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PREFACE TO THE ENGLISH EDITION

I am very conscious of the various shortcomings of this book
as published in German two years ago. Nevertheless I have agreed
to the publication of an English translation without substantial
changes from the German original, because I hope that, even
in the present form, it will be of some use.

Apart from improvements in detail and statistical researches
with a view to verifying and applying to concrete cases the general,
theoretical statements, it seems to me that the theory of inter-
national trade, as outlined in the following pages, requires further
development, in two main directions. The theory of imperfect
competition and the theory of short-run oscillation (business cycle
theory) must be applied to the problems of international trade.
It will soon be possible to do this in a systematic way, since much
progress has been made in both fields in recent years.

With regard to the first of these questions, there is the litera-
ture which centres around the two outstanding books, Monopolistic
Competition by Professor E. Chamberlin and Imperfect Com-
petition by Mrs. Joan Robinson. In the second field where further
development is required, it is not so easy to refer to a body of
accepted theory. But it seems to me that a certain measure of
agreement as to the nature of the cumulative processes of general
economic expansion and contraction is gradually beginning to
emerge. By starting or reversing, accelerating or retarding these
cumulative processes, changes in the international economic rela-
tions of a country may give an unexpected and perplexing turn
to events, not predictable on the basis of a more rigidly static
analysis. There is certainly a wide field of international economic
problems which promises a rich crop if tilled with the aid of
imperfect competition and business cycle theory. The theory of
commercial policy, in particular, will profit therefrom.!

Being occupied by work on a different subject, I have, unfor-

10f., eg., G. Lovasy, ‘ Schutzélle bei unvollkommener Konkurrenz ' in
Zutschn/t /ur Natwnalokonomte, vol. 5 (1934).
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tunately, had no time to revise the book thoroughly along the
lines indicated above. I hope, however, to be able to do this
on a later occasion.

During the last two years great progress has been made in
the technique of Protection. Not only have tariffs been piled on
tariffs and quotas on quotas; not only have the old methods been
used much more boldly and unhesitatingly than before; but new
devices have been invented: clearing and compensation agree-
ments, export and import monopolies, discriminating exchange
rates, methods of contfolling tourist traffic and expenditure, stand-
still agreements and so on, with an infinite number of variations
in detail. Many interventionist measures, which seemed two years
ago either technically impossible or so manifestly undesirable as
to be quite out of the question, are to-day adopted without reluct-
ance. I have tried elsewhere? to go a little more deeply into
the details of the new commercial policy. In the present book
I have confined the discussion for the most part to fundamentals.
After all, the general principles and the technique of analysis
have remained unaltered and are just as applicable to the new as
to the old methods. If one has a firm grasp of these principles,
it is comparatively easy to apply them to the new techniques of
Protection.

Chapters I-VIII have been translated by Mr. Alfred Stonier
(with assistance from Mr. Hugh Gaitskell), and Chapters IX-XXI
by Mr. Frederic Benham. In translating they both have, I think,
improved the original version and eliminated a number of
inaccuracies. I am also indebted to Mr. Ragnar Nurkse, who has
read the greater part of the manuscript and proposed many improve-
ments. I have taken this opportunity of revising the whole
manuscript and making a number of small changes in: the text.
The section on exchange control has been largely rewritten.

GOTTFRIED V. HABERLER.

GENEVA, August, 1935.

2 Liberale und planwirtschaftliche Handelspolitik, Berlin, 1934.



PREFACE TO THE GERMAN. EDITION
(Abridged)

This book aims at a complete and systematic treatment of the
main problems arising from international economic transactions.
It attempts, especially, to give a thorough theoretical analysis
of these problems. . . . I have not followed the traditional
practice of beginning with the ‘ pure’ theory, treating this as
the dominating topic and the question of the monetary mechanism
as subsidiary. On the contrary, I begin at once, in section B
of Part I, with the exposition of the monetary problems: that is,
of the mechanism which determines the exchange-value of a
currency, equalises the balance of payments, and makes possible
the transfer of unilateral payments. This is followed, in section
C, by the ° pure theory.’ Here I have endeavoured to combine
all the valid and relevant doctrines into a systematic whole. For
these doctrines are mostly not mutually exclusive, but, on the
contrary, supplement one another, either covering different parts of
the field, working on different levels of abstraction, or employing
different methods of analysis.

I have also endeavoured to avoid the too common practice of
placing the theory of international trade and the discussion of
trade policy in quite separate compartments without any connection
between the two. Instead, I have tried to apply the theoretical
analysis to every question arising from trade policy. Indeed, any
discussion of trade policy which attempts more than a mere account
of the legal and administrative devices in force, or than a state-
ment of the criteria by which the various policies should be
evaluated must inevitably consist in the application of economic
theory.

In the various places where facts have been cited, they have
been introduced not for their own sake but in order to illustrate
the argument. The only exception to this is section C of Part II,
which attempts a systematic account of the various measures which
have served as instruments of trade policy. . .
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Some readers will doubtless be surprised that the policy of
Free Trade, which is in glaring contrast to the policy actually
adopted by nearly every country in the world, should be advocated
in this book. The universality of Protection inspires an instinctive
distrust of a theory whose conclusions are nowhere accepted in
practice. Can a policy which is rejected with such unanimity be
correct?

But this is not an argument. It would be absurd to expect
economic science to reverse the verdict of its analysis, based upon
accepted judgments of value, just because in practice it is con-
sistently ignored. Nobody would dream of asking medical science
to change its findings just because everybody followed some custom
which it had pronounced injurious to health.

Nevertheless it cannot be denied that the principles stated in
this book as ¢ economically correct ’* have hardly ever been com-
pletely applied. The disagreeable task of having to declare
current practice misguided, thereby provoking the accusation of
unfruitful doctrinairism, is one which the present volume shares
with most scientific writings on international trade. Economists
are nearly as unanimous in favour of a liberal trade policy as
are Governments in favour of the contrary. It is true that very
few writers attempt the hopeless task of proving a priori that no
case is conceivable in which the ‘ general welfare ’ would be
promoted by some kind of intervention. Most economists, including
the present writer, concede that cases are both conceivable and
liable to occur in practice in which tariffs or other restrictions on
international trade would be advantageous. At the same time,
there is fairly general agreement among them that such cases
are on the whole unimportant, so that a policy of complete Free
Trade would diverge only slightly from the optimum. The vast
majority of economists are convinced that the actual trade policies
of nearly all countries are founded upon the crudest errors and
have no shadow of justification. Upon this point there is surprising
agreement of expert opinion not only among liberals but also

among socialists.

1 The meaning of this phrase is discussed in chaps. xiii and xiv.
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The fact that nearly all economists unite in condemning Pro-
tection explains why some of them devote so much ingenuity to
constructing hypothetical cases in which a tariff might be bene-
ficial and why economic works give so much space to such cases.
Exceptions are always more interesting, to the scientific mind,
than mere illustrations of the general rule. . . . But experience
has underlined the truth and wisdom of Edgeworth’s judgment:
““ As I read it, protection might procure economic advantage in
certain cases, if there was a Government wise enough to discriminate
those cases, and strong enough to confine itself to them; but this
condition is very unlikely to be fulfilled.”

. I am very grateful to Dr. Erich Schiff, of Vienna, for
his help with the statistical work. G. H.

VmNNA, May, 1933.
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INTERNATIONAL TRADE.
INTRODUCTION.
§ 1. THE PROBLEM OF DEFINITION.

The only really systematic theory of international trade we
possess is the so-called classical theory, of which practically all
the component parts were worked out by such early writers as Hume,
Adam Smith and Ricardo! It is eharacterised, on the one hand,
by the doctrine of ‘comparative costs and, on the other hand, by
the principle that prices, exchange rates and money flows provide a
mechanism which links together the monetary systems of different
countries and ensures the automaf,&c adjustment of the balance of
payments. In England the classical theory still holds the field
and it is accepted by the more theoretically-minded economists in
the United States.? In continental countries, however, with the
partial exception of Italy, it has never found much favour.
Criticisms have been frequent, but the critics have not succeeded
in substituting for it anything that deserves to be called a new
theory of international trade. Certain details of the classical theory
have had to be modified, and there has been, of course, much
interesting statistical and descriptive work. But the only important
theoretical advance has been the application, notably by Pareto,
of general equilibrium analysis® to the problems of international
trade.  The classical doctrine—in particular the theory of compara-
tive costs—is exhibited as a special case of the more general theory.

The classical theory starts from the fact that in international
trade, as in all other economic activities, it is the individual
economic subject who buys and sells, pays and is paid, grants and
receives loans, and, in short, carries on the activities which, taken
as a whole, constitute international trade. It is not, for example,
Germany and England, but individuals or firms located in Germany
and England, who carry on trade with one another. The first
question, therefore, which has to be answered is whether these
economic activities call for a special theory at all. The mere

(19;50]‘ the exhaustive bibliography in Angell, Theory of International Prices
otabl by those under the influence of Professor Taussig.
eoria matematica dei cambi forestieri,” Giornale degh Economisti
(1894), ‘and ““ Teoria matematica del commercio mternazlona.le G'wmale degli
Economisti (1895); also Cours d’économie politique, vol. 2, § § " 862.7,

3



4 ' INTERNATIONAL TRADE

fact that a political boundary is involved and that the persons in
question are nationals of different countries and, perhaps, speak
different languages, is economically irrelevant. It cannot there-
fore be taken as the criterion of demarcation between one branch
of economic theory and another.

The classical school believed nevertheless that there was a
fundamental difference between home trade and foreign trade.
They pointed out that labour and capital moved freely from one
branch of production and from one district to another within a
single country. Between different countries, on the other hand,
mobility was totally, or at any rate to a great extent, lacking.
In the latter case, complete adjustment (i.e. the establishment of
the same rate of wages and the same rate of interest everywhere)
did not take place. Immobility was accepted quite naively by
the classical school as the criterion of international trade. They
based their argument upon it without attempting to justify its
selection on methodological grounds and thus laid themselves open
to various objections which have been raised from time to time,
particularly in recent years.

An obvious criticism, which certainly has some truth in it
is that the difference in question can only be one of degree. On
the one hand, the factors of production are not perfectly mobile
within national boundaries; on the other hand, large and, indeed,
enormous movements of the factors of production do sometimes take
place across these boundaries.*

Of course, the classical school did not overlook this fact. Adam
Smith stressed the importance of emigration, and J. S. Mill
recognised that capital was becoming steadily more mobile and
cosmopolitan. Moreover, it is common knowledge that Cairnes
introduced the conception of ¢ non-competing groups’ (i.e.
sharply defined groups of labour between which there was no free
movement) and pointed out that where such groups existed within
a country, the theory of international trade applied to them.
Professor Taussig, to whom we owe the latest. and most carefully
worked-out version of the classical theory, devotes a good deal
of space to the imperfect mobility of labour and to the consequent
differences of wages rates. It can, perhaps, be maintained that
the classical school and their successors have paid too little attention
to the significance of these phenomena for the economic development

4 This point is stressed by Prof. J. H. Williams, ‘ The Theory of International
Trade Reconsidered,”’ Hconomic Journal (1929), vol. 39, and by Prof. Ohlin *‘ Ist
eine Modernisierung der Aussenhandelstheorie erforderlich? * Weltwirtschaftliches
Archiv (1927), vol. 26, p. 97; ‘ Die' Beziehung zwischen internationalem Handel
und internationaler Bewegung von Kapital und Arbeit,” Zeitschrift fir National-
okonomie (1930), vol. 2, and Interregional and International Trade (1933). ‘
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of the modern world. One may speak with Nicholson of a ‘ lost
idea ’’—lost, that is to say, since the days of Adam Smith.> There
can, however, be no question of a logical error on their part. If
the mobility of labour® and capital between different countries
were to increase in the further course of economic development,
there would be, according to the classical school, no need for a
separate theory of international trade. For the phenomena which it
tries to explain would have disappeared and with them the distinc-
tion between home and foreign trade. But one must be careful to
distinguish between the empirical question whether the assumptions
of the classical school apply to any particular epoch, and the logical
question whether their conclusions follow from those assumptions.

It has been argued that, even within the bounds of a single
country, real capital cannot readily be transferred from one line
of production to another,” and, further, that the cost of transport-
ing capital goods from one part of a country to another is some-
times much greater than from one country to another. But this
argument is irrelevant, since it refers only to specific capital goods
already in existence. For capital theory, however, the criterion
of perfect mobility is the equality of interest rates. This refers
to alternative ways of investing liquid or money capital. If the
cost of transporting capital goods from one place to another is
high, considerable differences in the price of capital goods will
- probably exist. But, nevertheless, interest rates may very well
tend to equality. The rate of interest need not be higher in San
Francisco than in New York, because there is a mountain range
and a distance of 2500 miles between them. It must, however,
be granted that, if a country is completely shut off from the rest
of the world—in the sense that there can be neither movements
of labour nor trade in- commodities of any kind—no capital can
be transferred, even if money as such is able to flow in and out.
The necessary and sufficient condition is the existence of some
international trade, even if it consists entirely of consumption
goods and services (e.g. tourist traffic) and sufficient flexibility
to allow an import or export surplus to develop. As will be shown
later, capital may then move in the shape of increased imports
or decreased exports of consumption goods, thus releasing factors
of production for employment in other directions.

The international mobility of capital is restricted not by trans-

5 Of. A Project of Empire (1909), p. 12.

6 In spite of his mternatlona.hsm, which was characteristic of the whole classi-
cal school, Ricardo spoke of the ‘‘ natural disinclination which every man has to
quit the country of his birth . These feelmgs which I should be sorry to see
weakened ~’—Principles (ed. McCulloch)

7 This applies particularly to fixed ca.plt.al ie. to buildings and machinery.
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port costs but by obstacles of an entirely different character. These
consist in the difficulty of legal redress, political uncertainty,
ignorance of the prospects of investment in a foreign country,
imperfection of the banking system, instability of foreign
currencies, mistrust of the foreigner, &c., &c.

In actual fact, there is to-day very considerable immobility
of the factors of production, particularly of labour. Apart from
the ‘ natural ’ obstacles, such as the cost of emigration, ignorance
of foreign languages, and lack of initiative, nearly all countries
impose restrictions on immigration. Moreover, the War and the
post-war inflations have seriously restricted the international
mobility of capital. This is proved by the persistence of large
discrepancies between the rates of interest in different countries.
The chief reason is, undoubtedly, that owners of capital have lost
faith in the political stability of the debtor countries, where rates
are high. Hence they fear expropriation by a depreciation of the
exchanges or by exchange restrictions, moratoria, standstill
agreements, and other devices of the same kind now in vogue.

Immobility of labour and capital is by no means the only
possible criterion for defining international trade. Various alterna-
tive criteria, such as the existence of separate currencies and the
independent control of monetary policy in different countries have
been suggested. Each definition of this kind draws attention to
different phenomena, and we shall have to investigate them all
in due course; but it is meaningless to inquire which is the
¢ correct ’ criterion of international trade.

§ 2. TrE Poriricar ConNceEPTION oF FOREIGN TRADE.

The distinction made by governments between home trade and
foreign trade is not based on any objective economic criterion,
but simply on a judgment of value or 2 rule of law. Home trade
means simply trade within that area, the prosperity of which
interests the government in question or is subject to its jurisdiction.

The line of demarcation between domestic and foreign trade
generally coincides nowadays with the national frontiers, and
foreign trade is identified with trade between different countries.
Of course, this need not be the case. For instance, a British
statesman may regard trade with Canada as domestic trade. On
the other hand, it sometimes happens that people living in a
particular district consider trade with other parts of the same
country as foreign trade. They may even try, by local tariffs and
other means, to protect their own district from ¢ foreign com-
petition.’
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The judgments of value, which determine the political distinc-
tion between home trade and foreign trade, are not based on the
sort of theoretical criteria which we have been discussing. For a
Frenchman or for a German, trade between France and Germany
is foreign trade, whether capital and labour are mobile between
the two countries or not. It would remain so, even if both countries
adopted the same currency, though this is unlikely to happen
because of the attitude (i.e. the judgments of value) of statesmen
in the two countries. The comparative homogeneity of the economic
system of one country and its comparative isolation from other
countries are the effect rather than the cause of the attitude of
statesmen to the distinction between their own country and the
outside world.

It is, at any rate, ambiguous to speak, as some German writers
have done, of the ¢ unity of the national economy.” One can
understand by a unified national economy an economy which is
carried on by a single organisation, e.g., the collectivist economy
of Soviet Russia. Or one can understand by it a totality of
separate economies, which are more or less closely connected by
trade and exchange. This is, obviously, the sense in which one
speaks of the French or German economy. But one can speak
in the same sense of the European economy, since the various
national economies are inter-related and interdependent. The
difference is only one of degree. Omne can even speak in this
sense of the unity of the world economy, though its interdepen-
dences are not of a very close character.

Some countries are linked together much more closely than
others, It would, therefore, be interesting to classify the various
types of connection from this point of view. Thus, at one end of
the scale, there are countries which exchange only commodities
(e.g., industrial for agricultural products). The interdependence
between debtor and creditor countries is appreciably closer. . Then
there are countries with a common currency ar a common banking-
system, &c., &e. It may be useful to study the consequences of
these various degrees and kinds of relationships, but nothing is
gained by attempting to draw a sharp line between those relation-
ships which do and those which do not constitute a single economy.

It must, finally, be emf)hasised that, in a deeper philosophical sense, even the

planned collectivist economy of a country or a family can only be grasped
individualistically.8 Every branch of economics has to do with human actions

. 8 This is the principle of methodolo%llcal individualism. Cf. Max Weber,
Gesammelte Aufsdatze zur Wissenschaftsiehre, pp. 503 seq., and Wirtschaft und
Gesellschaft (1922), chap i. Cf. also Schumpeter, Wesen und Hauptinkalt der
theoretischen Nationalokonomie (1908).
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and human behaviour.? Other phenomena interest the economist only so
far as human activity is directed towards them (commodities), or so far as
they affect human activity (environment). Economic activities are determined on
and carried out by individual persons in a collectivist no less than in an
individualist economy. The difference is not that in the latter case economic
activities are carried on by individuals, and in the former by the community. It
is merely that they are governed by different motives and considerations—in the
planned economy by the policy of the central planning authority, in the exchange
economy chiefly by the desire for money, power or property.

§ 3. QuEsTIONS OF EXPOSITION.

The theory of international trade has to be regarded as a par-
ticular application of general economic theory. The theory of
marginal utility, which interprets and explains the individual’s
economic activity as such, must therefore be applicable to those
economic activities which, in their totality, constitute international
trade. The same holds true also of the propositions of price theory
which follow from the laws of supply and demand.! We shall,
therefore, have to make constant use of these general propositions
applying them to the specific assumptions which characterise inter-
national trade. How far it is appropriate to assume that the reader
is already familiar with these propositions, and how far it is neces-
sary to trace their deduction from the corpus of general economic
theory, is of course a difficult problem of exposition.

The arrangement of the present work is as follows. Part I deals
with the various phenomena selected by different authors as the
criterion of international trade. Section A of Part I is concerned
with the problems which arise from the fact that different money
circulates in different countries, and that each country has its own
central bank and controls its own monetary policy. This
phenomenon gives rise to the problem of foreign exchange. Closely
connected with it is the problem of the trade-balance and of the
mechanism which equalises the balance of total payments and
renders possible unilateral payments such as the transfer of

reparations.?
Section B of Part I deals with the phenomena which result from

9 The question in what way economic activities differ from other human
activities cannot be discussed here.

1 “ The general conditions which determine equilibrium are the same for both
zp_ecles of trade [home or domestic trade and international trade]; the prineipal

ifference is that in the case of home trade there are one or two more equations.”’
Edgeworth, ‘‘ The pure theory of international values’ in Papers relating to
Political Economy (1925), vol. 2, p. 5. .

2 We need not discuss the question whether this problem belongs to the theor
of international trade in the strict sense or not. The fact that one can also spea
of a balance of payments between different parts of a single country with only one
currency and complete mobility of the factors of production, shows that the
phenomenon in question is by no means confined to the international sphere.
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the immobility of labour and capital, i.e. with the theory of com-
parative cost and all that follows from it. It will have to be shown
how the theory of comparative cost is based on the general theory
of economic equilibrium. This section is, therefore, concerned
with what is usually called the ° pure’ theory of international
trade.

The method of discussing, first, the monetary problems and
then the phenomena which ° give rise ’ to them, is not the most
usual.® But, as will be shown later, the ¢ real ’ factors (or what-
ever one likes to call the subject matter of ¢ pure theory ’) are in
no way logically or objectively prior to the monetary phenomena.
The reversal of the usual order of treatment does not, therefore,
lead to different results; it is merely an expository device which
appears to offer certain advantages.

In Part II the theory of international trade is applied to the
problems of commercial policy. There more use will have to be
made of general economic theory than in Part I. For, as already
explained, the political conception of foreign trade is determined
not by theoretical criteria but by spheres of economic interest.
What is foreign trade to the statesman may be home trade from
the theoretical point of view. In that case only the propositions
of general economic theory and not those of the theory of inter-
national trade are applicable to it.

3 It has, however, been adopted widely of recent years. Cf. Prof. Ohlin’s
important work, Interregional and International Trade, and among earlier writers
Nicholson’s Principles of Political Economy.
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CHAPTER I.
INTRODUCTORY.

Our problem is to examine on the one hand the factors which
determine the rates of foreign exchange, i.e., the exchange ratio
between the currencies of different countries, and on the other
hand the mechanism which brings the balance of payments into
equilibrium. .

It will be best to approach these questions with the help of an
example.

Let us imagine a closed economy in static equilibrium. All
economic processes have been repeating themselves year by year,
Supply and demand, consumption and production, capital deprecia-
tion and investment exactly balance one another in every branch of
industry and each individual firm is itself in static equilibrium.

Suppose, now, that a political frontier is drawn through the
middle of this area, so that it no longer forms a single country, but
two countries’ with separate administrative organs. Clearly this
change creates no new economic problem. From the economic point
of view, the redistribution and increase of taxation due to the
reorganisation and partial duplication of the administrative
machine is the same thing as a redistribution of the burden of"
taxation between taxes and rates. Either one can ignore this
change altogether, or one can assume that the new static equilibrium
appropriate to it has already been reached.

Suppose, next, that each of the new countries decides to have a
separate currency of its own. A law is passed providing that,
whereas in one country payments shall continue to be made in
¢ crowns,” in the other country the crowns which are in circula-
tion shall be changed into ‘ dollars’ at the fixed rate of five
crowns to one dollar; in the dollar country, debts must hence-
forward be contracted and payments made in dollars. As a result,
all prices and all liabilities expressed in money will be divided by
five.?

L For the case of more than two countries, ¢f. chap. ii, i 4, .

2 This change in the unit of money which affects equally and simultaneously
the monetary expression of all transactions, must not be confused with a deprecia-
tion or appreciation of the currency. The latter is produced by an increase or
diminution of the amount of money, which leaves the raising or lowering of

rices to the forces of supply and demand. The transition to the new price-level
is achieved not at a stroke but step by step. Obligations already contracted

remain nominally unchanged, while the real purchasing power which they repre-
sent diminishes or increases.

13



14 : INTERNATIONAL TRADE

The new situation, thus created, differs from the preceding one
only in the fact that every payment from one place to another across
the political boundary now involves an extra act of exchange. A
payment from the dollar country to the crown country will require
an exchange of dollars into crowns, whereas, beforehand, the
amount was simply made payable in terms of the single currency
then existing.

It is clear that, under the assumption of static equilibrium, the
introduction of a second currency need not in itself produce any
economic change. No matter where the boundary is drawn,® all
economic activities will \proceed as before. At the rate of exchange
originally fixed the demand for dollars is equal to their supply, and
equilibrium will therefore be maintained at this rate. A moment’s
reflection shows that this must be the case. It has been assumed
that each individual’s balance of payments is in equilibrium ; his
receipts exactly equal his expenditure over the appropriate period
of time. This implies that the balance of payments between any
economic group and the rest of the economy must also be in
equilibrium ; for the external balance of payments of a group is
merely an aggregate of the balances of payments between members
of the group and persons outside it.* '

Of course, this does not imply that the same firms which make
payments to the foreigner necessarily receive the payments which
balance them. It only implies that, when an individual A in the
dollar country pays 100 to the crown country, there must be an
individual B in the dollar country whether he is identical with
A or not, who is in receipt of 100 from the crown country. This
is an obvious corollary of the postulate that every individual
balance of payments is in equilibrium.

It is also a matter of indifference whether the debtor or the
creditor actually changes dollars into crowns. The importer in the
dollar country normally sells the imported commodity for dollars,
and the exporter in the crown country pays for his means of pro-
duction in crowns. The dollars must, therefore, be changed into
crowns at some point in this chain of transactions.

In actual fact, the persons who have to make payments abroad,
are not normally those who receive from abroad the payments
which balance them. Indeed, the two groups are not necessarily

3 It need mot be a territorial boundary at all. One might assume that all
red-héaded men decide to use a special currency for trade with one another.

"4 One speaks, for short, of ¢British exports’ and ‘ Germany’s balance of
trade.” But to analyse these conceptions one must split them up into their com-
ponent parts, i.e., into the actions of individuals. The ‘ equality between private
expenditures and private incomes tends ultimately to produce equality between the
commercial exports and imports’’ (Thornton, An Enquiry into the Nature and
Bffects of the Paper Credit of Great Britain (1802), p. 118).



INTRODUCTORY TO THE MONETARY THEORY 15

in direct contact at all. An organisation of some kind is, therefore,
required to provide a link between them, so that the supply of
foreign currency can meet the demand for it. .

The simplest method would be a bureau de change prepared to
exchange on demand crowns for dollars and dollars for crowns at
the current rate of 5:1. It would have to start with a certain
- amount of capital to allow for temporary fluctuations, e.g., seasonal
fluctuations due to the harvest. But, under the assumptions made
hitherto, all fluctuations would in the long run cancel out.

The modern economic system does, as a matter of fact,.contain
an arrangement of this kind. A sort of clearing market exists
where foreign debts and claims are cancelled against each other.
The banks in the various trading countries do business with each
other, and there is a foreign exchange market where the various
currencies are bought and sold. Moreover, under the gold standard,
the central banks act as bureaux de change.

The means of payment in international transactions are not for
the most part cash, which is only used for small amounts (e.g., by
travellers abroad), but bills of exchange, cheques and telegraphic
transfers. The distinction between the various means of payment
is a legal rather than an economic one; the technical details need
not, therefore, concern us.® The illustration, favoured by the
ordinary textbook, is as follows. The exporter draws a three
months’ bill on the foreign importer and the latter accepts it, i.e.,
makes a legally binding promise to pay. The exporter then sells
the bill to someone who is buying or has bought goods from abroad.
The latter gives it in settlement of his own debt to the foreign firm
supplying him, which in its turn receives cash for it from the
original acceptor. But it makes no essential difference whether
the two payments are made in this way or not. They may just
as well be made by means of a book transaction or by the sale
and purchase of ready money. It is sufficient to note that there
are various different means of payment and that these compete
with one another, thus forming in effect a single market where
the supply of foreign money confronts the demand for it.

In the stationary economy postulated above, this market is in
equilibrium. Our main problem will be to consider what happens
when equilibrium is disturbed. But, first of all, it is necessary to
classify the items which make up the balance of payments and
the different senses in which this latter term is used.

5 An account of them will be found, e.g., in the following works : Goschen,
The Theory of Foreign Exchanges; article on Foreign Exchange in the Encyclo-
pedia of the Social Sciences (1931), vol. 6; Flux, Foreign Exchanges (1924);
Whitaker, Foreign Exchange (1933), 2nd ed.



CHAPTER II.
THE BALANCE OF PAYMENTS.
§ 1. CrassIFicaTioN oF ITEMms.

Before proceeding to the qualitative analysis, let us glance at
the more important of the quantitative computations which have
been made. .

Since 1922 detailed statistics have been published annually by
the American Department of Commerce of the balance of payments
of the United States.® For some years now the Economic Intel-
ligence Service of the League of Nations has published an extensive
annual survey of the balance of payments of the more important
countries.” The most exhaustive investigation of this kind for any
single country was that conducted by the German ¢ Enquete-
Awusschuss ’® which based itself on a system of classification worked
out by the International Chamber of Commerce in Paris.

(a) The chief item in the balance of payments is the inter-
national trade in commodities. A comparison of the value of
imports and exports yields the balance of trade.® The German
system of classification just mentioned distinguishes on the export
side the following items: goods exported in the ordinary way,
ships sold to the foreigner, fish sold at foreign ports, home products
sold from ships located abroad, international mails -carried,
electricity supplied to foreigm countries, and, finally, goods
smuggled out. Some of these items do not appear in the official
statistics of foreign trade, which cover only commodities passed
through the customs. Such items must be computed separately,
but the classification has no theoretical significance.

Of much the same type as payments for commodities are pay-
ments for services. These are appropriately called invisible exports
and imports. They represent transport services, shipping freights,
passenger fares, harbour and canal dues, postal, telephone and

6 The Balance of International Payments of the United States in 1922, (T.I.B.
No. 144), based on Prof. J. H. Williams, ¢ Balance of International Payments of
the United States for the year 1921,” in the Review of Hconomic Statistics (1922).

7 Memorandum on Balances of Payments, published in English and French.

8 Ausschuss zur Untersuchun% der Erzeugungs- und Absatzbedingungen der
deutschen Wirtschaft: die deutsche Zahlungshilanz, in Verhandlungen und Bericht
des Unterausschusses fur allgemeine Wirtschaftsstruktur (1930). This work has
been continued on the same lines and the results have been published at intervals
in Wirtschaft und Statistik.

9 The question whether a passive balance of trade should be regarded as an
unfavourable symptom is not relevant at this stage.

16
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telegraph fees, commercial services (fees and commissions),
financial services (brokers’ fees, &c.), and services connected with
the tourist traffic. There is always the risk that some items may be
counted twice over. Thus, if an imported commodity is re-exported
at an enhanced price, the difference, even if due to services included
in ‘invisible exports,” will be reflected in the price statistics of
imports and exports. In such a case therefore it should not be
counted separately.

The balance of trade and the balance of services can be grouped

together under one heading and contrasted with the balance of
credit. :
(b) The credit balance consists, on the one hand, of the interest
balance, or balance of payments on capital, and, on the other
hand, of the capital balance, or balance of payments (and repay-
ments) of capital.

The interest balance includes fixed interest on Government.
municipal and private loans, variable profits and dividends, rents,
&c., and perhaps also the yield of patents, copyrights, cartel dues
and so forth.

