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TWELFTH ANNUAL REPORT
OF THE PRESIDENT OF THE

BANK FOR INTERNATIONAL SETTLEMENTS

TO THE ANNUAL GENERAL MEETING

held at

Basle, 8th June 1942.

The President has the honour to submit herewith the Annual Report of
the Bank for International Settlements for the twelfth financial year, beginning
1st April 1941 and ending 31st March 1942. The results of the year's business
operations are set out in detail in Chapter VII. Net profits, after provision for
contingencies, amount to 5,185,685.90 Swiss gold francs. After the allocation to
the Legal Reserve that is required by Article 53 of the Statutes, to an amount
equal to 5 per cent, of the net profits, i.e. 259,284.30 Swiss gold francs, there
remain available for the payment of a dividend 4,926,401.60 Swiss gold francs,
corresponding to nearly 4 per cent, of the paid-up capital. The Special Reserve
Fund has been drawn upon to the extent of 2,573,598.40 Swiss gold francs in
order to permit the distribution of an annual dividend of 6 per cent. The
balance-sheet total has fallen from 495,8 million Swiss gold francs to 476.6 mil-
lion Swiss gold francs on 31st March 1942, the fall being due to reductions
in various categories of deposits.

The volume of current business undertaken by the Bank for International
Settlements has been further curtailed in the year under review by the extension
of the area of hostilities and the intensification of economic and financial
warfare. As regards operations still possible, including the management of
the Bank's investments on various markets, the Bank has continued to receive
the assistance of central banks and other monetary institutions with which
it is in contact. In its activities, the Bank has constantly adhered to the prin-
ciples of scrupulous neutrality which it laid down for itself in the autumn
of 1939, avoiding all transactions whereby any question could possibly arise
of conferring economic or financial advantages on a belligerent nation to
the detriment of another.

The present conflict has indeed become a world conflagration: by the
end of 1941 countries having no less than 90 per cent, of the entire population
of the world were actually involved in war, the population of neutral and non-
belligerent countries making up the remainder in the proportion of 6 per cent,
in Latin America and 4 per cent, in isolated countries scattered over other
parts of the world. The wide compass which the war has thus taken has
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naturally had a profound influence on all economic life: through the inter-
ruption in commercial and financial relations, the world has been divided
into a series of separate trade areas; and, through the tremendous diversion
of resources in men, materials and machinery from civilian to military ends,
the ordinary mechanism of economic activity has been transformed with a
speed and to an extent never before known.

Mindful of the lessons of the last war, the belligerent countries have not
pursued a policy of "business as usual". From the very beginning they
instituted a measure of control similar to that which developed only gradually
during the years 1914-18. This does not mean, however, that there have been
no changes in economic pol icy. As will be shown more fully in Chapter II,
Germany and the United Kingdom, during the first stages of the war, were
both intent on furthering their exports in order to pay for essential imports.
Germany for some time retained her system of export subsidies and the
United Kingdom favoured exports in a number of ways (inter alia the 14 per
cent, depreciation of sterling in August-September 1939 had that effect). But,
under the strain of the war effort and with the growing scarcity of goods,
the imperative necessity of augmenting domestic resources by the greatest
possible surplus of imports soon became evident. Germany was able to use
her stronger commercial and military position on the continent of Europe
while the United Kingdom mobilised foreign resources and, in addition,
obtained lend-lease assistance from the spring of 1941 ; the two countries
were thus in a position to exchange their initial export drive for a policy of
exporting only the minimum needed to satisfy the essential requirements of
the countries with which trade was still maintained.

