














































































































































































































































































































































































































































































































































































































































































































































































































































































































282 INTRODUCTION TO PUBLIC FINANCE PART I

credit, and it is comparatively easy to peint out
Pudlic creqiz  Wherein the former differs from the lat-
ajorm of gen- ter. But credit in itself is by no means
eral credt. easy to define. Searcely any two of the
able writers who have treated the subject are agreed
as to its most important features. It has, moreover,
Difficult to as a term in common use, suffered.so
define credit-  many subtle changes in meaning in the
course of its history as to leave its modern signifi-
cance full of dangerous variations. The ordinary
business man uses the word daily to convey half a
dozen or more differeni ideas without recognising
the differences. Scientific writers have waged long
and bitter controversies concerning its proper defini-
tion.] Without going deeply into the controversy,
we may say that there are practically three opposing
views as to the real nature of credit. First, there
are those writers, who, like Nebenius and Rau, start
Three oppos- irom the etymological meaning of the
i:‘;,:’e i:'fh‘:fe term and maintain that the confidence,
of credit. or trust, reposed by the creditor in the
ability of the debtor to fulfil an agreement ‘in the
future is the chief element in credit.? Second, there
is a clasg of writers who, like Knies, regard this ele-
ment of confidence, a mere psychical condition, as

1 A good idea of the extent of the controversy and of the con-
flicting views can be gained from Knies, Der Kredit, Berlin,
lszﬁiq'ebenius, Der tffentliche Credit, Carlsruhe und Baden, 2d ed.,

1829 ; Rau, Fingnzwissenschayt, 3d ed., Heidelberg, 1851 ; II. Abt,
p- 248,
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too intangible, too immaterial, to be of any value for
a scientific definition. They proceed eatirely from
observation of those transactions which are said to
involve the use of credit, and find in all such trans-
actions one feature which is never present in trans-
- actions not designated as credit transactions. That
feature is that the completion of the transaction is
regarded as being postponed to a future time. This
element of time, this postponement, must then, they
argue, be the essence of credit. Credit is, in their
eyes, merely 1 means of transferring ownership tem-
porarily, a means of paying for present goods with a
greater quantity of future ones. Third, there is
still 'another school, who, like McLeod, regard eredit
as analogous to money, money being regarded as
representing claims on the wealth of the whole com-
munity, while a credit is a similar claim on the wealth
of some particular individual. McLeod even goes
so far as to identify the claim, the order, the promise
to pay, or the right to demand with “the credit.”
“ A eredit,” says McLeod, “in Law, Commerce, and
Economics, is the Right which one Person, the
Creditor, has to compel another Person, the Debtor,
to Pay or Do something.”1 Professor Sherwood has
developed this in a more scientific manner.

1 Theory of Credit, 1., 315. In a very scholarly article pub-
lished in the Quarterly Journal of Feonomics, January, 1894,
Professor Sherwood disensses the nature and mechanism of credit
in a way to throw a great deal of new light upon the subject. I

do not believe that his analysis can be improved upon. He dis-
tinguishes particularly the credit basis of money, as generic or
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SEC. 8. These definitions, apparently so contra-
dictory, are not altogether irreconcilable. They
Reconciliarion Tepresent different points of view rather
of these views. than real differences in meaning. Cer-
tainly nothing but credit is described by any one of
the three definitions, and certainly there are shades
of the meaning of the term that are aptly described
by each of them. As is so often the case when a
word in common use is defined for scientific pur-
poses in several ways, we {find that one definition fits
certain classes of things eovered by the term beiter
than others. There are certain debts,;}or cxample,
in which the element of trust is paramount, others
in which that of time is more important, and again
some in which the element of claim or demand is the
distinguishing thing. But it is also true that there
are no cases of the existence of credit where all
three of these features do not appear, the one or the
other varying in importance as the case may be.
To fully understand a thing so many-sided as credit,
it is necessary to examine it from several points of
view.

If we start from the etymological meaning of the
term we cannot avoid the conclusion that one of the
chief elements of credit is trust. Certainly without
universal credit (which he calls < eustomary credits **), from that
of the commonly so-called credit transactions, which he calls
¢ formal credits.”” It is with the latter only that we are concerned
here. They are legally enfercible. They rest in the economic

gense ‘‘on a psychological trait of faith in the uniformity and
reasonableness of other men’s voluntary acts,’
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that intangible, unmeasurable feeling or frame of
mind known as confidence, trust, or faith, on
which Knies pours so much scorn, no Confidence a
debts would have come into existence. necessary
As Professor Cohn well says, « Credit P*™
rests on the development of opinions and institutions
which arise with the general advance of civilisa-
tion.”1 Modern usage has not yet eliminated this
original meaning from the term. It cannot be
altogether incorrect Lo make this a part of the defi-
nition. It is customary enough to conceive that
credit or faith is reposed by the creditor in the
debtor, and that it varies in amount, although never
exactly measurable. But there are many credit
transactions in which the element of trust shrinks
into insignificance. An advance on a warehouse
receipt, a Lombard loan, a pawn-broker’s advance,
all of these and many like them are credit transac-
tions, but the element of personal confidence plays
little part in these. The creditor in these cases
never has to consider the character of the debtor
nor his ability or willingness to pay. After he has
satisfied himself as to the value of the security, all
that he has to consider is the time the riyne aieo
debt has to run. It must be admitted, essentiol
then, that there are a number of cases of credit
transactions in which the paramount element is that
of time. The first two of the above-stated views of
the nature of credit are, therefore, reconcilable in
' 1 Grundlegung, p. 6563,
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this way. They may be regarded as essentially the
same with a difference in the emphasis, and it is
correct to change the emphasis when different kinds
of debts are considered. DBoth of them may be
covered by one definition, which may for two reasons
be called the subjective definition: (1) Because it
takes into consideration feelings, opinions, 7.e. trust,
confidence, belief. (2) Because it looks at credit
from the natural point of view of the creditor who
entertains that trust.

Subjective Definition. — From the subjective stand-
peint credit is the confidence or trust reposed by
one person in the ability of some oiher person io
fulfil & promise at some future time. The emphasis
will fall upon the feature of trust or upon that of
time according to the nature of the particular debt
in point.

But that is not all : we have yet to dispose of that
view which identifies credit with the claim which
the ereditor has on the debtor. In one aspect this
view seems absolutely contradictory to that which
we have adopted. So much so that Knies ridicules
it, considering it quite as absurd as the reasoning of
John Law. He says it makes the debtor give
credit : Z.e. he gives the claim, and the claim is
credit. TBut McLeod’s reasoning is not so casily
The objective disposed of. Ile has taken what may be
roint of view. yyell called the objective view. He has
sought out embodied credit. His, too, is the natu-
ral point of view of the debtor. The opposition,
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therefore, between the twe views is more apparent
than real, and arises from the fact that this is
from a different point of view. There are two
sides to the shield. The debtor sells a eclaim,
which is a more or less tangible thing having a
present value, just as many another claim has;
as, for example, a patent right or a copyright.
The debtor is concerned only with the value of that
claim.  The creditor, however, looks beyond the
claim and desires to know whether he can trust in
the ability of the debtor to make the eclaim good.
By a very natural analogy, too, the language of
business says that the debtor enjoys good or bad
credit, as though the trust reposed in him by others,
in whose minds it exists, really became an attribute
of him. 'There is still more ground for McLeod’s
view, for, as has already been remarked, it is often
the nature of the claim created that adds to, or de-
tracts from, the credit. Any man in ordinary times
can obtain eredit if he comes prepared with collat-
eral security and is ready to éreate a claim that is
good on that in case his other resources fail him.
It is clear, then, that the view of Meleod is im-
portant, and also that it is supplementary to that
already adopted. It reveals many phases of credit
that cannot be seen at all from the subjective point
of view. The two views taken together make a
complete explanation.

Objective Definition. — From the objective stand-
point, credit is embodied in claims which are ac-
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cepted by the creditor in payment. These objective
claims have a wvalue like every other exchangeable
commodity, and are recorded in the various * instru-
wments of eredit.”

If these two definitions are accepted, we can pro-
ceed to point out wherein publie credit differs from
Public oredit  ordinary or private credit. The pecul-
ffgj;;{;’m iar conditions which distinguish public
eredit. credit from ordinary credit arise from
the fact thal the debtor is the State. The State,
being above the law, cannot be compelled, as the
private individual can, o pay its debts. Tublic
credit is therefore subjectively defined as the confi-
dence or trust reposed in the ability and willingness
of the debtor (the State) to fulfil its promises at some
future time, Objectively the claim (in this case the
bond) shrinks to the character of an unsupported
although generally accepted promise. There are, to
be sure, some important cases in which the claim is
apparently supported by something more definite
than the mere promise of the debtor; as for example,
when the revenues from certain productive enter-
prises are pledged for the support of the debt
charges. But cven in these cascs, the creditor has
no real resource against intentional bud faith. In
general the subjective standpeint gives a better
view of public credit than the objective, because
the claims cannot be enforced.

The fact that the debtor is the State has other
important consequences. (1) The State has sover-
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eign power and can compel its subjects to lend to
it; or, on the other hand, the creditor may make
advances on rather poorer terms than he oOther dgfen
would otherwise accept, from motives ;’:f;;:i:::;‘:?
of patriotism. (2) The debtor State andprivate.
lives forever, and hence can make perpetual debts.
(3) Tts affairs are all open to inspection, and the
would-be creditor has full. opportunity to know its
ability to pay. (4) Public credit may be divided
into various parts, according as it is the credit of the
central government or of some subordinate depart-
ment that is being considered. The consideration
of the relations of the different parts of the govern-
ment in this respect belongs to the field of public
law rather than to that of public finance.

Sec. 4. Public credit was necessarily later in
development than private credit. General habits
of lending on a large scale had to be ., . .
established before nations could borrow. wvelopment of
The bankers and brokers of the world Pl eredit:
had to develop the machinery for handling evi-
dences of debt before large public loans could be
placed. Then, too, inasmuch as the objective evi-
dences of debt in the case of the government were
nothing but the unsupported promises of the gov-
ernment, confidence that these promises would be
kept had to grow. At first the assurance rested on
the honour of the monarch, or upon some pledge or
security given by him, such as the crown jewels, crown
lands, a lease of the revenues, and the like. But



200 INTROPUCTION TO PUBLIC FINANCE PpART I

later, as Bastable so ably shows,! the development of
public credit goes hand in hand with the develop-
ment of constitutional government. It would seem
that the control of the purse by the very persons
who were to pay the taxes gave a steadiness and
security to the financial administration that aroused
the confidence of money owners.

Sko. 5. Much attention has been given by differ-
ent authors to the economic effects of public bor-
rowing. It is now pretty well agreed that public
borrowing does not, as was once taught,? create new
wealth except indirecily, through the use made ol
the capital taken when it is used productively.
Beanomic Nor, ou the other hand, does public bor-
effectsof pub-  Towing in itself directly destroy wealth.
fic borrowing. Ty, money borrowed may be devoted to
some form of rapid consumption, as in war. In this
case the destruction of wealth is determined by the
line of expenditure decided upon, not by the bor-
rowing merely. But the feasibility of obtaining
large sums in this way is said to lead o more ex-
travagant expenditure than would otherwise be in-
dulged in, since taxation for such purposes would
he difficult. The consumed weulth is replaced by
claims upon future weallth which are not of such a
character as to be available as productive eapital.
But the loss incurred is distributed over many years
ingtead of being concentrated in a few. As in the

1P 579,
2 ««The public funds a mine of gold.”
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case of a spendthrift who mortgages his patrimony
for wasteful extravagance, so in the case of a nation
which borrows for war, the evil that arises is from
the waste, not from the borrowing. Yor the State
to borrow for a productive purpose has no other
economic effect than for a private corporation to do
the same.

Sec. 6. There has also been some discussion of
the relative merits of domestic and foreign loans,
and their differing occonomic effects. wuserious i
Sometimes it has been claimed that for- Jererce in the

. . . effecta of for-
eign loans involve less disturbance of i or domes.
domestic industry. The intimate rela- tcloans.

tion existing between mederi Tmtlons in their com-
mercial -and-industrial enterprises destroys to-day
almost all the-significance that might formerly have
attached to such a discussion. The payment of the
French indemnity of 5,000,000,000 francs to Germany
after the war of 1870 was carried out in twenty-
seven months, and not one single serious difficulty
or disorder in the financial centres was produced
by it.!  So great is the mobility of modern capi-
tal and so vast are the current transactions, that all
of this money could be easily turned into the same
strearn without disturbing its placid surface.

Puhlie credit is a plant of slow growth; more than
that it is a delicate plant. It may be 7he prasicy or
injured beyond recovery by a single case public credit.
of failure to fulfil the promise in which it found

1 Blackwood's Edinburgh Magazine, Feb., 1875, pp. 172-187,
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expression. Many of the commonwealths of the
United States have repudiated their debts, and have
since then recovered their power to borrow but
slowly, and in some instances scarcely at all.l Weak
nations which may be or have been coerced by
stronger and wealthier nations in the interest of
citizens of the latter who were creditors of the
former, generally borrow more easily than stronger
independent nations, or parts of strong confedera-
tions, which have failed to meet their obligalions
and cannot be coerced.

The eredit of local governing bodies depends in
great measure upon their powers and duties in
public law. Generally speaking, a “municipal cor-
poration,” when acting legally within the sphere
prescribed to it, is like a private company ; —its
obligations can be enforced by legal or judicial pro-
cedure. Unlike the sovereign State, a municipality
can be sued without its consent. Omnly with the
positive sanction of the sovereign State can a munici-
pality default and escape punishment therefor.