Under the heading of capital balance one should distinguish
between long term and short term investments. Long term capital
exports consist in the purchase of shares in foreign undertakings,
the repurchase of home securities or repayment of loans contracted
abroad, the purchase of foreign holdings in property located at
home, &c., &c. Short term capital exports include any increase
in the volume of bank balances held abroad, or in the holdings
‘of foreign bills, and any decrease in the volume of commercial
indebtedness to foreign countries.

The flow of long term capital is closely connected with the flow
of short term capital, and changes in the one tend sometimes to be
compensated by opposite changes in the other, so that only

fluctuations in both combined affect directly the demand or the
- supply of foreign currency. Thus, if a German firm floats a loan
of 10 million dollars in New York, it need not mean that the supply
of dollars and the demand for marks in the foreign exchange
market are immediately increased by 10 million and by 25 million
respectively. 'What happens is that a New York bank opens an
account in favour of the German firm, on which the latter draws
gradually according to its requirements. The long term debt is,
therefore, compensated by the creation of a short term asset, and
there is no effective demand for currency until and so far as the
latter is used up.?

1 0f course, it may happen that a short term debt is created first and that it is
consolidated later by the issue of long term bonds. )

B
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(¢) Further items in the balance of payments are Government
transactions (salaries of diplomatic representatives, subsidies,
reparations, &c.) and gifts of money such as remittances sent home
by emigrants. -

§ 2. DI1FrFERENT SENSES OF THE TERM.

Having classified the items which make up the balance of pay-
ments, we must now analyse the concept itself. The term ‘ balance
of payments’ is used in a number of different senses, which are
apt to be confused with one another. It is very important to
distinguish carefully between them, as the failure to do so has led
to serious misconceptions.

(a) The term is sometimes used for the amounts of foreign
currency bought and sold within a given period of time. In this
sense the balance of payments is, of course, always in equilibrium,
since the amount bought must necessarily equal the amount sold.
The proposition is a mere tautology which follows from this (not
very helpful) definition of the concept.

(b) It may refer, secondly, to the payments made, within the
period, to and from foreign countries. This is not the same thing
as (a) since payment can be made not only by the purchase of
foreign money, but also by the transfer of foreign money already
held.? If the volume of payments made is greater than the volume
received, the deficiency will be made up in this way. The balance
of payments in sense (b) may, therefore, very well be passive. It
cannot, however, remain passive longer than the stock of money
lasts. Moreover, it must have been active at some earlier point
of time, since otherwise the stock could never have been acquired.
Over a long period, therefore, the balance of payments must be
in equilibrium in this semse too0.*

(c) The term is frequently used in the more restricted sense
of the balance of payments ¢ on income account.” This includes
the interest balance and the balance of trade and services. If it
is passive, then either the capital balance is active, or there is a
transfer of gold or foreign currency. An ‘ unfavourable balance ’
is then equivalent to an increase in indebtedness (including the
export of shares, and any increase in holdings by foreigners) or to
a loss of gold.

(d) There are no accurate figures of the balance of payments
in any of the above senses. One must, therefore, be content with

2 Including gold, if the country receiving payment is on the gold standard.
3 Only a gold-producing country can have a permanently passive balance—if one
does not prefuer to regard gold in such cases as a commodity rather than money.
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statistics of liabilities falling due. If these are all settled, the
result is equivalent to the balance of payments in sense (b).

(e) From the balance of liabilities falling due during a given
period, it is only a short step to the eomputation of the total
volume of claims and liabilities outstanding at a given moment.
This yields the ¢ balance of international indebtedness.’

(f) For the explanation of the exchange rate it is not sufficient
to measure the amount of liabilities outstanding at a given moment
or falling due during a given period; nor does it help to record
ex post facto all the payments actually made during a given
period. Economic analysis cannot start with a certain amount of
existing liabilities;* it has to consider how they are contracted.
The willingness to buy and to sell at this or that price (exchange
rate) must be studied. In other words the apparatus of demand
and supply must be applied to our particular market. The term
‘ balance of payments’ is then used in the sense of the whole
demand-and-supply situation and in this sense it will be used in
the following pages.

§ 3. SuppLY AND DEMAND ANALYSIS.

The exchange .rate between the means of payment of two
countries is determined, like all other prices, by supply and
demand. Since the supply of one currency constitutes the demand
for the other and vice versa, we may treat either of them as a
commodity and the other as money. In the following exposition
the foreign currency will be treated like a commodity for which
there is monetary demand, and we shall speak of its price in terms
of the domestic currency.’ :

In the accompanying diagram, prices (i.e., exchange rates
defined as number of units of domestic currency per unit of foreign
currency) are measured along the vertical axis, and amounts of
foreign money bought and sold along the horizontal axis of a
rectangular system of co-ordinates. The demand curve (DD) slopes
downwards from left to right. This expresses the fact that people
are willing to buy larger amounts of foreign currency at a lower
price. This one can explain provisionally by the fact that foreign

4 This point was stressed by Ricardo in his discussion with Malthus. * You
appear to me not sufficiently to consider the circumstances [which] induce one
country to contract a debt to another. [In] all cases you bring forward you always
suppose the [debt] already contracted.”’ Letters of %icardo to Malthus, ed. by J.
Bonar (1887), p. 11. :

5 This is in accordance with the method of quotation used on the continent,
where exchange rates are expressed as so and so many units of domestic
money per 100 units of foreign money. Rates quoted in London mean, on the
other hand, so and so many units of foreign money per £1.
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commodities become cheaper in consequence of the cheapening of
the foreign currency and larger quantities will be imported. The
supply curve (SS) slopes upwards from left to right. This expresses
the fact that people are willing to sell larger amounts at a higher
price, which is to be explained by the stimulation of exports due
to the fall of prices of domestic goods in terms of foreign currency.®
The two curves intersect at P. This means that there is an
exchange rate at which the amount of foreign money which can
be disposed of is equal to the amount offered for sale. If this
price obtains, there is market equilibrium.
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Suppose now that demand increases, because of an unfavour-
able change in the balance of payments in sense (d). In other
words there is added to the existing demand the demand of those
who now have to discharge additional debts to foreigners.
This is represented by a shift of the demand curve from
DD to DD. It now intersects the supply curve at P'. The
exchange rate has risen and the amount of foreign money sold
has increased. A rise in the exchange rate may also be due to
a reduction in supply, owing, e.g., to a fall in exports. If the
supply curve shifts from SS to S'S’, the price will rise from P to
P” and the amount sold will decrease.

6 The statement that the su¥ply curve slopes upwards from left to right needs.
qualification. If the amount of money in each of the two countries is held con-
stant, there will be a g‘oint at which the supply curve curls backwards and slopes
upwards to the left. This means that, if demand increases beyond that point, the
amount of foreign money offered for sale will actually diminish (elasticity of
supply <C 0); for the smaller amount of foreign money offered can buy a larger
amount of domestic money. In the limiting case when the price of the foreign cur-
rency approaches infinity, i.e., when the price of domestic money in terms of foreign
money falls to zero, the supply of foreign money will become very small. (It
should be noted that the supply and the demand curve are not symmetrical. The
point where the supply curve turns to the left corresponds to that point in the
demand curve when the area of the inseribed rectangle begins to diminish.)

These cases are, however, of no practical importance. They are remote from
reality chiefly because of the assumption that the quantity of money remains con-
stant. If the quantity of money changes and, therefore, prices change, the demand
and supply curves shift. The mechanism of adjustment consists precisely of
more or less automatic changes in the circulating medium which produce appro-
priate shifts of the demand and supply curves.
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Here it is necessary to recall the distinction, worked out in § 2,
between the balance of payments in sense (a) and the balance of
payments in sense (f). Sense (a) refers to OQ (demand actually
satisfied, or supply actually sold); sense (f) refers to the whole
demand-and-supply situation as represented by the two curves. In
sense (a) the two sides of the balance of payment are equal by
definition and a statement to the effect that they are equal is a
tautological statement. But if we say that the balance of payment
is, at a given moment, unfavourable, we mean that at the then
prevailing rate (or at a rate which is considered as normal) demand
exceeds supply, because the demand or supply curve or both have
shifted. The balance of payment in sense (f) is in disequilibrium
at a given rate, but equilibrium can be restored by a change in
the exchange rate.

In view of the fact that changes are constantly occurring in
the innumerable items which make up the balance of payments,
.it might be supposed that the rate of exchange would continually
fluctuate like the price of commodities of which the supply-and-
demand curves are liable to shift. But experience shows that under
normal conditions the exchanges remain practically stable.. There
must, therefore, exist a mechanism which regulates supply and
demand.”

We shall discuss in the next chapter this mechanism under the
working of the gold standard. Chapter IV is concerned with the
mechanism which operates under a paper currency, and Chapter V
provides a synthesis of the two cases.

§ 4. Tae Case orF MORE THAN Two COUNTRIES.

Throughout the preceding argument it has been assumed that only two countries
are involved. But the modern economic system is composed of a number of
different countries, each of which trades with each of the others. There is no
reason to expect that one country’s balance of payments with any other individual
country will be in equilibrium. The analysis given above is applicable, therefore,
only to a country’s balance of payments with all the other countries combined.
The mechanism of adjustment operates, however, through the so-called triangular
trade, by influencing the balance of payments between countries other than the
one directly concerned. In equilibrium the position is as follows. Germany, for
instance, pays for its imports from the United States partly by selling machinery
to South America, while the South American countries export raw materials to
the United States. On the monetary side we can imagine the American exporter
receiving in payment from his German customer a bill on Brazil, and selling it

7 In terms of our demand and supply curves the working of the mechanism
must be conceived as follows : There is an equalising source of supply (gold reserve
of the central bank or exchange equalisation fund); the curve of total supply is
therefore horizontal over a certain range. To avoid a depletion of the gold reserve,
forces are set up which tend to shift the demand and the supply curve in an
appropriate way ; prices are changed and the flow of capital is influenced by means
of changes in the rate of interest.
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to an importer of Brazilian coffee. Actually the whole set of transactions will be
financed by the banks, probably via the London money market, but that makes
no essential difference. The modern banking system acts simply as a partially
decentralised clearing-house.

When more than two countries are involved there will be more than one ex-
change-ratio. Between three countries there will be three ratios (e.g. 1:2, 1:3,
2: 3), between four countries six ratios (e.g. 1:2,1:3,1:4,2:3,2:4,3:3)and

. n(n—I .
between = countrxes-¥ ratios. Since the various foreign exchange markets

are connected by telephone and telegraph, the different ratios must bear a deter-
minate relation to each other. If, for instance, the dollar rate for marks were to
rise, while the dollar rate for pounds, and the sterling rate for marks, remained
constant, it would pay to change marks into dollars, dollars into pounds, and
pounds into marks, until—assuming the dollar rate for pounds to be in equilibrium
—the sterling rate for marks had risen proportionately. It is true that if the
international money market is broken up by the severance of communications in war-
time, temporary discrepancies may arise,8 but experience shows that they will
disappear very soon, even when rates are fluctuating widely.® There may, of
course, be different rates for cash, telegraphic transfers, bills payable at sight,
three months’ bills, &c., all in terms of the same currency. But these exceptions
are only apparent, since they refer to price discrepancies between what are,
in effect, slightly different means of payment.

The situation, however, changes completely when a rigid exchange control
supersedes the forces of the market. Then more or less fictitious and indepen-
dent rates prevail and there is no necessity for a rapid adjustment between them.
The problems resulting from this will be discussed later.

8 This applies also to a single exchange ratio, which may be different even
in the two countries directly involved.

9 Of. Graham, Exchange, Prices and Production in Hyper-Inflation: Germany,
1920-1923 (1930).



CHAPTER III.
THE GOLD STANDARD.

§ 1. DEFINITION,

The term ° gold standard ° may be used in a narrower or in
a wider sense. In the narrower sense it signifies a monetary system
under which gold coins of standard specification, or gold certifi-
cates with 100 per cent. gold backing, form the circulating medium.
In the wider sense it covers also the case where notes or silver
coins are legal tender, provided they are convertible into gold
at a fixed rate. There must, of course, be no prohibition of
the melting down of gold coins.® Under these conditions the
value of money and the value of gold are rigidly linked together
and cannot diverge from one another.

If two or more trading countries are on the gold standard,
and if there are no obstacles to the import and export of gold,
then the different currencies are rigidly linked together. For
instance, if an ounce of gold can be coined into a definite number
of pounds sterling and into twenty times as many marks, then—still
under the provisional assumption that no costs are involved—one
can convert at will twenty marks into one pound and wice versa.
A good analogy, which will be worked out in Chapter V, is that
of two vertical cylinders joined by a conmnecting pipe.

§ 2. Tae GoLp Points.

So long as the balance of payments is in equilibrium the
ordinary means of international payment (bills, cheques, &ec.) cancel
out and there is no need for the transport and recoinage of gold.
But suppose, to take a concrete example, that, owing to a failure
of crops or the necessity of paying reparations, Germany’s balance
of payments with England becomes passive. What happens then?

The effect is that the demand for bills on England becomes
greater than their supply. Consequently the value in marks of
sterling bills goes up. If the actual cost of recoinage is zero,
marks can still be converted into pounds at the rate of 20: 1.
Nevertheless, firms which have payments to make in England are
prepared. to give a somewhat higher price for sterling bills, since

1 There have been many such prohibitions in the course of economic history,
but they were always difficult to enforce.
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they can in this way avoid the expense of transporting gold. If,
however, the price of bills rises above the so-called ¢ upper gold
point,” it will pay to export gold and to have it recoined abroad
rather than to pay the enhanced price.? The position of the gold
point is determined by the costs of transporting gold ; these include,
of course, the insurance premium and the loss of interest involved.
Corresponding to the upper or export gold point there is a lower
or import gold point, which is likewise determined by the cost
of transmitting gold. Under modern conditions the actual trans-
mission of gold is undertaken, not by the merchant himself, but
either by a banking house which specialises in this line of business
or by the central bank itself. The bank is enabled in this way
to open an account abroad. It can then draw cheques and sell
them at the enhanced rate. After the War it became the practice,
instead of actually shipping gold, to earmark it on foreign account.
If the Bank of France wished to import gold from America, it
would simply have the bullion placed in a special account at New
York, ready for shipment should the necessity arise. The Bank
of International Settlements has tried to set up an international
clearing system to supersede gold movements altogether; but since
1929 there has been to some extent a reaction in favour of the
traditional practice.

The complications due to the existence of international borrow-
ing will be considered later. For the present it is assumed that a
passive balance of trade cannot be adjusted, even temporarily, in
this way.

§ 3. MErcanNTILIST IDEAS.

Suppose now that, owing to some factor the effects of which are
not purely transitory,® the balance of trade becomes passive and the
rate of foreign money rises above the gold export point. How long
can the outflow of gold continue? Is there any limit to the amount
of gold which will be withdrawn from circulation? Must the
Government intervene to prevent an inconvenient drain on the
currency, or is an appropriate distribution of gold between different
countries secured automatically?

It is common knowledge that the mercantilists advocated the
restriction of imports and the encouragement of exports, with a
view to inducing an active balance and an inflow of gold. ‘‘ The

2 Goschen’s Theory of Foreign Exchanges contains a classical statement of the
theory. For a detailed catalogue of the determining factors, c¢f. Einzig, Inter-
national Gold Movements.

3 E.g., a series of poor harvests, the necessity of paying reparations over a
long period, or the permanent contraction of a foreign market. .
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ordinary means to increase our wealth and treasure is by foreign
trade, wherein we must ever observe this rule; to sell more to
strangers yearly than we consume of theirs in value.”’*

It is only fair to remember that the mercantilist doctrine was a
~ great advance® on the ‘ bullion system’ which was dominant in
England till after the beginning of the seventeenth century. This
consisted in the rigid control of each separate transaction with
foreign countries, with a view, on the one hand, to reducing com-
modity imports to the bare minimum and, on the other hand, to
.ensuring that exports should be paid for by an actual inflow of gold.
All payments passed through the hands of the ‘ King's Exchanger,’
who had a legal monopoly in the transaction of foreign business.®

The mercantilists showed that it was absurd to try and regulate
every single transaction, since the only thing that mattered was
the balance of total payments. Thomas Mun even went so far as
to say that a passive balance of trade with one country should not
be interfered with so long as it led indirectly to an active balance
with another country. It was on the initiative of the mercantilists,
and particularly of Mun himself, that the most burdensome of the
restrictions on foreign trade were removed.’

The mercantilists are often criticised for taking into account
only the balance of trade instead of the total balance of payments;
"but this criticism is unwarranted. Even in the sixteenth century
there was an international credit system and a well-organised inter-
national money market. Many of the mercantilist writers referred
explicitly to items in the balance of payments other than the trade
balance. For example, Thomas Mun mentioned, amongst other
things, expenditure on foreign travel, the transmission of gold to
Rome, and military expenditure abroad. Certain other items
which are familiar today were non-existent or of negligible pro-
portions in the seventeenth century, and it is hardly surprising
that the mercantilists ignored them. In any case, omissions of

.

4 Thomas Mun, England’s Treasure by Forraign Trade (written about 1628,
published posthumously in 1664).

5 Prof. Schumpeter calls the doctrine of the trade balance ‘‘ the first step
towards an analysis of the economic system.”” Cf. Epochen der Dogmen- und
Methodengeschichte (2nd ed. 1924), p. 38. :

¢ Cf. Tawney’s Introduction to Thomas Wilson, 4 Discourse upon Usury (15672),
reprinted in Classics of Social and Political Science (1925). Prof. Tawney observes
with some justification; that the devices employed by the Tudors are exactly the
same as those resorted to during the War—and also, it may be added, during the
depression from 1931 onwards. Cf. chap. vii, § 7. ‘

7 The best discussion of the mercantilist doctrine is to be found in Viner,
‘ English Theories of Foreign Trade before Adam Smith,”” Journal of Political
Economie (1930), vol. 38, pp. 249 seqg. and 404 seq., and ‘‘ The Balance of Trade ™
in the Encyclopeedia of the Social Sciences (1930), vol. 2, p. 399, Professor Viner
confines his attention to the English mercantilists., COFf. also Heckscher, Mercan-
tilism (1935) (2 vols.). :
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this kind are unimportant compared with other defects of the
doctrine.

The mercantilists based their whole attitude to problems of com-
mercial policy on the idea that the accumulation of gold meant an
increase in the real wealth of a country. This view was, of course,
erroneous. But even if there were any sense in trying to increase
the amount of gold in circulation, the method they advocated—
namely, Government interference with foreign trade—would not
in fact produce this result. Moreover, the fear that there might
be an indefinitely large drain of gold unless such action were taken,
was totally unfounded. The whole theory rested on very crude
notions about the balance of payments. Mercantilism received
its death-blow in 1752 when Hume published his Political
Discourses. This was the first appearance in a systematic form® of
the ¢ classical theory,” which was later refined and extended by
Adam Smith, Thornton, Ricardo, Senior,® John Stuart Mill,
Cairnes, Bastable, Taussig, &c.! It must now be considered in
detail.

§ 4. Tme CrassicaL Tueory anp Its Crirics.

Our problem is to explain how equilibrium is restored after the
balance of trade has become passive and gold has begun to flow out.
The classical solution is as follows. The outflow;of gold decreases
the volume of money in circulation. Consequently prices fall,
exports are stimulated and imports are reduced. In the foreign
country where the balance of payments has become active the
opposite happens.? Gold flows in, the volume of currency in
circulation expands, prices rise, imports are stimulated, and exports
are reduced. The movement of gold, which is the same thing
as the cash payments necessitated by the passive balance of trade,
produces a gap between the price levels of the two countries. This
in its turn stimulates a flow of goods in the same direction as the
original flow of gold, and the flow of goods induces a flow of gold
in the opposite direction. The two gold movements, therefore,
cancel out and the balance of payments is restored to equilibrium

8 It was demonstrated by Friedrich Raffel that every one of the elements com-
posing it could be found in earlier writers. COf. ‘‘ Englische Freihindler vor Adam
Smith,”” Zeitschrift {n'r die gesamten Staatswissenschaften, supplementary vol.
18. (f. also Viner, loc. cit. - :

9 His Three Lectures on the Transmission of the Precious Metals from Coun-
try to Country and the Mercantile Theory of Wealth (1828), reprinted in London
School of Economics Series of Reprints No. 3, 1931. . ) )

1 A detailed account of the historical development and a practically exhaus-
tive bibliography are to be found in Angell, The Theory of International Prices

1926). :
( 3 )Some writers have expressed a fear that the balance of ,Ea{ments may become
passive for all countries simultaneously. But this is unlikely to happen until
- trade connections are established with another planet! .
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by the movement of commodities. Thus, payment is made “pro-
visionally in gold, but finally in goods. To put the same thing
in another way: if a country is suddenly called on to make
additional payments to foreign countries, its volume of exports
and consequently the supply of foreign bills will increase. Simul-
taneously the demand for these bills diminishes, because imports-
contract. The bill market returns, therefore, to equilibrium and
the exchange falls once more below the gold point. -

‘This mechanism thus preserves equilibrium in the balance of
payments. It prevents a complete loss of gold by any one country
and ensures an appropriate distribution of gold among the gold
standard countries which participate in world trade. The
mechanism of the gold standard regulates the movement of gold
automatically. It therefore renders state intervention at once
superfluous and ineffective. ‘‘ The exportation of the specie may
at all times be safely left to the discretion of individuals. . . . If
-it be advantageous to export it, no laws can effectively prevent its
exportation. Happily, in this case, as in most others in commerce,
where there is free competition, the interests of the individual and
that of the community are never at variance.’’*

Ricardo never tired of pointing out that, for purposes of ipter-
national trade, money is simply that commodity which is most
readily exchangeable. It, therefore, gravitates like other com-
modities—only with particular ease—to the place where its value is
highest, or, in other words, where the price level is lowest. *‘ If
in France an ounce of gold were more valuable than in England,
and would therefore in France purchase more of any commodity
common to both countries, gold would immediately quit England
for such purpose, and we should send gold in preference to anything
else, because it would be the cheapest exchangeable commodity in
the English market; for if gold be dearer in France than in Eng-
land, goods must be cheaper; we should not therefore send them
from the. dear to the. cheap market, but, on the contrary,
they would come from the cheap to the dear market and would
be exchanged for our gold.”’* Ricardo was only putting the same
thing differently in the' many passages where he attributed the
outflow of gold to its ‘ redundance.” ‘‘ By relative redundance
then I mean, relative cheapness, and the exportation of the com-
modity I deem, in all ordinary cases, the proof of such cheapness.”’®

Discussion of the particular questions at issue between Ricardo

8 Ricardo, The Htgh Price of Bullion (1911), 4th ed., reprinted in Works, ed.
Mctulloch (1846) 265.

4 Op. mt s P- 265

5 Letters to Malthus, ed. Bonar (1887), p. 13.
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and Malthus must be postponed till Chapter VII, where the classical
treatment of the ‘ transfer problem ’ is compared with the very
similar discussions of recent years. At the present stage it is more
convenient to deal with certain misconceptions of the scope and
implications of the classical theory as a whole. :

On the Continent the classical theory has never found much
favour,® criticism being generally directed against the  quantity
theory of money,” on which it is based. But two varieties of the
quantity theory must be distinguished. The more rigid one asserts
that a given percentage increase or diminution in the quantity of
money will necessarily change prices in the same proportion. But
the classical theory of international trade clearly does not require
so drastic an assumption. It need only postulate that an increase
* in the quantity of money tends to raise prices, and that a diminu-
tion in the quantity of money tends to lower them, without saying
by how much. The quantity theory in this less rigid sense can
hardly be disputed. There is no advantage in substituting, as
Professor Aftalion wishes to do, for ‘ quantity of money’ the
expression ‘total incomes.”” Naturally the quantity of money
influences the price level only when it is actually spent, and thus
constitutes an effective demand for goods. Without altering in
any way the meaning of the classical theory one could say  total
money incomes fall,” © the supply of money shrinks ’ or © the demand
for goods becomes smaller ’ instead of saying  the quantity of
money diminishes ’ or ‘ there is an outflow of gold.” One could
also speak with Professor Ohlin of a ‘shift in (nominal) purchasing
power.’

It has been objected that the gold movements which occur in
practice are too imsignificant to overcome such large disturbances
as often arise in the balance of payments. This objection cannot be
dealt with at the present stage, where the assumption is still made
of a purely automatic, ‘ unmanaged ’ gold standard. = Under
modern conditions every monetary system is influenced by the
deliberate policy of the central bank and by ‘the mechanism of
international credit.® As will be shown later, gold movements
provoke changes in the volume of purchasing power many times
greater than themselves. Under a ¢ pure’ gold standard, where

6 As typical of the French and German attitude, of. the various writings of
Prof. Nogaro, and Helfferich, Money, p. 599 (vol. 2). - )

7 ¢f. his article, < Die Einkommenstheorie des Geldes *' (Wirtschaftstheorie der
Gegenwart (1932), vol. 2, p. 376). Prof. Schumpeter has shown conclusively that
there is no antithesis between °income theory’ and ¢ quantity theory’: ¢f. * Das
Sozialprodukt und die Rechenpfennige” (drchiv fir Sozialwissenschaft (1918),
vol. 44).

8 Fo)r the objection that tariffs, &c., prevent the attainment of equilibrium, cf.
chap. vii, § 5. .
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the circulating medium consisted exclusively of gold, such move-
ments would, therefore, have to be on a much larger scale.

Professor L. Laughlin® has objected that between modern
markets which are connected by railroads, telegraph, telephone,
&c., price differences cannot exist long enough to produce suffi-
ciently large movements of goods. This criticism of the classical
doctrine can be disposed of by pointing out that modern means of
communication equalise prices by inducing transactions between the
cheap and the dear market; far from being an objection, this state-
ment calls attention to circumstances which make for a rapid
functioning of the mechanism.

It is perhaps worth while to think out the classical theory
in terms of inter-regional trade.® Suppose that, owing to a redis-
tribution of taxation, London or the County of Middlesex has
to make increased payments to Scotland. In that case Scotland’s
purchasing power rises at the expense of the South. If the Scots-
men who now have more to spend buy the same commodities
as would have been bought by the Londoners whose incomes have
been reduced, the only effect is a movement of goods from London
to Scotland. More will be consumed in Scotland and less in
London. If, however, the Scotsmen spend their money at home
on commodities other than those which the Londoners have
previously been in the habit of buying, the process of adjustment
is more complicated. The volume of money in Scotland (which
forms the demand for goods there) has increased, whereas in
London it has diminished.  Prices, therefore, rise in Scotland
and fall in London, and the discrepancy between the two price-
levels causes goods to flow from London to Scotland. This is
exactly the same process which has been expounded above as
the standard case in international trade. The problem will be
further analysed in chapter VII.

9 Principles of Money (1903), p. 369.
1Cf. p. 11.  As Ricardo himself pointed out, ‘‘ The money of a particular
country is divided amongst its different provinces by the same rules as the money
of the world is divided amongst the different nations of which it is composed ™
(The High Price of Bullion; Works, p. 282).



CHAPTER 1IV.
INCONVERTIBLE PAPER CURRENCIES.

§ 1. TeE ¢ BALANCE oF PAYMENTS ° THEORY AND THE ‘ INFLATION ’
THEORY.

The last chapter dealt with currencies rigidly linked together
by convertibility into gold. The present chapter is concerned with
the opposite extreme, with inconvertible paper currencies, the
relative values of which are determined by supply and demand
in the open market. The value of one in terms of the other is
subject to variations like the price of ordinary commodities. There
are no fixed parities or gold points, and a passive balance of
payments will cause, not an outflow of gold, but a depreciation
of the exchange. There is no fixed point at which depreciation
will cease, corresponding to the gold export point in the previous
example. ‘On the other hand, depreciation cannot go on indefinitely,
except under a progressive inflation. For the relative price
changes which are necessary to reduce imports, stimulate exports,

- and restore equilibrium—and which under the gold standard are
induced by the outflow of gold—are here produced by variations
in the rate of exchange.® The problem is now to find the general
principle which determines how far depreciation will go.

During the War, when the gold standard was suspended by
one country after another, this question became again one of
practical politics; and it was debated keenly, above all in Germany.
Two explanations were put forward of the steady depreciation of
the mark in terms of foreign currencies. The official view, which
was mercantilist in spirit, ascribed it to the passive balance of
payments; the critics, on the other hand, attributed the whole
responsibility to inflation.

1 Prof. Hollander points out that this factor operates to some extent even
under a gold standard—within the limits set by the gold points (‘‘International
Trade under Depreciated Paper : a Criticism.”  Quarterly Journal of Economics
[1918], vol. 32, p. 678). He concludes that absolute price changes are not required.
But as Malthus showed in his review of Ricardo’s High Price of Bullion, *‘ we
know indeed that such a demand (i.e., for goods of the country whose balance of
trade has become passive owing to a failure of the harvest) will to a certain degree
exist, owing to-the fall in the bills upon the debtor country, and the consequent
opportunity of purchasing its commodities at a cheaper rate than usual. But if the
degt for the corn or the subsidy be considerable, and require prompt payment, the
bills on the debtor country will fall below the price of the transport of the precious
metals. A part of the debt will be paid in these metals, and a part by the increased
exports of commodities '’ (Edinburgh Review [Feb. 1811], vol. 17, pp. 344-5).
‘Cf. also Viner, Canada’s Balance of International Indebtedness, p. 194.

30
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The ° balance of payments’ theory in its naive form merely
asserts that exchange rates are determined by the balance of pay-
ments, in the sense of supply and demand. There can be no
objection to this ¢ theory,” but the question is: what determines
supply and demand?

The balance of payments theory in its more sophisticated form
does try to answer this further question. It asserts that the balance
of payments is determined chiefly by factors which are independent
of variations in the rate of exchange. In addition to fixed pay-
ments, such as reparations and the interest on foreign debts, the
demand for many imported raw materials is inelastic because they
are not to be had at any price except from abroad.

The fatal weakness of this theory is that it assumes the balance
of payments to be a fixed quantity. To use an appropriate metaphor
suggested by Mr. Keynes,? it applies the théory of solids where
that of liquids would be more appropriate. The balance of trade
(and also some invisible imports and exports) depends on the
relation between price-levels at home and abroad. Even the demand
for imported foodstuffs has a certain elasticity. For the same
physiological needs can be satisfied either by cheap commodities
like bréad and potatoes, or by expensive ones like meat and fruit.
In a word, the balance of payments is partially dependent on
the exchanges; it cannot, therefore, be used to explain them.

