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This study deals with fiseal theory before and after
Keynesian economics and t! - influence of modern fiscal theory
on fiscal policy.

The object of the work is to integrate and appraise the
leading interpretations and inferences of the exponents of
Keynesian theory, as it applies to fiscal theory and pollcy,
with a view to setting forth the principles on which marked
agreenent has been reached.

A section has been devoted to postwar fiscal policy in
the United States and Ureat Britain in order to show the
extent of the influence of modern fiscal policy in practice
and the difficulties encountered in its application.
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MORLAN FL3GAL THEGRY AND POLLGY
ANTRODUCTION

The term "fiscal policy" has only recently come into comson
usage. In essence, it is a new coneept of the scope and objectives
of fiscal operations that has emerged as a result of the trend
towards expanding tae functions of government; the change in the
belief in the unproductiveness of public activity; and the groving
recognition of governments as positive forces in the economic world.
Like many other economic doctrines, it owes much of its origin to
the influence of 'emergency' and 'personality's. Professor D. H.
Macgregor, of the University of Oxford, has arrived at the followe
ing deep and penetrating conclusion after having reviewed a century's
literature of financial debates in the British Parliament, "It 1is
notable”, he says, "how the influence of a growing opinion upon
the law has depended for its final impact on two factors of human
progress, emergency and personality. It is through emergency tiat
the principles of the classical finance came to be established and,
ninety years later, overthrown. In each case the advocates of the
new outlook disentangled themselves and their case from the emere
gency Aveelf, and loufgg to show that the rcuodiop had independent
and permanent validity". A parallel but more specific remark had
been put forward by k.W.Swanson and E.P.Schuidt when they sald: "The
decade of the 1930's was unparalleled in two respects. It gave us

the u:r-t depreasion on record and it brought a world of Keynesian
ideas". It is possible to say with definite aiuurnnec that fiscal




theory and its oflspring fiscal policy owe much of thelr origin
to Lhe peverity ol the depression of the tiuldrties and to the pere
sonality of Lord 'leynes., There is no doubt that thinking takes
time but, as Polayni sald, "it is accelerated 1 you are pressed
for the result; and the crisis of the thirties was bound to
spaed up the procougti

This in no way should lead to the hasty concluasion that
fiscal policy had been an overnight investion; nor is it meant to
say that a free enterprise caplitalistic society had ever existed
without important governmental activitles supporting, supplemsite
dng, or limiting private economic activities. "All through the
history of economics and economic policlies”, writes Uernard Cola,
"we notice the searcu for that device of peolicy which could be
used as a lever lor influencing economic developments as a wnulggi
To tha Mercentaldsts, for exasple, tie accusulation of money in
the form of preclious wetals, wus considered to be the isportant
element in economic expansion, Thus, promotion o. exports and
discouragement of imports "was regarded as the key to a government
policy designed to promote economic o:panslogzi When it was ree
cogniged, howsver, that money could be addsd also by the creation
nf bank credit, central bank policy then took the lead in the
field of economic operations. A policy of ilmplementing the digse
eount rate was devised and, up to the thirties, was balieved to
be effective in influencing economic activities, The Great lLepe
ression of the thirties, however, shattered this confidence in
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the effectiveness of central bank policy which could no longer
be regarded as the strategic weapon with which a slack economy
gould be lifted to a level of full employment. "The conclusion
sugigested itself that the government must come to grips with a
more vital element of the economic -nchanil:%! This has forced
economists to pause and reflect on the assumptions of the classe
ical economists,

The latter have taught that low prices for factors of proe-
ductione= particularly wages and interest rates-- have caused
expectations of profit and inducement to expand business activity.
More production meant increased payments of money in the form of
pay~rolis, and hence additional purchasing power. Expanding
business thus created ivs own market, provided the costs of
production were sufficiently low, and credit was available to
bridge the gap until the markets had been expandeds During the
depression of the thirties, however, notwithstanding the fact
that costs of factors of production were low and plentiful credit
was available, business did not expand. lience emerged Keynes'
'expectations's Business did not dare to expand except when
orders came in or when favorable market expectations could be
anticipated with a high degree of certainty. If government wanted
to influenee the volume of business activity without directly
telling business what to do, it must increase the amount of
effective purchasing power, This it could do, for instance, by
additional government expenditures on public works or on develope

e

(1) Gols, Gs, AmSEs Fola Scionce Rev,, 1occit., p. 1126,
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mental projects which put idle resources to useful work while,
at the same time, it augmented wages and purchasing power and
created markets for business; or by reducing taxes thue f[ree-
ing purchasing power and helpling to revive markets,

With the recognition of these interrelationships a new
weapon was added to tie arsenal of democracy: Fiscal Policy.
Fiscal policy has been defired as "government expenditures,
revenue, borrowing and debt management, considered with a view
toward their impact on the flow of purchasing p°ﬂi£&l In essence,
it is an aggregate approach based on recognition that the metnods
of ralsing and spending public moneye may have important efiects
on the economic process as & whole; and that "the whole business
of taxing, spending and borrowlng by the state should be directed
gonsciously toward controlling the sconomy, and especially to?:fd
combating business depressions and maintaining full employment”.
It is concerned with the maintenance of gross monetary expendie
tures or total effective demand at a level appropriate to a
‘latilrictory high volume of economic activity through influencing
the stream of money payments by means of the fiseal operations
of the state. The emphasis is that the various flelds of governe
ment activity must be seen in their interrelationship with
economic developments such as national income, consumption,
business investments, and otier transactions of a domestic and
international character, Fiscal devices may operats directly
on the stream of money payments, or may attempt Lo influence 4%
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indirectly turough their effect on the expenditures of individuals
and business, It is claimed that fiscal policy does affect the
ganeral level of business actlvity and job opportunities without
interfering with the basic principles of free enterprise or the
fraedom of cholice in consumption, It is also elaimed that it can
be used for deflating a boom and for stimulating a slack market,
To stout adherents it appears that finally, on the basis of more
refined sconomic theory and the experiasnce of the depression, tlie
long eought lever of economic policy has been found,

One of the most ardent proponents of the new view, Alvin
Hansen, states that "it is sound policy to control public expendie
ture, taxation, and borrowing so as to promote economic stability
and continuously higin levels of business activity and full enploy=
nnngii He looks to federal budgeting "as the balance wheel in
the economy and, in a sense, as a fiscal engine pulling its
economic freignt up tue ineclines to ever nigher levels of liviuéei
AP Larner goes furthoer to say that "the purpose of taxation is
never to raise money, but to leave less in the hands of the taxe
payer, The goverument can raise all the money it needs by printe
ing it Aif the raising of money is the only eonsideration”; and
that "the purpose of borrowing is not to raise money, but to make
the public hold more bonds and less -on.;zi Here the ultimate
in the conception of taxation as a fiscal control device has

been axpressed with the implication that "those who suppose that,

- - - - -
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taxation exists to provide a meal ticket for government arc
simply behind the uinciii Under this new school of thought
also it became no longer necessary for the government to
balance its budpget, The government should borrow {reely when
necessary to keep the total volume of expenditures in the ecoe
nomy large enough to provide full employment, As on?a?uthor
put it: "today budgets may be unbalanced on principle”, "The
issue is not related to public debt policy. It is a question
of the relation of government [inance to the whole .conun}al

These views nhave developed sharp controversies amon;
economists and authorities on public finance, The older view
which maintained tuat governsment expenditures siould be rese
tricted and that governwent should be kept as free as poossibls
from debt is still held by many, but a trend toward increasing
acceptance ol the new puilosophy is evident.

it may be peruiment here to state that the fundamental
issues with which the topic of this thesis deals may bLe clarie
fied by a brief comparison between its najor assumptions and
those principles of '"sound finance' developed during the ninee
teenth centuryj; and practically universally accepted until the
middle thirties of this century, It seems to me that because
of differences in unstated premises, adherents of each philoso=-
phy often find the views of the opposing school incompatible.
Charles O, Hardy summeriszes these issues in the following words:

-

(1) Groves, H., (Princeton University
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(2) Newcomer, M., % Cambridge University
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"The main characteristic which unifies the serles ol [iscal
and monetary practices that are considered sound in the older
system is that they all tend to prevent inflationj in the new
program the unifying purpose is the avoldance of deflation,
The historiec code of balanced budgets, gold standard, and high
interest rates is a proven bulwark of stability against infla-
tionary pressures, The principal contents of the new orthodoxye=
encouragement of consusption, deficit spending, artificially low
interest rates, flexible exchanges-- are effective ways of
resisting a tendency of the money flow to shrink in volume, with
downward pressure on incowe, production, employment, and prices.
There is little dispute about thisj Sthe quarrel is really about
the relative importance of permanent precautions against upward
and against dowmward disturbances of the value of moneye

"In part the change of objective is a reflection of the
tendency of mankind to be influenced most by the experience that
is most recent, lost wars of modern times were frequent enough
to keep the inflation danger fresh in peoples' minds as the
standard sequel to unsound fiseal policys But in the thirties
of this century, deflation was so severe that soundness came to
mean anti-deflationary, especially in the English-speaking coun=
tries where the postwar infiations of the twentlies were comparas
tively mild.

"However, the conflict involves more than a change of finane
cial practice in response to a change in the phase of the bLusiness
eycle; it involves the underlying economic analysis, The classical
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sconomics of the nineteenth and the first quarter of the twen=
tieth centuries was a realistic deseription of a soclety opera-
ting as it actually does operate av a peak of prosperity, with
full employment of resources and automatic clearance of markets
through the operation of the price system, That system never
succeeded in fitting depression neatly into its own framevork;
it treated them as mere episodes, teuporary deviations from a
normal state of prosperity. Indeed, it came close to proving
depressions to be impossible. It rationalized a system in
whnicn financial practice was geared to the expectation of cone
tinuous growth of capital (financed by tarift) and hence of
productivity, incoms, and living standards, The rival body of
theory which has developed since about 1930 (rapidly since
about 1936) points as norsal a chronic failure of the price
system to keep market demand equal to production without a
large volume of unemployed resources. it is a rationalisation
~ of the behaviour of a society suifering {rom chronic depression,
Prosperity is the temporary deviation from normal that requires
a special explanation in each cl:i*!

A more striking evidence of the transformation in economic
ghinking and the influence of emergency on public policy in a
single decade is given by George Terborgh, He says: " '"Our
situation is fortunate, our momentum is remarkable's Thus cone
cluded the report of the Committee on Recent REconomic Changes
of the President's Conference on Unesployment, written in the
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spring of 1929, scarcely six months before the onset of the
greatest depression of all tine@.eeesThey found the economy in
an excellent state of 'balance', a 'dynamlc equilibrium', the
preservation o’ which was not to be taken simply for granted,
to be sure, but was nevertheless to be confiderntly expectedesse
The Committee added: 'The conclusion 1ls that economically we
have a boundless field before us; that there are new wants
which will make way endlessly for newer wants, as fast as they
are satisfiede.sse@ seem only to have touched the fringe of
our povsntialitvies.

#fen years later, a nation profoundly shaken by economic
catastrophe, dispirited by a halting anc broken recovery, was
listening to a very different revelation, proclaimed, like the
first, under the auspices of tne Federal Uovernment. 1t aeard
from Administration witnesses before the Temporary National
Rconowic Committee the sad story of the 'mature' ecCONOmMyessese

"Rarely if ever have economic thinking and expectation
undergone in a single decade so radical and so postentious a
transformationess.Obviously a product of prosperity, the rosy
projections of the Committee on Recent Economic Changes seemed
at the time consonant both with history and with sound doctrine.
The theories of 'economic maturity' or 'secular stagnation', on
the other hand, unknown at the time of the Committee, were deve-
loped in the dark valley of the thirties in an efiort to ratione
alise and interpret an unprecedented experience for wadch
earlier economic aunalysis seemed wiolly iandnquab£%1

WWWW

(1) Tervorgh, U, W‘ﬁﬁ* {(Machinery & Allied
Productes e, Ca 0, s Ppe 1=2.
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Nowadays, after having passed through two decades of de -
ressicn finance and wartime expansion, with a multitude of
debates and authoritative argumentation on the subjsct, it is
possible to say that there has definitely been a growing recoge
nition of fiscal policy as a powerful instrument for maintaining
a high and stable level of income. The claim that fiscal policy
is an econovmic panacea, to be applied indiscriminately whenever
anything gets wrong in the economy without regard to the nature
of the malady, is considered to be an oversimplification of the
issue and a simple delusion. A distinction is nowadays drawn
between the proper use of fiscal policy, together with policles
calculated to minimige the need for it, and its improper use as
a panacea., Applied in the latter sense it i1s considered to be
a dangerous device, Althouzh its usefulness is recognised and
its existence is considerad to be necessary for counter-balancing
malad justments, "it would be the grossest self-deception to think
that we have at present either the knowledge, the experience, or
the institutional mechanisms to apply thias weapon in a closelye
econtrolled and scientific manner.....To conceive of tils device
as a simple and allegufficient mechanical solution for our
economic 1lls is simply naive., At best it is only one measure,
among many, to be used as a supplement to others, not as a
substitute for thcﬁgi

It is my intention in this thesis to analyse and appraise
the basic aspects of wodern fiscal theory and policy in the

- B - -
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light of current contributions by contemporary economiste to
this virgin field of social economics and its application in
two of the leading eapitalistic societies, namely, the United
States and Great Uritain,



Classical economists have always contended that wideesproead
unemployment for any very long period was an imposeibility. This
belief has stemmed (rom their conviction in the existence of a
flexible economy which prevented a general overproduction of
goods. "Private enterprise, it was assumed, tended always to
euploy all availlable factors of prodt‘zg?ion, provided that wages
and prices were sufliciently flexible", At the worst, there
could never be more than frictional unemployment or sectional
overproductions it 48 true that some classicals have visualised
instances where too much of any one article may be produced in
the shorterun, but, thay argued, this was a temporary situation,
since anything produced could be sold at g price provided of
course the price was low enough, Vhen the price of an overe
produced commodity falls, additional units of it would be sold
and the situation would automatically correct itself, Moreover,
owing to the mobility of resourceses another assumed eloment of
flexibility in the economyee factors of production would move
out of unprofitable enterprises into more ylelding ones, As a
result of this free flowing of factors of production, and the
ready adjustment of prices, production would be facilitated and

full employment promoteds

‘“m&
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Furthermore, it was contended that wages and interest, i.e.,
the prices for labor and capital, were mobile, Anyone who cared
to work, they argued, could find employment at some wage rate,
Unenployment under certain circumstunces, if and when it occurred,
was voluntary in nature, The same was considersd also true with ;
the rate of interest. To the classicals, oversaving was impossible,
¥hen people saved a larger proportion of their income Shan usual,
the rate of interest would fall giving; iucentive to sntrepreneurs
to absorb the additional finance capital offered and use it to
employ wore laber. il the volume of savings were small, interest
rates would ries, Gaus discouraging investment whlch meant little
damand for labor. As a result, wage rates would fall to that
level which would allow entrepreneurs vo borrow money even at
hign interest ratess Within this frasework of reasoning: when
all savings were invested and all laborers, except those who
voluntarily abstained, were hirede- it followed that the econcmic
order would tend to maintain itself in equilibrius and at a state
of full employment. In other words, according te orthodox view,
the economic order was a solfeadjustin; mechanism,

Rerdved Fipcal Theory and Hethod of Analysis:

"Every general theory of oconomics", says Schumacher, "has
as its natural corellary a theory of finance wiich translates
the principles of the former into money terws and inte practical
financial principles,.... inancial theory can never be more than
m‘nnnt“l-p'.tm.cont:dehhnry"; and that "ghe
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logical corollary of orthodox economice is orthodox ﬂmnug!
When it is assumed, as the classicals did, that all factors of
production were normaily and inevitably utilised by private
business, it followed that "the state can obtain the use ofz).uch
factors only by preventing private business from using them",
Whether the state prints additional new money and competes with
private business for the use of available resourcesee with cone
Sequent pressure of demand and inflation, or it commands part
of the income of citizens by way of taxatione- in which case
expenditures are balanced by tax revenue=- a definite harm in
the first instance, and a mere substitution of public for
private expenditures in the second, would follow, "From this
it follows that the first principle of sound public finance is
that the budget should be hhncodai dchumacher also draws the
following inferences which he derives from the above line of
reasoning
_ "Firet, that the state cannot increase the level of business
activity,~ a trulsa when we start from the assumption that
private business automatically meintains that level at full
employment, Second, that the best budget is the smallest budget y=
since taxes alwaye to some extent impinge on private saving; a
reduction of private saving being assumed to imply a reduction
of private investment, taxes have to be looked ujon as an impedie
ment to the accumulation of private eapital. Third,.....that the

et
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most undesirable and destructive taxes are those that impinge
most heavily on private saving, namely death duties, super tax,
business taxes, in fact all texes on the wealthier classes, Ine
direct taxes on the other hand, could be taken as impinging
primarily on consumption and could thus be considered economically
harmlesse~ elblet soclally, perhaps, somewhat objectionable.
Fourth, that a budget deficite~ necessitating state borrowinge-
leads possibly to inflation and certainly to a reduction in the
accunulation of private capital. It leads to inflation if it is
financed by the issue of papesr money or of short temm governaent
debt, because then the rate of interest does not rise sufficlently
to produce a fall in private investment which offsets the increase
in state expenditure. And Af it is financed by the lssue of longe
torm governmsent bomkis, such bonds are simply substituted for the
bonds or shares which private business would otherwise have been
able to place. Fifth..e.that a budget deficit, even though
financed in a way which avoids inflation, must lead to a reduction
in the rate of progress (because it derives (rom the savings of
the community which would otherwise all have produced new real
capital) unless the government uses borrowed funds exclusively
for the creation of eapital equipment at least as important ae
private capital, These principles follow logically from the
original proposition of classical economic theory, m-H’thﬂ-
private business automatically maintains full employment®,

- -

(1) Schumacher,; B.F,, opscits, pp. 8087,
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Ihe Jiatural Gorollary: The ‘lieutral Budients
In the light of the above reasoning, it becomes evident
that in the fleld of publie finance, the legacy inherited from
the 19th, century stipulated tint government activities should
be held at a minimum; and that individual initiative, regulated
by competition, should be allowed a free hand., From reasoning
out that governmental activities wers malnly unproductive in
nature followed the inference that they should be held as low
as possible. At best, taxes were co.sidersd to be a necessary
evil; and that the best tax system was the one that taxed least,
it was recognised naturally that the financial operations of the
state would have soue effecte upon such matters as production
(the effect of taxes upon the selling prices of commodities for
example) and the distribution of wealth and income amony citimens;
but the line of analyeie followed was microscopic in nature, The
main objective of a tax levy was to raise revenuej and in the
field of public borrowing, it was believed that the government,
like the individual, should not go into debt if that were possible,
These traditional conceptions of government policy would
presumably have recognised no need to resort to fisesl measures
for the purpose of influencing the volume of business activity,
As long as there was assumed the automatic tendency in the economy
toward equilibrium at full employment, the inference followed
that government action in controlling public revenues and expendie
tures should be deteruined prisarily by narrow cousiderations,
For effects of a general character, principal reliance was placed
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in central bank policy. It should be added further that since
the task of government had been essentially, in past decades,
one of maintaining internal order and external defense, "governw
ment revenue and expenditures were not in a range of mise where
they could significantly afleet costs or incomes over the whole
economy (federal government expenditures have been only a small
proportion of the gross national product: 2% in 1909, 1.9% in
1913, 3465 in 1926); nor was any stimulus to expenditure in the
economy felt to be ntodoéii The plausible conclusion followed
that the government budget should be as neutral as possible in
its effect on the allocation of resources as determined by
private enterprise,

The tendency to marshal ecomomic arguments in support of

enlarged government outlays ie a comparatively recent develope
wente "While certain categories of public expenditure, such as
direct relief and work relief programs, have typically risem in
pariods of orieis or depression, they have rarely, until rocont%g,
been thought of as positive aspects o government economi policy",
Because of the assumption of full employment, discussiens of
public expenditures in classical literature have never given
adequate thought to the relationship of changing levels of outlay
to the general economic situation, The maxims of Adam Smith,

D o 0 S B 3 2 S . A 4 S S A s A O
(1) Morgan, Th., lngome & Smplovment {(Prentice-Hall Inc., Hew York,
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that the role of the state was restricted to the presarvation
of law and order, of national defense, the establishment of juse
tice, and the erection and maintenance of certain public works
remained long unchallenged in theory, although the scope of
governmental activity expanded greatly during the nineteenth
eentury, "Not until the business cycle had come to be recognie
ged as a characteristic phenomenon was it pertinent to find an
economic justification for enlarged emergency enpcndlturooii
Pedeltrayer commente on this by saying that "the typical dise
cussion developed the dogma that the least government was the
best (a Jeffersonian maxim) and that the burden of proof for
iAnereasing governsent expenditures should rest on the advocates
of expansion. No rules that would permit the translation of
these generalisations into definive Iigures were devised. IS
Was assumed that expenditures would not change radically in the
shorterun although much comment was devoted Lo the leng=run
“trend toward higher outllrgi The alarm at expanding govermment
‘Qupondtturou and countere-arguments submitted during the classiecal
era are best illustrated by the following statements quoted by
lhomgol(' l,;'ﬂ- debates in the British Parliamentg

"This great, rapid, and menacing expenditure, If those in
office do not Iot'ul ugoi.z'- vays, a financial crisis will take place
in thies House, which will or it impossible for the public
business to be ecarried on.," (Gladstone, 1864)

"There are three principles on whleh all good finance should
be based. The first is, that thore should always be a certainty

mmm—
g’ m‘?.,.m :.;.pcndnm and Policy"

¢
Vol. 39, No, 2, March, 1 .
(3) Macgregor, b.H., mﬂ{., p.'u-u.' sy ’.
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that, whatever the charge may be, it can be pald. The second is,
that in time of peace and prosperity the country should reduce
thelr debtj and the third, is, that they should réduce their
expenditure”, (Uladstone, 183&).
"The figures make a return to more thrifty and economical
diture the first and paramount duty of the government"”,
Asquith, 1906),
On the other side there were such statements similar to the fellowing:

"Mere abatract and declatory opinions in faver of reduction
and retrenchment are of no use tever, I have so often maintained
it in this House that 1 am almost ashamed to repeat, but unfortune
ately it is not a principle which has yst sufficiontly entered into
public opinionee expenditure depends on policy". (Disraeli, 1862),
th ::;m o Rty = I g mﬁld'

at ture depends upon cys I hope that we not
invert the sentiment and t.K:t. our eoucy ought to be deter-
mined by the expenditure ch we make", (Horthcote, 1879).

The opposition ol ideas continued even after vorld War I,
in 1927, Mr. Asquith held shat "tae only eifective way of dealing
with economy under existing conditions is tiat tihe Chancellor
should ration all tue Lepartments. 4Lt must be done all round™;
and Sir Robart lorne replied tiat "when we come down %o bedrock,
the cause which is chiefly responsible is the policy of the
governmente It is policy upon which expenditure is founded",

The doctrine of retrenchment, however, was the one destined
to reign until the early thirties of this century, Fow, it
should be asked, what i» to be said in support of such a poliey?

According to Macgregor, retrenchment has had two meanings:
one specific and the other more general and lasting. "In the
first place, it has been a postwar appeal against the tendency
of expenditure to be stepped up after a war and to remsin on a
high hﬁi'. with consequent increased debt charge and rising
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prices, besides the faet that "war causes the principles of
expenditure to become demoraliszed and to give way for a time

to sheer affordability..eesd great war both increases the funcge
tion of government and creates familiarity with larger figures
of oaponditurgl in its more permanent upoet..(;;-ot.ronalmnt
has been a well-intentioned theory of euployment™, Its line of
reasoning ran as follows: The best way to relieve the burden

of laborers was, oi" course, to give tiem employment, The latter
could only be insured by reducing taxes which pressed more
lusediately on the productive industry of the countiy. Ketrenche
ment, heavily dwellilng on the elasticity of demand for goods and
for labor, argusd froa lower tamation to more euployment, (rom
wore employment to more consusption, hence more revenue, and to
still lower rates of taxatione "Any surplus was to be at once
glven away by remisslons of future taxation. (In British finance
the income tax was brought in to bridge the interval between the
fall of prices and revenue and the compensatory increase of
consumption and of future rcnnui .’.

Such a line of reasoning is perfectly compatible with the
prineiples of orthedox finance., It is symboliec of the extreme
individualism which finds little or no good in government; and
considers public spending as almost pure waste, This is in
sharp contrast with the other extreme of easy optimism that
would sanction unlimited public spending, because the latter's
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idea that publiec spending may generate the income which enables
it to be carried on is opposite pole to the former's idea that
public expenditures should be so restricted that existing incomes
should be left with a sufficient margin for gxisting needs.

To the classics, the principle accepted cencerning revenue
taxation was that 1t should produce tie maximum revenue with the
least disturbance to Lie economic organisation., "This is a
negative prineiple", uum‘ili;amler. "Lhat taxation should work
a8 little injury as possible", iodern econouists, on the other
hand, who believe iun the eflectivensss oi regulatery taxation,
would employ Laxation as & positive forve of social progress,
reform, and stabilisation.

