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T H I R T E E N T H A N N U A L R E P O R T

OF THE PRESIDENT OF THE

BANK FOR INTERNATIONAL SETTLEMENTS

announced at the

ANNUAL GENERAL MEETING

held at

Basle, 16th June 1943.

The President has the honour to submit herewith the Annual Report of
the Bank for International Settlements for the thirteenth financial year, beginning
1st April 1942 and ending 31st March 1943. The results of the year's business
operations are set out in detail in Chapter VII. Net profits, after provision for
contingencies, amount to 4,508,953.89 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. 225,447.69 Swiss gold francs, there
remain 4,283,506.20 Swiss gold francs available towards the payment of a
dividend. This sum together with the balance in the Dividend Reserve Fund
amounting to 1,626,940.33 Swiss gold francs — in all 5,910,446.53 Swiss gold
francs — permits the distribution of a dividend of 29.55 Swiss gold francs per
share. At the end of the financial year the balance-sheet total was 483.4 million
Swiss gold francs, as compared with 476.6 million Swiss gold francs on
31st March 1942.

Although the total of the Bank's balance sheet has thus risen slightly,
there has again been some curtailment in current business after the substantial
reductions which occurred in the first two years of the war. Such operations
as are still possible, including the management of the Bank's investments on
various markets and certain transactions for the Red Cross, now usually call
for much more detailed work than in the past, on account of the great mass
of new regulations to which international payments have been subjected and
other difficulties which have to be overcome. In its activities, the Bank has
continued to adhere to the principles 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.

From the very outbreak of hostilities it was generally realised that war
in modern conditions demands the utmost effort, both civilian and military,
from belligerent nations and that state direction of economic life was involved
on a scale surpassing anything known in the past. It would even be an
understatement to say that in matters of government control the present war
started where the last one left off, since in many fields lacunae which were



still embarrassing the administrations of 1918 were this time dealt with
immediately the war began, one notable example being the early imposition
of exchange control. While the present struggle was thus a total war from
its very beginning, with each year that it has been prolonged and with each
extension of its compass there has been a further intensification of effort,
through which, so to speak, higher and higher degrees of totality have been
attained.*

In the field of fore ign commerce government direction is everywhere
supreme, trade being subject to priorities, import and export permits, rationing
of foreign exchange and allocation of transport facilities, while premiums and
special charges have been introduced to "equalise" prices at home and
abroad and thus assist the movement of goods in directions where otherwise
the price differential would be prohibitive or would exert an undesirable
influence on the price structure. The methods of control are many but the
result is one: private business, tied by governmental restrictions, is made to
function more and more for official account. Through economic warfare — the
blockade, the counter-blockade and all the measures supplementary thereto —
the world has become divided into quasi-watertight compartments, with only
a few trickles of trade being allowed to pass through the barriers, as, for
instance, imports and exports to and from Sweden via Gothenburg and to
and from Switzerland via Portuguese, Spanish and Italian ports, these ship-
ments requiring permits from the belligerents on both sides.

In the winter of 1941-42 the pattern of world trade was suddenly changed
in a large measure by the extension of Japanese domination in the south
and south-western Pacific. This made it necessary for many countries either
to seek alternative sources of supply, for instance in Latin America, or to
embark upon the production of substitutes at home; an outstanding example
of such production is the manufacture of artificial rubber in the United States
at a rate estimated at 250,000 to 275,000 long tons in 1943, compared with
peacetime requirements of natural rubber amounting to 410,000 long tons in
1938. Another important change in the international movement of goods has
been the increase in lend-lease deliveries, not less than 60 per cent, of the
total exports of the United States in 1942 being on lend-lease account. On the
other hand, foreign trade inside the continent of Europe showed little change
in 1942, credits through the clearing mechanism being on about the same
scale as in the previous year.

In its economic policy each belligerent country must aim at a maximum
ut i l isa t ion of i ts human and material resources. Under the influence
of cost and price changes in markets still comparatively competitive, the man-
power of a nation could in peacetime be left more or less free to distribute

* The war has brought the suppression of a number of statistical series, in particular those relating to
commodity stocks and other matters on which information might be considered of value to the enemy;
and, for much the same reasons, the greater part of the new material collected for official purposes connected
with the war effort has not been published. But a considerable volume of reliable statistical material has
remained, although not always easily available: especially as regards monetary and financial developments
is much of the information normally received in peacetime still to hand; indeed, in a number of cases,
regular publication has been resumed after an initial suspension, e. g. of certain central-bank returns.
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itself among the various occupations open to i t ; but, in time of war, the
government itself must necessarily determine what groups have to be drafted
for service in the armed forces and it must further try to prevent, or at
least to limit, the rise in prices which would normally be the result of its
own increased demand for goods and services. In some countries higher
prices and pay have no doubt been helpful factors in the transformation
of production, including the regrouping of labour; but, with the intensifi-
cation of the war effort, the driving force has increasingly been supplied by
government direction, exerting its influence through a whole series of economic
measures: •