This objection was raised by theorists of the ¢ inflation ’ school.?
They pointed out that the mark would never have depreciated
so far if the volume of currency had not been continually increased.
It was only the rise of domestic prices that prevented the expansion
of exports and the contraction of imports. Otherwise equilibrium
would have been restored by the change in relative prices. Exactly
the same point had been made more than a hundred years ago
by Ricardo, who asserted that ‘ the exchange accurately measures
the depreciation of the currency.’* The situation in England
during the Napoleonic wars was very similar to that in Germany
from 1914 to 1920. The twentieth century has added but little
to our understanding of these phenomena, and the correspondence

2 0f. “ The German Transfer Problem,” Economic Journal (1929), p. 6. Mr.
Keynes himself compares the balance of trade to a sticky mass. -

3 Cf. the "various writings of Prof. Cassel; Mises, ‘‘Zahlungsbilanz und
Devisenkurse >’ (in Mitteilungen des Verbandes der osterreichischen Banken und
Bankiers [1919]); Machlup, Die Goldkernwdhrung, chap. 15; and Hahn, *‘ Handel-
bilanz—Zahlungsbilanz—Valuta—Giiterpreise ”’ and ¢ Statische und dynamische
Wechselkurse >’ in Geld und Kredit (1924).

4 Letters, p. 15. Cf. also High Price of Bullion, passim, and the celebrated
Bullion Report which was produced under his influence (reprinted in Cannan, The
Paper Pound of 1797-1821).
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between Malthus and Ricardo still provides the best discussion
of the points at issue.

§ 2. THE THEORY OF PURCHASING POWER PARITY.

The view that a fall in the exchange is due to inflation rests
on the theory of ¢ purchasing power parity.” This theory asserts
that the relative value of different currencies corresponds to the
relation between the real purchasing power of each currency in
its own country. The term ¢ purchasing power parity ’ was first
introduced by Professor Cassel, who enunciated the theory in its
most extreme form. But he did not invent it and his formula-
tion was in any case very much over-simplified. His assertion
that the demand for foreign money is determined by its purchasing
power abroad is simply not true. Foreign money is normally
purchased to settle a debt; and debts are contracted either without
reference to prices at all (political debts) or with reference only
to particular prices (commercial debts). General purchasing power
is rarely comsidered.

But it is not difficult to guess what Professor Cassel really
means. In so far as particular prices tend to equality in different
countries, prices in general, or the value of money, will show
the same tendency. But experience teaches that absolute equality
of all particular prices is never realised. Nevertheless, one can
speak of the equalisation of general price-levels, though hardly
any of the purchasing-power-parity theorists except Marshall have
tried to show in detail in what sense this is possible.

Obviously one cannot mean that the price of every single com-
modity must be the same in different countries. It is only trans-
portable goods which react directly to price discrepancies at all,
and even here discrepancies cannot be reduced in this way to
less than the cost of transport. KEvery commodity has an export
point and an import point. The distance between the two ¢ com-
modity points ’® is determined by the cost of transport, including
tariffs, insurance, uninsurable risks, interest (since transport takes
time), cost of advertisement in the foreign market, &c., &c.” If

5 The theory is older even than Ricardo. According to Prof. Angell, the
first writer to formulate it clearly was John Wheatley (Remarks on Currency and
Commerce [1802]). It was also extremely well set out by William Blake (Observu-
tions on the Principles which Regulate the Course of Exchange; and on the Present
Depreciated State of the Currency [1810]). Blake spoke of the relation between
Real Exchange (i.e., purchasing power parity) and Nominal Exchange.

6 As one may call them b{ analogy with the gold points. It should be noted
that the export point is the lower commodity point in terms of domestic price.

- 7 Most of these factors are not peculiar to international trade, however the
latter concept may be defined. :
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in a country the price of a given commodity rises above the import
point, imports will increase, if it falls below the export point, the
commodity will be exported.

Professor Angell has recently urged that, in addition to trans-
port costs, there are other factors which produce permanent price
discrepancies.  Following Professor Schiiller, he mentions lack of
information, lack of initiative, selling costs in a new market. None
of these factors represents permanent costs of transport (indeed,
the first two can hardly be regarded as costs at all), but for that
very reason they do not lead to permanent price discrepancies.®
How long discrepancies due to them will persist is, of course,
another question. Some markets react more promptly than others.
The stock exchanges and the markets for staple commodities in
different countries are connected by telephone and telegraph, and
speculation is highly organised: They therefore react to price
discrepancies within a few hours. Other markets take days or
even weeks to react; but in modern times improved communica-
tions and the collection of more and more detailed information
about foreign markets have reduced substantially the ‘ reaction
period ’ of all markets.

Professor Angell draws attention to another fact which in his
view is the chief cause of disproportionate price differences. The
increase of production which is necessary if exports to the country
with the high price-level are to expand, will normally involve
rising costs. Under perfect competition this. cannot prevent the
equalisation of prices. But, according to Professor Angell, there
are many cases in practice where it will pay manufacturers to
produce the smaller amount at a lower marginal cost, thus making
larger profits per unit of the product. Now it is true that market
conditions may be of this type, but, even so, they will not give
rise to price discrepancies; for exports can be increased without
an expansion of total output. Indeed, manufacturers may not
even know what proportion of their output will be exported by
the traders who buy from them.

-The case of dumping  (¢.e., price discrimination in favour of
the foreigner) also provides no exception to the rule, since com-
modities can be reimported if the price discrepancy is greater than
the costs of transport.® ‘

Within the limits set by the cost of transport the price of
a commodity may vary between different countries. In many

8 As Ricardo pointed out (Letters to Malthus, p. 18), lack of information as
a disturbing factor could be urged against almost every law of political economy.
9 For a general discussion of dumping cf. chap. xviii below.
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cases the two commodity points are a long way apart, and the
limits are correspondingly wide. If transport is impossible, or if
it is disproportionately expensive,' there will be no direct connec-
tion at all between prices at home and abroad.

Thus it is possible to. distinguish, roughly, between goods
which are and goods which are not ¢ internationally traded.” All
commodities which are regularly exported or imported, even if
only ip small quantities, should be classified as international
goods; but it is perfectly conceivable that a commodity which is
exported from country A to country B may be produced in countries
C and D for the home market and neither imported nor exported.
Moreover, the list of international goods is continually changing.
‘Whether at any particular moment a given commodity is ¢ inter-
national ’ or not depends on whether the cost of transport is
smaller or greater than the difference between the marginal costs’
of production in the countries concerned.

The question what goods are ¢ international ’ depends therefore
on the particular circumstances; and the boundary is continually
shifting. Goods which have previously been imported will be
produced at home if costs in general are reduced (e.g., by deflation),
if their particular costs of production are diminished (e.g., by a
new invention) or if their costs of transport are increhsed (e.g.,
by a tariff). Shifts of this kind may be permanent or transitory
or periodic (e.g., seasonal). A great many domestic goods are
potentially international goods. The nearer their cost of production
is to the export or to the import point the more likely they are
to become international goods, as a result of small changes either
in the cost of production or in the cost of transport. '

The price of international goods in the exporting country
coincides with the lower or export commodity point, and in
the importing country with the upper or import point.? The
difference between them is equal to the cost of transport. If it
were greater, the flow of goods would increase; if it were less,

1 The first asplies to land, houses, labour and commodities with prohibitive
tariffs, the second to certain building materials and so forth.

2In trade statistics a single class of goods may frequently be found both
among the imports and among the exports of the same country. This may occur
for several reasons. Thus the imported commodity may differ slightly in quality
from the exported commodity, although they are classified for statistical purposes
under the same heading. Moreover, goods of the same type may be imported.and
exported at different moments of time (e.g. seasonal fluctuations), or they may be
imported into one part of the country and at the same time be exported from
another part of the country. Thus for many years wheat was imported into Western
Germany and exported from Eastern germany. Further, certain goods are
imported from one country and then re-exported to another. Finally, there may be
occasional exceptions -due to imperfection of the market. But the distinction
between regular exports and imports does not thereby become meaningless. = Cf.
Taussig, Some Aspects of the Tariff Question (1931), 3rd ed.
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the flow of goods would diminish. The price of each international
good in one country has, therefore, a determinate relation to its
price in the other country; and both prices move together. The
same argument applies to the price of international goods taken
as a whole. Their average price-level is generally higher in one
country than in another, since the cost of transport varies between
different goods. But if there is no change in transport costs the
average price-level rises or falls everywhere in the same pro-
portion; it cannot possibly go up in one country and down in
another. If all goods were internationally traded the theory of
purchasing power parity would, therefore, require no further proof.
But there are also domestic goods; and it is theoretically possible
that their price-level may vary even inversely to that of inter-
national goods. The theory of purchasing power parity has, there-
fore, to prove that the two price levels do, in fact, move together.

It seems probable that there is a fairly close connection of this
kind.®* Even if the proportion of international to domestic goods
is small,* it must not be forgotten that the former include most
of the important raw materials, which influence considerably the
price of their products. Moreover, the number of international
and of potentially international goods is continually being increased
by improvements in transport.

We are now in a position to state the theory of purchasing
power parity in a precise form and with the necessary qualifications.

(a) It is not true that prices must be the same in all trading
countries. Owing to differences in the cost of transport there will
be differences in the price of particular articles. It is impossible
to say beforehand whether in any particular case they will cancel
out, leaving average prices the same, or not.

- (b) The theory cannot, .therefore, be applied to absolute levels
of prices, but only to changes in the price levels.? Moreover, there
is a direct and rigid éonnection only between the prices of inter-
national goods in different countries, though probably the connec-
tion between the price of international and of domestic goods
within each country, and, therefore, by way. of the former between
the general price levels of different countries, is fairly close.

Let Pa be the general price level of country A and P the
general price level of country B. TLet R be the exchange rate

3 Cf. Zapoleon, ‘* International and Domestic Commodities and the Theory of
Prices ”* (Quarterly Journal -of Economics [May 1931], vol. 45, %) 409 et seq.).
Mr. Keynes is of the opposite opinion. Cf. 4 Tract on Monetary Keform,:p. 93.

4 For the United States it is computed at between 5 and 8 9%, but the figures are
not very reliable. In smaller countries one would naturally expect the proportion
to be higher.

5 Cf. Pigou, Essays in Applied Economics, p. 166.
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of currency A in terms of currency B. Then Pa=PsxRxk, k
representing the difference between the value of money in A and
in B respectively. Thus R= PPik The fraction 1;; expresses
the relation between the two price levels, and k the divergence
from purchasing power parity.

Let 1 and 2 represent different points of time. Then

) Pa, | Pa,
R, : Ry ~ Pe,xk, Pp xk,
purchasing power parity remains constant throughout (¢.e., if in
both countries the general price level moves parallel with
the price level of international goods), then k;=k, and

R,: R, = g‘;l EA2 In this case the change in purchasing power
2

If the degree of divergence from

parity, z.e., ‘the relative movement of the two price-levels, 1s
reflected by a proportionate variation of the exchange-rate.

The simplest form of the theory is represented by the equation
-gi' = gﬁl, which holds when the general price-level in country
2 2

Pp,
Ps,
place in A. In other words, the change in the purchasing power
of money in country A is here reflected in a corresponding varia-
tion of the exchange rate.

(c¢) It is obvious that the theory of purchasing power parity
stands or falls with the hypothesis that k does in practice remain
fairly constant. There is no logical necessity for this. The extent
to which k changes depends primarily on the comparative import-
ance of international and domestic goods. If the volume of
international trade is small, it may even change very considerably.
In such cases the theory breaks down completely.

Suppose, for example, that Canadian exports to England
consist of wheat—representing agricultural produce in general—
and English exports to Canada of electrical machinery, both to the
value of 100 million. If, now, England’s demand for wheat
increases, more will be imported and the price will rise.®
England has then to choose between two- alternatives. She can
directly stimulate exports and discourage imports by letting the
exchange depreciate. On the other hand, she can hold the exchange
constant by reducing the amount of money in circulation. Under
a gold standard of the rigid type this is brought about auto-
matically by an outflow of gold, but under a paper currency
credit must be restricted in order to secure stability of the

B remains unchanged (so that =1), while an inflation takes

6 Similar results follow a change in supply.
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exchange;” in either case there has to be deflation in England.
The prices of all commodities produced at home, including electrical
machinery, go down and wheat becomes comparatively dearer.
Thus equilibrium is finally restored, in this case, too, by an increase
of exports and a diminution of imports.®

In both cases k has changed. The price of international goods
is once more, apart from transport costs, identical in both countries.
In England the general price-level has fallen, compared with
the price of wheat. The price of electrical machinery is affected
in the same way as that of other commodities produced at home.
The price-level of imports and exports together has therefore risen,
relatively to the general price-level in England. In Canada, on
the other hand, the prices of intermational goods have fallen more
than the general price-level in Canda, since electrical machinery
is now cheaper than before. This is clearly an exception to the
theory of purchasing power parity. :

An example of the type just analysed was suggested by
Professor Viner in a debate with Professor Cassel.” In reply,
Professor Cassel admitted that the rate of exchange was determined
not only by purchasing power parity but also by the conditions of
demand for imports. But he maintained that his theory was
meant to apply only to the effect of monetary changes operating
ceteris paribus.

(d) In the modern world sudden and violent changes of k are
prevented by the reserve of potentially international goods. But
over a period of years quite appreciable changes can take place.
The question therefore arises whether the theory of purchasing
power parity is anything more than an extremely rough approxima-
tion to the facts. The answer must be that for one group of
phenomena, namely monetary changes, the theory holds true with
a high degree of precision. During the post-war inflation, perhaps
99 per cent. of the depreciation of the German mark was due to

7 Cf. chap. v below.

8 Apart from the twe cases analysed in the text, there is a third possibility.
The increased demand for wheat in England implies a decreased demand for
other commodities. Productive resourcés may therefore be liberated for use in
tle export industry, and the price of electrical machinery may fall, without dis-
turbance either to the exchange or to the price system as a whole. If purchasing

ower parity is to be maintained, Canada must expend the whole surplus derived
rom the sale of wheat on the purchase of electrical machinery.

% At Chicago in Jan., 1928 Prof. Viner pointed out, further, that prices can rise
in one country and fall in the other if the cost of transport in one direction goes u
-and in the other direction goes down. The same point has also been made by Prof.
Pigou (op. cit.) in a more general form. He points out that any impediment to
trade in one direction only will upset the purchasing power parity. Prof. Gregory
admits that there are exceptions to the purchasing power parity theory, but con-
sideérs them to be negligible. Cf. *‘ Geldtheorie und Handelsbilanz *’ in Die
Wirtchaftstheorie der Gegenwart (1932), vol. 2, pp. 370-1.

i
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the rise in prices and only 1 per cent. to changes in relative
demand. It is improbable that inflation or deflation will
permanently affect k, by changing the relative demand for
international and for domestic goods respectively, if the basic
conditions of consumers’ tastes and technical knowledge remain
constant.’ Moreover, in a violent inflation the disturbing effect
of changes in relative demand is clearly quite imperceptible.?

(e) The experience of recent years has shown that it is possible,
to a quite unexpected extent, to isolate, by means of rigid import
restrictions, one country’s price-levels from those of the outside
world and thus to maintain for a long period an exchange-rate
which is quite out of line with purchasing power parity in the
ordinary sense. In the more exact terminology of our theory
one would have to say that it is possible to produce rapidly large
changes in k by the imposition of tariffs and quotas; but, of course,
only at the cost of drastically restricting the international division
of labour.?

Although the theory of purchasing power par1’cy has therefore
ozly a restricted field of application, the fundamental conception
which distinguishes it from the balance of payments theory is both
correct and important. While the price-levels of different trading
countries may diverge, their price systems are nevertheless inter-
related and interdependent, although the relation need not be that
of equality. Moreover, as will be shown in the next chapter,
supporters of the theory are quite right in contending that the
exchanges can always be stabilised at any desired level by appropri-
ate, though not necessarily by proportionate, changes in the volume
of money.

§ 3. PROBLEMS OF STATISTICAL VERIFICATION.

If the theory of purchasing power parity is to be tested statis-
tically, care must be taken to select for comparison those prices
which are relevant to it. This presupposes a theoretical analysis.

Attention has generally been concentrated on the index of
wholesale prices. But this relates to raw materials, semi-manu-
factured commodities and foodstuffs, which are mostly international
goods. The high degree of correlation® which has been established
affords, therefore, not much support to the theory of purchasing
power parity.

L The problem of temporary changes will be discussed in chap. vi.

2 In the above-mentioned discussion Prof. Cassel made it clear that his theory
had been devised primarily to meet this case, and that it presupposed, strictly
speaki fixed dema.nd functions.

2a C'fg chap. vii, §

3 In chap. vi it w1ll be shown by statistical examples that even in this field
discrepancies persist for fairly long periods when inflation is going on.
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Of greater significance is the behaviour of retail prices or the
‘cost of living ’; for retail commodities are, clearly, domestic
goods. Statistical enquiry shows that the absolute price-level of
retail goods is usually higher in rich than in poor countries. This
is due partly to differences in the cost of retailing, but partly also
to the fact that many commodities which appear in statistical tables
under the same heading are of higher quality in the more pros-
perous countries.* Moreover, taxes on retail trading and restric-
tions and regulations of various kinds work in the same direction.
All these factors produce absolute prlce discrepancies and they also
prevent the movements of retail prices from correspondmg so closely
in different countries as those of wholesale prices. It is, therefore,
of great theoretical interest that a considerable degree of correlation
has been observed.

The problem of comparison between goods of better quality and
goods of poor quality exemplifies one of the main difficulties of
statistical work. The price levels of different countries include
different commodities. Even staple commodities are not completely
standardised, and no two markets operate in exactly the same
way. A strict comparison is, therefore, impossible. Moreover,
the statistical data are very incomplete. Apart from a few raw
materials, there are not even the weekly quotations which would
be necessary for detailed comparisons, while information about
rebates, discounts, &c., cannot usually be obtained at all. On
detailed problems of this kind a great deal of work remains to
be done. In the meantime one must refrain from drawing hasty
conclusions about the relation between the price systems of different
countries from the ordinary crude statistics.

The most usual method of determining whether the exchange-
rate between two countries is in equilibrium and whether it
corresponds to purchasing power parity is as follows. The price-
indices of Great Britain and the United States are both put equal
to 100 for 1928, when the exchange-rate is assumed to have been
- in equilibrium. - Changes in the two price levels are then calculated
relatively to the common base year, and the divergence between
them is compared with movements of the exchange. If, e.g., the
English price-index fell between 1928 and 1932 from 100 to 90
and the American index from 100 to 60, then the value of the
pound in terms of dollars should have decreased by one-third.

This method is, however, inadequate, quite apart from any
deficiencies of the statistical data. For one cannot be sure whether

4 This applies not o g to the goods themselves but also to the conditions
under which they are sol
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there was equilibrium in the base year, or to what extent k has
changed. Moreover, even in the simplified case when all goods
are internationally traded, and there are no costs of transport,
the method is still inaccurate.

Let us consider two periods and two countries. Individual
prices change diﬁerently from period one to period two, but there
are no price differences in either period between the two countries.
Then the purchasmg power panty would clearly hold in both
periods; if each price is the same in both countries, a fortior:, the
price-level must be the same too, however we define this ambiguous
term. From that it does not, however, follow that the price-level
in each country will be found to have changed to the same extent
between the first and the second period. At least, if we take for
each country price index numbers which use values of production
or consumption as weights, any difference between the weighting
systems of the two countries will produce a divergence in the
calculated change of the price-level in the two countries between
periods one and two.®

This paradox is due to the fact that only fixed-weight index
formulee fulfil the so-called ¢ circular test.’® This puzzle exists
also if we drop the assumption that each price is the same in both
countries; but it is then veiled by the influence of the price dis-
crepancies. It seems to follow that index-numbers designed for .
the verification of the purchasing-power-parity theory, should not
use figures of national consumptionp or production as weights.

5 Cf. Nurkse, Internationale Kapitalbewegungen (1935), p. 151.
-6 Cf. Haberler, Der Sinn der Indexzahlen (1927) 48 et seq. Irving Fisher,
The Making of Index Numbers, 3rd ed. (1927), P 274pet seq.



" CHAPTER V.
FURTHER DETAILS OF THE EXCHANGE-MECHANISM.

§ 1. PRELIMINARY REMARKS ON MoONETARY THEORY IN. GENERAL.

The last two chapters have sketched in outline the workings
of a pure gold-standard and of inconvertible paper-currencies
respectively. But the monetary systems of the modern world repre-
sent generally neither of these two extremes. In the presemt
chapter it will be shown how exchange-rates are kept more or
less automatically stable under certain modified types of gold-
standard, and how they are deliberately controlled by means of
discount-policy.

It has often been pointed out that money finds its purest expres-
sion in ¢ token-money —such as currency-notes—which as a com-
modity has practically no value at all. In other words, monetary
problems can be expressed in their most general form when we
assume a pure paper-currency. Most of the conclusions reached
under such an assumption—in particular what has been said about
price-adjustments and purchasing-power parity—can therefore be
applied without qualification to the special conditions of the gold-
standard and of the intermediate types as well.

Before doing so, however, it is convenient to illustrate some
of the fundamental conceptions of monetary theory by means of
a familiar analogy. In fig. 2 the monetary systems of two countries
are represented by vertical eylinders -as follows:—

i

Fig. 2. v

In each case the amount of water stands for the quantity of
‘money, the depth of water for the price-level, and the width of
the cylinder, as measured by the area of its base, for the volume
of transactions, or amount of work which the money has to perform.
The functioning of the gold-standard may be represented by a
pipe connecting the two cylinders below the water-line and thus
ensuring that, should water be removed from one cylinder into the
other, a corresponding amount would flow back through the pipe.
Thus the level of water in the two cylinders could not in the
long run be different. With inconvertible paper-currencies, on
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the other hand, price-changes would be reflected in relative changes
of the two water-levels, representing a shift of the exchange-rate.
Changes in purchasing-power parity (+*k) would in both cases
be represented by the raising or lowering of one cylinder compared
with the other.

The volume of transactions is determined, broadly speaking, by
(a) the volume of goods and services to be exchanged, () the
degree of vertical integration or differentiation,® (c) the habits
of payment, or methods of settling accounts, and the extent of
payments by instruments of credit.

Factors (b) and (c) are usually grouped together under the
rather vague heading, ‘Velocity of Circulation of Money.” But
the method of classification is really a matter of convenience.
Thus one can contrast, with Professor Mises, the ¢ stock of money ’
with the ‘ demand for money,” and understand by the latter the
volume of trade in the wider sense, %.e., the width of the ¢ cylinder ’
as determined by factors (a) to (¢). On the other hand, one may
consider it more appropriate to distinguish between determining
forces ¢ on the money-side ’ (quantity of money, velocity of circula-
tion, methods of payment which dispense with cash, &c.) and
determining forces ‘ on the commodity-side’ (quantity of goods
to be exchanged, &c.)—though the line of distinction is not always
clear-cut. One can treat the methods of payment which dispense
with cash (settlement at a clearing house and credit as a means
of payment) as an increase either in the quantity of money or,
with Wicksell,? in the velocity of circulation of cash. The method
of classification chosen is to a large extent immaterial: the import-
ant thing is to analyse the various factors in detail and not merely
lump them together under ‘ demand for money ’ or © velocity of
circulation,” as the case may be. ;

‘ Bank-money ’ deserves special notice. A large proportion of
payments—in the Anglo-Saxon countries, where the use of cheques
is very widespread, the great majority of payments, on the
Continent of EKurope a conmsiderable part—is made not in cash
but by the transfer of bank-credit from one account to another.
Bank-money is also called ¢ deposit-money’ or ° credit-money.’
¢ Average volume of short-term liabilities of the banks ’ x ‘ rate of
turnover ’=°* total clearing figures ’ shows raughly the magnitude
of these transactions.®

1 0{. nota.blgv Hayek, Prices and Production; Holtrop, Omloopsnelheid van het
Geld, 1928, p. 111; and the German edition of the latter work, ‘“ Umlaufsgeschwin-
_ digkeit des Geldes *’ in Beitrige zur Geldtheorie, 1933, ed. by Hayek, pp. 144 et seq.

2 Cf. Lectures on Political Economy, vol. 2 (1935). '

3 0f. Neisser, ‘ Umlaufsgeschwindigkeit der Bankdepositen '’ in Handwdrter-
buch des Bankwesens (1933). C
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One can regard the expansion of bank-credit as an increase
either in the quantity of money or in the velocity of circulation
or ‘efficiency of ‘ real money ’; or, again, as a decrease in the
demand for money or in the work which real money has to perform.
But since bank-money is quantitatively so important and since the
banks. are able to create and destroy it, the expression ‘ changes
in the quantity of money ’ seems most appropriate.

Some writers even commence their exposition of monetary theory
by postulating a pure credit-system, and introduced cash-payments
only at a later stage.* But "this procedure has the disadvantage
of obscuring the fundamental principle that money—of whatever
kind—has economic value only because its quantity is limited.

But whichever terminology or method of exposition one adopts,
it is necessary to find an expression for the following two relations.
On the one hand, there must be a definite relation between cash
and bank-money. Needless to say this ratio is not absolutely fixed
but varies from time to time. On the other hand, the creation
of bank-money wunder given -circumstances has a determinate
influence on prices—whether one calls it an increase in the quantity
of money or in the velocity of circulation.

We are now in a position to state those elementary propositions
of monetary theory which are relevant to the main argument.
If the volume of trade and the velocity of circulation (habits
of payment, &c.)—or in terms of our analogy the width of the
cylinder—remain constant, then the price-level rises with every
increase in the quantity of money. If in a progressive economy
the quantity of money and the velocity of circulation (habits of
payment, &c.) remain constant while the production of goods
increases, then the price-level must fall, &c., &c.

It will hardly be disputed that the only easily-regulated factor
among the forces determining the price-level is the quantity of
money, including credit. The other factors—the quantity of goods
to be exchanged and the habits of payment (velocity of circula-
tion)—cannot be influenced so quickly, if at all. A monetary
policy therefore which aims at stabilising the price-level or the
exchanges must regulate the quantity of money. In this way
one can usually counteract other influences on prices, and thus
mamtaln the existing price-level. If, for example; in the course
of economic development the quantity of goods to be exchanged
increases, prices will tend to fall. TUnless this tendency is offset
by a change in the habits of payment (e.g., by a growth of methods

4 Cf., e.g., Hahn, Volkswirtschaftliche Theorie des Bankkredits, 3rd edn., 1930;
Hawtrey, Currency and Credit, 3rd ‘edn., 1928; and Keynes, Treatise on Momy
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of payment other than by cash) it can be prevented only by an
increase in the quantity of money. In other words, a larger
quantity of money is required to carry through a larger volume
of transactions at the same level of prices.

The rate of exchange is determined, as we have shown, by

the equation R= %AT&' Assuming, to avoid complications, that
B .
k remains relatively constant, it follows that %‘5 must be held

: B
constant if it is desired to stabilise the rate of exchange. Any

changes in k must be compensated by changes in ;—’—A. In either
B

case the desired effect can normally be produced by regulating
the quantity of money.

§ 2. PRICE-STABILITY versus EXCHANGE-STABILITY,

Governments generally choose to stabilise either the price-level
or the rates of foreign exchange. These two lines of policy are
compatible with one another only if foreign countries also follow
a policy of stabilising the price-level®>—that is to say, only by
international agreement. But if in foreign countries the price-
level is rising or falling, the country in question is faced with
the dilemma of either stabilising the exchange rate and letting
the domestic price-level move in sympathy with the foreign price-
level, or stabilising domestic prices and allowing the exchange rate
to move in inverse ratio to the movement of the foreign price-level.
In general, stabilisation of the exchange-rate is the line of least
resistance, unless price-levels abroad are subject to very wide
fluctuations. Movements of the exchange-rate leap to the eye,
whereas small changes in the price-level are less clear-cut and
attract less attention. When the exchange rate of a country
depreciates by 10%, everyone sees what is happening. A 10% rise
in the price-level is, on the other hand, not such an unambiguous
and striking phenomenon. Both commercial and financial relations
with foreign countries are at once sensibly affected by fluctuations
of the exchanges. Speculation in the foreign-exchange market®
develops, unless rates are kept absolutely stable, and international
credit-operations of a normal kind are seriously hampered hereby.
In financially weak countries—particularly where the memory of
inflation is still fresh—every deviation of the exchange from gold-

5 And if k remains constant. If k changes, the exchange and the price-level
can both remain constant only if the price-level abroad happens to have shifted
exactly parallel with k.

6 Cf. chap vi.
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parity, or even any likelihood of such deviation must lead to a
crisis of confidence and to withdrawals of credit. This has been
demonstrated once more by events in Germany in 1931 and 1932.
The repeated runs, during the last few years, on the currencies
of .the Gold Bloc have shown that fluctuating exchanges produce
very unpleasant long-period effects. The gains and losses which
can be made from the unexpected depreciation of one currency or
another have come to be realised more and more widely. People
therefore try to invest their money in as liquid a form as possible,
in order to be able to convert it at the first sign of danger into
some other currency which appears at the moment to offer greater
security. - The desire for liquidity has led to the hoarding of
gold on a large scale and has very considerably strengthened the
tendency to deflation, particularly in the gold-standard countries.
For smaller countries in whose economic system foreign trade
plays a large part, stabilisation of the exchange is the only possible
policy. Particularly if they are dependent on foreign capital, they
must sacrifice stability of prices to stability of the exchange, at
any rate so long as there are important countries abroad with
a fairly stable monetary system to which they can attach them-
selves. For strong countries another policy is conceivable. Thus
Mr. Keynes has for many years advocated for England a policy
of stabilising the price-level, with the aim of smoothing out cyclical
fluctuations, even at the cost of an unstable exchange-rate with
the gold-standard countries. The arguments in favour of stabilising
the price-level rather than the exchange cannot be examined here.”
For this would involve a detailed treatment of trade-cycle theory
and .trade-cycle policy, and particularly of the problem of price-
stabilisation as a means of smoothing out cyclical fluctuations.
Recent years have provided extremely interesting experiences
in this field. Since departing, in September 1931, from the gold-
standard, England has followed more or less deliberately and with
the support of many English economists a policy of stabilising
the price-level.® This policy enabled the Scandinavian countries
and the Dominions to reap the advantages of stable exchange-rates
with England—still the centre of world-trade—and with other
members of the sterling-group, and to maintain stability of prices
relatively to one another.
But as already mentioned the instability of the exchange-rate
between the gold- and the sterling-currencies has led to serious

7 Cf. Harrod, International Economics (1833). This able ‘discussion is however
based on a theory of short-run (cyclical) fluctuations which cannot be accepted as
definitely established.

