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PREFACE

Many people still believe that present disturbed economic
conditions will soon be adjusted, that problems will solve
themselves—particularly if we refuse to look facts in the
face and to admit that conditions are serious. It is urged
that business is, after all, merely a matter of psychology and
that if we will only banish pessimism and smile confidently
though conditions look dark, everything will shortly auto-
matically adjust itself. This economic hypnotism is
supposed to have remarkable restorative powers notwith-
standing the fact that such things as the foreign exchanges
and national budgets have hitherto proved impervious to
psychopathic suggestion. In any event, it is believed that
time is still the great healer and that somehow or other the
world will blunder through to “normalcy.”

The purpose of this volume is: first, to determine the
economic and political status of Europe at the present time;
second, to appraise the probable effects of the international
settlements (including reparations) that have recently been
made ; and third, to suggest in broad outlines an international
policy such as it is believed the situation demands.

It is time that the United States cease drifting with
reference to international affairs. It is time that we examine,
in a spirit of scientific inquiry, the international economic
and political situation as it stands today. It is time that we
attempt to ascertain the probable results of recent political
and economic developments in Europe. It is time that
through study and discussion we begin to clarify our ideas
and to formulate an American foreign policy—a policy,
moreover, that will be directed not merely at this or that par-
ticular issue as it arises, but that will be based upon a con-
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vi PREFACE

sideration of the entire international situation conceived as
one problem. It is hoped that this volume may contribute
something toward a clarification of the issues involved and,
if ever so little, toward the formulation of such a policy.

The authors take this opportunity of expressing their in-
debtedness to the host of people who through discussion and
counsel have contributed to make the book of whatever merit
it may be. We are particularly indebted for the information
gathered in connection with the London meetings of the
International Chamber of Commerce. In view of the rather
striking conclusions that we have reached, it has proved a
comfort to know that they are shared by many of the leaders
of European economic thought.

Joun~ FosTeEr Bass
The University ot Chicago Harorp G. MouLtoN
November 24, 1921.
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AMERICA AND THE
BALANCE SHEET OF EUROPE

Part I—The Situation As It Really Is

CHAPTER 1
TESTS OF EUROPEAN CONDITIONS

Reversion to Isolation Policy

It was doubtless inevitable that the American people,
irritated by European war experiences and disillusioned by
the terms of the peace settlement, should revert to the tradi-
tional policy of American isolation. It is just as inevitable,
however, that under the compulsion of irresistible economic
forces the pendulum will again swing in the opposite direc-
tion—toward co-operation with Europe in the solution of
post-war problems. Europe as the controlling element in the
world economic situation is a fact which simply will not
down. Regardless of the decision of the American people in
last year’s elections against further European entanglements,
and notwithstanding the more recent presidential announce-
ment that the first and most important task of the present
administration is that of tidying up our own dooryard, the
paramount American issue of the next four years will be
the European question. We can afford to forget about
Europe during the post-war inflation period of last year;
but now that the fateful processes of economic readjustment
are at last under way, we shall find European conditions

X



2 THE SITUATION AS IT REALLY IS

will largely determine American conditions. The outstand-
ing problem of the world today is the formulation of a
program of international action designed to prevent progres-
sive economic and social decadence.

The striking events of the past five years have tended to
dull the apperceptive qualities of mankind. Events are daily
chronicled in the newspapers which would have shocked the
public consciousness five years ago; but they now pass un-
heegled by a public whose attention has been jaded to satiety
by the abnormal events of the war and of the years that have
followed. As a nation, we are so particularly weary of all
things European that the vast majority of people in the
United States now refuse to give European affairs so much
as a passing thought.

Even among those who do give heed to international
economic conditions, there is usually a tendency—born of a
Tack of underséanding of the complex interrelations of the
economic organization of the modern world—to seize upon
every particular development or manifestation as proof
positive that conditions are distinctly on the mend. Such
developments are all too often mere surface phenomena,
lulling us into a sense of economic security, while under-
neath, silently but irresistibly, are being organized the forces
of economic and social dissolution.

Economic Interdependence of Nations

The confusion in American public opinion concerning the
economic situation in Europe and its relation to American
conditions is one of the most serious obstacles to world
recovery from the disastrous effects of the war. If con-
structive assistance in the re-establishment of world finance
and world commerce is to be rendered by the United States,
we must first understand precisely what the present economic
condition of Europe is; we must know what is to be
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remedied or re-established. And if the support of this
country is to be enlisted in any comprehensive plans for in-
ternational, economic reorganization, the rank and file of
people must first be given a clear appreciation of the bearing
of present European conditions upon conditions within the
United States; they must be made to realize the full sig-
nificance of the words, “The world is an economic unit;
nations are economically interdependent.” The first part of
this volume is therefore devoted to showing the true eco-
nomic status of Europe today and the probable effects of
European developments upon the economic welfare of the
United States.

Diversity of Views

As a matter of fact, one finds alike in the effervescent
comments of returning tourists and in the soberer statements
of financial and economic writers, the greatest diversity of
view as to present conditions abroad. These sharp differ-
ences of opinion are largely to be explained by the selection
of different facts or data for the purpose of testing condi-
tions and by varying interpretations of the meaning of the
data selected. When the economic physician attempts to
appraise the condition of diseased Europe, he must not only
look for the symptoms which are the real indexes of vital
conditions, but must also be able to give balanced weight to
each and to distinguish those indicating permanent under-
lying conditions from those reflecting nervous shock or
temporary exhilaration.

Facts—admitted facts—are frequently presented as con-
clusive evidence of improving conditions when in reality they
are merely evidences of disordered economic life. For ex-
ample, it is frequently pointed out that European capitals
were never more gay, never more luxurious, or never more
apparently prosperous than now. The truth is that the more
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disorganized is the currency and the more unsettled are
prices, the greater is the tendency to wild extravagance and
utter disregard of values. Examples of this kind, though
quickly forgotten, are frequent in history; where peoples
drugged with illimitable quantities of paper money have ap-
peared to be prosperous and have continued to live extrava-
gantly almost to the very moment of monetary and economic
collapse. This was, of course, notoriously the case in the
well/known John Law paper money episode in France in
1719. A writer of the time states: ‘“Plenty displayed herself
through all the towns and all the country . . . in a word,
riches flowed in from every quarter; gold, silver, precious
stones, ornaments of every kind which contribute to luxury
and magnificence, came to us from every country in
Europe.” This was written only a year before the final
collapse of the famous Mississippi bubble.
.

“Calamity Boom”

Again, it is often pointed out that there has been a great
rise in the prices of securities since the Armistice and that
speculation is rampant, particularly in Germany. Once
more, the truth is that speculation and rising security prices
are directly attributable to the unsettlement of financial
conditions and the inflation of paper currency. One is re-
minded, in this connection, of the period of paper money
inflation in Revolutionary France in 1791, which ultimately
culminated in financial disaster. Of this cataclysm, the
historian White writes: “With the masses of the people the
purchase of every article of supply became a speculation—
a speculation in which the professional speculator had an
immense advantage over the buyer. Says the most brilliant
apologist for French Revolutionary statesmanship, ‘Com-
merce is dead ; betting took its place.” ”

While speculation in some European countries is now
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less rife than it was in 1919-1920, in others, where inflation
has continued, it is now more rampant than ever. At
the present moment Berlin is witnessing what is there known
as the “Calamity Boom.” No more fitting characterization
could be given to the skyrocketing of security prices which
accompanies the outpouring of paper currency during the
period preceding the inevitable collapse of the whole tissue
of artificial valuations.

Misleading Statistics

Similarly, statistics showing an increase in national
wealth and in the volume of trade do not in a period of great
price changes accurately reflect fundamental economic con-
ditions. For the volume of trade and of national wealth is
computed in terms of money, which is depreciating in pro-
portion to the rise of prices. A sample of the misleading
conclusions drawn from statistics of trade expressed in
terms of depreciated dollars is found in a recent statement
in a prominent financial journal, commenting on export
trade data furnished by a large New York bank. It was
stated: “Exports from the United States to Germany in
the fiscal year which ends with June, 1921, will exceed those
of any year prior to the war . . . they will be of greater
value, measured in good American dollars, than in any
year in the history of our trade relations.” This statement
fails to take into consideration the great rise in prices that
has occurred. If allowance is made for this fact, German
purchases in the United States during the current year
(1921) are less than any year as far back as 19goo—before
the so-called “American export invasion of Europe” began.
When one of the greatest banks and one of the greatest
financial journals in the United States will thus misread
economic data, it is not surprising that the average layman
is misled.
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The absurdity of growing excited over figures of expand-
ing national wealth at a time like this may be understood if
one reflects that the wealth of Russia since the beginning of
the war has, as measured in present Russian money, in-
creased more than a thousandfold. Other countries differ
from Russia only in degree.

Statistics which show the huge profits earned by in-
dustrial corporations are equally untrustworthy evidence of
econemic recovery. A period of monetary expansion and
rising prices always means imposing paper profits, largely
obtained through the process of buying goods at one price
and selling them at an advance. In Austria goods frequently
pass through the hands of fifteen or twenty speculative
middlemen, each selling at a handsome advance above cost.
The profits are thus the result of an inflation of values that
carries with it no necessary increase in actual goods pro-
duced. In Gefmany, for example, the receiver of paper
money dividends four times as large as pre-war gold divid-
ends may at first glance appear to be prosperous; but his
real poverty is revealed when he goes to purchase food, etc.,
at prices from ten to fifteen times the pre-war prices.

Improvements in agriculture and in food conditions are
also cited as conclusive evidence that the worst of Europe’s
difficulties have now been compassed. Increasing agri-
cultural production is essential to world recovery, it is true;
but it is not the determining factor in world prosperity.
As we shall see in the following chapters, the modern world
is essentially an industrial world and on the recovery of
industry hangs the rehabilitation of civilization.

Abatement of Social Unrest No Index

Furthermore the fact that social or industrial unrest is
receding in this or that particular country at a given time,
is by itself no conclusive evidence that economic recovery is
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a thing assured. Unrest may be lulled into momentary
inactivity by fantastic padding of government pay-rolls, by
liberal payments of pensions and unemployment insurance,
by subsidies, etc., as has been the case in nearly every country
of Europe. It may be temporarily allayed by the drugs of
monetary inflation, to which reference has already been
made, as has clearly been the case in Germany. It may be
held in leash by extravagant governmental promises of
reparations, as has no doubt been the case in France. It may
even give way to grim despair, as has been the case in
Austria. Even where the recession of unrest may fairly be
ascribed to a recovery from the neurasthenia of the war
era, this factor by itself cannot insure prompt economic
readjustment. The mere fact that the German or the
Ttalian or the Belgian people may now be showing a renewed
disposition to work, while a hopeful sign, by no means
makes it certain that these people will be afforded an
opportunity to work. There are millions of people in the
United States today who are now willing to work, whose
hands unfortunately find no work to do. The same con-
dition exists in Europe.

How, then, can anyone judge whether Europe is on the
highroad to economic recovery? What are the economic
guide posts that reveal the true situation? If one is to
understand the economic status of Europe at the present
time, he must look beneath the transient surface phenomena,
and read the lessons contained in the stories of: (1) the
depreciation of the international exchanges; (2) the foreign
trade statistics of the several European nations since the
Armistice; (3) national debts and budgets; and (4) the
reserves of banking systems. These are the true indexes of
fundamental underlying conditions.



CHAPTER 11

THE SIGNIFICANCE OF DEPRECIATED
EXCHANGES

Misunderstood Problem

Foreign exchange, by means of which the trade of the
world is conducted, is one of the least understood phenomena
of commerce. This is not because the subject is inherently
obscure or difficult, but only because in normal times the
exchange mechanism works with such automatic precision
that, save to a few special students or dealers in exchange,
it appears to be of little significance. A great American
merchant confessed to the authors that, although for years
he had purchased large quantities of foreign goods and paid
for them withybills of exchange, not until after war dis-
located the exchanges had he ever taken the trouble to learn
the principles determining exchange rates. Even now, after
two years of disastrous experience with exchange gyrations,
it is not an exaggeration to say that the mass of business
men do not clearly understand the forces governing ex-
change fluctuations and the significance of the relative
depreciation of the exchanges of different countries.

Witness the persistent purchasing and holding of German
marks by thousands of speculators throughout the world—
speculators who possess not the slightest knowledge of the
forces that will ultimately determine the value of German
exchange. Witness the astounding statement made recently
by a well-known American business man that prior to the
war European exchanges fluctuated as much as they do now.
Witness the equally astounding statement of a French
financier that the depreciation of French exchange is merely
due to the speculation of American bankers.

8
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The whole problem of international trade and world
recuperation is intricately interwoven with the functioning
of the foreign exchanges. If in our efforts to stem the tide
of economic deterioration and restore world prosperity we
are to grapple intelligently with the problems involved, we
must begin with a fairly definite notion of what foreign
exchanges are and what fundamental forces control
them.

Exchange Explained

The conclusion to which an analysis of the foreign ex-
change mechanism leads is that the depreciation of the
exchanges of the various European countries roughly reflects
the economic deterioration of each. Now to understand why
this is so it is necessary to consider not only what the ex-
changes are, but also what undepreciated exchanges mean
and how in ordinary times before the war the exchanges
were kept from depreciating. Only by so doing can one
come to appreciate the enormous significance of the disrup-
tion of international trade and finance that was wrought by
the war.

Exchange between the United States and Great Britain
before the war, for example, was said to be at par when a
one-pound British sterling bill was worth $4.866 in New
York. What did par or parity of exchange mean, and how
was this quotation, 4.866, derived? Parity of exchange
was only a simple statement of the relative quantities of gold
in the American gold dollar and in the British gold pound.
The British monetary unit, the gold pound sterling, has
4.866 times as much gold as the American monetary unit,
the dollar. To cite other exchanges, the par between the
United States and France is 19.3, which means that the
gold franc is worth 19.3 cents. Belgium, Italy, Switzer-
land, and Greece have coins of exactly the same value as the
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French franc, and thus have the same parity with United
States money. The German gold mark is worth 23.8 cents.
The gold coin of each of the various countries thus has its
particular parity as compared with United States gold, and
in turn the gold pound sterling, franc, etc., each has its parity
with the coins of all the other countries.

Bills of exchange largely obviate the necessity of ship-
ping currency in settling international obligations. The use
of bills of exchange in international transactions can best be
revealed by some concrete illustrations.

