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submitted to the

ANNUAL GENERAL MEETING

of the

BANK FOR INTERNATIONAL SETTLEMENTS

held at

Basle on 8th June 1959.

Gentlemen,

I have the honour to submit herewith the Annual Report of the Bank
for International Settlements for the twenty-ninth financial year, which began
on ist April 1958 and ended on 31st March 1959. Details of the results of
the year's business operations are given in Chapter IX, together with a
review of the current activities of the Bank and an analysis of the balance
sheet as at 31st March 1959. The year witnessed a further sharp rise in the
funds placed at the disposal of the Bank.

The financial year closed with a surplus of 22,550,894 gold francs,
against 19,317,738 gold francs for the previous year. After deduction of
13,000,000 gold francs transferred to the provision for contingencies, the net
profit amounted to 9,550,894 gold francs, compared with 9,317,738 gold francs
for the preceding year.

The Board of Directors recommends that the present General Meeting
should again declare a dividend of 6 per cent., equal to 37.50 gold francs
per share, payable in Swiss francs in the amount of 53.60 Swiss francs per
share, involving the distribution of 7,500,000 gold francs, and should carry
forward the sum of 9,279,928 gold francs.

Chapter I of this Report gives a general survey of monetary and
economic developments in 1958 and the early months of 1959. The succeeding
chapters review recent changes in income and expenditure in various western
European countries and the United States, as well as developments in the
field of money and credit, domestic and world-market prices, foreign payments,
gold production and monetary reserves, and foreign exchange rates and
regulations. Chapter VIII deals with the final period of operations of the



European Payments Union, the liquidation of the Union and the coming into
force of the European Monetary Agreement. Chapter IX describes the current
activities of the Bank and gives an account of the functions performed by the
Bank on behalf of the High Authority of the European Coal and Steel
Community and as Trustee and Fiscal Agent for international loans.

The Bank has continued to co-operate on the technical plane with other
international institutions, in particular the International Bank for Reconstruc-
tion and Development, the International Monetary Fund and the European
Investment Bank.
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I. Survey of Monetary and Economic Developments .

Whereas towards the end of 1957 public authorities, business men and
economists were greatly troubled by the sharp recession in the United States,
the end of which was, in the opinion of most observers, still far off, and
whereas, in addition, there was serious concern about the shortage of inter-
national liquidity and the fear of further price inflation in Europe still lingered
in the minds of many, all three of these sources of anxiety were removed by
developments in 1958. The American recession ended — earlier than had generally
been expected — in the spring of 1958 and gave way to a vigorous revival,
which, by the last quarter of the year, had raised the gross national product
(in terms of constant prices) nearly to the peak reached in the preceding
boom. The shortage of international liquidity was remedied, at least for
the European countries, not so much by the decision to raise the quotas
in the International Monetary Fund — a decision which still awaits the
approval of some national parliaments — as by the acquisition by most
of these countries of gold and dollars on an unprecedented scale. And price
inflation in Europe came, at least temporarily, to a halt, the index of whole-
sale prices having either fallen during 1958 or remained stable and the cost-
of-living index having almost everywhere shown a much smaller rise than
in the previous year and in some countries having remained practically
unchanged.

But if the problems which were uppermost in the minds of economists
at the end of 1957 have thus receded into the background, others have taken
their place.

The extraordinary improvement in the external liquidity position of most
European countries and the cessation of price inflation were accompanied, and
indeed caused, by a slowing-down of the rate of economic expansion, which
in a few instances actually turned into an absolute decline, although nowhere,
except in Italy — which is a special case — and Belgium, did unemployment
exceed 3 per cent, of the labour force for any length of time.

The main problem for the coming year is undoubtedly how to get the
European economies into higher gear again without endangering the stability
of the price level and the convertibility for foreign residents which the
accumulation of large foreign exchange reserves enabled European countries
to introduce in the last days of 1958. With the American recession over and
given the size of foreign exchange reserves in the hands of European monetary
authorities, conditions are undoubtedly favourable for a new growth of the
European economies.

Although the experience of 1957-58, like that of 1953-54, disproved
the formerly widely-held belief that a downturn in the U n i t e d S t a t e s would



precipitate a still sharper downturn in Europe, it nevertheless remains true
that the influence of developments on the other side of the Atlantic on
economic conditions in Europe and the rest of the world is of the greatest
importance. This can be sufficiently illustrated by pointing to the significance
of a single factor: the deficit in the overall balance of payments of the
United States — at least partly due to conditions in that country — and
the resultant increase in reserves in Europe, which had such far-reaching
effects on the economic situation and economic policy there. An analysis of
developments in the United States is therefore indispensable for an under-
standing of what has happened in Europe.

In the United States the gross national
terms of constant prices) in the third quarter

United States: Changes in the gross
national product in two recessions

(at constant prices).
Recession 1953-54

Quarters

1953 1st
2nd
3rd
4th

1954 1st
2nd
3rd
4th

1955 1st
2nd

Percentage
change

+ 1.9
+ 1.2
— 0.8
— 1.7
— 1.1
— 0.4
+ 0.6
+ 2.1
+ 3.3
+ 2.0

Recession 1957-58

Quarters

1957 1st
2nd
3rd
4th

1958 1st
2nd
3rd
4th

1959 1st

Percentage
change

+ 0.2
+ 0.3
— 0.1
— 1.9
— 3.7
+ 0.2
+ 2.2
+ 2.7
+ 2.6

product had begun to fall (in
of 1957 and to climb again in
the second quarter of 1958,
whereas in the 1953-54 cycle
the decline continued through
four quarters. According to
monthly figures for important
economic indicators, the length
of the declining phase was
nine months in the last cycle
and thirteen months in the
previous one. The last downturn
was, however, more precipitate
than the earlier one, the gross
national product, in terms of
constant prices, having fallen by
5.6 per cent., against only 4 per

cent, during the decline of 1953-54. On the other hand, the recovery was
slower in the later upswing.

The movement of the gross national product and of its main components
in 1953-54 and 1957-58 is shown in the graph on the opposite page, which
clearly reveals the similarities and differences in the decline and revival of
economic activity in the two cycles.

In both recessions investment in business inventories started to decline
earlier than any of the other expenditure streams shown, although the move-
ment was sharper during the recent cycle, both in the declining and the
rising phase of the curve; and in both recessions personal consumption
expenditure fell off very little. The differences between the two periods
were that :

(i) in 1954 the Federal and local governments, by reducing their expendi-
ture, contributed to the decline, whereas in 1958, by increasing their
expenditure, they acted in a counter-cyclical fashion;

(ii) private domestic fixed investment fell (on an annual basis) by only
$1.1 milliard between the peak in the third quarter of 1953 and the



trough in the first quarter of 1954 but by no less than $7.6 milliard
between the first quarter of 1957 and the second quarter of 1958;

(iii) net exports of goods and services had a stabilising influence in the
first and a destabilising influence in the second recession.