The early writers on public finance have usually frowned
upon the exercise of the taxing power [or HON=révenue purposes
because they believed "that the sffectiveness of tmtiot(:zlfor
revenue may be undormined when it is turned to other uses", In
the case of a protective tariff, for example, they argued that
Af protection were to be adesuate, no revenue would result; and
that the best revenue tariff was one which gave no protection,
Taxes should fall mainly upon consumption; and progressive taxae
tion was eriticised as impinging upon industry and the formation
of capital} besides "leading governments to embarhk upon the utie
certain seas of social refors without redress or compass, thereby
endangering the revenue systesm by weakening the pillars of the
capitalistic .nc-‘a: There were instances, of course, where

m Wmm. pe 5734
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support had been given to taxation on nonerevenue grounde, but
these wers incidental,

During the 17th and 18th centuries, many writers in England
argued that taxes have a tendency to stimulate those paying them
to greater industry and frugality, and tiint Lndustrial inprove-
ments sprang out of the affort to increase production in an
attempt to lower the burden of taxation, but the more cautious
writers have observed that such favorable consequences could
only follow Af tuxes were ounly moderate, A century later (1852),
JeRMeCulloch, an English economist, arjgued tiat increased taxae
tion in England and France during the late l8th century was
accompanied by increases in wealth and industry, but he warned
his readers that such benefits were assured only if taxes were
increased slowly, otiherwise enterprise and savings would be
stiffleds In his words: "taxation, according to its magnitude
and the mode in which it is Amposed, either makes men industrious,
enterprising, and wealthy, or indolent, dispirited, and 1mpov.ra-n-133

The Cerman sconomist, Wagner, has urged the use of taxation
for social puiponta. lle advocated progressive taxation as a means
of equalising the distribution of wealth and income, On this
latter concept Schumacher remarks: "The concept of taxation as a
mothod of income redistribution is foreign to the theory of
public finanes that derives from classical economic thought, It
is foreign in the sense that it has no economic meritee although
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it may have merits on the grounds of social justice. To use taxa-
tion for the purpose of transferring income from the rich to the
POOr appeared Lo tiie classical economist as tantamount to sacrifie
cing progress to current enjoyment, Social reformers were in a
dilemma: greater social justice appeared to be obtainable only at
the price of retarding the accumulation of eapital, and any plea
for it could be answered by the queation: Is is not better to
cease worrying about the distribution ol the cake and to concene
trate on inereasing its lll.%o

The conservative view has been that non-fiscal useg of taxae
tion were objectionable except under special circumstances and
for specifie purposes; the sole purpose of taxation being the raleing
of revenue, Jir Joslah Stamp referred to "taxation for revenue only"
as the Victorian slogan; maintained that ulterior social purposes
are permissible only if they are secondary; and mentioned faew
instances in which Adam Smith f;?ponad to employ taxation for the
- regulation of economic activity., The conclusion suyg ests itself
that the history of taxation demonstrates that, while revenue had
generally been the purpose of taxation, regulatiun was frequently
an 15:14@&&:1 purpose., Lven ths collection of revenue should not
be excessive particularly from progressive taxation such as the
income tax whose effect "is o dry up the streams which fertilise
tie whole field of employment and 1ndu-nryé. Koney ougat to remain
in the pockets of the people, sthers to fructify by usa, to stimulate
the efforts of their industry, and to add to the resources of the state

op eite, pe 9.
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Attitude Toward Public HOrrowing:

The earliest writers on public debts have eituer held
excessively optimistic or pessimistic views concerning their
offect, The former considered the debts of the state as " a
mine of gold", owed by the right hand to the left and, if proe
perly made and employed, enriched the country and did not ime
poverish it, The latter argued that public borrowing caused
undue concentration of popuiauon and wealth at the capital,
caused injurious inecreases in taxes, and enabled [undholders
to live a "useless and inactive life"” at the expense of the
industrious taxpayers. The controversy is best illustrated by
the views of Karl Dietsel, a German economist, who raised a
vigorous protest against the opinions of Adam Smith and his
disciples who condemned public borrowing. Uletzel said:

"From Adam Smiti's tiwe down to the present (l855) a one-
s8ided view of public loans has prevailed in financial theory,
and is encountered in the work of most writers. It is based
upon Smith's erronecus conception of capital and income, In
brief the substance of this doctrine is as follows:

"Taxes are paid out of income; loans out of capital. If,
therefore, the funds needed for extraordinary expenditures are
raised by taxation, the people, as a result of their natural
dislike of weakening their economic position, will restrict
their consumption and endeavor to pay the taxes out of their
net income, In this way the capital of the community is not
diminished and industry is not disturbed; while the whole effect
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of the extraordinary expenditure is to cause a simple retrene
chment in consumption. If, however, the extraordinary outlays
are met by loans, the funds will come from the capital of the
community., By this process the supply of capital will be rede
uced, and future production of wealth will be decreased, In
this way society is permanently injured; for the capital thus
axpended 1s lost beyond recovery since it is destroyed in une
productive consumption which the state undertakes through its
agency. If this view were correct, the practice of public
borrewing would thereby be unconditionally condemned, Fortune
ately the case is altogether otherwise, In Smith's view we
encounter various fundamental errors of prevailing financial
theory: a false conception of capital} a one-sided notion of
productivity; and the arbitrary aaaunfunn of the existence of
lnoh 4 thing as a distincet net income",

After expanding on the above-mentioned criticisme, Lietmel
‘then proceeds to argue the advantages of public loans: that they
enable governments to raise large sume of money very quickly;
make it unnecessary for governments to increase taxation to an
injurious extent; encourage thrift; enable government to place
part of the burden of an extraordinary expenditure upon future
mu-?%onn increase production; and add to the wealth of the
country. It may be added that ever since that date, the heat
of argument for and against publie borrowing among economists
and public men has never subsided,

(1) Quoted from Gn, Bullock,
(2) Zhide, pps 8452
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«hen a country, howsver, whether wisely or unwisely, commits
itself into debt, the desirability o redeeming that debt has
generally been urged by claesicals, Adam Smith, (licardo, and John
Stuart Mill have advocated such a policy. After crossing out as
impractical the possibility of a general contribution assessed on
property alone to pay off the national debt in one lump sum J,S,
Fill suggests the second alternative of paying it gradually by
a surplus revenue, He says:

"The desirableness, per se, of maintaining a surplus for
this purpose does not, 1 think, admit of a doubt, We sometimes,
indeed, hear it saild that the amount should rather be left to
"fructify' in the pockets of the people. Tuls is a good argument,
as far ap it goes, against levying taxes unnecessarily for pure
poses of unproductive expenditure, but not against paying off a
national debt. For, what is meant by the word 'fructify'? If
it means anything, it means productive employment; and as an
argument against taxatlion, we must understand it to assert, that
Af the amount were left with the people, thiey would save it, and
convert it into capital. It is probable, indeed, that they would
save a part, but extremely improbable that they would save the
whole: while if taken by taxation, and employed in paying off
debt, the whole is saved, and made productive, To the fundholder
who receives the payment it is already capital, not revenue, and
he will make it "fructify', that it may continue to afford him
an income, The objection, therefore, is not only groundless, _
but the real argument is on the other side; the amount is much more
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certa%n of fructifying Af it is not left in the pockets of the
i)
people”,

in the light of the above analysis it can be inferred that,
as a matter of public policy, the problems of government (inance
secmed relatively simples To ration public expenditures and to
lower taxes and still be able to pay off debts, if and should they
be contracted, was an iceal situation., A useful rule of the thumb
developed was that the budget should be balanced annually although
this rule was often violated., Theodore Morgan says that "in the
154 years from 1792 through 1945 we (in the U.8.4A.) have had Y%)
years of surplus and Ol years of deficit in the federal budget",
But the idea of a balanced budget "remained as a convenlent check
on the propensity of legislators to vote new expenditures (generally
politically popular) without vouing new taxes (politically unpopu-
Lar}2£ Pinally, under the assumptions ol the classicals, a
national debt did represent a burden-- not necessarily in the sense
of a mortgage on posterity, but in the sense ol a wasted opportu=
nity. "It did measure the extent Lo waich thie state had...prevented
the hardesarned savings of the community from augmenting the real
eapital of the nations And a reduction of the national debl wasee
on these assumptionse~ logically tantamount to a making good for
the extravagances of the past: an artificial augpentafign of

current savings and thus of current private investment”,

1 Gharloo Bulloeck re.g it,, B54=55.
ia d,!ﬂ_:___n Pe ZB

2 '.r.. 'Egclto. Pe g8,



The preceding discussions have fairly demonstrated that the
self-equilibrating philosophy of the orthodox school had been the
generally accepted theory until a recent date, During the thirties,

however, when popular confidence in the selfeadjusting capacity of
capitalism was at its lowest, Lord fsynes stepped to challenge
most forcibly the classical assumptions and to provide a theorete
ical framework for popular current economic belief "which left
classical theory discredited by the scholarly criticisa of one
of the most outstanding of the world's economists, as well as by
the practical experience of the great dlpl‘&aliﬁl‘lﬁo

in contrast to the ortiodox view, heynes argued that general
overproduction gan occur in the sense that there may be a lack
of effective demand for all goods produced. People may have the
desire for commodities but, unless this desire is coupled with
adequate purchasing pover to support it, there will be a deficiency
of effective demand, Here Keynes developed the concept of ag re-
gate demand, a demand, not for a particular good, as in the
analysis of market price, but for goods in general, !e alseo
attacked the traditional doctrine that the volume of saving and
investment is nicely adjusted by a fluctuating interest ratej
and maintained that abstention from consusptlon meant not an

T D Gt > S O - -

(1) The emphasis in tods section is placed n those aspects of
contenporary economic theory which are :f:uny nh::d to the

field of fiscal th;:ﬂ;’.

2) Gy " Harris, Ed.
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automatic accumulation of capital, lie substituted for the dictum
"what we don't consume, the business man uses for -investment® the
opposite statement: “"unless we consume, the businessman refuses
to invest”, To him the real cause of unemployment sesmed to be a
disproportionality between the desires to save and the desire to
invest or, to use hls own terms, when the propensity to consume
and invest runs short of the propensity to save,

While the teachings of Lord Keynes had been challenged
vigorously by many writers, it 1s generally agreed t.at he has
made great contributions to the fields of economic theory and
policy. He called attention vo ways in which alterations in the
volume and value of money are usually associated with other changes
in the sconomic system, le demonstrated, for example, how variae
tions in the quantity and use of money bring about changes in the
volume of production and the extent of employment. lie pointed out
that our sconomic system was not the flexible, self-adjusting
mechanism which orthodox economists described, HRather, there
were inherent in it elements of rigldity such as sticky prices,
inflexible wage rates, and influential pressure groups, which
interfere with the readjustment process in the market for produe
cers' as well as consumers' goods, In view of such impediments
to an adjustment in the costeprice mechanism, aggregate demand
as well as the sise of the national monetary income are matters
of great significance,

According to the theory initiated by Keynes, a larger
effective demand, leading to a higher level of employment, will
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depend, given a caortain propensity of the community to consume,
on the amount of current investments. In turn, the amount of
current investment will depend on the inducement to invest; and
the inducement to invest will depend on the relation between
the schedule of the marginal efficiency of capital and the
confi;u of interest rates on loans of various maturities and
risks, By lowering the interest rate, investment and effective
demand may be increased, If, however, the forcing down of
interest rates does not bring about sufficient investment, as it
probably will not, compensatory government action in the form of
deficit spending is recommended. In Keynes' words: "1 expect
to see the state, which is in a position to calculate the margie
nal efficlency of capital goods on long views and on the basis
of the general social advantage, taking an ever greater respone
sibilivy for directly organising 1nvcunmonéai

"Autonomous decisions to invest in privately owned capital
goods or the government plant are, according to Keynes, the main
factors determining the level of income and employment, An auto=
nomous change in investment, when there iz unemployment, causes
a change in income and employment which ig¢ larger than the
initial movement; the relationship between cause and effect is
determined by a 'multiplier' which in turn is determined by the
"marginal propensity to consume', Under the institutional
arrangments of the capitalistic economy there is no mechanism
that induces investments of just that amount necessary to maintain

(1) Keynes, Ju.i,.,
(2) Ibide, Pe




o3l e

full employment of all avallable resources. Investments may be
so large as to create an inflationary pressure or so low as to
result in chronic unemployment, Classlcal economics (with few
exceptions) regarded full employment as the "matural! state of
aflfairs and nad to look for specific causes [or explaining
actual under-eaploymente Frou ieynes' analysis, it follows tLaat
i sconomy may be in equilibrium in eltiuer a ulgh or low lavel
of exployment, 80 Laabt continulng full employment of all resources
can be explained only Ly reference Lo specific udstorical circune
at‘.anco:y. Furthermsore, ol t;.uo Luree psychological propensitlies:
Lhe marginal elllcieucy of capital, liquidity preference, and
Gie propensity Lo cousuwe, wialch, togelLuer witi tue quantity of
money, determine the level ol income and employment, Leynes
accords the third factor a speclal significance, "With the aid
of Keynes' consumptlon function, a theory of economic oscillae
tions containing the acceleration principle as a central feature
- was readily donlopoc(l'zil Unemployment.,, according to leynes, may
result from action of any of the thres propensities: a rise in
liquidivy preference, a drop in the marginal efficiency of
capital, or a decline in the propensity to consume, The lavel
of incoume and employment can be determinsd il we possess the
knowledge of the warginal propensity to consume, the marginal
efflciency of capital, and the rate of interest, that is, liquie
dity preference plus the quantity of money,

"Ihe answer, following Keynes", writes dJherwood iine, "for
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techinologically advanced and wealthy countries like England and
the United States, is to be found in the disposition of the proe
pensity to consume Lo decline or, to put it In another form, the
propensity to savs to rise., Hlth the accumulation of wealth, a
decreasing portion of a community's funds are directed into cone
sumption chaniels. Tus volume of savings is consequently ene
larbedi. And in Keynes' words: ".eeeths richer the community,
tiie wider wall Land Lo be tie gap between itu actual and potenw
tial production; anu therefore the more ubvicus and outrageous
the defects of the economic system, Vor a poor community will
be prone tLo consuse by far the greater part of its output, so
that a very modest measure of Investment will bLe sufficient to
provide full omploywment; whereas a wealtiy comaunity will have
to discover much ampler opportunities fur investment if the
saving propansities of its wealthiler wmexmber:z are to be compatible
with the employment of its poorer members....But worse stlill,
Not only is the marginal propensity to consume weaker in a
wealthy community, but, owing to its accumulation of capital
being already larger, the opportunitics for [urther investment
are less attractive unless the rate of interest falls at a
sufficlently rapid ratigi Aggregate demand is, according to hlwm,
the ultimate force determining the sige of employment opportunie
ties; and "consumptdon is the end and objeoct of all economic
activity". Aggregate deuand can be derived only from present

- —— - - - - - - -
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consunption or from present provision for {uture consuuption
(that s, the creation of capital goods). Conssquently, the
preater we provide for consumption demand of the future, the
less room tLuaers exists for furtier activity in tuls direction,
and the wmore dejendeant we becowe upon curent conswiption as

a source of demand, Jurtheruore, Luae larger our lacoue grows,
thie greater tends Lo Le the difference between income and Cone
sumption outlay, aa. the greater the disproportionality between
productive capacity and efflective demand,

The above line of analysis brings us face to face with an
important contribution of Heynes' theory of esployment to busie
ness cycle analysis which is discussed under the oversaving and
the undere-investment theordes of business {luctuations. Prof,
Johin H, Williams summerizes and comnents brleflly on both theories
in the following words:

"feynes's oversaving theory™, ¢ says, "is derived irom
psychological laws operating in the lustitutlional framework of
modern private capitalism, Host faportant Lg Lhe propensity to
consume, according o which as incouwe rives a part of the
increase is saved, Keynes believes an increasing fraction 1s
saved, but this he says is not part of the law, 7o prevent
reduction of income, output, and employwent, invectuent must
increase equally wiua saving, but investuwent is limited by the
marginal efficlency of capital (diminishing productivity as
interpreted by expectations); and the cost of investment cannot
be reduced sufficiently by lowering the rate of interest because
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at some minimum rate we prefer liquid funds to the risk of investe
ment, liet idle saving forces income and euployment down to some
level at which, through the decline of saving, investment and
saving become equale TO get more income and employment we must
have deficit spending to offset idle saving or must tax away and
spend the idle saving., Tinis f{iscul policy should be accompanied
by monetary action to reduce interest rates and gvercome, so far
as possible, the effecte of liquidity preferenc£}1

Prof. Williams remarks that this theory merely tells us
that as we progress to higher incone levels, economic progress
becomes harder. Although Keynes' statement about the propensity
to consume is a plausible hypothesis, its application is limited
by the faet that it cannot be applied to producer's saving, at
least to corporate savings, which are an important part of the
whole; and it falls to account for the opposite tendency in the
buatncnalcyclo, which Keynes had previously described as the excess
- of investment over saving in the boom period, He adds further
that in discussions of fiscal policy, Keynes' hypothesis about
saving has been too readily accepted as law or as fact, although
no one has yet given us estimates of saving of a kind that
really bear upon thlis argument,

Turning to the under-investment thesis, FProf. Williams says
that it "has a better factual foundation than tiie oversaving
theory, and presents a stronger case for the longerun deficit
spendings It is based on the view that as the capitalistic

A s D G D D D A R S U S DA B O D D B e D B B T R Y Y B D D AT T S D T S T D A
(1) williams, John il,,
(Alfred A, ’ ’ s PPe .
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econony progresses, it reaches a stage at which the opportunities
for investment decline, This mature economy thesis ic too famile
iar to require alnburatiig. it uses, in general, the same analye
tical apparatuc as the oversaving theory, starting from the same
tfuiln that investuent plus consumption equal incose. It has
the same criterion of prosperity: full ewployment., But the dece
line of opportunities {or investment is not in the other theory,
and the tendency toward oversaving is not necessarily a part of
this one, though, as 1 have nald’ in much of the recent discuse
sion tha two have been eonbinoés.

Prof, ¥Williams concludes by saying: "Tho reasons why, as
an economy matures, investment opportunities decline, have been
presaented with great force and much statistical support. Some
of them carry considerable conviection, particularly as regarde
their bearing on employment, This is especially true of the
technological changes {rom capltaleusing to capitalesaving
 devices, 1 am less convinced by the reference to declining rate
of growth of popuiation, not only because it relates to indivie
duals rather than to families, but because it unduly subordinates,
1 believe, tae possibilitlies of changes in quality (standard of
living)e The argument about the passing oi the frontier seems

G T o P 4 S P e e T S SO S T S D S T W D A A S o S - - e

(1) The so-called stagnent economy thesis is usually associated with
the name of Alvin liansen who argues that declining investment is
dye to a decreasing rate of population p the passing of the
frontler, a dearth of great new industries, and the increasing
ability of business to finance itself by depreciation reserves
and reinvested earnings,

(2) Williams, Jellay Opecite, pe 75.
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to me not one ol the strongest, largely because I am influonced
by my earlier studies of international trade, which showed that
trade was greatsat not with the frontier countries but between

the industrially developed countries having higher living etane
dards and greater purchasing power, But as f;?arda exployment

there may be no easy substitute for free land",

Nowadays, it 1s fairly accepted among economists tiat saving
is reaponsible for a good deal of trouble in the economic system,
1f everybody were to spend all Lls incone as ne reccived it, the
happy state of alflalrs described by tue classicsee that supply
creates its own demande- would prevail; and we should not meet the
danger of a falling=ofi in production through a failure of demand,
But we should be wroug il we concluded from this that saving is in
iteelf an evil, I{ there were no savinge we could never increase
our capacity to produce by adding to our stock of capital goodsj
nelther could the goveinment ever spend mors than it received by
taxation, if we exclude the idea of printing money. The real source
of trouble is that saving and investment are done by different sets
of people from quite different motives. As an antidote to the above
conditions, feynes prescribed: progressive tax measures to decrease
the propensity to mave; the creation of outlets for new investment
through public capital inve:tment, to be financed by borrowing
and the pursult of a policy of low interest rates, Besides these
direct contributions to the field of fiscal policy, Keynes'
equally important indirect contribution should be emphasised: he
has greatly stimulated thinking along fiscal lines.

($¥) Wililams, Jeli., Opecit,, "07"'7‘0



The crystallisation of the idea of employing fiscal policy as
a balancing factor in the economy may be sald to date from the
publication of Keynes' General Theory of fHmployment in 1936. Xeynes'
ideas, there presented, were extended and elaboratad in books
written by scores of economlsts as well as in a voluminous body
of periodical literature. The distinguishable feature of such
discussion has beeu the growlng recognition of the economic effects
of government finance. "Uovermsent expenditures and revenue,
government borrowing and debt repayment are studied, not for
touelr lmpact on the Treasury, but for their impact on the economy,
1t is now recognised wore tuan ever before that each aspect of
government finance may be used as an instrusent of economie
policy %o influence the sise of the natlon's income or alter the
character of the nation's output, At first, the problems of
the depression, and then, the necessities oflghe war, have cone
verted government finance into fiscal policy".

The precading discussion has clearly demonstrated that in
a private enterprise economy the volume of production, employment,
and hence of income, depend upon the existence of thie necessary
markets, Unless prospective demand is sufficient to pay for the
costs of production and leave an adequate margin of profit,
production will not be fortihcoming, and resources will be une
employed, Similarly, unless aggregate demand remains within
the limits of available supply, once a high level of employment

- . - a -
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is reached, prices will be driven up and inflation will threaten,
The thesie that supply always creates its own demand is now
considered foundless since income, once received, may or may not
return to the expenditure stream. In addition, in an economic
8,s8tem where millions of people and business firms make free
debieiona about how much of their incomes they intend to spend
or save, there is no guarantee that there will be that exact
balance of total spending whlch is required for full employment,
Deliberate policies become, therefore, necessary to keep the
rate of spending at tuat level, and, if tuat is not possible,

to compensate for its deviation from that level.

But although the general requirement is clear cut, ite
fulfilment, however, is by no means simple, DPollcy considerae
tions must start with the basie fact that thaere is no self=-
adjusting mechanism, in a private enterprise economy, which
assures a high and stable level of employment. To set the rese
ponsibilivy for attaining such level on individual consumers or
individual businessmen is also absurd, since "each is caught in
the upward spiral of inflation or the downward spiral of deflation
and....buys and sells too little to affect the sweep of events
over the whole Qoonany%. The main responsiblility for maintaining
a high and stable level of activity must lie with the governments,
since they alone possess the powers necessary to fulfil this rese
ponaibility, The cooperation of business men and trade and labor
unions is undoubtedly essential for the success of this policy,
but the latter alone cannot determine the general level of employment,

(1) Morgan, Th., dncome & Keployment, opecits, ps 167.