Assume that you are a New York exporter and that you
have sold £1,000 worth of shoes to one Perlmutter in
London. At the same time your friend Jones in New York
has bought £1,000 worth of lace from a well-known London
lace merchant, one Potash. If you could then step over to
your friend Jones’s office and receive payment of £1,000
from him, while at the same time Perlmutter in London
was paying Potash £1,000, both obligations would be settled.
How much easier this would be than for Perlmutter to ship
£1,000 in specie across the ocean westward to you, and
for friend Jones to ship another £1,000 in specie across the
ocean eastward to Potash.

The exchange mechanism, in fact, makes it possible to
settle such international obligations without shipping specie
every time. If you in New York were to draw an order
(bill of exchange) on Potash in London, instructing him
to pay Perlmutter £1,000; if you then sold this bill of ex-
change to your friend Jones, you would receive payment for
your shoes. Then if Jones should send this bill of exchange,
which he had purchased from you, to Potash in payment for
the lace, Potash would be satisfied as soon as he had collected
from Perlmutter. Thus the shoes and the lace would be paid
for without any necessity for shipment of specie across the
ocean.
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Foreign Exchange Banker

But in practice there are usually two difficulties which
slightly complicate the process. In the first place, the
various parties concerned may not all be acquainted with
each other. Secondly, the amounts involved in the two
transactions may not be identical, as was supposed above.
Accordingly, dealers in foreign exchange (banks and
brokers) are required as financial intermediaries. When the
exporter in New York draws his bill of exchange for £1,000
on the importer in London—or more frequently on a London
bank which has agreed to lend its name to the importer for
the purpose—the exporter in New York sells the bill to a
foreign exchange banker in New York who will pay, when
exchange is at par, $4,866. This banker then sends the bill
to a correspondent bank in London which presents it for
payment to the London importer, or to his bank. The funds
received are deposited in the London bank to the credit of
the New York bank which had forwarded the bill for
collection.

Now when your friend Jones in New York wants to buy
a bill of exchange with which to pay for the lace bought
from Potash, he goes to the foreign exchange banker in
New York, and the banker sells him a bill of exchange
drawn by it against this London bank account—a bill for
£1,000 or for whatever amount the buyer may desire. Jones
then sends this bill of exchange to Potash, in London, who
presents it for payment to the bank against which it is
drawn.

In this manner the New York banker plays the part
of an intermediary between New York exporters and
importers, serving in effect to bring them together, and
serving also to make “change,” that is, to break up bills
of exchange into whatever denominations may be found
necessary.
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Rate Fluctuations

Exchange will be at par when the supply of and the
demand for bills of exchange are equal. The price of a
bill of exchange, like the price of wheat or any other com-
modity, depends upon the relative demand for and supply of
bills in the market at the moment. If at any given time
£1,000,000 worth of American products have been exported
to Great Britain, there will be £1,000,000 worth of bills on
London offered for sale in New York. If at the same time
£1,000,000 worth of goods have been imported, there will
be a demand for £1,000,000 of bills of exchange. The
supply and demand will be equal and the price of sterling
exchange will be at par, that is, at 4.866. But if it happens
that while £1,000,000 worth of bills is offered in the
market for sale, as much as £1,200,000 is demanded, the
price will be bid up above 4.866 by those who desire the bills
as a means 6f”meeting their obligations abroad. On the
contrary, if only £500,000 is demanded, the sellers will have
to make concessions in order to dispose of their bills.

Exchange rates before the war normally fluctuated within
narrow limits. The maximum extent to which (under
normal pre-war conditions) the price of exchange could be
bid up or forced down, as the case might be, was determined
by the costs involved in shipping the actual gold. One
would be willing to pay $4,866 for a bill of exchange with
which to settle a £1,000 obligation, because that would be
cheaper than shipping the gold. One would be willing to
pay as high as $4,885, under normal conditions, for such
a bill; but not more than that because it would be cheaper
to ship the actual specie instead. On the other hand, it would
be profitable to sell a £1,000 bill for $4,845; but not for less,
since it would be cheaper to pay the expense of importing the
actual currency. These points, 4.885 and 4.845, are known
as gold-exporting and gold-importing points.
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The International Scale-Pans

The supply of and demand for bills of exchange do not
depend merely upon the relative volume of exports and
imports of commodities. Whatever the occasion for remit-
tances of funds to Great Britain, bills of exchange are
demanded, and whatever the occasion for payments to the
United States, bills of exchange are supplied. For instance,
if an individual is contemplating a trip abroad he places,
say, $4,886 with a bank, express company, or one of the
tourist concerns, and asks for letters of credit or travelers’
checks. It then becomes necessary for the bank where the
funds have been deposited, to transmit means of payment
to the other side. This it does by buying a bill of exchange
which it sends to a correspondent bank in Europe, where
it is credited to the account of the American bank, and made
available for the payment of checks when properly signed
by the authorized party. Similarly, if an American corpora-
tion owes dividends to a stockholder in England, it buys
and remits a bill of exchange.

The operations which give rise to the total supply of
and demand for bills of exchange may be shown by an
exhibit of the international financial status of the United
States in a single year before the war. The following
figures are for the year 19og. The items listed in the left-
hand column give rise to a supply of bills of exchange and
those in the right-hand column to a demand for such bills.

REQUIRING PAYMENTS TO UNITED STATES REQUIRING PAYMENTS ABROAD

Exports of merchandise Imports of merchandise

and silver........... $1,719,000,000 and silver............ $1,356,000,000
Exports of gold (net).... 48,000,000  Interest on European in-

vestments in U. S..... 250,000,000

Tourist expenditures. ... 170,000,000

Remittances to friends. .. 150,000,600

Freight charges......... 25,000,000

Grand total............ $1,767,000,000 $1,951,000,000

Balance against United States......... $184,000,000
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It should be carefully noted that our exports abroad were
largely paid for by imports of foreign goods. No gold was
received in payment; on the contrary, we exported on
balance $48,000,000 of the precious metal. The difference in
the trade balance (between exports and imports of mer-
chandise and silver) amounting to $363,000,000, plus the
$48,000,000 of gold exports, was more than offset by other
items in the international scale-pans. We owed interest on
European investments in the United States; our tourists
were ‘entertained in Europe; immigrants and others sent
funds to friends abroad; and we owed foreign ship-owners
for transporting our goods. The final outcome of all these
operations showed a balance of $184,000,000 still to be
accounted for. This might have been settled by an exporta-
tion of gold; but it was in fact offset by new—permanent or
temporary—investments in the United States by other
countries.

I x4
Gold Movements

The United States will thus have, in any given year, a
net inflow or net outflow of gold as a result of variations
in the supply of and demand for bills of exchange arising
from trade and financial operations with all the world.
The simplified treatment which we have presented ignores
such factors as “finance,” as distinguished from “trade”
bills. Nor is mention made of roundabout operations
involving several countries. These three-cornered opera-
tions play an important part in minimizing the flow of
specie in the settlement of international obligations. But
the essence of the problem is revealed in the analysis stated
above.

The mechanism of the exchanges makes it unnecessary
for any country to ship specie except when the total of all
foreign financial obligations that must be met is greater than
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the volume of remittances of every kind due it. International
obligations are thus largely canceled; currency moves only
as a last resort. Foreign exchange quotations, moreover, in
ordinary times, fluctuate only from the gold-exporting to
the gold-importing point, that is to say, in terms of British
currency, from 4.885 to 4.845.

Currency movements maintain the equilibrium of the
exchanges. Under normal circumstances it is impossible
for an outflow of specie from any country (except, of
course, from a gold-producing country) to continue for any
great length of time. The reason for this is that such an
outflow is soon followed by financial and trade readjust-
ments, which shortly restore the balance of international
obligations. An outflow of gold from the United States to
England, for example, would reduce the volume of funds
in New York, and lead to higher interest rates there. The
inflow of funds to the London banks would at the same
time tend to lower interest rates in England. In conse-
quence, international bankers would find it profitable to
transmit, by means of bills of exchange, funds from Lon-
don to New York. This would serve to restore the equili-
brium of the exchanges and to prevent a further outflow
of gold from New York, if not to bring about a reverse
movement.

Variations in exchange rates above or below parity thus
reflect temporary fluctuations in the supply of and demand
for bills of exchange arising from international financial
transactions of whatever nature. And gold movements
serve as the corrective for any pronounced excess or de-
ficiency in the supply of, as compared with the demand for,
bills of exchange in any particular country. In this manner
the gold movements act as a balance wheel in interna-
tional economic relations, keeping the world in economic
adjustment.
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Disruption of Exchange Mechanism

The World War quickly threw this delicately adjusted
foreign exchange mechanism completely out of gear. In
the autumn of 1914 there was a great rush on the part of
European holders of American securities to sell them back
to us as a means of securing the funds required for war
purposes. At the same time the usual autumn exports of
our cotton and other prouducts were checked, both by a
temporary decline in European demand and by the fear of
German raiders. Insurance rates also tremendously in-
creased, so that the gold-exporting point no longer remained
at 4.885. So great was the demand for sterling bills as
compared with the supply, that British exchange rose at one
time as high as $7.

But in the autumn of 1915 the situation was sharply
reversed. When Great Britain began to buy great quantities
of war supplies from the United States, the supply of
sterling bills of exchange outran the demand, and exchange
quickly fell to the gold-importing point. For a time Great
Britain attempted to use the normal method of correcting
adverse exchanges, namely, by allowing an export of gold;
but this had shortly to be abandoned because of the dis-
astrous consequence to the British monetary system of con-
tinued large exports of specie. An embargo was therefore
placed upon exports of specie, except as government opera-
tions might require it. 'What was true of Great Britain was
of course also true of other European belligerents.

The balance of payments continued to run so heavily in
favor of the United States that sterling declined to 4.48—
far below the gold-importing point. With the normal means
of correcting depreciated exchanges—that is, by payments
in gold—perforce abandoned, exchange rates, under the
pressure of a great volume of exports, could fall almost
indefinitely. During the war, however, the British and
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other European governments undertook and successfully
accomplished an artificial stabilization of exchange rates—
the sterling rate being “pegged” at 4.765. This was done
through purchase of exchange by the British government
whenever the rate dropped below that figure. At the same
time the United States government began the war-time policy
of shipping American goods abroad on credit. Such a
method of regulating the exchanges could not be continued
as a permanent policy after the war.

Sharp Decline of Rates

In order to restore the normal functioning of the interna-
tional exchanges, the various European governments in the
spring of 1919 abandoned the artificial policy of “pegging”’
the exchanges, and shortly thereafter the United States
government ceased making further loans to Europe. But
for reasons to be discussed presently, Europe did not remove
the embargoes on gold shipments; hence the normal cor-
rective of depreciated exchanges could not operate. The
results of the international economic maladjustments caused
by the war were quickly shown in a sharp fall in exchange
rates on all of the European belligerents.

What students of the international exchange mechanism
had long foreseen must occur, now for the first time mani-
fested itself to the general public. In the summer of 1919
the financial press daily discussed the sensational decline in
foreign exchange’; and business men, with a practical interest
in foreign trade, began for the first time in our national
history to interest themselves in the phenomenon of the ex-
changes. And thousands of innocent bystanders, acting
on the familiar principle that what goes down must soon
go up again, speculated heavily in francs, marks, and kronen.
They are still pocketing their losses.

The explanation of the present depreciated European
2
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exchanges is in reality twofold: It is due in part to the
tremendous changes that have occurred in the financial and
trade relations between the United States and the several
European countries—changes which have transformed the
United States from a debtor to a creditor nation. And it is
in part attributable to the fact that all of the European
nations have been forced to abandon the gold standard for
irredeemable paper money. These factors must be con-
sideged separately.

International Scale-Pans Unbalanced

The changes that have occurred in the international
financial relationships of the United States, a result of the
war, may be best shown by setting off against the items
entering into the international balance in 19og, the items
entering into it in 1919.! The figures for 19og are the
same as weré pFesented on page 13 above. For convenience
they are repeated here.

FIGURES FOR 1909

REQUIRING PAYMENTS TO UNITED STATES REQUIRING PAYMENTS ABROAD
Exports of merchandise Imports of merchandise
and silver........... $1,710,000.000 and silver............ $1,356,000,000
Exports of gold (net) ... 48,000,000 Interest on European in-
vestments in U. S..... 250,000,000
Tourist expenditures.... 170,000,000
Remittances to friends. . 150,000,000
Freight charges due Eu-
TOPE, v vvverurnnnnnn 25,000,000
Total........... $1,767,000,000 $1,051,000,000
Balance against United States......... $184,000,000

* These figures are taken from Vanderlip and Williams, “The Future
of Our Foreign Trade,” an article prepared for The Review of Econo-
wmic Statistics, Harvard University Committee on Economic Research.
The year 1920 still further increased the disparity, although the excess
of exports was not so large as in 19109.
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F1GURES For 1919

REQUIRING PAYMENTS TO UNITED STATES

Exports of merchandise
and silver.. ........ $8.151,000,000
Exports of gold (net) ... 368,000,000
Interest on American in- { 2122,000,000
vestments in Europe. . 500,000,000
Freight charges due U. S. 73,000,000

$0,114,000,000

REQUIRING PAYMENTS ABROAD

Imports of merchandise

and silver............
Tourists expenditures. . .
Remittances to friends .

$3,993,000,000
50,000,000
300,000,000

$4,343,000,000

Balance in favor of United States.... $4,771,000,000

Changes in Trade Balance Items

It will be seen that nearly every item entering into the
international balance has been changed during the war in
such fashion as to increase the supply of, and reduce the
demand for, bills of exchange on foreign countries. The
great increase in exports as compared with the increase in
imports would alone have congested the exchange market
and forced a decline in the price of bills of exchange. But
in addition, the United States has become a creditor nation,
with the result that the $250,000,000 interest formerly pay-
able by us to Europe has been wiped out and replaced by an
annual interest charge against Europe of $622,000,000.%
Europe can therefore no longer use interest due as an
offset to the excess of imports; she must rather find means

2 The $122,000,000 represents the estimated interest on private invest-
ments and credits abroad; the $500,000,000 is § per cent on the
$10,000,000,000 loaned by the United States government to European
governments. Payment of this is being indefinitely postponed, the
annual interest charges thus being added to the principal. It has been
computed that by 1923 the accumulated amount will stand at
$12,350,000,000, the interest charge on which would equal at 5 per
cent, $617,000,000 annually. In addition to these debts owing to the
Amencan government, foreign governments owe to private individuals
in the United States approximately $2,000,000,000. (Financial report of
the American Committee to International Chamber of Commerce meeting
in London, June 26, 1921.)