The relative stability of personal consumption expenditure which, in
spite of the fall in the national income, was observable in both periods, is
a feature which will probably recur in future recessions. It is mainly accounted
for by three factors characteristic of modern economic conditions: (i) the fall
in the share of profits in the total national income which accompanies the
decrease in the gross national product causes a decline in retained profits
rather than in dividends ; (ii) the system of progressive taxation causes disposable

United States: Gross national product and its components in two recessions.
Quarterly changes (cumulative), seasonally adjusted at annual rates, in milliards of dollars.
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income to fall relatively less than income before taxes; (iii) wages, far from
falling, may even rise during a recession and unemployment benefits help to
keep up consumption, while those who receive them cease to add to the
national product. The converse is, of course, true in the upswing. Indeed,
personal consumption, which amounted in the third quarter of 1957, i.e. just
before the recession set in, to 64.7 per cent, of the gross national product,
rose to 67.0 per cent, in the first and second quarters of 1958 and fell again
to 65.3 per cent, in the last quarter of 1958 and to 64.5 per cent, in the first
quarter of 1959. Within the total of personal consumption expenditure
relative shifts occurred in 1957-58 away from durable goods and towards
non-durable goods and services. Expenditure on services never declined at
all but continued to rise steadily between the first quarter of 1957 and the
first quarter of 1959.

Within the general category of investment expenditure, outlay on inven-
tories was, in both cycles, the most volatile item. As a rule, when the rate
of growth of the economy — and consequently that of sales — begins to slow
down, investment in inventories tends to decline after a certain time-lag; and
an actual unloading of inventories tends to begin when sales start falling and
to continue until a normal relationship between inventories and sales is
re-established. The events of 1957 and 1958 have borne out this rule. In
manufacturing industry and in trade, for which monthly statistics are available,
sales were more or less steady (on a seasonally adjusted basis) between
January and August 1957, a n < i investments in inventories, though still positive,
were very small. From then until March 1958 sales declined; unloading of
inventories began in October 1957, two months after the decline in sales, and
continued until October 1958, when the ratio of inventories to monthly sales
had returned to normal (1.53, compared with 1.54 in January 1957 and an
average of 1.56 in 1956); and from then on inventory disinvestment gave
way to investment. It is to be expected that, with the general growth of the
economy, investment in inventories will continue during 1959, and this in
turn will have a stimulating effect on general economic activity.

Gross private domestic fixed investment, at $59.1 milliard, was 8.2 per
cent, lower in 1958 than in 1957. The decline, which amounted to $5.3 mil-
liard, was wholly due to the fall in investment in producers' durable equip-
ment, whereas new construction expenditure remained for the year 1958 as
a whole at the same level as in 1957. The steep decline and the subsequent
hesitant rise in expenditure on durable equipment must be ascribed to the
creation of surplus capacity in the preceding boom during the three years
from 1955 to 1957, when gross investment in producers' durable equipment
amounted altogether to $78 milliard. No figures are available regarding surplus
capacity, but the fact that in 1955 the index of industrial production was, on
the average, 139 and that in 1958, in spite of the large investments in the
three preceding years, it was 134 is proof enough that there must have been
considerable surplus capacity at the end of 1958. Its existence has at least
one beneficial effect: if boom conditions develop, the possibility of increasing
production quickly will help to prevent or slow down a general price rise.
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Of the three sources of funds from which real gross investment
(including inventories) can be financed — internal sources (depreciation
allowances plus retained profits), short-term borrowing and new security issues
— the first alone, in 1958, provided the corporations with amounts that
exceeded their real investments. And yet new issues of securities totalled
$10 milliard — only slightly less than in 1957. The explanation of this strik-
ing phenomenon is that corporations used these long-term funds to increase
their liquidity, firstly, by reducing their short-term indebtedness in the form
of tax liabilities, trade credits and bank debts and, secondly, by building
up their financial assets in the form of cash, government securities and net
receivables.

United States: Uses and sources of corporate funds in 1958.

Uses Sources

in milliards of dollars
Acquisition of

Real assets
Financial assets
Other assets

Total

22.0
9.0
2.5

33.5

Depreciation allowances plus retained
profits

Short-term borrowing
New security issues (net)

Total

27.5
— 4.0

10.0

33.5

The counter-cyclical increase in the third expenditure stream, i.e. govern-
ment purchases of goods and services, which rose by $5.5 milliard in 1958,
was financed by a rise both in Federal and in State and local-government
indebtedness — a rise which, owing to the increase in transfer payments
and the decline in revenue, was considerably larger than the growth in
these purchases. The gross debt of the Federal Government increased in 1958
by $8 milliard and State and local-government debt went up by $4.2
milliard between June 1957 and June 1958. The buyers of the additional
Federal securities issued were the commercial banks and the Federal Reserve
Banks, whose combined purchases exceeded the total increase in the Federal
debt.

The fourth component of total expenditure, i.e. net foreign demand, fell
by $3.5 milliard and thus contributed to the decline in total effective demand.

In conformity with the steadiness displayed throughout the cycle by
personal consumption expenditure on non-durable goods and the relatively
wide swing in expenditure on durable consumer goods and — particularly —
durable investment goods, the index of production for non-durable manufac-
tures shows much greater stability than that for durable manufactures.

The index of total industrial production, which had fallen by 13 per
cent, between August 1957 and April 1958 (its lowest point), was at the
end of the year almost back again to the August 1957 level.

Total civilian employment showed less pronounced changes. It fell during
the recession by 5.2 million, or 7.8 per cent., and rose again between February



United States: Industrial production.
Indexes (seasonally adjusted) : 1947-49 = 100.
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1958 and the end of the year by 2 million, or 3.2 per cent.; unemployment
fell in the latter period by 1 million to 4.1 million, which still constituted
6.1 per cent, of the labour force, against 7.5 per cent, at the highest point
(on a seasonally adjusted basis) in April 1958.

The increase in average employment between the first and last quarter
of 1958 (4 per cent.) was smaller than the increase in the gross national
product (5.2 per cent., in terms of 1954 dollars) — a development which
points to a rise in productivity per worker. More accurate calculations in
respect of manufacturing industry support this conclusion. Whereas the
working hours of productive workers in that sector of the economy increased
by 9.4 per cent, between April 1958 (lowest point) and the end of the year,
the index of manufacturing production rose in the same period by 12.5 per
cent. The overall increase in productivity as suggested by the first broad
comparison between total employment and the gross national product may
be partly due to the fact that not all employees who can be dispensed with
are actually dismissed in a recession, with the result that, when demand rises
again, they can be put to work more intensively, and this, statistically, shows
up as an increase in productivity. But the second comparison, based on the
number of hours worked by productive workers alone, seems to justify the
conclusion that technical improvements have also played an important rôle
in increasing productivity.

Turning to monetary developments, the first thing that needs emphasising
is the extraordinary increase during 1958 — of $13.7 milliard — in the total
deposits of all banks (demand and time deposits, excluding government and
interbank deposits) — the greatest annual expansion since the end of the
second world war. This increase had its counterpart in a rise of $10.8 mil-
liard in bank investments and an increase of $6.2 milliard in loans, the
difference of $3.3 milliard between the increase in these two asset items and
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United States: Loans
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that in deposits being accounted for mainly by a rise in the capital accounts
of the banks and a decline in cash items. Of the $io.8 milliard's worth of
new bank investments, U.S. Government securities accounted for $7.7
milliard, representing 87 per cent, of the increase (of $8.8 milliard) in govern-
ment paper in the hands of holders other than government agencies and
trust funds. As the Federal Reserve System took over $2.1 milliard of
government securities during the year, non-bank holdings actually declined
in 1958.