39

The vital importance of fiscal policy for avoiding a state
of deflation or inflation will now bLecome c¢vident,- The gLoverne
ment, in order to mect its responsibllit/ , "must see to it that
tie total expsuditures on the natioual output is neitlisr more
nor less than that wulch ig jJuet suflicient to take off the nare
ket, at a stable price level, all ol tihs joods and se. vices tLhat
can be made available wuen ti:e population ile fuliy eaployogii
The four cowponents oi tLotal monetary outlay being: private cone
suuption, private luvestment, public irvestment, and thie foreign
balance, it ia maintained that tae secconc and tae fourth, which
are subject to autonomous fluctuations, are the main sources of
instablility in national incove and the level of employment. It
is aleso admitted that government 1= unllkaly to be sble to
succeed completely in preventing fluctuations in private investe
ment and the foreign balance; and that thes2 should be offset
by compensatory movements in demestic private consu ption expendie
ture and /or expenditure by public authoritiss,

It becomes evident, [rom this lins ol reasonin;, that {iscal
policy may and should be used to expand or curtail total eflece
tive demand for goods and services, wnich ever is needed, The
government can effect the necessary increase in total demand
eitner Ly increasing public expencitures, without any concurrent
restriction of private expenditures, or Ly inducing increased
private expenditures virough remission of taxes or in other ways.
S8imilarly, it can reduce total demand sitiier by reducing publie

- - - - .-

(Princeton
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expenditures, without any concurrent change in private expendi-
tures, or by restricting private expenditures tirough increased
taxation or in other ways. "It is thus within tie government's
power to set tues level ol votal expenditures (private plus public)
wherever it will, It follows, as an inevitable consequence, that
guvernuwent cqn set 1t at that oplimum awount wihich will provide
full employment on a stable price level”,

Quantitative Analygis: The individual instruments of fiseal
policy are: public expenditures, taxatlon, public borrowing, and
debt repayment, In a purely mechanical sense, the quantitative
line of analysis would proceed to look, as a first step, into the
flow of purchasing power as related to government operations,
Government expenditures bring about an increase in production and
employment, it argues, unless there are indirect effects which
work toward contracting private consumption or iuvestment outlays,
‘The stimulating effect exists irrespective of whether the expendie
tures had been directly on output or in the form of a transfer
payment, Taxation, on the other hand, withdraws money f{rom the
economy and, Lirough contracting the volume of private expendie
tures, diminishes production and employment, BHut the government
is not gonfined to spend what it raises by taxes only. It can
itself borrow and spend; and government borrowing and spending
adds to total effective demand, It can, therefore, use its

By ey oy o oy
Rarels Samer's. Ghaptar {10) ‘sn sia! Finesl Lavact oo sational
r's on ] pact on na
income in his book MLAMJM opecite




.u.

power of borrowing and spending deliberately to adu to eflective
demand and increase employment. If, therefore, -government policy
goes too far in the direction of heavy taxing and borrow.ng,

and light spending amdl debt redamption, total expenditures, pro=
duction and employment will be curtailed; and the opposite would
hold true il the necaanism were reversed, It i1s possible also,
as we shall see latgii to secure a net stimulating eflect through
increasing equally both publie expenditures and revenue from
taxation,

All the individual instruments of {iscal policy have, to a
varying degree, been subjected to close examination by sconomists,
An enormous literature dealing with tax incidence, shifting and
effects; the multiplier effect of public expenditures; and argu-
ments for and against public debte is now available but, as
Somers sald, "although the individual instruments of [iscal
policy have been studied carafully, bLine theory of (iscal policy
as a whole lacks integrationsse...As a resalt, it is difficult te
make adequate allowance for the effects of taxation, borrowling,
and debt repayment in trying ué determine the consequences of
any particular volume of govermment expenditures, JInstead of
being an integral part of the analysie, tiese effects usually
take the unsatisfactory form of modifications or qualificublonisi

As & firet step, it ia proposed here to examine the struce
ture of liseal policy; and to consider the interrelationships
between public expenditures, taxation, public borrowing, debt

e e
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‘%g See Boctlau on Balanced Budget A ywtnch, Infra.
» Dible Finance & liakenal hcons, op.cite, pe 48Ge
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repayment, and bihe national incowme. Then we can see how [{iscal
policy way be used Lo acnleve desired endse Thiy could Le done
i{ we study each inotrument ol [iscal policy according to soue
comparable basls beilovre constructing a couprehoensive picture of
the fiscal impact as g whole, Altiough the aim here Ls oue of
integration, each element o. governwmenlt Jinunce will, as a {.rst
step, be studled separately in isolations and its Lroad yypes of
ef{fectls consldered. /urticrmore, si ce our cioiterion i: to seo
how fiscal policy iifluences cuncumption, iivectment, and the
national incone as a «hole, "we must counsider tic extent to «ilch
@ach instrument of fiscal policy invelveor uome L act on the
nation's supply ol co: sumptiou funde and the extent Lo wuich it
involves some lapact on the nation's wvupply of loanuble Lunds.
The lmpauct on consumpiion funds serves ag a startin, point for
the atudy of subsequent effects on consuner spending, and the
dmpact on loanable funds seirves as & sturting point for the
‘sludy oL subsequent eflects un invo;tuanéii

Tarough the wedium of public expenditures, whoether for rellef,
adninistrative expense, public worke, natiocial delense, or Lie
outright purchase of goods and services, gove.mment ruoleases both
econsunption and ioanable funde, For the most part, a relense of
conpumption funds is involved; "but thore has recently grown ap
anotlier type of govermment disbursemant of funds wvhereby tlhe
government merely lends its money (nominally at least) and does

not give it away or purchase outright any goods or services,

- - - o e - - . - - -

(1) Somers, H., fublic Finance & Hatloval Incoms, op.cita, ppe LB6=7,
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This has been true of a number of credit corporations set up by
the government”, In this latter sence, government expeniitures
tend to audmcnﬁ the supply o loanahle funds, to lncrease the
avallabillty ol cupltal, and to eave the terms of rivate borrowe
1.4 But the exact effects would, of course, depsid upon the
natuire of the laducenent to lavest pravalliuyg and tue avallable
Mty of credit from other svurces, particularly from bankse
Thus ve may carry over into our later discussion the provisione
al argument that government disbursemcont of funds Involves Lhe
release ol both consusption funds and loanable funda,

In the case ol revenue by taxation, we nave an absorption
of funds by tao goverrnment in ons of two ways: wicn taxes transler
to tue Treasury {unds wulch would Lave boen gpent on consunption,
(aa in the case of a sales tax or an incole tuax on low incoua
groups), or, when they impinge on savin_ s wilch may have augmented
the supply of leanable fundse In the [irsL case, a direct reduce
“tlon of consumption expenditures and natio al Incore iv involved;
¥hile in the second, unless bank credit i¢ freely avallable, the
avallability of private capital would be reduced and the terne
of borrowing for private investment would be made les: favorable
than they would otherwiee have been., Taxation, tlen, involves,
prima facie, both an absorption of consumptlion Cunde and loanable
funds,

When we look to public borrowl .5, we agaln encounter an

instance of governaent absorption of funde, DUepending upon the

N e T e ) S o ) Tt W ) e -
(1) Somers, ie, Zablic Fluance & Satloual 1LcQue, 0pecils, pe 487,
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use to which the funds borrowed would have been put had they

not been lent te th= government, depends tle nature of the funda

absorbed, Not all funds lent must necessarily be loanable fundse

Some bonds lssued and sold durlny the last war had been of the
nature o! compulsory savinge wilch would, to soume exteut, have
been spent on consuwiption poode, LLhers are likely to have cone
out ol simple hoards., but, in general, it nay be sald that
government borrowliu, e likely to reduce private consumption
and, depending on Lie state of the baniing syotem, Lo curtail
private Luvestaents o8 i tae case ol Laxallon, we can asswne
the likelihood that public borrowi., iuvelves an absorptlion of
consuaption funds anc of loanable funde,

Pinally we should take 1.to account Lie releage o funds
through debt repayments A debt redempti-n iu llkely to release
nainly loanable funds which would be put useally on the capital

market for the purchase of securities, Iut the poepibility of

debt repayment tending to stimulate conuusption should not be

overlooked, This iz particularly true in cases where the pur-
chage of government bonds represents & definite saving progranm
on the part of the individual with retirement marking the end
of the program and the spending of the money involved, Debt roe
paymont may then be consldered to lnvolve a release of congumpe
tion and of loanable funds.

The above ventative analysis suflfers, ol course, fros lack
of integration because the several instruments of liscal policy
alvays operate as & wiit. The next step suggested 1s to sum up
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the various consumption and loanabtle lund:s eloments, and tuun
te analyse the comjosite elflocta. .
As far as governweit release of consuuptiun funds iv cone
carned, it should be remarked Lhab not Lhe whole ul goverusant
ex endllures snouwld Le regarded as a nel adullion Lo CorGuje
Lion funds sluce L.ure are oliselbing eliecto iu tae Lorm ol
taxations Thabt is wiy Lie sadtude ol Lie deficit (Lfinanced
by Lorrowing) 4c sowelLd.es regalued ap an appropr-ates dngicator
of the goverimenl's uel contribution Lo Lie couLunity's purs
chasing power. but Lue latter view, &1 wccepted withwut rosere
vation, ie likely Lo give a misleadliy piciuwe of Lhe goverus
ment's contribution Lo the comaunity's coususption Lunde, ednce
part of tic borrowec woney way represent a recuctdion in the
concunity's consumption fundusy and because some taxes have dote
rinental effects on cousumption, Finaliy, debt repayuent
activitles ol tho government should be accounted fore "In short®,
cononts Somers, "we phould add togeti.or those parts of expeiniie
tures and debt repayuent which iuvolve a release ol consusptlion
fundej and deduct thoue parts of texatiou and borrowlng widch
duvolve an abuorption oL consuspltion funlte 4t Liku way we can
take sccount of the consumption ellects oi each snstruent of
£iovcal policy and obtain a seavuse ol Lhe nel goveinwent release
of corsusption fundee This, notL Lhe expeldditures nor Lhe delficit,
is the appropriate weaswe ol Lhe governsent's direot contribue
tion to the nation's purchasing power and is the appropriate
wultiplicand of the muitiplier princlples AL way concelvably
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be negative in some clrocumstances, that 131 there may be a net
govermment absorptlon ol consunption ﬁmda{:"l )

Turning to the effects ol instruments of fiscal policy on
the absorption of loanable funde, it may be said that government
borrowing involves wmalnly, and taxation aimost invariably, an
abeor tion ol loanaule funds, [From tue total absorption of
loanable Lfunds should be deducted Lhose parts oL governuont eXe
penditures and debt redecption wiich luvolve a releasc of loane
able funde, in order Vo obtain & measwe of tie net asount of
funds the governuent witidraws [rom tihe money and capital marketa,
"To take only the asdunt 0. governueut borrowiny, ae is us.ally
done, is incorrect because taxes also involve a withdrawal of
loanable funde to some extentj and at Lue sase time the governs
ment putes some of these funde back into the capital market
through its expenditures and repayment of debts. There may be
a net release rather than absorption of lou(:g?lo funds on the
part of the government in some circumstances",

In attempting to figure out the composite effects of governe
mont operations on consumption and loanable {funds, we may say
that because borrowing and taxation abeorb both consusption funds
and loanable funds while expenditures and debt repayment involve
thedir release, the former tend to have restrictive effecte while
the latter have expansive ones, "Where tuere iv no change in
the government's cash balance and no government printing of money
to finange expenditures, the net governsment absorption of loan=
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able funds is identically equal to the net governnent release

of consumption funds, Tne fisc is essentially a mecianion
which converts loanavle funds into consusption fundoe in deterw
mining the extent of tuds conversion we aust not confine our
attention to deficit spendling as is 80 often donee Lach inatrue
ment of [leocal policye- expenditures, taxation, borrowing, and
dobt repaymentee~ affects the availability of both loanable funds
and corsumption funde and plays a part in the governoent's cone
version of loanable funds into coususption rundg'b.

Qualitative Analyaie: The qualitative aspecto of governe
pent's fiscal operations, that is, fron where and when the
governmant obtains its revenue, and to where and when it spends
it, may be more important than the mechanical quantitative
aspects argulng in terms of the volume of revenue and expendle
ture, "The fundamental rule of governuent finance, to whlch
only minor qualifications exint", writes Theodore lorgan, "is
that nothing shall be decided on fluancial grouwxis. The basic
realities of the economy are resowrces (labor, managessnt, raw
sateriale, plant, amd equipment), and the wante of the people
of the econony (for a high standard of living and for useful
eaployment). Money Ae sdmply a tool for the effective utilisae
tion of thesa resources toward fulfilling wantses Like otier
tools, woney may et oubt of order, and can be used skilliully or
badlye. OGovernment can, tirough its monetary authority and through
ite revenue and expenditure policy, exert a considerable influence

e A A S I S D iy Y A T S T O S D D R D O S S i D R D s S S T S B e e R D B 10 O ) 8 0
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on the flow ol money in the sconomy, and 80 upon the allocatlion
of resources to one uve 0: anotier and upon how many of them are
used and how many leflt utmployod‘}.

ROUESSS 0f UOVOIIMREE LOVeIUe:

e Lave seoen thnt the government can obbtain {undos in one of
two ways: At can tax and it can borrow, woneidered f{rou the
point of view ol their adverse efiect upon private expenditures,
tie most depressing would be taxes on coneusption, followed by
personal and business incoue taxes, followed by boriowing from
individuals, followed by borvowing [rom comaercial banks which
in the least depressing. The taxes levied on consumer goods
are dopressive because they lead in the main to higher costs of
comnodities and to lower real wages; and hence they cut the
volume of consumption purchases of the poorer groups of the come
munity who spend the bulk of their incomes on consusption, that
ie, those who possess a high marginal propensity Lo consume,
The personal and business income taxes are depressing to the
extont that they sbsord funds which would otierwise have been
spent on consumption or oun investment. The more progrecsive
such taxes are, the less they Lend to reduce consumption, but
the more thay tend Lo cause well-ofl peovple Lo reduce their
savings; and the more progressive taxes are, the wore they dise
couraye mﬁ-m. Al the latter case, the potential iuvestor
faceo the dilemma: Af{ the investment is profitable, the governe
ment taxes away much of the profit) and 4f it is unprofitable,

T8 el 2 S 2 A D 28 R D A S S e s 48 S T T D R D B S AT B R DD e S D D 1 S e ) O 8 8 ol B o 8 D ek

(1) Morgan, Th., incoue & Eaplovmeut, opecits, ppe 212-213.
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the investor bears the loes., It is possible, of course, to devise
personal incose taxes heavy enough on botih the low and the high
income groups thereby cutting sharply both cousumption and investe
ment outlays; but with woderate tax ratee, a personal income tax
appears to be less depressive than consumption taxes. Some Laxes
similar to the excess profite tax and the corporate income tax
are usually considered to be more depressing than a pereonal
income tax because, it is argued, "they especially discourage
the risky investments of small enterprises in new processes and
productsee a kind of investment which is very useful toward
inereased employment and productivity, and toward diminished
concentration of production and economic poHOL}I

When it comes to borrowing from individuals, there is hardly
any depressing effect on private expenditures since people lend
to the government out of their savings; and they ordirarily do
not lend to the government for the low rate of interest which it
offers unless they are unable to make investments elsewhere
giving better yield. lere one simple qualification is needed.
During the last war, some governments (@.ge the UsS.A. and Britain)
have carried on saving-bonds campaigns with the idea of inducing
people to cut their consusmption expenditures and assist iln the
war effort. These campaigns may have probably succeeded in pere
suading some people Lo cut their consumptionj but such a depe
ressing effect on consumption expenditure is very unlikely during
peacetimes Finally, borrowing from commercial banks will not

- on o -

(1) Morgan, Th., Income & Employment, opscit., pe 225,
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have an adverse effect on private expenditures so long as the
central banking authorities, through their opene-market operae
tions and other monetary policies, continue to supply the

body of commercial banks with sufficlient reserves so that they
ean continue to lend to the goverument. Under such circumstances,
the individual baniks will not be faced with the choice between
lending to the government or to private businesa.

Before leaving this topic of goverument rovenu; I would
like to state that in the foregoing analysis I have been sure
veying the sources of government funds from one angle only: the
extent to which revenue from a given source tends to contract
private consumption and investment expenditures. The merits
and demerite of a glvcn taxing or borrowing policy are not

exhausted, of course, by this kind of an?i{sin; and will be

given further treatment at a later section,
£anals of Public Expenditures;

Again, as in the discusaion of sources of government
revenues, reasoning on pure mechanical monetary level is less
significant, when we come to discuss public expenditures, than
reasoning about the utilization of real resources in the economy.
The prineiple holds true even though it is less pressing when
there is heavy unemployment, because then if the resources used
in a doubtful channel by the government were to remain idle,
soclety would Le worse~off as a consequence of the failure to

spends If any government expenditure is to be justified, therefore,

(1) See Sections on Tax and Debt Nhﬁngﬁlout below, |
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the gain aceruing to the economy must exceed the loss which
results, whether dirsctly or indirectly, from the process of
gotting the funds. The real gain is of course the increased
production and hence euployment which results from the expendie
ture; and the real cost is the loss of possibility of private
use of the resources in question plus tie burden or.the publie
debt which results if the expenditure ir financed by a loan.

From thls follow the principles that (a) government ax}cndi-
tures must be jJustified on the grounds that government c¢can use
the resources in question more effectively for the general good
than private individuals could, (b) that they should bte for
soclally useful goale and be administered with the utmost effie
elency to obtain the maximum of output; and (¢) that they should
not compete with private enterprise, unless for specific purposes
such as the control of a monopoly or some critical social activisy
as military research for example, Furthermore, government expendie
tures should, as far as poseible, be canalimed into channels
which will induce more private expanditure, "If this is not true®,
arguss Theodore Horgan, "then stimulus to employment must, instead,
be sought through reduced taxation and other measures to stimulate
private consumption and investment -xpendituriai Horgan's view,
it seems to me, is rigid; and the case is more realistically
stated by Musgrave in the following uorﬁs:_ "While tie requiree
ments of cycle policy are bound to be reflected in the expenditure
pattern, expenditures should be based primarily upon consideras=
tione of need and usefulness of the projects as such, Uifferences

Wmmm - - - -
(1) Morgan, Th., Income & Buplovment, op.cit., p. 226,
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in the leverage effects of various expenditure projects exist,
but they should not be over-emphasised, where reliefl expendie-
tures are a more elflective way to relieve distrees in the dep=-
ression, they suould Le preferred to public worke outlays, even
thougi a somewhat swaller leverage migut result, Where publie
works are needed or are preferred as a msatter of public norale,
they should be given preference over relief even though they
might involve a somewhat nigher outlay per unemployed, At the
ssne tise, expenditure planning must account for tie longersrun
as well as the more immediate merits of alternative expenditure
projects. Thus developmental programs will not only be useful
in an immediate sense but have an ilmportant bearing upon the
secular level of private investment and the growth of real lncouiiz
"The real controversy", argues Newcomer, "has never been over the
usefulness of some government expenditures....The question is,
rather, how much goverument expenditure is desirable, and f(or
what purpose. To form an intelligent opinion on this question,
it is necessary to consider first of all tue -moun?g tiie aius,
and the rate of increuse of government expenditures", A more
detailed nnnlgala ol these issues will be made at a later stage
in this unoaioi
Bucden and Lisdt of the Pullic Lebt:

in the section on sources of government revenus it was
stated that the government can obtain fwuis either by levying

(1) Musgrave, R., "Fiscal Policy in Prosperity & Dtp;:;aion" Amer,
* nad Vol. 38, Noe 2, May, 1948, pe 368s"
!2; Hewcomer, 7., s Pe 2
3) See section on ¢ Expenditure Policies below,
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taxes or by borrowing., The latter method, it was aryued, has
direct effects on private expenditures less depressing than the
former., The conclusion easily suggests Atsell that when wore
expenditures, with a view to enhancve production and employment,
are needed, the emphasis in government revenue should be placed
on borrowinge But such a hasty ¢onclusion faile En consldsr
that borrowing means more public debt; that public debt may be
excessivey and that it may have a real or psychological burden
under which circumstances the indirect effects of public borrows
ing on private expenditures may more than offset its stimulating
direct effects, A critical appraisal of the latter views will
novw be attempted,

One of the most ardent eupporters of public borrowing
among contemporary ecoromists s Alvin Hansen. It 1s proposed
here, as a first step, to put forward a summary of Lis views,
and, later on, to analyse them critically.

"Historically", Hansen points out, "opposition to publie
debtaessgradually broke down by reason ol exigencies which
appeared more or less uncontrollable. Tuus, state borrowing
entered as a byeproduct mainly of the increaeingly costly outlays
incident to modern warfare, It was not a question of the theore=
tical principles but of practical hard necessities, The tradie
tion against borrowing was .'?1’.14‘ when grave emargencies,
such as wars, forced the issue", In his book "Fiscal Policy
and Business Cycles", Hansen attacke the traditional theoretical

o b -

(1) Hansen, A,., g (VoWeNorton &
B ey NEW ’ 9 P 13’.




- 54 -

arguments and popular prejudices against public debtej and proe
poses to utilise public borrowing as a weans Lo secure fuller
utiligation of resources, In his words: "Public debt 1s an
instrument of public policye. It is a means to control the
national income and, iu conjunut.io?ﬁdt.h the tax structure, to
regulate the distribution of income", iHe contends that (a} an
internally held public debt need not entail an economic burden;
and (b) that we need not be concerned over the imuinence of
reaching a ceiling on the national debt., Vith respect to (al,
llansen points out that the answer depends upon this character
of the tax structure, and upon the objects and results of public
expenditures, If there exists an identit, betwesn the taxpayer
and the bondiolder, no burden may be sal. Lo acciue under such
circumstances, 710 the extent that the tax structure io none
progressive, a real burdesn for the low-income groups, in the
form of a reduced standard of living by reason of the interest
burden which they are obliged to pay, would of course be invole
vedj but liansen seeks to minimlze this by proposing progressive
taxation with which idle savings are draluned from the saviug
streaum; and directing the bulk of government expenditures primarie
ly to increasing the consumption stream or the propensity to
consume function, and thereby reduce the prevalent inequalities
in wealth and income,

The objects of the expenditure, according to Hansen, detere
mine in part the burden eatailed by a given magnitude of pudblic

- -
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debt. Following Ursula !u.clu‘afl he distinguishes thres types of
public debts, namely, (a) deadeweight debt, (b) passive debt,
and (c) active debt. The first cateyory refers to debt arising
from expenditures which in no way increase tae productive power
of tiie communityee ylelding nelther money revenue nor future
' flow of utilitliese~ guch as war outlaye. [lasalve debt rafors
to expenditures incurred on projects such as parks which, while
yielding utilities and enjoyments to members of the community,
bring in neitiher money income nor increase productivity in the
narrow sense, The last category involves selfeliquidating
expanditures which directly enhance the productivity of the
nation, Hansen's point of emphasis seems to be that deficits
arising out of expenditures made for productlve purposes do
enhiance the real wealth of the community and directly or indirecte
ly augment the nation's taxable capacity, This brings us to the
third wajor determlnant of the burden entailed by a public debt:
the effect of the expendiitures so [inanced upon the laevel of
employment and the standard of living. Hansen emphasiges the
need for appralsing the primary and secondary repercussions of
deficit financing upon the naticnal income. Even in the event
of a public debt ilaposing unfavorable effects upon the consump=
tion stream, he argues, the longerun eifects may outwelgh the
disadvantagss, Drawlng from British financlal history he nmaine
tains that the regressive tax structure of Hritain during the
19th cantury served to augment tha volume of savings so vital

Rl Ltk R Lo LT 2o - - - - -
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in a period characterised by rapid industrial Oxpanoiéii For
present day economiecs, lansen's recomwendations are that deficit
financing be utilised as a means of assuring fuller utilisation
of resourcesj with expenditures devoted to productive prospectsj
and that the tax system be designed in such progressive fasilon
that the debt burden is minimised, '

The considerations with respect to the magnitude of the
public debt invelve, according to hansen, an analysis of the
congepts of taxavle gapacity and taxable incowe on the one hand,
and the relation of debt to prices or the threat of inflatlion
on the other. U0 long as public expencitures, [financed by borrowe
ing, permit an increase in the national money income sufficlent
to permit the transfer payments by taxatlion, without encroaching
upon the monetary income remaining in the hands of the publie,
we can indefinitely postpone the realisation of an intolerable
level of public debt, In his words: "As long as the interest
on the public debt is well within the practical taxable capacity
of the government, taking the entire business eycle into cone
slderationsesesno q?;?txon can arise with respect to the solvene
ey of the governsent®, In this connection Hansen stresses the
flexibility of taxable capacity. The second consideration,
the threat of inflation, Hansen summarily diemisses so long as
there are unemployed resources available, BAven when full
euployment is reached, all that is needed, he argues, "is that
the deficit must no longer be [inanced by munetary expansione

H lansen, hiww Opecite, ppelileTs
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If, however, the deficit ls financed by diverting a part of the
current income stream to the government through borrowingeese a
continuing dofﬁ%t. even at full employment, need not result in
price inflation", Hansen concludes that "much of the discusaion
about the limits of the public debt is wholly unrealistic. There
‘are no rigid and fixed limivs, The problem is :a manajgeable one,
’md can best be taken care of by ensurdng tihat taxation 1is
adequate: (a) to prevent inflation and (L) Lo provide a reasons
ably equitable and workable distribution of wealth and income.
Within the limits set Ly these criteria, it is possible to detere
wine, according to varying circumstances, what proportion of
public expenditures may advantageously bLe loane{inanced and wiat
proportion should be ux-nmncecllgl

The preceding line of approach adopted by llansen, and steme
ming out of his adherence to the stagnation thesis, indicates
that it would be possible to obtain all the benefits of a publie
debt program without suffering any appreciable detrimental cone
sequences, The conclusion is that there is no burden to an
internal debt; and that we need not be worried about the limits
so long as the national income expands sufliciently to cover the
costs of servicing the debt, OSuch an optimistic view, however,
although true in an important sense, under-estimates many of the
important issues involved, "se...the statement that an internally
held public debt imposes no econocmic burden on soclety is not
entirely trus, The burden has been enormously exaggerated, but

(1) lansan, A-anmumm opecitey po 17he
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it would be foolish to deny that it does exlet, Jtraines and
frictions may develop throughout the lyltIL}i This is because
the people who pay the taxes are many a time different [lrom
those who own government bonds, The larger the absolute volume
of taxes needed to service the debt, the more rigid becones

the tax structure; amd tine larger the volume of the debt, the
more it tends toward a rigid inequality of distribution of income,
in addition, "the existence of the debt yives incentive to the
formation both of rentier pressure groups (whose advantage lies
in higher interest rates on the bomies, and stable or falling
prices in the economy) and of inflaticnary preesure groups who
will push for a higher price level, and 80 a lower real volume
of dobéﬁi In short, the existence and growth of a large public
debt do create a number of issues which would have to be cone
eldered in the fielde of taxation ar well as in the [{ields of
monetary and banking pelicy., I1f public borrowing impinges on
consumption and adversely affects the inducement to invest, or
it reduces the avallability of credit for private enterprice;
and if public expenditures are undertaken in such manner as to
disturb businees confidence; and if the tax structure, on account
of the debt, becomes excessive and reduces consuaption or dise
courages enterprise, then public borrowing would amount to a
real burden with detrimental effecte on the formation of capital

and income,

L suragl of k. i, quoted by Somers,
anance & Rational Incoug, Opecite, pe 391
8 & Lmolovie OpeChtey pe 239

(1) iriahtd DIY&d
(2) Ntruan..*h.,
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It remains true, however, following Hansen, that the ab-
solute magnitude of the debt, taken by itself, has little meane
ing unless we compare its sige with a meaningful economic cone
cept such as wealth, population, or incume. "What matters ie
the ratio of the debt to other economic variables, such as
taxable income, the resources of vie banking a}st.m, the volume
ot'privaso securities outstanding, and so on. lHost important
in general is the relation between the debt and the economlic
sise, s0 to speak, ol the countrys..ss.For purposes of analysis,
it is necessary to express this economic size by meuns of some
kind oi an index, such as the national incoue". The ratio of
the debt to national income gives a good idea oif the magnitude
of the whole debt problem since it allows us to compute the
ratio of interest charges to the national income, or, in other
words, the average tax rate which must be imposed to service
the debt, "We thus see that the greater is the rate of growth
of income, the lower will be the ratlo of debt and of interest
charges to income, The essence of the debt problem is a prob-
lem of an expanding national 1ncou£31

Turning to consider the limits, if any, to an internally
held public debt, it is possible to say that in a strictly
narrow mechanical sense no such limits exict so long as the
transfer argument is held., But the greater become the sums
involved, the more evideant become tue strains and frictions

ks Postwar Economdce
eral lleserve Cystem,

(1) Domar, &, s
5‘ eg llos
Wasnhl m'

‘3’ M’ Pe 274
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emanating as a result of such transfers, These frictions,
however, can be greatly reduced i the Treasury ani the mone-
tary authorities provide sufficlent liquid resources with
willeh the various translers can be made, But the contention
has generally been tuat limits do exist, however difficult to
estimate, to a public debt which a country can l;untun. BeV,
Ratchford, for example, states: "When we choose Lo remove a
monetary obstacle to present production or te finance a war

by creating a debt, we are able Lo do ©o because we have [ree=
dom of action. But by that act we lgivo hostages to the futureg
we restrict our freedom of action to deal witii new problems
witich may arise and at the same time create an obstacle which,
according to the best of our knowledge at present, will be &
caronic economic problo:'j:i The imssue is more clearly stated
by Seymour Harris in the following worde: "Accumulation of
debt will not bring ultimate collapse i the economy continues
to grow., Capacity increases with the rise of income; and so
long ae the rise of debt charges is kept well wtmin.the
limits set by a rising trend of income and capacity to pay
taxes, no fears need be felt concerning a rising public debt,
But a contlnu“ rise of the cost of debt In the face of stable
or, even worse, falling incomes will ultimately bring diaut.u‘j!