® As a result of further credit extensions since 1919, this figure is
now considerably larger.
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of meeting huge interest charges due against her.* Tourist
expenditures in Furope have also been reduced.® And
freight charges due Europe have been replaced by freight
charges due to the United States. Only a single item in the
balance has changed to the advantage of Europe, namely,
the increase in remittances to friends abroad. It should be
noted, moreover, that the export of gold was much larger in
1919 than in 190g. All but one of the elements entering
into the international scales, therefore, worked to bring
about a fall in exchange rates—through increasing the
supply relatively to the demand for bills of exchange.

It remains to be noted that the international scale-pans
for the year 1919 were balanced through the extension of
American investments abroad. This was accomplished
partly by the sale in the United States of European
securities; but much more largely by the sale of goods by
American exporters on credit. That is to say, exporters
shipped goods abroad and received not cash, but promises to
pay at some not distant date in the future. Necessary
renewals of these credits have, however, made them in the
nature of long-term rather than short-term credit extensions.
Meanwhile the exporters have borrowed funds with which
to carry such export credits largely from the commercial
banks.

Depreciated Paper Currency

The second factor instrumental in the depreciation of the
exchanges, namely, the abandonment of the gold monetary
standard in Europe, while not so generally understood, is
even more easily explained. We have already seen that the

* Interest. This is, however, temporarily being funded. See foot-
note 3. . .

* The years 1920 and 1921 have, however, shown considerable increase
in this connection.
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normal parity of exchange is an expression of the compara-
tive quantities of gold in the American and foreign monetary
units. At the present time, however, the parity of exchange
between the United States and Great Britain is not 4.866,
for the reason that American money which is redeemable
in gold and is therefore the equivalent of gold, is exchange-
able only for British paper money, which is not redeemable
in gold and is therefore not the equivalent of gold. Since
all of the European countries now have irredeemable paper
money, the parity of exchange between American gold and
European paper currency is in no case the same as the former
parity between American gold and the gold of the several
European countries. In fact, strictly speaking, there is no
longer any parity.

Since British paper money has depreciated about 20 per
cent in comparison with British gold, American traders and
financiers are now unwilling to exchange $4.866 in American
gold for £1 in British paper money.

Foreign exchanges have fallen to the extent that the
domestic paper currency of European countries is now worth
less than gold. With reference to Great Britain this is a
factor that is probably secondary in importance to the
maladjustment in trade and financial transactions, since the
British paper currency is not very greatly depreciated. But
with reference to the continental countries, particularly those
east of the Rhine, depreciation of the paper currency is the
principal cause of falling exchanges.

The truth of this last contention may be seen from the
fact that while the trade and financial relations between the
United States and the central European countries have been
far less unbalanced than between, for example, the United
States and England, the depreciation of the exchanges, as
will be seen from the table below, is far greater in the
central European countries.
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Exchange Depreciation

The following table gives the pre-war normal parities
between the United States and the principal European
countries, the rates one year ago, and the present quotations:

Par Aug. 3, 1021 Aug. 3, 1920
Great Britain  (sterling) ..... $ 4.866 $ 3.56 $ 3.64
France (franc) ....... 19.3 cents 7.62 cents 7.35 cents
Italy (lira) ........ . 10.3 “ 422 “ 5.20 “
Belgium (franc) ....... 19.3 “ 7.32 “ 807 “
Germany (mark) ....... 23.8 “ 1.22 “ 220
Austria (krone) ...... 20.3 “ a2z “ 1.60 “
Roumania (lew) .......... 10.3 “ 1.25 “ 2.56 ¢
Czechoslovakia (krone) ....... 20.3 “ 1.25 “ 2.00 “
Poland (mark) ........ 23.8 “ .05 “ .60 “
Jugoslavia (krone) ....... 20.3 “ .56 .35 “
Denmark (krone) ....... 26.8 “ 15.18 ¢ 15.60
Finland (mark) ....... 19.3 “ 1.55 ¢ 395 “
Holland (guilder) ...... 40.2 «“ 30.50 ‘¢ 33.10 “
Sweden - fkrona) ....... 26.8 “ 20.33 “ 21.15 ¢
Norway (krone) ....... 26.8 “ 12.66 ¢ 15.70
Switzerland (franc) ....... 10.3 “ 16.40 ¢ 16.95
Spain (peseta) ....... 19.3 “ 1275 1525 ‘¢

The extent of the depreciation of the exchanges mirrors
in a rough way the degree of general impoverishment and
economic retrogression in each European country. And
the relative depreciation from par of the exchanges of the
different countries reflects pretty accurately the varying
degrees of economic deterioration in the several European
countries. Classified in broad groups, it will be seen that
the exchanges of the neutral nations are the least depreci-
ated ; those of the Allied belligerents next; and those of the
central and eastern European nations most of all.

During the past year (1921) the exchanges on every
European country, except France, ® have declined. Those

*The reasons why French exchange has been held up relatively
to the others is discussed on page or. It is not, however, indicative of
genuine improvement in French conditions.
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on the countries of central and eastern Europe have declined
very heavily ; those of the neutral countries considerably ; and
those of the Allied nations, France excepted, somewhat.
One must therefore conclude that on the whole the foreign
exchanges indicate a European situation somewhat worse
this year than last.

Many persons have been misled during the first half of
1921 by rising exchanges that were merely attributable to
seasonal influences. The rates of the winter and spring
every year are substantially higher than those of the summer
and autumn. This is mainly because it is during the summer
and fall that our exports are largest. The significant thing to
note, therefore, is that, speaking generally, the rates this
year have been below those of last year at each season of the
year. The upward movement did not go as high as last
year, and the downswing is therefore more pronounced than
in 1920.

Effects of Depreciated Exchanges—1. Risks of Trade

The depreciated exchanges, while reflecting the economic
decadence of European nations as compared with the United
States, at the same time also act as a deterrent to European
economic recovery. There are two ways in which the
instability of the exchanges impedes foreign trade and the
economic rehabilitation of Europe. First, it greatly increases
the risk of trading operations and thus operates as a damper
to business enterprise. The exchanges fluctuate widely from
month to month, due (1) to speculative buying or selling
of exchange in anticipation of improving or worsening con-
ditions in Europe; (2) to changes in the volume of trade
and other international transactions; and (3) to fluctuations
in the value of the irredeemable paper currency of the
various European countries.

Since all modern business is organized on a profit-making
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basis, it is of the utmost importance that business men be
able to calculate their chances of profit with a reasonable
degree of certainty. But fluctuating exchange rates mean
great uncertainty as to the value of the money ultimately
received in payment for a shipment of goods. Contracts
entered into on the basis of the exchange quotations of
January 1, are settled on the basis of exchange quotations
some months later, with resulting uncertainty for both
parties to the transaction. The greater and more unpre-
dictable the fluctuations in exchange rates, the greater the
hesitancy to undertake the fulfilment of time obligations.

2. Curtailment of American Exports

The second way in which depreciated exchanges impede
the economic recovery of Europe is through increasing the
cost of goods purchased in the United States and other
countries whoses exchange rates are relatively high. For
example, when French exchange is quoted at 6.40, it is worth
only about one-third of its normal value of 19.3. This
means that a French importer has to pay 19.3 cents for
every 6.4 cents worth of goods received, or $3 for every
$1 worth of goods bought in the United States. This would
not matter if prices in France were higher than those in the
United States in precise proportion to the depreciation of
French exchange, that is to say, if the $1 worth of goods
bought in the United States could be sold in France for $3,
plus profit. But such is not precisely the case. When, for
example, at the worst French exchange was worth only
about one-third its normal parity, French prices were only
about double American prices.

It should be observed, moreover, that since French ex-
change is less depreciated as compared with British than
with American money, it pays France to import from Great
Britain rather than from the United States, whenever it is
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possible to obtain the required goods there; and inasmuch as
German exchange is greatly depreciated even as compared
with the franc, France can buy still more cheaply in
Germany. Since America is the dearest market in the world,
purchases have to be confined to the minimum.

While this situation thus threatens our export trade, it
could not seriously impede the recovery of Europe were it
not for the fact that European countries are in so large a
degree dependent upon American imports. Since the
Armistice they have in fact been buying huge quantities of
American goods on credit, but at a very heavy cost to them-
selves. As we shall presently see, European nations have
been going ever more deeply into debt, without having
effected any substantial recovery from the effects of the war.
And not the least unfortunate aspect of this increasing in-
debtedness is the fact that so considerable a portion of it
was contracted in the purchase of non-essential commodities
during the period of the post-war luxury debauch. In
view of the psychological effects of the war it was perhaps
inevitable that we should pass through such a period. Be
this as it may, the consequence has been that Europe still
stands in great need of purchasing certain kinds of materials
from the United States. But Europe is on the whole less
able to make these purchases now than it was at the time
of the Armistice. The truth of this statement will be more
fully revealed in subsequent chapters.



CHAPTER III
IS EUROPEAN TRADE RECOVERING?

Favorable Trade Balance Necessary

The enormous disruption of the trade of Europe during
the war was roughly portrayed in the discussion of the for-
eign exchanges in the preceding chapter. Exports were cur-
tailed and imports were tremendously increased, with result-
ing huge adverse trade balances. Early in the war—it bears
repeating—the excess of imports was paid for partly in gold
and partly by the resale to the United States of European
investments in this country. When these resources were ex-
hausted Europe borrowed from the United States, that is to
say, we shipped the goods abroad on credit, European gov-
ernments agreeing to pay for the goods at some future date,
after the war was over. Meanwhile the United States
government paid the exporters with funds raised from the
sale of Liberty bonds. At the time of the Armistice these
government credits abroad amounted to nearly $9,000,000,-
000. They have since been increased to about ten billions;
while private credits amount to three or four billions more.
The United States has thus become a huge creditor nation.

Now if Europe is to retrace her steps, to restore her trade
and recover her financial equilibrium, she must gradually
reduce * imports and expand exports. An individual gets
out of debt by paying his debts; and it is the same with a
nation. But a nation cannot pay large debts by shipping
money. As the analysis of the international exchanges in
the preceding chapter indicates, nations must meet their

*If not actually reduce imports, at least expand exports until they
greatly exceed imports.

26
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obligations abroad with either goods or services—usually the
former. Hence the necessity for Europe to expand exports.

But it may be argued that it is unnecessary for Europe
to wipe out the debt completely. May she not remain
permanently indebted to the United States, permanently
paying interest on borrowed funds? True, but at least
Europe must sooner or later cease to go further into debt;
and if she is to regain financial solvency she must place her-
self in a position where she can at least pay interest on the
debt which is owed. This can be accomplished only by secur-
ing a large favorable balance of trade. No other way of re-
establishing economic equilibrium has ever been invented.

As matters now stand it would require between Europe
and the United States an excess of exports over imports of
about $700,000,000 annually to meet interest charges alone.
And if we assume that the debt, amounting to approximately
$14,000,000,000, is to be paid off in forty years, another
$300,000,000 of exports would be required annually for
sinking funds.

Slow Progress Made

Let us now enquire what progress Europe has been mak-
ing toward securing this necessary favorable balance of
trade. It was, of course, not to be expected that much, if
anything, would be accomplished in the first year following
the end of the war. The prolongation of the peace negotia-
tions, the difficult and tedious task of demobilization, and
the economic prostration caused by the war, combined to
render immediate progress impossible. It was inevitable, in-
deed, that Europe should plunge still further into debt, in or-
der to procure the raw materials necessary for reconstruction.
Until European industries should be restored and the several
nations placed upon their economic feet, so to speak, it was of
course idle to look for a return to a favorable trade position.
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But nearly three years having passed since the conclusion
of the Armistice agreement, it would seem that sufficient
time has elapsed to show results. But even now little progress
is to be recorded. In view of the widespread impression that
Europe has been making remarkable progress toward
economic rehabilitation, the following tables which show
the trade of Europe as a whole with the United States are
significant. The first table shows the trade since the begin-
ning‘of 1920 by quarters.

EUrROPEAN TRADE wITH THE UNITED STATES

(000,000 omitted)

Exports Imports Balance against
1020 toU. S. from U. S. Europe
Ist quarter ..........o.... $344 $1,319 $975
2nd Y i 322 1,044 722
ard ¢ LT 325 048 623
4th e 237 1,070 833
1921
Ist quarter ............... 101 767 576
2nd P 185 520 344

The following figures show the monthly trend since last
autumn:

(000,000 omitted)

Exports Imports Balance against

1020 toU. S. from U. S. Europe
November ................ $82 $357 $275
December ................. 67 389 322

1921
January ....oeiiieiiiniien. 60 327 267
February ......ccevevvenen 55 243 188
March ...oovvviiiininnnnns 77 199 122
April Liiiiiiiiiiiiiiiinn, 69 174 105
May .iveeeiniinieninnnanns 61 177 116

June ...iiiiiiiiiiiiiee. e 55 178 123
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If one studies only the final column in these tables he may
conclude that Europe is making genuine progress toward
trade recovery. Has not the adverse trade balance been
materially reduced since last autumn? This is in fact the
conclusion that has commonly been drawn from these
foreign trade statistics.

But if one gives heed to the other columns as well, he
will find the explanation of the decrease in the adverse trade
balance of Europe, not in a great increase in exports and a
decrease in imports, but in a great decrease in imports >—
exports declining also, though less rapidly. Attending this
great reduction in imports from the United States is a cor-
responding decrease in production in Europe. And—after
a brief lag—this results, among other things, in a further
reduction of European exports. It should require no ex-
tensive analysis to show that if Europe cannot purchase
American cotton and other raw materials, she cannot hope
to maintain the volume of her exports of finished com-
modities. Only in slight degree is the decline in European
imports attributable to the elimination of purchases of lux-
uries and non-essentials. The reduction is common to prac-
tically all lines; and is attributable to the business depression
and the gradual exhaustion of European purchasing power.

British Foreign Trade

The above figures, however, relate only to the trade
between Europe and the United States. Is it not possible
that there has merely been a shifting of trade? That Ameri-
can loss has been the gain of other nations? Statistics of the
foreign trade of leading European nations with the world

?Some allowance must be made in these aggregate figures for the
fluctuations in prices that have occurred. That the decline in recent
months is not mainly attributable to the mere decline in prices is,
however, evident from the fact that the decline in trade has been
rapid since the rate of price decline began to slow down.
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as a whole will serve at once to answer this question and to
reveal the precise trade situation of particular countries.

