
December 20, 1939 

THE PROBLEM OF THE APPROACHING DEBT LIMIT 

Both the prospect ive business s i t u a t i o n and the more 

l a s t i n g requirements f o r n a t i o n a l p rospe r i t y make i t u rgen t l y 

des i rab le tha t no s i g n i f i c a n t cur ta i lment i n the expenditures 

o f the Federal Government be undertaken i n the f i s c a l year 1941. 

The unce r ta in t y o f the prospect f o r ma in ta in ing out lays i s due 

not on ly t o the p o l i t i c a l s t reng th o f the economy sent iment, b u t , 

secondar i ly , t o the widespread but f a l l a c i o u s no t i on t ha t i f 

expenditures remain undiminished, c r i t i c a l obstacles o f a f i n a n -

c i a l so r t w i l l a r i s e i n the coming f i s c a l yea r . I n order to 

focus pub l i c a t t e n t i o n on the r e a l l y basic issue o f economy 

versus spending, i t i s important t ha t the f i c t i t i o u s s ide issue 

r e l a t i n g t o f i nanc ing be aggress ive ly e l im ina ted . This s ide 

i ssue , i f i t i s permi t ted t o remain a c t i v e , w i l l enable the 

opponents o f spending t o supplement t h e i r d i r e c t a t t ack by an 

i n d i r e c t f l a n k i n g movement. 

Concern over the f i nanc ing issue o r i g i na tes f rom two 

f a c t o r s . F i r s t , the pub l i c debt i s approaching i t s s t a t u t o r y 

l i m i t , and f u r t h e r , extensive Treasury borrowing would necess i ta te 

Congressional a c t i o n to r a i s e the present l i m i t . Second, :„ 
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i t i s w ide ly be l ieved t h a t t a x a t i o n has approached the l i m i t s 

o f p o l i t i c a l t o l e r a b i l i t y . 

I n t h i s memorandum a ser ies o f measures i s ou t l i ned 

which i s designed t o r e l i e v e p r e v a i l i n g doubts regarding the 

Treasury*s a b i l i t y t o prov ide funds f o r cont inu ing programs o f 

expenditure a t t h e i r present l e v e l s . These measures f a l l i n t o 

two groups. The f i r s t group cons is ts o f t ax devices o f a type 

which seem p o l i t i c a l l y f e a s i b l e and w i l l not encroach s i g n i f i c a n t l y 

upon consumer buying; the second cons is ts o f devices t o b r i n g the 

Government's i n a c t i v e resources i n t o a c t i v e use i n order t o meet 

cur rent ou t lays and t o reduce taxes on consumption. 

Among the t a x a t i o n devices t ha t seem p o l i t i c a l l y f e a s i b l e 

and do not s i g n i f i c a n t l y impede the f l o w o f income, the f o l l o w i n g 

may be worthy o f spec ia l a t t e n t i o n : 

a . Rais ing the income tax on corporat ions w i t h net i n -
come o f $25,000 a year and over f rom the present 
r a t e o f 18 percent t o 23 percent . I n a complete 
form, t h i s proposal would invo lve a graduat ion o f 
ra tes f o r corporat ions having income moderately 
under t h i s f i g u r e i n order t o prevent a sharp jump 
i n the e f f e c t i v e r a t e o f t a x a t i o n as between corpora-
t i o n s w i t h net income s l i g h t l y l ess than $25,000 and 
corporat ions w i t h net income s l i g h t l y more than 
#25,000. I t may be estimated t h a t t h i s increase 
would produce a d d i t i o n a l revenue of #500,000,000. 
The corporat ions t ha t w i l l be a f f ec ted by t h i s 
change make up on ly 14 percent o f a l l corporat ions 
w i t h net income but rece ive 93 percent o f the net 
income o f a l l co rpora t ions . 
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b . A l low d imin ish ing exemptions on i n d i v i d u a l i n -
comes subject t o sur tax as the s ize o f the income 
increases* 3for example, the aggregate exemption 
al lowed f o r the personal exemption, p lus the c r e d i t 
f o r dependents, could be reduced by the excess o f 
net Income over $4,000* Thus the exemption o f $2,500 
f o r a marr ied man wi thout c h i l d r e n would van ish 
e n t i r e l y a t the l e v e l o f $6,500 normal t ax net income. 

c* I n the cons idera t ion of proposals f o r f i nanc ing 
a g r i c u l t u r a l b e n e f i t s , any new taxes burdening 
consumption should be avoided. Undesirable taxes 
o f t h i s type inc lude a r e v i v a l o f processing taxes 
and the d isguised form o f processing taxes known as 
the c e r t i f i c a t e p lan . The v a l i d i t y o f a g r i c u l t u r e * s 
claims f o r bene f i t s i s genera l l y admit ted; but a t a 
t ime when a l l groups can expect more from an inc reas-
i ng n a t i o n a l income, i t i s unnecessary and harmful 
t o d i v e r t income from one group to another by methods 
t h a t are l i k e l y to decrease the t o t a l t o be d i v i ded . 