(1) Ratschford BeVs, "The Burden of a Lomestic ucbt"
* Boande lavig Bcpu-bor 19&2 ‘5’
(2) Harrie, Seyuour, UQBLWAr boopoid e Mcbruw-ﬂm
y N8 LOF ] 7 ] P’O 171.




The preceding survey of contemporary economic theory and

modern fiscal theory has fairly demonstrated that the basic assump=
tion underlying fiscal policy is tnat the volume of production and
employment depend upon aggregate efiective demand for what ls prode
uced, If business is unable to sell its produce at prices suifie
cient to cover its coste of production, that is because of an ine
sufficiency of total effective demand; and, conversely, when

sales take place at rising prices, tuat indicates that there is
too large a volume of expenditures. According %o the theory,

also, an insuffielency or an overe-abundance of demand can be come
pensated by government action whereby, in the former instance,

the volume of consumption and investment expenditures would be
sufficiently expanded and, in the latter, curtalled. The inference
is that, no matter what measures are taken (quantitative or qualie
tative), the total expenditures of consumers, investment expendie
tures, and government expenditures must be able to buy the gross
output produced at full employment ii we are to have that full
employment at all.

The use of flscal policye- with ite three main divisions:
receipts, expenditures, and debt managementee as an effective
device of economic control has had strong adherents in recent
yoars, The implicit aim is to attain and maintain nigh employe
ment and productivity at stable prices. "The fact that & cone
siderabls degree of latitude is possible in all three phases of
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fiscal policye-~ with respect, for example, to the magnitude of
each, to specific policies within each of the three divislons
and to the relation of one division or subdivision to anothere=
provides the basis for the use of fiscal policy to promote full
employment. It signifies that, within the latitude afl.orded,
the choice awong ¢ifferent alternatives of action may be govere
ned by the antieipated effect on general business condlbiongti
It is my intention, at this stage, to show how tax policiee,
public expenditure policies, and debt management combine in
shaping government. contribution to income and employment, In
discursing each part of budget policy 1 shall assume, for
clarity of discussion, that the other two parts are given; and
that each phase of the budpget is singled out for close examie
nation one at a time,
Jax Pollcys

The proposed use of taxation to check expansion and cone
traction has been popular of late, The arpument is that taxae
tion can influence Keynes' propensitlies in two ways: the amounts
absorbed in the form of taxes will affect the ability to spend
ang to invest; and the distribution of taxes arong taxpayers
(the upper and lower brackets) will affect all the variable
factors: spending, investment, and saving. The term tax policy
or tax management 1s used here to mean changing the form and
incidence of taxation with a view to influencing the volume of

private expanditures and designed to stimulate production and

A0 Eb e a0 b -
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employment. In thie light, tax policy raises two maln issues:
How much of the annual budget expenditures shall be obtained
through taxes; and what sources shall be relied on? The two
questions are, of course, closely related. Defore 1 proceed to
discuss them specifically, a brief word of analyeis about the
broad effects of Laxes seems pertinent at tuds stage,

Taxation involves a transfer of funds {rom the taxpayer to
the government, This transfer may impinge on hoards; on investe
ment in securities or in actual physical capital; on consumption
of goods and services; or on a combination of these, The exact
effecte of a tax depend on how these ecoromic variables are
affected, Again, any tax, no matter how small it may be, has
some economic effects which cannot be ignored, A prohibitive
tax, for example, interferes with some economic activity or
forces it underground; and a revenue producing tax involves a
transfer {rom the public to the government with poesible cone
sequent unfavorable sffects (execluding the case wien hoards are
affected). "The reduction in consumption has an unfavorable
effect on business activity; the reduction in the purchase of
capital goods likewise reduces the volume of business; and the
reduction in the savings devoted to the purchase of securities
tightens the credit market, The last would have serious effects
to the extent that the banking system is not lending with pere
fect freedom, Thus all taxation, in the merely mechanical aspect
of tranaferring funds from public to government, t:g?l to reduce

‘the volume of national income and bueiness activity",
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(1) Semers, H., Public Finance & Natlonal Incone, opecits, pe 309
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with this brief survey of the broad effects of taxes, I
now proceed to discuse a rational budget policy whereby the
level of tax yield and kinds of taxes used are designed to
promote high output and employment. This, of course, livolves
considerations of equity in inceme distribution (an important
datum for the economist but primarily a matter of social phlilo-
sophy), and econamic effects of alternative taxes, and taxes
vercus deficits upon income and employmcnt.

The two methods of reieing revenue: taxation and public
borrowin;, differ in their current impact upon the level of
private demand, Taxes, for the malor part, reesult in reduced
private axpenditures, The conclusion surgests itself that
the preclse nature of the tax structure and tax yleld should
ba different depending upon economic needs, If the level of
private expenditures is high and conditions are inflationary,
the entire budget revenue or even a surplus should be raised
from taxes. If private expenditures are low and the setiing
deflationary, "there is little difficulty in establishing the
rule that the economy will be better off......the less the
average tax dollar depresses private expenditures on consunpe
tion and 1nvoatnoni%! Under the circumstances, some deficit
may be needed to assure an adequate level of total effective
demand., %o have seen also, in our discussion of tie burden
and limit of the publie dob&f’uunt althoush the dangers of an

increasing public debt are usually exa; orated, its economic

-

(1) Musgrave, R., "Fiseal Policy in Prosperity & Depression", locs
Citey Po 388,
(2) Supra, pp. 5260,
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implications are not a matter of indifference; and that public
attitude favors policies wnich involve a minimum of debt ine
erease., The inference foliows that, under deflatlonary cone
ditions, a tax structure with maximum cxpansionary ef ects will
be needed because it permits the maintenance of full euployment
with a minimum iacrease in the publdic debl. Un&or conditions
of inflation, we necd only reverse our deflation rule and argue
tvhat taxes should depress provate demand and generate a surplus
with which to radeem part of the public debt,

But the choice is not only betwsen taxes and borrowing.
1t is also among diflerent taxes tiemselves since soms of them
curtail private spending more tian others. The question 1a
how much can we affect the rate of spending by ths distribution
of the tax burden? Defore proceeding further with the discuse
sion, a brief word about the yleld objective of taxes secns
pertinent. The attention of the reader is also drawn that I
shall assume a deflationary situation, tihe implication belng
that if the argumsents are reversed, they would .old true for
an Anflationary state.

It can be safely said tnat the Ligier tie yleld objective
sought from taxes relative to natlonal iunco.e, the more diffie
odi does it become to rely on revenue sources only. Thic is
because the deflationary pressure of a tax ie likely to be
great the higher our revenue goal, This leads us to a critical
positions "We wish to set a high revenue objective so that the
deficit will be small, yat, to havo full employment, a high
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revenue goal will be permissible only il the deflatiorary
pressure of the averags tax dollar remains low, As thls cone
dition becomes lncreasingly difficult to attain the more we
collect, the possibilitles of reducing the deflcit by irmprove
ing the revenue structure are linited. The solution, in prine
ciple, is to devise the best possible revenue structure for a
range of ylelds aund then to choose thalt yield which will

leave the economy witl, an adequate level of total demand,
Setting the yield obJective thus requires a general appraisal
of the economic outlook as well as an estimation of the kind
of revenue struecture which will be p0551b1£%1 Stated in oute
line form, our tax policy should minimize tax deterrents to
consumption and investment; and should utilize incentive taxae
tion (such as the partial abatement of income taxes on that
part of incone reinvested in fixed capital and a schene of
carrying losces forward) with the aim ol renderin_ it advan-
tageous for the taxpayer Lo consume and to invest ratier

than to retain idle balances,

Tax revenue is usually derived out of funds wihich would
othorwise have been used for consumption expencitures or saved.
To the extent that it is pald out of savings, no direct reduce
tion in consumption expenditure would follow, lience 1t follows
that an effective way ol checking tax pressure on consumption
iz to tax income saved, leaving income spent on consumption

rolatively tax-frese., Again the genaral rule applies that "a tax

(1) Musgrave, R:, Py
Gov
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system which takes little from loweincome groups presents the
least obstacle to consumptione=- the principal item of the

total spending of the nation. ©These groups constitute the

ma jordty of the people and they spend tie greatest part of
their income un consumption goods very soon afver they earn 1:*1
The taxpayers with large incomes, on the otier hand, tend to
save proportionately moure than do those in the lower brackets,
it follows, therefore, that an estate tax or a progressive
income tax paid mainly by the higher income groups is superior
in this respect to an excise tax, a pay-roll tax or a personal
incone tax severe as to affect those in the lower bracketa.
That progressive taxes fall less heavily on consumption is
clear; "but the amount by which taxes may actually be prevented
from curtailing consumption is easily over-estimated”, argues
Husgrave., He says: "If the required yield is large,.sss it will
be necessary to extend taxation into the middle and middle to
lower incone groups, where consumption expenditures absorb a
large share of income, This is necessary because the largest
part of total income goes to families in the lower and middle
income Eroupsess. . substantial fraction and, in fact, a
larger part of the tax burden will be reflected in reduced cone
sumption outlnyizi dusgrave arrives at tihe conclusion that

"no reduction in tax pressure-s on consumption ¢an be achieved
by pushing the degree of progression within feasible limits

once excise, payroll, or other high consunption taxes have been

D S A Rddad - - - - onanew
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eliminated and a reasonable degree of progression in income
taxation has been obtained., This, of course, does not ren-
der it unimportant to utilise progression for curtalling tax
pressures on consuaption; nor does it weaken the proposition
that progression is desirable on equity grounds, 1t appears,
however, tiat increased progression cannot be expected matere
ially to alleviate the deflatlionary effects of taxation sihould
a substantialiy increased level ol consumer expenditures be
roqulre&ii

Qur rational tax policy next considers minluising tax
deterrsnts to investment over and above minimising pressures
on consumption. It is in the sphere of investment that great
fluctuations occur, and it can therefore be argued that a main
tax problem is not to deter would-be investors by too high
taxes, Theres are two main aspecte to this problem, argues
Musgrave. "Taxation may curtail investment by reducing savings
and hence the supply of available funds, or it may reduce the
attractiveness of investment and hence tiie extent to which
available funds are channeled into investment outlotisi With
regard to the [irst poseibilivty, a distinction must be drawn
between the level of saving in general and the supply of parti-
cular kinds of savings although the practicabllivy of this
possibility is remote since very little is known about the come
position of savings by income groupe. 1t is very unlikely also

that for sometime, at least, thers will be a general shortage

; m-im. n-. PubMc Finance & Full implovaent, opscites pe 28s
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of savings, assuming that no drastic changes in the community's
consumption habits take place, JMore important become then tax
deterrents to the investment of available funde, "I{ expected
investaent ylelds are cut through severe tax ratss, investment
tends to be discouraged, particularly in risky vontures, wihile
the holding of cash balances tends to Le encouraged. AS a ree
sult, saxation of ilnvestment income may depress oxpan?i§urto
for plant and equipment by & multiple ol the tax yleld"., Our
congern, it seeas to un,‘-uould center around three points:

the level of tax rates, the degree of progression, and the way
in which taxable income is defined. As far as tax rates are
concerned, we face the conflict betwe=n various objectives,
investment considerations urge lower taxes on the upper income
groupo.uhilo consumption considerations call for modernte rates
in the lower income brackets. Vhen the need for yleld arives,
some compromise must be reached, The case for steep progression
at the very upper end of the income range seems to be insignie
ficant from the standpoint of tax yield since the number of
taxpayers affected is relatively small; although equity consi-
derations in favor of steep progression may be decisive, With
regard to the definition of taxable income, tie provision for
offsetting losses to determine net income for tax purposes is
of vital importance, since witaout such offsets, risky investe
ments would be prejudiced as they involve tis greatest likee

lihood of losses.
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We now turn to consider the major aspects of incentive
taxation as a part of our prational tax policy. The entire
approach is based on the taxpayer's natural desire to avoid
paying taxes by offering him tihe chance to do 80 if he come
plies with certain legal requirements. Jomers courents on
tiis aspect of tax policy in the following words: "Taxes may
be so designed as to stimulate production and employment wi-
thout regard to considerations of ability to pay, benefit, and
earnedness, The idea of incentive taxation falls into this
Categoryessesetho undistributed profits tax was intended partly
as a stimulus to consumption by foreing the distribution of
profits to shareholders. The taxation of bank depoeits 1s
sozetimes proposed as a method of stimulating spending, All of
these plans are aiming at some high level of employmentessses
There seens to be a trend in the direction of giving these
principles a greater and greater part in [raming tax policy.
The aim may sometimes be to curtail rather M‘Hmu spende
ing. War time policy had this alm in large part". Iin a def-
lationary setting, tGhere are two approaches to the use of
incentive taxation: first, through the taxation of idle balances
and, second, through favorable tax treatument of current income
spent on consumptiocn and investment as agalnst income not ree
turned to the expenditure stream. Tax reductions, for example,
are proposed for people who employ additional workers, or who
hire maids, gardeners, drivers, and other domestiecs. Although

-

(1) Somers, Ha, Public Finance & Havional Lucome, op.cite, ppelisel3be
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it is true that boti approacihes, and particularly the first,
offer extreme aduinistrative difficulties in tie form of en=
forcing a declaration of assets held or tax evasion through
tranasfer of assets, oLc., yet the whole approach deserves more
careful cunsideration than it has been glven to date,

" The above framework for a rational tax poliéy. plausible
as it is, seoms to me to be difficult to apply. 1 am inclined
to repeat with Charles 0. Hardy that "the factual basis of
this whole scheme of tax management is highly speculative”;
and that "I know of no attempts to carry it through in pncticﬁi
Tax management, however, is a promising field for further study
in the direction of encouraging progress; but it is unlikely
to contribute much to the solution of the shorterun stabilization
problem. There are broad soclal, political, and equity consie
derations which impose important limitations on the literal
tmnhum of economie arguments in taxation to practice.
Eublic Expenditure Selicies;

Our next aspect of a rational budget policy involves the
proper administration of public expenditures., FPublic expendie
tures have increased greatly in the last few decades. Expressed
as a percentage of the gross national produce, tiiey have risen
in the United States, for exampla, from 7.1% in 1932 to 10.68
in 1939 to roughly 18F in 1947. (The percentage always rises
in wartisme Fﬂ;ﬂ: in 1918 1t was 208, and in 1944 and 1945

roughly 50f). The reasona for this had been increased outlays

(1) lhrdy "!lual rations as Instruments of Sconomic Stable
IOB op. 191 Ol.”n"Oo', May 19&8. P-’“
(2) lu-m, rﬁ.. oyment, opecit., p. ha.,
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on defense, additional functions assumed by the povernwent, and
the servicing of an expanded public debt, These expenditures
have of course far reaching efiects; and the relationship of

the government budget to production and employment forces itselfl
upon our attention.

Public expenditures afiect tlue natlonal income by influene
ging its two components: the volume of consu:ption expenditures
and the volume of busines: investments, The tworaro closely
related, since consumption expenditures influence the amount of
business investnent which, in turn, affects the flow of incomne
and thus of consumer spending. It is suggested, as a first
step, to deal in a general way with these interactions and
their implications, and then proceed to apply them to practical
problems of policy.

Government spending may be assumed to have the initial
effect of increasing demand for goods and services, If we assume
the existence of unutilized resources in the economy, the primary
effect of government spending may be assumed to be an increase
in the amount of goods and services produced. Our next step
in the analysis deals with the disposition oi the income gene=-
rated by such government spending. Part of it will, in all
likelihood, be spent on consumers goods, and the other part
saved, The part speut will again generate income of which agaln
part will be spent and part will be saved; and the series of re-
spendings will continue with each succescive spending addiing,
although in decreasing amounts, to the total income created.
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This has become known as the Multiplier principle. The crucial
point in this analysis is the increase in incone, with a relativee
ly small initial expenditure, within a relatively short time.
The exact magnitude of the increase will, ol course, depend upon
how great is the proportiuvn of income spent on consumption at
she time of the public exjenditure, and the changes which take
piacc in this proportion during the successive stages ol spende
inge Due weight must also be given to the eflects, favorable
or unfavorable, of the expectations and reactions ol businesse
men following the announcement of a public expenditure program
since they may offset (when, in the opinion of business, governe
ment expenditures are considered to be modest and are expected
to stop Very soon) the favorable effects outlined above, or
generate further activity, Out of the latter expectation has
emerged the theory of pump-priming,

The portion of income that is saved, during the initial
and following stages of spending, is elther held idle or is put
into investment, Here, in considering the eflects of a public
expenditure program, we should realize that the demand for
capital goods is derived from the demand for the goods which
they produce, rhen there is increased demand for consumption
goods, as a result of government expenditure, the profitabilivy
of using other capital goods way also increase. When the demand
for certain capital goods is increased, the demand for otier
capital goods may also be stimulated, and in thie manner business
investment stimulatoed. This phenomenon has become known as the
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Acceleration prindiple, Iin actual practice, however, the ree
lative increase in the production of capltal goods "will vary
with the degree of under-utilisation ol equipuent and the
state ol expectations, to say nothing of tLhe fact tnat many
outside faotogt)-uy offsev any favoravle tendency caused by
the increase in couasamption taken Ly itaelgﬁ, ‘

The above discusslon has dwelt wainly upon thie expansione
ary effects of governuent spending. Lonteamporary econounde
theory, assoclated with the names of Leynec and lLansen, concens
trates also on & second important function of government spende
ing, namely closing the gap which arises out of disproportion=
ality between intended savings and intended private investment,
vhere a deflationary gap develops (savings outrun investment),
government should step in and convert excessive savings into
investment; and in case of an inflatlionary gap (investments
outrunning savings), government function should either curtail
investmenta, or increase savings, taereby in both cases close.
the gap. But before we proceed further iu our discussion, the
following important reservation of Somers saould be duly noted.
He says: "The fullest understanding ol economic and business
g¢ycle theory must be invoked for any adequate analysis ol the
iufluence of governwent expenditures on the national AncoiiGessess
In considering the eliects of government expenditures on the
national income the major caution 48 to avold cunsidering pure=

ly mechanical devices such as the multiplier principle, the

(1) Bueh as political unrest, a tight money market, or a dofla-
tax structure,

tionary
(2) Somers, f., Bublic Finance i National Jacoug, 0pecits, pe 12hs
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acceleration principle, and the theory of the savings-investment
gap as shortecuts which make unnecessary a study of the basic
controlling factors in the economy, such as consumer and busie
ness .:poetatloniii We now turn to a specific study of publie
expenditures as effective tools of seconomic control,.

There are many economists who proposec buat'plannod use of
public expendltures should Le given top priority in organising
the sfforte of soclety to control depressions and economic ine
stabllity, They argue that sanlpulations in public spending,
financed walnly or autirely by borrowlig, are more powerful
than tax management when increased funds are to be injected
into the iAncoams stream. vhanges in the ratve of publlic spending
can be aceomplished more quickly and wilh more ease than changes
in taxation, GOpending is a more selective flscal tool vo deal
with specific slsuations in practice than is taxationj and it
can generate more new purchasing power than tax reductions
since larger amounts are made avallable through the spending
and the borrowing process, The conclusion suggested is that
public expenditures furnish more leverage and are more ef{lfective
than taxation as an instrument of fiscal control, The emphasis
is placed upon the maltiplier effects ol public investment in
providing opportunities for the savings of the people, QJuoting
Hansen's views on public expenditure policy Buehler writes:

" reserve of 50 billion dollars of public works is suggeated
(for the United States)ssesein order Lo be certain of an adequate

- ce - - - - - -
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volume and flexibilicy in public investment. Frofessor liansen
poluts out Ghat the annual average of construction in the counw
try, public and private, in the prosperous years of 1925 to
1929, was 10,6 billion dollars, and that it fell to 3.7 billion
doliars in the poor years of 1931 to 1935. A goverament investe
pent program making up a sufficient part of bno’doficiency
would have stabilised construction and would have helped greatly
in overcoming the [orces ol ilnstabilivy, he argues. ile partie
cularly endorses public spending for housing ani the develop-
ment of natural resources witi more projects of the Tennessoe
Valley bypoi. It soould be noted here that govermment endeavor
Lo promote economlc recovery turough public spending need not

ba coniined vLo public works or Lo developmental progrunas only.
Consumption may be stimulated also by reliefl expenditures,
bonuses paid, or seven the outright purchase of uaterials and
supplies by the government; and since consumption and invesie
ment are closely related, the promotlion of one is likely to
stisulate the other, The initial and ultimate effects of

public expenditures may be different, however, depending upon
the repercussions of money injections into the economy.

Not all economists, however, are so confident of the possie
bilities of compensatory and developmental financing, There are
some who fear the effects of a growing public debt which may
follow frosm such a policye. Others contend "that much unemploye
went is not sensitive Lo changes in the volume of public spende

Rl R e adadend

(1) Buehler, A., Publle Floangs, op.clt., p. 131,
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ing, that deficit spending deals with the results of econoaic
instability ratier tian with the causes, taat 1t may produce
only snall increasos iu the national iscome, and taat it io
less effectdve, as a rule, in raising tis national 1nconn£f
Theodors sorgan fears that as a result of political pressure
by eompeting sectors iu tae ecoucmy for cagondiﬁxrea, tuere is
"the danger that public expenditures uay lesad %o worsened
gllocation of raaourcegig and Albert Halasi confirms lHelsser's
warning with regard to the use of public investnent as a pere
manent factor In an euployment progras "thut Loo nmuch reliance
on public¢ investment Lo offset the current flow uf savings
might earry public enterprise into fields traditiocnally reserved
for private enterprise, and that this night adversely affect
the aconomic climate Lo the point of making private enterprise
reluctant to extend its investments in the same riold£21 Pinally
there is Bushler's remark that "as yet, eworgency public works
programs have provided little more than a linited amount of une
employment reliesf; and carefully controlled :xperiments in tae
long-range planning and exscution of publlc works programs,
withé the purpose of attailning greater economic stability and a
rising national income, are still a dreanm of tue social planneriti
It is thus apparent tuat the coutrovertial character of
compensatory governmantal spencing is keen. One thing ls certain
however., OGovermment functions and respounsibilities have oexpanded
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and with them also public outlays. Although public works,
developmental projects, and relief payments apparently cannot
alone stop wild excesses of prosperity or end a depression,
their bon-rtcial effects on employment and business activiuty
should not be undereestimated, While it is true that business
cycles are so irregular as to upset forecasts of the future,
and public expenditures cannot offset the effects of all cone
trary forces, much would be gained from carefully laldeout
and coordinated longerange plans of public expenditures, The
ma jor bulk of public spending should be effected during dep-
ression periods when increased employment is highly desirable;
and be maintained at a minimum during prosperity, Finally the
remark should be made that nothing below full cooperation
between the government and the people can bring about the desired
results of minimiging economic fluctuations and producing a
growing and equitably distributed national income.
Lebe Policy fox Fiscal Consroli

The third weapon in our rational fiscal program is debt
managements It is intended in this study to investijate some
of the means of employing debt policy as an instrument of
economic controls The enormous sige of the public dobét,und

(2)
its distribution, has made it possible to exercise a powerful

(1) It came close to 300 billion dollaru in tho UeSeAs in 1946,
Somers, ., opeci g 330,
(2) s for the United States in and 948 are: around
!éu:'ro held by cmnhl # by the Fed, Res. Banks,
148 by governmental units by privntc individuals, and
the balance by others, -nlnly insurance companies.
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effect on the sise of the national income tarough changes in

tie volume and form in which individuals and institutions hold
part of their assete, The problem is more diflicult and come
plex than it appears on the surface since the study touches

upon virtually every aspect of public life: economic, political,
and socialy and presents serlious problems of anﬂlynla. Henry
¥allich remarks on this by saying: "that a public debt the
service charges on which amount to between 5 and 6 billion
dollars constitutes a political problem of the first order

goes without saying. The distribution of the debt, and the tax
burden which it imposes, may produce important realignments
among pressure groups and may lead to a re-weighting of the
relative interest which different groups nave in various economiec
and social policies. The handling of the debt will decisively
influence the future of the banking system, and the interest

rate policies, in particular, into which the debt may drive

us, will be of paramount importance for the future of the rentier
class and of many educational and other noneprofit institutionS.see.
The importance of the debt and the great potentialities which

it entails seem to juetify viewing its management in the broadest
possible terms and regarding it as a major element of national
economic pollcy}. It is intended in this section to limit dise
cussion to reviewing how debt management could be used as an
instrument of economic control; and find out in what sense it

can aid, and in vhat sense it may act as a limiting factor

mmwm.m

(1) wallich, H., ent as an Instrument of Bconomic Poliey®
Ahtr, ot evs, V01.36, ¥o.3, June,1946, Pps292e20be



in our allefiscal program,

An essential feature of debt management is that its effects
are largely qualitative, tiat is, not easily sudbject to quantie
tative determination, Varliations in the character and distribue
t;on of the debt do male security holders inelined to change
their rate of spending, but it can hardly be pr;dletod how much,
This is in sharp contrast to revenue and expenditure policlee
proper which deal primarily in quantitative terms: some moneys
are injected into the income stream and others are taxed away,
When the acts of government borrowing and spending are fused
together, however, the quantitative aspects become more apparent,
It is intended here to consider both the quantitative and qualie
tative aspects of public debts, This, of course, would necessie
tate considering, besides revenue raised for the purpose of
servicing the debt, the efiects ol Lhe act of borrowing upon
the capital and money markets, the efiects oi the expenditures
made by the funds obtained, and the efiects ol repaying the debt.
Because tha economic system is very complicated and there are
much interrelations among variables in it, 1 expect, at best,
merely to indicate tendencies which are llkely to manifest
themselves under varying sets of conditions,