The table which follows shows the trend of British trade
since June, 1918:

GREAT BRITAIN’S FOREIGN TRADE
(£000,000 omitted)

Adverse
1918 Exports Imports Balance
3rd quarter ............... £127 £317 £190
4th  “f Lol 124 350 226
19019
Ist quarter ........o.000000 147 347 200
2nd LN 187 370 183
3rd e 206 450 244
4th F N 257 467 210
1020
Ist quarter .......... 0000 2905 530 235
2nd E N 342 503 161
ard . ¢ e 370 468 o8
4th O oL, 328 437 100
1921
Ist qUATEEr +vveveereononns 228 308 170
2nd ‘0 Lol 141 264 123

The following are the monthly figures for British trade
since the autumn of 1920:

(£000,000 omitted)

Adverse
1920 Exports Imports Balance
November ................ £119 £144 £25
December ......ceevuiine 97 143 46
1921
January .....ocoiiiiia.. . 93 117 24
February .......ccoevennes 68 97 29
March ...covvviiiiiinnannn, 67 94 27
April .o 6o 00 30
May ceevveienneanianeanas 43 86 43
June® .oiiiiiiieiiiiieian 38 88 50

* Preliminary figures, subject to revision.
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The figures of adverse balance (in the final column) are
here also less significant than the trends disclosed in the
other columns. During 1919 and the first months of 1920,
both exports and imports increased. While British students
recognized that the imports remained disappointingly large,
much satisfaction was derived from the steady increase in
exports. Great Britain appeared to be headed in the right
direction. But in the summer of 1920 the tide turned;
both exports and imports began to decline. The persistency
with which the progressive decline has been maintained is
shown by the monthly figures since last November. The
decline began long before the coal strike. It is at bottom a
reflection of the world-wide depression, although the May
and June figures, of course, reveal the additional disastrous
consequences of the cessation of coal mining. The bottom
was probably reached in June; but there is little reason to
believe that the figures for the ensuing months will greatly
exceed those of April.

In May, 1914, British exports were £42,000,000 and
imports £52,000,000, leaving an adverse balance of only
£10,000,000. Since the present British price level is almost
exactly twice that of 1914, it will be seen that the present
physical volume of exports is only about half what it was
in May, 1914, while the present physical volume of imports
is nearly equal to that before the war. The present exports
are, moreover, scarcely equal to those of the spring of 1918,
when the war strain was at its height.

French Foreign Trade

The facts as to the foreign trade of France are particu-
larly interesting, since they have been so frequently cited of
late as conclusive evidence that France is rapidly recovering
her foreign trade position. The following figures taken from
the Federal Reserve Bulletin, are expressed in 1919 value
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units; hence the fluctuations revealed are those which took
place in the physical quantities :

(In francs, 000 omitted)

Adverse
Exports Imports Balance
1919, monthly average......... 980,966 2,083,272 1,093,306
1920, “ i 1,869,563 2,050,413 1,080,850
1920
August oo, 2,309,508 2,800,453 400,045
September ................... 2,151,573 2,627,876 476,303
October ....ovviiiiiiininnnn. 2,332,552 2,505,445 262,803
November ................... 1,883,508 2,672,178 788,580
December ..............vian. 1,660,806 2,048,257 1,287,361
1921
January .....iiiiiiiienia, 1,882,618 1,082,468 99,850
February ...........ccvvuiun.. 1,800,444 1,613,031 *285,513
March ....oviviiiiiiininies 1,686,426 1,742,908 56,482
April ... i, 1,032,268 1,779,089 *153,179
May** .......... S AN 1,648,635 1,565,508 *83,127
June™ L 1,563,065 1,723,534 160,469

* Favorable balance. .
**The May and June figures are not converted .0 1919 values. Since French
prices now are about the same as in 191y, they would not be materially altered.

It will be seen from the last column that the “great im-
provement” came at the beginning of 1921. It is these
figures of the French trade balance that have been so widely
circulated as conclusive evidence of French recovery. Let
us see how much significance is to be attached to them.

Reference to the imports and exports columns reveals that
the big change in trade balance that occurred in January
was wholly due to a collapse of imports—from 2,948,257,000
in December, to 1,982,468,000 in January. Inthat month ex-
ports also fell somewhat. For the first six months of the
current year imports have been only a little more than half
what they were last summer and autumn. While exports
have held up remarkably well, as compared with those of
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Great Britain, they have nevertheless fallen; in June
of this year they were only about two-thirds of what they
had been last autumn. Do these figures then prove that
TFrance is coming back with giant strides, as has been con-
tended ever: by eminent financiers and statesmen ?

The collapse of imports might, conceivably, indicate that
French purchasing power and French credit have been pro-
portionately reduced. If this is the case, French exports
will shortly show material further declines. The substantial
maintenance of French exports during recent months might
at the same time be explained by the familiar “lag”; the
large volume of raw materials imported in the autumn
would naturally not be ready for export as finished goods
until some months later. The detailed figures of French
imports, in fact, show that the increase of total imports dur-
ing the late autumn of 1920, as compared with August, was
due to increased buying of raw materials; imports of food
and manufactured articles both declining.

Other factors helping to maintain the volume of French
exports to date are the exportation of German coal,
furnished under the Spa agreement, to fill the gap caused by
the British coal strike, and export back to the United States
of American war supplies “‘sold cheap” on credit to France
after the Armistice. Neither of these, of course, bespeak
increasing production in France.

Character of French Imports

The only reasoning that could lead to the conclusion that
the present trade figures of France indicate an improving
economic situation is that the decline in imports represents
a curtailment of foreign purchasing of luxuries, on the one
hand, and of foodstuffs, on the other. Do the detailed fig-
ures show that this has been the case? The data for August

and December, 1920, and for June, 1921, follow:
8
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CHARACTER OF FRENCH IMPORTS
(In francs, 000 omitted)

Raw Manufactured

Food Materials Materials Total
1920, August ...... 723,749 1,171,001 905,613 2,800,453
1920, Dec. ........ 672,861 1,548,681 726,715 2,948,257
1921, June ........ 490,615 871,374 361,545 1,723,534
Decline per cent
since Dec., 1920.. 27 45 50 42

The largest percentage decrease in imports is in manu-
factured articles, which include luxuries. This evidences
curtailed consumption. The next largest decrease is in raw
materials, indicating that purchases of basic essentials for
manufacturing are falling rapidly. The dearth of raw
materials is, however, not being made good by increased
production, as the falling exports witness.

Importationg of foodstuffs were 27 per cent less in June,
1921, than they were in December, and 32 per cent less than
in June, 1920. This indicates some genuine improve-
ment in French agricultural conditions. Agriculture is
not directly affected by business depression, and a decrease
in imports of foodstuffs, in the main, indicates increased
domestic production of foodstuffs. In the year 1920 agri-
cultural production increased considerably as compared with
the year previous. Further improvement would no doubt
have been shown this year had it not been for the unprece-
dented drought. As it stands, however, agricultural produc-
tion in France will probably be smaller than it was last year,
with the result that food imports for the second half of
1921 will not be much less than they were a year ago. The
fact that the Hoover Relief Organization has had to resume
operations in the devastated areas this summer is significant.

The conclusion with reference to French foreign trade,
therefore, is that the data which have been so widely quoted
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as proof of remarkable improvement in France prove noth-
ing of the kind. There has seldom been a more egregious
error in the interpretation of economic data than that which
finds in recent French trade figures evidences of remarkable
improvement in French conditions. The collapse of French
imports, which alone accounts for the “favorable” trade
balance, is apparently due in part to the curtailment of
American export credits; but it is in the main a reflection
of the world-wide business depression. All that can be said
is that French exports have held up surprisingly well as
compared with those of other nations.

Italian Foreign Trade

The following data show the present foreign trade
position of Italy:?

(In lire 000,000 omitted)

Adverse
Exports Imports Balance
1919, monthly average................ 506 1,385 879
1920, “ N 650 1,322 672
1920
August ..vviiiiiiiii i, 532 1,249 717
September ......c.iiiiiiiiiiiiiiiia. 570 1,202 632
October ..ovvvniiiiiiiiiiiiiiinnnnnn. 707 1,126 419
November ......covvviiiivieninninan 731 1,240 509
December ......coviiiiiiiiiiiinnnn. 853 1,501 738
1921
January ... 503 1,166 663
February .......ccviviiiiiiinnnnnnnn. 566 1,320 754
March ..oviiiiiiiiiiiiiiiiiiiiannn. 560 1,503 934
APl i e e 586 1,346 760

It should be noted first that Italian exports this year are
only a little larger than in 1919, and that they are now run-
ning considerably less than the average for 1920. More-

* These figures refer to 1919 value units.
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over, they have fallen very materially since the peak was
reached last autumn. This in spite of the fact that the
process of inflation has not been so definitely checked in
Italy as in France.

The second point to be observed is that the Italian trade
balance has not, like that of France, improved in recent
months, This is because the imports have not as yet shown
any tendency to decline, doubtless because of the persistence
of inflation in Italy, the data on which will be presented in
Chapter IV.

Swedish Foreign Trade

The following trade data for Sweden may be taken as
typical of those for the neutral countries of Europe. All
figures are computed on the basis of 1919 value units.

(In kronor, 000,000 omitted)

» Adverse
Exports Imports Balance
1919, monthly average............. 131 211 8o
1920, “ e 191 281 90
1920
AUBUSt oovvvrvnrniniiiiniiieniinens 230 308 78
September ........iiiiiiiiiiinn 233 325 02
(0105] <) ST 218 299 81
November .....ovevvirenneeerannns 177 228 3
December ....cocvviiiiiiiiiiiin, 171 197 26
1921
January ...eeiiiiiiriiiiiiieieisees 91 122 31
February «ooveevveveeneinenneennes 89 116 27
March ..ovveriiiiiinineinnnnnnnns 75 99 24
April i 69* 106* 37

* Provisional estimate.

The balance has been reduced somewhat, but only be-
cause the imports have fallen a bit more than the exports.
The significant thing is that Swedish trade in general is
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stagnant. The neutral countries generally have suffered
quite as much from the world-wide depression as have the
belligerent nations.

Discussion of German foreign trade is reserved for the
chapter on Germany’s ability to pay. It only remains to
state that the trade of the other former Central Powers has
suffered greatly this year, as has also that of Russia, Poland,
and the other states created by the peace settlement.

The conclusion of the chapter is, clearly enough, that
European trade this year has, on the whole, been very much
less satisfactory than it was in 1920. According to the
foreign trade index, Europe is not as yet coming back; on
the contrary, the real economic aftermath of the war is now
making itself felt.



CHAPTER 1V
NATIONAL DEBTS

Past Fiscal Policies

Like Dickens’ genial Micawber, who optimistically pre-
sented his 1.O.U.’s in fancied “settlement” of his steadily
mounting obligations, a very considerable percentage of the
human race is strangely oblivious of the inevitable conse-
quences of unrestricted debt accumulation. No matter how
great or how pressing the obligations, there is always an
abiding faith that something is sure to “turn up”” which will
afford a breathing spell and provide an opportunity for
making the necessary preparation for an adjustment of one’s
financial relatio®®. And in the case of government debts
there is far greater indifference to consequences than with
private obligations. It is hardly too much to say that the
great majority of people assume, instinctively as it were,
that a rapid growth of government debts is a matter of little
moment. When obligations fall due, renew them; then go
right on accumulating more.

One of the hardest lessons society has ever had to learn
is that government revenues must be made to equal govern-
ment expenditures if ultimate financial disaster is to be
avoided. The lesson, however, appears to have been fairly
well learned, except in Mexico and numerous countries of
Central and South America, by the end of the nineteenth
century. All of the leading national governments of the
world, and most state and municipal governments, raised
revenues sufficient to meet expenditures. While accumulated
debts were seldom reduced, they were nevertheless under
control; they were not allowed to increase regardless of the

38



NATIONAL DEBTS 39

adequacy of revenues for the payment of interest thereon.
Financiers and economists were reasonably content with this
feature of government fiscal management.

When Alexander Hamilton assumed control of the
finances of the Republic in 1789, he found it necessary to
reckon with the fact that one of the chief causes of the
American Revolution had been the insistence of colonial
governments on their inalienable rights to issue bills of
credit and acquire debts without consent of the mother
country. He also found that the strongest opposition to
the adoption of our federal Constitution came from those
colonies which had experimented most with the government
printing presses. They strongly opposed giving to the
federal government the power to coin money and regulate
the value thereof. And many years later, in the fourteen
years following the Civil War, a struggle took place to
determine whether the United States government should be
allowed to issue United States notes or greenbacks as a
means of getting something for nothing. However, in the
years immediately preceding the Great War, unsound gov-
ernment financial methods had given way before the accumu-
lated wisdom derived from the disastrous experiences of
the past.

Lessons Unlearned

The war has, however, turned backward the clock of
time. Society appears to have unlearned the lessons it was
believed to have mastered. With barely an exception,
European governments have made no real effort since the
war to adjust expenditures to income; and there has been an
amazing popular indifference to this appalling fact. It is,
moreover, not merely national governments that have fallen
into evil ways; European states and municipalities without
number have followed a similar course. And Europe is not



40 THE SITUATION AS IT REALLY IS

alone in pursuit of this folly, as anyone may see who will
take the trouble to scrutinize the financial status of New
York and Chicago, the two largest cities in the United
States.

It is not merely because it is extremely difficult to balance
budgets that governments fail to do so. It is almost as
much because the lessons of sound finance have been for-
gotten. Interestingly enough, it is not the uneducated
classes alone who are responsible for the present disregard
of corréct principles of government finance. An amazing
number of prominent government officials and men of affairs
were swept off their feet by the events of the war. At the
time of the Armistice there was no end of prediction in
Washington and London and Paris that there was no pos-
sibility of a post-war era of depression and hard times,
because society had learned how to make effective use of
that marvelous economic phenomenon known as credit. The
staggering volume™bf credit operations during the war had,
in fact, quite turned the heads of many, if not most,
statesmen.

Society had not learned to use credit effectively; it had
rather re-learned how to abuse it. The three years that
have elapsed since the Armistice have in public, as well as in
private, finance been marked by a credit debauch that is
hardly paralleled in history. The appalling consequences
of the policies that have been pursued are now revealed
in the disillusioning figures of government debts and
government budgets.