In other countries there has been a similar shift in emphasis from
stimulation of exports to increased attention to imports. This change is
characterised by such measures as abolition of import prohibitions, suspension
or reduction of customs duties, a freer allocation of exchange for imports of
vital commodities, appreciation of currencies, etc. while, in commercial nego-
tiations, it has become increasingly the primary objective of each party to
cover at least the minimum requirements of the most-needed supplies. But
imports for one country are exports for another and, in so far as imports are
not counterbalanced by visible or invisible exports, arrangements must be
made for credits or other forms of assistance. Between nations on the same
side in the war, steps have been taken to ensure that financial considerations
do not limit the flow of war materials and other important commodities
(arrangements between Germany and Italy, Germany and Finland, lend-lease
assistance, the gift of $1,000 million by Canada to the United Kingdom, etc.).
Neutral countries have used the granting of credits as a means of bargaining
to obtain indispensable supplies and transport facilities. Fears that an inflow
of goods would cause unemployment or hamper the growth of home industries
belong to the past; with the great wartime demand for labour, the govern-
ments have even become less concerned with the need of safeguarding foreign
markets in order to provide employment for their export trades; and import
control, where maintained, is primarily used to select, for the limited transport



possibilities available, the most important commodities among those which
can still be obtained. In general, efforts are made to compensate for the loss
of foreign supplies by a diversified home production. Thus in Latin American
countries, cut off from the continent of Europe and affected by changes in
the Pacific, industrialisation has been vigorously pushed, but is retarded by
the difficulty of obtaining the necessary machinery. The connection between
exchange control and import policy as forced upon the Latin American
countries may be seen from the following quotation out of the annual report
of the Banco Central of the Argentine Republic for the year 1941: "Thus it
was that to a considerable extent the origin of our imports ceased to be deter-
mined by reasons of price, quality or the individual preferences of the consumer
and they were forcibly diverted towards those countries with which we had an

exchange balance which had to
be used up. Such exchange
could not any longer be used
freely to effect payments or
purchases in other countries but
had to be utilised in the country
which had originated it by its
purchases. The exchange permit,
as well as being a means of
restriction of imports, thus also
became a selective instrument
and, in the light of experience, it
can be affirmed that this second
function was often more important
than the original one."

Indexes of Industrial Production
on base 1936 = 100.

19 585
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The rise in productive power,
which began with the industrial
revolution over a century ago, has
enabled the modern state to
devote an increased proportion
of the national output to war pur-
poses before encroaching upon
the minimum needs of civilian
consumption. Total warfare, when
brought to its logical conclusion,
requires the utmost mobilisation
of economic strength both by
direct intervention in the field of
production and by the impact
through the budget on the distri-
bution of resources. The magni-
tude of present war efforts is
reflected in the overwhelming
proportion — up to 80 per cent.
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in the main belligerent countries — of war expenditure in relation to the total
budget, and also in the high propor t ion of the nat ional income now
taken by the state.

Estimates of national income are not easy to form at a time of rising
prices and of rapid change in the pattern of economic life. On the other
hand, much greater efforts have recently been made to obtain promptly as
reliable data as possible although not all the available information is published.
Indexes of production, for example, are made public for only a limited
number of countries. There are several ways of relating government
expenditure to the national income, each one appropriate for its own particular
purpose; only in international comparisons is it difficult indeed to be sure
that the same method has been applied to the different data used. This
difficulty is increased when governments receive contributions from abroad,
since in such cases the methods of compilation usually vary considerably.
The difficulties cannot be wholly overcome, but, even so, the proportions
between, for instance, government expenditure and the amounts available for
consumption are useful in throwing light on some of the main problems of
war. economics (with allowance made for the amount of error involved in the
estimates).

According to a German estimate*, the total public expenditure (central
and local) in Germany amounted to RM 100 milliard for the year 1941, with
private consumption at RM 70-75 milliard. Public and private spending together
thus reached RM 170-175 milliard, corresponding to a net national income
of RM 110-115 milliard, an amount which, in the first place, has to be
increased by RM 32-35 milliard to account for transfers of income and for
the effect of indirect taxes on prices. To the net national income must also
be added an amount of RM 15-17 milliard, representing contributions from
abroad to the German war-financing and to the supply of commodities for
the German economy (including credits in clearing), and a further amount
of RM 5-10 milliard, being the estimated value of drafts on accumulated
domestic resources (domestic disinvestment).