8 Cf. Benham, British Monetary Policy (1932).
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disadvantages. The conclusion seems therefore justified that stable
exchange-rates, or in other words an international standard of
one kind or another, is indispensable in the long run for any
extensive exchange of goods and credit on an individualistic basis.
A collapse of the international money-system would have to lead
sooner or later to a rigid control, in the first instance, of the
capital-market. This would necessitate, as will be shown in § 7,
chapter VII, also a rigid superintendence of trade in commodities.
Whether the international system must take the form of the
gold standard is another question. From the purely economic
point of view one could equally well picture an international
sterling-standard, such as already operates over a considerable
part of the world. This is in fact only to a small extent a question
of economic theory, and to a much greater extent a question of
international politics.

§ 8. METHODS OF PRESERVING EXCHANGE-STABILITY (GoLD-BULLION
STANDARD, GorLD-EXCHANGE STANDARD).

(¢) The simplest method of preserving a stable exchange is a
gold standard in the rigid semse. As already pointed out, its
mechanism, which has been described in Chapter III, may be
compared to a pipe connecting our two cylinders and ensuring
automatically that the level of water shall always be the same
in each.

(b) Stability of the exchange can however equally well be main-
tained under a less rigid type of gold standard. There is no need
for the circulating medium to consist entirely of gold.

International payments are nmormally made not in cash but by
cheque or by a bill of exchange. Gold is used only for a small
proportion of total payments and that only when equilibrium has
been disturbed. Here one can distinguish three main cases. (1)
A sudden payment in one direction which does not evoke a simul-
taneous payment in the opposite direction. This may be compared
to an overflow of water out of one cylinder into the other; but a
corresponding quantity would flow back through the pipe. (2) A
permanent increase in one country’s volume of trade, or a decrease
in the velocity of circulation. This would be represented by an
increase in the diameter of one cylinder; water would flow into
it and stay there permanently. (3) An increase in the amount
of money. This would mean, in terms of our analogy, that water
was poured into one cylinder; a corresponding amount would then
drain off into the other cylinder. Experience shows that large
movements of gold are required only in the third case. For, in
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the first case, a transfer of goods is soon stimulated® and, in the
second case, the expansmn ‘which necessarily takes time, is facili-
tated by the normal increase in the world’s stock of gold

It should be noted that the pohcy of preventing any increase
in the total amount of money® leads in the latter case to unfavour-
able results. There are reasons for the view, widely held by
economists;? that if in a closed economy productivity per head
increases, it is better to keep the amount of money constant than
4o stabilise prices. This argument must however be applied with
caution to the international sphere. Suppose that productivity per
head increases in the United States but remains constant in Europe.
Unless the total amount of money increases, there must be a change
in the international distribution of gold if the gold-parity is to
be maintained. In the United States prices fall, exports increase,

- imports diminish, gold flows in and prices rise again. In the
European countries the amount of money has to fall, although
conditions at home do not call for deflation. This would be avoided
if the quantity of money in the United States was increased from
the start.

To return to the main argument Since under normal condi-
tions only a small proportion of the gold in circulation is ever
likely to flow out, the gold standard can be maintained even if
a considerable part of the currency consists of paper-money with
only a relatively small gold -backing. To use a picturesque
metaphor of Adam Smith’s, ‘“ a sort of waggon-way (is provided)
through the air.”” This means an appreciable saving to the country
concerned, since a substantial amount of gold, which is more expen-
sive than paper, can be dispensed with. If other countries follow
suit, prices rise all along the line and the only advantage is that
gold can be used more freely for industrial purposes and that
factors can be transferred to the production of other commodities.

It is only a further step in the same direction to use the whole
stock of gold as a reserve for emergency payments to foreign
countries and to make paper-money the sole legal tender.® This
is called the ¢ Gold-Bullion Standard.’ .

v {c¢) If the whole stock of gold is in the hands of the central
bank, the latter can use it to buy short-term foreign investments,
which, on the one hand, yield interest and, on the other hand,

9 Cf. chap. vii.

oy ll(‘f Hayek, Prices and Production and Moneiary Theory and the Trade
cLe

; Cf. the references in Hayek, ‘ Paradox of Saving " in Bconomica, May 1931,

3 Of Machlup, Die Goldkemwahrung, 1925. Ricardo was the first to advocate
a fold -standard of this type (Proposals for an Economical and Secure Currency,
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are readily convertible into gold. This device, which is called
the ¢ Gold-Exchange Standard,” was practised even before 1914,
especially by the Austro-Hungarian Bank, but also to some extent
elsewhere.* When the Central European currencies were stabilised
after the war, most of the countries concerned adopted a dollar-
exchange standard,® because at that time the United States was the
only country really on the gold standard. But Holland, Switzer-
land and the Scandinavian countries made a similar use of sterling-
bills after England returned to the gold standard. When she again
abandoned it, in 1931, they suffered heavy losses. Since then
the practice has gone out of fashion to some extent, except within
the ° sterling area.’

Clearly gold-exchange standards in the proper sense presuppose
that at least one country remains on a gold standard of the tradi-
tional type. It is conceivable that two countries might adopt a
gold-exchange standard relatively to one another. If, for instance,
the United States sent gold to Great Britain® for investment in
‘sterling-bills, the Bank of England would be enabled in its turn
to purchase American bills by the same method, and so on indefi-
nitely. This procedure might be called ¢ reciprocal inflation.’

If the credit-policy of the central banks was determined in
the traditional way by the reserve-proportion, the same gold would
form a basis for credit-expansion in more than one country, and
a world-inflation would ensue.

The quantity of money is controlled under all varieties of gold-
standard by its convertibility into gold or foreign exchange. If
prices rise or if because payments to foreign countries temporarily
exceed payments from them, there is a demand for gold and
foreign exchange at the central bank, a corresponding volume of
notes will be paid in and thus withdrawn from circulation. The
reserve-regulations, which lay down a definite relation between
paper-money and cash-reserves, are intended to prevent the bank
from issuing too much paper-money.

In addition to this ‘ automatic brake ’ there is also a ‘ hand
brake ’ operated by the central bank, which both directly and
indirectly influences the rates of foreign exchange. This hand
brake is the discount-policy.

§ 4. Discount-Poricy.

In all historical cases of the gold‘standard, only a part of

4 Cf. Ansiaux, La politique regulatrice des changes, and Keynes, Indian
Currency and Exchange (1913), chap. ii.

5 Cf. Machlup, Die neuen Wdhrungen in Europa (1927).

6 As already pointed out, the actual shipment of gold can, under modern con-
ditions, be dispensed with.
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the note circulation consists of gold and gold certificates and,
in consequence, expands and contracts in direct response to changes
in the demand for and in the supply of bullion. The remaining
part of the note circulation is issued by the central bank not in
exchange for bullion but by discounting bills of a standard type.’
The rate of discount (i.e., the difference between the value at
maturity and the price offered by the bank) is called ¢ bank-rate.’
It represents the rate of interest at which the central bank is pre-
pared to lend money against this type of security.

A rise in bank-rate tends, ceteris paribus, to strengthen the
exchange; a fall in bank-rate tends to weaken it. The mechanism
is twofold. Changes in bank-rate affect the exchange, on the one
hand, directly by causing an inflow or outflow of short-term invest-
ment, and, on the other hand, indirectly by influencing prices. The
former effect is immediate but transitory, the latter gradual but
permanent,

(a) The indirect effect is as follows: It is an accepted principle
of monetary theory that a rise in bank-rate leads to a fall in prices
and vice versa.® If the rate is lowered, more bills are offered
to the bank for discount and additional money is thus brought
into circulation. The goods on which the borrowed money is
spent tend to rise in price and gradually other prices rise too.
If changes in bank-rate are to be effective, the central bank must,
of course, actually be in the habit of discounting bills. More-
over if, e.g., a fall in bank-rate is offset by a tightening up of
conditions regarding security, or if the total amount of bills dis-
counted is held constant, then a fall in bank-rate will not cause
the amount of money to increase. It has already been shown how
changes of price affect the exchange. Here it must be stressed
that the relevant commodity-prices only change gradually as the
influence of the change in the amount of money spreads through
the system.

(b) Experience shows, however, that in most cases changes in
bank-rate affect the exchange immediately. This happens as
follows. Since an appreciable proportion of short-term lending is
supplied by the central bank, the latter exercises within limits a
control over the money-market. If bank-rate goes up market-rates

7 Generally with not more than three months to run. .

8Cf. A. {Iarshall, Official Papers (1926); Wicksell, Geldzins und Giiterpreise,
1898 English translation (1936); Lectures on Political Economy, vol. 2, English edn.,
1935; Mises, Theory of Money and Credit, English edn., 1935; Hawtrey, Good
and Bad Trade (1911{'5); Hawtrey, Currency and Credit, 3rd edn., 1928. Keynes,
4 Treatise on Money, 1930, vol. 1, chap. xiii, *“ Modus Operandi of Bank-Rate.”
Hayek, Monetary Theory and the Trade Cycle (1932). Marco Fanno, ¢ Die reine
Theorie des Geldmarktes ** in Beitrage zur Geldtheorie, ed. by -Hayek, 1933.

¢ .
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as a rule go up too—though perhaps not to the same extent. The
central bank may be regarded as the marginal lender. Moreover,
a rise in bank-rate has a strong psychological influence. It is
regarded by the other lenders as a danger-signal and they restrict
supply accordingly.

A rise in the rate of interest implies, ceteris paribus, a fall
in the prices of all securities bearing a fixed rate of interest. For
instance, if the market-rate of interest rises from 4 to 5%, deben-
tures and other fixed-interest securities clearly become less
attractive compared with other lines of investment at the same
financial centre. But the consequent fall in their price will induce
foreigners to buy. The balance of payments is therefore affected
in the same way as by a fall in commodity-prices.

This connection between the rate of discount and the price of
stocks bearing a fixed rate of interest allows the central bank to
reinforce its discount-policy by ¢ open-market operations.” By
selling or buying, e.g., Government stock in the open market, the
bank can produce the same kind of effects as by raising or lowering
its rate of discount.

The most powerful, however, of the immediate effects of a rise
in the market-rate of interest is to attract the flow of short-term
investment away from foreign markets. An inflow increases the
supply of foreign money and strengthens the exchange.

This does not, of course, imply that there must be the same
rate of interest in all countries or that small changes necessarily
lead to movements of capital. The tendency to equality of interest-
rates must be understood in the same sense as that of commodity-
prices. A rdle corresponding to that of transport-costs, in the
wide sense explained about, is here played by the risk-factor. It
sometimes requires a considerable difference of interest-rates to
induce capital to move. In times of financial disturbances as in
large parts of the world since 1931 foreign capital cannot be
attracted at any price. All that can be asserted is that a rise of
the interest-rate in one country tends, ceteris paribus, to attract
foreign capital or to prevent it from flowing out.

The form assumed by these short-term capital transactions varies
according to the organisation of the money-market. The most
significant difference is that some markets react more quickly than
others to changes in the rate of discount. This is what will deter-
mine whether a given degree of passivity in the balance of pay-
ments can be compensated by a small rise in bank-rate or whether
most drastic methods of restricting credit must be employed. Under
normal conditions a rise in the Bank of England’s rate of dis-
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count is particularly effective.! This is due to the unique position
of London as a financial centre. In London there are always
large quantities of sterling-bills from all parts of the world being
discounted. If the rate of discount goes up, it will pay a foreigner
who has debts to settle in sterling to buy a bill payable at sight
or a telegraphic transfer on London, rather than to have a three
months’ bill discounted. The increased rate of interest’ deters
him from borrowing. The supply of foreign means of payment
therefore increases immediately and the pound is strengthened.

Further technical details cannot be discussed here. The general
principle that a rise in bank-rate attracts foreign ‘capital is
established by the fact that normally gold-movements are small
in quantity. At the first sign of such movements the rate of dis-
count is altered.

But this of course merely postpones the problem of making
the additional payments to foreign countries which are necessi-
tated by the passive balance of payments. Foreigners are induced
to lend the difference.? For the most part, however, they do
so only at short term. If therefore the forces making for a passive
balance are more than temporary in their operation, the direct
effect of a rise in bank-rate is not sufficient to restore equilibrium.
If the depth of water in one of the two cylinders threatens to
increase permanently, then the exchange can be prevented from
falling only by a decrease in the amount of money. This is
ensured by the indirect effect of a rise in bank-rate already
discussed.®

§ 5. Tae InrLueNcE oF BanNk-Crepit.?

The mechanism described above is modified by the existence
of bank-credit. If the joint-stock banks expand or contract their

1 0f. Hawtrey, Currency and Credit, 3rd ed., chap. ix, “ A Contraction of
Credit,”” 1928, pp. 136 et seq. Whitaker, Foreign Exchange (1933). ‘‘ Report of
Committee on Finance and Industry ’ (Macmillan Committee) § 295, 1931. Somary,
Bankpolitik, 3rd edn. (1934).

2 gbviously this part of the mechanism is particularly liable to disturbance,
and in times of financial panic it may break down completely. Cf. chap. vii, § 6.

3 The existence of the direct influence is generally {’ooked on_as an advantage,
because it gives the indirect influence time to operate. Mr. Keynes, however,
regards the extreme international mobility of short-term lending as dangerous. He
thinks that a rise in bank-rate which is insufficient to lower prices may, neverthe-
less, be sufficient to attract foreign capital; the central bank may, therefore, be
tempted to postpone the adjustments necessary for long-run equilibrium. Mr.
Keynes makes certain suggestions for discouraging the international movement of
money without wea\.keninl;gI the effect of discount policy on ;rices (cf. Treatise,
chap. xxxvi, and Mr. Hawtrey’s illuminating analysis in The Art of Central
Banking (1922), pp. 412 et seq.). They are reminiscent of the gold-premium policy
followed before the War by the Banque de France (¢f. Mises, The Theory of Money
and Credit (1935), Part iii, chap. vi, §§ 4, 5).

4 Cf. Taussig, International Trade, chap. xvii. Viner, Canada’s Balance of
International Indebtedness, chap. viii. Angell, ‘‘ Equilibrium in International
Trade > in Quarterly Journal of Economics, vol. 42, May 1928. Feis, ‘“ The
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volume of deposits the effective amount of money increases or
diminishes without changes in the amount of legal tender. Thus
it is possible for ‘ nominal purchasing power ’ to expand in one
country and to contract in another without the transfer of gold,
if the banks in one country expand credit and the banks in the
other country contract it. Gold-movements, therefore, no longer
play the same prominent part as in the classical mechanism. But
this does not mean that the mechanism as a whole ceases to operate;
actually there is no very fundamental difference between the two
cases. '

The new situation can best be made clear in ferms of a world-
wide clearing system, such as the founders of the Bank for Inter-
national Settlements hoped to introduce. This would mean either
that the central banks deposit their stocks of gold at the inter-
national bank, or even that gold reserves are superseded altogether
by credits held there by the central banks. In either case a
passive balance of trade in one country would lead merely to a
reduction of the reserves of that country’s bank and to a corres-
ponding increase in the reserves of other banks; there would be
no shipment of gold at all. But the mechanism of price-levels,
balance of trade, &c., would nevertheless remain fully operative.

This imaginary case is not very unlike what actually happens.
Both the central banks and the joint-stock banks keep money on
deposit at foreign banks. The first effect of a passive balance
of payment is a shrinkage of these accounts. If the banks affected
react by restricting credit—as they normally do—and if the disturb-
ance is only on a small scale, equilibrium can often be restored
without either gold-movements or a fall in the exchange.

Professor Viner has analysed a very striking example of this

kind in his examination of the Canadian balance of international
- indebtedness between 1900 and 1913. Canada was borrowiz\g on
a large scale from England and from the United States; she there-
fore had an active balance of payments. This did not however
lead to an inflow of gold. The borrowed money was paid into
the accounts of Canadian banks at New York, and these  foreign
reserves ' were treated as though they had been cash reserves;
extra notes were issued and advances made. Prices therefore rose
and imports came to exceed exports. The difference was paid for
out of the accounts at New York and there were no gold-movements
at all.

Mechanism of Adjustment of International Trade Balances ” in dmerican Economic
Review, vol. 16, December 1926, pp. 593 et seq. R. M. Carr, * The Rdle of Price
in International Trade Mechanism ’ in Quarterly Journal of Hconomics, vol. 45,
August 1931.
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, According to Mr. Carr® the Canadian example presents certain
further peculiarities. He asserts, in contrast to Professor Viner,
that in many cases loans were not floated until after prices had
“already risen. This he takes to be in strict contradiction to
-orthodox theory. It must be granted that in the case of a rapidly
developing country the order of events may quite conceivably be
as Mr. Carr maintains. But even so, the expansion of credit is
clearly dependent on the foreign loan, and not vice wversa. - If
a loan is not forthcoming, then the policy of expansion must be
reversed; otherwise the exchange will fall. To determine n
concreto how the different phases of such a process are related
in time one would require weekly or at least monthly statistics;
these are unfortunately not often available. But apparent
anomalies of the kind suggested cannot in any case throw doubt
on the broad functional relationships worked out above.

3 ('f. *“ The Réle of Price in the International Trade Mechanism *’ in Quarterly
Journal of Economics, vol. 45, August 1931, pp. 710 et seq.



CHAPTER VI.
EXCHANGES DURING INFLATION.

§ 1. TuE SIGNIFICANCE OF STATIC ANALYSIS.

The preceding chapters have dealt mainly with what may be

called the static theory of the exchanges. The equatation R= Fél;
B

has .therefore been used with reference to the static equilibrium
towards which the price- and exchange-relations between two
countries tend to gravitate. The present chapter, on the other
hand, deals with dynamic or unstable exchange rates, which repre-
sent a temporary divergence from equilibrium, and which carry in
themselves the seeds of further change.

- It is an error to suppose that static theory ignores the pheno-
mena of change altogether. On the contrary, static theory takes
account of them by contrasting the state of affairs before equili-
brium is disturbed by changes of data with the state of affairs
after the economic system has reached the new equilibrium appro-
priate to them. Any differences between the two states of
equilibrium are then imputed to the change in data as effect to
cause.  This method of approach 1is called ¢ Comparative
. Statics.”? ,

Suppose, for example, that under an inconvertible paper
currency the amount of money is increased by 20 per cent. Equili-
brium analysis shows that when the extra money has had time to
circulate throughout the system, prices will be higher than before.
If one could assume that this change of data involved no further
permanent changes except the price adjustments, then in the new
equilibrium prices would be higher and the exchange would be
lower than in the old equilibrium by exactly 20 per cent. But in
actual fact the process of inflation always leaves behind it per-.
manent or at least comparatively long-run changes in the volume
of trade and in the structure of industry. The impact effect is a
change in the direction of demand. At the points where the extra
money first comes into circulation purchasing-power expands; else-
where it remains for a time unchanged. When the increase spreads.
to other points, supply, which has begun to adjust itself to the

1 Cf. Schams, ‘' Komparative Statik,”’ Zeitschrift fir Nationalékonomic, vol. 2.
(1930).
54
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original change, cannot always be readjusted, since capital will
have been sunk in the expectation that the shift in purchasing-
power is permanent. Moreover, those who owed money when the
inflation began gain permanently at the expense of their creditors.
It is therefore most unlikely that all prices will have risen equally
or that the average price-level and the foreign exchanges will be
higher than before by exactly 20 per cent.

The point of this example is to show not that the rigid quantity-
theory is inadequate, but that, even when these complicating
factors are taken into account, static analysis is still applicable.
The object is still to discover what the conditions of the new equili-
brium are, towards which the economic system gravitates when
the amount of money has been increased.

§ 2. Tur TransiTION FROM ONE EQUILIBRIUM TO ANOTHER. (PRICE-
LevELs aND EXCHANGE-RATES DURING INFLATION.).

Now it is necessary to supplement the static analysis by examin-
ing the intermediate stages between one equilibrium and another.
Even in previous chapters this could not be altogether avoided,
for the mechanism of adjustment itself involves usually a price-
discrepancy incompatible with static conditions. In a country
whose balance of payments becomes passive, prices fall, whereas in
other countries they rise: this is sometimes necessary to stimulate
exports, restrict imports and. thus restore equilibrium. The details
of this process will be further considered in chapter VII where
the ¢ transfer problem ’ is discussed.

The present chapter is concerned with certain discrepancies of a
rather less transitory kind, which may occur during an inflation.
If the successive waves of expansion follow one another so quickly
that the economic system has no time to absorb one before the
next is upon it, then prices and foreign exchange rates may remain
for some time out of equilibrium with each other.

The type of inflation differs according to the point at which
the additional money is injected. In a gold-inflation, for example,
the producers of gold have the first handlirg of it;? in a credit
inflation, the entrepreneurs. The case selected for analysis here
is that of a ‘ budget-inflation,’ because in other types of inflation
prices do not change sufficiently to show any appreciable dis-

2]3‘01 an account of how the additional money spreads from this point, cf.
Cairnes, ‘‘ The Course of Depreciation,” reprinted in Hssays on Political Economy
1873;{ pp. 53 et seq. The historical development of the theory is sketched in
Hayek, Prices and Production, chap. 1. Among recent works, cf., e.g., Mlses
Theo'rg/ of Money, pp. 1562 et seq.; or 8. Budge, Lehre vom (”'eld vol. 1 (1931)

140 et seq.
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crepancy compared with the exchange. In this case the extra
money is first spent by civil servants and Government contractors.
The goods they purchase rise in price, the firms producing these
goods increase expenditure in their turn, and so the rise of prices
spreads gradually to other parts of the system.

Sooner or later the exchange must depreciate. If the successive
 waves of extra money are spent in the first instance on home
products, then average prices rise faster than the exchange depre-
ciates. If, on the other hand, they are used to buy imports, or
if costs increase very sharply in the export industries, then the
opposite happens.

The German inflation (1914-23) is an interesting case which
illustrates the underlying principles. It may be divided for this
purpose into four stages: "

(@) During the War Germany’s foreign trade was kept practi-
cally at a standstill by the blockade. Hence the volume of exports
and more particularly of imports could not react to price-changes
with the normal rapidity. The mark fell therefore in value less
rapidly abroad than at home.

(b) In 1919, when the blockade was lifted, the volume of imports
increased, the balance of payments became passive and the exchange
depreciated more than in proportion to the rise of prices. Had the
quantity of money not been progressively increased, equilibrium
would soon have been reached by an expansion of exports and a
contraction of imports. As it was, some of the extra money was
even injected directly into the foreign exchange market to pay
Reparations.

The chief reason, however, which kept the depreciation of the
exchange ahead of the rise in prices was psychological. Whenever
inflation is carried beyond a certain point people begin sooner or
later to anticipate that prices will go on rising. Speculation comes
to dominate the foreign exchange market and depreciation is
accelerated. At a later stage the influence of professional specula-
tion is reinforced by the action of the ordinary public, who begin
to hoard foreign currency.

This last factor presents one aspect of a wider process. In the
same way as the exchange depreciates faster than prices rise, both
movements proceed faster than the increase in the amount of
money. For when people expect a further rise in price they are
willing to pay rather higher prices at once for the sake of spending
their money as soon as possible. Wages and salaries are paid out
at more frequent intervals, and, finally, people resort to barter
or use foreign money as the medium of exchange. In these ways
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the effective velocity of circulation of legal tender is enormously
increased, and the volume of work which maney has to perform is
reduced. How far the discrepancy between changes in the quantity
of money and changes in its value can develop, is shown by the
- example of the German mark. In November 1922, the total
volume of money in circulation was worth in gold at the current
rate only 1-38th of what it had been worth in 1919. In terms of
the comparison worked out above, one would have to say that the
rapid increase in the volume of water caused the cylinder to con- .
tract. . The depth of water increased therefore more than in
proportion to its volume.

(¢) In the final stages of the German inflation the situation
changed once more. A ‘ flight to goods ’ became general, and the
rise in prices caught up with the depreciation of the exchange.
By 1923 when the inflation reached its height the discrepancy was
no longer very large: both movements were proceeding at the
same lightning speed. The increase in the quantity of money had
meanwhile been left far behind.

(d) This last fact very much simplified the problem of stabilis-
ing the currency. Once confidence has been restored the velocity
of circulation falls to its normal rate, and the supply of foreign
currency increases. This rleans that if the central bank were to
establish a gold-parity corresponding in equilibrium to the amount
of money in circulation just before stabilisation, then the exchange
would immediately appreciate and prices would have to fall. In
that case, however, the bank would be unable to accumulate a gold
reserve. Most of the post-war stabilisations were therefore carried
out at a parity, somewhat higher indeed than the actual rate of
exchange, but lower than would cerrespond in equilibrium to the
ruling price-level. This allowed the central bank to accumulate a
gold reserve and at the same time to increase the quantity of money
in circulation. Such was the experience of Austria, Germany,
France, and various other countries. The possibility or rather the
necessity of 1ncreas1ng the quantity of money and raising prices
if the exchange is to be kept stable has indeed the effect of facili-
tating stabilisation; but, on the other hand, it is liable to produce
an inflationary boom, with a consequent depression, later on.

§ 3. DeprECIATION AS INTERPRETED BY THE BALANCE-oF-PAYMENTS
THEORY AND THE CLASSICAL THEORY RESPECTIVELY.

It must be emphamsed that the precedmg analysis only supple-
ments the classical theory wxﬁhout in any way contradicting it.
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The classical theory may usefully be contrasted with the balance-
of-payments theory, by quoting a passage from Helfferich, which
criticises the former from the point of view of the latter, and
refers particularly to the time-lag, analysed above, between changes
in exchange-rate, price-level and quantity of money.

“. . . In considering the monetary conditions in Germany,
the view widely held, especially abroad, is based on the pure
quantity theory, and accordingly regards the increase in the circu-
lation of paper-currency in Germany as the cause of the rise in
the level of Germany prices and of the depreciation of the currency.
On closer examination, however, we find that cause and effect are
here interchanged, and that the increase in the amount of paper
money circulating in Germany is not in fact the cause but the
result of the fall of the German exchanges and of the consequential
rise in wages and prices.

‘... Thus in the twenty months which followed the accept-
ance of the London Ultimatum . . . the note issue of the Reichs-
bank (was multiplied) 23 times, the wholesale index number for
home products 226 times, . . . and the dollar-rate 346 times.

‘““If ‘inflation ’ had been the cause, and the depreciation of
the German exchanges the effect, then, in accordance with the
theory of the classical Knglish economists, events would have
developed on the following lines: an increase in the paper circula-
tion causes a corresponding rise in the level of prices at home.
These higher prices encourage imports and make export more
difficult.” They tend, therefore, to make the trade balance, and
with it the balance of international indebtedness, unfavourable.
When the latter balance is passive, the demand for foreign currency
increases and the rates of foreign exchange are forced up. A
glance at the figures given above shows, however, that this chain
of reasoning does not apply; in fact, it is immediately obvious
that in the case of Germany the increase in the note circulation
did not precede the rise in prices, and also that the depreciation
 of the currency followed it but slowly and at some distance of
time. The twenty-three-fold increase of the note circulation cannot
possibly be the cause of the 10 times greater rise in prices at
home and of the 15 times greater rise . . . of the dollar rate.
A conception of the general and comprehensive outline of the inter-
play of causes in these developments can, in fact, be obtained
only if foreign exchange is made the starting-point.

““ For the following, if for no other reason, the collapse of
the German exchanges will be seen to be in no way related to
the increase of the note circulation. At a dollar rate of 21,546,
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the rate quoted on the 26th January 1923, a gold mark was worth
about 5,000 paper marks. The note circulation of the Reichsbank,
which at that time amounted to 1,664 milliard paper marks, thus
represented a value of only 330 million gold marks. This is not
much more than one-twentieth of the gold value of the German
currency circulating before the outbreak of War. . .

““ The theory which attributed the collapse of the German
currency to ¢ inflation ’ is based on the petitio pmnczpn that the
foreign value of money, which finds its expression in the rates
of foreign exchange, can be determined only by the quantitative
factor of the paper circulation. In the above case, however, in
which it has just been shown that the increase in paper remained
far behind the currency depreciation, the causes of the collapse
in the foreign exchanges, which are independent of the develop-
ment of the paper circulation, are quite clear. We are dealing
with a country whose international indebtedness; quite apart from
payments and deliveries due under the Treaty of Versailles, was
passive to the extent of about 3 milliard gold marks, and the
London Ultimatum added to the country’s indebtedness an annual
payment of ¢ reparations’ estimated at about 3'3 milliard gold
marks. To this were added the payments imposed upon Germany
for the  clearing ’ of pre-war debts and gold payments to the
occupying Powers. The annual passive balance of the German
balance of international indebtedness was therebv increased to
more than 7 milliard gold marks.

““ The chain of causes and effects is, therefore:

*“ First came the depreciation of the Gterman currency by the
overburdening of Germany with international liabilities and by the
French policy of violence. Thence followed a rise in the prices
of 'all imported commodities. This led to a general rise in prices
and wages, which in turn led to a greater demand for currency
by the public and by the financial authorities of the Reich; and,
finally, the greater calls upon the Reichsbank from the public and
the financial administration of the Reich led to an. increase in
the note issue. In contrast, therefore, to the widely held view, it
is not ¢ inflation > but the depreciation of the currency which is
the first link in this chain of cause and effect. Inflation is not
the cause of the rise in prices and of the depreciated currency, but
the latter is the cause of the higher prices and of the greater
volume in the issue of paper money.’’®

This passage does not show a very profound understanding of
the theory which it attacks. For the classical theory is strictly

3 ('f. Helfferich, Money, pp. 598-601.
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static in the semse already explained; whereas the phenomena
instanced by Helfferich to refute it are clearly the very opposite
of equilibrium conditions. The whole tendency of the classical
doctrine shows that it must be interpreted as a theory of equilibria.
These phenomena of inflation, therefore, being clearly anomalies
confined to the process of transition, cannot be used in evidence
- against the theory, as we have formulated it.

The classical theory asserts that in the long run—and not such
a very long run at that—the functional relations, already worked
out, between prices and exchange-rates are vahd and that an
increase in the quantity of money must lead both to a rise in
prices and to depreciation of the exchange. But it is by no means
necessary that the former should precede the latter: the order
of events may be in the reverse direction. If prices lag behind,
there is in effect a premium on exports and ‘ exchange-dumping ’
takes place. But for this very reason equilibrium would soon be
restored if it were not continually prevented by new injections -
of money. It is true that one must be cautious in the formulation.
One should not say as supporters of the theory of purchasing -power
parity are fond of doing®—that the rise in prices is the primary
phenomenon, and that the depreciation of the exchange is merely
an effect of this. The two changes bear a functional relation
to one another and are both effects of the same cause. This is
the increase in the quantity of money, which in its turn is the
effect of the budget-deficit.

