notes are exempt from all taxes except estate taxes. 

IV. CONVERSION AND REFUNDING OF THE DEBT 

(a) In France 
The war burden of debt has not only resulted in new forms 

of debt and tax exemption, both of which were introduced 
because of the low state of public credit, but also in efforts by 
those managing the debt to reduce its burden through con
version. In the remainder of this chapter the history of con
version and the short-term debt in four countries, the United 

48 See ]eze, Revue de Science et de Legislation Financieres, 1923. 

49 Ibid., pp. S81-91. 
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States, France, Great Britain and Germany. will be briefly 
discussed. 

Professor Haig has estimated that at the end of 1926 the 
public debt of France amounted to approximately 500 billion 
paper francs. This was equivalent to about 80 billion 
pre-war francs. II She has collected from her investors vast 
sums, the repayment of which she is now in a position partly 
to escape as a result of the process of inflation." 60 During 
this period 285 billions of paper francs were borrowed, but 
only 100.4 billions in pre-war francs were actually received. 
A glance at the debt figures for France given in Chapter II 
shows that the total debt, both domestic and foreign, in
creased from 32.594 millions of francs in 1913 to 324.321 
millions in 1920 and to 470.037 millions in 1928. The post
war increase was due mainly to the rise in the funded internal 
debt and the external debt. The floating debt had reached 
85.573 millions in 1920, and although it subsequently rose 
to the peak of 98.900 millions in 1925, the median amount 
for these years was about 92.000 millions. Compared to the 
funded and foreign debt it shows relative stability. But in 
spite of this, the size of the floating debt constitutes one of 
the most important debt problems of post-war France. This 
floating debt consists chiefly of the Bans de La Defense Nlr 
tiollOle and the Avances Nouvelles de la Banque de France. 
In 1926, for example, there were 49,075 millions of Bans and 
34,000 millions of Avances out of a total floating debt of 
93,526 millions. 

The Bons de la Defense N atiollOle constituted the most 
difficult post-war problem in internal debt. In 1924, as 
Professor Jeze points out, 52 per cent of these had maturities 
of one year, 23 per cent of six months. II per cent of three 
months and 14 per cent of one month. The amount of the 
801&$ outstanding in 1924 was 54,723 millions. This meant 

.. Haig. 0'. cil .. P. 184. 
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that somewhere in the neighborhood of seven billions would 
fall due each month, since the proportion of one-month 
maturities was fairly constant during these years. 61 Such 
large and immediate maturities were obviously a source of 
great danger to the government and the fact was frequently 
remarked upon in political circles, although without any 
effective action being taken. 

It must not be supposed that no funding was accomplished. 
During the war, from 1915 to 1918, rentes were issued which 
were paid for to a large extent out of other loans.52 About 
half of the 5's of 1915 were paid for in this way. Even 
more than half of the 4's of 1918 were thus paid. Tile pay
ments were chiefly made in Bons de la Defense N ationale 
and the issue of the rentes really amounted to the consolida
tion of these Bons. In 1920, 15,940 millions of 5 per cent 
rentes amortissables,58 and the 6 per cent loan of 1920 were 
issued. The latter yielded 28,088 millions. More than half 
of the 5 per cent amortissables were paid for with Bons de 
la Defense Nationale. 54 On February 21, 1923, a law was 
passed authorizing the issue of valeurs du tresor, not to 
exceed ten years maturity, as a means of repaying the short 
term loans, and also of Bons du Tresor up to 13 billions with 
ten years maturity. Proposals of forced consolidation were 
made in 1924. 

Difficulties arising from the war and the failure to balance 
the budget led finally to strenuous efforts at consolidation in 
1925 and 1926. Another issue of approximately six billions 
of 4 per cent rentes appeared in 1925. The Herriot govern
ment fell in this year and Painleve became premier, with 

~ See Appendix I for the circulation of Bons. 

52 Fisk, French Public Finance, p. 20. 

58 This loan was payable in 60 years and was regarded as one of the 
most onerous loans ever issued in France. 

54 Fisk, p. 18. 



RECENT DEBT MANAGEMENT 

Caillaux as his minister of finance. Caillaux advocated 
three measures: (I) an increase of .paper money to the 
amount of 6 billion francs. (2) the consolidation of the debt 
by the issue of 4 per cent perpetual rentes, (3) the reduction 
of the allied debts. 

One of the most important episodes in the Caillaux Min
istry was the Conversion Loan!5 This was issued June 27. 
192 5. and consisted of 4 per cent perpetual rentes with im
munity from taxes on the valeurs mobilieres and the rcvenu 
global. The maximum of the floating debt would be fixed 
at the amount of the debt at the close of the loan. The rate 
of exchange was guaranteed so that the amount of interest 
paid would always bear a fixed relationship to the British 
pound. A further measure taken by Caillaux to strengthen 
the loan was to remove from the renewed Bons de la Defense 
N ationale the exemption from the tax on the revenu global. 
The loan was a failure in that it yielded very Uttle reduction 
in the supply of treasury bills. producing only 5,929 millions 
of francs. At the end of October, 1925, the Cabinet decided 
to rid itself of Caillaux by resigning in a body and Painleve 
formed a new ministry in which he personally took charge 
of the finances. The government was not, however, success
ful in reducing the floating debt. By 1926 the situation had 
become critical and it seemed necessary either to default in 
the payment of debt or to convert rapidly into rentes. Dur
ing 1925-26 there were no less than six ministries and the 
value of the franc fell very rapidly. Messrs. Ribot and 
Klotz had frequent recourse to the Bank of France. 

On May 31,1926, a Committee of Experts was established 
and in its report opposed the overissue of paper money. It 
believed that the large volume of Bons de la Defense 

.. Rww tk ScinlC. II tk Ligula,"", FiMlICieres, 1927 (]eze), .. La 
Dette Publique en France de 1914 a 11)26," pp. 634-635. 
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Nationale constituted the chief fiscal problem,58 but it op
posed the use of forced consolidation, forced loans, or the 
capital levy as remedies. It favored the offer of consolida
tion loans on more favorable terms than the Caillaux loan, 
which had failed largely because the rate of interest at the 
time considerably exceeded the four per cent interest of the 
10an.&7 It also advocated the formation of the Caisse 
d' Amortissement, which will be discussed at a later point. 
It advocated that the Caisse receive an annuity from the 
government and the revenues from the tobacco monopoly. 

A Caisse d'Amortissement, or sinking fund body, was 
finally set up after one false start and given the management 
of the Bons de la Defense Nationale. The details of its 
organization will be given in the following chapter. Stren
uous measures were needed because in 1925 the debt matur
ing in one month had increased from 14.1 per cent to 14.6 
per cent and that maturing in three months from 10.6 per 
cent to 15.4 per cent. In 1926, however, the amount matur
ing in one mop.th had increased to 38.2 per cent of the total 
debt. 58 

The Caisse has proved effective in consolidating the float
ing debt, but it has not succeeded in retiring any great amount 
of debt permanently. The Bons were reduced from 46 
billions in 192"7 to 38,268 millions in 1928, but in spite of 
this reduction the Caisse was attacked by some for the slow
ness with which reduction was accomplished. It was de
fended by Poincare on the ground that slow conversion was 
less disturbing to business. Still others advocated that the 
Caisse be given additional powers, but Poincare opposed this 
because he believed it would hinder the work of consolida-

58 Report of the Committee of Experts, Rewe de Science el de Legis
lation Financiercs, 1926, p. 510. 

n Rates were 10 and I I per cent. 
68 ]eze, Rewe de Science el de Legislation Financieres, 1927, p. 505. 
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tion. By the end of 1928 the problem of monthly credits 
had been solved and all debt of less than one-year maturity 
had been replaced by 33,506 millions of tw~year debt and 
12,615 millions of debt payable in 40,50 and 75 years. 58 In 
1927 the BorIS had still a monthly turnover of three and one
quarter billions. 

In 1928 there was a conversion of BorIS into 5 per cent 
r,PII,s. the option of subscription being tendered exclusively 
to the holders of the former." 5,321,975,200 francs were 
subscribed and 2,849,900,500 were turned over to the 
Treasury and used by it to reduce the advances from the Bank 
of France. The remainder was consolidated in the form of 
5 per cent amortissables of the Caisse. The interest and ser
vice were guaranteed by the Treasury. 

In 1929 considerable debt retirement was accomplished, 
altogether about 8 billions. At this time the Caisse turned 
from the repayment of short-dated debt to rePlIes. the reason 
given being that the evils of the short-term debt are only 
great when the amount on the ~rket greatly exceeds the 
demand for this kind of security. This. it did not feel was 
the case in 1929.- During this year the confidence in the 
Treasury had grown considerably and it was able to borrow 
at 4Yz per cent on long-term obligations. Toward the end 
of the year the interest on the Bons was lowered to 3Yz 
per cenL In addition to the purchases of the Caisse. 7,210 

millions of obligalioflS dJcennoJes of 1919 fell due and 6,189 
millions of BorIS d" Tresor at 3, 6 and 10 years (second 
series) were also repaid. 

.. ADDUa1 Report of the Caissr A~. RnNI tk Scintu d tk 
Ugislatitnl FittarlciJru, 1!)29-

.. Larriea. ]eaD, 01. cit. p. 186. 
- RftIW tk Scin.u d tk UgislIJliDfl Fi~$, 1921), p. 484. 
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(b) In Great Britain 
In Great Britain the floating debt and short-term debts 

were less important factors than in France. The total debt 
reached a peak in December, 1919, and, as has been seen in 
Chapter II, the so-called floating debt had reached an amount 
vastly greater than the funded debt. Thus at first the "float
ing debt" constituted a much larger proportion of the total 
debt in England than in France.61a Discussion of English 
debt is confused, ftowever, by the narrow use of the term 
funded debt, which in England means all debt for which 
there is no fixed date of payment. According to this defini
tion the United States would have scarcely any funded debt. 
Great Britain's enormous floating debt does not signify any 
greater liability than that of other countries which nominally 
have a smaller amount of floating debt. A better picture of 
the 'burden from this form of debt was shown in the second 
chapter. Great Britain was more successful than France, 
however, in removing her floating debt (defined as Ways 
and Means Advances and Treasury Bills) and by March 31, 
1926, it had dropped to £704,296,000.62 This was to a large 
extent the result of the retirement of the Ways and Means 
Advances. In comparison with France the loans from the 
Ba~ of England have been retired more consistently and 
more immediately. These advances were £774,000,000 in 
June, 1919 and had been reduced to £204,887,000 the fol
lowing year. 68 

The reduction of the short-term debt came about largely 
through conversions. In a written answer to a question of 
Dalton on May 25, 1925, the government stated that a nom
inal value of £1,693,292,140 of bonds and stock with an 
interest charge of £88,130,000, or approximately 5.2 per cent, 

81a On June 30, 1919, the total floating debt was £1,570,000,000. 

82 Colwyn Report, p. 33. 

88 Ibid., p. 33. 
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had been converted since April I, 1919, to a nominal capital 
of £2,007,327,685 with interest of £86,371,000 or 4.3 per 
cent. The expense of carrying through these conversions 
was .03 per cent. M 

The Colwyn Committee also determined that between 
April I, 1920, and March 31, 1926, £306,181,000 of 5 per 
cent National War Bonds were converted into £322,296,000 
of 5 per cent War Loan; £13,138,000 of 4 per cent National 
War Bonds were converted into the sa~ amount of 4 per 
cent War Loan; and £46,706,000 of 5~ per cent Gold Bonds 
were converted into £52,872,000 of 5 per cent National War 
Bonds. The total conversion would thus be £366,025,000 of 
war titles into £388,306,000 of new titles.ss 

Hence the conversions were accomplished through an in
crease in the nominal amount of the public debt, and on 
February 16, 1928, Pethick-Lawrence objected to a conver
sion that was proposed at that time on the ground that, 
although it decreased the interest to some extent, it more 
than proportionately increased the nominal capital. In fact, 
throughout the entire post-war period objections have been 
raised to this practice, but the government has defended 
itself by pointing out that the principal could be reduced by 
future conversions.66 In view of this policy, the nominal 
debt figures in England have a reduced significance, and the 
various governments have been able to claim with some 
reason that the II debt" has been reduced. In that country 
at any rate the debt service best indicates the condition of 
the debt. 

Reduction of the short-term debt was also partly accom
plished, as in France, through the process of refunding dur
ing the war itself. True, this refunding did not really begin 

M Pa,.lia_nla,., Debates, Official RC(lOrt, vol. 184, p. 998. 
II Colw", Retot'I, p. 45 . 
.. Pa,.lia_flta,., Debates, Official Report, vol. 213, p. 1042· 
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until 1917 with the government of Bonar Law. Great Brit
ain had relied greatly upon borrowing in war finance, and in 
the first years upon rather short-term debt. McKenna waS' 
the first chancellor of the exchequer to insist upon taxation 
for financing the war. (Some people in England think that 
by insisting upon taxation he saved the country from finan
cial ruin.61

) But McKenna did not begin the refunding of 
the short-term debt. This really occurred with the issue of 
the Third War Loan on January II, 1917, while Bonar Law 
was chancellor. These bonds were of two varieties, 5 per 
cent 'bonds of 1929-47 and 4 per cent bonds of 1929-42. 
Exchequer bonds which had much earlier maturities could be 
exchanged for the War Loan at· par and treasury bills and 
war expenditure certificates could be exchanged at discounts 
of 5 and 5~ per cent.68 The resulting conversions reduced 
the short-dated debt. Treasury bills decreased from £552,-
326,000 to £450,710,000 between 1916 and 1917. It can
not be said, however, that Great Britain succeeded very well 
in reducing the short-term debt in the last years of the war, 
as is shown by the fact that on March 31, 1919, the Ways 
and Means Advances had reached £454,992,000, and treas
ury bills £957,236,000. 

The floating debt had become a genuine menace at the end 
of the war. In his first budget speech, Austin Chamberlain 
called attention to the difficulty of borrowing nearly a billion 
pounds of treasury bills four times a year, particularly when 
there was a rising demand for commercial 'securities. He 
believed also that the debt was impeding deflation and that 
the Ways and Means Advances should be repaid as rapidly 
as possible.69 In addition to these forins of very short-term 

81 See MalIet and George, British Budgets, 1914-21, pp. 91-92. 

88 Grady, Britisll War Finance, p. 132. 

119 Mallet and George, op. cit., pp. 185-187. 
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debts almost all of the public debt with the exception of the 
War Loan was due for payment not later than 1929. 

On June 12, 1919, the first important effort was made to 
reduce the floating debt, particularly the Ways and Means 
Advances. It took the form of an issue of the 4 per cent 
Funding Loan and the Victory Bonds. The original issue 
of the former was about 409 millions at So. About £360 
millions of Victory Bonds were issued at 85. Both of these 
issues had sinking fund provisions which will be discussed 
in the next chapter.YO The loans brought about a decline in 
National War Bonds through conversion privileges. The 
issue of these new loans increased the amount of funded debt. 
In 1919 and 1920 the Ways and Means Advances were re
duced by about £250 millions, but this progress was consid
erably offset by an increase of about £150 millions in the 
treasury bills. The chief accomplishment of these long-term 
loans thus seems to have been a reduction in National War 
Bonds. 

At this time the evils of the large floating debt gave rise 
to many suggestions for relief. Samuel and Asquith 
wrote articles in the papers favoring- a war wealth levy, 
Professor Pigou advocated the capital levy, and a Select 
Committee was appointed by the House of Commons with 
William Pearce as chairman to study a war wealth levy.f1 
It finally reported that such a levy was practicable, but the 
chancellor rejected the measure in the budget speech de
livered in April, 1920. The Labour party then offered a 
motion in the House of Commons in favor of a new tax on 
wealth, but Chamberlain paid no attention to it. A similar 

,e For details of these loans see British Fitttmce Accounts and Fisk, 
English Public Fifl411U, p. 21J. 

n Rewe de Scie1tce eI de UgisllJtio" FiMnciires, July, 1920, U Le rejet 
de I'imp(it extraordinaire sur Ie ppital c.omme moyen de liquider 1es 
charges financiere5 de la guerre." For Pigou, see p. 408; for Asquith, 
p. 412; for Herbert Samuel, p. 417. 
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motion for a capital levy had been defeated by Chamberlain 
on May 20, 1919, by a large majority. 

Treasury bills increased in 1921 from £1,107,318,000 to 
£1,120,841,000, but the Ways and Means Advances were 
still further 'reduced, the amount having fallen to £154,-
489,000. T4us in 1920 there was less of a reduction in the 
floating debt than in the.. previous year. Chamberlain 
explained this on the ground that the external debt had been 
reduced.12 But he believed that the time had come for a 
serious effort to reduce the short-term debt, and planned to 
offer to holders of National War Bonds with maturities to 
1925, Conversion Loans at 3Yz per cent. Since these War 
Bonds bore 5 per cent interest, to effect this nominal reduc
tion in the interest the capital amount of. the debt had to be 
increased. The total amount of the bonds to be converted 
was £632 millions, with a capital increase to about one billion 
pounds.f8 £163 millions of these bonds were to mature in 
1922, £162 millions in 1923, £161 millions in 1924 and £160 
millions in 1925. This plan was' carried out and the Treasury 
chose also to continue the conversion of National War Bonds 
into the 5 per cent War Loan of 1929-47. By these 
processes the National War Bonds were decreased to £1,200,-
624,000 in 1922, to £952,131,000 in 1923, and £820,094,000 
in 1924. 

The 3Yz per cent Conversion Loan next appeared, and 
constitutes the only funded debt issued by Great Britain 
between 1914 and 1926.'40 This loan was exchanged for 
Exchequer Bonds, but principally for N ational War Bonds, 
and was payable only at government option. The Funding 

12 The external debt fell from iiI,364,852,657 in 1920 to £1,278,713.40 5 
in I~I. 

78 As it actually turned out, £693 millions were issued to retire £463 
millions of other securities. ·See Colwyn Report, p. 50. 

14. Colwyn Report, p. 52. 
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Loan was payable in 1990 and the 40 per cent Conversion 
Loan of 1924-5 was payable in 1944. 

In 1922 Sir Robert Horne reported a surplus for the fiscal 
year 1921-22 of £45 millions, which was devoted to the debt. 
In 1923 Baldwin reported that the Conversion Loan cited 
above had increased the nominal amount of the debt £135,-
500,000. He justified this increase by the reduction of 
interest by £750,000 a year and the saving of £4,5°0,000 of 
premiums that would have to be paid since the debt was not 
illsued at par. By 1924, through repayment, conversion into 
War Loan and the 30 per cent conversion loan and the 
issue of the intermediate form of Treasury Bonds, the float
ing debt had been very much diminished. Treasury bills 
amounted to only £588,320,000 and Ways and Means Ad
vances to £186,156,000. 

In the years 1925-28 much the same policies were fol
lowed. The Ways and Means Advances were gradually re
duced until in 1927 they were £116,601,000. They were, 
however, suddenly increased in 1928 to £161,850,000. 
Treasury bills were slightly reduced so that in 1928 they 
amounted to only £526,940,000. The War Loan of 1929-~7 
was kept fairly constant, but had increased to £2,172,373,000 
in 1928. The War Loan of 1929-42 was also kept steadily 
at about £65,000,000, but increased in 1928 by about £15,-
000,000. National War Bonds were very considerably re
duced so that they amounted to only £777,829,000 in 1925, 
£705,700,000 in 1926, £555,273,000 in 1927 and £193,-
847,000 in 1928. The latter, it will be remembered, fell due 
on April I and September I, 1928, and February I, 1929. 
Treasury bonds, which had entered the field as an intermedi
ate form of debt, increased from £23,153,000 in 1921 to 
£452,779,000 in 1922. These bonds had maturities ranging 
from April I, 1929. to February I, 1935. They remained 
steadily at about £450 millions until 1928 when they were 
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increased to £67S,371,000 to assist in the payment of the 
National War Bonds. 

During these years there were three more conversion 
loans: the 4}1 per cent Conversion Loan of 1940-44 issued 
in 1924-S, the issue of consols at 4 per cent in 1927, and the 
S per cent Conversion Loan of 1944-64 issued in 1929. In 
the latter there were guarantees that the bonds could not 
be reconverted before 1944. The loan could be paid for in 
other loans, such as the s}1 per cent Treasury Bonds of May, 
1930, or War Loan of 1929-47. 

The conversion loan of 1944-64 was resorted to because 
of the great increase of short-term debt in 1928 and 1929. 
By 1929 the short-dated debt had reached £8SS,000,000. 
Treasury bills had increased from £S26,940,000 on March 
31, 1928, to £792,98S,000 in November 1929. The Con-_ 
version Loan of 1929 was a success and £233 millions were 
subscribed. r5 

Five main facts stand out in the post-war management of 
the English debt. First, there was continuous and success
ful conversion, reducing appreciably the rate of interest. 
Secondly, conversion was accompanied by an increase in the 
nominal amount of the debt. Thirdly, new intermediate 
debt forms were called into use to adjust the maturities. 
Fourthly, the debt could not be naturally reduced, so that 
in its discouragement the state converted some of its debt 
into bonds without fixed dates of payment. Finally, the eco
nomic depression of 1929-32 caused a great increase in the 
floating debt. 

( c) In the United States 
The debt in the United States immediately after the war 

also presented difficult problems of maturities. These diffi
culties arose mainly from the fact that conversion had not 

15 The Colwyn Repo,.t gives on p. 4S a table showing the amount of 
conversion from April I, 1920 to March 31, 1926. 
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been conducted during the war as in England with the object 
of funding the debt. Conversion had been used primarily 
for the purpose of equalizing the interest rate paid to all debt 
holders. The approaching maturities faced by the Treasury 
were extraordinarily large. For example, in 1919 no less 
than $9,246,000,000 had to be paid in five years, four biIIions 
of which fell due in one year. In 1921 over seven biIIions 
were due in two years. 

During the war years the following conversions occurred: 
in 1916 thirty miIIions of 2 per cent bonds with the circula
tion privilege were converted into three per cent bonds, also 
with this privilege. In 1917 3~ per cent First Liberties 
were converted into special 4 per cent First Liberties, to equal 
the interest on the Second Liberties. f8 The privilege of con
version was recurrent for all subsequent issues of Liberty 
Bonds. The Second Liberties could also be converted into 
subsequent issues at a higher rate of interest,n but they could 
only be converted once into the Third Liberties between May 
9 and November 9, 1918. \Vith the issue of the Fourth 
Liberties, First and Second Liberties were converted into 
them from October 24, 1918, to April 24, 1919. Victory 
Notes were interconvertible with all other forms of debt 
during their life. The following is a summary of the con
versions between 1917 and 1921 as given by the Secretary 
c.f the Treasury." 

November IS, 1917 to May IS, 1913-ISt 4's •.•••..•..•. 
As of June 30, 192I-ut 4~" ....................... . 
October 24, 1918 to April 24, 1919, 1St and 2nd 4~'s ••.. 
2nd 4~'. as of June 30, 1921 ........................ . 
Victory 4~'1 as of June 30, 1921 ................... .. 
Victory 3~'1 as of June 30, 1931 .................... .. 

"Love, Federol FifIQncirsg, p. 149-

" Ibid., p. 156. 

$568,~8.450 
$542,387,650 

$3,492,150 
$3,650,936,150 

$293,11 1,250 
$495,668,150 

r. See A""NDl Reporl 01 list Sec,.elory 01 list T,.ea.rury, 1921, p. 261. 
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Because of the large short-dated debt the Treasury set 
about to reduce the loan and tax certificates and to issue 
short-term treasury notes maturing in from three to five 
years. <These notes had maturities distributed over the 
period 1923-'28. From August 31,1919, to March 31,1921, 
the short-dated debt (five years or less) was reduced from 
$9,248,1,88,921 to $7,578,954,141. 

There were $2,743,334,000 of treasury notes issued be
tween June 15, 1921, and August I, 1922. These securities 
extended the maturities of the Liberty Bonds and allowed the 
government to take advantage of the declining interest rates. 
The last of the loan certificates of indebtedness were retired 
on October 16, 1922, leaving only tax certificates. Their 
number in 1922 was abnormally small in comparison with the 
Victory notes. With the retirement of these two forms, the 
short-dated debt consisted of Third Liberties maturing in 
1928, treasury notes and tax certificates. 

During this early post-war period the Treasury was faced 
with three important problems in connection with maturities: 
the reduction of the loan certificates, the heavy maturities of 
the Victory Loan, and the large maturities of the Third Lib
erty Loan. The Victory Loan maturity was met to some 
extent through actual retirement, but largely through the 
increases of treasury notes. These amounted to only $311,-
191,600 in 1921, but had increased to $2,246,596,350 in 1922 
and to $4,104,195,150 in 1923. The Third Liberty Loa~, 
which amounted to $3,904,313,017 in 1919, was gradually 
retired until in 1928, the year of its maturity, it amounted 
to only $1,288,848,600. The surplus and sinking fund were 
devoted to this purpose, but the Treasury was assisted by 
the increase of treasury bonds. These rose from $2,790,-
638,650 in 1928 to $3,136,986,600 in 1929. 

Two facts that stand out in American experience in com
parison with that of England and France are the greater use 
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of relatively short-dated. debt in post-war funding and the 
ease with which the maturities could be met by large budget 
surpluses. Until 1923 no long-term bonds were issued. In 
that year $763,954,300 were issued for the purpose of facili
tating the retirement of the Victory Loan. 18 These were 
434 per cent bonds maturing in the years 1947-52. In De
cember, 1924, a second issue was made, this time of bonds 
maturing in 1944-54 and bearing only 4 per cent interest. 
The amount issued was $1,047,488,500. Three other issues 
of treasury bonds have been made, one issue of $494,898,100 
at 3~ per cent maturing in 1946-1956, a second of $494,-
854,750 at 3~ per cent maturing in 1943-47, a third of 
$359,042,950 at 3~ per cent maturing 1940-43. 

Of considerable interest is the refunding of the Second 
Liberty Loan in 1927. The amount of this loan was 
$3,807,865,000 on November 15, 1917. By February 28, 
1927, it had been reduced to $3,104,520,050. Of this 
amount $,1,976,990,200 was exchanged for other issues at a 
lower rate of interest, $580,149,750 was redeemed for the 
sinking fund, $524,450 was redeemed from miscellaneous 
sources, $527,170,500 was paid on presentation pursuant to 
call, and only $19,685,150 remained outstanding in· 1928. 

The Third Liberty Loan was also disposed of in 1927-28. 
On January 9,1928, the holders of this loan were offered 3 to 
5 year 30 per cent treasury notes, Series C, 1930-32, at par. 
To compensate for the premium on the Third Liberties, in
terest was prepaid in fu11 to March 15, 1928, without deduc
tion for earlier redemption. $697,399,650 was thus con
verted. At this time $160,062,000 worth of Third Liberties 
were purchased by the government. Some months later 
$314,993,300 worth were purchased from the surplus. 
Thus out of the $5,264,526,950 of Second and Third Liber-

ft Tables of the maturities and the kinds of debt issued by the United 
States are given in Appendices II and III. 
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ties outstanding in March. 1927. $2,794,732,200 were re
funded through direct exchange for other bonds. $700,-
067,100 were purchased for the sinking fund and $567.401,-
750 were purchased with surplus revenues, $5,900,000 were 
retired through miscellaneous accounts and $1.196,425,400 
were retired with the proceeds of other loans, these consisting 
mainly of treasury notes and treasury bonds. 

(d) In Germany 

In Germany inflation has created abnormal conditions 
since the war. There has been nothing which might be 
termed a conversion and only very recently has any refund
ing of the short-term debt occurred. It will be recalled from 
Chapter II that the German debt was 5.158,000,000 marks 
at the beginning of the war and that in 1919 it had risen to 
156,452,000,000 marks. The floating debt had become an in
creasingly larger portion of the total and had risen from 4.26 
per cent to 48 per cent in 1919.80 Thus Germany was con
fronted with an even more embarrassing floating debt at the 
end of the war than any of the principal Allies, in spite of 
the constant efforts of the government during the war to 
fund the debt. Two kinds of loans had been issued. for 
this purpose. Deutsche Reichsanleihe and Deutsche Reichs
schatzenweisungen. In France these two forms would be 
called rentes and obligations respectively. They were both 
issued to take up the treasury bills. which in Germany, as in 
other countries. were the initial source of war funds. These 
bills were discounted with banks and thence passed on to 
the general investor in much the same manner as the English 
treasury bills. 

The German rentes mentioned above were little different 
from the French except that they could not be converted 
before October I, 1924. and were issued at a price very little 

80 See Fisk, French Public Finance, p. ]38. 



RECENT DEBT MANAGEMENT . . 101 

below par. The Treasury obiigations were also issued near 
par, the first series payable in the years 1918-20, and the 
second series in 1921-22. The first of these issues was 
limited in amount to one billion marks. Altogether there 
were nine issues of rentes and nine of Treasury obligations. 
These occurred virtually every six months and the date of 
payment of the later obligations was extended to 1967. Ap
proximately 98,188,000,000 marks of rentes and 13,738,-
000,000 marks of obligations were issued from September 
10, 1914, to November 8, 1918. Long-term loans thus had a 
much more important place in the German war debt than in 
the United States and England. 81 The total floating debt 
was estimated by Rist at 45 billion marks in 1918. This 
figure included the obligations since the amount of the float;.. 
ing debt was nearly half of the total.S2 

Thus the issues of long-term debt in Germany did not 
succeed as well in funding the debt as they had in the other 
principal nations. But the monetary and budgetary difficul
ties that followed still further increased the floating debt. 
Such financial measures as the payment of customs taxes in 
gold, the tax reforms of Erzeberger, the turnover tax and the 
Reichsnotopfer eventually seemed incapable of meeting the 
needs of the budget. According to Professor Graham, taxes 
covered 91.2 per cent of the domestic expenses in 1921 but in 
1923 only one to two per cent were derived from taxes.S

8-

By November IS, 1923, the total floating debt of Germany 
had reached the ridiculous sum of 191,580,465,422 milliards 
of marks. Of this sum nearly 100,000,000,000 milliards 

II See Jeze, Scienc. del /iMncel. p. 388. and Ris-t, Le, FiMncel d, 
gunr. d, r AllefMgM. p. 86 eI leq. 

II Ibid •• p. 241. 
II Graham, ExcMnge. Price.r and Production in H),per-Injlatio_ 

Ger'fMnY-1920-Z3. pp. 38-39-
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were paid off between November i 6 and November 30.8' 
By the time stabilization had been established the Agent Gen
eral for the Reparations Commission was able to state that 
the remaining debt, both funded and floating, amounted to 
only one thousand stabilized Reichsmarks. This would be 
in the neighborhood of 250 dollars. By 1924, therefore, no 
refunding of the war debt had taken place and none was now 
needed. The revalorization of the old debt, however, might 
by some stretch of the imagination be considered as a con
version. The details of this measure have already been 
mention~d above. 

The revalorization began in 1925. In September, 1927, the 
German Finance Ministry divided the Loan Liquidation 
Debt into its two parts, 4,742,500,000 marks with drawing 
rights and 700,000,000 marks without these rights. Previ
ously it had been carried in the reports to the Agent General 
as a single figure, much smaller because the debt with draw
ing rights was not included. 

After the institution of the Dawes plan there was some 
increase in the amount of the debt, and with it, in the floating 
debt. On April I, 1924, the public debt consisted only of 
the Reichsbank and Rentenbank loans contracted for the as
sistance. of these bodies in supporting the currency, of 
treasury certificates issued in 1923-24 in gold and Renten
marks, various obligations contracted in the United States· 
and guarantees undertaken toward Turkey during the war.8~ 

The first important addition to the debt was, as we have 
seen, the German External Loan of 1924 amounting to 800,-
000,000 gold marks. This, of course, was not floating debt. 
Following this loan came the German Internal Loan of Feb
ruary, 1927. It amounted to 500 million Reichsmarks at 5 

at Committee of Experts, Germany's Economy, Currency and Credit, 
P·29· 

85 Reparations Commission, Execution of the Experts' Plrm, 1927-28. 
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per cent and matures in 1959. Earlier redemption may be 
made at par in whole or in part after February I, 1937. 
A loan of 100 million Reichsmarks was also received from 
the post office in August, 1926. A second Internal Loan was 
issued in 1929. This loan is for the shorter period of fifteen 
years. It bears 7 per cent interest and is exempt from 
almost all taxes. The subscription amounted to ISo million 
Reichsmarks. Short-term credits were also received during 
this year from German railways. 

The fiscal year 1928-29 was marked by a considerable in
crease of debts of many varieties. In this year there was 
the issue of war damage liquidation certificates. Bonds 
were also issued to the Social Insurance Institutes, to the 
banks and to Roumania in connection with the Roumanian 
agreement. The first form of bonds was repayable in the 
years 1930-32; the bonds issued to banks were for seven and 
eleven months; the Roumanian bonds were repayable one
third in each of the three years 1929, 1930 and 1931. In 
addition to these forms of short-term debt Reichsmark bills 
increased in that year by 343 million marks and short-term 
loans by 145 millions. 

The fiscal year 1929-30 brought a still further 'increase in 
short-term debL In this year 1,216 millions of treasury bills 
were issued, 200 millions to the German banks, 350 millions 
to the Reichsbank syndicate, 125 millions of treasury bonds, 
another ISo millions to the German Railway Company and 
36 millions to the Agent General for Reparations Payments 
in compliance with the Hague Protocol of 1929 and the 
Hague Agreement of 1930. None of these debts had a 
maturity later than March 15, 1931. Thus the floating debt 
increased considerably in 1929-30. As we have seen in 
Chapter II, the total amount of floating debt was only 171 
million marks on March 31, 1927. On the same date in 
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1928 it was 226 millions, in 1929,990 millions, but in 1930 
it was 1,888 millions.86 

It may be concluded then that after 1923 there was no 
problem of conversion and funding arising from the war, 
and that with the exception of the Loan Liquidation debt and 
the German Internal Loan of 1927 there have been no im
portant internal long-term loans and no conversions. The 
floating debt has increased constantly since 1925, and in 
recent years this tendency has become alarming. 

(e) Summary 
It can be said by way of summary that there is very little 

similarity in the history of debt management in these four 
countries. Great Britain and, before 1923, Germany prob
ably may be said to have made more systematic efforts to 
fund the floating debt than either the United States or 
France. All four emerged, however, with very heavy debts 
of this character. The United States reduced the floating 
debt by retirement and by the issue of treasury notes and 
bonds. Great Britain and France made a greater' use of 
conversion loans. Germany was relieved of her floating 
debt by inflation. 

V. CHANGES IN INTEREST RATES 

Turning now to interest rates, it is doubtful whether any 
safe comparisons among these countries in this regard can 
be made. It is dangerous to compare nominal rates of inter
est and the computation of yields would be a difficult if not 
impossible task. A reference to nominal rates of interest, 
however, does indicate certain broad tendencies. 

Germany was able during the war to issue rentes near par 
at 5 per cent and obligations at 5 and 4~ per cent. Rates 
of interest during the inflationary period of 1921-23 were, 

86 Reparations Commission, Execution of tile Experts' Plan, 1929-30. 
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of course, much higher. After stabilization -had taken place 
the government was able to issue the large Internal Loan of 
1927 at S per cent, but in 1929 the second Internal Loan 
bore 7 per cent, and 7* to 7Yz was paid to banks for loans 
made to the government. 

In France in April, 1927, after stabilization, reflies of the 
Caisse Autonome were at 6 per cent and obligations also at 
6 per cent. In May, 1928, rentes were issued by the Caisse 
Auto1lome at S per cent and in February, 1929, obligations 
were lowered to 4Yz per cent. On October I, 1926, Bons of 
the Caisse were issued at sYz per cent for 6-month bonds, S 
per cent for three months and 3.6 per cent for one-month 
bonds. By May 6,1927, these were reduced to 4Yz, 4 and 3 
per cent respectively, and in 1929 the interest on all Bons 
(now two-year titles) had fallen to 3Yz per cent. The re1ltu 
were issued during the war at S per cent in 1915-16 and 4 
per cent in 1917 and 1918." 

In England estimation of the median rate of interest on 
all forms of the public debt shows it to be 5 per cent in 1919 
and 1920, 5 to 4~ per cent in 1921, 4~ in 1922, 4* in 1924. 
4 in 1925 and 1926 and 1927, and 4* per cent in 1928. 
Winston Churchill in a budget speech in 1925 estimated that 
the interest on the British debt had been reduced from 6 to 
4 Yz per cent since 1920". 

Thus after stable monetary conditions had been established 
in these three countries it appears that there was a gradual 
reduction of interest in aU three. The most success was 
attained in France, but the reduction was steady in England. 
In England and Germany the economic difficulties which 
began to make themselves felt in 1928 seem to be reflected in 
a rise in the rate of interest. 

If C/. BrJle';' tk nlJlisliqw 9lwhale and Haig, 01. cil .. JIll. 264-267 • 
.. C/. Fi_, AWlflflts. Grut Britain bas floated during the spring 
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A great deal has been said by American government 
officials and others about the success of the Treasury in 
reducing the rate of interest on United States bonds and 
certificates. The Secretary of the Treasury presented in his 
annual report of 1925 a calculation of the yield of the certifi
cates of indebtedness of 4 and 6 months in 1925 in compari
son with the yield on similar forms of commercial paper. 
This comparison showed a rather close correspondence dur
ing the years 1924-1925, and the yield of short-term securi
ties showed a tendency to decline with the fall in the market 
rates of interest. Although there are exceptions, any careful 
study of the Reports of the Secretary of the Treasury will 
show also that for every kind of debt the rate of interest has 
fallen rapidly and fairly constantly from the war period until 
more recent years. 

and summer of 1932 one of the largest conversion loans of Iher history. 
This loan has succeeded partly because of the low interest rates and the 
scarcity of safe investments. 



CHAPTER IV 

HISTORY OF THE RECENT METHODS OF DEBT RETIREMENT 

SINCE 1919, when in most countries the nominal amounts 
of national debts were at their highest, unusual efforts have 
been made to decrease the debt as well as to lower the interest 
rates and adjust the maturities. Sinking funds have again 
become prominent in political discussions and various forms 
have been both suggested and employed. It is important to 
examine these funds and certain other closely related 
measures to see what light the different practices of the vari
ous countries throw upon their usefulness in debt retirement. 
In doing this it is perhaps wisest to proceed from the most to 
the least familiar, in other words to begin with the United 
States and compare its methods with those of Great Britain, 
France and Germany. 

I. THE UNITED STATES 
The more recent sinking fund measures of. the United 

States reflect a policy which was adopted very early in 
American history, namely the payment of debt through the 
use of both special appropriations and surplus. The United 
States has not vacillated as much between these two methods 
as have Great Britain and France, but very early worked out 
a compromise, which was for a part of the time written into 
the law and at other times merely carried out in practice. In 
1790 Hamilton had urged Congress to allocate certain reve
nues, such as tonnage fees and import duties, to the payment 
of foreign debts, the interest on new debts and the payment of 
old debts. Post office receipts he thought should be turned 
over to the debt through a Board of Debt Commissioners, the 

J07 
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members of which should be the Vice-President, Chief Jus
tice, Speaker of the House, Attorney General, and the Secre
tary of the Treasury. The first sinking fund law, enacted in 
1790, followed some of these suggestions. Surplus reve
nues from tonnage fees were used by the Board of Com
missioners to purchase public stocks if they were below par. 
The fund was a mere pretense since the President could 
borrow up to two million dollars to purchase the debt and 
since there was no permanent fund devoted to the payment of 
the debt and the fund could be easily violated. 1 In 1792 
Hamilton proposed a real 2 sinking fund involving the pay
ment of interest on a given amount of stock purchased by the 
Debt Commissioners. A law passed in this year altered the 
old fund so that two new sources of revenue were introduced, 
the interest accruing on the stock purchased and the unap
plied portion of all moneys appropriated to pay the interest 
on the debt. The first-named, which has sometimes been 
referred to as " secondary credit", has been a peculiarity of 
American finance which at least one country, Germany, has 
begun to copy. 

The altered fund did not provide for a fixed appropriation 
although the allocation of tonnage fees suggested the 
eventual adoption of such a plan. The sinking fund law 
passed in 1802 also neglected to provide for fixed appropria
tions and merely devoted a large surplus to the payment of 
the debt. In 1817, however, the compromise mentioned 
above was finally developed and embodied in a sinking fund 
law passed in that year which repealed all previous funds and 
set up an annual appropriation of ten million dollars, which, 
together with any budget surplus above two million dollars, 
was to be paid to the Debt Commissioners. There were to 
be no further violations, borrowing for payment, or attach-

1 See Ross, Sinking Funds, p. 46 et seq. 
2 i. e., resembling that of Price. 
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ment of specific revenues. Under its operation the countrv 
virtually eliminated its national debt. . , 

The debt was increased again by the Civil War, and this 
gave rise to the sinking fund of 1862. This fund provided 
for the use of customs duties to pay the interest on the debt 
first and then to payoff one per cent of the existing debt 
each year. It was considered at the time that the adoption 
of this fund constituted a contract with the public to pay the 
debt.' The fund was, however, ignored until Boutwell's 
administration and in practice such funds as were available 
from surplus revenues were applied to the debt. Thu~ it 
may be concluded that, as in the act of 1817, (since under 
that law borrowing to pay the debt service was illegal) the 
funds to pay the debt were derived from the surplus revenues, 
but the amount set aside for this purpose was definitely indi
cated by law! The theoretical significance of this solution 
will be discussed more fully in a later chapter. The attitudes 
of Secretaries of the Treasury point to the above conclusion 
about the post-civil war debt payment practice. For ex
ample, Secretary Sherman, according to Ross, believed that 
the sinking fund merely imposed upon him the duty of 
paying the debt out of surplus revenue, and Secretary Plumb 
regarded it only as a bookkeeping device. 5 

In 1881 an act was passed which authorized the Secretary 
of the Treasury to apply so much of the surplus moneys to 

'Banker'1 MagtJBiM, vol. 40, p. 725 . 
• Secretary Boutwell, who is given the credit by Ross for having been 

the first to discover the· sinking fund law of 1862, tried to comply with 
its provisions. He bought bonds in excess of the needs of the fund and 
recommended that these purchases be made in such amounts as eventually 
would compensate for the failure of earlier secretaries to comply with the 
fund law. In 18;>0 (July 14) the famous funding act was passed which in
cluded a provision that the bonds bought for the sinking fund be can
cel\ed and destroyed and that the interest on them be ~til1 paid into the 
linking fund. This provision made the sinking fund of 1862 cumulative. 

• Ross, Sinking FundI, p. 83-
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the retirement of the debt as he saw fit. 8 This law thus legal
ized a common policy among Secretaries of the Treasury 
after the Civil War. It merely put into the law the practice 
of the times. When most of the debt had matured or had 
been reduced to the consolidate9 form, the Treasury was 
troubled by the sinking fund, which required the purchase of 
at least some bonds from the annual surpluses. In 1915 
the Secretary of the Treasury advised a revision of the sink
ing fund. He believed that either an II actual" fund should 
be established with definite and specific appropriations, 
together with specific provisions for the administration of 
the fund, or else the existing acts should be repealed and the 
Secretary directed to purchase and retire interest-bearing 
obligations of the United States whenever the same could be 
acquired advantageously and the conditions of the Treasury 
warranted such action.T Similar recommendations had been 
made in 19II. The total purchases for the fund had come 
to a ridiculous figure-in 1916 only $35,903. 

But these difficulties solved themselves through the in
crease of the debt with the World War. It became 
necessary to establish a new fund at this time. Of great
est interest is the fact that the new fund had a definite appro
priation. So long as the interest on the debt was small rela
tive to the total government expenditures, it was believed 
that the rapidity of debt retirement from surplus could be 
left to the discretion of the Secretary of the Treasury. This 
was thought undesirable after the war had so greatly en
larged the debt. 

The present sinking fund law was enacted as section six of 
the Victory Liberty Loan Act of 1919 and was in accord 
with the recommendations of the Secretary of the Treasury 
in that year. It provided 

8 U. S. Statutes 1879-1881, p. 457. 

T AIJIJual Report of tAt Secretary of tAt Treastlry, 1916, p. 29· 
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(a) That there is hereby created in the Treasury ~ cumulative 
sinking fund for the retirement of bonds and notes under the 
FU'St Liberty Bond Act, the Second Liberty Bond Act, the Third 
Liberty Bond Act, the Fourth Liberty Bond Act, or under this 
act and outstanding on July I, 1920. The sinking fund and all 
additions thereto are hereby appropriated for the payment of 
such bonds and notes at maturity, or for the redemption and 
purchase thereof before maturity by the Secretary of the 
Treasury at such prices and upon such terms as he shall pre
scribe, and shall be available until all bonds and notes are re
tired. The average cost of the bonds and notes purchased 
shall not exceed par and accrued interest. Bonds and notes 
purchased, redeemed or paid out of the sinking fund shall be 
c:ancelled and retired and shall not be reissued. For the fiscal 
year beginning July I, 1920 and for each fiscal year thereafter 
until all such bonds and notes are retired there is hereby 
appropriated out of any money in the Treasury not otherwise 
appropriated for the purpose of such sinking fund an equal 
amount to the sum of (1) 2~ per centum of the aggregate 
amount of such bonds and notes outstanding on July I, 1920 
less an amount equal to the par amount of any obligations of 
foreign governments held by the United States on July I, 1920 
and (2) the interest which would have been payable during the 
fiscal year for which the appropriation is made on the bonds 
and notes purchased, redeemed or paid during such years or in 
previous years.8 

According to Glass the old fund bad proved unworkable 
and nothing more than a bookkeeping account; to make the 
sinking fund effective it must be derived from the proceeds 
of taxation.- Unless we interpret opinions such as those of 
Glass as implying the need for a Congress-given policy of 
debt retirement, we cannot see how they bave any meaning. 
It is quite apparent that there is no sense in saying that debt 

- CllflgnuiDwll RmWfI. wi. 57. P. 4294-
- A....z R,1tW' of 1M S,errklry of 1M Trnuw'1. 1919. P. 8s. 
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retirement must come out of taxes unless the need for such 
instruction from Congress as to policy is implied. 

Thus the increase in the size of the public debt has resulted 
in the establishment of a sinking fund policy through legis
lation which ,is similar in its main essentials to the policy 
followed after the War of 1812 and the Civil War. It is 
possible that the lack of discussion that g~eeted the measure 
indicates a belief on the part of the members of Congress 
that it represents no important departure from past prac
tice. The bill was reported out of committee by Claude 
Kitchin and only one amendment was suggested. This 
amendment was offered by Mr. Sherley, and provided 
merely for the presentation of special annual sinking fund 
reports to Congress. Only three questions were asked in 
the discussion of the measure: was the payment of the fund 
necessary; would Congress, in Mr. Kitchin's opinion, impose 
taxes to pay the credit; and how large would the fund be. 

It will be desirable to describe in detail at this point just 
how closely this sinking fund scheme follows the previous 
policy of the United States in the retirement of debt. It can 
be seen first of all that the appropriation is a definite amount, 
although it is determined by the use of a percentage. It also 
is definitely assumed that the appropriation is to be derived 
from taxes. There is of course nothing in section six that 
would require the payment of the fund through taxes, since 
it merely states that the appropriation shall come from any 
money in the Treasury. But that it should be paid out of 
taxes was certainly the intention of Secretary Glass and of 
at least a few Congressmen. The silence of the rest of the 
members would assuredly have been broken if borrowing to 
pay the fund had seemed very likely. Since taxation for the 
debt was assumed, the actual source of the funds would 
naturally be government surplus. But through the estab
lishment of a fixed appropriation the Treasury was directed 
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a! to the amount of debt to be retired and the amount of "sur
plus" to be used. In addition to this artificially created 
.. surplus" any further excess revenues could be devoted to 
the debt reduction. Thus the policy was one of fixed appro
priations paid out of taxes and the use of additional surplus.lO 

In pursuit of the policy set up by the Victory Loan Act 
the surplus has been as important a factor as the sinking 
fund, as is shown by the fact that out of the total reduction 
in the gross debt of $9,788,934,707 between August 31, 
1919, and 1929, the surplus accounted for $4,367,624,774.11 
It is thus responsible for about half of the total reduction. 
The sinking fund, although intended as a guide to the speed 
of reduction, has not therefore served very satisfactorily 
as such a guide. It might be said that the Treasury did 
not allow the technical surplus in the ten years to exceed the 
amount of this fund but there is no evidence that this policy 
was consciously followed.ll 

II. GREAT BRITAIN 

The post-war debt reduction of Great Britain, though less 
successful than that of the United States, was at the same 
time characterized by more varied methods. As in the 
United States, there is some similarity to the past history of 
retirement. It wiD be useful to recall at this point that in 
1786 Pitt, as chancellor of the exchequer, brought forward a 
sinking fund along the lines outlined by Dr. Price. The 
fallacy of Price's compound interest scheme has often been 
pointed out. Nevertheless, his measure had the suggestion 

10 In additioo to these sources of debt payment there are certain other 
mi ..... Jlaneous sources, including the receipts from the Franchise Tax of 
the Federal R.esene Banks and the Intermediate Cndit Banks, the federal 
estate taxes, gifts and forfeitures and the Rduction of the Geuera1 Fund 
B~ 

11 A",,1IGl Reptlrl of lise SeenlDr} of lise TrrGnlr1, 192!)

U See ApPendix IV for table on U. S. debt reduction. 
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of a definite appropriation and fund for the retirement of 
debt and the separation of the retirement funds from the 
general funds of the Treasury. After Robert Hamilton's 
criticisms, the sinking fund as originally constituted was 
abolished and budget surplus was then paid to the N ationaJ 
Debt Commissioners. This came to be known as the Old 
Sinking Fund of 1829. The law allowed only one-fourth of 
the surplus for this purpose. The Old Sinking Fund Act of 
1866 introduced the requirement that a rep~rt of surplus be 
prepared by the Treasury at the end of the fiscal year, a 
copy of which was to be sent to the Commissioners for the 
Reduction of the National Debt. During the next year the 
surplus was issued out of the Consolidated Fund and used 
within six months to payoff one or more of the annuities, 
exchequer bonds, bills and advances made by the Bank to 
the government, but not the Ways and Means Advances.is 

In 1876 the New Sinking Fund Act a was passed. This 
law set up a definite appropriation and to this extent is 
reminiscent of Pitt's sinking fund. In 1876 the amount of 
this appropriation was £27,400,000, in 1877 £27,700,000 and 
for every subsequent year £28,000,000. This came to be 
referred to as the annual debt charge. Out of it all annui
ties, all interest on exchequer bonds and bills with some 
exceptions, and all interest on the advances of the Banks of 
England and Ireland were to be paid. Interest on exchequer 
bonds and bills for the Public Works Loan or for any bonds 
following the passage of the act that the law did not specify 

1.8 Great Britain-Statutes, Vict. 29 and 30, chap. 39- E. L. Hargreaves 
has pointed out that after 1860 a change in the attitude of both Parliament 
and the nation occurred, which he thinks can be attributed to no one 
cause. There was less interest in <the systematic reduction of the debt 
and terminable annuities were turned to as a compromise between those 
who desired a systematic reduction and those who did not. See 
Hargreaves, National Debt, p. 175. 

a Great Britain-Sta,utes, Vict. 38 and 39, chap. 45. 
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were not to be paid out of this fixed appropriation. Any 
surplus remaining after the payment of interest was to be 
used for the retirement of annuities, exchequer bills and 
bonds, but not advances of the Banks of England and Ire
land. The surplus was paid to the National Debt Commis
siorlers, who were to use the money for retirement within six 
months of its receipt. The surplus was paid to the Com
missioners throughout the whole of the following fiscal year 
and not. as in the Exchequer and Audit Act of 1866, paid 
within the next quarter after the end of the fiscal year. 