Interestingly enough, the behaviour of the public and the banks was
very different in the two halves of 1958. In the first half the banks' purchases
of government securities greatly exceeded the total increase in government
debt and the public unloaded heavily. In the second half the increase in
bank holdings of government paper was much smaller and the public, in
particular business firms, took over the larger part of the increase in the
national debt. Thus non-institutional investors, who had liquidated $5.4 mil-
liard's worth of Treasury bills in the first half of 1958, put $5.9 milliard
back again into Treasury bills in the second half. The main reason for the
change between the two periods was undoubtedly that the rate on short-
term paper was low in the first and relatively high in the second half of
the year, whereas the rate on time deposits changed very little. At a time
when the rate on Treasury bills was below 1 per cent, the rate on time
deposits (three to six months) in New York was still 2 per cent. It was
clearly profitable to shift from short-term government paper into time deposits
in the first half and back again in the second half. This would also explain
why time deposits increased in the first half of the year by $6.5 milliard and
in the second half by only $2.9 milliard.

The increase in the public's holdings of deposits and Treasury bills
during the year added to the liquidity of the private sector. The table on
the next page gives a picture of the liquidity position of the U.S. economy
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United States: Internal liquidity.

Periods

Average 1957 . .
Average 1958 . .
1958 1st quarter

2nd quarter
3rd quarter
4th quarter

Currency
and

demand
deposits1

1

Column 1
plus
time

deposits2

2

Column2
plus

Treasury
bills3

3

in milliards of dollars
134.5
136.2
133.1
135.3
137.2
138.8

188.4
197.1
190.8
196.0
199.8
201.5

209.5
215.6
211.1
212.3
216.7
221.8

Ratio to gross
national

product4 of column

1 2 3

in percentages
30.5
31.1
31.2
31.4
31.2
30.6

42.8
45.0
44.7
45.5
45.4
44.5

47.6
49.3
49.4
49.3
49.3
49.0

Addition to
liquidity5

1 2 3

in milliards of dollars

2.5
2.6
3.8
2.8
0.4

9.8
8.0

11.8
11.6
7.7

7.3
7.9
7.5
7.4
6.3

1 Seasonally adjusted. : Time deposits of commercial banks. 3 Treasury bills held by non-financial investors.4 Gross national product on a yearly basis, seasonally adjusted. 5 The figures represent the absolute
increase in liquidity compared with a situation in which the ratio of liquid reserves to gross national
product existing in 1957 would have been maintained throughout 1958.

(excluding the banks). The last three columns show the additional liquidity in
absolute terms; this is calculated as the difference between the existing total
liquidity and that which would have been required for the liquidity ratio of

to be maintained throughout 1958.

The ratio by which the liquidity of the economic system is customarily
judged is that of the money supply (currency in circulation plus demand
deposits) to the gross national product. This ratio was in 1958 only slightly
higher than in 1957, so that from, this point of view the liquidity of the
system does not appear to have increased much. But it does not seem
appropriate to concentrate only on this one relationship. For the purposes of
monetary policy the two other ratios shown in the table, which include time
deposits and Treasury bills in the numerator, are just as important. The
reason is that both time deposits and Treasury bills, if "activated", will
tend to increase the money supply. If business firms mobilise secondary
liquidity reserves for investment purposes by drawing on their time deposits,
demand deposits will increase. If they do so by letting Treasury bills run
off, the government will have to sell the new bills, intended to replace the
old ones, to the banking system and the central bank will have to pursue
a policy which enables the banks to buy them, with the result that the
money supply will expand — unless the central bank, by applying restrictive
measures and letting interest rates rise, induces the banks to limit the expan-
sion of private credit. Time deposits and short-term government paper can
thus be potential money not only from the point of view of the individuals
and firms possessing them but also from the point of view of the economic
system as a whole. And although it is true that placing short-term govern-
ment paper outside the banking system is — provided the public does not
acquire the securities with previously idle funds — for the time being
"non-inflationary", it may become a source of inflation later on.

Admittedly, the line of demarcation that is drawn here by the use of
the third of the three liquidity ratios is somewhat artificial. Even the liqui-
dation of long-term paper held by the public can have the same effect as the
liquidation of Treasury bills. If, for instance, the liquidation of such paper
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leads to a fall in security prices, the government, if it does not want to sell
securities on a declining market and thus contribute to a further rise in the
long-term rate, may shift to short-term financing through the banks or may
sell part of the long-term issues to the central bank. This point is well
illustrated by events in 1958, when the government had frequent recourse to
short-term financing of the new public debt, because it was unwilling to
place long-term securities on a declining market, and when (on 18th July)
the Open Market Committee of the Federal Reserve System, in order to avoid
a further fall in the prices of government securities, authorised — contrary to
its normal practice — the purchase of long-term securities. Nevertheless, it
would be going too far to regard such action by the monetary authorities
as inherently necessary, and the distinguishing line drawn here seems better
justified than any other.

Liquidity as measured by the money supply plus time deposits was on
the average $9.8 milliard higher in 1958 than in 1957, ar>d $7-3 milliard
higher if Treasury bills are included; the corresponding figures for the last
quarter were $7.7 and 6.3 milliard — figures which measure what might be
termed the "inflationary potential". It must be taken into consideration,
however, that 1957 was a year of tight liquidity, so that the addition to the
liquidity of the economic system in 1958 must to some extent be regarded
as a return to more normal conditions. Even so, one has to go back to
1954 to find a year for which the last liquidity ratio given in the table on
page 10 was higher than that for 1958. For all the intervening years it was
lower.

In the autumn of 1957, when there could no longer be any doubt that a
recession was developing, the Federal Reserve System took action to ease the
credit situation. By making open-market purchases of government securities
and by lowering reserve requirements in four stages between February and
April 1958, it provided the banking system with more reserves than were
necessary to compensate for the absorption of reserves due chiefly to the
outflow of gold, so that the banks were able to reduce their indebtedness to
the Federal Reserve Banks, which, on a monthly average, had stood at over
$1 milliard in August 1957, to $109 million in July 1958 and, in addition,
to increase their excess reserves by $120 million, in spite of the extraordinary
simultaneous expansion of deposits resulting mainly from an increase in bank
investments. At the same time the discount rate was reduced in several
stages from 3 % per cent, in November 1957 to 1% per cent, in April 1958
— a rate which was maintained until September of that year.