1 Under the Eleventh Amendment to the Federal Constitution,
a State cannot be sued in a federal conrt. This is contrary to the
original intention of the constitution. See my monograph, Das
Hreditwesen der Staaten und Stddte der Nordumerilkanischen

Union in seiner historischen Entwickelung, Jena, 1891. FEgypt is
a good example of foreign evercion to enforce debt payment.
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CHAPTER II
FORMS OF PUBLIQ DEBTS

Secriox 1. Governments may borrow money in
almost any of the ways which an individual may
use. Thege different forms can be best (russiscasion
made clear in connection with their clas- should show
sification. The principles upon which a E.’;ﬁiff,f;i‘h
correct classification should be built are debtrests.
those developed in the preceding chapter. Public
debts are forms of public credit, and the kind of
credit upon which each debt is based should be shown
in the classification. Some Light can be thrown on
the different forms of debt by a review of the older
classifications. One of the commonest distinctions
is that between funded and floating debts. Orig-
inally this distinetion was very simple, and corre-
spondingly useful. In the words of Adam Smith :
“Nations, like private men, have gen- . ..
erally begun to borrow upon what may wnfunded
be called personal credit, without assign- %
ing or mortgaging any particular fund for the pay-
ment of the debt ; and when this resource has failed
them, they have gone on to borrow upon assignments
or mortgages of particular funds.” The first of
these is the unfunded debt, the other is the funded
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debt.! But although these terms are still in com-
mon use, the meaning attributed to them has so
entirely changed, that to-day the so-called floating
or unfunded debt consists, in large part, of ocus-
gtanding claims upon very definite revenues, while
it is often the case that no particular fund or source
of revenue is directly pledged for the payment of
the so-called funded debt. Hence it is that Pro-
fessor Cohn treats Smith’s grounds of distinetion ag
antiquated, and says‘thal the real distinction is
found in the fact that the funded debts arc those
of longer duration, and the floating debts those of
shorter duration, “although,” he adds, *different
causes and purposes of credit lie behind the differ-
ence in duration.”’? The most elaborate attempt
Wagner's 0 explain the modern wuses of these
distinctions.  terms is that of Wagner. As it is so
complete, it is well worth summarising here. Funded
and floating debts can be distinguished by the fol-
lowing characteristics, which are more or less clearly
recognisable in the different cases: (1) The purpose
of the loan —floating debts are generally for rapidly
passing needs, especially for the payment of the
current dues of the treasury; funded dcbts are to
supply the capital for permanent needs of the civie
household ; (2) continuance of the debt— together
with the former characteristic, relatively shorter
continnance of floating debts, at least in intention ;

1 Wealth of Nations, V., IIL
2 Finanzwissenschaft, p. 767,
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lenger continuance of funded; (3) the legal con-
ditions of repayment—in the case of floating debts
the different items are repayable at sight or within
a comparatively short period; in that of the funded,
the creditor has a more limited control over the
principal, the debtor (the State) being bound to re-
payment according to a fixed plan for amortisation,
or making no agreement as to the repayment of the
prineipal. This last is regarded as the essential
test.?

The difliculty found in drawing a sharp line be-
tween these two classes arises from the fact that the
distinetion is at best purely an arbitrary one. It
may differ from State to State, or from time to time
in the same State, aceording to the temporary whim
of the public official or statistician. The terms are
relative ones. By a floating debt is generally meant
one that is regarded by the person using the term
as a temporary one. One official will call any debt
temporary, or a floating debt, twhich has three, five,
or even ten years to run; while another will refuse
the term to any debt that is to run longer than
six months or a year. Strictly speaking, the term
floating debt ought never to be applied to any

1 Mogt writers make use of these terms ; few have defined them
g0 accurately as Wagner. For example ; Adams, Public Debts,
p. 147, eoncedes the term floating debt only to those in which the
government retains the right to investigate each particular elaim.
This necessitates a new class of *temporary debts,” consisting of
treasurer’s notes, bills of exchequer, and the like, Nothing would
seem to be gained by this distinction.
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debt that is, on the face of it, to run beyond
the end of the fiscal year next succeeding that in
which it is created. DBut there is no established
custom for such a limitation. In trying to draw a
sharp line between these two classes we meet with
the same difficulty that we met in attempting to dis-
tinguish between direct and indirect taxes. But we
have even less to go upon. Official, statutory, and
scientific usage varies so much that nothing is gained
by attempting to collale all the meanings. Even
for the most general scientific purposes, therefore,
these terms are of little value, and for the purposes
of classification the distinetion is absolutely useless.

Sec. 2. There are two, and only two, ways in
which a State may borrow. It may compel persons
Foreod loans 10 lend o it, or it may offer terms to
andcontrect- Which persons agree, The first of these
wal. will be called, for convenience, forced
loans; the second contractual.l This distinetion into
two classes according to the motives appealed to is
primary. The first class consists of loans that are
now comparatively unimportant and rare. They
were once very common.? Few nations now have

1 Leroy-Beanlieu, Adams, and Bastable make nse of a third class
called ¢ patriotic ** loans. They have three classes, forced, patri-
otie, and ** voluntary.” The need of this sceond elass is not clear.
The patriot differs from the other creditors only in that he accepts
worse terms, or apparently sach. Unless he waive all claim to
repayment, in which case there is no debt, his loan differs from
those of the third class only in that it is even more ‘¢ voluntary.”

2 See Roscher, § 132,
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resort to forced loans, even to the limited extent of
paying their current expenses in bonds, compelling
persons having claims to accept them. There isa
quasi-forced loan that is of some interest. That is
the use of irredeemable paper money. rregeemadte |
This is very commonly spoken of as a Paper money.
for@_t_i__lgan. It must be observed, however, that it
is a loan only when the government making such
tssues, dircetly or indirectly, promises to redeem the
notes at some future time. Otherwise no debt has
been created. When such mouney is issued with the
purpose of retaining it in circulation permanently, it
is not, in intention at least, a debt; but it is a form
of forced payment more akin to a tax. Even when
there is a promise to redeem the money at some
future time, this forced loan shows few of the funda-
mental features of a debt. Every debt involves the
use of credit.! Now from the subjective side there
is little or no credit involved in this ease. The
trust or confidence amounts to nothing more than a
belief in the stability of the government and a readi-
ness to obey its authority. From the objective side
the creditor, if we may call him such, reccives a
claim that is satisfiable not from the goods of the
debtor as in other cases, but from the goods of the
community, and that by law. Unlike money of
“finul redemption” these notes cannot properly
be said to be based even upon customary eredit.
From both points of view, then, these so-called

1 Formal credit, to use Professor Sherwood’s term; see note, p. 283.
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forced loans are scarcely more than quasi-debss.
They are also quasi-taxes. Dietzel maintained that
these loans were merely taxes. )

Src. 3. Among the contractual debts the first
thing that strikes us is that certain of the contracts
contain features especially intended to add to or
ensure the confidence of the ereditor, while in others
there is little or nothing looking to that end.
This at once suggests two natural subdivisions of
Divisions o COTTACtUAL debts, On the objective side
contractual  the first class consists of claims good (1)
debts. upon particular funds, or (2) upon par-
ticular revenues or the revenues of a particular
peried, or (3) upon certain definite portions of the
general revenue permanently set aside to meet them.
These three bases for the claims suggest three natu-
ral subdivisions of the first class. Of these three
again, the second, consisting of those claims which
bear upon_ certain definite revenues, may be most
conveniently analysed according to the classification
that was adopted for public revennes.

The most important element of those debts, the
contracts for-which contain no provisions directly
intcnded to ensure the confidence of would-be cred-
itors, is the length of time that the debt has to rumn,
or what ig much the same thing, the relative size of
the demands made thereby on the genecral revenue.
IIere we find that certain contracts call (1) for the
repayment of the principal only, some (2) for the
payment of principal and interest, while others
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(3) call for the payment of inferest only. To
shorten the matter the whole classification will now
be presented in the form of a table. The names of
the classes are generally self-explanatory, but in
some cases, for clearness’ suke, a concrete or a gen-
eral example is appended.

I. ForceEDp DERTs : (Now mostly obsolete. Akin
thereto are the quasi-debts in the form of irre-
decmable paper money.)

II. CoxNTrAcTUAL DEDBTS :

A. The contracts for which contain provisions
directly intended or calculated to ensure
additional confidence. Such confidence rest-
ing:

1. On the fact that the sums received from
the creditor are not expended but are
retained to meet the debt charges.
These are of two kinds :

a. Voluntary deposits :

1) Without interest. Ex. Post-of-
fice orders.

2) With interest. Ex. Deposits in

public banks, ete.

3) Insurance (not compulsory).

5. Statutory deposits :

1) Guarantee funds of various kmds,
with and without interest. Ix.
Deposits by insurance companies
to protect policy holders, ete.

2) Insurance (compulsory).
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3) Deposits of coin or bullion to
secure circulating notes. Ex.
Unifed States silver and gold
certificates.

4) Egstates in hands of the courts
pending litigation.

2. On the fact that definitely specified
revenues are set aside for the payment
of the debt (subdivided according to
the classification of revenues).

a. Based generally on the revennes of a
definite period. Debts contracted in
anticipation of the revenwes. Ex-
chequer bills and redeemable notes.

b. Based on prices. KEx. Money bor-
rowed for the establishment of some
productive enterprises carried on in
competition with private enterprises
of the same character.

¢. Based on fees. Ex. Municipal bonds
for water-works. '

d. DBased on special taxes :

1) By the method of farming taxes
(now obsolete).

2) By apprepriating speecial taxes,
(or a pereentage of all taxes)
and putting the funds thus re-
ceived into the hands of trus-
tees, for the payment of the debt.

B. Where confidence is so assured that no
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special means are taken to arouse it. Clas-
sified according to the thing promised :

CHAP. I1
1.
2.
3.
SEc. 4.

Principal only. Ex. Redeemable notes
(money) not legal tender, and not as-
sured by any deposit.

Principal and interest :

@ Bonds sold in the market for what
they will bring, and bearing a fixed
rate of interest, payable at a set
time or in instalments.

6. Annuities, terminable at the end of
a definite or indefinite period, as a
term of years or a life, so calculated
that at the end of the period the
amount paid shall equal the princi-
pal and interest. These may be in
many different forms; they may be
arranged in the form of life an-
nuities, of pensions, of lotteries, or
in that of tontines and the like.

Interest only:

a. “Perpetual bonds,” in the case of
which the creditor has no right to
demand the payment of the bond
within any definite period, but the
government may generally, after a
fixed iime has clapsed, redeem the
bonds for a stated sum.

4. Permanent annmities.

In the great majority of cases in modern
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times, the leading nations are able to borrow with-
out particular reference to any special means of
arousing confidence. The long period through
which they have faithfully fulfilled all their obli-
gations has so thoroughly established their credit
Means of that their bonds stand among the best
alluring cred- securities on the market. The only
wtors. changes that can be made in these debts
are such as are intended to make the annual burden
as small as possible. Some of the things desired by
creditors, and which, while not affecting the credit
of the borrowing State, yet add to the readiness with
which the bonds scll, are (1) that the debt shall not
be redeemed arbitrarily for a capital sum which
would not yield, at the market rate of interest, the
same annual income as the bond; (2) that any
chance gains that may arise, as from a fall in the
market rate of interest, may for a time at least
accrue definitely to the holder.

By far the larger part of European debts consist
of the so-called “perpetnal” bonds. These bonds,
“Perpetuai Which generally name a certain capital
bonds. sum at which they may be redeemed,
contain no date at which they mature. Thdy arc
redeemable whenever the debtor (the State) chooses,
subject in some instances to certain limitations for
the greater sceurity of the lender. For example,
the publication of notice of intention to redeem or
promise not to redeem for a certain period. 'These
“ perpetual ” bonds are for both parties a very con-
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venient form. What they amount to is that the
State sells an annuity for what it will bring, with the
privilege of redeeming it at any time for a certain
sum, but it cannot be compelled to redeem it at any
inconvenient time. The creditor, owing to the pul-
lication which to-day attends all public affairs, knows
what provisions can be made for the repayment, and
consequently knows approximately how long his
annuity will run. He can, moreover, easily dispose
of it through the stock market if he should need
the money for other purposes.

This form was once used in the United States, but
traditions of rapid payment led to the adoption of
different forms.! The first debts of the Farly debts
United States had been made in the of the United
form of simple perpetual bonds with no Btates.
litnits. The debts created after the War of 1812
were also of that variety, with a limit of time set
within which it was promised not to redeem them.
But the variation just referred to was intreduced in
1862. This form has been called the “limited
option” debt. The bonds were “redeemable at the
pleasure of the United States after five years, and
payable twenty years from date” of issue. They
were called “five-bwenties.” A similar plan was
followed in the so-called “ten-forties.” The only ad-
vantage gained by thus fixing a limit at which the
creditor is to expect the payment, is thatl the fiscal
officers may have a definite goal toward which to

1 See Adams, Public Debts, p. 162,
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work., If a termin is set, it is easy to urge the
extinetion of the debt at or before that time, and
consequently the adoption of special means and
efforts toward that end.