To begin with, I should like to state that a view of current
debates on the effecte of government borrowin; gives the induced
inference that some conclusions concerning the consequences of
public borrowing are faulty, either in whole or in part, while
others are logical, The absence or existence of unemployed
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resources in the economy seem to be of decisive significance in
evaluating public borrowing, This means that the possibilities
of expanding production and employment are very cruclal when we
conaider the effects of a public debt program; even though the
relation between public debt and economic activity may sufler
from definite limitations. As long as tiere are ldle resources,
government borrowing-andespenuing need not divert savings [rom
Andustry but, on the contrary, it may add to the total rate of
spending and cause an increase in employment and in national
income. An support of this argument, we need only refer to the
tremendous effects on economic life public borrowingwandespende
ing has had in the course of the last two great wars. Hansen
argues that "it may well be sound policy to finance a large
part of a public investment developmental program {rom borrowe
ing, thus causing a longerun rise in the public dobbsf) The
Justification is that by promoting investment in housing cone
struction, the development of natural resources, and other public
works, private investment opportunities will be opened, employ-
ment inereased, the national income and the nation's purchasing
power expanded, Such a view, however, plausible as it is, does
need some qualifications, To be more certain in estimating the
probable effecte of public loans, we need to know further how
and wherefrom are the funds obtalned, and how will they be employed.
Internally, governments may borrow from the central bank,
from commercial banks, from corporations and firms, or from

-y 2 1 e o R T > o T 8 - o o - - - - s e v o e e

(1) Hansen, A., W% !'r;cudinua of the National
ax Association, 1943, p. 263.



individual investors. The funds so obtained must either come
from savings out of past or current income or from newly created
money. When the funds come from savings, they may have been
diverted from other investments, or come out of idle hoards.
Except when idle funde are directed into the incowe stream, no
immediate increase in the purchasing power of the community
need follow as a result of government borrowing. bBorrowing

by means of credit expansion, on the other hand, tends Lo
inerease, when spent, purchasing power and, to some extent,
raise prices., This borrowinge-and-spending may be inflationary
or non-inflationary depending on the sources of the funds
obtained; and whether it involves the creation of new purchase
ing power or its mere transfer to the government for spending.
The mere act of borrowing, without spending, will, in all likee
lihoed, bring about a decrease in purchasing power,

The next point to consider is the purpose of public borrowe
ing. This is very vital, Assuming that public expenditures
are to be devoted to projects which would directly or indiresctly
increase the produétivo resources and the community's inconme,
spending proposals may be preferred when financed by borrowing
than by taxation if additional taxes are estimated vo be econo=-
mically painful and/or politically nonfeasible. It is now
almost generally recognised that public borrowing is justified
only when the expenditures sustained by borrowing are soclally
warranted because they will presumably increase the social
income by more than the secial cost involved; that it should be
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employed only when increased taxation is impracticalle or that
the repercussions of heavier taxation would create greater
social costs than Lorrowingj and that the direct and indirect
effects of borrowing as a part of the program of financing expens
ditures should be estimated carefully in advance by mvmmns&)
Another factor still is the interest rate -pnd on loans
and the broader effects on the currency and the banking system,
Interest rates not only determine the cost of borrowing, but
have significant effects upon the banking system and the level
of private investment and business activity in general., The
higher is the rate of intersst pald on government bonds, the
stronger will be the pull on funds devoted to private invest-
ments with serious rspercussions on marginal enterprises and
business activity, If governments alsc attach taxeexemption
to their securities, this may attract investments to Lisam and
prejudice private borrowers, ~Furthermore, should interest
rates advance on new borrowings, holders of securities now
outstanding would suflfer a decline in che value of sheir investe
monts and this may shake confidence in public credit and have
sarious conssquences, Expansion and contraction of government
borrowing is also accompanied by changes in toe volume of bank
eredit and the general price level, Inflation threat would
have to follow a large borrowing-andespending process unless
commensurate expansion in output takes place to absorb the exe
cessive purchasing power; or that the retirement of the publie

(1) Buchler, A., Public Finance, op.cite, ps 725
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debt goes very fast to reduce tihe circulating medium by retiring
securities held by tue central bank. The present dependence of
comsercial banks on Ireasury policy for their earnings (as the
great liquidity created by the debt has removed many enterprises
fros the need to borrow from banks since they can finance thieme
selves internally), and the banks' heavy ‘,ovox‘}munt portfolios
which made tliem lees amenable to monetary control by the coentral
banking authorities need only be given pacsing reference.

Finally the general economic conditions prevailing should
be properly estimated, Any fall in the genoral price level
will inerease the burden of the debt; while the possibility of
reducing the debt burden by raising the price level is likely to
encounter opposition from certain groupe, Government borrowing
during boom periods, if it occurs, will necessitate paying high
intereet rates, and its expenditure may generate infllationary
effecte; while at the beginning of a recovery it may help to
prongte business activity. The repayment of leoans during dep-
ressions and falling prices will bLe burdensocse on account of
declining tax resources, the drain on thie economy, and the rise
in the value of money. bebt redemption during prospevity on
the other hand, though discriminating iu favor of the government,
is likely to be beneficial,

With regard to the speciflic eflects of debt repayment the
act may, in addition to reducing the tax burden by eliminating
the debt charges (provided, of course, redemption is conducted
in such manner as not to burden the economy), actually release
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funds tuat may be employed for new invesiments or add %o cone
sumer spendinge The present holdings of liquid assets in the
form of public securities are considered to be a valuaule asset
which may readily be converted inte cash if the need for liquid
gash arises with a view to stimulating investment and consumptions
Debt redemption, on the other hand, is considered to be defla-
tionary to the extent that funde absorbed for debt retirement

by the government would have been spent or invested, that those
receiving payment falil to restore the money into the income
stream, and that deposits with commercial banks are destroyed

to pay for taxes as public loans are redeemed, When deposits

are destroyed, changes in the velocity ol eirculation of deposits
before and after debt redemption should be accounted for., The
conclusion is that walle repayment ol debts is generally defla-
tionary, it does have some stimulating effects. It is considered
to be particularly wholesome in a boom period since it helps to
slow down the inllationary trend and bring ths economy more

under control.

Bearing all these (and otuer) qualifications and limitations
in mind, it should now be asked: what have we to say for and
against debt policy as an instrument ol economic control?

First, we should notice that there are definite limits on
the rate of inerease of a public debt irrespective of the
magnitude of its absolute height, GCovernment debt should not
increase so rapidly as to cause inflation. The borrowing poliey
of the government forms only a part and not the whole of ite
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full employment programe OSince the governwent's task is to
attain and maintain full employment, it must keep purchasing
power in balance with production, preventing tie volume of
woney from falling so low as to result in deflation, or from
rising so high as to produce inflation,

Second, we can safely say thiat public borrbwiug. if wisely
done, will enable a fuller use of resources, It is evident
that national development should not depend entirely on taxae
tion, particularly when the country suffers from unemployment
or when it is economically under-developed, Besides the quantie
tative effects of public borrowing-andespending, debt management
can affect the expenditures of inveators, and hence national
income, by inducing or obliging them to change the form of thelr
assets, What is needed is to induce those adjustments which
are in accord with current economic policy and to prevent those
ad justments which are not.

Third, because it takes time Lo effect substantial changes
in the types of securities floated and in their distribution
among classes of bondiolders, an effective debt policy requires
a fairly clear formulation of long-run txpootatlog:i Thie
should take into consideration the unlikelihood that it would
be pomsible to balance the budget in periods when private investe
ment is lowee indeed a deficit may be required to prevent a slumpes;
and that when inflation threatens, a budget surplus should be
accumulated and a part of the debt retired,

(1) Wallich, H., "Debt Management as an Inat;umant of Economic Pold
loc.cit, s Po 295,
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Finally, it is very necessary that debt policy, if it is
not to lose much of its effectiveness or turn to be harmful,
must be wisely managed and coordinated with otiher credit and
monetary policiea.

Routes To Attain Fisgal Ublectiven:
1. WW:

Assuming that adjustments are needed in the economy
in order to attain our fiscal policy objective of a high living
standard and full employment, it may be well to consider [irst
the possibility of increasing the flow of private expenditures
through improving the existing revenue and expenditure structures.
In doing so, the government should aim to encourage private cone
sumption expenditure and private outlays on investment until both
are elevated to the desired level., This, the government can do,
if existing tax pressure on consumption and deterring effects
on investment aire reduced; and if government modifies the channels
of its public outlays in such manner as Lo efiect a redisturibution
of income and bring about increased efiective demand. It follows
that Lo tae extent tuat tue fiseal structure is already sound,
only limited results are Lo be expected {rom tuis approach.

The volume of consumption expenditure occupies a vital
position, as may be remembered [rom previous discussions, in the
central problem of full employment since it involves the =ajor
part of total outlays in the oeono£;£ The major bulk of consumpe

tion is also done by the lower-income groups., Hence our concern

(1) Theodore Morgan estimates that it forms twoethirds of 88
expenditures. See lncoms & Employment, op.cit., p. 185,



should be directed toward expanding total consumption by raise
ing the level of consumption of the poor. To do so, there are
open befors us two possibilitles: (a) to get a larger share of
the national lncome go into the hande of the lower-income
groups, and (b) to encourage high consumption out of a given
pattern of income dietribution, The second poaui;)ility is
beyond the scope of our discussion,

The underlying idea behind the redistribution of income is
that when a larger share of the national incose is shifted from
higner to lower income groups, total consumption will be increased
because the latter have a higher propensity to consume than the
rich, Pressure on consumption, therefore, ma; be reduced sube
stantially if our inivial situation is one where the larger
part of the tax yield is drawn {rom consuupbtion and other reg-
resuive taxes., These taxes are borne mainly uy the poor who
consume the highest portion ol their income; and whose tax
payments are manifested in reduced expenditures on conswaption.
By shifting the tax burden to higher Lrackets (those who save
more tihan they consume), the pressure of taxes on consumption
can therafore be reduced.

Again, the volume of savings are much affected by the dise
tribution of income. T"All available evidence goes to show",
says Schumacher, "that a more even distribution of income would
increase the average propensity to consume and thus reduce the
danger of investment outlete being insufficient to absorb all
the savings people plan to make at full employment,...A governmont,



-89 e

therefore,csssesemust 80 redistribute the national incoce that
the comsunity will never attespt to save in excess ol current

investment opportunxbioa"f) But, the question need be ralsed:

are there no limits to redistributive taxation?

All evidence seems to show also that the very process of
releasing consumption expenditure by making the t;x gystem more
progressive tends to deter investments by making them lass
attractive, Surtaxes create the inducement for owners of busie
ness to leave their profits undistributed or in the fora of
reserves; and high income taxes promote tax evasion, both
legal and illegal, This is besides their adverse efiects upon
the incentive to invest since they reduce the reward of riske
taking without reducing the risks themselves. The way out,
according to Kalecki, 1s to have a sufficlent part of the
income tax put on a modified basis (widch eliminates its adverse
influence on profitabdlity), or to replace it by a capital ti::
and Horgan argues for heavy taxation on inheritancai The point
should be emphasised further that if the tax yleld objective
is high, there is no escape that a substantial part of the
revenue should come out of indirect taxes with depressive
effecta on private spending,

There are similar limitations on the expenditure side of
the budget, argues Musgrave., %HNo great reliance can be placed
on raising the level of spending through changes in the composie

b e
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tion of a given total of public expenditures unless the budget
is very large, Different expenditure items, to be sure, will
differ substantially in their effects upon private consumption
and investment outlays, But within the framework of an estabe
lished budpget pattern, there is relatively little leeway for
~ réshuffling expenditure itens from this point of view, After
‘eontractual obligations and indispensable expenditures for
basic govermmental functions are reached, only a relatively
narrovw range remains in which adjustaents can be -ndosf,

The foregoing analysis should not lead us to conclude
that improvements in the rovcnuo_and expenditure structures
are not essential, or that they are not valuable for our purs
pose., What is meant ie merely to emphasime their limited
ocope and partial effectiveness, particularly 1f a well-adjusted
system of revenues and expenditures has already been established,

« Ihe Dalanced Budiet Approagh:

The second possibility open before us 1s to conelder
raising both public expenditures and tax revenue by sufficlently
equal amounts with a view to increasing the lavel of productivity
and employment, This has come to be known as the balanced
budget approach, I wizh te point out that I am not considering
here whether the budget should or should not be balanced, Rather,
my purpose is to find out whether sufficlent expansive effects
could be secured in the economy through augmenting equally both
Sau.r'v-uu. and public expenditures so as to lead to fuller

-t 0 g o b 8 e B s

(1) Husgrave, K., W opecite, pe 8
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utiligation of rescurces and higher employment,.

The line of reasoning behind this approach ils that its
stimulating effects coms from the fact that some of the funds
which are taxed away would otherwise have been saved; and that
a dollar or a pound absorbed by taxation may reduce the volume
of expenditures in the country by less than a dellar or a pound,
whereas its spending by the government adds one full dollar or
a pound to total demand in the economy., Naturally the increase
in government expenditures required by this route should be
very large, since part of the taxes levied would reduce consunpe
tion expenditure, ratiu«r than savings, and to that extent will
offset the stimulating effects of the goveranant expenditures.
This is particularly true wien taxes fall mainly on peeple in
the lower bracitets.

YWe can start by saying that when public expenditures are
increased, and tax revenue is ralsed by the same amount, available
income for private spending will initially remain unchanged.
Income added on the expenditure side is absorbed by taxes on
the other, But this does not exclude the possibility that as a
result of income redistribution private consumption expenditure
may be increased. The balanced budget approach dwells heavily
on this latter possibility of a net government release of cone
sumption fundsee with favorable multiplier effecte and increased
national incomese through expansive effects of public expenditures
financed by means of certain types of taxes that fall mainly on
savings., If, for instance, tax revenue is raised by £100 millien
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(80% of whieh representing sbsorption of consumption funds and
20 absorption of loanable funds), and public expendituree are
increased likewise {but that the latter process involves a 955
release of consumption funds and 5% ol loanable funds), then

we shall have a net release of consumption funds of 15 million
pounde with sxpansive effects and, at tue sane tiﬁo. a potential
restriciuive impact oi a similar asount which represents the net
absorption of loanable funds, Wwhetiier the lattar restrictive
effects are actually felt will, of cowse, depend on the state
of the banking system and the availability of credit,

Borrowing the same mathematical figures from norgzi: guppose
we try and translate the above line of reasoning into practice,
Weo assume as our original situation that ths government budget
is balanced at 30 billion dollars of tax revenue and expenditure;
that grose production is running at about 188 billion dollars,
with 8 million people unemployed; and that gross production at
full employment should be 206 billion dollars, that, we have a
deficiency in aggregate demand of 12 billion dollars, We consider
now the possibllity of raising both taxes and expenditures to
the extent of the deficiency, If the saving-consumption ratio
of members of the community is correctly estimated as 112, then
it follows that when taxes are increased by 18 billion dollars,
pavings would be six billion dollare less and consumption A2
billion dollars less. When the government spends the 18 billion
dollars, the imsediate increase in expenditure would be 6 billien

g e e v 8 e e e o

(1) Horgan, The, Ancome & Suplovaent, op.ZZu., pe 219,
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dollars which, with a multiplier of 3 (assumed), would give ue
the desired rise in total expenditure of 18 billion dollars,

This approach, while intriguing at first sight, seems to
be highly unrealistic. It is assumed here that the negative
multiplier effects resulting from reduced spending by taxation
gcancels out against tiie positive multiplier otroc;s of additional
government expenditure, a thing which may not hold true in prace
tices Contrary to assusptions also, the marginal propensity to
consume way changej and different types of expenditures may
have different multiplier effects, both necessitating continue
ous modifications in the volume of revenues and expenditures
which is hardly feasible in practice, Again, although it is
true that, apart fro= consumption effects, private investment
and the level of total demand may be raised by direct additions
to public demand, provided for in the expenditure increase,
beyond a certain point of budget expansion, private investment
may react unfavorably and fall rather than rise, thus reducing
the total leverage effect, Musgrave is led to the logical
conclusion that "given a substantial deficiency, the balanced
expenditures and tax yield increase, il feasible at all, may well
require a budget so large as to be of little practical 1ntoros£%1

3. Compensatory finance:

The third type of fiscel approach which has been most

discussed in recent years, and which has gained ground in face
of strong opposition, is compensatory finance. ilere the question
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(1) Musgrave, il., Publdc Finance & ¥ull Enployment, opscite, Pe 1de
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of a budgetary balance is made subordinate to the more basle
decision of eatablishing the scope of government operations.

The implicit aim being to attain and zaintain full employment,
this approach requires thut government should exert expansionary
or deflationary pressure as conditions warrant, in order to
close any gap left by private enilerprise, It is ;onuldor.d to
be superior to the first two approaches on account of its more
flexibility, stronger efficacy, and better adaptability to deal
with changing tendencies in the economy which is rarely in
balance,

Yhan discussions of compensatory finance first started
during the depression of the thirtlies, compensatory action wae
visualized mainly in the form o deficit spending, implying the
need for an absolut® inereass in public expenditures, By now,
it is recognised that anti-deflationary measures may also take
the form of tax reductionsj and that inflation may be met by
lowering expenditures and/or by raising tax rates. "Adjusting
the sigse of deficit or surplus is the core of compensatory
finance", writes Muagrave., "If there is need for checking
inflation, the deficit should be reduced or tus surplus should
be ralsed; if there is need for checking deflation, the surplus
should be reduced or the deficit be increased....whetiher the
question is one of moving in the direction of greater surplus
or deficit, the required compensatory effect may be accomplished
by aetinfl?pon the level of public expenditures or the level of
tax rates",

——— oo S ——

(1) F ion®
Musgrave, R,, "Fiscal Policy in Prosperity and Lepression
e 100ecites ppe 383e38he
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Proponents of compensatory flnance argue that automatie
compensatory devices operating through the mechanism of bullt-
1n~f1.xib111£; will not be suffielent to offset unbalancing
tendencies. "Changes in business expectations can cowe very
quickly, and in a {res-market economy the cumulative forces can
becowe very powerful within a short peried of tiﬁ;. Accordingly,
a policy of conscious and controlled coupensatory action is
absolutely caaennlnlaf, The function of Treaswry policy should
be to provide a balance whesl, that is, "to serve as a starter
at ona time and as a brake at another"; and [lscal policy
should be looked upon as a continuing rather than a Semporary
expedient, The mechanism of operation sug ested depands upon
whether deflaticmary or inflativnary tendcneles manifest theme
selves to which discussion we now turn,

Compensatory policy of an expansionary nature involves
increased governmental spending through borrowing mainly from
the banking system, and reduction in taxation. The cholce is

to have public expenditures increased sufflciently, with the

B3 i oy - - - o . - - - -y o o
(1) The mechanism of bullteineflexibilivy Lo thie: "I national
income changes, the tax base and hence the yleld derived from
a given set of rates varies in the same direction, lHoreover,
there are certain publie enditure items, uneaployment
insurance in particular, ch vary inverseiy with income. As
a result, automatic and compensatory changes in surplus and
deficit occur whenever income changes and tuereby [luctuations
in income are cusiioned". iﬁ:aéravo, Rey "Fiscal Poliecy in
Prosperity & Depression"”, seite, ppe 385«E£0).

(2) Hansen, g::sk (h;ﬁ;au-ﬂul
onpany nc. aw 101 Pe B
(3) Whittlesey, Che, OpeCibe, Ps 5lbe !
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rates of taxes remaining unchanged, or to keep the level of
public expenditures unchanged, with taxes reduced sufficientlys
Government spending, a&s we nave seen in previous discussions,
tends to raise national income both directly, through the
imsediate market it provides for idle resources and men, and ine
directly, tiwrough the multiplier eifects. The l;tt.r effect
will be larger to the extent that people spend more of thelr
incressed incomes on consumption} and it will be chiecked by the
eircumstance that people have to pay more taxes as a result of
their larger incomes. Moreover, financing borrowing for expendie
ture from commercial banks results in a net addition to the
volume of money, and when it is financed from the central bank,
it accentuates the possibilities of expanding purchasing power,
The reduction of taxes will be stimulating to the extent that
it releases funds which would be spent on consumption, and to
the extent that it encourages private investment., The reduction
in taxes must be large, it should be noted, since some of tie
funds on waich taxes are remitted will go into savings rather
than be spent, and so will not expand the volume of expenditures,
The relative effectiveness of the two methods may be examined
by comparing tie increase in demand, and hence in employment,
which results if the same awount of deficit is incurred by
raising public expenditures or by lowering taxes. To simplify
watters, let us assume that funds are obtained by the government
from bank credit having negligible effects on private expenditures,
1f government undertakes additional expenditures on construction,
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for example, there is an initial increase in demand for construce
tion; and Af taxes are lowered, the income available to taxpayers
will be raised and some initial increase in consumption expendie
ture will result., in either case, the initial increase in expen=
diture will be followed by subsequent respendings whose mugnitude
depends upon Lae rate of saving of income rooipi;ntl. But the
assunption can be salely made tual the total ilncrease in demand
will tend to be a multiple of the inltial increase; and tuat the
initial increase in demand will be greater if public expenditures
are raised than if tax yields are cut by an equal amount since

in the first instance the full amount of the public expenditure
conastitutes a direct addition to the demand for goods and sere
vices whereas in the second private expenditure may rise by only
a fraction of the tax reduction, The matter becomes less evident,
however, if public expenditures do not initially provide a direct
addition to demand, as in the case of relief or pension payments,
where it merely adds to the purchasing power of private income
recipients, Here the final outcome will depend upon how private
income made available by both methods is reflected in increased
private spending, or, to put it in otaers words, upon wio
receives the public payments and who finds his taxes reduced.

If additional expenditures go to people in the lower brackets,
the initial increase in demand will be greater than if public
outlays were to redeem a public debt, Similarly, a recuction

in consumption taxes will be more effective than a reduction in

an estate tax,
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Our analysis must recognise furtier the resulting changes
in private investment, Increased public expenditures on a deve=
lopmental program, for example, may have investment-indueing
effects since they expand and develop rather than interfere with
private markets; and a reduction in tax rates way provide for a
higher volume of investment, particularly if bn; initial rates
were high and taxable income unsatisfactorily defined. The
qualification should be repeated, however, that tax reductions
can hardly favor an inecrease in both private consumption and
private investment appreciably at the same time, The following
concluding statement of Musgrave seems pertinent, He says:

"0n balance we may expect that a given increase in public expendie
gures will usually cause a greater increase in demand than will
a similar reduction in tax yield, Hence, the dollar reduction
of tax yleld required to raise total expenditures in the economy
by a given amount will tend to be greater than the required
dollar increase in public expenditures; similarly, the resulting
deficit will tend to be greater under the first approach, If
the budget is to provide for a given increase in total (publie
and private) expenditures, tiere is a choice between a somewhat
snmaller addition to the public debt togetuer with a higher
level of public expenditures and a somewhat larger addition
to the public debt with a lower level of public axponuituroiii
The deflationary measures of compensatory finance are, of

gourse, the opposite of those having expansive effects. They

(1) Musgrave, R., Public Finauce & Full Euplovment, opecits, pe 12,
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involve: reduced government spending; reduction of purcihasing
power through public borrowing wainly from individuals; the
retirement of central bankeheld governmental debt; and increased
taxation, bUetailed analysis of each step is not intended as
tide would involve mere duplication, in a rovor!od sense, of the
lmsediately proceding argumente. A word of warning should be
emphasized, however, which applies to botu expansionary and
deflationary measures of compensatory finance., It is the fear
of dwelling mainly on quantitative analysis, The amount, the
nature, the timing, and the repercussions of the measures undere
taken should be accounted for in determining the {inal outcomej
since the problem is qualitative as well as quantitative, and no
categoric:l answer can be given until more is known about the
causes of business fluctuations, Other policles carried on by
the government, besides the manipulations of taxes and expendie
tures, may be more important than the mathematical balance
struck on the books, Remarking on war experience in the United
States Musgrave says that "during the war the solution was
found in a moderate level of taxation, combined with direct
price and rationing coutrols. The fiscal mechanism had to give
way to otuer approachosii
be Zneory of Fungtioual Finance:

The fourth and last type of [iscal approach sug ested,
which represente both the latest and tie most extreme departure
from the traditional government finance, ie¢ '"functional finance',

D G - D G e G G S A S A S WH S P S - - - - L L Tl ] - -
(1) Musgrave, R., "Fisecal Policy in Prosperity and Duprounion'
loc.cit,., p. 393.
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The theory has been advanced by A.P.Lerner, to describe the so-
called principle of Judging fiscal measures by the way they
work or function in the economyj and it embraces the following
two rules: (a) that it is the responsibility of the government
to keep bhﬁ total rate of spending in the country on goods and
services neituer more nor less taan that rate wuibh, at the
current prices, would buy all the goods that it is possible to
produce; and (b) that the government shoulu borrow only if it
ies desiraib:le that the public should have less money and more
government bonds, The case is momt clearly stated by Lerner
hiimgelf in the followling words:

"The escential idea of funetional finance ir very eimple,
It is that the financial activities of thes government should be
Judged not by any traditional canons ol [iscal propristy but by
considering the effects of each act and declding whether these
effecte are desired or not, The effects that the government
stiould consider are primarily the eflf{ects on the publiec, in
whose interest the government is supposed to be acting. The
eifects on the government are always relatively unimportante.