Following the war with Afghanistan and the resulting 
tendency of Parliament in the decade after 1875 to demand 
the reduction of taxes. the sinking fund was maintained to a 
large extent by converting bonds into terminable annuities 
and counting these as part of the sinking fund payments. 
By 1885 many of these annuities expired and it was feared 
by Gladstone that the sinking fund would not be maintained 
by an additional vote of money equal to the amount of the 
expiring annuities. Childers became chancellor and in 1883 
secured a renewal of the annuities and a slight reduction of 
their total charge. This was accomplished by a conversion 
of chancery stock and savings bank stock into annuities. 

The situation created by these measures remained virtually 
unchanged until the World War,Ja when the sinking fund 
payments for redemption were temporarily abandoned. The 
Finance Act of 1914 states that .. All that portion which is 

Ja The Public Building Expense Act of 1898 merely increased the total 
cxpeuditura for the fUDd by bso.ooo. 

A Sinking FUDd Annuity bad been created, arising from the reduction 
of thne per cent stocks to Jawu in~ Thus Section 3 of the 47th 
aod 48th Victoria, chap. 23. stata that this thne per cent stock should 
be COIIftJ1ed into 10wer annui ties. constituting a reduced rate of interest 
aod that • aach annuities Ihall be charged on the Coosolidated Fund and 
paid out of permIlIJmt annual charge of the national debt and sball be 
applied by the National Debt Commissioners in like manner as if the 
same were a part of the new Sinking Fand. .. 
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not required for the annual charges directed by the National 
Debt and Local Loans Act of 1887 or any other act to be 
paid out of that charge or for the redemption of any Ex
chequer Bonds under section seven of the Finance Act of 
1905 which 'ar~ drawn for redemption on the 18th day of 
April, 1915, shall not be paid." 18 In subsequent years 
(1917-19) payments for the retirement of the debt were 
suspended. 

At the end of the W orId War the debt had grown to such 
large proportions that it became desirable to set up some 
mechanism for its payment.1f Thus special sinking funds 
were attached to the War Loan of 1919. This established 

18 Great Britain-Statutes, 5 and 6 of Geo. V., c.hap. vii. 

11 Chamberlain, speaking before the House of Commons on October 29, 
1919, said that a sinking fund of Yz of 1 per cent was to be provided 
for th3lt year, which would if maintained remove the debt in fifty years. 
He estimated that there would be a substantial sum with which the debt 
could be paid in 192(1. (Parliament, Official Report, vol. 120, pp. 755-7.) 
He thought the condition of the floating debt was better than it bad been 
in the previous year. He was opposed to the capital levy and on May 20, 

1919, defeated Acland's motion for :the capital levy, 317 to 72. In its 
place inheritance taxes were considerably increased. This did not remove 
the agitation for the capital levy, whi'Ch began again in 1929 when a 
commission was established to study it. The movement for a levy spread 
and arucles appeared by G. W. Curie, H. Wren, A. Hoare, and Pethick
Lawrence in The Economist. Articles by Paish and Pigou appeared in 
other publications. The Liberals, led by Mr. Asquith, wanted to meet the 
problem by economy but they insisted that the debt be paid and made it 
a part of the policy of the party. 

Ownberlain during these years felt it necessary to point out the 
progress made by the Government in the reduction of the debt. In his 
budget speech on April 25, 1921 he estimated that a surplus of 80 million 
pounds in addition to 23 millions of the debt retirement funds established 
by law, 20 minions of terminable annuities, 7 millions of new retirement 
funds and 14 millions for the Victory Sinking Fund could be applied to 
the payment of the debt. He thought that repayment could proceed 
rapidly since the price was below par. There had been, however, a 
deficit for the year 1919-20. Ct. Revue de Science et de Legislatio,. 
Finoncieres, 1919-21. 
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the Victory and Funding Loan Sinking Funds. Paragraph 
two of the act stares that "There shall be set aside at the 
close of each half year a sum equal to two and a quarter 
per cent on the nominal amount of any four per cent Victory 
Bonds or of four per cent Funding Loan 19OO-go originally 
created under the prospectus dated the twelfth day of June, 
nineteen hundred and nineteen, and after deducting there
from the amount required for the payment of interest on 
these securities for the half year the balance of the sum so 
set aside shall be issued to the National Debt Commissioners 
and be applied by them to sinking-fund purposes in accord
ance with the terms of the above-mentioned prospectuses. 

" The Treasury may make arrangements for the redemp
tion of four per cent Victory Bonds at par by means of 
annual drawings and may make regulations for the drawing 
of such bonds and the bonds so drawn in any year shall be 
redeemed on the first day of September in that year." Ac
counts must be kept by the New Sinking Fund Commission
ers in accordance with directions given by the Treasury and 
the accounts shall be submitted to the Comptroller and 
Auditor General. The act also provided that securities 
issued under it shall not mature if paid in to satisfy certain 
duties but shall be turned over to the National Debt Com
missioners who shall use the interest in part payment of the 
sinking fund set up in the act. l

• In addition to the Victory 
Loan sinking fund an earlier fund had been set up in connec
tion with the War Loans of 1929-47 and 1929-42. 

Between 1920 and 1923 there was a great deal of discus
sion of the burden of the debt. Some believed that British 
wealth would not grow after the World War as it had after 
the Napoleonic Wars. It As much was being taken for in
terest on the debt as had been taken for the whole budget in 

I' Great Bri.taio-Statlll,., 9th and loth Ceo. V, chap. 37. paragraph 2. 

II Parliamentary Debates, 0 jJiciIJl R~torl, voL 164. p. 123. 
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1913; The heavy debt burden, it was thought, hampered 
England in her competition with Germany.20 Increased 
credit power would be gained by the removal of the debt. n 

There were some who favored a much more rapid reduc
tion of the debt, such as Snowden, Pethick-Lawrence, and 
other members of the Labour party. The party favored the 
capital levy, but was willing to accept the next best measures. 
Snowden, for example, believed that no considerable reduc
tion in taxes could be made until the expenses of the debt 
were diminished. The sinking fund proposed in 1923 would 
in his opinion require one hundred and fifty years to remove 
the debt.22 The discussion centered upon the selection of 
fifty or one hundred million pounds a year. 

As the act applied only to the Victory and Funding Loan 
and it was obvious that a much greater effort would be 
necessary if any substantial proportion of the debt ,!as to 
be retired annually, the Consolidated Loan Sinking Fund was 
set up by the Finance Act of 1923. The act of 1875 with 
its New Sinking Fund was repealed 23 and the fixed sinking 
fund appropriation was raised to £40,000,000 for the year 
1924, to £45,000,000 for 1925 and to £50,000,000 for all 
years thereafter "unless Parliament otherwise deter
mines." 24 This amount was also called the New Sinking 
Fund of 1923 and was made a permanent charge on the 
Consolidated Fund. It was used to pay all debt except ad
vances from the Banks of England and Ireland and loans 

20 Ibid., p. 131. 

21 Ibid., p. 133. 

22 Ibid., p. 73. 

28 This act stated that "The provisions contained in the Sinking Fund 
Act of 1875 and the provisions contained in any acts amending that act 
with respect to the permanent annual charge for the National Debt and 
the New Sdnking Fuud shall cease to have effett." 

2' 13th and 14th, Geo. V, cha.p. xiv. 
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raised under an act to meet Ways and Means Advances. All 
the appropriation was issued to the National Debt Commis
sioners to pay the debt except such part as the Treasury 
thought necessary to reduce the external debt. 

The amount of the annual contribution to the New Sinking 
Fund of 1923 was raised by the Finance Act of 1926, by 
£10,000,000 H and by £15,000,000 under the Finance Act of 
1927." These increases came about as a result of a growing 
public interest in favor of debt reduction and the success of 
the Labour party, which for some time has been in favor of 
rapid debt reduction. Finally on March 31, 1929, the New 
Sinking Fund of 1923 was repealed.2Y On that date £369,-
000,000 and on March 31, 1930, and every subsequent 
March 3ISt, £355,000,000 were to be paid out of the Con
solidated Fund. This is entitled .. the permanent annual 
charge for the National Debt". It is devoted first to the 
expenses of interest and management. This includes inter
est on terminable annuities but not on savings certificates, 
or on bonds of any act passed afterwards that does not direct 
their payment from this act. The balance left, after the 
interest is paid, is to be used for the sinking funds set up 
by the War Loan Act of 1919, for the sinking fund of the 
3~ per cent Conversion Loan, for the 4 per cent Consolidated 
Loan, for payments to the United States, for payments as 
part of the Death Duties under the War Loan Act of 1919, 
for interest on savings certificates,a8 and for the Deprecia
tion Fund of 1917.- The whole act is referred to as the 

.. 16 and 17, Ceo. V, chap. xxii • 

.. 17 and 18, Ceo. V, chap. X. 

If 18 and 19, Gco. V, chap. xvii • 

.. Pethick-Lawrence criticized Churchill for estimating this sinking 
fund at 65 million pounds since interest on war savings cel'tificates bad 
to be paid out of it. With this deducted it would amount to only 38 
millioa pounds. 

n The actual retirement of English debt has for a long time been vested 
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New Sinking Fund Act of 1928. The Old Sinking Fund as 
it accrues will now be paid into the Consolidated Fund rather 
than to the National Debt Commissioners, and this surplus 
is to be used to establish a fund known as the Rating Relief 
Suspense Account. The Treasury may payout of this fund 
such amounts as it sees fit and at any time. The New Sink
ing Fund was supposed to remove the debt in fifty years, 
according to the spokesmen of the Government. It was 
desired to introduce the "principle of accumulation". 
"Although it begins small, it will grow each year until 
finally it becomes an immense sum, eating up great chunks . 
• • • " 80 It was defended by one member of Parliament on 
the ground that it was automatic, cumulative and contin
uous.S1 

In 1930, when England began to encounter monetary 
difficulties, the question of the relative importance of debt 
retirement and the gold standard was raised. Snowden, in 
spite of his earlier insistance upon strenuous measures such 
as the capital levy, said, "the suggested remedy (abandon
ment of the gold standard) would, I am afraid, produce 
evils far worse than it was designed to cure." as In this year 
a deficit of over 14 millions was incurred and to pay this 5 
millions a year have been added to the sinking fund for 
three years. This measure caused severe criticism. Mr. 
Strachey, for example, said, "It is not true economy but 
false economy which attempts not simply as may be necessary 
to keep up the statutory sinking fund provided for debt 
redemption but arbitrarily to increase it by 5 million pounds." 

in the National Debt Commissioners who purchase debt titles !in the 
market, or from the Inland Revenue Commissioners who have received 
these titles for othe payment of Death Duties. C/. Finance Accounts, 1928. 

80 Parliamentary Debates, Official Reporl, vol. l'I!), p. 566. 

nIbid., pp. 227-30 (Comments of Sir L. Worthington-Evans). 

12 Ibid., pp. 242, 696-7. 
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The debt retirement laws of Great Britain from 1866 to 
1928 show the use of both a fixed annual appropriation and 
a provision for the use of the surplus. In this respect the 
situation has been quite similar to that existing under Ameri
can law. In practice, however, the surplus of the Old Sink
ing Fund has not been available for the retirement of debt, 
and the retirement of debt in recent years has been accom
panied by the issue of new debt or the conversion of old debt 
at a higher capital figure. . It may also be said that the notion 
of a fixed debt retirement together with an additional vari
able amount depending on the size of the surplus, although 
present in the law, has not figured either in practice or in 
the discussion of debt retirement. On the contrary, it seems 
that in the discussion of the sinking fund in 1875 it was 
assumed that the Old Sinking Fund, which embodied the 
use of surplus for debt retirement, was a dead letter and that 
the II surplus principle II was not necessary. Thus J. G. 
Hubbard favored the new fund because of the unpredictabil
ity of a II surplus ", and this was also the opinion of the 
chancellor of the exchequer.18 Goschen objected that the 
new fund would remove the principle that a surplus is neces
sary and would lead to failure in the maintenance of a surplus 
for that purpose. " ... the future Chancellors of the Ex
chequer would be relieved of the necessity of providing a 
surplus ... . ".. Unless the money came from increased 
taxes no debt would be written off. Study of the subsequent 
discussion on these points does not throw any more light on 
the attitudes of British statesmen. They seem to ignore the 
possibility of raising taxes to the point where the debt would 
be retired by a fixed appropriation and also by a variable 
surplus. 

Thus England accepted the fixed sinking fund appropri-

II Parliamentary Debates, Hansard, vol. 22<$, pp. 1522-30. 
··lbid .. p. 1556. 
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tion in practice. The amount of this fund, however, is much 
below that advised by the Colwyn Committee. The majority 
report of this body suggested seventy-five millions and the 
minority report one hundred millions. Since, as Pethick
Lawrence has. pointed out, a good part of the present fund 
should really be considered interest, the sinking fund is now 
about half what the majority of the Colwyn Committee be
lieved desirable, and this was reduced by, fourteen millions 
in 1930. The amounts attributed to the various sinking 
funds are given in Appendix V. 

III. FRANCE 

France as well as Great Britain has changed her sinking 
fund laws many times, and involved measures have resulted 
from her attempts to enforce the payment of the debt. The 
first Caisse d'Amortissement was established by the law of 
the 6th Frimaire of the Year VIII (1800). This was not a 
real sinking fund. It was merely an office to which money 
securities were given by tax collectors to guarantee the loan 
titles issued in anticipation of taxes. Discount of these 
loans enabled the state to obtain funds immediately. The 
Caisse was later given power to retire its loans and eventually 
its functions were increased, so that it came to be known as 
the Caisse de guarantie, de depot et d'amortissement. 

In 1816 it was reorganized along the lines indicated by 
Price and was made a separate government body.85 It re
ceived first 20 million francs and then 40 million francs, 
which were guaranteed by certain branches of the revenue. 
It bought rentes in the Bourse and kept these in its portfolio. 
The details of its early history are well described in the writ-

85 Vidal, Jean, De l'amortissement de la delte. de guerre. p. ~3; also 
Jaubert. L'Amortissement de la dette publique. These books give the 
history of the early sinking funds in France. See also LachapeUe, 
Le Credit publique. pp. 40-411 et seq. 
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ings of Allix and Jeze'" It will suffice to point out here 
that the Caisse was retained in a form similar to that set up 
in 1816 until September 16, 1871, when its portfolio was 
liquidated, and amortization was taken over by the general 
budget from 1870 to 1879!T Thiers tried with little success 
to retire the debt by budget surpluses. At no time, however, 
was a solution by compromise between fixed appropriations 
and retirement through surplus worked out legally, and the 
history of the sinking fund is characterized by an oscillation 
between these two methods. Finally, in order to support 
the public credit, which owing to the large war loans was be
ginning to weaken, a fund was set up by law on October 26, 
1917, upon which the Caisse, was allowed to draw for pur
chases of debt first to the amount of 60 million and later 120 
million francs a month. The Caisse was required to main
tain the amount of this fund at 360,000,000 francs and to 
increase it when the amount held did not reach this figure. 
It was required to buy 4 and 5 per cent rentes which were 
annulled when purchased. The debt was reduced by a little 
more than four billion francs by this method between 1917 
and 1921. This fund was suspended in 1922. No impor
tant steps were taken to remove the debt until the laws passed 
in 1926. There were during these post-war years a number 
of proposals that ultimately developed into the present Caisse. 

In 1920 Doumer and Cheron proposed to set up a Caisse 
with an annuity of one billion francs from the budget. 
Besides this annuity it was to receive budget surpluses at the 
end of the fiscal year and the interest of the rentes already 
purchased. II These rentes purchased were to be retained as 

II Allis, ScVfK' du fi-u and Jeu. Rewe de SciefK' " de Ugu
Iotiott FirttJfKihu. 

If Jeze, G., COtIrs IlimmI/Jw, de sciefK' des finafICu. pp. 575-6; also 
Levrault, R., Les C/Jus,s d'fJmortiss,,,.,"'. p. 8 . 

.. Allis, SCiefK' dll finafIC's. p. 8S4- The early history of debt retire
ment it CORM in lome detail in this general work. 
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if still acfive and it is here that the measure would have fallen 
into ,,' ies' dangereuses illusions du systeme du Dr. Price" 
according to Professor AlIix.81I It was from this date that 
the projects for the retirement of debt began to multiply. The 
similarity between this measure and the Victory Sinking 
Fund of the United States, except for the slight Pricean 
twist, is striking. The influence of the past on the forms of 
sinking funds proved too strong; the later proposals became 
more similar to the original conception, although there were 
marked differences. . 

The adoption of a sinking fund was opposed in these years 
by those who advised the use of the capital levy, but the legis
lative group supporting the latter was never very strong and 
the sinking fund took precedence over its rival. Besides the 
opposition of those who favored a sinking fund, the budget 
difficulties made it incredible that any fund set up would go 
unraided. In spite of this fact Oementel, in December, 
1924, proposed a Caisse 40 merely on the ground that any sort 
of retirement program, whether adhered to in practice or not, 
might slightly improve the public credit. On April 7, 1925, 
Herriot proposed to place heavy taxes on wealth to support 
the Caisse. 

The difficulties encountered with the floating debt first 
entered the proposals for a Caisse in October, 1925, when 
Caillaux proposed that its work be restricted to the manage
ment of the Bons and Obligations. In his plan the special 
revenue feature appeared. This was to keep the conditions 
of the budget from greatly affecting the management of the 
debt. Caisse funds were to come from a special income tax. 
The Caisse was to support the market for debt titles as well 
as manage the maturities, and in addition by the use of the 

I8Ibid., p. 8,54. See also Levrault, op. cit., pp. 8-25. 

60 Jeze, Revue de Science et de Legislation FitlOnciCres, 1928, p. 51. 
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revenue from the income tax it was to retire from one and 
eight-tenths to two billion francs a year.a 

On November 6, 1925, Painleve advocated a poD tax of 
twenty francs a year to support the Caisse.u He stressed 
the necessary autonomy of the Caisse, stating that it should 
have complete independence and be composed of men high up 
in political circles. It was to receive a fixed annuity of 2,630 
million francs and special revenues amounting to 5AI7 
millions of francs. The funds of the Caisse were to be de
posited in the Bank. The Caisse was to have fifteen mem
bers ( this number was later increased to twenty-three). 
The management of the short-term debt as weD as its retire
ment were to be the functions of the Caisse. 

On December 8, 1925, Loucheur in his proposal for a 
Caisse introduced the idea of industrial representation." 
Finally on December 29, 1925, Doumer introduced a plan 
which the Senate adopted in its broad outlines on February 
27, 1926. The Doumer plan provided an annual charge of 
two and a half billion francs which was to be derived from 
new taxes. The object of the measure was to remove the 
long-term debt, and it was believed that the difficulties with 
the franc would eventually disappear, if the reduction of the 
long-term debt was begun. Emphasis was placed upon the 
necessity of creating a budget surplus through increased 
taxes to remove the debL 

On February 27, 1926, the Doumer plan was adopted by 
the Senate with some modifications. The Caisse of April 
28, 1816, was retired and a new body set up. There were 
to be twenty members, including one deputy and one senator, 
the latter being the president of the Caisse. Among the 

a Ibid .. Po 51 "Mq. Io(ormatioG about these proposals is set forth by 
Je. iD the RIfIW • 

.. Lenanlt. LI. C .... ,,~. ,. 59 d #q. 

"Ibid .. Po 49 " #q. 
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resources of the new Caisse were the following: the appro
priation of the budget already devoted to the debt, an annuity 
of 600 million francs, all budget surpluses, donations, inter
est on the unclaimed stock of corporations, lotteries and a 
variety of ot~er small items. The Caisse was to purchase 
debt title.s and these could not be renewed. 

On Apri129" 1926, the Doumer Caisse was finally set up. 
It was autonomous and its management was turned over 
to the director of the Caisse de depots et consignations, who 
was responsible to the council mentioned above. The Caisse 
did not, however, have a chance to show what it could do 
because of the financial crisis that soon followed. 

A law passed on August 7, 1926, replaced it with the 
present Cffisse, which followed the recommendations of the 
Committee of Experts." This body had been established by 
a Decret of May 31, 1926. The work of the Committee was 
directed toward the problems of monetary stability, the con
ditions for which were definitely outlined. So far as the 
debt was concerned the Committee believed that the great 
quantity of Bons constituted the mail} debt problem, and of 
the various remedies proposed it rejected forced consolida
tion, the capital levy and the forced loan in favor of offering 
to the bond holders consolidation loans and rights to exchange 
them for titles of greater maturity. The Committee advo
cated the formation of a Caisse with a budget annuity equal 
to the amount of the interest of the bonds managed by the 
Caisse, an annuity for amortization of at least five hundred 
million francs and the revenues from the tobacco monopoly. 
It proposed the removal of the Bons du Tresor a court terme 
and the Bons du Tresor ordinaire. 

The Caisse set up by the National Assembly on August 7, 
.1926, is technically known as the Caisse de gestion des 
bons de la defense nationale, d' exploitation industrielle, des 

"Larrieu, op. cit., p. 263 et seq. 
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labacs eI d' atPWrlissemeni de la delle publique. It has civil 
personality and is financially independent. It is managed by 
a council of twenty-one members, consisting of members of 
Parliament and representatives of finance. The council has 
two committees, the Comite financier and the Comite tech
fliqlle, the latter including manufacturers and planters. 
The Caisse has charge of the replacement of the Bons de la 
Defense NationoJe and the Bons du Tresor. Its powers of 
general amortization were originally limited. In the process 
of debt management it was given the power to issue new 
bonds of its own, but not in excess of the maximum fixed by 
law of 49 billion francs except for a . limit of tolerance of 
six per cent. The maximum was to fall each year as the 
amount of the Bons were retired. The council proposes the 
interest on the Bons and this is fixed by deerets. The re
sources of the Caisse consist of (1) the net product of the 
receipts of the tobacco monopoly, which is used to pay the 
interest on the bonds managed by the Caisse and supple
mented if insufficient by (2) a budget annuity, (3) by receipts 
of the tax on the premiere ","tation, (4) and the inheritance 
tax, (5) gifts, legacies, and voluntary contributions, (6) 
supplementary funds granted by the Treasury, (7) and the 
receipts from bonds or debt titles issued on the security of the 
tobacco receipts." 

It is apparent from this history that the Caisse of August, 
1926, embodies the emphasis upon debt management of the 
Caillaux proposal, the autonomy and special revenue features 
of the Painleve plan and the industrial representation of that 
of Loucheur. There is a wide gap between the plan finally 
adopted and that proposed by Doumer and Cheron in 1920. 

Autonomy and special appropriations make the plan much 
nearer the Caisse of 1816 which followed Price . 

.. Larrieu, II'. cit .. JIll. 264-265; Rogen, TIw Prouss 0/ Ifl/latitni .. 
FrOAU. lIP- 41>-7; Haig. Ptlblic Fi._us II/ PlIst_ FrtlllCli A1lix, 
II'. cit .. JIll. 85.1. 8.;6. 
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On May 23, 1928, the Caisse'made its fir,st annual report 
to the minister of finance as required by law. The numerous 
maturities had caused the Caisse to build up a large fund of 
floating capital. The retirement of all the bonds of one year 
maturity or, less had been achieved by this time and the total 
Bons had been reduced from about forty-eight to forty-three 
billions. In 1928 a successful conversion of Bons into five 
per cent 'Tentes took place and in February 1929 the Caisse 
began to issue four and a half per cent obligations to con
solidate the floating debt, to convert the existing debt to 
lower rates of interest, and otherwise to facilitate retirement. 
In 1928 the followi~g amounts were received from various 
taxes destined to effect debt retirement. 

Taxe complimentaire sur la Premiere mutation 48 •••••• 

Taxe successorale ef droit de mutation par deces .•.... 
Contributions 'Uolontaires ••.•• ' •..•..•....•.••.....•.. 
Timbres surcharges ef timbres speciales ••••..•.•.••.•. 
Excedents budgetaires •.•••••••.••..•...........•..•.• 
Excedents des recettes nettes des tabacs .............. . 

665,704,002 f. 
2,179,291,976 

2,021,065 
1,648,451 

490,000,000 
768,986,857 

The total receipts and expenses of the Caisse Autonome 
for 1926, 1927 and 1928 show that in each of these three 
years the largest single item among the receipts was the 
:Emissions of Bons de la Defense N ationale and that the tax 
receipts and budget receipts in 1927 and 1928 are in the 
neighborhood of only four billion francs. 

On December 30, 1928, the powers of the Caisse were 
further extended to the retirement of all titles as well as 
Bons, and attention was directed now toward the retirement 
of the long-term debt as a result of the great success which 
had been attained in managing the short-term debt. Poin
care defended the Caisse from criticism in Parliament for 

'8 This is a tax on the transfer of real estate for a valuable consideration. 
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not consolidating the debt more rapidly. He believed that 
had consolidation proceeded more rapidly business would 
have been disturbed. 

IV. GERMANY 

Turning now to Germany, one finds that each of the new 
loans which have arisen since the war has a special sinking 
fund. A special sinking fund was set up for the German 
External Loan. In the first year of the loan 25,584,000 
gold marks were provided for this purpose, or a little over 
three per cent. The whole service of the loan, which in
cluded this amount for amortization, was 88,945,000 gold 
marks'" This was a first charge upon the annuities which 
constituted the reparations. The service of this loan has 
proceeded regularly. Purchases for the sinking fund were 
limited to a certain redemption price and the value of the 
bonds was so well maintained that it was found very difficult 
to purchase them below the stipulated price except in 
the United States and Italy. Twenty per cent of the sinking 
fund money was used for market purchases and with the rest 
bonds were drawn for redemption and paid. Between 1924 
and 1928, 111,788,000 gold marks (nominal) ofthe German 
External Loan were retired, making the average rate of 
retirement a little more than three per cent. 

The Reichsbank Loan also has a sinking fund. 135.5 
million Reichsmarks are payable in fifteen annual install
ments of 9.03 million marks. The Reich Loan of 1927 has 
a sinking fund which, according to the law, is to come into 
operation in 1934 and amounts to 2.1 per cent of the original 
principal of the loan'" It is therefore a cumulative sinking 
fund. There was also a special sinking fund for the Renten
bank loan. 

., E,,c.t1011 01 1M Ell"''' Plall, Fi,." Anllf4ily YeM', p. 121 • 

•• It wu estimated that the amortization would be completed in 1959. 
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As will be remembered from the preceding chapter, the 
Loan Liquidation Debt was divided into two parts, one with 
drawing rights, the other without them. That portion of the 
debt with drawing rights is to be retired in thirty years, 
beginning in ,1926. This would require a sinking fund of 
about three per cent. 

v. SUMMARY 

If one looks at the broad features of the debt retirement 
programs of these four countries certain important differ
ences appear. Three of them, France, England and the 
United States, have consolidated their plans. Only Ger
many has special sinking funds. All four have found it 
desirable to rely on a definite plan of retirement rather than 
upon the indefinite use of budget surpluses. Some of the 
funds in the United States, Great Britain and Germany are 
cumulative, whereas France has none of this type. In the 
United States, England and Germany sinking funds are paid 
out of the general tax receipts and have virtually no special 
taxes allocated to them. In France even the receipts of a 
special government monopoly are so allocated. In France 
there is no set rate of retirement while in the other three 
countries there are definite rates. The United States and 
Germany have preferred to express the charges of the sink
,ing funds in percentages whereas Great Britain has set up a 
fixed annual charge. In Great Britain and France special 
government bodies with debt payment functions have been 
retained but in Germany and the United States there are no 
such agencies. In the last-mentioned countries and in Great 
Britain the management of the debt is in the hands of the 
Treasury. In France the management is placed with a 
separate constitutional body. True, this Caisse Autonome 
is, as Allix points out, subject to the control of the Treasury, 
but many functions exercised by the United States Treasury 
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Department, for example, have apparently been left to the 
Caisse by law and the determination of the degree of inde
pendence it actually possesses would require a great deal more 
study than has been given it here. Germany differs from 
the other countries in the greater size of. her sinking funds 
and the absence of any provision for the use of the govern
ment surplus to retire the debt. France is unique in that the 
prosperity of the country is likely to be directly reflected in 
the sinking fund through the increase in the proceeds of 
transfer and inheritance taxes and of the tobacco monopoly. 

But of most importance are the facts that in these four 
countries there is little uniformity in the methods of retire
ment used or in the speed of retirement projected, and each 
country seems to have been influenced to a considerable extent 
by the policies followed before the World War. Thus in the 
United States the use of both a percentage sinking fund and 
the budget surplus follows the policy of earlier years. Eng
land returned to the fixed annual debt charge and the use of 
surplus budget receipts, France to a special sinking fund 
body with the allocation of revenues and Germany to specific 
sinking funds. 

In these first four chapters the history of the laws and 
policies of the various governments in the retirement of debt 
has been traced. In order that this history may be under
stood and evaluated, it is necessary to consider in the chapters 
that follow the changing theory of the effects of debt retire
ment, and the conclusions which may be drawn from these 
theories as to the manner in which debt may be retired. 



CHAPTER V 

THE MONETARY EFFECTS OF DEBT RETIREMENT 

IN the preceding chapters the problems and methods of 
debt management and retirement in the years since the World 
War have been surveyed. Their evaluation and interpreta
tion depend upon the nature of public debt burdens, and in 
the pages which follow the effects of debt retirement are dis
cussed, in order that some light may be thrown upon the 
theory of debt burden.. These effects have been classified 
as monetary, banking, international, distribution and produc
tion effects, to each of which a separate chapter is devoted. 

I. THE RELATION BETWEEN THE PUBLIC DEBT 

AND MONETARY CONDITIONS-

The monetary effects, which will be first dealt with, have 
interested economists for many years because the relations 
between money and the public debt have often been very 
close and very important. In the United States the public 
debt issued before the war has served as collateral for a large 
part of the currency. During the World War the govern
ment security back of bank deposits was augmented as a 
basis for increased purchasing media. Member bank prom
issory notes backed by government bonds were used as 
security for Federal Reserve notes, as well as for the direct 
increase of member bank deposits at the Federal Reserve 
banks. Under the Glass-Steagall Act passed in Congress 
on February 28, 1932, government bonds o~ned by the Fed
eral Reserve banks may be used for one year as security for 
Federal Reserve notes. These indirect methods of simul
taneously increasing money and public debt have had the 
same object as the much more direct methods of England 
and France, but in the case of the advances by the central 

132 
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banks to the government. in England and France the public 
debt and money. were almost the same thing. 

In the first years after the war public attention was almost 
entirely concentrated upon the inflationary effects of the 
public debL 1 But since 1926, owing no doubt in part to the 
work of the Colwyn Committee, which examined the prob
lems of debt retirement at great length, two other monetary 
problems of the debt have been considerably discussed. 
These are the effects of the debt burden upon deflation and 
the effects of price changes upon the burden of debt, and 
to them this chapter will he devoted. They are very closely 
related problems and opinions about one are likely to color 
opinions about the other. 

There are various sources of knowledge as to the defla
tionary effects of the public debL Among them are the 
numerous statements of economists and business men since 
the war; the data on the way in which inflation was originally 
caused; the statements of economists on the relation of taxa
tion to saving; and the statistics of prices and investments. 

II. THE OPINIONS OF ECONOMISTS ON THE DEFLATIONAR.Y 

EFFECTS OF DEBT RETIREMENT 

A great variety of opinions have been expressed about the 
influence of debt retirement upon prices in recent years. The 
opinions of the Colwyn Committee and of several economists 
will be discussed, s.ince they suggest the factors involved in 
the effects of debt retirement upon production. The whole 
matter was vigorously debated by the Colwyn Committee 
and particular attention was paid to the effects of the capital 
levy. The committee agreed that the capital levy would 
tend to depress prices but that this would not occur in the 

'-C/. Roga-s. TIw Proc,u of r_/IIJIiorI .. FI'GfIC', chap. Yo Graham, 
E.rc~, Pric,. _ Prodwlior6 .. Hy~-/I4liort-C""""'" r9~ 
I~J; Scligmau. c",.,.nK"r_/IIJIiorI_ PMbli& Debts. 
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same degree as the amount of capital taken by the levy. 
This conclusion was based on the belief that" the assets that 
(business men) could pledge for bank advances are in the ag
gregate far in excess of those so employed." 2 In view of 
the fact that the supply of collateral for loans was already 
greatly in excess of the amount of the loans, it was thought 
that a very considerable reduction of the debt could occur 
before any great reduction in credit would take place. It 
was concluded that a capital levy raising £3 billions would not 
cause deflation of credit" anywhere approaching that sum, 
even if the levy had grave psychological reactions." 8 Much 
emphasis was placed on the way heavy taxation, such as a 
capital levy would involve, would be received. If pessimism 
was pronounced, any number of serious consequences might 
result. There would probably be a general disturbance of 
the money market and a fall in security prices, panic sales, 
goverl1ment sales of securities that had been used to pay the· 
levy, and individual sales of securities not approved by the 
government for the payment of the levy. 

In support of these opinions of the majority, some of the 
witnesses before the Colwyn Committee believed that the 
levy would reduce prices very much under certain specific 
conditions! One of these witnesses, W. W. Paine, thought 
that there could be a great fall in prices only where individual 

. wealth was confiscated and bank collateral materially reduced. 
Credit would not be affected (I) where business is publicly 
operated, (2) where payments are made in cash, (3) where 
businesses do not borrow at any fixed ratio to the amount of 
government securities they possess. Evidence was presented 
to show that businesses do not so borrow. From these views 
it is seen that the extent to which taxation to pay debts will 

2 Colwyn Report, p. 271. 

8 Ibid., p. 2'/1. 

~ Colw3'n Report, Minutes of Evidence, p. 380, par. 5218. 
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reduce prices depends upon the psychological reaction of tax
payers and the fixity of the ratio of collateral to loans. 

Another factor was suggested before the Committee by 
D. H. Macgregor, who stated that the amount of loans and 
deposits depends in part upon the reserve ratios and not upon 
the amount of collateral available for loans. This assumes 
that the proportion of reserves to deposits remains fixed, just 
as the belief that, if collateral is reduced, credit and prices will 
fall assumes, among other things, that the percentage of loans 
to collateral is fixed. Macgregor was, however, evidently 
aware of this assumption, for he points out that deflation 
would occur only if the credit with which the government 
bonds were paid had come from the central banks and had 
thus been a net addition to the total credit.D The fixity of 
reserve ratios is assumed only for local banks. He says that 
If the effect on prices of a large and sudden repayment de
pends on the possible encroachment on the supply of securi
ties as a basis of advances and the extent to which industry 
after the war has come to rely on them." 8 These opinions 
thus point to a third factor, the fixity of reserve ratios and 
the nature of the credit relations between the central and the 
local banks. 

Sir Josiah Stamp has attempted to classify the types of 
deflation and in so doing covers two of the above factors. 
He believes that there would first be (I) primary or auto
matic deflation due to the removal of a part of the credit 
based on government collateral; (2) secondary deflation, or 
deflation as a consequence of the first deflation, which would 
reduce the money value of the remaining collateral; (3) dis
turbance deflation which would result from the absence of an 
adequate immediate supply of investment opportunities for 
repaid government bond holders; and (4) psychological 

• ColfJlYfl Re,orl. Minutel of EWknce, p. 424. 
'Ibid., p. 424-
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deflation resulting from the supposed adverse effects of the 
taxes levied to pay the debt.' 

Although it appears that most economists who have con
sidered this question incline to the theory that debt payment 
causes deflation, there are some who do not hold this view, 
because of their opinions as to the effects of taxation for 
debt retirement upon the volume of credit. Keynes, for 
example, believes that the payment of the debt may even 
result in inflation if the size of taxes is too great. Thus he 
thought that "the tendency to borrow would be incompar
ably stronger than the tendency to hoard, and . . . conse
quently the net effect would be inflationary rather than de
flationary." 8 Keynes would probably not apply this state
ment to a more gradual type of debt reduction. Professor 
W. R. Scott also believes that the repayment of debt will 
cause a rise in prices, but he attempts to supply a source of 
the borrowed funds. They will be deducted from those 
commonly employed by business. He thought that a rise in 
prices would occur not because of inflation but because 
of a restriction of business resulting from the diversion of 
loanable funds to borrowing to pay taxes.8 He seems not to 
account for the return of these funds into the money market 
through the attempts at reinvestment by the repaid bond hold
ers. The real effects under these circumstances would be 
problematic because of the uncertain consequence for busi
ness activity of borrowing to pay taxes. It is certain, 
however, that there is no permanent and therefore effective 
restriction in the volume of credit in this case. 

In the United States Professor W. A. Brown has given 
considerable study to the effects of debt retirement upon the 
price level in so far as the latter is affected by fluctuations in 

f Contemporary Review, January, I!)24. 

8 Colwyn Report, p. 272. 

8 Ibid., p. 272. 
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the supply of capital funds. 'Vhilc: definitely admitting that 
the origin of the public debt was attended by inflation, he 
states that the effect of debt retirement upon the price level 
wiD depend upon the influence of repayment upon production 
through the transference of debt funds in the proress of 
reinvestmenL .8 He does not think that capital funds are 
either increased or decreased by the repayment of the debt, 
but merely transferred. There has been a great deal of con
fusion on these points. Professor Brown quotes from the 
quarterly review of a well-known business house which stated 
that the too rapid retirement of the debt had caused inflation 
by its premature injection of funds into the money markeL U 

He has also remarked the interesting confusion of the federal 
Treasury on this question in the A"ruml Report 0/ the Sec
retary 0/ the Treanwy for 1925- At one place the report 
states, •• It is clearly demonstrable that the government pr~ 
gram of debt retirement has been a factor in bringing about 
the improvement in credit conditions which now prevails and 
the improvement in credit conditions is in tum a prime factor 
in the present prosperous condition of the country." U 

From this statement it might appear that the Treasury be
lines that the net supply of funds is actua1ly increased by the 
payment of debL At a later point pains are taken to show 
why the payment of debt can only be a transfer of funds. 
To add still further to the uncertainty of the Treasury's 
beliefs on these matters, chief responsibility is given to the 
increasing volume of savings and to gold imports for the 
improved credit conditions mentioned in the statement just 
quoted. No attempt is made to show the relationships 
among these factors. The improved credit conditions are 

U Browu. • The EJfecta of NatiooaI DdJt ReductioD OIl the Supply 
of C&pital FmMb: 4f.-lisl. AQgust 31• 1921-

n llIi4l.. p. lUI. 
1.4f-Z IUtorl 0/ 'M Snrrl4lry 0/ 'M TfflUfIrJ. 1925, P. -48. 
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indicated by the lower rates of interest and it may be assumed 
from these statements that the Treasury thought that the 
payment of debt caused the decline in interest rates. Tax
ation, the Treasury very definitely asserts, reduces interest 
rates and increases saving.18 Virtually then, the Treasury 
comes to the conclusion of Professor Brown that an increase 
in the supply of loanable funds comes largely from the in
crease in the volume of saving resulting from the taxation 
and reinvestment of the repaid debt funds. 

The inclusion of increased savings is probably not justi
fiable as an explanation of the greater supply of investment 
funds, although it may partly explain the falling interest 
rates. These conditions are much too complicated to allow 
very simple interpretation. They must be viewed more 
broadly. The supply of new physical capital and the increase 
in the supply.of credit do not by themselves determine the 
rate of interest, for the rate depends upon the demand and 
supply for investment funds. 

The opinions of economists and business men on the rela
tion of debt payment to deflation provide a number of 
useful suggestions with which to work. The factors men
tioned are the psychological effects, the fixity of the ratio 
of government collateral to loans, the fixity of reserve ratios, 
the relation of local to central bank credit, the increase in 
saving as a result of taxation, and changes in the national 
supply of gold. No one has apparently accomplished much 
more than to list and partially to explain the operations of 
some of these factors in the problem. 

Earlier in this chapter it was pointed out that an exami
nation of the manner in which inflation was originally caused 
by the public debt might throw some light upon its effects in 
regard to deflation. This will now be attempted, and it is 
believed that the history of inflation will show to some extent 

18 Ibid., p. 46. 
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the functioning of the above-mentioned factors, particularly 
the relationship of local and central bank credit, the fixity of 
the ratio of government collateral to loans, and the fixity 
of reserve ratios. 

III. THE EFFECTS OF THE RELATIONS BETWEEN LOCAL 

AND CENTRAL BANK CREDIT 

(a) The Relations Set Up by Inflation 

In the United States inflation was accompanied by the 
extended use of government bonds as collateral for increased 
loans. Instead of borrowing directly from the banks the 
government issued bonds, which were in large measure 
destined to be bought by individual citizens. As Dr. R. A. 
Love has pointed out, the First Liberty Bond Act made an 
important change in the floating of bond issues. " The Act 
permitted the Treasury to deposit until needed the proceeds 
from the sale of bonds and certificates of indebtedness ... 
in national banks previously designated as depositors, 
thereby avoiding the disturbance which would have accom
panied the transfer of large sums of money either to the sub
Treasury or to a small number of selected banks." U This 
widespread system of special depositories allowed the gov
ernment to receive for its bonds bank credit which was well 
distributed throughout the country. The bonds were then 
sold to individuals by the banks, which were encouraged to 
extend to individuals any necessary accommodations. Notes 
for the purchase of government bonds could be discounted 
at the Federal Reserve banks at a preferential rate of dis
count.1I The additional loans granted by the Federal Re
serve banks constituted a net increase in credit which formed 
to a large extent the basis of the general credit expansion 

16 Love, F,d,nJI FiMnci"g, p. 129-

11 Ibid .. pp. 137-140-
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during the war. The loans of the Federal Reserve banks to 
banks and the loans of banks to individuals, based on notes 
secured by government bonds, created the additional credit 
which was loaned in turn to the government by the purchase 
of its bonds' by these banks and individuals. These results 
are generally recognized by American economists.18 The 
relation of borrowing to the price level has been very 
thoroughly discussed by]. H. Hollander in his volume en
titled War Borrowing, particularly those aspects related to 
the issue of certificates of indebtedness.1f 

. In France inflation was accomplished to a large extent by 
the advances of the Bank of France to the government. Dr. 
J. H. Rogers made an extensive study of the conditions sur
rounding the course of inflation in that country. He found 
that curves representing the advances of the Bank of France 
followed fairly closely the ,curves of prices and exchange 
rates; in fact, much more closely than the curves of floating 
debt, government deficits and internal borrowing. It is thus 
inferred that bank advances had the closest relation to infla
tion.18 He also discovered that the increased sales of short
term treasury obligations were accompanied by decreased 
bank advances and vice versa. The credit resulting from the 
direct borrowing of the government at the bank and sales of 
Bons de la Defense N ationale, which in their turn were 
largely made as a result of loans from the Bank of France, 
greatly increased prices. Whether payments were made to 
the government by notes or by mandats, the result was 

I 

increased prices. As the government used these funds in 
purchases they were deposited in banks and were reloaned by 
the banks for private business purposes. In 1918 they 

16 Cf. Ely, Outlines of Economics, 5th 00., pp. 309-310; Taussig, 
Principles of Economics, p. 382 et seq. 

11 Holtander, War Bo"owing, chap. v; see particularly his conclusions. 
18 Rogers, The Process of Inflation in France, p. 50. 
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flowed into Bons de la Defense N ationale in large a~ounts 
because of the fear of defeat in the war.l. 

In addition to the advances to the government the seven 
great banks of France made large loans to private borrow
ers. Some of these loans were based upon the Bons de la 
Defense N ationale as collateral and the Bank of France 
agreed to accept them as security at 80 per cent of their 
nominal value!O It is probable, however, that these ad
vances were less expanded as a result of the advances of the 
Bank of France than similar advances in Great Britain. 
The advances of the Bank of France to the government con
siderably exceeded the advances of all seven banks to the 
public.n In France inflation seems to have resulted directly 
from the advances of the Bank to the government. In nor
mal times it is understood that the government may not 
borrow from the central bank, but during war time this cus
tom is altered-in fact, borrowing is provided for in ad
vance.12 During 1870-71, the bank thus advanced nearly 
1,500 million francs to the state. 

In Great Britain likewise the government resorted to direct 
borrowing, with a similar rise in prices but through some
what different processes. British conditions. resemble 
American conditions in so far as deposits with the central 
bank constitute reserves; they resemble those of France to 
the extent that the central bank makes direct advances to the 
government. The first Interim Report of the Committee on 
Currency and Foreign Exchanges describes at some length 
the methods by which war-time inflation came about. These 

I' Ibid., p. 82. 

M Fisk, Frnle" Public FiMr'tt, p. 16 • 
• 1 Ibid., p. .p. 

.. AD agreement by which the Bank of France was to put 2900 millioo 
fl'UlCl at tlu! disoosal of the .~~t In 1"'2~ nf 'a1!l11o. ar5. ft'I!IIA .. 
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methods are also analyzed by A. C. Pigou in his volume on 
public finance.28 The key to the British situation is to be 
found in the relationship of the banks to the Bank of Eng
land. Advances to the government by the Bank would be' 
paid out to those firms providing the government with equip
ment. The latter would then deposit these claims on the 
Bank of England in other banks. ,These other banks would 
then own the deposits in the Bank of England originally 
created for the use of the government. Since these deposits 
serve as reserves, four or five times as many new deposits 
could be created by the banks and the new deposits in their 
turn would be used either to buy government bonds or to 
make loans to citizens, who would buy government bonds and 
use these bonds as collateral for the loans they had received 
from the banks. The difference between the French and 
British processes was that, owing to the fact that deposits 
in the Bank of England caused a great increase in bank loans 
elsewhere, the Ways and Means Advances did not have to be 
increased to so great an extent to accomplish the same amount 
of inflation as was caused by the advances of the Bank of 
France. It seems possible that the Ways and Means Ad..: 
vances increased the total credit by three to five times. 

It is apparent, therefore, that for three of the leading coun
tries of the world inflation was induced by the advances of 
the central banks and that in the United States and Great 
Britain these advances formed the basis of still further credit 
expansion through loans against government securities as 
collateral. 

Earlier in this chapter it was pointed out that psychological 
reaction, the fixity of the ratio of collateral value to the value 

. of loans, the fixity of reserve ratios, and the credit relations 
between local and central banks were all important factors in 

118 ct. First Interim Report of the Committee on Currency and Foreign 
Exchanges, 1918, p. 2. Also Pigou, A. C., Public Finance, pp. 260-271. 
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our problem. The way in which the last factor in particular 
operates should now be clearer as a result of this brief survey 
of the conditions surrounding inflation. The extent and 
nature of any deflation that may result from debt retirement 
in any particular country will be largely determined by these 
conditions. 