Sec. 5. Next in bulk are the « terminable ™ annu-
itles. These may be terminable at the end of a
Terminaple  certain period or at the death of the
annuities.  holder. Iife annuities, both upon indi-
vidual lives and upon the tontine plan,! are old
favourites. But as forms of original loans they are
giving way to the perpetual bonds. Life and other
terminable annunities have the advantage of afford-
ing an casy means of debt payment; and in this
respect, on account of the accurate knowledge of the
amount to be paid, those terminating at a definite
time are the preferable. DBut inasmuch as the an-
nual payments must be larger than the interest by
an atmount calculated to egqual the principal or cost
at the termination of the period, these annuities
impose a heavier constant burden upon the taxes.
In the case of perpetual bonds no provision is obliga-
torily made for amortisation, and consequently the
fiscus has better control over the expenditure for
this purpose. At a time of great pressure on the
revenues the perpetual bonds offer a better means of
raising money than the terminable annuitics, inas-

1 This plan, now made familiar again by its adaptation to life-
insurance business, is to make over in succession to the surviving
members of a group of annaitants the shares of the members who

die. The last survivor gets the whole amount, until his death
closes the account.
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much as they will impose a smaller burden for the
time being. But when the difficulty is over, it is not
infrequently the practice to turn some portion of the
debt into the form of terminable annuities, as that
imposes upon future officials a fixed policy of debt
payment. The investing public finds little or no
absolute advantage in this form, for it is relatively
hard to save up the principal again, coming as it
does in driblets, and the salable value of the secur-
ity decreases continually, so that the command over
the remaining portion of the principal is never
good.

Sec. 6. Another favourite European form is tha
of lottery loans. A somewhat lower rate of interest
on the loan is offered than would other-
wise be accepted, and the balance of the
amount is divided among the holders of the secur-
ities on the lottery plan. Inasmuch as this is in-
tended to appeal to the general love of gambling, the
bonds are for small amounts, and are sold to the
people.  The plans for determining the disposition
of the winnings of the lottery are varied. A com-
bination of the annunity loan with the lottery loan
is made when the State agrees to pay a certain pro-
portion of the debt cach year, the determination of
which portion of the debt, or of which particular
bonds, will be paid being made by drawings.

SEC. 7. In all of these forms of debt-making the
chief problem of the practical financier is to fix the
rate of interest as near as possible to the market

Lottery loans.
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rate. It is best that it should not be below the
market rate, for in that case the bonds will sell for
Fiving the  less than par, and the government will
rateof interest. have to pay back a larger sum than it
receives. This addition is accumulated and com-
pounded interest, which it Woul_d, presumably, have
been easier to pay in annual instalments than at
one time. 'The amount of the discount at which the
bonds will sell depends on the length of time that
they have to run.

When the market rate of interest falls, as it gen-
crally does in time of peace, below that at which the
debt was contracled, it is generally desirable to
reduce the rate of interest on the debt. If, there-
fore, the government can call in its bonds, it goes
through the process of refunding; that is, it issues
new bonds at the new rate of interest and pays off
the old with the proceeds. This advantage is
peculiar to the perpetual bonds, and is consequently
made use of whenever the rate of interest falls,
which fact can be ascertained from the quotations of
the bonds on the stock market.

Src. 8. Perhaps next in importance to the great
categories of debts we have been discussing are
Debtsofthe  those included in the classification as
treasury. hased upon specified revenues (1I. A. 2).
Of these, only those based upon the revenues of a
definite period are common in national financiering.
Most of the others, however, are common in local
and municipal finances. Inasmuch as taxes are
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payable only at certain times of the year, generally
only once or twice, while the expenses run on
through the whole year, there will necessarily be
times when the treasury owes more than it has on
hand. Some of these debts will be bills of account;
others will be represented by notes of various kinds
which the treasurer uses to pay bills with or dis-
counts to obtain money. The latter, called ¢ ex-
chequer bills,” “treasury notes,” and the like, are
generally willingly accepted, and often pass freely
from hand to hand. They bear interest at the low-
est market rate.! They are properly regarded as
debts of the treagsury rather than debts of the gov-
ernment, and are payable out of the next incoming
revenues. These bills may swell to large amounts
in times of sudden pressure on the finances, or they
may be carelessly allowed to accumulate year by
year, until they must be funded, or, perhaps, included
in some general refunding or consolidation act.

SEC. 9. Borrowing to secure the means for entes—
ing upon some productive enterprise is the chief
cause of the debts of local governments. proguctive
Cities borrow to build water-works, to loans.
construet street railroads, to establish a gas or light-
ing plant, ete. In the United States the different
commonwealths have borrowed to aid in the con-
struction of rallroads, or to establish banks. The
enterprise in which the funds thus acquired are

1 In 18%4-93 English exchequer bills for March bore interest at
the rate of 1} and 1 per cent. June bills, 2] and 1} per cent.
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invested furnishes an additional security to the
loan, and enhances the credit of the local body,
because it is supposed that the enterprise itself will
yield the interest and other debt charges. There
are two ways of managing such enterprises. One is
by selling the commodity or service produced; the
other is by the assessment of a fee upon the users.
So far as the debt is concerned there is little differ-
ence in these two methods. The former, however,
introduces a speculative element, while the latter is
more regular in its returns. Somectimes such enter-
prises fail, and the interest has to be paid out of the
revenue from taxation. Not infrequently debis are
made of this same kind to render assistance to
private companies, and the expectation is that the
companies will meet the interest charges. The bulk
of local debts the world over are of this general
character.

National governments, too, have sometimes con-
tracted debts of this sort. Thus Prussia’s debt was
National in- almost all incurred for the purchase of
vested debts.  raflroads, which pay the interest and pro-
vide for the sinking fund. Other ecountries of
Europe have similar *invested ” debts. The United
States has given aid to railroads, but on terms that
give no real surety that the debt charges will ever
be met by the roads. The wisdom of such loans
depends solely on the wisdom of entering upon such
enterprises. It may even be wise under certain cir-
cumstances to advance money borrowed in this way
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to private companies which promise to provide
some much-needed facilities, even without any hope
that the interest and debt charges will be met in
any other way than by taxation. That such debts
when contracted should be treated in the same
manner as any other debts, and paid as soon as pos-
sible, is a matter of good business management.
The failure of the assisted private enterprise to
make good the sums expended is no reason for the
refusal of the government to meet the obligations
thus incurred, and refusal under such cirecumstances
is as destructive of eredit as would be the failure to
meet any other obligation.

The nature of all the remaining forms of debt is
clear from their names in the table. A good many
of them are merely formal in character and are
incurred in carrying out some of the regular proc-
esses of business or law. Such debts are never
included in the sum total of the burden of debt,
because the sums out of which they are to be met
are received when the debt is contracted and re-
tained until the debt is due. They are never,
except in the case of the grossest mismanagement,
a burden on the revenues.

These different forms of debts are all in constant
use, and the indebtedness of any nation will show
almost all of them. ‘The experience of 4 system of
the most advanced nations shows that public debts.
there is as much need of a systematic arrangement
of the different forms of debts as there is of the dif-
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ferent forms of taxes. The various kinds of stocks
are adapted to the differing needs of the treasury
and the tastes of the lenders. The former must be
consulted, perforce; the latter, if it is desired to
obtain the most favourable terms; hence the scope
for the exercise of good judgment on the part of
the fiscus in the choice of forms.
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CHAPTER III

NEGOTIATION, PAYMENT OF INTEREST, CONVERSION,
AND REDEMPITON OF DEBT

SrcrioN 1. There are practically two methods for
the negotiation of a public loan. One is to prepare
the bonds or other evidences of debt for , .
sale, fixing all the conditions and offer- o negotiating
ing them to all comers who will accept ® %%
those conditions, The other is to determine the
amount to be raised, and then to negotiate with
bankers or capitalists or other persons in order to
ascertain on what terms the sum can be raised.
There are, of course, many variations of these plans,
but these are the principal ones. In the first ease
the State loses in a measure the advantage of com-
petition between the lenders. One of the best
examples of this method is the so-called “popular
subseription.” For example, a State decides to issue
a certain number of bonds at a fixed rate of interest,
selling them to all comers at a stated price. Cer-
tain places are designated for the reception of sub-
seriptions. If the terms offered are too low,.i.e.
offer too little advantage to the purchasers, only a
part of the loan will be taken up. If they are too
high, the State, of course, suffers a loss. In this case



312 INTRODUCTION TO PUBLIC FINANCE PART 11

everything depends on the ability of the fiscal officers
to gauge the market. This task is comparatively
easy if the State already has a large number of
stocks outstanding, the market price of which will
roughly indicate the possible rate of interest that
will be accepted on a public loan. But the extent
to which the new loan will probably depress the
market will have to be considered.

If the second method be the one chosen, the State
lets it be known that hids for a certain sum are
desired. The bankers and capitalists, and sometimes
the public at large, then compete for the privilege
of taking either the whole issue or a part of it.
The different bankers offer to provide the whole or
a part of the money needed at a certain rate of
interest, or if the face of the bonds and the rate of
interest have been fixed, offer to buy the stocks at a
certain rate, generally quoted as so much per hun-
dred. The most favourable terms offered by reli-
able bidders are then accepted, and they deliver the
money in mass or in instalments to the treasury, in
such form as may have been agreed upon, receiving
in return the securities, which they are then at lib-
erty to dispose of as they see fit. If the market
price rises the gain goes to the capitalists, if it falls
they lose. Of course the sums needed often exceed
the wealth of any one person or group of persons,
and each purchaser has to depend on his ability to
dispose of the securities to raise the money to meet
his agreement.
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In both of these cases various secondary considera-
tions as to the form of the loan, the length of time
it has to run, ete., affect the result. Sometimes
it has been deemed wise to combine the two
methods. That is, to negotiate with the bankers for
terms on a part of the debt, and then to offer an-
other part on similar terms to popular subscription,
or even to allow of more general competition as to
the terms.

Skc. 2. The amount of the interest or the rate is !

the chief factor in the negotiation of a debt; but the
place and times of payment and the kind piee of pay-
of money in which payment will be made mment of inter-
are minor ¢onsiderations of considerable i‘;’:;;:gf,.fw
weight. So, also, is the size of the bonds. ¢ons.

In the case of popular loans which are intended to
. be subscribed for by the mass of the people, the
bonds must be for small amounts ; in other cases the
units are larger. There is no uniformity in this
matter. The larger the bonds can be made, the
easier it is for the treasury to manage the debt. Of
some importance too is the choice between bonds
that are payable to the holder, or to certain persons
by name, and those payable to persons registered on
the books of the State. If the bonds are payable to
the holder there is no nced of a record of the holders
by the government. The government is also spared
the trouble and expense of recording changes in
ownership. But there is an advantage of greater
safety £p the holders in the case of the recorded

{
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bonds, which are thus ensured against loss or
theft.

It is in general customary to determine the place
at which the interest, etc., will be paid. This is
frequently some important commercial centre, some-
Pagment in times the treasury of the State. If in
some commer- the country issuing the bonds there be
cialcentre. 3 ojrculation a debased, redundant, or
depreciating currenc-}::“"it is often agreed to pay
the interest in some foreign commercial centre, or
in foreign money, in order to secure payment in
a gtable currency. Thus many of the eommon-
wealths of the United States which contlracted debts
between 1830 and 1850, agreed to pay the interest in
London in‘arder to ensure the payment in gold, and
to guard their creditors against loss from the depreei-
ated currenoy then in circulation. When the States
appealed to Congress for assistance in the payment
of their debts in 1842, this was alleged as a feature
involving special hardship. A large part of Russia’s
debt is payable in Holland and England, and in all
of it the kind of money is specified. The same is
true of the debts of many other countries.

Sec. 3. While il is ofien necessary, in order to
Conversian of ODtain the required funds on the best
the dedt. terms, to offer many different forms of
public securities, yet in a time of absence of press-

1 See Johnson, Report on the Relief of the States, 27th Con., 3d
Sess., House, No. 296; a perfect mine of information on the
history of public debts in the United States up to 1842,
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ure it may become desirable to simplify these forms
and to consolidate the dgbt. This involves the calling
in of the outstanding paper and its conversion into
another form. Conversion is generally undertaken
when a fall in the rate of interest offers the State an
opportunity to gain by the process. The reduction
of the rate of interest is possible whenever the State
enjoys the privilege of repayment. It can then
offer the creditor the choice of payment (for which
it could obtain the money by the sale of new bonds
at the new rate of interest) or of new sccurities at
the lower rate. This mode of conversion or reduc-
tion of interest is, of course, perfectly legitimate.
The reduction of the rate arbitrarily without the
consent of the creditors is as much repudiation as
the refusal to pay altogether. It is by numerous
conversions and consolidations that the rate of inter-
est on the bulk of the debt of Great Britain has been
reduced as low as 24 per cent.

Sec. 4. The best justification of debt-making is
that it distributes the burden of some heavy ex-
penses upon a later period. The cost of this post-
ponement is the payment of the annual interest. In
order to-fulfil the intention of the loan Debts must be
and to get rid of the cost of the process peid.
it is necessary to pay the debt. If these two reasons
were not sufficient, the danger of the recurrence
of similar extraordinary needs and new appeals to
credit, and the eventual danger of bankruptey,
point in the same direction. As we have already
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seen, some of the forms of debts contain within
themselves the provision for payment. Life and
terminable annuities involve the payment of the
principal in annual instalments. Other forms call
for payment in larger instalments or at a definite
termin, for which provision must be made by the
collection of funds beforehand. If, however, the
expiration of the period finds the debtor State
not in the possession of the funds needed, it may
have to borrow apgain to fulfil its agreements. In
the case of most perpetnal debts it would be obvi-
ously unfair to call upon certain holders for the
surrender of their bonds and to allow other holders
of the same sort of bonds to retain theirs, espe-
cially if the rate of redemption is below the market
rate. The whole of any issue of bonds, therefore,
must be treated as a unit. This involves the grad-
ual accumulation of a fund for the payment of all
of the debt of the same kind and issue. There is,
however, another alternative. The government may
enter the market with this fund, before it is large
enough to pay all the debt, and purchase such of
its securities as are offercd for sale. Care must be
exercised in the application of this method not to
raise the price of the securities.