British National Debt

The following table,! shows the debt of Great Britian
before the war and since the close of hostilities (in pounds
sterling) :

* The Economist, March 28, 1921.
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Total Debt
1014, AUZ. ..ivvinnininenneennennns £ 700,000,000
1918, Nov. ...vviiiniiiniiinennnnn, 7,120,000,000
1919, Mar. ..o.iiiiiiiiiiiiiiiean, 7,481,000,000
1919, Dec. vvviiiiiiiiiiiiiiii 8,079,000,000
1020, Mar. ...ttt 7,876,000,000
1021, Mar, ..ovieiiiiiiiiiiiiiiae 7,630,000,000

It will be seen that during the war the British debt was
multiplied tenfold. After the war the debt rose, in 1919,
£600,000,000; but in 1920 and 1921 it declined slightly. It
is clear that the expenses of government were then being
met by taxation. 2

The question presents itself, however, whether the heavy
burden of taxation which the British public is enduring is
not seriously impeding the economic life of the nation. This
issue will be subsequently considered in an analysis of the
uses to which the national income of Great Britain is now
being devoted. It will there be shown that the burden of
debt, together with other government expenses and unem-
ployment insurance, are not only absorbing all the funds
ordinarily available for new capital development, but are
actually preventing the maintenance of the existing industries
of the nation.

Some measure of alleviation from taxation in Great
Britain might come if the Allied nations paid the
£1,800,000,000 they owe Great Britain; but the chance
that any of the Allied nations will be able to pay these
debts is indefinitely remote. Indeed, the tentative proposal
of Great Britain looking towards a cancellation of all inter-
Allied debts arising from the war, affords evidence that she
is not counting upon any positive fiscal relief from this
source.?

For the estimates for 1922, see page 47. .
® That Great Britain would have nothing to gain from an all-around
cancellation of debts, may be seen from the fact that while the British
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Indebtedness of French Nation
Let us now turn to the figures of French national in-
debtedness. The following table * shows the effects of the

war (in francs, the foreign debts being estimated at current
rates of exchange) :

(In francs)

Total Debt
1914, July 31....ceiivinininin.. 34,188,000,000
1988, Dec. 31.....cvvivivinnnnnn. 151,122,000,000
1919, Dec. 3I.....civvvvniiinnnnn 240,242,000,000
1020, Sept. 3T ciiueiennneneennnns 285,836,000,000
1921, Feb. 28.........ccciiia... 302,743,000,000

The French debt before the war was the largest of any
of the national debts, per capita. In terms of percentage
of national income, it also constituted one of the largest
debts in the world.®> This huge debt was multiplied during
the war five times ; arfd it has been exactly doubled since the
Armistice. In the single year, 1919, the debt increased 89
billion francs. This increase must, in justice, be charged in
no small degree to war expenditures incident to demobiliza-
tion and the liquidation of war contracts.

But in the fourteen months following 1919, the debt
rose from 240 billion francs to 302 billion francs, an increase
of 62 billion francs, or almost twice the total of the enor-
mous debt of 1914. Some of this amount is supposed to be
recoverable from Germany through reparation payments.
The budget for 1920 allowed for 20 billions “recoverable”

war debt to the United States amounts to £1,141,000,000, the debts of
other Allied nations to Great Britain amounts to £1,731,000,000, which
sum is exclusive of colonial obligations, amounting to £119,500,000.
(League of Nations, International Financial Conference, Brussels, 1920,
Paper IV, Public Finance, page 21.)

*La France Financiere et Economique, Tome I, page 305; Projet
de loi du Budget, 1920, pages 162-3; Ibid., 1921, pages 12, 13, 184, 18s.

® Italy and Japan were the only other nations with as high a ratio of
debt to income.
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from Germany, and the 1921 budget for 16 billions. Thus
for the fourteen months from January 1, 1920, to March 1,
1921, the total of such recoverable sums was about 23
billion francs. This leaves 39 billion francs (62 billion—
23 billion francs) as the net increase in the French debt for
the fourteen months ending March 1, 1920, for which the
French people must stand responsible.®

Whether France is likely, in fact, to recover the other
23 billions from Germany must be left for later considera-
tion.” It will suffice here to say that payments by Germany
in the immediate future are not likely to result in any reduc-
tion of the French debt. The agreement entered into at
Spa, whereby Great Britain was permitted to value sur-
rendered German ships at the price at which the British
government should eventually sell them, and the decision of
the Reparations Commission to charge France at once with
the total value of the coal mines of the Saar, together result
in giving practically all the actual money accumulated in the
Treasury of the Reparations Commission since May 1, 1921,
to Allied nations other than France.

Foreign Debt

Much has been made by some people—even by American
financiers—of the decrease in the French foreign debt during
the last year or so. The decrease is approximately from
35 billion to 33 billion francs. This reduction, however, was
not accomplished as a result of genuine saving in France.
The French budget did not afford a surplus to be used for

®The figures for French foreign indebtedness are usually computed
in terms of current exchange rates, and, since French exchange fell
during the period in question, not all of the increase is attributable
to the excess of government expenditures over receipts. Perhaps 10
per cent of it is due to the fall in exchange rates, which affects the
value of the foreign indebtedness.

" See Part II.
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this purpose; nor did French foreign trade yield a favorable
balance available to pay off foreign debts. It was merely
accomplished by a shifting of obligations, by proportionately
increasing the domestic debt.

Now it may possibly be good policy thus to reduce the
French foreign debt at the expense of the domestic debt, but
let no one be deceived thereby and led to believe that such a
reduction in the foreign debt is evidence of fundamental
improverment in French conditions.

As to the immediate future, it will be shown in a study
of the French budget that there is certain to be a further
large increase in the French debt during the current year.

These persistent increases of French national debt are
obviously due to the reluctance, or inability, of the French
government to raise sufficient revenue to meet expenses. The
French people, unlike the British, are not yet shouldering the
burden of war andspost-war costs. They are still attempt-
ing to postpone the evil day.

National Debt of Italy

The following table shows the Italian national debt
before and since the war :8

(In lire)
Total Debt
1913, Dec. ...ovvviviiiiiiiiinn, 15,000,000,000
1919, Dec. ..ovvvviiiiiiiiiiint, 84,000,000,000*
1020, JUNE ..uvvvinenrnnnnnennnns 05,000,000,000
1020, Dec. .....ciiiiiiiiiiiiienn 100,000,000,000

* League of Nations International Financial Conference, Brussels, 1920.

It appears from these figures that Italy’s national debt
increased during the war more than five times. Moreover,

®*From the Federal Reserve Bulletin, May, 1921.
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since the war the debt has increased further in an alarming
fashion. Thus the Italian situation is the replica of that in
France. Italy has obviously not as yet demonstrated her
financial solvency.

National Debt of Germany
Germany’s national debt is as follows :®

(In marks)
Total Debt
1014, July  Teeoeeiureiniiieiiiiiiiiii i 5,300,000,000
1018, DEC. 3Ieiutirivnrenierruernronesonssnnrennsaens 140,000,000,000
10109, DeC. 3I.uciueiiniiiiiiiiiieiiieninieieeieennnas 197,000,000,000
1920. Oct. 27:*°
Funded and floating debt including
interest on railroads taken over
from federal states, etc........... 287,000,000,000
Compensation to German citizens

arising out of the Peace Treaty... 131,000,000,000 418,000,000,000

The German government financial statements are so
complicated and so obscure that it is impossible to find out
the precise status at any given time. Taking the above
figures, however, as approximately exact, what conclusion
may be drawn? With government debts expanding by
billions of marks monthly, it cannot be said that Germany
has as yet demonstrated her capacity, or willingness, to live
within her means. In view of the greater rapidity with
which the German debt is increasing, Germany may be
said to be one step further down the scale of financial
instability than are France and Italy.

*League of Nations, Brussels International Financial Conference,
1920, Paper IV, Public Finance, page 21.

“EFrom General Report on the Industrial and Economic Situation
in Germany, Department of Overseas Trade, London, 1920, page 57.
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Other European Countries

Little would be gained by a study of the debts of other
European countries. It may merely be stated that the neutral
countries are infected with the same virus. This has been
particularly the case since the war. The total debt burden
in most cases is, however, not as yet of staggering
dimensions.

As for the other countries of central and eastern Europe,
figures of indebtedness which they furnished are so pre-
posterously rinadequate that it is useless to attempt a precise
statement of the indebtedness of each. One may suspect
that the governments of these countries do not even know
the exact volume of their present debts. But it is known
that in many of them the debt figures have now reached
totals, as expressed in terms of their depreciated currencies,
that are almost meaningless. There can be no doubt that
they are much further down the scale than France or Ttaly
or even Germany. « ¥

The conclusions to be drawn from the data given above
are plain. Until the various European nations stop increas-
ing their debts, they will not have evidenced their financial
solvency. Until they demonstrate that they are able to raise
each year sufficient revenue to meet running expenses, one
cannot logically contend that European countries are con-
valescent and on the highroad to financial recovery.



CHAPTER V
NATIONAL BUDGETS

British Budget

Throughout the discussion of national debts we were
face to face with the question of national expenditures and
national revenues. Before the full significance of the
present European fiscal situation can be appreciated, we
must give careful consideration to the question of govern-
ment budgets. Mounting public debts result from unbal-
anced government budgets—from government deficits. If
we are to discern the future we must therefore ascertain the
extent of the present fiscal deficits in the various European
countries, and appreciate the extreme gravity of the taxation
problem with which each is confronted. This will consti-
tute the subject for discussion in this chapter.

How difficult, even impossible, is the task of balancing
budgets in most European countries—unless correct princi-
ples are substituted for the aimless policies that now control
the administration of national finances—can only be appre-
ciated by a look at the precise figures of the various
European budgets at the present time.

Attention will first be directed to the British budget, by
far the most cheerful one to be considered. The figures
for the years since the war are as follows:

Revenue Expenditures Deficit
1019-1020 +eveveseen £1,339,571,381 £1,665,772,028 £326,201,547
1020-1921 .ecerecens 1,425,085,000 1,195,428,000 230,557,000%*
1921-1922% ......... 1,058,150,000 074,023,000 84,127,000%*
* Estimated.
** Surplus.

47
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Real Situation

It would appear from these figures that Great Britain
succeeded in 1920-1921 in balancing her budget, and that
a surplus of £230,552,000 was available for debt reduction.
The estimates for 1921-1922 indicate a further surplus of
£84,127,000. It would seem, therefore, that Great Britain
was in a satisfactory financial position, making slow but
certain progress toward a reduction of the national
indebtedness.

The British financial situation is not, however, so favor-
able as the above figures indicate. In the first place, the
surplus of 1920-1921 is more nominal than real. In all
other European countries, as will be seen, sufficient taxes
have not been levied to balance the budget, and as a conse-
quence the governments have had to borrow the amount of
the deficits. In Great Britain heavy enough taxes have been
levied to balancw the budget; but it appears that many
persons have borrowed funds from the banks in order to
pay their taxes. The following quotation from the Right
Hon. R. McKenna, formerly Chancellor of the Exchequer
and now head of the great London Joint City and Midland
Bank, Ltd., indicates what has occurred in Great Britain :

“Our (taxation) experience during the last year has
taught us that there is a limit beyond which trade and in-
dustry cannot be burdened without grave danger to their
strength and permanence. That limit is passed when traders
are forced to borrow from their banks in order to meet
their liabilities to the tax collector; and it is a fact that no
inconsiderable part of the expansion of credit during the
year which has just elapsed was due to this cause.” !

The British method of having the taxpayers do the bor-
rowing rather than the government, is doubtless superior to

*London Joint City and Midland Bank, Ltd., Monthly Review,
January, 1921, page 5.
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the continental method of government borrowing to make
ends meet; for there is less danger of abuse of government
power—less incentive to extravagance. But no one should
be misled into the conclusion that Great Britain’s finances
are in an altogether satisfactory condition.

The estimated figures for 1921 also require some con-
sideration. It appears that certain additional liabilities not
included in the official budget will convert the £84,000,000
of estimated surplus into a deficit of £82,000,000.2 The
severe business depression will also affect the budget in a
twofold manner: (1) by increasing expenditures, mainly for
unemployment insurance; and (2) by greatly reducing the
receipts from taxation. Unless the British people borrow
tax money much more extensively from the banks than they
did last year, there is little doubt that this year will show a
substantial deficit. One need not be surprised if it should
amount to well over £100,000,000.

French Budgetary Situation

It is a matter of common knowledge that France has not
been able since the war to make financial ends meet. That
is to say, expenditures have continually been greatly in excess
of revenues, the differences being secured through further
borrowing—in part from the general public through the sale
of bonds and in part from the Bank of France. The
following figures reveal the general situation:

(In francs)

Receipts* Expenditures Deficit
(0 { JERURN 11,480,000,000 49,132,000,000 37,652,000,000
(0710 SN 19,735,022,000 45,987,358,000 26,252,336,000
1921 ...l 23,262,969,977 46,321,413,889 23,558,443,912

* Prom taxes and miscellaneous sources, not including loans.
** Estimated.

2 Ibid., April 30, page 2.
4
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The figures given in this table are not guaranteed to be
accurate. There has been so much manipulation of figures
and so much loose accounting in the presentation of French
budgetary information that it is impossible for any outsider
to ascertain the exact situation. No one who has not
examined the detailed figures can have any conception of
the extraordinary nature of the accounting legerdemain
that is found in the Budget Général. The French budget
has al(;vays been very difficult of precise interpretation; since
the war it has been impossible. Only one conclusion may
with safety be drawn from the figures as presented, namely,
that they do not exaggerate the amount of the deficits.
Moreover, the original estimates are usually greatly exceeded
in the final reckoning, as the amount of the increase of the
French debt indicates.

Extraordinary fudget

In order to gain a clear understanding of the French
financial situation at present, it will be necessary to consider
the figures of the IFrench budget for 1921 in some detail.
There are divers and sundry parts of the French budget,
named in such a way as easily to lead to quite erroneous
conclusions. For the 1921 expenditures they were as
follows :

(In francs)

Ordinary budget .......ccvvvanens 23,204,376,787
Extraordinary budget ............ 3,253,200,301
Special “recoverable” budget...... 15,317,184,700
Special budget ......coiieiiienannn 505,527,763
639,753,400

Budgets annexes ...oceeesecessans 2,621,361,758
g 600,000,000

Total .ieviiiierrennnncennns 46,321,413,880

*Data taken from Budget Général de I’ Exercice, 1921; and Journal
Official de 1a Republique Francaise, Lois et Decréts, 1921.
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These numerous budgets require explanation. It is
often insisted that France really balances her budget since
the revenue is equal to the ordinary budget; it is only the
extraordinary and other budgets on which France is in
arrears. But the fact is that the true definition of the ordi-
nary expenditure is such expenditure as it is believed can be
balanced with revenues. Whatever the estimated revenues
are in any year, that is (approximately) the ordinary expen-
diture. If one’s income is $10,000 per year and his
expenditures are $12,000, let him comfort himself by saying
that his ordinary expenditures are only $10,000—that the
additional $2,000 is extraordinary.