It cannot be denied that depreciation and rising prices make
it more difficult to balance the budget, and that this leads to
-further inflation, a further rise of prices, and further deprecia-
tion. But, as shown by the event, this ° vicious circle ’ can be
broken; and even if it were impossible to cover the budget-deficit
—because a sound financial policy cannot be carried through, or
because the burdens placed on the national exchequer from without
(e.g., Reparations) exceed the taxable capacity of the economy—
this does not contradict the hypothetical proposition, that, if the
quantity of money is kept stable, forces are released which bring
the movements of prices and of the exchange to a standstill and
adjust prices and rates of exchange to one another, as asserted
by our modified theory of purchasing-power parity.

The fact that the increase in the quantity of money lags behind
the fall in the value of money—so that the quantity of money in
circulation, reckoned in gold, becomes smaller—is also not in

4 In Ricardo, for" examflle, there seems:nowhere to be a hint that price-move- '
ments and movements of the exchange may temporarily diverge.
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contradiction with the classical theory, as correctly interpreted.
It is fully explained by the increased velocity of circulation and
the contraction in the volume of trade, due partly to the fact
that .a large proportion of transactions are carried out by other
means of exchange. Helfferich’s attempt to refute the quantity-
theory by pointing to this fact merely proves his failure to under-
stand the theory and his inability to distinguish between equili-
brium-conditions and the phenomena of transition.

§ 4. StaTisTICS OF THE GERMAN INFLATION.

The qualitative analysis can be supplemented by detailed
statistics. In figs. 3, 4 and 5 changes in the rate of exchange
between marks and dollars are contrasted with the movement of
purchasing-power parity between Germany and America. Price-
levels are computed from the wholesale index of the Statistisches
Reichsamt and of the Bureaw of Labour Statistics respectively, the
base being in each case 1918=100. Exchange rates are computed
from the monthly average of quotations on New York in the Berlin
money market.

In figs. 3 and 4 the dollar rate is represented by the continuous
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Figs. 3 and 4 Movement of the Berlin dollar rate and of purchasing- power
parity between Germany and America; 1919-23.

line and shifts in purchasing-power parity (German price-level
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divided by American price-level) by the broken line. In fig. 3 both
curves are drawn on the ordinary arithmetical scale. But the
figures soon become too unwieldy for this method of presentation;
they are therefore drawn separately in fig. 4 on a quasi-logarithmic
scale. This is why the two curves appear closer together for
January, 1921, than for the end of 1920. It should be noted that
fig. 4 is not strictly accurate, since the logarithmic values have not
been worked out for smaller intervals than those represented by the
horizontal lines.

In fig. 5 changes in the dollar rate are expressed as a percentage
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Fig. 5 Movement of the dollar rate expressed as a percentage of purchasing-
power parity.
of changes in purchasing-power parity. Here the broken line
represents the same deviation in terms of the more comprehensive
index of wholesale prices constructed by the Statistiches Reichsamt
for the year 1924. From 1925 onwards the old index was no longer
used. For 1924 the two curves show parallel movements, but the
more accurate one is closer to purchasing power parity. The
statistical evidence must therefore be interpreted with caution. It
is, nevertheless, probable that there were not only temporary but
also permanent changes of k, since even after stabilisation the
curve of the dollar exchange remained somewhat above that of
purchasing-power parity.®

5 The most elaborate studies of the German inflation are Graham, Hzxchange,
Price and Production in Hyper-inflation : Germany, 1920-1923 (1930), and Bresciani-
Turroni, Le vicende del Marco Tedesco (1932). Cf. also Zahlen zur Geldentwertung
in Deutschland 1914-23 (published by the Statistisches Reichsamt in 1925).

For Austria, ¢f. Walré de Bordes, The Austrian Crown (1924), and for France,
E. L. Dulles, The French Franc 1914-28 (1929), and J. H. Rogers, The Process of
Inflation in France (1929). . .

Cf. further Buropean Currency and Finance (published by the United States
Commission of gold and silver enquiry, 2 vols., Washington, 1925) and Depreciated
Exchanges and International Trade (U.S. Tariff Commission, Washington, 1922)
Cf. also Angell, op. cit.



CHAPTER VIIL
THE TRANSFER PROBLEM.

§ 1. INTRODUCTORY.

The present chapter deals with the unilateral payment of large
sums by one country to another. This is in reality only a special
case of the phenomena already analysed. But it nevertheless
deserves separate treatment because this case has always attracted
a great deal of attention, and in discussing it a number of refine-
ments will be added to the analysis given in previous chapters.

One must distinguish in international, as indeed also in domestic
trade, between unilateral and bilateral transfers. This distinction
applies equally to the transfer of money and to the transfer of
goods. The prototype of a bilateral transfer is the exchange of
commodities for cash, since the two sides of the exchange here
confront one another directly. Clear cases of unilateral transfer
are free gifts and political tribute such as reparations.

Expenditure on transport, by tourists, &c., represents a bilateral
transfer, since money is exchanged for real services. The granting
or the repayment of a loan occupies an intermediate position.
From the point of view of the economic period within which the
payment or repayment occurs, they are unilateral transfers. If,
on the other hand, one extends the period sufficiently to cover
both the point of time when the loan is made and the point of
time when it is repaid, then it must be regarded as a bilateral
transfer. Interest payments are in a sense bilateral transfers, since
the use of capital is a real service. But as this item—the services
of capital-—does not appear in the balance of trade and services,
interest payments must nevertheless be regarded as a unilateral
transfer.

The question now arises why the transfer of unilateral payments
should be supposed to involve any special problem not involved
in the transfer of bilateral payments. Here it is convenient to
draw up a double balance sheet of the economic transactions between
one country and the rest of the world. On the one hand, there
is the balance of real values, or in other words of goods and services
exchanged. On the other hand, there is the balance of the means
of payment, in the sense of money payments actually made to
foreign countries and received from them. As we have already
pointed out, the balance of payments in this latter sense is in the
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long run always in equilibrium, unless payment is made out of
an existing stock of foreign money or the foreign country wishes
to accumulate a stock of the domestic money.! In such cases,
however, the amounts involved are always small. They are very
important from the point of view of monetary policy, as signifying
¢ confidence in the currency,” but quantitatively they do not count
for very much in the total balance of international payments.

Now if the economic system of one country is connected with
the rest of the world only by bilateral transfers (i.e., by the sale
and purchase of goods and services) then both the balance of pay-
ments and the balance of transfer of real values are in equilibrium.
But if there are also unilateral transfers (e.g., reparations) then
the balance of trade and services must show a surplus, since the
balance of payments cannot in the long run be out of equilibrium.
In other words, unilateral transfers must be made in kind.? Capital
movements must finally take the form of a transfer of goods and
services. :

In this respect, too, there is really no difference between
domestic and foreign trade. The assertion is constantly made that
in international trade payments must in the long run be made
in goods, whereas in domestic trade payments are made in money.
It is of course true that in domestic trade payments are made
in the first instance in money, but, normally, the person receiving
payment wishes to buy something with the money. In spite of.
such unilateral payments the individual balances of payment
remain intact, because the individual, like a plurality of indivi-
duals or a country, cannot in the long ryn spend more than he
receives, unless, indeed, he entrenches on a stock of cash. This,
however, applies equally to international trade. Thus even in
domestic trade unilateral transfers are carried out finally in goods
or services. But the flow of goods goes unnoticed, because it does
not pass a political boundary, and is therefore not recorded.

The assertion commonly made in textbooks that debtor countries
have an active, and creditor countries a passive, balance of trade
must be received with caution. In the case of capital movements
over a long period the state of the balance of trade depends on the

1 This played an important part during the German inflation. Foreigners
speculated on a rise in the mark and allowed Germany to export marks and to
make, as a.result of the depreciation, considerable profits.

2 Unless, indeed, the payment is small enough to be made out of existing stocks
of foreign means of payment. Unilateral transfers which can be made out of stocks.
of money present for that very reason no problem. But, clearly, payments of the
magnitude of German reparations can only be transferred in the form of an export
surplus. The annual payments provided for in the Young Plan amounted to about
2000 million marks. Germany’s whole stock of gold and foreign money would
therefore have been exhausted in two years, if the amount had not kept returning
in payment for an export surplus.
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phase reached by the prdcess of indebtedness. If a country whose
balance of trade is in equilibrium starts to import capital at a
uniform rate, her balance of trade becomes passive. But sooner or
later payments for interest and amortisation become larger than the
amount of new capital imported. The balance of trade then becomes
active. The same holds, mutatis mutandis, for creditor countries.
The existence of an active or a passive balance of trade is
therefore no sufficient - criterion for distinguishing between
debtor and creditor countries. In the post-war period up to
1929 Germany had a passive balance of trade because she
was contracting more foreign debts than she was repaying. In
1929, when the stream of capital dried up, the balance of trade
became active. Before the War the United States was a debtor
country and had an active balance. The surplus of exports over
imports paid for interest and amortisation to the European creditors.
During the War the United States became almost overnight a
creditor country, and after 1919 her balance of trade remained
gctive because the export of capital continued to exceed receipts
for interest and amortisation.

§ 2. RAISING AND TRANSFERRING PAYMENTS. CREATION OF THE
ExrorT SURPLUS.

The problem of making unilateral payments from one country
to another has two aspects. First, a sum of money has to be raised
at home. In the case of reparations this is a problem for the
national exchequer; when private capital is exported, it is a
problem for the individual concerned. Secondly, however, the
sum of domestic money thus raised must be changed into money
of the country receiving payment. The transfer can only be
regarded as successful if a corresponding export surplus is created,
and that, moreover, without a collapse or a permanent depreciation
of the exchange.

The question how the export surplus is created has already
in effect been answered. This is merely a special case of the
operation of the mechanism, already described in detail, which
keeps the balance of payments in equilibrium. Applied to Gierman
Reparations, the process is in essentials-as follows. If the sums
intended for export are raised by taxation, then the money income .
or purchasing power of the German nation is reduced, the quantity
of money in circulation contracts and prices fall. Conversely, in
the countries receiving reparations national income increases, the
quantity of money expands and prices rise. In this way a gap
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is created between prices in Germany and prices elsewhere;
Germany’s exports are stimulated, her imports are restricted, and
the export surplus is created. It is therefore not the case, as the
still popular balance of payments theory supposes, that the possi-
bility of transfer depends on an already existing active balance
of trade or payments. It is not necessary to wait till the gods
present one with an export surplus. On the contrary, the export
surplus arises automatically when the mechanism of payment is
set in motion.

If the pressure on German prices is insufficient to produce the
necessary export surplus at once, and if payment is nevertheless
continued, then the foreign exchanges will rise above the gold
point, and the gold and foreign exchange reserve of the German
Reichsbank will decrease. This will cause the Bank to put up
its rate of discount, with the double effect, explained in Chapter
V, § 4, of increasing the pressure on prices and of encouraging
an inflow of short-term credit from abroad.

The importance of reparations and international war debts for
economic policy ever since the War, has caused the mechanism
of transfer to be widely discussed once more. But the greater
part of the relevant literature® has reached only a low level of
scientific attainment. In many cases the political bias was too
strong for a really scientific treatment of the problem and not
many of the participants in this discussion have realized that
the solution of their problem was already contained in the writings
of Thornton, Ricardo, Senior, Mill and Cairnes. In the following
pages only the few scientific contributions to the transfer discussion
will be considered.* These concern mainly the rdle of price-
movements in the mechanism of transfer.

§ 3. THE ROLE oF PricE-CHANGES IN THE MECHANISM OF TRANSFER.

(a) The Problem Stated. Here two schools of thought can be
clearly distinguished. The first is inclined to minimise the import-
ance of price-movements in the mechanism of transfer, and indeed
- to contest the necessity, for the transfer of unilateral payments,
of any price-movement at all. The other school lays great stress
on the necessity of opposite price-movements in the two countries
concerned. It considers that under unfavourable circumstances

3 For an exhaustive biblicgraphy, ¢f. H. Sveistrup, Die Schuldenlast des Welt-
krieges, Quellen und Literatur, 2 vols. (Berlin, 1929 and 1931), and Moulton and
Pasvolsky, War Debts and World Prosperity (1932).

4 Unfortunately Ragnar Nurkse’s Internationale Kapitalbewegungen (1935),
which carried the analysis a big step forward, appeared too late for me to make use
of it. The same is true of the book of Iversen; see next footnote.
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these price-movements would have to be so large that serious diffi-
culties might arise, rendering transfer, in extreme cases, absolutely
impossible.

The former opinion has been vigorously maintained of recent
years by Professor Ohlin, while the most prominent champion
of the latter has been Mr. Keynes.® The discussion between them
has revealed much more clearly than before the inner workings of
the transfer mechanism. By considering it more closely, we shall
therefore be enabled in certain points to extend and modify our
previous analysis. '

(6) The Controversy between Mr. Keynes and Professor Ohlin,
and its Precursors. It is convenient to start with Mr. Keynes’s
argument, which is the more closely in line with our previous
exposition. According to Mr. Keynes, Germany must increase
her exports in order to achieve an export surplus. For this purpose
she must lower the prices of her export goods. How large the reduc-
tion of price must be, in order to create an export surplus of a
given value, depends on the conditions of the foreign demand for
German export goods and services. An increase in the volume of
exports only yields an export surplus if the elasticity of demand
for German exports is greater than unity.® If the elasticity of
demand is equal to, still more if it is less than, unity no increase
in exports, however great, could produce a surplus in terms of
value, since prices would fall as fast as, or even faster than, the
volume of exports increased.”. CoT

5 . (a) Ohlin, *“ The Reparations Problem,” in Index, Nos. 27 and 28, March-
April 1928; ““ Is the Young Plan Feasible?  in Index, No. 50 (1930), published by
the Svenska Handelsbanken; *‘ Transfer Difficulties, Real and Imagined,” in
Economic Journal, June 1929, p. 172, and Sept. 1929, p. 400 (¢f. now also Inter-
regional and International Trade (1933) which appeared after the present chapter
had been written); Rueff, Une Erreur Economique: U'Organisation des Tratns};rts
(1928); *“ Les Idées de M. Keynes sur le Probléme des Transferts,” in Eevue
d’'Economie Politiqgue 43ieme année July-August 1929, pp. 1067 ez seq.; ‘‘ Mr.
Keynes’ Views on the Transfer Problem,” Economic .Emmal, Sept. 1929, pp.
389-390. () Keynes, ‘‘ The German Transfer Problem,” Hconomtc Journal, vol. 39,
1929, pp. 1 et seq., further pp. 179 and 404; Treatise on Money, chap. xxi; Pigou,
‘“ Disturbances of Equilibrium in International Trade,” Economic Journal, vol. 39,
1929, p. 344. Reprinted in Pigou and Robertson, Economic Essays and Addresses
(1931). For a critical review of the whole literature see Carl Iversen, Aspects of
the Theory of Capital Movements (1935). Compare also R. Wilson, Capital Imports
and the g’erms of Trade Examined in the Light of Simty Years of Australian
Borrowings (1931) and H. D. White, The French International Accounts 1880-1913
(1933). The two last-mentioned works came into my hands only after the present
chapter had been written.

6 Or more precisely the weighted average of the elasticities of demand for

the various export goods. An appropriate hypothesis must also be made as to the
existence of potential export goods. Compare also § § 4 and 5 of chap. xi where it
is shown that the complex Marshallian demand-and-supply curves take the existence
of potential export and import goods into consideration.

7 If elasticity were less than unity, an export surplus could be produced by an
increase of price and by the restriction of exports, since in that case the volume
of exports decreases more slowly than prices fall. But under free competition this
could hardly occur.
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Now Mr. Keynes is of the opinion that in Germany’s case the
conditions of demand are such that only a large fall in price could
produce an export surplus to the magnitude of the payments
required. This implies for Germany an extra loss over and above
the direct burden. For German exports of a given total value
now contain, because of the fall in prices, a larger volume of
goods than before. This is expressed by saying that the ° real
ratio of exchange’ or the ‘ barter ‘terms of international trade’
have moved against Germany.® The terms of trade become still
more unfavourable if the prices of German imports rise. Germany
has therefore to bear a double burden. In the first place, 2 milliard
gold marks are paid to foreign countries. In the second place, a
larger quantity of German goods is required to command 2 milliard
gold marks, and also to command any glven quantity of imports,
than before.

The monetary mechanism produces this result ‘ on the com-
modity side ’ as follows. First of all, the reparation taxes are
collected in Germany. This is the primary burden. - If the neces-
sary export surplus is not produced, then the cash reserves of the
Reichsbank fall, gold and foreign money flow out, and credit must
be restricted. This makes prices and incomes fall still further
(secondary burden). It might be objected that, apart from
temporary losses due to labour disputes and so forth, this does
not represent an extra burden since incomes and prices have both
fallen. But this objection is not valid since only domestic prices
fall. The price of imports is unaffected and real wages have
therefore diminished. Thus the contraction of credlt does involve
an extra burden.

Professor Machlup has shown that under a gold or gold-exchange
standard, or where the central bank has so large a gold reserve
that it need not restrict credit when gold flows out, the same
result is produced automatically by the deflationary intiuence of
the payments themselves. If the first instalment does not depress
prices suﬂiclently to create the necessary export surplus, then its
influence is reinforced by the second instalment. Tariffs and other
obstacles to the export trade can be surmounted in the same way, '
though of course at each step an extra burden is placed on the
country paying reparatlons i

This ¢ secondary burden ’ is the ¢ transfer loss.” It is therefore
appropriate to speak of transfer difficulties- when an outflow of

8 On the significance of this magnitude and on the possibility of measuring it,
c/ chap. xi, t§ 6, also Taussig, International Trade, chap. xxi.

9 ““Transfer u. Preisbewegung ’’ in Zeitschrift fir atzonalokqnorme, vol. 1,
1930.
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gold is caused by this extra burden.'® Transfer difficulties need
not always take the form that on the date when payment falls
due, the foreign exehange required is not forthcoming. They may
show themselves in an inability to carry out the ad]ustments
required by the contraction of credit, in labour disputes or in
widespread unemployment. Under these circumstances it is also
difficult for the State to raise by taxation the money required.
Transfer difficulties then take the form of a budget deficit.

If the necessary financial measures are not or cannot be carried
out, then gold will flow out and transfer difficulties in the sense
of a shortage of foreign means of payment will arise. This happens
if the deflationary influence of the payments is neutralised by a
liberal credit policy, if the gold which flows out is replaced by
newly created bank money, or if the necessity of restricting credit
due either to the payments themselves or to other reasons is dis-
regarded.” But the term  transfer difficulties ’ has, in this case,
no very precise significance. A policy of credit expansion always
leads to an outflow of gold Whether unilateral payments are being
made or not.

It cannot therefore always be said whether in a particular case
difficulties of this kind are due to the prlmary burden, to the
secondary burden, or to other causes. It is true there is no rigid
economic law to the effect that the transfer must be followed by
'a policy of expansion, or by a failure to deflate suﬂiclently Hence
it could be argued that the source of the difficulties is really the
monetary policy adopted and not the obligation to transfer large
‘sums abroad. But if account is taken of the psychological and
" political factors, it must be conceded that such a monetary policy,
‘and hence the difficulties which it produces, may inevitably follow
from the obligation to transfer. - Changes in the terms of trade
are generally a good symptom of whether there has been a secondary
burden or not. It must however be remembered that the statistical
evidence is not in itself conclusive, since the terms of trade may
‘have altered for other reasons. The terms of trade moved, for
example, very much in Germany’s favour between 1928 and 1931,
because the price of raw materials, which constitute the greater
" part of Germany’s imports, fell more sharply than the price of
manufactured goods, which Germany exports.? Clearly this was
not a result of reparatmns, although, as will be shown in a

moment, such a connectmn is not quite inconceivable.

;X This point is brought out with special clarity by Professor Pigou, cf op. cit.

1 For details, cf. §§ 5 and 6 of the present chapter.
2 For the statistica evidence, c¢f. chap. xi, §
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Mr. Keynes’s line of thought has been criticised by Professor
Oblin on the ground that it ignores changes on the demand side.
Professor Ohlin urges that the payment of reparations by Germany
involves ipso facto a transfer of purchasing power to the countries
receiving payment. This means that their demand increases and
Germany’s demand diminishes. ‘“ We can therefore least of all
argue on the basis of unaltered demand. The decisive point for
the machinery of capital movements is, on the contrary, that
demand has undergone a radical change. . . . There is thus a
market in A for more of B’s goods than formerly. On the other
hand, the market in B for A’s goods is not as big as it was before.
The local distribution of demand has changed. . . . Prior to
the beginning of the movement of capital the two countries were
buying so much of all kinds of goods that their value equalled
~ that of the goods produced at home. On the other hand, after
the capital movement started, A buys more and B less of their
combined production than before,’”’ and, it may be added in accord-
ance with Professor Ohlin’s argument, the two groups together
purchase the same amount as before.® M. Jacques Rueff calls this
the principle of the conservation of purchasing power. It ‘‘ simply
states that never in the course of the various economic transforma-
tions that occur is purchasing power lost or created, but that it
always remains constant.”” The loss of ome party is exactly
balanced by the gain of the other party.* This means in our
particular case that the country paying reparations can never lose
more purchasing power than the amount of the payments them-

selves.® There is therefore, according to this view, no secondary
burden.®

3 Cf. Index, April 1928, pp. 4-5.

4 In parenthesis it may be remarked that a rigid assumption to the effect that
the effective quantity of money remains constant, may be necessary in a pre-
liminary stage of the analysis; but if strictly adhered to, it will completely block
the way to the solution of a number of extremely important problems. For recent
analysis in business cycle and monetary theory makes it more and more evident
that—as the aggregate result of the actions of private individuals, abstracting
altogether from any conscious regulation by the monetary authorities—the effective
quantity of money (MV) is a much more variable magnitude than traditional theory
has assumed. Recognition of this fact and a careful study of the factors which are
likely to determine these variations (changes set up by the transfer of large sums
are certainly among them) are indispensa.%)le for an understanding of the vagaries
of industrial fluctuations. This has been made quite clear by Dr. Thomas Balogh
in his paper ‘‘ Some Theoretical Aspects of the Central European Credit and
Transfer Crisis,” in Inéernational Affairs: Journal of the Royal Institute of Inter-
national Affairs, vol. 11, May 1932. This remarkable paper which contains a
penetrating and realistic analysis of many generally neglected aspects of‘the
problem has not received all the attention which it deserves.

3 Cf. Economic Journal, vol. 39, 1929, pp. 389-90. o

6 Prof. Ohlin has been accused by Mr. Keynes, amongst others, of a petitio
principii on the ground that there is no shift of purchasing power until the sum

aid has actually been transferred. ‘‘ Germany can only acquire such bills if she
Eas already sold the necessary exports’ (Economic Journal, 1929, pp. 407-8).
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Mr. Keynes’s view that unilateral transfers necessitate price
changes and a shift in the terms of trade can be traced back as
far as Thornton, who propounded it eight years before the publica-
tion of Ricardo’s High Price of Bullion. ‘¢ At the time of a very
unfavourable balance (produced, for example, through a failure
of the harvest) a country has occasion for large supplies of corn
from abroad: but either it has not the means of supplying at the
* instant a sufficient quantity of goods in return, or . . . the goods
which (it) is able to furnish as means of cancelling its debt, are
not in such demand abroad as to afford the prospect of a tempting
or even of a tolerable price. . . . In order, then, to induce the
country having the favourable baldnce to take all its payment
in goods, and no part of it in gold, it would be requisite not only
to prevent goods from being very dear but even to render them
excessively cheap. It would be necessary, therefore, that the bank
should not only increase its paper, but that it should,/perhaps,
very greatly diminish it . . .””  (Paper Credit, &c., pp. 131-2).

This doctrine was afterwards taken over and extended by John
Stuart Mill, and it has come to be regarded as the classical
doctrine. But it is incorrect to attribute this variant to Ricardo,
as is often done.” On the contrary, Ricardo lent his authority.
to the other version, maintaining that the shift in purchasing
power was sufficient to restore equilibrium without gold movements
and without a shift of prices. He criticised the passage from
Thornton quoted above as follows: ‘‘ Mr. Thornton has not
explained to us why any unwillingness should exist in the foreign
country to receive our goods for their corn; and it would be
necessary for him to show, that if such an unwillingness were
to exist, we should agree to indulge it so far as to consent to part
with our coin.”’® In contrast to Thornton, Ricardo asserted that
the export of coins was caused by their ¢ cheapmness,” 7.e., by the
high level of prices. It was therefore not the effect but the cause
of an unfavourable balance.® In the following passage he formu-
lated the same idea even more clearly. ““If . . . we agreed to
pay a subsidy to a foreign power, money would not be exported

This eriticism is however invalid since it is only reasonable to assume that every
Central Bank possesses a certain stock of international means of payment, out of
" which the first instalment can be paid. If the Bank has no cash reserves or if
the country receiving payment does not react to the inflow of gold by expanding
the circulation, then part of the mechanism is put out of action (c¢f. § 5 of the
present chapter).

7 This has been pointed out notably by Professor Viner, Canada’s Balance of
International Indebtedness, chap. ix, pp. 191 et seq., and Wirtschaftstheorie der
Gegenwart, vol. 4, p. 108-9.

8 Of. High Price of Bullion; Works, p. 268.

9 Op. cit. p. 268. It would be more accurate to say ° criterion’ or ‘ symptom ’
rather than ° cause.’
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whilst there were any goods which could more cheaply discharge
the payment. The interest of the individuals would render the
exportation of the money unnecessary >’ (op. eit., p. 269).

The export surplus arises therefore automatically, without having to be pre-
ceded by a movement of gold. ‘‘ Thus, then, specie will be sent abroad to discharge
a debt only when it is superabundant; only when it is the cheapest exportable
commodity *’ (op. cit., p. 269). But Ricardo denied that a failure of the harvest
or the granting of a subsidy could produce a redundancy of money.1

Malthus sided, apart from small differences, with Thornton. In his review of
the High Price of Bullion? he maintained that Ricardo had not shown why the
country receiving a subsidy should immediately increase its demand at the old price
for goods of the country paying the subsidy. He agreed with Thornton that
demand could not be expected to increase until gold had flowed out and prices
had fallen. ‘

Malthus considered that the export of specie occurred not cnly when it was
present in superabundance but also ‘it is owing precisely to the cause mentioned
by Mr. Thornton—the unwillingness of the creditor nation to receive a great
additional quantity of goods . . . without being bribed to it by excessive cheapness;
and its willingness to receive bullion—the currency of the commercial world—
without any such bribe . . . whatever variations between the guantity of currency
and commodities may be stated to take place subsequent to the commencement of
these transactions, it cannot be for the moment doubted, that the cause of them is
to be found in the wants and desires of one of the two nations, and not in any
original redundancy or deficiency of currency in either of them *’ (op. cit., p. 345).

Among more recent writers one of the few to adopt the Ricardian version was
Bastable. In 1889 he expounded his view in practically the same. words as Pro-
fessor Ohlin. ““ It is . . . doubtful whether Mill is correct in asserting that the
quantity of money will be increased in the creditor and reduced in the debtor
country. The sum of money incomes will no doubt be higher in the former; but
that increased amount may be expended in purchasing imported articles. . . .
Nor does it follow that the scale of prices will be higher in the creditor than in the
debtor country. The inhabitants of the former, having larger money incomes, will
purchase more at the same price, and thus bring about the necessary excess of
imports over exports.’’3

(¢) The Problem Solved. A tentative answer to the question,
what part price-movements play in the mechanism of transfer, can
now be proposed.* The truth lies in this case midway between the

1 Ricardo granted, indeed, that in the case of a failure of the harvest there
had to be an export of gold. This was not however in order to change prices and
thus create an export surplus, but because the failure of the harvest meant a
decrease in the volume of trade and hence in the amount of money required.
“ England in consequence of a bad harvest, would come under the case . . . of a
country having been deprived of a part of its commodities and therefore requiring
a diminished amount of circulating medium. The currency, which was before
equal to her payments, would now become superabundant and relatively cheap
(“ Appendix *’ to The High Price of Bullion; Works, p. 293).

ﬂ%dinb'air%h Review, vol. 17, pp. 342 to 345, Feb. 1811, quoted by Viner,
op. cit., p. 193.

3 ¢ On some Applications of the Theory of International Trade,” Quarterly
Journal of Economics, vol. iv, p. 16 (Oct. 1889).

4 0f. Haberler, ‘ Transfer und Preisbewegung,” Zeitschrift fir National-
dkonomie, Bd. 1, pp. 548 et seq., and Bd. 2, pp. 100 et seq.; Lésch, “ Eine Ausein-
andersetzung uber das Transferproblem,” Schmollers Jahrbuck, jg. 54, pp. 109 et
seq.; Machlup, ‘** Transfer und Preisbewegung,” Zeitschrift fiir Nationalskonomie,
Bd. 1, 1930; Wilson, Capital Imports and the Terms of Trade (1931).
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two conflicting theeries, both of which are one-sided and give an
over-simplified picture of the facts. For in reality one can conceive
both cases in which transfer involves changes in the general price
level and cases in which it does not involve them. The terms of
trade may remain unaffected, they may move against the country
paying reparations, or, on the other hand, they may move in favour
of it. Transfer may therefore involve a loss, but, on the other
hand, it may even involve a gain.® '

Professor Ohlin is undoubtedly correct in maintaining that Mr.
Keynes ignores the shifts on the demand side produced by the
payments themselves. One cannot operate with unchanged demand
ccurves of given elasticity, since the demand curves of the countries
receiving payment will have shifted to the right. This means that
owing to the increase in money incomes a larger amount than
before will be bought even at the old price. In the limiting case
it is even possible for the transfer to be made without any fall
in the price of German exports. This happens if the fall in
‘Germany’s demand, due to the reduction of the national income
by a reparation tax, is offset by an increase in foreign demand for
the same goods. It makes no difference whether these are German
goods, the export of which now increases, or whether they are
goods previously imported into Germany, which are now imported
in smaller quantities than before.

Normally, however, the fall in demand and the rise in demand
affect different goods and there must, in consequence, be a shift
of prices and of production. Professor Ohlin admits that the fall
in demand will affect primarily goods produced in the country
paying reparations and the rise in demand goods produced in the
country receiving them. But he contends that production of
the former will be restricted and means of production will be
released for use in the export industries.® The same argument
. -applies of course also to the goods for which demand has increased.
Their production will expand at the expense of exports, and the
balance of trade will censeguently be affected.

No one disputes that the final result must be an increase in
the exports of the country paying reparations and/or a decrease
in the exports of the country receiving them, since the export
surplus cannot be produced in any other way. But the question
18, what price changes are brought about by this shift of production?