For the United Kingdom, figures covering roughly the same categories
of expenditure and drafts on extraordinary sources for the calendar year 1941
may be extracted from the White Paper issued with the new budget in April
1942. Total public expenditure (central and local) amounted to £5,100 million
and personal expenditure on consumption (at market prices) was given at
£4,550 million. £800 million were obtained as drafts on capital from abroad
(so-called "overseas disinvestment", excluding lend-lease), while "domestic
disinvestment" was estimated at nearly £500 million.

Although the figures for these two countries must not be strained for
a detailed comparison, it is impossible not to be struck by the similarity of
the general proportions. In both, the total public expenditure is higher than
the amount available for personal consumption; in both, the extraordinary.

In an article by Dr. G. Keiser on "National Income and War Financing", in "Bank-Archiv", 15th February
1942.
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contributions from abroad covered about the same proportion of the public
expenditure; in Germany, domestic disinvestment is estimated at 5 to 10 per
cent, of the public expenditure and, in the United Kingdom, at nearly 10 per
cent. It may be added that, in the two countries, about one-half of the total
public expenditure (central and local) requiring domestic finance is covered by
current revenue (mostly taxation). The conclusion would seem to be that, under
the conditions of total war obtaining in Germany and the United Kingdom, the
mobilisation of resources has been pushed well-nigh as far as is compatible
with the limits set by the economic and social structure. For other countries too,
the same conclusion would hold good; but corresponding estimates of total
public and private spending from current income and drafts on capital are
not usually available. In Italy, total public expenditure can currently be esti-
mated at Lit. 100 milliard with a net national income calculated in Italy at
Lit. Ì40 milliard. The Japanese capital mobilisation for the financial year 1942-43
is based on an estimate of the national income at Yen 45 milliard, of which
the government plans to take Yen 24 milliard. When, in January 1942, the
President of the United States submitted the budget to Congress for the
financial year 1942-43, he estimated that the war expenditure would absorb
about 50 per cent, of the current national income; total public expenditure —
central and local — in the United States would thus attain about the same
proportion to available resources as in other countries which became belligerent
at an earlier date. Indeed there appear to be certain necessities which, so
to say, dominate the financial and economic problems created by a total war.

(i) Total spending of the government and for private consumption is not
kept within the limits of the current national income but drafts are unhesi tat-
ingly made on capital weal th. That this should be the case is, in a way,
self-evident: if maximum effort is to be attained, all the resources that can
be made available must be brought into play. At home, drafts on capital are
effected by postponement of replacement, maintenance and even repairs, or
by depletion of merchandise stocks. After the war all this must naturally be
made good. It has been pointed out* for Germany that the lowest estimate,
namely that every war year would give rise to accumulated replacements costing
RM 5 milliard, needed correction in that, from a certain point, wear and tear
increase geometrically. In all the belligerent countries there are no doubt im-
portant additions to plant and equipment in the armament sector, but such
additions are part of the specific war effort and do not as a rule permanently
increase the volume of productive resources; for that reason the fiscal authorities
normally permit a very rapid amortisation (in the United States within five years)
of new investments in war industries. Depletion of merchandise stocks was an
important feature in the first two years of the war but, with the prolongation
of hostilities, the importance of this source is being rapidly reduced.

Borrowing abroad and the utilisation of foreign assets (whatever effect
such a mobilisation of resources may ultimately have) bring, of course,
valuable immediate aid. The United Kingdom drew heavily on its monetary

In a speech by Dr. Liier, head of the Wirtschaftskammer Hessen, reported in the Frankfurter Zeitung,
22nd October 1941.
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reserves and easily realisable'assets on the American market and had practi-
cally exhausted its readily available foreign resources by the time that lend-
lease assistance was granted by the United States early in 1941.

In this war few foreign loans and credits have been arranged with private
lenders. As a rule the governments themselves furnish the funds direct from
their Treasuries or through separate agencies; but sometimes they prefer to
offer their exporters so-called export guarantees, covering the exchange and
credit risks up to a certain percentage, or they attach such provisions to the
clearings that exporters can confidently look forward to payments within a certain
time. The countries benefiting from the various credit arrangements will as
a rule have no repayments to make while the war lasts.