The sinking Provision made for the accumulation
fund. of a fund for the redemption of the
debt is called the sinking fund.! The sinking fund

I See Ross, ¢ Sinking Funds,” Pub. Amer. Economic Assoc,
VIL, p. 445.
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may be defined in two ways; either it is an an-
nual fund, 7.e. a portion of the annual income, or it is
the accumulated capital from this and other sources
applicable to the payment of the debt. Not strietly
the earliest, but the first important attempt at the
arrangement of a regular sinking fund is that of
England in 1786 under Pitt. This was a remark-
able scheme. It is said to have been suggested by
Price, a clergyman, who in 1772 wrote An Appeal
to the Public on the Subjeet of the National Delt.
His argument was based on the productiveness of
compound interest. He urged that a fixed sum,
however small, should be set aside every year for
the purchase of public stock, and that the interest
on the stock thus purchased should continue and
should be applied to further purchases. There
would ther be two sources from which the debt
would be cancelled: one, the payment of the annual
amount; the other, the ever increasing interest fund.
The effect of such a scheme in eventually discharg-
ing any debt was regarded as almost magical, Tt
was not perceived that the real efficacy of the scheme
lay in the fact that the nation continued to bear the
whole burden of the initial interest charge until the
debt was paid, and that the real source of payment
was the excess of taxation over expenditure. In
accord with this idea Pitt appointed a pis sinking
“Board of Commissioners of the Sink. fund.

ing Fund,” who were to receive a fixed sum each
vear, with which to purchase public stocks, at or
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below par. Interest on the-stocks thus purchaged
was to be pald to the commissioners, and quarterly
applied to new purchases. This much-admired
scheme amounted to adding .£1,000,000 annually
to the taxes needed for other purposes, and cgp-
tinning the entire burden of taxation until the
debt was paid. It is clear that what was really
used for debt payment was the surplus revenus.
The £1,000,000 was clearly that, and the interest
on the stocks purchased therewith need not have
been paid but for the sinking fund. There is, in-
deced, no source from which the debt can be paid
but taxation or similar nel revenue. Bo great was
the faith of the government in this scheme that it
continued the payments to the sinking fund even
while borrowing for the war of 1793 and after.
The fallacy of Dr. Price’s arguments was pointed out
by Professor Robert Hamilton of Aberdeen in 1813.
Shortly after that, it was estimated that, as a result
of the sinking fund system kept up during a period
of borrowing, the government had, between 1785 to
1829, borrowed £330,000,000 at 5 per cent to pay
a debt of the same size at 44 por cent. The scheme
was then abundoned, never to be resumed. I'rom
this time on only genuine surpluses were applied
to the payment of the debt.  This abandonment
of the idea of Price and P’itt, however, had a rather
disagtrous result, in that it largely suspended deht
payment in favour of tax remission. Since 1875
England has tried a new plan. Without commit-
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ting herself to a policy which would involve paying
debts with one hand and borrowing with the other,
and without relying upon mere chance gue pew sing.
surpluses, she decided to appropriate ingfund. -
a fixed sum from the consolidated fund for the
national debt services, to be continued as long as
there were no extraordinary calls upon the funds.
£25,000,000 are now annually appropriated for the
nationul debt services, of which, in 1895, £1,718,263
3s. Td. went into the new sinking fund; whereas in
1875 the sum was fixed at £28,000,000, and a larger
amount went into the sinking fund. In addition
to this England has been converting her debt into
terminable annuities, resulting in a mechanical
method of debt payment which may in time of
pressure work as the old sinking fund did.

Sec. 5. The American system of debt paying be-
gan in 1790 with the application of a surplug from
tunnage fees and imports to the purchase , . sys-
of public bonds in order partly to im- tems of debt
prove the market price of the bonds and P4¥™¢
facilitate conversion. In 1792 the bonds thus pur-
chased. were made the basis of a sinking fund, it
being determined that the interest on them should
continue and be paid to a commission for the fur-
ther purchase of public bonds. In 1735 the sinking
fund cominissioners were made the recipients of cer-
tain revenues to be applied to the payment of defi-
nite portions of the debt. Ross thus summarises
this fund : “ The sinking fund was now enlarged by
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the following additional appropriations: (1) so
much of the permanent duties as, with existing
income, should enable the commissioners to pay, in
1796 and thereafter, a yearly 2 per cent of the
6 per cent stock; (2) the surplus dividends on
the government $2,000,000 of United States Bank
stock after deducting the interest accruing on the
remuiant of the bank loan; (8) so much of the per-
manent datics as, with the surplus dividends, should
suffice to pay a yearly $200,000 on the bank loan,
till 1802, and then begin the redemption of the
deferred stock; (4) the proceeds of the sale of
pubiic lands; (5) the proceeds of debls inherited
from the old government; (6) all revenuc sur-
pluses of any year remaining unappropriated during
the next session of Congress.”! 'Lhis fund was not
very efficient on account of the excess of expendi-
tures. It served one very important purpose, how-
ever, that of regulating the credit of the United
States by showing the intention to pay. In 1802
Gallatin organised another plan, which was continued
for some time. It was to increase the revenues
beyond the current expenditures and apply the
gurpluses to the debt payment. The results of the
two plans have been compared as follows: «The
inherited debt and accrued interest amounted in
1791, when funded, to §76,781,953.14. The Feder-
alists in ten years reduced this to $72,733,598, but
added $7,193,400 of new stock, mostly at 8 per
1t Sinking Tunds,’* p. 40.
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cent, thus bequeathing a burden of $79,926,099 to
their successors. Of this, Gallatin’s sinking fund
extinguished $46,022,810 between 1801 and 1811,
The purchase of Louisiana, however, added $11,250,-
000 to the principal, so that on January 1, 1812, the
public debt was $45,154,189, over thirty-one mill-
ions less than the original Revolutionary debt.”?
This comparison is not altogether fair to Hamilton,
the author of the older plan, for his fund enabled
important conversions to be suceessfully made which
reduced the debt charges. During the War of 1812
the payments to the sinking fund were suspended.
After the war the debt stood :

01d debt remaining . . . . $39,905,183.66
Funded war debt . . . . 49,780,322.13
Treasory notes . . . . . 18,452,800.00
Temporary loans . . . . 550,900.00

Total burden on the sinking fund $108,689,205.79

The sinking fund was at that time composed of

Interest on stock held by com. . . $1,069,577.64

Receipts from public lands . . . §00,000.00

From duties . . . . . 5,230,422.36
Sinking fund . . . .- $8,000,000.00%

The policy of protection, inangurated after the War
of 1812, separated income from expenditure. The
ultimate purpose of most of the taxation, namely
protection, was considered so paramount that a high

1 Ross, p. 67.
2 Ross, p. 69, from Finance, Vol. 1L, p. 018,



322 JNTRODUCTION TO PUBLIC FINANCE PART I

rate of taxation was continued for that reason.
The available surpluses were, therefore, large, and
were from time to time applied to the debt. Down
to 1824, when all the debt contracted up te that
time was practically paid, the sinking fund was
managed by a special commission, but since then
the secretary of the treasury has had charge of it.
The Civil War debt was by the act of February 25,
Sinking fund 1862, supposedly placed on a secure
of the Civit basis. “ The coin paid for dutics on im-
War debz. ports was to be applied first to the pay-
ment of interest on the bonds and notes of the
United States. It was then to be applied ‘to the
purchase or payment of 1 per cent of the entire
debt . . . to be made within each fiscal year, which is
to be set apart as a sinking fund, and the interest of
which shall in like manner be applied.” . .. The
residuc of customs receipts was to be paid into the
treasury.”! While no such regularity as was con:
templated by this act was realised, yet the debt has
been paid from surpluses more rapidly than was
anticipated, until the reduction of the revenues in
1895, due %o a change in the policy in regard to the
protective duties, togcther with a redundancy in the
monetary eirculation, which resulted in a foreign
drain upon the gold reserves held for the redemp-
tion of notes outstanding, made new borrowing
necessary.
The commonwealth constitutions of the United
1 Ross, p. 79 ' '
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States very generally charge upon the legislatures
the duty of providing a sinking fund. Many of
them, besides limiting the amount of .
debt that may be created, ecither by wealth sink-
naming a fixed sum or a proportion of ing funds.
the revenues that may be used for interest payment,
also provide that whenever a debt shall be con-
tracted, a tax shall at the same time be levied suffi-
ciently large to pay the interest charge and provide
a sinking fund. The general distrust of the legis-
latures is cmphasised in the constitutions by making
such laws irrepealable until the debt is paid. The
commonwealths are thus permanently committed to
the policy of debt payment, not so much on account
of any deep-seated belief in the efficacy of the par-
ticular methods laid down, which may necessitate the
continnance of debt payment even at a time of
borrowing, but on account of the well-founded dis-
trust of the prudence of the legislatures. The same
distrust has destroyed the danger of the system, by
almost entirely forbidding debt-making by the com-
monwealths.!

SEC. 6. In conclusion, it would seem that the
experience of great nations shows: that debfs must
be paid; that they can be paid only by increased’
taxation; and that the possible weight of taxation

1 For a full account of the debt policy of the American com-
monwealths see my monograph, Das Areditwesen der Staaten und
Stddte der Nordamerkanischen Union in seiner historischen Ent-
wickelung, Jena, 1801,
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for this purpose is determined by a consideration
(1) of the length of time it is thought desirable
that the debt shall run, (2) of the existing burden
of taxation, (3) of the general conditions of the
people. When the debt has been contracted for
some productive purpose it seems fitting that the
surplus earnings of such an enterprise should go-to
debt payment, as this eventually enables a perma-
nent lowering of the cost of such services to the
people.



PART IV

FINANCIAL ADMINISTRATION

CHAPTER 1

‘" THE BUDGLET; ADMINISTRATION OF EXPENDITURE;
CONTROL AND AUDIT

SecTioN 1. To the fourth and last part of our
subject belonyg the formal arrangements of the public
finances, — the preparation and ratification of the
budget, the care and preservation of the public
funds, the administration and control of expendi-
tures, and the collection of the revenues. It was
this side of the subject that first attracted attention
and which oceupied a large part of the writings of
the Cameralists. Lorenz von Stein gives a very con-
siderable portion of his monumental work to these
subjects, and the able French writer, Stourm, has de-
voted to financial legislation a volume entitled Le
DBudget. English and American economists have
generally left this field to the jurists and publicists, .
but Bastable devotes the last three chapters of his
book to some of these topics.

325
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In every well-regulated household and every
business concern the keeping of accurate accounts,
The impor-  the distribution of the funds among
tance of cor-  different persons, and the control of
rect methods .
of jiscaled- ©Xpenses have an importance second
ministration. only to the broader questions of policy.
Equally important in the greater housekeeping. of
the State are the formal arrangements for the enact-
ment of fiseal laws, for the keeping ol accounts, and
lor ensnring compliance with the laws,

The general frame of the fiscal administration,
the relation between the various departments, the .
assignment of particular powers and duties to the
different officials or bodies, depends entirely upon
the general political organisation. How these feat-
ures differ from country to country it is the prov-
ince of Political Science to describe. But the frame
of administration has an effect on the finances; and
there are certain principles demanded by sound
finance, which are followed by every country, no
matter what its frame of government. Hence, there
is no excuse for omitting this part of the subject.

Sec. 2. Of necessity the methods of acconnting
and control do not assume a public character until
History of fis- there is a pretty clearly recognised popu-
cal adminis-  lar interest in the affairs of the State.
tration. At one time the Roman treasury under
the control of the Censors and in charge of the
Queestors exhibited the features of public economy.
But under the Empire the public treasury and the



CHAP. 1 THE BUDGET 397

private treasury of the Cewesars gradually merged into
a single one, and the methods of accounting became
that of private rather than of civic housekeeping.

The middle ages were essentially unpolitical, and
in that period no system of public treasuries proper
was developed, except in the free cities. As we
have already seen, there were no revenues collected
in the monarchies for a distinetly public purpose
until the fifteenth and sixteenth centuries, and con-
sequently there could be no public accounts or pub-
lic control over the funds.