From then on the Federal Reserve System — interpreting certain
phenomena in the economy, such as the extraordinary rise in stock prices,
the unloading of fixed-interest-bearing securities by the public and the
growth in the budget deficit, as signs of an inflationary danger — reverted
to a more cautious policy and began to restrict the availability of reserve
funds. Between July 1958 and March 1959 its purchases of open-market paper
were less than the absorption of reserves due to the gold outflow. As credit
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expansion — now mainly in the form of loans — continued, the monthly
average of excess reserves was reduced by almost $200 million and borrowing
by the banks from the Federal Reserve Banks increased by $492 million. In
support of this restrictive policy the discount rate was raised from 1% per
cent, in September to (finally) 3 % per cent, late in May 1959; and the
Federal Government, backing up this line of action, submitted a balanced
budget for the fiscal year 1959-60.
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The effect of this policy on the Treasury bill rate can clearly be seen
from the above graph. In 1957 the Treasury bill rate was determined by the
discount rate, staying slightly above it. When the commercial banks are
heavily indebted to the Federal Reserve Banks, as they were in that year,
the Treasury bill rate cannot fall below the discount rate, since otherwise a
bank would always find it to its advantage to acquire cash by letting bills
run off rather than by rediscounting. And, for the opposite reason, the
Treasury bill rate will not rise far above the discount rate as long as the
commercial banks are willing and able to refinance themselves through the
Federal Reserve Banks. In 1958, when the "free reserves" (excess reserves
minus borrowing from the Federal Reserve Banks) became positive, the
Treasury bill rate followed the movement of the free reserves. Owing to the
fact that the banks did not need to have recourse to the central bank, the
Treasury bill rate cut loose from the discount rate and fell considerably
below it. From the autumn of 1958 onwards the relationship which had existed
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between the Treasury bill rate and the discount rate in 1957 tended to
re-establish itself. As usual, the rate on long-term government bonds, though
following the movements of the short-term rate, fluctuated much less; from
its peak of 3.76 per cent, in the middle of October 1957 it fell to a low
of 3.07 per cent, at the end of April 1958 and then rose again to 4.05 per
cent, at the end of April 1959; it should, however, be noted that this
rapid rise of the long-term rate above the previous peak had no counterpart
in the revival of 1954. It is partly an expression of inflation-mindedness
on the part of the public, which showed a definite preference for shares,
whose yields in terms of the dividend/price ratio fell below the yield on
long-term securities by September 1958.

The revival of economic activity from April 1958 onwards was not
accompanied by a rise in the price level. Although the wholesale-price index
was, on an average, 1.4 per cent, higher in 1958 than in 1957, this increase
was in fact almost entirely due to the price rise which occurred in the
second half of 1957; between December 1957 and December 1958 the index
remained practically stable. The consumer-price index rose in the same
period by 1.7 per cent., owing mainly to an increase in the price of services.
Average hourly gross earnings in manufacturing industry went up by roughly
4 per cent., but the rise in productivity was apparently such that the wage
increase did not have to be passed on in the form of higher prices in order
to cover costs; as, moreover, business profits were considerably higher in
the last quarter of 1958 than they had been in the first quarter, it is clear
that no inflationary tendencies emanated from the cost side.

Since, in view of the existence of surplus capacity and the still consider-
able number of workers unemployed, output could quickly be increased, it
would seem that there could be a rapid economic expansion which would
absorb the liquidity existing early in 1959. It is to be hoped that the
budget will be successfully balanced and that central-bank policy will not
be thwarted by excessive wage demands, so that the growth of the economy
can be achieved without a renewal of inflationary tendencies.

In E u r o p e the rate of expansion slowed down everywhere. But this
decline in the rate of growth cannot be attributed to the American recession.
European exports to the United States increased in 1958, and there was in
fact an improvement in foreign demand for European products which helped
to sustain the level of economic activity. Such slackening as there was in
the rate of expansion must be ascribed to internal causes and was the
result of the same forces which, in some European countries, were already
at work in 1957, when these economies experienced the first decline in
the rate of expansion since the height of the boom in 1956.

The table on the next page shows the percentage changes in the gross
national product in terms of constant prices in the three years 1956-58 for a



(at constant prices).

Countries

Austria

Denmark . . . .
Finland
France
Germany . . . .
Italy ,
Netherlands . . .
Norway
Sweden
Switzerland . . .
United Kingdom .

1956 1957 1958

in percentages

5.4
4.6
2.0
1.4
5.2
6.4
4.0
3.9
4,4
3.5
5.4
1.7

5.5
1.5
5.4
0.7
6.1
5.0
5.6
2.4
2.9
4.2
3.6
1.0

3.4
0.5
1.1

— 1.0
2.1
2.8
4.1
0.9

- 0.9
1.0
1.7

— 0.6

Increases in the gross national product number of European countries. In

all of them the rate of growth
was slower in 1958 than in 1957;
and in the majority of cases, where
the changes in the gross national
product remained between plus
and minus 1 per cent., expansion
had practically come to a halt.
But in none of these countries
did a really serious depression
develop; nowhere did the un-
employment figure increase to the
same extent as it had done in the
United States.

The changes in industrial
production reflect the same tend-

encies. For the year 1958 as a w h o l e industrial production was above the 1957
level in Austria, France, Germany and Italy, remained roughly the same in
the Netherlands, Sweden and the United Kingdom and fell markedly below
the previous year's performance only in Belgium. D u r i n g the year 1958 and
the first quarter of 1959 the tendency was upwards only in Italy (from May
1958 onwards on a seasonally adjusted basis), the Netherlands (from March
onwards) and Germany (from January 1959 onwards), more or less stable
in Austria, Sweden and the United Kingdom and definitely downwards in
Belgium and France. In the last-mentioned country the decline was the
inevitable reaction to the exceptionally high rate of growth in the previous
years, which had come to an end as soon as vigorous action was taken to
stop the inflation that had accompanied the process of expansion.

The various expenditure streams that go to make up the gross national
product were not all equally responsible for the slackening of effective demand
in Europe in 1958. The demand arising from the accumulation of inventories
underwent an absolute decline in most countries, the exceptions being France,
Italy and Germany; in the latter country it just maintained the level reached
in 1957. The increase in the accumulation of inventories in Italy was entirely
due to a rise in agricultural inventories (including cattle), mainly as a result
of the bumper crops in 1958. Investment in industrial inventories not only
declined but actually became negative in the sense that inventories were
unloaded. The same was true of inventories in the three Scandinavian
countries. Nowhere, however, did the decline in investment in inventories
cause a reduction in total demand in terms of current values (except in
Norway and the Netherlands), since other expenditure streams still continued
to grow, although more slowly than in 1957.

The increase in gross fixed investment accelerated in 1958 only in
Germany and Norway; in all other countries the annual rate of growth
slackened; in Italy the upward movement came to a standstill and in the



Increases in the gross national product and its components, 1957-58.

Countries Years
Consump-

tion
Gross fixed
domestic
investment

Investment
in

inventories1
Net

foreign
balance

Gross
national
product

round figures, in millions of national currency units,*
at current prices

Austria

Denmark

France

Germany

Italy

Netherlands

Norway

Sweden

United Kingdom

1957

1958

1957

1958

1957

1958

1957

1958

1957

1958

1957

1958

1957

1958

1957

1958

1957

1958

7,900

5,100

1,020
970

1,610
1,980

1 1,000
9,000

590

575

1,380

520

1,120

790

2,550

2,410
760
870

2,600
1,600

580
170

600
440

1,800
3,100

390
5

770
630

970
1,100

1,290
1,250

280
100

400
500

180
750

30
210

1,600

20
30

490
880

250
600

590
1,490

80
280

300
900

400
590

30
200

1,700
600

65
315

210
2,070

120
1,450

30
50

60
200

11,200
7,100

2,190
980

2,150
2,830

16,200
12,700

1,025
915

2,850
1,080

1,970
150

4,400
2,120

1,190
890

* For France and Italy, In milliards. 1 The minus sign indicates a decline in investment in inventories but
not necessarily a liquidation of inventories.