(ii) In the second place, it has been found imposs ib le to meet
whol ly by current revenue the t remendously swol len mil i tary
expendi ture of countr ies engaged in tota l warfare. To provide for as
much as one-half of the total state expenditure by current revenue already
demands a very great effort. This time taxation has been increased much
more resolutely than in the last war, when during the earlier stages there was
a distinct reluctance to impose new taxes, the idea apparently prevailing that
the war must be made popular at all costs. In the years 1914-18 the United
Kingdom covered about 20 per cent., of the total government expenditure by
taxation, and Germany only 13 per cent. In the present war, income tax,
together with surtax and excess profits duties, has been made the mainstay
of the revenue side of the budget; these taxes have been raised to heights never
known before, with the double aim of procuring income for the state and of
preventing private enrichment in the midst of a public calamity. There is,
however, a dilemma involved in the imposition of very high rates, since at a
certain point these rates may too radically eliminate the money motive and thus
weaken one incentive to increased effort and more economical production.

Another difficulty' arises from the fact that the increase in the income
structure during a war emergency is very largely among the lower income
groups, which can be less easily subjected to heavier direct taxes. Under the
influence of growing armament expenditure, national income in the United
States rose from $77.1 milliard in 1940 to $94.5 milliard in 1941 (approximately
one-third of the rise being due to higher prices). Of the increase amounting
to $17.4 milliard, not less than $12.1 milliard or 70 per cent, represented income
gained by employees, aggregate salaries and wages expanding as the combined
result of increased employment, higher wage rates and longer hours. In the
United Kingdom, there has also been a remarkable shift in the income
structure: wages (excluding salaries but including pay and allowances of
soldiers below the rank of officers, in the armed forces and auxiliary services)
constituted, before the payment of taxes, 39 per cent, of the national income
in 1938 and 48 per cent, by the end of 1941. At the latter date not less than
85 per cent, of the aggregate income retained by the public after the payment
of income tax and surtax was the share of persons with an income of £500
a year or less. In Germany, where the price and wage-stop policy has pre-
vented an all-round increase in wage rates, it has been explained officially
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that, owing to increased overtime, more work by women and payments to
persons serving in the armed forces, as well as the earnings of foreign
workers, the money income of large sections of the population has never-
theless been raised by several milliards. For absorbing as much as possible
of this expansion in purchasing power and providing revenue for the state,
an increase in indirect taxation has proved to be the most practical method
at the disposal of the authorities. In addition to the heavy income tax and
excess profits duties which have been imposed, especially in the higher
income brackets, excise duties have accordingly been raised and, in a number
of countries, turnover taxes (usually at an effective rate of at least 5 per cent,
of the retail prices) have been introduced, providing, inter alia, a compensation
for the sharp drop in customs receipts caused by the shrinkage in international
trade. The actual yields of turnover taxes, which, of course, bring in increased
revenue as commodity prices rise, have regularly exceeded expectations. In
wartime, governments are hardly in a position to choose between different
methods of raising revenue; the amounts needed are so tremendous that all
sources must be tapped. From the point of view of fiscal justice, it" is not
sufficient to examine the incidence of individual taxes but the combined effect
of all the tax changes must be taken into account, increased indirect taxation
being counterbalanced by the heavy direct taxes which, from the beginning
of the war, have been imposed on higher incomes.

(iii) In the third place, the part of government expenditure not met by
current revenue has become so great that peacetime rates of vo luntary
saving in no way suf f ice to f inance the def ic i ts in the budgets.
In the United Kingdom, for instance, the total of net savings was estimated
at £220 million in 1938, while, in 1941, £1,520 million had to be financed by
borrowing on the home market (over and above the proceeds from extra-
budgetary funds and local-authority surpluses, and compensation in respect of
war-damage claims). During a national emergency the propensity to save is
no doubt strengthened by appeals to patriotism and by greater prudence in
personal spending, but the amounts which can be raised through loans placed
with the public and with insurance companies, savings banks, etc. as a rule
fail to meet the government need of borrowed funds. With few exceptions,
the public Treasuries have been obliged to borrow at the central bank and
from the commercial banking system, although well aware that such
borrowing leads to an expansion of the amount of money balances in the
hands of the public. The problem then is how to prevent the increased
amount of money from being spent on goods and services the supply of
which has been reduced by the war, or, in other words, how to increase
saving.