There might be some point to this method of budgetary
accounting if the so-called extraordinary expenditures were
in any sense special or temporary. The truth is they are
not temporary; they are distributed among all the regular
departments of government and there is not the slightest
evidence that most of them are not of steadily recurring
kind. Indeed, the evidence that this extraordinary budget
is a mere subterfuge is found in the fact already mentioned
—that the ordinary budget is always made to coincide with
the volume of estimated revenues.

It must, therefore, be concluded that for the current year
the French budget—exclusive of the special and annex
budgets, which will be considered presently—fails to balance
by at least the amount of the extraordinary expenditures,
namely, 3,253,209,391 francs. We say by at least this
amount, since it is possible that the revenues will fall short
of the estimates and that the expenditures will exceed the
estimates. The present estimates of revenue were made
before it was clear how serious would be the effects of the
business depression and the declining price level upon mone-
tary profits and incomes. As a matter of fact it is already
acknowledged in France that the revenues will fall much
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below the original estimates. The sales tax has been most
disappointing, yielding less than 50 per cent of the estimates;
and there is the greatest difficulty in collecting other taxes.
Last year’s tax revenues amounted to 17,387,390,100 francs;
and there is certainly no present reason for believing that
this year’s totals will exceed this amount. If this proves
to be the case, the deficit for the ordinary and extraordinary

accounts will total about g billion francs.
4

Other Budgets

Still postponing consideration of the special “recover-
able” budget, we find three budget annexes, amounting
to a total of 3,261,115,158 francs. The first of these,
639,753,400 francs, represents advances of the Treasury
for the operation of the state railways. The second,
2,621,361,758 franco, is for administrative expenses in con-
nection with thé’manufacture of moneys and medals, gov-
ernment printing, the legion of honor, etc. The third,
600,000,000 francs, is for material ceded to foreign
countries. This presumably includes munitions and supplies
to be furnished to Poland. These annex budgets increase
the total deficit to more than 12,500,000,000 francs.

Of much greater importance are the “special” budgets.
The second of the two, for 595,527,763 francs, is for the
“maintenance of troops of occupation in foreign countries.”
The first, for 15,317,184,790 francs, is supposed to be re-
coverable from Germany under the terms of the Peace
Treaty. It includes appropriations for war pensions and for
the reconstruction of the devastated areas, including admini-
strative expenses incident thereto. If these deficits be added
to the others already discussed, the total for this year be-
comes more than 28 billion francs.

Since the Armistice, deficits in connection with recon-
struction activities have been rapidly accumulating. Funds
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for reconstruction, as well as for the payment of pensions,
etc., are advanced by the French government on the theory
that reparation receipts will eventually suffice to wipe out
these accounts; hence the terms “special” and “recoverable.”
It will later be shown, however, that very little of the money
expended by France for the reconstruction purposes or for
pensions will ever be recovered.*

But if one prefers to give France the benefit of an un-
reasonable doubt and to assume for the moment that the
“recoverable” budget will ultimately be recovered, the French
deficit for the year still stands at about 13 billion francs.

Additional Obligations

Indeed, it appears certain that even this stupendous
figure will not tell the whole tale. According to an eminent
American financier, who has devoted several months to a
study of the French economic and financial situation, the
Senate Commission of France estimates that in addition to
the ordinary and extraordinary and recoverable budgets
“the Treasury must find 18 billions more to provide for
supplementary credits, stipulated repayments of external
debt, arrears of payment on previous budgets, deficits on
special services, reduction of advances from the Bank of
France, and a billion francs of advances on the railways.”

Some of these items apparently duplicate those in the
budget annexes already mentioned, and some of them repre-
sent new obligations created for the reduction of old ones.
But they are not all duplicate items; and if we may judge
from the experience of the last two years, they will consti-
tute very heavy additions to the deficit for the year. The
financier in question estimates the total French deficit for the
year 1921 at 35 billion francs, less whatever may be re-
covered from Germany. These figures are, moreover, based

*See Part II on reparations.
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on the assumption that the estimated revenues for the year
are not exaggerated.

It is, however, impossible to arrive at any very precise
estimate of the probable extent of the French deficit this year.
Twenty billion francs, exclusive of the 15 billions “recover-
able,” does not, however, appear to be an excessive figure.
This would add 20 billion francs to the French debt in the
third year after the war; and if Germany does not pay, it
would add 35 billion francs.

It should be remembered also that the French budget
figures do not include interest charges on the huge foreign
debt of France, incurred during the war. Payment of
interest on inter-Allied debts has been indefinitely postponed.

Belgian Finances

The conditiqp of the Belgian budget is very similar to
that of France. In the year 1920 the total expenditures were
8,578,454,000 francs and the revenues 3,020,702,000 francs,
leaving a deficit of 5,557,752,000 trancs.® The estimates
for 1921 call for expenditure of 9,689,742,307 francs and
revenue of 5,108,053,222 francs, giving a deficit of
4,581,680,085 francs. The detailed figures are: ¢

(In francs)

1. Ordinary; Deficit

Expenditures ...........cc...... 3,802,840,602

Revenue ....oovevvivninnennnnnnns 3,110,227,222 683,613,470
2. Extraordinary:

Expenditures .........co0iviinnnn 3,127,605,765

Revenue ....ovveqeinieeinnnnnies 1,692,074,000 1,435,621,765
3. Under Treaties of Peace

Expenditure recoverable ......... 2,759,565,850

Reparations paid ............... 296,752,000 2,462,813,850

0 Y PPN 4,582,049,085

®League of Nations International Financial Conference, Brussels,
1920, Vol. III, page XI.

*For the year 1921 the figures are estimates. Data taken from
The Economic Review, April 8, 1921, page 395.
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Here is the same major classification of expenditures as
in France, the same effort to make things appear better than
they are. It will be noted, however, that in this case even
the ordinary budget does not balance.

The German Budget

In view of the widespread expectation that the budgets
of Allied nations are to find relief from the receipt of German
reparations, much importance attaches to what has tran-
spired in Germany since the Armistice in the matter of
government finances. Attention may, therefore, be called
to the following figures:

(In paper marks)

Expenditures Receipts Deficit
10207 ...iiieenn 51,892,363,000 27,770,000,000 24,122,363,000
1921° .......... 110,200,000,000 40,000,000,000 71,200,000,000

Discouraging as these figures are, they do not tell the
worst of the story. They are but preliminary estimates of
expenditures and revenues; and in consequence of the dis-
ordered economic life of Germany, the estimates have to be
radically changed almost from month to month. The final
figures, therefore, always greatly exceed the estimates, as
the statistics of mounting indebtedness clearly show. For
example, between September 20, 1920, and October 27, 1920,
the “floating” debt increased by g billion marks, an increase
at the rate of more than 50 billion marks per annum.? This
compares with the estimated deficit for the entire year of
only 24 billion marks. From April 1, 1920, to April 1, 1921,

"League of Nations International Financial Conference, Brussels,
1920, Paper III, page XI.

® General Report on the Industrial and Financial Situation in Ger-
many in December, 1920, Department of Overceas Trada nf (Crans
Britain, 1921, page 58.

Ibid., page 57.
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the floating debt appears to have actually increased by the
staggering sum of 74 billion marks.*?

Moreover, these budgetary figures do not include all the
items of government expenditure. For example, they do
not include 131 billion marks expended for compensation to
German citizens arising out of the Peace Treaty, i.e., for the
ships of the mercantile marine, the liquidation of German
property abroad, the delivery of war material, etc.1* Nor do
they include reparation payments that Germany has agreed
to make, which, on the basis of exchange rates in June, 192T,
would add 60 or 70 billion paper marks to the annual
budgetary requirements of Germany.

Other Countries
Other European budgets in 1920 were as follows :12

" (000 omitted)
Ratio of
Recepts to
Expenditures Receipts Deficit Expenditures

Ttaly......ooooiennn 28,450,000 (lire) 0,520,000 18,030,000 33%
Austnia.............. 33,194,000 (kronen) 20,655,000 12,539,000 63
Hungary............. 20,210,748 (kronen) 10,539,947 9,670,801 52
Greece..oovveernnnn.. 1,874,003 (drachma) 636,325 1,237,678 34
Portugal............. 235,525 (milreis) 110,414 125,111 47
Bulgaria ............. 2,994,903 (liva) 1,803,000 1,191,003 60
Czechoslovakia .. ... . 10,416,771 (kronen) 7,750,771 2,666,000 74
Pmland.............. 1,163,968 (marks) 778,717 385,251 67
Poland............. . 15,189,679 (marks) 3,127,625 12,062,054 21
Holland.............. 724,192 (guilders) 615,183 109,000 84
Norway.eoeienvnnnn.n 584,085 (kroner) 529.937 54,148 89
Sweden.............. 890,888 (kronor) 852,027 38,861 05
Spain.... ........... 2,403,730 (pesetas) 1,842,721 561,000 71
Switzerland .ovvenen ... 604,066 (francs) 385,400 218,666 64

*Federal Reserve Bulletin, July, 1921, page 808.

™ General Report on the Industrial and Economic Situation in Ger-
many in December, 1920, Department of Overseas Trade of Great
Britain, 1921. Compare also with the statistics of Germany indebted-
ness given on page 45 above.

™ These figures are all taken from Proceedings of the League of
Natio?(sI International Financial Conference, Brussels, 1920, Vol. III,
page XI.
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These are the figures for every country of any conse-
quence in Europe for which relatively complete data are
available. It will be seen that not a single nation outside of
Great Britain even nominally balanced its budget in 1920.
Even the neutrals are not making ends meet. It should be
added that these figures are estimates only ; and that in many
cases, especially in central and eastern Europe, the final
returns will show very much larger deficits than these pre-
liminary figures would indicate.

In the year 1921, moreover, the deficits will doubtless be
larger than in 1920, with scarcely an exception.’® As in the
case of Great Britain and France, the finances of almost all
European nations are this year suffering severely because of
the business depression. Receipts from taxation will fall
below the estimates; and in most nations expenditures will
be enlarged in consequence of the increased volume of
unemployment insurance that must be paid.

The Burden of Taxation

One of the simple formulas which one hears advanced as
a solution for the European fiscal problem is that nations
must raise their taxes and courageously shoulder the burdens
of war cost. It will be instructive, in the light of this sug-
gestion, to consider just how heavy a taxation burden would
be required in some of the leading European countries if
budgets were to be balanced by the process of raising taxes.

In the United Kingdom, according to recent estimates
made by Edgar Crammond,'* a British statistician, the cost
of national government in Great Britain in 1920 absorbed

® An exception may perhaps be made for Italy,'where inflation has
been continued. This means, merely, that Italy has yet to face the
music.

“In an address before the British Institute of Bankers, in June,
1021; published in the London Times, June 28, 1921. For further dis-
cussion of Crammond’s analysis, see page 132.
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approximately 23 per cent of the national income. That
is to say, out of every $100 earned by the British people,
$23 went to the government in taxes. Mr. Crammond
further calculates that in view of the great shrinkage in
national income in consequence of declining values and the
business depression, it will require this year approximately
32 per cent of the national income to pay the cost of govern-
ment. He adds that “no great industrial nation which has
such urgent need of capital as Great Britain and whose
capital reserves have been so severely weakened by a great
war could possibly afford anything approaching 32 per cent
of the entire national income for national services without
endangering the whole economic fabric. For four months
of the year we should all be working simply for the purpose
of paying the cost of government and imperial defense.”
As we have already seen, Great Britain will probably not
be able to make gqds meet this year.

In France the total expenditures, including those for
pensions and reconstruction, will this year exceed 40 per
cent of the national income. Exclusive of the supposedly
“recoverable” expenses, the expenditures will be at least 30
per cent of the national income. Present French tax receipts
equal only 18 per cent of the national income.’® The Italian
situation is similar to that of France. In 1920 the expendi-
tures equaled 30 per cent of the national income; while the
revenues were only 13 per cent.!®

As regards Germany, and the countries of eastern
Europe generally, because of the paucity of reliable data,
it is impossible to compute with any degree of accuracy the
percentage of national income that would be required to meet
the present expenditures. The League of Nations Financial

* League of Nations International Financial Conference, Brussels,
1920, Paper IV, page 15.
* Ibid., pages 15, 16.
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Conference puts the 1920 expenditures of the national gov-
ernment in Germany at 23 per cent of the national income
and the revenues at 12 per cent.!” But as we have seen in
the analysis above (page 55), the German budget figures
are by no means inclusive, even apart from reparations.
Including reparations, there is little doubt that more than
50 per cent of the national income of the German people
would be absorbed to meet the present expenditures of the
German national government alone. The various state and
municipal expenditures—which are more important under
the federal governmental systems of Germany and the
United States than they are under the more highly central-
1zed systems of France and England—constitute a heavy
additional burden.

Question of Further Tax Increase

In contemplating these figures of taxation burden, it
is important to remember that the less the national income
per capita in any country, the more heavily weighs the load
of taxes. Wealthy nations like the United States and Great
Britain might bear a taxation burden equal to 25 per cent of
the national income, while such a ratio might prove impos-
sible in poorer countries like France and Italy. The extent
of the variation in tax-paying power in different countries
may be seen from the following estimates of national income
in 1920:1® the United States $700; the United Kingdom
$445; France $265; Italy $130; and Germany $103.

The taxes collected by the federal government in the
United States in 1920 equaled only about 8 per cent of the

¥ Ibid.

8 The figures are all taken from League of Nations International
Financial Conference, Brussels, 1920, Paper IV, page 15. Later
(authoritative) estimates for the United States show only a little over
$600 per capita. Because of the shrinkage in values, 1921 figures will
everywhere be greatly reduced.
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national income. Notwithstanding our relative affluence as
a nation, our business and financial interests regarded this
load as utterly ruinous, destructive to all initiative, and
promotive of rapid economic deterioration. While our busi-
ness community has probably somewhat exaggerated the
magnitude of the existing taxation burden, contemplation of
the American agitation for fiscal relief helps one to under-
stand how the impoverished peoples of Europe must regard
their faxation problems. It makes one question whether any
further increase of taxation is politically, or economically,
possible. Indeed we shall find in subsequent discussions that
doubt of European ability to increase taxes—at least to
anything like the extent that would be required to meet
present expenditures—is well-founded. 1?