(b) T.he Effects of the Bank Relations Set Up by Inflation 

Let us consider how the relations between central and local 
banks that have evolved out of war-time inflation affect the 
degree of deflation which may be caused by retirement in the 
United States, Great Britain and France. In the United 
States the effects of debt retirement may be considerably 
influenced by the fact that government securities are an im
portant means of obtaining Federal Reserve funds. As 
Love has pointed out, even before the war authority could 
be found for extending credit on the basis of government 
bonds in sections 13 and 14 of the Federal Reserve Act and 
in an amendment to that act of September 7, 1916.2. This 
special1egal relationship of bonds to central bank credit had 
caused government bonds to have a peculiar scarcity value in 
the United States and an effect upon the volume of credit 
which they do not have in either France or England, and 
which has a decided effect upon the amount of deflation that 
may result from the debt retirement.1I 

This scarcity value is well reflected by the way in which 
holdings of government bonds have increased since the war. 
So great has been the concentration of the holdings of gov
ernment bonds in the hands of banks and corporations that 
Professor Brown was· justified in saying, .. Already the 
demand of the small investor has been completely eliminated 

I. Love, Federal FifllJl'ICing, p. 133-
II C/. Brown, W. A., A_lisl, August 24, 1928, p. 2;6. 
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as a factor in the government bond market." 2e The United 
States securities and other securit!es held by all member 
banks of the Federal Reserve system and all reporting banks 
in millions since 1920 were as follows: 

TABLE XV 

Member Banks, All Reporting Banks 

Year State, 
(as of June 30) County 

U.S. Other U.S. and 
Securities Securities Securities Municipal 

Securities 

1920 • .................... 2,942 3,125 3,844 643 
1921 • .................... 2,661 3,444 3,872 1,368 
1922 . .................... 3,247 3.815 3,500 981 
1923' .' ................... '3,870 3,925 4,211 894 
1924· ...... ...... ....... 3.608 4.390 4,614 10401 
1925' .................... 3.781 1,029 40182 1,067 
1926 • .................... 3.744 1,149 4.160 1,271 
1927. .................... 3,796 1,277 3.829 1,724 
1928. .................... 4,225 1,367 40153 1,890 
1929, .................... 4,023 1,746 
193°' ..................... 3,846 1,702 

Source: The Annual Reports of the Secretary of the Treasury and the 
Annual Reports of the Federal Rese",e Board. 

When the holdings of United States securities are divided 
by the total outstanding, it is found that the percentage held 
by the above classes of banks increased from about 13.5 per 
cent in 1920 to about 23 per cent in 1927 and 1928. Of the 
total national debt in 1930 the member banks held 25 per cent. 
It is apparent that the bank holdings of United States bonds 
have rapidly increased since the war and that their peculiar 
value to the banks is responsible for the increase. Professor 
Brown has even ventured to predict that the banks will. in 
the not too distant future. own half of the totaPT Since the 

26 Ibid., p. 277. 
liT Ibid., pp. 276-z'/7. 
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rate of increase in ~se holdings is slowing down, however, 
it is possible that this eventuality may be considerably 
postponed. .. This concentration of bond holdings in the 
banks affects the extent to which a reduction in the debt can 
decrease bank credit. 

If it could be granted that the amounts of government 
bonds used in borrowing from the Federal Reserve banks 
remained a fixed proportion of the total of government bonds 
outstanding, it might follow that a decrease in the total 
amount of government bonds would cause a similar decrease 
in the amount of Federal Reserve bank credit. This in its 
turn would have a considerable effect upon the volume of 
member bank credit, since the deposits of the Federal Reserve 
banks are their reserves. Finally; the decline in member 
bank credit would have a deflationary influence upon prices, 
if prices depend to any extent upon the volume of credit. In 
this chain of reasoning there are several weaknesses, how
ever, which must be considered in turn. 

First of all, the volume of government securities held by 
banks or used as the collateral basis for loans maintains a 
variable proportion to the total government securities out
standing. This is indicated by a comparison of the total 
volume of government securities outstanding with the in
crease in the holdings of member banks in the United States. 
Not only has the absolute amount of these holdings been 
increasing, but the proportion to the total has also increased. 
Second, the reserve ratios of member banks are not fixed. 
Finally, the influence of credit upon prices is by no means 
certain. But of these three weaknesses the first, it seems, Is 

"1n the year 1931 the issue of government bonds has considerably 
incrased. It is possible that the holdings of the general public will be 
greatly augmented in the future if the government continues to issue a 
great quantity of DeW debt. The preceding discussion refers to the 
conditions existing up to 19JO, which it is probable win be reestablished 
wbeo the depression ends. 
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the most important. I f the banks could not get an increas
ing supply of bonds, it is quite possible that the reduction of 
the total supply of bonds would have a deflationary effect. 
In the United States, therefore, the low rates of interest on 
government bonds and the advantages that they have in bank
ing have probably prevented the rapid retirement of the debt 
from having any very important deflationary effects. In the 
immediate future the great increase in the debt and the Glass
Steagall Act may also prevent any increase in retirement. 
But, if business depression does not unduly increase the 
amount of 'government debt, it is possible that these effects 
may be ultimately realized. Tax exemption and the needs 
of corporations for government bonds will set up strong 
competition for the bonds and the supply of bonds may be 
completely cut off from small holders. 

In Great Britain the Ways and Means Advances have 
stood in much the same position as government bonds in the 
United States. Their reduction has been urged since the 
war.29 Treasury bills were objected to not so much on ac
count of the dangers of government insolvency owing to 
large and frequent maturities, but because in an attempt to 
meet these maturities the government would be tempted to 
resort to Ways and Means Advances.so But the payment of 
Ways and Means Advances would have a tendency to reduce 
the volume of credit as well as to prevent further expansions. 
Such payment would tend to create claims of the Bank of 
England upon other banks, with the result that the balances 
of the latter would be reduced and the proportion of liabilities 
to reserves increased. The payment of treasury bills or 
other securities would also tend to reduce credit, since it 
would reduce the collateral upon which loans could be made. 
To just what extent this would occur was discussed by the 

29 Pigou, Public Finance, p. 277. 

80 Ibid., pp. 276-278. 
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Colwyn Committee, as has been pointed out above, with the 
conclusion that it would depend upon the degree to which 
collateral continued to be used to back up loans and upon the 
degree of fixity in the ratio of collateral value to loan value. 
The tendency of debt payment to cause deflation would prob
ably be greater in Great Britain than in the United States 
owing to the fact that in Great Britain the debt as collateral 
was not to the same degree a basis for the inflation and can 
not be concentrated in the hands of the banks in such a way 
as to perpetuate the inflation. In England the reduction of 
Ways and Means Advances resembles the reduction of gov
ernment bonds in the hands of American member banks. 

In France it is probable that a reduction of advances made 
by the Bank of France would have a deflationary tendency, 
as would a reduction in the securities issued by the govern
ment. There is the important difference, however, that since 
there is not the same credit relation between the branches of 
the Bank of France as there is between the private banks of 
England and the Bank of England, the resulting deflation 
would not be nearly so great. It thus appears that one 
of the weaknesses in the chain of reasoning mentioned above, 
namely that the collateral used for loans does not maintain a 
fixed proportion to the debt outstanding, does not apply to 
the same degree in either England or France as it does in 
the United States. In the latter two countries the collateral 
value allowed as a basis for loans may not remain fixed, how
ever, and this variation might to some extent limit the defla
tionary effects of debt reduction. It is also true that a debt 
reduction of a given amount will not cause a reduction in 
credit of the same amount. Nor can it be estimated what 
degree of deflation would result. In the United States, as 
has been shown, the extent to which a reduction in debt 
would be effective in reducing credit depends upon the extent 
to which the bond holdings of one group of holders, the 
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banks, are reduced. In Great Britain it would depend upon 
the extent to which the holdings in general used for borrow
ing were reduced. 

IV. THE FIXITY OF THE VALUES ALLOWED 

COLLATERAL IN MAKING LOANS 

In regard to the degree of fixity of the' values allowed 
collateral in making loans, another factor in the effects of 
debt retirement upon deflation, there is very little inductive 
evidence. It seems likely that these values would remain 
fairly steady for collateral as good as government securities. 
In the United States the margin on government collateral 
has been from five to ten per cent for many years.81 It is 
very unlikely that the values a1l9wed on this sort of collateral 
would increase sufficiently to offset completely the reduction 
in loans possible as a result of a decrease in the amount of 
the collateral. Furthermore, the effects of the concentration 
of bonds in the banks upon the volume of credit are far 
greater than any variation in the value allowed upon govern
ment collateral could be. 

v. THE FIXITY OF RESERVE RATIOS 

Still another factor in the theory that debt retirement 
causes deflation is the degree of fixity of reserve ratios. 
It was suggested by Macgregor, and requires some illustra
tion to be understood. Suppose under American conditions 
that the government collateral is reduced, once the banks have 
discovered they they can get along with a much greater 
volume of loans on a given quantity of gold than before the 
inflation. May not measures be taken to perpetuate this 
condition? To the extent that eligible collateral has been 
reduced, however, there will be a tendency toward deflation, 

81 C/. Kniffen, Commercial Banking, vol. ii, p. 628, and Kniffen, 
American Banking Practice, pp. 176-190i and Westerfield, Banking Prin
ciples and Practice, vol. iv, p. 875. 
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but deflation will not necessarily occur because of the reduc
tion of government bond collateral so long as the banks, the 
gold reserves not having been reduced, are willing to loan 
on inferior collateral. In the three countries considered, the 
system of central banking is such that the central banks are 
not disposed to loan on other collateral just because the 
volume of gold reserves remains the same. If the system of 
making central bank loans is changed,· of course we shall 
have to wait until those changes take place to estimate their 
consequences. In both Great Britain and the United States 
the simultaneous repayment of Ways and Means Advances 
and the securities of the government would reduce the re
serves of the local banks. In these countries the fact that 
central bank gold reserves remain constant during the period 
of deflation does not mean that the member bank reserves are 
constant. Where the payment of debt actually reduces re
serves in the real sense of deposits with the central bank, the 
possibility raised by Professor Macgregor 82 is to a large 
degree unreal. It has reality only when the reserve ratio 
referred to is that of the central bank. In the United States, 
however, this ratio is quite variable and the volume of mem
ber bank credit does not closely follow the amount of gold 
of the Federal Reserve banks. The annual monthly averages 
of the reserve ratios of the Federal Reserve banks show a 
very considerable variation. In the post-war years they were 
as follows: II In Great Britain conditions before the war 

1921 •••••••••••• 61.6 
1922 ••••••.••••• "·3 
1923 ••••••.•.••• 164 
1924 •••••• •••••• So.o 
1925 •••••••••• •• 144 

II See p. 135. 

1926 •••••.•••••• 13.6 
1921 •••••••••••• 16.2 
1928 .••. .•..••.• 68.5 
1929 •••••••• •••• 114 
1930... .•••...•. So.2 

I' U. S. Department of Commerce, A""IID' SupplefM'" of Survey of 
Curre'" BruifJell, 1931. 
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would have fitted more exactly Professor Macgregor's thesis 
that since the gold reserves remain constant, the total credit 
will remain constant. The conditions of credit creation have 
changed. Describing the pre-war period, J. M. Keynes says, 

Thus the rate of creation ofcredit in Great Britain was caused 
by a simple piece of mechanism faithfully to reflect the inward 
and outward movements of gold .... The new post-war element 
of "management" consists in the habitual employment of an 
" open market" policy by which the Bank of England buys and 
sells investments with a view of keeping the reserve resources 
of the Member Banks at the level which it desires.84 

In the case of France, where the payment of debt securities 
would not reduce reserves, the effects of debt retirement upon 
credit are not so certain. It would be possible, of course, 
for the Bank of France to attempt to maintain a war-time 
reserve ratio. It has, however, been the custom there to 
maintain very large reserves. Furthermore, the reduction of 
the advances of the Bank of France to the government would 
surely have a deflationary effect. 

VI. COLLATERAL THAT MAY BE SUBSTITUTED FOR 

GOVERNMENT BONDS 

It is evident, therefore, that the deflationary effects of 
debt retirement wiII not be wholly prevented by the main
tenance of war-time reserve ratios, or by the peculiarities of 
the credit relations of local and central banks (at least in the 
three countries considered), or'by the variability of the value 
attached to government collateral in loans. There is, of 
course, the possibility that present banking conditions may 
change during the course of debt payment in such a way as 
to prevent deflation, but this is a matter for the future. It 
is evident, however, that in the United States other securities 

84 Keynes, Treatise on Monty, vol. ii, p. 231. 
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may be issued in sufficient quantities to serve as collateral in 
the future and the Federal Reserve Act may be altered so 
that deflation may be prevented through the substitution of 
other collateral for United States government collateral. 
These securities may be issued by local governments or by 
private corporations. In both England and the United 
States the amount of local issues has been rapidly increasing 
since the war. For example, the total debt of American 
counties was $371,528,000 in 1912 and $1,272,790,000 in 
1922. The total debt of incorporated places and all other 
civil divisions was $3,104.426,000 in 1912 and $6,481,406,-
000 in 1922.15 Approximately seven billions of new state 
and local debt has been issued since 1920. In addition to the 
increase in public securities there has been a great increase 
in private securities, especially marked in the United States. 
J n 1920 there were I, II 4 bond issues listed by the New York 
Stock Exchange; in 1928, 1,513. In 1920 there were 613 
stocks listed and in 1928, 1,131.88 However, until these 
bonds may be used as collateral for loans from the Federal 
Reserve banks, it would not be possible for them to prevent 
the deflation that would follow from the retirement of gov
ernment bonds. Until stich a privilege is granted it cannot 
be said that the local and private issues can prevent deflation. 

The opinions expressed by economists and our own analy
sis of them leads then to the conclusion that to the extent that 
government bonds or debts serve as effective bases for in
creased central bank credit their retirement will set up a 
tendency toward deflation. A sudden or large retirement 
of the debt may also cause a fall in prices through its adverse 
psychological effects. It appears further that the increase in 
private and local debt will not necessarily prevent these tend
encies. Finally, there seems to be sufficient evidence to show 

It Statistical Abstract of the United States, 1931. 

II Recent Economic Chonges, vol. ii, p. 685. 
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"that deflation may have been slightly accelerated by the retire
ment of debt in England and France but that the facts do 
not seem to indicate this in the United States.8T 

VII. STATISTICS OF PRICES AND DEBT RETIREMENT 

It is of interest to note that statistics of prices in the three 
countries considered do not conflict with these conclusions, 
although they do not provide any satisfactory confirmation 
of them. The index of commodity prices of the United 
States Bureau of Labor Statistics shows that wholesale prices 
fell from 154.4 in 1920 to 96.5 in 1929 (1926=100). The 
public debt reached its peak in August, 1919, and had de
clined by about nine billions to $16,931,197,000 in 1929. 
The decline in debt is in the neighborhood of 35 per cent. 
It should not be concluded from the rough similarity in these 
changes that the decline in prices was caused by a decline of 
credit arising from the retirement of the debt. The volume 
of bank credit increased rapidly during these years. For 
example, the loans and discounts of national banks were 
$13,544,000,000 in 1920 and were $15,160,000,000 in 1929. 
Demand deposits stood at $9,501,000,000 in 1920 and had 
reached $11,089,000,000 in 1929. Time deposits show an 
even more marked increase.88 It is thus evident that the 
fall in prices has not resulted from any actual decline in 
purchasing medium. The figures on the member bank hold
ings of government bonds cited some pages back constitute 
still better proof. One may only say that deflationary tend
encies have been set up. But these conditions in the United 
States raise the question of where the credit has gone. Has 
production not only grown up to the post-war credit but even 
increased so rapidly that a further expansion of credit 
occurred without checking a falling price level? In the next 

8T This question will be discussed in Chapter VI. 
88 U. S. Treasury Dept., Comptroller of the Currency. 
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chapter an attempt will be made to answer this question in 
parL The explanation possibly lies in the diversion of 
funds into the stock market and into business activities 
requiring purchasing media other than those represented in 
the wholesale price index. In America there is no doubt 
that other factors than the issue or retirement of debt exist 
which are most important in bringing about falling prices. 
In the past year, for example, commodity prices have fallen 
sharply in the face of a marked increase in the public debt. 

The peak year for the British debt was also 1919 and since 
1920 England has likewise experienced falling prices. 
Taking 1920 as the base year of 100, prices had fallen to 46 
by 1927.- Since that date prices have declined still further; 
the greatest decrease took place in the years 1920-22 and in 
recent years as a result of industrial depression. It is 
obvious that very little may be proved by these figures. The 
greatest reduction in Ways and Means Advances had taken 
place between June 30, 1919 and March 31, 1921. This 
would, of course, allow the Ways and Means reduction to be 
an important factor in the decline. In regard to France 
there is no doubt that the decline in prices has taken place in 
the period of debt reduction, i. e. since 1926.foO Very little 
statistical treatment of these problems is possible. These 
changes, however, do not prove that there was any causal 
connection between the decline in prices and the retirement 
of the debt. This question will be discussed later. 

VIII. THE EFFECTS OF TAXATION UPON PRODUCTION AND 

FA1.LING PRICES 

In the preceding pages we have touched occasionally upon 
the effects of taxation upon production and the effects of 
production changes in their tum upon the price level. It is 

.. C/. Cnol Britairt OM IrtlDruJ Stoti.slical Tobit" 1928-29-

.. C/. AMflGirt Itatistiqw ghlir-alt. 
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possible that prices may fall as a consequence of debt pay
ment without any reduction in the volume of credit whatso
ever. It is also possible that these price changes, which may 
be induced by alterations in the rate of production, may be 
the most important of all. 

Prominent among the economists who have dealt with 
this phase of the monetary effects of debt payment is Pro
fessor Seligman. As he points out; certain price changes 
may occur as a result of the effects of taxation on produc
tion.41 If the general effects of taxation are to restrict pro
duction, prices will tend to rise. If the effects of taxes are 
to stimulate production, however, a fall in prices might occur. 
J. A. Hobson, when a witness before the Colwyn Committee, 
took the position that the income tax may be shifted to the 
consumer, causing a rise in prices. He was challenged on 
this point by Sir Josiah Stamp, who demanded that he 
explain his conclusion in terms of the quantity theory of 
money. Stamp wanted to know how he would explain a 
rise in prices without a decline in production or an increase 
in the volume of money. Hobson after some deliberation 
wrote a reply to the Committee in which he held that the 
income tax was a check to production. The debate brought 
forth articles by Robertson and Stamp in England and by 
Snavely in the United States, but these were concerned more 
with the effects of taxation upon production than with the 
problem of price changes resulting from taxation for debt 
reduction. They will be discussed therefore in connection 
with the general treatment of the effects of taxation for debt 
retirement on production in Chapter IX. Any conclusions 
about the effects of taxation for debt retirement upon the 
price level must then depend upon the reasoning in that 
chapter. On the whole, as will be demonstrated, the effects 
under certain conditions are favorable to increased produc-

n Seligman, Studies in Public Finance, p. 83 ef seq. 
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tion. If properly arranged, debt reduction should conse
quently tend to reduce prices!! 

.1 These conclusions about the effects of debt retirement upon deflation 
luggest a conception of inflation as the extreme of borrowing. According 
to the degree of difficulty a government experiences in obtaining funds, 
it passes from taxes to loans and from loans to inflation. Taxes may be 
first raised to the point where evasion, reduced savings and other diffi
culties set in. This (lOint is higher up OD the tax schedule during war 
than during peace times because of the greater witlingness of people 
to malee sacrifices during a war. With the return of peace this fact is 
recognized. In his annual message to Congress, December 2, 1919, 
President Wilson said that .. Congress Inight well consider whether the 
higher rates of income and profits taxes can in peace times be effectively 
productive of revenues, and whether they Inight not'lon the contrary, be 
destructive to business activity and productive of waste and inefficiency. 
There is a point at which, in peace times, high rates of income and 
profits taxes discourage energy, remove the incentive to new enterprises, 
encourage extravagant expenditures, and produce industrial stagnation 
with consequent unemployment and other attendant evils." When this 
point is reached or when it becomes apparent that it must soon be 
reached, the government turDs to loans. In any case, the resort to loans 
is partly to avoid discontent arising from higher taxes. If the funds 
aecured through loans are diverted from other possible uses no inflation 
will result, but since loans are used to reduce the difficulty of securing 
funds through taxes they are not likely to be secured entirely through 
luch diversion. 

With an increase in taxes the citizen becomes conscious of the ex
penses of government. It is possible that he does not have the same 
feeling if loans are used, because he expects repayment. The taxes cut 
into his income so that they absorb a part of the slll1llus above his 
expenses. This reduces either his savings or hi6 consumption. The 
extent to which he wi1\ allow either. to occur depends upon his public 
spirit and upon what he considers necessary for his consumption. The 
use of loans encourages him to increase his sacrifice because a part of 
the losl will possibly be recovered. (This of course does not follow in 
the later stages of inflation.) But there is a liInit to his willingness to 
ma\ce sacrifices consciously. The government then has no recourse ex
cept the Inore obvious inflation of central bank advances and govern
ment money. Through these means it secures its funds insidiously and 
since the loss is not sensed immediately it is more readily borne. Some
times inflation starts as soon as loans are issued, and this largely because 
governments tend to follow the way of least resistance; they skip over 
the ltep mentioned above. Several governments, among them Germany 
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IX. THE EFFECTS OF PRICE CHANGES UPON THE BURDEN 

OF DEBT 

The second main problem concerning the monetary effects 
of debt retirement, which was raised at the beginning of this 
chapter, relates to the changes in debt burden that result 

and France, did not make any very serious attempt at taxation during 
the World War. 

The great needs of the government also involve, in addition to these 
psychological difficulties, certain problems of transferring property. Dur
ing the period of greatest war expense countries like England, Germany 
and France, if not the United States, required sums not only in excess 
of customary savings but in excess of the amount of saving that could 
reasonably be stimulated by any conceivable means. A transfer of prop
erty rights in excess of annual savings thus became inevitable. Under 
such circumstances, the question arises as to which method is the most 
satisfactory to accomplish the end: taxes, paper money or borrowing? 
Both taxes and borrowing will involve t!he sale of property by individuals 
making the payment, in order that they may do so. In the case of taxes 
the sale may be a forced one, and in some instances may be inconvenient, 
since the taxes cannot be completely adjusted to individual business needs. 
It is obvious that borrowing is better because it allows those who are 
most capable of giving up capital to do so. But it has the disadvantage 
of mounting interest rates and, in the case of large loans, of lack of 
confidence in the government's capacity for repayment, so that it becomes 
cheaper and easier for the government to resort to the more exaggerated 
form of inflation. 

Thus it may be that inflation essentially represents an extreme revenue 
device that is not altogether like taxation or borrowing. But it is similar 
to taxation because it is compulsory and similar to borrowing because 
there is usually some intention to return the money to par. It is also 
similar to borrowing in that it is an easier method of taking capital and 
savings than is taxation. I,t represj:1lts the last resort of a hard-pressed 
government after it has tried taxes and loans. It has been said that 
inflation results when a government's expenses exceed the savings of the 
country and begin to entrench upon capital. This is only partly true, 
because capital. could presumably be taken also by either borrowing or 
taxation. Its truth lies in the fact that as a government's needs tend to 
exceed the savings of a community it becomes increasingly difficult to 
secure additional funds through the use of other methods than inflation. 
Thus because it is difficult, although possible, to secure additional funds 
by these other methods, inflation is finally used. It is therefore clear 
not only how but why inflation resulted from war financing. 
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. from variations in prices. This whole question may be 
discussed from two angles: (I) that of the changing burden 
on debt holder and non-debt holder regardless of the eco
nomic classes to which they belong, and (2) that of the 
changing burden upon various economic classes. The first 
of these will be discussed here and the second deferred to 
Chapter VIII. In regard to the first approach, it has long 
been argued that debts should be retired as early as possible 
after a war because of the probable fall in prices, which, it 
i~ asserted, increases the burden of debt. This argument 
has been put forth by a number of economists, among them 
Dalton, Pethick-Lawrence, and J. W. Kempster.·8 R. G. 
Glenday, in his testimony before the Colwyn Committee, 
holds to this opinion without any qualification. Dalton tes
tified before the Committee that a downward movement in 
the price level will II increase enormously the real burden of 
your debt and it is going to make it a practical impossibility 
to balance your Budget." 44 By these witnesses the point was 
offered as one of the main arguments for the use of the cap
itallevy. Among the reasons given for steady reduction is 
II the risk of the burden of the debt charge increasing beyond 
the present point should the level of prices fall in the 
future."" No definite trend of prices was noted one way 
or the other at the time of writing the report and it could not 
be predicted just when the burden of debt would be increased 
by changes in prices. The minority report took the view 
that falling prices would increase the burden even more 
emphatically. They said that II since the debt is fixed in 
terms of money, the extent of this injury in the future de-

•• Dalton, Ptlblit: FinaflCe. p. 195; Pethick-Lawreoce, Ptlblit: Debt; 
Kempster, Britairil FifIDfKial Pligh,. pp. 43 and 83-85 . 

.. CI. Glenda)". testimony. Colwyrt Retort, Mi"",es 01 EWleftu. p. 
J48. and Dalton's testimony, ibid., p. 3911 • 

.. Colwyrt Retorl, p. ,329. 
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pends upon the future value of money." ~8 Further on they 
say, "We doubt if it is generally appreciated how seriously 
the burden of debt has been increased in the past few years 
owing to the rise in the value of money." 

In the United States this point of view seems to have been 
accepted by the Treasury and serves as a basis for public 
policy. A fall in prices was believed by Secretary Mellon to 
increase greatly the burden of debt for the government. In 
proof of this he stated that during the -qvil War we borrowed 
a 54-cent dollar and paid back an 85-cent dollar. Using a 
1913 base he found also that dut:ing the World War we 
borrowed a 51-cent dollar and in 1926 were paying back a 66 
cent dollar. Postponement of repayment thus greatly in
creased the burden of debt because of the fall in prices.47 

On October 6, 1926, Undersecretary Winston, speaking be
fore the American Bankers' Association at Los Angeles, 
voiced virtually the same opinion, but on other grounds. He 
stated that it was the government's intention originally to 
payoff the debt in twenty-five years and that if that policy 
were followed, the cost, including interest, would be 41 
billions. If a sixty-two year program were followed the 
cost would be 71 billions. Thus it was argued that in order 
to pay the debt as cheaply as possible it should be retired 
quickly. In addition to this, he gave the argument of the 
Secretary for rapid retirement that prices might fall and in
crease the debt burden. Here again the above figures were 
cited. It is thus apparent that not only has the Treasury 
accepted the theory but that it treats the whole problem in 
a fashion much too static. 

No doubt there are many persons in both England and the 
United States who believe that debts should be retired rapidly' 
because of the probability of a fall in prices. If this belief 

48 Ibid., p. 364. 
'1 Annual Repor' of the Secretary of the Treasury, 1926, p. 7. 
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is held in unqualified form it is likely to cause false conclu
sions about the burden of debt and excessive haste in debt 
retirement. It oversimplifies a rather complicated situation. 
It seems to the writer that even when qualifications are made, 
they cannot be_ understood unless they are interpreted in the 
light of the whole body of theory of debt retirement. 
Certainly the rate at which debts should be retired cannot be 
decided on the ground that prices may fall and increase the 
burden of debt, and in any case the theory that falling prices 
necessitate a policy of rapid repayment is not necessarily 
justified. 

x. CRITICISMS OF THE THEORY THAT THE BURDEN OF DEBT 

IS INCREASED BY DECLINING PRICES 

Critics of the rapid retirement theory are not totally lack
ing. On the whole, however, those believing in slower 
retirement have not attacked the theory itself. There are 
those who say that since prices have risen in the past, they 
are most likely to rise in the future, thus lessening the burden. 
Still others say that no definite predictions can be made as to 
the course of prices and therefore the influence of prices 
should be left out of account in determining the .policy of 
the government with regard to debt payment. Several econ
omists, however, have maintained that falling prices do not 
necessarily increase the burden of the debt. This point of 
view deserves an attention it has not hitherto received. 
Professor Edgeworth, as far back as 1896, criticized the 
rapid retirement theory, as will be found in his Papers Relat
ing to Political Economy. His argument is that prices 
usually fall because of an increase in the volume of produc
tion. Assuming a state where population and the supply of 
money are constant, an increase in the volume of production 
will allow creditor and debtor to share equaUy in the increased 
purchasing power of money. This is true because money 
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income and debt payments remain the same and all that has 
occurred is an increase in the supply of goods. The debtor 
will pay the same amounts for interest and the purchasing 
power of this interest will have increased proportionately to 
the increase in the supply of goods. On the other hand, 
assuming that the money profits of the debtor have also 
remained the same, their goods value will have increased in a 
like proportion. So Edgeworth concludes that creditor and 
debtor share equally in the changes in purchasing power. 
Applying the theory to debts, it must be likewise admitted 
that the burden of debt a~ between the debt holders and non
debt holders as a whole is not affected by a change in prices, 
provided that population and purchasing power are fixed, or 
provided that purchasing power increases proportionately 
with population. Given these conditions, Edgeworth con
cludes that" the creditor does not get the' whole advantage.' 
Nor is it true that' he has contributed nothing' to the growth 
of national income. But for his saving it would have been 
smaller." These conclusions were reached in a discussion 
of bimetallism.48 

The first question arising from Edgeworth's theory is 
whether after all it holds under dynamic conditions., In 
American experience there seems to be a tendency for de
posits greatly to outrun the population. What effect does 
this have on Edgeworth's conclusions? In order to answer 
this question it is necessary to return to static conditions for 
a moment and assume two factors constant at a time. Ac
cording to the original statement, if money and population 
are constant and falling prices are induced by an increase in 
production, debtor and creditor will both g~n equally in the 
increase in real income. Next let it be assumed that money 

48 Edgeworth, Papers Relating to Political Economy, p. 429- In de
fense of the, last point he refers to Professor Marshall's remarks in a 
discussion of a paper by Bowley in the Journal of the Royal Statistical 
Society, June, 1895. 
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decreases and that production and population are held con
stant. In this case it follows that debtors will be definitely 
harmed, and in proportion to the decrease in the supply of 
money. In the case of a third assumption, that money arid 
production are constant and population decreases, it is not 
possible to tell definitely whether there would be a fall in 
prices. To the extent that a decreased population demands 
fewer goods prices might have a temporary downward move
ment, but to the extent that this was counterbalanced by a 
decrease in production, prices would tend to remain constant. 

Now two factors, one changing and one constant, will be 
considered. As a first case assume that money is constant 
and population and production increase in the same propor
tion. In this case, as in the other where money was assumed 
to be constant, there would be a fall in prices and no burden 
upon the debtor. In case money increased and population 
increased at the same rate, and production increased still 
faster, prices would fall again, but the same conclusion would 
follow about the debtor. However, if population and pro
duction decreased more rapidly than money decreased, the 
debtor would suffer. 

It is not intended that the reader should assume-from the 
analysis above or from.the citations from Edgeworth that the 
problems involved have not been faced by others. Professor 
Pigou deserves credit for having pointed out to the Colwyn 
Committee that, if a fall in prices is accompanied by an 
exactly proportionate increase in the productivity of labor, 
there is no increase in the burden of debt. 4a Layton in 
his evidence before the Committee made a similar qualifi
cation. I. Among American economists, one may find a very 
good statement of these qualifications by Professor Taussig.1l 

.. ColfllY" RePort, Min"tes. p. 39. 

10 C olfllY" Re,orl. p. 66. 
ft Taussig. Principles of EcortOfftics. ,vd eeL. voL i. pp. 296-7. 
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If these points are not sufficiently emphasized, however, a 
false argument for rapid retirement gains too much vogue. 
Their realization is also important for the analysis that is 
given to debt burdens in the subsequent chapters. 

XI. CONCLUSIONS WITH REGARD TO THE EFFECTS OF DE

CLINING PRICES UPON THE BURDEN OF DEBT 

It may be desirable to summarize the qualifications at this 
point. They are (I) that it is not necessarily true that the 
burden of debt increases with falling prices; (2) that it is 
probable that over long periods of time, since prices fall due 
to the failure of money to keep up with advancing produc
tion, the burden of debt is not increased thereby; (3) that 
whenever prices fall due to a decrease in the quantity of 
money either relatively or absolutely, the burden of debt is 
increased; (4) that the truth of any of these assertions rests 
upon one's theory of the value of money, and that since 
there is no certainty as to the theory of prices there is also no 
certainty as to conclusions about debt burdens;, and (5) that 
the use of price indices as measures of debt burden is of 
uncertain value. 

There are three ways in which price indices may be used 
in debt measurements. The first of these is the use of the 
price level as a measure of the burden of the debt. First, as 
has been mentioned, the comparison of price changes may be 
used as a measure of the absolute amount of debt burden. 
Second, prices are used as a measure of the achievement rep
resented by payments of interest and principal. Both of 
these devices are defective because they ignore the qualifica
tions described above. Third, changes in the price level 
might be considered to indicate the harmfulness or harmless
ness of retirement policy in practice. Thus if one were to 
take reduction of saving and enterprise as an evidence of too 
rapid debt retirement, other things being equal, there would 
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possibly be a rise in prices with retirement of the debt. But 
since other things are not equal it would be exceedingly diffi
cult to determine whether the rise in prices is due to debt 
factors or to other factors. I f it were possible to isolate these 
influences then one could say that a rise in prices due to debt 
retirement is an unhealthy sign, whereas a decline in prices 
is healthy and to be expected. 

XII. THE EFFECTS OF DEBT PAYMENT UPON SPECIFIC PRICES 

Thus far we have considered the relation of debt payment 
to the price level. There has been considerable interest in 
both England and the United States in the effects of pay
ment upon special prices. The degree to which a certain 
price may be especially affected depends upon the nearness 
of the good in question to the overflow of repaid funds and 
the degree to which it may be subjected to special taxes for 
debt repayment 

Let us consider the first. The repayment of debt has the 
immediate effect of placing funds in the hands of the debt 
holders. This money may be devoted to consumption but is 
more likely to be reinvested. &2 In case of reinvestment three 
consequences are possible. The first of these is a fall in 
interest rates, a second is a rise inthe value of certain classes 
of securities or investments that are now used by the former 
government bond holders. A third possibility is an increase 
in the kinds of securities used for reinvestment. Very little 
can be said as to the exact results of reinvestment because of 
the impossibility of eliminating sufficiently other influences 
than those in which we are interested. In regard to the 
first possibility it may be that the money market is compart
mental and that to the extent that the funds are reinvested 

II The proof of this assertion rests upon the discussion in Chapter IX. 
It is based on the fact that the debt in countries like the United States 
ia held to a very large extent by banks and corporations whose practice 
ia to maintain capital intact. 
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only in certain types of stocks or bonds there will not be a 
general tendency toward a decline in interest rates. Accord
ing to Keynes, " the effect of paying off debt is to take money 
from the body of taxpayers and to place it primarily at the 
disposal of a'particular form of investment. Thus I should 
say that the main effect of 'debt repayment at a rapid rate is 
to divert the surplus resources of the community into the 
gilt~dged stock market." &3 It is apparent that just what 
effect upon interest rates the debt payment will have depends 
on the people who hold the debt and the kind of investors they 
are. It has been remarked by the Secretary of the Treasury 
that the experience with war bonds in the United States has 
increased the amount of investment in securities. 

As a result of this education, of more effective bond salesman
ship, and' of high earnings in America, there has been created 
an investment demand and the public readily buys large amounts 
of new security issues, resorting to the banks for loans to assist 
in these purchases .... Business concerns have come to prefer 
permanent financing as distinguished from commercial loans 
from the banks and there has been a tendency with a great many 
corporations through the sale of bonds, notes and capital stock 
to resort to the public for money to meet their corporate require
ments. Partly because commercial bills are not as frequently 
resorted to for credit and the banks have difficulty in obtaining 
a sufficient amount of these bills and partly on account of the 
demand of the public for loans to help carry securities 
purchased, the banks have to seek investments and loans on 
securities or loans to cus.tomers secured by bonds and ~tocks.54 

In the report for 1925 the Secretary of the Treasury further 
points out that the retirement of debt is one factor causing a 
decline in interest rates. &G As was pointed out earlier in this 

lIS Colwyn Report, Minutes of Evidence, p. 283. 

&6 Annual RePort of the Secretary of the Treasury, 1926, p. 4. 
&& Ibid., 1925, p. 48. 
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chapter (see p. 137), however, the volume of saving and the 
gold imports are given chief credit for the decline. Yet the 
gradual decrease in the amount of the total debt and in par
ticular the decrease in the short term debt, the Victory Loan, 
treasury notes and certificates .of indebtedness, are at least 
factors in the decline. The maid support of the Secretary's 
argument that debt retirement has reduced interest lies then 
in his belief that a net addition to the supply of capital has 
been made. This contention supporting his opinion about 
interest rates is most important. 

A rise in security values, a fall in interest rates and an 
increase in the amount of securities may all result from debt 
p .. yment. These results are dependent upon the intentions 
of the payee and upon the degree to which the market is com
partmental. If the debt holder consumes his principal, it of 
course will not get into the capital market. The nature of 
his intentions, in turn, depends upon the economic class to 
which he belongs. To the extent that the higher incom~ 
classes save a larger proportion of their income, concentra
tion of debt holdings may be desirable since it increases the 
investment of the repaid debt. At any rate the way in which 
interest rates are affected also depends in part upon the distri
bution of the debt. At a later point more will be said of the 
results of this distribution. 

In discussing the effects of retirement upon the money 
market only the proximate relations have thus far been con
sidered. The effects of retirement are influenced by deeper 
factors. Those who discuss the possibility of falling in
terest rates sometimes give the impression that a fall is inevit
able in case of reinvestment and that if the fall is not general, 
it will at least not be compensated for by a rise in other fields. 
These things are not inevitable. If the government through 
taxes merely distributes a given supply of funds, the process 
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has caused no general increase and a fall in interest cannot be 
said to result from it. If interest falls for certain types of 
investment, one would naturally look for a rise elsewhere. 
It is true therefore that only to the extent that the debt-paying 
process results in a net addition to investment funds can it be 
said that interest rates have generally fallen from this cause. 58 

Ultimately then a faU is due to the fact that savings have 
been increased by the process of repayment. 

A second way in which retirement may affect specific 
prices is through the particular effect of indirect taxes levied 
for the purpose of retiring the debt. Since this is a matter 
of tax incidence, it will vary with the conditions of the 
country in question and the kind of tax used. Theories of 
the incidence of taxes will determine the interpretation of 
the facts. By some writers the distribution of the burden 
of repayment is thought to be the only important considera
tion. Although they may believe that an internal debt con
stitutes no burden upon a community as a whole, they think 
that the mode of distributing the burden of repayment is of 
considerable importance to society and to the individual. 
One writer states that this distribution is the chief consid
eration.57 But this attitude possibly attributes an undue 
importance to the kind of taxation as against its amount. 
The effects of taxation upon the volume of production may 
be of greater importance. 

58 W. A. Brown in a series of four 3Irticles deals with some of the 
problems of debt retirement related to the money market. He points out 
definitely that debt retirement may not cause a net addition to capital 
fWlds and that if i,t does, it is probably due to the effects of taxation in 
increasing saving. Ct. Annalist, Aug. 20, Aug. 24. Aug. 31, Sept. 7, 1928. 

57 See Matsushita, Economic Effects of Public Debts, p. ISS. 



MONETARY EFFECTS 

XIII. SUMMARY 

In this chapter the way in which the retirement of publiC! 
debts may affect the price level and change the burden of the 
debt has been discussed. It is widely believed that the retire
ment of debts sets up tendencies toward deflation. In 
reaching this conclusion the most important factors taken 
into account are the psychological effects of retirement, the 
degree of fixity of central bank reserve ratios, the relations 
existing between central and local bank credit, and the effects 
of taxation for debt retirement upon the volume of saving. 
Whether or not deflationary tendencies will be caused in any 
given country by retirement depends largely upon the opera
tion of these factors in that country. 

It was pointed out that some suggestions as to their opera
tion may be gained by an examination of the conditions sur
rounding the origin of the debt and of the post-war history 
of central banking. In the United States the use of govern
ment bonds to borrow from the Federal Reserve banks, the 
concentration of debt holdings in the hands of banks, large 
corporations and wealthy individuals and the passage of the 
Glass-Steagall bill make it unlikely that any strong defla
tionary tendencies have operated or will operate in the 
immediate future as a result of debt retirement. In France 
and England, however, it is likely that the reduction of bank 
advances has had a deflationary effect. It may be said that 
deflationary tendencies will result from debt retirement to the 
extent to which that part of the government debt which 
serves effectively as a basis for central bank credit is reduced. 

The monetary effects of changes in the debt burden were 
discussed from two angles: changes in the burden upon the 
non-debt holder, and changes in the burden of the various 
income classes as a whole. Contrary to a rather common 
opinion. the burden of debt upon non-debt holders is not 
always increased by falling prices. but only when these falling 
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prices are a result of a reduction in the quantity of the pur
chasing medium. 

The effects of debt retirement upon the money market may 
take the form of a fall in interest rates, a rise in the prices 
of some types of securities, and an increase in the kinds of 
securities used as collateral. The effects upon interest rates 
depend upon the kind of people the debt holders are, and the 
extent to which the money market is compartmental. A 
general decline in interest rates as a result of debt retirement 
would occur only if there was a net addition of investment 
funds. This would imply that the payment of debt may 
stimulate saving. 



CHAPTER VI 

BANKING EFFECTS OF DEBT RETIREMENT 

As stated in the last chapter, the public debt has long been 
closely associated with money. In the United States the 
banks have figured largely in this connection. The constitu
tion was to a large extent an instrument designed to protect 
the interests of propertied classes. Financial difficulties 
arising out of the revolutionary and other wars had led to 
the issue of a paper money with much loss to creditors and 
monetary instability was thus a direct result of public debt 
and financial difficulty. Not only were money clauses in
serted into the constitution to help eliminate these evils, but 
Hamilton advocated and secured the establishment of the 
United States Bank partly for that purpose. When in 1863 
it was finally decided to reduce the numerous varieties of 
bank note3 through the establishment of the national banking 
system, the new notes were based on public debt, a type of 
backing which had already been in use in New York state 
since 1838. In this bond-secured note system the increase 
in currency depended largely upon the increase in debt. It 
has been seen that much the same results followed from the 
methods used to finance the World War. 

In this chapter we shall be concerned with the relations 
between the public debt and banking administration, which 
appear in four principal forms: the holding of government 
bonds for investment purposes, the use of bonds as collateral 
for loans, the use of bonds in the control of credit by central 
banks, and the service of banks as fiscal.agents for the gov
ernment. As the public debt is retired the character of these 
relations will be altered. 

J6g 
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1. THE SERVICE OF THE BANKS AS FISCAL AGENTS 

FOR THE GOVERNMENT 

The banks have long been considered as government fiscal 
agents. Hamilton's chief interest in the United States Bank 
was in comiection with that purpose, and later Secretary 
Sherman regarded the national banks in that light. Cer
tainly there is some basis for saying t~at among the most 
important services performed by the Federal Reserve banks 
thus far have been the fiscal ones. For the last fifteen years 
Treasury policy has considerably influenced American central 
banks; and it in turn has been influenced largely by consid
erations closely related to the public debt. These fiscal ob
jects can possibly be more readily attained than certain others 
which were better regarded when the system was established, 
such as credit control and reduction of stock speculation. 
Strangely enough, to the extent that the banks have had any 
real success with the latter, it has been due to the use of the 
public debt. For the past twelve years an appreciable part 
of the work of the banks in the United States and abroad 
has consisted in serving as fiscal agents in the refunding and 
conversion of the debt. As the debt is retired, this work 
will decline in importance. 

II. THE USE OF THE DEBT AS COLLATERAL FOR BANK LOANS 

AND IN BANK INVESTMENTS 

In the preceding chapter it was noticed that government 
bonds have been frequently used during and since the war as 
collateral for loans and that the investment holdings of .those 
bonds by local banks have greatly increased. As was pointed 
out, the main reason for these holdings and for their use as 
collateral was the increased ease of borrowing at the Federal 
Reserve banks, a possibility which was not properly dealt with 
by the framers of the act. But the bonds also constitute a 
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safe form of investment and make a good appearance in a 
financial statement. The retirement of these bonds would 
probably cause an increase in the purchase of conservative 
local securities. There is already in the United States an 
increase in .the amounts of local certificates held. It is prob
able that past custom will be followed and debt retirement 
will not lead to less conservative investment where there is 
a large amount of local bonds available, but to the extent that 
government bonds are not used, the collateral has deterio
rated. The change from the use of government bonds has 
been much less in England, where government securities still 
serve to a considerable extent. In the years after the war 
the debt was used as collateral to a much greater degree than 
previously. It was estimated that five to twenty times as 
much collateral was used for loans as had been used before 
the war/ and there was no evidence given that the use of 
government collateral was declining. Its greater use in 
England might be explained by the relatively poor quality of 
private issues. 

III. THE USE OF GOVERNMENT DEBT IN CREDIT CONTROL 

The use of the government debt in credit control begins 
early in American history. The growth of industry and 
the inelasticity of bond-secured money had caused con
siderable problems of monetary adjustment during the exist
ence of the national banking system. The independent 
treasury system, with its withdrawal of tax funds, added to 
these difficulties. In order to aid the banks in meeting the 
credit needs of the country. the Secretary of the Treasury 
replaced these funds whenever he thought the occasion de
manded it, by redepositing government money in the banks 
and by occasional purchases of bonds. Thus during the 
depressions of 1853, 1873. 1884 and 1890 large purchases 

1 Colwyrt Reporl, Mimdel of Evidelll:e, pp. 424-5. 
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were made.2 
. Most of these were purchases of government 

bonds. Although this practice may have had the effect of 
increasing the government funds available for business 
needs, it had a very serious defect in that it reduced the 
amount of bonds available as a basis for note issue. The 
Treasury also engaged in the bad practice of paying interest 
on its securities in January and July, when the demands for 
money were usually at their lowest point.s It is evident, 
therefore, that even before there were central banks in the 
United States, government bonds were used as a means of 
expanding credit. The Treasury had exclusive control over 
these devices before the adoption of the present system. 
Long before the introduction of the Federal Reserve system 
we had at least the purchase of government securities as a 
means of controlling credit. 

In the present banking system of the United States the 
government security plays a part in credit control through 
open market operations. Power has been granted the banks 
to deal in government securities. Congress, however, 
probably did not intend the power to be used as it is.4 It 
was thought at the time that the banks should buy securities 
only occasionally and then for purposes of revenue. . In 
1914, however, there were only $60,000,000 of Panama 
Canal bonds that could be readily used for these purposes. 
The war made available a great supply of short-term securi
ties. The reasons for this large floating debt are familiar.' 
The securities were issued to anticipate the proceeds of the 

2 Chapman, Fiscal Functions of the Federal Reserve Banks, pp. 30 
and 34-

sIbid., p. 38. 
4 Lawrence, Stabilization of Prices, p. 237. .. The tax certificate did 

not constitute a part of government financing prior to 1917, a fact which 
in itself indicates that the framerS of the Federal Reserve Act did not 
contemplate its use in effectuating a control of the volume and price of 
funds in the market." 
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Liberty loans and since 1922 have been issued for a like pur
pose in regard to the income tax receipts. Since 1917 the 
Federal Reserve banks have had a continuous supply of 
these certificates, their holdings advancing at times as high 
as $1,500,000,000. The purchase or sale of these instru
ments is of much significance in the control of credit. Gov
ernment bonds have also had long use as means of investment 
and as collateral for loans. Senator Carter Glass, who was 
Chairman of the Senate sub-committee of the Committee on 
Banking and Currency in the 71st Congress, appointed to 
inquire into the administration of the national and Federal 
Reserve banking systems with respect to the use of their 
facilities for trading in securities, points out very clearly in 
the hearings of this committee that the Federal Reserve 
system had originally as II ••• its primary purpose if not its 
sole purpose" meeting the requirements of commerce and 
industry.' When the Federal Reserve Act was passed, the 
enormous increase in public debt was not envisioned nor was 
its use in the expansion of credit adequately realized.s The 
retirement of the debt will probably affect the supply of the 
instruments available for credit control. 

(a) The Use of Government Bonds in Central Bank Loans 

Of the four forms which the relations between the banks 
and the public debt may take, the use of government securi
ties in credit control is probably the most significant. The 
subject has two main aspects: the use of bonds for collateral 
in central bank loans, and their use by the central bank to 
give effect to its discount policy. The use of bonds as col
lateral was treated in the last chapter from the standpoint of 

• U. S. Senate, H,arings before a Sub-committee of the Committee on 
Banking and CurTency, 71St Cong., 3I'd Sess., S. Res. 71, pt. i, p. 50, 
Jan. 19-30, 1931. 

• Ibid., pp. 53 and 65. 
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its relationship to the price level. Of importance for credit 
control is the growing tendency toward a reduction in the 
use of government bonds as collateral for commercial bor
rowing and the use of government securities for central bank 
borrowing. The use of these bonds by the banks for central 
bank borrowing has been due partly to the greater yield of 
new industrial securities in the United States and to tax 
exemption. The latter privilege has led to a very consider
able concentration of government bonds in the hands of 
wealthy men, banks and corporations. As a result com
mercial issues are performing in greater degree the collateral 
function in customers' loans. The figures given below indi
cate this tendency. 

TABLE XVI 

LOANS MADE ON SECURITIES BY ApPROXIMATELY 700 REPoRTING 

MEMBER BANKS 

1921 •• 
1922 •• 
1923 •• 
1924. 
1925 ••• 
1926 ••• 

Year 

(in millions of dollars) 

Secured by 
U. S. Bonds 

-----
667 
331 

zS5 
206 
182 

154 

I 
Secured by other 

Stocks and Bonds 

3,030 
3.42 4 
3.750 

4. 142 

5,040 
5,447 

This persistent tendency to use government bonds in 
central bank loans has led to serious consequences. It 
explains to a large extent the great concentration of the debt 
holdings in the banks. According to Professor Willis, in 
1920 

the (Federal Reserve banks) had close to $1,600,000,000 
certificates either owned or carried as a basis of loans while the 
reporting member banks were owners of some $2,360,000,000 
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more bonds and certificates, a figure which meant for the 
country as a whole some six billions as a total. Loans on war 
obligations were $3,000,000,000 more, in all two-fifths of the 
volume of our outstanding bonds and certificates. 