One method has been to introduce a system of " f o r c e d " sav ings .
In the United Kingdom, the budget for 1941-42 provided for a reduction in the
so-called personal and earned-income allowances (deducted from income for
the calculation of income tax), while the amount of tax levied as a result of
this reduction was credited to the taxpayer in the post office savings bank,
to be repaid sometime after the war. In 1941-42 these post-war credits came
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to £60 million. In addition, 20 per cent, of the amount paid as excess profits
tax (levied at the rate of 100 per cent.) will be returned to the taxpayer for
certain purposes after the war; in respect of taxes paid in 1940-41, the amount
thus to be returned would seem to be about £50 million.

Another form of forced saving may be exemplified by the system intro-
duced in Italy in the spring of 1942, under which certain excess profits must
be invested in 3 per cent, government securities, blocked for the duration of
the war. In a number of countries "forced loans" have been issued (see
Chapter V) ; whether they actually entailed an increase in current savings is,
however, often somewhat doubtful.

Since the war began, Germany has not imposed any form of "forced"
savings but, in the closing months of 1941, two new types of voluntary
investments, provided with specific fiscal advantages, were introduced to tie
up purchasing power: the first, a deposit in savings and other banks, for
small savers; the second, a deposit at the Treasury, of surplus funds accumu-
lated by industrial and other firms as a result of postponed repairs and
replacements or set free by the reduction of stocks. Considering the loss of
revenue connected with these investments, the extent to which they are
permitted has been made subject to definite limitations. Up to the end of
March 1942, the first type of investment had produced RM 250 million and the
first tranche of the second type RM 700 million — not inconsiderable amounts
but, of course, of slight fiscal importance at a time when the current needs
of the state rise to RM 8 milliard per month, covered up to one-half by current
revenue and one-half by borrowing.

To bring about the necessary contraction in private spending, other
methods, amounting in practice to an ind i rect form of secur ing compulsory
sav ings, have been applied. By a system of rationing and sweeping restrictions
on private investments, income-earners are prevented from utilising in full the
amount of money at their disposal. Possession of money no longer in itself
enables a person to consume goods — he needs, in addition, a ration card
or a special permit from the authorities. Sheer inability to spend thus gives
rise to "savings": the more comprehensive the rationing system, the more
compelling the pressure to save. In countries where the "free sector" is still
rather wide, indirect compulsion is perforce less effective in securing the
required volume of savings. Whatever the extent of the free sector, it is
usually subjected to heavy indirect taxation. In the United Kingdom, the budget
for 1942-43 sharply increased the duties on beer, spirits, wines, tobacco and
entertainments, and doubled the rate of the purchase tax to 662/s per cent,
of the wholesale value of a wide range of "luxury" goods. The first general
restrictions imposed in the United States after that country had become
involved in the war were applied to the production of such durable consumers'
goods as automobiles, refrigerators, radios, etc., which require materials
directly in competition with armaments. It was in the purchase of these goods
that, up to 1941, consumers' demands had been most considerably expanded,
following the increase in the national income; the amount spent on them
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in 1941 came to somewhat more than $10 milliard. With the exception of certain
selected household items — a small proportion of the total — their production
for civilian use was rapidly curtailed in the winter of 1941-42.

How much has consumpt ion fa l len since the war began?
An official of the German Institute for Economic Research arrives at the
conclusion that the actual amount of money spent in Germany on con-
sumption was about the same in 1941 as in 1938*. But in the latter year the
population in the "Alt-Reich" was 75.4 million, while in the present "Reich"
area it amounts to 92.7 million; moreover, the cost-of-living index rose from
1938 to 1941 by 6.7 per cent., and account has also to be taken of the fact
that, during a war, some deterioration in the quality of the goods sold is
unavoidable. The author points out that the reduction in consumption implied
by these facts has been most uneven : there has been hardly any decline in
housing accommodation or in the provisions which the agricultural population
consume from their own output; and, for large groups of the town population
(those engaged in heavy work, families with children), consumption even
under rationing is not much less than in peacetime. The consequence is that
other sections of the community are correspondingly more affected.