The constant struggle between the representatives
of the people and the officers of the older abso-
lute governments for the control of the , fiet devel-
purse led to the development of distinet ops tegisiative
methods of accounting and control. The control.
most striking feature of the modern systems in
European countries is the establishment of the bud-
get, and of the right of the popular representatives
to vote taxes and appropriations. In America the
right of the legislatures to control the finances was
clearly established at a very early date, and little
or no advance has been made beyond the crude
methods first developed. Most European countries
have advanced more rapidly and perfected far better
systems. This higher development of the budget in
European constitutional governments is explained
by the constant conflict between the branches of the
government having interests which are theoretically
opposed. The modern budget is an outgrowth of
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the gradnal assumpfion of power by the legislatures,
and the corresponding loss of power by the execu-
Furope in tives. The latter have had to ask for
advanceof  funds, and the former in granting them
America. have insisted upon knowing what they are
to be used for, and upon having assurance that they
will not be applied in any other way. In the United
States, however, both the federal and the common-
wealth legislatures suggest, or initiate, financial legis-
lation as well as grant funds. Both of these func-
tions of initiation and of grant being in the same
hands, there is no conflict of interests such as has
developed the systems of financial statements and
legislative control in Europe. The only care in
this country is to see that the funds are not appro-
priated to private purposes, while in Europe there
is the desire to prevent the application of the funds
to other public purposes than the ones specified.
Sec. 3. It has been claimed that the English sys-
tem served as a model for the other European coun-
Makingup the tries. However that may be, and it is
English true only in part, the English system
budget. will gerve as a good illustration of the
European methods. The fiscal year beging April 1
and ends March 31. Iach department of the ad-
ministration prepares a careful statement, known
as the “Estimates,” for the coming year. These
“ Estimates,” each of which comprises a good-sized
quarto volume, are tediously exact and minute in
the statement of what it is expected will be needed



CHAP. 1 THE BUDGET 229

for the forthcoming year. They are called the
“ Army Estimates,” the ¢ Navy Istimates,” the
«Civil Service Estimates,” etc. The g, ugyi
Chancellor of the Exchequer, in turn, mafes.”
bases his estimate of all that will be needed upon
these statements, and calculates the receipts from
each source on the basis of the revenues of the
previous year. He then presents all the documents
to Parliament with a brief, clear statement of what
the expenditure will be, what it is expected the
revenues will be, what new taxes, if any, are needed,
or what taxes may be remitted or changed, in order
to make the revenues equal the expenditure. This
statement is called the budget. * Usually, but by no
means always, the proposals of the Chancellor of the
Exchequer are accepted by the Commons, and even
when they are not in detail it is seldom that the
items of expenditure are objected to. The House is
supposed to go through the *estimates’ in detail ;
it forms itself into a ¢Committee of
Supply,” and sanctions every item in the
three bulky volumes, but its members have not, as a
rule, knowledge enough of the details to offer effec-
tive criticism, and the utmost the commiltee can be
said to do, on the average, is to render flagrant
abuses impossible. On the average, perhaps that is
enough.”? Purliament cannot direetly or indirectly
increase the appropriations asked by the ministry in
the name of the Crown, nor add new appropriations.
1 Wilson, The National Budget, p, 147.

The '“votes.”"
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The estimates both of revenues and expenditure are
made with such great care that there is seldom either
a surplus or a deficit of any large amount at the end
of the year. According to Bastable the estimates of
expenditure in England for the three years April 1,
1889, to March 81, 1892, as compared with the re-
sults, show an error of only £137,000 in a total of
£264,000,000, or a little over 1s. per £100, or §1 in
Smallness of 32000, All credits of disbursing offi-
errers. cers cxpire, and their accounts close,
Mareh 81.  All appropriations lapse at that time,
excepl those appropriated for the eonsolidated fund.
It requires a special act of Parlinment to spend
any more money on last year’s account even though
the original appropriation may not have been ex-
hausted.

In the United States there is no connection be-
tween the executive and legislative departments of
the government that would allow of any such ar-
rangement as that of the budget in England. The
reports of the administrative officers, the President,
and the Secrctary of the Treasury, are made to Con-
gress and are often accompanied by suggestions of
various sorts. But the executive officers have no
real access to the ear of the House. Therefore, no
Congressionat formal budget is presented to Congress.
financiering. 'I'wo gzeparate committces in the House
(where finance bills originate, although they may be
amended by the Senate) deal regularly with finances;
one with taxation, the other with appropriations.
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These committees are the * Commit{ee on Ways and
Means ” and the # Committee on Appropriations.”
Bills involving expenditure or taxation are regu-
larly referred to these committees. The control of
these committees rests solely on convention, there
being no constitutional provision for such reference.
Even after the committee has presented an appro-
priation or revenue bill, there is the greatest freedom
of amendment, and theoretically any member of the
louse could, if so inclined, present an entire new
set of such bills forming a budget. Appropriations
may be increased or decreased, or new oncs intro-
duced, without reference to the committees. Trac-
tically the control of these committecs is very great,
especially in the matter of suppressing appropria-
tion bills that may be referred to them for considera.
tion. Certain lines of expenditure may be suggested
by other committees, and theoretically may be voted
on without reference to these controlling committees.
For example, the Navy and War departments may
receive appropriations suggested by the committees
in charge of them. Many other committees, as,
for example, the ones on claims, on invalid pensions,
pensions, ete., regularly bring in bills involving
expenditure.

Ever since the protective policy was fully estab-

lished the government has been in Revenue laws
" sundered
Sfrom appro.
are not determined in any way by the priations.

expenditures, So that the consideration of rev-

the possession of large revenues, which
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enue bills has always been complicated by other
than fiscal considerations, exeept during the Civil
War. This sundering of the functions of spending,
and of obtaining revenues, and the general scatter-
ing of appropriations, would apparently cause the
utmost confusion. But the result is not so bad as
might be expected, (1) because of the influence of
the committees, (2) because, of course, some attempt
is made by the House itself to ascertain whether
funds are or will be available [or the purposes sug-
gested, (3) because the tax system has not been a
variable one, and has yielded, until recently, a pretéy
regular and gradnally inecreasing revenue, to spend
which has often taxed to the utmost the ingenuity
of Congress. But the system absolutely prevents
any systematic oversight of the finances as a whole,
and allows of no measurement of the relative weight
of each appropriation. Credits to spending officers
do not expire at the end of the fiscal year, July 1,
as in England, but generally continue in force until
the entire sum is consumed or the object is accom-
plished. Congress thus loses one advantage for the
coulrol of expenditure that Parliament enjoys. The
American system, however, has one great advantage
over the English in that it allows of a more eritical
investigation by the legislature of the specific items
of ecach appropriation.

The fiscal The date at which the fiscal year ex-
year. pires is generally set with reference to
the convenience of officials in rendering their reports
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and to the meetings of the legislatures. The ac-
counts presented are generally for gross income and
expenditure, so that the details of the cost of col-
lecting revenues and chance savings of expenditures
can be controlled.

There is theoretically no sanction for expenditure
of any kind beyond the amount appropriated by the
legislature. If any expenditure not so pegeiency
sanctioned is of pressing necessity, the bills.
administrative officers may sometimes assume the
responsibility and make the appropriation, subject
to the ratification of the legislature when it next
meels. This diserelionary power is exercised to a
very limited extent in most countries. In the
United States, however, the disorder attendant upon
the appropriations involves the annual presentation
of a “deficiency bill.” When any action involving
expenditure has been sanctioned by the legislature,
and insufficient funds have been appropriated, there
is a moral obligation resting on the legislature to
make the requisite appropriation afterward.

Sec. 4. 'When the budget has been prepared and
voted, the next step is to sce that the expenditure is
carried out as authorised and to prevent any mis- '
appropriation of the funds. In England gy eon-
the funds are deposited with the Bank of #relandaudit.
England, subject to the order of the Comptroller and
Auditor General only. This officer’s duties are n
combination of those of the old Board of Audit
created by Pitt in 1785 with those of the Ex-
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chequer, and date from 1866. No payment is made
without (1) an Act of Parliament, (2) a requisition
by the Treasury! issued to the Comptroller (General,
(8) a grant of credit for the amount authorised by
the Act good for one year, (4) a Treasury order
directing the transfer of the money to the Pay-
master General of the Service.? As the esti-
mates have been closely scrutinised, there is little
opportunity for the misapplication of funds. There
is none whatever for over-draft. Again, after the
expenditure has heen made, the accounts with
vouchers are passed throngh the Comptroller’s office
for hig approval, or audit. ‘The report of that
officer is subjected to the final revision of the Par-
liamentary Committée of Public Accounts. Thus
the whole process begins and ends with Parliament.
It will be seen that there are really two parts to
the process. I'irst, the control over the «issues”
to the disbursing officers, that is, over the placing
of the public moneys in their hands. Secondly,
the audit of the accounts after the expenditures
have been made.

Sec. 5. In the United Stales,® the direct control
of the money is in the hands of the exccutive
officers, subject to the orders of Congress. The
safeguards consist in making the processes of ex-

1 See Wilson, The State, pp. 696698,

2 Cf. Bastable, p. 705.

# See Renick and Thompson, Political Science Quarterly, VL.,
248-281, and VIIL., 468-482,
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penditure complicated and subjecting each item to
the scrutiny of several sets of executive officers.
The idea of the original plan in the Originalplan
United States was not to allow of issues z’; ;‘;?if:ih‘z’ld
to the regular disbursing officers, but to Unitea States.
control expenditure by a careful scrutiny of the
accounts or claims rendered. The Treasury was
to be reached only after the claims had been cut
down to the lowest possible figure. Claims against
the government were first passed upon hy an au-
ditor, then by a compiroller, either of whom might
reject them. Then the Secretary drew a warrant
upon the Treasurer, and that warrant was recorded
by the Register and countersigned by the Comp-
troller. Hamilton found it necessary, for the sake
of economy, to pay cash for many things needed
by the government, and hence this original plan
broke down. Issues were made to disbursing offi-
cers, and the necessary warrants were drawn for
each particular item of expenditure, afterward, in
order to legalise the transaction.

For many years the United States had a very com-
plicated system of audit, control, and record. There
were six Auditors, so ecalled, and the The recently
“ Commissioner of the General Land abandoned
Office,” who was Auditor for the landg #*™
account., Then there were three Comptrollers, known
as the First and Second Comptrollers, and the Com-
missioner of the Customs. Lastly there was the
Register. All of these were assisted by a large body
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of clerks. These offices were organised into four co-
ordinate branches, with separate jurisdiction. Aec-
counts were first examined and passed upon by an
Auditor, then re-examined by a Comptroller. Claims
disallowed by these officers could be pushed in the
Court of Claims and appealed from there to the Su-
preme Court. The assignment of accounts to the
different Awuditors and Comptrollers was almost
arbitrary and with little system. The First Auditor
looked over the general income and expense accounts
of the T'reasury, the special aceounts of the customs
receipts, the expenditures for the legislative and
executive departments, special accounts of the Treas-
‘ury department, —as of the interstate commerce
commission, of the public debt, of engraving and
printing, of the coagt and geodetic survey, of the
life-saving service, of the lighthouse establishment,
of the publie buildings, of the government of ter-
ritories, of the District of Columbia, of the central
administrative departments of War, Navy, the In-
terior, ete., of the departments of Labour and of
Agriculture, and all the expenditure for the Judi-
ciary. The Second Auditor had the accounts from
the Indian Service and the Army. The Third
Anuditor had the pension account. The Fourth had
the accounts of the Navy. The Fifth looked over
the accounts of the Collector of the Internal Rev.
enues. The Sixth was for the postal accounts.
The First Comptroller then revised the accounts
that were assigned to the First and Fifth Audi-
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tors, except the Customs account, for which the
Commissioner of the Customs was Comptroller, and
those of the Commissioner of the General Land
Office. The Second Comptroller had the accounts
of the Second, Third, and Fourth Auditors.

All of this has recently been changed. ¢ The act
of July 31, 1894, making appropriations for the
legislative, executive, and judicial ex- The present
penses of the Government [or the fiscal plan of audit
year ending June 30, 1895, altered the °"*conerol
accounting oflices of the Treasury and changed
materially the system of accounting. The detail
revision of accounts here to fore made by the First
Comptroller, as well as by the Second Comptroller
and the Commissioner of Customs, is abolished, as
are the offices of the Second Comptroller and ihe
Commissioner of Customs, the First Comptroller be-
ing made the sole Comptroller of the Treasury. A
revision of accounts under the new system will only
be made when either the head of a Department or the
claimant is dissatisfied with the settlement of an ac-
count by an Auditor, or when the Comptroller him-
self has reason to believe that any particular account
ought to be subjected to a second revision. Much
labour will be saved by this system, and the adjust-
ment of accounts ought to be greally expedited. It
is believed this will be accomplished without danger
of mistake or loss to the government. It is one of
the duties of the First Comptroller to *countersign
all warrants drawn by the Secretary of the Treasury
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which shall be warranted by law.” This duty will
continue with the Comptroller of the Treasury under
the new system. As the Secretary of the Treasury
has the duty devolved upon him of originating war-
rants, and as all such warrants must be counter-
signed by the Comptroller, no warrant finally becomes
effective without their concurrent action.”?! ‘

There are now six Auditors: (1) for the Treas-
ury Department, (2) for the War, (3) for the
Interior, (4) for the Navy, (&) for ithe Btate, etc.,
(6) for the Post Office. The accounts are still dis-
tributed in the old arbitrary unsystematic fashion
among ihe different Auditors according to the illog-
ical scheme by which the different duties are
divided among the Departments.? It is hard to see
how this can be bettered until the work of the
Departments is rearranged. The recent change is
a great gain in the direction of simplicity and speed.
The Auditor’s work stands unless appealed to the
Comptroller, and is no longer necessarily gone over
again by a comptroller.

The Register keeps ledger accounts with all
appropriations made hy Congress, and also keeps all
The Register's the personal disbursement and receipt
effice. accounts pertaining to the customs, in-
ternal revenue, diplomatie, treasury, judiciary, inte-
rior, civil services, and the public debt. General
receipt and expenditure ledgers have been kept

1 Finance Report, 1894, pp. 836, 837.
2 Sea Wilson, The State, pp. H87-570.

P
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running from the foundation of the government.
The Register furnishes to the proper accounting
officers copies of all warrants covering proceeds of
government property, where the same may be nec-
essary in the settlement of accounts in their re-
spective offices. He also furnishes certificates of
balances, advances, and repayments to the offices
of the First and Fifth Awuditors, for settlements of
accounts, and certifies to the First Comptroller, on
requisitions for advances, the net indebtedness of
disbursing agents us shown by the ledgers.? Tle
Treasury Department itself exercises a pretty cx-
tensive supervision over expenditures.