During this period some effort was made to drive govern
ment securities out of bank portfolios. This lasted through 
1921. 

But in 1922 under a new national administration a reactionary 
policy was introduced. . . . It was now sought to have the 
banks carry as much of the debt as possible; and as the Liberty 
obligations matured they were, instead of being funded into 
long-period securities and sold to investors, converted into short
term obligations and (then) sold to the banks.' 

Beginning in 1925 there also developed a tendency toward 
low interest rates. This was ostensibly for the purpose of 
helping business, although no public statement was made to 
that effect. Professor Willis attributes the rise in stock 
transactions to this cause. 8 What is of most significance is 
the increase of member bank borrowings through the agency 
of their own notes backed by government securities. In 
August, 1928, member banks were indebted to the Federal 
Reserve banks to the amount of one billion dollars, of which 
603 millions were secured by government bonds.' Such a 
method of borrowing is much more productive of inflation
ary tendencies than the use of bonds as collateral by the bank 
customer. 

The Federal Reserve funds which the member banks ob
tained through the borrowing on government bonds were 
used to a considerable extent for loans to affiliated security 

, .. Who Caused the Stock Market Panic?" by H. Parker Willis, 
Newill American RefJiew, February, 1930 • 

• Salel increased from 452,000,000 shares in 19Z5 to 920,000,000 in 1928. 

• F,tk,.al Res,"" Bulletill, Aug. 8, 192B. 
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companies and thus went indirectly into the stock market. 
Section 5200 of the National Banking Act, with many quali
fications, prohibits loans to anyone individual in excess of 
10 per cent of the capital of a national bank. This would 
apparently limit the amounts that might be loaned in this 
way, but where the number of affiliates was increased the 
10 per cent rule could be easily rendered ineffective. since 
the owners of the stock of these various affiliates might be 
largely the same persons. The number of affiliates may be 
as great as fifty. Comptroller General Pole, however, 
denied before the sub-committee referred to above that the 
amount loaned by national banks to these security companies 
was" inordinately large," He thought that only infre
quently did loans to such affiliates amount to more than over 
a quarter of a bank's capital, but he did admit that there 
had often been a disproportionate amount of security 10ans.tO 

The concentration of bond holdings referred to by Pro
fessor Willis, and for which statistical evidence was given 
in Chapter V, reduces the availability of . these bonds for 
customers' collateral loans. As Professor Brown has 
pointed out, most of the debt is now concentrated in the 
hands of banks and corporations. Thus it is seen that gov
ernment bonds, because they are becoming increasingly con
centrated in the hands of banks, are now much less available 
as a basis for customers' loans than just after the war, but 
much more of a basis for bank borrowing, and that tax 
exemption and desire for bank profit have led to the con
centration of debt holdings. The result is probably less 
liquidity of bank assets and inflation in the stock market; 
and, most important, these conditions greatly increase the 
difficulties of credit control and indicate changes that must 
be made before that control can be made effective. 

to U. S. Senate, Hearings, S. Res. 71, pp. ~I and 25. 
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(b) Gold Imports and Credit Inflation 

Some writers, however, do not attribute inflation in the 
stock market solely to the type of collateral behind member 
banks' borrowings, but also to the great increase in the gold 
supply derived from Europe and the use of new business 
methods which reduce the need for commercial loans. Dr. 
A. C. Miller of the Federal Reserve Board says that the main 
basis for the credit expa.nsion was the upward trend of the 
gold supply owing to imports from Europe.l1 The gold was 
deposited with the Federal Reserve banks and thus served as 
an increased reserve upon which new loans, in many cases 
for stock speculation, could be made. .. The inflation which 
caused bad banking," says Dr. Miller, II came largely through 
gold imports and the open market operations of the Federal 
Reserve system." 11 Mr. J. H. Case may be cited as a 
spokesman for the theory that after 1920 corporations re
sorted to new financial methods which tended to increase the 
rise in stock prices. He claims that many corporations 
which found that they had borrowed too heavily through 
commercial loans in 1920 deliberately decided not to be 
caught again. They began to substitute issues of stock for 
commercial loans. The diminishing commercial loans 
caused the banks in their turn to increase their investments 
and to loan to customers who wanted to trade in stocks. The 
latter process was, however, carried too far!-

C. R. Noyes gives an admirable treatment of the theory 
that the increase in stock prices was partly based on the im
ports of gold. He says that from 1921 to 1929 the net 
addition of gold was approximately a billion dollars. The 
Federal Reserve banks attempted to .. sterilize" this supply 
by substituting gold certificates for Federal Reserve notes in 

n U. s. Senate, Hmrifagl, S. Res. 71, p. 1:18. 
il/bid. p. 149-

11 Ibid .. p. II,). 
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accordance with a policy adopted in the sununer of 1922. 

The process resulted. in failure, because as the Federal Re
serve notes were retired, an equal amount was added to the 
reserve accounts of members at the Federal Reserve banks. 
The result was a credit expansion due in part to the additions 
to the gold supply. From 1921 to 1929 the primary re
serves, or the member banks' reserve accounts, expanded 
about 44 per cent, and the net demand deposits about 37 per 
cent. There was a still greater increase in time deposits.u 
This increase in credit did not increase commercial loans. In 
fact, during the early years of this period there was an actual 
decrease, which was recovered from only in the last few 
years of the period. About one-third, or 4,050 millions, 
out of a total of 11,589,000 millions of loans and invest
ments, went into investments by the banks and were thus put 
directly into the security market. The greater part of the re
maining loans and discounts were for securities and real 
estate.16 It is thus seen that the new credit was partly due 
to gold imports, and that it was employed to buy securities 
because of the failure of the commercial demands to keep up 
with the demands for loans on securities. 

The most obvious cause of the increase in credit in excess 
of the supply of gold was of course the use of government 
bonds as collateral for loans, as Willis has demonstrated, but 
as Noyes points out, this increase may have been partly due 
to the fact that needs formerly met through commercial loans 
may now be met by the sale of securities, or to the more rapid 
turnover of stock, the carrying of a smaller stock and the 
extension of less credit to customers. However, says Noyes, 
"To assume that this change in the character of bank credit 
has simply resulted in a more roundabout method of making 

l' American Economic Review, June, 1930; .. Gold Inflation" by 
C. R. Noyes. 

1.51bid., pp. 183-5. 
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this credit available for commerce and industry would be to 
misread the facts .... It (credit) not only financed new 
flotations but it has enhanced old ones." 18 In the face of the 
fact that commodity prices rose only about 5 per cent during 
these years and, in some cases, actually showed a decline, an 
explanation of the disposition of these funds is needed. The 
stock market, which was the only field where prices rose 
considerably during this period, seems to answer this need. 
The new credit supply, according to both Willis and Noyes, 
was thus in excess of the demand to such an extent as to 
cause inflation in the stock market, commodity prices not 
being affected proportionately. 

(c) The Failure of the Use of Government Bonds to Give 
Effect to a Restrictive Central Bank Discount Policy 

Now although it is clear that the use of government bonds 
might cause an inflation in stock prices, it is not so clear why 
it did so, in spite of the employment of the much-vaunted 
open market operations. This difficulty is explained by the 
fact that member banks borrowed to offset the open market 
policy of the Federal Reserve banks. Attention has been 
called to this tendency by J. S. Lawrence.1T It can be seen 
from the tables he presents that there was a roughly inverse 
movement between the bills discounted and the open market 
operations. Lawrence argues that the open market policy is 
ineffective as a basis of credit control since the holdings of 
government securities fluctuate widely and the deposits main
tain an even upward trend. 

Let us examine this point a moment. It seems clear that, 
as the sale of securities reduced the reserve accounts, the 
member banks did probably increase their borrowings. 
Thus it would be true that the process had not reduced their 

1'lbid., p. 186. 
If Lawrence, SIabili.raliOfJ of Pric", pp. 270-90· 
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credit. On the other hand, when there was a purchase 0'£ 
securities credit would be increased. It is here that the 
theory discussed by Lawrence, of complete innocuousness of 
the open market policy, breaks down. The open market policy 
has, as Noyes points out, a one-way effect. This writer 
states that "the federal reserve system has expanded credit 
only a little when business was active and needed it and ex
panded it a great deal when business was dull and did not 
need it." He says also that" ... radical expansions in 
open market credit have supplied the occasions and immediate 
causes and then an increase in gold or rediscounts or a de
,crease in note circulation have appeared in whole or in part 
to maintain the expansion when the open-market credit was 
removed." He even goes so far as to maintain that" the 
responsibility for practically the whole of the expansion of 
bank credit for this period rests with the open market opera
tions of the federal 'reserve system." It would be nearer 
the truth to say that the increase in the gold and the one-way 
policy were jointly responsible. To a large extent the open 
market purchases mayhave increased credit in advance of the 
inevitable expansion from the increments of gold. They 
merely accelerated the upward tendency.18 

Now it is apparent that government securities figure in 
this situation in the following ways. Without the ability to 

18 Dr. A. C. Miller expresses this 'Point of view very clearly in his 
testimon!y before the Senate sub-<:ommittee mentioned above. He says 
that ..... the Federal Reserve System has been a kind of alternating 
system as between open market operations and rediscount operations. It 
eases or inllates through the open market operations and then undertakes 
to firm or dellate (and usually fails) through the rediscount operation. 
That, in a nutshell, is the &tory of 1927 to 1929" (p. 128). He believed 
that the increased holdings by the Federal Reserve banks of United States 
securities in 1927 was the most costly error in American banking in the 
past seventy-five years (p. 134). .. You have had too much inflation in 
the Federal Reserve system, and its favorite instrument is the opeu 
market purchase of Govertiment securities" (p. 147). 
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borrow on government bonds the member banks would have 
been subject to at least some decreases in credit as the Federal 
Reserve bank sold bonds. Moreover, the large supply of 
these bonds allowed in bank portfolios served as a constant 
invitation to further borrowing. This was made easy by 
low rates of discount at the Federal Reserve banks. The 
government security is thus a "factor in a secondary post-war 
inflation in the stock market just as it was the cause of such 
inflation in other markets during the war. But of greatest 
significance is the paradoxical situation that government 
bonds serve as t!he device for reducing credit and are at the 
same time one of the chief causes of the inflation it is sought 
to remove. It becomes absurd, therefore, in the United 
States to worry about the difficulties of credit control if the 
debt is retired, because with the system as it is now arranged 
bad credit conditions may be in large part due to these instru
ments. Furthermore, the government has not always been 
really eager to control credit. Nevertheless, Governor 
Strong, J. S. Lawrence and J. M. Keynes have all mentioned 
this difficulty with respect to credit control if the debt is 
retired. 

Cd) The Effects of Debt Retirement Upon Credit Control 

The reduction of government securities for credit control 
with the retirement of the debt is not then a genuine problem 
for a number of reasons. First of all we have noted that, 
with the arrangements as they are, it is very doubtful if their 
use has any salutary effect. There are, however, a number 
of other considerations that preclude any pessimistic view 
about the effects of retirement. 

In the first place one may raise the question as to whether 
it is after all a legitimate duty of the government to control 
credit. In their credit policies the Federal Reserve banks 
have paid little attention to price changes and have concen-
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trated upon changes in commercial paper, the volume of 
trade, speculation, the status of agriculture and the effect of 
business changes upon the gold standard. These are broad 
objectives. Taken collectively they embrace almost the total 
field of business activity. It might readily be objected that 
it was not the purpose of Congress to set up the Federal 
~eserve Board as a " supreme economic council " even had it 
believed that such a measure was possible. We are not as 
yet committed to a centralized control over business. We 
can agree with Lawrence that "the central bank should be 
the servant rather than the master of the nation's business." 

In the second place we have noted some of the reasons why 
the Federal Reserve banks, even with their full powers, could 
110t hope for complete control of credit expansion if this were 
desired. Professor O. W. Sprague testified before a con
gressional committee holding a· hearing on the Strong 
Amendment as follows: " I am very certain in my own mind 
thaHt is not possible to handle the ordinary oscillations in 
prices effectively by means of reserve bank operations." 19 

He did not attribute the rise in prices in 1920 and in 1923 

to policies of the Federal Reserve bank. It was concluded 
at the hearing (I) that it is impossible and dangerous. to 
attempt to control prices within precise limits; (2) that the 
Federal Reserve banks have used their powers of control so 
far as they have them; (3) that in many price situations the 
Board would be powerless; and (4) that the gold standard 
would best promote price stability. The last named point 
is the culmination of opinion about a long line of stabiliza
tion schemes and represents the final conclusion of most 
thinkers on the subject at the present time. As we have seen 
ill the preceding chapter, the ability of a nation to avoid 
inflation can be readily exaggerated. It is very doubtful, 
for instance, that Germany committed deliberate financial 

19 Hearings, H. R., 7895, pp. 125 and 408. 
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hari-kiri after the war, as some anti-German writers would 
have us believe. 

The power of the banks to control credit is made doubtful 
further by the fact that there need be no functional relation
ship between the quantity of money in circulation and deposit 
credit in banks. According to Lawrence, "It is doubtful if 
such a functional relationship exists or in fact if any precise 
relation, valuable for the purposes of credit control, exists.""" 

A further difficulty was mentioned by Governor G. W. 
Norris of the Philadelphia Federal Reserve Bank in the 
hearings referred to above. He said that loans to customers 
were made prior to borrowing from the Federal Reserve 
banks. The latter, on the other hand, do not solicit borrow
ings or require payment. He declared that the open market 
operations constitute too small a part of the total operations 
to be capable of controlling credit strictly. The influence of 
the Federal Reserve banks was, according to Norris, confined 
largely to raising prices. It is possible therefore that people 
like J. R. Commons, W. T. Foster and J. M. Keynes greatly 
overestimate the efficacy of credit control, at least so far as it 
applies to present conditions in the United States. 

If, however, the open market purchases are not satisfac
tory means of general credit control, it is still admitted by 
Governor Strong and others that they perform a useful func
tion in emergencies such as occurred in the case of the run 
on Cuban banks on April 10, 1926, in the quarterly" mop
ping up " of funds due to the delay involved in the receipt of 

10 Lawrence, Stobili.satiOrl of Prices, p. 76. In the hearings before the 
Senate Sub-committee mentioned above the views expressed by Professor 
Sprague were corroborated. Governor Harrison pointed out that the 
control of credit by raising the discount rate was ineffective in 1927. 
The Federal Reserve system lost $500,000,000 in gold in 192B, and raised 
the disc:ountrate three times. As much as $400,000,000 of government 
bonds were sold, aH to no avaiL Dr. Miller said that open market 
operations had never brought a .. noteworthy contraction of credit" 
(p. ISS). 
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checks for the payment of income taxes, and in the seasonal 
variations in the demand for funds. The use and character 
of these operations are so well known that we need not go 
into them here. The exact amount necessary for this pur
pose is not known; Governor Strong believed that a supply 
of two billion dollars worth of bonds was ample. 

Assuming, however, that the objects already sought are 
legitimate, and ,that the powers of the Federal Reserve banks 
are ample to accomplish them, the further objection arises 
that government securities are not absolutely necessary for 
or best suited to the accomplishment of these purposes. 
Among the weaknesses of these securities for use in credit 
control are the following. (I) Their supply is not related 
to credit needs but to fiscal needs. As was the case under the 
national banking system, an undue reliance upon them, if 
their supply became restricted, would reduce the elasticity of 
,the currency. It is admitted by Governor Strong that in a 
sense the hoped-for elasticity through the system of redis
counting does not materialize. (2) The government bond 
does not constitute a satisfactory investment because of the 
few dates of maturity. It is thus concluded by Lawrence 
that although the certificates of indebtedness are better than 
government bonds for these purposes, the use of discounted 
export paper would be still better. There would be a steady 
succession of maturities and the supply woqld not depend 
upon the government budget. Tax warrants of municipal
ities and securities of state and local governments might 
conceivably be just as good if not better devices for these 
ends. It must be admitted, however, that the securities held 
by the banks consist largely of certificates of indebtedness 
with a variety of maturities. 

The question arises as to the adequacy of the supply of 
these substitutes. The hope of an adequate American dis
count market has not been fulfilled up to the present time. 
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There is, however, reasonable hope for its greater develop
ment. With an increase in our foreign trade and the growth 
of American foreign banking and the increasing industrial 
importance of the United States, the growth of such a market 
is possible. If we do not build up a sufficiently large discount 
market, however, we can resort to state and local securities. 
Finally, the government is not under the' absolute necessity 
of retiring all the floating debt. If, under certain conditions, 
it is necessary to the control of credit, we should run the risk 
and expense of its maintenance. 

(e) The Use of Government Securities in Credit Control in 
Germany and France 

It is interesting by way of comparison to note the Euro
pean experience with the use of government securities for 
these purposes. The Bank of England has long used Con
sols, and Germany before the war used treasury bills and 
Imperial bonds. The experience of Germany shows a 
distinct parallel to that of the United States. In reading 
the report of the National Monetary Commission of JgoS 
one is reminded of present-day discussions. For example, 
some of the speakers considered the use of treasury bills 
indispensable for credit control. Dr. August Weber (at that 
time director of the Lobaner Bank) said, 

I consider that in a certain sense the Imperial treasury bills are 
a very desirable means of influencing the rate of private dis
count through their being put upon the house. If the rate of 
private discou~t is too far below the rate of discount at the 
Reichsbank, then putting lfIe treasury bills upon the market is a 
means of bringing about a tightening of the rate of private 
discount.1l 

Adolf Wagner also said that" in the treasury bill the Reichs
bank has a convenient means of obviating the great difference 

II United States National Monetary Commission, R~1Drl 4fI7, p. 1017. 
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between private bank discount and the Reichsbank discount 
when this difference reaches a certain point .••. " 22 Dr. 
Jacob Riesser of the University of Berlin declared that" the 
Reichsbank in the discounting of such bills possesses about 
the only and in many ways a quite effective means of exerting 
an influence upon the determination of the private -discount 
rate." 28 He felt that if the bills were retired the bank would 
be much crippled. Other speakers maintained that the exist
ing supply of bills was insufficient for these purposes and one 
even went so far as to advocate the issue of treasury bills 
by the state when they were needed by the bank. (An 
aggregate of at least ISO million marks was needed.) 2~ 

One also finds in this report the current belief that the 
floating debt issued for these purposes may be too large. 
Thus Wagner objects to a large floating debt on this ground. 
"The thing is," says he, "that very unexpected events 
happen which may cause embarrassment as regards short
time bills." 25 It is also apparent that, as in the United 
States, the large size of the floating debt is due to the attempt 
of the Treasury to economize in interest payments. It is ex
tremely interesting that at least two of these men imply that 
the issue of the treasury bill to banks gives rise to inflation. 
This is of course very a propos. Says Dr. Weber," ... in 
the issuing of these treasury bills the government takes no 
account of whether the time of doing so is convenient or not. 
It is often done at a time when the Reichsbank is already 
greatly overburdened with the requirements .of business." 28 

Further, he suggests that the bills be sold to the public or to 
foreign nations in order that inflation may be avoided. Dr. 
Wagner expressed much the same views. 

22 Ibid., p. 1026. 
28 Ibid., p. 1068. 

2~ Ibid., Evidence of Roland-Lucke, p. II21. 

21 Ibid., p. 1061. 
28 Ibid., p. 1017. 
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In France prior to the World War the Bank of France 
participated very little in open market transactions and it has 
long been an accepted policy not to do so. Thus in answer to 
the question" Does the Bank of France sometimes purchase 
bills in the market? " M. Pallain, Governor of the Bank of 
France, when testifying before the National Monetary Com
mission, said, .. No, never. Such measures would appear to 
us to be absolutely contrary to the mission of the Bank, which 
is to moderate as much as possible the conditions of credit." 21 

IV. SUMMARY 

It was found in this chapter that the relations of the public 
debt to the banking system take four principal forms: the 
holding of government bonds by banks for investment pur
poses, the use of bonds as collateral in loans, their use in 
credit control, and the service of banks as government fiscal 
agents. United States government bonds have long been 
employed as instruments of credit control; they have been 
used in open market operations and they have served as 
collateral for member bank borrowings. Since the war 
these borrowings have resulted in a concentration of debt 
holdings in the hands of banks and in stock market inflation. 
This inflation cannot be attributed entirely to the type of 
collateral behind member bank borrowings; it was due in
directly to gold imports. The Federal Reserve banks did 
not effectively sterilize these imports of gold since the 
open market operations had only a one-way effect, this way 
leading to credit expansion. But the credit increase after the 
war cannot be wholly attributed to the increased supply of 
gold; it must be partly explained by the use of government 
bonds for the collateral of loans from the Federal Reserve 
banks. 

If lrderuitw, 011 Banking and c,,"etlCy Sy.rtems. Senate Doc. No. 405. 
p. ~1. 
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The reduction through debt retirement of the government 
bonds available for credit control is therefore not a serious 
problem. The use of these bonds for this purpose may not 
be salutary under some banking systems. Furthermore, it 
is doubtful whether credit can be controlled to anyappreci
able extent by their use. Although government bonds may 
perform useful functions in the case of temporary credit 
difficulties, they are probably not a satisfactory means of 
preventing large expansions of credit. Government bonds 
may not be necessary or best suited to meet even the tem
porary difficulties. The growth of adequate substitutes for 
the public debt to meet these temporary difficulties is also 
possible. 



CHAPTER VII 

INTERNATIONAL EFFECTS OF DEBT RETIREMENT 

IT has long been the practice of writers on public finance 
tc classify debts as internal and external, the justification for 
this procedure lying in the different effects that result from 
each type. As with the other aspects of retirement, the con
clusions reached with regard to the international effects will 
depend on one's theory as to what constitutes a debt burden. 

I. THE RELATIVE BURDEN OF EXTERNAL AND INTERNAL 

DEBTS ON THE DEBTOR NATION 

Most people who consider the international consequences 
of debt payment believe that the burden is greater in the case 
of foreign than in the case of domestic, or internal, debts. 
This goes back to the early theory that internal debts are 
not burdensome because they" merely" result in a transfer 
of capital within the country. Melon held to this idea, say
ing, II Les dettes d'un £tat sonl les dettes de la main droite a 
la main gauche, dont Ie corps ne se trouvera point affaibli." 1 

Melon's theory is much nearer the truth when applied to debt 
retirement than when applied to debt conditions in general. 
The weakness of applying it in a general way was demon
strated by Leroy-Beaulieu, who pointed out that the proceeds 
of the internal debt might readily be squandered or used for 
unproductive purposes. He cites many cases of the misuse of 
borrowed funds. The greater plausibility of Melon's point 

I Ct. Yelon, • Essai politique", Chap. 23, p. 749 of /tco_istes d .. 
18 Nck, cited by &stable, Ptlblie FmGftu, 1St eeL, p. sn It is interest
ing to aote that Voltaire also bad this idea. 
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when applied to debt repayment shows itself in its acceptance 
in this regard by H. C. Adams. He said that" the payment 
of the principal of a debt tends neither to impoverish a nation 
nor to retard its material development. . . ." 2 This state
ment applied only to internal debts, as it was based upon the 
belief that their payment did not reduce the supply of capital. 
The same belief was held by J. S. Mill, who saw in payment 
merely a transfer of property within the nation. Later 
writers have carried this progression a step farther. They 
attribute some burden to the payment of internal debts but 
more burden to the payment of external debts. Thus we 
see that at first internal debts were considered burdenless, 
then only their repayment burdenless, and finally their pay
ments only relatively burdenless. 

This assertion of a difference between internal and external 
debts has been based on a number of grounds. The first of 
these is the loss of capital. This was implicit in the state
ments of Mill and Adams. It is also the chief basis of this 
view as expressed by the Colwyn Committee. In their report 
they state that "the service and redemption of the external 
debt is decidedly more onerous itself to the country as a whole 
than the service and redemption of the internal debt." 8 .On 
the other hand the original borrowing is less onerous. Dr. 
Dalton, among English writers, holds this opinion. He has 
classified debt burdens as direct and indirect. The check to 
production which he thinks will result from the payment of 
external debts is considered to be an indirect burden. 

A second ground relates to the time of debt payment. 
Thus in the Colwyn Report it was said that external debts 
are contracted during times of rising prices and repaid in the 
period of depression and low prices that usually follows a 
war. At these times the economic system is under unusual 

2 Adams, Public Debts, p. 243. 

8 Colwyn Report, p. 27. 
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strain because large numbers of workers must be reabsorbed; 
international trade is hampered by unstable currencies and 
multiplication of tariffs; and markets are generally disorgan
ized. Furthermore it is maintained that while taxes during 
the war are levied upon industry when at full swing, the taxes 
to pay external debts fall upon industry without regard to 
whether it is flourishing or not. .. The external debt," states 
the Colwyn Committee, .. lalls upon it (the country) year in 
and year out, the good years having to he taken with the 
bad." • 

Another ground for maintaining that external debts· in
volve a greater burden arises from the greater price instability 
created. In the case of an internal debt the effect of this is 
confined to domestic prices alone; moreover, to the extent 
that taxation for debt increases saving an increase of capital 
may occur. This increment is lost in the case of an external 
debt. It has also been objected that an external debt fails 
to create taxable securities and thus is more burdensome 
than an internal debt. According to this reasoning the 
retirement of the latter would be less burdensome than that 
of an external debt. But it may readily be objected that the 
nation's power to tax is not lessened by the reduction of 
certain paper evidences of its wealth. It is strange that the 
idea had apparently such currency. Furthermore it is 
claimed that there is a greater psychological burden resulting 
from the payment of external debts. The taxpayer comes to 
regard it as a tribute to a foreign power. It is well known 
that a great deal has been made of this argument in connec
tion with the payment of the war debts to the United States. 
It is easy to exaggerate the point. The European debts to 
the United States have been treated as a moral issue. They 
would contribute an amount equal on the average to only a 
tenth of the income tax on the basis of the reduced terms of 

• Co"" R,~, p. 29-
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the Debt Funding Commission, yet the extent of the dis
cussion on both sides of this question would indicate that the 
financial stakes were much larger at least so far as the United 
States is concerned, than those actually involved. 

In addition Leroy-Beaulieu gives two other reasons for 
the greater burden of foreign debts. The first of th~se is the 
higher interest rates that may have to be paid and the second 
refers to the difficulties of transferring interest and principal. 
He says, "Il ne s' agit pas seulement pour les premieres 
(external debts) de recuellir la somme necessaire; il faut en
core transporter cette somme a l'etranger, ce qui est parfois 
un p-robleme fort dilicat." 5 This difficulty has aroused 
most interest in the case of reparations, but there seems to 
have been considerable interest in France in problems of this 
sort arising from the necessity of transmitting interest on 
railroad debts by Russia to France before the war. 

Thus external debts may be considered more burdensome 
largely because of the capital lost, through the export of 
current output without return, and because of the conditions 
under which repayment occurs. It may be, therefore, that 
the more rapidly and easily these debts are removed, the 
better it will be for the country, since the burden is greater 
than in the case of other debts. 

More definite conclusions are possible, however, and they 
relate to an argument much advanced in support of the 
cancellation of the war debts to the United States. This 
is the belief that their repayment would be harmful because 
it must be made in goods and this will cause a loss to 
those industries competing in export trade with the debtor 
countries. It is plain that this idea is at least an apparent 
direct contradiction of the previous arguments. It is harm
ful to repay the debt and also harmful to be paid. A clari
fication of this contradiction through a return to more remote 
matters is necessary. 

I Leroy-Beaulieu, Traite de la science des finances, vol. ii, p. 644. 
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II. THE BURDEN OF EXTERNAL DEBTS ON THE 

CREDITOR NATION 

193 

In the above discussion the background of the belief that 
to pay debts is harmful to the debtor country was analyzed 
in part. Let us consider now the belief that payment harms 
the creditor. The usual argument is somewhat as follows. 
If the creditor is paid in any real sense he will in all proba
bility be paid primarily in goods and services, as most debts 
in international trade are so paid. This will require the 
imports of the creditor nation to increase and the exports 
to decrease. To accomplish this the debtor country must 
outsell the creditor either in the domestic or in the foreign 
markets, and thus secure for itself a more favorable trade 
balance. The result that is claimed, therefore, is that the 
creditor country must take a loss in some of its industries in 
order to be paid. 

In December, 1926, some forty-two Columbia University 
professors of economics, law, history and social science 
issued a II manifesto" in which one of the arguments ad
vanced for cancellation of the war debts was substantially the 
same as this one. It was suggested that through adverse 
competition we might at least lose in export trade what we 
gain through debt payments. In addition, 116 Princeton 
professors concurred in these views. In April, 1926, 
Professor Taussig, in Foreign Affairs, had already pointed 
out the dangers of stimulating German competition by im
posing upon her the payment of an annual $600,000,000 in 
reparations. Accepting this point of view, a recent brief 
book on the subject makes the following statement: II Here 
is a real reason why Americans should cancel the war debts. 
It is not novel; several people have called attention to it; but 
it happens to be a good reason, considerably better than any 
number of bad ones." And further, II The American people 
probably cannot afford to have these war debts paid in spite 
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of the fact that the amount of the annual instalments is 
insignificant in comparison with their foreign trade or their 
estimated national income or their income tax." e 

Obviously such inconsistency is unjustifiable. Either one 
or the othef view is correct, or the truth lies between the two. 
The latter is the most probable. An examination of some 
of the factors involved in the payment of a foreign debt will 
enable us not only to settle this question but also to reach 
the more definite conclusions mentioned above. 

III. THE RELATIONS OF THE METHODS OF PAYING FOREIGN 

DEBTS TO THE BURDEN OF EXTERNAL DEBT 

(a) Payments by Taxation and Export Surpluses 

As the English writ~r M. E. Robinson has pointed out, 
the payment of a foreign debt can be made (as in the case 
of an internal debt) through taxation or borrowing. 
Whichever method is used, the claims of citizens to the 
national dividend are reduced and the claims of outsiders 
increased. Assuming first of all that taxation is employed, 
the following steps will probably occur. 

I. The debtor country accumulates a fiscal surplus within 
its own border. 

2. This means that the spending power of the consumers 
is reduced and since production has not decreased this will 
cause a tendency toward falling prices. 

3. This makes the debtor country a good nation to buy in 
and for this reason exports will be stimulated. 

4. Consequently there will be a rising demand in foreign 
markets for exchange drawn in terms of the currency of the 
debtor country. 

5. For these reasons it is possible for the debtor country 
to sell bills drawn on it and obtain bills on its creditor.7 

8 Ct. Dexter and Sedgwick, The War Debts-An American View. 
Y For a .more detailed account of this analysis see B. M. Anderson, 
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Thus it is said that the result will be a reduction in pur
chases by the debtor from the creditor and an increase in 
exports to the creditor, provided a number of things are 
assumed: (I) that ordinary commercial methods of pay
ment are used, (2) that world markets are reasonably open 
to movements of goods, (3) that both debtor and creditor' 
are on the gold standard.' This conclusion rests upon still 
more remote considerations, however. The payment could 
conceivably be made in specie if the proper conditions were 
present. (By payment we mean here not necessarily remit
tance of commodities but the satisfaction of debt obligations 
regardless of consequences). There are also conditions 
under which the payment may be made by borrowing,- and 
when this fails inflation will be resorted to by the debtor 
country. It is clear therefore that one cannot stop with the 
customary analysis, regardless of what purposes are involved. 
It is surely the obvious and probably the normal thing that 
debts will be paid by export surpluses, but it is not an inevit
able result. So far as it is true it can have certain important 
consequences that result from still other conditions than those 
mentioned thus far. 

First of all some of the possible consequences will be con
sidered. One of these is the possibility of competition by 
the debtor country with the creditor country in foreign trade. 
This may be extensive enough to injure severely those indus
trks of the creditor country which are subject to such compe
tition. It arises out of the fact that the attempt of the debtor 
to pay its debts will act somewhat as a bounty upon its 

.. Relation of International D~bt payments to Domestic Purchasing 
Power," Academy of Political Science, Proce~dingl, Apria, 1921, pp. 

m·7Z4-
I See Anderson, "t. cit. 
I The United States was .. paid .. entirely by its own foreign loans from 

1918 to 1929-
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exports. This increased foreign competition is a complaint 
frequently raised against the payment of a foreign debt. 
Robinson says, in referring to payment by an export surplus 
that" On the face of it this seems a desirable position, but at 
the present time some creditor countries seem to be suffering 
from considerable doubts as to whether they can afford to 
be paid. " 10 Another similar result will be the probable 
reduction in imports by the debtor country, which also is 
likely to reduce the foreign trade of the" creditor nation. 
Taking these two consequences together, it may be concluded 
that some disturbances in export industry may occur. There 
will, however, be a gain so far as the consumers are concerned 
owing to the cheaper products. When the capital and effort 
in the export industries of the creditor country are diverted 
to new uses there may be an increase in the total -national 
dividend. In estimating the increase, however, account must 
not be lost of the expense of the disturbance involved in the 
receipt of payment. It can be seen from this that unless the 
payments are large and continue for a reasonable length of 
time the disturbance resulting from payment might be worse 
than the payment itself. Thus one condition for benefit is 
moderate" and continued receipts. 

It is not inevitable, however, that industry in the creditor 
country will be interfered with as directly as this. The 

. directness of the effects will depend upon the types of exports 
the debtor is likely to increase. Where these exports are raw 
materials not produced in the creditor 'Country, the result 
may just as conceivably be an increase in imports of these 
and no necessary decrease in exports by the creditor country. 
Also, the debt payment may merely stimulate an export to 
the creditor of goods not produced by it at all. In the former 
case, the importation might reduce the domestic production 
of raw materials. In case they were not so produced, but 

10 Robinson, Public Finance, p. IJ6. 
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were imported from other countries, there might result a 
depression in those industries that produced goods to obtain 
them. This latter result might also occur from the exporta
tion of goods not produced by the creditor country. 

In spite of all these dislocations, however, after readjust
ment takes place the creditor country will necessarily benefit 
from this mode of payment. Its evils for the creditor are 
not of a permanent variety. In the long run the creditor 
will benefit considerably if the payments are substantial and 
steady. The debtor, on the other hand, will lose and its pay
ments, if made in this fashion, constitute a genuine burden 
which will tend to impoverish the nation. It must be remem
bered, however, that this need not result where the original 
debt was productive in character, for in that case both debtor 
and creditor may benefit. On the other hand, it is important 
to consider, as Robinson has pointed out, that the debtor 
country, if unduly impoverished or driven to political disor
ganization by the debt payment, may not be a customer of 
the creditor country in the future, and this loss of future 
trade advantages should be taken into account. 

I f there is then an actual burden upon the debtor country 
through payment by this method, the next question that 
suggests itself is the way this burden is distributed. Does it 
fall upon other industries in the country as in the case of a 
bounty? It is clear that in the case of those industries not 
subject to a bounty there is a double tax, one in the form of 
business depression and a second in the form of a tax to pay 
the bounty. In the case which we are considering other 
industries would not necessarily be depressed and it would 
be a matter solely of how the taxes to pay the foreign debts 
were levied. If they were levied equally according to net 
income the burden would be evenly borne. The fact that 
the payment of debt stimulated export industries would not 
cause them to escape a part or all of the debt burden. In the 
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case of the country being paid those industries disorganized 
by the payment would bear a part of the burden. It would 
seem just to compensate them in some way if this were 
practicable, although it probably would not be so. 

Another 'consideration that deserves attention is the rela
tion of these changes to productive efficiency. It is clear that 
the payment of the debt increases the exports of the debtor 
nation, provided certain conditions mentioned above are 
present. These exports will presumably be those of the 
export industries producing most efficiently. To the extent, 
however, that exportation and export trade have been 
diverted from efficient channels by tariffs, bounties or other 
devices the payment of the debt may merely accentuate the 
inefficiency which is present. Furthermore the increase in 
exportation may be at the expense of what might be consid
ered the most efficient arrangement, even if the existing con
dition is assumed to be efficient. This arises from the fact 
that any artificial stimulation may be unwise from the stand
point of efficiency, and the increase in exportation constitutes 
an artificial stimulation. However, little more can be said 
along these lines and no one can make any estimates as to 
the actual production effects in any given case because of the 
mUltiplicity of influences. It is probably true, nevertheless, 
that some inefficiency would result from this artificial stimu
lation and it would have to be added to the burden and sub
tracted from the benefits of payment. 

All of the foregoing conclusions depend obviously upon 
the assumption that payment takes place in exports of goods 
and services. This mode of payment, although normal, may 
not be used. Much of the discussion about Germany's cap
acity to pay the reparations and the ability of the allies to pay 
their American debts assumes this mode of payment. Ac
cording to Moulton this is the only real form of debt pay
ment, that is, it is the only form beneficial to the creditor. 
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.. Accordingly we must distinguish," says he, .. between real 
and merely nominal payments-between actual transfers of 
wealth and merely bookkeeping operations." 11 " The total 
capacity of Germany to pay will be measured by the excess of 
her exports of goods and services rendered to foreigners over 
the imports of goods and the receipts of services from 
foreigners." 11 Not only is this considered as the only real 
but also as the only probable mode of German payment in the 
long run. Although the immediate mode of payment in the 
German case was borrowing, and the capacity to pay was the 
capacity to borrow, in the long run exports must accomplish 
the payment." 

(b) Other Modes of Payment and Conditions Under 
Which They Will Be Used 

There are, therefore, other modes of payment, although 
these may be only temporary expedients. These are (I) 
gold, (2) paper money, (3) labor by debtor citizens in the 
creditor country, (4) transfer of title of property in the 
debtor country to the creditor, (5) delivery of foreign securi
ties owned by the debtor country to the creditor country, 
and (6) borrowing. Moulton says that the last three are 
fallacious methods because they either postpone or avoid the 
transference of goods or real payment to the creditor 
country.1. 

To what extent, then, will these different methods be used? 
As was remarked several pages above, the use of different 
methods depends upon more remote considerations than have 
been raised thus far. To analyze these let us go back 
to our original reasoning as to the causes of payment in corn-

u Moulton, CftrrruJ"y', Capacity '0 Pay. p. 68. 
11 Ibid., p. IJ. 
11 See Angell, Rltowry of CftrrruJffY. pp. 350-351. 
It It ia possible that the Ii fth method would not be II fallacious". 
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modities. Taxation created a fiscal surplus that could be 
used for payment. Both the withdrawal of purchasing 
power and the appreciation of domestic currency in terms of 
foreign exchange serve to stimulate exports. Such a stimu
lation implies an increase in production on the part of the 
debtor country. The Ultimate basis of payment is therefore 
the increase in production. Hence the question of first im
portance is whether production can be increased in some 
export business. The increase will depend for the most part 
upon the ability of these industries to increase their capital. 
This may be done by greater saving on the part of the 
industry itself or by an increase in saving on the part of 
other industries through the agency of individual savings. 
Thus the capacity to pay foreign debts in commodities rests 
partly upon the possibility of increased savings and produc
tion. Moreover, Professor Angell is quite right in saying 
that among other things Germany's capacity to pay depends 
upon her progress in industrial technique.15 But one must 
not lose sight of the fact that her capacity to reduce her 
standard of living through taxation, which is the negative 
side of the process, is also involved. Both of these things 
will be induced by the conditions artificially set up in debt 
payment. If payments are to be made in exports, one way 
this can be done is by a decrease of labor and capital in 
domestic industry and their increase in export industry, in 
order to increase the output of the latter. In that case the 
standard of living will be reduced by the amount of the debt 
payment. Thus saving will have been enforced upon the 
debtor by the price arrangements resulting from payment. 
The increase of interest rates arising out of this situation 
will, however, probably be the cause of still further saving 
supplied by the debtor nation itself, with the result of in
creased production and a return of the domestic standard of 

11 Angell, Recowry of GenllOIIY, p. 353. 
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living toward its former level. It will also serve to stimu
late productive effort and industrial technique because of the 
higher reward offered for them. 

To the extent, then, that the debtor nation is capable of 
increasing its production through increased savings and 
industrial effort it will be able to make payments in commodi
ties and services. Moulton is only partly right, however I in 
assuming that an export surplus is necessary for the payment 
of the debt. The payment of the debt is also a cause of the 
export surplus. As far as Moulton's statement is true it is 
true because saving and production can be increased. 

If, on the other hand, the debtor nation is not able to 
increase its savings sufficiently, payment will not be made 
through the exportation of goods, at least for the time being. 
The significance of the use of other methods of debt payment 
is related to the amounts of debt to be paid and the ability of 
the nation to accumulate capital. If the debt exceeds the 
ability of the nation to save there will be a resort to another 
method. 

It can be seen from examining the above list of options 
that the most important are changes in the supply of money 
and changes in borrowing. In either form the method is 
resorted to because the depreciation of creditor money does 
not proceed rapidly enough to i,nduce a surplus of exports. 
I f this predicament is only temporary it can be overcome by 
the shipment of specie. If it is more lasting in character, 
borrowing will have to occur. In case of the use of specie" 
while the price level of the debtor country is being depressed 
by its shipment. not only are commodity payments postponed, 
but to the extent of the shipment they are obviated. Any
thing therefore that appreciates debtor money and depreciates 
creditor money reduces the amount of the debt to the extent 
of this price change. We have here naturally a parallel 
between national and individual debt burden. Here as with 
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the individual an increase in prices which is due to monetary 
influences will decrease the debtors' burdens. It may be 
concluded that the debtor nation, by deflating its own 
currency or through an inflation of that of its creditor, 
can reduce its burden of debt. Where, however, there is 
a sufficiently large internal debt, it may not pay to increase 
internal burdens through deflation. in order to decrease the 
burden externally. Yet if the falling price level in the debtor 
country does not retard saving or the accumulation of wealth 
and the unfortunate changes in the distribution of wealth 
resulting from the price change can be obviated in some way, 
the nation may be better off because of the lessening of the 
external burden. Granted these provisos, the deflation 
rather than the devaluation of European currencies after the 
war, wherever it was possible, had something to commend 
it. Certainly payment in commodities could not be as 
readily escaped by any other economic device. 

In case gold cannot be shipped or the domestic price level 
cannot be further depressed, the last resort is some method 
involving borrowing. Borrowing represents the supplying 
of savings and capital accumulation by some other country 
because the rise of domestic interest rates does not call forth 
enough saving from the debtor nation itself. This consti
tutes, so far as the debtor's, actual payment' in commodities 
is concerned, a tiding-over process until the accumulation of 
capital by the debtor nation itself can be stimulated up to 
the point of meeting the requirements of the debt. It is 
probable that a part of Germany's reliance upon borrowing 
in the payment of her debts arises from this inability to 
build up capital rapidly enough. Particularly is this likely 
because of her reparations paid in kind. "As her foreign 
properties and her mercantile marine are now to be taken 
from her," said Keynes in 1920, " and as her foreign bank
ing and other miscellaneous sources of revenue from abroad 
have been largely destroyed, it appears that on the pre-war 
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basis of exports and imports, Germany, so far from having a 
surplus wherewith to make a foreign payment would be not 
nearly self supporting." 1e Borrowing here, as in domestic 

. borrowing during a war, merely constitutes a postponement 
of actual payment by the citizens of the debtor nations. 
Borrowing in this case, however, is only indirectly connected 
with the payment of debt and because of that fact can be in . 
the long run more readily repudiated by the borrowers. If 
it is not repudiated an actual payment will have to take place 
eventually. It is probably true that the possibility of 
eventual repudiation of the borrowings of Germany from 
individuals in order to meet reparations has prompted the 
United States Treasury Department to state at various times 
that it favors loans to Germany but that the federal govern
ment is not the proper agency to make them. If these repa
rations were directly owed to the United States, it would 
mean that the Treasury favored, in the event of repUdiation 
by German business failure, the payment of Germany's debt 
to the whole people of the United States by a part of the 
people. The government should 1'I0t be embarrassed, even 
at this cost. 

(c) Conclusion With Regard to Debt Burden 

\Ve have stated that the conclusions reached about the 
burden of external debts some pages back depended upon the 
assumption that they were paid in commodities or services. 
It is apparent that (I) they will not be paid in goods if the 
accumulation of capital is too rapidly entrenched upon, and 
(2) that it may be said that the necessity of payment is just 
as much a cause of an export surplus as that the export sur
plus is a cause of payment. In other words, given reason
ably favorable conditions, a nation with a debt to pay will 
eventually develop an export surplus whether it has it in the 
beginning or not. The case of Germany and the persistency 

II Keynes. Ec_ic COJU,qwvn of ,Iv Pelln, p. 18g. 
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of a growing export surplus in the face of the depression of 
1930-31 is some evidence in substantiation of this view. 

It has been claimed in the past, however, that some nations 
(Germany being taken as the example) are virtually incap-' 
able of developing an export surplus. From 1919 to 1923 
Germany had no surplus. There was really a deficit to the 
amount of ten billion gold marks. The fact that her imports 
were of coal and r~w materials made some people pessimistic 
about payment because it was believed that she had to increase 
imports in order to increase exports. This would not have 
been such a problem had it been possible to build up the 
service and invisible items. This potential difficulty was 
noted by Keynes and Moulton and more recently by Pro
fessor Angell who says, " ... all these service items taken 
together are as yet a comparatively small factor in the gen
eral aggregate of Germany's international transactions. 
The principal share in overcoming the international payment 
deficit must almost certainly be borne by the commodity 
balance of trade." IT The conclusion, however, which is 
coming to be accepted is expressed further on in his book by 
Professor Angell, that these difficulties are only temporary 

. and that there is no inevitability about the impediments to an 
export surplus. Speaking of Germany, Professor Angell 
says, "Taking the foreign trade situation as a whole, it can 
thus be stated with a good deal of assurance that commodity 
exports will expand steadily relative to imports." 18 These 
difficulties, then, will merely retard the processes mentioned 
above. 

IV. PSYCHOLOGICAL CONSEQUENCES OF EXTERNAL DEBTS 

Two more points remain to be considered: the psycholog
ical consequences of external debts, and the effects of pay
ment upon the balance of payments. In regard to the 

IT Angell, Recovery of Germany, p. 351. 18 Ibid., p. 355. 
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former, several argwnents have been made to the effect that 
the consequences of external debts ·are good, several to the 
effect that they are bad. It is said that the payment of an 
external debt develops a sense of tribute in the debtor nation. 
Thus Keynes says, II A debtor does not love its creditor and 
it is fruitless to expect feelings of good will from France, 
Italy, and Russia towards this country or America, if their 
future development is stifled for many years to come by the 
annual tribute they must pay us." 18 Much was made of this 
feeling by the American professors in their protest against 
the foreign debt settlements. It is interesting to note that 
the Colwyn Committee scarcely mentioned this possibility in 
their discussion of external debts and one witness actua11y 
stated that he believed there would be very little effect of this 
kind. 

Another reason for ill-will mentioned by Keynes is the 
constant attempts at evasion of payment. This, he thought, 
would cause financial instability for many years to come. 
The debts would also result in financial instability every
where, arising partly from the nwnerous entanglements and 
interrelations of debts. 

Arguments on the other side of the question are given by 
Dexter and Sedgwick. They do not believe that great war 
debts have ever been or are likely ever to be a cause of war. 
On the contrary they see some reasons to believe that war 
debts will prevent or reduce the possibility of war. "So long 
as the debts of the last war are felt by those who are drifting 
toward another, there may be some reason to hope that people 
who have to pay them will compel their statesmen to avoid 
war. . . . The generations who pay will have that much 
incentive to keep peace." Furthermore they believed that" If 
the United States cancel their claims it will furnish a prece
dent that debts incurred for future wars need not be paid 

I'Keynes, Ecoflomic COru'flWflCeI of tlse P,ace, p. 278. 
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either, and that if the United States can be drawn in, they 
can be used to pay for those wars. That seems a little like 
putting a premium on war." 20 It would seem that anyat
tempt to reconcile these various points of view would be 
virtually futile. The final conclusion of the Colwyn Com
mittee on this point is of considerable interest. They said, 
"We do not think the external debt exerts any very strong 
psychological effect. Large and burdensome as it is, it seems 
to be overshadowed in the popular imagination by the much 
larger, but in other ways less burdensome internal debt." 21 

V. THE EFFECTS OF THE PAYMENT OF EXTERNAL DEBTS 

UPON THE BALANCE OF PAYMENTS 

In regard to the effects of debt payment upon the balance 
of international payments it is obvious that there will be a 
tendency toward an increase in commodity exports and an 
increase of invisible items. Germany's balance was adverse 
for twenty years, from 1894 to 1913. The unfavorable 
balance rose as high as 1,933,000,000 marks in 1909. This 
was made up by interest on investments, shipping and inland 
transport charges and banking and insurance earnings. In
terest on foreign loans varied annually from 600 to 800 
million marks. In 1930 there was a favorable balance of 
trade. Thus we can agree with Dr. Anderson that" ... 
the mere fact of debt payments through the creating and 
transferring of a fiscal surplus via the exchange markets 
from a debtor to a creditor country leads to increased ex
ports and diminished imports in the debtor country and to 
increased imports and diminished exports in the creditor 
country." 22 

20 Dexter and Sedgwick, op. cit., pp. 104-5. 

21 Colwyn Repo,.t, p. 98. 
22 Anderson, "Relation of International Debt Payments to Domestic 

Purchasing Power," Academy of Political Science p,.oceedings, April, 
1927, p. '122 et seq. 
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Not only, however, does it change the amount of the total 
balance but it changes the relative importance of different 
items in the general balance. Dr. Anderson has carried this 
analysis further to the point of estimating the extent of the 
increase. He says that" . . . the payment of international 
debts reduces domestic purchasing power by an amount equal 
to the payment of the debtor country and increases domestic 
purchasing power by the same amount in the creditor coun
try." N He qualifies this statement, however, by the follow
ing one. .. The amount received by the creditor country will 
be less than the amount paid by the debtor country to the 
extent that the exchange rate of the debtor country is de
pressed toward the lower gold point." U 

VI. SUMMARY 

It may be concluded then, contrary to Dexter and Sedg
wick, that the payment of an external debt is burdensome 
only to the debtor nation, provided that it is made in com
modities and services. It will usually be paid in this way by 
export surpluses induced by the mere attempt to pay the debt. 
I t will be paid by other methods temporarily or permanently 
when a sufficiently large export surplus. for some reason 
cannot be built up. This may be due to the requirement of 
larger debt payments than the nation can readily build up 
through the accumulation of capital from savings, or it may 
be due to the peculiar nature of the debtor's industries, which 
do not lend themselves readily to the building up of an export 
surplus. The burden of foreign debt payment arises out of 
the degree to which this payment prevents or fails to stimu
late the accumulation of capital which would ordinarily have 
taken place. The ease of debt payment and the degree to 
which methods other than goods payment are used depend 
upon the effects of payment upon the accumulation of capital. 

