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SEVENTEENTH ANNUAL REPORT

_ submitted to the
ANNUAL GENERAL MEETING
_of the o
BANK FOR INTERNATIONAL SETTLEMENTS
_ held at |
Basle, 16th June 1947,

Gentlemen,

I have the honour to submit herewith the Annual Report of the Bank
for International Settlements for the seventeenth financial year, beginning
1st April 1946 and ending 31st March 1947. The results of the year's
buginess operations are set out m detail in the section from page 157 to
page 164 together with a general réview of the current activities of the Bank
and an analysis of the balance sheet-as at 31st March 1947.

The financial year closed with a surplus of 692,787.01 Swiss gold francs
which has been transferred to the Special Suspense Account established in
1945. This account, to which the surplus of the financial vear 1944-45 was
credited and the deficit of the following financial year 1945-46, amounting. to
616,581.45 Swiss gold francs, was charged, is thus back at a figure slightly
exceeding the amount initially credited to 1. As may be seen from the
section dealing with the current activities of the Bank, equilibrium bétween
the Bank’s current revenue and expenditure was progressively re- estabhshed

in the course of the financial year.

The Bank’s financial year 1946-47 has seen some important innovations
in the institutional framework of the world’s monetary system, for it was

" in that period that the International Monetary Fund and the International

Bank for Reconstruction and Development reached the stage at which opera-
tlons could begin..

The first task of the International Monetary Fund was to fix the
par values of the various currencies: on 18th December 1946, the Managmg
Director of the Fund published a schedule of the par values that had

- been accepted as initial rates in accordance with the articles of the Agreement.
setting up the Fund. In an official statement() issued on the same date it
was, however, explained that: “This is the first time that a large number of

- (1) The schedule is reproduced on page 169.

(2} See page 172.
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nations have submitted their exchange rates to consideration by an international
organisation and thus a new phase of international monetary cooperation has
- begun. The major significance of the present step is not in the particular
rates of exchange which are announced, but in the fact that the participating
nattons have now fully established a régime wherein they are pledged to
promote exchange stability, to make no changes in the par values of their
currencies except in accordance with the Fund Agreement, and to . assist
each other mm attaining the general objectives of the Fund.”

Notwithstanding the fact that at the - present exchange rates there
were, in a number of cases, substantial disparities between the price levels of
the countries concerned, the Fund had reached the conclusion that the proper
course of action was to accept as initial par values the existing rates of
exchange. 1st- March 1947 was fixed as the date on which the Fund would
begin exchange transactions; a statement by the Managing Director, however,
carried a warning to the effect that limitations on the amounts which countries
might borrow would be strictly enforced to prevent any country, or a few
countries, from taking more than a fair share of scarce currencies..

"_The International Bank for Reconstruction and Development
likewise proceeded with its organisation in the course of 1946 and it had,
in particular, to attack the problem of the best way to- raise capital on the
American market in order to secure a sufficiency of loanable funds. The
objective has been to establish an’ increasingly close contact not only with
bodies responsible to the respective governments, but also with the money and
capital markets through which current savings are becoming available, such
contact being indispensable for an institution which proposes to undertake a
substantial volume of international lending. For the markets themselves it is
equally a matter of importance that close contact should be maintained with
the monetary . authorities either directly or through ~competent international
institutions, this being -especially the case in a period when, besides the normal _
risks of foreign lending, the possibility of transfer, in many countries, depends
.on decisions taken by exchange controls.

These problems had already been discussed during the war, and it was
then foreseen that in the period following the end of hostilities a system of
humamtanan aid would first be required. Such aid has, in fact, been pro-
vided through the United Nations Relief and Rehabilitation Administration
- (UNRRA) and also through other relief organisations or grants by different.
governments. It was not to be expected, however, that, in a period of great
insecurity, private lendmg could immediately step in and meet the w1despreacl
need ‘for access' to foreign funds. It, therefore, seemed certain that some
~official lending would have to be_ arranged, the most typical examples of
such lending being the United States line of credit to the United Kingdom
and the loans granted by the U.8. Export-Import Bank. There have, however,
been - other forms: of post-war official lending, the first in order of time
being the reciprocal credits extended through various European payments and
‘monetary agreements,
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But provision of funds from the Treasuries of individual governments
could not continue indefinitely as the only source of lending and other methods,
therefore, were required. It was partly with this end in view that the two
new institutions were organised, the International Monetary Fund to furnish
short-term accommodation and the International Bank for Reconstruction and
Development to assist its members to obtain long-term funds.