"The effects can be considered in tuneir wost simple and
literal sense., For example, two eifects ol any tax payment are
that the taxpayer has less money and tiat the government has
more money. 7The first ol these effects is iiportant, so tiat
the tax should be imposed if there ie a good reason for wanting
the taxpayer to have less money. The elfect on the government,
namely that the government will have more money, is not important
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because the government can always gel more money quite easily
without impoverishing any vaxpayer. Aif the government needs
more money Lfor any purpose it can simply create some money,
either directly by printing it or indirectly by borrowing newly
¢reated money from banks.

"irom this Au follows that taxes should nciir be imposed
sinply because the government needs money. Leononmic transace
tions, like the purchase or iale of goods, should be taxed
only when it is thought desirable to discourage these transace
tions, Individuala should be taxed only to the extent that it
is desired to make the taxpayer poorer, The government should
borrow from the public Af it wants to replace cash in the
hands of the public by government 1,0,UsBesssosFor these are
the effects of the government action and it is the distingulshe
ing mark of reasonable behaviour that action is governed only
by a consideration of its effects, Functional finance iz no=
thing but the systematic application of this ?{}nciple of
rationality to government f(inancial activities",

The mechanisa of operation of functional finance is vis-
ualised alonyg the following lines, If a serious depression
eccurs and govermment's aim is to raise the level of business
activity, then govermmsent should spend more woney. OUbtalning
the additional funds from taxation or through borrowing will
offsat the favorable effects of spending to some extent, Under

(1) Lerner, A.P., MMW opacite,
PP .
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the circumstances, the theory of functional finance would say
that government should o directly to ite aim of raising the
level of economic activity and print the money or borrow it
from the central bank, rather tian be concerned with any detrie
mental effects ol other methods. That tie budget would be hope-
lessly out of balance is ol no concern tu tue pr&pononta of tiule
tueory. Under inflationary conditions, on the otLer hand, Laxes
would have to be imposed to whatever deygree is necessary Lo
remove the inflationary pressure. Any surplus accumulated
would not be used to repay debts for the simple reason that
there would be no debte in the real sense. Any borrowing, lende
ing, or debt repayment activity by the government would have for
its sole purpose influencing the interest rate, CGovernment
siiould lend freely and at low interest rates when it wishes to
stimulate investment, and should go to the open market and
borrow at high rates thereby curtailing investment activity,.
in short, all governmental financial activivy is reduced, accords
ing to this theory, to six elements w.ich form three pairse of
instruments which could be piloted in opposive directions as
conditions warrant, 7These pairs of financial instruments are:
government buying and selling; subsidizing and taxing) and
lending and borrowing.

The problems invelved in the application of ‘thls theory-s
should it ever be appliede~ are both serious and farereaching
inspite of its clesr and bold logice They stem from the assumpe

tions it considers reasonable and the factors it considers
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significant, The following few comrents are considered suffi-
edent: (a) The author evidently believes that quantitative
changes in the supply of money will sufiice to determine total
purchasing power. ie is indifferent vo the counter-balancing
factor of turnover or veloeity of circulation in the rate of
private spending whica ths government cannot conﬁfol. (b) The
theory fails to recognize tne implications of changes in the
price level, and the variable magnitude in the volume of goods
that it would be possible to produce under such an open policy
of full employment by the government, with the threat of Luflae
tion alwaye imminent, (e) It falls to consider the preventive
eharacter ol taxes under normal conditions as against the one-
gided curative effects of them which are over-emphasigsed, "It
would be false to imagine that in normal condlitions taxes are
suptrrluousai Halasi has rightfully remarked, (d) The theory,
if carried to its extremes, may imply that government should
adopt confiscatory measures and maintain the whole of business
activity itself, (e) Finally, it fails toc recognise the
dangers of the abuse of public credit and the governament printe
ing press) and tuat the whole scheme is not as sale as it
appears Lo be easy.
Eiscal Pollcy Between Extreme Adhersuts and Opponents:

The use of the word 'extreme' in the above Headline is not
without purpose, it is meant to differentiate between one set
of economiets who believe in the usefulnsss of fiscal policy but
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(1) Halesi, A., Wmmhqgm opecite,
Pe -



- 104 -

recognize, at the same time, its limitations; and anotier Sete=
composed of two groups standing at opposite polese~ one group
denouncing fiscal policy as both dangerous and utterly futile,
while the otner holds that society has at last found in it the
panacea of all its economic ills. To cite specific names, one
may undergo the risk of doing injustice to some ;cononlatn;
since economic thought in the field of fiscal policy is still
in a fluid stage and is undergoing a process of transformation
and refinement, At best, under the circumothncuo, one could
only cite opposite arguments and verifly to what extent they
are justified,

The main source of controversy centers around the proper
role of government in the economic affairs of the nation, One
group, gulded by the principles of maximum smployment and
social security, believes that government should broaden the
scope of its operations, while the other literally upholds
@inimum interference with private enterprise. Hembers of the
former group argue that private enterprise can produce, but it
cannot insure continuous and sustained demand, OUnly the governe
ment can do this and attain the goal of full employment. When
business produces the goods, government can and should create
tie balance of purchasing power needed Lo buy them. in a policy
of letting business run its natural course without governmeutal
interference, they argue, there is always the danger that a
recession may develop into a depression, and a depression into
economic paralysis, waste, and unemployment, with risky social,
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political, and econoalc consequences.
The views of the opposition are falrly reflected in the
following quotatlions:

"But I protest against any deliberate misdirection of human
efforts, or human relations, for the purpese of filling a gap in
the money circle. 1 am convinceds...that the perversity of a
such policy would quickly become generally apparent and would
but little less resented than the evil of unemployment for which
it would serve as a remedy®. (1)

"The point that is relevant for us is that il we are deter=
mined not to allow unczgiogmant at any price, and are not willing
to use coercion, we sh e driven to all sorts of desperate

edients, none of which can bring any lasting relief and all of
which will seriously interfere with the most productive use of
our resources, It should be specially noted that monetary policy
cannot provide a real cure for this difficulty except by a general
and considerable inflation, sufficient to raise all other wages
and prices relatively to those which cannot be lowered, and that
even this would bring about the desired result only by effecting
in a concealed and under-hand fashion that reduction of wages
which could not be brougnt about directly. Yet to ralse all other
wages and incomes to an extent sufficient to adjust the position
of the group in question would involve an inflationary expansion
on such a scale that the disturbances, hardships, and 1niusticca
caused would be much greater than those to be cured"., (2

"Henry C. Simwons....maintains that public investment pro=
goeding with unlimited funds will raise interest costs to the
private sector of the ecounomy, compete for funds and resources
with private enterprise, increase the cost ol capital assets
through goverament competition, and add ite interest burden Lo
tax charges. Professor Simmons further contends that iansen's
proposals ereate an environment in which private enterprise
and governmentesocialised enterprise confront each other in une
int ted bitter battle, with the government tending toward
absolutisa™, (3)

"The changed position of government that this new fiscal
theory calls f{or means nothing 1e88 tiian @.sessconception of the
state as a master, Instead of men beinyg relativel @ to take
risks, to make mistakes, and to live,.....the people are to be
marshalled, regimented, told when to spend, or to lend to the

0 {4 op.eit.. Pe 29.
loutledge & Sone Ltd.,
.Polkn
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igluzznont. or to pay taxes, according to some master plaNesses
foo o e ey Bakasuic theiris, o, e Pt i e
mines, through the price mechaniam, the character and quantity
of goods to be produced, The new fiacal theory would replace the
market by the public debt as the regulator of economic activityme (1)

The rational attitude towards this aspect of the controversy
is, to my mind, best stated by Faul Strayer in the followiig wordss
"Much of the recent writing on the subject has been negative and
- has emphasized the dangers of increasing governmental controls
without offering any satisfactory selution to the problems that
have nade the increase inevitable, On the other hand, most
advocates of positive government intervention have not actabe
lished a satisfactory basis for the longerun adjustment of relae
tionships between the private and the public sectors of the
@CONOMYes e ssomuch more investigation and groping for solutions
will have to be undertaken if guidance and leadership is to be
given by moderate economists who would like to see the social
and economic issues of the day met without resort to a planned
sconomys In particular, more attention must be directed %o the
problem of administration and the political implications of
positive government economic programs, The inevitable intere
ralation and interaction of administrative and political forces
with purely economic forces must be given greater :;Thasin if
policy formulation is %o be realistic and effective®,

The other aspects of the controversy have evolved as a

result of weaknesses, both apparent and real, revealed during

|

ig-Pogtis &L : soclel quoted by
s n ‘ublic rin enry Holt & Co.,
) OO0

(2) Strayer, Ps, "Public’Expenditure Policy", loc.eits, pe 383
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the process of theoretical reasoning and experimenting with
fiseal policy., One of the major attacks made on modern fiscal
theory is that in rationalising about inflationary and deflae
tionary effecte of government taxing, borrowing, and spending,
it places great reliance on the over-simplified quantitative
element in she supply of purchasing power, and n;gloctl the
important factor of turnover or velocivy of circulation, besides
the fact that it makes little provision for the cost-price
structure adjustments. The opponents of government expansion
also turn on the fear of extravagance and the killing of indie
vidual initiative resulting from old-age and unemployment
insurance plans. A more important critliclsm, but which does

not apply to all adherents of flscal policy, relates to the pree
pcoupation with compensatory measures to the exclusion of evarye
thing else, Some economists appear to have lost interest in
other remedies, or in efforts to correct the specific malad juste
ments which lie at the root of the trouble and, instead, prefer
to override these maladjustments by pouring in or absorbing
governmental expenditure., The conservative view on this point
is made by Hansen in the following words: "Fiscal policyss«e.does
not mean that wage, price, and other policies can be neglected
if we expect to achieve a well funetioning economy. It does
mean, however, that there is a growing agreement that far more
emphasis must be placed on fiscal policy than has been thie case
in the past f The view that the eff{ectiveness of fiscal policy

(1) Hansen, A., "Three Methods of Ex;anslon Thro Fiseal Polioy",
Amer, Econ [ie¥a, Vole35, 10.3, June,l945, ps 362
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has not been proven from experience, and that it involves some
inconsistency has also been advocated by Charles llardy. He says:
"1f the slowness of srecovery iu 1933-39 discredits wonetary
pelicy as an instrusent of control, the rapidity of recovery in
the ..'Tlf.ar' can uardly valldate fiscal pollcy‘for the same
purpose®, Later, Le remarks: "We depend on the profii wotive
to call forth a supply of investment, risketaking, and employ=
ment opportunities, bLut direct our naticunal policy to minimiging
the share of profits in the national incous., We depend on the
winority of large incomes to provide the initiative and bear
the risks incident to .00?2710 progress, bhut we strive to eli-
minate those inequalities", Finally, there is Musgrave's
rc-ﬁrk that "while it is quite likely that expansionary fiscal
policy, if sufficiently vigorous and sustalned, can prevent a
period of severe and prolonged unemploywent, there is less
reason to be optimistic about the efficacy of compensatory
action %o check inflatiovnieseselimitations more specilically
applicable to tie fiscal approach arise from the dynamice of
tue Anflation process which makes supplementary action along
otier lines (including credit and wage-proflit controls) more
urgent than in the deflation 0330”3)
Lisgal Foldoy An Froper FRrspestiye:

The time ie now ripe to ask ourselves the question: Where
shall we stand? or, Lo put the question in anotier form, what is

ey L e ey S e RO

(1) Hardy, Ch., "Fiscal Policy & Hational Income", Amar, Hcons
' Rev. Bevgy Vole32, flo., Karch, 1942, pe 10k.
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the proper place of fiscal policy in the wodern structure of
the economy?

The principles of fiscal policy are by now well established
after fiftesn years of debate. The argument, in its Learest oute
lines, is summerised by Musgrave in the fonotdngﬁ words: "(1) That
high employment and price level stability require aggregate expenw
ditures just sufficient to take the high employment output, valued
in current prices, of the market; (2) that thie condition is not
met automatically in our economy where private denand is subject
to violent swings and where severe deflation or irflation may
prevail for sustained perlods; and (3) that compensatory budget
poliey offers one device, among others, for holding total axpen=
ditures fairly close to the proper level, By providing incentive
for private outlays or adding mors to Lhe incoue strsam on the
exponditure side of the budget than is belng withdrawn on the
revenue side, deflation may be counter-acted; by deterring '
private outlays or withdrawing more than ie being added, inflation
may be curbed. While born and reared in an environment of defla=
tion and unemployment, the prineiples of fiscal policy apply no
less to the boom and war sconomye These propositions may be
qualified or stated in different terms, but most would accept
their essential log.lc'('?

From the above statement of the case, and in the light of
preceding discussions, it is now possibls to draw the followling
important inferences and to spot some weaknesses in the modern
fiscal structure:

e s tras e
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(1) Musgrave, R., "Fiscal Policy in Prosperity & Depression™, loc,
¢lte, Pe 83
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1. That while economic analysis of the flow of income,== the
dominant role played by consumption, saving, and investment in
fluctuations of income, output, and employmentee is almost
generally accepted, tle practical methods of controlling such
fluctuations form the main source of dispute among economists,

2, That a fiscal policy designed to accomplish ; high and steady
level of income must be supplemented by many other measures,
Fiscal policy is no more looked upon as a panaceaj and the danger
of exaggerating its effectiveness has already been recogniszed,
"Those who look at fiscal policy as a panacea err as much as
those who some decades ago thought that one could steer the
development of the whole economy by an appropriate central bank
policy. Equally wrong, however, are those who fail to recognime
that fiscal policy is a most powerful instrument il properly
coordinated with all otner measures of government policies ine
fluencing economic dcvaloplnnto£f, The othier policies should
include foreign trade policies, wage policies, price policles,
and so forthe.

3. That the fiscal doctrine has not yet been verified by enough
experience or evidence to justify uniimited confidence in it,.

In the worde of William Vithers: "Economic doctors prescribe (2)
remedies based on hypotheses rather than on scientific knowledgze",
It does have sufficient plausidility, however, to justify framing
a public policy designed to operate in harmony with other social
interests,

(1) ?';3& Hey By
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ke It is now recognised that the formulation of policy or tue
recommendation of a positive program is much more difficult than
has been admitted by most writers on fiscal policy in the past.
Originally they tended to look at the aritimetic of the slituae
tion "as revealed by models constructed on the basis of national
income estimates and have neglected the extent ind severity of

the repercussions of the actual measures that would be necessary
to implement their program of government stabilization of effec=
tive doulndst) Nowadays, a host of other complicating factors

of political, social and economic nature ars usually accounted

for in the calculations.

5, Contrary to widely accepted opinion, there seems to exist

no automatlic or mechanical parallelism between government come=
pensatory policy and the creation ol employment. Jimilarly, the
availability of resources in the economy is no guarantee that
anployment, and not prices, will rise in the wake of government
spendinge. |

6 While the growth of government influence in the economy has
given government a considerable authority over the free market
system, the implications of government interference with private
enterprise cannot be appraised without considering the alternatives
which may follow in its absence. It is almost universally admitted
that the one thing the private economy cannot tolerate is continued
depressions and unemployment, "Without vigorous public policies
and a clear recognition of public respensibllity”, Musgrave

o 0 o 2 s 2 2 S o T O % S T 20 b - —
(1) Strayer, P,, "Public Expenditure Policy"™, loc.cit., p. 386,
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remarks, "severe cyclical swings will undoubtedly reoccur in
the postwar yearss.ss.if permitted to reoccur, the chances are
shat these would lead to violent reactions and most extensive
public controls. The true issue, therefore, is not whether

we should choose or reject some government participation in
economic 1ife, but whether we should select and inploaent those
policies which qualify best to check instability and unemploye
ment while maintaining a free market economy, Fiscal polliey
rates high in such a progrlmsfi

1 believe that it is axiomatic that no goverument can cone
fidently embark upon & policy of full employment unleas it is
certain that monetary policy is so managed as to fit in well
with its fiscal policy objectives; and that the banking l}ston
in general, and the central bank in particular, form a supporting
part of its fiscal program., This is because central bank credit
policy ie very powerfulj and should fiscal and monetary pollicies
work in opposite directions at the same time, the results antie
cipated by fiscal controls may be counter-balanced by opposite
offects of central bank policy. The modern trend favors the
closest coordination between fiseal and monetary controls; but
postwar experience in the United States has emphasised the
difficulties of securing such coordination at a satisfactory
level, especially when inflationary tendencies manifest themselvesj

- e -— - - - -
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(1) Musgrave, R., Public Finance & Full Emplovment, opecit., pe Zle
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and once heavy deficit speniing had proceeded deep enough and
a mounting public debt reached.

It became evident [rom preceding analysis that a compensa=
tory deficit spending program will not lincrease total spending
in the economy unless it is financed in such wmanner as not to
decrease private spending correspondingly. The thut. way Lo
achieve the desired end is (leaving out the case ol printing
money), it was shown, to sell securities to the central bank or
to the body of banks and provide the latter with the reserves
necessary to support the required expansion of credit,. The
process implies that banks should carry now securities without
liquidating other securities or existing loans. lience it
becomes apparent tiiat an expansion of bank credit will ordina-
rily be necessary to facilitate government operations; and that
the success of deficit finaneing prograus depends upon support
from the central banks in a similar manner, a budget surplus
policy contemplated by the government will be much influenced
by the comcurrent policy of the central bank. When government
collects an excess of taxes over expenditures and locks it up,
or retires with it securities held by the central bank, governe
ment's action would be highly deflationary. When it retires
with it, however, securities held by the commercial banks, the
money drawn out of private deposits to pay for taxes would
reflect itself in additional reserves with banke on the baele
of which the latter could expand their credit operations and
thus defeat the government's purpose in accumulating a budgetary
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surplus, Unless the central bank mops up the additional reserw
ves that are set {ree {rom being used for expanding loans to
business or for the purchase of bonds formerly owned by business,
the same funds that were taken away in taxes would be restored
to the income stream,

The management of the public debt is also ciouly related
to central bank policy, Debt management, as we have seen, is
an indirect method of expanding and contracting purchasing power
in the hands of members of the public, If an expansionary move
is contemplated, government securities held by individual inves-
tors may be redeemed, and securities of an equal asount sold to
the body of banks. Here again the success of the operation
depends upon the presence ol the additional reserves in the
banking systems The selling of securities by banks, at a time
when government debt ls increasing, would have highly deflatione
ary effects, since nonebank investors would have to absorb the
new securities issued and the old securities offered by banks,
and both imply the deatruction of private deposits, The cruclal
point would be the availabilivy or absence of sufficient reserves;
and "the creation and destruction of excess reserves is the
keystone of central banklng"'?

The above analysis is meant to serve as a guldepost only.
Gathering from war and post-war experience in the United States,
immense difficulties for banking and monetary control have grown
out of longerun government spending policles., Large amounts of

- i o - = -

(1) Hardy, Che, "Fiscal O t.ionn_:a Instrusents of Economic
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liquid assets in the hands ol individuals and corporations, and
big noldings of government securitiee by bankse and other finan=
gial institutions have emerged. John Williase remarks "whether
a large and growing public debt which continues to be financed
to a large extent by the banking system does not make impossible
a general monetary policy and deprive us of the powar to vary
the interest rate and the money supply as instruments of control
of economic fluctuationa®™, The following statistics compiled
by Louis Shere from various sources and related to the United
States are both pertinent and impressive:

"In the seveneyear period beginning January 1,191, and
ending December 31,1947, liquid assets of non-bank investore
rose from $93 billion to #322 billion, an increase of ¥229 billion.
The federal deficit was the principal source ol growth in these
liquid assets, accounting for F206 billiion, and comnercial bank
loans and investments were next in importance, accounting for §2l
billion of the increases...The banks absorbed g5l billion ol fede=
ral securities during this seveneysar period, and the federal
reserve banks absorbed another #20 billicn. On January 1,1941,
currency outside banks was #7 billion, demand depoaits 35 billien,
and time deposits g28 billion, At the close of the seven-year
period ending December 31,1947, currency outeide the banks amounted
to #26 billion, demand deposits F87 biliion, and time deposite #56
billioneessdf, for example, the commercial banks were to sell half
of their federal security holdings and the Federal Heserve System

- -

(1) williams, J., Postwar Monetary Plans & Qche: Eesavs, opecite, pe96
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wore to buy them (to provide an ultisate market), the members
banks would acquire enough additional reserves to expand credit
(at the ratio of 631) by about F210 billion. This is nearly
double the present money supply conslstlng of demand deposite
and curr'ncysf'

The above figures of liquid assets, monay, ;nd ceredit avale
lable should serve to magnify the complications to any restrice
tive flscal policy, if adopted, since individuals and businesses
can draw on accumulated liquid assets and credit to supplement
their current incomes, They should also emphasize that the powers
of credit authorities to resist further credit expansion had
been impaired by the wartime lncrease oi tiae federal debt. Another
complicating factor, which resulted frou Treasury domination over
the Federal Reserve Gystem, has been the malntenance, by the
federal reserve banks, of stability of ylelds on government securie
ties at low levels despite the upward rise in the general price
level. The reasons put behind such a move were to minimige the
interest burden on the public debt; and Lo protect private holders
of existing securities from suifering capital losses on thedy
investments, thus guarding against panicky sellin; and loss of
confidence. The most obvious effect of such a policy is, of course,
to hold down interest charges on the federal debt, anc thersby
reduce the amount of taxes collected for the purpose; and to
protect holders of securities from capital losses in terms of
mongy, though not in terme of purchasing power. "But such nore

- - .

(1) Shere, L. 'l'mu;n -nd'inthuon Control®, W
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important", remarks Lester Chandler, "are the effects on monetary
policy, the behaviowr of tie money supply, and the cost and avaie
lability of funds for private investment and consumption purposes,
wWith the adoption of this policy, the funetioning of the Federal
Reserve has besn radically altereds This is most apparent in the
case of open-market operations, Traditionally, ;hls was the one
instrument over which the Federal Rescrve had complete and
accurate control; the System could buy or sell precisely that
amount of securities which it considered appropriate in light of
existing and prospective economic conditions. But under its
present policy of stabilising government prices according to a
selected pattern it has lost almost completely its initiative
and its accuracy of centrol over ite holdinge of governments. It
must as residual buyer purchase all the governments that otuiers
are unwilling to hold at the selected pattern of support prices,
it must purchase them not only from commercial banks but also
from all other types of holders; and purchase them regardless of
the purposes for walicl the seller will use tie money....This new
policy has made federal reserve discount rates practically ine
effective as they are raised above the level of the lowest yields
on government securities held by member banks.....Thus, discount
rates below the yields on governments may tend to ease credit,
but rates above the ylelds on governments which banks can sell
frealy to the Pederal Reserve are likely to be largely meaninge

less.sssecfven the efficacy of increasing member ban reserve




- 118 -

requirements is seriously reduced....An increase of reserve roe
quirements can retard the expansion of bank eredit for private
purposes only Lo the extent that banks are reluctant %o reduce
their holdings of governments in order to acquire other aal.hiﬁi
These observations undoubtedly force one to pause and reflect.
The present position is obviously incompatibvle with the discharge
of recogniszed respunsibilities of the Federal ileserve Uystem, at
least by the traditional means at its disposal. But it is also
evident that a most difficult job has been entrusted to central
banking authority. It is to prevent the public debt from becoming
an obliruetipn to the aceomplishment of the main objectives of
central bank policy and, at the same time, to insure continuous
easy money and easy sérna to the Treasury whenever it needs.
This may necessitate a change in the mechaniem of central banke
ing eredit control; more direct interference with private commere
eial banks; and a complete transformation in banking theory and
practices It is beyond the scope of tuls paper to review the
conflict over authority between the Treasury and tie Central
Bankj but assuming that monetary authority and fiscal authority
remain separated, the fact remains true more than ever before
shat the closest of cooperatioa and coordination between both
authorities and their policies is the cornerestone in the success
of any full cuﬁlor-cns program and the maintenance of equilibe
rium in the econouy.

Wmm - - Eiid e e . )
(1) Chandler, L., "Federal Reserve Policy and Federal Debt",
Amer, Jlicons Heve, Vols 39, ¥o. 2, Harch,l949, "ppebl7«20,
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BART TWO = MODERN FIICAL FPOLICY LN PRACTICE

Aa THE FROBLEN STATED:

The maintenance of high-level production and employment is
widely recognised today as a desirable objective of government
policy. The idea of using fiscal policy to provide full employ-
ment was first incorporated in a formal sense in the Charter of
the United Hations adopted in 1944, In the text of the Charter,
the member states have committed themselves to "promote higher
standards of living, full -lploynantl and conditions of economic
and social progress and d¢1010p-nnts.) Detween 1944 and 1946,
dweden, Great Brivain, Australia, Canada, France, and the United
States, among other countries, have adopted comprehensive economic
programs ranging from the use of [iscal policy to maintain fnll
employment, to the adoption of a more generaliszed program for
economic stabllisation, In all cases, practically, the enacted
legislations were influenced by the experiences of the depression
and the war with respect to economic and fiscal policies, DMore
specifically, in the case of Great Britain and the United 3tates,
which are selected for detailed discussion in this thesis, the
emphasis is placed upon a government declaration of policy of
full employment, and upon the establishment of a legislative and
administrative procedure for formulating a coordinated program
of policy designed to attain full employment. In both countries
also, government expenditures and tax policies are treated as
one instrument of policy to be used in combination with other

(1) article 55.

- e - -
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price, wage, and credit policies to provide full employment in

a specific period; and that government expenditwres and revenue
provide a policy device most adaptable to shorterun fluctuations
in business conditions and particularly useful as a flexible
element in the whole program.

