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ADUOPOLY THEORY OF GOVERNMENT
MONEY PRODUCTION:
THE 1930s AND 1940s: A COMMENT

By Maria Socorro H. Gochoco and Raburn M. Williams*

This study suggests that the bureaucratic perspective provides a framework com-
pared with the public interest perspective from which to interpret the behavior of the FED
and the Treasury in the 1930s and 1940s. It also applies some basic tenets of monetary
theory to refute the assertions of some regarding the conduct of monetary policy in that
period.

There are at least two perspectives from which one can interpret
the behavior of government agencies such as the FED and the Treasury.
One is the public interest perspective which assumes that the agency
maximizes some social utility function which presumably includes
arguments such as inflation, unemployment, and interest rates. The
other perspective views bureaucratic behavior as the maximization of
the agency’s wealth or power. In his paper entitled, “A Duopoly Theory
of Government Money Production: The 1930s and 1940s,” Mark Toma
uses the latter perspective to reinterpret monetary policy in the U.S.
during the 1930s and 1940s. Unfortunately, the evidence he presents to
support his model rests on a confusing application of monetary theory.

Both the FED and the Treasury, which as a result of the Gold
Reserve Act 0f 1934, could purchase gold, had the power to create money.
Toma first develops a duopoly model of money creation. If the two
agencies jointly maximize seignorage revenue from one creation, the
result is the usual “revenue maximizing” rate of inflation. If they act in-
dependently (with the Cournot assumption that each party treats the
other’s money output as given), the resulting money creation will exceed
the revenue maximizing rate. Toma then demonstrates that cooperation
between the two agencies will result in less money creation and in-
creased seignorage for both. While this exercise is interesting, it has
little relevance to the period in question. Presumably, the model is
meant to provide a rationale for implicit contracts between the FED and
the Treasury to reduce the overall rate of money creation, but no one has
ever argued that inflation rates during the 1930s and 1940s ever
approached the “revenue maximizing” rate.
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1924-1939

Toma first attempts to explain the constancy of FED credit
between 1934 and 1939, a period when the Treasury had substantial
power to create money as a result of the Gold Reserve Act of 1934. He
argues that the Treasury had an implicit contract with the FED which
allowed the FED to retain all its earnings from its asset portfolio so long
as it refrained from money creation. In the absence of this implicit
contract, Toma postulates that the FED’s earnings would be subject to
a transfer tax, with rates being a progressive function of FED earnings.
In order to infer this implied structure of franchise tax rates, Toma
regresses the annual transfer percentage from 1919-1981, excluding
the years 1934-1947, against the log of FED annual real earnings and
an intercept term. Since FED banks were required to pay half of their
net earnings to the U.S. Government as a franchise tax prior to 1933,
and turn over all earnings in excess of operating expenses after 1947 (a
transfer that amounted to approximately 90 percent in 1981 (Huynh,
1985, p. 192, p. 244), itis hardly surprising that Toma obtains a positive
coefficient (0.232) for the earnings variable since his regression is
capturing a trend effect. Toma uses these regression results to demon-
strate that the FED would have been better off adhering to the implied
contract not to increase FED credit in exchange for exemption from the
franchise tax. This interpretation of FED behavior during the 1930s is
plausible, but as Toma admits, not convincing.

Of course, from the public interest perspective, the question of why
FED credit did not increase is hardly puzzling. After all, Treasury
purchases of gold from 1934-1939 already caused an increase in high
powered money of approximately 150 percent (Friedman and Schwartz,
1963, p. 506). Had FED credit increased as well, the resulting inflation
would probably have been considered excessive.

The more intriguing question is why the FED did not sterilize gold
inflows and it is here that the bureaucratic perspective provides
insightful contributions. Obviously, FED officials had few incentives to
sterilize gold inflows because this would have reduced their earnings.
Indeed, when the FED became concerned with excessive monetary
growth in 1936 and 1937, they resorted to an increase in reserve
requirements rather than a contraction in credit. By increasing reservé
requirements, the FED’s share of real earnings from a given stock of
money would increase.

World War II and the Bond Support Program

Toma’s analysis of the World War II bond support program is
interesting but involves a bizarre application of monetary theory.
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