(i) The mobi l isat ion of the last reserves of manpower includes (in
addition to the use of foreign workers, which has been important in
Germany), the reabsorption of the unemployed, the lengthening of hours
of work, the postponement of retirement, the earlier active employment
of young people and — as not the least important measure — the
greater empjoyment of women in all kinds of occupations. Experience in
more than one industry has shown that women often equal men in
efficiency and sometimes even surpass them. In Germany, where 50 per
cent, more women were working in trade and industry in 1939 than in
1932, the war at first brought a decline in the employment of women
(mainly as a result of the many marriages) ; but the figure began to rise
again in 1940, so that by 1942 1.3 million more women were employed
than at the outbreak of war (and early in 1943 there was a further
enlistment in order to set more men free for active service or armament
production). By the end of 1942 foreign workers (including prisoners of
war) represented 17 per cent, of those employed in industry in Germany,
it being estimated that the effective yield of foreign labour was on an
average about 80 per cent, of that of German workers.

That in times of heavy rearmament and war there is an urgent need
for manpower is but another way of stating the fact that at such times
unemployment has ceased to be a problem. In the United States, for
instance, there were about 7 million more people employed in the autumn
of 1942 than in the summer of 1939 and during the same interval the
actual working week in manufacturing establishments had been lengthened
by about one-seventh. In this as in other countries heavy new orders
by the state, financed to the extent of one-half or more by additions to
the public debt, provide a definite outlet for productive capacity; commodity
prices — whether strictly controlled or not — are fixed so as to allow
full remuneration of costs ; and the redundant purchasing power in the
hands of the public makes it possible to sell almost anything, while the
standard of living in civilian life is necessarily pressed down. The few
remaining neutral countries, with a smaller proportion of their manpower
drafted for service in the armed forces, have from time to time feared
that lack of raw materials and curtailment of export facilities would cause
extensive unemployment; but they too have found, not without some
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surprise, that, thanks to the production of substitute articles and materials
and to the general hunger for goods, the number of unemployed has
been kept at well-nigh the lowest figure ever recorded. It is one of the
tragic aspects of life that some problems — and notably the problem
of employment — can be more easily solved in periods of increasing
scarcity and international conflict than in periods of peace and abundance.
But, although in times of plenty a mounting production of a variety of
goods certainly brings with it the risk of many maladjustments, it is,
none the less, at such times that man's material welfare is increased.
It makes all the difference whether the work done produces goods and
services actually wanted by the people (what they are willing to buy
themselves with their earnings) or whether full employment is attained
only by virtue of government purchases and at a reduced standard of
living, ending in scarcities all round.

(ii) Hand in hand with the better utilisation of existing manpower there have
been great ef forts to rat ional ise product ion —.not least in the
civilian sector — the aim being to simplify output, in accordance with
wartime principles, by a standardisation of models, concentration of
production and curtailment of the apparatus of distribution. In the United
Kingdom a vast and far-reaching scheme for the purpose of concentrating
production was put into effect in the spring of 1941, with the result that,
from May of that year up to March 1943, 235,000 workers were released
for service in the armed forces or for war work and 61 million square
feet of factory space was given over to war production or made available
for storage purposes; this involved the closing of 2,800 establishments,
while 5,800 were designated "nucleus firms" (and, as such, usually
carried on manufacture, on a commission basis or against direct payment,
for the firms which had been closed). In each country the character of
the measures taken depends, of course, upon local conditions. In Germany
the existing cartel system has been modified in several respects, new
forms of association being introduced to carry out tasks allotted to the
various branches of industry and trade; and in the autumn of 1943 the
Minister of Armaments and Munitions was given the direction of the
whole of German production (including, from then onwards, the civilian
sector). In Japan also the government has taken drastic measures,
concentration of industrial production being followed in the autumn of
1943 by the suppression of a great number of enterprises not essential
for the war effort.