In the White Paper issued together with the British budget for 1942-43,
it is estimated that the reduction in the volume of consumption in 1941, com-
pared with 1938, "probably lies within the limits of 15 and 20 per cent.". A
similar reduction is found in Sweden: an estimate by the "Konjunkturinstitut"
puts the contraction in the volume of private consumption from 1939 to 1941
at 15 to 20 per cent. In European countries other than the three just mentioned
the decline in consumption has as a rule been more pronounced, the gradual
exhaustion of stocks and the bad harvests both in 1940 and 1941 being two
important factors. There is, of course, a minimum below which the health
and possibly the life of a people is affected ; there is a higher level — difficult
to determine — below which the efficiency of the workers is impaired and
production consequently begins to suffer.

The demands of war are great and imperative : in one way or another,
what the governments need must be taken from the public. If it is taken by
methods which lead to considerable and cumulative inflation, not only is the
social structure put to a serious strain but the war effort itself may be hampered
by disorganisation of the whole economic and financial system. The problem of
restricting private spending can be tackled in two ways: from the goods side
and from the money side. By the first method, the governments seek to limit
purchases by such measures as rationing, the importance of which can hardly
be overrated. The other way is to absorb, by taxation and borrowing, the
excess amount of money in the hands of the public. But not all forms of
government financing achieve this purpose; some even make matters worse.
Indeed, there is, so to say, a hierarchy among di f ferent methods of
ra is ing money f rom the point of view of the i r ef fect iveness in
counteract ing in f la t ion .

» I n an article by Dr. W. Bauer in "Europa-Kabel", 22nd May 1942.
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(i) Taxat ion is no doubt the most effective method to restrict spending,
provided that account be taken of the manner in which the increase in money
income is distributed among the people: if profits are swollen, more revenue
can and should be raised through income and profit taxes ; on the other hand,
if profits are kept down but wages increased, the new taxation must, to achieve
its purpose, fall largely upon the mass of wage-earners.

(ii) Borrowing of genuine current savings f rom the pub l ic ,
ei ther d i rect ly or th rough such ins t i tu t ions as insurance com-
panies, savings banks, etc. also has as its counterpart an effective
reduction in spending by the public.

Taxation and borrowing of genuine savings do not on balance affect the
money income of the community, or the amount of money outstanding, or
indeed the liquidity of the banking system, since the funds taken from the
public flow back when spent by the government.

(iii) Borrowing of funds accumulated in the past, as, e.g., when
a bank balance of long standing is drawn upon in order to subscribe to an
issue of government bonds, is not neutral in quite the same way: when the
government spends what it has borrowed, the total money income of the
community is increased (since the subscription was not based on current
savings); but there will be no increase in the total volume of money balances;
nor is the liquidity of the banking system directly affected.

(iv) Borrowing f rom commercia l banks, ei ther by sel l ing them
government secur i t ies or by tak ing up d i rect c red i t s , corresponds
to no reduction in either the spending power of the community or the volume
of money (cash and bank balances) in the hands of the public. On the con-
trary, spending by the government of funds borrowed from commercial banks
will tend to increase the money income of the community and the total of
cash and bank balances. True, bank-notes may be hoarded and bank balances
may not be drawn upon, i. e. the public may save in the form of holding
notes and bank balances, but the amounts thus held are not tied up, being
spendable at any time that goods can be obtained. Lending to the govern-
ment tends to reduce the liquidity of the commercial banks (their. liabilities
increasing but not their cash). The banks, however, count holdings of Treasury
bills as a highly liquid asset (often rediscountable at the central bank)
and can strengthen their cash position by allowing some of these bills to
run off; besides, the central bank may step in and provide increased cash
through its own open-market operations in order to enable the banks to
continue their lending to the government.