1 Finance Report, 1894, p. 737,
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CHAPTER II

COLLECTION OF THE REVENUES, CUSTODY OF THE
FUNDS, AND THE PUDBLIC ACCOUNTS

Spcrrex 1. Under the early methods of collecting
revenues, the tribute due, the economic receipts, and
the voluntary contributions were delivered directly
to the chicf or lecader. Many of the carly dircet
taxes were similarly treated. Indirect taxes upon
commodities and transactions could not be managed
in this way. The first crude method of dealing
Earlymethods with these taxes was that of the tax-
of collecting  farmer, the Roman Publican. He pur-
roventes. chased for a price the privilege of col-
lecting all of certain kinds of taxes that he counld
obtain. The same method was extended to other
taxes where there was no similar necessity for it.
This farming of taxes was used through the imperial
era of ancient Home, and copied by Francc it was
extended into modern times. The wvarious direct
contributions of the middle ages which were ap-
portioned among the different cities, or ‘* estates,”
were frequently delivered directly to the Prince or
his Treasurer. All of these crude methods were
abandoned as soon as there was a distinet recogni-
tion of the authority of the taxing power over all
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the different parts of the country and over each
contributor individnally. The apportionment sys-
tem, as originally used, was a more or less distinct
recognition of the autonomy, and possibly of the
partial political independence, of the tax-payers, be
they provinces, cities, or classes of individuals.
SEc. 2. The collection of the taxes is usually
the duty of the regular fiscal officers of the general
administration, but industrial and commercial re-
ceipts are frequently collected by special boards in
charge of them, who turn the morney over to the
Treasury. Assessment and collection are so closely
connected that they can be ‘studied togeiher. In
the collection of customs duties there are two things
for the officials to care for. (1) They must look
out for the arrival of all the taxable Collection of
commodities and prevent smuggling. customs
(2) They must ascertain the value of e
the goods if the taxes are ad valorem, and the num-
ber of pieces if specific. The invoices, supported by
the usnal certificates, oaths, ete., are of the nature of
a declaration by the owner, or importer. They are
then subjected to the scrutiny of official appraisers,
whose knowledge of the nature and value of the
goods is very accurate. The tax is then paid to the
collector at the place of importation or when it
reaches the recipient in the interior, but before it
is delivered to him. In case the goods are to be
admitted into the interior of the country, or of the
customs district, before the tax is paid, as is the
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case when the person to whom the goods are sent
regides in the interior, the package is sealed up, or
“honded,” and the seals can only be broken by an
authorised collector after the payment of the tax.
In countries where there are no general tax collec-
tors in the interior, this method is not feasible, and
the goods are held in the custom-house. on the
boundary until the tax is paid. With a few excep-
tions this is the practice of the United States. Dut
in Germany, where there are regular fiscal officers
of the central government in almost every hamlet,
goods are regularly shipped to the consignee, and
the tax paid in the interior.

In the case of excises, the factories, breweries,
fields, and other places where the taxed goods are
Collection of  Produced are subject to regular inspec-
excises. tions and are more or less under the con-
stant supervision of the officials. The tax is
collected directly from the producer or by the sale
of stamps and licenses.

SEC, 8. In the case of direct taxes it is the assess-
ment that is the most difficult part of the process.
Assessment of Lhe methods of assessing some of the
direct taxes.  taxeg have already been suggested. The
work consists of two parts. (1) It is necessary to
asceriain the base — the persons, the property, or the
revenues subject to taxation. (2) It is then neces-
sary to fix upon the valuation, or the rating of the
base in each particular case. The latter part of
the process is “making the assessment.” In this the
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contributor may be called upon to assist, or the
officers of the government may proceed entirely
alone. Generally a declaration is requested, or may
be required, from the tax-payer, and the officials then
investigate the truth of that declaration. In Europe
it is customary to form assessment cornmissions con-
sisting of representatives of the tax-payers in the
district, who are acquainted with the local con-
ditions and act with the officers of the government.
These commissions help the regular officers of the
fiscus to make the asgessment, or sit as a sort of
court to hear appeals from the assessment made,
or both. The final assessment, however, is made
by the fiscal officers,

In the American commonwealths, the assessment
of the general property tax is usually made by a
board of locally elected assessors or an , .. . of
assessor. The assessor calls for declara- the general
tions from the different contributors. ProPerty fax.
The law in most States imposes severe penalties
for failure to comply with the requirement of dec-
laration, or for {alse declaration. But, nevertheless,
there is, for the most part (Pennsylvania is almost
the only exception), the utmost laxity in enforcing
the law concerning declarations. Only the unusu-
ally conscientious, who voluntarily come forward
with complete statements, are reached in this way.
So general is the habit of neglecting this duty that
it is practically impossible for the assessor, no matter
how anxious he may be to have the law complied
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with, to prosecute all the persens whom he knows
are evading assessment. The general practice is to
Dificulty of  default the declaration and allow the as-
?,bé‘:ixfi sessor to find out if he can what taxable
tions.” property the contributor has. If this
were done by only a few persons they could easily
be brought to terms under the existing laws, but
when nine-tenths of the population refuse to com-
ply, the assessor is helpless, and the only effect
that follows from the declaration by the few is to
make the existing inequalities of the general prop-
erty tax worse than ever. Real cstate and other
visible property is easily assessed. The officer has
at his command the records of titles, of deeds, ete.,
which he can investigate, and he ascertains the
value of each piece from his own personal observa-
tion of prevailing prices. As we have seen, per-
sonal, intangible property cscapes almost entirely.
It would seem that this difficulty of administration
is insuperable. No merely severe methods of assess-
ment will ever cure the evil.

Above the assessor in the United States there are
generally two bhoards of equalisation, though some-
times only one. The first board is local,
covering the same district as the assessor.
Thig hears appeal from the tax-payers in regard to
their asscssment. Tt equalises between individuals.
The second board is for the whole commonwealth,
and is known as the State Board of Egualisation.
These boards are to adjust the burden of State

Equalisation.
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taxation equally between the different districts.
As has already been explained, a local assessor may
make the assessment in his district lower than that
in the other districts. This will not affect the
burden of loeal taxation, for all that is needed is
to raise the rate. But it lessens, if the assessment
stands, the burden which the State taxes impose.
These central boards are of two kinds: (1) those
with power to add to or subtract from the assess-
ment of each district, but in snch a way as not to
change the total amount; (2) those with power
to change the assessment, even of the individuals,
and which may and generally de change the total
assessment of the State. As these boards seldom
have sufficient powers, and never sufficient informa-
tion as to the local conditions, the effect of their
action is not all that could be desired. The only
possible solution of this difficulty is the separation
of local taxation from that of the commonwealths,
8o that the assessment can be made independently
for each.

SEc. 4. After the assessment has been completed,
it is comparatively easy to make the collection. All
that is needed is a collecting agent of the trcasury
conveniently located, to whom the tax-payers may
go, or a collector who goes to the taX- cunvenience
payers. The burden of taxation may be of the contrib-

. . . . utor {o be con-
geriously increased if the convenience of geq i
the tax-payers is not consulted in this coblection.
matter. The size of the district over which a col-
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lector has supervision will depend upon the density
of the population. If the collector is to be sought
out by the contributors, it is best that his office
should be located in some business centre fre-
quently visited by the contributors. According to
the principle of *ecertainty and convenience,” the
taxes assessed upon the same person should all
be entered in a single bill and all be payable to the
same collector. The tax-payer should be informed
as early as possible of the total amount of laxes
that he has to pay, of the number of instalments
in which they are payable, and of the conditions of
delinquency and its penalty. Some of the American
commonwealths disregard this rule entirely. They
add grievously to the burden of taxation, especially
in the country districts, where they are already en-
tirely out of proportion to the ability of the people,
and increase the irritation felt by the contributors,
by inconvenient location of the collectors’ office, and
by requiring the payment of State and county taxes
to one set of collectors, while the town and other
municipal taxes are paid fo a different set and
upon separate bills, The most economical and
least irritating process is to have all the taxzes
collected by the same person.?

Sgc. 5. The transfer of the public funds from one

1The writer knows of an instance where a farmer has to travel
fifty miles to pay his State and county taxes, while the local taxes
are collected within two miles of his home. This is not an ex-
treme case.
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part of the country to another is, in modern times,
attended with little risk. It is most conveniently
done by means of the banks or the post e or
office. If the country is sparsely popu- ransferring
. public money
lated and insecure, the collector’s office om prace to
should be at or near the bank or vault Pplace.
in which the money is to be stored. In large
countries, as, for example, the United States, it is
convenient to have a number of branch treasurics
scattered about the country, at which collections can
be made, and through which money for expenditure
can be distributed to the disbursing officers.?

The storage or safe-keeping of the funds is accom-
plished in one of three ways. (1) As in England,
a great State Bank is made custodian of sirage of zhe
the funds which are sent to it from the pubdlic/unds.
various collectors who deposit with its branches.
(2) Asin France and the United States, the treas-
ury and the sub-treasuries are the chief custodians
of the funds.2 (3) As in the commonwealths of the
United States, where (except in Indiana, Ohio, Cali-
fornia, Kansas, Mississippi, Nevada, and Texasg) pri-
vate or other banks are made the depositories of the
public moneys. When protected by proper safe-
guards, such as the giving of personal bonds and

1 Sub-treasuries are at Baltimore, Boston, Chicago, Cincinnati,
New Orleans, New York, Philadelphia, St. Louis, and San Fran-
ciseo.

? According to law, the Treasurer and disbursing officers of the
United States may make deposits in the National Banks. About
$14,000,000 are regularly so deposited.
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collateral, the bank depository system has proved
itself far safer and more economical than the inde-
pendent treasury, which is only to be defended on
political grounds, if at all. The experience of the
United States federal government in the early days
with “pet banks " points to the politieal difficulties
of the bank depository system. The bank deposit
system prevents the periodic disturbance of the cir-
culation by the withdrawal or storage of money. If
the independent treasury system were used by all
the departments of the government, this disturb-
ance would undoubtedly be serious enough to affect
prices.

SEC. 6. The mere mechanical details of the
methods of bookkeeping and public accounts can-
not be described here. About all that can be done
is to make such explanation as will enable the stu-
dent to easily comprehend the published accounts
and statistics in their main features.

The revenue account is generally very simple. It
contains items named according to the sources from
Public which they come. Care must be taken
accounts, in studying the reports of the fiscal offi-
English. cers on the revenues to distinguish the
receipts that represent income from the receipts that
are merely formal transfers and booklkeeping expedi-
ents. For example, the English finance account of

1 Cf. Kinley’s ‘ Independent Treasury,’* and Buckley's * Cus-
tody of State Funds,” Annals of the American dcademy, Vol, VL,
3, November, 1895.
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the United Kingdom for the year ending March 31,
1895, contains the following : Receipts; I. Balance
in Exchequer, April 1, 1894, £5,977,118, 18s. 9d.
II, Revenues received into the Exchequer; viz.,
Customs, Exelses, ete., £94,683,762, 10s. 2d. ; total,
£100,660,881, 8s. 11d. This was what England had
to draw on. DBut following that appeé.r a number
of other * Exchequer receipts,” among which are re-
payments of Advances, as, (1) by the mint for the
purchase of bullion for coinage, £700,000, represent-
ing merely a return to the Exchequer of money
temporarily passed to the mint. The same year the
Exchequer advanced to the mint £615,000, which
will appear in 1896 as a receipt increased by the
seigniorage. (2) The Exchequer borrows money
temporarily in anticipation of the revenues. This
appears, of course, as a receipt of £13,700,000, but is
not revenue, (3) It renewed a number of outstand-
ing bills and bonds amounting to £14,123,400.
These appear as receipts, offset, of course, by an
equal expenditure. But (4) it ereated an addi-
- tional debt of £760,000, for barracks and telegraph.
This sum may fairly be called revenue. So that tho
total amount of money that came as actual income
to the treasury was £101,420,881, 8s. 11d. But the
total receipts foot up £130,217,647, 18s. 8d.

On the expenditure side, the Issues, or credits to
disbursing officials, are first the Consolidated Fund
“Services.” That is, the payments for (1) the
National Debt * Services,” (2) the *other consoli-



350 INTRODUCTION TO PUBLIC FINANCE pArT IV

dated fund services,” which consist of the civil list,
annuities and pensions, salaries and allowances, courts
of justice, miscellaneous ‘services,” the Exchequer
contributions to Ireland, and the annuity under
the Indian Army Pension Deficiency act of 1885,
After the consolidated fund “services,” which foot
up to £26,500,000, come the supply *services” for
the army, ordinance factories, navy, and miscellane-
ous ecivil “services,” for the collection of customs
and inland revenue, post office, telegraph, and postal
packet “services.” These two items, the consoli-
dated fund and supply *services,” contain all that
is strictly chargeable to the revenue. They
amounted in 1895 to £93,918,420, 18s. 4d. In ad-
dition there were special expenditures of £810,000,
making a total of £94,728,420, 18s. 4d. DBut there
were a large number of additional issues: (1) bills
and bonds paid off by receipts from new bills, (2)
temporary advances repaid, a part of which were for
deficiencies in the consolidated fund. These and
one or two other minor items, with a balance of
£6,300,826, 15s. 44., brought the “ Issues” up to the -
receipts.

In studying the accounts published by the Treas-
ury Department of the United States, we have dif-
Public ferent difficulties to meet. There is
accounts, generally a clear statement, frec from
United States- yonetitions, or transfers, of the revenues
according to the sources, and of expenditures
acecording to departments, or objects. The only
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difficulties arise from the peculiar and arbitrary
grouping of the expenditures. This comes from the
illogical distribution of duties among the different
departments already referred to. Some of the
peculiarities are that the expenditure for the * ¢ivil
establishment ” includes foreign intercourse, public
buildings, collecting the revenues, deficiency in
postal revenues, rebate of tax on tobacco, refunding
of direct taxes, French spoliation claims, District of
Columbia, and similarly incongruous items. Those
for the military establishment included rivers and
liarbours, forts, arsenals, and sea-coast delences. For
the naval establishment included construction of new
vessels, machinery, armament, equipment, and im-
provement of navy yards. Expenses not otherwise
classified are generally listed as expenses of the
Treasury Department.