All this economic transformation has, of course, been primarily planned
in the interests of the all-out war effort, but some of the resulting changes
will no doubt have a lasting effect on industrial life. Such countries as have
not taken the same stern measures of industrial concentration have begun to
ask themselves whether those who have done so will not benefit greatly from
an enduring improvement in efficiency, thanks to the increased interchange
of technical knowledge and the many new inventions which have formed part
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of the almost irresistible impulse towards rationalisation caused by an acute
labour shortage. It is naturally in the armament industries that the advance
has been most pronounced and the results thereof should be felt particularly
in the production of durable goods. Peace will presumably bring back —
though probably not at once — the right of the consumer to determine what
he will buy, and much of the present manufacture according to standardised
patterns will then no doubt go by the board ; but, within many fields and for
a large number of articles, production according to more standardised speci-
fications provides such great advantages that it will certainly be continued even
when the war is over, and this will make it possible to charge much less
than would otherwise be the case. On the other hand, there is a certain
danger that the strong industrial and commercial associations formed during
the war may seek to retain monopoly positions conferred upon them under
wholly exceptional circumstances, endeavouring to limit competition and resist
change and thus failing to adapt themselves to peacetime conditions, thereby
making it exceedingly difficult to ensure work for those returning from active
service or no longer occupied in armament industries.

The l imi tat ion of output for c iv i l ian purposes has been applied
most drastically to the production of durable consumer goods (dwelling-houses,
automobiles, refrigerators, radios, etc.), since the industries and trades engaged
in their production are those which can most easily be switched over to
the manufacture of war materials, the bulk of which consist of guns and
munitions, tanks and lorries, aeroplanes and ships. In the United States the
first curtailment in the supply of finished civilian goods came in the autumn
of 1941 ; the following table shows that from the middle of that year to
the middle of 1942 the entire rise in the aggregate industrial production
was caused by the rapid expansion in the output of durable manufactures
and that very much the same held good for the following twelve months
up to the middle of 1943.

In the spring of 1943
it was estimated that nearly
two-thirds of the current in-
dustrial output in the United
States was for war purposes;
for the first half of 1943 the
index of industrial production
showed little change in the
total, thus apparently indicat-
ing that a more or less final
stage of economic mobilisation
had been reached, marked,
inter alia, by an acute short-
age of manpower.

Index of Industr ia l Product ion
in the United States.

Base 1935-39 = 100

Durable manufactures . . .
Non-durable manufactures.
Minerals (except gold) . . .

Total index

June 1941

198
138
131

160

June 1942

246
136
132

177

June 1943

303
147
121

203

The increase between June 1942 and June 1943 in the index
figures for non-durable manufactures reflects mainly higher
output In the chemical industry, the products of which consist
more largely of munitions than those of any other Industry in
the non-durable group. The decline in minerals in June 1943
would seem to have been largely temporary (a result of labour
conflicts In the coal industry).

Industrial production in Canada has increased even more rapidly than
in the United States, Canada having become, after the great powers, by far
the largest armaments producer in the world. This spectacular increase is
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partly due to improvements in technical efficiency; but the main reason is a
shift in employment from occupations with a low rate of productivity to others
with very high productivity (the value of a man's output will rise fast if he
moves from a "marginal" farm to an aeroplane factory equipped with all the
latest machinery). War demand would seem to be in the main for goods
which can be produced on a conveyer belt or with the aid of other appli-
ances of modern mass production, while the peacetime requirements of the
ordinary consumer are largely of a different character, including an in-
creasingly high proportion of services (restaurants, holiday resorts, medical
attendance, beauty treatment, etc.) which cannot benefit to the same extent from

the use of labour-saving devices
or large-scale production. This —
be it said in passing — would
seem to be one of the reasons
why for the satisfaction of peace-
time needs there cannot be the
same spectacular rise in the natio-
nal output as has been achieved
during the war.

Indexes of Industrial Production
on base 1936 = 1ÖO.

(*) New index, with a new method of weighting.

Apart from Finland, none of
the belligerent countries in Europe
regularly publishes an index of
industrial production, and indi-
cations of the general trend are
given but rarely. It is likely that
for most of them the proportion
of war production to the total
industrial output is very much the
same as in the United States.
The rate of total output varies,
however, considerably from country
to country. For France in 1942 it
is estimated to have been about
two-thirds of the 1938 volume.
The sharp decline in Finland's
industrial production, as shown in
the graph, is due partly to lack
of raw materials and partly to the
high percentage of the population
on active service — for long
periods, up to 18 per cent. ' From
the spring of 1940 lack of normally
imported raw materials affected
the volume of industrial pro-
duction in Sweden and Denmark
also, the loss of markets being
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another factor. If, in spite of the falling-away of the important Anglo-Saxon
outlets for the Swedish pulp, paper and timber industries, the total industrial
production in that country has kept up relatively well (at about the 1936 level),
this has been due partly to armament work and partly to substantial invest-
ments for the production of substitutes.