It has been announced that the- International Monetary Fund will issue
three-monthly reports; at the time of writing, May 1947, no such report had
appeared. : ' ' ' :

In an address given in New York on 18th April 1947, the President of
the International Bank for Reconstruction and Development explained that
the capital funds of the Bank paid in or to be paid in by member govern-
ments amounted to 20 per cent. of the Bank’s total subscribed, or approxim-
ately $1,550 million, of which about $725 million were represented by U.S.
dollars, the remainder being represented by the local currencies of the
various members other than the United States. Since the need and desires
of practically all potential borrowers were primarily for dollars, the Bank had
to look for its loanable funds partly to the $725 million subscribed in that
currency but primarily to the sale of its securities in the private investment
market, predominantly the United States market. The President further under-
lined that before a loan was granted the Bank had to be satisfied that the
project or programme to be financed was economically sound in the sense
that it would raise the level of productivity of the borrowing country and
that the prospects of repayment would be such as to make the loan. a
prudent risk. Because of the security arising from the possible call on the
remaining 80 per .cent. of the subscriptions by the member governments and
because the Bank is not primarily a profit-seeking concern, the President
considered that the Bank would be able to make loans for projects which,
though constituting good risks, were not sufficiently attractive to secure. purely
private financing. But he also pointed out that the Bank was empowered
to assist private capital by its guarantees of, and participations in, private
international léans and drew the conclusion that the greater the contribution
of the Bank to the creation of conditions of economic stability and prosperity
throughout the world, the sooner could private agencies play their traditional
réle in the process of international investment. :

_ Both the International Monetary Fund and the International Bank for
Reconstruction and Development have, as part of their activities, - established
contact with the United Nations and various other institutions.

During the meeting of the Board of Governors of the International
Bank for Reconstruction and Development, held in Washington in October
146, the President of the International Bank and the Chairman of the Board
‘of the Bank for International Settlements exchanged their views with regard
to the cooperation which could be ‘established between the two institutions.
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Conversations were resumed after the election of Mr McCloy as
President of the International Bank. ‘

A memorandum regarding the practical modalities of the foreseen co-
operation in research and exchange of information has been worked out
and approved by an exchange of letters, dated 17th April 1947. The
Bank for International Settlements has declared itself ready to facilitate
with all its possible means the task of the International Bank in Europe
especially by putting its Monetary and Economic Department at the
disposal of the International Bank and by furnishing to its officials on
duty in Europe all the essential facilities and' every wseful information,
without prejudice to any other form of cooperation which in the future
might appear to be appropriate.



II. Transition fromm War to Peace Economy.

The two years which have passed since hostilities in Europe came to

an end have been years of transition from war to peace economy.

The main task has thus been to overcome with the greatest possible speed
two wellnigh unavoidable difficulties which beset the war economy:

(i) Wartime budget deficits became so large that they could be met
only by resort to inflationary financing.

(i1) Exceptional shortages in_ ordinary consumers’ goods and the con--

sequent reductions in the standard -of living were. due to the fact
that up to one-half of the productive power in certam countries had
been devoted to the prosecution of the war.

The progress of reconversion since the summer of 1945 has varied
greatly from country to country, the degree of success being dependent upon,
inter alia, the extent of actual destruction suffered during the war and of
the exhaustion of stocks, the size of monetary reserves and the amounts
of foreign credit obtained, as well as the ability shown by governments in
tackling the problems of administration. But the principles which emerge
from the experience gained are, with slight modifications, applicable to all
countries,

A return to orderly budgeting is clearly of paramount importance
as a safeguard against inflation. It is conceivable that, immediately after

hostilities had ceased,” a country was still justified in exceptional outlay on

such vital needs as the restoration of communications and the provision of
minimum working capital for industrial and commercial enterprises, even if
that - involved some further inflation. But there soon came ‘a point when
the disadvantages of continued or spasmodic rises in prices, with the mone-
tary uncertainty thus engendered, far outweighéd other considerations, since
nothing enduring can be built on -the qu1cksands of constantly changing
monetary values..