Sec. 7. An interesting phase of public bookkeep-
ing is the separation of accounts into funds. When
Parliament voted a tax it was formerly
for a definite purpose, and the plan was
to reserve the whole of it for the proposed purpose.
But the receipts and expenditures of these fumdls
never exactly balanced, and simplicity finally re-
quired that all should be turned into the consoli-
dated fund. This method of bookkeeping is best ex-
hibited to-day by the accounts of the commonwealths
in the United States, although also used in national
and municipal accounts to some extent. All the re-
ceiptsare distributed among various so-called funds,”

The ' funds.”
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or accounts, according to some prearranged plan. A
separate account is kept of all receipts and expendi-
tures belonging to each fund. With the exception
of a few trust funds arranged to keep certain sums
inviolate, these funds are, in effect, mere bookkeep-
ing contrivances. With the exception of the Gen-
eral Fund, which receives all the money not other-
wise appropriated to special funds, each of these
accounts generally bears the name of the expendi-
ture met thereby, sometimes of the revenues supply-
ing them. In some commonwealths the number of
these funds is very large.! The accounts are some-
times complicated by transfers from one fund to
another, in which case they appear twice in the
account, and frequently swell the apparent receipts
enormously.

Local budgets are necessarily determined by the
frame of local government and the number of fune-
Tocal tions performed by each. Thus in Eng-
accounts. land the public function to be performed
constitutes the basis of local organisation, and until
the recent reforms each local governing body had
only one or two duties; hence only one or two gen-
eral accounts of expenditures, and one or two
sources of income. DBut in America each local
governing body generally has charge of all the
local functions affecting a certain area, and may
have as many expenditures and revenues as a com-

t See Seligman, ¢ Finance Statistics of the American Common-
wealths,” Pub. Amer. Statistical Assec., December, 1839,
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monwealth, or even more. Here methods of
accounting defy classification and frequently defy
sensible interpretation, even by the officials in
charge. There is a crying need for reform here in
the direction of nniformity.!

1 See in this connection a form suggested for published reports
of municipalities by Prof. H. B. Gardner, in the Pub. of the Amer,
Statistical Assoc., June, 1889, and adopted, in part, by the Eleventh
Census of the United States, as the basis of schedules and inquiries
sent to the municipalities.

24



CHAPTER TIIT

FINANCIAL ADMINISTRATION OF WAR; ILLUS-
TRATED BY THE EXPERIENCE OF THE UNITED
STATES IN THE WAR WITH SPAIN

SeEerioNy 1. A serious war usually imposes a
sudden, new burden upon the treasury, the exact,
or even the approximate, size of which it is not pos-
I sible to estimate at the outset. Many of
ordinary” the expenses of war belong to that class
¢penses- which financiers call “extra-ordinary ™ to
distinguish them from the usual or current expenses
of the government. The amount by which the ordi-
nary expenses are increased in time of war depends
upon many circumstances. Obviously, the chief fac-
tor is the size of the forces engaged and the duration
of the struggle. Naturally, the chastisement of a
few dozen hostile Indian braves in the immediate
vicinity of the regular army posts involves practi-
cally no “extra-ordinary” expenses. Allowance is
usually made in the ordinary budget for the ex-
penses a war of that kind would occasion. But
many circumstances less obvious than the size of
the forces engaged enter into the delermination of
the amount of the ¢ extra-ordinary” expenditures.
Thus, for example, a naval war, unless it happens to

864
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become the occasion for the purchase of new ships,
involves comparatively little addition to the ordi-
nary expenses of maintaining the navy. A country
which has a large standing army incurs relatively
less “extra-ordinary ” expense when engaging in
war than a country which, like the United States,
has only a small regular army.

The ordinary expenses being provided for by the
regular budget, the financier’s chief concern in time
of war is the provision of the “extru-ordinary ™ funds.
1f the operations of the war are likely to interfere with
the ordinary revenues, he must furthermore be pre-
pared to treat a pari of the ordinury expenses as
“extra-ordinary,” at least to the extent of furnishing
new means to meet them. It is not often possible,
and still less often expedient, to curtail the ordinary
expenditures in any way for the purpose of saving
money io meet the new expenses. How The problem
to increase the receipts of the treasury by presented
an amount sufficient to insure the efficient %Y ¥4
conduet of the war, without too serious disturbance
of the industries and commerce of the people, upon
which all the revenues depend, is the problem for
the finance minister to solve. The * extra-ordinary ”
demands come thick and fast, especially at the be-
ginning of the war, and they must be met, and met
al once. The umount which may be needed at any
given time is not ascertainable. DBut in spite of
that, sufficient funds must always be on hand.
Upon this more than upon any other one thing
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depends the fate of war., The war financier can
never plead that he has no funds, nor can he ask
for time in which to collect. He must have the
money when it is wanted and in the amounts re-
quired. No degree of skill on the part of officers,
or bravery on the part of the men, no degree of self-
sacrifice at the front, can compensate for failure on
the part of the financier to provide the ways and
means. His powers are, therefore, of the greatest
and most unusual.

Sgc. 2. Possibly the most natural source to turn
to in time of war for the increased revenues needed
Tnereaseq 15 the existing system of taxes. At first
rates for  thought it might seem proper to attempt
ol taes. ¢4 obtain mew income by raising the rates
of the old taxes. To some extent this is possible.
In every well-arranged tax-system there should be
some taxes which can be made to yield an increased
revenue by simply raising the rates. One of the
chief reasons for the establishment and the retention
of the British **property and income tax,” for ex-
ample, is found in the elasticity of the returns.
But not all taxes can be treated in this way., Some-
times an increase in the rate of taxation will disturb
industry and commerce and do a greater injury to
the welfare of the people than is received from the
damages of war. Again, an increase in the rates
of certain taxes will diminish the revenue or even
" destroy it entirely. In not a few taxes the only way
to increase the revenue is to lower the rates. This
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is the case with most protective duties. Any change
in the rate of such taxes is bound to affect industry
and commerce, and to affect them unfavourably in the
first instance, whatever the subsequent effect may
be. A war brings perplexities enough to business
without the creation of artificial ones, and the finan-
cier should not interfere with these taxes. It added
not a little to the perplexities and dangers of the
Civil War in the United States that the industry and
commerce of the people were repeatedly disturbed
during the war by changes in the tarift as well as by
the military and naval operations themselves. There
are, therefore, but a limited number of o0ld taxes
from which any aid can be sought. In the Uhnited
States, owing to the one-sided system of federal
taxation, the number of them is very small indeed.
The American financier must look elsewhere for his
new revenues.

SEC. 3. The next resource, naturally, is new
taxes. But the establishment of new taxes, or even
the restoration of ¢ld taxes not in use at
the time of the war, is a matter requiring
congiderable time. Even if it were an easy matter
to decide upon the best form of taxation and to get
the necessary authority from the legislative branch
of the government, the organization of the new ad-
ministrative forces for the collection of the taxes is
a matter requiring time. No new system of taxation
reaches its normal revenue-yielding powers within
many months of its enactment. If the taxes are

fuy

New toxes.
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entirely new, the time required is longer. But even
if they are more or less familiar to the people from
use on some previous occasion, a considerable lapse
of time must intervene between the beginning of
war and the receipt of sufficient new revenues to
meet any considerable part of its expemses. Fur-
thermore, the expenses of war are now so enormous
that any system of taxation which raised, or at-
tempted to raise, the entirc amount nceded during
the probable duration of the war would be so bur-
densome as to crush the people. It is therefore
extremely unwisec, and practically impossible, to at-
tempt to raise the entire cost of the war by immedi-
ate taxation. The 01:11y other resource is borrowing.

SEc. 4. The use of the public credit, in time of
war, is attended by many special difficulties. The
The use of outcome of war is always more or less
eredit,in  uncertain. Iven if defeat would not en-
time of war- yirely cripple the nation’s resources and
render the repayment of the loan uncertain, or affect
the payment of interest, yet there are many con-
siderations which make the lender hesitate. The
fact that the duration of the war, the extent to
which other natiens may become involved, and many
similar considerations affecting the size of the total
demand upon the public credit are unknown, vastly
increases the difficulty of placing a loan on favourable
terms. But on that very account it is particularly
necessary for the successful administration of the
war that everything should be done to strengthen

VY Lalli - LIGHTceu OV mluiuSolE
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and preserve the nation’s credit. There may ecome
a time in the progress of the war when the only
source from which any funds can be had is the
money market. If, therefore, the financier has done
anything to weaken the nation’s credit at the begin-
ning of the war, he is apt to be helpless at the close.
Credit tends to weaken as debt increases.

It is for this reason that resort is frequently
had in early war-borrowings to the simplest and
most primitive method of debt-making; poyision o
namely, that which provides revenues for revenues te
the payment of the inlerest and the re- ﬁ;ﬁ,ﬁ?e
payment of the principal at the very time credit:
the debt is contracted. The creditor sees in the
new funds flowing into the treasury the security for
his advances, and the guarantee of good faith on the
part of the government. So long as every new loan
is accompanied by new taxes from which its cost can
be met, the public credit is practically secure. . But
if, on the other hand, the government neglect this
precaution during the first stages of the war, any
atterpt to resort to it at a later stage is apt to be
regarded as the desperate device of unsound financial
management and the presage of coming bankruptcy.

Public credit is a plant of slow growth and ex-
tremely tender. It withers in a day before a breath
of doubt.

Inasmuch as a suceessful outcome cannot be hoped
for in modern warfare without the funds obtainable
solely by public borrowing, and the necessity for
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Joans increases the longer the war continues, it be-
hooves the modern war financier to guard the
nation’s credit as his most precious freasure. No
sacrifice is too great which will strengthen it and
preserve it intact for the later stages of the war.
SEc. 5. Such, stated in condensed form, are the
general principles which should guide the fiseus in
time of war. No better illustration of the applica-
tion of these principles can be found in history than
is afforded by the operation of the United States
Treasury during the recent war with Spain; und by
following in some details the story of that war, we
can obtain a clearer view of the principles them-
selves.
;I The situation, as it confronted Secretary Gage
“when the news of the destruction of the Maine
The situq.  YEAChed Washington, may be summarized
tion of the somewhat as follows: The Treasury had
gﬁi;ef a balanee on hand of about $225,000,000.
g;ﬁ;;:t’zt But, as we shall see below, only about
break of the $25,000,000 of this was really available
war for immediate use in the prosecution of
the war. The ordinary expenditures of the govern-
ment, outside of thosc for the postal system, which
is nearly self-supporting, amounted in round num-
bers to $3560,000,000 per annum. For the first lime
in many months these expenses were being nearly
met by the revenues. Indeed, it was estimated that
at the ordinary rate of expenditures there might be
a slight surplus at the end of the year. The tariff
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was expected to yield about $200,000,000, the inter-
nal revenue taxes about $165,000,000, and there were
about 25,000,000 to be expected from miscellaneous
sources.

SEc. 6. The larger part of the income, however,
came from taxes which could not well be tampered
with. The tariff had been so long a subject of con-
troversy that there was little desire to cariy
alter its recent settlement. For reasons could not
already made clear, there were many parts be changed.
of the tariff which could not well be changed.
Execept in a very few instances, the income to be
obtained from it would not be inercased by raising
the rates. In the great majority of instances to
raise the ra®ks would have heen to lessen the re-
ceipts, while to lower those rates for the purpose
of increasing the income by allowing larger importa-
tions would have been to remove the protection
afforded by them, This was contrary to the avowed
policy of the administration. It would, moreover,
have served to disturb industry and to perplex its
leaders at a time already sufficiently disquieting,
and might have proved but an aggravation of the
disturbance caused by the war. The great body
of the customs rates, of which there are thousands
on the tariff schedules, are not productive of much
revenue and are not intended to be, They are there
to restrict importations. These certainly could not
well be changed. Of the bare dozen or so of
articles of importation which do yield a reve-
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nue, sugar, one of the most important, was likely to
be interfered with by the war. At the existing
rates, sugar imported should yield a revenue of
about $80,000,000 a year, but at least half of the
importation was jeopardised by the war itself, and
it would have been highly impolitic to have changed
the rate at this ttme. Iron, which was once a source
of considerable revenue, was, in consequence of the
changes which have taken place in that industry,
and of the protective features of the customs law,
not available to provide new revenues, as the im-
portations are at best simall.  Cotton goods, the tax
upon which yields considerable revenue, were pro-
tected; so were manufactures of hemp, flax, and
jute, of leather and of wool. Drug’s, medicines,
and chemicals were already taxed up to the limit
of productiveness, from a revenue point of view. In
short, there were but four important articles im-
ported which might be used to yield additional
revenue. These were hides and skins, raw silk,
tea and coffee. To tax hides and skins or raw silk
would, probably, nnder the prevailing theory of
“ compensatory  duties, have involved an increase
in the rates on the products manufactured from
them, to maintain the same degree of protection
that those products now enjoy. That would have
reopened the whole tariff controversy, and have ren-
dered the outcome of the war revenne measure
extremely doubtinl. Clearly it were wisest, con-
sidering how recently the tariff issue had been tem-

o
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porarily settled, to leave them alone. As a matter
of fact, then, there are only two articles in the whole
list of importations which might be considered by
the Secretary of the Treasury in his search for new
income. These were tea and coffee, which might,
perhaps, have been made to yield together nearly
$80,000,000 additional revenue. That was approxi-
mately all that could be expected from the tariff.