NIbid .. p. 722.. I-Ibid., p. 726. 



CHAPTER VIII 

EFFECTS UPON DISTRIBUTION 

THE most important effects of public debt retirement are 
hose upon the production and distribution of wealth. A 
~reat deal has been written on this subject, most of which is 
)ased upon certain chosen assumptions. There is insuffi
:ient breadth in the choice of these assumptions; in particular 
:he writers have failed to relate their theories to monetary 
:hanges. The purpose of this chapter is to analyze the most 
mportant theories that have been developed and the assump
ions that lie back of them. 

Sir Walter Layton has wisely pointed out in his testimony 
)efore the Colwyn Committee that one must have an answer 
:0 five questions, if the effects of retirement on production 
md distribution are to be properly understood. The ques
:ions are: who are the ta'xpayers; who are the interest re
:eivers; what use would the taxpayers have made of the 
noney; what use have the interest receivers made of it;"and 
what waste was involved in the process of collection? The 
mswers to these questions are obviously very difficult to 
)btain and the student must rely chiefly upon psychological 
lssumptions to support his opinions. The cause of the 
1ifficulty, it was pointed out, is that the data are largely 
~stimates. 

L THE NATURE OF THE DISTRIBUTION OF DEBT HOLDINGS 

Let us turn first to the facts about the distribution of debt 
10ldings. It is clear that a decided change has occurred in 
:he character of the distribution of the debt since its original 
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issue, a change in the direction of greater concentration. 
In the beginning there was more equality of holdings, partly 
because special attempts were made to bring this about. In 
1917, the Secretary of the Treasury in the United States de
clared that a man who bought a bond as a patriot stepped out 
of that role when he sold it on the market.1 Protests were 
also made against the exchange of bonds for merchandise. 
The exchange of government bonds for other bonds was 
criticized and federal "blue sky" legislation was urged. 
Option in the purchase of bonds when loans were oversub
scribed was given in many cases to the subscribers of small 
amounts. In England and France similar methods were 
used. 

In spite of these efforts, a great deal of concentration has 
developed. The debt in England and the United States is 
chiefly held by banks, insurance companies, railways and local 
government units. It is also held in considerable amounts 
by wealthy individuals, particularly where, as in the United 
States, there is a chance of obtaining tax exemption by such 
holdings. One-third of the floating debt of England is held 
by banks, according to J. B. Pease.s This concentration is 
true of the debt holdings of many countries at the present 
time and seems to be a natural feature of any post-war 
period. 

The causes of the concentration are not hard to find. 
They consist of the numerous concessions granted the bond 
holders in order to strengthen the public credit-tax exemp
tion, legal tender privileges and concessions of a banking or 
credit nature. 

Tax exemption is generally considered a failure as a means 
of accomplishing the purposes for which it is used. The 

I AnHGl R"orl 01 ,II. S"rtlIVY 01 ,he TrelUlWY, 19[7, p. 3. 

I ColwyfJ R"or'. Min."" 01 Evidence, p. 324. par. 4492. 
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reduced interest that the government pays on tax-exempt 
bonds does not compensate for the loss of the taxes, particu
larly such taxes as would be collected under a system of 
progressive taxation. .It has not been sufficiently pointed 
out, however, that tax exemption involves the still further 
defect of p'romoting the concentration of debt holdings. 
W. A. Brown believes that this concentration has gone so 
far in the United States as to eliminate the small investor 
from the market for government bonds. Because he does 
not have to pay a surtax, the small investor does not find it 
profitable to hold government bonds. Wealthy men are 
willing to loan at a lower rate of . interest because of the 
advantages they obtain from tax exemption. This fact has a 
tendency to keep the interest rates for exempt bonds down. 
Brown believes that in addition to tax exemption there are 
three important reasons for concentration in the hands of 
corporations and banks. These are (I) purchase by banks 
to secure government deposits against which no reserves 
need be held; (2) purchase by banks to provide secondary 
reserves and to get at the funds of the Federal Reserve 
banks; (3) purchase by corporations in order to maintain 
a strong cash position and to employ funds in anticipation of 
large periodic payments. The statistics of income of· the 
United States Bureau of Internal Revenue indicate that there 
is a very considerable amount of concentration of the debt 
in the hands of the higher income classes. (See Table 
XVII.) 

It is obvious that in spite of some reaction since the war 
taxes have become heavier upon the richer groups. It may 
be said that in the post-war as compared with the pre-war 
period progressive taxation has increased, but it has 'not been 
carried to the point where the wealthy groups who hold most 
of the debt pay back to themselves not only all of the debt 
!:'ervice but also their proportionate share of the government 
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TABLE XVII 

211 

broKE nOM GovERNKENT BONDS NOT ExEMPT nOM TAXATION 

(11. Ilwvsartds of dollars) 

Net income cJa.a 1924 I 1925 ! 1929 I 

'10,000 aadcr 11,000 •••••• '907 I '779 '1,5°3 
11,000 .. 12,000 ...... 8511 720 1"'09 
12,000 .. 13,000 .... 728 I 730 1,224 
1),000 .. 140000 •••••• ?06 i 620 1,249 
140000 .. 15,000 ...... 761 675 ' 968 
15,000 .. 20,000 ...... 2,894 2,670 4,890 
:ao,ooo .. 25.000 ...... 2,534 2,420 3,644 
25,000 .. 30,000 ...... 2,373 1,794 2,877 
30,000 .. 40.000 ...... 30319 2,800 2,n8 
40,000 .. 50,000 ...... 2,461 I 1,970 2,176 = .. 60,000 ...... 1,75° 1",60 1,527 .. ~,ooo ...... .1,555 1,055 1,153 

= .. ,000 ...... 1,113 897 917 .. 90,000 ...... 824 668 732 
90,000 II 100,000 ...... 632 742 2,5 10 

!oo,ooc .. 150,000 ...... 1,686 1,85~ 1,189 
15°,000 .. 200,000 •••••• 1,267 1,01 785 
200,000 .. 25°,000 ...... 611 447 641 
25°,000 .. JOO,ooo •••••• 393 219 827 
JOO,ooo .. 400,000 •••••• 445 412 ;~ 400,000 .. soo,ooo ...... 245 73° 
500,000 .. 75°,000 ...... 640 323 349 
750,000 .. 1,000,000 •••••• 258 :ao8 290 

1,000,000 II 1,500,000 ...... 327 ISO 514 
1,500,000 II 2,000,000 ...... 6 16 152 
2,000,000 .. ],000,00o ...... 179 

I 2 268 
J,OOO,ooo .. 4,ooo,ouo ...... 6 144 208 
~ 

.. S,ooo,ooo ...... .... .... 623 
S,ooo,ooo or OYer .............. &63 125 

Total .................. 29.645 25,651 40,184 

Source: Vnited States Bureau of Internal Revenue-Statistics of 
Income. 

txpenses in taxes. In England the amounts paid in income 
taxes roughly balance the debt service! 

When one turns to the third and fourth questions, refer-

• Pigou, Public Firta"'t; also, Reporls of Secretary of Iht Treasury 
of tM Urtittd Statts. 
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ring to the use that tax payers would have made of their tax 
money and the use to which the interest receivers would put 
it, the task of obtaining any definite evidence J>ecomes an 
almost impossible one. Outside of statistics on the growth 
of savings deposits, the increase of state and local bonds, 
and the exp~nsions of security issues, in the United States 
there is apparently nothing. We thus fall back upon reason
ing from assumptions. Those which underlie conclusions 
about the social effects of debt retirement will be first con
sidered. 

II. ,!HE THEORY THAT THE DEBT MAINTAINS AN UNPRODUC

TIVE CLASS 

Probably the oldest theory about the social effects of the 
public debt is the theory that its existence maintains an un
productive class. One of the earliest writers to advance this 
theory was J. R. McCulloch.25 Closely related to this belief 
is the one given as an argument against the removal of the 
Civil War debt: that the debt holders, though unproductive, 
were deserving people, such as widows and orphans. The 
retirement of the debt would leave them without a proper 
means of investment. H. C. Adams, by showing that the 
debt was held to a very large extent by banks and insurance 
companies, was one of the first to correct this false impres
sion.8 In England the same belief that the debt maintained 
an unproductive class was expressed by Cobbett, who said 
that he could tell the number of fund holders by the number 
of new houses erected from time to time. 

The most important objection to this old theory is that 
the public debt is held for a variety of reasons. The degree 
to which concentration has resulted from the concessions 
mentioned above indicates this. Moreover, it is probable 

6 McCulloch, Select Tracts, p. 291. 

8Adams, H. C., Public Debts, p. 46. 
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that if there was no government debt, those desiring to live 
solely on their capital would find a sufficient amount of satis
factory commercial securities. It must not be supposed, 
however, that since this old theory in its original form can 
be so easily discredited that it contains no elements of truth. 
The recent history of public debts shows that the evil of the 
situation is not merely fictitious. But it arises not from the 
existence of debt holders who wish to live upon their income 
without further labor, but from the fact that most large 
national debts are unproductive, or "dead weight," as the 
English say. There would be no objection to living on the 
proceeds of productive investments. The question arises, 
therefore, as to whether criticism should not be directed 
against the state for allowing unproductive expenditures 
rather than against the individuciI for taking advantage of 
opportunities to invest in government bonds. Such a criti
cism would be valid even if the debt were held largely by 
inactive groups. There is no more reason for objecting to 
the public debt as a source of capital income than for objec
tion to any other source. The real fault lies in its lack of 
productiveness. 

It is not true, however, that the national debts do support 
a distinctly idle class at the present time. Pigou, after a 
careful examination of available debt statistics, was im
pressed by the comparatively small proportion of the debt 
held by people who might be called" drones ".7 In sum
marizing his conclusions the majority report of the Colwyn 
Committee stated that the contention that the debt main
tained an inactive class seemed questionable. According to 
Layton's analysis, as well as Pigou's, the average debt holder 
was far from inactive. Although the debt might have some 
influence in increasing the number and importance of rentiers, 
this was doubted, as the heavy taxation and the fall in the 

'CDlwyrt R,pDrl. Mi",,'u Df E1Ijd~"u, 'VOl. i. p. 18+ 



214 7;HE RETIREMENT OF NATIONAL DEBTS 

value of money were considered to be influences tending to 
decrease their number.8 Thus it cannot be claimed that the 
debt will increase production by reducing this form of 
idleness. 

III. THE THEORY THAT THE DEBT INCREASES THE 

INEQUALITY OF WEALTH 

Not only is it believed that the public debt maintains an 
unproductive class, but also that the payment of the debt 
interest causes social discontent, arising out of the transfer 
of wealth through the debt service from the poorer to the 
richer classes. As Davenport has expressed it, it arises from 
the "mortgage of the masses to the classes." Pethick
Lawrence, for instance, speaks of the laboring classes as hav
ing a legitimate grievance in the payment of debt interest 
because such payment increases the inequality of wealth. 

(a) Two Ways in Which an Increase in the Inequality 
of Wealth May Appear 

There are two ways in which this may come about. In the 
first place, the debt holders, who are an essentially wealthy 
group, may not pay in taxes as much as they receive in interest 
and in government services. As mentioned above, the pay
ment in debt service roughly balances the amount of income 
tax, at any rate, in England and exceeds it in the United 
States, whereas the debt service should be considerably less 
than the total net taxes paid if the payment of the debt came 
from the non-debt holders. Secondly, the large debt pay
ments may be an effective check upon expenditures for social 
services. A group of men representing the Cooperative 
Congress testified before the Colwyn Committee that high 
taxes in England to pay the debt service would reduce the 
funds available for social services,9 and a representative of 

8 Colwyn Report, p. 102. 

D Colwyn Report, Minlltes of Evidence, p. 3JJ. 
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the Trades Union Congress said that this was by far the 
most important burden caused by the public debt.u Thus 
not only would the monetary income of the less wealthy be 
reduced by taxes, but the free income received from the state 
would be reduced. It is questionable whether the national 
debt actually does reduce social services. This is, however, 
a very common belief. Dr. Dalton, for instance, includes 
reduction of social expenditure as one of the indirect burdens 
of the debt.ll The logical basis for this belief is not that 
the budget .is large due to the public debt. After all, the 
transfer of debt service and repayment funds has only an 
indirect effect upon the real income of the nation. Yet those 
who argue that the debt service reduces the capacity for social 
expenditures do not usually take account of the fact that this 
capacity depends largely upon the amount of real income. 
To a large extent the process is merely one of transferring 
rights to income. Superficially, therefore, it seems that debt 
payment will not reduce the capacity of the government to 
pay for social services. Nevertheless the Colwyn Committee 
concluded that social services would be reduced, owing to the 
fact that the greater proportion of taxes to total income 
caused by the debt makes their levy more difficult. The 
arguments involved and their relation to the theory of debt 
burden and debt criteria will be discussed more fully at a later 
point. 

In his brief volume on public finance, Dalton relates the 
above point in a suggestive manner to the whole body of tax 
criteria by applying a criterion of maximum benefit to the 
problems of public debts. This criterion is the counterpart 
of the more familiar criterion of minimum sacrifice. The 
policy of the National Minimum applies the second criterion, 
but the first (he thinks) is not attainable, at any rate while 

I. Ibid. P. 2Z8. 
n DaJton, Public Fi"Q"u, p. 190-
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" large public debts remain, and considerations of production 
limit the height at which national minimum standards can be 
set." 11 Although there may be weaknesses in this criterion 
of maximum benefit, it extends to their logical conclusion 
certain ideas that have arisen in public finance owing to the 
existence of inequality of wealth and the use of orthodox 
value theory. Its application to the problems of debt pay
ment seems to the writer particularly pertinent.. It might 
be added that Dr. Dalton's treatment of public debts has the 
further merit of giving proper attention in general to distri
bution effects. In his testimony before .the Colwyn Com
mittee, he definitely stated that he considered the latter no less 
important than production effects. 

It is thus possible that because debt holdings are concen
trated in the hands of the wealthier classes and the payment 
of taxes is not nearly so concentrated, the inequality of 
wealth may be increased by the payment of interest. The 
payment of the debt service should from the standpoint of 
just distribution be effected through the use of highly prog
ressive taxes. This argument may have limited value but 
there are, of course, many other considerations. The way 
in which wealth is distributed has its effect upon the volume 
of production, and it is through altering the distribution of 
wealth that debt payment may have its chief effects upon 
production. There is some evidence that the arrangement 
most suitable to distribution objectives may be unsuited to 
those of production; Pigou, for instance, believes that taxes 
should be regressive if production is the object; progressive 
in the case of distribution objectives.13 

12 Ibid., p. 16g. 

18 Coltl'yn Report, Minutes of Evidence, p. 44. 
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(b) Conditions Under Which the Inequality of Wealth May 

Not Be Increased 

One must be cautious, however, in assuming that the in
equality of wealth will be increased by the payment of the 
debt service, not only because there is little accurate knowl
edge of how the debt is distributed and what the incidence 
of the tax system is, but because under certain circumstances 
the inequality of wealth may not be increased at all even if 
the entire debt service is borne by non-debt holders. Even 
when the debt service is only partly borne by the debt holders, 
the distribution of wealth may actually be equalized. It is 
characteristic of the superficiality of thought concerning 
public debts that the tendency toward inequality is invariably 
assumed, although this is not justified if the bonds have 
been purchased out of capital or savings and are repaid with
out the accumulation of capital. There is here, as in every 
other aspect of the subject touched thus far, a close relation
ship between the burden of the debt and inflation. If there 
is no inflation, war loans would merely cause certain existing 
goods or a part of the accumulation of them to be transferred 
to the government and employed by it in the prosecution of 
'war. Presumably those making the loans would be of the 
wealthier classes. They would be deprived by the loans of 
real wealth and rights to real wealth would be substituted. 
Nominally they would be as wealthy as before. Actually, 
however, to the extent that they could not purchase as much 
with their rights owing to the fall in the value of money, 
which in its tum is due to the check put upon production by 
the unproductive war use of capital, they would not be as 
wealthy as before. Now, if no attempt is made in repay
ment to obtain the funds from actual accumulation of sav
ings, with the result of a rise in the value of money to its 
pre-war level, the holder will be permanently worse off. To 
pay the debt service from taxes levied upon him would make 
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his condition still worse. It is obvious, therefore, that in 
such a case the country could have nothing to fear in regard 
to the distribution of wealth from either the payment of 
interest or the repayment of the debt. Unless prices are 
returned to the original level or no taxes are levied upon the 
bond holder for his own debt service, the payment process 
would actually have an equalizing tendency, assuming, of 
course, that the wealthy hold most of the debt. 

These possibilities have been recognized by several students 
of the subject, but not with a degree of definiteness that sug
gests complete understanding. D. H. Macgregor, for 
instance, made the following statement before the Colwyn 
Committee: "The distribution of wealth is not made more 
unequal by the fact that fund holders may receive more 
interest on the debt than they pay in taxation on account of 
it. This means that they hold more public securities than 
in proportion to their taxable capacity, and to that extent less 
of other securities." 14 W. L. Hichens, a member of the 
Colwyn Committee, declared that the payment of interest on 
any kind of securities would have the same effect. It would 
thus be an objection to any kind of income in the form of 
interest or profits, and would constitute an argument not 
against the public debt but against the capitalist system.15 

Sir Alan Anderson was of the same opinion. He did not 
think it was reasonable to allow the payment of interest on 
commercial debts and at the same time oppose or prevent the 
payment of interest on the public debt.18 Pethick-Lawrence, 
however, comes nearer to the point in question when he states 
that the war was paid for too much from loans and that this 
caused inflation. Thus, through the processes of inflation, 
the wealthier bond holders escaped the tax burdens that 

14 Colwyn Report, Minutes of Evidence, p. 426, par. 37. 
15 Colwyn Report, Minutes of Evidence, p. 398. 

11 Ibid., p. 398 and par. 5405. 
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should more properly have been borne by them. The pay
ment of debt interest perpetuates this unjust condition and 
passes an undue proportion of the national dividend to the 
bond holders. This, he concludes, is an important reason 
for the retirement of the debt as rapidly as possible and thus 
becomes a part of the argument for the capital levy. There 
is much to be said for this point of view; an insufficient 
emphasis, however, is placed upon the original injustice of 
inflation. If taxes had been levied, fa11ing upon the poorer 
groups in the form of indirect taxes on consumption goods, 
the burden would have also been increased, although it must 
be granted that because the holdings of the wealthy would 
not be government bonds, the problem of remedy would be 
much more difficult and would have to be solved through 
progressive taxation. Had the government resorted to the 
issue of paper money, however, it is possible that no increase 
in inequality of distribution would have resulted. Thus it 
is apparent that the problem is not so much that of the 
use of inflation versus taxation-the issue raised by Pethick
Lawrence--but a problem of the kinds of inflation or taxa
tion employed and the circumstances attending their use. 
Pethick-Lawrence has, however, performed a useful service 
in pointing out that the respective use of taxation or inflation 
is important for the problem, and that one must go back to 
the methods by which the debt originated to learn how the 
retirement will affect the distribution of wealth. 

IV. ANALYSIS OF THE THEORY THAT THE DEBT INCREASES 

THE INEQUALITY OF WEALTH 

<a> The Influence 0/ the Conditions Under Which 
the Debt Originated 

Although no exactly similar situations may be found, it is 
useful for purposes of analysis to examine a number of 
hypothetical situations, describing the origin and repayment 
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of the debt in each. A case where the loan is made and 
repaid entirely from the accumulation of wealth or savings, 
with the result that there is no increase in the quantity of 
purchasing medium, will be examined first. In such a situa
tion the person who lends to the government merely trans
fers his actual wealth, or rather his claims to such wealth, 
the government giving in exchange for the wealth claims 
upon the general wealth. Two consequences are evident, 
assuming that government expenditures of the proceeds of 
the loan are unproductive: first, the supply of money or its 
equivalent does not change; second, the quantity of goods 
entering into exchange is somewhat reduced in the beginning 
and will be still more reduced later on. If one accepts a 
quantity theory of money, prices are likely to rise. They 
are likely to rise in a degree related to the proportion of the 
unproductive debt to the total wealth. To the extent that 
prices rise due to the unproductive use of the debt proceeds 
the rise will constitute a tax upon the entire country in pro
portion to the wealth of each person. This isthe way unpro
ductive expenditures would exert their influence upon distri
bution. The interesting point to note, however, is that if 
the tax is to be of this weight, the nominal income of every 
person would have to remain the same after the redistribut
ing process of taxation to pay the debt service is completed. 

The nominal income of the debt holder is likely to remain 
the same since his loan consists in this case of the transfer of 
rights to real property for identical rights to money income 
from the government, not necessarily based on any given 
real property. The nominal income of the non-debt holder 
is, however, likely to rise, and superficially it would appear 
that more of the burden is shifted to the debt holder. This 
is, however, not likely, since taxes upon the non-debt holder 
will be raised, thus reducing his nominal income to the 
former level. (The taxes referred to are, of course, for the 
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debt service.) If, however, in this case taxes are levied like
wise upon the debt holder for his own service, the burden 
will not be according to the amount of nominal income and a 
tendency toward equality of distribution will have been arti
ficially created. Thus if the debt holder is taxed for the 
payment of his own service, his burden would be more than 
proportional to the total public burden, and, where incomes 
are fixed, as are those derived from the public debt, the in
come receiver would be taxed most heavily. 

From a superficial analysis of these relationships it might 
be concluded that to tax a debt holder at all for his own debt 
service in such a case would reduce his income in comparison 
to the general social income and would tend to exert an 
equalizing influence upon the concentration of wealth if that 
debt holder were wealthy. Such a general conclusion how
ever, does not necessarily follow. It would be true only if 
the debt holder were wealthy and also derived all or most of 
his income from the debt service. It is based also on the 
supposition that the debt arose in the way described above 
and this is not necessarily true. Those holding the debt hold 
other forms of securities, the income from which is not fixed 
or derived from the government. 

A more reasonable conclusion would be that· in such a 
hypothetical case no tendency toward inequality of wealth 
would be promoted if the taxation for the debt service were 
in proportion to income from a "fixed source." Neither an 
increase in the progression of taxes nor undue haste in the 
retirement" of the debt because of the fear that it was in
creasing the inequality of wealth would be warranted. 
However, the analysis does show that in the case of fixed in
comes, whether derived from the government through the 
debt service or not, there is possibly an undue burden of 
taxation. It might be that for those who failed to loan 
money to the government in times of need this burden is 
justifiable; for those who had done so it would not be. 
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One is not justified, however, in assuming that a large 
public debt which has any economic significance ever comes 
entirely out of public savings. On the contrary, the transfer 
of wealth is usually effected through an increase in purchas
ing power, or inflation. The question arises, therefore, as to 
what the effects of the debt service would be in case the 
original funds were obtained through the increase of pur
chasing medium. The consequences in such a case would 
depend largely upon the measures used to increase the 
medium. Let us consider first the direct issue of paper 
money by the banks to the government or, what is substan
tially the same thing, the issue of paper money by the govern
ment. If such methods are used the results may be differ
ent from those mentioned above. There will, however, be 
some similarities to the first case. There will be a rise of 
prices which will tend to place a tax upon all the citizens in 
proportion to their wealth in terms of money. There will in 
this case be no difference from the first case discussed except 
that prices and taxes would rise much higher. These facts 
by themselves would not cause the rich to benefit at the ex
pense of the poor. There would be, of course, no debt ser
vice unless taxation to accumulate funds to deflate may be 
called such. 

The increase in bank credit based on government bonds, 
a most important measure in war finance, differs from the 
ca'se of increased issue of paper money in that it usually re
sults in an increase of fixed incomes which are subject to 
gain or loss in real purchasing power with changes in prices. 
Thus, instead of the rise in prices taxing all merely accord
ing to their wealth, the non-debt holders, regardless of their 
wealth, would be exceptionally burdened. Although prices 
would rise, the debt holders would have had their money in
comes especially raised, for though the money incomes of 
non-debt holders would rise, they would not rise nearly as 
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much as those of the debt holders. For example, if the rise 
in prices were proportional to the rise in money incomes, and 
the amount of increase in the money was ten per cent, this 
ten per cent being held by ten per cent of the population, then 
this ten per cent of the population would have their money 
incomes approximately doubled, whereas the incomes of 
other citizens would have risen only ten per cent. In such a 
case taxation should be in proportion to the wealth including 
the amount of public debt held. If taxation tooK account of 
the increase in money income of all the tax payers it is diffi
cult to see how an increase in the burden of debt would come 
to the poorer classes. In the above case the taxes upon the 
debt holders would increase one hundred per cent, whereas 
those upon the other tax payers would increase only ten per 
cent. Such an adjustment in taxes would not necessarily 
occur in practice, however, and the increase in inequality 
would not be nearly as great if, as is frequently the case, the 
price level was increased more than proportionately to the 
debt. 

(b) The Influence of Taxation for the Payment of the Debt 
Service Upon Production and Saving 

This discussion has hitherto neglected.the dynamic factor 
of the effect of taxes for the payment of the debt service 
cpon production and saving. Would the periodic levying of 
taxes for the debt, if it stimulated production, result in a 
different condition in the debt burdens than if it checked or 
left unaffected the trend of production? Let us assume first 
that savings have been stimulated by taxation for the debt 
service in the above mentioned cases. In the first case, where 
the debt originated with the increase in savings or the trans
fer of purchasing medium, the situation would not be altered 
by the effects of taxation upon savings. It is true that those 
with fixed incomes, such as the interest on government bonds, 
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would gain from a fall in the price level but probably not any 
more than any other group.lT 

In the second case mentioned, namely, where the proceeds 
for the war are obtained by an issue of paper money, there 
would also be no effect resulting from the stimulation of 
saving. Itis when one turns to the third case, or that where 
borrowing by individuals from banks and the use of bank 
credit have been resorted to, that the results of the taxation 
for the debt service become problematic. But where the 
money incomes of the debt holders were originally increased, 
the increase in savings and the consequent fall in prices will 
only apparently raise the incomes of these debt holders. 
Confusion results here from the fact that originally there 
was an undue burden of debt. The rise in the real incomes 
of the debt holders will be no greater than the similar rise for 
other income receivers. Fairness in such a situation, as in 
other cases, will require progressive taxation, but that pro
gression need not be affected by changes in the price level if 
they result from accumulation of savings. On the contrary, 
however, if a fall in prices occurs because of actual deflation 
and not because of the increase of goods, the burden of the 
debt will have been increased by this situation and more pro
gression should be introduced than that justified by the 
amount of the debt held. The point of greatest importance 
is that the increased burden is not caused by price changes 
alone, but by the circumstances under which the debt is 

• incurred. Although the original inequality remains and the 
maintenance of the debt in this case increases the concentra
tion of wealth, this concentration is unaffected by certain 
kinds of price changes. It is pertinent to mention here the 
interesting analysis given this problem by Pigou. Accord
ing to Pigou there is likely to be a bur~en upon the poor 

11 For the explanation of this position the reader is referred to the 
discussion of this subject in Chapter V. • 
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arising out of the fact that taxation upon the wealthy is not 
as large as the debt service they receive. As he points out, 
there is no close correspondence of taxes on any individual 
to the amount of his debt holdings, although in recent years, 
through the use of progressive taxation, a somewhat closer 
correspondence has resulted. Thus he says that in actual 
practice, 

loans are generally voluntary and large subscribers have good 
reason to hope that the interest on their holdings will exceed 
the contribution in taxes which they will have to make to pro
vide this interest, for experience has never yet revealed a tax 
system graduated for increasing incomes anything like as steeply 
as loan subscriptions are likely to be graduated, at all events 
when the loan required is large.·1 

For these reasons Pigou holds that persons with money to 
lend will think themselves better off if war is financed by 
loans instead of taxes. It should be apparent, however, 
from the preceding discussion in this chapter that Professor 
Pigou's conception that fair treatment results only when the 
borrower pays back in taxes what he receives in loan interest 
is too simple for the needs of the problem. Changes in prices 
and changes in the causes of these price changes must be 
taken into account if conclusions more nearly approximating 
reality are to be obtained. 

Ut us tum now to the supposition that saving or produc
tion are not stimulated by the payment of the debt service. 
In the first case. where savings were the source of the orig
inal proceeds, there would be no increase in burden upon the 
poor or upon non-debt holders if prices remained constant 
or rose. On the contrary, in so far as the debt is a fixed 
income the real income of the debt holder would fall neither 
more nor less than that of other groups. The same conclu-

I' Picou. Political Ec_, of Wor, p. 77. 
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s,ion would follow in the second case, where the debt is in 
the form of an increased supply of paper money, and in the 
third case, where the increase of bank credit was the source 
of government proceeds. 

V. SUMMARY 

It may be conCluded, therefore, that the answer to the 
question of whether or not the payment of the debt service 
would continue or increase the inequality of wealth depends 
upon a great variety of circumstances, among which are the 
distribution of debt holdings, the changes in the price level, 
the causes of these changes, and especially the conditions 
surrounding the origination of the debt. It is fair to say 
that the current conclusions about the effect of the payment 
of debt service in most cases are not considerably altered by 
the foregoing discussion. It is usually true that the debt 
originates through the inflation of bank credit. It may be 
true also that the effect of taxation for the payment of the 
service is to stimulate production and saving. Under these 
circumstances, as we have indicated, the increased burden 
upon the poorer classes owing to the debt is perpetuated. 
This increased burden, however, arises essentially from the 
methods employed to finance the war and not from changes in 
the price level, as is frequently supposed. It is not made 
heavier by changes of the price level caused by the conditions 
of increasing production that we have mentioned above. 
Falling prices due to deflation are the exception. If defla
tion is very extensive the war burden will be considerably 
increased. Under certain circumstances, therefore, it is 
quite apparent that some measure such as progressive taxa
tion to offset the increased burden caused by the price change 
would be justifiable. It may thus be concluded that, 
although there is some truth in the belief that the payment 
of the debt service increases the inequality of wealth, it is 
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also true that in certain hypothetical cases it might not have 
such an e1lecL To the extent that these hypothetical condi
tions are present the tendency toward inequality will not be 
as strong as is generally supposed. In addition it is appar
ent that the e1lects of price changes are not as simple as is 
sometimes thought. Finally, most writers are now agreed 
that the debt does not maintain an unproductive class. 

The repayment of a debt is therefore not rendered impera
tive by the fact that its service necessarily promotes the in
equality of wealth. This tendency depends on a variety of 
circumstances, some related to the conditions that originated 
the debt, others to the consequences of paying the service. 
Repayment of principal is merely an increase of the service. 
The process would thus merely capitalize the inequality 
present in some cases of interest payment; it would not 
eliminate it. Here is a fatal error in reasoning on the part 
of those who recognize that a debt promotes inequality. 
Escape from these difficulties involves the use of a well de
vised system of repayment and care as to the conditions 
surrounding the origination of the debt. Suggestions for 
the remedy of these evils will be given in a later chapter. 



CHAPTER IX 

EFFECTS UPON PRODUCTION 

BOTH the origination of a debt and its repayment involve 
changes in the distribution of wealth. So obvious is this 
fact that in the theory of public debts attention has been un
duly concentrated upon it to the exclusion of any changes in 
the production of wealth consequent upon the changes in 
distribution.1 The problem is much more than one of the 
distribution of wealth. It is apparent in the whole field of 
economic theory that more emphasis must be placed upon 
effects of distribution upon production. The next logical 
step in this study should be, therefore, the consideration of 
the production effects of debt retirement as they arise from 
the changes in distribution resulting from retirement. 

I. THE REDIRECTION OF INVESTMENT FUNDS AS A CONSE

QUENCE OF THE DEBT SERVICE 

The payment of the debt service may involve a redirection 
of investment and the funds ,taken in debt service may not 
necessarily return again to their source. The effect of the 
debt service upon investment may relate to domestic or 
foreign enterprises. In regard to investment in domestic 
enterprises it has been asserted that the payment of the ser
vice discriminates against small businesses in favor of large 
ones. Sir Felix Schuster, for instance, in his testimony 
before the Colwyn Committee stated that the payment of the 
debt involved a redirection of investment and that the funds 
taken in debt service would not necessarily return again. to 

lSee, e. g., Matsushita, 0". cit., p. ISS. 
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their source. Instead these funds might flow into new busi
ness, giving rise to an undesirable amount of friction. It 
was pointed out in the discussion that followed his remarks 
that this friction might be greater in times of depression. 
Sir Felix thought that reinvestment funds would flow into 
large businesses as against small businesses. This belief 
arose out of the feeling that small firms could not get loans 
from banks as easily as large ones. In support of Sir Felix's 
contention it should be recognized that there is little doubt 
that corporations of large size and wide reputation find 
greater ease in marketing their securities and obtaining cap
ital than small ones. Much discussion over this point took 
place before the Colwyn Committee. Professor Cannan, for 
instance, opposed the views of Sir Felix. He believed that 
money taken from small businesses outside of the larger 
financial centers would gradually spread back to these con
cerns, in that an excessive demand for investment in the 
larger, more important concerns would lower interest rates 
and cause some investors to seek the more profitable invest
ment of their funds in the smaller concerns. Sir Josiah 
Stamp was, however, of the same opinion as Sir Felix. It 
was his belief that funds taken in taxes from small but effi
cient textile mills, such as exist in Yorkshire and Leicester
shire, would not be reinvested in them. 

Oosely associated with this idea that the small business 
will be discriminated against is the notion that capital is 
more likely to be used effectively if left in a business than if 
a process of reinvestment is introduced, causing the friction 
of transferring funds and possibly leading to an increase in 
the control of capital by inexperienced persons. R. S. 
Wright, representing the National Union of Manufacturers, 
made the statement that everyone desires II • • • to develop 
the resources of the country and the man or men or firms 
who leave capital in the business for that purpose are serving 



230 THE RETIREMENT OF NATIONAL DEBTS 

the country better than the man who takes it out." 2 Much 
the same opinion was expressed by J. W. Clark and Felix J. 
Blackmore, representing the National Chamber of Com
merce, who said that" . . . money left in industry and trade 
possesses increasing and ever growing possibilities, but ex
tracted for the state these qualities are diminished and even 
lost altogether." 8 

Much discussion has also taken place over the possibility 
that the payment of the debt may increase conservative in
vestments as over against hazardous ones. In the Colwyn 
Report and elsewhere there is no consensus of opinion that 
the payment of a debt tends either to reduce or increase con
servative investment. Reginald McKenna was of the 
opinion that it would increase the tendency to take risks. & 

He said that the increase in taxes would cause this because 
of a desire to compensate by a higher speculative return for 
the loss through the taxes. Layton also believed that 
more risky investments would be induced. In conflict with 
these opinions we find J. M. Keynes maintaining that the 
effect of debt payment is to divert investments largely into 
the gilt-edged money market. He did not hold that all of it 
would go there, but he believed that there is a presumption 
that conservative securities please the debt holder and that 
therefore he will seek a similar form of investment. 

Professor Seligman is of the opinion that such problems 
cannot be decided readily without reference to .the kind of 
taxes used. Thus he states that, among the other indirect 
effects, the income tax may reduce investment in venturesome 
types of industry. In explanation he says, 

The continual growth of a country's prosperity depends largely 

2 Colwyn Report, Minl,tes of Evidence, p. 94. 
8 The same opinion was held by R. G. Glenday of the Federation of 

British Industries. Ibid., p. 350, par. 51. 
'Ibid., p. 350, par. 51. 



PRODUCTION EFFECTS 231 

upon the readiness of the able and the venturesome to start new 
enterprises and to take the risks of the unknown. Where the 
hazard is great the profits must be correspondingly great; for 
in the long run in new and untried fields the profits of some 
are likely to be overbalanced by the losses of others. If the 
government, however, demands too large a percentage of these 
anticipated profits the individual may prefer not to subject him
self to the risk and may decide to be content with a smaller but 
surer return. 

Whether or not taxes will give rise to such consequences de
pends according to Seligman upon a variety of circumstances, 
among them being the use to which the debt is put. $ 

The analysis given by these men shows clearly what influ
ences are at work. They are the loss of income, the invest
ment preferences of the debt holders, and the discrimination 
of taxation against some forms of investments. It might 
be added that the distribution of the debt is of great impor
tance. If the debt were held by persons also holding specu
lative investments, discrimination against this form of in
come by income or excess profits taxes would not result. It 
is because such distribution of investments is not common 
that discrimination probably does result. The preference 
for conservative investments on the part of the debt holder 
indicated by this fact gives some value to Keynes' contention 
that the reinvestment will tend to be conservative. It is also 
likely, as he believes, that although originally the debt may 
be more evenly distributed as between conservative or non
conservative investors, it tends to fall with time into conser
vative hands. Moreover, the holding of parts of it by less 
conservative investors does not preclude its reinvestment in a 
conservative manner. The idea expressed by McKenna is 
uroneous in that it supposes a loss to the country from the 
payment of a domestic debt which does not necessarily follow. 

• Seligman, SIMdU, ill Public FillDtlu, pp. 78-79-
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On the whole, therefore, it seems most reasonable to conclude 
that if a debt is repaid it will have a conservative effect upon 
investment. 

As to effects on foreign investments, most of those appear
ing before the Colwyn Committee were of the opinion that 
high taxes decrease the investment of money in England. 
Sir Felix Schuster stated that" ... a heavy income tax 
would deter investment by foreigners in England." 8 This 
he thought was particularly true where the investments had a 
fixed rate of interest." Professor Pigou was also of the 
opinion that this tendency could be presumed.8 A. M. 
Samuel said that foreign investments by British citizens have 
increased and that this is due to high domestic taxation.9 

But another witness, James Walker, a Scottish banker, 
believed that the actual effect of taxation for the payment 
of the debt was not very great because of the presence of 
so many other factors. Lowes Dickinson also concurred in 
this view. It seems reasonable to conclude that although a 
tendency in the direction of driving capital out of the country 
would be present, it would probably be made unimportant in 
a country such as England by a multitude of other influences. 
Another qualifying circumstance in the case of Great Britain 
is the fact that British residents are taxed on their income 
whether derived from foreign or domestic investments. 
The result of this, according to the final report of the Colwyn 
Committee, is to preclude the possibility of investment in 
foreign countries to escape the tax, except through emi
gration.1il 

e Colwyn Report, Minutes of Evidence, p. 10. 

T I bid., p. 13. 

8 Ibid., p. 4I. 

8 Ibid" p. 75-
10 Colwyn Reporl, p. 407. 
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II. ECONOMIC DISLOCATION AS A RESULT OF THE SIZE OF 

THE DEBT SERVICE 

Besides the effects of the debt service upon the form of 
investment, the service causes difficulty because of the mere 
transfer of funds it involves. Because of the unevenness of 
debt holdings and the burden of taxes to pay the debt, there 
results inevitably a certain amount of economic dislocation. 
This dislocation would increase with an increase in the pro
portion of national income taken in taxes for this purpose. 
Too frequent and too large demands might require an undue 
amount of readjustment. This idea, expressed by several 
British writers, is closely akin to some such conception as 
taxable capacity, but it involves something quite different, 
since it relates to funds not spent by the state. The" capac
ity .. concept frequently refers to the relation of taxation to 
the standard of living and the degree to which the standard 
of living can withstand the burden of taxation. In regard to 
the payment of the debt service the standard of living is 
presumably not directly affected. The collection of taxes, 
however, involves the conversion of assets into a liquid state. 
Strain of a different sort is involved in the maintenance of 
liquidity necessitated by high taxes. Thus although Dalton 
does not believe that the idea of taxable capacity is signifi
cant he nevertheless was forced to admit that his testimony 
before the Colwyn Committee had implied a limit beyond 
which taxes could not be raised in anyone year. He did not 
specify how this limit could be determined nor did he give 
any indication of why it was ever reached in the case of 
taxation for the payment of an internal debt.ll McKenna 
indicated in his testimony that he had much the same idea. 
He said that the height to which taxes could be raised was 
limited by custom. The sign of the limit having been passed 

11 Coz.,.lUIOrl, Milltdr6 0/ Evidntc~, Po J9. 
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was the tendency of people to borrow to pay taxes (1926). 
Although custom may be involved, the liquidity required for 
taxation and the increased difficulty of maintaining it is prob
ably more important. 

Closely associated with this point is the belief that debt 
payment should vary with the degree of prosperity of a coun
try. This idea is expressed by Pigou and Bowley and will 
be discussed more fully at a later point. It is sufficient to 
point out here that the idea is also related to a conception 
of taxable capacity. Where the taxation is for the debt ser
vice the question of maintaining liquidity is involved. In a 
period of depression the dislocation involved in the main
tenance of liquidity sufficient to meet the current debt charges 
would be greater than in times of prosperity because the 
liquid or tax portion would be greater in proportion~ to the 
total assets. 

III. THE DEPRESSIVE PSYCHOLOGICAL EFFECT OF THE 

DEBT SERVICE 

In addition to the effects upon investment and the disloca
tion caused by the transfer of funds, it has been claimed that 
the raising of taxes to pay the debt has a depressive effect 
upon business from a psychological standpoint. It is also 
believed that to the extent that prices are depressed by the 
process of payment the result will be depressive. Thus the 
theory that taxes for the payment of debt are depressive is 
based upon two claims. The first is that the mere height of 
the taxes will have this consequence; the second is that taxes 
cause falling prices which in their turn are depressive. The 
first belief is closely associated with the points previously 
discussed in this chapter. For instance, R. H. Brand said 
in his testimony before the Colwyn Committee that " : . . 
the most serious result of heavy taxation is that it tends to 
discourage initiative and enterprise." His explanation for 
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the more conservative trend of business was the higher level 
of taxes.1I Another witness said that the great evil arising 
out of the national debt is that it doubles the amount of taxes 
that must be raised annually and the very height of these has 
a depressive psychological effect.1s We noted above Regi
nald McKenna's notion that taxes greater than is customary 
constitute a burden which is implicitly psychological. Stamp 
refers to the psychological depression induced by falling 
prices. In making this point, however, he was thinking 
particularly of the severe deflation that might follow from 
the capital levy"· The belief that falling prices cause busi
ness depression is sufficiently well known to require no 
further comment. Although it has been criticized, there is 
a possibility that falling prices may have an adverse effect 
and to the extent that debt payment does cause falling prices 
it may likewise tend to depress business. 

Another interesting psychological approach to this prob
lem of the effects of debt retirement upon production is given 
by Dalton. In his treatment of the effects of taxation upon 
production he stresses the influence of the elasticity of the 
desire for income. Where this desire is relatively inelastic 
an increase in taxes would have little effect upon production; 
if there is elasticity, the opposite would be true. The use of 
the concept depends, therefore, on our knowledge of the real 
nature of the desire for income. The use of the concept is 
also limited by its indefiniteness. Some writers have stated 
that the desire for income in general is unlimited and it may 
be assumed that in Dalton's terminology this would be ex
pressed by saying that the desire for income is absolutely 
inelastic.lI In attempting to get some information about the 

11 Co/wy" Report, Miflutt'l of EvidellCe, p. 105. 

II Ibid •• p. 331. Evidence of P. D. Leake. 
U Cont,mporary Rmnll. January, 19Z4. p. 26. 
11 R. T. Ely, Out/jllClof ECOIIOmicl, 5th eel., p. 160. 
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desire for income one finds, as Dalton points out, that "the 
psychology of the business world remains something of a 
mystery though it occupies a central position in some econo
mists' theories of the causes of trade cycles." 18 More light 
is needed on this subject but it is difficult to see how it can 
be readily obtained. There is a wide diversity of opinion. 
For instance, Lord Leverhulme in England takes the extreme 
position that every raising of the rate at which the income 
tax is levied has been followed by increased efforts, success
fully made, to increase the income out of which to pay the in
creased tax. lT This assumes what Dalton would call an 
absolute inelasticity in the desire for income. In the evi
dence given before the Colwyn Committee, F. W. Hirst 
expressed much the same opinion. He qualified his state
ment, however, by introducing the influence of the height of 
taxation. Lord Bradbury also believed that enterprise 
would not be deterred. He said in part, " . . . people are 
actuated by an idea of conventional rate of profits-what 
they think is the proper rate of profit." If this conventional 
rate is not obtained the result will be additional effort to 
obtain it. In the end the opinion of the Colwyn Committee 
was that 

the trader of reasonably good ability and enterprise will, we 
think, in the normal case be impelled by an Income Tax at a 
high or fairly high rate to increase his efforts: we have stressed 
his need of all the savings he can make and we think that the 
tax will as a rule exert quite a powerful driving force.18 

Somewhat in contradiction to this point they state that high 
taxes will nevertheless not have the tonic effects of good 
business prospects. Excessive taxation, it was thought, 

18 Dalton, Public Finance, p. loS. 

17 Ibid., p. 107. 

18 Colwyn Repor', p. 159, par. 424-
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would have just the opposite effect and heavy taxation 
throughout Europe was thought to be a cause of industrial 
depression. However, since there are no reliable facts or a 
sufficient sample of opinions one cannot do much more than 
conclude that there is some elasticity to the desire for income 
and that high taxes may have a slightly depressive effect. 
The use of the concept is made especially difficult J>ecause of 
the fact that taxes may be productively employed or may 
involve, as in debt payment, merely a transfer of income. 

IV. THE EFFECTS OF CH.ANGES IN THE DISTRIBUTION OF 

WE.ALTH UPON PRODUCTION 

Besides effects upon investment, industrial adjustment and 
the incentive to produce, the payment of the debt service may 
cause general changes in the distribution of wealth which 
may affect production. For instance, J. A. Hobson is of 
the opinion that if the payment of the debt reduces the in
equality of wealth the buying power of tho great mass of 
poor consumers will be increased. This he believes would 
aid industry by promoting a more satisfactory adjustment of 
demand to supply. If Hobson had carried his reasoning 
further in this direction his theory of unemployment would 
have led him to believe that the repayment of the· debt was 
one way of reducing unemployment. Professor Seligman 
has also pointed out the fact that taxation has an important 
effect upon demand for commodities. He says that a heavy 
tax on income may affect not only the capacity to save and 
to produce but the ability to spend; and in the latter case it 
may substantially reduce the consuming powers of the com
munity or the demand for commodities.11 It should be 
apparent, however, that very little that is certain can be said 
along these lines. 

ltSeligman, Studie, ill P"blie Fi_e, pp. 85-90. 
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v. THE EFFECTS OF PARTICULAR TAXES UPON PRODUCTION 

Much attention has been given in the literature of public 
finance to the effects of particular taxes. A great deal of 
this knowledge applies to taxation for the debt service If 
thecapita.t levy is adopted for the removal of a large part 
of the debt it will greatly accentuate these effects. As it is, 
taxes are higher in many countries than they might be, as a 
result of the debt service, intensifying to a slight extent the 
effects of various kinds of taxes. Since the nature of these 
has been thoroughly considered elsewhere there is no point 
in repeating the theories here.l!O However, a few comments 
on the effects of taxes in England are worthy of notice. 

(a) Indirect Taxes 
In regard to indirect taxes the following remarks were 

made before the Colwyn Committee. Stamp taxes, accord
ing to Sir Felix Schuster, have a slight effect in preventing 
the formation of new companies. Cannan, for instance, in 
his criticism of the use of the English duty on the convey
ance of land said that" ... everything which makes it 
more expensive to transfer property must tend to keep it in 
the hands of people who really ought to get rid of it." 21 The 
Law Society and the National Gas Council both pointed out 
in their testimony that new or reconstituted companies were 
discriminated against. Sir Felix Schuster also pointed out 
in regard to the duty on the transfer of stocks and shares 
that it obstructed investment in the class of securities subject 
to the tax.22 It was believed by other witnesses that this 
form o~ duty was unfair. In addition both the Association 
of British Chambers of Commerce and the Law Society held 

20 Ibid., pp. 85-90; see also Seligman, Incidence of Taxation; Brown, 
Economics of Taxation. 

21 Colwyn Report, p. 201. 

22 Colwyn Report, Mintttes of Evidence, pars. 13 and 68. 



PRODUCTION EFFECTS 2!39 

that the duty on companies' share capital was too high and 
reduced the number of company registrations.28 Numerous 
witnesses, including Sir Felix Schuster, Mr. A. M. Samuel 
and Mr. Beaumont Pease were of the opinion that if the duty 
on checks were reduced the amount of payments through 
checks would greatly increase. The final conclusion of the 
Committee was, however, that these duties were chiefly a 
source of irritation. There was little interest in either the 
business effects or the revenue obtained. 