The yield of industrial production is usually the most important, but still
only one, of the component parts of the national income. In a number of
countries current estimates are compiled (but not always published) not merely
of the net but also of the gross national income, the latter including the
whole flow of goods and services produced during a year and thus also
the cost of maintenance and replacement of the nation's capital.* Once
estimates are available covering the maintenance and replacement charges,
the total private consumption and the amounts of domestic and foreign
investments (or disinvestments), it is possible to set out more or less
fully the yield of the rea l s o u r c e s f r o m w h i c h c o n t r i b u t i o n s to
t h e c o s t s of t h e war a re d e r i v e d . These costs may be met,
firstly, by an increase in production ; secondly, by a reduction in one or
more of the following items: private consumption, government expenditure
other than for war purposes, maintenance and replacement charges, provision
for new domestic capital ; and, thirdly, by a draft on foreign resources
(foreign disinvestment).

For four countries, fairly complete estimates of the national income in 1942
have become available and some of the main figures are reproduced on the
following pages, it being understood, however, that full comparability between the
data for different countries cannot be expected, considering the rather wide
margin of error to which such estimates are subject and the possible employment
of varying methods of computation. Even within one and the same country
a true comparison between the figures for different years cannot be ensured
without a reduction of these figures to a unit representing stable prices (say, 1939
dollars for the United States, for instance). Such a reduction is, of course,
a somewhat hazardous undertaking, since it is most difficult to take into
account the price changes of the many heterogeneous elements which make
up the earnings of a nation or on which the government and the public
at large spend their money. It is, however, hoped that the results may give
some idea of the proportions involved.

The first two columns in the table regarding the United States give the
actual figures for 1939 and 1942 respectively and the third column the figures
for 1942 recalculated in terms of "1939 dollars" on the basis of a price index
registering a rise of 14 per cent, from 1939 to 1942. The difference between
the figures for 1942 in "1939 dollars" and those for the year 1939 shows the
real sources contributing to the cost of the war. Thus, war expenditure rose by
$41.8 milliard (in 1939 dollars) but the increase in the gross national product was

• The net as well as the gross national income is often calculated both at prices including and at prices
excluding the increase due to indirect taxation.
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Real Sources of Cont r ibut ions
to War Expenditure in the United States

in 1942 in compar ison with 1939.

Sources of
contribution

Gross national product
Deduct :

Private consumption . . .
Private gross capital
formation

Non-war government
expenditure*

Total deductions
Leaving for :

War expenditure*

1939

88.6

61.7

10.9

14.6
87.2

1.4

1942

in milliards
151.6

81.9

8.0

12.5
102.4

49.2

1942
in 1939
dollars

of dollars
133.2

72.0

7.0

11.0
90.0

43.2

Difference
between

1942
(in 1939
dollars)

and
1939

+ 44.6

+ 10.3

— 3.9

— 3.6
+ 2.8

+ 41.8

This table has been prepared on the basis of data given in an article
on the "National Income and National Product in 1942" by Milton Gilbert
and George Jazzi, appearing in the "Survey of Current Business" for
March 1943, issued by the U. S. Department of Commerce.
* For goods and services, i.e. without such transfer expenditure as interest

on the public debt, pensions, etc.

Real Sources of Cont r ibu t ions
to War Expenditure in the United Kingdom

in 1942 in compar ison with 1938.

Sources of
contribution

Gross national income
Add:

Overseas disinvestment .
Total available . .

Deduct:
Private consumption . . .
Maintenance and increase

of private domestic ca-
pital

Total deductions
Leaving for:
Government expenditure*

1938

5,587

55
5,642

4,035

762
4,797

845

1942

in millions <
9,078

632
9,710

4,800

302
5,102

4,608

1942
in 1938
pounds

}f £ sterling
6,700

485
7,185

3,408

232
3,640

3,545

Difference
between

1942
(in 1933
pounds)

and
1938

+ 1,113

+ 430
+ 1,543

— 627

— 530
— 1,157

+ 2,700
In a British Government White Paper, presented to Parliament in April

1943, an analysis was given of the sources of war finance and for that
purpose an estimate was made of the national income and expenditure In
1938, 1940, 1941 and 1942. On the basis of the figures thus presented, "The
Economist" In an article of 27th April 1943 made a recalculation of the
1942 figures in terms of "1938 pounds", assuming a rise of 30 per cent, in
prices from 1938 to 1942. In the above table account has been taken of the
figures in the White Paper and in "The Economist".
* For goods and services, i.e. without transfer expenditure.