N e t h e r l a n d s t h e r e w a s a d e c l i n e . I n a l l t h e c o u n t r i e s f o r w h i c h s e p a r a t e

figures a r e a v a i l a b l e f o r p u b l i c a n d p r i v a t e i n v e s t m e n t , t h e s h a r e o f b o t h

i n t h e t o t a l i s f o u n d t o h a v e r e m a i n e d p r a c t i c a l l y c o n s t a n t .

A l t h o u g h i n v e s t m e n t i n fixed c a p i t a l w a s , e x c e p t i n t h e N e t h e r l a n d s , g r e a t e r

i n 1 9 5 8 t h a n i n 1 9 5 7 ( o r a t l e a s t d i d n o t d e c r e a s e ) , t h e p r i v a t e s e c t o r h a d

l e s s r e c o u r s e t o t h e c a p i t a l m a r k e t , e x c e p t i n G e r m a n y a n d N o r w a y — t h e t w o

C a p i t a l - m a r k e t i s s u e s b y t h e p r i v a t e s e c t o r . 1

Countries

Belgium

France

Germany . . .

Italy

Netherlands

Norway

Sweden

United Kingdom

Years

1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1958

Shares Bonds Total

in millions of national currency units*

6,160
3,430

258
194

1,630
1,140

238
340

60
900 2

120
140
200
150
160
90

2,640
2,080

59
92

1,120
1,930

241
439
380
240
160
180
100
60

180
100

8,800
5,510

317
286

2,750
3,070

479
779
440

1,140
280
320
300
210
340
190

* For France and Italy, in milliards. 1 Including issues by financial institutions. 2 Including an issue
by the Royal Dutch Petroleum Company of some FI. 867 million. About 25 per cent, of this amount was
taken up by the Dutch capital market.
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countries where the rate of growth of fixed investment was higher in 1958
than in 1957 — and in Italy. The very large figure for the Netherlands is
almost entirely accounted for by the fact that the Royal Dutch Petroleum
Company issued some Fl. 867 million's worth of stock last year, of which
roughly 25 per cent, was taken up by the Dutch capital market. If this
issue is excluded, the Netherlands must be classified among the countries
which made less use of the capital market in 1958 than in the previous year.

Consumption also continued to grow at a slower pace than in the
previous year in all countries except the United Kingdom and France; in
the case of France, however, the figure for 1958 was considerably swollen
by the price rise that took place in that year. Again, nowhere except in
France was there a noteworthy change in the share of public and private
consumption in the total. In France the share of public consumption fell —
a reflection of the French Government's effort to reduce the budget deficit.
In most countries the rate of growth of consumption expenditure kept up
better than that of total investment expenditure; presumably the reasons
given for the stability of consumption in the United States apply, mutatis
mutandis, here also.

Whereas in the majority of countries both consumption and total
investment increased less than in 1957, the net foreign balance increased
more (except in Germany, Norway and Sweden). In countries which are heavily
dependent on foreign trade, such as the Netherlands, the contribution made
by the improvement in the foreign trade balance was vital for the main-
tenance of economic activity.

To sum up, it may be said that the forces that caused the slowing-
down of economic activity in Europe — namely the decline in investment in
inventories and the easing-off of the rise or the actual decrease in investment
in fixed equipment — were the same as those which had been responsible for
the absolute fall in the gross national product in the United States but
that the movement in the net foreign balance, which in the United States
had contributed to the decline, was in Europe, on the whole, a factor helping
to sustain economic activity.

Monetary developments in most European countries were largely
dominated by these countries' balance-of-payments surpluses. The causal
sequence of events can be described, in general terms, roughly as follows.

A decline in demand for the purpose of investment in inventories or
fixed assets caused, or at least accompanied, by a desire for greater liquidity
on the part of business and, possibly, by a slackening in demand for
bank credit leads, as a rule, to a reduction in imports. If total internal
demand also slackens relatively to that in other countries, there may in
addition be an increase in the volume of exports. The improvement in the
balance of payments on current account due to one or both of these
reasons may be magnified — or, in the absence of these two causes, such
an improvement may even be entirely brought about — by an improvement



in the terms of trade, which appears to each individual country as an ex-
ogenous factor but may be partly the result of a decline in the imports of a
whole group of countries. The surplus on current account, provided that it
is not offset by a correspondingly large export of capital, will cause an accumu-
lation of foreign assets in the hands of the monetary authorities. This
accumulation in turn creates internal liquidity, i.e. supplies the additional
liquidity which the private non-bank sector desired in the first place. The
increase in liquidity can take the form either of a reduction in bank debts
or of an accumulation of cash balances and time deposits, or both; and
in countries in which business firms customarily hold Treasury bills as
secondary liquidity reserves, it can also take the form of a growth in
holdings of such bills. The addition to primary and secondary liquidity
will have as its main counterpart the acquisition of foreign assets by the
banking system (including the central bank), while the latter's claim on the
private sector will decline — if bank debts are reduced — or grow at a
slower rate than before.

Owing to the accumulation of foreign assets, the commercial-banking
system will also become more liquid. And, similarly to what happens in the
private non-bank sector, this increase in liquidity will be reflected either in
a reduction in the commercial banks' indebtedness to the central bank or in
their acquisition of cash reserves in the form of deposits with the central
bank, or in both these ways. As a result of the greater liquidity of the
private sector and — more important — of the commercial-banking system,
the short-term interest rate will fall, and with it the long-term rate, although
not to the same degree. It can be shown, step by step, that this general
pattern of development applies, with appropriate variations, to most European
countries.

The following table presents the changes in the gross national product,
in investment in inventories and in imports in 1958 compared with 1957. It

Changes in imports, investment in inventories and the gross national product
between 1957 and 1958.

Countries

Changes in imports

at current
prices

at constant
1957 prices

Changes
in

investment
in

inventories1

in millions of U.S. dollars

Percentage changes,
at constant prices,

in imports
in gross
national
product

in percentages

Austria
Belgium . . . .
France
Germany . . . .
Italy
Netherlands . .
Norway
Sweden . . . .
Switzerland. . .
United Kingdom

56

325

563

135

• 505

• 480

722

71

- 259

816

+ 20

— 144

— 855

+ 563

— 229

— 265

— 22

+ 48

— 194

+ 35

— 19

+ 502

+ 51

— 232

— 84

— 288

— 784

+ 1.7

— 4.2

— 1.5

+ 7.5

— 6.2

— 6.5

-0.22

+ 1.8

— 9.2

+ 0.3

+ 3.4

+ 0.5

+ 2.1

+ 2.8

+ 4.1

+ 0.9

— 0.9

+ 1.0

+ 7.7

— 0.6

1 Value of physical change in stocks. Excluding ships.



— i8 —

shows once more (see also the table on page 14) that in all the countries
listed the level of economic activity, as measured by the gross national
product (in terms of constant prices), was either higher in 1958 or practically
unchanged, so that the volume of imports might have been expected to
increase or remain constant. The last two columns show that the volume of
imports did in fact increase with the gross national product in Austria,
Germany and Sweden and that both imports and the gross national product
remained roughly stable in the United Kingdom and Norway. In France,
Italy, the Netherlands and Switzerland the volume of imports declined in
spite of the increase in or stability of the gross national product. In France this
was undoubtedly due to import restrictions. In the other three countries it
was the decrease in investment in inventories that was responsible for the
decline. It must be remembered that in Italy the rise in investment in
inventories took place in agriculture; industrial inventories were actually
reduced, and this decline contributed to the fall in the volume of imports.
Although no figures for changes in inventories are yet available for Switzer-
land, it is well known that here, too — and probably also in Belgium —
inventory investment decreased.