Here it is importan.t to distinguish two kinds of price change

5 This last possibility has not been considered by either party.
6 Cf. Zeitschrift fir Nationalskonomie, vol. 1, p. T64.
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which are apt to be confused with one another.” These are, on
the one hand, temporary price discrepancies in the transition from
the old to the new equilibrium, and, on the other hand, permanent
shifts of the terms of trade as between the new and the old
equilibrium. A single harvest failure or the payment of a single
lump sum may give rise to a price discrepancy by which exports
are encouraged, imports reduced, and equilibrium thus restored.
But differences of price greater than the cost of transport from
one country to the other are incompatible with equilibrium and
cannot, therefore, persist very long. In a frictionless market the
adjustment would be instantaneous, and while price changes might
very well occur, price discrepancies would be impossible. If,
therefore, one operates with this assumption, or if one skips the
transitional period and concentrates entirely on the new equilibrium
which will finally be reached, it is only logical to deny the possi-
bility of price discrepancies. The Ricardian® variety of transfer
theory is static in this sense.® Its procedure is not unreasonable
in the case of recurring payments such as reparations.

The fact that a price-discrepancy cannot persist very long by
no means implies that the terms of trade must remain unchanged.!
The prices of German exports may have to fall and those of German
imports may have to rise. But this does not contradict the rule
that prices in different countries tend to equality, since the price
of German export articles falls both in Germany and elsewhere;
the same argument applies to imports. This shift of prices is
to be expected in the normal case where the direct influence of
changes in demand on the balance of trade is insufficient to create
the necessary export surplus, because foreign countries spend only
a small part of their receipts for reparations on the purchase of
German exports.?

7 This has been pointed out in an unpublished memorandum by Dr. Koopmans.
In this respect there is perhaps a difference of degree between movements of capital
and shifts of demand in international and in domestic trade respectively. 1In
domestic trade one can assume the existence of a homogeneous market, whereas in
international trade there are separate markets, between which price equilibrium is
then restored by arbitrage. But, of course, there are exceptions and each case must
be examined on its merits.

8 It is, of course, not intended to imply that writers of the opposite school
always identify temporary price discrepancies with changes in the terms of trade.
That would clearly be a misinterpretation, e.g., of Professor Taussig, who does not
speak of price diiyferences in general but of differences in supply price.

9 This has become quite clear since Mr. Keynes has returned in the T'reatise on
Money to his controversy with Prof. Ohlin. In chap. xxi he distinguishes explicitly
between the new equilibrium and the period of transition. He now regards the
transfer difficulties as concerning almost exclusively the process of transition.

171t is true that a price-discrepancy always implies a change in the terms of
trade, but this proposition is not reversible : changes in the terms of trade usually
do not take the form of price-discrepancies.

2 This is very probable since 1t may reasonably be assumed that foreign
countries divide the extra income between domestic goods, export goods and import
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By how much the price of German exports must fall depends,
first, on the elasticity of demand abroad.® In contrast to Mr.
Keynes, I am of opinion that demand is as a rule very elastic,
since the world market is, after all, large compared with the
volume of exports from any single country. Moreover, the fact
that Germany has no monopoly but competes with other countries
also works in the same direction. A fall of prices does not only
stimulate demand as a whole but will also drive some foreign com-
petitors out of the market. This is rendered easier by the fact that
in the country receiving reparations demand for domestic goods
has risen, and, in consequence, the necessary adjustment there is
already under way.

The extent of the fall in price depends, secondly, on the con-
ditions of supply in Germany and also, mutatis mutandis, in the
competing industries abroad. If, for example, the output of
German exports could be expanded under diminishing costs per
unit, Germany’s difficulties would obviously be reduced. If the
law of constant costs prevails in the industries concerned, no shift
of prices will occur. '

It is not easy to predict on theoretical grounds how these
factors will work out. Moreover, the result depends on how long
one allows for supply to adjust itself. In general it holds true
that the longer one allows, the smaller will be the necessary price
changes.* For, once the obstacles to an expansion of exports have
been swept aside by energetic under-cutting, exports can afterwards
be maintained in the channels thus opened even at a rather higher
price than before.

" An accurate summary of all these interdependences is hardly
possible without mathematical symbols.® But it should be
mentioned that it is theoretically possible for the terms of trade
to change in favour of Germany so that the prices of German
exports rise and the prices of German imports fall. This leads
to the rather paradoxical result that gold flows into Germany,
and the transfer mechanism thus eases the situation of the country
paying reparations! This is not a very probable case, but it

goods in about the same proportion as the old income and because in almost all
countries the volume of export and import is small compared with total production.

3 It is a question of the elasticity of the demand curve after the payment had
been made and the curve has therefore shifted. Elasticity will prol?ably not be
the same as before. The elasticity of the German demand for German export goods
- is also relevant. )

4 Of. Eucken, Das Reparationsproblem (Verhandlungen der F. List-Qesellschaft,
Berlin, 1929).

5 Cf., e.g., Yntema, 4 Mathematical Reformulation of the General Theory of

Internétiimal Trade (1932), chap. v, pp. 61 et seq., and Wilson, Capital Imports
and the Terms of Trade (1931). P ’
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would arise if the increase of foreign demand were for German
exports, and the fall in Germany’s demand related to imports.®

These considerations are, however, of theoretical rather than
of practical interest, since the relevant factors and their possible
repercussions are in concrete examples so complex that the price
changes involved by transfer can hardly be worked out. But in
any case, as pointed out by Professor Ohlin, it is an oversimplifica-
tion to say that prices fall in the country paying reparations and
rise in the country receiving them. The analysis must be in terms
not of general but of sectional price levels.”

§ 4. UNiLATERAL PAYMENTS AND INTERNATIONAL MOVEMENTS OF
CarrTAL.

The influence of unilateral payments, such as reparations, on
imports and exports of commodities and services and on the price
level is normally obscured for a longer or shorter period by their
profound influence on the international movement of capital.

A country making large unilateral payments will tend to
import capital in one form or another. In this way the direct
effect of these payments on the balance of trade and services will
be suspended or at least weakened. Payment will be made in the
first instance not out of current production but by the foreign
creditors. Transfer is postponed and, provided that the new credits
are actually repaid, is made finally in instalments over a period
of years.

The form in which these transfer credits are granted and the
mechanism connecting them with the unilateral payments may vary
considerably. A direct and obvious connection exists where the
loan is made to the debtor himself, as the Dawes Loan and the
Young Loan were made to the German Government. The transfer
of titles to durable property has similar effects. Thus the surrender
of Germany’s mercantile marine and of German property abroad
affected the balance of trade not immediately but over the period
during which this property would have yielded income.

But the view that transfer would have been impossible without
capital imports refers not so much to direct loans as to the indirect
effects of the payments, in inducing persons other than the debtor
himself to import capital.

The payments actually made, the raising of the sums required,

6 Prof. Pigou now supports the view that this is possible. Cf. ‘‘ Reparations
and the Ratio of International Exchange,” Economic Journal, vol. 42, Dec. 1932.

7 The analysis has been carried forward by R. Nurkse, Internationale Kapital-
bewegungen (1935).
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and the restriction of credit necessary to ensure transfer,® all
impose a relative stringency on the moéney and capital markets;
the rate of interest rises compared with the rate in foreign markets.
As shown in chapter v, § 4, this attracts short-term capital, or
in the case of a capital-exporting country less capital is exported
than before. If, as in the case of Germany, the payments are
large enough seriously to restrict the accumulation of capital, then
not only short-term but also long-term capital is imported. That
is to say, debentures and shares are sold to foreigners, new issues
are floated abroad, &c., &c.?

The French war indemnity to Germany in 1871 was paid chiefly
by the sale of securities in French hands to foreignmers. It is
common knowledge that German Reparations were accompanied well
into 1929 by large capital imports into. Germany. But clearly
the transfer problem is not thereby solved but only postponed.
If transfer does finally take place, it must be in accordance with
the principles worked out above. Postponement may indeed lead
to cancellation, if the ¢ transfer credits ’ become valueless owing
to the bankruptcy of the debtors. But it should be noted that
the creditors who lose their money, e.g., American purchasers of
German stocks, need not be nationals of the country receiving
unilateral payments, e.g., France.

It is important, however, to avoid the post hoc propter hoc
fallacy which has vitiated to a large extent the discussion of German
Reparations especially in the German literature. The fact that
between 1924 and 1929 Germany took up credits abroad to the
value of so many milliard marks by no means implies that the
whole of this amount was due to the payment of reparatioms.
Germany would in" any case have imported capital even if no
political tribute had been imposéd. Its economic system had been
weakened by the ravages of war and inflation; but the stage was
set for a rapid recovery. The potential labour force and the spirit
of enterprise were practically intact and the confidence of foreign
lenders in Germany’s economic future was unimpaired. The condi-
tions were therefore extremely favourable for the import of capital
on a large scale.

Only a part, therefore, of the capital imports which took place
can be attributed to the influence of reparations; how large a part,
it is difficult to say. That depends on whether the German repara-

8 Credit policy need be restrictive only in a relative sense. In a period of
boom it need only be less expansive’ than that of other countries.  Cf. the
following section. .

9 This point is stressed notably in Hansen, Hconomic Stabilization in an

Unbalanced World (1932).
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tion taxes led chiefly to reduced consumption or to reduced accumu-
lation of capital. Many other factors, such as the existence and
the magnitude of any transfer loss in the sense already explained
and the degree of credit restriction, also affect the result.

If one assumes, for example, that the payment of reparations
to the amount of two milliards per year resulted in the import
of one milliard over and above what would have been imported
in any case, then ignoring any transfer loss there was an effective
transfer of one milliard in the sense that the supply of goods in
Germany was decreased by this amount, whereas the transfer of
the other half was postponed. The milliard actually transferred
did not indeed constitute an export surplus, but the import surplus
was smaller than it would otherwise have been by that amount.
Half the reparation payments may therefore be regarded as coming
out of the fund of goods of the country from which they were due,
although this fund was larger than it would have been, had no
capital been imported.

But even on the assumption that there was in this sense an
effective transfer of one milliard, it must nevertheless be emphasised
that the import of capital for commercial purposes was a necessary
condition. For without the assistance of foreign capital production
in Germany could not have expanded sufﬁclently to enable the very
large sums required to be raised.!

§ 5. THE Limits oF PossiBLE TRANSFER.

No description, however detailed, of the mechanism of transfer
is sufficient in itself to show whether in any particular case transfer
is possible or not. Apart from the fact that it abstracts from
the problem of raising the necessary sum, such a description can
only say what price-movements would be necessary to effect the
transfer. 'Whether these price-movements can be brought about
in a concrete case depends on a number of factors not yet men-
tioned, about which something must be said in this section. It
will be assumed, on the one hand, that the money has already been
raised and, on the other hand, that there is the minimum degree
of flexibility without which no transfer would be possible at all.
The prices of factors of production, particularly wages, must not
be completely rigid.

Whether the necessary adjustments are or are not made depends
to a very great extent on credit policy in the countries involved.
As shown above, the country paying reparations must restrict

1 This has been stressed notably by Prof. J. H. Williams.
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credit. Given the willingness to pay and to effect the transfer, any
reluctance on the part of the central bank will be overcome
sooner or later by the shrinkage of its gold reserves. In
practice, however, the decisive question is generally whether
the receiving country obeys or disobeys the ‘ Rules of the Gold
Standard.” To produce deliberately the effects which would follow
of themselves under an automatic gold standard, it must increase
the monetary circulation by at least the whole amount of the gold
which flows in. If the circulation is not increased by this amount,
then that part of the transfer mechanism which consists in raising
incomes and prices in the creditor country is put out of action.
The whole burden of the adjustment then falls on the debtor
country, where prices and wages must fall more sharply than would
otherwise be necessary. Obviously the prospect of a smooth
functioning of the mechanism is not thereby improved.?

In assessing the practical importance of this circumstance one
must however bear in mind that if the circulation is increased
by the whole amount of the additional reserves, the proportion
of reserves to circulation goes up. This minimum degree of expan-
sion in the creditor country may therefore be expected. If the bank
does not wish to ‘ncrease its reserve ratio, then the quantity of
money must be increased by more than the sum transferred. The
same holds true mutatis mutandis for contraction in the country
making payment. It must also be remembered that the price
discrepancy has only to be created once. Later, when the process
of transfer has already begun, it can even be reduced. There 1s
no need for progressive contraction to pay each annual instalment.

The likelihood of a policy favourable to transfer varies, of
course, with the phase of the trade cycle through which the
countries concerned are passing. When credit is being expanded,
the necessary adjustments require only that expansion shall be
accelerated in the country receiving payment and retarded in the
country making it. But in the depression the latter country must
aggravate the process of deflation which always characterises
this phase of the trade cycle; moreover, there is small prospect
of assistance from the monetary authorities of the former country.

The difficulties of transfer are, of course, greatly enhanced by
the erection of obstacles to trade. If at the existing level of tariffs
the volume of international trade is nevertheless considerable, then

2 The writers who stress the difficulties of transfer generally rely on the
assertion that an automatic expansion of the circulation is nowadays improbable.
Attention is drawn particularly to the policy of the United States and . of the
Banque de France, who preferred to accumulate large gold reserves rather than to
let the transfer mechanism operate freely. Cf. notably Treatise on Money, chap.
xxi, and the Macmillan Report (Cmd. 3897) drawn up under Mr. Keynes’s influence.
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the transfer of unilateral payments should not prove very difficult.
For, tariffs notwithstanding, the price of many commodities will
be only just above the export point and that of many others only
just above the import point; and only a small effort will be needed
to increase exports and reduce imports. Tariffs already in existence
are therefore not a very serious obstacle to the transfer of any
but impossibly large amounts. Moreover, as stressed particularly
by Mr. Hawtrey, even if tariffs render impossible a further increase
of exports, it is still possible to reduce imports. But if tariffs are
progressively increased, as during the last few years, then prices
must fall progressively in the country making payment.® If the
very countries which insist on payment being made at the same
time restrict imports by every possible device to ¢ improve the
balance of trade ’ and to ¢ protect themselves from foreign competi-
tion ’ then their policy can only be described as sadistic. It makes
no difference whether the import restrictions are directed impartially
against all countries or whether the country making payment has
preferential treatment. For, as already pointed out, the transfer
of payments in commodity form is often carried out not directly
but indirectly, by means of triangular trade. The European
countries, for example, pay their debts to the United States by
exporting manufactured goods to South America, while South
America exports to the United States raw materials and food stuffs,
on which tariffs in the latter country are low or non-existent.
Dr. Benjamin Anderson has characterised the policy of the United
States as follows: ‘‘ The debts of the outside world to us are ropes
about the necks of our debtors, by means of which we pull them
towards us. Our trade restrictions are pitchforks pressed against
their bodies, by means of which we hold them off. This situation
can obviously involve a very painful strain for the foreign debtor.”’*
The same holds true to an even greater extent of certain European
countries.

§ 6. THE TrRANSFER MEcHANISM IN TiMEs oF 'Crisis.

The reader will already have asked himself how much of the
transfer mechanism remains operative in times of acute financial
crisis, such as swept over the world in 1931. It has already been
stressed that under such circumstances international lending—and

3 Of. Machlup, * Wihrung und Auslandsverschuldung ” in Mitteilungen des
Verbandizszcéer dsterreichischen Banken und Bankiers, Jahrgang 10 Nr. 7-8, pp. 194
et seq., .

4 Of. Chase Economic Bulletin, published by the Chase National Bank, 14th
March 1930; further, Hansen, Zconomic Stabilization in an Unbalanced World
(1932), chap. v.
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with it -the possibility of regulating short-term capital movements
by discount policy—disappears altogether. If the creditors of a
country lose faith in its solvency and in the stability of its currency,
they will follow the cry ¢ every man for himself.” - Clearly in that
case no rise in the bank rate, however large, can * attract ’ capital.
But this is not all. The collapse may very well spread from the
international capital market to the currency itself, For the joint
stock banks try to safeguard their position by discounting at the
central bank bills to replace the foreign credits which have been
withdrawn. The central bank then finds its cash reserve melting
away and the exchange threatening to depreciate. It is thus lured
into restricting international payments and perhaps fails neverthe-
less to maintain parity. At first sight one might suppose that,
in contradiction to our theory, it is after all not purchasing power
parity but the passive balance of payments induced by the with-
drawal of foreign credit which determines the rate of exchange.
But more careful analysis shows that these phenomena in no way
contradict our theory. On the contrary, their full significance
cannot be grasped except with its- help.

The deeper cause of a financial crisis may be cyclical or it
may be a special circumstance such as the outbreak of war. How-
ever that may be, the crisis is usually precipitated by a sudden
drying up of the stream of credit. It makes no essential difference
whether an-expansion of credit at home is brought to a halt or
whether credit is withheld by foreign lenders.®* In both cases the
numerous persons who depend directly or indirectly on the stream
of capital get into difficulties. In the cyclical change-over from
boom to slump the industries producing capital goods, in which
investment was heaviest during the credit expansion, have to
bear the brunt. Pressure is soon transmitted to the banks which
finance these industries, and the former seek to protect themselves
by rediscounting an increased volume of bills at the central bank.
As soon as important bankruptcies occur panic may easily become
general, manifesting itself in a run on the whole banking system.
Not knowing how far the collapse will spread, everyone tries to
put his money in a safe place. If the panic attains large dimen-
sions, even the soundest bank will be compelled to close its doors.
For every credit system presupposes a certain minimum of confi-
dence, and no bank is able to meet all its obligations simultaneously
in cash. :

It is usual in such cases for the central bank to intervene,

_.5 As when capital exports from America ceased in 1929 after the collapse of
the boom. : '

D
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if the joint stock banks cannot maintain their position by mutual
support. The history of financial crises provides many examples,
and if it is really a question of temporary illiquidity due to panic
withdrawals of money, the intervention of the central bank is
without doubt calculated to restore confidence.

If the withdrawal of credit is from abroad,® if there is in
addition a flight of domestic capital,” and if the central bank
cannot obtain sufficiently large credits from abroad, it can inter-
vene only at the expense of reserves. But since a fall in the
reserve proportion diminishes confidence still further and accelerates
the withdrawal of credit, the scope of this policy is very restricted.

The central bank must then decide whether to withdraw support
from the banks in difficulties or whether to strain its credit and
thus jeopardise the exchange. The choice between these two
alternatives involves very weighty problems, which cannot be
adequately discussed here. It is possible that a drastic application
of the first policy would compel foreign creditors to cease
withdrawing capital for fear of driving their debtors into bank-
ruptcy. It is moreover arguable that mistrust of the currency
is really due either to the liberal credit policy of the central bank
or to the expectation, based on past experience and on knowledge
of the views prevailing, that such a policy will probably be followed.
On the other hand, there are sometimes strong arguments for the
second alternative. ‘ ‘

However that may be, our theory of the gold standard
mechanism remains unaffected. No monetary system can work
unless its rules are observed. These demand that the central bank
shall refuse to increase the effective circulation by granting extra
credit. The currency is then in no danger. For it is almost
inconceivable that 20 or 309% of the notes in circulation will be
presented simultaneously for conversion into gold, for the purpose
of repaying foreign credits. This would constitute an enormous
deflation, and prices could not help falling. Long before with-
drawals reached this magnitude the debtors would be bankrupt,
and payment would automatically come to an end.

If there is a 40 to 50% gold backing, the exchange is in mo
danger unless the public begins to use foreign money instead of
domestic money as the normal means of payment.: But there is

6 Uf. notably Machlup, ‘‘ Theorie der Kapitalflucht,” in Weltwirtschaftliches
Archiv, Bd. 36 (1932), Heft 2, pp. 512 et seq.; Th. Balogh, ¢ Some Theoretical
Aspects of the Central European Credit and Transfer Crises ” in International
Affairs, vol. 11, 1932; Marco Fanno, I Trasferimenti Anormati di Capitali e le
COrisi, Torino (1935). . : L _

7 Whether by the transfer of deposits to foreign banks, or by their withdrawal
to purchase foreign bills. )
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no reason to expect a flight from the currency so long as the central
bank eschews dangerous experiments. Experience shows that a
panic of this kind occurs only where the public has learned by
bitter experience to expect a currency inflation.® A run on the
banks, signifying that the public prefers not foreign to domestic
money but cash to deposits, may lead to bank failures,® but the
currency will not be endangered.

The object of this analysis is to show that such abnormal cases
neither contradict our theory nor prove the ¢ inadequacy ’ of the
gold standard mechanism. It is not intended to gloss over their
extreme gravity or to deny that a temporary suspension of ‘the
gold standard may perhaps be the lesser of two evils.'®

§ 7. ExcuancE CoNTROL.:

To round off our account of the monetary mechanism, some-
thing must be said of the attempts to replace it by state regulation
excluding the free play of economic forces from the foreign
exchange market. The endless ramifications of exchange control
in different countries cannot be examined in this context, but only
the fundamental principles according to which the point—or point-
lessness—of any particular device can readily be grasped. These
are themselves easily deducible from the results already obtained.
For it is by no means the case that under exchange control the
market mechanism ceases to function altogether or that the laws
governing it can be ignored.

The primary function of exchange control is to maintain without
the loss of gold a rate of foreign exchange higher than that which

8 This represents a sudden contraction of the ‘ cylinder ’ (¢f. p. 41). A catas-
trophic fall in the volume of production would have similar effects.

9 As in America during 1931 and 1933. The number of bank failures was very
large because the law prohibiting banks from having more than one branch led to
extreme decentralisation.

10 But as the reader will see for himself England can indulge more safely in this
policy than countries where the public is prone to panic and where inflation has
undermined faith in the.currency.

1 There is no systematic exposition of this subject, the relevant literature
being small in quantiti and confined to periodicals, many of them weekly papers.
Cf. Machlup, ‘“Die Theorie der Kapitalgucht,” Weltwirtschaftliches Archiv, Bd.
36, Heft 2, pp. 512 et seq.; article ‘ Devisenbewirtschaftung  in Handwérterbuch
des Bankwesens (1935) (with Bibliography); Whittlesey, ‘ Exchange Control,” in
American Hconomic Review, vol.' 22 (1952), pp. 585-604; Basch,  Probleme der
Devisenkontrolle,”” in Mitteillungen des Verbandes osterr, Banken und Bankiers, 14
Jg. Nr. 9/10, Oct. 1932; Gross, ¢ Zielsetzun% der Devisenzwangswirtschaft in
Deutschland und im Ausland,’” in: Bank-Archiv, 15th Feb. 1933; ‘¢ Ausgangs unkte,
_Formen und Wirkungen der Devisenzwangswirtschaft,” in Archiv fir Sozialwissen-
schaft, vol. 69, April 1933, pp. 49 et seq. Hnquiry into Clearing Agreements,
League of Nations Publication (1935). The official regulations in all countries are

ublished in extenso at intervals by the Bank of International Settlements. (Y.
?urther Das Devisenrecht der Welt herausgegeben von der Korrespondenz, Industrie
und Handel, Berlin, Eildienst-verlag. For the legal principles involved, ¢f. Koppe
and Blau, Das gesamte Devisenrecht (1932).
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would rule in a free market. It is also desired in some cases to
ensure a sufficiency of foreign bills for payments regarded as
particularly pressing, or to prevent import prices from rising.
Another very important aim is to discourage the withdrawal of
money for the sole purpose of converting it into foreign currency,
and thus to prevent bank failures. But exchange control often
comes to be used also for protectionist ends,? although this is
seldom admitted to be its real object.

As a means of manipulating the exchange rates and preventing
the outflow of gold the attempt is made to influence both the supply
of foreign money and the demand for it. But this almost always
involves the further step of providing that all monetary trans-
actions with foreign countries, or certain types of transaction, shall
require the assent of a central authority.®

To influence supply the authorities may sell bills out of an
exchange fund. But this can hardly be called exchange control
since it is practised by central banks under the ordinary gold
standard mechanism. A more drastic device is to impound all -
current receipts from abroad. Exporters of goods and services and
recipients of interest and amortisation payments are not allowed
to invest the proceeds abroad but must change them into domestic
money at a fixed rate. A further step is the mobilisation of credits
or even securities and titles to property already held in foreign
countries. ‘

To reduce the demand for foreign bills certain types of payment
to foreign countries are prohibited. Payments for imports obtain
preference over purely financial transactions and interest payments
over repayments of capital; a distinction is drawn between ° neces-
sary ’ and ° superfluous ’ imports. Foreign travel is prohibited
or travellers are allowed to take only a certain sum of money with
them. By transfér moratoria debtors are prevented from trans-
ferring money to their foreign creditors. In the same way a
general moratorium provides for the optional or compulsory renewal
of credits falling due for repayment. Effects similar to those of
a transfer moratorium are secured by negotiation under standstill
agreements. Thus in 1931 and 1982 Germany’s creditors agreed
to let their short-term claims remain outstanding or to call in and
withdraw only an agreed percentage. ‘

Exchange control is much more likely to be effective in some

2 See below chap. xix, § 6.
3 Cf. what was said on p. 25 about the 16th century bullion system.

.4 On this.subject, too, the literature is confined to periodicals. Cf., e.g.,
Friedheim, ‘“ Der Sinn der Stillhaltung,”” in the monthly Wahrung und Wirtschaft
g‘eb. 1933) and articles in The Economist, Bank-Archiv, Die Bank, Deutscher

olkswirt, &c.



THE TRANSFER PROBLEM )

circumstances than in others. Two main cases must be dis-
tinguished : :

(a) The weakness of the exchange, the outflow of gold and the
¢ crisis of the balance of payments > may be due simply to the flight
of foreign and of domestic capital. This differs from ¢ export
of capital ’ in being determined not by the ¢ profit’ but by the
¢ risk ’ factor.5 Capital flows as it were up-stream not into countries
with a high rate of interest, but into countries where risk is small
and where the rate of interest is generally low. The capital balance
may be upset in this way by a momentary panic as in America
(February to March, 1933) or, as in Germany from the autumn of
1930 onwards, disequilibrium may persist for a long time.

(b) The. weakness of the exchange and the outflow of gold may
be due also to the much more serious fact that the bdalance of
payments on income account is chronically passive at the given
exchange rate. If prices and incomes are above the equilibrium
point relatively to other countries,® then imports—including
services, interest payments, normal repayments of capital and
normal movements of capital seeking the point of maximum profit
—will show a surplus over exports. This can be rectified only
by restoring equilibrium between domestic and foreign prices:
either the exchange must be allowed to depreciate or prices must
be forced- down.

These two cases seldom occur separately and each has a tendency
to produce the other. As already shown, flight of capital can easily
lead to credit inflation and, on the other hand, a long-continued
outflow of gold, resulting from the refusal to adjust prices down-
wards, ends by destroying confidence and producing a flight of
capital. But nevertheless the two cases must be kept separate for
purposes of analysis.

In the former there is a flight of capital but the balance of
payments on income account remains in equilibrium. Prices are
not therefore above the long-run equilibrium position, but they .
are nevertheless too high, having regard to the temporary flight
of capital. To effect the transfer either there must be a painful
contraction of the circulating medium or, if the capital is replaced
by credits granted by the bank of issue, the exchange must fall.
The object of exchange control is to avoid the dilemma by pre-
venting flight of capital.

5 Cf. Machhip, * Theorie der Kapitalflucht,”” in Weltwirtschaftliches Archiv,
vol. xxxvi, 1932.

€ Either because of inflation or, as already pointed out, because of the refusal
1o keep step with falling prices abroad. In recent years a number of countries
have been forced off the gold standard for this reason.
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This represents fairly accurately the situation in 1931-32 of
Germany, where the flight of capital was as a matter of fact
successfully reduced to manageable proportions. For commercial
purposes and for the service of foreign loans bills were in principle
assigned up to 100% of the demand. Moreover, the value of
the mark was maintained even abroad, and there was no appreci-
able development of black markets with lower rates of exchange.

Thus German experience has shown that within certain limits
the flight of capital can be prevented without crippling the normal
business of payments on income account. But these limits and
the conditions which render such a policy possible at all must be
noted carefully. It is imperative that measures should simul-
taneously be taken to restore confidence: in particular the currency
must be stabilised. If the balance of payments on income account
is passive, then prices and incomes must be lowered by credit
restriction. Indeed, a surplus must be created on income account
to provide for such export of capital as eludes even the most rigid
exchange control. Otherwise gold must flow out or the exchange
will fall, and in either case the tendency to a flight of capital
will be strengthened.

It should -also be noted that the best means of stopping the
foreign creditors from withdrawing their money is to facilitate
repayment as much as possible. For just as with a run on the
banks, money will no longer be withdrawn if the creditors feel
sure of obtaining it whenever they so desire.

The comparative success of exchange control in Germany must
be attributed to the fact that credit was adequately restricted.
The volume of bills discounted at the Reichsbank fell between
February 1932, and February 1933, from 3295 to 2351 million
marks. Deflation was of course greatly facilitated by the drastic
cuts in money incomes initiated by Briining’s emergency decrees.

Any attempt to discriminate between ¢ flight of ,capital ’ and
‘ legitimate international payments’ must encounter serious
technical difficulties. If the tendency to a flight of capital persists
for long, then transfer moratoria, standstill agreements for short-
term liabilities and embargoes on the export of notes must be
reinforced by other devices. For the export of capital can take
many different forms. Thus current receipts from abroad on
account of commodity exports” are not changed into domestic money
but are invested abroad. If the flight of capital is to be success-
fully prevented, it must therefore be made compulsory for all

7 Includmg services. Hotels, for example, arrange with their foreign guests
for bills to be paid into an account at a foreign bank.
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foreign bills received in payment to be handed over. Evasion
is of course very difficult to prevent entirely, and further com-
pulsion and control become necessary, to the great detriment of
international trade. Moreover, import and export invoices must
be checked to prevent capital being smuggled out under the cloak
of fictitiously high import prices or low export prices.

Once the causes producing flight of capital are removed, control
could be relaxed without a fall in the exchange. But as a rule
the first type of exchange control degenerates gradually into the
second. How this happens can be illustrated by the classic example
of Germany from 1933 onwards.

Early in 1933, or even before, the policy of restoring inter-
national price equilibrium by deflating incomes was definitely given
up. Simultaneously the attempt was made to ¢ stimulate business ’
by public works, which involved a large expansion of credit. The
question whether this radical change of policy was a‘good or a
bad thing is not relevant to the present discussion, but only the
fact that for various reasons the Government did not dare to change
the official gold rate of the mark. Gold prices, therefore, rose
in Germany, while they were falling steadily in the gold-standard
countries and countries with depreciated currencies. The balance of
payments thus became increasingly passive, the demand for foreign
money exceeded its supply, imports increased and exports
diminished. In this situation it was the task of exchange control
by one means or another to equate supply and demand.