These tax changes, i f enacted a t the next session o f 

Congress, w i l l not begin t o y i e l d increased revenue u n t i l March 

1941, and any increases i n y i e l d they could be expected t o produce 

i f income remains a t i t s cur ren t l e v e l or r i s e s h igher may be more 

than o f f s e t by the reduc t ion i n the y i e l d o f the t ax s t ruc tu re as 

a whole i f na t i ona l income dur ing the calendar year 1940 i s not 

w e l l mainta ined. The n a t i o n a l debt a t the end o f November was 

w i t h i n $3,679,000,000 o f the s t a t u t o r y l i m i t . I f the debt l i m i t 

i s not r a i sed and i f none o f the measures ou t l i ned below are taken, 

the Treasury i s l i k e l y t o f i n d i t s e l f i n an uncomfortable p o s i t i o n 

a t the end o f the calendar year 1940. 
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A request t o Congress to r a i s e the debt l i m i t dur ing 

the coming session, would, however, be e n t i r e l y unnecessary i f 

use were made o f the p o t e n t i a l cash resources represented by the 

u n u t i l i z e d gold held i n the S t a b i l i z a t i o n Fund and the " f r e e 

s i lver 1 1 acquired under the S i l v e r Purchase Act against which 

s i l v e r c e r t i f i c a t e s have not ye t been issued. The necess i ty f o r 

a d d i t i o n a l borrowing could be f u r t h e r postponed i f the Treasury 

were w i l l i n g t o reduce i t s cash balance t o the l e v e l t ha t was 

customar i ly held before 1933, and t o r e l y upon the issue of 

Treasury b i l l s as a method o f emergency f i nanc ing* 

Of these devices, reduc t ion o f the S t a b i l i z a t i o n Fund 

would y i e l d #1,500,000,000, u t i l i z a t i o n o f f r e e s i l v e r about 

#1,560,000,000, and reduc t ion of the cash balance about #1 ,000, -

000,000. Taken toge ther , a l l these devices would make about 

#4,000,000,000 ava i l ab le t o the Treasury w i thou t the necess i ty o f 

a d d i t i o n a l borrowing. This sum would be adequate, when added to 

the amount o f pub l i c debt issues tha t are s t i l l author ized 

(#3,679,000,000), to ca r r y the Treasury w e l l past the end o f the 

f i s c a l year 1941. 

No Congressional a c t i o n would be requ i red t o issue add i -

t i o n a l s i l v e r c e r t i f i c a t e s and t o reduce the cash balance. Transfer 

o f pa r t o f the S t a b i l i z a t i o n Fund to the general fund would requ i re 

amendment o f the Gold Reserve Act o f 1934. (The f u l l amount, how-

ever, could be t r ans fe r red by P r e s i d e n t i a l proclamat ion te rmina t ing 
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the Fund under Sect ion 10 (c ) , as amended, of the Gold Reserve 

A c t . ) 

A strong argument f o r reduc t ion of the S t a b i l i z a t i o n 

Fund could be made on the ground tha t the many f i n a n c i a l shocks 

and i n t e r n a t i o n a l c r i ses of the past f i v e years have been 

successfu l ly dea l t w i t h by means of the #200,000,000 p o r t i o n o f 

the Fund i n ac t i ve use. For the du ra t i on of the war we can 

scarce ly experience wi thdrawals o f f o r e i g n c a p i t a l not r e l a t e d 

to goods purchases, and any ou t f l ow o f c a p i t a l associated w i t h 

the r e s t o r a t i o n of peace and s tab le p o l i t i c a l cond i t ions i n 

Europe i s l i k e l y t o be associated w i t h l a rge -sca le demands f o r 

American exports t o be used i n the process o f recons t ruc t i on . 

We w i l l almost sure ly r e t u r n Europe's c a p i t a l i n the form o f 

goods ra the r than i n the form of go ld . Moreover, the existence 

of $5,000,000,000 o f excess reserves provides a cushion t o 

prevent go ld ou t f low from having d i r e c t l y r e s t r i c t i v e e f f e c t s on 

the e x i s t i n g c r e d i t s t r u c t u r e . To requ i re a $2,000,000,000 

S t a b i l i z a t i o n Fund f o r t h i s purpose, i n a d d i t i o n to the #5,000, -

000,000 o f excess reserves, represents an excess o f cau t ion , 

ve hundred m i l l i o n d o l l a r s i s ample to f inance i t s opera t ions . 

I n a d d i t i o n t o the Federal Government's resources 

represented by the general fund balance, the S t a b i l i z a t i o n Fund 

and the u n u t i l i z e d s i l v e r se igniorage, #1,726,000,000 was he ld 
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a t the end o f October as a reserve f o r the payment o f old-age 

bene f i t s * Under the present p rov is ions o f the Soc ia l Secur i t y 

Ac t , t h i s reserve w i l l cont inue to grow r a p i d l y as pay r o l l 

taxes exceed old-age bene f i t payments. I n order to check t h i s 

unneeded growth i n the old-age reserve account and t o h a l t the 

f u r t h e r issue o f spec ia l s e c u r i t i e s to t h a t account, i t might 

be des i rab le t o propose l e g i s l a t i o n f o r the suspension o f t r ans fe r s 

to the old-age reserve account u n t i l the balance i n the account 

has f a l l e n below $1.5 b i l l i o n s . This should be accompanied by 

l e g i s l a t i o n suspending pay r o l l taxes u n t i l resumption o f t r ans fe r s 

t o the old-age reserve account became necessary. I n order t h a t 

the pay r o l l records maintained by the Soc ia l Secur i ty Board may 

be kept up - to -da te , a f u r t h e r p rov i s i on would be necessary r e q u i r -

i ng employers t o f u r n i s h repo r t s on the same basis as i f t ax pay-

ments were c u r r e n t l y i n e f f e c t * The suspension o f pay r o l l taxes 

(o ther than unemployment insurance taxes) , which an abatement o f 

t r ans fe r s t o the old-age reserve account would make poss ib le , 
near l y 

would be/equ iva lent i n i t s economic e f f e c t s t o a comparable 

amount o f income-generating expenditure by the Federal Government. 
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