If the value figures are examined, the imports of Germany and Austria
are also seen to have fallen compared with 1957, while the decline in imports
is found to be greatly intensified in all the other countries with the exception
of France, where the devaluation caused the fall in the value of imports
to be smaller than that in their volume.

Summing up, the decline in import prices, either by itself or in
combination with a reduction in the volume of imports caused by a decrease
in inventory accumulation, greatly reduced the value of the imports of
all European countries.

. Exports (in terms of value) increased only in Denmark, Germany and
the Netherlands. The reasons, however, were different in the three countries.
In the Netherlands and Denmark the fact that internal demand- slackened
more than in most other countries led to a shift to exports. In Germany,
where the rate of growth in 1958 was much higher than the average, this
reason cannot apply. The increase there was a continuation of a trend that
has been observable for a number of years. In the case of the other countries
exports remained roughly stable or fell somewhat, though much less than
imports — except in Norway, where, if ships are included, imports are
found to have risen in 1958.

The improvement in the balance of trade brought with it an improvement
in the balance of payments on current account, except again in Norway,
where a large trade deficit was aggravated by a fall in freight rates, and in
Sweden, where the freight factor more than offset the improvement in the
trade balance.

The change for the better which took place in the current-account
balance of all the western European countries (except the two Scandinavian



ones just mentioned) led to an accumulation of foreign exchange in the
hands of the monetary authorities. Capital movements, of course, played
their part too, sometimes reducing the total of foreign exchange acquired
to a level below that of the surplus on current account (as in the case of
Germany, which exported a large amount of capital) and sometimes raising
it to a level above that of the surplus or even by themselves causing an
acquisition of foreign exchange (as in the case of Norway, which, owing to
heavy capital imports in 1958, accumulated foreign reserves in spite of a
huge deficit on current account).

The increase in liquidity in the private non-bank sector — which, as
will be seen later on, was in 1958 largely attributable to the accumulation
of foreign assets — is shown in the table below, for 1957 and 1958, for a
number of European countries, both in absolute terms and as a ratio of the
gross national product. If liquidity is measured solely by the ratio of the
money supply to the gross national product, it is found that the tendency
is not uniform. In six out of the ten countries listed in the table the ratio
was relatively stable; in the United Kingdom and France it fell, while in
Germany and Switzerland it rose.

Internal liquidity in 1957 and 1958.

Countries

Money supply

1957 1958

Column 1
plus quasl-money1

1957 1958
yearly averages (round figures),

in millions of national currency units*

Column 1
as a percentage of

gross national product

1957 1958

Column 2
as a percentage of

gross national product

1957 1958

in percentages

Austria . . .
Belgium. . .
France . . .
Germany . .
Italy
Netherlands .
Norway . . .
Sweden . . .
Switzerland .
United

Kingdom .

1
31,490

196,600

6,730

32,700

4,340

9,090

6,200

11,410

14,430

5,520

34,440

202,000

7,160

37,000

4,740

9,490

6,230

11,520

15,320

5,440

2

46,430

222,700

7,070

66,400

7,460

11,290

15,640

21,070

27,230

7,980

54,080

230,900

7,570

78,300

8,440

12,140

15,950

22,580

29,110

8,240

25.8

36.6

32.4

15.6

29.0

26.0

19.8

19.a

46.1

25.2

3

26.7

36.7

30.4

16.6

29.9

26.4

20.0

19.3

47.1

23.9

4
38.1

41.4

34.1

31.7

49.8

32.2

49.9

36.6

87.0

36.5

42.0

42.0

32.1

35.2

53.1

33.8

51.1

37.8

89.6

36.2

* For France and Italy, in milliards. 1 The figures in this column are not comparable as between countries.

I f , h o w e v e r , s e c o n d a r y l i q u i d i t y r e s e r v e s ( " q u a s i - m o n e y " ) a r e i n c l u d e d ,

t h e l i q u i d i t y r a t i o i s s e e n t o h a v e r i s e n p e r c e p t i b l y i n a l l c o u n t r i e s e x c e p t

F r a n c e a n d t h e U n i t e d K i n g d o m .

I n o r d e r t o d i s c o v e r t h e c a u s e s o f t h e c h a n g e i n l i q u i d i t y , i t i s n e c e s s a r y

t o t r a c e t h e m o v e m e n t o f t h e b a n k a s s e t s w h i c h f o r m t h e c o u n t e r p a r t o f t h e

l i q u i d r e s e r v e s o f t h e p r i v a t e n o n - b a n k s e c t o r . T h i s i s d o n e i n t h e t a b l e o n t h e

n e x t p a g e . T h e b a n k a s s e t s a r e d i v i d e d i n t o f o u r s u b - g r o u p s : f o r e i g n a s s e t s ,

n e t c l a i m s o n t h e g o v e r n m e n t , c l a i m s o n t h e p r i v a t e s e c t o r a n d u n c l a s s i f i e d

i t e m s . T h e f i g u r e s f o r t h e t h i r d s u b - g r o u p a r e n e t i n t h e s e n s e t h a t t h e y
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represent the difference between the claims of the banking system on the
private non-bank sector and its liabilities to this sector, except, of course,
those liabilities (i.e. deposits) which constitute the liquid reserves of the latter.
In contrast to the first table, where for the purpose of calculating the ratio
of liquid reserves to the gross national product the yearly average of the
liquid reserves had to be taken for both years, the second table shows the
change which occurred during each of the two years.

What strikes the eye most in the table is the contrasting development
of the contribution to liquidity made by the acquisition of foreign assets, on
the one hand, and of that made by the acquisition of claims on the private
sector by the banking system, on the other. In all countries except Germany
(where the increase in foreign assets had been even larger in 1957) foreign
assets contributed more to liquidity in 1958 than in 1957 and claims on the
private sector less, except again in Germany, in Norway (where the govern-
ment absorbed liquidity) and in Sweden. In Belgium and the Netherlands
such claims even fell absolutely, indicating an increase in the internal
liquidity of the private non-bank sector in the form of a reduction in bank
debts. In four countries (Austria, Belgium, Italy and the Netherlands) the
contribution made by foreign assets was actually greater than that made by
the claims of the banking system on the private sector.