As early as 1942, the popular question then ;nisod and dise
cussed was whether full employment could be insured for all those
who were willing and able to work, The war, which had generated
the querry, provided ample evidence that it was technically
possible, The next guestion ralsed was whetiier the objective
could possibly be attained at a cheaper price than was borne
during the war. Tiis forced oconomint# and public men to pause
and reflect. There was one thing that became clear, The masses
of people in all countries nave come Lo rate full eaployment,
and the individual security it brings, higher tian almost any
other political objective, Furthermore, all evidence tended to
point out that what was needed was the assurance of a proyram
under which the government would cooperate with business and
undertake to creats confidence by holding forth a guarantee that
ghere will be no widespread unemployment, It wae alsc apparent
that such a program could be developed only by the state, since
no other economic group could assume the responsibility, Only
the state iz in a position %o look at the economlc scene as a
whole, locate the trouble spots, and take effective action to
foreetall inflation or deflation,

Finally, it has been recognised that flscal policy programs
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should not be deterained before knowing what otier objectives
members of the community favor besides avoiding depressions and
inflations. This has necessitated choosing a combination of

fiscal operations which match with various social ohJocaivoit)and
which may or may not be necessary comcomitants u; a full employe
ment program, Within this framework, a coupromise became necessary
between conelderations of compensatory finance and other objectives,
Public expenditures, for example, are nowadays generally planned

on the basis of their usefulness relative to alternative private
outlays; and tax rates then adjusted so as to provide such deficit
or surplus as is needed to maintain high employment and prevent
inflation, As to the distribution of the tax burden and of
transfer expenditures, the attempt is being made to make them

abide by the community's preferences regarding the distribution

of Ancome., Under present programs, no nake-work projects as such
would be needed; and, depending upon the availability of flexible
projects planned in advance, cyclical adaptations of public expendie
tures become possible. The fact that actual policy may not

comply strictly with the rules of our model iz duly recognised;

(1) The main objectives customarily advocated as gulding principles
to shape an integrated full employment fiscal frogrnn are

"A hlfh national dividend thro improved efficiency and elie
mination of wastej; less inequality in the distribution of
income; the consumers free cholee to buy the goods they prefer;
social security through freedom from wantj soclal opportunity
providing educational facilities and economic advancement;

and good-neighbor relations with foreign countries, These
objectives should be achieved in a free society without loss

of the basic political and economic liberties”, (Halasi, A.,
mﬂnu.:mmm opecits, pe 2
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but government action, it is asserted, should not be postponed
until perfection is attained. Due weight is given, however, to
the urgent need for exercising the greatest care and guarding
against the application of some ready formula on the basis of ite
mathematical merite without considering the dogrqe of its accepte
ability in the social and political complex of the moment,
i THE UR.TED 87T 1
1. Fiscal Policy In Process of Formation: The New Deal

Experiment and Ver Experience: Government finance, it has been
shown, had continued to occupy a relatively minor position in the

economy until a recent date., When the depression of the thirties
started in the United States, the Hoover administration observed
strict adherence to fiacﬁl orthodoxy. A balanced budget was
visualigsed as an ultisate objective; and a great alarm was, theree
fore, revealed following the deficits realized in 1931 and 1932,
This is best illustrated by the followinyg quotation from Presie
dent Hoover's last budget message delivered on December 5, 1932,
"Such a situation canunot be continued witiout disaster to tiie
federal finances", he saius "1 cannot too strongly urge that
every effort be made to limit expenditwres and avoid additional
obligations not only in the interest of the already heavily
burdened taxpayer, but in the interest of the very integrity of
the finances of the Federal Othrnnont“{ As the depression
steepaened, however, and an easy monetary policy carried to exe
tremes failed to cope with the situation, recognition of govern-
ment as & major factor in the economy started to emerge. The

- b - - ey
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Roosevelt administration, assuming office without any generally
accepted means for combating the depression, had to resort to
various 'unorthodox' measures; and an sexpansionist public spende
ing program emerged, though reluctantly, as a chiel instrument
of recovery policy. In the words of Newcomer: fRoonovolt was
caughtesssin a net of economic forces that were too strong for
him,..cR00808velt did try....but deficits grew, and the Adminis-
tration was easily pursuaded to make a virtue of necessity, and
adopt the theory that deficits were not merely inevitable, but
desirable, in times of doprussiongf,

But the early New Deal spendings, which were accompanied by
an annual promise that the budget would be balanced the followlng
year, indicate that there had not yet developed a consistent
theory or progras that would permanently give Lo government a
major role in tie economic life of the nation., The f;ft remained,
however, that deficits continued to exist and Lo grow; and a
rationalisation on the folleowing grounds was offered to wmembers
of the public. The decline in business, it was argued, was a
result of declining purchasing power which could be elevated by
government action in the form of relief and expenditures on publie
works, Strong emphasis was laid on the multiplied and cumulative
effects of publie spending; and the line of reasoning followed
was that 1f lowering the interest rate did not, by itself, suffi-
elently induce investment, then the object could be achieved

- - - - - -n - o
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through the creation of new consumer's income by means of deflcits.
From this analysis of income-creatiig expenditures grew the pumpe
priming theory, with emphasis laid on the power of deficit spende
ings to stimulate provate investment and recovery to proceed of
its own momentum, Later on, when feynes published his General
theory in 1936, emphasls shifted from pump-prln&hg to the need for
compensating, by means of public expenditures, chronic tendencies
in the economy toward oversaving and under-investment,

According to contemporary economic literature, the publicae
tion of Keynes' General Theory is assumed to have marked the
beginning of a consistent theory for shorte-term government intere
vention at least, On this point, Strayer's remarks appear both
pertinent and emphatic, He says: "It was no accident that the
rise of the inner circle of 'hew Dealers' who advocated the cone
scious use of fiscal policy, without regard to established tradi-
tion, dates from the publlcation of this book in 1936. The
development ol the concept and measurement ol the national income
also aided in tihe formulation of a shorterun theory and has
glven statistical support to the beliel that varlation of the
government net cash surplus or deficit could offset fluctuations
in eflective demand in the private economy. The appeal of the
fiscal approach was that it did not depend upon an understanding
of all the baslic reasons for fluctuations in the private economy
but could be turned on or off as noc.llury'f, But is was not
until 1938 that first evidence was revealed that the United States

-

(1) Strayer, P., "Public Expenditure Pol!ey',éioc.eit:, pe 384,
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government had adopted the view to regard deficits as a major
means to recovery, This came following a seteback in busineas
activity during 1937/38, when a new spending program was hastie
ly improvised in the Spring of 1938 and passed by uongrtoif,
Then followed appropriations for the defense program; and with
the outbreak of war in 1939, emphasis on public spending as a
recovery measure was overshadowed; and war became the dominant
factor in the business picture,

Reviewing national economic policy in the United Utates
between 1933 and 1940, a period dominated by the exigencies of
the depression, several economists have put forward taelr views
and judgement in a variety of ways; but all seem to agree that
the results of fiscal operations during that era were short of
expectationse There is Sherwood Fine, for example, who said:
"It is not strange that the successive economic measures of this
period, born of dire necessity and nurtured by political and
economic expediency, were characterised by inconsistency and
fmprovisations...Denled the security and guldance of precedent,
the administration was torn between the need for innovation,
organized resistance to change, and its own uncertainties over
the policies adopted., The outcome, as must be the case under
such circumstances, was something less than a consistent, artle
culate, and aggressive economic prugrn-'? Later on he remarked:
"The experience of the Hoosevelt administration with fiscal
policy cannot be Judged to have been very successful, ¥hile

Pe 650

1) Williams, J., |
vy buk Opecite, peb
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relief and recovery outlays did absorb some idle resources and
contributed, through secondary effects, to a higher level of
economic activity, the hoped for resulte failed to materialise,
Throughout the decade we were plagued with enormoue unutilised
productive facilities. The average unemployment figure for the
years 1933-40 was in the neighborhood of ten m&liian.....?ho
spending activities of the administration were conservatively
conceived....tihie Roosevelt administration sought to minimise
budgetary deficits...sThe recovery and relief objectives have
never been clarified, Lvidences of shifting goals and uncertain
policies were manifest turoughout the years 1933-40 by the suce
cession of rapidly changing programs., HKeversals of position
have revealed tie uncertainty surrounding the measures adopted.
The conflicting philosophies of difierent governmental departments
have repeatedly clashed..s.The volume ol outlays has not been
deternined by the objective of full employment, but rather by the
dictates of social and political nccouaityif, fewcomer, in hise
book 'Taxation and Fiscal Policy', also remarked that "government
expenditures may have been useful in themselves- even necessary;
but they did not bring continued business recovery. hy they
failed is a matter for conjecture, but various possibilities may
be noted, There are some indications that savings have exceeded
investments., Business has hesitated to expand, partly because
of future uncertainties, partly because of present high costs,
The unsettled state of world affalrs, with the consequent reperw

. o e e e S e e o v - - - - - - - o et A Sk G
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cussions on international trade and finance, has not promoted
thie necessary eonridcneo'f) Finally, there is Sweesy's remark
that "if fiscal policy is to be used in the future to maintain
full employment and not merely to check a decline when unemploye
ment has already become severe, it will be necessary to find

| pcrnanaﬁc non-relisf channels for the dovernment;s contribution
to 1ncomo£f

Vespite all the above criticisms, however, the fact remains
that the experience of the great depression not only induced the
developm:nt ol fiscal theory, but it aleo served as a testing
ground for the effectiveness of flscael policy itself. it seems
to me that there is much Peason to belleve that the failure of
business enterprise to revive appreclably has not been due to
an inherent defect in fiscal policy, but ratier to the adoption
of an ill-advised policy which was short of the megnitude re-
quired for recovery, poorly timed, and lacking coordination,
It remains aleo true that irrespective of the resultes achieved,
the rapid rise of publiec expenditures, necessitated by largee
scale unemployment, has foreibly raised the issue of the extent
to which public outlays constituted a dynamic element in the
economic field.

Finally, the war experience afforded another test of the
effectiveness and limite of fiscal policy, Commenting on United
States war experience, Colm remarks: "Fiscal policy was included

- - A 5 0D .

gi Mmrx H.‘ ’Wop.cnu Pe 75e
Sweeny, A. ¢ "'g. Kcon, Heve,
! ! Vﬂlo 3 u°. " m. lm.,p: -



- 128 =«

in President Roosevelt's program to combat inflation and insure
economic stabilization., If fiscal policy alone had been chosen
to do the job, we should have needed much mors drastic tax or
saving measures than were politically acceptable, Fiscal policy
had to be supplemented by a great many OLIer measurss, such as
price and wage and eredit policiessessTue task of maintaining
ulgh-lovcl production and employment is oo big to be acconplzlhod
by any single device. Flscal policy can be affective only when
reinforced by many other policies....ilt should be used as a
prompt but Semporary device, %o be applied to those situations
in which other measures fail to bring about the desired result,
1t is therefore not enouzh to identify deflationary trends and
use compensatory fiscal meapures. Iin addition, the underlying
causes of such deflationary trends must be analyzed and all
policies available in the 'to&l chest'! of government must be
brought to bonf on uhnusf’

2. The Bmplovment Act of 1946: By 1944, the move wao under=
taken in the United States to impose upon the government the res-
ponaibility for sustaining demand and assuring eontinuous full
employment, The Hurray Full Employment Bill was introduced in
1945; but its proposals evoked widespread comment and, as a
result, the propesed legislation undervent a number of important
changes before it took final form in the Hmployment Act of 19464

Under the Employment Act of 1946, the Congress has declared
(Sec. 2) that "it is tae continuing policy and responsibility of

Wmm.*mm
(1) Colm, Ge, ™ nig HigheLevel Production and oyments
P Wdﬂ &.q “'. locscdte, ”.m.
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the Federal Covernment to use all practicable means consistent
with its needs and obliations and other essential considerations
of nutiénnl policy, with the assistance and cooperation of
industry, agriculture, labor, amd state and local governments, to
coordinate and utilise all iuvs plans, functions, and rescurces
for the purpose ol e¢reating and maintaining, in a manner calculae
ted to foster and promote free coupetitive enterprise and the
general welfare, conditions under which there will be aflorded
useful employment opportunities, including self-employment, for
those able, willing, and seeking to work, and to promote maximum
employment, production, and purchasing power",

Under Section 3 of the Act, the President 1s called upon to
submit to Congrese annually an fconomic Neport "setting forth (1)
the levels of employment, production and purchasing power obtaine
ing in the United States and such lavels needed to carry out the
policy declared in 3ection 2j (2) current and foreseeable trends
in the levels of employment, production, and purchasing powerj
(3) a review of the economic program of the Federal Governmant
and a review of economic conditions aflecting employment in the
United States or any cons&dornblo portion thereof during the
preceding year and of their effect upon employment, productioa,
and purchasing power; and (4) a program for carrying out the
policy declared in Section 2, teogether with such recommendations
for legislation as he may deem necessary or desirable".

The machinery set up for preparing and doiling with the
Economic Report of the President consiste of two parts: in the
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Executive Branch, there is the Council of Economic Advisers teo
the President, consisting of three economists who, with the aid
of the necessary staff, are to assist and advise the President
in the preparation of the Economic heport; to gather timely and
authoritative information concerning economic developments and
economic trends, botii current and prospective; té'nLalysc and
interpret economic developments; to appralse prograse and activie
ties of the government in the light of the policy declared in
Section 2; and to formulate and recommend national economic
policy to promote employment, production, and purchasing power
under free competitive enterprise. (Sec. 4). In the Legislative
Branch, there has been set up a Joint Comnlttes on the Feconomie
Report, composed of seven members of sach House, whose duty it
is to evaluate the President's Economic Report and advise Congress
on broad economic policy, (Sec, 5).

An analysis of the above Act reveals that it does not embody
a specific program for full employment; nor does it commit the
government to the practice of compensatory finance. In the dece
laration of policy, the use of the term '"full esployment'! is
avoided and, instead, maximum production and the purchasing
povwer that makes for high consumption are streesed. The [reedom
to work is protected by the expression "willing and seeking to
work"; and the danger of make-work projects is guarded against
by emphasizing "useful employment opportunities”, In place of
specific emphasis upon fiscal operations as a means to achleve
@et up odbjectives, it is provided that government "coordinate and
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utilize all its plans, functions, and resources"., In additlon,
strong recognition is given to the promotion of "free competitive
enterprise and the general welfare"; the need for "the assistance
and cooperation of industry, agriculture, labour, and state and
local governmente"; and the importance of “"otier considerations
of national policy", -

But while great latitude is allowed with respect to the
particular measures taken, it is evident that the responsibility
of the Foderal Novernment for promotin, a high and stable level
of business activity is clearly and explieitly affirmed. The Act,
essentially a "planning measure", commits the government to "a
periodical and continucus assessment of the employment situation®j
and "the procedures provided in the Act would focus the eyes of
the nation continuously on goals of economic progrees and stable
1ity, on rieing livings standards, and on growth in real national
income as rapidly as productivity and high levels of employment
poruit;"% Although it is true that the Council of FEconomic Advisers
has no means of ensuring the prompt action which may be decirable
to offset the gathering momentum of a downewing or of a speculative
boom, yet ite mere existence is a long step forward since it
makes possible overseeing government policy as a whole, and cone
sidering how it interacts with the particular state of the private
economy, Furthermore, such a coordinating and recomnending
agency, not being a political body, tends to lift employment
policy above partial views and above special political and economie
interests, Finally, the Congress is obliged by the Act for the

Wmm“‘m
(1) Mansen, A., Economic Policy & Full Zmplovmeni, oPecite, Ppel08e9,
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first time to consider federal revenues end expenditures as a
unit, rather than plecemeal.

Ever since 1946, the Presidential messages submitted Lo
Congress under the Employment Act have continued to lay before
the country a full picture of what has bean happening to the
Anerican economy durdn, the praceding year; and to recommend
comprshensive national policies geared Lo the maintenance of
prosperity. In the Econvmle Meport of the ‘resident for 1947,
for exanple, a longe-range program designed to strengthen the
structure of the American economy was submitted along the followe
ing lines; "Efficient utilimation of the labor force; maximum
utilization of productive resources; encouragement of free
corpetitive enterprise; promoting welfare, health and security;
cooperation in interngtional economic relations; and combating
economlc nuctultions"f, Among the devices proposed to deal with
econonic fluctuations were: "a well=-intejrated proyﬁm of employ-
ment stabilisation; improvements in the process by which workers
find jobs and employers find workers; improvements in the tax
structure; wise management of the public debt; and a flexible
eredit poucyzfj

The above program gives the underlying philosophy of the
Act of 1946. VWhile main reliance is placed on private enterprise,
the need for providing adequate demand to take what is produced
off the market, as well as the responsibllity for absorbing
excess purchasing power, is duly recogniszed in several of the

oo -
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(1) Quoted from Seymour Harris, (Alfred A, Fnopf,
Hew t“k. s P .

(2) Ibide, pe 111,
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following Presidential addresees., 7This requires that any governe
ment policy, aiming at high and stable smployment, must be proe
vided with f{ull knowledge of the factual context in waich governe
ment will have to pursue its policye. lore specifically, it be=-
comes necessary not oniy to have adequate statistics to neasure
total expenditures, but also methods of brinuing-tnan together
with a view to making comparisons with ths immediate past, and
with current position in otiner countries. The argument is based
on the assumption that pollicy devices can be ueed eflectively
only when the program they are to serve is formulated on the
basis of an accurate diagnosis o business conditions,

Under the circumstances, an annual appraisal of the national
economy becomes necessary in order to indicate the programs that
would be needed for the coming year, or for several years ahead,
for reaching or maintaining high employment, This can be accome
plished by preparing two kinds of estimates: (a) estimates of
employment opportunities needed for full employment, the produce
tion of goods and services that would be forthcoming at full
employment, and the volume ol investment and coneumption outlays
needed for the purchase of such goods and services; and (b)
estimates of the probable number of employment opportunities
foreseen, the productivity of labor in terms of the expected price
level, and the probable ag;regate expenditures of government,
business, and consumers during the succeeding year, before taking
into account the effect of any employmentecreating eiforts by the
government, In the event that the prospective national income is
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estimated to be below the level necessary for full employment,
government policy should be designed to 1ift the national income
to full employment level., 4if projected income is found to be
excessive and an inflationary tendency is indicated, the economic
program should be designed to curb the inflationary trend,

It should be pointed out, however, that thié neat and logical
prescription of a basis for policy formulation may suffer in
actual practice {rom both technical and administrative imperfece
tions, V¥hile estimates of the labor force may be posesible with
relatively high degree of certainty, more serious problems arise
when a projection of national income and production, and a quantie
tative appralsal of proposed policies are to be made, These
issues are summerised by Gerhard Colm in the following words:
"Projections therefore require (&) the most up-to-date actual
data of national income and production and their component parts;
(b) an appraisal of imaminent trends, especlally in government
expenditures, business investments, and consumer attitudes; (c)

a knowledge of the responses oif business and consumers to changes
in economic conditions on the basis of the record of the pastj and
(d) most of all, tue exercise ol good common sense in combining
all tno‘f?scOl of information and sxpert advice into a consistent
pattern™,

The President's Report for January, 1948, gives the first
detalled reference to fiscal operations in the government's general
egonomic program, In the field of tax policy, it was suggested

(1) Colm, G,, "Maintaining Hi el Production and ntt
Technical rements”, loc.cit., p. Se
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that sthe first feature of long-range tax policy must be the
saintenance of tax revenue which, except in years of depression,
will balance vhe federal budget and provide a substantial sur-
plus for debt retirement. "Every consideration of prudence with
respect to future problems of the national economy and of the
national credit in critical circumstances”, the n;port assertved,
"requires a firm and sustained policy of foduclng the public debt”,
The second requirement suggested was that "the tax rates and the
character of the taxes be such as to help sustain prosperity”.
Lowering particular business taxes may at one time be needed to
stimulate business expenditures when they are inelined to lag,
while maintaining or raising them may be the thing needed to
check over-expansion at another, S&imilarly, abatement of taxes
on consumption may at one time be needed to support purchasing
power, whereas their maintenance or increase may be the most
effective means of damping an inflationary tendency at another,
In the choice between taxes faliing mainly on consumption or on
investment, the Heport observed that "thie lessone oi wartime and
early postwar experience seem to indicate that for the sustaining
of an economy of maximum production and a market comuensurate with
this rate of production, more concern will need to be directed
during the years just ahead toward easing the tax burden on the
gonsumer than toward accelerating the rate of capital formation",
In the field of debt management, it was remarked that "the
vast increase in the public debt has not created the difficulties
that many people feared, partly because our national debt is owned
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by our citisens, and partly because of the technical skill with
which the debt has been managed jointly by the Tressury beparte
ment and the Federal lieserve Lystem", The most important part
of the debtemanagement policy in the United States had been the
program to support the market for goverusent securities; and in
1948 it was reaflfirmed that "it ie the declared ;;urposo to cone
tinue active support ol government bonds for the purpose of
maintaining an orderly and stable market at a low level of longe
term interest rates", It was admitted that this policy does not
permit the Federal Reserve Bank to make effective use of the
traditional methods to limit inflation by requiring banks to
borrow in order to obtain additional reserves and by ralsing the
discount ratej but action taken to effect control over the banke
ing system should not involve, it was emphasized, "withdrawing
support from the government bond market",

In the field of econcmic programs to promote stabillsation,
the Report noted that "while it is most urgent now (1948) that
we combat inflationary dangers, we cannot wait until tihe tide
turns before considering affirmative measurss that will be needed
in the future, Beonomic conditions may turn rapidly, but the
formulation, enactment, and initiation of economic and fiscal
programs require a considerable amount ol time. FPrudence demands
that we look ahead and prepare for tomorrow while we act for today".
The expansion of social security programs was suggested in 1948,
and later reaffirmed in 1949, on the grounds thst it would
strengthen mas purchasing power and markets in the longerun, while
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contributing immediately to the restraint of inflationary pressuress
The 1949 lieport remarked that "by increasing the coverage and
benefits of unemployment and old-age insurance, by introducing
disability and healti insurance, and by providing more adequate
public assistance, we would then contribute towards that recon=
ciliation of immediate and longer-run needs which is so difficult
to achieve through the market mechanism", Besides social securisy
programs, the 1949 Report also advocated minimum wage laws adjusted
to current price levels; and future tax revisions to strengthen
consumer markets but, at the same time, not neglect the need for
stimulating investments, especially in areas which offer both

great rewards and heavy riske, The Report of 1948 also recommensw
ded tuat steps be taken immediately to plan federal, state and
local public works for future $ears, The idea is that when the
inflationary pressures subside, gove:nment should speed up the
program of resource developmeant, transportation, and urban ree
habilitation, and further expand the social security, health,

and education programs,

With regard to tue last move, there has been a growing
recognition, however, of the practical limivs of a public worke
policy as a compensatory device. Urawlng from recent experience,
Gerhard Colm remarks: "The limite of an effective [iscal policy
throuzgh manipulations of expenditures were demonstrated in August,
1946, when President Truman wanted to curtall expenditures as one
of the measures for combating inflatlonary pressure. fHe cut by
two billion dollars a federal budget that exceeded forty billion
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dollars. 7The rest of the budget was regarded as largely inflexie
ble becaurse it is determined by legislation or allocated for
government purposes that were believed to be nonedeferrable., It
proved difficult to enforce even this limited curtailment program
in view of resistence against the postponement of certain public
works, The experience showed not only that flaxibility in the
federal budget is limited, but also that our leglislative and
administrative machinery is not yet fully equipped to use even
this limited fl-:ibllltysf’ There is also Strayer's remark that
"except for effects on employment, public works outlay should be
greatest in periods of prosperity and least in periods of dep-
ression, This followe from thne fact that expansion in real
income and activity leads to more exvensive use of public facie
lities and demand for entirely new facilities....it does not

make sense Lo tell voters that taey should postpone thelr

demsands for better Ihcilist;; until the uncertain day when

there will be a depression”.

Finally, the President's Report of January, 1949, has put
the claim that the American economy stands now in much better
position to withstand shocks tGhan during the twenties; and it
has put the following reasons in support of such a claim., Busie
ness has become better informed and more prudent, particularly
in inventory policies. There has been less speculation noticed,
The so=called bullteineflexibility in the systeme- the soclal

(1) Colm, G., "FPiscal Poli:{' Seymour Harris,
Editor ‘P Cey Po .
(2) Strayer, P,, "Public Expenditure Policy", loc.cit., ppe 390391,
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security system, veteran programs, and the farm price-support
programe- would all have & cushloning effect in the event of a
downswinge On the expenditure side of the budget, large apprope
riations make an economy more resistant to shock, and on the
revenue side, the progressive income tax increases flexibility.
The liquid assets created during the war in the h#hds of busie
ness and individuals ean act as an.lu-ndzabo shock absorber even
though their real value has been reduced by inflation. The
Pederal Deposit Insurance system would operate against large-
scale withdrawals of deposite such as occurred during the thire
ties; and the Reconstruction Finance Corporation can exert

Ouﬁi mitigating influence.