0) Footnote see opposite page.

even greater — $44.6
milliard — and, with a
decrease of $3.9 mil-
liard in the private
gross capital forma-
tion and of $3.6 mil-
liard in non-war ex-
penditure, was suffi-
cient to enable private
consumption to attain
in 1942 a figure of
$10.3 milliard over and
above the 1939 level
(i. e. allowance being
made for the rise in
prices).

In terms of "1938
pounds" government
expenditure in the
U n i t e d K i n g d o m
increased by £2,700
million between 1938
and 1942 and this
increase was covered
by a rise of £1,113
million in the gross
national income, by a
reduction of £627 mil-
lion in private con-
sumption, by a com-
pression of £530 mil-
lion in the sums
devoted to mainten-
ance and increase of
domestic capital and,
finally, by a draft of
£430 million on for-
eign assets. (Over-
seas disinvestment of
£55 million in 1938 pro-
bably represented the
reinvestment in Great
Britain of amounts
received from abroad
as amortisation on
long-term loans pre-
viously granted(1).)
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Because of the increase in Hungarian territory since 1938, per-capita
figures are the best basis of comparison, but even they need some fur-

ther adjustment owing
Nat ional Income in Hungary 1938-39 and 1942-43. to the relative poverty

of the newly-incor-
porated areas. The
Institute for Economic
Research estimated
that, of the decline
amounting to 17 per
cent, in the national
income per head of
population, 12 per cent,
was due to this cir-
cumstance and only
the remaining 5 per
cent, represented a
real decline, which in
its turn was largely a
result of the bad har-
vest in 1942 as com-
pared with the excellent

harvest in 1938. But heavier government expenditure and a higher export surplus
absorbed more of the national income in 1942^43 than in 1938-39 and private
consumption (measured in stable prices) fell, therefore, within the Trianon
frontiers, by 11 per cent, per head of population, a percentage which may
be taken as a measure of the reduction in the standard of living as com-
pared with pre-war conditions.

0) In order to find a mode of comparison which is not obstructed by the difference in the size of the United States
and the United Kingdom and In the value of their currencies, "The Economist" has expressed the (partially
regrouped) figures for the two countries as percentages of their pre-war gross Income, i.e. the British
figures are calculated as percentages of £5,587 million (the British gross national income In 1938) and the
American figures as percentages of $88.6 milliard (the gross national product of the United States in 1939).
The percentages thus obtained give a real indication of the magnitude of the changes brought about by
the war: thus for 1942 the cost of the war to the United Kingdom, as measured by the increase in govern-
ment expenditure, comes to 48.4 per cent, of the gross national income, and this means that in that year
the British Government devoted to the war a quantum of goods and services equal to nearly one-half of
the total output of the British community before the war.

Costs of the War and Sources of Contributions to Costs
in the United Kingdom and the United States

as Percentages of the Pre-war Gross National Income.

Groups

Total national income
Deduct:

Private consumption . .
Leaving for other pur-

poses, i.e. for govern ment
expenditure on goods and
services, and for the ex-
port surplus

National income per head
of population

1938-39
within the
Trianon
frontiers

The wider territory
1942-43

in
current
values

in
1938-39
prices

Difference
between
Column 3

and
Column 1

in millions of pengö
CD

5,192

4,450

742

(2)-
12,461

9,917

2,544

(3)
7,029

5,594

1,435

in pengö

572 840 474

W
+ 1,837

+ 1,144

+ 693

% change

-17%

The above table has been constructed on the basis of estimates of the
current national income, in comparison with pre-war figures, published in
July 1943 by the Institute for Economic Research in Budapest. In Its
calculations the Institute has assumed a price rise of 77 per cent, between
1938-39 and 1942-43.

Pre-war Gross National Income = 100

Costs of the war
(increase in government expenditure)

Derived from:
Increased production (increase in gross national income) . . . .
Reduced consumption
Reduced provision for private capital and disinvestment, if any .

United Kingdom

48.4

20.0
11.2
17.2

United States

46.5

51.2
— 8.7

4.0

In the two countries the increase in government expenditure has thus been in very much the same
proportion to the pre-war output : but in the United States the higher costs have been met wholly by a rise
In production — 50 per cent, in three years — while in the United Kingdom the increase in production
amounted to 20 per cent, in four years, the difference being explained (at least to some extent) by the
existence of large unused resources in the United States before the war.