(v) The greatest degree of danger attaches to direct borrowing by the
government f rom the central bank, thus swelling the money volume
and money income of the community and either expanding the note circulation
or increasing the liquidity of the banking system. In the latter case, the banks,
having to carry the costs of increased deposits and in many cases to pay
interest on funds deposited with them, may seek to acquire more revenue-
producing assets and further increase the volume of their lending, thus entering
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on a secondary expansion of credit. (To counteract such a tendency,
measures have been taken in Denmark, among other countries, to tie up more
effectively the increased cash reserves of the commercial banks.)

The above list is not complete. For instance, governments may borrow
funds arising from a net repatriation of capital. But the cases included in the
list illustrate the most relevant point: what happens to the total amount of
money (cash and bank balances) in the hands of the public and to the liqui-
dity of the banking system as a whole? Perhaps the most practical single
distinction is between those operations which absorb part of the money volume
already in the hands of the public — (i), (ii) and (iii) in the above list — and
those which add to that volume — (iv) and (v) above. It may be possible
theoretically to neutralise a continued expansion in money balances by a strict
and well-nigh all-inclusive system of rationing, completely preventing the new
money from being spent on goods and services; but the burden of with-
standing inflation would then be thrown entirely on measures affecting the
goods side. Those who are actually in charge of price control in different
countries invariably emphasise the necessity of attacking the problem from both
sides. Thus, the German Price Commissioner* refers to the lack of balance
between the amount of money in the hands of the public and the available
volume of goods — some not subject to rationing — and adds: "Since from
this lack of balance a tendency arises to offer higher prices for all goods
still available, so as to obtain them in preference to other purchases, the
absorption of excessive purchasing power is an element of decisive influence
in price policy".

The restrictions designed to enable the state to obtain command of the
purchasing power in the hands of the public also include measures taken
to reserve for the government the bulk of loanable funds in the
money and capital markets. In wartime the government becomes the
main — almost the sole —borrower; it holds, in fact, a monopoly position, export
of capital being prevented by exchange restrictions and the domestic credit
machinery being controlled, not necessarily by detailed orders but by an under-
standing on certain general principles with banks and other credit institutions.
Thanks to its monopoly position and with the aid of the central bank, the
government is able to fix, within certain limits, the rates applicable to its
own borrowing. At a time when public debts are piling up to unprecedented
heights, it is naturally in the interests of each nation that money should
continue to be cheap. The cost of raising new money on government account
(at short and long term in the present proportions) is under 3 per cent, in
Germany and under 2 per cent, in the United Kingdom and the United States.
But, notwithstanding the obvious fiscal interest of the state, there has been
some reaction recently against too low interest rates, partly because it is
believed that savings may thereby be discouraged and partly on account of
the adverse influence on life assurance companies and social funds and,
through the narrowing of interest margins, on the banking system. In February
1941 an official statement was made in Germany, intimating that there was no

• In an article published in "Der Vierjahresplan", 15th March 1942.
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intention, for the time being, of seeking a general lowering of the standard
rate of 3% per cent, for long-term Reich borrowing. The directors of the
Swedish Riksbank issued a memorandum on monetary policy in November
1941 ; in this they stated that a further decline in the rate of interest should
not be contemplated, nor was a rise justified, and they indicated as desirable
the present level characterised by a yield of 3% per cent, on long-term govern-
ment bonds and 1 per cent, on 3-month Treasury bills. Steps have, moreover,
been taken in a number of countries to give an increased remuneration to
amounts from small savers, sometimes with the added advantage of tax
exemption.

If there is some limit to the fall of interest rates for government borrowing
it is natural that restrictions should be placed on other borrowers, who might
take undue advantage of temporary wartime conditions to convert outstanding
debts. This falls within the province of the capital-issue control; in Germany
a number of conversions have been allowed to reduce the rate on mortgage
bonds and the loans of local authorities to a 4 per cent, basis; in England
certain conversions by local authorities and public utility undertakings have
been permitted, generally to 3% per cent. Similar conversions (as a rule
involving no new money) have been allowed elsewhere but generally within
well-defined limits; in Holland in March 1942 permission to convert mortgage-
bank bonds to a rate below 3% per cent, was officially refused. But, in
spite of these reactions, money is still cheap as judged by earlier standards
and seems likely to stay so while the war lasts.