Now if budgets cannot be balanced by raising taxes, the
only other alternative is to reduce expenditures. This
method has, of 'E:?ourse, also been urged upon the statesmen
of Europe. Indeed, the full formula for fiscal reform is
usually to increase taxes and decrease expenditures simul-
taneously, so as to bring income and outgo into the necessary
equilibrium. How difficult, nay how impossible, it is to
reduce governmental expenditures materially so long as
present conditions, both political and economic, exist, will
also be revealed in a subsequent discussion. For the moment
we must be content with a mere statement of the two-horned
dilemma.

Burden of Domestic Debts

There is a widespread impression, however, that the inter-
nal or domestic debts of a country do not constitute a real
burden on the people. Is not the money that is turned over
to the government in the form of taxes paid back to the

» See Chapter X on economic and social disintegration.
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people themselves in the form of interest on the public debt,
in pensions, etc.? Now it is undoubtedly true that the in-
terest on the domestic debt and other domestic expenditures
accrue to the people of any given country in the form of
revenue. But the trouble with the foregoing impression is
that the particular individuals who pay taxes do not usually
receive back in interest, pensions, etc., anything like the
precise amount of funds that they have parted with in the
form of taxes. Some receive a great deal more from the
government than they pay to the government; others receive
a great deal less. It thus involves a wholesale redistribution
of wealth. This is, no doubt, particularly the case in a
country such as Great Britain where the tax burden on the
well-to-do classes is extremely heavy and on the poorer
classes relatively light.

What happens under such circumstances is that one class
of the community furnishes the means whereby another
class is enabled to live in idleness—partial or complete. A
very large percentage of government expenditures goes for
past services, in the form of pensions, or as interest on funds
loaned to the government. Those who receive the funds are
no longer rendering a quid pro quo.

In a country such as France where the national income
is more evenly distributed and where the tax burden is more
equitably laid, this effect of a huge domestic debt is not so
great. But if France were to undertake the task of increas-
ing taxes sufficiently to balance her budget, even there the
burden on the well-to-do class would have to be tremendously
increased. Even there, moreover, no small percentages of
the government expenditure goes to reward past services and
thus to permit people to live without exerting present
economic effort.

The most serious result of unbalanced budgets and
mounting national indebtedness is the effect upon the banking
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and monetary systems of nations, and thence upon the whole
economic organization.  National budgets, persistently
unbalanced, will ultimately wreck the entire financial and
economic system. Just why and how must, however, be
left for elucidation in subsequent chapters. 2°

*See Chapter VI for a general discussion of European banking
and monetary systems; Chapter VII for the effects of unbalanced
budgets upon the German financial system; and Chapter X for a dis-
cussion of the difficulties involved in balancmg budgets and of the
effects thereof upon the whole social and economic fabric.



CHAPTER VI
THE EUROPEAN MONETARY SITUATION

European Central Banks

There has been no end of discussion in the literature of
post-war finance of the continued inflation of European
currencies. It is a matter of common knowledge that many
of the European countries have been able to keep their
financial heads above water only by the continuous resort to
the desperate expedient of the printing press. The truth
is that in nearly all of Europe east of the Rhine the manu-
facture of paper currency has proceeded since the Armistice
at a much more rapid rate than during the war period itself,
and at a rate that hardly finds a parallel in history. In the
nations of western Europe the only difference is one of
degree. This chapter analyzes the condition of the European
monetary and banking systems for the light they throw
upon the general economic situation in Europe.

The increase of paper money in circulation in Europe has
largely been brought about by bank note issues. That is to
say, the paper money has been issued mainly by the banks
rather than by the governments direct. Accordingly, an
appreciation of the significance of the monetary situation
requires an understanding of the process by which the cur-
rency is issued and of the effects of such issues upon the
condition of European bank reserves. Only a few relatively
simple considerations are involved.

In each of the European countries there is a central bank,
comparable in its functions to the federal reserve banks of
the United States. In brief, these central banks are bankers’
banks, that is to say, they make loans to and hold deposit

63
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accounts for the individual private banks, much as the indi-
vidual banks make loans to and hold deposits for private
individuals. In normal times the ordinary banks do not
need to borrow much from the central institutions, as they
have sufficient funds of their own to take care of all business
requirements. But whenever there arises a very active
demand for money, these banks are compelled to borrow the
additional funds required from the central banks, whose
duty ‘it is to maintain large reserves for just such
emergencies.

Currency Inflation

When early in the war there arose an abnormal demand
for funds with which to finance the production of war
materials, it immediately became necessary for the individual
banks to enlarge their borrowings from the central reserve
institutions. N&Ww since on the continent of Europe it is
customary to employ bank notes rather than checking
accounts, borrowing from the central bank usually resulted
in an issue of central bank notes to the individual bank.
These notes were in turn loaned out by the individual banks
for the purposes of business. [f it had not been for the
steadily rising prices during the war and the period which
followed, the expansion of loans by this process would not
have continued indefinitely. But the higher prices rose and
the more wages advanced, the more funds it took to finance
a given volume of business.! Accordingly, every business
man had steadily to increase the volume of his borrowing
from banks, and in turn every individual bank had steadily

* There is divided opinion among students of finance as to whether
the rise in prices was caused by the expansion of loans. One group
holds that if the banks had refused to advance loans, prices would not
have risen and the additional volume of funds would, therefore, not
have been required; another group holds that prices rose for other
reasons and that the expansion of loans was a result rather than a
cause of rising prices.
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to increase the volume of its borrowing from the central
bank.

At the same time, the various governments when in need
of funds usually found it more expedient to borrow the
amounts required from the central banks than to raise them
exclusively through taxation. Moreover, when government
bonds were sold to the general public, a considerable per-
centage of the funds used in buying them was borrowed
from the central bank. The process may perhaps best be
made clear by reference to what happened in the United
States, where similar financial methods were followed.

The people were asked to borrow on the security of
previous Liberty bonds, or other collateral, to the limit of
their capacity, and to invest the funds thus procured in
Liberty bonds. The banks from which the people borrowed,
in turn, secured the funds which they loaned through bor-
rowing from the federal reserve banks, on Liberty bonds
as collateral. The individual banks also invested huge sums
in Liberty bonds on their own account, again borrowing the
funds from the reserve banks. 2 It must be noted, in this
connection, that the funds which are thus drawn from the
reserves of the central banks constitute additional money in
circulation. The process described is what is commonly
known as currency inflation.

Bank Reserves

Now all this borrowing from the banking institutions
naturally reduced the reserves of the central banks. A few
words are necessary as to the meaning of reserves. Experi-
ence has demonstrated that if a bank has notes (that is,
promises to pay cash) outstanding in the hands of indi-

*There is also divided opinion among students of finance as to
the merits of this method of financing the war. We are, however,
interested here only in showing the effects of the process upon the con-
dition of bank reserves.

5
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viduals of $100,000, for example, it is not necessary for it
to hold as much as $100,000 in specie as a reserve for
redeeming them. This is because there is little possibility
that all of the notes will, at any one time, be presented for
payment in cash. It is merely necessary for the bank to
keep on hand such an amount of specie as experience has
shown is necessary to enable it at all times to meet the
actual demands that develop. In England and in the United
States where checking (deposit) accounts are mainly used
instead of notes, the same principle holds. It is unnecessary
for a bank to keep a reserve against the deposits of indi-
viduals equal to 100 per cent of such deposits; it is necessary
to keep only such a percentage of cash to deposits as ex-
perience has shown will enable the bank always to be in a
position to pay cash when it is demanded.

The same principle also holds with reference to the
reserve of the central, or bankers’ banks. They must keep
only such ratié 61 cash to notes and deposits as experience
has shown to be necessary in order to maintain specie
payments.

It will be seen at once that since the individual banks can
borrow, when in need of additional cash, from the central
banking institutions, they do not have to keep very much
cash on hand. The truth is that not more than 5 per cent
of the amount of the outstanding deposits and notes is
usually kept by individual banks in the form of cash. But
since the central reserve banks have no similar borrowing
resources, they must necessarily keep much larger reserves.
In the United States the law requires a minimum reserve in
the federal reserve banks of about 40 per cent against notes
and deposits. 2 But it is the policy of the federal reserve
managers to keep reserves in ordinary periods very greatly

*To be precise it is 40 per cent against federal reserve notes and
35 per cent against deposits.
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in excess of this amount, in order that in time of emergency
they may be able to issue more notes and lend more money to
the member banks than would otherwise be possible. In Eur-
ope it is not usually customary for the law to fix a legal mini-
mum reserve; but the practice has nevertheless been for the
managers of the central reserve institutions to keep very
high reserves, usually from 50 to 70 or 80 per cent, the
percentages varying somewhat at different times and in
different countries.

Effect of War Finance upon Reserves

Such was the condition of affairs at the outbreak of the
European war. The great demand for funds that shortly
developed, however, resulted in a rapid lessening of the
ratio of gold reserves to outstanding claims against gold. It
was early seen that the financial strain would be extremely
heavy, and as a means of conserving the gold supply the
various European central banks soon suspended specie pay-
ments. That is to say, they refused to redeem the paper
currency in gold when it was presented at the bank for pay-
ment. Paper currency thus ceased to be interchangeable
with gold; it became irredeemable, and it depreciated in
value as the chance for an ultimate resumption of specie
payments became more and more remote.

The aggregate gold holdings of the central banks of
Europe were actually increased in consequence of this refusal
of the banks to part with gold, on the one hand, and, on the
other, because of the actual transference of gold from the
channels of commerce to the coffers of the banks. But it
nevertheless proved impossible in all of the belligerent
countries to prevent a decrease in the percentage of gold
reserves to notes and deposits, on account of the numerous
outpourings of paper currency.

For similar reasons, the reserves of the federal reserve
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banks of the United States were drawn down during the
course of the war from a maximum of nearly go per cent to
about 52 per cent at the time of the Armistice. The reserves
of the central banks of the European belligerents were in
most cases reduced much further during the war than were
those of the federal reserve banks in the United States. This
was because of the smaller original pre-war ratio of gold to
outstanding note and deposit liabilities in the European
banksy and because of the greater intensity of the financial
strain in consequence of Europe’s longer participation in the
struggle.

The data in the table below show the changes which
occurred in the percentage of gold and silver reserves to
note and deposit obligations in the leading nations of the
world, from the time each entered the war until (with the
few exceptions noted) the spring of 1920.* This table will
at once reveal the*disastrous effects of war finance upon the
banking systems of the world, and provide a background
for a consideration of the trend of monetary development
in the several European countries during the past twelve
months.

THE WAaAR’s EFFect oN WORLD BANKING SYSTEMS

(000,000 omitted)

Gold and Note and
Silver Deposit Reserve
Country Holdings Obligations Percentage

1014 1920 1914 1020 1914 1920
(A) ArLiED PowErs

United States (a).. $ 047 $2,078 $1,064 $5907 80.0% 42.2% (b)

Great Britain ...... 186 547 472 1,131 30.4 484 (c)
France ............ 920 1,122 1,547 7,936 59.5 14.1
Italy (d) ..... eees 288 222 462 2,891 62.3 7.7

‘ The table is compiled from data assembled by Louis Ross Gottlieb,
published in the Bankers Statistics Corporation, New York, 1920, in an
article entitled, “The Banking Situation of Foreign Countries.”
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Gold and Note and
Silver Deposit
Country Holdings Obligations
19014 1920 1914 1920
(A) Avuiep Powers—Continued
Russia (&) ......... 937 1,048 1,408 11,236
Japan ...eviniiinn 109 467 239 1,306
Belgium ........... 61 69 240 1,395
Greece ..v.eneeennn 45 286 89 470
Roumania ......... 41 293 89 1,280
Portugal ........... 18 29 08 447
Finland ............ 7 8 28 250

Total Allied Powers $3,559

$7,060 $5,736 $34,308

(B)
Germany .......... $ 402
Austria-Hungary ... 312
Turkey ...ovvvvnvvens 21
Bulgaria ............ 25

CENTRAL PowERrs

$ 255 $ 675 $15,330
58 491 13,443
46 75 92
13 80 615

Total Central Powers $ 760

$ 372 $1,321 $29,489

Total Active
Belligerents ...... $4,319

$7,441 $7,057 $63,707
NEUTRAL POWERS
$1,550 $1,325 $ 3,242

(©)
Total Neutrals (f). $ 765
Grand Total ....... $5,084

'$0,000 $8,382 $67,030

(a) Figures for the United States are for March 30, 1917.

federal reserve banks.

b) The ratio s computed on the basis of gross deposits.
c) The British reserve ratio here appears to be higher than it really is; for the
‘“‘currency notes,”” amounting to $139,000,000, which are issued by the

government instead of the Bank of England, are not included.

Reserve
Percentage
1014 1920
66.5 17.3
456 358
25.4 4.9
50.6 60.9
46.1 22.9
18.4 6.5
25.0 3.1
62.0 20.6
50.6 1.7
63.5 0.4
28.0 50.0
31.3 2.1
57.5 1.3
61.2 1L7
577 481
60.1 1_3—:
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They include only the

If these be

included, the reserve ratio is cut in two. See special table on the following

page.
(d) Piguresare for the three Italian banks of issue. Legal tender notes are included

in the gold and silver holdings.
(e) The Russian figures are for October, 1917. At the present time the returns

would, of course, be wholly different.
(f) The neutral nations include: Argentina, Brazil, Denmark, Netherlands, and

Switzerland.

Banking Position in Great Britain

In Great Britain both the Treasury and the Bank of
England have issued currency with which to finance the
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requirements of war and reconstruction. Hence the com-
bined accounts of the Bank and the Treasury given in the
following table will best reveal the true financial status of the
country and the drift during the past year. ®

(£000,000 omitted)

Currency Govt.
Bank Notes & Coin & Floating
Notes Certificates Deposits Bullion Reserve* Debt

1913, ayerage .... £29 £57 £38 44.2%
1920, Jan,, ....... 84 £330 155 128 22.5 £1,319
1920, June, ...... 107 357 192 146 22.3 1,204
1920, Dec., .v.ev.. 113 367 190 157 23.4 1,408
1921, June, ...... 110 324 147 157 27.0 1,374

* Ratio of coin and bullion to notes and deposits.

For the first year and a half after the Armistice, the
volume of outstanding notes and deposits rapidly increased,
and the reserve percentage touched bottom in June, 1920.
Although outstafiding liabilities expanded until the end of
1920, the increase in coin and bullion was enough to raise
the reserve ratio about one per cent. The first six months
of 1921 reveals a reduction in both bank and currency notes,
and deposit obligations, with a resulting material improve-
ment in the reserve ratio.