For 1943 it has been estimated that about one-half of the national product in the United States is absorbed
by the war effort. In 1918 the proportion so absorbed was about one-fourth.
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In terms of "1939 prices" the central-government expenditure on goods
and services in Sweden was in 1942 twice as high as before the war. No
contribution to the increased costs of the government was, however, received
from an expansion in total production, which on the contrary fell by about

7 per cent, between
Expenditure on Goods and Services in Sweden 1939 and 1942 (pari

in 1939 and 1942. passu with the "total
gross expenditure", as
shown in the table).
That being the case,
the increased outlay
of the central govern-
ment and the fall in
production led to a
decline of 14 to 15
per cent, in private
consumption, a re-
duction of nearly one-
third in private in-
vestment and a cer-
tain contraction in
the effective volume
of local government
expenditure.

Groups

Total gross expenditure
(public and private) . . .

Deduct :
Private consumption . . .
Private investments . . .
Local government expen-

Total deductions .
Leaving for:

Central-government
expenditu re . . . .

1939 1942 1942
In "1939
prices"

Difference
between

1942
(in 1939
prices)

and 1939
in millions of S.Kr.

10,891

7,588
1,481

927
9,996

895

13,930

9,087
1,354

1,023
11,464

2,466

10,200

6,500
1,050

850
8,400

1,800

— 700

— 1,100
— 400

— 100
— 1,600

+ 900

The figures given in the first two columns of the above table are taken
as they stand from an analysis of "Income Developments and the Excess
of Purchasing Power during the War Years", published in May 1943 by the
"Koniunkturlnstitut" In Stockholm. The figures in the last two columns have
on the other hand, been calculated on the basis of certain percentages and
other indications given by the Institute. For the reduction of private consump-
tion to "1939 prices", the Institute has assumed a rise of about 40 per cent,
in prices between 1939 and 1942.

Taking into account other information than that given in the above tables,
developments during the war up to 1942 in the four countries under review
may be summarised as follows: in "constant prices" the total (central and
local) government expenditure on goods and services rose in Hungary and
Sweden by about one-half*, while in the United Kingdom and the United
States it more than trebled ; total production increased by 50 per cent, in
the United States and by 20 per cent, in the United Kingdom, but is esti-
mated to have fallen by 5 to 7 per cent, in Hungary and Sweden ; total private
consumption in the United States was 16 per cent, higher in 1942 than in
1939 (thanks mainly to the steep rise in American production), while in the
United Kingdom and Sweden there was a reduction by 15 per cent, and in
Hungary by 10 per cent, below the pre-war level.

For Germany no similar data are available, but it has been estimated that
total government (central and local) expenditure on goods and services rose
from RM 36 milliard in 1938 to RM 70 milliard in 1941, and that during the same
period the amount available for civilian expenditure (private consumption and
investments) increased from RM 59 to 71 milliard, a rise which reflects, on

* If account were taken not only of expenditure on goods and services but also of transfer expenditure, I. e.
of interest on the public debt, pensions, and subsidies granted to keep down prices, the increase in the
total (central and local) government expenditure in Sweden and Hungary would, It seems, be higher than
the proportion given in the text.
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the one hand, the incorporation of new provinces in the east and west and,
on the other, higher remuneration and higher prices in certain sectors. The
available statistics do not make it possible to establish the share ascribable
to each of the main sources contributory to the war effort: increased work,
curtailed consumption and drafts on capital; but it may be regarded as certain
that all three have helped to make possible the redirection of resources for
the prosecution of the war.

It is the shortages in men, machines and materials which set the final
limits to the war effort in its economic aspects; but, in order to exercise
command over real resources, the governments as a rule need to make payments
in money at home and abroad, and this raises the question of the f inancia l
sources of the war effort.* When able to apply modern methods of fiscal
and credit policy, governments seem to master financial limitations with com-
parative ease — at least on their domestic markets ; and in relation to other
countries various means (lend-lease, reciprocal agreements, clearing arrangements
and payment of occupation costs) have been employed to prevent a lack of
funds from hampering the flow of goods. The methods of financing which
were worked out during the first two or three years of the war have
remained essentially unchanged, such modifications as have been made being
designed to ensure that the economic and financial structure would stand the
strain of heavier war liabilities and the piling-up of buying power in the
hands of the public. While the figures of national income and consumption
indicate a considerable amount of diversity between different countries, a high
degree of parallelism is found in fiscal developments; in matters of taxation
and borrowing, governments show no hesitation in availing themselves of the
experience gained in other countries — whether friends or enemies"; in any
case, the choice open to the governments is not very wide, an element of
compulsion entering into the picture.