To increase supply was impossible since depreciation of the
exchange and a lowering of prices and incomes were both ruled
out. It was therefore necessary to restrict demand and to dis-
criminate between buyers. Amortisation payments to foreign
creditors were suspended, interest payments were restricted more and
more, and their transfer was prohibited; foreign travel and com-
modity imports were restricted; payment for current imports was
suspended, &c., &c.

~ There are endless devices for preventing or postponing payment
and directly or indirectly restricting imports;® but the general
principle is clear enough. In place of the price mechanism demand
must be adjusted to supply in some other way. Either general
rules of one kind or another are evolved or it must be decided
arbitrarily from case to case which imports shall and which imports

8 This policy involves to some extent a vicious circle. Import restrictions raise
the price o? important raw materials, and, notably in the textile industry, these
are replaced to some extent by expensive and inferior substitutes; moreover, foreign
countries are goaded into reprisals. Thus exports are curtailed and the import
surplus is not removed.
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shall not be paid for. Any number of different arrangements are-
conceivable and in fact the regulations were revised every month
or two according to a ‘ new plan.’ A detailed study of all this
would be superfluous. Nor need we examine the official pronounce-
ments explaining the reason of the various regulations, since for
political reasons they ignored almost everything of real significance.
Instead of pointing out that the mark was overvalued—chiefly
owing to the policy of expansion—they emphasised the passive
balance of payments, for which the unneighbourly refusal of
foreign countries to accept payment in German goods was made
responsible Similarly, instead of high costs they talked about
the Exportmudlgkelt > of German industry!

If a country is prepared to export only.those commodities in
which she has the greatest comparative advantage, then. obviously
the exchange can be maintained at a much higher rate than if
the international division of labour is fully utilised. For instance,
if imports were drastically restricted, some German goods could
still be exported even at an exchange rate of 3 marks to the
pound, without a deflationary fall of prices in Germany, though
the standard of living would of course have to be considerably
reduced. ‘

Interesting material for observation is provided by clearing
agreements,” under which two countries regulate the making of
payments between them. In both countries importers pay into
a central account the purchase price of the goods imported; these
sums are then utilised to pay exporters. In most but not in.all
cases the clearing system covers also amongst other things pay-
ment for interest and amortisation on debts already contracted.
Frequently it was the creditor countries who instituted a clearing
system in order to exact payments due to them. Suppose, for
example, that Germany has an export surplus with Great Britain,
which she uses not to pay her British creditors but to purchase
goods from other countries. Then it is understandable that Great
Britain will try to impound this surplus by a clearing system.

Obviously a creditor country cannot exact payment in this way
unless she has an ‘ unfavourable ’ balance of trade with her debtor.
If Great Britain had an export surplus with Germany, she could not
obtain payment even for the whole of her exports out of imports,
still less could she satisfy those of her nationals who had lent
money to Germany. The United States have a ¢ favourable ’ balance
of trade with Germany and are therefore from this point of view
in an ‘ unfavourable ’ bargaining position.

9 Cf. Bnquiry into Clearing Agreements published by the League of Nations
(Geneva, 1935q P v g
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If a clearing agreement is reached between Germany, where
prices are above the equilibrium point, and Switzerland, with
whom she normally has a favourable balance of trade, then imports
from Switzerland will rise and the export surplus will decrease;
similarly, imports from United States must fall because there will
not be enough money to go round. In this way Germany’s clearing
agreements with Switzerland, Holland, Great Britain, France, &c.,
have considerably altered the channels of international trade.*

Clearing agreements have again and again been made between
countries whose balance of trade with one another cannot be
equalised. Where the country with the over-valued currency has
an excess of imports, ‘ clearing surpluses ’ accumulate, paid in
by importers and waiting to be paid out to exporters. In such
cases the clearing is said to be ‘ blocked up.” Foreign exporters
and other ¢ clearing creditors ’ must wait for their money, which
is equivalent to a forced loan from one country to the other.

The clearing agreements were an attempt to get out of the
smpasse into which the independent exchange control of different
countries had led. But the mistake was made of trying to reopen
the channels of payment without restoring the mechanism of adjust-
ment—which consists as already shown in the flexibility either of
prices or of exchange rates. :

In spite of the complexity in detail of exchange control it is
really not difficult to grasp the general situation and to point the
way out of this tangle of restrictions, prohibitions and regulations,
if  one understands in principle the workings of the inter-
national monetary mechanism. Most of the ¢ practical > men who
introduced and administered exchange control entirely lacked this
knowledge. They had to -discover step by step through bitter
experience the principles of international trade—a wearisome pro-
cess very costly to the economic system. Since 1931 exchange
_ control had decimated the volume of international trade. Bilateral
forms of exchange control, represented most strikingly by clearing
agreements,? which tend to equalise the balance of payments
between pairs of countries, have been particularly injurious to
¢ triangular trade.’

1 Cf. F. Hilgerdt, ‘* The Approach to Bilateralism-—a Change in the Structure
of World Trade” in Index, Stockholm, 1935, and J. B. Condliffe in World
Economic Survey (1934-35) (published by the League of Nations, 1935), p. 156
et seq. .
2 Multilateral clearing agreements have been much discussed, but not as yet
put into practice. For the present; Governments have their work cut out administer-
ing bilateral agreements! )

3 Cf. the statistical computations in the Review of World Trade, 1934 (League
of Nations, Geneva, 1935), p. 67, and Enquiry into Clearing Agreements (League of
Nations, Geneva, 1935).
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The only way of escape from this pernicious system is to give
up trying to maintain an artificial rate and to let the exchange
depreciate in accordance with purchasing-power parity. In recent
years Austria and some of the South American countries have in’
this way reached a new equilibrium permitting exchange control
to be relaxed or abolished. In most cases the exchange is not
depreciated openly and all at once but step by step. At first
‘ emergency taxes’ and ‘license charges’ are levied on foreign
money allotted to importers, and the proceeds are handed over
to exporters as premiums on the bills which they pay in. The
extra charges are generally graded, € necessary’ imports being
given preference over ‘ luxury ’ imports. Then they are gradually
extended and unified until sooner or later depreciation is made
definitive.* In this way during 1932 and 1933 exchange control
was almost entirely abolished in Awustria. Hungary, Germany,
and Rumania are still (summer 1935) at an early stage of the
process. Even at the cost of endless difficulties and disadvantages
they have postponed adjusting the exchange rate, partly from
stupidity and partly from weakness. For it is a sign of weakness
that the necessary adjustments of the exchange rate is considered
likely to cause panic in a country which has experience of inflation.

The working of exchange control in Germany and in other
countries during recent years has been by no means uninteresting.
But the results which it has yielded were easily deducible from
the theory of international trade, and were, indeed, for the most
part actually predicted beforehand. )

4 A new form of veiled devaluation has recently (1935) been introduced in Ger-
many. It consists of a more or less general and uniform export premium. Reliable
information on the details of this scheme is not available, but the premium is
believed to amount on the average to 25 per cent. of the export value. While
under an open devaluation the exporter (seller of foreign currencies) receives his
subsidy from the proceeds of a premium or surtax on the official rate of exchange
payable by the importer (buyer of foreign currencies), under this system the sums
required f)c;r the payment of export bounties are raised by a special levy imposed on
industry as a whole; hence the necessary check on imports is not an automatic one
but has to be provided—as is actually the case in Germany at present-—by adminis-
trative control and selection of imports through a comprehensive licensing system.



CHAPTER VIII.

HISTORICAL ILLUSTRATIONS OF UNILATERAL
TRANSFER.

§ 1. GENERAL REMARKS.

In economics hypotheses reached by deduction can seldom be
verified completely by statistics. There is almost always room for
doubt whether the observed result can only have been produced in
accordance with the theoretical comstruction by a certain force
operating in a eertain way. For it is usually impossible to observe
the effects of one force in isolation from the effects of other forces
working in the same or in the opposite direction.

The attempt to find statistical examples for the functioning of
the transfer mechanism involves two distinct problems. In many
cases it is comparatively easy to trace the influence of unilateral
transfers on the balance of payments. But it is not so easy to
trace the price-changes involved in the restoration of equilibrium.

(@) The first of these two problems is to verify the conclusion
that when a country makes unilateral payments its balance of
trade (in goods and services, including the precious metals) tends to
improve. . This means either that an export-surplus is created, or
that an existing export-surplus becomes larger, or that an
existing import-surplus becomes smaller; when transfer ceases
there should be a movement in the opposite direction. If
the shifts to be expected on theoretical grounds cannot be detected
statistically, one is justified in assuming that the balance of pay-
ments is kept in equilibrium by invisible items such as the granting
of credits or the transfer of titles to property, bankruptcies, &c., which
sometimes elude statistical enquiry. But if the unilateral payments
are on a large scale, as when capital is imported steadily over a long
period, then equilibrium must be reached by the movement of
goods. For in the long period commodity imports and exports are
the flexible items in the balance of payments.

To show how equilibrium is reached, one must take into account
all the trade connections of a country and not merely its balance
of trade with the particular country to which it makes the unilateral

payments. For the adjustment almost always involves the
91
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¢ triangular trade,” particularly where a direct adjustment is made
impossible by tariff barriers. In this case the adjustment will also -
be made largely by means of services on which there are no duties.
For instance, the United States will receive payment in the form of
tourist traffic and shipping services.

(b) The second problem is to verify statistically the shifts of
price asserted by economic theory to result from unilateral trans-
fers. But attempts to do so have not hitherto been very fruitful.
Apart from the Canadian example, where the conditions were
especially favourable,’ the observed price-changes are mostly insig-
nificant, they often contradict expectations, and in all cases they can
be attributed to other causes without doing violence to the facts.
The reason is first of all that there is no theoretical necessity for
prices in the country making payments to fall relatively to prices
in the country receiving them: as shown above the opposite is con-
ceivable. Secondly, there are always other forces at work which
influence prices. Apart from inflation and deflation, boom and
depression, there are secular changes of all kinds due to technical
progress in production and transport, to shifts in demand, to the
introduction or abolition of tariffs, &c., &c. It should be noted
in ‘this connection that at certain stages of the trade cycle the
export prices of countries producing raw materials move in the
. opposite direction to those of countries producing manufactured
goods. All these influences on price-levels obscure the effects due to
unilateral payments—which are moreover in themselves complex. It
is therefore hardly surprising that statisticians have not been able
to discover many striking examples of recurrent price-changes. -

This negative result is however by no means valueless. For it
justifies the conclusion that the shifts of price necessitated by
unilateral payments are of a lower and not of a higher order of
magnitude than other influences on the price-level. In particular
the shifts of price which occur during a normal trade cycle are
undoubtedly much larger than those due to transfer.

§ 2. Tee Frence INDEMNITY OF 1871.

Few episodes in modern financial history have excited so much
astonishment as the successful discharge of the French War-
indemnity to Germany in 1871. Particularly surprising were, on
the one hand, the ease and rapidity with which France raised the
5 milliard francs required—a very large sum in those days. The

1 Cf. § 3 below.
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Indemnity was not spread like German Reparations under the Dawes
and Young Plans over a large number of annual instalments, but
had, in accordance with the Treaty of Frankfort, to be transferred
in a few lump sums by 2nd March 1874. To the astonishment of the
whole of Europe the final instalment was paid on 15th September
1873—a unique example of the prompt unilateral  transfer of
capital. The second point of interest is the comparatively small
disturbance to European trade caused by the transfer of this sum
within so short a period of time.

In the following paragraphs a short summary is given of (a)
the actual transfer, (b) the raising by France of the sums required,
(c) the uses to which the proceeds were put by Germany.

(@) The sum to be paid was fixed by the Treaty of Frankfort at
5,315 million francs. From this amount 326 million francs were
subtracted on account of the railways in Alsace-Lorraine belonging
to the Chemin de Fer de I’Est, whose shareholders were to be com-
pensated by the French Government: 125 million francs were
accepted in notes of the Banque de France, but the remaining
4,865 million francs had to be transferred in gold or in foreign bills.
There were to be no payments in kind.

Only a very small proportion of the 4,866 million francs were
paid over in cash. This part was made up as follows:—

In German coins, which for the most part

had been brought into France by the
German troops and were called in by the

French Government, - - - 105 million francs
In gold bullion, - - - - - - 2713 »
In silver, - - - - - - - - 239

2 »»

617 million francs

‘The whole of the remainder, that is to say much the greater part
of the whole indemnity, was transferred in bills of exchange.

(b) Clearly this large sum could not be raised all at once by
taxation but only by borrowing; moreover it could not all be saved
out of current income. Recourse had therefore to be made on a
large scale to the liquidation of capital already existing in French
hands. The success of the 1871 and of the 1872 loans was due to
two circumstances. On the one hand, the national credit had.
remained intact in spite of war and defeat; and, on the
other hand, France’s foreign investments had by 1870 reached a
very large figure. From the middle of the nineteenth century
onwards France was a typical creditor country, investing much of
her savings abroad and living to a considerable extent on the
interest and dividends.. The reason why her balance of payments
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remained for decades, with only short interruptions, passive was
that the annual receipts from foreign investments exceeded the
annual exports of new capital.

Now everything depended on whether the French Government
could succeed in mobilising these foreign investments. In 1871
and 1872 two large loans were issued amounting altogether to 5,792
million francs. The second loan in particular was amazingly
successful, being ten times over-subscribed. The money came from
the following sources:—

(1) About 2,250 million francs were subscribed from abroad,
an appreciable part from Germany.

(2) About 2,000 million francs were taken up by French
nationals, who sold foreign investments for the purpose. This
meant the transfer of capital on a very large scale. The
French Government, as it were, indirectly borrowed the foreign
investments in private hands, thus obtaining the francs neces-
sary to buy foreign bills. In some cases the Government
accepted payment for its stock directly in foreign scrip, which
it could then sell abroad.

(8) According to Moulton and McGuire one cannot be sure
where the remaining 1,600 million francs came from. Presum-
ably they were provided in part out of current savings in
France.

In any case practically the whole sum required was raised by
borrowing. Of course the amount of the indemnity had to be
reflected sooner or later in reduced consumption in France. But
the burden on the French taxpayer was distributed over a long
period of time. The annual interest-service on the new debt
amounted altogether to 374.6 million francs. The volume of taxa-
tion increased from 1869 to 1873 as follows:—

FrENCH TAXATION.

In millions of francs.

Direct : Indirect
Year. Taxes. Taxes, Total.
1869 576 1,229 1,805
1870 586 - 1,083 1,669
1871 581 1,239 1,820
1872 605 -1,524 2,129
1873 675 1,698 2,371

France succeeded in paying the actual indemnity surprisingly
fast. But the ensuing burden on the natiorral exchequer was not
entirely removed even by 1914, although the rate of interest was
reduced by conversion operations towards the end of the century.
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The influence of the indemnity on France’s international trade
is brought aut clearly by the following table:—
FRANCE'S BALANCE OF TRADE.

In millions of francs.

Year. TImports. Exports. Surplus.
1867 3,202 3,085 - 117
1868 3,415 2,974 . — 441
1869 3,269 3,257 : : - 12
1870 - 2,935 2,915 - 20
1871 3,599 2,925 — 674
1872 3,603 3,814 + 211
1873 3,651 3,925 + 274
1874 3,574 3,806 + 232
1875 3,585 3,968 + 383
1876 4,046 3,689 ~ 3b7
1877 3,737 3,552 - 185
1878 4,246 3,297 - 949

The balance of trade was passive the whole time except from 1872
to 18756 when it promptly became active. The outflow of goods
began shortly after the first transfers of capital, continued for
several years, and was then reversed. This is, so far as it goes,
exactly what one would expect on thearefical grounds. The further
question, what proportion of the additional exports found its way
to Germany cannot be answered with confidence, since the statistics
of Germany’s foreign trade were at that time still rather unreliable.
It is ‘nevertheless significant that direct commodity exports from
France to Germany, which averaged in 1868-9 only 260 million
francs rose in 1872-3 to 436 million francs. That the increase of
direct transfer from France to Germany should not have played a
major part is quite in accordance with the predictions of economic
theory. Although transfer is normally made in the form of com-
modities, only part of these are transferred direct from the country
making payments to the country receiving them.®> But in the
present example by no-means the whole transfer was made in kind.
For, on the one hand, .t is fairly certain that Germany’s increase
of imports was much smaller than one would expect from the large
amount of capital which had been transferred; and, on the other
hand, the French balance of trade showed an export surplus once
more as early as 1876. If an amount corresponding to the whole
indemnity had been transferred in goods the export surplus would
have had to persist much longer.

(¢) The fact that less goods were exported from France than

2 In the Canadian example (cf. % 3) imports rose almost to the full extent of
the loans contracted abroad, but only a small proportion of the commodltles came
from England, where most of the capxtal had been raised.
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might have been expected can be adequately explained by the
peculiarities of the German situation after 1871. Part of the
money was employed for special purposes—notably for the intro-
duction of the gold standard—and was therefore mnot spent on
imports. In the absence of detailed statistics the following rough
summary must suffice : — v h

(1) The relatively small sum of 150 million francs (=120
million marks) was deposited at the Fortress of Spandau in
gold.

(R) A large sum, estimated at 750 million francs, was spent
on introducing the gold standard. One of Germany’s chief
benefits from the indemnity was that gold could be purchased
without the unpleasant necessity of raising loans or taxes.

(8) A further sum, which cannot be estimated precisely,
was expended by the national exchequer on pensions, repay-
ment of debt, and on military works.

It would be interesting to trace the effects of the whole transac-
tion on the economic position in France and in Germany. The
flow of payments into Germany, by facilitating credit-expansion,
undoubtedly helped to produce the boom which led up to the
crisis of 1873. There is no space here for a detailed analysis and,
particularly as regards the exact course of price-movements,
statistics are lacking.

§ 3. Canapian Imports or Caprrar 1900-1914.

Canada’s economic relations with other countries from 1900 to
1914 provide one of the very few cases where adequate verification
is possible. Here it can be shown inductively whether the effects
attributed by theory to large capital movements followed in this
case the taking up of loans by Canada, or not.. For the loans were
so large as to overshadow any change, during the relevant period,
in other factors influencing Canada’s balance of payments. The
very striking changes which occurred in the latter can therefore
be imputed almost wholly to the import -of capital.®

During the last few decades of the nineteenth century the
‘annual increase in Canada’s international indebtedness was only
small: it was exceeded by the annual interest payments on debts
already contracted. The balance of trade was therefore predomin-
antly active. After 1900, however, when the western provinces

3 (f. the detailed analysis in Viner, Canada’s Balance of International Indebted
ness (1924). )
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began to develop, Canada borrowed from abroad amounts very
large compared with the size of her population—which in 1901 was
only 5°3 millions.

Loans were subscribed to the following amounts, and by the
followmg countries* : —

CANADA’S IMPORTS OF COUNTRIES EXPORTING CAPITAL
OAPITAL. TO CANADA.
In thousands : In thousands per
Year. of dollars. of dollars, cent,
1900-1904, - - 227,792 Great Britain, - 1,753,118 688
1905-1909, - - 788,425 United States, - 629,794 247
1910-1913, - - 1,529,410 Other Countries, 162,715 65
Total, 2,545,627 2,545,627

At the outbreak of war this large movement of capital came
abruptly to an end.. "

In the following paragraphs the principal changes to be
expected, according to the classical theory, are compared briefly
with the observed facts. ' :

(@) Balance of Trade. Hypothesis. On theoretical grounds one
would expect Canada’s balance of trade to become passive shortly
after the inflow of foreign credits, with import surpluses to about
the amount borrowed. For geographical reasons equilibrium should
probably be reached not by the direct purchase of goods in England,
but indirectly.

Verification. Canada’s balance of trade in commo-
dities is represented in the following table by quinquennial totals
from 1881 onwards®: —

CANADA’S BALANCE OF TRADE.

Year. - Imports, . Exports. Export Surplus.
© In millions of dollars.

1881-1885 - 581 478 - 103
1886-1890 ’ 565 451 - 114
1891-1895 . 610 563 - T4
1896-1900 730 774 + 4
1901-1905 1,169 1,051 - 118
1906-1910 1,627 1,305 — 322
1911-1914 2,374 1,484 : — 890

~1,330

As one would expect, the 1mport surplus grew rapidly. It should
be noted that the import surplus from 1900 to 1913 was smaller
than the amount of capital imported; but,the difference can be

4 Cf. Viner, op. cit., p. 139. ’
5 Calculated from the exhaustive compxlatxon in Viner, op. cit., p. 282.
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accounted for by other items in the balance of payments notably
interest payments.

The following table shows how important triangular trade was
in producing the new equlhbrlum of imports and exports: —

CANADA’S TRADE-BALANCE AND CAPITAL-BALANCE.

In millions of dollars. Investments
Export British Import ' U.S. Import Surplus . of other
Surplus - Investments Surplus Investments with other Countrles
Year. with G.B. in Canada. with U.S. in Canada. Countries.  in Canada.
1800  + 519 10-1 - 472 17-9 - 115 37
- 1905 + 46.6 764 - 7188 32:4 - 178 37
1910 + 29°8 2185 - '161°5 727 - 269 22-1
1913 + 723 3758 - 2588 1350 - 850 360
1900-13 +670°0 1,753°1 -1,7228 6298 -302°1 1627

Throughout the period Canada had actually an export surplus to
Great, Britain, the country which provided most of the credits.
For while these were spent on commodities, the latter were pur-
chased not in Great Britain but in other countries, for the most
part in the United States.® This was due partly ito financial
reaspns—American investors exercising a much more rigid control
than the English lenders over their Canadian investments—but
partly also to geographical and other advantages which American
exporters had over their British competitors.” This is quite in
accordance with the fact, as shown by the following table, that
Canadian exports were considerably larger to Great Britain than
to the United States:—

CANADIAN EXPORTS TO GREAT BRITAIN AND TO THE
. UNITED STATES. ‘
To Great Britain. To the United States. '

In millions As a per cent. In millions As a per cent.
Year. of dollars. of total exports. of dollars. of total exports,
1900, - - 966 591 525 32-1
1905, - - 971 50°1 704 36-9
1910, - - 132-2 482 104°1 380
1913, - e 215-3 500 1634 370

The fact that capital imports were balanced by commodity
imports not directly but ¢ triangularly ’ renders possible a verifi-
cation of the theory in other particulars. For theory asserts that
the intermediate stages (outflow of gold, shift of prices, &c.), while
superfluous where equilibrium is reached directly by purchases in
the lending country, must necessarily occur where the adjustment

6 Of course the Americans also loaned money to Canada. But Canada’s urplus
of imports from the United States excéeded her imports of capital from that
country b{ about 1,000 million dollars.

7 For further details cf. Viner, op. cit., pp. 284 et seq.
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is indirect.® In the present case one expects therefore the whole
mechanism of adjustment to be called into play. That this was
actually the case can be demonstrated point by point. In contrast
to the indemnity of 1871 it is posmble here to observe statlstlcally
not only the first and the last link in the chain of causation, i.e.,
the movement of capital and the change in the balance of trade in
commodities, but also the intermediate links.

(b) Gold Movements and Volume of Circulation. Hypothesis.
On theoretical grounds one would expect considerable imports of
igold into Canada shortly after the loans had been made.

Verification. That this was so is shown by the follow-

ing table: — .
CHANGES IN CaNADA’s VOLUME oF CoOINED GoLD.
In thousands In thousands
Year. of dollars, Year. of dollars.
1900 + 432 1907 + 350
1901 — 64 1908 + 1,806
1902 - + 449 1909 + 568
1903 ) + 923 - 1910 + 999
1904 + 654 1911 + 2,349
1905 - 26 1912 - 112
1906 + 423 1913 + 1,622

The total volume of bank credit, represented by the note issue
and by short-térm credit held at Canadian banks, rose during the
same period from about 350 million dollars in 1900 to over 1,100
million dollars in 1913. As already noted® the increase in the
volume of currency and of credit preceded by a short interval the
corresponding inflow of gold. But this is only a slight modification
of the theory, according to which the inflow of gold mnormally
precedes the expansion of credit based on it. Such modifications
always have to be made where the transfer and wutilisation of loans
is in the hands of a complicated banking organisation. In many
cases the Canadian banks made advances to their customers as soon
as it was known that the latter had been successful in raising a loan
in London. The sum in questmn either remained in London or—
more frequently—was credited, in the first instance, at New York
to the Canadian banks, which had already expanded credit by
increasing the supply of liguid resources. The funds remained in
New York until the Canadian banks called them in, to adjust their
cash reserves to the increased volume of credit. The gold did not
actually flow into Oanada until this happened. As one would
expect, the selling rate on New York was low-.and the selling rate
on Canada in New York was high during the whole of this period.

8 Of. p. 75 and Taussig, International Trade (1927), pp. 124 et seq.
9 Cf..p. 52.
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That this state of affairs persisted for years, giving rise to a steady
inflow of gold from New York into Canada, can only be explained
by the continued use of this method of raising foreign loans, which
went on until 1914. :

(c¢) Prices. This is perhaps the most interesting aspect. The
predictions of theory can be verified with surprising accuracy.

(1) Changes in General Price-Levels. Hypothesis. One
would expect a rise of Canadian prices and perhaps a fall of
British prices compared with the ‘ world price-level.” Since
world prices rose between 1900 and 1913 one would expect,
therefore, a rise in Canadian prices larger than and in British
prices smaller than the rise in world prices.

Verification. As shown by the following table, the
development was therefore exactly as one would expect: —

GENERAL PricE LevEeLs.?

Canada. World. Great Britaii.

Year. Unweighted. Weighted. Unweighted. Weighted.
1900 100.0 100.0 100.0 100.0
1901 98.8 100.2 99.8 96.7
1902 100.7 103.6 102.0 96.4 .
1903 1021 103.7 102.3 96-9
1904 1020 104.5 .100.9 98.2
1905 105.1 107.6 104.6 976
1906 1109 113.5 108.7 1008
1907 116.6 122.1 113.8 106-0
1908 111.6 118.2 109.4 103.0
1909 1120 1194 110.0 1041
1910 114.7 , 121.0 112.8 108.8
1911 } 116-8 123-9 116-3 109-4
1912 124.2 136.0 122.6 1149
1913 124.8 131.9 121.2 116.5

It is particularly interesting to compare the movement of prices
in Canada with that in the United States. In the period under
review the United States also imported capital, but to a smaller
extent than Canada. One would therefore. expect prices to rise
there more than in Great Britain or in the world as a whole but
rather less than in Canada:—

WHOLESALE PRricES IN THE UNITED STATES.

Year. Unweighted. Weighted. Year. Unweighted. ‘Weighted.
1900 100.0 1000 1907 117.2 117.3
1901 98.2 98.8 1908 1111 113.6
1902 1021 106.2 1809 - 114.5 121.0
1903 102-8 1062 1910 1191 124.7
1904 102.2 107.4 ©1e11 1169 118.5
1905 1049 106.2 1812 120.9 125.9
1906 1108 109.9, 1913 122.3 124.7

1 Selected from Viner,‘ locj cit. Prices in 1900, when the capital movements began,
equal 100.
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It is particularly significant that price movements in Canada and
in the United States respectively, after keeping fairly close together
for the greater part of the period, diverged during the last three
years, when Canadian imports of capital were particularly large.
Prices now rose in Canada considerably faster than in the Uniteéd
States. - :
(%) Changes in Sectional Price-Levels. Hypothesis. One
would expect that, compared with world prices, the price of
. imports would fall, that of domestic goods would rise, and that
of exports would also rise, but to a smaller extent. For
domestic prices are affected only by conditions at home, exports
also by conditions elsewhere, and imports for the most part
only by the latter. Since world priees rose one would expect
domestic prices to rise most, those of exports to rise less, and
of imports still less.

Verification. The anticipated yl;esults are con-
firmed so accurately by the following table as to require no
further comment : — ‘

DomEesTtic, Export AND IMPORT PRICES IN CANADA.

Year. Domestic Goods. Exporta. Imports.
1900 1000 1000 100.0
1901 1115 101.7 94.8
1902 1185 1028 92.5
1903 1191 103-3 97.7
1904 1191 104.0 - 940
1905 120:9 1079 -98.3
1906 122.8 115.3 107.3
1907 135.6 1244 1142
1908 133.6 119.9 . 995
1909 1410 123.6 1022
1910 145.7 125.7 105.0
1911 1514 129.0 103.8
1912 161.8 138.8 1131
1913 - 161.7 1339 1141

§ 4. GerMmaN REPARATIONS.?

(a) Introductory. There can be no doubt that German Repara-
tions form the largest unilateral transfer in economic history. The

2 Bibliographical Note. The literature on Reparations is very extensive and
only a few of the more important works can be mentioned here. Most of them deal -
also with Inter-Allied Debts, but the latter problem has been discussed—apart from
official publications on the various agreements, &c.—chiefly in periodicals of one
kind or another. Moulton and Pasvol%{{i, War Debts and World Prosperity (1932).
~ Das Reparationsproblem; Verhandlungen und Gutachten der Kon}Je'renzen wvon

Pyrmontund Berlin, Berlin, 1929 (Veriffentlichung der Friedrich List-Gesellschaft,
2 Bde.). Moulton, 7he Reparation Plan (1923). Moulton and McGuire, Germany’s
Capacity to Pay (1933). Bergmann, The History of Reparations (1927). Auld,
The Dawes Plan and the New Economics (1927). M. J. Bonn, Der Neue Plan
als Grundlage der Deutschen Wirtschaftspolitik (1930).
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time is not yet ripe for a sober and exhaustive examination sine ira
et studio of this unique phenomenon. For the post-war period is
not yet at an end and its passions have still to die down. Moreover,
in this case the problem is far more complicated than in the
. Canadian example. The whole series of events took place in an
economic system already shaken to its very foundations. The War
and the Peace Treaties had produced revolutionary changes and
disturbances in the social order, and a new equilibrium had not yet
been reached. Simultaneously the drama of inflation was being
played out. Whereas the Canadian example approximates to the
conditions of a laboratory experiment, in this case the complex of
intersecting movements makes it almost impossible to d1sentangle
the dlfferent strands of causal connection.

Here moreover—once more in contrast to the Canadian example
—there existed the problem of raising the sums to be transferred.
Theoretical analysis has shown that the difficulties due to this
cause are in part similar to the difficulties of transfer, and that
they are in any case so closely bound up with the latter that it is
almost impossible to disentangle them. It should not be supposed,
merely because the actual mechanism of transfer is the same in both
cases, that capital imports and political payments have similar
economic consequences.