In the war revenue bill, as presented to the House
of Represenfatives by the Committee on Ways and
Means, of which Mr. Dingley wus chair- Thsl tax
man, there was no suggestion of using °% %
the tariff in any way for obtaining additional reve-
nue. It was not until the very end of the long
discussion of ‘the measure in the Senate that it was
proposed to put a duty of ten cents 2 pound on tea.
That measure passed the Senate and was aceepted
by the conference between the two Houses and by
the House of Representatives without any public
diseussion as to its merits. The reason for this
duty, as for the omission of coffee from the list, is
therefore not clear. The tax on tea is an important
matter. The yield will be over 10,000,000 per
annum. A similar tax on coffee, which would have
been at the rate of 8.5 cents per pound, would have
yiclded about $70,000,000 more. It is, therefore,
somewhat surprising that it should have attracted
so little attention from the members of Congress.

SEc. 7. Sinee the revenue from the tariff was not
to be increased, the only resource available was in-
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ternal taxes. That these internal taxes should have
taken the same general form as the taxes used dur-
Themain  ing the Civil War, and consequently more
T uroswas or less familiar to people and officers, was
taxation.  but natural. Under the stress of war
it is unwise to aftempt to organise entirely new
taxes, such, for example, as an income tax. Though
an income tax had been used during the Civil War,
that form of taxation was under the shadow of an
adverse decision from the Supreme Court. Even if
an income tax law which would have been constitu-
tional, according to the recent decision of the court,
could have been drawn, it is doubtful whether it
could have been made productive within any rea-
sonable period of time. Recourse might have been
Anincome Dad to direct taxes, apportioned among
tax and the States according to population. These
direct tares . .

notavail-  t2xes could then have been raised in any
able. ~ manner which the State authorities chose.
But there are two fatal objections to this plan.
The apportionment of taxes according to popula-
tion is fundamentally unjust and unequal. What
it amounts to practically is a graduated poll-tax,
The different eommonwealths vary so in wealth per
capita that any per capita tax, however raised, would
be unfair. Although the census estimate of wealth
in 1890 was anything but satisfactory, yet the method
used in that estimate was uniform throughout the
country ; and such differences as that between Scouth
Carolina, with about $350 per capita, and Nevada,
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with §4,000 per capita, show how utterly inadequate
the constitutional method of raising direct taxes has
become. Then, again, the method of taxation by
which most of the States raise their revenues, and
which they would probably follow in raising their
share of any apportioned taxes, is the worst in ise
in any civilised country, and the injustice of the
apportionment would have been enormously in-
creased by the injustice in collection. The second
objection to this method of raising direct taxes
prescribed by the constitution is that it takes an
inordinate length of time, and war taxes should
begin to yield a revenue as early as possible,

The only available plan was, therefore, to seek
additional revenue from the existing, indirect, infer-
nal taxes, the excises or, as they are called Description
in the United States, the “internal reve- of the new
nue ” taxes, and to supplement these still ““**
further by new taxes of the same sort. Briefly sum-
marised the revenue bill nearly doubled the existing
rate of taxation upon beer and other similar fer-
mented liguors; it imposed special taxes on bankers,
brokers, pawnbrokers, theatves, circuses and other
shows, bowling-alleys and billiard rooms; it raised
the rates on tobacco of all kinds ; and it placed stamp
taxes on stocks and bonds, commercial papers, legal
documents, checks and drafts, proprietary medicines,
toilet articles, bills of lading, insurance policies, and
a number of other things. Special direct taxes
were imposed on the oil-trust and the sugar-trust,
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and on legacies and distributive shares of personal
property.

Sec. 8. As the war revenue bill passed the House
its probable yield was varicusly estimated at from
vilgor 390,000,000 to §105,000,000 per annum,
new loxes-  ghe former being the better estimate. As
amended in the Senate and finally adopted, it prom-
ised to yield at least $150,000,000 per annum. The
actual yield in addition to the regular revenue dur-
ing the first month was about $13,000,000.1 But
the expenses of war during the first few months, if
not for a long time after that, would be, it was
estimated, at least double that sum and possibly
more. Therefore, unless the Treasury had a con-
siderable balance on hand, there would have been
no possibility of conducting the war at all without
immediate loans. The balance in the Treasury at
the outbreak of the war was $225,000,000. Upon
The funds ~ this were a number of claims, some of
wvaitable.  which, however, were not immediate.
$100,000,000, known as the gold reserve, had to be
held for the preservation of the parity of all parts of
the circulation and the avoidance of general financial

11t is not possible and probably never will be possible to state
exactly how much the new taxes have increaged the revenues. In
the first place, the reports do not segregate the income obtained
from the new taxes, from that obiained from the old; and in
the second place, the changes in the rates, and the existencc
of new taxes have changed the yield of the older parts of the
system by an amount which cannot even be estimated. The

total increase in the revenues for the fiscal year 1899 over 1598
was about $115,000,000,
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ruin. Then there were $13,000,000 of fractional
silver and minor coins, a large part of which was
worn and unavailable, while the rest was needed
for currency purposes throughout the country.
$14,000,000 had been received from the sale of
the Pacific Railroads; but although this sum was
temporarily available it would, if it were spent,
be necessary to raise an equivalent amount before
January first to mect the Pacific Railroad bonds
which came due at that tune. $33,000,000 were
held in trust for the redemption of the notes of
national banks which had failed or which were
redeeming their circulation. A part of this was
temporarily available, but it would be necessary to
replenish that fund at an early date if much were
drawn from it. There were then, cut of the §225,-
000,000, $160,000,000, of which a small part only
was available, and that but for a short time. Any-
thing drawn upon that would have to be replaced
by January first at latest. Of the $65,000,000
remaining, $40,000,000 were necessary as the cash
on hand for the ordinary operations of the govern-
ment. That amount corresponds to the cash on
hand which a merchant keeps in the till fo make
change or to meet small bills. This left but
$25,000,000 for the initial expenses of the war,
which in the state of unpreparedness would naturally
be above the average. This $25,000,000 was =l the
unincumbered money in the Treasury to meet the
appropriation of $50,000,000 made by Congress
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before war was declared. It was clear that the
Secretary of the Treasury could not provide the
sinews of war without the power to borrow, both
for a short time, to anticipate the revenues expected
from the new taxes, and for a long time to enable
him to support any naval and military operations
which might become necessary, however extensive. -

Sec. 9. After much discussion and more or less
unnecessary and dangerous delay, cspecially in the
Authority Senate, Congress authorised the borrow-
toborrow  ing, al the discretion of the administra-
granted. tion, of mot morc than 100,000,000 at
one time on Treasury certificates and of an amount
not to exceed $400,000,000 on 10-20 bonds at 3 per
cent. Nominally, therefore, the Secretary of the
Treasury had in his hands for the necessities of war
during the first six months of its duration :

Surplus on hand . . . . 3 25,000,000
War revenues . . . . . 75,000,000
Temporary loans . . . . 100,000,000
Bonds . . . . . « 400,000,000

Total . . . . .« 3600,000,060

Practically, he was limited by the fact that all of
this moncy had not been appropriated, and it would
have been folly to raise more than he had authority
to gpend. Including the $50,000,000 appropriated
before the war broke out, the total war appropriations
made by Congress before it adjourned amounted in
all to $361,788,095.11. This sum covered the most
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generous estimates of the probable cost of the war.
But the Secretary did not deem it necessary to raise
at once a sum equal to the total appro- petermina-
priations. It was estimated that the ex- 0%/ the
penses for the first six months would not borrowed.
exceed $175,000,000, or about one-half of the appro-
priations. The new taxes would probably yield
about &75,000,000 toward these necessities, and a
loan of $100,000,000 wonld possibly have sufficed
te meet all the demands. Buf the Treasury raised
$200,000,000 by the sale of 3 per cent 10-20
bonds, obtaining a total of $275,000,000, or nearly
$100,000,000 in cxcess of the probable actual ex-
penditure. The accumulation of this surplus was
ol in any sense an extravagant or useless piece of
financiering. As has already been explained, the
Treasury must be prepared to meet any demand
that may arise, instantly and amply. That is the
imperative necessity. As the early close of the war
could not have been foreseen, the fiscal preparations
were necessarily liberal. Indeed, the amplitude of
the funds available was one of the most potent
causes of the success of the war. The excess raised
was not larger than was necessary to insure the
instant readiness of the Treasury to meet all pos-
gible demands. Had the war continued and the
demands equalled the appropriations, the Treasury
would again have been obliged to use its power
of borrowing which the fortunate termination of
the war rendered unnecessary.
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Sec. 10. It now remains to see how the credit of
the nation was protected and how it stood the strain.
At the end of April, 1898, the interest-bearing debt
of the United States amounted in round numbers to

$847,000,000. $100,000,000 of this bore
Use of the . . -
powerto  iterest nominally at & per cent, the
2‘;:;3:_‘;’6&?;2 balance at 4 per cent. The 4 per cent
of the public honds, payable in 1925, were quoted, when
credit. . .

the plans were being made for placing the
new loan at 117}. At that rate they would yield
the investor 3} per cent interest. There was, there-
fore, some gurprise when it was proposed to place
the new loan at 3 per cent. It wus urged that
nobody would buy the new bhond at 3 per cent
when he could buy one of the old ones and get
3% per cent. Yet the outcome showed the wis-
dom of the move. The bonds were subscribed to
seven times over, and in a short time rose to a pre-
mium of 103 and 105. In fact, the entire loan was
easily placed on far better terms than any nation
has ever before been able to obtain in time of war.
This remarkable result was attained partly by reason
of the fact that the loan was offered for papular
subseriptions and the bonds were for small amounts,
thus creating and reaching a new market among
investors of small means. In part, teo, it was due
to the fact that the new bonds at par really formed
a better basis for the national bank-note circulation
than the old bonds at 1171, and very much better
than the old bonds at 123}, the price which was
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reached before the new issue was completed. An
investment by a national bank of $100,000 in the old
bonds at 117} would yield a profit of $736.70 on the
circulation, if interest is at € per cent; while an
investment of the same amount in the new bonds
at par would yield a profit on the circulation of
$1,302.02. The difference in favour of the new
bonds was $565.82, or over half of 1 per cent.
The advantage was still greater when the old 4’s
reached 127}, as they did before the close of the
war. None of thesc influences, however, would have
had any weight had it not been that new revenues
suflicient to meet all debt charges and part of the
war expenses had been provided. ’

Sec. 11. Much interest centres around the suc-
cessful attempt to make this a popular loan, and
as this was one of the features which .« pp.
contributed to strengthen the credit of " feen.
the country at this time, we may examine it some-
what in detail. Congress, after much discussion,
finally provided that these 3 per cent bonds, “re-
deemable in coin at the pleasure of the United
States after ten years from the date of their issue,
aud payable twenty years from that date,” should
“be first offered at par as a popular loan under
such regulations, prescribed by the Secretary of the
Treasury, as will give opportunity to the citizens of
the Urited States to participate in the subseriptions
to such loan, and in allotting such bonds the several
subscriptions of individuals shall be first accepted,
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and the subscriptions for the lowest amounts shall
be first allotted.” Before the bill was finally passed,
offers had been made by various banking houses
to take the whole issue at a slight premium. Both
Congress and the administration, however, favoured
the experiment of interesting a large number of
small property-owners in the loan, even at a loss
to the government. It was thought that such a
meagure would strengthen the national credit by
giving expression to the faith of our own people
in the integrity of the government. Other con-
siderations of a political character also entered in,
but with them we are not concerned. As a finanecial
meagure for the strengthening and support of the
public credit it proved a phenomenal success,

The bonds were issued in denominations as low
as $20. Subscriptions were received through the
post-office, and every bona fide subscription under
$500 was immediately accepted. More than half
of the entire issue was taken by 230,000 of these
small subseriptions, and no subseription of more
than $4,600 was accepted. In all 320,000 persons
offered or made subseriptions, and the total amount
tendered the government was $1,400,000,000. This
The mush rush for the new bonds was not merely
forthemew o matter of patriotism or sentiment.
bonds. During the progress of the subscriptions
the price of the bonds advanced first to 102 and
finally to 105}. They now stand at about 110.
The lucky individuals whose subscriptions were
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accepted made from 3 per cent to 5 per cent in a
few days. The popularity of these bonds was
greatly enhanced by the standing offers obtained
by Secretary Gage from two syndicates to take the
entire loan or any part of it that was not covered by
the popular subscriptions.

This method of floating the loan will cost the
government a considerable sum of money. In the
first place, & possible premium is lost. How much
that premium would have been cannot ™

e cost of
be estimated beeause the bonds were sold the papuiar
in a broader market than would have “**
otherwise existed. But it would have been at least
2 per cent, for even at a higher rate the bonds
offer a favourable basis for national bank-note
circulation, That is, at least $4,000,000 was lost
at the beginning. Then the cost of handling the
loan, paying the interest, etc., is increased consid-
erably by the small size of the bonds and the large
number of holders. It is just as much trouble to
pay the 15 cent coupon of a £20 bond as it is to pay
the $75 coupon of a §10,000 bond. Yet in spite of
all this, the placing of the $200,000,000 loan of 1898
was one of the most successful pieces of financiering
ever accomplished by the government. It demon-
strated the perfect solvency of Lhe government; it
gave the country a financial prestige which went a
long way toward hastening the end of the war;
and i¢ so strengthened credit of the government
that, had the war unfortunately continued, it wounld
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have been able to obtain funds to almost any amount
on the most favourable terms imaginable. With a
3 per cent bond selling at 105 during the actual con-
tinuance of military operations, a nation may safely
regard its credit as unimpaired.

The final test of the success of the financial
administration of a war is the preservation of the
public credit.
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