"Apart from inflationary dangers resulting from large budget deficits,
there is another important consideration, namely, that such deficits take toll
of current domestic savings and the proceeds of foreign credits also, and
thus eat.into the resources available for productive investments.
It often happens that attention is paid too exclusively to the purely financial

‘aspect of balancing the budget, although the physical apportionment of actual

productive power is of equal consequence. For this very reason importance
attaches to the level at which equilibrium is obtained. A hypertrophied
administration not only makes it difficult to fill the gap between expenditure
and revenue but retains men and women of different grades whose labour
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is urgently needed in industry, agriculture and commerce. Losses suffered
in this way are clearly perceived in societies of a collectivistic type with a
keen predilection for large-scale industrial investments; but at the present
juncture such losses cannot escape notice anywhere since they stand out
conspicuously against the background of the acute labour shortage prevailing
in the world. It is interesting to note that in France the Monnet Plan
{(published in December 1946) was worked out in close contact with repre-.
sentatives of various associations including trade unions, all being in agree-:
ment that the practical execution of the plan was conditional upon a radical
reform of public finances, including the establishment of budget equilibrium
by a compression of expenditure. A similar line has been adopted in the
two-year plan for Czechoslovakia. If a feeling of security came to prevall in
the international sphere, permitting substantial reductions in military ex-
penditure, an enormous advance would have been made towards monetary
reconstruction and an improvement in the general standard of living.. There
1s, in more ways than one, a connection between a real and ‘secure peace,
orderly financing and social wellbeing.

During the war, subsidies, designed mainly to hold down the cost
of living, became an important item on the expenditure side of many national
budgets. By a combination of price control and subsidies it was possible to
moderate the increase in wages and the consequent rise in the general level
of prices; and, for governments which had large borrowing programmes, this
was an important consideration from a financial point of view also, since
lower costs meant smaller additions to the deadweight debt. With the
return to peace, the granting of subsidies is generally being felt as a hindrance
to the establishment of budget equilibrium and also as a factor militating -
against the realisation of a natural balance between costs and prices. True,
it is sometimes argued that the payment of subsidies merely constitutes a
transfer from one. income group to another, without absorbing actual resources,
and. that, for this reason, such expenditure should not be regarded as a real
“encroachment on productive power, limiting the volume of investiments. But this
is surely too shallow a view: so long as governments have to borrow for current
purposes, and thus to meet the subsidies, there is very likely to be a net reduc-
tion in . the savings available for productive purposes (since the holding-down of
the cost of living certainly does not give rise to a corresponding amount of
fresh savings). If, moreover, the subsidies can be financed only through the
issue of new paper money, the resulting inflationary increase in such prices
as are not fully controlled may soon nullify all the advantages for the
consumer. It will prove positively harmful to try to keep the cost of
living down by subsidising, if in that way new purchasmg power is released
to the public and affects prices in general.

Even when the budget is balanced, there is the cons:deratlon that the
maintenance of artificially low prices benefits not only those who really need
the aid involved but also those who could do without it; moreover, the subsidies
necessitate the maintenance of a higher level of taxation than would otherwise-



have been required — which may be a serious matter when taxation, already
high, acts as a discouragement to new initiative and exertions.* .

The nationalisations which have taken place in many countries since
the war cannot as yet be judged by results, partly because complete data
regarding the operation of the national enterprises are still lacking for the
most part. But it is known-that in many cases operating losses are being
sustained which have to be covered by grants from -the public treasuries.

When that is the case the nationalised enterprises not only do not contribute

their fair share to .the current upkeep of public services but actually appro-

priate a part of the mation’s savings to cover current costs, and thus slow :

down progress all round.

Fortunately it can be said that in many countries the true connectioﬁ
between allocations in the financial accounts and the disposal,
for different purposes, of the nation’s real resources is becoming more

and more understood, thanks partly to the publication of special studies, -

often in connection with the annual budget {e.g. in the form of “White
Papers” submitted to Parliament in Great Britain — a similar procedure
being adopted in Holland, Norway, etc.}. In the United States, the activities
of wartime agencies have, as a rule, been discontinued (the Federal Price
Control, which at the beginning of 1946 still employed about 34, 00O persons,
is;, for instance, to cease its work as a federal institution in the latter half
of 1947), a further rationalisation has been imposed upon government services
by the ‘cut in budget expenditure from $37/, to about 33 m'i'lliar_d in acch_d-
ance with a decision taken by Congress in March 1947.