The figures thus seem to confirm the causal connection described above.
The slackening of economic activity accompanied by an increase in the desire
for liquidity and a decline in the demand for bank credit or, at least, in

Increases in bank assets1 and money plus quasi-money
in 1957 and 1958.

Countries Years

1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1958
1957
1953

Foreign
assets

Net claims
on the

government
Net claims

on the
private sector

Changes in
unclassified

items

Total
= money
plus quasi-

money
round figures, in millions of national currency units*

2,810
4,180
1,900

15,800
— 400

20
5,400
3,600

190
590

— 270
2,250

220
240
70

150
110
590

270
610

— 3,200
8,500

600
100
800

2,500
100
310
210

— 340
210

— 610
1,330
1,120

710
540

3,400
2,480
2,800

— 10,000
550
340

7,300
8,400

560
530
190

— 200
350
670
180
860

1,170
930

40
1,200

— 700
600

— 30
— 20
— 2,300
— 3,000
— 80
— 190

—
— 150
— 210

10
— 90
— 230
— 590

600

6,520
8,470

800
14,900

720
440

1 1,200
1 1,500

770
1,240

130
1,560

570
310

1,490
1,900
1,400
2,660

Austria. . .

Belgium . .

France . . .

Germany . .

Italy . . . .

Netherlands

Norway. . .

Sweden . .

Switzerland.

* For France and Italy, in milliards.
as between countries.

1 Including those of central banks. The figures are not comparable
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its rate of growth led, via the surplus in the balance of payments, to the
acquisition of foreign assets and thus created additional liquidity in a form
which, in contrast to the "liquidity" created by private bank credit, has its
counterpart not in indebtedness of the private sector to the banks but in
claims on the rest of the world.

In most of the countries which acquired an abnormally large amount
of foreign assets, the commercial-banking system also became more liquid,
and this helped to bring down interest rates. In Germany, for instance, in
a process which — owing to the consistent acquisition of foreign assets —
had started as early as 1956, the indebtedness of the commercial banks to
the central bank was reduced from a peak of D M 5.2 milliard in March 1956
to about D M 1.0 milliard at the end of 1958, while their deposits with the
central bank increased by D M 4.7 milliard over the same period, despite
two reductions in the reserve requirements in 1957; and the Treasury bill
rate came down between the middle of 1956 and the end of 1958 from above
5 to 23/s per cent. In the Netherlands and Belgium also, the banks' indebted-
ness to the central bank declined, the cash reserves of the banks increased
and the Treasury bill rate fell. In Italy the ratio that is used in that country
as a measure of the liquidity of the banking system rose from 6 per cent,
in December 1957 to 12 per cent, in December 1958; and there, too, the
interest rate came down. Similar relationships could be shown for other
countries where a suitable index of bank liquidity can be constructed. One
exception must, however, be pointed out. It is customary to measure the
liquidity of the British banking system by the so-called "liquid assets ratio",
i.e. the ratio of cash plus call money and bills to deposits. According to
this measure, the liquidity of the London clearing banks fell in 1958 from
37.8 in January 1958 to 32.3 in February 1959 — and so did the Treasury
bill rate, declining from 6.3 to 3.1 per cent, over the same period — so
that in the United Kingdom the interest rate and liquidity were correlated
positively and not negatively. The main reason for the fall in the Treasury
bill rate in 1958 was the decline of £330 million in the outstanding amount
of Treasury bills; as a result of this decline the holdings of the London
clearing banks also went down (by £220 million) and this, in turn, caused
a fall in their liquid assets ratio, so that this ratio decreased simultaneously
with the Treasury bill rate.

The illustrations given for countries other than the United Kingdom
may suffice to prove the connection between the fall in the interest rate and
the increase in the liquidity of the banks, which, in 1958, was in most
countries mainly due to the foreign surplus. The graph in Chapter III
shows, for a number of European countries, the United States and Canada, the
movement of interest rates, including the official discount rate, which, in
most cases where the banking system became more liquid as a result of the
foreign surplus, followed rather than led the market.

It can be seen that the long-term rate declined in all countries where
there was a fall in the short-term rate. The sharpest declines in 1957 and
1958 occurred in Belgium and Germany; in the latter country the easing of



the money market helped to bring down the long-term rate in the capital
market from a high of 6.4 per cent, to around 5 per cent. — a movement which
put an end to a former anomaly for a capital-exporting country, namely the
existence of a long-term rate higher than that in other countries. No clear
pattern emerged in France during the first half of 1958, but towards the
end of the year interest rates in that country began to join the general
downward movement —- a trend which continued in the early months of 1959.

Wholesale prices in the European countries were on the average either
lower in 1958 than in 1957 or roughly the same. The cost-of-living index
was in all countries (except the Netherlands) above its 1957 level, but —
save in a few cases — the index at the end of the year was almost the
same as at the beginning, or even lower. Wages, however, continued to rise
everywhere (see graph on prices and wages in Chapter IV). The absence of a
"price effect" of the rise in wages must be attributed firstly to the rise in
productivity, which took place in some, though not all, countries, and secondly
to the sharp fall in import prices, which reduced other costs of production for
business firms. In other words, labour reaped the benefit of the improvement
in the terms of trade.

In most countries during 1958 — or, perhaps more accurately, during
the second part of that year — economic and monetary policy was directed
towards stimulating effective demand. The foreign surplus was allowed to
have an effect on the liquidity of the banking system; discount rates were
lowered, in conformity with the tendency of the market, and credit conditions
were made easier. In some countries the public authorities went further than
this in their counter-cyclical policy; this was particularly the case in the
United Kingdom, where initial allowances were raised to 30 per cent., the
ceiling on bank credit and the restrictions on hire-purchase were removed,
larger public investment programmes were initiated, active support was given
to areas with relatively heavy unemployment, and an "expansionist" budget
was submitted to Parliament in April 1959.

An exception to the rule is France, which had special problems of its
own to solve. That country, intent on stopping further inflation, pursued a
restrictive policy which finally culminated in the adoption at the end of 1958
of a set of radical, co-ordinated measures comprising a devaluation of the
franc by 15 per cent., an attack on the budget deficit (mainly by the removal
of a large number of subsidies) and, in order to keep down the price rise
which was bound to follow in the wake of these two measures, a return to a 90
per cent, liberalisation of imports from O.E.E.C, countries. The success of
these measures, as demonstrated by the inflow of gold and foreign exchange,
enabled the banks to rebuild their liquid reserves; in two steps (February
and April 1959) the Bank of France reduced the discount rate from 4 % to
4 per cent., and in March and April the penalty rates for exceeding rediscount
ceilings were lowered from 7 and 10 per cent, to 5 % and 7 per cent.

In the first quarter of 1959 the prospects of an upturn in economic
activity in Europe seemed favourable: the U.S. recession was over; the



process of inventory liquidation had probably come to an end; the internal
and external liquidity of the European economies was much improved;
interest rates were low and the labour supply in most countries ample.
Whether budgetary policy ought now to aim deliberately, by increasing
public investment or consumption, at stimulating effective demand or whether
the authorities should rely on private business to initiate a new spurt in
economic activity is a question to which no general answer can be given
for all the European countries together. Just as in 1958 some countries
pursued a much more active policy than others according to the special
conditions in which they found themselves — compare the United Kingdom,
on the one hand, with Germany, on the other — so in 1959 the particular
circumstances in each country must form the basis for judging whether it
can rely on the automatic forces of the market to speed up the tempo of
economic activity or whether an easier credit policy must be supplemented
by prudent fiscal measures.