The testimony of the witnesses, however, was that taxa
tion of this sort has been shifted by affecting the supply of 
the objects offered for sale. It is usually supposed that 
these taxes are shifted, and it is important to have this evi
dence in favor of a popular belief. However, the degree of 
shifting is of most significance and this depends on the height 
of the tax, the character of the business and the elasticity of 
the demand"· It is evident that the testimony of the Col
wyn Committee throws a little more light upon the operation 
of these factors. 

The Colwyn Committee concluded that excise taxes are 
likewise shifted, that the amount passed on to the consumer 
is roughly equal to the amount of the duty, and that to the 
extent that they fall upon wages, wages will tend to rise in 
an equal amount. It was also their opinion that, " The tend
ency of indirect taxation is, in general, to cause not only 
dislocation when first imposed or varied, but a continuing 
diversion of trade from the course it would otherwise pursue . 
. .. " The regressive character of these duties is clearly 
pointed out in the report and it was finally concluded that 
through both the unproductive expenditure of the proceeds of 
these taxes and the dislocation of industry resulting from 
their collection, the rise in the standard of living, particularly 

.. Ibid .. pari. 69-70 • 

.. Seligman, IMiJ~"u 01 Tua/ion, 4th ed., p. 379. 
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of the poorer classes, had been slightly retarded. The duty 
on whiskey, it was thought, diverted consumption to tea, 
and the duties on both tea and whiskey apparently left money 
available for other commodities. It was also believed that 
in so far as the excise duties involved a transfer of income 
from the iess wealthy to the more wealthy saving was 
promoted.25 

(b) Direct Taxes 
In regard to direct taxes, the chief concern is with those 

on income and inheritance. Since the effects upon saving 
of the income and other direct taxes' are in most respects 
rather general they will be considered later in this chapter, 
where these more general effects ,are discussed. Some speci
fic considerations have been brought out by various writers, 
however; Dr. Dalton, for instance, is of the opinion that the 
income tax especially reduces saving because it falls upon 
the marginal saver.26 In this respect it is unlike taxes upon 
windfalls and on monopolies, which he believes do not affect 
the marginal saver. Furthermore, he believes that a tax 
upon commodities will not usually reduce the desire to work 
and save as much as a tax on income, although it will have 
some effect because of the fact that a given amount of in
come has yielded little reward.21 The effect of the income 
tax is most severe because it is levied directly upon the margin 
above consumption. It is thus apparent that the income tax 
in Dalton's estimation is harder on savings because it affects 
the rewards of saving more directly. 

Professor Pigou considers the income tax especially de
pressive. To him, .. , , , the income tax is really a differ
ential against saving," 28 This is due to the fact that spent 

25 Colwyn RePorl, pp. 2II-232, 

26 Dalton, op, cit., p. 42. 

27 Ibid., pp. 88-90, 

28 ColUlyn Report, Minlltes of Evidence, p. SO. 
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income is only once taxed whereas the saved income is taxed 
a second time. He believes that his point is limited in its 
importance by the facts that (I) the' savings might yield no 
income to be taxed a second time, and (2) the tax on the 
income of savings might not be as heavy as the tax upon 
savings themselves.:Ie A number of other factors, such as 
the elasticity of the desire for income, are probably of more 
importance and will be discussed later. 

Besides affecting the desire to save, the income tax may 
affect the volume of production from which savings are to 
be made. The income tax, along with other direct taxes, 
may occasion less friction as a result of its coUection 
and thus have a less harmful effect upon production than in
direct taxes. This fact might to some extent counteract the 
supposed harmful effects upon saving mentioned above, as 
was recognized by D. H. Macgregor, who testified that 
.. . . . when both forms of taxation are thought desirable, 
the direct tax causes less loss of real income through the ar
rangement of expenditure, but a point is reached where the 
obtrusiveness has a greater effect on saving than an extra 
cost imposed on commodities, especially since it is mainly 
paid by the classes of people who save." 10 

In the final conclusions of the Colwyn Committee the 
fo11owing assertions were made: (I) that if the income tax 
through its supposed depressive effect upon savings reduced 
production, prices would rise; (2) that in so far as the in
come tax has had any effect in reducing consumption, at least 
luxurious consumption has not been affected; and (3) that 
the income tax has apparently not affected savings in the 
form of corporate reserves. They believed that it had little 
influence upon enterprise. It may, however, have resulted in 
a slight transfer of business to beginners in the professions 

Ie Pigoa. Public FirttJflu. pp. 136-IJIL 

.. Co""'" Rttorl. Mirtldtl of EWltfIct. p. 425. par. 32. 
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and in ordinary eI1lterprise a tendency toward conservative as 
against speculative enterprise. On the whole, however, they 
concluded that" . . . wider causes than taxation . . . and 
particularly the dislocation of old export markets must be 
held mainly· responsible for the lack of buoyancy. Rela
tively, income taxation has not been a factor of high 
importance." 81 

Certain special effects have been attributed to the inherit
ance tax. On this subject there is much diversity of opinion 
in the Colwyn Report. Sir Felix Schuster, for instance, 
d~scribed the tax as a" very injurious form of the Capital 
Levy." 32 Lord Hunsdon said that it seemed to him to have 
" almost every defect that a tax can possess." Many econo
mists, however, rendered their allegiance to the tax. On 
the whole it may be concluded that there is little difference 
between the use of this tax for debt payment and its other 
uses and that it serves as a good supplement to the income 
tax in so far as its equity is concerned.s8 

The Colwyn Committee in its final report stated that since 
saving is greater on the part of the wealthy, the inheritance 
tax, in equalizing the distribution of wealth, has to that extent 
a bad effect upon saving, but that the tax could not have any 
effect upon saving prior to its payment.s4 These effects of 
the tax were attributed to changed ownership and manage
ment of capital and to the retardation of the growth of new 
capital.S5 The effects of the tax were also classified as effects 

8lIbid., p. 16g. 

82 Ibid., par. 12. 

83 Some interesting difficulties were indicated by the witnesses before 
the Colwyn Committee. Among .these were difficulties arising (I) from 
fluctuations in the value of securities, (2) from the varying frequency 
of deaths, and (3) from an indefinite variation in the history of estates. 
(See Colwyn Report, pp. 179-82.) The first of these should be of inter
e9t in the light of the recent history of American securities. 

14 Coln'),n Report, p. 190, par. 519 •. 
86 Colwyn Report, p. 18g. 
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upon physical production and psychological effects. In the 
case of the first of these the Colwyn Committee referred to 
the damaging effects upon enterprise of the inheritance tax 
because of the uneconomic changes it causes in the control of 
capital. Since the transfer involved in the case of the in
heritance tax is greater than that in the case of the income 
tax the deleterious physical effects were thought to be greater. 

As to the psychological effects of the tax, they are at least 
not more injurious to saving than those of the income tax. 
Pigou, for instance, thought that the effects were less injur
ious •• in that the people are probably not discouraged from 
saving by thinking of death duties as they are from thinking 
of income tax on unearned income." He also believes that 
people tend to compensate for the inheritance tax by increased 
saving"· His final conclusion is that inheritance taxes have 
little effect either way, the deleterious effect of the lump sum 
feature being compensated for by the above considerations, 
and that taxes on inheritance are not inferior to taxes on 
income in these respects. He states that, .. It will not make 
much difference to saving or to anything else whether one or 
the other is chosen." IT 

Dalton goes further, however, maintaining that inherit
ance taxes are less discouraging to work and saving than 
income taxes and stressing one of the above factors. In ex
planation he says that ..... the prospects of heavy death 
duties will stimulate those who are waiting for a windfall of 
inherited wealth to work harder and to save more than they 
otherwise would do." Furthermore, Macgregor pointed out 
in discussing the motives that lead to saving that death duties 
•• . • . missed these motives," and therefore did not reduce 
saving"· 

.. Pigoa, Pllblic FiflllfIC', p. 165-

" I bVI .. P. 165-
.. Colw7ra ReItW'. Mi".,,, 0/ EWkwc" par. 24-
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On the other hand Sir Felix Schuster thought that death 
duties were a more important deterrent to saving than the 
income tax. He thought that a distinct loss of capital re
sulted from death duties and that a reduction of income 
follows. When asked whether he preferred an income tax 
to a death duty he said that he decidedly did. " Death 
Duties indefinitely hanging over a man who does not know 
how he will have to provide for them and what his children 
will do drive people out of business and drive them out of the 
country and drive them to adopt measures which none of us 
approve of." 811 These opinions assume that capital disap
pears when it is broken up into a number of holdings and this 
does not of course necessarily follow. There is, however, 
some basis for the belief that book value is not necessarily 
the value realized upon liquidation. Although this may be 
true, there is no reason to suppose that in the payment of 
inheritance taxes, particulafly for the purpose of debt retire
ment, there results any serious amount of business liquida
tion. In so far as it may be caused by these taxes, it is not 
unr~asonable to suppose that the values may be largely rees
tablished by the subsequent business reorganization of the 
capital assets. It has been realized by economists for some 
time that inheritance taxes and capital levies do not necessar
ily destroy any value. Yet among the most current lay ob
jections remains the one that they are destructive taxes upon 
capital. 

The final conclusions to be drawn are that the physical 
effects of the inheritance tax upon saving and enterprise 
may be somewhat greater than similar effects of the income 
tax. The psychological effects may be negligible. Taking 
the physical and the psychological effects together the Colwyn 
Committee concluded that the Estate Duty was .. . . . dis
tinctly more damaging to saving than the Income Tax," 

391bid., p. 21. 
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a!though they did not wish to suggest that the difference was 
grut." 

In attempting to answer these questions some very inter
esting statistics were provided for the Committee by the 
Board of Inland Revenue. 373 estates were examined and 
it was found that in only 0.8 per cent did the Estate Duty 
entrench upon the trade assets of the tax payers. It was 
agreed that in spite of the high rates existing at that time 
the estate duty did not appear to be a factor tending toward 
the disintegration of business." 

VI. CENERAL EFFECTS OF TAXATION FOR THE DEBT SERVICE 

UPON PRODUCTION AND SAVINC 

In the preceding discussion the specific effects of taxation 
for the debt service have been treated. Underlying these 
considerations are certain general ones concerning the effects 
of taxation upon production. This has been and still is a 
very live subject. The assumptions supporting any particu
lar belief in regard to these effects may be among the most 
fundamental ideas affecting one's theories of taxation. 
Hence it is very important to analyze these assumptions, not 
alone for the solution of problems arising from debt retire
ment but for broader problems as well. It is upon the exact 
way that taxation affects saving that much of the retirement 
theory is based. As Foxwell has pointed out, in war finance 
.. The real problem concerns the economic conditions which 
lie behind the Chancellor's figures of account; viz: the bal
ance of national production and consumption."·· 

At the outset one finds a wide diversity of opinion as to 
the effects of taxation on savings. Some writers still believe 
that any form of taxation diminishes saving; others that it 

.. CDlw)'fI R,IDrl. P. JC)8. 

a IbitI .. p. J8s. 

•• Fo:nn:H, Pain" 011 CII""" FifIGflu. P. ?/l. 
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decreases saving only after it reaches a certain level; still 
others attempt to determine this level. Most writers agree 
that taxation at a certain level reduces saving. Those who 
believe that taxation reduces saving usually hold that it does 
so by reducing the interest paid, i. e. the reward for saving. 
For example, H. G. Brown thinks that taxes on income re
duce the rate of interest and thus the amount of saving. 
Although he admits that lower interest may induce some 
people to save more, he believes that these people are in the 
minority and thus a ri~ in taxes will for all practical purposes 
reduce saving.48 Dalton, it was seen, had much the same 
opinion as a result of his concept of the elasticity of the de
mand for income. As will be shown below, Marshall took 
it similar position. 

Such men asPigou, Bonar Law, and Hartley Withers 
have different views. To them a fall in the rate of interest 
operates to decrease saving only after a certain point is 
reached. Thus Poigou says that" . . . even though the in
come raised by taxation were all simply transferred within 
the country, being neither handed over to foreigners nor yet 
spent by the government in the production of goods and ser
vices, nevertheless, high rates of taxation would discourage 
work and saving and so check national productivity." 44 He 
believes that through high taxation future generations may 
be made to suffer, owing to the check placed upon the accu
mulation of capital, even though this taxation is for debt 
purposes.45 On the other hand, one finds that Pigou does 
believe a moderate amount of taxation increases savings.4s 

This opinion was persisted in, in spite of his belief that the 
income tax acted as a differential against saving. Sir Josiah 

48 Brown, Economics of Taxation, pp. 184-186. 

44 Pigou, Political Economy of War, p. 194-

45 I bid., p. 79. 
48 Colwyn Report, Minutes of Evidence, p. So. 
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Stamp takes the same position even more definib~ly. For 
example, he says, II It may well be that as the consumption 
level is reduced by taxation, some temperaments will be ten
acious of the old standard of comfort, and work harder than 
before to maintain the consumption level; in this case taxa
tion will make total production greater than before. Simi
larly the desire to save may be quite discouraged by the low 
net yield after bearing a tax and no attempt to save is then 
made. Then capital is less and production does not grow 

. as it might-he may even dissipate the savings already 
made."·' Withers and Bonar Law have expressed similar 
opinions, but less definitely. The former says that" a levy 
on capital which would certainly check the incentive to save 
. . . would dry up the springs of that supply of capital which 
is absolutely essential to the increase of the nation's product
ive power."" This belief was held in spite of the con
flicting one that taxation is superior to borrowing in that it 
promotes saving. The extreme position of debt payment as 
an influence toward capital increase is held by Cannan. He 
says that ..... against taxation for replacement of 
National Debt the objection that high taxation reduces sav
ing has no validity at all .... " •• 

The diversity of opinion expressed above requires a return 
to more fundamental matters in order to arrive at definite 
conclusions. These fundamentals are the factors that influ
ence the desire and the ability to work and save. Only 
through analysis of these is one able to arrive at a theory of 
the effects on production and from thence at a theory of debt 
burden. To accomplish this let us examine the origin and 
nature of the theories about these matters. 

The general effects of taxation were considered by very 

., Stamp, W,a11" aM T/lSabl, CatlKity, pp. 115-116 • 
•• Wither., War-'"" FifIQnciol Problemr, p. 75 . 
•• Colwyrt Retor', MinaI" of Evilknce, p. 60. 
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early writers. Originally it was believed that all taxation is 
a necessary evil, that it does not increase production and that 
it has no compensating advantages. The rise of democracy, 
however, led to a better opinion of taxation and there was a 
tendency even to appraise it too highly. Bastiat, writing his 
S ophismes economiques, found it necessary to attack a num
ber of rather optimistic beliefs about taxes.50 Hume was 
one of the first to call attention to the belief that taxes tend 
to increase production, or as he expressed it, " • . . every 
new tax creates a new ability in the subject to bear it and· 
.... each increase of public burdens ... increases propor
tionately the industry of the people." Hume subscribed to 
this belief only when "it [taxation] is kept within 
bounds." 51 It was based on the fact that physical obstacles 
sometimes increase effort. The same result was supposed to 
follow in the wake of artificial obstacles. McCulloch re
vealed that he had much the same belief when he ascribed 
the increase in the wealth of the country after the Napoleonic 
wars to the increased production induced by high taxes. He 
says that" ... it is undoubtedly true that the desire to 
maintain and improve their condition stimulates most men 
to endeavor to discharge the burden of additional taxes by 
increased industry and economy without allowing them to 
encroach on their means of subsistence or their fortunes. 
The operation of this principle has been strikingly evinced in 
the financial history of this country since the commencemt!nt 
of the American war." At a later point he says in criticism 
of Smith, who believed that the burdens of war restricted the 
growth of capital, " Smith forgot that an increase of taxa
tion has the same influence over nations that an increase of 

50 Bastiat, Oeuvres, vol. v, pp. 344-345- Cited in Bastable, op. cit., 
p.269. 

5~ Hume, "Essays on Taxes," in Essays Moral, Political and Literary, 
vol. iii, p. 356. 
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their families or their unavoidable expenses has over indi
viduals." However," Had taxation been very oppressive. 
it would not have had this effect." According to McCulloch, 
.. Man is not influenced solely by hope, he is also influenced 
powerfully by fear," but" To render an increase of taxation 
productive of greater exertion, economy, and invention, it 
should be slow and gradual, and it should never be so great 
as to make people believe that it cannot be countervailed by a 
moderate increase in industry and economy." &2 

Ricardo in his chapter on taxes accepted a position some
what similar to that of McCulloch. He did not think that 
taxes necessarily impair the supply of capital. He writes, 
..... potwithstanding the immense expenditure of the 
English Government during the last twenty years, there can 
be little doubt but that the increased production of the people 
has more than compensated for it." He was of the opinion, 
however, that" there are no taxes which have not a tendency 
to lessen the power to accumulate." By this he meant that if 
the taxes had not been levied the power to accumulate would 
have been greater, not that the total accumulation was 
smaller. He admits that taxes would stimulate effort and 
saving. Furthermore it was his belief that" It should be 
the policy of the governments to encourage a disPosition to 
do this in the people, and never to lay such taxes as will in
evitably fall on capital; since, by so doing, they impair the 
funds for the maintenance of labour, and thereby diminish 
the future production of the country." n Not only does he 
imply that accumulation may be stimulated by taxation but 
that there is some tax level at which accumulation is greatest 
and after which it declines. But, what is most important 
of all, he states that when this level has been reached taxes 
will be falling upon capital. This point is very similar to 

II McCulloch, TlUolitnl ond F"ndi,,!/, pp. 7-10. 

II Ricardo, Prirtcillu of EcOflDfflics. p. 96. 
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some opinions expressed by A. M. Samuel and R. G. Glenday 
of England and win be taken up more thoroughly later. 

J. S. Mill seems to have adopted a similar view. Like 
McCulloch he believed that obstacles set up by taxation 
might increase invention and consequently production. He 
even goes so far as to say that taxation may in some cases 
stimulate profits more than the amount of the tax.5

• Mill, 
however, cites no example as McCulloch had done. 55 

Bastable attacks the views of both Mill and McCulloch on 
two grounds. First, he states that their beliefs would imply 
that the wealth of a nation could be indefinitely increased by 
taxation. Secondly, he says that natural obstacles do not 
always increase the output. Economic development is not 
greatest among those who have the greatest obstacles; a case 
in point is that of the Eskimos. He believes that the analogy 
between natural and artificial obstacles is unsound and con-
cludes that ~ 

• . . any compensating effect of taxation in increasing produc
tion is extremely doubtful, and is at best so small, and occurs 
in so few cases as not. to form an element worthy of entering 
into the rational calculations of the financier. The raising of 
compulsory revenue means so much less to the tax-payer and 
to the community,· for which the only return obtained Is the 
benefit resulting from the efficient execution of state functions. 
Any· doctrine that removes attention from this cardinal fact is 
erroneous in principle and may lead to serious practical evils.56 

Thus it can be seen that among the. more prominent early 
writers on public finance, Ricardo, Mill and McCulloch be-

&. Mill, P,.illCiples of Economics, bk. v, chap. vii, par. 3. 
&5 The case of the Scolltish distillers, who, because of a tax upon the 

contents of vessels, had improved them so as to run the contents off in 
three minutes, whereas formerly it had taken a week. See McCulloch, 
0/1. cit., pp. 15I-IS2. 

&6 Bastable, Public FinollCe, 1st ed., p. 265. 
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lieved that there might be some indirect benefits from taxa
tion, whereas Bastiat and, in more recent times, Bastable 
thought an undue emphasis had been laid upon these benefits. 
The chief weakness of the whole analysis was that it had too 
little basis in fact. McCulloch alone cited any concrete evi
dence to substantiate his beliefs. The others may have had 
certain examples in mind but they failed to cite them. Even 
from the standpoint of a priori reasoning their opinions, al
though suggestive, had not a sufficiently broad foundation. 

The writings of older economists bring out the significant 
fact that they had made about as much progress with the 
effects of taxation upon the ability and the desire to work 
and save as more recent writers. The opinions of Ricardo 
and Stamp are strikingly similar. It is also apparent that 
the chief attention was from the first directed toward the 
effects of taxation upon the accumulation of capital. Not 
many of these men, however, have been clear or consistent in 
their use of the term capital. This is of course not strange, 
but it becomes at once the one most important obstacle in 
thinking about this whole subject. It is therefore necessary 
to take some position as to the meaning of this term before 
entering into the subsequent discussion that so much involves 
its use. 

The word capital has been used with many different mean
ings, which fall roughly into two types. One is monetary; 
capital is regarded as an investment fund from which income 
is derived. The other is physical. Capital is considered to 
be a stock of goods directed toward the production of other 
goods. These two meanings have been confused from the 
times of Cotgrave, in the seventeenth century, to the present. 
The confusion arises from the concept of value, and as long 
as this concept is retained in economics the difficulty is inevit
able. No one has ever satisfactorily bridged the gap between 
physical goods and their monetary claims, and the paradox-
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ica} aspects of value have never been completely explained. 
In view of these facts anyone who defines capital according 
to either one of the above concepts is open to criticism. This 
is, however, what will be done here. In the subsequent dis
cussion capital is used in the sense of physical goods and con- . 
crete abilities applied to the production of additional goods. 
Saving is the accumulation of capital so defined. Since the 
standard of living is of the utmost importance and it in turn 
is to a large extent a supply of concrete things, capital 
should here be defined in terms of concrete things. 

VII. THE SOURCES OF THE TAXES FOR DEBT SERVICE AND 

THE ABILITY TO SAVE 

Turning now to the question mentioned above, viz., the 
effects of taxation on the ability to save, it can be said 
that these effects depend upon the jncidence of the taxes and 
the sources of the savings. Let us consider the latter. If a 
government raises additional taxes the funds may be obtained 
through (I) reduced consumption, (2) a reduction in saving, 
or (3) an increase in production. At the outset it can be 
seen that taxation, although it may reduce the ability to save, 
need not do so in the sense of reducing the absolute amount 
of the goods that may be devoted to production and thus 
saved. In the narrow meaning of Ricardo, any tax must 
necessarily reduce the ability to save. This fact is not, how
ever, especially significant. The effect of taxation on the 
~upply of goods available for saving is much more so. Let 
us consider this. 

In case taxes come from the first source or from goods 
that would otherwise be devoted to consumption it is obvious 
that the ability to save would not be affected. Derivation of 
taxes from this source depends upon the types of taxes used 
and upon the extent to which taxation affects the desire to 
save of those upon whom it falls. The Colwyn Committee, 
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after studying this problem for some time, concluded in ref
erence to taxation for the English debt service that 

It is probable that a high proportion of the tax is paid out of 
money that would otherwise be spent on consumption. To this 
extent it does not reduce savings. Moreover, so far as the tax 
is applied in payment of debt interest to persons in a better 
position to save it may be presumed that the effect upon the 
aggregate actual savings is actually beneficial.57 

The second source of taxation mentioned above was sav
ings. Some economists believe that taxes come to a large 
extent from savings. This is the result especially attributed 
to taxes levied upon income directly, as was seen in the pre
ceding discussion. The reasons for the belief that taxes are 
derived to a large extent from this source seem to be based in 
some instances on the concept of a fund or margin set aside 
for saving. The existence of such a fund, which would 
resemble the historic wages fund, is suggested by Dalton. 
He says, 

The ability to save is reduced by all taxes on those who have 
any margin out of which saving is possible. The only taxes 
therefore which do not to some extent reduce the ability to save 
are those which fall exclusively on people who are so poor that 
they have no such margin. It is evident that taxes on the rich, 
though defensible on other grounds, reduce ability to save to a 
specially marked degree.1I8 

The ability to save, in the way it is here used by Dalton 
and which is roughly similar to the use given it by Ricardo, 
either implies such a fund or it is an ambiguous and insig
nificant notion. In what does the ability consist? If taxes 
fall on those persons who have means above the level of sub-

" Co""'" R, tort, p. IJ6. 
II Daltou, ot. cit .. p. 8.). 
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sistence they may be derived from consumption. In such a 
case the " ability to save" has not been reduced, assuming 
that if taxes had not been levied the amount of consumption 
would have been larger by the amount of the taxes anyway. 
If all this conception means is merely that since taxes fall 
upon persons with more income. than mere subsistence they 
reduce the ability to save it is true, but there is no significance 
in the point. The ability to save is essentially a matter of 
how taxation affects attitudes toward saving and the volume 
of saving and production. Assuming that those who vig
orously state that the margin of saving is reduced by taxes 
believe that they have really offered some reasonable objec
tion to taxation, they must have some conception of a savings 
fund; viz., that saving and consumption are in a fixed relation 
and proportion to each other. 

This idea of a fund might postulate that savings cannot 
increase without a decrease in consumption and vice versa. 
It would assume that the volume of production would not 
usually be affected by taxation. N or would the proportion 
of income the tax payer would save be affected. In fact, Sir 
Felix Schuster openly carries the argument to this extreme 
point of assuming that consumption goods and goods to be 
saved comprise a common fund in which one profits at the 
other's expense, and that taxes always cause savings to suffer. 

Although it may be true that taxes are derived from sav
ings to some extent, this fact does not necessarily arise from 
the existence of a margin for saving or a savings fund. It 
is unreasonable to say that taxes reduce the ability to' save 
except in so far as they affect the desire to save, the habits 
of saving, and the quantity of production. Since the effect 
of taxation upon the ability to save reduces itself mainly to 
the effects of taxation upon the quantity of production and 
the decision or desire to save, let us consider these in their 
turn. 
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The first of these two points has been dealt with to a con

siderable extent elsewhere, but its relation to the effects of 
taxation upon _saving has not been sufficiently stressed. It 
was demonstrated that the payment of taxes affects produc
tion largely through the changes in investment that result. 
Keynes and Dalton see in the payment of the debt service 
the direction of funds into conservative channels. Bailie 
James Walker and Joseph F. Duncan, representing Scottish 
banks, even went so far as to testify before the Colwyn Com
mittee that the only effects of debt payment consist in the 
redirection of investment funds. It is true therefore that in 
so far as this redirection reduces production, the ability to 
save is thereby diminished. Whether or not production is 
actua~ly reduced or its trend lowered by the redirection of 
investment cannot be determined in any general way. 
Although the effects may be clear in any specific situation no 
generalization can be made.'· 

Besides the redirection of investment funds the tax collec
tion processes resulting from the payment of the debt may 
have other effects upon production. These may be psycho
logical. For instance, the payment of a debt usually 
improves the credit of the government. This improvement 
in credit is likely to spread beyond its original source, giving 
rise to increased general business confidence. It is possible 
that anything that increases the credit of the government is 
likely to be a source ~f optimism that will spread to some 
extent. If the payment of the debt is too rapid, however, 
taxes may have to be so high that the good effects of the debt 
payment will be completely offset by the bad effects of the 

"Some witnesses before the Colwyn Committee believed that no 
capital is destroyed by the processes of repayment and the effects depend 
entirely upon the mode of expending the taxes levied. Bowley in par
ticu1ar was of this opinion. See COlwylf Relorl, Milmtel of Evidence, 
pp. 317 and 272. 
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taxes. 60 It is thus apparent that the debt payment process 
affects production through the changes it causes in investment 
and in business confidence. In these two ways it affects the 
ability to save. 

VIII. THE EFFECTS OF THE DEBT SERVICE UPON THE 

DESIRE TO SAVE 

(a) The Theory that a Certain Level of Taxes Reduces 
the Desire to Save 

Turning now to the effects upon the desire to save, two 
facts stand out. The solution of the problem involves the 
theory of interest and this in its turn is based upon many of 
the assumptions supporting the theory of value. The writer 
believes that no theory of value, as well as no theory of 
interest, is entirely satisfactory. Especially is this true of 
neo-classical value theory, which although it is subject to 
much criticism when treated as an entity, still passes muster 
to a considerable degree as the basic theory underlying the 
incidence and effects of taxation. To go further than the 
writers cited above into the problems of the effects of taxa
tion on saving, a reexamination of interest and value theory 
relating to this problem must be undertaken. In the preced
ing discussion the problem has been reduced mainly to the 
effects of taxation upon the desire to save. Some writers 
think the desire to save is greatly reduced; others that it is 
not much diminished, depending upon the height of taxation. 
The solution of the problem requires a more detailed analysis 
of how the various writers arrived, through value and inter
est theory, at their respective beliefs. 

Among those who believe that taxation reduces the desire 
to save, probably Dalton gives the most definite exposition. 
He asserts definitely that taxes on income reduce the desire 

60 See testimony of Sir A. Lowes Dickinson. Colwyn Report, Minutes 
of Evidence, p. 246. 
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to save. The degree to which this will occur depends upon 
the elasticity of the demand for income. Although it may 00 
that the demand of some persons is completely inelastic, as 
Lord Leverhulme believed, Dalton thinks that for most 
persons it is elastic.o1 In the testimony given before the 
Colwyn Committee, Hobson has taken a similar though less 
unqualified position. Taxation indirectly reduces saving be
cause the interest rate is decreased. He says, .. Let us take 
the case of interest. Supposing people are living upon interest 
derived from businesses which are engaged in free compe
tition, and where the conditions are such that profits are kept 
down to a minimum. Any attempt to tax that income will 
be an attempt to reduce the income that I shall receive from 
my saving and will on the whole prevent me from saving as 
much. I admit of course that the whole question of the 
incentive of saving is an elaborate one and there are people 
that hold that the fall in the rate of interest will not cause 
any interference with the quantity of saving. But I do not 
hold that view." 8. Keynes in his testimony was of the same 
opinion, and said that since the income tax falls upon funds 
which would accumulate at compound interest and in which 
no question of personal expenditure could enter, II it is especi
ally deterrent to saving." O. Reginald McKenna, a former 
British chancellor of the exchequer, took a more cautious 
position. He said, II Taxation to meet the interest on Na
tional Debt may, like taxation for any other purpose, dimin
ish the incentive to save and thus reduce the supply of cap
ital. . • • M It is obvious that if taxation is carried to 
extremes there may be no saving at all." 8D It appears that 

III Dalton, op. ~i'" pp. 42, 83, go. 
II Colwy. Repor', Mi"u'eI 01 Evidence, p. 124, PM'. 1569 • 

• 1 Ibid., p. 277. 
MIbid., p. 132. 

M Ibid., p. 143. 
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at the time of the Colwyn Report the theory that taxes re
duce savings was rather widespread in England, since the 
body of accountants mentioned above testified without quali
fication that taxation reduces the will to save. The British 
Trades Union Congress also took an extreme position on this 
point.66 

In America a number of economists and business men 
have the same views. For example, Professor Seligman, 
although he has never completely covered the problem in his 
writings, indicates at various points that taxation upon in
come has some effect in reducing the incentive to save. Thus 
he says that Walker contended that a fatal weakness of the 
property tax is its adverse effects upon saving. " This criti
cism seems to be questionable for the same objection would 
attach to any tax based upon income just as far as income 
exceeds expenditures." 61 

E. B. Tredwen of the London Chamber of Commerce, 
Hugh Bell and P. D. Leake all declared that taxation might 
reduce the rewards of effort to such an extent as to prevent 
them from doing business,68 and, as was shown above, H. G. 
Brown believed that taxation reduced the desire to save by 
decreasing the interest incentive.611 

It appears that those who believe that taxation reduces 
the desire to save also believe that saving is motivated by 
pecuniary incentives and that interest is determined by the 
point where marginal incentive balances the marginal cost of 
waiting. They also believe that income taxes hit the margin. 
Brown, Dalton and Pigou give a marginal analysis. It is 
difficult to conceive of any other explanation, if it is thought 
that saving may not be deterred by taxation up to a certain 

66 Ibid., p. 237. 

61 Seligman, Essays on TaKation, p. 59. 
68 Colwyn Report, Minutes of Evidence, pp. 337, 518, 604· 

GB Brown, op. cit., p. 184. 
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point. Theories of this sort are based upon three assump
tions, in the examination of which we will go some distance 
toward explaining the effects of taxation upon the desire to 
save -and also the nature of interest itself. If taxation re
duces the desire to save, questions of how much and in what 
ways are most important. The assumptions are (I) that 
the marginal saver determines the interest rate, (2) that 
taxes hit the marginal saver, and (3) that the law of supply 
operates in the manner postulated by classical writers. 

(b) The Assumption that the Marginal Saver is Affected 
by Taxation for the Debt Service 

The first two will be considered jointly. These assump
tions are founded on a theory of interest involving the con
cept of marginal cost. In the effort to prove the theory that 
taxation decreases the desire to save the latter concept is 
usually employed. The determination of price by marginal 
cost is by no means granted in the general theory of prices. 
In the accounting of businesses, costs are much more definite 
than the psychological costs suggested by marginalism. 

The influence of the marginal cost upon price arises fre
quently in attempts to solve taxation problems and particu
larly problems relating to the incidence of taxation: At the 
time of the Colw:yn Report the problem of the effects of in
come taxes upon prices was rediscussed. It was clearly 
shown that this problem depends upon general theories of 
prices for its solution. Members of the committee took 
Marshall's concept of the representative firm for that of 
marginal cost. This was a fatal error, since Marshall's 
modal concept was essentially devised, in the writer's opinion, 
to avoid the difficulties of the marginal concept. Robertson 
clearly disclosed the differences between these two ideas. 
Since the representative firm represents a great number of 
producen the income tax might readily fall upon them, thus 
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causing a rise in price. This rise would come about, as 
Hobson had stated in a memorandum to the. Colwyn Com
mittee, through the decrease of the supply factors in the equa
tion of exchange.'O Robertson believed that this would not 
be permanent inasmuch as business men would in the long 
run become accustomed to supplying goods at a lower profit 
and would therefore increase their output to the former. 
amounts, thus decreasing prices to their previous level.71 
Seligman, Stamp, Coates and others base their opinions that 
the tax will not be shifted on the theory that it does not touch 
the" marginal" producer. f2 At a later date this theory was 
defended from the attacks of Robertson by T. R. Snavely, 
who maintained that the representative firm was not shown to 
exist by the war studies of Taussig,which indicated no 
tendency of costs to cluster about a mode, and that the 
marginal concept should be retained, but in the form enunci
ated by Bullock. The latter he quotes as saying that " it is 
not the average cost or the cost to the representative firm but 
the marginal cost of production that is decisive in fixing the 
normal value of all commodities." ra 

It thus appears that the solution of. these problems, of 
which the effects of taxation upon savings is but one, in
volves a controversial theory of prices. It is unfortunate 
that the theoretical structure of taxation leans so heavily 
upon a foundation that some of the most advanced theorists 
consider weak. In regard to the problem at hand it is clear 
that since marginal cost may not determine prices in general 
it may not determine interest in particular and taxes levied 
indiscriminately upon income need not reduce savings simply 
because their indiscriminate levy reduces the income of the 
alleged marginal saver. 

70 Colwyn Report, Minutes of ErJidence, pp. 126-127. 

n Econof"ic lournal, Dec., 1927, pp. 579-581. 
T2Ibid., pp. 566-567. 
rs Quarte,.ly lou,.nal of Economics, Aug., 1927, pp. 641-668. 
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It must not be supposed, however, that marginal price has 
no contribution to make. The contribution of the marginal 
concept is the idea of sensitivity of output to price. This is 
plausible, because even such writers as Bullock would admit 
that the highest cost is not necessarily the marginal cost. 
Thus in most price situations some producers would be 
paying higher than marginal costs. Marginal costs are thus 
sensitive costs. Marginal savers would be sensitive savers, 
those who had the highest cost of those who were sensitive. 
The conception assumes a supply curve of saving with varia
tions according to cost up to the highest sensitive cost, or 
marginal one. 

If the marginal concept were valid in price theory, a further 
difficulty inheres in the location in. the mental field of the 
marginal costs of waiting. This would be so difficult as to 
make it virtually impossible to tell whether a given tax had 
hit it or not. In the face of this obstacle much of the dis
cussion based on the supposition that the margin is touched is 
of little value. 

(c) The Role of the Law of Supply 
The third assumption mentioned above was that the law 

of supply operates in the traditional manner. The analysis 
of this assumption is pertinent since, although a marginal 
theory of interest may not be acceptable, it can still be main
tained that there is some distinct relationship between the 
quantity of funds saved and the interest paid. If the 
amount of saving does not depend upon the rate of interest 
or the reward, then it cannot be claimed that taxation has 
bad effects. The problem of the effect of taxation on the 
desire to save is essentially that of the validity of the law 
of supply. 

The belief in the direct variation of supply and reward 
goes back to classical economics and suffers from its attach-
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ment to certain more fundamental beliefs which are open to 
question. One of these is that incentive or reward operates 
in determining the amount of saving offered in the market. 
Another is that, granted the primary influence of incentive, 
its influen~e is such as always to produce direct variation 
of supply and reward. Subsidiary to the first point is still 
another, viz., that saving is rationalistic behavior. 

That rationalistic behavior based on incentive would sub
scribe to the law of supply is by no means obvious to men 
who have studied this problem in a broad way. Andrew 
Carnegie, for example, believed that inheritance taxation 
would increase saving, for " . . . to the class whose ambi
tion is to leave great fortunes and be talked about after death, 
it will be even more attraCtive and indeed a somewhat nobler 
ambition to have enormous sums paid over to the state from 
their fortunes." 74 Andrew W. Mellon is, however, of just 
the opposite opinion. f5 

Gonner and Cassel, who, using a psychological analysis, 
have perhaps given this whole subject its most thorough ex
amination, come to a relatively neutral position in regard to 
the operation of the law of supply. They start from a 
reexamination of the motives that promote saving. 

Cassel in his' analysis finds two major classes of motives, 
( I) those involved in saving for future needs, (2) those for 
mere accumulation.T6 Gonner recognized two similar classes 
but describes them as saving (I) not to be worse off, and (2) 
to be better off.7T The first one of these he subdivides into 

T~ Caomegie, Problems of the Day, p. 5; D. H. Macgregor has a similar 
opinion. He says, "The progression of Death Duties may intensify the 
motives to save in order to meet them"; see Colwyn Report, Minutes of 
Evidence, p. 424. 

15 Mellon, Taxation: the People's Business, p. IIO. 

ro Cassel, Nature and Necessity of Interest, p. 145. 

fT Gonner, Interest and Saving, chap. i. 
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(a) saving to provide for contingent loss of income and (b) 
saving for maintenance of present income at some future 
date. 

Both Cassel and Gonner maintain that the functioning of 
these motives varies with income and age. Cassel believes 
that the first motive is more characteristic of saving by the 
middle class. Thus he states that it is unreasonable to expect 
that the middle class will save for more than the maintenance 
of their existing income or the education of the young. 
Taxation upon them, however, will tend to increase their 
saving. In their case taxes cut into the standard of living 
that can be maintained in the future, and increased saving 
will occur to prevent this cutting from being excessive. On 
the other hand the large capitalist whose living standard is 
not likely to be tapped by taxes will make no efforts to reduce 
his consumption in compensation for the taxes. Thus 
Cassel believes that the effect of taxes upon saving varies 
according to the degree to which people save for set amounts, 
such as saving for retirement or accidental loss of income. 
With people who save for these purposes taxation may 
actually increase the amount of saving. For those who save 
due to the second motive, taxation reduces saving except in 
so far as a fixed future standard is visuali2;ed. 

Gonner's conclusions are especially significant, since they 
are similar in many ways to Cassel's. Gonner also believes 
that saving as a result of the first motive is little affected by 
reduced interest. So long as a given standard of life is 
desired, lower interest may stimulate saving. Thus he says, 
.. Minor differences have little or no effect, it is only when 
the difference is such as to involve a change from one grade 
of life to another that the nature of the provision required 
in the case of these emergencies undergoes an important 
change." " He believes that lower interest may actually 

"Ibid. Po 10. 
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increase saving where the motive is to be better off. II Here 
indeed the general principle would seem to be that a rise in 
income would be followed by a fall in 'desire and a fall in 
income by an augmentation in the extent to which saving 
is stimulated, since fresh increments of enjoyment diminish 
in their utility as the area of desire already satisfied en
larges." T

9 He qualifies this, however, by saying that if the 
desire is to attain a higher rank in society or if the complete 
satisfaction anticipated, as in the case of saving for retire
ment, cannot be realized, the effects may be the opposite. 
Thus both Cassel and Gonner think saving is affected by re
duced interest only by conscious appreciation of the way this 
reduction impedes the realization of certain fixed standards 
or income aims. They both clearly demonstrate that saving 
is governed by no one motive, varies with age, time and 
place and may be increased as well as decreased by smaller 
interest. Cassel says that the rate of interest " has had no 
very considerable effect on the actual accumulation of capital. 
In a broad sense it may be said that capital is just as will
ingly supplied at three per cent as at six." 80 He visualizes 
no considerable fall in the interest rate in the future and 
would not regard such a fall as a serious obstacle to the ac
cumulation of capital if it did occur, so long as the minimum 
of two to three per cent was provided. 

Gonner believes that the determination to save is growing 
on account of the greater uncertainty and decreased " san
guinity " about the future. In most cases a II make weight" 
of interest is necessary where saving takes place for greater 
luxury. Thus although in some cases there is a cost of wait
ing he concludes that, II Whether such differences are in 
particular instances sufficient to counteract the gradual dis
count of distance depends on the case in question and is a 

Ttl Ibid., p. II. 

80 Cassel, Nature and Necessity of Interest, p. I5S. 
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matter of detail." 11 Also," Interest.; does not stand 
in uniform relation to saving as an act .. It is neither an 
invariable nor a constant motive." 81 He believes that a 
great amount of interest may be unnecessary. One idea 
especially coloring his theory is that .. future wants . . . are 
more fixed in given figures than that of the present." sa 

This strengthens the tendency to save more as interest falls. 
No one rate of interest is necessary to elicit a given supply 
of saving and interest is considered as by no means the only 
incentive for saving. In determining the exact way a reduc
tion of interest will affect saving the most important pro
cedure is to determine what shares of distribution are affected 
by it. However, Gonner as well as Cassel is convinced that 
a minimum rate of interest is necessary. 

These opinions, as was indicated above, are in sharp con
trast to those of Alfred Marshall, who states that human 
nature being what it is .. we are justified in speaking of the 
interest on capital as a reward for the sacrifice involved in 
the waiting for the enjoyment of material resources because 
few people would save without reward; just as we speak of 
wages as the reward for labour because few people would 
work hard without reward." I. Notwithstanding the auth
ority of Marshall, no end of writers who criticize the psycho
logical approach to the interest problem could be quoted 
against him. Those men who, like Gonner and Cassel, 
have given interest special study and who treat it with mini
mum bias and maximum eclecticism take a neutral stand. 
The difficulties encountered by the" psychological school .. in 
winning a place in economic theory have been so great as to 
discount theories based on such psychology. II 

It Gonner, 01. cit., p. 48 • 
• 'Ibid .. P. 55. ·-Ibid., p. 74-
M Marshall, Prirlciplu of EtorKI"'ics, p. 232. 
II See Brown, G .... Capital Valuation and the 'Psychological' School," 
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Some economists. have expressed the conclusions of the 
preceding pages more precisely in terms of the elasticity of 
the demand for income. Dalton, Robertson and Robbins 
prefer this form of expression. It is more accurate since, 
as Robbins points out, the question is not one of the amount 
of utility of the income and effort but of an elastic ratio of 
income to effort. Thus Pigou says that" Since income is 
taken away from tax-payers the marginal utility of money 
to them is raised but the marginal utility of work to them is 
unchanged. Hence unless they are somewhat impeded they 
will increase the amount of work done." 86 Robbins rightly 
demonstrates through unit and integral demand curves that 
the truth of Pigou's carelessly phrased statement depends 
upon the presence of an elasticity of the demand for income 
which is less than one. 

However, not only is it doubtful that saving incentives 
operate in such a way as to validate the law of supply, but 
these incentives may not be nearly so significant as certain 
other influences. D. H. Robertson believes that the varia
tion of supply with income frequently does not take place 
through incentive at all, " but along the route of an alteration 
in the magnitude of the sources from which the factor in 
question is supplied." 8T Thus a rise in interest rates would 
increase saving not because of a greater reward for it but 
because of a greater amount of income with which to save. 
He says that" The real objection to heavy taxation is less 
that it diminishes the inducements to save than that it 
entrenches upon the sources of saving." Incentive is for 

American Economic Review, Sept., 1929; Davenport, lL J., .. Interest 
Theory and Theories," American Economic Review,I927, p. 636; writ
ings of D. H. Robertson, A. C. Pigou, F. H. Knight and others. 

88 Pigou, Public Finonce, pp. 83-84, cited by Robbins in Economica, 
June, 1930 • 

. 87 Robertson, .. Economic Incentive," Economica, October, 1921. 
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Robertson a minor influence, the sources of saving being 
most important. The supply of labor, for example, in
creases not because of the increased incentive of higher 
wages but because of their effects upon death, marriage, and 
fertility rates. He is, however, inclined to believe in the 
operation of the law of supply, with qualifications. 

(d) Monetary and Institutional Factors Affecting the De
sire to Save 

This raises the question of the rationality of saving, in the 
classical sense of motivation by pecuniary incentives. In 
the first place the volume of saving depends upon the 
shares of income possessed by the saver and this is in part 
affected by monetary changes. Compulsory saving through 
changes in the supply of money and credit that occur in the 
boom periods of business cycles is sometimes postulated. 
These effects are at best obscure but there can be little doubt 
of their great significance. One of the arguments most 
commonly used against inflation is its destructive effect upon 
saving habits. Thus the volume of saving may be deter
mined by changes in distribution and some economists 
attribute great importance to such influences.88 

Not only is the saver at the mercy of the monetary system 
and its effects upon distribution, but the operation of his in
centives is further obscured by the system of corporate 
organization. W. I. King found that business enterprises 
were normally responsible for about forty per cent of the 
entire savings of the country. Apropos of the above point 
he estimated that their savings increased during prosperity 
and decreased during depression.8

• The increased dictation 

81 See Robertson, D. H .. Brmking Policy and the Price Lewl and 
Bickerdike, C. F .... Saving and tile Monetary System," Economic Journal, 
Sept., 1925, p. 366. 

liKing, W. I., "The Net Volume of Saving in the United States," 
Journal o/the America .. Statistical Asm., December, 1923, p. 470. 
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of saving by business enterprises and corporations in Eng
land was noted by Sir Josiah Stamp. Speaking of the opera
tion of individual motives in saving he says that they" oper
ate over a diminishing part of the field; they are also str.onger 
over a short period and of diminishing effect over a long 
period of time. In other words, communal saving via com
pany reserves not subject to the individual volition for saving 
against spending and via the repayment of debt through 
funds derived from taxation and via large capital efforts 
(housing, etc.) partly financed through taxation is an in
creasing proportion of the totaL" 90 It is therefore apparent 
that saving as behavior is becoming more impersonal and 
institutional. The operation of incentive in the traditional 
way is less evident. It would be very difficult to prove that 
lower interest necessarily causes a decline in the amount of 
saving done by business enterprises. In the United States 
a comparative analysis of the interest rates and the amount 
of capital accumulation shows an upward trend of the latter, 
while interest rates fluctuate widely without any movement 
that may be considered a trend. They have been since the 
beginning of the twentieth century, which was a period of 
phenomenal saving, on a much lower level than at many 
other periods of our history. Although this is not condu
sive, it does show that no substantiation of the classical law 
of supply can be found in such statistics as are available.'l 

It thus appears that saving has become to a great extent 
institutional and habitual. Marshall has given especial em
phasis to this fact in spite of his final conclusions. Thus he 
says, "The accumulation of wealth is governed by a great 
variety of causes; by custom, by habits of self control and 
realizing the future, and above all by the power of family 

90 Stamp, II Inheritance as an Economic Factor," Economic lounuJl, 
Sept., 1926, p. 373. 

111 Edie, L. D., Economics, pp. 276-285. 
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affection." II This may be inconsistent with his final con
clusion that interest is the reward for saving and has to be 
paid in the great majority of cases. Liberal interpretation 
in view of the above quotation might enable one to classify 
him with Cassel in the belief that ·some minimum interest 
must be paid. 

(e) The Significance of the Saver's Income Class 
To the extent that saving is habitual, rationalistic reward

seeking behavior does not operate. Saving must vary then 
according to the income class of the saver and according to 
certain special attitudes he may have about saving and par
ticular forms of investment. In regard to income classes 
and their saving habits a great deal has been written. The 
consensus of opinion expressed by those testifying before the 
Colwyn Committee was that the rich and middle classes had 
better saving habits than the poor and saved a greater pro
portion of their income. Thus Dalton says that a heavily 
graduated tax will cut into the earnings of the people who 
do the most saving and this will occur to an extent greater 
than the amount of the graduation.o8 D. H. Macgregor 
concurred in this opinion.e• Lord Hunsdon said, 

The intention and effect of disproportionate taxation of the 
rich is to provide the poorer classes with means for greater 
expenditure with the result that the expenditure of the country 
increases and savings diminish; for it is the rich who in pro
portion to their incomes are the saving class and the poor who 
are the spending class." 