In the second world war a much greater proportion of government
expenditure was covered by taxation than had, been the case in the previous

conflict; even in the financial year 1944-45, ie. at the height of the war,

fully 50 per cent. of the British Government’s expenditure was met by
current revenue, with 46 per cent. as the corresponding figure for ~the

* It is singularly difficult to obtain comparable figures of subsidies for different countries or even
comprehensive figures comparable over a series of years for one and the same country. The
following table shows the appropriations for “food subsidies’’, but it should be remembered that
[arge sums are often expended on other price reductions such as keepmg down the price of coal
or the rents in new buildings.

Food Subsidies in a Number of Countrles ] 19 .
. Q) Subsu:hes for 194?1 48 are estt-
© Unit 194445 | 194546 | 104647 mated at £391 million.
Country of or 1943 | or 1948 or 1947 ¢} In the Untted States, . all f°°d
: currensy . subsidies were to be abolished
in millions of national currency units| by 1st May 1047, only a smal}
' : appropriation for sugar having
Belgium . . . . . B.fcs 11,000 7,300 5,200 been retained in the 1g47-48
Hoftand . , . . . Fi. 128 ¢) 376 316 budget. In a number of other
Norway . . . . . N.Kr. 14 357 428 countries an atternpt had been
Switzerland . . . Sw.fcs 126 234 297 ad ffeet, by  increased
Unlted Kingdom . | £slg | 250 265 349 (0 made to oltset, by mcrea:
United States . $ 1,366 1,684 325 (3 subsidies, the rise m prices
' _ which gathered momentum in

the summer of 1946; but in
the course of 1947 a contrary policy of retrenchment has begun to be noticeable in this field
also. Sudden and complete aholition of subsidies in a period of rising prices would, of course,
expose consumers with more or less fixed incomes to a severe strain.



United States and over 45 per cent. for (Germany. In other countries,
too, efforts were made to increase the yield of taxation. With government
revenuye . at a high level, it seemed likely that post-war budgets would fairly
easily be brought into balancé once the swollen war expenditure could be
discontinued. Another condition was, of course, that no ‘great fall occurred
i national income through large-scale unemployment — an eventuality
agamst which more or less effective safeguards had been devised by the
varlous governments:

As events have turned out, the flow of money incomes has in general
been well maintained, together with a steady resumption of peacetime pro-
duction. But, even so, budgetary equilibrium has not easily been restored;
the main reasons for the delay and disappointments in this particular field
are those already mentioned above; continuance of high military expenditure,
official establishments larger than ever before, -subsidies sometimes even
higher than during the war and often appreciable deficits in nationalised
enterprises; but to these reasons should be added: heavy appropriations for
demobihisation and discharge gratuities and the increasing cost of pensions,
as well as new items of social expenditure, real progress in the social field
being a result of official schemes only in so far as they really {together with
a general increase n incomes) contribute to an all-round improvement in the
standard of living.* In the course of 1046 only a limited number of countries”
were able to achieve a real equilibrium in their budgets. In some cases the
situation was even worse than during the war itself. China, harassed by
civil war, laboured under heavy government deficits resulting in extreme
inflation; and deficit ﬁnancmg also brought down the currencies of Greece
and. Hungary,

But apart from those countries where the budgetary situation got
completely out of hand, the following groups may be distinguished:

(1) In some countries expenditure has been sufficiently reduced for the
budget to be balanced, even with a reduction in taxation. This has
been the case, most typically, in the Uruted States and Canada.