In the eastern European countries the rate of economic expansion seems
to have continued unabated in 1958. Industrial output in the Soviet Union
is reported to have increased by 10 per cent. — the same as in 1957; the
plan for 1959, however, envisages a slowing-down of the expansion to 8 per
cent. In the smaller eastern countries the increase was approximately the
same, except in the case of Albania and Bulgaria, for which much higher
rates of expansion (20 and 16 per cent.) are reported. Figures for the
gross national product comparable with those of the western countries are
not available; but it must be assumed that the differences between the rates
of expansion of the western and the eastern countries would be less marked
when measured in terms of the gross national product, owing mainly to the
fact that in the richer western countries the contribution made by the service
industries to the growth in the national product tends to be greater than
is the case in the eastern countries.

Nevertheless the percentage rate of expansion has undoubtedly been
higher during the last few years in the East than in the West. The difference
is mainly explained by a higher rate of growth of the labour force in most
eastern countries and the fact that their production plans allot a larger share
of their national resources to industrial investment, at the expense of the
production of consumer goods and houses.

The trade of the U.S.S.R. — other than intra-eastern trade — declined
between the first half of 1957 and the corresponding period of 1958 by some
10 per cent., the total turnover, which amounted to not much more than half
that of Switzerland, being surprisingly small. Whether trade within the eastern
group of countries expanded in 1958 cannot be ascertained.

Economic conditions in the rest of the world cannot here be analysed
in any detail. The outstanding economic event for the underdeveloped
countries was a further deterioration in their terms of trade — the counterpart
of the improvement in those of the industrialised countries. In the case of
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Latin America, for instance, they fell (on the basis 1953 = 100) from a
peak of n o in 1954 to 94 in 1957 and 90 in 1958; and for some Asiatic
countries the extent of the deterioration was even greater. In almost all cases
the change w?s partly due to the rise in import prices, but the principal
cause was the decline in export prices. Such a worsening of the terms of
trade of underdeveloped countries means, other things being equal, a fall
in their real national income.

Besides this negative "income effect", the worsening of the terms of
trade also has a bâlance-of-payments effect. The former effect will itself tend
to cause a reduction in the imports of the countries concerned unless the
inflow of capital is stepped u p ; but there is, of course, no guarantee that
this will be sufficient to prevent a deficit in the balance of payments. If
it does not, the choice is between losing reserves or artificially cutting down
imports by means of the various devices at the disposal of the governments.
Although conditions differed from one case to another, the underdeveloped
countries as a group did not lose much of their foreign reserves in 1958;
instead their imports fell in that year — owing partly to the decline in
national incomes and partly to cuts imposed by the authorities — by roughly
7 per cent., which was more than the decline in their exports.

The effect of the unusually large accumulation of foreign assets by
European countries on their internal economies has been analysed earlier in
this chapter. It remains now to look more closely at the international aspects
of these dramatic changes.

Changes in gold and short-term dollar holdings.

Countries

United States
Europe2

Rest of the world
(including international institutions)

1957

Gold Dollars Total

1958

Gold Dollars Total

in millions of U.S. dollars
+ 799
+ 405

— 477

— 2191

+ 278

— 59

+ 580
+ 683

— 536

— 2,275
+ 3,142

+ 23

— 1,001'
+ 562

+ 444

— 3,276
+ 3,704

+ 467
1 A minus sign means an increase in dollar liabilities,
the United Kingdom.

2 Including dependencies, except those of

Europe increased its gold and short-term dollar holdings in 1958 by
$3.7 milliard, i.e. by $3 milliard more than in 1957. It must be added that
in 1958 almost all western European countries participated in the accumulation
of reserves (the exceptions being Spain, Turkey and Greece), whereas in 1957
only nine out of seventeen countries gained reserves, while the others lost.
Moreover, the distribution of these gains was much more uneven in 1957 than
in 1958, the lion's share having gone in the earlier year to three countries,
Germany, Italy and Switzerland, whereas there was no such concentration
on a few countries in 1958 (see Chapter VI).
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As the counterpart to this gain in Europe, the United States lost
$2.3 milliard of gold in 1958 and its short-term foreign liabilities increased
by another $1 milliard, whereas in 1957 it had gained a substantial amount
of gold — far more, in fact, than the increase in its dollar liabilities.

The addition to European gold and dollar reserves in 1958 was only
partly the result of the United States' deficit in its balance of payments
with Europe. Europe acquired only $1.8 milliard through direct transactions
with the United States, whereas its total acquisition of gold and dollars
amounted to $3.7 milliard. Of the difference of $1.9 milliard, an estimated
$895 million was accounted for by newly-produced and Russian gold received
by European countries as a result of direct transactions with the rest of the
world. The amount still remaining — $1 milliard — must have been
acquired through the mechanism of triangular trade from the United States.
The rest of the world, which earned $1.6 milliard through direct transactions
with the United States, must have turned $1 milliard over to Europe to
complete the settlement of its deficit.* Unfortunately it is not possible to
ascertain the size of the deficit of the rest of the world with Europe directly
from the balance-of-payments statistics. However, the trade statistics available
give a sufficient indication of the flows through this triangular circuit.

Changes in the balance of trade between 1957 and 1958.

Items

United States
Trade with 0.E.E.C, countries

with the rest of the world
0.E.E.C, countries

Trade with the United States
with the rest of the world

Imports1 Exports Balance

round figures, fn millions of U.S. dollars

— 240
+ 430

+ 1.6502

+ 960

— 1.1702

— 1,760

+ 250
+ 140

— 1,410
— 1,330

+ 1,900
+ 1,100

1 Increase—, decrease +. 2 The discrepancy between U.S. exports to the O.E.E.C. countries and
the O.E.E.C. countries' imports from the United States is due to the fact that the O.E.E.C. imports are
valued c.i.f. and the U.S. exports f.o.b. and that military shipments are included in the former but not in
the latter.

The deterioration in the trade balance of the United States vis-à-vis
Europe and the rest of the world in 1958 amounted to roughly $1.4 milliard in
each case, which accounts for by far the largest part of the gold and dollars
gained by the two areas through direct transactions with the United States.
At the same time the trade balance of the rest of the world with Europe
worsened by over $1 milliard. It is clear, therefore, that the rest of the
world earned dollars from the United States through the improvement in its
trade balance with that country and used them to cover its deficit with Europe.

The table also shows that the deterioration in the U.S. balance of trade
with Europe and with the rest of the world was almost entirely due to
the fall in U.S. exports. In view of the U.S. recession this deterioration

* This calculation leaves the rest of the world with a gain of gold and dollar reserves of some $600 mil-
lion, as against $467 million in the table on the previous page; the difference is due to the fact that
the definition of gold and dollar holdings in the U.S. balance-of-payments statistics is somewhat different
from that used in the Federal Reserve Bulletin, on which the table is based.