In last year's Annual Report (pages 13-15) the var ious methods of
rais ing money to meet government expendi ture were considered from
the point of view of their eff icacy in res is t ing in f la t ion , and a
" h i e r a r c h y " was formulated, which may be summarised as follows:

(a) taxation (and other current receipts),
(b) borrowing of genuine current savings,
(c) expansion of commercial-bank credit, and
(d) expansion of central-bank credit.

The first two methods — taxation and the borrowing of genuine current
savings — were shown to be the "soundest" from a monetary point of view
and it is in many respects the total of the two together that is really important.

' Government financing In wartime exerts a dominant influence on the monetary system and in the different
chapters of the present Report more space has, therefore, been devoted to this subject, including the
presentation of statistics of government revenue and expenditure, of public borrowing and of such matters
as lend-lease, clearing balances and the payment of occupation costs. To facilitate comparison with earlier
years, and to provide a background against which the wide and rapid changes of the war years may be set,
the statistical tables include a number of figures relating to the immediate past — a feature which is partly
responsible for the exceptional length of the Report.
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While for most countries lack of statistical data makes it impossible to
draw up exact figures grouped according to the "hierarchy", an approximation
can be made in some cases. In Germany and the United Kingdom private
credit operations unconnected with the war have practically come to an end, and
the total of government borrowing on the internal market has thus become
approximately equal to the so-called "money-capital formation". For these
two countries tables in Chapter V (page 269) set out in some detail the
means whereby government expenditure was financed in the years 1940-42,
the sources being arranged roughly in conformity with the "hierarchy"; and
an analysis on somewhat similar lines is made for the United States also. Some

of the principal facts and conclusions
Ana lys is of government f inanc ing,

averages f o r p e r i o d 1940-42:
Germany and the United K ingdom.

are given here in an abbreviated form.

The construction of these tables
has necessitated certain estimates
and adjustments which are mentioned
in the notes on page 269. By and
large, the differences and errors do
not appear great enough to vitiate a
broad comparison of the figures, and
the main points brought out by the
tables are these:

(i) In both countries the propor-
tion of government expenditure
(internally financed) raised by
taxation and other current internal
revenue averaged just under
50 per cent, in the years 1940-42
(the highest level being in the
third year, 1942);

(ii) similarly, borrowing from other sources than the commercial and central
banking system, at 34-35 per cent., was approximately equal for the two
countries. The proportion covered by taxation and other internal revenue, plus
borrowing outside the banking system, was thus 84 per cent, in both countries;

(iii) the proportion covered by borrowing from the commercial banks was
10-12^2 per cent, for the whole period (with a marked tendency to decl ine
from year to year) ; from the banking system as a whole (central and
commercial banks) 16 per cent, was borrowed, also with a declining trend.

Judged on these lines the similarity of war finance in the two countries
is truly remarkable; after three full years of war the relative importance of the
sources of internal financing was so nearly the same in Germany and the
United Kingdom that the differences in the percentage figures are well within
the margin of error due to the unavoidable inaccuracies of the data.*

Sources of funds
covering government

expenditure
1940-42

Taxation and other current
revenue

Borrowing other than from
the central and commer-
cial banks

Total . . .
Borrowing from thecommer-

cial banks
Borrowing from the central

bank
Total . . .

Total expenditure
internally financed .

Germany United
Kingdom

As percentages
of total expenditure
internally financed

48.9

35.1
84.0

10.2

5.8
16.0

100.0

49.9

34.2
84.1

12.5

. 3.4
15.9

100.0

* It should be remembered that the comparison given in the text is based on tables covering the situation
up to the end of 1942, while the intensification of the war in 1943 has led to many changes in the scope of
the government's command of goods and services in the different countries — changes which are likely
to be reflected in the financial accounts.
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Analys is of government f inanc ing

the United States, 1940-42.in

Besides similarities, however, the sources of financing show some
differences. One of these — brought out by the tables — is that the pro-
portion borrowed from the central bank was somewhat larger in Germany
than in the United Kingdom, reflecting the greater importance of the com-
mercial banks in the latter country. On the other hand, in the United States
the proportion borrowed from the commercial banks was considerably larger
than in either of the two European countries, as may be seen from the
following table.

The proportion of expenditure covered by taxation and other current
internal revenue fell in the United States from over 60 per cent, in 1940 to under
30 per cent, in 1942, and, conversely, total borrowing and movements of official

balances rose from 40 to
70 per cent, of expenditure.
Actual new government
borrowing from the Federal
Reserve Banks was compa-
ratively small but from the
commercial banks it was
very considerable, notwith-
standing the fairly success-
ful efforts made in 1942
to sell securities to pur-
chasers other than banks.
One reason for the high pro-
portion of borrowing from
the banks was the rapidity
with which government ex-
penditure increased after the
United States had become
involved in the war ~ a
rapidity which also helps to
explain why a smaller pro-
portion of government ex-
penditure has been covered
by taxation in the United
States than in the United
Kingdom or Germany.