Notwithstanding the above potentialities, however, which
are expected to temper only with the effects of fluctuatlons
until more fundamental reforms are instituted for correcting
the basic maladjustments, it is argued that the upward adjuste
ment of consumer incomes relatively to prices will be essential
in the future to establish sustainable patterns of balanced
economic growth, But because these adjustuments cannot alone
insure an inerease in consumption and the maintenance of a high
level of activity (since decreases in prices or increases in
costs may lead to a recescion if they occur at a time when markets
are weak and aggregate demand is ehrinking), it is considered
essential that, during threatening times, adequate support should
be given to demand while fundamental adjustments are going on
in order to remove the expectation of instability. The Heport
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concludes by saying that "with adjustments in the price=wage-
profit relationship, we shall not be able to place the economy
on a basis of continuing stability., Without the simultaneocus
ndoption of policies designed to promote economic growth, we
may not safely rely on the adjustments. it is necessary Lo come
bine measures that promote growth with those that support stabi-
lity in an integrated program®,

In 1light of the preceding discussion, it is possible to draw
the following inferences and conclusions related to suployment
policy as applied at present in the Unlied States. The United
States has not advanced, up to 1948, far in the direction of a
planned econumy. Privete enterprise remained primarily respon=
sible for operating Lhe economy; wita goverument anouncing some
public responsibilivy for purchasing power anu suployment, and
setting up and examining the navion's budget which underlines
votal demand in relasion to supply. From 1948 onwards, however,
government programs did reflect a marked advance in the field of
planning and government responsibility by providing for influence
ing the allocation and distribution of resources and of demand by
public action, and by suggesting the broad lines of economic
developmont, Nevertheless, it is significant to note that the
growth in govermment influence has not been the result of a programs
of increased government ownership of the productive resources of
the nation, but rather the result of tremendous increases in the
extent of transfer expenditures, in war and defense outlays (still
in the hands of private producers), and in the level of commitments
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to foreign governments, ¥ithin the present framework of economic
policy, it is hardly possible to judge the effectiveness of fiscal
operations undertaken by the state since they are not applied in
isolation, All that can be saild, to quots liansen, 1s that the
United States is "moving more and more into a dual economy in
which tha state plays an important role in the préotoa of income
ereatione- through ite capacity as provider of community services;
through public investment in public facllitlies and the improvement
and development of natural resources; through those many monetary
and fiscal activities (lending operations, management of the
public debt, fiscal operations including taxation and borrowing,
gontrol of the rata of interest and of tho money supply) that
influence indirectly the rate of private expenditures in a market
economy; and last but not least, through the maintenance of a
wellefunctioning price system Lnvolving wage and price adjuctments
consistent with the fg?uirtannta of increasing productivity and
technological change™.

Lo BRIOVENT POLICT 1N GLEAT BRITAIL

de Britain's Ecouomlc Progragi The national economic program,
as applied at present in Oreat Britain, has, in broadest outline,

a three fold objective: (a) A stabilization of the domestic

economy through selective nationaliszation of key industries, comblned
with extensive direction of the flow of private investment and
economic development; (b) a rebuilding of the country's export
position; and (¢} provision for a greatly expanded system of social
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and health benefits in line with the main proposals of the
Beveridge Plan.

In the field of British economic planning, three official
documents are worthy of note, They are: The Wilte Paper on
Employment Policy, wiiich inaugurated officially the endorsement
of full employmant as a proper end for ,_;ovurmeni. policy, and
which was adopted by Lie Coalition Governwent in Hay, 1944; the
Bcononic Survey of 1947, which summeriszed governwent's findings
and achievements during the reconversion period; and the Foure
Year Plan (194,9-1953) of the Labor Government which was submitted
to Parliament in Uecember, 1948. The three docuwents reveal the
transition in attitude toward public policy from one relying
primarily on private enterprise, supervised and compensated by
public action to (a) a planned use of national resources through
controls (such as rationing, allocation of raw materials, control
of building and importe through licenses, and control of capital
issues) dosipgned to allocate, through povernment action, scarce
and essential resources in the best interests of the nation as
a whole (a route necessitated by the assumption of power by the
Labor Party and by the cifficulties faced durin; the reconversion
period); (L) a more flexible and liberal program compromising
national necessities with a high degree of individual liberty.
it falls beyond the scope of this thesis to undertale a detailed
analysis of all she component parts of the British economic proge
ram, Hence, except for a resume, in sheleton form, of the distine
guishable features of it, astension will primarily be devoted to

g
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the white Paper of 1%44 which, though considerably outwoded up
t411 now, still remains the model plan literally applied (with
minor asmendments) in several Comzonwealth countries; and which
smbodies the framework of financial planning in Great Brisain
itself after the present peried of transition is over, Hefe-
rence will also be made to Lord Beverldge's v.tou; on employment
which have fashioned the applicatlion of the Ghite Paper's ree
commendations.

In the Beonomic Survey for 1947, and the Four Year Flan,
the Britisi government has set its views on econoumic planning
as follows; "The object of economic planning is Lo use the
national resources in thoe best interest of the natlion as a whole.
How this i1s done must depend upon the economic circumstances of
the country, its stage of political development, ite social
structure and its methods of government, The proper system of
economic planning for the United Eingdom must stm‘{s'om this
fact, and cannot follow some theorvtical blue print", Later, in
the second document, we read: "Any programue of econosic plane
ning must be in the nature of a broad strategical plan sullie (2)
ciently flexible to meet unpredictable and rapldly changlng eventa"j
and "Economic planning in the United Kingdom is based upon three
fundamental facts: the econcmic fact that the United Lingdom
econony must be heavily dependent upon international trads; the
political fact that 4v is and iutends Lo remain a democratic
nation with a high degree of individual liberty; and the adninige
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(2) Quoted from Harris,’ W Opecite, ps 212,
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trative fact that no economic planning body can be aware (or
indeed ever could be aware) of more than the very general trends
of future economic dovolopmnu"'?

Within these limitations, and with a view to achieving the
above objectives, the British government has developed a system
of economic plananing, of which the following are the chief elementes
(a) an organisation with enough knowled e and reliable information
to assess national resources and to formulate the national naeds;
(b) a set of economic budgets (the Capital budget, the Financial
budget, and the Forsign Balance budget) wnich relate these to the
country's resources, and which enable the government to say what
15 the best use for the resources in the national interest; and (e)
a number of methods, the combined effect of which will enable the
government to influsnce the use of resourcee in the desired direce
tion without interfering with democratic freedoms, It 1u evident
that the plan is far more comprehensive in scope than a pure full
employment fiscal program; although government ls presumably pree
pared under (c) to accept the challenge and wage war on unewploye
ment through a variety of means, among whlch is fiascal policy.

The initiative and responsibility for the formulation of
national economic planning in Oreat Britain rests in the executlve
branch of govermnment, Within the Cabinet and the departments, a
highly integrated planning machinery has been developed; with
growing awareness of the importance of national economic Ludgets,
and the need for close coordination between central planning and

mem

(1) Harrie, 8., Boonomlc Planuing, op.cite, pe 21hs
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government budgeting. The role of the chancellor of tlhe Exene=
quer has been considerably expanded; and he now guldes and directs
fiscel operations of the state in the 1l at of [findings of tue
national economic Ludg et

The basic planning agency in Great britaia l‘s thie Economie
Planndng Board, It le headed by a Chiel Planuing ulilcer. The
members include; tiree department heads (the Loard of Trade, the
Ministry of Laber, and the Hinistry of Supply), three meumbers of
the planning staff, the Director of the Leonomic Section of the
Cabinet Office, and six interested representatives nominated by
industry and labor. The Board has access to all department heads
concerned with production; and itvs priicipal funetion is to
develop long=-term plans for the use of the country's manpower
and resources.

The British postwar economy has, so far, been one ol scare
eitien in labor and ln resources due Lo Lus wur whiﬁh brougat
about large destruction of capital, serious lessss of expoi't
markets, of invested capital in foreign countries, and in shdppinge
Thus far, the governwent has not been coucerned primarily with
full employment policy, althouyh: it Las Lad & long=rau.e eys on
the necessity for a fire national policy to maintain full employ=
ment, The nationalisation of key indusiries pursued ls being
viewed as an effective moans for econouwic development and Lor
full employment since it widens the area of public investment in
which direct control of capital outlays can be exercised. The
Labor Covernment has accepted Lord Beveridge's pleas for controlled
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location of industry and the organised mobility ol labor as parts
of a full employment policy. It has also learned Lo appreciate
the utility of fiscal policy as a counterecyclical device as is
rovealed {rom the following statements on financial pollicy quoted
from the Four-Year Plan: "Government expenditure and revenue
ought not to be considered in isolation from chnif ef fects upon
the general economie prospects of the count:ry...The new task of
the Chancellor of the Exchequer is not merely to balance the bude
gety it is a much wider one-~ to match our resources against our
neads so that the main features of our economy may be worked out
for the benaefit of the community as a whole, In order to make
the fullest use of the available resources, the fiscal policy of
the government must be directed to the maintenance of a high
level of employment,...%® must watch the situation carefully and
be ready to detect the moment when the inflatlionary pressure
vanishes and gives place to deflaticnary tendencies; if such a
thing should happen, we must then meke a rapid readjustment of
our economic and financial policsolsf)

2, Tne khive Paper Emplovment Poley of Adbhki The White
Paper of 194l is considered to have marked the formal entry of
Keynesian economics into the realm of practical politice. it
began with the following bold statement: "The government accept
as one of their primary aims and responsibilities the maintenance
of a high and stable level of employment after the war" (Para 1);
and later the commitment was reinforced by the promise that "the

WMW
(1) Quoted from Seymour Harris, Sconomic Planning, op.cite, pp.221=22.
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government are prepared to accept in futwre the responsibility
for taking action at the earliest possible stage to prevent a
threatened slum® (Art. 41). The document owes much of ite
ofisin to Lord Keynes, who has done most to put full employment
at the very center of British thinking; and this has led to the
pertinent remark that "in view of the 1nr1uano§ of Britiesh
writings on the formulation of the theory of fiseal policy, it

is hardly surprising thet the most elaborate program for applye
ing such measures is that which has been enacted in Great Britaln,
The provisions of the British law as outlined in the ¥hite Paper
of 1944 on Employment Policy constitute a striking exazple of the
way in which ocunanic(ifinclploa and plans may be carried into
practical application”,

On the side of diagnosis, the White Paper argues that "a
country will not suffer from mass unemployment 8o long as the
total demand for its goods and services is maintalned at a nigh
level", 1t is cognisant of the need for considering external
as well as internal demand; hence it affirms that governwent is
seeking to create, through collaboration between the nations,
"gonditions of international trade which will make it possible
for all countries to pursue policies of full employment to their
- mutual advantage". If the necessary expansion of foreign trade
can be assured, the Paper maintains, government believes that
widespread unemployment can be prevented by a policy of maintaine
ing total intermal expenditure, The Paper envisaged that in the

G, - - - o o
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years immediately following the war, the problem would be one of
shorcages. it therefore suggested that measures be taken for
preventing local unemployment by securing a balanced distribution
of labor and industry, It proposed to attack this problem in
shree ways: "(a) by so influencing the location of new entere
prises as to diversify the industrial compositloﬁ-of areas which
are particularly vulnerable to unemployment. (b) By removing
obstacles to the transfer of workers from one area to another,
and from one occupation to another, (c¢) By providing training
facilities to fit workers frum declining industries for jobs in
expanding industries". (Art. 25). When conditions return to

normal, there will still remain those longe-term problems connece

‘ted with the maintenance of an adequate and steady volume of

employment, for the achievement of waich the following three
essential conditions must be satisfied: (a) Total expenditure

on goods and services must be prevented from falling to a level
where general uneaployment appears; (b) the level of prices and
wages must be kept reasonably stable; and (¢) there must be
sufficient mobility of workers between occupations and localities,.
(Arte 39)e Finally, while the Paper considered it inevitable

that some legislation will be required to confer powers needed

for the purpose of executing government policy, it frankly ade
mitted that the success of the poliey outlined in the Paper will
ultimately depend on the understanding and support of the community
as a whole-- and especially on the efforts of employers and workers

'4n industry, on whom stability of wages and of prices mainly depend.
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According to tue white Paper (Art. 4)), the components of
monetary outlays are five: private consumption expenditure; publie
expenditure on current services; private investment expenditure;
public investment expenditure; and the foreign balance. The main
source of difficulty is diagnosed to lie in the fact that private
investment and the foreign balance are -ulcoptibio to great varliae
tions and are the most difficult to control., (Art, 45). The
gulding prineiples of government policy in maintaining total expen-
ditures are therefore set up (Art. 48) to uvold’ﬂnfnvorablo
foreign balance; to do everything possible to limit dangerous
swings in expenditure on privete investmentj to plan public investe
ment, both in timing and in volume, carefully teo otrsot.unnVQXG-
able fluctuations in private investment; and to be ready to check
and reverse the decline in expenditure on consumers' goods which
normally follows as a secondary reaction to a falling off in
private investment,

For influencing capital expenditures, effective changes in
the money supply and in the rate of interest are proposed as one
device, (Art., 58«060). A second device proposed is to encourage
privately owned enterprises to plan their own capital expenditure
in conformity with a general stabilisation plan, by appealing to
business to invest during periods of depression when costs would
be relatively low, rather than in periods of prosperity when
they are likely to be high. (Art, 61). In the third place, it is
suggested that public investment be planned in such a way as to
promote stability in the flow of mometary expenditures, The
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procedure prescribed (Art. 63) is that local government units
and departments should submit each year their plans for capital
expenditures concerning the following five years. After coordie=
nating the plans and studying them in the light of anticipated
private outlays, recommendations are to be made to adjust the
programs, upward or downward, 8o as to assure a ;toady flow of
total monetary outlay. Ae a necessary prerequisite for successe
ful adjustments in public investment, both speed and flexibility
in execution are fully noted. (Art. Oh).

In the field of regulating consumption expenditures, the
importance of acting quickly is also emphasized. Frovision is
made for varying the weekly contributious to soclal insurance by
employers and employees (Art. 68), whereby contributions would be
reduced at the outbreak of a recession to help maintain consumpe=
tion expenditure by wageeearners and to defer discharge of
employees by employers., Variations of rates of taxation; and the
incorporation of some system of deferred credits, with similar
considerations in mind, are also recommended. (Art. 72).

The use of public debts as a means of maintaining full employe
ment ie described in skeleton form only, While an effective reduce
tion of the public debt is endorsed (Art, 76), government should
not fail to undergo additional indebtedness necessitated by ine
creased capital expenditures for reasons of employment policy (Art.
75), although no support is given to the idea of permitting an
indefinite expansion in the sise of the national debt. On this
Whittlesey remarks: "In this as in other respects, the british
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program for full employment impresses one by ite tone of practical
conservatism combined with firm reliance upon what a few years a
would have been regarded as an undue exercise of flscal dxnerntlonél

The machinery envisaged by the White Paper toward implemente
ing the promise to maintain demand at full employment level in-
cludes the establishment, on a permanent bnalo,f; small central
staff qualified to measure and analyse economic trends and submit
appreciations of them to the Ministers concerned (Art. 8l);
expanding the work ol the Central Statistical Uffice so Lhat new
and up-toedate statistics of great value will be collected. (These
include quarterly or montily statements of present and prospective
employwent in the main industries and areas in the country, based
on returns from employers; regular information relating to
savings, projected capital expenditures, and, as far as possible,
those by private industryj; an annual census of production include
ing particulars of value of output, stocks, and work in progress;
monthly figures of production, consumption, stocks, and, il
possible, figures of orders on hand; and annual and quarterly
estimates of foreign capital movements and the balance of foreign
payments). (Art. 83). PFinally it is provided that the Chancellor
should present to Parliament not one budget, but a set ol three
interrelated budgets: a Revenue budget, showing how much the
government wishes to ralse and spend; a Foreipgn Payments budget;
and, most important, & Capital budget of the nation's wealth.

(Arte 84).

WMWW
(1) Whisttlesey, Ghe, QReCile, Pe 522.
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The Capital budget is supposed to be a statement of estimates
showing the total value of national income at market price, given
full employment, on one side, and expected public and private
expenditures, and the foreign balance on current account, on the
other, If the expenditure side were to be the larger, this would
be a warning of impending inflationj and if the incone eide were
to be the larger, it would be a waralng of shortage of demand and
Adcproaaton. Either way, it should be the f{iret duty of'bno Uhane
gellor to balance this Capital budget by altering the financial
ﬁlans of the government to fit in well with it. This can take
the form of manipulating the monetary supply and the rate of
interest, as well as adjusting the levels of taxation, public exe
penditures, and the public debt as conditions warrant.

Analysis of the YWhite Paper reveals that, on the side of
diagnosis, it is an excellent document, It zives a very clear
pieture of total demand and its composition; and it domonstrates
the significance of publie spending as a vital factor influencing
the level of consumption and investment expenditures, It also
admits the harm which has resulted in the past {rom decreasing
public spending during periods of depression, vhen it comes to
the remedies side, however, it becomes evident that the Paper does
not follow up, in its prescription, the full implications of the
diagnosis, The medicine prescribed, to quote Seywour Harris, is
"a wild form of Keynesianiswm: monetary policy, some reliance on
government spending, some adjustments in taxes to variations in
demand, and, in part, direct measures to deal with otruclurn§
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The Government of 194k, concerned over the sime of the public
debt, has given greater welght to the practical difficulty of
exerting direction over private investment and the foreign balance
and, as such, has assumed the continuation of business cycles,
at least in a flattened form. The "hite Paper ua;oly called for
antiegyclical action invelving various forms of compensatory
action; although it affirmed government responsibility "for take
ing action at the earllest possible stage to arrest a threatened
slump”, Furthermore, the Paper expressed the plous hope that,
through appeal to labor and industry, workers would be reasone
able and employers would cooperate in stabilizing capital investe
ment. The chances that such hopes would materialise are very
remote, of course, before government actually demonstrates its
ability to control cyelical fluctuations. Meanwhile, it remains
wishful thinking to suppose that business, which expects a dep-
ression, will be pursuaded to embark on large-scale capital
investment at the beginning of it.

The conservative tone of the hhite Paper has evoked sharp
eriticlsms from Lord Deveridge, who regarded the govermment's
declaration of war on unemployment in the document as "a war with
reservations", In his Report "Full Employment in a Free Soclety”,
Beveridge dismisses the Paper's fears about a meunting publiec
deficit; and rejects the timing of public works to fit into the
slack phases only of private investment. He sugiests, instead,
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the maintenance of public investment at an even high level; and
urges increased public expenditures and government intervention
to overcome the "evils of want, disease, ignorance, and Squalor®,
He argues that government would do better to carry its responsie
bility a step further to prevent the slump instead of remedying
ft. This difference in attitude toward the business cycle is
obviously a reflection of a difference in attitude toward busie
ness itself, Those who hope to abolish the business cycle seem
u‘ demand a larger measure of public control than those who
accept cyclical fluctuations as inevitable, and, as such, ask
that they be compensated for by public action.

The drafters of the Whive Paper of 1944 seem to belong to
the group of mild interventionists; and they have worked on the
assumption that the control of business {luctuations calls for
two things: firet, setting up a basic comwon objective, and,
second, a concert of effortse~ both public and private, to achieve
it, Viewed in this light, their pioneering document in the [ield
of economic planning remains worthy of careful study and appraise,
"This is true”, Hansen remarks, "not only because of the policies
that it advoecates will inevitably become a part of the arsenal
that any government must employ in its war upon unemployment, but
also because no government can afford to discount or overlook the
difficulties and obatacles in the mﬂ,mrd full employment
which are disclosed in that document",

WWMM
(1) Haneen, A., Bconomic Policy & Full Smployment, Opscits, pe 58
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SUMSARY. AND_CONCLUSION

"Fiseal policy"” is a term that has gained prominence only in
recent years. It owes much of its origin and development to the
severity of the depression of the thirties, to the personality and
ideas of Lord Keynes, and to the ideas of many thinkers and writers
in the field of social economics,

Underlying fiseal policy is the basic iosulptlon that all the
government's financial activities should be integrated and used to
influence the national economy., It is emphasized that the objece
tive of public revenue and expenditure policies should go far
beyond their traditional serviecs and redistribution function, to
include their use as positive instruments of economic control.
More specifically, the aim of the whole business of taxing, spende
ing, and borrowing by the state should, it is maintalned, be
directed consciously toward controliing the economy, and especially
toward combating business depressions and the maintenance of a
high level of productivity and employment.

The term "fiscal policy” has been defined as "government
expenditures, revenue, borrowing and debt management, considered
with a view toward their impact on the flow of purchasing power”,
In essence, it is an aggregate approach concerned with the
maintenance of gross monetary outlays, or total effective demand,
at a level appropriate to a satisfactory high volume of business
activity, through influencing the stream of money payments by
means of the fiseal operations of the state, The fiscal devices
may operate directly on the stream of money payments, or they may
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attempt to influence it indirectly shrough their effect on the
expenditures of individuals and businesses. They can be used

to guard against deflation, as well as to provide a necessary

safe-guard against inflation,

The income-expenditure approach in the field of economic
theory constitutes the theoretical background baﬂind modern fise
cal operations. The analysis of the said approach, based on the
investmentesaving thesis, represents the latest interpretation
in sconomic thought of how the economic system tends to operates
According to it, the volume of production, employment, and hence,
of income depend, in a private enterprise economy, upon the exise
tence of the necessary warkets. Unless prospactive demand is
sufficient to pay for the costs of production and to leave an
adequate margin of profit, production will not be forthcoming, and
resources will be unemployed. Similarly, unless aggregate demand
remains within the limits of available supply, prices will be
driven up and inflation will threaten, With the thesis that
supply always creates its own demand discarded, since income, once
received, may or may not return to the income streanm, and no
guarantee exists that there will be that exact balance of total
spending which is required for full employment, deliberate
policies become, therefors, inevitable to keep the rate of spend-
ing at that level and to compensate for deviation from it.

The problem of fiscal policy has arisen chiefly out of the
likelihood that markets will prove incapable of absorbing the
output that could be produced at full employment. To wake sure




- 157 =

that demand for goods and services will be as large as is needed
for full employment, it is necessary, in part, to make certain
public expenditures, planned on the basis of their soclal use-
fulness, which would help solve the unemployment problem; in
part, it is a matter of tax reform; and finally, it is a matter
of setting up a balancing mechanism= a relief an& soclial insurance
principle~ to assure the volume of demand needed without walting
for basic expenditure and tax policies to strike an ideal position,
- It is evident that the main responsibility for maintaining a
high and stable level of activity must lie with the jovernment,
since government alone possesses Ghe powere to fulfil this reee
ponsibility, Through the individual instruments of fiscal poliey
(public expenditures, taxation, public borrowing, and debt retires
ment), government can expand or curtail total effective demand for
goods and services as conditions necessitate. Iin doing so, however,
the government should weigh carefully the implications of its [lse
cal decisions upon the economy, The fact that there is considere
able degree of latitude poesible in all phases of {iscal opera=
tions ~with respect to the magnitude of each, and to the speci-
fie policies followed within each divisione signifies that,
within the latitude afforded, the choice among different altere
natives of action must be governed by the anticipated effects on
general business conditions; and by the attainment of other
social objectives considered desirable by members of the community,.
More specifically, the government's program should be outlined with
a view to promoting maximum initiative and enterprise in private
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business, and to providing for extended programs in flelds that
would contribute to general welfare and opportunity, such as
health, education, and housing.

In order to attain the objective of high level productivity
and employment, the current trend is to consider manipulations in
public spending, to be financed mainly by borrowing when funda
are to be injected into the income stream, more powerful than
manipulations in taxation. Changes in the rate of public spende
ing, it 1s argued, can be accomplished more easily and quickly
than Ow. in taxation, particularly when the economic situae
tion calls for higher taxes. Spending is also a more selective
fiseal device tian taxation eince it may be adjusted to meet the
requirements of specific situations. UDecause of the time lag
and deferred effects that are correlate. with tax adjustments,
public spending is believed to furnish more leverage and to be
more effective than taxation as a fiscal control device. The
modern view also accepts the existence of budget deficits in
times of unemployment, but foresees public debt retirement in
periods of over-expansion of private business activity.

In the field of practical application of policy, it has been
revealed that two things at least are necessary for lnsuring that
a full employment policy would be workable. First, a government
declaration of policy undertaking that a high and stable level of
employment would be waintained, and, second, a body of government
policy as a whole which must be such that government action would
be in harmony with accepted social and esconomic values., from she
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second stipulation two main corollaries also follow: (a) that
reliance upon compensatory fiscal action must be a temporary
device pending more basic adjustments to be effected in the eco-
nomy, and (b) that reliance on extra publie worke and services
to provide employment must be kept within reasonable limits, The
formulation of a manyesided recovery plan lhould-nitigpto the
dominance of the general expedient of public spending and assign
to it the residual task of providing employment for resources
not otherwise occupled. At the same time, it ies necessary tve
distinguish between compensatory measures as such, and basic
meas.res of permanent value to the economy such as taxation that
is progressive but not discouraging to risketaking, expanded
public welfare expenditures, and developmental schemes under=
taken by the state.

The above conclusions have been the source of much contro=
versy and debate amsong economiets, particularly with regard to
the proper role of government in the economy. Vhile there is
a growing agreement that far more emphasis should be placed on
fiscal policy than has been the case in the past, it is also
recogniged that only as experience accumulates would it be
possible to ascertain more fully ite results, Thus far, the
following observations seem to have received sufficlient recognition:
l.= While economic analysis of the flow of income,~ the dominant
role played by consumption, saving, and investument in fluctuations
of output and employment- is almost generally accepted, the
practical methods of coutrolling such fluctuations form the main
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source of dispute among economiste.

2. A fiscal policy designed to accomplish a high and steady level
of income and employment must be supplemented by, and coordinated
with, many other measures Qr government policy designed to ln=
fluence economic development. Fiscal policy is no more looked
upon @s a panacea; and the danger of oxngbprntiné ite effective~
ness has already becn recognized.

3.= While the fiscal doctrine has not yet been verified by enough
experience and evidonce vo Justify unlimited confidence in it, it
does have sufficlent plausibility to Justify framing a public
policy designed to operate in harmony with other social objectives.
hee The formulation of policy, and the recomuendation of a posie
tive fiseal program, Lave proved much more difficult in practlice
than was thought by most writers on {iscal policy. Difficulties
arose in connection with the proper timing of fiscal action,
adjustment of fiscal structure, and technical requirements for
setting up the proper machinery to administer efficliently the
fiscsl operations of the state. It is nowadays recognized that

a host of other complicating factors of political, soclal, and
sconomic nature should be accounted for in the calculatlons.

§.~ Finally, the masses of people in all countries practically
have come to rate full employment, and the individual security

it brings, higher than almost any othe: political objective.
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