* It should be remembered that in most countries social charges are evied outside the budgets, the
amounts collected belng placed to the account of partlcular funds, from which payments are made
in the form of health insurance benefits, old-age pensions, etc. The amounts involved run to high
figures. According to an investigation of France’s social outlay in the winter of 1946-47, the total
of private and public contributions to social services will amount ta well over Fr.fcs 300 milliard
in 1947 corresponding to nearly 1o per cent. of the national income. Two particular points
should be noted:

(l} The net amounts received weekly or monthly by the wage-earners in no way represent
the “‘cost of labour” in production, for it is necessary to add the amounts paid as social
charges, whether in the form of a contribution by the employer or as a deduction from
the wage of the employed. The difference between the net receipts of the workers and total
wage costs begins to be substantial, the charges, all teld, adding another 3o or 40 per cent.
to the net wage.

(2) Amounts paid to the official funds as sotial charges are often spent immediately to provide
benefits, no great amounts being accumulated as -a kind of capital sum. Before social
schemes came into operation, the 1ndw1dual in some countries, and particularly in France, was
able to provide for his old age, ete, It is thus possible that the net result of social legislation
will be a decline in the total personal savings of a mation; but no general rule can be laid
down, since the members of -a socially well-equipped community may tend to become more
provident in their habits and therefore save more, even if they can count on official benefits,
especially since their average earnings may have risen. .
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(i) Expenditure has been reduced, but only far enough for equilibrium
to be re-established at what .was more or less the revenue level during
" the war. That has been the case in the United Kingdom, . where total
expenditure has been brought down from £6,068 million in 1944—45
to an estimated figure of £3,200 million in 1947-48, while total revenue
“has remained at about £3,200 million. Commodity prices have, however,
risen in the meantime by nearly 10 per cent., according to the Board
of Trade index of wholesale prices.

(i) In a number of countries both. expenditure and revenue have been
maintained at about the wartime levels; such reductions as have been
made in, for mstance, military expenditure, have been counterbalanced
by increases under other headings. This has been the position of
Sweden. But in Denmark, where defence expenditure was almost

eliminated  during the occupation, there was after 1945 a distinct increase.

in such expenditure, and this, together with the cost of maintaining a few
hundred thousand German refugees, has almost taken the place of the
contribution to occupation costs. And in Switzerland the resumption
of foreign trade has brought with it higher yields from customs duties,
with the result that, contrary to expectations, the Federal budget was
balanced In 1946. :

(iv) The fourth group comprises countries where prices have been rising
and, therefore, both expenditure and revenue have passed the wartime
levels. This has been the trend in most occupied countries.

(v) Full information about the outcome of the budget administration is

not available for Germany but it would seem as if public. expenditure _

were covered by current revenue in most of the “Linder”. It ought, indeed,
to be no difficult task to balance the budget when all military expenditure
is suppressed and while little or nothing is being paid on account of un-
employment.

The use of foreign credits and other forms of foreign aid
has in many cases filled part- of the gap in the budget accounts. When
a Treasury sells foreign exchange to importers, it receives the equivalent
in its own currency and such. funds can be used to meet budget expendi-
ture (forming, in some budgets, an important revenue item, which is known
in France under the special name ‘“bénéfice d'impex’). Even when UNRRA
was the importer and seller of the goods, the proceeds of the sales were
largely left to accrue on suspense accounts with the central bank or the
Treasury, and while this process went on the funds thus accumulated made
it easier to meet budget deficits. Under agreements with UNRRA. the
receiving countries have given an undertaking that within a reasonable time
they will spend on relief and rehabilitation the equivalent of the net pro-
ceeds from the sale of UNRRA supplies. In Italy, for instance, the funds in
question, the so-called “Fondo Lire”’, have risen to more than Lit. 70 milliard,

arrangem_ents being made for the use of the funds over a period of three
- to five years, largely for the building of houses.



There is, in this way and in others, a connection between the resources
used to bridge  a gap in the balance of payments and the covering of
deficits in the budget accounts,

It is always important to remember the differences which exist
in the methods of drawing up the budgets of different countries,
but these differences are. more marked than ever now that the problem
of extraordinary expenditure created by the war (and the boundary between
ordinary and extraordinary items is by no means easily established) has given
rise to new complications. In a period of reconstruction and nationalisation it
is especially hard to lay down any clear rule for the distinction -between
current and capital items. Care must, of course, be taken lest accounting
methods are used to give the 1 1mpressmn that all is well in the state finances,
- when as’a matter of fact borrowing is continuing on a. large scale.