Reparations, which poisoned international politics and wrought
untold mischief, have not survived the unparalleled economic crisis
of the last few years. The conclusion is often drawn that the
transfer of such enormous sums is outside the bounds of possibility
altogether. The prevalence of this idea may be welcomed on
political grounds, as a guarantee that the attempt will not be
repeated; but in view of the many complicating and disturbing
factors at work, the conclusion itself is nevertheless premature. It
must be repeated that the time is not yet ripe for a final judgment.
We give therefore only a short historical summary, followed by a
very tentative analysis. '

(b) Historical Summary. From the Treaty of Versailles to the
London Ultimatum. The Treaty of Versailles did not fix the
amount of Reparations to be paid by Germany but merely laid down
that the sum-total should be determined within two years of the
Treaty being signed. For this purpose the signatories appointed
the Reparations Commission, whose terms of reference were to assess
the total losses suffered by the Allies and the consequent total of
liabilities incurred by Germany under Article 231 of the Treaty,
having regard to Germany’s capacity to pay.

The years up till 1921 were occupied by Inter-Allied conferences,
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to determine what sum was to be extracted from Germany, and how
it was to be divided. At first, opinion was very much' divided on
both points, the powers being united only in fantastically over-
estimating Germany’s capacity to pay. Germany was at first
excluded from discussions on the sum-total to be paid. The Allies
negotiated with Germany only over the provisional settlement of
particular questions. Thus in June 1920 the ﬁrlt monthly requisi-
tions of coal were settled at Spa.

At the conference of Boulogne in June 1920 the ‘Allies reached
agreement on the sum-total of Reparations. This agreement was
elaborated and in part revised in January 1921 at Paris, where
the following scheme of payments was drawn up : —

(1) 226 milliard gold marks in 42 annual instalments nsmg
gradually to 6 milliard marks per year.

(?) 12% of the annual value of German exports.

(8) The cost, to be determined later, of the military occupa-
tions, of Inter-Allied commissions, &ec., &c.

The Paris Agreement, which was denounced by some allied
statesmen as. too lenient, showed what order of magnitude the final
demands of the victorious powers would assume. Germany fought
desperately for revision. Thus Herr Simon, the German Foreign
Minister, made a counter-offer of 50 milliard gold marks, less
the amount already transferred, calculated at 20 milliards. But
‘the Allies rejected this offer and applied sanctions. They occupied
Duisburg, Diisseldorf and Ruhrort, put tariffs on imports from
Germany, and erected a customs-barrier in the Rhineland between
the occupied area and the rest of Germany.

On 27th April 1921, more than two years after the Armistice,
the sum-total of German Reparations was definitely fixed by the
Reparations Commissions at 132 milliard gold marks, and on this
basis at the Reparations Conference which met in London on 1st
May 1921 an agreement was reached with the following provi-
sions: —

(1) 132 milliard gold marks, less the amounts already paid.

(%) Responsibility for the debt, of about 6 milliards
contracted by Belgium during the war to her allies.

(8) The whole amount to be paid in annual instalments of
2 milliards plus 26% of the value of German imports, starting
from 1st May 1921; 1 milliard to be transferred within a
month.

These demands were coupled in the London Ultimatum, with the
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threat to apply sanctions by occupying the Ruhr. Germany’s
political impotence finally compelled acceptance on 11th May 1921.

From the London Ultimatum to the Dawes Agreement. During
the next eighteen months various matters of detail were negotiated
bétween Germany and the Allies. Thus, at Wiesbaden in October
1921, Rathenau and Loucheur settled provisionally what payments
were to be made in kind for reconstruction of the French devastated
areas; and this settlement was modified soon after in an arrange-
- ment with the Reparations Commission allowing reparations in
kind to be transferred without restriction. But the main provisions
of the London Agreement very soon proved unworkable, since
Germany was unable to raise the necessary volume of foreign bills.
Application was therefore made in December 1921 for a mora-
torium, and at the conference of Cannes (January 1922) the annual
payments were reduced provisionally to 1,450 million gold marks
in kind and only 720 millions in cash. But as early as April 1922
Germany was compelled to ask for further postponement, and,
finally, in September a short breathing space was allowed her to
balance her budget and to stabilise the mark.

In November 1922 an international committee of experts
reported that stabilisation would be impossible without a longer
- moratorium. Germany therefore applied towards the end of 1922
for a year’s moratorium and: continued thereafter to press for
revision on that ground.

But by this time France had conceived the policy of ensuring
reparation payments by a kind of mortgage, no longer merely on
public revenue but also on industrial concerns. A pretext offered
itself late in 1922 when the Reparations Commission decided, against
the vote of the English representative, that Germany had defaulted
on the payments in kind.* An ° Industrial Rubr Commission ’
was therefore despatched early in 1923 to supervise the Ruhr Coal
Syndicate as a means of exacting payment in kind; and on 1lth
January 1923 60,000 French and Belgian troops marched into the
Ruhr to enforce its decisions.

Germany thereupon suspended all reparation payments to
France and Belgium and attempted passive resistance.: As<a result
the civil and military organs of occupation could only carry through
their measures in many cases by force.

In the autumn of 1923 Germany had to give up passive resist-
ance under pressure ‘of the financial and economic chaos resulting
from the inﬂation by which it had been financed. She now urged,

3 145,000 telegraph poles had not been dehvered and the amounts of wood and
coal were slightly below specification.
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with redoubled vehemence a scaling-down of Reparations and in
particular an enquiry into her capacity to pay. Moreover, while
recognising in principle the French demand for guarantees, she
pointed out that a mortgage, e.g., on the State Railways would be
just as valuable to the Allies as the seizure of German industrial
concerns. '

Those Allied powers which had not joined in the occupation-of
the Ruhr were favourable to this solution. After some delay France
also gave her consent and on 30th November 1923, by a resolution
of the Reparations Commission, two expert committees were
appointed under General Dawes and Mr. M‘Kenna. They presented
their report on 19th April 1924. :

It is not for us to say how long the Allies seriously believed
in the 132 milliards of the London Ultimatum, but at any rate
by the end of 1923 the necessity of revision was almost universally
recognised.. Nominally the Dawes Committee was concerned only
with methods of balancing the German budget and stabilising the
mark, and the M‘Kenna Committee with the extent of the flight of
German capital and with possible ways of forcing it to return.
But at a time when the belief in the indissoluble connection between
stabilisation and Reparations had become general, the quéstion of
the sum-total to be paid would clearly not be passed over in silence.
Although the London Agreement was not officially abrogated,
nevertheless the acceptance of the Dawes recommendations was in
effect a first step towards revision.

The Dawes Agreement. The political basis of the Dawes Agree-
ment, which attempted only a provisional settlement, was still the
Treaty of Versailles. Germany must pay Reparations to her utmost
capacity; but for this very reason her economic and monetary
system should not be subjected to too great a strain. For this dual
purpose a complicated system of mortgages and of international
supervision was devised by the Dawes Agreement, of which the
main provisions were as follows:— :

(1) Germany’s Liability. After a complete two years’
moratorium in the interests of German financial recovery,
Reparations were to be paid in annuities rising by 1929-30 to
2,500 million marks and remaining thereafter at that amount.
In addition there were to be supplementary annuities, varying
in accordance with a complicated index of national prosperity.*

4 More recent calculations have shown that this J)rovision would probably have
meant an additional burden rather than a safeguard in bad times. For the index
included factors regarded as ‘ symptomatic,” such as the volume of trade and the
consumption of coal; but these factors tenrf in the long run to rise faster than the
standard of living. Cf. Soltau, ‘ Der Wohlstandsindex—die Bedeutung seines
Fortfalls >’ in Deutchlands Reparationslast, 1930, pp. 50 seq.
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Of the 2,500 million marks 960 millions were to be -paid
annually for thirty-seven years, while annuities consisting of
the remaining 1,540 millions and of the surplus already men-
tioned were to be continued indefinitely. This meant in effect
the payment of tribute for ever. The sums mentioned were
to cover all obligations including the cost of the military
occupation, &c. A ‘ gold clause’ provided that the nominal
amounts to be paid should vary with changes in the purchasing
power of gold.

(%) Restrictions on Transfer. In contrast both with the
previous settlement and with the Young Plan, Germany’s obli-
gation was in this case limited to handing over the annuities
in marks to the Reparations Agent, a trustee who was to be
responsible for actually changing the marks into foreign money
and handing over the proceeds to the Governments receiving
Reparations. If the German exchange threatened to depre-
ciate, transfer was to be suspended. In that case the sums
paid over in marks should accumulate up to 5 milliard marks.
If this limit was reached further contributions were to be
reduced in amount. "

(3) Obligations Laid on the German Economic System. The
fixed period annuities of 960 million marks were to be raised
not by the national exchequer but by the State Railways and by
German industry. The railways were to be responsible for a
total of 11 milliards, industry for a total of 5 milliards.®

(4) Methods of Guaranteeing Stability. The Reichsbank was
put under international control and its independence of the
German Government was laid down in international law. A
board of fourteen directors—seven Germans, seven foreigners—
was to examine the reports of the Bank and a foreign commjs-
sioner was to supervise the note-issue and the reserve-propor-
tion. Any attempt to use inflation in the struggle against
Reparations was rendered impossible by these very drastic
provisions.

() Loan to Germany. TFinally, it was decided to issue an
international loan, with the proceeds of which Germany was to
pay the first Dawes annuity.

The Young Plan. The Dawes Agreement was regarded from

5 It was hoped by the creation of marketable securities to commercialise this
part of Reparations, But the hope was vain so long as restrictions on transfer were
maintained. For foreigners purchasing these debentures could not be certain of
receiving payment in foreign money; which meant, at a time when the memory of
inflation in 1923 was still fresh, that only part of the 16 milliards could be floated.
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the beginning only as a provisional settlement. Not only was this
clear from the Agreement itself, which in particular fixed no limit,
as regards the greater part of Reparations, to the number of
annuities: it was also stressed repeatedly both by the original com-
mittee of experts and later in the reports of the Reparations Agent.
By the end of 1928 various circumstances pointed to the necessity
of a speedy and final settlement.

The Dawes Plan was intended above all to show by experiment
the extent of Germany’s capacity to pay.® But all it proved was
that during the four experimental years the sum envisaged could
be transferred in the first instance without serious difficulty. It did
not prove very much about Germany’s capacity to pay; for Repara-
tions were financed out of the enormous foreign loans raised
concurrently by the Reich, the states and private industry. The
Reparations Agent did not wish Germany’s foreign debt to increase
indefinitely, but he feared that without foreign credits the Dawes
annuities could not be transferred. He therefore pressed for
revision. ,

The transfer restrictions which had at first been welcomed even
in Germany, came to be regarded as a comparatively ineffective
guarantee of stability. On the other hand, they clearly had the
disadvantage, already mentioned, of hampering the commercialisa-
tion of Reparations; by which it had been hoped to turn Reparations
from a political into a quasi-commercial problem.

A conference of experts met at Paris in February 1929 under
the chairmanship of Owen Young and presented its report on 7th
June. On this basis the new Young Plan was elaborated by twe
political conferences held at The Hague in August 1929 and in
January 1930, and formulated, along with various political provi-
sions (including the evacuation of the Rhineland) in a number of
agreements and protocols This settlement was regarded as final.

The main provisions concerning Reparations were as follows:—

(1) The Dawes annuities, definitely fixed neither in number
nor in size, were’ replaced by 59 annuities averaging 1,989
million marks and coming to an end in 1988. Further, in
accordance with the separate agreement. of J uly 1929, Belgium
was to receive between 9.3 and 26 million marks annually
until 1966, on account of paper marks issued in Belgium
during the German occupation. Finally, there were to
be annuities representing the cost of the American Army
of Occupation and claims to compensation of American

6 C'f. Bonn, Der neue Plan (1930), p. 28.
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nationals. Of the Young annuities proper 660 million marks
were to be raised and transferred unconditionally. But
Germany could apply to the nmew Bank of International
Settlements, set up to receive these payments, for a two
years’ transfer moratorium on the remainder, and twelve
months after this had been granted also for a mora-
torium on payment, both up to half the current amounts.
The assent of the creditors was mnot to be required
but only a bona fide declaration by Germany that her
economic and monetary stability would be endangered
by the transfer of the whole postponable annuity. A sub-
committee of the Bank of International Settlements would then
examine the position and, if necessary, recommend revisiom.
There were no other safeguards. Once more, Germany had to
procure the foreign money herself.

() The mobilisation of the unconditional annuities was
begun by the issue of ‘ Young Loan’ to the value of 200
million dollars,” the proceeds being handed over to the Powers
receiving Reparations, and Germany accepting responsibility
for interest and amortisation. At the same time Germany was
granted a loan of 100 million dollars to assist the State
Railways and the Post Office. These two operations were com-
bined in a single issue of 300 million dollars—under the
somewhat misleading title of ¢ International 519% Loan of the
German Reich ’—to be repaid or repurchased within thirty-five
years. It was affered for subscription in a number of countries.
The equivalent in marks of the total issue was 1,473'5 million
marks, of which Germany received one-third or 491:17 millions.
Interest and amortisation on this portion, as opposed to the
other two-thirds, did not constitute true reparation payments.

(8) The index of prosperity and the gold-clause were
abolished.

(4) The whole burden was laid once more on the national
exchequer. Private industry was freed from all liability, and
the debentures—including those of the State Railways—already
issued were cancelled. The railways had however to pay a
special reparations-tax of 660 million marks.

(5) International control was abolished, and with it the
foreign Commissioners and Representatives on Boards of
Directors, the Reparations Agent and, finally, the Reparations
Commission itself.

7 The rest of the unconditional annuities were never commercialized.
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(6) The Bank of International Settlements, founded by the
seven countries. concerned including Germany, was charged
with the technical management of reparation payments.

From the Young Plan to the Treaty of Lausanne. Although
Reparations raised important economic problems both for theory
and for practice, the main problem, that of the sum-total to be
paid, was essentially political. But this obvious truth was obscured
between 1923 and 1931 by attempts to commercialise Reparations
and by the efforts of one expert committee after another to deter-
mine ‘ by scientific methods > Germany’s capacity to pay. People
were slow to realise that one could not pass judgments having
scientific validity about the future capacity to pay tribute of two
whole generations. Thus the Young Plan, which—in contrast te
the Dawes Agreement—was to settle the total amount definitely,
lacked scientific foundation, just like any other conceivable settle-
ment extending over more than a very few years. There can be
no doubt that the virtual cancelling of Reparations at Lausanne
was due primarily not to any new assessment of Germany 8 capacity
to pay but to the new political situation.

It could be determined with fair certainty whether or not pay-
‘ment was possible in the immediate future. The world-wide
depression which began in 1929 was particularly severe in Germany
and by the summer of 1931 it became very questionable whether the
Young annuities could any longer be paid. The Young Plan was
kept nominally intact by President Hoover’s proposal for a mora-
torium—ifrom July 1931 till June 1932—on all political war-debts.
The Hoover Plan affected Germany as follows. By the London
Protocol of August 1931 and the Berlin Supplementary Protocol of
June 1932 the conditional annuity was postponed, and while the
unconditional annuity, which France would not allow to be
formally postponed, was paid over, an equivalent sum was lent to
the German State Railways. When soon after the Hoover Declara-
tion, Germany’s bank-crisis began, the Government demanded that
—as provided for in the Young Plan—the advisory committee of
the Bank of International Settlements should meet to consider what
was to be done on the expiry of the Hoover Year.

Germany’s strenuous and successful defence of the mark put her
in a strong bargaining position. The committee reported on 23rd
September 1931 that—in accordance with the Young Plan and in
view of the serious position which still persisted despite the
measures taken—Germany was justified in declaring payment of
the next conditional annuity to be impossible. The committee
reported further that the Young Plan was based on assumptions
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which, under the abnormal conditions prevailing throughout the
world; were unlikely to be realised again for some time. The
Allied Governments should therefore take the necessary steps
without delay.

In view of this report no one was surprised when in.January
1932 Dr. Briining announced that the payment of Reparations
could not be resumed after the moratorium, and that he would be
satisfied only with total cancellation. But, while the necessity of
postponement was universally recognised, it was still felt in some
quarters abroad that Germany might be capable of further pay-
ments after a period of convalescence.

: The Lausanne Agreement. By the agreement reached on 9th

July 1932 Reparations were reduced to 3 milliard marks, to be paid
by the German Government to the Bank of International Settle-
ments in 5% redeemable bonds. The scrip was not to be issued for
three years, it was to be redeemable at any time up to. 37 years,
and the conditions of issue were carefully laid down. Germany’s
other liabilities were all cancelled except the service of the Dawes
Loan and of the 1930 Young Loan. Since, as already mentioned,
two-thirds of the service of the latter represented reparation-
payments for which Germany got no compensation, a reparations-
burden was in effect maintained to this amount. On the other
hand, it was only a small part of the total, since not only did the
whole of the conditional annuities disappear but also that part of
the unconditional annuities the commercialisation of which was
provided for but never carried out.

This arrangement was to take effect xmmedlately on ratification.

But it subsequently came out that the Allies had reached a separate
‘ gentleman’s agreement ’ providing that ratification of the agree-
ment with Germany should be conditional on a satisfactory
-arrangement being reached between themselves and their own
creditors. Otherwise ¢ the legal position of all the interested
parties would revert to that obtaining before the Hoover Mora-
torium.” Thus the conneetion between Reparations and Inter-
Allied Debts, denied by Germany and ignored in the Lausanne
Agreement itself, was asserted in this special agreement. The
whole settlement therefore had provisionally no very firm legal
foundation: But for the time being Germany was relieved of all
reparation payments. For the London Protocol and the:Berlin
Supplementary Protocol of June 1932, implementing the Hoover
Moratorium, were prolonged till either the Lausanne Agreement
should come into force or one of the main signatories should refuse
to ratify it.
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(¢) Reparations, Balance of Trade and. International Indebted-
ness. For the years preceding 1924, when the Dawes Agreement
came into force, not even a rough picture of the connection between
reparation payments, the balance of trade, and the balance of

- indebtedness can be obtained. For it is almost impossible to deter-
mine how much was actually paid. The contradictory and often
fantastic estimates of the sums involved include the value of
State property in the ceded territories, unpaid claims on Germany’s
allies, the value of military equipment surrendered, &c., &c. Since
these estimates® do not confine themselves to effective transfers,
they are useless for studying the influence of Reparations on foreign
trade. No definitive classification and computation of the amount
actually transferred exists. Moreover in the period in question
everything else was overshadowed by the effects of inflation.

Reparations can be transferred either by raising credits abroad
or by creating an export surplus. In this connection the purchase
of gold or foreign currency by the central bank must be regarded
as export and their sale as import. The four magnitudes, trade in
commodities, movements of gold and currency between the central
banks, short- and long-term capital .movements and Reparations
formed the main items in the German balance of payments between
1924 and 1931. Reparations were purely debit-items, whereas the
other three items appeared both on the debit and on the credit side.
One would expect the volume of Reparations roughly to balance
the surplus on the first three magnitudes combined, since the
remaining items in the balance of payments (i.e., any surplus or
deficit on services and on interest) were comparatively small. As
imports of capital exceeded exports of capital for each year from
1924 to 1930, there was a surplus throughout, represented in the
statistics of the balance of payments by positive magnitudes. The
crucial item was therefore the balance of trade, 1nclud1ng gold-
movements, &c. According as it was active or passive, the follow-
ing equations should hold approximately:—

With an active balance of trade. With a passive balance of trade.
Reparations = Export Surplus. Reparations + Import Surplus.
+ Capital Imporba = Capital Imports.

The symbol ¢ =’ represents not exact equahty of the annual
magnitudes but roughly parallel movements from year to year.

- In each year except 1924 and 1931 movements of gold and
currency were comparatively small and exports and iwmports in the

8 Cf., e.g., Lujo Brentano, Was Deutschland gezahlt hat (1922) Moylton and
*McGuire, Germany’s Capacity to Pay (1923); Benedikt Kautsky, Repamtwnen und
Riistungen (1931).
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above equations can be adequately represented, as in the following
table, by the statistics of trade in commodities : —

REPARATIONS, TRADE BALANCE AND CaPiTAL BALANCE.

In milliards of marks.
TImport Capital Export
Year. Reparations. Surpius. 1+2. Imports, Surplus. 4+5.
1 2 3 4 5 (]
1924 0.3 18 21 2.5 — 2.5
1926 1 2.5 3.5 14 — 14
1926 1.2 — 1.2 1.5 0.8 2.3
1927 1.6 3.0 4.6 3.5 — 3.5
1928 2.0 13 3.3 31 —_ 31
1929 2.5 —_ 2.5 1.7 — 1.7
1930 1.7 — 1.7 11 1.6 2.7
1931 1.0 — 1.0 0.6 2.8 34

In 1925 there appears to have been no asset to balance the large
liability of 3,500 million marks consisting of reparation payments
and the import surplus. But it is almost certain that in that year
capital imports wére appreciably larger than appeared in the statistics
of the balance of payments. The item ¢ unclassified capital
movements ’ reached the considerable sum of +1,700 million marks.
If the whole of this remainder is added to capital imports, the total
(8,100 million marks) approximately balances the deficit mentioned.
Similarly for 1929, when the balance of trade showed neither an
import nor an export surplus, there must be added to the surplus
of capital imports (1,700 million marks) unclassified capital imports
of 1,000 million marks. The total surplus of capital imports (2,700
millions) is then approximately equal to the amount paid in
Reparations. v

In 1930 there was an apparent discrepancy in the other direc-
tion, capital imports plus export surplus being far in excess of
Reparations. The explanation is that in that year there was a
large passive balance of interest payments. If this liability of
1,000 millions is added to Reparations, then total liabilities exactly
equal total assets at 2,700 million marks.

With these reservations the figures show approximately parallel
changes in columns 3 and 6 respectively, thus confirming the equa-
tions set out abave. -

For 1931, on the contrary, corresponding movements cannot be
established. Reparations, at about 1,000 million marks, were con-
siderably exceeded by the export surplus of 2,800 million marks.
- But the capital balance was not passive, as one would expect both
on general grounds and also from the historical situation: on the
contrary, it showed net capital imports of 600 million marks.
Rediscount credits and short-term foreign loans showed a surplus
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of 486 millions over repayments, and the movement of long-term
capital still showed a small import surplus, chiefly owing to the
release of German property abroad. On the debit side there were
indeed net payments of 1,300 millions, but these were more than
compensated by the large exports of gold and currency. There
must therefore have been some item or other unaccounted for, and
the assumption is plausible that a large proportion of the with-
drawals of capital which undoubtedly took place in 1931 were not
represented in the official statistics. In fact no less than 2,923
million marks were included on the debit side as ‘ unclassified
capital movements,” and the ¢ Statistisches Reichsamt ’® commented
that the greater part of the unexplained surplus was probably due
to a decrease in short-term foreign debts, particularly with-
drawals of credit not negotiated through banks.

§ 5. INTER-ALLIED WaR-DEBTS.

This problem is closely connected with the Reparations ques-
tion. The idea of linking the Inter-Allied War-Debts with the pay-
ment of German Reparations was conceived as early as 1922.
During the next few years ¢ funding agreements’ were reached
between the various Allies, fixing definitely the amounts to be paid
and the methods of payment. By the time of the Young Report—
on which a definitive arrangement about German Reparations was
to be based—the complex of Inter-Allied debts and claims was in
the main already settled. The Allies now proceeded—in a supple-
mentary memorandum, which though not forming part of the
Young Report itself, was signed simultaneously with it at the
Hague—to couple German Reparations with the settlement of Inter-
Allied indebtedness on a permanent basis.

This memorandum was based on the principle that all the net
liabilities of the Allies between 1931 and 1988, as provided in the
funding agreement, should be covered by German Reparations. The
German annuities from 1967 to 1988 were to be only to this amount,
whereas from 1931 to 1966 they were to yield a surplus or
* indemnité nette.’

‘The United States was in effect to be the final recipient of all
the Inter-Allied debt-payments. For each of the Allied Powers in
Europe owed the United States a sum larger than its net receipts,
if any, from the other Allies.

The following table is divided into two parts. The first shows
the total net liabilities of the Allies, which extended from 1923

9 Wirtschaft und Statistik (1932), No. 10.
E



AssErs AND LIABILITIES OF THE ALLIES ACCORDING TO THE PRESENT FUNDING AGEEEMENTS.

Iu millions of inarks.

Rates of exchange—£1 = 20429 marks; $1 =4°198 marks; 1 Greek franc = 0'81 marks; 1 French franc = 0°16 marks;
1 lira = 0-221 marks.

el | France. Ttaly. | Belgium.
1923-1990.
Receipts from Allies, | 24,266 733 508 —
Payments to Allies
(including U.S.A.), 47,075 45,079 15,761 3,055
Net indebtedness, - | — 22,809 | - 44,346 | -15,253 | - 3,055
1931-1988.
Receipts from Allies, 23,242 729 497 —
Payments to Allies _
(including U.S.A.), 42,342 43,982 15,299 2,974
Net indebtedness, - | - 19,100 | - 43,2563 | - 14,802 | - 2,974

Rumania.

1,758
~1,758

1,738

- 1,738

Jugo-
sla,\_ria.

1,238

~1,238

Greece. | Portugal. Total. ; US.A
- S
¢
- — 25,507 | 89,529
580 | 490 | 115036 @ —
—-580 | ~490 | -89,529 + 89,529
’.
|
— — 24,468 | 84,104
|
562 466 108,572 |  —
-562 | —466 | —84,104 ’;+84,104

P11
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to 1990. In the second the net liabilities from 1931 to 1988, which
were to be covered by German Reparations, are calculated
separately’

* According to this table, for the period from 1931 to 1988 a total
of 84,104 million marks was to be covered. But in accordance with
a supplementary agreement Germany had in addition to pay Italy
a series of annuities (Golddepotzahlung) amounting to 443 to 454
million marks from 1931 to 1988. The total sum to be covered
represented therefore 84,547 million marks.?

Of this total 50,737 millions belonged to the years 1931-1966,
the remaining 33,810 millions te the years 1967-1988. German
Reparations, which in accordance with the Young Plan totalled
110,736 million marks for the whole period from 1931 to 1988, were
graded to cover exactly the 33,810 million marks of 1967 to 1988
and to yield a total surplus of 26,189 millions in the period from
1931 to 1966. Thus over the first thirty-five years 65-96% of the
German payments were to be paid out again by the countries
receiving Reparations, and 34'04% were to be retained by them.

The following summary shows what proportion of German pay-
ments the different countries were to retain as an ‘ indemnité nette ’
and what proportion they were to pay out again in settlement of
their net funded liabilities:—

UrLriMATE DESTINATION OF REPARATIONS.

1931-1966. 1967-1988,

Required for Required for

payment of Available payment of Available

foreign debts. surplus. foreign debts. surplus,

per cent. per cent. per cent. per cent.
France, - - - 61.53 38.47 99.93 0.07
Great Britain, - 8672 13.28 100.02 —0.02
Ttaly, - - =~ - 8L79 18.21 100.01 -0.01
Belgium, - - 381 60-29 100-00 —
Roumania, - - 82.57 7-43 10141 -1.41
Jugoslavia, - - 21-29 78.71 99.80 0.20
Greece, - - - 12294 —22.94 99.48 0.52
Portugal, - - 5499 45.01 99.67 0.33
Total, - 6596 34.04 10000 0.00

The net payments required by the funding agreements repre-
sented a definite annual charge on the national exchequer. It was
therefore only natural that the attitude of the various Allies to

i The figures are taken from Die interalliterten Schulden, Einzelschriften zur
Statistik des Deutschen Reiches (1930), pp. 72 et segq.

2 The division of this total between countries represents the Young Plan not
in its original form but as revised slightly by later agreements. In the case of
Greece mo arrangements were ever made to cover the whole net payments by
Gerrll(]a.n Reparations. These discrepancies cancel out in the total of 84,547 million
marks.
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the cancelling of Reparations should be greatly influenced by the
extent to which each required the Young annuities to cover such
fixed charges. As already noted, Greece’s obligations were higher
than her Young annuities. Of the other countries Great Britain,
Roumania, and Italy had to pay away the largest proportion of
their receipts from Reparations between 1931 and 1966. In the
case of France this proportion was appreciably smaller, though it
should not be forgotten that, as shown by the table on p.
114, France’s absolute ¢ net liability ’ was considerably larger than
that of Great Britain or Italy. The country with the largest rela-
tive surplus of receipts over payments was Jugoslavia.

From 1967 to 1988 the whole of the German annuities, with
small discrepancies each way which in the total cancelled out, were
to be passed on in settlement of the debts to America.

The Order of Magnitude of Inter-Allied Debts. There is a
tendency to exaggerate the size of the European War-Debts to
America. In-Great Britain and in other European countries it
has become almost an article of faith that War-Debts block the path
to economic recovery.

The burden on the national exchequer involved by the raising
of the mnecessary sums is a separate problem which cannot be
examined here: we are concerned only to throw light on the ques-
tion whether transfer was possible. For this purpose the amounts
of the annuities will be compared with the volume of international
trade—the main item in the balance of payments—done by the
countries concerned, in order to show how exaggerated is the idea
that they are so enormously large.

For the years 1931-35—to select for comparison the liabilities
of the present and the immediate future—net receipts or liabilities,

as the case may be, amount in millions of marks to the
following : —

Ner Recerprs orR LIABILITIES.

United States. Great Britain. France.

(Net Receipts). (Net Liabilities). (Net Liabilities).

Year, In millions of marks.

1931 959.9 313.3 479.8
1932 937.2 308-8 418.7
1933 937.6 311.3 459.9
1934 1,128.6 407.0 501.7
1935 1,191.2 402.3 564.3
Total, 5,154.5 - 1,742.7 2,424.4
Annual average, 1,030.9 348.5 484.9

‘'The average annual receipts of the United States may be com-
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pared with the volume of American exports for 1929, 1930 and
1931, and the average liabilities of Great Britain and France with
their annual volume of imports in the same years. The figures of
foreign trade, as calculated in the Vierteljahrsheft fur Konjunktur-
forschung (VII[2/B, pp. 137 et seq.) in terms of marks, were as
follows : —

Torar EXPORTS OR IMPORTS.

American Exports. British Imports. French Imports.
Year. In millions of marks.
1929 26,660-0 22,6620 9,576.0
19390 15,849.8 19,506.0 8,638.8
1931 10,008-0 15,218.4 6,966.0

It will be seen that the average annual receipts of the United
States according to the present arrangement represent only a small
addition to the receipts from exports in the past few years. In
the same way the average annual liabilities of Great Britain and
France do not form any very considerable addition t