Pigou has similar opinions. He says that "as between 
persons of unequal incomes, since there can be no question 

la Marshall, PriflCipltl 01 Economics, p. 236• 
'1 Dalton, Principles 01 Public FinafIC/, pp. 88-90. 
N ColflJYfl RlPorl, Minutes 01 EvidlflCI, par. 5746 • 
• 1 ColflJYfl Retort, Minultl 01 Evidence, p. 148. 
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that the rich save more, not merely absolutely but propor
tionately also than the poor people, to exempt savings from 
income tax and do nothing else would involve a distribu
tional evil of giving a substantial bounty to the rich." 98 The 
conclusions of the Colwyn Committee were that the income 
tax has greater adverse effects on saving at the top of the 
income scale than at the middle ranges. They felt that the 
tax might very definitely decrease the savings of the 
wealthy. 87 Seligman in the United States holds similar 
views. He thinks that if the payment of a debt results in 
increasing the holdings of the lesser income classes, these may 
invest a smaller proportion of their income and capital accu
mulation will therefore be reduced. If, however, large cor
porations hold a large part of the debt, an increase in the 
amounts ,i plowed back;' into business may result.98 

Rightly or not there is scarcely anyone who believes that the 
saving habits of the poor are better than those of the rich. 
If this can be accepted, taxation bearing more heavily upon 
the rich is likely to reduce the supply of saving.58 

(f) The Influence of Certain Attitudes Toward Saving and 
tlte Standard of Living 

Not only do the habits of saving vary according to the 
income classes of the savers, but they vary with certain atti
tudes held in regard to saving. One of these attitudes may 

96 Pigou, Public Finance, p. 139. 

87 Col'lll}'n Report, p. 136. 

98 See Seligman, Studies in Public Finance. 

98 According to H. G. Brown the desire to save varies with its marginal 
cost, and thus graduated taxes up to a certain point do not reduce the 
desire to save. He says, .. Yet all things considered, it seems a not un
reasonable conclusion that a graduated tax on incomes from capital prob
ably tends to discourage saving less than would a proportional tax levied 
at a high enough rate to yield an equal total revenue." Economic Effects 
of Taxation, p. 19B. 
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be described as regard for the principal. Where a saver is 
interested in keeping a certain amount of principal intact or 
in accumulating a certain principal he is very little affected 
by the reward or interest he gets from it. The writer has 
known men who like to feel that they have a certain amount 
of money invested, and the ability to realize so much if needs 
arise looms much larger in their estimation than thoughts of 
the income derived from it. This fact was clearly brought 
out in the testimony before the Colwyn Committee. Thus 
Cannan pointed out that the payment of the debt was more 
conducive to saving than the payment of interest because in 
the case of interest it is less likely to be saved, since it is 
looked upon not as .. capital" but as income.1OO Pigou 
makes the same point. He says that if ten people pay one 
hundred pounds in order to pay one thousand pounds to a 
debt holder, the latter would not be likely to regard it as 
income and thus would tend to save it. 101 At a later point 
in the report Cannan expresses himself as follows: 

But against taxation for repayment of National Debt the objec
tion that high taxation reduces saving has no validity at all. 
The boot is on the other leg. Not a penny paid to the holders 
of the debt in redemption of the debt or the purchase of stock 
for cancellation will be regarded by them as anything but a 
part of their capital I"equiring reinvestment, while those taxed 
are sure to reduce their consumption to some extent so that the 
amount saved on balance must be greater unless the cost and 
inconvenience of collecting the extra taxation is greater than 
the reduction of consumption on the part of the tax-payers, 
which is not likely to be the case if the amount collected is kept 
within limits!" 

Thus it is seen that where there is a desire to maintain a 

101 Colufyrt RrlDrl. Mi, .. urs 0/ ErNlntcr. p. 99-
101 Ibid .. p. sz. 
In IbU/ .. p. 60. 
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cert~in principal, reduced interest may have little effect. In 
the case of debt payment the regard for the principal insures 
the reinvestment of retired funds. This may make the re
payment of debt conducive to saving. 

But regard for the principal may be a part of the tendency 
to save for the fixed income aims mentioned by Gonner. 
Throughout the testimony of the Colwyn Committee there 
are indications of this point. Pigou, for example, says that 
.. If there is a high tax and a man has less income, that tends 
to make him work harder, but on the other hand he knows 
that each unit of effort he makes gives him a less amount of 
money and those two things have to be balanced and unless 
you know the facts, which we do not know, you cannot bal
ance them in that particular case."l.OO In its final conclusions 
the Colwyn Committee pointed out that men continue to save 
in spite of taxes because they want to accumulate given 
amounts. It was shown by insurance statistics that people 
in the middle ranges of income invest chiefly for the purpose 
of security. An income tax placed upon them would thus 
110t decrease the incentive to save. It may be, however, that 
there is an essential difference between the " regard for the 
principal" and saving such as the above. 

Closely related to the attitudes about principal and amounts 
to be saved are the attitudes about the standard of living. 
Layton believed that the desire to increase the standard of 
living caused a reduction in saving. It is possible that in 
England, where a great struggle to get back to pre-war living 
conditions has been carried on, taxation may not reduce con
sumption. In the long run, however, the desire to improve 
the standard of living is usually accompanied by an increased 
desire to save. Thus the effect of the tax system upon esti
mates of and motives related to the standard of living will 
determine to a considerable extent the effects of taxation. 

1081bid., p. so. 
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Gonner touched upon this point when he described the way 
aspirations to change one's income class alter the effects of 
reduced interest upon saving. 

(g) The Anticipation of Taxes 
Still another psychological factor in the situation is the 

degree to which taxation is anticipated. Especial credit for 
bringing out this point is probably due to Pigou,tM although 
others have expressed the same idea. ]. B. Pease, for 
example, in his testimony before the Colwyn Committee 
stated that the anticipation of future taxes reduced the incen
tive to save!otI Dalton also points out that inheritance taxes 
may have less effect upon saving than income taxes in that 
the anticipation of an immediate tax upon income will more 
heavily reduce saving than the remote possibility of an in
heritance tax. 1M Effects of taxation upon saving will thus 
vary according to the degree to which they are anticipated 
and according to the changes taxes effect in the mental atti
tude with regard to anticipation. 

It is also true that taxpayers have certain attitudes about 
the amount of the taxes paid. Pigou gave much weight to 
the effect of high taxes upon attitude~ about saving. Thus 
he intimates that after taxes reach a certain amount they 
('nter into the taxpayer's estimates of the proportion of in
come to effort and thus affect saving. In the discussion of 
his point that income taxes are a differential against saving 
he admitted that most people do not realize the way it is 
operating and therefore do not act much upon it. He be
lieved that English taxes in 1926 were so high, however, as 
to be appreciated and that their anticipation reduced saving. 
The fact that a part of these taxes went for the internal re-

S" See Pigou, Polilicol &_, of w..,., P·79-

s" Co""'" CDftIfIIitu" MiMtel of EvidnIc" p. 317. 

10. Daltoo, 01. cit .. p. 91• 
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tirement of the debt he did not think altered matters.1OT 
Balancing the influences tending both to increase and de
crease saving, he thought that taxes were high enough to 
make the latter influences the strongest. D. H. Macgregor's 
opinions were very similar. He stated that a "high rate" 
of taxation diminishes the will to save. Taxes of certain 
amounts therefore might have no effect because the taxpayer 
becomes accustomed to them or does not appreciate them.los 

Hartley Withers apparently has much the same opinion 
when he says that if we " . . . penalize the Rentier too 
severely we shall discourage his future creation; the present 
race of earners, if they see that those who are living on past 
savings are shorn too close, will be deterred from saving. 

" 109 

It is also apparent that where little or no effort is involved 
in earning an income the attitude of the taxpayer toward 
the payment of taxes upon it is different from that where the 
tax is upon " earned" income. The former taxes, owing to 
the different attitude toward the income from which they 
are taken, may have little effect upon the amount saved. It 
is partly for this reason that taxes on unearned income have 
grown in popUlarity. 

IX. SUMMARY 

These opinions are quite significant in that they tend to 
round out the picture of the influence of incentive. With 
their addition the role of incentive can be more readily co
ordinated with that of habit and institution. 

Some very definite conclusions may then be stated with 
regard to the effects upon saving. In the first place, the 

107 Colwyn Report, p. 436. 
108 Colwyn Report, Minutes of Evidence, pa,rs. 5759-5768. 
108 Withers, H., War-time Financial Problems, p. 2140 
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effects of taxation for debt retirement are by no means gen
eral in their determination and depend very definitely upon 
specific conditions. The determination of the effects in any 
given case cannot be readily derived from a set of general 
principles. This does not mean, however, that in the solu
tion of any particular problem attention can be confined to 
matters very immediately related to it. Social, political and 
psychological as well as economic aspects must be consid
ered. In other words, although generalization should be 
avoided, synthesis is quite desirable. Furthermore these 
problems are much broader than problems of the effects of 
particular taxes. Yet some writers on public finance see the 
effects of debt retirement largely as the effects of given 
taxes.uo Such an approach is objectionable since it usually 
implies the application of a given set of tax theories to the 
problem and this impedes the social synthesis so much to be 
desired. This is especially true where the tax theories are 
based upon orthodox and psychological theories of value. 
The journey taken at the present time by those who wish to 
determine the effects of taxation is first to theories of inci
dence based on orthodox value and thence to theories of 
effects similarly grounded. It is the writer's belief that since 
the investigators do not start in the right direction they can 
hardly arrive at the true destination. 

The effects of taxation for any purpose depend upon habits 
and institutions as well as reasoned incentive. Where the 
approach is through a supposedly universal value theory the 
former are either neglected or inadequately treated. This 
seems so likely to be the result of the value-theory approach 
that one is tempted to warn against it. Since habits and 
institutions are most important they should be treated most 
extensively. Two channels that their treatment may take 
have been indicated in the foregoing analysis: (J) through 

110 See Matsushita, ot. cit .. p. ISS. 
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the effects of taxes upon the habitual and institutional sources 
of savings; (2) through their effects upon specific institu
tions and attitudes and the reciprocal effect of these upon 
attitudes in regard to saving. Thus in the first case one 
should concentrate upon the tax effects relating to institutions 
that supply savings, viz., the sources of saving. In this 
chapter the sources have been discussed under the title of the 
ability to save. The second case relates to effects of the tax 
upon the motives that influence savings and to the institu
tions which affect these motives. It relates to the attitudes 
about saving, which are to a large extent determined by social 
conditions. Among these are the regard for the principal, 
attitudes about the standard of living in its relation to saving, 
and attitudes about saving for fixed amounts. Knowledge 
of the effects of taxation upon saving depends therefore in 
large measure upon a thorough study of the attitudes and in
stitutions affecting saving behavior . 

. The influence of in~entive must not, however, be over
looked. It has been clearly shown that the older value 
theory based upon the assumptions of incentive, rationalistic 
behavior, and the concept of the margin is very weak. It is 
unsafe to build the structure of tax effects upon such a foun
datiori. But it cannot be said that there is no reason and 
incentive connected with the saving process. It must be 
agreed with Cassel and Gonner that some minimum incen
tive in the form of interest is required. To some extent the 
supply of saving is sensitive to the factor of monetary re
ward. Attention should be concentrated upon the causes 
of this sensitivity, of which a minimum degree cannot be 
questioned. Pigou, Macgregor, Stamp and others tried to 
explain this sensitivity on the ground of the amount of taxes 
and interest. This harmonizes with the belief of Cassel that 
the supply of saving will be decreased if the interest rate 
falls far enough, but that there is a wide margin of insensi-
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tivity. At a later point it will be shown how the crossing 
of this margin can be detected. Before this happens, other 
things being eq~al, taxes will have no deleterious effects. 

To sum up, the determination of the effects of taxation 
upon saving in a specific situation requires a synthetic analy
sis of the way institutions, habits and attitudes related to 
saving are affected by taxation and the degree to which taxes 
make the saver sensitive to a loss of the interest incentive. 
It cannot be definitely shown that taxation will decrease the 
amount of saving and there is considerable plausibility in the 
belief that i,t will increase it. Certainly so long as taxation 
does not unduly reduce the efficiency of production, leaves the 
habits and institutions affecting saving unchanged, and is 
insufficient to discourage' those who are motivated by the 
variations in the rate of interest, there is every reason to 
suppose that it will not decrease but increase saving. Par
ticularly is this likely when the use of the proceeds is for debt 
retirement, since these proceeds are not devoted to expendi
ture but are usually replaced in the form of capital. Where 
a debt is originated for unproductive reasons, such as war, 
the repayment of it, so long as it stimulates saving,.is likely 
to replace savings squandered in the course of the war. This 
presents an usual spectacle of a country through voluntary 
organized effort replacing the void in its capital equipment. 
It is interesting to note that a theory similar to this was 
advanced by Bastable in 1892.111 . 

iU He says, .. So far as loans are derived from capital their repayment 
by taxes levied out of revenue is a restoration of the wealth previously 
abstracted from the work of production to its earlier and more economic 
use-The redemption of debt is thus. mode of ira:reasing the amount of 
national capital, unless on the hardly possible assumption that the whole 
amount of taxation raised for the purpose is drawn from capital or in the 
case of a foreign loan." Public Finaflu, 1892 ed., p. 613. 



CHAPTER X 

THEORY OF DEBT BURDENS 

THE preceding treatment of the history and theory of debt 
retirement was undertaken mainly for the purpose of eluci
dating the nature of· deb.t burdens. It is only when a clear 
picture of such burdens is visualized that a satisfactory 
theory of retirement can be constructed. A little thought 
reveals the fact that all past theories of retirement depend 
upon conceptions of burden which for the most part have 
been too narrow in their scope. This narrowness has been 
shown by the undue emphasis put upon some one of the 
variety of elements in debt burden mentioned in the fore
going chapters. The construction of burden theory requires 
some summary of these miscellaneous elements at this point. 

I. THE CATEGORIES OF DEBT BURDENS 

The elements fall into nine categories. The first may be 
termed transfer burdens, the burdens of collecting sufficient 
taxes to pay the debt service. Some would give this form 
of burden an important place. Thus Mrs. Barbara Wootten 
believes that, " . . . if the deb.t is burdensome the burden 
must consist either in the friction involved in collecting funds 
by taxation to meet the debt service or in the fact that when 
the interest is paid off the funds are less advantageously used 
by the debt~holder than they would have. been by the tax 
payer." 1 On the other hand there are those who ignore this 
form of burden altogether, and they generally believe that a 
very large proportion of war expenses can be met by taxa
tion.1 Most writers, however, are willing to concede this 

1 Colwyn Repoyt, Minutes of Evidence, p. 65. 
2 Withers, H., Way-time Financial Problems, p. 53. 
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type of burden a fairly important place. Three ideas are 
usually associated with this conception: (I) that the pay
ments reduce the amounts that can be spent on social ser
vices; (2) that collection of the debt service is expensive; 
(3) that the process of collection causes industrial friction. 
It is reasonable to suppose. that in so far as high taxatioq 
for debt payment reduces the power of the state to spend 
money for social services it does so through the fact that 
there is a limit to the ability of a state to raise taxes and not 
because of an expenditure of real income in debt payment. 
Thus one witness before the Colwyn Committee expressed 
the point as follows: If The immediate obstacle to increased 
social expenditures is the difficulty in raising the necessary 
taxes." • The two other aspects of transfer burdens are self 
evident. Suffice it to say that in the last analysis transfer 
burdens consist mainly in the scarcity of liquid assets re
sulting from the debt-payment process. There are also in
volved the technical limitations of the tax system itself, how
ever. I f income taxes rates, for example, are too high, the tax 
administration breaks down. As pointed out in Chapter V, 
debts originate out of these difficulties of liquidity and may 
even be said to consist fundamentally of the increased ex
change media developed to meet these needs. Debts might 
be cancelled by an increase in purchasing medium and this 
would be the most rapid for~ of removal. They should 
not be removed in this way for reasons obvious to the reader. 
The important fact is, however, that any debt service by 
increasing the amount of taxation increases the problem of 
getting liquid assets, the very problem which probably gives 
rise to the debt in the beginning. After a war, since nations 
are sometimes not disposed to a further increase of their 
exchange medium, the problem may not be met in this way . 

• Colwya Rtlot'l. Min"'t. of EWitfICt, p. 359- Evidence of A. M. 
Samuel 
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In meeting it through restricted social expenditures concrete 
burdens result. 

Another category of burden mentioned by various econo
mists is burden from undesirable redirection of industry due 
to taxation for the debt service. Since the various forms 
of these burdens have been adequately discussed elsewhere 4 

and are closely related to those in the last-mentioned cate
gory, they need not be further discussed here. 

A third category, which was seen to be closely related to 
the foregoing, is the burden of false government economy 
arising1rom the large size of the debt service. In regard to 
the first category it should be pointed out that there are other 
factors causing the reduction of desirable social expenditures 
than the mere difficulty of raising taxes in the face of a large 
debt service. Concentration of attention on the absolute 
amounts of the service increases the demand for govern
mental retrenchments to an extent greater than would be 
dictated by the difficulty of raising funds. Economy be
comes a popular national policy and is followed blindly in 
some cases for the sake of political advantages. 

The fourth category and the one most considered by writ
ers on this subject is that of savings burdens. In Chapter 
IX it was pointed out that the effects of the debt service upon 
savings must be given primary importance in determining 
policies of debt retirement. A good many of the men cited 
on this point assume that saving may be retarded by very high 
taxation. A review of the theories of value underlying such 
an assumption did not indicate the level at which deleterious 
effects would begin; it did, however, show the way in which 
such effects would come about.D In view of the multiplicity 
of influences the latter information is more important. Such 

4 See Chapter IX. 
I See the opinions of Brown, Pigon, Withers, Law and Dalton, cited 

in Chapter IX, pp. 245-247. 
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burdens, which according to Pigou are among the most im
portant of those relating to internal debts, do not arise with 
the moderate taxation .for debt retirement that is usually 
levied. On the contrary there is some basis for belief in 
Bastable's theory of the effects of debt retirement. 

The fifth category is that of psychological burdens. 
They consist of psychological depression resulting from fall
ing prices or other changes due to the payment of the debt 
service and the pain of the effort and saving necessary to pay 
the debt. They are 10 a considerable degree a result of 
distributional changes and proportions of income to debt 
payments. Professor Seligman has found that subjective 
war burdens may be shifted to the future. 

A sixth category comprises the distributional burdenS. 
This form of burden consists largely in the tendency toward 
inequality of wealth assumed to result from the payment of 
the debt service. It is thought to come about through a 
failure of taxation upon debt holders, who are the wealthier 
classes, to equal the interest paid to them. Pigou, who has 
made the most of this point, says that" . . . large subscrib
ers [to loans] have good reason to hope that the interest on 
their holdings will exceed the contribution in taxes which 
they will have to make to provide this interest; for experience 
has never yet revealed a tax system graduated for increasing 
incomes anything like as steeply as loans are likely to be 
graduated, at all events when the loan required is large.'" 
Dalton and many others are of the same opinion.' . 

It has been pointed out that these burdens come about 
largely through price changes and are by no means as simple 
as has been assumed. Their exact character (as was shown 
in Chapter VIII) depends upon (a) monetary changes be
fore and after the war and (b) the effects of the repayment 

• Pigau, Political Economy of Wa,., p. ". 
, Dalton, Principlu of Public FilUJnce, p. 192· 
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process, as well as (c) the distribution of the debt among 
income groups. The most important fact to remember, 
however, is the influence of monetary changes. 

Pigou and others have linked these distributional changes 
to changes in saving and production. It was seen that in 
so far as the wealthy are more apt to save, a distribution 
favorable to them might result in increased savings. Thus 
Pigou saw a conflict between saving and distribution objec
tives in debt payment. So much emphasis has been placed 
upon these distribution changes that many persons have as
sumed them to be the only real burdens of internal debt. 
Closely associated with the idea that after the war the burden 
which was originally concentrated on the bond holders, who 
are identified with the wealthy, is spread over other people, 
or in other words that the inequality of wealth is increased, 
is the idea that the burden is spread over time. This refers 
to the original lump payment of the loan and the subsequent 
repayment in small portions. 

A seventh category is burdens arising from monetary and 
interest changes.. The general fall in prices has long been 
cited as an important source of burden. In Chapter V it 
was pointed out that the debt may become more burdensome 
owing to a fall in prices, but only under those circum
stances where the fall is due to a contraction of purchasing 
media. To understand burdens of this nature requires a 
survey of the conditions surrounding the origination of the 
debt. They are in large measure distributional burdens 
viewed from the monetary angle. They may have produc
tion aspects in so far as falling prices affect business enter
prise adversely. Where the form or' the debt affects the 

. banks the unfortunate results mentioned in Chapter VI may 
be considered as burdens. The payment of the debt may' 
also affect particular prices and interest rates. These effects 
may prove burdensome to certain types of business 
enterprise. 
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An eighth concept of burden consists of burden arising 
frolll the unwise expenditure of debt proceeds. Since the 
days of Bastable, the idea that taxation is necessarily an evil 
has been discarded and attention has been shifted to the 
nature of public expenditures. Thus in the field of public 
credit debts have come to be judged in the light of their pro
ductivity. Most debts can now be imagined to have a pro
ductive character, if ever so remote, but burden is sensed 
where the produd is too far away or too small. 

A final category might be termed burdens arising from 
uncertainty. Large debts have been declared" burdensome" 
because they make difficult and uncertain the raising of large 
amounts for future contingencies such as wars, catastrophes, 
and large social expenditures. The variation of the actual 
burden with the price level was cited by R. G. Glendayas an 
example of uncertainty that should not affect public credit. 
Where also the size of a public debt is such that the debt 
!'ervice can be collected only with the greatest difficulty, defic
its may be incurred with any new need. The mere possibil
ity of such an occurrence decreases public credit and consti
tutes a kind of burden. Uncertainty arises also when the 
debt is largely unfunded and conversions are. constantly 
imminent. 

It is thus seen that the various aspects of debt burden fall 
roughly into these nine categories: (I) transfer burdens, 
(2) burdens from industrial change, (3) savings burdens, 
(4) psychological burdens, (5) burdens from the nature 
of public expenditures, (6) distributional burdens, (7) 
monetary burdens, (8) burdens from unwise government 
economy, (9) burdens from uncertainty. According as 
one or the other has been emphasized the customary debt 
classifications have been devised. Thus that of external and 
internal debts refers to the first three; that of funded and 
unfunded to the ninth; that of productive and unproductive 
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to the fif.th; that of forced and voluntary to the fourth; and 
that of subjective and objective also to the fourth. 

In the preceding pages the nature and causes of these bur~ 
dens were discussed mainly in regard to specific conditions. 
It cannot too often be repeated that any rational plan of debt 
retirement depends upon such analysis. It is also true that 
certain general aspects of debt burden arise from this study 
and, though it is not proposed to set up here anyone theory 
of burden, there are certain notions common to all forms that 
should be treated. The exposition of these notions is indis
pensable to the formation of ,any general plan of debt retire
ment and to a complete understanding of the nature and 
causes of any specific form of burden. 

II. FOUR GENERAL CONCE)PTIONS BASIC TO. THE THEORY OF 

DEBT BURDENS 

The first notion is that there is a distinct difference between 
the burden of debt and the burden of war. Although this 
distinction has been recognized by many economists in their 
treatment of the various burden categories mentioned above, 
they show a constant confusion between the more funda
mental war and debt categories. Misunderstanding of the 
distinctions between the latter seems to the writer an impor
tant source of general confusion in thinking about debt bur
dens. This confusion has no respect for ability and knowl
edge. It arises especially when economists analyse subjective 
burdens. The following quotation from Professor Hunter 
illustrates the ease with which one becomes confused. He 
says: " It is very probable that a tax may stimulate produc
tion but its burden is felt none the less in (the) increased use 
of energy which the payment of the tax has called forth." 8 

Thus the subjective effort accompanying the production stim
ulated by the payment of the debt is considered a debt burden. 

8 Hunter, P"blic Financr, p. 130. 
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At a later point it will be. shown that a certain part of it, 
perhaps all of it, should be classified as a war burden. 
Knowledge that the burden arises after the war and that it 
is not similar to the subjective burdens of war that are 
shifted has led Professor Hunter to classify it with the debt 
burdens. Had he not been dealing with subjective burdens, 
and had he accepted a different conception of debt burdens, he 
would not have made this mistake. As the nature of debt 
burdens is developed in the chapter the cause of this confu
sion between war and debt burdens will be clarified. 

The confusion also inheres in the well-known belief that 
cnly the subjective war burdens may be shifted to the future. 
The Colwyn Committee, in summarizing the nature of 
war burdens, says: II The War, except in so far as the money 
was raised abroad, had clearly to· be paid for immediately 
and the burden on the community as a whole could not be 
thrown on future generations."· When one knows in addi
tion that capital and bodily efficiency have been impaired by 
the war, the subjective or objective effort of improving these 
conditions must be implicitly regarded as debt burdens. . The 
difference between such people and Professor Hunter is that 
the latter is more consistent and thorough in his thought on 
this poinL He is not content to leave it merely to impli
cation. If one recognizes as R. H. Brand does 10 that some 
objective war burdens may be shifted to the future, and at 
the same time, however, omits any discussion of such sub
jective burdens as are mentioned by Hunter, he shows a 
fundamental confusion between war and debt burdens. He 
does not know what to do with the subjective burdens of the 
post-war increase in production. 

This confusion, however, does not show itself solely in 
the treatment of subjective burdens. It appears also in the 

• Colwyts Rtlllrl. p. a'T. 
10 Brand, R. H .• War alld NGtiofIGl Fintmct. pp. 94-105. 
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contrast of burdens arising from production a,rid distribution. 
If as some writers assume the burdens of debt are wholly dis
tributional in character, then the burden of any increase in 
saving that results from the methods of taxation employed 
for the debt service must be either omitted from considera
tion or attributed to the war. But still more important, the 
lack of clarity as to the difference between war and debt 
burdens leads to the confused conceptions of relative distri
bution burdens and absolute production burdens. To such 
people the burden of the war is the loss of a given quantity 
of raw materials, capital, and man power; the debt burden 
is the increase of the wealth of the rich not absolutely but 
relatively to the poorer classes. The depressive effect of the 
debt service upon saving is considered to bea reduction in 
the" amount" of saving. This amount of saving is left 
unrelated to any other economic factor. If the differences 
between war and debt burdens were properly understood, 
production burdens would not be considered so totally differ
ent in character from the distribution burdens. The simi
larity between these two forms will be somewhat clarified as 
we proceed. 

A second fundamental notion is that of the existence of 
both individual and national burdens and the distinction be
tween them must be kept clearly in, mind. These types trans
cend the production and distribution burdens, although at 
first glance they seem not to do so owing to the influence of 
distribution upon production. In fact some people estimate 
this influence so highly as to believe all national burdens are 
caused by changes in distribution.11 A failure to recognize 
the existence of national burdens arising from internal debt 
leads to many omissions. For example,we saw above that 

11 See opinions of A. L. Dickinson, Colwyn. Report, Minutes of 
Evidence, pp. 246-247; Pigou in his final conclusions virtually reaches 
this point. 
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the treatment of the effects of debts on social expendi
tures by the state, when undertaken with the assumption that 
there are not national burdens, leads one to ignore the savings 
and transfer categories which are really among the most 
important national burdens. It causes an excessive regard 
for distribution at the expense of production considerations. 

Third, it may be said that all burdens are reduced in the 
final analysis to two: real and psychological burdens. But 
the psychological burdens, although they may be most funda
mental, should not be given much place in the theory of debt 
burdens because of our inability to deal with them concretely. 
Attention should therefore be concentrated upon physical 
changes. The debt and war burdens relate to less raw mater
ials, less machines and less men. More particularly they 
relate to proportions of physical things and the changes in 
them. Thus a burden is not a given amount of physical 
things but the proportion of some of them to others and the 
changes in these proportions over time. 

The fourth important notion then is that burdens are rela
tive. This fact has been recognized for a long time. For 
instance, Leroy-Beaulieu saw that the burden of debt is re
duced by the development of national wealth.lI This point 
was echoed in Bastable, who also included several dynamic 
considerations in his estimation of debt burdens.1

• In more 
modern works, such as that of Shirras, one finds this point 
thoroughly realized, with the result that many dynamic ele
ments are taken into account.u II) spite of this fact, how
ner, it is not clearly understood that debt burdens are rela
tive. If it were, the very process of estimation would not 
be taken so seriously. The confusion of war with debt 
burdens would be less, and debt burdens would be viewed 

II Leroy-Beaulieu, Troill th III scimcr ths /intlftCrs, vol. ii, pp. 446-447. 

11 Bastable, PtWlic FiMAcr, p. 554. 1st edition. 

sa Shims, P.."/ic F ifuntcr, p. 411. 
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rather as changing proportions of economic factors--not as 
deductions of absolute amounts of wealth. To estimate a 
burden in money assumes that it is a certain amount. Such 
estimates have been made of the burden of the World War; 
they have also been made of public debts arising from the 
war. Some of the weaknesses of the use of price indices as 
deflators in these estimates were pointed out elsewhere.15 In 
both types of estimates dynamics have been considered. Yet 
the belief that burden varies with altered proportions does 
not clearly indicate to these men that it relates to the propor
tions and not to any absolute sum of money. 

If burdens concern the relations of economic factors they 
must arise when the proportion of some factor decreases so as 
to cause an inferior combination. This conception resembles 
that of the Law of Proportionality. Thus, if war de
creases the supply of capi.tal the inferior proportion of capital 
to man power is a burden. It ~ay be objected that there is 
little value in such a conception owing to the obscurity of the 
"most desirable proporltions." These exist as between a 
great number of factors and cannot be readily isolated. But 
the problem of their determination is probably not nearly 
so difficult as it seems. Some of the most simple and funda
mental proportions may be recognized at once. The broad
est and most fundamental of these exist between capital, 
labor, natural resources, and industrial technique. With 
little study the excessive loss of capital can usually be rec
ognized. In regard to some particular forms of capital 
such as railway rolling stock an inefficient proportion can also 
be detected. Yet another objection is that burden may re
sult not from a disproportionate but from a general loss of 
factors. Thus men as well as capital may be lost. A geneml 
loss of factors is seldom even approximated, however. But 
granting this approximation, time must be admitted as an 

15 See Chapter V. 



THEORY OF DEBT BURDEN 

element in production if not as a causal factor, and such a 
situation constitutes a disproportion of production to time. 
Progress is set back a number of years. Therefore it is safe 
to say that the burden of war arises usually from the alter
ation in the existing factors of and elements in production 
and that it consists in this alteration. This one statement' 
therefore takes account of both time and proportions. It 
should enable us to make our conception of burdens homog
eneous and to coordinate the progress in theory up to this 
point. 

Such a theory places the emphasis upon .. desirable rela
tions " and therefore requires a. more thorough analysis of 
these in their connections with debts than has yet been given 
them. It cannot be said that merely because one factor of 
production is increasing it has a desirable proportion to the 
other economic factors. Thus, apropos of past progress in 
debt theory, it is not enough to say that the debt service must 
not check the accumulation of capital. Also it cannot be 
assumed that the debt service by increasing the inequality 
of wealth is necessarily at fault. However, it is clear that 
the analysis of these relations presents many difficulties and 
that they are constantly changing. If it were necessary to 
determine specifically what they are we could not hope to 
get very far. But only a general notion of them seems to 
be needed and this we are trying to formulate. 

Several W!'iters on public debts have thrown considerable 
light upon the nature of desirable relations of savings to 
ether factors. Bastable, as was stated in Chapter IX, be
lieved that the debt service stimulates savings and accumu
lates an a.mount of capital roughly equaling that destroyed 
during the war.u Henri Adam, who may have been in
fluenced by Bastable, takes this possible tendency as a cri
terion of satisfactory debt retirement. He says, .. La trati-

J' See Chapter IX, p. m. 
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que parl' Etat de I' amortissement est la perception progressive 
d'une somme egale aux capitaux empruntees. Cette percep
tion n' est possible que dans la mesure 011, la richesse nationale 
permet de surlever l'impot. L'amortissement offre donc ce 
caractere de ne pouvoir etre pratique qu'li un moment ou it 
,,'est pas immediatement necessaire." 11 A satisfactory re
tirement, according to Adam, would be one replacing the lost 
war capital. This is an absolute criterion, a fact which is an 
immediate presumption against it. Also the exact amounts 
of capital lost during a war and created by debt retirement 
are so much affected by a variety of monetary influences that 
their estimation is extremely difficult. As a useful pratique 
it affords little promise. 

In the way of dynamic criteria there is little help. Many 
wm-iters state that the debt service should not retard the 
accumulation of capital. Cucheval-Clarigny, whom Adam 
quotes, has this point of view. He says, U Il y a commeil 
arrive toujours en politique une question de mesure. Une 
Nation ale devoir de ne pas rejeter sur l'avenir les charges 
qui incombent au present; toutefois Ie but serait depasse 
et l'avenir lui-meme compromis si des charges trop lourdes et 
trop multipliees avaient pour consequence de paralyser l'acti
vite nationale et de tarir les sources de la richesse publique." 18 

A number of other economists have taken this same position. 
Among them are Seligman, Pigou and Hartley Withers.19 
Still others, such as Stamp and Fred Hall, have proposed to 
estimate the amount of savings needed and to use this as a 
criterion of retirement.2o Many others believe that taxation 

n Adam, Henri, L' Amortissement de la -dette publique, p. 83. 

:J.8 Cucheval-Clarigny, Essai SUI' l'amortissement, 1886, p. 153. Quot~ 
from Adam. 

111 Seligman, Essays in Taxation; p. 744; Pigou, Political Economy of 
War,p. 79; Withers, War-time Financial Problems, p. 75· 

20 Stamp, Wealth and Taxable Capacity, pp. 134-135. 
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should not take more than savings and the criterion thus 
cited is a vague one of accumulating savings. Where 
there is an attempt to estimate the amounts needed, as with 
Stamp, pre-war consumption and production and half of pre
war savings are assumed.. A group of accountants appe3iI'
ing before the Colwyn Committee attempted to determine 
the amount of saving that should be allowed and in doing so 
c:stimated the needs due to g·rowing population, capital de
preciation, new undertakings, and improved living stand
ards.1l In their treatment they came the nearest of anyone to 
presenting practical criteria. However, the majority of the 
Committee thought it still too impractical. Theysaidthat 
they were ". . . forced to the conclusion that there is no 
formula by which one may determine the -rate at which debt 
payment should proceed." U The Committee were unsatis
fied as to the relations the accountants set up and could 
see no prospect of success in this direction. All that these 
people have accomplished is to emphasize the existence of a 
trend of savings which if retarded by debt taxation indicates 
the presence of burden. But the criterion of trend has 
many possibilities. It has already been applied to the field of 
public credit in a concrete way.28 Its potentialities are, how
ever, more theoretical than practical. When it is combined 
with the work of Adam and Bastable greater insight is 
gained. 

In both the trend-of-saving and the replacement-of-war
capital criteria there is an assumption of normality. It is 
also assumed that normality is good. Burden results from 
unfortunate dynamics. In war the trend which indicates the 
proportion of capital growth is altered. A reversion occurs 
to a former level. This is to a large extent the burden of 

11 See ColWYN Reporl, Minutes of Evidence. p. 243. 

II Col~'fI Repor'. P.339. 
21 See Paul Studenski. PublicBo"owilig. 



292 THE RETIREMENT OF NATIONAL DEBTS 

war. The concept of trend has contributed the idea of the 
altered proportion of the rate of growth; that of amount, the 
idea of reversion to the previous level of growth. The first 
is similar to reduced interest, the second to reduced principal. 
Of these the second has only specious reality. The real 
change is IOn the proportions of the rates of change. Thus 
the idea of an absolute loss of capital would indicate a 
reduced absolute amount of capital but in the last analysis it 
is th~ reduced rate of accumulation that has any reality as 
a burden. 

When one applies this reasoning to debt burdens rather 
than to war burdens, what conception results? Since war 
burden arises due to alterations of the normal, which is in
terpreted as good proportions between rates of change, con
sistency would require a similar form for debt burdens. But 
there is a distinction between the debt and war burdens 
originating in the history and conditions that are considered 
"normal. If, for instance, the theory suggested by Bastable 
be granted, then an accelerated growth of capital would be 
normal while the debt service was being paid. Thus debt 
burden would arise not when taxation merely checked the 
rate of capital accumulation, but when it retarded the accel
era.ted capital accumulation that normally should accompany 
the debt service. To illustrate this point let us return to the 
criticism of Professor Hunter's remarks made above. If 
Professor Hunter had accepted this theory of debt burden 
he would not be interested in subjective costs and he would 
also not regard the replacement of war capital as a burden. 
On the contrary the absence of the accelera.ted growth would 
be a burden. Likewise, those recognizing debt burdens 
through the decreased accumulation of capital would be stiII 
more exacting in estimating burdens of this sort. They 
would not make the mistake of considering production bur
dens absolute and distribution burdens relative. Moreover, 
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a case may be made for the increasing inequality of wealth 
after the war not being a burden, or for greater inequality 
being perpetuated by the payment of the debL H . The one 
most important thing that may be said about any form of 
burden is that not only does its incidence depend upon value 
but the value praces!, gives birth to the very concept of burden 
itself. 

At this point it may be well to return for a moment to the 
nine burden categories mentioned earlier in the chapter and 
show how the preceding discussion relates to them. The 
rate of capital accumulation may not be accelerated because 
the payment of the debt service causes a scarcity of liquid 
funds, production may be diverted into less profitable chan
nels, optimism and the application of human effort reduced. 
unwise government expenditures or undue restriction of de
sirable expenditures made, uncertainty arise and altered sav
ings habits occur. This gives rise to national debt burdens. 
Individual burdens may arise from all of these changes as 
well as from an increase in the inequality of the distribution 
of wealth through monetary or other causes. 

III. CEB.TAIN CUJUlENT BELIEFS REVIEWED IN THE LIGHT OF 

THE THEORY OF DEBT BURDENS 

Viewed from this angle a number of current beliefs take 
on a different meaning. First let us consider the contrasting 
classifications of productive and unproductive debts. This 
old distinction is related of course to the use of the proceeds 
of loans. The preceding c:liscussion should show the reader 
that the confusion between war and debt burdens may be 
much increased by the use of these tenns in their old mean
ings. The term unproductive debt assumes that burden has 
resulted from the use of the funds. Concentration on these 
burdens and the confused linking of the term debt with the 

It See CIapta' VIII. 
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burdens of expenditure is likely to lead to unsound reason
ing, It would therefore be better to use these terms to 
designate debt rather than expenditure burdens. Those 
~ebts,. therefore, whose service proves burdensome in the 
sense used in the above paragraphs might be called unpro
ductive. 

The burden theory just developed should lead one to ques
tion some current notions about the differences between ex
ternal and internal debts. External debts have usually been 
asssumed more burdensome than internal debts. This greater 
burden does not arise from the loss of capital, a most 
common belief. Many writers make this mistake. For 
example, Dalton says of external debts, "During any given 
period the direct money burden is measured by the sum of 
money payments . . • to external creditors, while the direct 
real burden is measured by the loss of economic welfare, 
which these money payments involve, to members of the 
debtor community." 1I6 The burden really arises as with 
internal debts, from the effects upon saving, transfer diffi
culties and changes in the distribution of wealth. If a na
tionwere incapable of accelerating its saving processes there 
would be a debt burden. There is, however, a distinct differ
ence in that the difficulties of transfer are greater. A check 
on the accumulation of capital is more likely to arise from 
this source. Another difference arises out of the fact that 
the burden is more perceptible in the case of eXJternal debts. 
By this, however, it is not meant that capital can be seen leav
inglhe country, but that if saving cannot ,be increased enough 
to pay the debt, i.e. if debt burdens develop, they immediately 
become obvious through defaulting. This is well illustrated 
by the reparations difficulties. 

These burden conceptions also affect the meaning of debt 
payment. From a national standpoint it is not easy to 

25 Dalton, Principles of Public Finance, p. I8g. 
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understand what payment means. As stated at an earlier 
point, the public debt is really a monetary instrument. It 
has long been associated with money. It might almost be 
termed a form of credit money. It is a process of exchange: 
Like most other money processes it involves a matching of 
goods and credits. It is unhealthy when this is not properly 
accomplished. A public debt is similar to private debt in that 
it is not really paid un1es$ through a supply of goods. For 
example, the objections to rapidly rising prices are framed 
in the terms that the creditor does not receive in goods· the 
values that he loaned. According to this reasoning no 
national debt is really paid unless in the paying process the 
loss of the capital occasioned through the debt is replaced. 
Any economic obstruction to this end may be termed a debt 
burden. From this angle debt burdens become monetary 
deficiencies. They are weaknesses in the exchange medium. 
This point has been approached by all those who oppose tax
ation for the debt service in excess of annual savings, and 
consider such taxation capital confiscation. They do not 
usually relate it to the nature of debt burdens, to which it is 
so closely allied. A. M. Samuel, a prominent English manu
facturer, has given the clearest expression to this notion 
about debt payment. He makes a very desirable distinction 
between cancellation and debt payment. The latter occurs 
only when debt payments are made out of savings. He seems 
to recognize the close relation between debt payments and the 
monetary system, since he points out that if payments are 
made through the transfer of capital, deflation will result. 
Although this is good reasoning, it has certain defects. In
flation rather than deflation may actually be the cause of the 
.. cancellation." In fact, falling prices, at any rate, are 
likely to result from the payment of debt in his sense. In 
so far as the payment process leaves the saving processes un
accelerated, cancellation may result. Payment therefore 
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takes place only when the rate of capital growth is acceler
ated, and it is only in such a way that the health of the 
monetary system is restored. Otherwise there is no "pay
ment" and capital is I, confiscated." 

As was shown in Chapter VIII, the way in which in
dividuals may be repaid depends upon the way the debt 
criginated as well as the effects of the debt service on the 
volume of savings. Thus the original conditions surround
ing a loan become of great importance from the standpoint 
of individual burdens. The reader may wonder why this is 
true from the individual point of view and not from that of 
the nation. A little thought shows that the nation always 
meets a war burden through capital and savings. Individuals 
in loaning to the government may not entirely do so. From 
the standpoint of the distribution of wealth the incidence of 
borrowing is of great importance; for some purposes it is 
just as important as the incidence of taxation. With the 
advent of large war debts some study of this matter becomes 
of importance. At first glance it seems to differ in its 
causation from the incidence of taxation, having come about 
through general rather than specific price changes. Since 
general price changes are made up of a variety of changesr 

the intricacy of this incidence may be as great as that 
of other forms of incidence. Its study is indispensable to 
any thorough treatment of the inequality of wealth after a 
long period of war. In addition it suggests that in some of 
the discussions of taxes versus loans a few important con~ 
siderations have been omitted. 

It was hoped at the beginning of this study that some light 
might be -thrown on the problem of Choice between taxes 
and loans in public finance. The problem is essentially one 
of the nature and incidence of burdens. It is the writer's 
belief that the previous analysis throws some light on the 
argunlents that have been raised on both sides of the ques-
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tion of loans versus taxes. On the whole, loans come out 
with an improved standing. This conclusion is arrived at 
through the examination of some of the arguments raised 
against the use of loans. 

One common argument against war loans is that taxes 
would increase savings to a greater extent during the war.2. 
It is generally admitted that even in countries that make a 
great effort to increase savings during a war a great in
crease is not possible. Perhaps Great Britain and the United 
States have been as successful in this respect as might have 
been expected. Against these difficulties one may set the 
fact that a moderate replacement policy may actually stimu
late the accumulation of capital by an increased rate of sav
ings after the war. The argument against loans, that they 
do not increase savings during war, therefore is somewhat 
weakened by our conception of debt burdens. 

Another argument against loans is that the burden of the 
war is increased by the payment of the interest. If this 
fallacious point has not been sufficiently shattered, the fore
going chapters should do it. There can be no burden apart 
from the production, transfer and distribution burdens 
already treated. A point closely related to this is that a 
large debt requires the payment of excessive interest, thus 
increasing the burden. Since the credit of the government 
in such countries as Great Britain and the United States has 
up to the present time been essentially that of the nation and· 
this in turn has varied with economic conditions, it can be 
argued that a large debt will not increase the interest paid 
unless taxation seriously burdens the nation. Where the 
debt is well funded, and taxes are not too high because of 
the large size of the debt, its size would not be a burden. 

18 For exposition of these arguments, see Seligman, Essoys ill Toxatioll. 
pp. 736-747; Withen, W/W-'""' FifIQltCial Problems, p. 55; Studenski, 
PUblie Borrowiflg, chap. T. 
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I f in such a case interest rates remained high it would prob
ably be .due to the scarcity of capital caused by the war. 
, A fourth argument against loans is the increasing burden 
of falling prices. The fact that falling prices due to the 
usual l{mg-run causes, i. e. increased goods, will not cause 
an increase in the debt burden considerably weakens this 
point. Another argument is the one that a large debt de
creases the ability of the government to provide for in
creased social services. This depends upon the size of the 
debt and the difficulties of transferring funds~ To most 
persons who have thought about this point it ceases to be the 
bugbear it was once considered. Still another argument is 
the improvement of the tax system by greater war use of 
taxes. Against this possible advantage must be set the stim
ulus to saving by the debt service after the war. It does show 
that loans have one great disadvantage in the defects they 
cause in the distribution of wealth. Loans, however, appear 
to have many compensating advantages on the production 
side. To sum up, one finds that the stimulus to savings 
arising out of the debt service qualifies most of the arguments 
against loans. 

IV. SUMMARY 

In our treatment of the theory of debt burdens we have 
found that they consist largely in the failure of capital ac
cumulation to be .stimulated and in unfortunate changes in 
the distribution of wealth. We have seen that the monetary 
influences upon public debts are much greater than is usually 
supposed. It also appears that the subject of burdens in
'Volves value in the conception as well as in the solution of 
its problems. The problem of debt retirement is very clearly 
one of eliminating debt burdens rather than of cancelling 
nominal claims. Burden theory is absolutely essential to it~ 
Theoretically it must be regarded as the inverse of borrow-
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ing, if burdens are homogeneous. H. C. Adams in his 
famous work centers attention upon rapidity as the chief 
problem in retirement. The reduction of burdens really re
quires emphasis on proportions, but Adams has focused it 
on absolute amounts. A proper theory of 1"etirement would 
deal with dynamics and the factors of change. Instead of 
!lCrutinizing debts so closely, the public financier should 
examine the effects of institutions for saving, production and 
tax systems. 



CHAPTER XI 

RELATION OF THE THEORY OF DEBT BURDEN TO THE 

THEORY OF DEBT RETIREMENT 

IN the preceding chapter the nature of debt burdens was 
discussed in the light of contemporary theories of the re
lationships of taxation, prices and saving. In this chapter 
an attempt will be made to relate the treatment of burdens 
to the problems and practices of debt retirement. Among 
the more important forms that debt burdens may take are, as 
we have demonstrated, transfer burdens, the undesirable 
redirection of investments, distribution burdens, monetary 
burdens, and the burdens of reduced saving. In debt retire
ment practice what account shoul.d be taken of these varieties 
of burden? 

1. RETIREMENT PRACTICE AND THE CATEGORIES OF BURDEN 

In the case of burdens arising from the transfer of tht' 
debt service the post-war discussion has added very little 
to our knowledge. Three conclusions seem to follow from 
this discussion. In the first place, since this burden consists 
to a large extent of the costs of collection and administration 

• of the taxes raised to pay for the interest and retirement of 
the debt, these costs should be reduced to the lowest possible 
point without sacrificing efficiency. This is of course an ad
ministrative problem and can be best solved in the time and 
place where it arises. In the second place, as was pointed 
out in Chapter IX, the limitation which the debt puts upon 
social services depends largely upon the extent to which the 
taxes necessary to pay the debt by their size reduce the ability 
of the taxpayer to shoulder the additional burdens of the 

300 
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social services. This is usually a transfer problem, since the 
payment of debt does not necessarily reduce the total income 
of a country. In 1:egard to this obstruction to the provision 
of social services, it seems that regardless of the size of 
debts there must be some minimum for each country below 
which it would not be desirable to reduce social expenses, and 
which should be maintained even if to do this the inflation of 
money is required. The burden of internal debt should 
never be accepted as an adequate excuse for the curtailment 
of desirable social expenditures. In the third place, since 
another important aspect of the burden of transferring the 
debt service is the economic friction caused by high taxes, 
these taxes should be adapted to business conditions as well 
as possible. It is desirable that new techniques be developed 
for the empirical treatment of the problems raised by the 
deductive analysis of the effects of taxation. 

The question of undesirable redirection of industry, which 
is a point closely related to the preceding one, also requires 
more study before any definite conclusions can be reached. 
Keynes believes that the tendency of debt payment is to in
crease gilt-edged investments. This is by no means certain, 
nor is it certain that debt payment increases investment in 
large companies with a wide reputation. By the question
naire method such problems could be investigated and the 
truth or falsity of these assertions demonstrated. So many 
factors are involved that almost the only place where they 
are isolated is in the minds of those dealing directly with 
them-hence the desirability of investigation. 

The tendency of debt payment to affect the distribution of 
wealth was discussed in Chapter VIII, where it was decided 
that to a large extent the effects of taxation for retirement 
upon distribution were determined by the relation of debt 
retirement to saving and to prices. It must not be assumed 
that debt retirement will necessarily increase the inequality 
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of wealth or that during the period in which it is 'proceeding 
especially progressive taxes are required, or that in practice 
there is necessarily any conflict between the saving and dis
tribution objectives of debt retirement. Of most importance 
are the conditions.under which the debt originated. If bank 
credit has been used as a basis for the purchase of govern
ment bonds and there has been an increase in the rate of 
saving after a war, it is possible that the debt service per
petuaJtes an inequality of wealth created at the time the debt 
originated. Of most importance .is the fact that even should 
the debt be retired in the ordinary way through the use of a 
sinking fund, and if repayment takes place in some measure 
through an actual increase in savings, there would not be 
any reduction in the inequality of wealth originally set up 
by the debt. 