Many countries operate special investment budgets with more or less
strict criteria as to what kind of outlay may be regarded as ‘‘investment’.
It is usually a rule of modern employment policy, as laid down in
official declarations by different governments, that fluctuations in business
activity . should. be. nutigated. by government. action, in spending more than
its revenue during a depression but realising a surplus when there is a boom:
In application of these principles, the present boom in some countries ought
to be counteracted by budget surpluses and a strict curtailment of public
investments. It sometimes happens that one only discovers there has been a
boom when the depression has already set in; but at this particular juncture the
signs of business activity are there for everybody to see. ‘And the governments
‘do not deny that present conditions call for budgeting with a surplus. In
practice, however, it has been”found most difficult for those concerned to
live up to ideas which were strongly supported and acclaimed as long as
it was only a question of recourse to deficit spending, as was the case in
the ’thirties of the 1nter—war period.

It would perhaps be unfair to expect the strictest observance of budget-
ary principles in an emergency period after a terrible and devastating war,
when so much has to be repaired. The degree of improvement in the field
of public finance must not be underrated: budget deficits are, as a rule,
being compressed if not wholly eliminated. Nevertheless, in more than cne
country the government has found that the money and capital markets are
less ready to absorb issues of bills and bonds for Treasury purposes; the
reason being an increase in private demand for funds as reconversion gets
under way and brings a higher volume of investment and a need for more
working capital. To meet the increased 'requirements without resort to
inflation a greater volume of genuine savings is ‘wanted, and that this is
the case is usually made quite clear in the analysis of economic conditions
and the plans which have been prepared in so many countries, The conse-
quence has been a more sober attitude towards budgetary problems, in
the realisation that unscund ﬁnancmg postpones the clay of full peacetlme
production. : :



Balancing the budget means that there is no longer a deficit to add

an excess of new money to the volume of purchasing power in the hands
of the public (often still over-abundant, as it was. durtng the war). And
budget equilibrium in this sense is one of the conditions which have to be
fulfilled before the price structure can be restored to its peacetime state of
freedom and order. Another condition is the alleviation of the exceptional
shortages - of consumers’ goods which arose during the war.

_ In the twelfth Annual Report of this Bank, covering the financial year
to March 1942, it was pointed out (page 21) that: Rationing serves a
triple purpose:

(i) to ensure an equitable distribution of foodstuffs and other essentia}
commodities; ) '
(ii) to counteract a ris¢ in prices by cuttmg down demand and
: (111) to reduce spending and thus increase savings.

As long as. commodities have remained scarce by peacetime standards,
there have been strong reasons for retaim'ng rationing, although the war
is over, not only to ensure a minimum of fairness in distribution but
also to prevent prices and wages from chasing each other up an unenclmg
spiral. Experience has shown that, when there is no control, prices of

scarce foodstuffs often rise steeply: people having money will buy what

they need at any price and the whole burden of the shortage is borne
by those who cannot afford the high prices. Conditions have been similar
when the control legally in force is ineffective in practice, the bulk of
the public’s purchases being made on black markets. When that happens,
producers in general, whether in agriculture or industry, will very likely
still do well or at least hold their own, and so will merchants in various
branches. But the contrary is the lot of people with incomes which do
not ‘rise at the same pace as the free prices; and those who can naturally
press for higher money wages. Suppose that workers in general have obtained
a rise of, say, 20-25 per cent. from one month to another (which actually
happened more than once in a number of ‘ countries): since there is no
likelthood of any immediate and corresponding increase in the supply-of goods
and services, the higher money wages cause an increase in costs and in
the volume of spending, followed by corresponding price rises; so the workers
are soon no better off than' before. It has even happened that the inflationary
movement has made farmers and other producers less willing to exchange
their goods. against notes, the net result then being smaller supplies, with
a teduction in the standard of living ~for ~everyone, including those who
thought that the increase in money wages would improve their lot.

_ It has gradually come to be realised 'that nominal wage increases of
the kind just described not only serve no rational purpose but usually lead
to a deterioration in the general situation. When a few people have had
to bear the whole brunt of the shortages, however, it has been exceedingly
difficult to. arrest the upward surge. In some cases the receipt of supplies
from abroad (of wheat, for instance) has made it possible to call a hait