Sources of funds covering
government expenditure

Taxation and other current
revenue

Government securities
taken by:

Investors other than banks
Total . . .

Government securities
taken by :

Federal Reserve Banks . .
Total . . .

Movements of official
balances

Total exp e nditure . .

1940 1941 1942 Total
1940-42

In percentages of total expenditure

60.4

22.1
82.5

15.1
(— 3.1)

12.0

5.5

100

46.4

48.9
95.3

21.2
0.3

21.5

(—16.8)

100

29.3

43.4
72.7

34.9
7.0

41.9

(- 14.6)

100

36.7

42.2
78.9

29.5
4.4

33.9

(-12.8)

100

There are two main reasons why it has not been possible to
compile for the United States a table in the same form as for Germany
and the United Kingdom. Firstly the formation of money capital could
not in the United States be taken as equal to government borrowing,
since private credit operations were still very important, especially in
1940 and 1941 before the entry of the country into the war; and,
secondly, large purchases of government securities by the Federal Reserve
Banks in earlier years had led to an accumulation of latent central-bank
credit by the way of excess reserves of the member banks. The above
table has been based on the budget figures and on the statistics
regularly published regarding the principal holders of government
securities.

Averaging 34 per cent, for the years 1940-42, the proportion of government
expenditure financed by the banks of the United States is twice that of such
financing in Germany and the United Kingdom. But the danger of government
financing by an extension of bank credit cannot be measured primarily by its
ratio to the total of government expenditure; it depends essentially on the rate
of expansion in the volume of credit and currency and must thus be related
to the size of the commercial banking system, which, in terms of
the budget and the national income, varies from country to country.



Years 1938 and 1942

1938
Credit volume

Currency
Commercial-bank deposits.
Total credit volume . . . .

Net national income . .
1942

Budget expen diture
internally financed

The credit volume in 1938
as percentage of
the net national income in
1938
the budget expenditure in-
ternally financed in 1942 .

Germany United
Kingdom

in millions of
RM | £ stg

10,500
19,500
30,000
80,000

90,000

600
2,800
3,400
4,500

4,500

United
States

dollars

6,800
43,700
50,500
64,500

56,000
Percentage proportions

37%

33

75

75

78

90

- 18 -

The importance These percentages
of the banking system in Germany, show that, in relation to

the United Kingdom and the United States, national income and war-
time budgets, the banking
and currency structure
was on a smaller scale
in Germany than in the
two Anglo-Saxon coun-
tries, the ratio being
about 1:2 in relation
to the United Kingdom
and somewhat higher in
relation to the United
States ; this would seem
to reflect a profound
difference of habit with
regard to the main-
tenance of amounts in
the liquid form of cash
and bank deposits.

A system with a more restricted mass of liquid claims outstanding may in some
respects have its advantages; but, with regard to the problem of war financing,
it is obvious that recourse to the credit system covering, say, 15 per cent, of
budget expenditure (internally financed) must provoke a greater relative
expansion of bank credit in a country with a smaller initial volume than in
other countries.* The expansive movement is, by its nature, cumulative, the
danger of government financing by an extension of bank credit lying in the
fact that annual war expenditure is of a very large order compared with the
outstanding volume of bank-notes and bank credit dictated by the usual
requirements of a peace economy. Thus, if a certain proportion of government
war expenditure is financed by borrowing from the banking system, the expan-
sion of bank credit will be relatively much greater.

Developments in the United Kingdom during the last war may
be taken as an example. If not only the actual war years but the whole period
from August 1914 to March 1921 be considered, 44 per cent, of the internally
financed expenditure amounting to £11,050 million was covered by taxation,
5 per cent, by other current receipts and 51 per cent, by borrowing. Of the
amounts borrowed internally, some £350 million appears to have been in the
form of "central-bank credit" (including issues of Treasury notes) while the
expansion of commercial-bank deposits amounted to £1,350 million. The total
increase in currency and credit — equivalent to the government's financing
by the banking system as a whole — was thus £1,700 million, representing
15 per cent, of government expenditure internally financed — a proportion very
close to that of 1940-42. Although this does not seem a high percentage, its

* In actual practice, of course, account has also to be taken of changes In the area in which the banking
system operates and thus, as regards Germany, of the widening of that area In recent years.