For debt retirement policy, therefore, these conclusions 
seem warranted. First, a thorough investigation of the 
monetary and banking conditions surrounding the origina
tion of the debt should be made. Second, if these conditions 
show that the debt has caused considerable inequality, it 
might be desirable to levy heavier taxes upon the original 
debt holders. Taxes designed to discriminate against those 
who have unduly profited. from inflation have already been 
evolved in Germany. If saving accompanies retirement, 
the inequality will be perpetuated through the reissuance of 
credit by the banks on the basis of the new capital. If repay
ment takes place without increased saving but increased local 
debt allows borrowing for this purpose, then the inequality 
will be perpetuated in the form of the banks' loans directly 
to localities, through their purchase of local bonds or through 
loans to individuals who have in their turn purchased local 
bonds. If the increase of bank credit is retarded and the 
increase in capital accumulation either continues at the same 
rate or is accelerated, then prices will fall, and if through 
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the increased profits of this accumulating capital the bond 
holder is able to complete the purchase of his bonds, the 
banks benefit from the increased purchasing power of their 
profits. The location of the gains in case of such an increase 
in saving is very difficult. About all that may be said is 
that these gains may go to the agencies or persons who in
flated the exchange medium and that probably banks would 
get a disproportionate increase in income as a result of the 
accumulaltion of capital. In view of this possibility the large 
profits of banks during and immediately after a war might 
properly submit to heavy special taxes. A third conclusion 
that follows from this discussion is that the mere mainten
ance of the debt does not greatly affect the inequality of 
wealth and that retirement policy need not include much 
attention to this question. Far more attention should be 
paid to the conditions surrounding the origination of the 
debt. An additional reason for raising a large proportion 
of the war expenses by taxes is the prevention of the tend
encies toward inequality of wealth that arise from paying for 
a war loan with inflated currency. 

It may further be concluded that direct and progressive 
taxation during the period of debt payment tends to reduce 
any unfortunate tendencies which have been set up by th~ 
debt, and it might be suggested that direct taxes be emphasized 
after a war as well as the use of taxes to secure funds during 
a war. It has been suggested that to the extent that taxes 
fall upon the wealthy saving is discouraged.1 There is 
certainly no proof of this except the fact that the rich, hav
ing larger incomes, are able to save more than the poor.' 

1 See Chapter IX. 
I When this theory is applied to debt retirement policy it results in th~ 

linking of retirement to wages. Thus F. ]. Blakemore, a witness be
fore the Colwyn Committee, suggested that each· worker be taxed. an 
hour', wage a week to pay the debt. The result, he thought, would.be 
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When taxes return to bond holders in the form of capital 
and interest, there is a presumption against the theory that 
taxes for debt payment will reduce saving unless levied upon 
the poor. This whole question needs still further investiga
tion before any very definite conclusions can be drawn. 

The burdens of debt of a more general nature, arising 
from a fall in prices induced by debt, payment or otherwise 
caused, require that some attention be paid to the price level 
in the retirement of debt. 1£ it is clear that debt payment, 
by reducing the loans of a central bank or by reducing the 
credit base through the repayment of bank loans by in
dividual bond holders; causes deflation, then measures should 
be taken to prevent too rapid a repayment of the debt or to 
&timulate borrowing by other government agencies. Further
more, at no time should debt payment be carried out to such 
an extent as to affect adversely the efficiency of open market 
operations when they are desirable. 

External debts need not constitute a burden in the sense, 
sometimes attributed to them, of taking capital from the 
country. It is true that this is frequently the result of their 
repayment. On the other hand, if they were originally paid 
in actual goods, the debtor country was saved the depletion 
of capital at the time of the public expenditures, and the 
differences between the external and internal loans depend 
upon the time at which the depletion occurs and not upon the 
presence or absence of the depletion. In trying to deter
mine, therefore, how rapidly external as against internal 
debts should be repaid, the loss of capital need not be treated 
as though, it were a cause for special haste, but transfer 

a sinking fund of £78,000,000 a year. (Colwyn Report, Minutes of 
Evidence, p. 201.) ~he opposite point of view is well expressed by an
other witness who says, «Since we wish to raise additional sums for 
debt redemption from owners of :invested wealth we think that if there 
be no Capital Levy, this might well be done by increasing $uch differ
entiation." (Ibid., p. 415.) 
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difficulties and the ability to pay should be given chief con
sideration. External debts, except for the difficulties of 
transfer, need not be any more burdensome than internal 
debts. 

In the first chapter it was pointed out that the relations 
between saving, the price level and debt retirement had not 
been adequately determined. In the chapters that followed 
an attempt was made to show how these three factors enter 
into many of the problems related to the retirement of debt. 
The conclusion in regard to the general effects of retirement 
upon saving was that retirement should tend to accelerate 
saving. If this tendency is not present, what might be 
called a .. saving burden II is created. In view of this con
clusion the question arises as to how the effects of retire
ment upon saving should be related to retirement policy. 

II. FOUIl WAYS OF R.ELATING THE SPEED OF RETIR.EMENT TO 

THE VOLUME OF SAVING 

An examination of the thought of various economists on 
this point shows that this relation may be effected in any 
one of four ways: (I) retirement must not reduce the 
volume of saving, (2) retirement must be adjusted to the 
volume of saving, (3) retirement must be adjusted to the 
needs of saving, (4) retiremc:nt should promote saving. 

In England there were a few men who believed that retire
ment was progressing too rapidly in 1926. Among these 
was McKenna, who thought the incentive to save would be 
reduced by too heavy taxes" Conservatively minded people 
believed that the poor should be taxed more heavily than the 
rich in order that taxation for debt retirement might not 
reduce saving.· Many economists have advocated modera-

• ColUJYfl Repl1rl, p. 333-
• ColUJYfl Reptwl. MimI'tI 01 EWkMt, p. 148. See remarks of Lord 

Hunsdon. 
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tion in taxes so as not to discourage saving and some, as 
we have seen, have had regard specifically to debt retire
ment. Others have carried this belief further and have 
assumed that if debt retirement took a reasonable proportion 
of the volume of savings, saving would not be discouraged. 
H. C. Adams thought that debt . payment should have a 
proper relationship to the productive powers of the nation. 
He asked: "What reason can be urged for exhausting the 
energy that might go to the development of the nation's 
strength in reducing the burden? "G Lowes Dickinson be
lieves that annual debt payments should at no time exceed 
the annual increases of capital. 

Out of this idea comes an attempt to estimate the capital 
needs of the nation and to adjust the speed of retirement to 
it. Thus Professor Fred Hall in England speaks of a 
" sufficient sum of savings and the desirability of adjusting 
retirement to it." 8 The adjustment between debt retirement 
and the need for growing wealth was apparently in the mind 
of the Secretary of ;the Treasury of the United States when 
he advocated that" A balance should be maintained between 
debt reduction and tax reduction." T A group of accountants 
in England attempted to· estimate ;the capital needs of the 
country and ,included the growth of population, the replace
ment of capital, provisions for new undertakings, and an 
improved standard of living in their calculations. The Fed
eration of British Industries and A. M. Samuel presented 
similar views. Sir Josiah Stamp also has indicated how 
calculations may be made to estimate the general tax 
capacity. 8. 

Finally, debt retirement may be considered as a means of 

G Adams, Science of Finallce, p. 556. 
8 ColWYII Reporl, Millutes of Evidence, par. 4636. 
7 Anllual Report of the Secretary of the Treasury, 1926, p. 9. 

8 Stamp, Wealth and Taxable Capacity, pp. 134-137. 
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stimulating saving. Thus the Secretary of the Treasury in 
1924 went so far as to say that 

Tax collections for the purpose of debt retirement do not lessen 
a country's capital supply. The funds are put back ;nto pro
ductive channels, and moreover the annual interest rate is 
lessened by the additional retirements. There are limits, how
ever, to taxation even for debt-paying purposes. The disturbing 
influence of an excessive rate of redistribution through debt 
liquidation might more than· offset the advantages of debt 
reduction.' 

Although the strength of the public credit was stressed, the 
increase of capital through debt payment was virtually im
plied. The opinions of Bastable, Adam and Withers have 
already been cited. 10 It is apparent from the previous 
chapters that if the natural tendency of taxation for the pay
ment of debt is to stimulate saving, then the level of taxation 
Ehould never be so high or the character of it so burdensome 
as to prevent the acceleration tendencies. The point at 
which saving would be retarded by taxation w(;>uld be more 
easily determined than the capital needs of a changing econ
emic system. It is also much easier to determine the trend 
in savings and the rate of saving. In Chapter II, -attention 
was called to the fact that immediately after the war the 
trend of real saving was sharply accelerated and the void in 
the capital supply somewhat refilled. Debt payment may be 
a factor in this acceleration along with high interest rates. 
Debt retirement policy should be based upon an examination 
of the rate of post-war saving. If savings are not increasing 
at a more rapid pace than in the period before the debt was 
incurred, this may be presumptive evidence that the level of 
taxes is too high, unless some other completely satisfactory 

• AMual R,por. 01 ,,., Sec,.do,., 01 ,,., T,.efJStl,." J!)24, p. 22. 

II See Chapter IX. 
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explanation can be found. Such measures of saving as we 
have in the United States seem to show an acceleration of 
savings.ll Using these measures, not only has the same 
rate of saving as in the post-war period been resumed, but 
almost the same level of saving has been reached. This can 
be readily Seen by a glance at the diagram given on page 673 
of Recent Economic Changes. 

If saving is accelerated by debt retirement the price level 
will have a tendency to fall. This is the counterpart of the 
rise in the price level when the debt ·was incurred. A 
healthy condition of debt creation and payment would in
volve a loan of savings -and a payment of savings. The 
unproductive use of the debt proceeds would raise prices; 
the payment of the debt through the stimulation of saving 
would replace the original capital and -bring down the price 
level. The debt holder would tend to be paid in dollars 
equal in purchasing power to those he parted with, and if 
debt holders could be persuaded to retain their claims to the 
date of repayment, the most recent lenders should be repaid 
first, the earliest should be paid last. 

III. CIRCUMSTANCES IN WHICH DEBT PAYMENT INVOLVES 

CONFISCATION 

There is some truth in the belief that to pay the debt in 
anything but savings is confiscation if the original loans 
were made from savings. Confiscation in, debt retirement . 
has been much discussed and a variety of meanings have 
been used. W. W. Paine, testifying before the Colwyn 
Committee, thought that the term included four possible 
meanings: the psychological attitude of the tax payer, the 
size of the tax, taxation without assent and taxation without 
a quid pro quo. Of these various aspects the last is by far 
the most significant. 

11 Recent Ecotwmic Changes, vol. ii, p. 673. 
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Some people have preferred to express this latter aspect in 
terms of taking capital. If taxes come out of capital, debt 
is not really paid and the wealth of the lender is confiscated. 
For example, Sir George Stanhope-Pitt has said: " So long 
as debt repayment is within the savings of the nation, you 
are not taking capital. Immediately you exceed that figure 
you are depriving industry of its lifeblood." U A. M. Samuel 
had much the same belief. Any payment of debt out of 
capital is bad policy. Taxes used for this purpose which cut 
into capital are inadvisable. Debt payment should not pro
ceed so rapidly that actual capital is not substituted for the 
credit instruments retired.18 

Of these two men Samuel car·ried the id~ of confiscation 
farthest. He believed that a fall in prices was necessary as 
a result of the process of repayment and that this fall would 
come about through payment of. the debt out of savings. 
But he apparently subordinates the notion of debt payment as 
a stimulus to saving, because when he comes to set up a 
criterion for the speed of retirement, he merely suggests that 
debt payment should not proceed more rapidly than the 
volume of savings. His major belief is that debt payment 
should not go beyond the annual increment of income into 
what he terms II capital." 14 As a natural consequence of 
his belief that some forms of debt payment would involve 
confiscation, he makes a distinction between debt payment 
and debt cancellation. Payment is discharged through 
transfer of savings. Had Samuel gone further to consider 
debt payment as a stimulus to saving, the connections between 
price, confiscation and saving would have been completed. 

It follows from all this that the capital levy or any other 
too heavy tax represents the extreme of confiscation. This 

II ColWl'ff ReF', Minutu of Evidence, p. 260. 
11 Ibid .. p. 87. 
It Ibid., p. 74-
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comes about from the possible discouragement to saving 
and the absence of the stimulus to saving over a period of 
years which would apparently result from the gradual repay
ment of debt. This fact has been recognized, but not com
pletely related to the various factors involved. In one sense 
it may be said that the capital levy would increase the burden 
of debt since no stimulus to saving would have resulted from 

. the debt's existence. 

IV. QUESTIONS ASSOCIATED WITH THE SAVINGS ASPECTS OF 

DEBT PAYMENTS 

In the light of these conclusions certain answers may now 
be given to a number of questions closely associated with the 
savings aspects of debt payment. One of these refers to the 
old theories of debt retirement held by Dr. Price. Ross 
believes that the chief mistake of Price was that he con
sidered sinking funds to be productive. Are sinking funds 
productive? This question involves an additional one: what 
is meant by " productive"? Without attempting to answer 
the latter, it can be said that sinking funds are not passive 
economic mechanisms when they involve a system of heavy 
national taxation. To the extent that they do stimulate the 
amount of saving they are productive, if the term refers to 
the increase of wealth. 

Another related question is whether debts should or should 
not always be accompanied by the means of their extinction. 
H. C. Adams believed that all debts should be accompanied 
by such means.u This statement has come to mean that 
every debt should be accompanied by proper taxation and 
retirement mechanism. It might be argued from the above 
discussion that national debts should not only be accompanied 
by the means of extinction but also by the me;ns of repay
ment, i.e. such devices as would stimulate the accumulation 
of capital. 

:15 Adams, Pllblic Debts, p. 268. 
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" Another question that may be partly answered by these 
savings considerations is whether debts should be perpetual 
or not. Regardless of the other factors that may enter into 
this question, it is true that ~o the extent that debts are 
perpetual and that taxes are not raised for their retirement, 
there is no stimulation to saving and the debt becomes 
burdensome in the sense that this stimulation is lacking. 

A fourth question is, what account should be taken of. 
taxable capacity in the retirement of internal debts? There 
seems to be too great a confusion as to whether internal debts 
are or are not burdensome. Internal debts may be con
sidered burdensome, as we have seen, but this burden arises 
largely from the proportion of the funds transferred 
and from the effects upon saving. Taxable capacity for 
internal debts can only be determined by the measurement 
of the volume of savings, the determination of what pro
portion of that volume is being ·annually transferred from 
tax payer to debt holder, and the effects of the transfer upon 
saving. What proportion may be transferred without harm, 
and the effects upon saving, can only be determined by a 
detailed examination of the conditions at any given time or 
place. Attention should be given to the factors involved in 
saving and an investiga.tion of those factors 'should be 
made and the tax system adjusted to them. For example, 
Dalton has suggested the exemption of taxes on undistributed 
corporate earnings.18 

, 

V. THE SINKING FUND: ITS FORM AND FUNCTIONS 

(a) The Integration of the Price and Savings Aspects of 
Retirement in Relation to Sinking Fund Policy 

Since the war the sinking fund has been vindicated as a 
means of &bt retirement in both theory and practice. Of 
the three other most commonly discussed methods the levy 

21 Colw", Report, Mi,..,tes 01 Evidence, p. 408. 
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on capital has now ceased to be an important issue, repudi
ation has only occurred in countries that were very badly 
off financially (even Germany having revalued her debt), 
and in some countries little advantage is expected to come 
from any future conversions. It is upon the sinking funds 
that the nations of the world have come again to rely for the 
alleviation of their debt burdens. Furthermore, as was 
pointed out in Chapter I, there is not much optimism 
about fortunate changes in price or about the growth of 
population. What light then does the integration between 
the price and saving aspects of retirement throw upon sink
ing fund policy and the methods of retirement suggested 
since the war? 

In the first place, in view of the previous discussion the 
functions of sinking funds in regard to national debts should 
now be somewhat dearer. Sinking funds have four func
tions: to insure payment of the debt, to make payment 
regular, to establish the form and character of payment and 
to guide the speed or rate of payment. Possibly a fifth is 
to maintain national credit. It was shown in Chapter IV 
that the American fund does indicate the rate of payment 
and establish conditions of. regular payment. The same may 
be said of the British sinking fund provisions. In France 
much more is done through the sinking fund laws to insure 
payment. The degree of persistence in carrying out sinking 
fund law is greatest in the United States, less great in 
England, and least in France. The degree of effort exer
cised through law to maintain sinking fund payment is, 
however, in the reverse order. In the United States it was 
not thought necessary to establish a separate constitutional 
sinking fund body such as exists in France or. to lump in
terest and retirement funds together in a fixed annual charge 
as in England. 

The one most important function of sinking funds is to 
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set the rate of retirement. The accomplishment of this 
function has been limited by the great use of the surplus in 
the United States and the frequent alterations of the fixed 
charge in Great Britain. It might appear from this that the 
determination of the rate of retirement is not the most im
portant function. Those who regard the r~te of retirement 
as the central problem, however, would be more likely to 
attribute this failure in the United States and Great Britain 
to vacillation in administrative policy. But it is more 
reasonable to suppose that the sinking fund should not 
determine the rate of retirement through the mere establish
ment of a given percentage or annual charge once and for all. 
Rather should sinking fund laws set up some mechanism by 
which a varying rate of retirement may be followed, and yet 
this variation may not be totally arbitrary. Of course there 
is much to be said for Pigou's opinion that no one can set a 
definite time limit to the payment of the debt, that the debt 
should not be paid off more rapidly than is convenient and 
that this convenience would have to be determined in the 
course of the payment.'? But to leave this entirely up to 
.. convenience" is too indefinite and has led in the past 
merely to the payment of surplus and this in turn to no 
payment at all. The common solution has been to establish 
a sinking fund and let" convenience" be represented by the 
additional appropriation of surplus. It would seem, how
ever, that by the estimation of the trend of savings and by 
a general investigation of business conditions at the time of 
the adoption of the sinking fund some rate of retirement 
might be tentatively determined. Surplus could be applied 
in addition but this surplus should surely not be as large as 
the sinking fund. In case the surplus is very large, the 
sinking fund should either be increased or the taxes lowered. 

The sinking fund should not only be set up in relation to 

17 ColW3'" Reporl, Minutes of Et'idence, par. 6083. 
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the volume of saving; it should be varied in amount as the 
volume of saving changes. "Convenience" should be 
accounted for, but ill! some definite way. Unless certain 
other public expenses seem obviously more important or the 
greater retirement of debt seems likely to cause undue 
financial difficulty, debt retirement should proceed more 
rapidly in case of an increased volume of national saving. 
An index of the volume of saving might be devised. In 
case this increased two per cent the fund should increase two 
per cent unless the Treasury could give adequate reason for 
not doing so. Account should also be taken of the rate of 
saving. If it was apparent that the trend of saving was 
not increasing, then the Treasury should seriously consider 
whether the sinking fund was not too large. 

It is, therefore, apparent that the rate of retirement need 
not be set arbitrarily in the beginning and that some definite
ness may be introduced by sinking fund law into the adjust
ment of debt payment to varying economic conditions. In 
this way it may be possible to satisfy partly the demand that 
business conditions be considered in the rate of debt pay
ment. This demand has been made by a great number of 
persons. Secretary Sherman, for example, long ago con
tended that the sinking fund should be allowed to lapse in 
bad times if replaced when good times returned.18 Pigou 
believes that debt payment should vary with good and bad 
times or that at least taxes for retirement should not be in
creased during a depression.19 There is, of course, the 
danger that politics may enter into the debt policy if the con
nection is not made definite by law. Professor Se1igman,20 
Mr. McKenna and the National Chamber of Trade in Great 
Britain also favor an adjustment of the rate of payment to 

18 Ross, Sinking Funds, p. 83 et seq. 
'lSI Colwytl Reporl, Minutes of Evidence, p. 4J. 

20 Seligman, Studies in Public Finance, p. So. 
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variations in business conditions. \Vitnesses for the last 
even suggested that retirement should be adjusted to the 
net savings of the nation.:n But they treated the whole 
matter as though the debt funds were not returned to busi
ness and held that the capital needs of the community must 
be taken into account. Schuster in his testimony before the 
Colwyn Committee said. however, "Debt repayments 
through the sinking fund should be carried on continuously 
and quite irrespectively of considerations of good and bad 
trade." This he advocated in order to insure the regular 
and continuous retirement of the debt and because the main
tenance of the sinking fund was the " best means of main
taining confidence •.. " aa It was also declared by other 
witnesses that it would be difficult to anticipate periods of 
good and bad trade and that a suitable method of adjust
ment to these periods was the employment of budget sur
plus.28 Professor Macgregor also holds the latter view. 
These objections do not preclude the possibility of some 
systematic modification of the sinking fund according to the 
variations in the rate of saving provided some surplus financ
ing is continued. The alteration of the sinking fund could 
take account of the trend of saving and the surplus of cyclical 
variations in the conditions of business. Thus the sinking 
fund should be a guide to the rate of retirement, but it 
should not be an unintelligent guide. SOIne adequate and 
systematic relationship should be set up between the rate and 
volUIne of saving and the sinking fund. 

Two plans for linking debt retirement with business con
ditions have been suggested. Bowley advocated the estab
lishment of a joint sinking fund and public works fund of 
£100,000,000. AU of it was to be spent on debt retirement 

:n Colwyra R,,.,.,. JliInII'l 0/ ErNlntc" p. 246-
nlbid~ p. 9-

28 ColWJfl R,ttwf. nicJcnce of Cooperative Congras. p. :J04. 
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during good years, but only £45,000,000 during bad years. 
In the latter the remaining £55,000,000 was to be spent for 
public works, a committee indicating, some time ahead, the 
nature of public works to be supplied. The second plan, 
that of Hohson, was merely to vary the amount of debt 
retirement with some index of the volume of business; 

A number of questions arise in connection with sinking 
funds which the preceding pages may help to answer. The 

. first of these is: how may the function of guiding the speed 
of payment and insuring payment both be achieved? The 
Colwyn Report stated that the sinking fund should be both a 
guide and a minimum below which debt retirement should 
not fall. But it is hard to establish such a minimum unless 
borrowing for sinking fund purposes is prohibited. Bor
rowing to pay sinking funds has occurred in England, France 
and the United States since the war, but in the United States 
only in the most recent years (1930-31). In the United 
States and England sinking funds may be guides but they 
certainly do not establish a minimum amount to be paid for 
debt retirement in any real sense. Mr. Gillett, speaking be
fore the House of Commons in regard to a sinking fund 
law, said, 

As far as the principle of accumulation is concerned there is no 
doubt that after it has run for a certain number of years, the 
favorable position created is such that, human nature being what 
it is, there is always the danger of those lapses from financial 
virtue which have been so properly stigmatised as raids. I can
not myself visualize' accurately a situation wh'ere the govern
ment in 1978 will 'be providing £355 millions for the service of 
the debt while knowing that the government of 1979 will not 
have to provide a penny. That is hardly how it will work. 
But still I believe it will be a good guide within the lifetime of 
many of us here, if we push ahead with a figure of £355,000,000 
a year.24 

24 Parliamentary Debates, Official Report, vol. 219, p. 563. 
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\Vhatever one may think of laws to prevent borrowing for 
sinking fund purposes, they are no longer popular with the 
leading nations of the world and if debt payment is to be 
enforced it will not be enforced by this method. 

More popular since the war have been the use of special 
funds and the attachment of special sources of revenue. 
Germany and Great Britain have used special sinking funds 
since the war and some economists have advocated them on 
theoretical groundS. Dalton, for example, thought that 
special funds would be more difficult to raid because in 
order to meet the needs of the nation borrowing would be 
flecessary and this would cause much adverse publicity.25 
He preferred this method of enforcing retirement to the 
attachment of special revenues. France represents the out
standing post-war example of such an attachment. Ie With
out discussing the old argument on these two measures and 
without repeating again our discussion of a third, namely 
constitutional independence of the sinking fund, it can be 
said that their employment arises in the main from two 
conditions, a low state of political savoir faire and heavy 
taxation relative to the growth of national income. If the 
debt is retired in proper relation to the growth of saving, at 
least one reason for these measures will have· been with
c.lrawn. The other reason for their use is a matter for 
education to remove. If before this is accomplished the 
use of these measures is found successful in practice, their 
use will have to depend upon the conditions present at 
given times and places. 

Another proposal made in England to insure payment is 
the conversion of the debt into terminable annuities. In 
Mr. J. St. Loe Strachey's plan these were to run for one 
hundred years. The Colwyn Committee expressed their 

.. Colytllfl Report. p. 404-
I. See Otapter IV. 
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conclusions about Mr. Strachey's plan as follows: "It (the 
plan) resolves itself into a question whether the demand for 
a security of this type might be such as to enable the govern
ment to issue on terms advantageous to itself. We our
selves are not very hopeful." 2T Cannan also favors the 
conversion of the whole debt into annuities, as Stafford 
Northecote tried to do in 1875. On the whole, however, 
both England and France have made relatively little use of 
annuities and they are apparently no longer an important 
means of debt retirement. 

(b) Public and Private Credit Conditions in Relation to 
Sinking Fund Policy 

A second question with regard to sinking funds is, how 
should their operations be related to public and private credit 
conditions? The improvement of public credit has of 
course been considered one of the most important functions 
of the sinking fund for a long time. Plehn pointed out 
that the . earliest American sinking funds performed this 
function even though they did not succeed in retiring the 
existing debt.28 Witnesses before the Colwyn Committee 
asserted that the maintenance and improvement of national 
credit was one of the main purposes of the sinking fund. 
Pigou believed ·that repayment would enable the government 
to borrow more cheaply. Stamp thought that the price of 
government bonds would be raised by a plan of consistent 
debt retirement, that it was desirable to remove debts in 
order to meet future emergencies, and that taxation for re
moval should precede the emergencies. It is apparent then 
that many economists have praised the effect of sinking funds 
in improving the conditions of public credit. It is, how
ever, possible that too much emphasis may be put upon the 

27 Colw;},,, Report, p. 320. 

28 Plehn, Introduction to Public Fillance, 3rd ed., pp. 4IG-4I1. 
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improvement of public credit. If taxation for retirement 
has a tendency to stimulate the accumulation of capital, this 
will tend to lower the loan. price of capital to the government 
and to the general public. As a matter of fact, the public 
credit is frequently the effect of the more important factor, 
i.e. the accumulation of capital. The great loan operations 
of the United States should"show the enormous potentialities 
of public credit to meet emergencies and should raise the 
question of whether or not the importance of rapid debt pay
ment to preserve the public credit for emergencies has not 
been over-emphasized. 

The most interesting aspeot of the relationship between 
credit conditions and retirement was indicated in Chapter V : 
in so far as this retirement stimulates saving the rate of in
terest will have a tendency to fall. In one sense the burden 
of debt may be reduced at a progressive rate even without a 
cumulative sinking fund. It thus appears that if taxation 
is devised in such a way as to stimulate rather than retard 
capital accumulation and if every effort is made to keep the 
rates of interest paid by the government as low as general 
credit conditions warrant, the general character of the re
lationship between the sinking fund and public and private 
credit will be satisfactory. 

(c) The Form of the Sinking Fund 
A third question relates to the form of the sinking fund. 

Should it be cumulative or non-cumulative, based on a per
centage or on a given absolute figure? It should be obvious 
that in one year the interest and the sinking fund may 
be lumped together to represent the total burden of debt. 
If during the fi'fst years after a war a nation can support 
this burden it should be able to do this in later years when 
times are better. The sinking fund should therefore always 
cumulate the interest of bonds already paid. This policy 
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has been adopted in the sinking funds of both the United 
States and Great Britain since the World War. As we 
pointed out above, the sinking fund might well be made 
greater as the volume of saving increases. It might also 
be desirable to include the interest saved by conversion 
or refunding. Where there is a fixed annual debt charge, 
as in England, this sort of cumulation is provided. In 
regard to the percentage base, it would seem that where 
a debt has .been created for unproductive purposes or for a 
capital investment of indefinite maturity, it would be best 
to suit payments to general economic conditions and not to a 
certain percentage of the capital of the debt. A definite 
amount representing a certain proportion of national savings 
and determined in the beginning by a careful investigation 
would seem most reasonable. 

(d) The Sinking Fund and Changin!l Prices 

A fourth question refers to changes in prices. What 
account should the sinking fund take of these changes? 
There should be two important aspects to the answer of this 
question. These refer to price changes in which the debt 
plays. a part and to price changes independent of debt pay
ment. Since the burdens of debt arise from deflation rather 
than merely from falling prices, it is necessary, as was 
pointed out earlier in this chapter, to investigate the causes 
of falling prices in order to determine whether deflation is 
occurring. Debt retirement should be retarded if it is plain 
that it is causing deflation. Where the deflation is· not due 
to debt retirement, should the rate of retirement be adjusted 
to the defla:tion? Several possible modes of adjustment 
have been suggested. One of these is that the amount of 
payment should be stabilized on a commodity basis. Glenday 
bas suggested that if the price level falls the amount to be 
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paid back should decrease. - Keynes has a plan of issuing 
debt in such a form that the interest and capital are payable 
in a fixed commodity value. Professor Hall also believes 
that the fall in prices must be taken into account in determin
ing the amount of debt payment. Dalton favors the issue 
of debt with a rate of interest variable with the changing 
price level This plan, he believes, would make it un
necessary either to decrease the amount of debt during times 
of falling prices or to issue a greater quantity of paper 
money in order to prevent a decline in prices. The objec
tions to a variable rate of interest are, he thinks, rapidly 
decreasing." It seems reasona\>le to conclude from the 
preceding chapters that since falling prices do not necessarily 
represent increased debt burden and since there are objec
tions to ,-ariable interest and debt capital, debt policy should 
advocate measures to prevent or retard deflation rather than 
tie debt issues to a fixed price level 

Although measures to prevent deflation may be advisable, 
the conscious use of inflation to pay the debt would not be 
wise. In Chapter III it was seen that the outstanding ex
ample of this practice was provided by Germany in 1923. 
Alfred Hoare and a Mr. Stilwell have advocated inflation 
to remove debt in England. Hoare advocated that the 
government build up a treasury surplus by the issue of paper 
money and then convert the debt at a lower rate of interest 
by offering to pay it off in this money. His scheme was 
first upounded in an issue of Sperlillg's Journal as early as 
October, 1918. Hartley Withers objected to his plan on the 
ground that it would penalize thrift. ft Withers also dis
cussed Stilwell's" Great Plan, How to Pay for the War," 
which consisted of a large issue of inconvertible paper. Of 

• Co","", R,~. Miratd,. of E.fIiMw" par.4TI7. 
IODaItoa. Ptabli& F __ " p. 180", #9. 

II Withers. Wor-,i..., Fu.-ciGi Problnnl. chap. In'. 
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these plans he says: " Not only would they defraud the debt 
holder by paying him off in currency enormously depreci
ated by the multiplication that would be involved; but they 
would also by that depreciation throw the burden of the debt 
on the shoulders of the general consumer through a further 
disastrous rise in prices .... " 82 

Another interesting aspect of the relati~n of retirement to 
deflation arises out of the fact that they may represent 
conflicting aims in public policy. In Great Britain deflation 
has been pursued as an end in itself. The prestige of return
ing the pound to its pre-war rate of exchange has, accord
ing to some economists, cost her a great deal. M. E. 
Robinson, for example, believes that deflation was accomp.;. 
lished at the expense of the needs of tax and debt' reduc
tion.8a In an earlier chapter it was seen how ready even a 
Labour chancellor of the exchequer was to sacrifice debt 
reduction to the maintenance of the gold standard at pre
war exchange. The choice of these objectives depends upon 
national preferences but it seems to the writer that from the 
standpoint of the public debt a case might have been made 
for devaluation in the early post-war years. 

VI. THE REDUCTION OF DEBT BURDEN THROUGH CONVERSION 

AND REFUNDING 

In the preceding chapters very little' attention has been 
paid to the possibilities of reducing debt burden through a 
reduction in interest by conversion or refunding. The 
reason for this omission should have become increasingly 
clear as the discussion progressed but at this point it seems 
desirable to state it definitely. It is seldom possible for 
public officials to take advantage of conversion unless the 
market rate of interest has fallen for government loans and 

'ZIbid., p. 222. 

a. Robinson, Public Finance, p. 160. 
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lower interest rates will be accepted. This fall may not 
necessarily be due to debt retirement, but, as was pointed out 
above, it may be. At any rate the advantage due to con
version or refunding is not due essentially to the conversion 
but to the fall in the rate of interest that makes it possible. 
Conversions are not so much influences as effects. Further
more, in post-war debt history relatively small use has been 
made of conversions. This has resulted to a large extent 
from the fact that the advantages from conversions do not 
appear to be very great. Conversion was used in both 
France and England largely to improve the state of debt 
maturities. Since 1926, in England, at least, conversions 
have appeared to have very little further potentiality for the 
reduction of debt interest. Dalton in his testimony before 
the Colwyn Committee said that in the ten years after 1924 
the following amounts and their respective rates of interest 
would fall due, totalling altogether £4,106 millions: £165 
millions at 5Yz per cent, £2,698 millions at 5 per cent, £134 
millions at 4Yz per cent, £256 millions at 4 per cent, £63 
millions at 3Yz per cent and £16 millions at 3 per cent. Since 
the rate of interest could not be expected to fall much below 
4Yz per cent for such loans he thought that only. about £15 
millions annually could be saved by conversions. Actually 
more has been saved, but only by the process of conversion 
with increased capital." Somewhat more hopeful is Shirras, 
who has estimated that if the British debt could be reduced 
to a three per cent basis, £100 millions of interest could be 
saved a year'" Rates of interest in Great Britain have not 
allowed the country to make such great savings. 

Refunding in both France and the United States has, how
t:ver, very considerably reduced the burden of high interest 
rates. This has been especially true of the French short 

.. See OJapter III. 
A Shims, Public Financ" p. 537. 
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term debt. The history of the progressive reduction of the 
rates of interest on that debt was outlined in Chapter III. 
The history of the reduction of interest in the United States 
is given in writings dealing more directly with the post-war 
history of debt management. 86 On the whole it seems that 
conversion has lost in popularity and that the American 
methods have gained. 

There are, as Shirras and others have pointed out, three 
factors involved in the conversion of debt: prices, interest 
and taxes. Many economists have cooperated in the course 
of time to build up a number of criteria for conversion. 
Among these are: the capital of the debt should not be 
increased by conversions; conversions should be simple; they 
should be accompanied by the guarantee of no immediate 
reconversion; they should lead to consolidation and uni
formity of debt and help to reduce the floating debt; and 
they should help to establish convenient maturities.8T The 
Colwyn Committee and most of the witnesses appearing be
fore it supported these criteria of conversion. Cannan and 
Pigou were particularly outspoken in their criticism of con
version above par. In English Parliamentary debates, 
Pethick-Lawrence and Dalton have interrogated the govern
ment to learn how much increase in capital has resulted ·from 
conversion above par. It thus appears that although most 
of the traditional criteria of conversion have been reaffirmed 
since the war, that most emphasized in theory, and most 
ignored in practice, is conversion at par. Conversion at par, 
it seems to the writer, takes on a new significance in the light 
of the previous discussion. So long as the policies indicated 

88 See Hendricks, Federal Debt, 1919-1929 and Love, R. A., Federal 
Financing. . 

11 See Shirras, Public Finance; Bastable, Public Finance; Matsushita, 
EcoKOmic Effects of Public Debts; Leveque, Les Conversions de delfts 
publiques. 
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in regard to the sinking fund are followed, the burdens of 
debt may peThaps be reduced to a minimum, but if the gov
ernment is forced by the nature of its loans to pay an ex
cessive rate of interest, a new and needless element of burden' 
is injected into the situation. The function of conversion 
and refunding is to remove as completely as possible this 
arbitrary element. When the price of government bonds 
considerably exceeds par the presence of this element 
may be indicated. Leveque, who has written a compre
hensive theoretical work on conversions, concludes that con
versions are best at par because they do not increase capital, 
controvert the borrower's interests or impede future con
versions. All of these arguments are sound, but still more 
important is the fact that if through conversion or refunding 
bonds are kept near par, the arbitrary element of excessive 
i1:terest is kept out of the burden of debt: Leroy-Beaulieu 
thought that every conversion should be made with view to a 
succeeding one. This means in terms of our interpretation 
that no conversion should prevent a future adjustment of 
government to market interest rates. A close contact with 
the money market is required. This adjustment would be 
hampered not only by inefficient conversions but by the 
original issue of the bonds at a discount. Long ago H. C. 
Adams also pointed out the need of a technique to keep debts 
at par. Conversions constitute one of these techniques and 
they should not be used in such a way as to prevent parity. 



APPENDIX I 

BONS DE LA DEnNSB NATIONALE OUTSTANDING, 1913-1928 

(miIDoDS of franCs) 

Year 

1913 .................... .. 
1914 ..................... . 
1915 ................... .. 
1916 ..................... . 
1917 .................... .. 
1918 ................... .. 
1919 .......... · ......... .. 
1920 ..................... . 
1921 .................... .. 
1922 ..................... . 
19z3 .................... .. 
1924 ..................... . 

1926 (Dec. 31) ...... .. .. . 
19Z5 ...................... I 
1927 .. • .......... . 
1928 II ........... . 

Bons de 1a 
Defense 

Nationale 
Bons du 
TrelOr 

410 
116 
43 
44 
30 

S80 
1,912 
1,961 
1,942 
2,639 
2,997 
1,870 
2,393 

230 
20 

J64 

Total 

410 
1,735 
7,006 

12,618 
19,552 
22.915 
48,052 
50,899 
60,362 
50,070 
57,720 
56,408 
48,128 
49,305 
43.484 
36 ,Olg 

Source: Haig, P"blic FilJQnce6 of Posl-WtW Fronce, p. 2JI (Chap
Itlkloilll Relorl, Budget, 1928. Chambre. p. xxxiii and Esterls' Reporl, 
1926, p. ISO). . 



Form of Debt 1~19" 

Pre-war Debt and Consols. 
Conversion and Postal 
Savings Bonds ••••••.••• 883.463.130 

"lSt Liberty Loan •••••••••• 1.984,783.330 
2nd Liberty Loan. • ••••••• 3,526,377,747 
3rd Liberty Loan ••••••••• 3.904.313,017 
4th Liberty Loan ••.••••••• 6.613.907.148 
Total Liberty Loans •.••••• 16,029,381,248 
Notes: Victory .••••••••••• 4.413.933,116 
Loan and Tax Certificates. 3.465.136,000 
Pittman Act Certificates .•• 255.475.000 
Special Certificates •••••••• 15.741•000 
War Savings Certificates •• 910,684.987 
Matured Debt •.•••.••••••• 2.144,970 
Total Interest Bearing •••. 25.Q75,959,747 
Non Interest Bearing Debt 234,570,522 
Total Gross including Debt 

above •••••••.•••••••. '" 26,210.530,269 
Treasury Notes .••••••••.•• ............. 
Treasury Savings Certifi-

cates .................... ............. 
Treasury Bonds ••••••••••• ............. 

APPENDIX II 

UNITED STATES DEBT 

lIn Dollars) 

1920 192[ 

883.549.390 ............. 
1.952 .458.300 1.952.258.800 
3.325,307,000 3,316,536,550 
3,662.715,800 3,611,560.300 
6,394.361,813 6.354.860,350 

15.354.836.100 15.235.216.000 
4,246,380.530 3,913.780.350 
4.573,308.000 2.708,574.451 

259.375.000 ............. 
24,000.000 

827,419.021 6114.105.410 
6.747,700 10,939.620 

24,061,095,361 23,737,352,080 
230,075,349 .............. 

24,297,918,41 I '23.813,547.430 
•• •••. ••• •••. 311,19I,6oo 

...... ....... . ............ 

...... ....... ............. 

1922 1923 1924 

883.840.470 883.670.230 883.703.790 
1.951.843.750 1.951,764.200 1.95' ,524,750 
3,310.597,050 3,199.036,800 3,104,587,150 
3,473,788.000 3,407,787.250 2,997,199.950 
6,345,383.750 6,328,565.650 6.324.495.550 

15,081.612.550 14.887.153.910 14.377.807.400 
1,991,183.400 
1.828.787.500 1.031,418,500 807.513,500 

74,000,000 

25.250.880 98,172.160 30,241,250 
22,7II,O.l5.587 22,007.590,~ 20,g81.586.429 

227,792,72.2 243.924. 234,292,746 

23.96a,071,722 22,349,687,757 21 ,25T ,120,426 
2,24 ,596,350 4. 104,195,150 3,735.309,400 

679,015,317 237,198,674 413.304,039 
. ............ 763,954.300

1 
763.948,300 



Form of Debt 19.15 1926 1927 1928 1929 

Pre-war Debt and Conlol!f 
Conversion and Post 
Savings Bonds •••••••••• 765.316.010 765.860.170 766.549.790 768.132.510 770.207.310 

1St Lib~rty Loan •••••••••• 10951.519.650 1.939.312.300 1.939.158.200 1.939.154.150 1.939.148.900 
2nd Liberty Loan.... • •••• 3.104.558.750 3.1~.527 .800 1,306.379.750 
srd Liberty Loan •••••••••• 2.885.377.350 2.4 .272.450 2.147.~.8S0 1.228.848.600 
fh Liberty Loan •••••••••• 6.324.481 .200 6.3:a .471.9So 6.296. .450 6.294.043.600 6.278.359.550 

otal Liberty Loans ••••••• 14.265.936.950 13.85 .484.500 11.600.109.250 9.462.046.350 8.217.508.450 
Victory Note ••.••••••••••• 

1.640,199.500 Loan and Tax Certificates •• 578.685.000 483.279.000 702.095.500 1.352.408.000 
Pittman ................... 
Special. ••••.•••••••• '" •••• 
War Savings Certificates ••• 

13.327.800 45,331.660 50.751.399 Matured Debt •.••••••••••• 30.342.930 14.707.235 
Total Interest Bearing Debt 2O.310.006.2SI 19.383.770.860 17.250.943.965 17.317.605.006 16.638.941.379 
Non Interest Beari"ng Debt 375.]22.993 246.084.419 244.523.064 241.263.806 241.504.068 
Total Gross Debt ......... 20.516.272.174 19.643.183.079 18.510.]74.266 ]7.604.290.562 16.931.197.747 
Treasury Notes ........... 2.404.241.400 1.61.1.403.600 3.019.194.550 3.900.000.550 3.861.011.500 
Treasury Saving Certificates 385,600.091 359.1!09,600 309.259.325 144.~60,036 13,028.019 
Treasury Bonds ............. 1.811.036.800 2.30S.933.900 2,763.735.550 2.790. 38.650 3.136.086.600 
Treasury Bills ............. . . . ~ ......... ....... ...... ............. .... ......... . ............. 

Source: Compiled from the Annual Reports of the Secretary of the Treasury. 

, 1930 

772.544.850 
1.933·5JJ.35 o 

6.268.251.55 o 
900 8.201.803, 

1.264.354.5 00 

31.~5,370 
15.921. 2.350 

331.700.57 
16.185.308.299 
2.390,286,500 

8 

3.136.086.600 
155.916,000 



1913 .... 
1914 .... 
1915 .... 
1916 .... 
191~ .... 
191 .... 
1919 ..... 
1920 .... 
1921 .... 
1922 .... 
1923 .... 
1924 .... 
1925 .... 
1926 .... 
19~ ...... 
19 .... 
1929 .... 
1930 .... 

Over 10 years 

.... '257:·;";'6.700' 
703,671.750 
784.737.230 

2.257,156,784 
6.850.582.934 

14.053.275.251 
12.436.715.510 
12.390.641.710 
12.381.569.430 
13.014.160.1 29 
12.912.903,182 
13.960,840.997 
14,439,605.620 
.11,029,775.460 

9.749,018.680 
5,771.441.230 
5.168.458,220 

APPENDIX III 
DEBT MATURITIES BY YEARS, UNITED STATES 

(in Dollars) 

Matured Debt 1 year or less 1 to 2 years 2 to 3 years 3 to 5 years 

1,659.550 
1,552.560 ...... ....... ... •• ••••••• •••• ••• • • • • • 63.945,460 
1,507,260 . ............ ... .. • .... ... 63.945.460 ............. 
1,473,100 4.300,000 63,945,460 • •• ••• ••• •• •• 118.489.900 

14,233.230 349.578.192 .... ......... .... ......... 118.489.900 
20.242.550 1.744.159.500 ...... ....... ...... ....... 118.489.900 
1I.109.370 3.633,804.490 .... ......... .... ... • • • ... 3.586.334,871 
6.747.700 4.573.~08.OOO •••••• ••••••. 5.073.78~.371 3.781.205.700 

10.939,620 4.126. 44.~~0 3.913.780.350 642.66 .525 159.381.144 
25.250.880 4.490.240. 1 336•230.834 1.186.107.390 943.099.150 
08.172.160 1.393.029.438 1.129.657.762 1.904.020.006 4.676.777.147 
30.241•250 2,101,594.499 1,746,226,026 1.125,680,216 3.272.113.501 
30,242.930 1.920,031,629 1.123.716,176 3,034,602,471 122,665.975 
13.327,800 2.163•5Wt,17O ~,506.665.566 50.000.000 123,000.000 
14,707.235 3,226.5 1,016 252.933.663 101.007,513 1.528,714.650 
45,331,660 2.508,687,926 202,037.708 70.000.000 2.730.048,550 
50.751.399 1,653.227,519 15.000.000 154.700.000 2.575.349,500 
31.715.370 1.420.270,500 1.626.115,500 ...... ....... 764.111.000 

Source: Compiled from Annual Reporls of Ille Secretary of Ille Treasury. 

5 to 10 years 

203,121,880 

3.228.109.638 
3.958.552,769 

3.611.560.300 
3.473.788.000 

2,042,954,280 
2,097.902.230 
6.519.263,130 
6,343,153,000 



APPENDIX IV 

DnT RETIREIIENT: UNITED STATES 

(In Thousands of Dollars) 

Total 
chargeable 

against 
ordinary 
receipts 

1016 .......... ..... 
1017 •••••••••• . .... 
1918 ••••••••• 1.134 
1019 •••••••••• 8.013 
1020 .......... 78.74 
1921 .......... 427.123 
1922 .......... 422.605 
1923 .......... 402.850 
1924 .......... 457.999 
1025 .......... 466.538 
1926 .......... 487.376 
1927 .......... 519.554 
1928 .......... 540.225 
1929 .......... 549.604 
1930 .......... 553.883 

Total ....... 4.915.775 

I Increase in net balance • 
• Increase in debts. 
d Deficit. 

Decrease 
Surplils in general 

fund balance 

48.478 '8Z.Z61 
4853,JS7 '897.116 

49.033,Z5f. "447•487 
413,170.618 333.342 

212.475 803.063 
86.723 '191.976 

313.802 277.573 
309.657 '98.883 
505.367 135.528 
250.505 17.576 
377.768 7.833 
635.810 '24.055 
308.828 '31.470 
1114.787 '61.186 
183.780 j.l05 

19.749.257 '160.465. 

Total debt 
reduction 

"33.783 
"1.750.f.73 
"9./-79.606 

"13.029.280 
1.185.185 

321.870 
1.014.060 

613.674 
1.008.804 

734.619 
872.978 

1.131.309 
907.614 
673.205 
745.779 

14.993.948 

Source: AMIfUJI Reporll of lise Secrelaf7 o/Ilse TrelJlflf7. 
331 



APPENDIX V 

THE AMOUNTS ApPLIED TO VARIOUS SINKING FUNDS OF THE 

UNITED KINGDOM 

(In Pounds) 

Sinking Fund 1925 1926 1927 

Old Sinking Fund ...•.•..•. 
__ 1 __ I __ I 

New Sinking Fund.; •...••. 45,000,000 50,000,00060,000,000 
Capital of Terminable An-

1,812,922 nuities •.•••••..•••••.•.•. 1,084,840 1,043,497 
Funding Loan Sinking Fund 2,528,280 2,641,781 2,762,1g6 
Sinking Fund for Victory 

2,230,837 Bonds ; ...•.•....•.•...•. 2,145,039 2,320,059 
Sinking Fund for Conversion 

13,238,859 14,386,112 Loan •..••..•......•....• 15,099,277 
Funding Loan and Victory 

7,816,000 
I 

Bonds for Death Duties .•. 6,995,000,8,405,000 
Other Securities so Sur-

rendered .•...••...•.•.•.• 30,262 117,640 190,963 
Balance Available .......... 12,226,403 9,991,379 22,317,755 
Sinking Fund for 4 % Con-

solidated Loan .........•• .... .... . ... 
Depreciation Fund for 4 % 

7.538,843 War Loan ..•.••.••••..•• .... 2,720,344 
Issued for Redemption of 

4,953,566 5,140,906 External Debt ••..••.•..•. . ... 

1 No sums fell to the fund because of a deficit. 

Source: Great Britain-Fill(Jnce Accounts. 

1928 

__ I 

65,000,000 

1,026,841 
2,8g2,013 

2,412;867 

14,701,272 

12.340,000 

162,409 
15,451,883 

9,210,000 

1,665,725 
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