With regard to the future, both the British Chancellor of the Exchequer
and the President of the German Reichsbarik have said that cheap money
will continue to be the official policy when the war is over. But it is obvious
that, with the great demand for capital which may be expected when that
time comes, in order to carry out the tasks of reconstruction (including the
repair and replacement of plant and the replenishment of stocks in industry
and commerce), conditions may arise which will make the uninterrupted reign
of cheap money more difficult to maintain. Special steps may have to be
taken to ensure a large volume of savings even after the war — which means,
inter alia, that for some time the public as a whole must not expect to be
able to use for its immediate needs the purchasing power piled up during
the war. Technically, the post-war situation will be the easier for the govern-
ment to handle, the more the purchasing power now engendered is tied up
at long term instead of being "saved" in the form of bank-notes and bank
deposits. It is natural, therefore, that, with interest rates already very low,
governments should turn their attention to lengthening the maturity dates of
their borrowing rather than seek to borrow even more cheaply. Maturity dates
on long-term government loans have been lengthened during the past year
in the United States, England and Germany, and the "iron savings" in the
last country have also the object of tying up small savings more effectively
than is the case with savings-bank and other deposits.

The rate of interest, however, is not merely the price paid for loanable
funds. It has a wider rôle as a capitalisation factor in determining the value
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of, capital assets and, under normal conditions, as one of the factors which
influence the direction of production. For the time being, net industrial and
other profits are kept down by heavy taxation, and production is arranged to
suit the supreme needs of the state. But it is perhaps not altogether feasible
to eliminate all those influences which ordinarily help to establish a proper
balance in a country's economy. For the government to press down interest
rates or to hold them at an exceptionally low level, the commercial banks
must as a rule acquire large blocks of government securities; and, to make
such acquisitions possible, they must be provided with plentiful cash balances.
If care is not taken, this liquidity may easily become excessive from a mone-
tary point of view, provoking a diversion of funds to other purposes. A clash
between fiscal and monetary considerations may indeed arise even in highly
controlled markets, since wherever an outlet is still possible the weight of
money may make itself felt in all its force.

Thus in a number of countries the mounting volume of liquid funds has
sought an outlet in the purchase of capital assets, particularly shares, the
prices of which have sometimes risen to such levels that the authorities have
seen fit to intervene. The measures then taken are explained by a determi-
nation to prevent a flight from the currency. At a time of growing tension
between increased supplies of money and reduced supplies of goods, when
the public must be induced to buy government securities or at least to leave
its money unspent with banks and other credit institutions, conf idence in
the currency becomes a quest ion of prime importance. In the
final analysis, this confidence can be sustained only if the new money issued
to the public will in the future retain its power to purchase goods and services
without any too substantial impairment. Price policy and monetary policy thus
go hand in hand. Psychologically, the task ,of maintaining confidence is now
rather more difficult than in the last war, since even in 1919 it was still
generally believed that all the main currencies would regain their pre-war
parities, the long era of monetary stability before 1914 having made people
forget what inflation was and what its effects might be. For this reason,
among others, a much more drastic supervision of prices has now become
necessary.

While in the sphere of public finance and money and capital markets a
great similarity is found between conditions and methods in various countries,
a glance at the graph 'of "movements in wholesale prices and the table on the
cost of living will show that, in regard to commodi ty pr ices , there is a
marked difference between the virtual stability in Germany and the considerable
increases which have taken place in most other countries. To illustrate the
main points which have arisen, some account must be given of the develop-
ments in a few countries.

Already in 1936 Germany had introduced a "price-stop" system, by
which an increase in prices above the level prevailing on 17th October of that
year, without the approval of the Price Commissioner, was forbidden. At the
beginning of the war the prohibition was extended to wages and in 1940 to