The floating debt of the government, consisting mainly
of Treasury bills, or short-time promises to pay, also
decreased somewhat during the first half of the current year
(1921), although the amount now is larger than it was
twelve months ago. It is not improbable that the second half
of 1921 will show a new increase, in consequence of current
budget difficulties, discussed in the preceding chapter.

Banking Situation in France
French financial statistics have not been complicated by
government notes, all issues having been made through the

®Data taken from Federal Reserve Bulletins.
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Bank of France. The following table giving the condition
of the Bank of France shows the trend of French banking :®

(In francs, 000,000 omitted)

Note Deposit  Gold and Reserve*
Circulation Obligations Silver Ratio

1913, Dec. .....vnnnn.. 5,723 984 4,164 62.1%
1918, Dec. ....cvvvvnnn 30,200 2,484 3,765 11.5
1919, Dec. ............ 37,330 3,211 3,874 9.5
1920, June ........... 37,915 3,751 3,972 9.5
1920, Dec. .oivivvinnn 37,902 3,575 3,818 9.2
1921, June ........... 37,422 2,861 3,846 9.5

* Gold and silver to note circulation and deposit obligations.

It will be seen that although the reserve percentage has
improved slightly during the past year, the ratio is still
lower than it was at the time of the Armistice. While the
note circulation has declined but little, there has been a
material reduction in deposit obligations since the end of
1920.

Italian Financial Situation
The following data 7 show the condition of Italian bank-

ing:

(In lire, 000,000 omitted)

Note Deposit Gold Reserve*

Circulation Obligations Reserve Ratio

1913, Dec. .oovvuinnn . 2,284 318 1,661 63.9%
1020, Jan. ......ee... 15,634 2,376 2,021 11.2
1020, June .......... 17,817 2,379 2,110 10.5
1920, Dec. ..ocvvnenn. 10,731 2,559 2,077 9.3
1921, March ......... 18,765 2,461 2,043 9.6
1021, June .....oeeens 18,150 2,366 1,089 9.7

* Gold reserve to note circulation and deposit obligations.

% Data taken from Federal Reserve Bulletins. . .

"The figures are for the Italian banks that are 6§)nv11eged to issue
notes. They differ somewhat from those on page 68, because they in-
clude foreign specie holdings.
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The Italian situation, it will be seen, resembles very
closely that of France. There has been a slight improve-
ment in the reserve ratio during the past year (1921).

Banking Situation in Germany

The following data show the trend of banking conditions
in Germany during and since the war. The figures are for
the central Reichsbank:

(In marks, 000,000 omitted)

Notes in Gold Reserve*

Circulation Deposits Reserve Ratio
1913, Dec. .ovvvunnns 1,058 668 1,068 40.7%
1918, Dec. 3I....... 22,206 13,828 2,281 6.3
1919, Dec. 31....... 35,723 17,095 1,109 2.1
1920, Dec. 3I....... 66,806 22,327 1,092 1.2
1921, May 3lenigs 71,839 14,003 1,092 1.3
1921, July 3I....... 77,301 15,814 1,002 1.17

* Gold reserve to note circulation and deposit obligations.

The figures for Germany reveal an appalling situation.
The enormous expansion in note issues and deposits carried
the reserve ratio down from 40.7 to 6.3 per cent during the
period of the war. Since the Armistice the gold supply of the
Reichsbank has been cut in two, and the volume of outstand-
ing notes and deposits has been considerably more than
doubled. During the single year 1919, the note issues of the
Reichsbank were increased over 60 per cent, and in the year
1920 almost 100 per cent.

There is still another form of paper currency in Germany,
known as darlehnkassenscheine.® These notes are issued
by certain so-called “loan banks.” Though they are now
permitted to be used as reserve money, they are not re-
deemable in gold. The volume at present in circulation is

*For a further statement with reference to these notes, sce foot-
note on page 83.
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8,358,000,000 marks. To measure the full extent of the
inflation in Germany this figure should be added to the
totals in the above table.

Reserves of Other Countries

There is no need of going into detailed figures for other
European countries. It is enough to point out that the
condition of Belgium and of neutral countries resembles
that of France and Italy, in that the volume of outstanding
notes and deposits has ceased to expand within the past year
and the proportion of gold to paper money is now increas-
ing slightly. The minor countries of central and eastern
Europe are in most cases in a worse condition than Germany.
The manufacture of paper money is still a major industry,
and gold reserves are still rapidly declining.

Inflation Still Unchecked

Many American students of European conditions contend
that European inflation has now been definitely checked;
and they find in this asserted fact the most hopeful, single
evidence of European recovery. This oft-repeated state-
ment is not true. Inflation is as violent as ever in central
and eastern Europe, and continues everywhere on the con-
tinent, notwithstanding the figures in the foregoing tables.

To understand why the assertion that inflation remains
unchecked can be made in the face of the evidence that bank
note obligations have ceased to expand in western Europe,
one must appreciate that there are two kinds of inflation.
The first results from rising prices and booming business,
with heavy borrowing from banks by business and com-
mercial interests. It may be designated as “commercial”’
inflation. The second results from government borrowing
for the purpose of meeting government deficits. It may
be called ‘“‘governmental,” or “fiscal” inflation. Now
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it is only the former type of inflation that has been
checked.

The business depression and accompanying price liquida-
tion has, in Europe as in the United States, very greatly
reduced the demands made upon the banks for commercial
and business loans. The business depression has checked
business inflation; but it has not checked government infla-
tion. Indeed, the business depression, through increasing
the amount of the government Treasury deficits, will this
year cause a greater recourse to government loans from the
banks—in nearly every European country—than at any time
heretofore. Fiscal inflation is on the increase.

The total voiume of outstanding notes of the Bank of
France, for example, has declined slightly since last autumn.
But this merely indicates that the reduction in the volume of
note issues for,commercial purposes has during this period
been somewhat greater than the increase in the volume of
note issues for government fiscal purposes. Now when the
process of business liquidation shall have run its course,
there will be no further reduction in the volume of business
borrowing. And thereafter, so long as government borrow-
ing for the purposes of balancing budgets continues, the
volume of outstanding note issues will again increase and
reserves will again fall.

Germany and other central and eastern European coun-
tries now differ from those of western Europe chiefly in that
in them the expansion of government borrowing has more
than offset the recent contraction of business borrowing. ®
This is mainly because the budgets of these countries are less
nearly balanced than are those of the western belligerents.
In consequence, the total of outstanding notes continues to
expand, even in the face of business depression.

* That there has been commercial contraction in Germany may be
seen from the decline of deposits, as shown in the table on page 72.
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General Conclusions

What, now, are we to conclude from this analysis? What
if the volume of outstanding notes and deposits is enormous;
what if the reserve percentage is unprecedentedly low, and in
a large part of Europe still declining? Does the present situa-
tion necessarily foreshadow disaster? Of England it may
be dogmatically stated that there is little occasion for alarm,
so far as the purely banking aspects of the situation are con-
cerned. The reserve is increasing steadily—in aggregate
volume—and the percentage of gold to paper money is
steadily increasing. The Bank of England is headed in the
right direction—moving toward a condition where specie
payments can be resumed and the British monetary system
restored to a gold basis. That the progress will be slow,
however, is evident from the renewed borrowing by the
government from the Bank of England in recent months—
in consequence of the severe business depression and the
resulting decline in receipts from taxation.

The same conclusion does not hold, however, in regard
to continental Europe. The condition of the central banks
of France, Belgium, and Italy is such that it will be many
years, at best, before specie payments can possibly be re-
sumed. Indeed, there are many who believe that it will be
quite impossible for them ever to restore the pre-war gold
value of their currencies. It is pointed out that no bank in
history—in similar condition—has ever succeeded in build-
ing up a gold reserve and in reducing outstanding note
issues sufficiently to permit the resumption of specie
payments.

The principal reasons for doubting the ability of these
nations to resume specie payments and thus to restore the
pre-war value of their paper currencies, is the budget situa-
tion discussed in Chapter V. Unless budgets can be
balanced there is no escape from a progressive deterioration
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of the banking position. This, of course, applies equally
well to the neutral countries.

Unless the truth of this observation is clearly perceived,
one cannot reach a full understanding of the gravity of the
European situation. Unbalanced budgets will in time wreck
the entire monetary and banking situation. Moreover, so
long as irredeemable paper remains the basis of values in
Europe, prices will remain unstable, and foreign exchange,
for reasons discussed in Chapter 1I, will remain depreciated
and continue to fluctuate to the serious detriment of both
foreign and domestic business.

In Germany the depreciation of the currency and the
demoralization of the financial system has already reached
an acute stage. The German financial situation represents
an intermediate stage between that of the distressed
countries of western Europe and the bankrupt countries of
the east. It, therefore, offers an excellent opportunity for
an analysis of the process whereby a nation whose budget is
seriously unbalanced and which is committed to the unlimited
issue of home-grown currency, must inevitably end in
financial disaster. Accordingly, the succeeding chapter is
devoted to a study of the future of German currency.



CHAPTER VII
THE GERMAN MONETARY COLLAPSE

Additions to Gold Supply Impossible

Whatever may be the ultimate outcome of the monetary
and banking situation in western Europe, there is little doubt
of the future in Germany and in the other nations of central
and eastern Europe. It is impossible to conceive how these
countries can ever reach a position where they can redeem
the present outstanding currencies.

Progressive deterioration of the reserve and progressive
depreciation of the currency appear inevitable. Of such
tremendous importance is a clear understanding of what
lies in store for central and eastern Europe to an apprecia-
tion of the whole problem of European rehabilitation, that
a careful analysis of Germany’s inevitable financial future
is required.

In the first place, it is impossible for the Reichsbank to
increase its gold holdings. Practically all of the gold supply
of Germany is now in the Reichsbank; there is no more
that can be withdrawn from the channels of circulation.
And since Germany is not a gold-producing country, she
can add to her total stock of gold only by importing it. Let
us see what this involves.

In the previous discussion of the foreign exchange
mechanism, * it was shown that gold will flow to a nation
only when the volume of exports exceeds the volume of
imports—allowance, of course, being made for the other
items entering into the international scale-pans. But in

*See Chapter II.
77
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the case of Germany, under present conditions, no gold can
be received until the exports exceed the imports by more than
the amount of the annual reparations payments, which, as
will be seen in later discussion, can in the main be made only
by the shipment of goods abroad. The subsequent dis-
cussions of the terms of the reparation settlement will indi-
cate that for something like a half century Germany cannot
expect to receive any appreciable inflow of gold.

Deflation of Currency

Could Germany, by reducing her outstanding circulation
sufficiently, resume specie payments? Suppose we consider
first the possibility of resumption upon the basis of
Germany’s existing gold supply—assuming, for the time
being, that none of it is exported in reparations payments.
To what extent would the German currency have to be
deflated in ordet* to make possible a return to the pre-war
gold standard? In the United States a minimum of 4o
per cent reserve in the federal reserve banks is considered
essential to the maintenance of specie payments. Before the
war the German banking law required a reserve of at
least 33 per cent against outstanding notes. Much more
than this was, in fact, ordinarily maintained. While other
leading countries required no definite reserve, practical ex-
perience had in all cases led to the maintenance of large
specie holdings. 2 But it is doubtless possible to effect a
restoration of gold redemption on a much narrower gold
basis than was formerly the case. Assume, therefore, that
the accumulation of a reserve of 20 per cent would be suffi-
cient. What amount of deflation would this require, and
what would be involved in the process?

The amount of outstanding Reichsbank notes now stands
at over 80 billion marks, and the reserve at slightly more

? See table on page 68 for the reserve in 1914.
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than 1 billion marks. (The outstanding deposit claims
amounting to more than 14 billion marks are here omitted
from consideration.) To make the reserve of 1 billion marks
equal to 20 per cent of the note issues would require a
reduction of the notes to 5 billion marks. Sixty-five billion
marks, over 80 per cent of the entire monetary supply, would
have to be eliminated from circulation.

To understand the full significance of so drastic a con-
traction of the currency, it must be recognized that it would
involve a reduction of bank loans to roughly one-fourteenth
of the present total. Such a drastic reduction of loans
would produce complete business prostration and result in
almost universal unemployment. It would also involve the
cessation of unemployment insurance and pensions, and a
failure to cover by new loans the huge governmental and
railway operating deficits.®* No government could last which
resolutely undertook any such contraction of bank loans; the
certain results of attempting it would be political revolution.

If the contraction were sought to be effected only very
gradually—say in fifty years—there would merely be a
prolongation of the agony of deflation, and an apparently
perennial era of desperately hard times. Prosperity never
accompanies contraction of currency and falling prices.
Neither the Germans nor any other people will submit to a
prolonged period of hard times and unemployment, when the
power of restoring business activity through a renewal of
inflation is ready at hand.

Argument Against Deflation

There is another reason why a return to gold redemption
of the existing currency will not—many students say, should
not—be undertaken. The existing government debts have

*The railway operating deficit in 1921 was over g billion marks.
Incidentally, these deficits would also make the payment of reparations
impossible.
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largely been contracted on the basis of highly inflated values.
And to reduce prices, and hence money wages and profits,
to a pre-war basis, or to anything approximating a pre-war
basis, would enormously increase the difficulty of raising the
necessary taxes. The point is that the interest on the public
debt would not be reduced as the result of deflation, while
the wages and profits out of which tax revenues must come
would be reduced.

The following statement substantially as made by the
Right Hon. R. McKenna, Chairman of the London Joint
City and Midland Bank, will indicate what would be
involved in deflation, even in England, where the price level
now stands at only twice the pre-war figures: The two
items of interest on the public debt, £350,000,000, and war
pensions, £120,000,000, would, if prices and profits were
reduced to a pre-war level, call for a tax of over 13 shillings
in the pound, {3 rate absolutely impossible for any country
to bear.” Thirteen shillings in the pound, it may be ex-
plained, means roughly 60 per cent of the national income.
The other governmental revenue required would be
additional to this. In Germany and France the difficulty
would, of course, be intensified manyfold.

If a deflation of prices and values back to pre-war levels
should occur, it would be necessary to scale down in some
way the public debts. This might be done either by repudiat-
ing them wholly or in part, or by reducing the rate of in-
terest, paying in Germany, for example, perhaps the
equivalent of one cent on the dollar. Such a proceeding is,
however, beset with great political danger. It would arouse
bitter opposition among certain groups. Human beings like
to have taxes reduced ; but they regard a scaling down of in-
terest payments as a species of governmental robbery.

Even if the government d